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WAR AT ANY COST? THE TOTAL ECONOMIC
COSTS OF THE WAR BEYOND THE FEDERAL
BUDGET

THURSDAY, FEBRUARY 28, 2008

CONGRESS OF THE UNITED STATES,
JOINT EcoNoMIC COMMITTEE,
Washington, DC.

The Committee met at 9:30 a.m. in room SH-106 of the Hart
Senate Office Building, The Honorable Charles E. Schumer (Chair-
man) presiding.

Senators present. Schumer, Klobuchar, and Brownback.

Representatives present. Maloney, Sanchez, Doggett, Hinchey,
Cummings, Saxton, and Paul.

Staff present: Christina Baumgardner, Stephanie Dreyer, Anna
Fodor, Chris Frenze, Tamara Fucile, Nan Gibson, Rachel Greszler,
Colleen Healy, Aaron Kabaker, Tim Kane, Israel Klein, Tyler
Kurtz, Brian Larkin, Michael Laskawy, Dan Miller, Robert
O’Quinn, Jeff Schlagenhauf, Marcus Stanley, Robert Weingart, Jeff
Wrase, and Adam Yoffie.

OPENING STATEMENT OF THE HONORABLE CHARLES E.
SCHUMER, CHAIRMAN, A U.S. SENATOR FROM NEW YORK

Chairman Schumer. Good morning, everybody. I'd like to
thank all of you for coming to our Joint Economic Committee hear-
ing today on the costs of the war in Iragq.

This is a contentious topic, and so I'm going to ask our audience,
of course, to be respectful of the witnesses, their opinions, and the
Committee, as we proceed.

We have a very distinguished panel, including Professor Joseph
Stiglitz, the Nobel Laureate economist now at Columbia; Robert
Hormats, a National Security Council Advisor under both Demo-
cratic and Republican Presidents, and now co-chairman of Goldman
Sachs; Rand Beers, the president of the National Security Network
and former NSC Advisor, who has written so many astute things
on national security, and Scott Wallsten, an economist and for-
merly of the American Enterprise Institute.

I'd like to take a few moments to talk about the war, its costs,
and what I believe is a turning point in our arguments against the
war, for those of us who are against it.

Then I'll recognize our Members for opening statements, and for-
mally introduce the panel.

Now, the case against the war in Iraq has been building for a
long time. Too many young American men and women have given
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their lives or suffered terrible, life-altering injuries, with little to
show for their sacrifice.

The American people are baffled by the lack of political progress,
despite the good works of our troops, and now Americans are trying
to comprehend the eye-popping dollar figures that this war is cost-
ing our budget and our economy.

It’s becoming clear to all Americans—Republicans, Democrats,
and Independents—that by continuing to spend huge amounts in
Iraq, we're prevented from spending on important goals and vital
needs here at home.

So, the turning point is this: The lack of progress, particularly
on the political front, continues; the tragic loss of life continues, but
the cost of the war and the inability to use those funds to help us
here at home and to properly go after the real nexus of terror,
which is to the East in Pakistan, Iran, and Afghanistan, has be-
come the clinching argument that we must quickly and soon
change the course of this war in Iraq.

I went to Iraq over New Years and spent time with our soldiers.
I can tell you, they’re wonderful. They’re awe- inspiring.

But I can also tell you from my trip to Iraq, at least my esti-
mate—and I don’t think this is different than many others—that
if everything worked out well and we followed General Petraeus’s
general playbook, which I think is a good one, it would take us 5
years to gain maybe a 50-percent chance of bringing stability to
Irag—not democracy. I think democracy is a forlorn hope at this
point. It’s maybe a little bit of western arrogance to think we can
impose an American style democracy on a country like Irag—but
just stability.

Now, I would ask anybody here in this audience, of any ideolog-
ical stripe, is that your number one goal for the country? Is it num-
ber two? Is it number three? Where does it rank with improving
healthcare, improving our education system, gaining an energy pol-
icy that’s important.

And where does it rank with foreign policy goals such as dealing
with the triad, the nexus of terror, over at the Afghanistan, Paki-
stan, and Iranian theater? I don’t think very many Americans
would rank it such a high priority, and yet, in terms of the amount
of money we are spending there, as well as our focus, our energy,
it is number one or number two or number three in occupying
America.

And so we have to put this in perspective. The cost of the war
has become the $800 billion gorilla in the room. The backbreaking
costs of this war to American families, the Federal budget, and the
entire economy, are beyond measure in many ways, and it’s becom-
ing the first thing after the loss of life that people think about and
talk about.

Let me just give you some numbers: For the amount of money
the Bush administration wants to spend per day in Irag—that’s
$430 million—we could: Enroll an additional 58,000 children in
Head Start for a whole year; put about 9,000 police officers on the
streets per year; provide health insurance for 329,000 low-income
children through CHIP per year; hire 10,700 Border Patrol agents
per year. This is Iraq for one day, and these equivalents are on a
yearly basis.
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We could make college more affordable for 163,000 students per
year; help 260,000 American families keep their homes, with fore-
closure prevention counselling this year.

In the Fiscal 2008 budget, we put $159 billion into Iraq, double
the amount we did for our entire transportation budget—roads,
bridges—6 times as much as what we put into the National Insti-
tutes of Health to discover cures for diseases like cancer and diabe-
tes; 7 times what we spend on helping young Americans get a col-
lege education; and 30 times as much as we do to ensure the
hﬁrﬁch—what it would cost to ensure the health of every single
child.

So, the costs are mountainous. As this world changes, technology
is changing our world and America has to adapt to it. We’re not;
instead, we’re taking so many of our resources and just putting
them into Iraq.

Again for what end? At best, stability in a small part of the
world, when there is so much instability in more dangerous places,
at least to the United States, elsewhere.

I've read the testimony from the witnesses, and particularly from
Professor Stiglitz. We're grateful to him here. His book’s title
speaks for itself: The Three Trillion Dollar War.

I was dismayed to learn that Professor Stiglitz had trouble get-
ting information from the Government about what this war is cost-
ing us, from the Pentagon and the Veterans Administration.

And I was also tremendously disappointed to read in the paper
today that the White House has already disparaged Professor
Stiglitz and the work he has done. It’s the height of hypocrisy for
an Administration that has been so secretive and so unwilling to
face the truth and the true costs of their policies in this war, to
disparage the courage and conviction of someone like Professor
Stiglitz.

So I plan to ask Senator Levin, who chairs the Armed Services
Committee, to work with me to make sure the Administration is
more transparent and forthcoming about the billions in taxpayer
money we are spending, going forward.

Professor Stiglitz estimates that, conservatively, this war could
cost $3 trillion for budget costs, alone. That is a trillion, with a T.
These estimates make our JEC estimates, which knocked people’s
socks off when we did them a couple of months ago, seem small.*
His higher estimates of the total economic costs, dwarf all other es-
timates, at up to $5 trillion.

So, for this reason and others, we desperately need a change of
course in Iraq. We can’t continue to police a civil war built on age-
old enmities of the various factions in Iraq; we can’t afford the
costs, which are increasing exponentially, according to expert
economists; and we can’t allow this skyrocketing spending in Iraq
to displace just about every other domestic and foreign policy pri-
ority.

If you look at the President’s budget this year, everything is
slashed dramatically, even Medicare and Medicaid, the lifeblood of
healthcare systems, all to make room for the war in Iraq.

*The Joint Economic Committee Report, “War at Any Price? The Total Economic Costs of the
War Beyond the Federal Budget,” updated Feb. 2008, appears in the Submissions for the Record
on page 253.
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History will look up this Iraq war in two ways: I believe it will
certainly admire the bravery of our soldiers, from the armies to the
generals; it will acknowledge that going through the Iraq process,
General Petreaus’s rewriting of the Army Manual, will allow us to
more effectively fight the next war.

But, at the same time, history will be amazed at the mistakes
made by this Administration in starting this war and continuing
this war for far too long.

[The prepared statement of the Senator Schumer appears in the
Submissions for the Record on page 54.]

Chairman Schumer. With that, let me call on my colleague,
Vice Chair Maloney—oh, no, sorry. I always get this wrong.

[Laughter.]

Chairman Schumer. Ranking Member Saxton.

OPENING STATEMENT OF THE HONORABLE JIM SAXTON,
RANKING MINORITY, A U.S. REPRESENTATIVE FROM NEW
JERSEY

Representative Saxton. Thank you, Mr. Chairman. I appre-
ciate the opportunity to be here with you this morning, and I would
just say at the outset, that I'd like to welcome our witnesses. 1
thank them all for being here.

Mr. Chairman, there are different views on the situation in Iraq.
You and I have had a different view, historically, on this subject,
for quite some time, and I listened carefully to your opening state-
ment, and nothing has changed.

So

Chairman Schumer. Except all the additional money we're
spending and additional lives we’re losing.

Representative Saxton. This is my time, and TI'll reclaim it,
thank you.

The Iraq war obviously has many dimensions, including foreign
policy, defense policy, and policy related to terrorism.

While debate about past policy in Iraq will continue, the most
important question facing policymakers, is this: What should U.S.
policy in Iraq be today and in the future?

Since the implementation of the surge strategy in Iraq, the mili-
tary situation has improved dramatically, as noted by a variety of
independent experts from the Brookings Institute, as well as the
American Enterprise Institute, and publications such as the Wash-
ington Post.

In fact, a recent Washington Post editorial urged critics of the
war to take the success of the surge into account in setting future
policy.

And in this week’s National Review, an article entitled “Re-Lib-
erators,” the author writes the following:

Iraq is a mind-bogglingly complex country that defies generalizations, except for
one. Where U.S. troops have a substantial presence, there is more security, more

grass roots political activity, and more economic progress. Hence, the success of the
surge and the imperative not to draw down too quickly, is immensely important.

The leader of the small village where this author was writing,
said this: “We are very serious, we are going to go all the way to
the end of the path, and we don’t want you Americans to leave.”
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After a year, that view of the surge is not uncommon. However,
another attempt to force a hasty retreat from Iraq is now under-
way, following the many failures to do the same thing earlier in
this Congress.

Now that the surge is proving successful, a quick exit from Iraq
would be especially costly. The virtually immediate withdrawal ad-
vocated by some politicians, is not militarily feasible, and even a
premature withdrawal could produce immense costs, both in
human terms, as well as in economic terms.

For example, if the United States withdrew quickly, the biggest
winners would include terrorists and the Iranian regime, which is
designated as a state sponsor of terrorism. Iranian influence would
further spread to Iraq, potentially expanding Iranian military in-
fluence in the Persian Gulf, including the Straits of Hormuz, and
leading to Iranian control of significant Iraqi oil resources.

Iran has already threatened to cutoff western oil supplies, and in
such a situation, would be well positioned to act on such a threat.

Consider also that the scenario of a rapid U.S. pullout could lead
to a civil war in Iraq, drawing in surrounding nations and leading
to a regional conflagration.

Unfortunately, this is not a remote possibility, but something
that must be considered. The economic, military, and human costs
of this outcome to the United States and its allies, would be enor-
mous.

All wars impose costs in terms of life and treasure, and the Iraq
war is no exception. These costs must be considered as the U.S.
weighs its options in Iraq. In determining future policy, we have
to consider whether the situation in Iraq is improving significantly,
as well as to consider the cost and benefits of our various other pol-
icy options.

Ss economic costs and benefits are considered, it is important to
recognize that estimates will range widely, because they are, nec-
essarily, based on questionable data. A variety of assumptions and
speculation about the events is also included in most analyses. As
Dr. Wallsten has warned, the data are not of high quality and, fur-
ther, each calculation requires several assumptions.

He also has pointed out that even meticulous cost estimates con-
tain a great deal of error, and thus such analysis, quote, “cannot
determine whether the benefits of war exceed the costs.”

I would note that it is important—the important elements of Dr.
Wallsten’s work are also incorporated in Dr. Stiglitz’s research,
which shares the same limitations.

In their 2005 paper, Dr. Wallsten and a co-author, acknowledged
the inherent “imprecision,” of the cost estimates, but they provided
a significant analytical framework for the policy debate.

It is important to repeat their warnings regarding this inherent
imprecision which makes it impossible to determine the relative
costs and benefits of the Iraq war.

In closing, I would just note this: Last week, the Washington
Post covered the new attack advertising on the Iraq war, sponsored
by the Democratic Senatorial Campaign Committee. I would like to
think that the timing of this ad campaign, this hearing, and the
Iraq pullout vote this week, is a remarkable coincidence, but I'm
sorry I can’t draw that conclusion.
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[The prepared statement of Representative Saxton appears in the
Submissions for the Record on page 56.]
Chairman Schumer. Vice Chair Maloney.

OPENING STATEMENT OF THE HONORABLE CAROLYN B.
MALONEY, VICE CHAIR, A U.S. REPRESENTATIVE FROM NEW
YORK

Vice Chair Maloney. Good morning. I thank my colleague and
friend, Chuck Schumer, for holding this hearing to examine the
economic cost of the Iraq war, and I want to welcome our distin-
guished guests, many of whom have served in Government, and
thank them for their service and for their testimony here today.

Over the past 5 years, the President has requested some $665
billion from Congress to fund the war in Iraq.

The more than $180 billion that the President wants the Govern-
ment to spend on Iraq just this year, including interest on war
debt, totals almost half a billion dollars a day.

But the untold story, one every American needs to hear, is that
the costs of this war go well beyond these budget numbers. At my
request last year, the Joint Economic Committee prepared a report
showing that if the President’s 2008 funding request is approved,
the full economic cost of the war will total $1.3 trillion—just by the
end of this year.

This figure includes the hidden costs of deficit financing, the fu-
ture care of our wounded Veterans, and disruption in our oil mar-
kets. And if the war continues, the costs will only mount higher.

In his new book, Dr. Stiglitz estimates that the total economic
price tag for the war could reach $3 trillion to $5 trillion over the
next decade, if we remain in Iraq.

The numbers may feel abstract, but the costs are real.

The burden of the war debt handed down to our children is real.
It’s been called the Iraq 100-year mortgage.

The lost opportunities to invest here at home in jobs—green tech-
nologies, roads, bridges, healthcare, and education—are real. And
the nearly 4,000 lives, almost 200 from New York State alone are
real.

We are all paying for the colossal costs of this war, one way or
another.

Last year alone, the President asked Congress to spend more on
the Iraq war than the $130 billion our Nation spends annually on
the entire American road and highway system. At a time when our
levies and bridges are crumbling, as we saw during Katrina, we
cannot afford to stop investing in our infrastructure.

And the President has been squabbling with Congress about
money for children’s healthcare when about 3-months’ worth of
Iraq war spending would have covered the entire 5-year S—-CHIP,
Children’s Health Insurance Program funding increase he vetoed
last year.

The Administration is reportedly negotiating for an indefinite
U.S. troop presence in Iraq. We know we cannot continue the con-
tinued loss of life. The economic costs have also become unbearable.

The JEC report has estimated that the difference between stay-
ing the course with our current troop commitment in Iraq, versus
a more rapid drawdown favored by many Congressional Democrats,
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is about $1.8 trillion in additional economic costs over the next dec-
ade.

That is above and beyond what we’ve already spent on the war,
and it’s money that will continue to be diverted from important na-
tional priorities.

A productive debate over the long-term economic impact of the
war and its cost to future generations is long overdue. It’s no sur-
prise, however, that this is a debate that the Bush administration
would rather hide from.

OMB Director Nussle took issue with our JEC report last year.
Chairman Schumer and I wrote to invite him to appear before this
Committee to present the Administration’s estimates of what the
full economic cost of the Iraq war have been so far and will be
going forward. Not surprisingly, Director Nussle has not responded
to our open invitation.

I want to call on the Administration to produce their own esti-
mates, as we and many of our witnesses have done, and appear be-
fore this Committee to have a productive dialog about this critical
issue facing our Nation.

Again, Mr. Chairman, I thank you for your hard work on this
and so many other issues.

[The prepared statement of Representative Maloney appears in
the Submissions for the Record on page 57.]

Chairman Schumer. Thank you, Vice Chair Maloney. We're
going to have opening statements for any Member who wishes to
make one, just being careful of the time.

So, the next person in the order of people who came in is Rep-
resentative Paul. Welcome back.

OPENING STATEMENT OF THE HONORABLE RON PAUL, A U.S.
REPRESENTATIVE FROM TEXAS

Representative Paul. Thank you, Mr. Chairman. I appreciate
you holding these very important hearings, and appreciate the
panel appearing today. I realize that the issue here is the cost of
war, but it’s hard for some of us to think about the war without
thinking about policy, as well.

And this is something I've put a little bit of thought into and
think it’s a very serious problem. Nations, when they go to war,
generally, especially with our country, people resist it.

The large majority don’t want to go to war. They have to be con-
vinced of it, so then there has to be threat buildup and say, well,
we will be threatened, and the people join in and they are willing
to go along with the war.

But the war doesn’t end easily and quickly, and if it’s prolonged,
people turn against the war, and that’s where we are today, just
as we were in the 1960s, because what they realize is, it’s very
costly in terms of lost lives and serious injuries, but then there is
the cost of paying for the war.

We've gone through that cycle, and something has to give. Some
of us who have argued strongly against going in there in the first
place really will win this argument, that we will have to leave no
matter what the strength of the opposition is on the argument, be-
cause we won’t be able to afford it.
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And this is what we’re coming to, because our ability to afford
the war will be measured in terms of the value of our currency, and
that is, obviously, going down.

But Randolph Bourne, during World War I, wrote a paper and
he called it “War Is the Health of the State”, and this is one reason
why I have been alerted early on to be very cautious about going
to war, because I don’t like a big state, because if you have an om-
nipotent state, you undermine personal liberties, and that, of
course, should be our greatest concern in a free country, protecting
personal liberties.

But also, there are some myths, I think, economic myths associ-
ated with war, because you hear too often that war is good for the
economy. And we certainly heard that. This came out of getting out
of the Depression.

I don’t happen to believe that the war ended the Depression. Peo-
ple didn’t feel good until after the war was over.

I remember rationing and a lot of other things, so war does not
end—it’s not healthy for the economy. I think it’s very damaging
to the economy because we always have to pay for it.

And there was a study made not too long ago, and the result of
the study showed that all wars lead to inflation.

I mean, this was the claim, and whether he’s absolutely right or
not, I don’t know, but generally speaking, if you think of our his-
tory, even from the Revolutionary War on, we’ve had inflation,
which means the people are never required to pay for the war.

Maybe if they were required to pay for the war there wouldn’t
be so many wars. Direct taxation to pay for a war would end it
rather quickly because we couldn’t afford it, but if we can pass it
off to the next generation, we seem to be able to get away with it.

So we tax as much as we can, and then we borrow as much as
we can, and then we still don’t have enough money to run the war,
so we resort to the true source of the high cost of living, and that
is the inflation of the monetary system.

And it’s been notorious, back to Roman times. Then they ran out
of productive capacity to fight the wars, the clipped their coins and
diluted the metals.

Now, it’s more sophisticated. We just create credit and print the
money and we pay these bills. Then who gets stuck with the bills?
It’s the middle class and the poor, because they get hit with the
high cost of living.

This is where we are today. Unfortunately, the tragedy with the
middle class today, is being recognized, but the blame isn’t being
put on the right spot, because theyll say, well, if we just redis-
tribute more money, we're going to help the poor. I don’t see that
as an answer.

But paying for a war, of course, is very important. In the 1970s,
we had to pay a high price for guns—and butter in the 1960s—and
we nearly had a collapse of the dollar in 1979 and 1980, and we're
facing that same situation once again, although I think it’s much
worse because I think we’re not nearly the productive Nation that
we used to be, and I think our international debt and our domestic
debt and national debt is so unbelievable that we have to quickly
come to our senses.
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We have to take recognition that Osama Bin Laden has been
quoted as saying that he doesn’t mind us being over there one bit,
because he believes he can financially drain us. This is frightening
to me, that we have fallen into a trap, and I am scared to death
that we will financially drain ourselves and end up in a really
tough situation of not only loss of our financial well being here, but
the undermining of our liberties. I yield back.

[The prepared statement of Representative Paul appears in the
Submissions for the Record on page 58.]

Chairman Schumer. Thank you, and thank you for respecting
the time limits.

Representative Sanchez.

OPENING STATEMENT OF THE HONORABLE LORETTA
SANCHEZ, A U.S. REPRESENTATIVE FROM CALIFORNIA

Representative Sanchez. Thank you, Mr. Chairman Schumer.
I really appreciate you having this hearing.

I think that it’s an incredibly good time to talk about the real
costs of this war. I mean, I've been talking about it for the whole
time, but I think a lot of Americans really don’t understand what
it is costing us to be in Iraq.

And as a majority of Americans now realize, it probably wasn’t
a good idea to go into Iraq the way we went into Iraq, without
enough allies, without people paying a fair share, if we're supposed
to be the top cops around the world, or supposed to put in democ-
racy someplace.

And, unfortunately, the cost is in the lives of our people over
there; the cost is in the opportunity costs of not being able to spend
that money here on the domestic front, to improve the lives of our
people; the cost is in the way the world views us and how that sets
us up for other conflicts, an inability to diplomatically settle dif-
ferences among other countries, or with us, so I think there’s a lot
of cost to this war going on.

I would also say that I didn’t vote for this war, I didn’t vote to
go into this war. It costs us $3 billion a week to be in Iraq, and
that’s pretty much the operating costs of that war.

It doesn’t take into account—and I sit on the Armed Services
Committee—it doesn’t take into account, that we’re stressing our
military, in particular, our Army and Marines, to a point where
people don’t want to be in those Services.

It costs us more to recruit people to get into those Services. Fam-
ilies of our military are being affected.

All of the costs of planes and automobiles and tanks and sitting
in that fine dust in the desert, none of that has been accounted for
and what it will take to replace that.

And, you know, few—about 6 months ago, we held some top se-
cret hearings within the Armed Services arena, about what it
would take to bring back the readiness of our military, and I can’t
speak too much about that, except that some of it was leaked to
the New York Times, so it appeared in print, so I can say that it
would probably take us about 5 years to get back to the readiness
that our military was at before we even began this Iraq war, and
that’s if we had no conflict on our hands, if we were out of Iraq
and we had unlimited resources to throw at the readiness issue.
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So, you know, I have seen this from a lot of different areas, as
to what is happening to our country with respect to that. And
Americans need to know what it is costing them.

By the way, most Americans don’t realize that when the Presi-
dent put in three sets of tax cuts and when the President said go
out and spend, that’s what you can do for the war, they don’t really
realize that, pretty much, we’re on—we’ve borrowed all this money.

They have not—the American people have not paid for this war
yet, and that will end up on the shoulders of the next generation
or generations.

And it’s reflected in the world that’s seeing this.

They’re beginning to understand that the economic instability
that is happening out of Washington, DC—how is that reflected?

Well, the euro is 50 percent up against the dollar. In other
words, the dollar is devalued; the devaluation is happening to the
dollar, and there’s a reason why.

Let me just end by saying, Mr. Chairman, what is $3 billion a
week? What does that get you? What does that mean? These num-
bers are so huge.

I would like to say that I've been in Congress for 12 years. For
the last 12 years, I've been flying into Washington Dulles. That
place is always a mess; it’s been under construction for the whole
12 years. The little bus goes different ways, each and every time
that I come, every single week.

One day, I went down to the carousel. I had a staff member with
me; they pulled off their baggage. I was sitting around waiting for
the first time and there’s that thing, sorry for the dust, but we're
trying to improve the place.

It says we’re going to put in a new big runway; we're going to
put in a mattress system here; we’re putting in a new terminal;
we're doing this; we’re doing that; everything is going to look great;
it’s going to take another 2 or 3 years. It’s already been 10 years,
and it says—and all of this is going to cost us $3 billion.

Imagine how much we could have done for our country, with just
$3 billion, 1 week’s worth of money that we spend. Thank you, Mr.
Chairman.

Chairman Schumer. Thank you, Representative Sanchez.

Senator Brownback.

OPENING STATEMENT OF THE HONORABLE SAM
BROWNBACK, A U.S. SENATOR FROM KANSAS

Senator Brownback. I normally fly out of National Airport.
During the week of 9/11, I flew out of Dulles.

That’s the only place I could get a plane out of. There was no
crowd there on that Friday, it was eerie.

There wasn’t anybody around, there were only a few planes. I
flew on a plane that had eight people on it.

I think 9/11 had an enormous cost on this country, has a con-
tinuing, ongoing, increased insurance cost for a number of build-
ings that people are having to protect now, concerned about planes
flying into them.

It seems as if security has some value to it, and a lack of security
has a cost associated with it to our economy. That is one of the
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things that troubles me about the report today from the Majority
Staff and some of the assumptions made.

I appreciate the hearing. I think there are some real question-
able methodologies involved in this study, but I think that at the
root, what troubles me the most, is that we’re just not putting any
value on security and on keeping on offense. Maybe that’s just not
something we possibly can do.

Perhaps it is. I don’t know. Economics, it seems to me, is a
science that makes a lot of assumptions, so there ought to be some
assumption of what staying on offense and security is worth.

I don’t like war. I've got a nephew that’s a Marine, that’s now
over in Iraq. He’s a wonderful young man. I don’t like the idea of
him being over there. We're proud of him, we’re proud that he’s
there.

We want him to have the best equipment; we want him to be
there as safe as possible, yet we’re very, very pleased.

He’s the first member in our family to go into the military for
a number of years, and yet he’s providing something of economic
value, too.

I don’t know how you make those assumptions.

I appreciate knowing how the conclusions were arrived at in this
report, although we only got them late yesterday afternoon. I must
note that we continue to believe, that I continue to believe that the
report’s methodology and assumptions are, at the very least, con-
troversial and debateable—very controversial and highly
debateable.

Moreover, by making really just some standard economic as-
sumptions, slightly differently, over a trillion dollars of war cost es-
timated in the report, vanish. With results this sensitive to reason-
able changes in economic assumptions, it seems that use of the
findings in this report to guide policy, would not be warranted.

As an example of questionable assumptions used in the report,
let me note that the report asserts that war costs have been debt-
financed and a portion borrowed domestically; 60 percent displaces
private investments that would have generated a 7-percent real
rate of return, which, according to analysis, seems to be riskless.

It would have been more proper to do this evaluation using the
risk-adjusted rate of return, which, in real terms, would be on the
order of 3 percent. In any case, taking the report’s assumptions to
heart, we're informed that there are riskless private investment op-
portunities available that pay 7 percent returns.

Using the report’s methodology, we also learn that effectively,
every dollar of Government borrowing or tax revenue displaces
around two dollars worth of social value. Now, perhaps we should
take this to heart also, and immediately begin to cut spending,
taxes, and borrowing, and let’s allow our private citizens to enjoy
the 7 percent real rates of return that are evidently available to ev-
eryone.

I've got a more detailed statement™* addressing questions in this,
but let me provide a couple of questions that the Majority Report
can be—I would hope, would address, and would look at.

#kGSee “Democrat JEC Report Hints at Existence of a Value Creation Machine: Over $1 Tril-
lion of Estimated Costs in Question,” in the Submissions for the Record, page 61.]
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These are just really questions. Should the present Social Secu-
rity system be scrapped in favor of a system of personal accounts,
given the assumptions put in the report on Government spending
and using these funds. According to the report’s methodology, the
answer would be yes.

Do the deficit-financed tax cuts, create a net benefit for the econ-
omy? Using the report’s methodology, apparently, the answer is
yes.

The report totally ignores economic savings and benefits that
may have resulted from attacks or disruptions that have been pre-
vented by our efforts in Iraq and Afghanistan? As I noted at the
outset, I guess that’s the thing that probably troubles me the most.

I note that according to some estimates, the economic cost to the
United States associated with the tragic attacks on 9/11, centered
here and in the Chairman’s State of New York, amounted to the
loss of life, well over $%2 trillion of economic activity, and millions
of lost jobs, like what happened at Dulles Airport the week after
the attack when I was flying out of there.

The loss of economic activity alone, is more than the cost of di-
rect spending in Iraq and Afghanistan to date. If our war efforts
prevent another tragedy like the one on 9/11, prevent it here in
Washington, prevent it in New York, prevent it in my home State
of Kansas, tremendous benefits are obtained by nephew being on
the ground there in Iraq.

Mr. Chairman, I must remark for the record, that I think there
are a number of things that aren’t properly valued. I do want to
associate myself with one comment you made at the outset, about
the problem of Iran and the great challenge that Iran presents to
us, because, I think, as we look down the road—and we don’t even
have to look down the road, as we look now we can see that it is
the 1%en‘cerpiece, the lead funder of terrorism as a state, around the
world.

I agree with you, that this is a significant problem.

Do we encourage them or not, by pulling out of Iraq now, and
the likelihood of it being taken over by Shiite fundamentalists?

Does that help stabilize our situation overall? I think these are
unknowns, but I would certainly not want to risk them.

I look forward to questioning some of the panelists. I appreciate
your being here, so we can go through some of this, but I think
there’s a lot of questions in this report.

Thank you, Mr. Chairman.

[The prepared statement of Senator Brownback, along with the
report, “Democrat JEC Report Hints at Existence of a Value Cre-
ation Machine: Over $1 Trillion of Estimated Costs in Question,”
appear in the Submissions for the Record on pages 59 and 61 re-
spectively.]

Chairman Schumer. Thank you, Senator Brownback.

Representative Doggett.

OPENING STATEMENT OF THE HONORABLE L1I0YD DOGGETT,
A U.S. REPRESENTATIVE FROM TEXAS

Representative Doggett. Thank you, Mr. Chairman, and
thanks to our witnesses. Of course, we know well by now, that
9/11 has absolutely nothing to do with the topics that we’re dis-
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cussing today, other than providing the most dramatic phony ex-
cuse for this unwise war.

We approach the fifth anniversary of President Bush’s tragic
choice to launch an invasion of Iraq. And as the time has past, the
excuses for the war have shifted and shifted again, and so has the
cost.

In September of 2002, we remember that White House Economic
Advisor Lawrence Lindsay, estimated that the war could cost as
much as $100 to $200 billion. Mitch Daniels, over at OMB, said,
oh, that’s very, very high, not a penny over $50 or $60 billion.

And, of course, most people think that Mr. Lindsay’s message’s
frankness, even though it was wildly optimistic, was the main rea-
son that he was dismissed from his White House job.

Defense Secretary Donald Rumsfeld and Mr. Wolfowitz, essen-
tially said that it would be something under $50 billion, paid for
with Iraqi oil, and about the only cost that American taxpayers
would have, would be the brooms to sweep up the rose petals.

Well, we’ve reached 2008, and we’re fortunate to have all of our
witnesses. I've followed, particularly, the work of Dr. Stiglitz and
his associate, Linda Bilmes, who testified recently before our House
Budget Committee, who has estimated, originally, a war costing $2
trillion, that was criticized by the Administration.

I will say that I will agree with President Bush about one aspect
of his criticism of your work, because you said we don’t go to war
on the calculations of green-eye-shaded accountants or economists.
And that’s right. He didn’t go to war on calculations. He entered
this ideologically driven conflict on miscalculations, misleading fig-
ures, and chronic repression of the truth, a picture that started be-
fore the war and continues through this morning.

We hear some sobering testimony today from all of our wit-
nesses. What could even one, just one of the trillions of dollars in-
volved here, do for America? Eight million housing units; 15 million
public school teachers; healthcare for 530 million children a year;
scholarships to a university for 43 million students.

Think of the impact that might have had, in a positive way, on
our economy. And bringing it closer to home, since everyone has
someone that they care about, who’s got cancer, 2 weeks in Iraq
would pay for the entire cancer research budget of the National In-
stitutes of Health for a year.

But we know the real cost of this war, is not just the money
we're hemorrhaging, but the blood of the brave and the blood of
tens of thousands of innocent civilians who have been caught up in
this conflict.

And the real cost is also measured around the globe. Frankly,
we’ve had some important candor from Admiral Fallon, who noted,
as head of Central Command, within the month, that the reason
we've got so many problems over in Afghanistan with the resur-
gence of the Taliban, is, to use his term, because, quote, “we’ve had
a little bit of neglect after the invasion of Iraq, as resources were
diverted there.”

A little bit of neglect, a little bit of misallocation of resources?
What a tragedy.

And one of the reasons this war costs so much, that we’re appar-
ently paying for both sides or all sides. We are arming all sides in
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a civil war, the Pentagon can’t keep track of the weapons that it
supplies there.

The Government Accountability Office estimated, last August,
that 30 percent of the weapons are unaccounted for, that the have
lost track of 190,000 AK47 assault rifles and pistols give to Iraqi
security forces.

It doesn’t take an accountant with green eye shades, to see that
there is no accountability in Iraq.

And the real cost of this war, it’s also paid every time we go to
the gas pump, as we've seen the cost of oil go up and up and up.

The President can veto our attempts to end this costly, bloody,
and unnecessary conflict, but he cannot repeal the laws of econom-
ics. American families will be footing this bill for this war for gen-
erations, with compounded interest on the borrowed money, long,
long after President Bush returns to Texas to clear brush full time.
Thank you, Mr. Chairman

Chairman Schumer. Thank you, Representative Doggett.

Before I recognize our next speaker, Representative Hinchey, I
would ask unanimous consent that the full statement of Congress-
man Paul be added to the record, and unanimous consent that any
other statements from Members here or not here, be added to the
record at this point.

[Prepared statements appear in the Submissions for the Record;
See Table of Contents for listing.]

Chairman Schumer. Representative Hinchey.

OPENING STATEMENT OF THE HONORABLE MAURICE
HINCHEY, A U.S. REPRESENTATIVE FROM NEW YORK

Representative Hinchey. Mr. Chairman, I want to thank you
very much for holding this very necessary hearing, so that we in
this Congress and the people across the country, can begin to bet-
ter understand the costs that are associated with this illicit inva-
sion and subsequent disastrous military occupation of Iraq, which
is being called a war, but which is not a war at all. It is just that,
an illegal activity followed by military occupation over the course
of the last now almost 5 years.

I want to thank all of you gentlemen, all four of you, very, very
much, for being here with us today, for helping us, in the context
of your testimony, and the people of our country, draw better atten-
tion to this issue and to understand it more effectively.

There is no question that there have been very serious negative
economic impacts of this illegal activity by this Administration,
with regard to the engagement in Iraq, as has been said.

One of those issues is the price of energy and the price of food,
both of which now have jacked up so high that it’s causing disas-
trous consequences for middle-income, lower- middle-income, blue
and white collar working people all across this country.

The decline in the value of the dollar, has been a major contrib-
utor to the increase in the cost of oil and the price of gasoline at
the pump. And the value of our dollar is extremely low, and the
ability to overturn that, is going to be very difficult.

What are the economic consequences? We now have 47 million
people without health insurance—more than that, more than 47
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million people without health insurance in our country, struggling
with their lives.

We have now more than 37 million people living below the pov-
erty level, and all of that is having a disastrous consequence on
this economy.

And as a result of the way in which this Administration has not
just managed this war, but managed the American tax code, we
now have the greatest concentration of wealth in the wealthiest 1
percent of Americans, that we have had in this country since 1929,
interestingly enough.

There are some people who might point out that we could very
well be on the edge of depression here. There’s no question that
we're on the edge of recession; the only question involved in that,
is, how deep is that recession going to be? How long is it going to
last? What will be the financial impacts of that recession on our
economy?

What are we going to do to be able to deal with this economic
issue more effectively? As my colleague, the Senator who left just
a few moments ago, suggested, there definitely is a motivation on
the part of this Administration, for increasing this huge national
debt, which is now up above $9 trillion, and for depressing the
economy in this way.

What is that motivation? In my opinion, the motivation is to en-
able them to come back with the argument that we are in such dire
economic circumstances, that we can’t afford the most essential cul-
tural ingredients for many people in our country—Medicare, Social
Security—they want to undermine both of those programs, and
they’d like to eliminate them, if they could.

And that’s part of the motivation for increasing this debt, slowing
down this economy. So we have an awful lot to deal with here.

This 1 percent now has, as I think I mentioned, something in the
neighborhood of, I think, 38 percent of the wealth of our country
in the top 1 percent. The top 5 percent has close to 60 percent of
the wealth, largely as a result of the misspending of this Adminis-
tration and the way in which they have altered the tax code.

We, this Congress, must have the courage to stand up to this sit-
uation, address it properly and effectively, so that we can turn it
around and begin to have a set of economic circumstances in Amer-
ica that deal with the needs of the people of this country.

So I thank you very, very much for being here, and I am very
anxious to hear what you have to say. Thank you very much.

Chairman Schumer. Thank you, Congressman Hinchey. Last,
but certainly not least, is Senator Klobuchar from Minnesota.

OPENING STATEMENT OF THE HONORABLE AMY KLOBUCHAR,
A U.S. SENATOR FROM MINNESOTA

Senator Klobuchar. Thank you very much, Mr. Chairman.

In the time it will take me to give this opening statement, the
Iraq war will cost our country another $1.2 million.

That’s $1.2 million every 4 minutes, adding up to $430 million
every day, $12 billion every month. I don’t think this hearing could
have come at a more crucial time.

The President seems intent on leaving the current situation for
the next Administration to resolve.
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Unfortunately, our soldiers in the field don’t have the luxury of
sitting back while we staying endlessly in this war, with no plan
to end it in sight.

I don’t think we can continue to give this President a blank
check. We will ensure the safety and well being of our troops,
which is so important for me. I have a brother in the National
Guard, and we must plan for a reasonable withdrawal.

I heard some of my colleagues talk about the cost of treasure.
They talk about something is priceless. What is this treasure we're
talking about?

First of all, we know, by some estimates, looking at both the di-
rect and indirect costs of the war, that it’s about $1.5 trillion. Sec-
ond, there is the lack of accountability and money that has just dis-
appeared.

Last year, military officials admitted that contracts worth over
$6 billion to provide essential supplies to troops in Iraq and Af-
ghanistan, are under criminal investigation and $88 billion in con-
tracted programs are being audited for financial irregularities.

Three top auditors overseeing reconstruction projects in Iraq, re-
ported that of the $57 million awarded in contracts, they inves-
tigated, approximately $10 billion has been wasted. Another $4.9
billion was lost through contract overpricing and waste, and $5.1
billion was lost through unsupported contract charges. That’s the
treasure, that’s the price.

What other price is there? Well, there’s the price of our standing
in the world and what we’ve lost in terms of the work that we
could be doing elsewhere in the world.

And then there’s the price of our soldiers. I went and visited Iraq
in March, and I saw firsthand, the bravery of the Minnesota troops.
They would come up to me in the cafeterias and they’d come up
to me in the airport tarmacs, and they didn’t complain about a
thing; they didn’t complain about their equipment or their tour of
duty, which had been extended over and over again, or the weath-
er.
They just asked me if I'd call their moms and dads when I got
home, to tell them they were OK.

And when I talked to their moms—I talked to over 50 parents—
I saw the other cost of the war, because they told me a few things
that the soldiers over there didn’t want to talk about, and that was
their families waiting and waiting for them to return, the loss of
jobs, especially for these National Guard members and Reservists,
who were only supposed to go over maybe for 3 or 4 months, and
then they have their livelihoods at home, which can’t wait a year,
can’t wait 2 years.

They talked about how some of them had come home and found
out that their education benefits that they were supposed to get,
their full education benefits, weren’t there. The average age of a
soldier in Vietnam, was 19; the average age of the Minnesota Na-
tional Guard is 33. Half of them have kids.

It’s a different kind of war. When you look at the cost——

[Protest placards displayed.]

Chairman Schumer. Could we have order? The rules of the
Committee are no—thank you.
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Senator Klobuchar [continuing]. When you look at the cost of
this war, you look at the price tag, you look at the money that has
actually been wasted because of a lack of accountability, and you
look at our standing in the world, but you also have to look at the
cost for these brave men and women who've done everything
they’re supposed to do—they deposed an evil dictator, they're guar-
anteed free elections in Iraq. That is the price of this war. Thank
you, Mr. Chairman.

Chairman Schumer. Thank you, Senator Klobuchar.

Now we'’re ready to hear from our witnesses, and I first want to
introduce each of them. First, professor Joseph Stiglitz is univer-
sity professor at Columbia, chair of Columbia University’s Com-
mittee on Global Thought; he was awarded the Nobel Prize in
2001; he was chairman of President Clinton’s Council of Economic
Advisors, before becoming chief economist and senior vice president
of the World Bank.

He is the author of numerous books and articles, including his
latest book, which I've already mentioned, and is most relevant for
our discussion today, “The Three Trillion Dollar War.” Dr. Stiglitz
received his Ph.D. from MIT.

Dr. Robert Hormats is vice chairman of Goldman Sachs, and an
international managing director of Goldman Sachs. He has a
lengthy record of public service. He’s served in both Democratic
and Republican administrations as Assistant Secretary of State for
Economic and Business Affairs; Ambassador and Deputy U.S.
Trade Representative; and Senior Deputy Assistant Secretary for
Economic and Business Affairs at the Department of State.

He’s the author of numerous books, as well, including “The Price
of Liberty: Paying for America’s Wars From the Revolution to the
War on Terror.”

Dr. Hormats holds a Ph.D. in international economics from the
Fletcher School.

Mr. Rand Beers is currently president of the National Security
Network. Before joining the NSN, he spent over three decades in
public service, again, under both Democratic and Republican ad-
ministrations.

From 1988 to 1998, Mr. Beers served on the National Security
Council staff at the White House, as Director of Counterterrorism
and Counternarcotics, Director for Peacekeeping and Senior Direc-
tor for Intelligence Programs.

More recently, he was Special Assistant to the President and
Senior Director for Combating Terrorism at the NSC. He also has
a distinguished record of military service as a Marine officer and
Rifle Company Commander in Vietnam.

Dr. Scott Wallsten is currently a vice president of research and
a senior fellow at the iGrowth Global, as well as senior fellow at
the Georgetown Center for Business and Public Policy, and a lec-
turer in public policy at Stanford University.

He’s been a director of communications policy studies and senior
fellow at the Progress and Freedom Foundation; a senior fellow at
the AEI Brookings Joint Center for Regulatory Studies, and a resi-
dent scholar at AEI

In addition, Dr. Wallsten has served as a economist at both the
World Bank and the President’s Council of Economic Advisors. His
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research has been published in numerous academic journals; his
commentaries have appeared in newspapers and news magazines
around the world, and he holds a Ph.D. in economics from Stanford
University.

Gentlemen, you may each proceed. We'll start from my left with
Dr. Stiglitz and work our way over to the right.

I guess that’s appropriate here——

[Laughter.]

Chairman Schumer [continuing]. And your entire statements
will be read into the record.

Dr. Stiglitz.

STATEMENT OF THE HONORABLE JOSEPH E. STIGLITZ, NOBEL
LAUREATE; PROFESSOR, COLUMBIA UNIVERSITY, NEW
YORK, NY

Dr. Stiglitz. First, thank you for this opportunity to discuss the
economic costs of the Iraq war with you. March 19 marks the fifth
anniversary of what was supposed to be a short venture to save the
world from the threat of weapons of mass destruction, which sim-
ply weren’t there.

It is now the second longest war in America’s history, and after
the all-encompassing World War II, the second most costly, even
after adjusting for inflation.

In terms of cost per troop, it is by far the costliest, some eight
times as expensive as World War II.

Before turning to the cost beyond the Federal budget, which is
the subject of these hearings, I want to make three prefatory re-
marks:

We went to war to fight for democracy, but democracy is more
than just periodic elections. It involves broader notions of demo-
cratic accountability. Citizens have the right to know what they are
spending their hard-earned dollars on.

They have a right to know what their Government is doing and
the consequences of its actions. Over the past 2 years, I have
worked with a colleague at Harvard, Linda Bilnes, to estimate the
full cost of the Iraq war.

We published our initial study in January of 2006, and I would
like that paper to be entered into the record.

Chairman Schumer. Without objection.

[The study, “Soldiers Returning from Iraq and Afghanistan: The
Long-term Costs of Providing Veterans Medical Care and Disability
Benefits” appears in the Submissions for the Record on page 131.]

Dr. Stiglitz. We published a second study concerning the cost of
providing medical care and disability benefits to our returning Vet-
erans, in January 2007. I would ask for that also to be entered into
the record.

Chairman Schumer. Without objection.

[The study, “The Economic Costs of the Iraq War: An Appraisal
Three Years After the Beginning of the Conflict” appears in the
Submissions for the Record on page 152.]

Dr. Stiglitz. We have now published a book, “The Three Trillion
Dollar War,” which estimates the cost, the true cost of the war, in-
cluding the veterans’ costs and the impact on the U.S. economy.
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We should not have needed to write this book, and when we
came to write it, it should have been a far easier task. The Admin-
istration and Congress should have provided these numbers to the
American people.

Five years after the beginning of this war, you should not be
funding this war with emergency appropriations, which escape the
normal budget scrutiny. We should not have had to resort to the
Freedom of Information Act to find out how many Americans have
been injured in this war.

This Administration has said that it will provide everything that
our troops need. We should not have had to use the Freedom of In-
formation Act to discover that more than 3 years ago, senior offi-
cers in the Marines were already sending urgent requests for
MRAPs, which would have saved the lives of a large fraction of
those killed, if we had provided these vehicles for them at that
time.

The second remark is that the budgetary costs themselves, have
been enormous, far, far larger than the some $50 billion that the
Administration estimated at the beginning of the war. We are now
spending that amount on operations alone every 3 months.

But the costs to the Federal budget are far larger than the day-
to-day operational costs. The war has raised overall military costs.
We have to pay more to recruit and retain our troops, and even
with these increased expenditures, standards for troops have had
to be lowered.

It will also be costly to restore our military to its pre-war stand-
ing, both in terms of personnel and material.

There are costs hidden in other parts of the budget.

Not only are the direct costs of contractors high, but we are pay-
ing for their insurance, for death benefits and disability.

The most important costs that go well beyond the operational
costs are the expenditures required to provide healthcare and dis-
ability for returning Veterans. These are likely to be very, very
high. We will be paying these bills for decades to come.

Almost 40 percent of the 700,000 who fought in the 1-month-long
Gulf War have become eligible for disability benefits, and we are
paying more than $4 billion a year for disability benefits from that
short war.

Imagine then, what a war that will almost surely involve more
than 2 million troops and will most surely last more than 6 or 7
years will cost. Already, we are seeing large numbers of returning
Veterans showing up at VA

Hospitals for treatment, large numbers applying for disability,
and large numbers with severe psychological problems.

My third prefatory remark is this: We will be facing these budg-
etary costs for decades to come. Even the CBO methodology, which
looks 10 years into the future, is too short for these liabilities
which we have incurred.

In the case of World War II Veterans, VA expenditures peaked
more than four decades after the cessation of hostilities. Further-
more, because the Administration actually cut taxes as we went to
war, when we’re already running large deficits, this war has effec-
tively been entirely financed by deficits.
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There has been much discussion of unfunded entitlements in re-
cent years. This war has created a new unfunded entitlement—fu-
ture benefits of Iraq Veterans that may total half a trillion dollars
or more.

The focus of my remarks today, however, is on the large costs
that go beyond these budgetary costs. We classify these into two
categories: microeconomic costs and macroeconomic costs.

We have consistently understaffed, under-invested, and under-
funded the medical and disability programs that serve our vet-
erans. As a result, our servicemen and women returning from the
battlefield in Iraq often face a new battle with the bureaucracy to
get the benefits to which they are entitled and which they deserve.

When they cannot get the healthcare to which they are entitled,
or they have to wait months just to schedule an appointment to see
a VA doctor, those who are fortunate enough to have families who
can afford to do so pay for it on their own.

This doesn’t diminish the cost to society; it just shifts the burden
from the Federal budget to these people who have already sac-
rificed so much.

There are many other ways in which the costs to society exceed
the cost to the budget, often by considerable amounts, which we de-
tail in our book.

I have so far emphasized the direct economic costs and there has
already been a lot of discussion about the opportunity costs, the di-
version of funds that could have been used in so many other and
better ways. I would be remiss, however, if I did not note that
there are other costs in the long run, like the squandering of Amer-
ica’s leadership role in the international community, which I hope
will be discussed a little bit later.

Finally, I want to turn to the macroeconomic costs: First, I want
to dispel a widespread misconception that wars are good for the
economy, a misconception that arose from the role that World War
II may have played in helping the United States emerge from the
Great Depression.

But, as Congressman Paul pointed out, that was perhaps not an
accurate account of what actually happened. But at least since
Keynes, we know how to maintain the economy at or near full em-
ployment, in far better ways. There are ways of spending money
that stimulate the economy in the short run, while at the same
time leaving it stronger for the long run.

This war has been especially bad for the economy. Some of the
costs are only becoming apparent now; many we will face for years
to come.

There are four major categories of impacts. The first is through
its impact on oil prices, which, at the beginning of the war, was
$25 a barrel and now is $100 a barrel.

In our estimates, we are very conservative and only attribute $5
to $10 of the increase to the war, and we assume the price increase
will last for only 7 to 8 years. We think those assumptions are un-
realistically conservative.

For instance, futures markets today expect that the price will re-
main in excess of $80 a barrel for at least the next decade.
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Money spent to buy oil is money not available to be spent here
in the United States. It’'s as simple as that. Lower aggregate de-
mand leads, through a multiplier, to lower national income.

The second impact arises from the fact that Iraq expenditures do
not stimulate the economy in the short run, as much as expendi-
tures on, say, infrastructure or education, that are so badly needed
here at home.

The third impact is that, both directly and indirectly, through
the mounting deficits, Iraq expenditures are crowding out invest-
ments that would have increased America’s productivity in the fu-
ture.

The mounting Iraq war debt has meant that we have had to bor-
row more and more money from abroad, and America, as a country,
is far more indebted to others than it was 5 years ago.

Until recently, it was a surprise to some that in spite of these
obvious ways in which the Iraq war was weakening the American
economy, the economy seemed as strong as it did. Was there some-
thing after all to the old adage about wars being good for the econ-
omy’

To me and to other serious students of the American economy,
there was, however, an obvious answer: These weaknesses were
being hidden, just as much of the other costs of the war were being
hidden from easy view.

The exposure of these weaknesses, was, it seemed to me, just
around the corner, perhaps even more than the long vaunted vic-
tory that remained elusively just around the corner.

The macroeconomic effects were being hidden by loose monetary
policy, a flood of liquidity, and lax regulation. These allowed house-
hold savings rates to plummet to zero, the lowest level since the
Great Depression, and fed a housing bubble, allowing hundreds of
billions of dollars to be taken out in mortgage equity withdrawals
that increased the irresponsible consumption boom.

The cost to the economy of this downturn will be enormous. We
do not know, of course, how long or how deep the downturn will
be, but it’s likely to be the worst than any we have experienced in
the last quarter of a century.

Even if growth this year is .8 percent, as the IMF forecasts, and
next year growth starts to resuscitate to 2 percent, and in 2010, re-
turns to its potential growth of, say, 3.5 percent, which would be
a quicker recovery than most would expect, the total lost output
over those 3 years, the discrepancy between the economy’s actual
output and its potential, will amount to some $1.5 trillion.

America is a rich country. The question is not whether we can
afford to squander $3 trillion or $5 trillion. We can, but our
strength will be sapped.

We will be less prepared to meet the challenges of the future,
and there are huge opportunity costs. Some of our children will not
have the medical care that they should have a right to, a right
every citizen born in a country as rich as ours should have. Some
will bear the scars for life.

We are not investing as we should in technology and science.

Economists are fond of saying that there is no such thing as a
free lunch. It is also the case that there is no such thing as a free
war. This is not the first time that an Administration tried to enlist
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support for an unpopular war, by trying to hide the true and full
cost from the

American people, and this is not the first time that America and
the American economy has suffered as a result.

The inflationary episode that America went through beginning in
the late 1960s, was at least partly a consequence of President
Johnson’s failure to fully own up to the costs and adjust other taxes
and expenditures appropriately.

This time, the underlying economic situation is different, and, ac-
cordingly, the consequences have been different, but in many ways,
even more severe.

The budgetary costs of this war have been huge, but the costs
that go beyond the budget, are at least as large and the meter is
still ticking. Every year of this war has seen the costs rise.

But even if they stay where they are, staying another 2 year, will
add, conservatively, another $500 billion to the total tally. No one
can know for sure, whether, when we depart, things will get better,
as most Iraqis seem to believe, or worse.

No one can know for sure whether staying an extra 2 years will
make the chaos that might follow less or greater.

But it is your solemn responsibility to make the judgment, is this
the best way of spending $500 billion? Is it the best way to
strengthen America’s capacity to meet future challenges, to pro-
mote democracy around the world, to help create the kind of world
here and abroad that we would like our children to inherit?

Is it the best way of providing for our security? For too long, this
Congress and this Administration have approached the problem by
dribs and drabs, a little more today might just do the trick, a little
more later will help us turn the proverbial corner.

But as the late Senator Dirksen said, a billion here, a billion
there, and pretty soon you’re talking about real money.

Today, we would have to say that a trillion here, a trillion there,
and pretty soon, you’re talking about real money.

Even a rich country ignores costs of this magnitude at its peril.

[The prepared statement of Joseph E. Stiglitz appears in the
Submissions for the Record on page 125.]

Chairman Schumer. Thank you, Professor Stiglitz.

Dr. Hormats.

STATEMENT OF DR. ROBERT HORMATS; VICE CHAIRMAN,
GOLDMAN SACHS (INTERNATIONAL), NEW YORK, NY

Dr. Hormats. Thank you very much, Mr. Chairman and Mem-
bers of the Committee. I want to start by associating myself with
Joe Stiglitz’s point that this is a very valuable hearing, because it
presents an opportunity to discuss an issue that has not received
sufficient consideration—the true cost of the war—and, beyond
that, that there are hidden costs of the war that the Committee de-
scribed in its report, and that Joe has put so eloquently in a book
that he has just published.

Let me just make a few broad points, and then try to address a
couple of the issues that were raised to by Members of the Com-
mittee. In my view, democracies function best when policies are
based on the informed consent of the governed.



23

Here, I emphasize the word, “informed.” In most wars, there is
a tendency to underestimate the cost of that war at the outset, in
part, because of wishful thinking that the war will be short and
cheap, and, in part, because leaders often cannot immediately
judge the true costs of the war, at the outset of that war.

This was certainly the case during the Civil War, World War I,
the Vietnam War, and others. But there was generally a very can-
did, open, and robust debate in the Congress and among the Amer-
ican people, about how to pay for a war, once its cost became ap-
parent, and, in some cases, even anticipation of rising costs.

During this war, there has been a surprising absence of vigorous
public or Congressional debate over war costs and how to pay
them. In large measure, that is because the war represents only a
small portion of American GDP, roughly 1 percent annually in di-
rect budgetary terms, compared to World War II, which was about
40 percent of GDP, at its peak; the Korean War, about 15 percent;
Vietnam around 10.

So, paying for the current war has not appeared to impose large
visible costs on the American economy, although, as I shall point
out later, and Professor Stiglitz has mentioned just now, that is a
deceptive illusion.

Also, in other wars, higher taxes and elevated borrowing that
pushed up interest rates, as in the case of, say Vietnam, forced
Americans to come to grips with the cost of the war and political
leaders to feel a greater sense of accountability about war costs.

This war, so far, has seen taxes lowered, and has had no direct
or immediate impact on interest rates. In fact, for the better part
of this war, the Federal Reserve was cutting interest rates and
long-term bond rates were quite stable.

Moreover, the fact that this war has been financed entirely by
emergency budget supplementals, that circumvent the normal
budget process, has meant that the Executive Branch and the Con-
gress have been able to skirt the issue of tradeoffs in the budget.

There is a great deal of unnecessary and non-essential spending,
including climbing numbers of earmarks, that has occurred, despite
the increasing costs of the war, a development that never before
has occurred in American wartime history.

Normally, when America goes to war, non-essential spending
programs are reduced to make room in the budget for the higher
costs of war. Individual programs that benefit specific constitu-
encies, are sacrificed for the common good.

FDR himself slashed, or removed from the budget entirely, many
of his pet New Deal programs. And taxes have never been cut, in
the entire history of the United States, during a major American
war.

For instance, President Eisenhower adamantly resisted pressure
from Senate Republicans to cut the income tax during the Korean
War.

Let me make a couple of points about how leaders have ad-
dressed specifics. Let me just quote a couple of thoughts that are
worth keeping in mind.

FDR, in his State of the Union speech after Pearl Harbor, in Jan-
uary 1942, said, “War costs money and that means taxes and bonds
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and bonds and taxes; it means cutting luxuries and other non-es-
sentials.”

Higher taxes, as well as cuts in luxuries and non-essential spend-
ing, have been hallmarks of fiscal policy during every war in which
the United States has engaged, until now.

The Iraq war, as Joe indicated, has been paid for in a very dif-
ferent way. It’s the first war during which taxes have been cut and
non-essential spending has increased, and, quite substantially, at
that.

It has meant that the bond part of FDR’s equation, i.e., Federal
borrowing, has been the sole source of funding for the costs of this
war. That has made it easier for Americans to avoid coming to
grips with the cost of the war, because no popular programs were
cut, no new taxes were levied, no inconvenience to anyone, except
our troops and their families, who are suffering mightily from this
war.

Let me just make a few specific points relating to what Members
of the Committee have mentioned, and then I'll conclude. One is
the “opportunity costs” of the war.

This is a very important point, and let me quote someone who
you might not normally think of in this context—Dwight Eisen-
hower. I think this statement makes an important point. Said Ei-
senhower, “Every gun that is made, every warship launched, every
rocket fired, signifies, in the final sense, a theft from those who
hunger and are not fed and those who are cold and are not
clothed.”

This is not a pacifist speaking; this is the Supreme Allied Com-
mander of World War II. He wasn’t saying, “don’t go to war if you
need to.” Obviously, he supported World War II with enormous en-
thusiasm, with great historic success.

He was saying, when you go to war, understand the tradeoffs,
understand the tradeoffs. If it is a war of choice, as the Iraq war
has been—not Afghanistan, but Irag—understand the tradeoffs,
the choices that you’re going to make.

The second comments goes to the point that Congressman Paul
mentioned, and that is the debt that is built up in a war. This goes
back to President Washington, who urged Congress and his fellow
citizens to “Discharge the debts which unavoidable wars. . . ” he
meant the Revolution “may have occasioned, not ungenerously
throwing upon posterity the burdens we ourselves ought to bear.”

I think that message often tends to be forgotten in our country.

Let me just make a couple of final points in terms of rec-
ommendations.

It seems to me that there are four or five points that are well
worth recognizing, as we try to learn the lessons of this war. This
has been a bitterly divided country over this war, but it seems to
me, there are a few lessons that should be able to unite us as we
try to figure out how to do it better next time.

One is, avoid paying for wars almost exclusively by
supplementals. This distorts the entire budget process.

Even during Vietnam, where the Administration, Johnson and
McNamara, tried to do this, the Senate leadership—the Senate was
Democratic, White House was Democratic—the Senate leaders
went to the President and said, you cannot continue to do this. And
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even, the Vietnam war, which was mis-financed and non-trans-
parently financed, only about 25 percent of that war was financed
by supplementals, because the Congress went to the President and
said stop doing this, it distorts the budget process. Lyndon John-
son, who was not exactly an easy guy to convince, understood that
he was losing credibility by doing this.

Second, cut way back on unnecessary spending when you go to
war. This should have been done after 9/11. In fact, domestic
spending rose, earmarks rose, and the same thing prevailed after
the beginning of the Iraq war in 2003.

Third, exercise more Congressional oversight over war spending.
A lack of this undermines the credibility of a war, if a lot of the
waste is palpable and obvious to the American people.

Let me cite one historical reference. The so-called Truman Com-
mittee, during World War II—again, Democratic President, Demo-
cratic Congress—the Democratic Congress exercised enormous
oversight. Truman’s Committee went around the country and
looked at military bases; it insisted on procurement reforms that
saved the country roughly $15 billion during World War II.

And it made the whole war effort more credible in the eyes of
Americans, because it reassured them that money was being spent
wisely.

Now we need the money more than ever, we need efficiency more
than ever, so this watchdog role of Congress and a permanent over-
sight committee, or at least using the existing committees, makes
enormous sense to me.

It’s also important that we look at the issue of veterans and vet-
eran spending, because, that is going to be an important problem
over the long term, for wounded Veterans.

In every other war, there has been a sacrifice by the American
people. When American troops went to war, Americans at home
have had a tradition of sacrificing for those troops on the battle-
field.

Woodrow Wilson’s Treasury Secretary, William Gibbs McAdoo,
called it “capitalizing patriotism.” He said, the troops are sacri-
ficing, Americans should give up something at home to support
those troops, whether you agree with the war or you didn’t agree
with the war.

And it seems to me, one point that’s very important here is that
these wounded veterans are going to have enormous medical ex-
penses for a long time. I think the American people would support
a surtax or at least a voluntary surtax, if not a mandatory one, on
upper income taxpayers, of a relatively small amount of money that
would go entirely to a fund dedicated to paying for the costs of
wounded veterans. This would constitute at least some measure of
sacrifice on the home front for people who are making sacrifices
abroad, and our troops are doing this.

Finally, we need to take a long look at national finances in this
country. We have the long-term costs of this war, the long-term
costs of national security; we have growing costs of Social Security,
Medicare and Medicaid, a whole host of things, and we’re leaving
burdens that the next generation and generations beyond are going
to have to pay off.



26

And, you know, this goes back to the Washington quote about the
theft from the future, if we don’t exercise fiscal responsibility in the
current environment.

So I think this is a bigger issue than the war; the war is not the
only reason for our budget deficits. A lot of spending has taken
place at home that shouldn’t have. Some of the tax cuts during war
have been unusually high and prolonged.

We need to make sure that Federal revenues and spending begin
to converge. Given current policies, they are going to diverge very
dramatically in the next decade and beyond. Thank you very much.

[The prepared statement of Dr. Robert Hormats appears in the
Submisions for the Record on page 211.]

Vice Chair Maloney [presiding]. Thank you.

Dr. Beers.

STATEMENT OF DR. RAND BEERS; PRESIDENT, NATIONAL
SECURITY NETWORK, WASHINGTON, DC

Dr. Beers. Thank you very much, Congresswoman Maloney and
all of you, for asking me to take a somewhat different tact from the
other testimony today, and take a look at the strategic costs of the
war.

Senator Brownback, you raised the questions of the costs of secu-
rity, and I hope that we can engage in a dialog on that issue, be-
cause that’s what I want to talk about, as well.

Iraq does not occur in a strategic vacuum; it is part and parcel
of a much broader range of issues and security challenges that the
United States faces.

I think it is important, as we think about Iraq, that we look at
what those other challenges are, and whether or not we have been
able to deal with them and meet them while we have been bogged
down in Iraq.

I sat in the White House working on the National Security Coun-
cil staff at the end of 2002 and the beginning of 2003, and the stra-
tegic environment that I saw at that time, included a number of
the issues that are on the table today.

But I want to focus first on Al Qaeda. At that particular point
in time, we had just experienced the Bali bombing, in which almost
200 people were killed by a bomb in that vacation resort, and we
became very clearly aware that Al Qaeda had moved from being an
organization, to becoming a movement, a movement that was glob-
al in nature, a movement that was capable of operating around the
globe with deadly force.

At the same time in the fall of 2002, it was also clear that the
number of incidents that were caused by the Taliban in Afghani-
stan, had begun to rise.

At the same time, it was also clear that the opium poppy, which
had not been grown in Afghanistan for a year, was suddenly back,
and, as we know, would continue to grow.

Last, Osama Bin Laden was still on the loose.

Now, if I was Bin Laden and I was sitting in a cave in Pakistan
or Afghanistan or wherever I was at that particular point in time,
what would I want, from a strategic viewpoint to have happen, that
would allow me to continue to pursue my aims around the world?
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Well clearly, the first thing I would want is for the United States
to go away, to go someplace else and become involved. And if they
went someplace else, what would I want them to do?

Well, I would want them to stay there. So we did, and so he
looked at the strategic situation again.

Well, they’re there, and how do I keep them there? I don’t have
a presence in Iraq. There was no Al Qaeda presence in Iraq before
our invasion.

He sent some people there, in order to provoke the conflict fur-
ther, in order to get others, who weren’t even members of his orga-
nization, to become involved in that same conflict.

And then what would he do? He would want to publicize the fact
that the United States was heavily involved, was seen as an occu-
pier, and was involved in casualties that he could label as innocent
civilians.

What was the result? The National Intelligence Estimate on Ter-
rorism said that Al Qaeda has reconstituted along the Pakistan-Af-
ghan border and is again capable of attacking the homeland. That’s
us; that’s a strategic cost of our involvement in Iragq.

Let me do one more like that: Youre Iran and youre sitting
there, you have, one, cooperated with the United States in Afghani-
stan, publicly to create the Bonn Declaration and set up the new
government in Afghanistan.

You have offered the United States, a terrorist that you have
captured, and you are put on Axis of Evil. You then have a situa-
tion at the beginning of the war in which there is a chance for dia-
log, so that conflict can be avoided, and within the U.S. Govern-
ment, there was a move to offer that dialog, in order to discuss
whether or not the Al Qaeda members who were known to be in
Iran, and known to be under the watch of the government, might
be available to the United States, in return for our agreement to
do something about their terrorists, terrorists who we also called
terrorists, the Mujahaddin-i-Khalq, but we were too preoccupied,
and, after all, we had listed them as the Axis of Evil, and that par-
ticular option was not pursued.

So after we invade, the first thing you’re going to do in Teheran,
is probably pray that something intervenes in order to leave you
in a situation with a huge U.S. force next door, you are not the
next victim of that military force.

And then what you do is, you think, are there any options that
you have to play in Iraq? Of course, there are. A lot of the Shia
leadership spent time in your country; you know them; you can
work with them.

And what you do, of course, at the same time that we’re invading
is send your own operatives into Iraq in order to work with the
Shia there, and in order to do what you can to make sure that the
United States is unable to do anything to you.

And so what do we have today? We have a U.S. military that’s
strained. We have a limited capacity to be able to use force against
Iran should we choose to do so, and we have ignored all of the op-
portunities for engagement with Iran, that might have ameliorated
the situation in Iraq and the global challenges that we face from
the Iranian nuclear program.
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I want to end with those two points and just close and say, what
happens when you rely on military power to demonstrate your
strength, so that others will follow you and you do not win? What
happens when you ask others to act consistently with the Geneva
Convention and the International Convention on Torture, and then
when the tragic situation at Abu Ghraib is revealed, you quibble
about whether or not enhanced interrogation might be something
that we wanted to reserve as an option in the global environment?

What happens when you seek help for Afghanistan or Darfur or
elsewhere, and no one comes?

The strategic cost of the war in Iraq is not just our inability to
deal with problems like Al Qaeda, Pakistan, Afghanistan, the Mid-
dle East peace process, and our strained military; it is also, and
more importantly, the limitations on our ability to get others to
work with us, to support us, to look at us as a role model in the
world. Thank you.

[The prepared statement of Dr. Beers appears in the Submissions
for the Record on page 216.]

Senator Chafee. Thank you, Mr. Beers. Let me apologize to
both you and Dr. Hormats, that I was unable to hear the testi-
mony. I did read what had been submitted.

Dr. Wallsten.

STATEMENT OF DR. SCOTT WALLSTEN; VICE PRESIDENT FOR
RESEARCH AND SENIOR FELLOW, iGROWTHGLOBAL, WASH-
INGTON, DC

Dr. Wallsten. Mr. Chairman and Members of the Committee,
thank you for inviting me to testify today on the costs of the war.

I estimate that the expected net present value of the total direct
costs or microeconomic costs, as we refer to them, of the war are
approximately $1 trillion to the United States, and closer to $2 tril-
lion globally.

The real direct economic costs of the war include not only ex-
penditures from the U.S. budget allocated for the war, but also in-
juries, lives lost, and lost productivity from reservists who cannot
do their civilian jobs because they have been called up for service,
and other costs, as well.

My co-author, Katrina Kosec, and I began this project in 2005,
and have updated our numbers periodically since then. I have sub-
mitted the original 2005 paper, which explains our methodology in
detail, to the Committee, and I would hope that it could be intro-
duced into the record.

[The paper referred to, “The Economic Costs of the War in Iraq,”
appears in the Submissions for the Record on page 222.]

Dr. Wallsten. We have found that the total direct economic cost
at any given point in time tends to exceed budget appropriations
by about 20 to 25 percent.

As wealthy as our Nation is, our resources are limited and must
be spent carefully. Other areas of policy attempt to explicitly take
into consideration the full economic costs and benefits of Govern-
ment actions.

President Ronald Reagan signed an Executive order requiring
certain agencies to conduct a cost-benefit analysis for any proposed
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major regulation, and to adopt it, quote “only upon a reasoned de-
termination that the benefits of the regulation justify its costs.”

President Bill Clinton renewed that order, as did the current
President. Now cost-benefit analysis has become an important and
accepted, though certainly not the only, tool for evaluating many
proposed policies.

But this approach has yet to be explicitly incorporated into deci-
sions regarding defense and security. Admittedly, the current tools
we have for evaluating costs and benefits are not perfectly suited
for evaluating the costs of war, since they were developed for use
in a different setting.

The tools are blunt and imprecise, meaning that the cost esti-
mates all of us are presenting today are measured with error.
That’s why Katrina and I included in our paper ranges of esti-
mates, and also built an online estimator that allows people to
change underlying assumptions to see how these affect the costs.

Nevertheless, this type of analysis can provide valuable informa-
tion to help inform policymakers as to the best course of action
going forward.

In addition, we supply these tools to other related areas like
homeland security. The Office of Management and Budget esti-
mated last year that major homeland security regulations imposed
a cost of $2.2 to $4.1 billion a year on the economy.

But those rules were passed with no estimates of their expected
benefits. Those costs may sound small compared to the cost of the
war, but they are not. The net present value of those costs is close
to $100 billion.

Estimating the benefits of homeland security measures or of any
military operation is difficult, because, as OMB acknowledges, they
depend on the probability and severity of outcomes like terrorist at-
tacks, which are difficult to quantify.

But just because expected costs and benefits are difficult to esti-
mate doesn’t mean they don’t exist, and if you can’t estimate the
benefits, you should still follow through on a policy only if you have
good reason to believe that those benefits exceed the costs, and if
you believe that it’s the best way to achieve those benefits.

Professor William Nordhaus of Yale was the first to do this exer-
cise for the war in Iraq, and he did it before the war when it could
have helped inform policy.

He acknowledged that there would be some benefits of a war; the
world would be better off if Sadam Hussein were not in power. But
Professor Nordhaus meticulously estimated ranges of the likely
costs under different scenarios, and concluded that a war in Iraq
could cost between $100 billion and $2 trillion.

And he further qualified the results by noting factors that he did
not include, such as costs to other countries, or as he put it, quote,
“fallout that comes from worldwide reaction against perceived
American disregard for the lives and property of others.”

The point—aside from noting that Professor Nordhaus was far
more insightful than any of us by doing this exercise in advance—
is that even under tremendous uncertainty these tools can provide
us with useful information to help inform decisions.

If Congress and the public had seriously considered Professor
Nordhaus projected cost estimates, would we still have gone to
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war? Perhaps some might have believed it was still worthwhile, but
perhaps not.

We can’t do anything about the costs we’ve already incurred;
those resources are gone, but we do have some control over what
happens next. The lesson, I believe, is that policymakers can use
the tools of cost-benefit analysis to help evaluate whether proposals
regarding what to do next in Iraq are likely to yield enough bene-
fits to us and the world, and hopefully that additional information
will lead to better decisions. Thank you.

[The prepared statement of Dr. Scott Wallsten appears in the
Submissions for the Record on page 220.]

Chairman Schumer. Thank you, Dr. Wallsten. I want to thank
all of our witnesses for their just outstanding testimony.

I have a few questions here, and we’ll try to stick to the 5-minute
limits with questions for everybody, including myself.

First, to Dr. Stiglitz, let me just ask you this: In your book, you
state that if we consider the total macroeconomic costs of the war,
the price tag for a continued presence in Iraq increases from ap-
proximately $3 trillion up to $5 trillion.

I was wondering if you could expand on how we here in Wash-
ington should consider those macroeconomic costs. They don’t ap-
pear in our budgets, but they do affect our economy and constitu-
ents.

I mean, how should we change the way we look at things here,
if at all?

Dr. Stiglitz. I think this goes back a little bit to what Scott was
saying, that when you’re making a decision, there are the direct
budgetary costs that you’re very aware of that go through your ap-
propriation process, but there are costs to our society and to our
economy that are not as obvious.

You look at these other costs, in effect, when you’re discussing
regulations; you're saying, is a safety regulation worth the costs
that it’s going to impose? In that case, both the benefits and the
costs of the regulation are outside your budget, but you're making
a public policy decision and making that judgment.

I think what all of us are saying, in a sense, is that you need
to be aware of what those likely costs are going to be. As you look
at those costs and say, OK, there may be benefits in the budgetary
sense, as well as hard to quantify non-budgetary benefits that you
weigh with the budgetary costs.

But in a war, the non-budgetary costs are so much greater that
to ignore them is really wrong.

Chairman Schumer. Thank you. You spoke at length in your
testimony about how you and your colleague, Linda Bilmes, faced
difficulty in getting information from the Defense Department, the
Department of Veterans Affairs, and you state repeatedly that you
had to rely on Freedom of Information requests to get information.

Can you provide some more details about the specific types of in-
formation you had difficulty in obtaining and what can we do, so
that the next researcher who comes along and validly wants this
information can get it more easily?

Dr. Stiglitz. Probably the most dramatic and perhaps most up-
setting data was the number of injuries. When the Department of
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Defense releases the number of fatalities, they differentiate be-
tween whether the fatalities are hostile or non-hostile.

When it comes to the injuries, they only release the number of
hostile injuries, and they get to choose whether a particular injury
is hostile. For instance, if you have a convoy and the first vehicle
in the convoy gets blown up, that’s clearly hostile, but if the second
vehicle runs into the first and somebody gets injured, is that just
another automobile accident?

They may classify the injury in the second vehicle as not hostile.
After all, he didn’t actually get injured by an IED or some other
weapon.

If a helicopter has to fly at night because it’s too dangerous to
fly in the day, and he crashes because he’s flying at night, that’s
not hostile, but it would not have occurred had the guy been in his
home in New York or Washington.

The Department of Defense has tried to make it difficult to ac-
cess these non-hostile injury numbers, for the obvious reasons that
not only do they not want the American people to feel that there
is a greater cost of war than what we’ve all talked about, but they
didn’t even want them to know what those costs of the war are in
the first place.

One of things I emphasized in my testimony was that there
needs to be more systematic procedures to make available not just
the budgetary numbers, but also the kinds of things like injuries.
We are going to have to pay for those injuries in health care and
disability benefits, whether they are hostile or not hostile.

Chairman Schumer. I understand it, and we’re going to have
to look at that, I think, as a Congress.

Final question to both Dr. Hormats and Dr. Beers: You both
talked about—when we talk about the costs of the war, I think
most people look at domestic needs because that’s the thing that
affects the most immediately, but we also have lots of foreign policy
needs, which you two focused on.

Could you just—does focusing on the, our weak fiscal position—
how does that weaken us in dealing with potential future crises,
wherever they may occur? Could you each talk a bit about that?

Dr. Hormats. I'd like to make two points on that, one, to follow
up one point that Rand made earlier. He stressed the importance
of the global leadership or loss thereof, as a result of this.

One of the things that we can take away from this is that we
would have done a lot better in paying for the war and prosecuting
the war and in getting legitimacy for the war if we had had a coali-
tion that was anything like the coalition that first George Bush put
together in the first Gulf War.

That seems to me one of the lessons, coalition diplomacy in a
modern war is critically important. There’s a very interesting book
about Eisenhower and Marshall called, “Partners in Command.”
They understood the importance of a successful coalition in win-
ning World War II.

It’s just as important today, as Iraq has demonstrated.

The second, in specific response to your question, Mr. Chairman,
is that a country that is in a weak financial position has fewer re-
sources to spend on any contingency.
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It reduces the resilience of our country to deal with a national
security threat, to deal with a pandemic at home, to deal with a
terrorist act at home. The weaker we are fiscally and the more in
debt we are to ourselves and to the rest of the world, the fewer re-
sources we have to deal with future contingencies, with future wars
or future emergencies of any sort.

Forty percent of the debt that has been incurred in this war, is
being financed from abroad. You could say, well, that’s fine, be-
cause it reduces the American people’s contribution to the war ef-
fort, if one looks at it that way.

But the other part of it is, that makes us more vulnerable, if in
fact, some terrible thing should happen here, that money may not
be available to us. It’s the first time since the Revolution that we
have needed to borrow abroad to pay for a war. Then, we had to
do it from France and the Netherlands.

This time, let’s suppose, heaven forbid, there’s an act of terrorism
at a point in time where we have this current credit crisis, and we
have a big budget deficit that is going to get bigger over the next
10 or 20 years. Because of the war and entitlements and various
other things, we’re more dependent for Capital on foreigners.

Suppose the economy is disrupted by a terrorist act? Then what
happens? Then their confidence in our economy and their willing-
ness to lend us money, deteriorates. The budget deficit skyrockets,
because we have to pay for the response to that act of terrorism,
in terms of recovery and retaliation, and the dollar goes down, in-
terest rates go up.

The last point is this: One of the things—and Rand also pointed
this out—in the book that I've written, I go back and look at a lot
of what Bin Laden said.

One of his goals is to “bankrupt” the United States, as he’s put
it. He concluded that he had bankrupted the Soviet Union in Af-
ghanistan. Their goal is specifically—specifically, they've said it
time and time again—to cripple our economy.

And if they see us economically vulnerable because of big budget
deficits and high dependence on foreign capital, and a credit crisis
at home, that makes them even more emboldened to go after us,
because they think they can not only disrupt the United States in
a specific way, but really weaken the economy.

Chairman Schumer. Dr. Beers.

Dr. Beers. It’s hard to follow that, because you took away sev-
eral of the points that I was going to make.

[Laughter.]

Dr. Beers. But that’s fine. Let just be very specific.

The dollars that are held by China and the dollars that are held
by the oil sheiks in the Gulf mean that when our interest is that
they should do something differently, our leverage to get them to
do something differently is diminished, so, as the cost of the war
increases and it is financed by the deficit, our ability to operate in
specific leveraged situations is diminished when the holders of
those dollars are the people whose behavior we want to change.

Chairman Schumer. Thank you both.

Congressman Paul.

Representative Paul. Thank you very much. I have two very
brief comments. First, I think the Founders talked about building
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coalitions too, and it was called a declaration of war and then the
people would come together.

And I think that’s one of our problems is that we don’t develop
that coalition.

But also, the holders of our dollars, yes, may have some leverage,
but we also—you argue that we have leverage on them, but they
have leverage on us, just as well, so I think that’s a two-way street.

But I want to get back to the question of inflation, with Dr.
Stiglitz and Dr. Hormats, about war and inflation, because there
is obviously a relationship.

We live in an age where we have a lot of moral hazard, whether
it’s the building of the housing bubble or whether it’s the promise
that there will always be a bailout and a rescue. Ultimately, I see
the biggest moral hazard as the lender of last resort.

And in many ways, this is what happens if we can’t afford the
war and we don’t tax, and then we start borrowing, interest rates
go up. We ask the Fed, you know, to keep interest rates low, and
they can’t do that other than by expanding the money supply, and
that’s when we start getting into trouble, because we devalue our
currency.

And this is what I think our basic problem is because it’s always
out there. I've talked a lot about monetary policy over the year, and
I have my ideas of what should be done.

But is there anything—do you sort of agree with what I'm say-
ing, that this ultimate lender of last resort to finance war is a prob-
lem, and if it is, is there anything you could suggest as to how we
could rein this in and not permit this endless creation of credit and
deceitful way of financing war?

Because to me, it’s so deceitful because it delays the inevitable
and it hides the cost, and the innocent suffer.

I would just like to know if either one of you have a suggestion
along those lines?

Dr. Stiglitz. I agree with you. What’s so unusual about this war
is, as you remarked, we haven’t seen the inflation so far. Part of
the reason is in the way that the war has imposed the cost on the
economy, which is that it led to high oil prices.

We were spending lots of money, sending checks abroad to the
oil exporters. Normally, spending that much money abroad would
have weakened the economy, and it was, in fact, weakening the
economy.

So, the Fed and the regulators took on the view, very myopically,
let’s keep the economy going, and the way to keep the economy
going is flood it with liquidity and look the other way when you
needed to strengthen regulations on the economy from the in-
creased spending on oil. They did this to offset the deflationary
pressure.

And the Fed kept it going, but the point is that there were bills
that were going to have to be paid from those huge deficits. The
weakness in the economy that we see today is directly related, I
believe, to the war, but the other problem is the overhang of the
national debt.

It’s an overhang in which there’s always the risk of trying to in-
flate that away.
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Dr. Hormats. Since Joe won the Nobel Prize and I didn’t, I basi-
cally agree with everything he said, but I'd just add one point.

And it’s really not adding a point, it’s just underscoring the point
that Joe made, and that is that—and you touched on it, Congress-
man Paul, in what you said at the outset and just now.

The deferral of the costs here, makes it look at if the war is
cheap, but it isn’t cheap.

It makes it look to the current generation of taxpayers, like it’s
not very expensive because we don’t suffer any inconvenience. We
have not seen much inflation, the interest rate, in part, has been
kept low by the Fed and by the foreign capital that’s come in, also.

But when you look at the spending that’s going to occur to re-
plenish the military costs, to pay for the veterans, to do all the
other things that are going to have to be done over the next several
decades, and to deal with a number of other programs that also are
competing for resources out there, then the cost to the overall econ-
omy becomes higher.

Then, what happens to our children? Our children pay higher
taxes, or, if they don’t pay higher taxes, they have to give up cer-
tain Government programs which we take for granted, or there is
more borrowing.

All of those things will tend to weaken the economy down the
road, and then it puts a lot of pressure on the monetary authorities
to try to offset that with more and more monetary creation.

And the problem is this, in a economy people say, “well, we have
a very sound economy,” and in many ways the structure is very
good—very entrepreneurial—we’ve got a lot of talented people, but
we've built a lot of our growth over the last several years on debt—
Government debt and individual debt.

Just to give you one number. Borrowing against homes, using
your home as an ATM machine, in effect, between mid-2005 and
mid-2006, Americans borrowed $1 trillion against the value of their
homes. We call it mortgage equity withdrawal.

These kinds of debt by the Government and by the American
household are going to be paid back somewhere down the road.
They’re not free. That’s the problem.

Chairman Schumer. Vice Chair Maloney.

Vice Chair Maloney. Thank you, Mr. Chairman.

Dr. Stiglitz, the Three Trillion Dollar War—your co-author has
written an article in Foreign Policy entitled, “Iraq’s 100-Year Mort-
gage.” Is that about how long it will take us to pay off this war?

Dr. Stiglitz. The reality probably is it won’t be paid off even in
a hundred years. The fact is, just going back to what we’ve already
been saying, the increase in national debt as a result of the war
will be $2 trillion, we estimate, by 2017. We have lots of other de-
mands on our budget, and so the tendency will be just to roll it on
and hope the Chinese or others are willing to finance the money
that we have borrowed.

Let me put it another way. If we didn’t finance it now, while
we're fighting, through increased taxes, why do we expect that we
will raise taxes next year to finance the war that we’ve just been
through?

Vice Chair Maloney. Dr. Beers, this war was supposed to make
us safer at home. Has it?
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Dr. Beers. I think, based on the analysis—not of me, but a hun-
dred foreign policy experts—the answer to that, overwhelmingly, is
no. The strategic environment that we live in today has become
more problematic than it was before we entered into Iraq, and as
I said in my testimony, our ability to work with others has been
diminished, and our attention to our security here at home, while
it has improved, still has a very long way to go.

So it is hard to say that we are safer today than we were before
our entry into Iraq.

Vice Chair Maloney. Thank you.

We've been called for a 5-minute vote, and I'm going to be leav-
ing shortly. But I can read this in the record.

My last and final question to the panelists is, the Administration
has suggested that it wants to maintain a long-term presence in
Iraq, but just as before the war began, they are still refusing to
give any estimates of what future costs of that presence might be.
Our own Committee, the Joint Economic Committee report, esti-
mated that the U.S. economy could incur up to $1.9 trillion in addi-
tional economic costs over the next decade if we, quote, “stay the
course” with our current troop commitment in Iraq, as compared to
a more rapid withdrawal favored by many House and Senate
Democrats.

Dr. Stiglitz, what are the true costs of staying the course in Iraq
over the next decade? And Dr. Hormats, can you put this in a his-
torical context for us? How would the length, loss of life, and
wounded compare to past conflicts?

And Dr. Beers, can you explain the costs to our military and na-
tional security if we stayed the course in Iraq?

Thank you for really a very enlightened testimony today from all
of you. Thank you so much.

Dr. Stiglitz. The analysis of what it will cost to stay for another
decade really parallels the kind of analysis that we’ve done here.
There’s the upfront budgetary cost, the $12 billion that we are
spending a month. Obviously, that could grow if we increase our
troop commitments.

Then there is the fact that there are lots of military costs hidden
in the Defense Department budget, such as the depreciation of the
equipment that has to be replaced. One of the reasons that the
operational costs have gone from $4 billion a month to $12 billion
a month is that we couldn’t defer maintenance forever, and we are
now paying for some of the maintenance that we deferred at the
beginning of the war.

Then there are the costs of the people who are being injured, and
these will go on for decades. The longer we are there, the more
troops we send to Iraq, the higher the injury rate. And this war
has had a ratio of injuries to fatalities of 15 to 1. It’s a testimony
to modern medicine, but it is a cost to the taxpayer, and our dis-
ability benefits do not really measure the loss to these individuals
and to their families.

After the budgetary costs, you start looking at the cost to our
economy and to our society, and the cost of the injuries, including
the opportunity costs that you’ve been talking about. Finally, you
start looking at the macroeconomic costs, the disturbance that it
brings to our macroeconomy in a whole variety of ways, including
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in the fact that we aren’t investing in the infrastructure that we
need. That reduces the productivity of our whole private sector. We
aren’t investing in the research that we ought to be, and that re-
duces future potential growth of our economy.

So yes, I think those numbers you're talking about are probably
conservative.

Dr. Hormats. Just one more thought to add on, just as a little
parenthetical note to the last question. The long-term costs of the
war—TI'll give you a number that’s stuck in my mind.

The last war pension that was paid for the Revolution was paid
in 1907, because it was paid to dependents of people who fought
in the Revolution. So, these things last a very long time.

The second point—there’s a notion in this war that the best de-
fense is a good offense, and therefore if we fight in Iraq we won’t
have to deal with these terrorist issues on the home front. That is
what has been troublesome in looking at this.

We have a lot of unmet needs at home—needs that are not being
met on the national security front. You talked about our infrastruc-
ture. Our infrastructure has been neglected—our physical infra-
structure, our public health service, training and equipment for po-
lice and firemen and women. These things are really important to
dealing with what is going to be a long-term terrorist threat.

Whatever happens in Iraq, that terrorist threat is going to be
there for America. If you don’t spend the money at home to im-
prove the public health service, to harden up and improve our in-
frastructures so that bridges don’t fall down in Minneapolis—these
are the kind of things, these affect our national security too. And
yet we're really not addressing a lot of them.

Again, it’s a question of priorities, a question of how you allocate
resources. The longer we think a good offense is our best defense,
the more we're going to neglect what we need to do at home, again
for very legitimate national security purposes, so people don’t fall
th}llrough bridges or have dikes destroyed in New Orleans or else-
where.

Chairman Schumer. Thank you, Dr. Hormats.

Sam Brownback has been very nice. The House has a voice. Con-
gressmen Doggett and Hinchey are each going to ask one quick
question. We’d ask the answer to be brief, and then we’ll move on
to Senator Brownback and Senator Klobuchar.

I'd ask you both to ask the questions seriatim, and then they can
answer them together.

Representative Doggett. I'll ask mine because time has ex-
pired, and I'll ask my staff and the public to take note of your an-
swer.

Yesterday, as a Member of the House Budget Committee, I ques-
tioned Secretary Gordon England in what seemed to me to be very
bizarre testimony, that the war might go on for a very long time,
but it’s impossible to tell us what it will cost after a few months,
because I was told we have an unpredictable foe.

As military historians, perhaps you're aware of a time when we
haven’t had an unpredictable foe, but I'm wondering if you could
outline, for the record, any reasons why we can’t get a reasonable
estimate, for budget purposes, over the next several years as to the
cost of this war, or whether this is just part of the pattern of du-
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plicity that has characterized the entire handling of the cost of the
war.

Thank you.

Chairman Schumer. I'll ask unanimous consent that each of
the panelists submit that answer in writing, so that Congressman
Doggett and Congressman Hinchey can make their votes. We’ll do
the same with Congressman Hinchey after he asks his question,
can submit in writing as well.

Representative HINCHEY. Before I leave, I want to express my
appreciation to all four of you. It’s been very interesting and very
informative, what you have had to say, and I deeply appreciate
your being here, and I'm going to give close examination to your
testimony and look at other things that you’ve written, including
the book. So thank you very, very much.

The economic circumstances that we’re confronting is just one of
the reasons why we should be developing a very serious plan for
the withdrawal of our military forces from Iraq over a specific pe-
riod of time, which would take place very, very quickly. And those
economic circumstances are becoming increasingly complex.

One of the things that the Administration says, of course, is that
inflation is not really high. And if you look at the numbers they
produce, then it’s true: inflation is not really high.

But if you look at some other elements—the cost of oil and the
cost of food, the cost of energy generally, but particularly the cost
of oil and the cost of food—you see the inflation rate goes up much
higher. And unless there is a global recession, then the likelihood
is that those increases are going to continue, and they are going
to continue even more rapidly, depending on the set of cir-
cumstances that we’re confronting.

That, combined with the general decline in the economy that
we're confronting, even though the stock market right now doesn’t
reflect that decline, nevertheless, there is a very serious decline for
the vast majority of people. The cost of living for them has gone
up; the ability for them to live is going down.

I think that we may be engaging in that situation of stagflation
once again—declining economy, increasing cost of living. And I
would appreciate it if you would give us your thoughts on that and
what we might do, both to get us out of the situation there in the
military context of Iraq as quickly and effectively as possible, and
what we need to do to deal with the complexity of these economic
circumstances that are going to prevail upon us for an extended pe-
riod of time.

Again, Mr. Chairman, thank you very much for doing this hear-
ing. And gentlemen, thank you very much for your contribution
here. I deeply appreciate it.

Chairman Schumer. Those answers will be submitted in writ-
ing, and I'm sure Congressman Hinchey will review them carefully,
knowing him as I do since 1974, when we were young assemblymen
together.*

We now have two final questioners.

Chairman Bernanke is up in the Banking Committee. I'm sup-
posed to question him. I'm the last one. I waited till the end. So

*The Information to be provided by witnesses was unavailabe at press time.
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I'm going to let Senator Klobuchar chair the hearing. Senator
Brownback goes, then Senator Klobuchar.

I want to thank you gentlemen for your great testimony, and
you've helped us move the debate forward. You really have. Thank
you.

Senator Brownback.

Senator Brownback. Thank you, Mr. Chairman. Thank you,
panelists. I appreciate your presentation.

I want to enter into the record a study done by the State Senate
of New York, the Finance Committee, on the financial impact of
the World Trade Center attack. And I'd ask unanimous consent,
when Senator Klobuchar gets there, to enter this into the record,
just on the cost of 9/11.

And they’re saying here, and I don’t know if anybody will dispute
this, but they’re saying here that the estimated 3-year cost of 9/11
was $639.3 billion over 2001, 2002 and 2003. Does anybody dispute
that number particularly?

[No response.]

Senator Brownback. Just note the panel, no particular dis-
puting of that number.

Madam Chair, if I could, I'd ask unanimous consent that this
study be placed in the record.

Senator Klobuchar [presiding]. It will be placed in the record.
Thank you.

Senator Brownback. Thank you very much.

[The study, “Financial Impact of the World Trade Center At-
tack,” appears in the Submissions for the Record on page 71.]

Senator Brownback. Do any of you have a longer estimate of
the cost of 9/11 to our economy? Have any of you seen a number
on the cost of 9/11 to our economy?

[No response.]

Senator Brownback. I guess the panel would reflect that
there’s nobody that has that. I've got a 3-year number here.

I would note Bin Laden put out a cost estimate to us of 9/11, and
I may be missing his number by a few zeroes. But I think he said
it cost him $500,000. It cost us $500 billion.

Dr. Hormats. Right.

Senator Brownback. If so, he’s a better economist than he is
a lot of things, because he’s not far off what the New York Senate
said in doing that.

Dr. Stiglitz, does your study—which I have not had a chance to
review—include the Afghanistan war as well as the Iraq war?

Dr. Stiglitz. We try to break it out. We have both Afghanistan
and the Iraq war, and then we divide it.

Senator Brownback. So it does have both of them in it?

Dr. Stiglitz. We identify them separately. The $3 trillion is for
the Iraq war itself.

S(;nator Brownback. What is your cost for the Afghanistan
war?

Dr. Stiglitz. Roughly, the Afghanistan war is 25 percent of the
operational cost and about 10 percent of the disability and vet-
erans’ costs, the health care costs.

Senator Brownback. Of $3 trillion? Then you're saying some-
where below a trillion on total costs?
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Dr. Stiglitz. Considerably, yes. Because the veterans costs are
only about 10 percent, and the operational costs are 25 percent to
Afghanistan, 75 percent to Iraq.

Senator Brownback. Are your policy recommendations the
same for Afghanistan as they are for Iraq? I mean, you're looking
at costs, and you’re trying to put a cost analysis on this.

Dr. Stiglitz. Our basic recommendations are more on the policy,
for instance, on how you fund the war, not through emergency ap-
propriations. We would agree that that principle would apply to
both the Afghanistan and Iraq war. We also address transparency,
so that people know what the total costs will be, and the rec-
ommendations for both wars are exactly the same on that. Also, we
must fully fund the future disability and health care costs for vet-
erans from both wars, so that they aren’t made subject to the fu-
ture Congress’ whims and so that we don’t create another un-
funded entitlement. Those kinds of recommendations are relevant
for both Afghanistan and Iragq.

Senator Brownback. What about any sort of military action?
This has been not a good investment, I guess is what your analysis
is. Would the same analysis apply to Afghanistan on that, that this
is the time to kind of—let’s end this thing, because this hasn’t been
good for us economically?

Dr. Stiglitz. No. Let me try to emphasize.

Our analysis was focusing on the cost, and saying that in the
end, people are going to have to make their own judgment of the
benefits. Some people think there are benefits, some people don’t.

Senator Brownback. That’s the point I'm wanting to get at. Is
your same analysis for Afghanistan the same as it is for Iraq?

Dr. Stiglitz. No, they’re quite different, because of the sense of
consensus on Afghanistan. For instance, NATO is in Afghanistan.
The circumstances of the two wars are different; how we got into
Afghanistan was related to the attack of 9/11. Iraq was not related
to 9/11.

Senator Brownback. I just wanted to get your assumptions on
this. Afghanistan does have higher security value, in your estimate,
than Iraq has a higher security value in your estimate.

Dr. Stiglitz. We didn’t actually do that kind of security analysis.
Clearly, there are differences in the circumstances in Iraq and Af-
ghanistan that could very well lead to a different conclusion.

Senator Brownback. I know I'm over my time, but I just want
to be sure I'm clear on that.

You believe there is value in Afghanistan that’s not in Iraq?

Dr. Stiglitz. That’s right.

Senator Brownback. But you don’t quantify that.

Dr. Stiglitz. That’s right. We're only looking at the cost, and
what we're saying is that anybody engaged in this war has to make
a decision whether the benefits are worth those costs. It’s very dif-
ficult to see the benefits in Iraq and very difficult to see what addi-
tional benefits we will gain by staying another 2 years in Iragq.
That seems pretty clear.

In Afghanistan, we have a coalition. In Iraq, we’ve become a coa-
lition of one. NATO is in Afghanistan, so it’s a very different situa-
tion.
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Senator Brownback. But you don’t estimate, and I take it no-
body on the panel does, the security value of Afghanistan, or the
security value of Iraq, if any. Some of you would question whether
there’s a negative security value. You don’t estimate that.

Madam Chair, I'll stay for another round, because I went way
over my time. So I'll just wait till you're done to come back to that.

Senator Klobuchar [presiding]. Thank you very much.

Thank you to our panelists. This was, I thought, a very good
hearing and helpful to all of us. People often don’t want to go
through these actual economic costs, but being a graduate of the
University of Chicago Law School, this isn’t surprising to me. I
think it’s been very helpful.

As I said, I hear my colleagues, really for the best of intentions,
talk about the war as priceless, and talk about vague notions of
treasure, and I think it very important that the American people
understand exactly what we’re talking about.

Dr. Hormats, you were talking about the cost of this war and the
cost on the American family. And I was thinking back to in March
of 2006, when the Washington Post published a piece on the typical
American family and how they’re doing right now.

They said that the typical American family had about $3,800 in
the bank. No one had a retirement account. There were no stocks,
no bonds, very little equity in the house, and even making over
$43,000 a year, the average American family in 2006 couldn’t man-
age to pay off a $2,200 credit card balance.

This American family is far different than the families that we
saw during World War II, or even the Vietnam War, when our
economy was different, when the opportunities were there for these
families to get jobs and kind of pull themselves out if they had
some temporary credit trouble or money problems. And with the
economy slowing, unemployment rising, and the housing market
continuing to spiral downward, we can safely say that today’s fam-
ily is in a much worse and more precarious circumstance.

And I agree—if we are going to pay for this war, we all must sac-
rifice. But at the same time, many middle-class families are in fi-
nancial ruins, with no safety net. They can barely hold on. I see
this all the time in our State.

Aren’t we too late to try to spread out the costs of this war? And
how can we simultaneously address the need to pay for the war
now, with the demands of a looming recession that sits really on
the back of the typical American family?

Dr. Hormats. Your point is a very good one. We should have
really done this several years ago if we were going to do it. Now,
I think, the American family is sacrificing—is in dire straits in
many cases. Look at the housing crisis, and look at the fact that
people are behind in their credit cards or paying a lot of interest
to borrow. We’ve borrowed a lot of money, and people are feeling
very vulnerable.

My point on sacrifice was that it needn’t have been through tax
increases. It could have been, if people had wanted to hold taxes
the same, through giving up certain domestic programs which were
not needed and characteristically are cut when you go into war,
nonessential domestic spending. That would have been fine. We
didn’t do that either.
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That’s my basic point. We could have done one or the other or
both, but we didn’t do any of them.

The point about the veterans is a point that Joe made, and I very
much agree with and discussed in my testimony as well. And that
is, someone’s going to have to pay for them at some point, because
they’re going to need health care for a very long time, and it’s going
to be in the billions and billions of dollars—hundreds of billions,
perhaps.

So the question then is, how do we best pay for it? It is sort of
an unfunded moral liability—I wouldn’t even use the word liability;
moral obligation is a better word, unfunded moral obligation. And
a}‘i some point, we have to figure out how we’re going to pay for
that.

Again, we can cut other programs to make room in the budget
to pay these costs. We can borrow the money, which just raises the
Federal debt beyond what it’s already going to be, which is going
to be quite substantial. Or we can find some way for upper-income
people, maybe through a check on their taxe form or through a
Iinanltl:latory tax, to pay. It’s the first time they haven’t ever had to

o this.

And you're absolutely right. It may be too late. The reason I
mentioned it, and Joe talked about it in his testimony, is it’s a re-
ality. We have a moral obligation, and the question is, how do we
best fund it? I was providing one idea; it can be done out of general
revenues, too, or it can be done by cutting spending. But somehow
or another, we have a moral obligation to make sure they get the
best health care. For many of them, it’s going to be a lifetime of
health care, and paying for it is an obligation. How do we do it?

Senator Klobuchar [presiding]. I think that’s one of the most
miscalculated repercussions from this war. When I was going
around our State for the last 2 years, people would come up to me
and they clearly had some mental health issues.

They said they’d served in the war. I didn’t know if they were
telling the truth.

Then I got to Washington and I saw these numbers, where the
Pentagon had underestimated the number of people coming back
from Iraq and Afghanistan that would need health care.

I think in 2005, four times as many people needed health care
as they imagined. So it just wasn’t budgeted for.

Dr. Hormats. Frequently these symptoms don’t present for sev-
eral years after a man or woman returns from the battlefield. So
you really don’t know what the long-term cost is going to be, par-
ticularly on psychological considerations.

Senator Klobuchar [presiding]. I think the problem we’re
struggling with is a lot of these things you’re talking about that
could help the middle class, that’s struggling right now—you know,
if we have to look at more unemployment insurance or those kinds
of things. That’s why I'm of the belief that we need to really talk
about rolling back some of the tax cuts for the wealthiest to pay
for things.

We won’t go into the hedge fund issue, Dr. Hormats. But there
are many ways we could consider paying for things that people
haven’t been willing to do. Dr. Stiglitz, do you want to add any-
thing to this?
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Dr. Stiglitz. I agree very much. The point is that already there
have been 100,000 returning veterans diagnosed with serious psy-
chological problems, and the numbers will be increasing. Over
263,000 have already gone to a VA hospital. What was so striking
was that in 2005, 2006, the VA were still basing their appropria-
tions requests for money on prewar numbers, as if there were going
to be no disability payments, no people injured in this war, and
this meant that there were not going to be the necessary resources
available. Either you crowd out other veterans, or you don’t give
these veterans the benefits to which they’re entitled, or both. You
force the cost onto their families. But these costs don’t go away.
They’re going to be there for decades.

One of the issues that we’ve been discussing is the issue of na-
tional security. When you think about national security, one of the
questions is: As the world has changed a great deal in the last 15
year?s, are we spending this money on national security in the best
way?

There’s a quip that we’re spending a lot of money on weapons
that don’t work against enemies that don’t exist.

The fact is that we are spending close to one out of two defense
dollars around the world. So the question is, where can we save
money?

Thinking more about about how to spend on defense will allow
us to spend less on it. The other point that was made is, there’s
been a lot of waste in the military, including in this war, because
of inadequate accountability. The Department of Defense has not
passed the kind of scrutiny that businesses must undergo.

Congress passed Sarbanes-Oxley to hold CFOs accountable for
their corporations. But we are not holding officials in the Depart-
ment of Defense accountable for their spending, and there are huge
gaps. This is another place where you’ll be able to get some funds
to help pay for these entitlements.

Senator Klobuchar [presiding]. I have a few questions of Dr.
Beers.

I'll wait for my final round here and let Senator Brownback go.

Senator Brownback. Thank you very much, Senator
Klobuchar.

If Bin Laden says it costs us $500 billion, and the New York Sen-
ate says it costs us $600-some billion, it seems like if we haven’t
been attacked again since 9/11, there is some value to the economy
that we haven’t been attacked again since 9/11. Dr. Wallsten,
would you agree with that?

Dr. Wallsten. Sure, there’s value to the economy in that. The
question is whether our presence in Iraq is part of that, and I'm
not the one to speak on that question, I fear.

Senator Brownback. That’s the whole point here, really.

There’s clearly value to security. There’s clearly value to the
economy that we haven’t been hit again since 9/11. I'm not saying
why that has taken place, but clearly there is high, extraordinary
value to that. Is that correct?

Dr. Wallsten. Yes. In fact, I think you and Joe are actually say-
ing the same or very similar things. One of the goals from all of
this is security, and the question is how best to achieve it. And are
we spending our scarce resources in the most effective way for a
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given amount of security? Once we ask that question clearly, then
we can try to figure out the right answer.

Senator Brownback. It also seems like we ought to ask the
right question there, too. Your analysis, or some of the analysis
here would be, OK, the best security answer is for us to pull out
of Iraq on some sort of basis right now, and that’s the best answer
because it cuts our costs and you believe it provides more security.
Fair enough.

But isn’t there also a realistic possibility that if we pull out of
Iraq, that Iraq fails and becomes a terrorist state? And isn’t there
a reasonable possibility that if we pull out on a slow basis out of
Iraq, maybe like we did in Vietnam, that Iraq fails and becomes
a satellite of Iran?

Those would seem to be reasonable assumptions, possibilities
even, to take place.

Now, I'm not saying that they're going to take place.

But if we’re doing an economic analysis, one would take the ex-
tremes on either side of it and say, OK, let’s say it’s going to be
a perfectly stable state when we pull out, and so here’s what we'’re
going to save by doing this. And there’s also a reasonable assump-
tion to say it’s going to be a failed, terrorist state if we pull out
on a slow basis, and there is a reasonable set of assumptions that
we should do based on that.

It looks like to me that we’re getting one side of this economic
picture here. And if we’re doing an economic analysis on this, that
we ought to look at these assumptions.

I put that to you—and you guys are all smarter than I am. I
readily admit that. I don’t have any basis to think differently. But
I met a business guy a few months ago. He was the president of
a corporation. He said, you know, business people don’t know any-
thing—Dr. Hormats, I don’t mean to say this to you at all.

Dr. Hormats. That’s all right. I've heard it before.

Senator Brownback. But he says, all we’re doing is really try-
ing to plan for contingencies down the road, and we make our best
guess at this, and that’s the way we play the game. Sometimes we
win, sometimes we lose.

And you know, that’s what we’re trying to do here. I don’t like
war. I don’t want my nephew in Iraq or in Afghanistan. I want him
home in Kansas.

But you’re looking and, OK, I see the world this way.

You see the world that way. And so you've got a set of assump-
tions here.

I would hope maybe somebody has done the economic assump-
tions of what does it cost us if Iran takes over Iraq, or if Iraq be-
comes a terrorist state. There ought to be some economic assump-
tions based on that side of it, too, just to give kind of a, let’s look
at the full picture.

Or if you’re going to have a security environment that’s possibly
less secure—now Dr. Beers might say it’s going to be more secure.
But there’s also a reasonable prospect and there are military per-
sonnel who believe it’s going to be less secure. What’s that going
to cost us?

So you really get kind of the full range of this, if we’re going to
do a true economic analysis. And that’s where I have some prob-
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lems with the hearing overall, frankly. I think we’re making one
set of assumptions that this is all bad, therefore this is the cost,
when we'’re not looking at really what the full picture—Republican,
Democrat, conservative, liberal. We've got a tough problem here,
and we’ve got to figure it out.

I appreciate the economic analysis on it. I think that’s good. That
puts another picture on it. I just don’t think it’s complete, and
that’s what I would hope we could get in trying to make these sort
of conclusions.

Senator Klobuchar [presiding]. We seem to have widespread
interest in your question. Maybe we can start with Dr. Wallsten
and go down.

Senator Brownback. I hope we can get some good answers and
recommendations. Maybe you’ve got people for us to read on that,
too.

Dr. Wallsten. I actually think that’s a really good point, and
why I framed my testimony in the context of cost- benefit analysis,
because all of those tools were designed to be forward-looking and
to try to incorporate the fact that we’re always dealing with uncer-
tainties.

To do something like this, you should get together people who
are knowledgeable about the various probabilities involved, and
what the likely costs and benefits of those are, and then you can
try to come up with what’s a sound decision.

Senator Schumer started off the hearing by saying that he be-
lieved that we would have to be there 5 years for a 50 percent
chance of stability. If you believe that stability is worth something,
you could use those numbers to begin some type of calculation, and
then we would also know the costs of staying there for that time,
and we could begin to see whether that was worthwhile.

I mean, there are lots of other things involved. But that’s exactly
why we set up this process, and why most regulatory agencies now
have to go through that. Everything is always measured with error,
but the future is uncertain, and the only way we can make good
decisions is by putting together all of the information we have for
our best guesses to put probability estimates on things. Then you
have the results, and you then feed it into the decision process.

It can’t be the only tool, certainly, but I think it’s an important
one.

Senator Brownback. Has anybody done that, that you know of;
any economist done that?

Dr. Wallsten. Like I said, there were estimates, at least one, be-
fore the war, where he tried to. And one of the problems with doing
this—and I don’t want to make it sound easier than it is—is that
we're dealing with, as you pointed out, events that can have very
high costs but occur with very low probability. We're sort of not
very well-equipped to handle that, and that makes it more difficult.

Then, the question again comes back to what Dr. Beers was say-
ing: How do we best reduce those probabilities?

Dr. Beers. That’s what I was going to add to this.

You’re certainly correct in saying that there is another half,
which is, what’s the cost of scenarios that are unappealing to the
United States as a counter to the cost of remaining in Iraq. But



45

when you do that, it seems to me you’ve got to take two points into
consideration.

The first is the probability of those scenarios, because you've got
to assign some value to whether or not you're likely to experience
that. You can then, after you understand the value of that, then
you can do that calculation and you can decide whether, against
that probability, you want to pay that cost.

But the second thing you have to do, and that’s what I was try-
ing to say, is a decision to spend time and effort in Iraq means that
you've made the decision not to devote time and effort to dealing
with other foreign policy problems as well. And if you're going to
go down that road, then you also have to look at the probability
of things getting worse in other locations around the world, and the
cost of dealing with that.

The one that you have been particularly concerned with is, what
could happen with respect to Iran? And I think that’s a very seri-
ous question, and what are the costs downstream if we’re unable
to change some of the actions that are happening in Iran that
might affect American security in the future?

We have to weigh those and decide what we’re prepared to do.
Not all of it is in economic costs—what we’re prepared to do in
order to prevent Iran, for example, from acquiring weapons of mass
destruction. Or what can we do that will reduce the likelihood that
they will acquire weapons of mass destruction? And the answer to
that may be diplomacy, not necessarily the use of force, or sanc-
tions.

Senator Klobuchar [presiding]. Dr. Hormats.

Dr. Hormats. I think you've asked a very legitimate question,
and it should be looked at along with a whole panoply of other
issues that we've been describing. I would just like to make two
basic points.

The position I'm taking is not that economic issues are or should
be the determinative factor in whether we stay or go in Iraq, or
what the mission level of our troops ought to be. That needs to be
based primarily on national security issues, foreign policy issues,
the questions of the future stability of Iraq, questions of the future
stability of the Middle East, and the broader opportunity cost
issues that Rand has just discussed.

My basic point is that in making these decisions, we should be
looking at the resource costs, along with other implications of var-
ious outcomes. So I see this as one input, but it’s been a neglected
one.

In the outset of the war, when the decision was made, recog-
nizing it was a war of choice, we didn’t look at all the resource im-
plications, both in terms of direct resource drains on our system
and the broader, longer-term implications that have been dis-
cussed. We may have made the decision to go in anyway, but at
least we should have weighed the cost more carefully, and in a
more considered way.

The second question is, once we decided going to war was the
right thing to do, or as we were considering whether or not it was
a good thing to do, how do we pay for it in a responsible fashion?
From the history of how we’ve paid for the wars in the past, other
Administrations have concluded that it was not a wise thing to bor-
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row the entire cost of the war. No Administration has ever con-
cluded that.

So they’ve all debated, over a period of time, what portion of the
war should be paid for by borrowing, and what portion through
lower spending in other areas, and what portion through higher
taxes. When you embark on a war of choice and even a war of ne-
cessity you still need to make those calculations. And we didn’t do
that in a thoughtful way.

Whether we should stay, what level our troop commitment ought
to be, what its mission ought to be—that involves things other than
economics, but economics should be a component. And as you say,
the pluses and the minuses of failure and success have economic
implications as well.

They should be weighed, I agree with that entirely, to have a
thoughtful debate with an informed public.

But the public hasn’t been informed, because the debate hasn’t
been a very open one. It’s been a very closed one, and we need to
do better in the future. That’s my basic conclusion.

Senator Klobuchar [presiding]. Thank you.

Dr. Stiglitz.

Dr. Stiglitz. Briefly, three points. First, you’re absolutely right
that there are a lot of risks, and much of what we have been dis-
cussing concerns risk management. But one has to look at not just
the risk here, in Iraq, but risk globally. We face global security
risks, but is spending all of these resources in Iraq the best way
to manage these global risks?

That brings me to the second question: How do you frame this
particular decision about withdrawal from Iraq? The question is
first, if we leave now versus if we leave, say, in 4 years, what will
be the probability of that changing stability? Those are the kinds
of judgments that will have to be made by security experts. It could
be very little, it could be a great deal, both in the probability and
the value.

But in making the judgment, you have to evaluate that change
in the stability in light of the costs. It may be disastrous if we leave
now, it may be disastrous if we leave in 4 years. It may be wonder-
ful if we leave now or in 4 years. There are differences of view.

But we must ask, how much extra will it cost us to stay in Iraq
for another 4 years? Up front, every month is costing us $12 billion.
That’s up front. And then there are all the other costs that prob-
ably double that. And then there are costs to the global economy.

So you have to say, if you're going to stay another 4 years, is it
worth that change in the probability of stability? That comes to the
third point—given the opportunity costs, is another $2 trillion
worth that uncertain change in stability, given all the other prob-
lems we are facing, including in the security field?

Let me emphasize, it’s not just the opportunity costs in terms of
dollars, but the focus on the war. While we were focusing on weap-
ons of mass destruction that did not exist in Iraq, another country
joined the nuclear club—North Korea—because, arguably, we
weren’t focusing on it, arguably. So there are security costs of fo-
cusing on the wrong thing.

Senator Brownback. Maybe that can be your next Nobel Prize.
But I would hope you could do a complete analysis on this, because
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otherwise it just kind of looks partisan. Because there is value to
security. You all agree with that. Certainly people from New York
City know that there’s value to this. I would just hope maybe you’d
look at that.

You've been very patient. Thank you very much, Senator.

Senator Klobuchar [presiding]. Senator Brownback’s my neigh-
bor in the Hart Building, so.

I just want to explore this a little bit more with you, Dr. Beers.
Senator Brownback’s point seems to be, well, we need a fuller anal-
ysis. And I think what you've done today is incredibly helpful with
showing the economic repercussions domestically, and he’s talked
about the fact that there’s security issues that should be taken into
account.

I wonder, Dr. Beers, if you could just elaborate a bit on—just
talk about some of these issues with some of these other countries,
with this global view from Kosovo to Pakistan, Kenya. I always use
the example of Lebanon.

Maybe if we’d put just a fraction of the money from Iraq into
Lebanon, we wouldn’t have what we saw with Hezbollah and what
happened with Israel, if we’d helped some of these fledgling democ-
racies with just a fraction of the money that we spent in Iraq.

So could you talk about what you see as the opportunity costs
and, because we were putting so much attention and focus on Iragq,
what we could have done with these other countries?

hDr. Beers. Yes, and thank you for the opportunity to talk about
that.

Let me do a couple of things with respect to Iraq, and then come
back and do some work on a variety, but not exhaustive list, of
what those other opportunities were.

With respect to Iraq, if the level of troops in Iraq remains
140,000, which is what the joint staff is saying is likely to be the
case through the end of the surge and for an indefinite period after
that—if the number remains at 140,000, it basically means that we
cannot sustain an increase of U.S. forces in Afghanistan, despite
the fact that the commander of U.S. Central Command believes
that we need to do that, and the Secretary of Defense does as well.

If the level of troops in Iraq goes down, but not below 90,000, we
cannot begin to reconstitute our military. We will not deal with any
of the readiness problems, and we will still have to find ways to
rob Peter to pay Paul to keep those troop levels in the field. It will
mean that the dwell time—that is, the time that U.S. forces come
home before they have to go out again—will continue to exceed the
length of their tours. And so we will have the continued effect on
America’s military at roughly that level. If you go below that, you
can begin to think about some of those savings.

But I think it’s important to just think in rough terms that that’s
what the consequences are about the level of U.S. presence for any
extended period of time.

I've talked about Bin Laden. Let me talk about Afghanistan. The
fact that the United States has only been prepared to work in Af-
ghanistan as a secondary theater has meant, one, that the govern-
ment in Kabul has been unable to actually become the true govern-
ment of Afghanistan. The Afghan security forces who could have
been mentored by the United States and an increased NATO pres-
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ence—because NATO would be more willing to be at higher levels
in Afghanistan if their publics didn’t conflate being in Afghanistan
with being in Iraq, and I think that Secretary Gates has made that
clear when he has sought to increase troop levels in Afghanistan
from our NATO allies.

So it’s both a question of what they could do on their own for se-
curity, but also what they could do in mentoring Afghan security
forces so that they would be in a better position to take over those
missions and our mission in Afghanistan. Our NATO mission in Af-
ghanistan could then even begin to think about reducing, which
we're not in a position to be able to do today, and are unlikely to
be in a position to do at this point in time and for the foreseeable
future.

With respect to Pakistan, our reliance on General Musharraf,
who was seen as a reformer when he entered power, and through-
out Prime Minister Sharif, who was regarded as an exceedingly
corrupt leader, our dependence on General Musharraf, as he de-
scended further, further and further into becoming an autocrat and
reflective of some of the corruption that the army had been un-
tainted with before Sharif was thrown out, has meant that we
failed effectively to anticipate and deal with the burgeoning polit-
ical crisis in Pakistan, and have remedies if you will to work with
the people of Pakistan rather than just the Musharraf government.

So that, one, the instability that has resulted from terrorist at-
tacks; but two, the instability that has resulted from civil society
believing that they didn’t have a role in the government, has left
us with a situation in which we don’t know where the political situ-
ation is going to go. The election was good. The talk of a coalition
government between the two leading political parties is good. But
the situation is still very problematic.

Lebanon—a wonderful event there when the Syrians were forced
to leave Lebanon. No follow-up other than to cheer them on, leav-
ing us in effect with a situation that then blew up later on when
the Israelis went into Lebanon after Hezbollah and created an even
more turbulent situation there. We, who have normally sought to
end hostilities almost immediately when they have occurred in that
region of the world—because the longer the hostilities have gone
on, the more instability has resulted—were unwilling or unable to
intervene with the Israelis and the government of Lebanon to try
to stop those hostilities immediately.

The government of Turkey is now in a state of incursion, inter-
vention or occupation in northern Iraq because we were inattentive
to their needs and concerns about the PKK that existed in northern
Iraq, because we were focused on Baghdad and Anbar and the se-
curity concerns and problems that we were facing down there,
when we should have been working with our Turkish allies to keep
their situation from getting out of control.

And then on to places like Kenya and Darfur and West Africa to
Indonesia and the Philippines, and other places where Al Qaeda
and the forces of instability are active and we are unable to devote
the time, effort and cooperation with those governments—who, by
and large, would be prepared to work with us if we had the time
and effort and resources to be able to intervene in those; and, if we



49

were not in Iraq, have a reasonable expectation that others would
help us in doing that.

Thank you.

Senator Klobuchar [presiding]. Thank you, Dr. Beers, for that
thorough answer. I appreciate it.

One last question. We had a hearing a few weeks ago with this
Committee on sovereign wealth fund investments.

And with our housing market crumbling and more and more of
our U.S. companies turning to oil-rich countries, which continue to
flourish as these oil prices rise, do you see any danger in the surge
of foreign investment in terms of our national security?

Dr. Beers. The Committee on Foreign Investment in the United
States was established particularly and specifically to look at those
very issues. It seems to me that the activities of that committee—
and Bob, you can talk to this one probably better than I can—are
part and parcel of, I think, our security considerations about what
is an appropriate investment in the United States from a security
perspective, as well as from an economic perspective. And those
kinds of discussions ought to be available in some kind of public
fashion and, I would hope, in consultation with the Congress of the
United States. Because they obviously have both an economic and
a security effect.

But I want to give Bob the floor on that.

Senator Klobuchar [presiding.] Dr. Hormats.

Dr. Hormats. I think Rand’s put it very well. Just let me add
one point.

There’s been concern expressed in some quarters, and your ques-
tion reflects it, about sovereign wealth funds, and broader depend-
ence on foreign capital. It’s important to have a dialog with the
American people, and certainly within the halls of this Congress,
on this topic.

I think Americans don’t fully understand how dependent this
country has come to be on foreign capital. Now one can regard it
as a good or a bad thing.

I'm not going to get into that at this point, because there are dif-
ferent people who perceive it differently.

I would make a more fundamental point—that it is a mathe-
matical necessity for a country that has a very low savings rate—
the household savings rate is very low; in some quarters it’s been
negative. The Government is borrowing, and it’s going to borrow a
lot more over the course of the next several decades.

A country with low savings rates that consumes a great deal, in
part based on borrowing against homes or credit cards or whatever,
and a country that has a huge appetite for imported 0il—60 per-
cent of our oil comes from abroad—is going to depend more and
more on foreign capital to fuel our capitalist economy. If we don’t
generate the savings to invest in this country, then we will have
to get the money from countries that have a higher savings rate.
And those countries are mostly emerging market economies, and
some oil countries, that have very high savings rates.

We have it fully within our capability of reducing this depend-
ence on foreign capital for those who are concerned about it by rais-
ing our savings rate, not borrowing as much to consume, reducing
our dependence on imported oil, and running tighter fiscal policy.
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Anth don’t think that broad debate has really been engaged very
much.

It’s easy to look outside and say, there’s this problem.

It’s much more difficult to look internally and say, what can we
do if we’re concerned about this problem.

I would hope that this Committee, which is in a perfect position
to address this issue, might do so at some point in the future, be-
cause it’s a broad issue, and we’re only going to get more depend-
ent because our savings rate is low. We may borrow a little less
now because of this housing crisis, but still we have a very chron-
ically low savings rate.

Senator Klobuchar [presiding]. One last answer, Dr. Stiglitz.

Dr. Stiglitz. I agree with everything that’s been said so far. I
just want to add two points.

The Iraq war has contributed to the dependency, or to the nature
of the problem, in two ways. One, because we financed the war en-
tirely by deficits, it has meant that we’ve had to borrow more. And
second, by driving up the price of oil, it’s created a liquid source
of funds outside the United States. We weren’t saving and they had
the money when we needed it.

It’s an inevitable consequence of what had gone on before. But
the second point I want to make is, a lot of the way the discussion
has gone on about dealing with the sovereign wealth funds I find
inadequate, in the following sense. The major discussion has fo-
cused on increasing transparency, asking the sovereign wealth
funds: Will you act in a commercially sound way? And they say:
Trust us, we’ll be good.

It seems to me a little bit naive, on the one hand. And second,
asking transparency of the sovereign wealth funds while we main-
tain non-transparency of hedge funds only encourages sovereign
wealth funds to invest through hedge funds and offshore centers,
because we don’t know who owns a lot of the hedge funds.

If you're concerned about transparency, the issue has to be dealt
with in a systemic way. You can’t just pick out a little piece and
say: We're going to make that transparent. If there are non-trans-
parent parts of the financial system, theyll go through the non-
transparent parts.

What is good about this recent debate is that it highlights our
belief that we have an inadequate regulatory structure that is not
up to the task of dealing with some of the risks that might be
posed. But so far, the discussion has not addressed how we might
really adequately regulate in an effective way.

Senator Klobuchar [presiding]. Thank you, Dr. Stiglitz.

I want to thank all our witnesses for your professional and
thoughtful testimony. I also want to thank the people here for the
hearing. I know this is a very emotional and heartfelt issue for so
many, and I want to thank you for the respect that you showed all
of our witnesses here. Because as you know, we talk about this a
lot in terms of, as I do, the people we know and we see, and the
families that have been touched by this war.

But I think it’s very important, and this is why we have this
hearing today, that we also step back and look at the actual costs.
And I think we’ve heard a lot about, not just the obvious costs of
going into war and the money that has been lost because of a lack
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of accountability, but also on the debt and what’s happening there,
and the price of oil—as Mr. Beers has pointed out, our standing in
the world and what that’s done in terms of opportunity costs of
helping with other countries.

So I appreciate this far-ranging discussion, and the willingness
of our panelists to try to step in and put some price tags on some-
thing that people never really want to put a price tag on.

Thank you very much. The hearing is adjourned.

[Whereupon, at 12:25 p.m., the hearing in the above-entitled
matter was adjourned.]
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Good morning. I'd like to thank you for coming to our Joint Economic Committee
hearing today on the costs of the war in Iraq. This is a contentious topic, so I will
ask our audience at the outset to be respectful of the witnesses, their opinions, and
the committee as we proceed today.

We have a very distinguished panel including:

Professor Joseph Stiglitz, a Nobel Laureate economist;

Robert Hormats, a former National Security Council adviser under both Democratic
and Republican Presidents and a co-Chairman at Goldman Sachs International;

Rand Beers, the president of the National Security Network and also a former NSC
adviser; and

Scott Wallsten, an economist and formerly of the American Enterprise Institute.

I would like to take a few moments to talk about the war, its costs, and what
I believe is a turning point in our argument against this war. Then I will recognize
our members for opening statements and formally introduce our panel.

The case against this war has been building for a long time. Too many young
American men and women have given their lives, or have suffered terrible, life-al-
tering injuries, with little to show for their sacrifice. The American people are baf-
fled by the lack of political progress, despite the good work of our troops,. And now,
Americans are trying to comprehend the eye-popping dollar figures that this war is
costing our budget and our economy.

It is becoming clear to all Americans—Republicans, Democrats and Independents
that by continuing to spend huge amounts in Iraq we are prevented from spending
on important goals and vital needs here at home.

So the turning point is this: the lack of progress, particularly on the political
front, continues. The tragic loss of life continues. But the cost of the war and the
inability to use those funds to help us here at home and to properly go after the
nexus of terror, which is to the east—in Pakistan and Iran—has become the clinch-
ing argument that we must, quickly and soon, change the course of this war in Iraq.

I went to Iraq over New Year’s. I spent time with our soldiers. They’re wonderful.
They’re awe-inspiring—from the private I met just out of a Queens high school who
had enlisted 8 months previously and who had been in Iraq only 3 weeks, to the
majors and colonels who had served 10 years in the Army or the Marines and had
made the military their life’s work. All of them see a greater good than just them-
selves. I spent time with General Petraeus and General Odierno. There’s no doubt
they are fine, intelligent, good people.

When I went to Iraq, I assured our soldiers, from the privates to the generals,
that one good thing that would come out of this war is that the esteem in which
we hold both the military and our soldiers would be greater than when the war
started. This is far different from the Vietnam War, one of the more disgraceful
times in America, when our soldiers were often vilified for serving their country.

But after leaving Iraq, I came to this conclusion. Even if we were to follow general
Petraeus’ game plan, which involves not just military success and security but win-
ning the hearts and minds of the people, it would take us a minimum of 5 years
and even then, have only about a 50 percent chance of success of bringing stability
to Irag—not democracy but just stability to large portions of the country.

That’s not the military’s fault and that’s not America’s fault. That’s because of the
age-old enmities within Iraq—Sunnis, Shiites, and Kurds—and then within the
groups themselves—that make it very hard to create long-term stability without a
permanent at-large structure of troops.

We have too many pressing national security and economic priorities that require
the attention, energy and resources that we are spending on a policy in Iraq that
has too high a risk of failure.

Our education system is declining. Our health care system doesn’t cover too many
people. We are paying $3.30 for gas because we don’t have an energy policy. And
if your goals are primarily foreign policy, wouldn’t our time and effort be better
spent focusing on the dangerous triangle composed of Pakistan, Iran, and Afghani-
stan, not Iraq?
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We must ask ourselves, is it worth spending trillions of dollars on such an uncer-
tain and unpredictable outcome?

The cost of the war has become the 800 billion dollar gorilla in the room. The
backbreaking costs of this war to American families, the Federal budget, and the
entire economy are beyond measure in many ways, and it is becoming one of the
first things after the loss of life that people think and talk about.

A report issued by the majority staff of this committee estimated that the total
costs of the war will double what the Administration has spent directly on the war
alone—$1.3 trillion through 2008, and that is a conservative estimate.

According to budget and Iraq spending figures, for the amount the Bush Adminis-
tration wants to spend PER DAY in Iraq, over $430 million, we could:

e Enroll an additional 58,000 children in Head Start per year;

e Put an additional 8,900 police officers on the streets per year;

e Provide health insurance for 329,200 low-income children through CHIP per
year;

e Hire another 10,700 Border patrol agents per year;

. Ma(l;e college more affordable for 163,700 students through Pell Grants per
year; an

e Help nearly 260,000 American families to keep their homes with foreclosure
prevention counseling this year.

In the fiscal year 2008 budget, we put $159 Billion into Iraq:

e That doubles our entire domestic transportation spending to fix roads and
bridges of $80 billion.

e It dwarfs all the funds we provide to the National Institutes of Health to dis-
cover cures for diseases like cancer and diabetes—$29 billion.

e Iraq spending is seven times our spending to help young Americans get a col-
lege education—$22 billion.

e And spending in Iraq is 30 times greater than what we set aside to ensure the
health of every single American child—$5 billion.

The costs are mountainous, and in this changing world where we have to fight
to keep America No. 1, we cannot afford such costs—despite the great efforts that
our soldiers are putting into Iraq.

I've read the testimony from Professor Stiglitz. And we are grateful to have him
here before his new book comes out. His book’s title speaks for itself—“The $3 Tril-
lion War.”

I was dismayed to learn that Professor Stiglitz had trouble getting information
from the government about what this war is costing us, particularly from the Pen-
tagon and the Veterans Administration.

I plan to ask the Senator Levin, who chairs the Senate Armed Services Com-
mittee, to work with me to make sure this administration is transparent and forth-
coming about the billions in taxpayers’ money that we are spending going forward.

Professor Stiglitz estimates that conservatively, this war could cost $3 Trillion for
budget costs alone—and that is TRILLION with a “T.” These estimates make our
JEC estimates seem small. His higher estimates of the total economic costs dwarf
all other estimates at up to 5 trillion.

So we desperately need a change of course in Iraq. We can’t continue to police
a civil war built on age-old enmities of the various factions in Iraq. We can’t afford
the costs, which are increasing exponentially according to expert economists. And
we can’t allow this skyrocketing spending in Iraq to displace other very real domes-
tic and foreign policy priorities.

History will look upon this Iraq War in two ways. It will admire the bravery of
our soldiers, from the privates to the generals; and it will be amazed at the mis-
icakes made by this Administration in starting and continuing this war, for far too
ong.
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I would like to join in welcoming the witnesses appearing before the Joint Eco-
nomic Committee this morning.

The Iraq War obviously has many dimensions including foreign policy, defense
policy, and terrorism policy. While debate about past policies in Iraq will continue,
the most important question facing policymakers is: What should U.S. policy in Iraq
be now and in the future? Since the implementation of the surge strategy in Iragq,
the military situation has improved dramatically, as noted by a variety of inde-
pendent experts from the Brookings Institution to the American Enterprise Insti-
tute, and publications such as the Washington Post. A recent Washington Post edi-
torial urged critics of the war to take the success of the surge into account in setting
future policy.

However, another attempt to force a hasty retreat from Iraq is now underway, fol-
lowing the many failures earlier in this Congress. Now that the surge is proving
successful, a quick exit from Iraq would be especially costly. The virtually imme-
diate withdrawal advocated by some politicians is not militarily feasible, but even
a premature withdrawal could produce immense costs.

For example, if the U.S. withdrew quickly, the biggest winners would include ter-
rorists and the Iranian regime that is a designated state sponsor of terrorism. Ira-
nian influence would further spread in Iraq, potentially expanding Iranian military
influence in the Persian Gulf including the Straight of Hormuz, and leading to Ira-
nian control of significant Iraqi oil resources. Iran has already threatened to cutoff
Westem oil supplies, and in such a situation would be well positioned to act on such
a threat.

Consider also the scenario that a rapid U.S. pullout could lead to civil war in Iraq,
drawing in surrounding nations and leading to a regional conflagration. This unfor-
tunately is not a remote possibility but something that must be considered. The eco-
nomic and potential military costs of this outcome to the U.S. and its allies would
be enormous.

All wars impose costs in terms of life and treasure, and the Iraq War is no excep-
tion. These costs must be considered as the U.S. weighs its options in Iraq. We also
must consider the fact that there have been no terrorist attacks such as 9/11 fol-
lowing the U.S. intervention in Afghanistan and Iraq that disrupted the Taliban
and Al Qaida terrorist networks. The benefits of preventing a second or third attack
on the scale of 9/11 are very high in both human and economic terms, and failure
to do so would be very costly indeed.

In determining future policy, we have to consider whether the situation in Iraq
is improving significantly as well as the costs and benefits of our various policy op-
tions. As economic costs and benefits are considered, it is important to keep in mind
that estimates will range widely because they are necessarily based on questionable
data, a variety of assumptions, and speculation about related events. As Dr.
Wallsten has warneded, “the data are not of high quality . . . and . . . each calcula-
tion requires several assumptions.” He also has pointed out that even meticulous
cost estimates “contain a great deal of error,” and thus such analysis “cannot deter-
mine whether the benefits of the war exceed the costs.” I would note that important
elements of Dr. Wallsten’s work are also incorporated into Dr. Stiglitz’s research,
which shares the same limitations.

In their 2005 paper, Dr. Wallsten and a coauthor acknowledge the “inherent im-
precision” of war cost estimates but provide a significant “analytical framework for
the policy debate.” It is important to repeat their warning that this “inherent impre-
%sion” makes it impossible to determine the relative costs and benefits of the Iraq

ar.

In closing, I would note an article in the Washington Post last week covers the
new attack advertising on the Iraq War sponsored by the Democratic Senatorial
Campaign Committee. I would like to think that the timing of this ad campaign,
this hearing, and the Iraq pullout vote is a remarkable coincidence, but others may
draw different conclusions.
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Good morning. I would like to thank Chairman Schumer for holding this hearing
to examine the economic costs of the Iraq war. I want to welcome our distinguished
panel and thank them for testifying here today.

Over the past 5 years, the President has requested some $665 billion from Con-
gress to fund the war in Iraq. The more than $180 billion that the President wants
the government to spend on Iraq just this year, including interest on the war debt,
totals almost half a billion dollars a day.

But the untold story—one every American needs to hear—is that the costs of this
war go well beyond these budget numbers. At my request, last year the Joint Eco-
nomic Committee prepared a report showing that if the President’s 2008 funding re-
quest is approved, the full economic cost of the war will total $1.3 trillion just by
the end of the year. This figure includes the “hidden costs” of deficit financing, the
future care of our wounded veterans, and disruption in oil markets. And if the war
continues, the costs will only mount higher. In his new book, Dr. Stiglitz estimates
that the total economic price tag for the war could reach $3 trillion to $5 trillion
over the next decade if we remain in Iragq.

The numbers may feel abstract, but the costs are real. The burden of war debt
handed down to our children is real—it’s been called the Iraq 100-year mortgage.
The lost opportunities to invest here at home in jobs, green technologies, roads and
bridges, health care and education are real. And, the nearly 4,000 lives lost are real.
We are all paying for the colossal costs of this war one way or another.

Last year alone, the President asked Congress to spend more on the Iraq war
than the $130 billion our nation spends annually on the entire American road and
highway system. At a time when our levees and bridges are crumbling, we cannot
afford to stop investing in our infrastructure. And the President has been squab-
bling with Congress about money for children’s health care, when about 3 months’
worth of Iraq war spending would have covered the entire 5-year Children’s Health
Insurance Program funding increase he vetoed last year.

The administration is reportedly negotiating for an indefinite U.S. troop presence
in Iraq. We know we cannot afford the continued loss of life. The economic costs
have also become unbearable. The JEC has estimated that the difference between
“staying the course” with our current troop commitment in Iraq versus a more rapid
draw down favored by many Congressional Democrats is about $1.8 trillion in addi-
tional economic costs over the next decade.

That’s above and beyond what we’ve already spent on the war, and it’s money
that will continue to be diverted from important national priorities.

A productive debate over the long-term economic impact of the war and its cost
to future generations is long overdue. It’s no surprise, however, that this is a debate
the Bush administration would rather hide from.

OMB Director Nussle took issue with our JEC report last year. Chairman Schu-
mer and I wrote to invite him to appear before this Committee to present the Ad-
ministration’s estimates of what the full economic costs of the Iraq war have been
so far, and will be going forward. Not surprisingly, Director Nussle has not re-
sponded to our open invitation. I want to call on the Administration to produce their
own estimates, as we and many of our witnesses have done, and appear before this
committee to have a productive dialog about this critical issue facing our nation.

Mr. Chairman, thank you for holding this important hearing.
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Mr. Chairman,

I thank you for calling a hearing on this very important topic. In recent months
the undeclared war in Iraq seems not to have been on the minds of most Americans.
News of the violence and deprivation which ordinary Iraqis are forced to deal with
on a daily basis rarely makes it to the front pages. Instead, we read in the news-
papers numerous slanted stories about the how the surge is succeeding and reduc-
ing violence. Never does anyone dare to discuss the costs of the war or its implica-
tions.

There are the direct costs of the war, the costs of maintaining bases, providing
food, water, and supplies, which the administration vastly underestimated before
embarking on their quest in Iraq. These costs run into the tens of billions of dollars
per month, and I shudder to think what the total direct costs will add up to when
we finally pull out.

Then there are the opportunity costs, those which decisionmakers in Washington
almost never discuss. Imagine that the war in Iraq had never happened, and the
hundreds of billions of dollars we have spent so far were still in the hands of tax-
payers and businesses. How many jobs could have been created, how much money
could have been saved, invested, and put to productive use?

Unfortunately, it appears too many policymakers in Washington still cling to the
broken window fallacy, long since discredited by the 19th century French economist
Frederic Bastiat, that destruction is a good thing because jobs are created to rebuild
what is destroyed. This pernicious fallacy is unfortunately widespread in our society
today because those in positions of power and influence only recognize what is seen,
and ignore what is unseen.

Running a deficit of hundreds of billions of dollars per year in order to fund our
misadventure is unsustainable. Eventually those debts must be repaid, but this
country is in such poor financial shape that when our creditors come knocking, we
will have little with which to pay them. Our imperial system of military bases set
up in protectorate states around the world is completely dependent on the
conntinuing willingness of foreigners to finance our deficits. When the credit dries
up we will find ourselves in a dire situation. Americans will suffer under a combina-
tion of confiscatory taxation, double-digit inflation, and the sale of massive amounts
of land and capital goods to our foreign creditors.

The continuation of the war in Iraq will end in disaster for this country. Parallels
between the Roman empire and our own are numerous, although our decline and
fall will happen far quicker than that of Rome. The current financial crisis has
awakened some to the perils that await us, but solutions that address the root of
the problem and seek to fix it are nowhere to be found. There must be a sea change
in the attitudes and thinking of Americans and their leaders. The welfare-warfare
state must be abolished, respect for private property and individual liberties re-
stored, and we must return to the limited-government ideals of our Founding Fa-
thers. Any other course will doom our nation to the dustbin of history.
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Thank you, Mr. Chairman. When the Committee released the majority staff report
“War at Any Price? The Total Economic Costs of the War Beyond the Federal Budg-
et”, Ranking Republican Member Saxton and I questioned much of the methodology
and many of the assumptions made in the report.

Before I address those issues, I want express my appreciation for the fact that
the Democratic staff of the Committee took the time to sit down with my staff yes-
terday afternoon to walk through the methodology and assumptions used in the re-
port. One of our initial criticisms was that reports of this nature should include suf-
ficient detail as to data and methods so that other researchers could replicate the
results as well as raise questions about the analysis.

We appreciate knowing how the conclusions were reached. We continue to believe
that the report’s methodology and assumptions are, at best, very controversial and
debatable. Moreover, by making standard economic assumptions, over $1 trillion of
war costs estimated in the report vanish. With results this sensitive to reasonable
changes in economic assumptions, it seems that use of the findings in this report
to guide policy would be unwarranted.

As an example of questionable assumptions used in the report, let me note that
the report asserts that war costs have been debt financed, and the portion borrowed
domestically (60 percent) displaces private investments that would have generated
a 7 percent real rate of return which, according to the analysis, seems to be riskless.
It would have been more proper to do this evaluation using the risk adjusted rate
of return—which, in real terms, would be on the order of maybe 3 percent. In any
case, taking the report’s assumptions to heart, we are informed that there seem to
be riskless private investment opportunities available that pay 7 percent real re-
turns.

From the report, we also learn that effectively every dollar of government bor-
rowing or tax revenue displaces around two dollars worth of social value. Perhaps
we should take this to heart also and begin immediately to cut spending, taxes, and
borrowing. Let us allow our private citizens to enjoy the 7 percent real returns that
are evidently available to them all.

If the methods and assumptions used in the report are valid to analyze the “true
costs” of military operations, those methods and assumptions should also be valid
to analyze the “true costs” of many other government spending and taxation pro-
grams. The answers arrived at by employing the majority staff report’s methodology
and assumptions could give rise to unease among several members of the com-
mittee, particularly on the other side of the aisle. Let me use the majority staff re-
port’s approach to address some key questions:

1. Should the present Social Security system be scrapped in favor of a system of
personal accounts? According to the report’s methodology, the answer is “yes.”

2. Should the U.S. resist domestic borrowing in favor of borrowing from for-
eigners? According the report’s methodology, the answer is “yes.”

3. Do deficit financed tax cuts create a net benefit for the economy? Using the
report’s methodology, the answer would be “yes.”

Let me also note that the report totally ignores economic savings and benefits
that may have resulted from attacks or disruptions that may have been prevented
by our efforts in Iraq and Afghanistan. Note that, according to some estimates, the
economic costs to the U.S. associated with the tragic attacks on 9-11 amounted to
loss of life, well over half a trillion dollars of economic activity, and millions of lost
jobs. The loss of economic activity alone is more than the costs of direct spending
in Iraq and Afghanistan to date. If our war efforts prevent another tragedy like 9—
11, tremendous benefits are obtained.

We can debate extensively whether and how those unprovoked attacks might have
been prevented. Some might argue that by allowing our Defense expenditures as a
percent of GDP to fall by nearly 45 percent in the 1990’s from 5.4 percent of GDP
to 3.0 percent left us exposed. That may or may not have been a contributing factor.
It is clear, however, that the losses were real—real in human costs and real in eco-
nomic costs. It necessarily follows that preventing future attacks provides benefits
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both in economic and human terms. To dismiss out of hand or to ignore potential
benefits is an improper approach when undertaking this type of analysis.

Mr. Chairman, I must remark for the record what a coincidence it is that this
hearing’s scheduling coincides so closely with the Democratic Senatorial Campaign
Committee’s new anti-Iraq advertising campaign against Senator McCain and in-
cumbent Republican Senators up for re-election.

I look forward to the exchange of views between members of the committee and
our witnesses. My staffs more detailed analysis of the problematic nature of the ma-
jority reports follows.
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February 28, 2008

DEMOCRAT JEC REPORT HINTS AT EXISTENCE OF A VALUE CREATION
MACHINE
OVER $1 TRILLION OF ESTIMATED COSTS IN QUESTION

Using dubious techniques to account for financing costs associated with war efforts, a
recent Joint Economic Committee (JEC) Majority report arrives at estimates that
overstate costs by as much as $1.1 trillion.!

The report released in November 2007 and titled “War at Any Price? The Total
Economic Costs of the War Beyond the Federal Budget” contains questionable
accounting of “opportunity costs” of funds borrowed by the Federal government for the
wars in Iraq and Afghanistan.

Aside from highly debatable estimates of possible economic effects of the wars on the
economy stemming from such things as increases in energy prices, the accounting for
opportunity costs adds $1.1 trillion to the budgetary costs associated with direct
appropriations for the war. That opportunity cost accounting is controversial and, by
making reasonable assumptions, the $1.1 trillion of additional war costs computed in
the JEC Majority’s report vanish.

Understanding the Overstatement of War Opportunity Costs

To understand this overstatement, it is useful to review some elementary concepts,
highlighted in italics in what follows.

Opportunity Cost—The opportunity cost of using a resource (a good, money, time, etc.)
on one activity is the value of the next-most-highly-valued alternative use of that
resource.

The JEC Majority’s study counts as war costs the dollar value of direct appropriations
for war spending. It then adds to that a (highly debatable) value of what could be
earned if the government had not borrowed funds for war efforts and some of those
funds were used in private investment opportunities to generate future returns. There
is, possibly, according to the notion entertained in the study, a “hidden” opportunity

! Linda Bilmes and Joseph Stiglitz (“The Economic Cost of the Iraq War: An Appraisal Three Years after the
Beginning of the Conflict,” 2006 National Bureau of Economic Research Working Paper #12054) use similar
techniques to accounting for war financing costs. Nobel Prize winning economist Gary Becker has referred to their
techniques as “dubious.”

805 Hart Senate Office Building
jec.senate.gov/republicans
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cost to war spending associated with private investment that is “displaced” by use of
currently borrowed funds to finance war spending.?

The magnitude of war costs in the Majority report’s war cost computation that arise
because of displaced investment amounts to $870 billion (“Foregone Investment
Return”) plus $220 billion (“Interest to Foreign Owners”) shown in Chart 5 of the report
(reproduced below). That is, the costs associated with displaced investment amount to
more than $1 trillion.

When adding opportunity costs of the use of resources for the war (“Foregone
Investment Returns” and “Interest to Foreign Owners”) to direct resource costs (“Direct
Appropriations” in the Chart below), war costs are almost doubled relative to
consideration of direct resource costs alone®

Cetlpar sty
$160

e
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2 In commenting on estimation of war costs in a recent paper by Bilmes and Stiglitz ((Bilmes, Linda and Joseph E.
Stiglitz, 2006, “The Economic Cost of the Iraq War: An Appraisal Three Years after the Beginning of the
Conflict.”), who account for financing costs associated with debt-financed war spending in much the same way as
the accounting used in the JEC Majority report), Professor Gary S. Becker, 1992 Nobel Prize winner in Economic
Sciences, writes that:

“They also have "conservative” estimates that include additional interest on government debt, but I
do not understand why this should be counted since they already count military spending as a
cost.”

In his discussion of war cosis, economist William Nordhaus (William D. Nordhaus, 2002, “The Economic
Consequences of & War with Iraq,” in War with Irag. Costs, Consequences, and Alternatives, American Academy of
Arts & Sciences, Committee on International Security Studies) writes that his estimates of costs “...omit interest
costs, which are not appropriate economic costs as they reflect decisions about financing rather than costs.”

* Interest payments associated with war financing that the JEC Majority’s report assumes are paid to “foreign
owners” of debt are regarded entirely as an economic loss. The report does not allow for or analyze any possible
exchange rate effects or any possible effects stemming from foreign direct investment or from international trade
associated with the interest payments. Evidently, the resource value of interest paid to foreign holders of U.S.
government debt simply disappears and is forever lost.

Joint Economic Committee Senate Republicans Senator Sam Brownback, Senior Republican
Senator
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On page 10 of the JEC Majority’s report, we are told that “...the JEC estimates that Irag-
related borrowing between 2003 and 2017 will create an additional income loss of
almost $1.1 trillion in present value to U.S. citizens.” In a footnote explaining where
that $1.1 trillion comes from, the report notes that “This is the present value of the lost
returns to investment that did no [sic] take place due to the diversion of capital into Iraq
war spending, as well as the present value of the post-tax returns to investments that
were funded with foreign capital.” To try to understand these estimates, we need to
consider notions of present value, future value, and discounting,.

Present Value (PV) and Future Value (FV): To account for differences in the value of $1
today and the value of $1 in some future period, attention must be paid to inflation and
to what is often called the “time value of money.” Here, for simplicity, we will abstract
from inflation by assuming none, since inflation has little bearing on the highly
questionable manner in which the JEC Majority accounts for war costs.

The time value of money is simply a reference to interest rates. $1 today is not the same
as $1 tomorrow. If the interest rate is, for example, 3%, then by taking $1 today and
investing it at a simple annual interest rate of 3%, you could get $1.03 at the end of the
year. So, $1 today, given a market interest rate of 3%, is equivalent to $1.03 at the end of
the year. Alternatively stated, the future (in one year) value of $1 is $1.03 given a 3%
interest rate. And, $1.03 received a year from now is the same, when “discounted” back
to the present, as having $1 today. That is, the present value of $1.03 received one year
from now is $1 given a 3% “discount rate” (which is the same as the interest rate).

More generally, if the annual simple interest rate available in markets is represented by
1, then investment of $1 (present value) today generates a gross return (future value) of
$1 x (1+1) at the end of the year. Alternatively, the present value of $1 x (1+r) received at
the end of the year is $1 today.

These relations between present and future (one year ahead) values can be summarized
by:

A PV of $1 has a FV of $(1+r) when the interest rate is r.

AFVof $1 has a PV of ((1$1 )J today when the interest rate is r.
+r

Some Simple Truisms:

1. If you borrow and receive $1 today, and promise to repay the principal along with
interest in the future, then the present value (discounting at your borrowing rate) of

4 Except that when accounting for interest payments to foreign purchasers of government debt, the report seems to
use nominal interest rates (i.e., unadjusted for inflation effects on purchasing power) while real (i.e., inflation
adjusted) inferest rales are used to account for interest payments and foregone investment effects associated with
borrowing from domestic residents.

Joint Economic Committee Senate Republicans Senator Sam Brownback, Senior Republican
Senator
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your borrowing is $1 (because the value of $1 today is the same as $(1+r) in the
future).

2. If the government borrows and receives $1 today, and promises to repay the
principal along with interest in the future, then the present value (discounted at the
government’s borrowing rate) of the borrowing is $1.

Yet, according to the JEC Majority’s calculation of present value, while number 2 is true,
the social present value of the government borrowing $1 today actually exceeds $1. In
their calculations, if the government borrows $1, and promises to repay the principal
along with interest in the future, the present value turns out to be more than $1.

How does the JEC Majority magically turn $1 of borrowed resources into more than $1
of present social value? Have they discovered a money, wealth, and value creating
machine? What's next: gold from water, a perpetual motion machine?

Unfortunately, the Majority’s discovery of a wealth creating machine relies on
discounting that Nobel Prize winning economist Gary Becker has labeled “dubious.”

Suppose that you are considering the purchase of a candy bar that costs $1 today using
a dollar from your family’s cookie jar. And suppose that you can borrow or lend
money at a simple annual interest rate of 7%.

If you buy the candy bar, you pay the $1 cost. But, you could have taken that $1, lent it
out (effectively making an investment) at 7%, and received $1.07 at the end of the year.
What is the present value of that foregone loan (investment opportunity)? Using an
$1.07
1+.07)

interest rate of 7%, the present value is $1 =[ , which is exactly the amount it

costs to buy a candy bar.

In that case, using $1 to buy a candy bar involves foregoing a possible investment
return that has a present value of $1. Either way you look at it, whether valuing the
candy bar at its direct cost (the current $1 purchase price) or at its opportunity cost (the
$1 of present value, when discounting at 7%, foregone by not having made an
investment), the cost of the candy bar is $1.

But, under certain familial circumstances, the foregone investment opportunity would
actually end up costing your family more than $1 of present value.

How? What if your family discounts between today and future periods at a different
rate than 7%, maybe 3%? According to opportunities available to your family in
markets for borrowing and lending, interest rates are 7%.

Given your familial discount rate of 3%, your family is willing to give up 1 unit of a
resource today in exchange for 1.03 units at the end of the year. Anything more than

1.03 would increase familz hagginess. Anzthiné less will lead to familz sadness.

Joint Economic Committee Senate Republicans Senator Sam Brownback, Senior Republican
Senator
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Equivalently, your family is willing to give up 1.03 units of resources at the end of the
year in exchange for receiving 1 unit today. Any future sacrifice less than 1.03 units at
year’s end would increase family happiness. Anything more will lead to family
sadness.

Note that if you discount $1.07 at the end of one year using a 7% discount rate, the
present value of $1.07 in one year is $1 today. If you discount $1.07 at the end of one
year using anything less than a 7% discount rate, you get a present value above $1. If
you discount at your familial discount rate of 3% the $1.07 that you could earn at the
end of the year by foregoing the candy bar purchase and, instead, making a loan, then
the present value to your family of what you have foregone is around $1.04 =

$1.07 )
((1 +.03) )
From your family’s point of view, buying a $1 candy bar today actually costs more than
$1. You spent $1, but you also displace an opportunity to have used that $1 to make a
loan which would have generated a return with present family value of around $1.04.
Netting out the $1 that you spent on the candy bar, you have foregone providing your
family with an exira $.04 of value, leading to a total effective candy bar cost of $1.04.

Thus, using a JEC Majority-style method of discounting, a $1 candy bar purchase that
you make today actually costs your family $1.04 of value.

In the JEC Majority’s analysis, the social rate of discount is 3% while returns available in

private investment opportunities are 7%. An expenditure by government of $1 today

(financed by debt or taxes) will displace a private opportunity to have used that $1 to

generate $1.07 at the end of the year, the present social value of which (discounting at
$1.07 ] s

1+.03) )

the social 3% rate of return) is around $1.04 = (

When you consider that the JEC Majority report is looking at hundreds of billions of
dollars of direct appropriations in their analysis, and foregone returns are compounded
over many years, it is easy to see how over $1 trillion of social value is displaced using
their social discounting scheme and assumptions about riskless returns available on
private investments.

® The JEC Majority report actually assumes that debt-financed spending of $1 today will generate a total loss of
$.40, paid to foreign owners of debt, and, for the $.60 assumed to borrowed domestieally, the discounted (using a
3% rate) value of a foregone stream of net displaced private investment returns that would accrue at a rate of 7%
{also discounted using a 3% rate) on that $.60. Calculating costs in this war (allowing a division between foreign
and domestic debt, with differential cost effects) still leads to a $1 of current government spending generating more
than $1 of loss of current social value.
I ———————————

e —————
Joint Economic Committee Senate Republicans Senator Sam Brownback, Senior Republican

Senator
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Government Borrowing in Capital Market Equilibrium

According to the JEC Majority’s report, government can borrow at a rate of 3% (based
on an observed average of market real yields on government debt). But that borrowing
displaces private investment, for which a 7% return is available (based on an average of
observed risky real yields on private investments).® The 7% returns cannot be taken to
be risk-adjusted or riskless rates of return, unless there is some unspecified large market
failure or capital markets are out of equilibrium over very long periods of time. If 7%
risk-adjusted rates existed on private investments while government debt only
promises a rate of return of around 3%, then no one would be purchasing the
government debt.

In capital market equilibrium with efficient markets, the risk-adjusted borrowing rate of
the government equals the risk-adjusted rate on private investments. If not, and if the
rate available on private investments exceeds the rate paid by the government, then
investors would shun government debt (driving its price down and interest rate up)
and flock to private investment opportunities (driving their prices up and returns
down) until an equilibrium exists at which the risk-adjusted government borrowing
rate equals that on private investment.

So, How does the JEC Majority Come Up With The Present Value of $1 of
Government Borrowing Actually Representing More Than $1 of Present Social
Value?

The answer comes from assuming that the private-sector rate of return is 7%, that
private-sector investment is displaced by government borrowing, and that foregone
future private returns (accruing at a 7% rate) should be discounted back to the present
at a “social rate of time preference,” or discount rate, of 3% (not 7%).”

The JEC Majority’s methodology is borrowed from work by William Cline (William R.
Cline, June 1992, The Economics of Global Warming, Institute for International Economics)
on analyses of global warming, for which, according to the JEC Majority’s report:
“There is substantial agreement that this approach is theoretically correct...”

It is debatable how substantial that agreement is, but it is interesting to note that Cline
identifies that his method ”...would seem the most appropriate for benefit-cost analysis of
global warming (italics added).” Such analysis involves discounting of benefits and costs
of pollution abatement, where benefits and costs can accrue at highly uneven and
differential rates across time and where the relevant span of attention is on the order of

¢ The govemnment borrowing rate is assumed, for simplicity, to be the riskless rate. To the extent that government
borrowing involves risk, government debt would trade at a risk premium relative to the underlying riskless rate.

7 The approach used in the report converts lost investment into consumption equivalents using a “shadow cost of
capital approach.” While use of shadow pricing involves many questionable assumptions, the main consequence is
to increase the measure of opportunity cost constructed in the JEC Majority’s report and, consequently, amplify the
report’s estimate of war costs that arise from the guestionable opportunity cost calculations.

Joint Economic Committee Senate Republicans Senator Sam Brownback, Senior Republican
Senator
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hundreds or thousands of years. The analysis in the JEC Majority’s report, however,
involves no possibility of benefits associated with war expenditures, and therefore is
not a benefit-cost analysis. Moreover, the relevant horizon in the Majority’s report is 15
years at most, not hundreds of years for which Cline has developed his arguments.

Why use 7% as the private-sector investment return and 3% as the social rate of time
preference? The JEC Majority’s report refers to certain suggestions made by the Office
of Management and Budget (OMB) for use in cost-benefit analysis. In defense of the
analysis performed in the JEC Majority’s report, Rep. Maloney and Sen. Schumer have
appealed to OMB Circular No. A-94.8 That Circular provides “Guidelines and Discount
Rates for Benefit-Cost Analysis of Federal Programs.” The JEC Majority’s report does
not, however, follow many of the guidelines set out in Circular A-94:

* The Circular applies to Benefit-Cost Analysis (including “Cost-Effectiveness”
analysis, which also involves consideration of benefits). The JEC Majority’s report
calculates costs only, however.

e The Circular identifies, with respect to use of one component of the JEC Majority’s
analysis, called a “shadow price of capital” approach, that: “To use this method
accurately, the analyst must be able to compute how the benefits and costs of a
program or project affect the allocation of private consumption and investment.
OMB concurrence is required if this method is used in place of the base case
discount rate.” There was no concurrence between OMB and the JEC Majority, and
the JEC Majority’s report simply assumes that all interest costs associated with war
financing derived from domestic sources displace investment.

e The Circular identifies that sensitivity analysis should be performed to determine
how sensitive analytical outcomes are to changes in assumptions. The JEC
Majority’s report performs no sensitivity analysis.

e The Circular identifies that, in performing a benefit-cost analysis: “The analysis
should include a statement of the assumptions, the rationale behind them, and a
review of their strengths and weaknesses. Key data and results, such as year-by-
year estimates of benefits and costs, should be reported to promote independent
analysis and review.” The JEC Majority’s report falls far short on this front.
Assumptions are not made clear and little rationale is offered for many of them, let
alone discussion of strengths and weaknesses. Key data are not provided,
inhibiting independent analysis and review.

¥ See press release at:

Senator
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Some Perhaps Unpleasant (for the JEC Majority) Implications of the JEC Majority’s

Analysis

e The U.S. government currently borrows from the Social Security “Trust Funds” to
use funds for general government spending. According to the Office of the Chief
Actuary of the Social Security System, the effective interest rate for the Old-Age and
Survivor’s Insurance the Disability Insurance Trust Fund, combined, was 5.25% in
2007. This means that last year, the government borrowed from the Trust Funds at
a rate of 5.25%. Subtracting off 2.9% average consumer price inflation during 2007
gives a real, or inflation-adjusted, return of roughly 2.25%.

o By JEC Majority calculus, Trustees of the Social Security System should be

ordered to stop lending to the Federal government and, instead, invest
payroll tax revenue at the available real opportunity rate of 7%, well
above the 2.25% currently earned by lending to the government. Then,
the Social Security system can forego the 2.25% paid by the government
on funds borrowed from the Trust Funds, capture that 7% return available
on private investments, and increase resources available to retirees.

Social value is being foregone by lending payroll tax revenue to the
general government rather than allowing it to earn interest in private
investment opportunities.

Proposals similar to this, which called for allowance of personal
retirement accounts where taxpayers could ask that some of their payroll
taxes be diverted away from the traditional Social Security system and
toward private investments, were deemed to be a “risky scheme” by
prominent Democrats. To the contrary, according to the JEC Majority
report, such a “risky scheme” is precisely the seemingly riskless
alternative available when considering how to use funds that the
government borrows for the war effort.

* The JEC Majority’s analysis suggests that it could be social-value-enhancing for
government to borrow as many dollars as possible at rates below 7%, lend them in
the private sector at 7% (the opportunity rate of return assumed by the JEC
Majority), and end up with positive net current social value.

o Yet even Cline, who developed the “methodology” used in the JEC

"

Majority’s report, identifies that “...it is by no means clear that a
government investment fund could find capital investment projects that
would yield the relatively high real rates of return typically supposed for
private capital.” According to Cline, if a government fund “...invested
through financial intermediaries, it would earn no more on a risk-
compensated basis than the long-term government bond rate, a return

Joint Economic Committee Senate Republicans Senator Sam Brownback, Senior Republican

Senator
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much closer to the SRTP [social rate of time preference] than to the rate of
return on private capital investment.”

o Exactly! On a risk adjusted basis, the appropriate discount rate to use for
government borrowing and for any displaced investment returns
associated with that borrowing is a risk-adjusted safe rate of return like
the 3% rate used in the JEC Majority’s report to perform social
discounting. The risky 7% should not be considered the relevant available
opportunity return.

¢ According to the JEC Majority’s report, every marginal dollar borrowed by the U.S.
government should be borrowed from abroad. Given the report’s assumptions,
interest payments associated with borrowing from abroad “...flow out of the
country and constitute an economic cost.” Evidently, those payments simply
disappear and do not displace private capital. By contrast, interest payments
associated with borrowing domestically displaces private investment leading to
“true economic costs” to society that end up being a multiple of the amount of
interest payments. Thus, we lose less paying interest to foreign holders of our debt
than domestic holders.

¢ According to JEC Majority calculus, every debt-financed government undertaking
has a “true,” or total-economic, cost of roughly $2. The recent economic stimulus
package, for example, scored by the Congressional Budget Office at around $152
billion, has a true economic cost of around $304 billion. '

o For every dollar of proposed additional real government spending, it
should now be noted that the true social cost is two dollars of value,

» Taxes on savings should immediately be reduced. This follows from the assumed
existence of private investment opportunities that exist in the JEC Majority report
which provide risk-adjusted returns of 7%. Since those returns are above the social
rate of discount, society is saving too little. We need much more savings to drive
the private rates of return down. To accomplish this socially valuable goal, it
would be socially desirable to encourage more savings by cutting taxes on savings.

* Government should cut taxes and increase debt, thereby creating additional social
value. By cutting taxes on domestic income, there will be a dollar-for-dollar
increase in the amount of resources available for private investment, which can earn
a 7% return. For each dollar of additional debt, there will be a displacement of only
.60 of private capital investment. The other $.40 is funded, according to the JEC
Majority report’s assumptions, by foreign holders of U.S. government debt. That
$.40 is lost, but does not displace domestic capital investment.

Joint Economic Committee Senate Republicans Senator Sam Brownback, Senior Republican
Senator
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o The net result of a $1 debt-financed tax cut can be calculated as follows.
From the tax cut, we get $1 of added private investment and, from the
debt financing, we get a displacement of $.60 of such private investment,
for a net gain of $.40 of private investment that earns 7% returns. That
$.40 of investment will return, discounting future 7% returns at the social
rate of discount of 3%, more than $.40 of current social present value.
Netting out the $.40 loss present value associated with the foreign
investment still leaves us with a gain in current social present value.

Joint Economic Committee Senate Republicans Senator Sam Brownback, Senior Republican
Senator
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EXECUTIVE SUMMARY

INTRODUCTION

The degree of damage from the September 11 terrorist attacks on the World Trade Center is
unprecedented in the United States. Damage will total at least twice that of the most
expensive previous U.S. disaster (Hurricane Andrew in 1992 cost an estimated $25 biltion),
and some analysts estimate the total at more than three times greater. Approximately 30%
of all the commercial space available in lower Manhattan was destroyed or damaged. And
this does not count the additional damage done to the City’s infrastructure in Lower
Manhattan, to residential properties located there, and to the small business community of
retail and personal services that existed to support the financial services firms located there.

This report focuses on the immediate impact of September 11, both to the City and the
State of New York. We assess the impact on economic activity for both, as well as the
impact on the State’s tax revenues. Our focus is on determining the employment impact,
particularly on the number of jobs that have left New York State or are likely to leave in the
nearby future. During the fourth quarter of 2001 New York State lost an estimated 100,000
jobs. Our analysis centers on the financial services sector in this regard. We also consider
the impact to the important tourist and travei sectors of both the City and the State. Using
the DRIsWEFA econometric models of New York City and New York State, we estimate the
total impact on employment and incomes—this encompasses the direct impacts, the
secondary effects they imply, as well as the effects from the national economic recession
which has clearly accelerated in the wake of September 11, This preliminary analysis is
based on the DRI+WEFA macroeconomic forecast of November 2001, and it will be updated
in February 2002.

Qur estimates of the reduction of New York State taxes by more than $3.5 billion over the
first 18 months following the attack flow from these estimates. When added to the $2.5
billion baseline gap projected by the Governor in his last Executive Budget, the State could
be facing a $6.0 billion budget gap. The reduction in personal bonus income and in financial
sector profits will have a key impact on the outlook for tax revenues during the next few
years. Again, although these reductions were in the cards prior to the attack, the outlook
for them has deteriorated since. Finally, we have reviewed the expected impact of the
attack on rental income, considering the relocation of firms formerly housed in the WTC
environment, the changes in rents they are paying in their new locations, as well as the
relocation of some former WTC tenants outside of New York State.

NEW YORK STATE: ESTIMATED TAXPAYER REVENUE IMPACT OF SEPTEMBER 11
State Fiscal Years

20012002 2002-2003 _Cumulative Total

Loss of Taxpayer $1112 $2.421 $3 533
Revenue (Billions)

The Baseline outlook for our analysis was that existing immediately prior to September 11,
Thus, the Baseline contains our view of the economic slowdown that existed at that point.
In focusing on the impact of September 11, this report documents the additional changes to
the outlook precipitated by the terrorist attack itself as well as our revision to our economic
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outlook during that period for the U.S., New York State, and New York City. The following
charts summarize these impacts.

UNITED STATES: ESTIMATED ECONOMIC IMPACT OF SEPTEMBER 11
2001 2002 2003 Cumulative Total

Loss of GDP (Billions.) $40.8  $318.3  $280.2 $638.3
Loss of Income (Billions) $28.1 $1824 $213.7 $424.2
Loss of Jabs (Millions) 0.3 14 20

NEW YORK STATE: ESTIMATED ECONOMIC IMPACT OF SEPTEMBER 11

2001 2002 2003 Cumuiative Total
Loss of Income (Billions) $1.971  $9101 $10.885 $21 957
Loss of Jobs (000) 240 782 775

NEW YORK CITY: ESTIMATED ECONOMIC IMPACT OF SEPTEMBER 11

2001 2002 2003 Cumulative Total
Loss of Income (Billions) $1.396  $8.710  $5.039 $15.145
Loss of Jobs (000) 170 70.0 57.1

IMPACT ON THE NATIONAL ECONOMY

During the months prior to the attack, the U.S. economy continued to grow slowly, primarily
due to the continued enthusiasm of the consumer. Businesses had long since thrown in the
towel and it appeared that manufacturing was in a recession. Nonresidential fixed
investment had declined at double-digit rates since the first quarter of 2001, and inventory
accumulation had turned negative beginning in the first quarter of the year. Despite sharp
declines in the measures of consumer confidence, personal consumption continued to grow.
After a 4.8% increase in 2000, real personal consumption was on its way to an estimated
3.0% increase for 2001, At the same time, residential investment continued to hold its
own. Housing starts in the second guarter totaled an annual rate of 1.621 million units,
over 2% above its year earlier level. Through August, the Federal Reserve had cut short-
term interest rates seven times for a total of 350 basis points, and DRIsWEFA felt that the
economy was on track for a soft landing centered in the third quarter of the year.

The September 11 attack changed all this. Across the U.S., economic activity ground to a
halt in the week of the attack, and as the dust settled, it was clear that consumers were in
no mood for immediate spending. Retail sales dropped by 1.8% in September, and light
vehicle sales fell to an annual rate of 15.8 million units, the lowest monthly sales rate in
almost three years. With consumption weakening, business further reduced its investment
plans, and it now appears that we are facing a recession that will last through the winter.
Real GDP declined by an annual rate of 1.1% in the third quarter, and we expect declines in
the 1.6-2.1% range through the first quarter of 2002. For all of 2002, GDP is now expected
to decline by $318.3 billion compared with our pre-September 11% forecast.

We expect the recession to last just over a year, with growth resuming in the second
quarter of 2002, As recessions go, it will be a mild one, with a 0.8% peak-to-trough
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decline, well below the average postwar recession decline of 2.3%. The recovery will be led
by an end to inventory liquidation, with assistance from stepped-up federal spending and
monetary stimulus.

The runoff of real nonfarm inventories over the past three quarters is as severe as in any
postwar recession. Through the third quarter, inventories are down 10% from the pre-
liquidation peak. Before the liquidation ends in the second quarter of 2002, we anticipate
that the decumulation will reach 14%--a post-war recession record. By early in 2002,
business’ ability to fill orders out of inventory will be severely curtailed, forcing
manufacturers to add a few additional hours to the weekly production schedule. Income will
begin to recover, and as it is spent, more workers will eventually be needed and
employment will accelerate.

Even before this, there could be some rehiring in the tourist industry. As jobs and incomes
permit, consumers are resuming their normal routines, eating out, going to sporting events,
and returning to the skies to travel. In October, real spending on airline travel erased half
the September slide, while spending on spectator admissions more than recovered the
September loss, as did spending on hotels and motels (business travel still remains down,
however, and will until the economy recovers). This will also help buoy the recovery
through the winter and into spring.

Consumption as early as October indicated that consumers were not entirely ready to give
up the ghost. Spending on durable goods soared a record 13.7% (not annualized) as
consumers raced to take advantage of the 0% interest rate financing on light vehicles.
Aithough much of this spending borrowed from purchases that would have otherwise
occurred later in 2001 and in early 2002, some of it represented new purchases by buyers
unabie to resist the sharp drop in financing charges associated with a new vehicle purchase.

We expect that, except for light vehicle spending, consumer spending in the fourth quarter
will be flat. Consumer confidence remains relatively high, but declining employment growth
and a sharp reduction in year-end bonuses will hold back consumption spending through the
holidays and during the early part of 2002. Fortunately, most households hold the buik of
their wealth in their homes. House prices have softened modestly, but still hold up well, as
has new home construction and sales. Even so, foreclosures are on the rise and we expect
them to continue to increase—a consequence of the easy mortgage terms over the recent
several years, Still, housing should remain relatively strong throughout this recession.

Most of the nation’s economic weakness centers on business investment. Equipment
spending has fallen for five consecutive quarters—something which has not occurred since
1982—and is likely to continue to fall for an additional two quarters at least. The demise of
the dot-coms, an excess of communications infrastructure, and general overcapacity in
manufacturing industries worldwide have eliminated most incentives to invest until later
next year. Between falling investment and siuggish consumer spending, manufacturing
activity continues to weaken. This decline in factory output, which has falien for 14 of the
past 16 months, is the steepest since the 1982 recession. By early next year, however, we
anticipate that additional production will be necessary to meet even a siuggish order flow as
manufacturing inventories run down.

After-tax corporate profits peaked in the fourth quarter of 2000 and have declined steadily
since. In our Baseline outlook, profits declined by 14.3% in 2001, but recovered by 6.2% in
2002, With the recession explicitly defined in our Baseline outlook, profits are expected to
decline in 2001 by 16.7% and show a further 2.6% next year. The current profit outlook is
determined especially by the outlook for manufacturing and financial services. High-tech
activity had generated solid profit growth for both businesses during the second half of the
1990s, and both have been adversely affected by the high-tech slowdown. Both sectors will
benefit as the recession concludes in the spring of 2002, and profits are expected to
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increase once again during the year (although, as noted, not by enough to pull the annual
average back above the 2001 level).

Federal spending will also give next year’s economy a boost—the 2002 budget contains a
huge amount of fiscal stimujus. At the same time the Federal Reserve is still pumping
liquidity into the system. At 1.75%, the federal funds target is the lowest in 40 years, and
the real rate is close to zero.

The following table details the extent of the attack’s impact on the U.S. economy.
Compared with our Baseline forecast completed in early September, our Current forecast
indicates that GDP wiil decline in the fourth quarter by $146.9 billion. That shortfall slides
further to a difference of $318.3 billion for calendar 2002, and to $280.2 billion in 2003.
Although this is a mild recession by historical standards, it has a significant economic impact
on our nation’s economy:

» Nonagricuitural empioyment declines by 900,000 jobs in the fourth quarter of 2001 and
by 2003 are down by two million jobs from what they otherwise would have been.

» Wage and Salary growth is only 1.1% in the fourth quarter of 2001, iess than one-
quarter of the 4.5% rate forecast in the Baseline outlook. In 2002, wage and salary
growth in the Current forecast is 2.6%, less than one-half that in the Baseline. Total
personal income growth in the Current forecast follows a similar path, lagging well
behind the Baseline outlook.

> The Current forecast for real personal consumption manages only bare-bones growth of
0.2% in the fourth quarter of 2001, and grows in 2002 at a rate that is about one-half
its pace in the Baseline forecast. Consumption growth begins to recover in 2003,
relative to the Baseline.

» For its part, business remain squeamish about further investment. As a conseguence,
total investment expenditures drop by 12.5% in 2001Q4 in the Current forecast, down
from a dedline of 3.3% in the Baseline forecast. Next year, the Current forecast decline
is 5.3% relative to a drop of just 0.8% in the Baseline.

» Real inventory accumulation continues through the fourth quarter of 2001 for a drop of
36.1 billion constant dollars. In the Baseline forecast we had anticipated a very modest
increase of $3.4 billion. In the Current outlook, inventory accumuiation does not resume
until the second half of 2002.

» Demand from net trade also deteriorates with sharp declines in export growth in the
Current outlook relative to the Baseline,
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BASELINE (P RE 9/11) AND CURRENT ECONOMIC FORECAST FOR THE UNITED STATES
(Percent Change at an Annual Rate Unless Indicated)

2007 T 2007 2 20013 20074 20051 20022 20023 20024 200371 20032 20053 20034 2001 2002 2003

GBDP (S Biilions)

aseline 10142 10202 10265 10379 10506 10643 10802
Current 10142 10203 10248 10232 10228 10328 10458
Reai GDP (Billions 956 §)
Baseline 93345 93384 93682 94173 94714 95376 96240
Percent 13 02 1.3 21 23 28 37
Current 93345 93417 93334 92843 92460 93035 93818
Percent 13 03 04 21 -18 25 38
Real Consumption Expenditures
Basefine 30 25 21 2.5 27 27 33
Current 30 25 12 02 -13 30 37
Rea! Government Expenditures
Baselne 53 53 42 18 21 20 158
Current 8.3 49 18 42 27 28 28
Real investment Expenditures
Bageline te 98 B8 33 03 21 51
Current 18 87 -4 125 57 -18 45
Nonfarm Inventory Accumulation (Billions of 1896 $)
Baselne -271 -384 1686 34 147 233 325
Current 271 383 -804 -347 -188 99 81
Real Exports
Baseline 12 122 -5¢9 -1 9 10 61 67
Current 12 118 168 142 88 21 39
Real Imports
Baselne -850 77 05 01 35 48 50
Curent 50 -84 152 02 10 -1 4 89
CP1--All Urban {%}
Baseline 4.2 31 13 25 26 25 25
Current 42 31 07 23 17 18 18
Pretax Corporate Profits
Baseline 7557 7394 6760 7288 7590 7535 7744
Percent -26 6 -84 301 328 196 29 1186
Current 7587 7383 6980 6236 6400 6690 6973
Percent -266 -89 201 -363 109 194 181
After-Tax Corporate Profits
Baselne 5189 5084 4695 5020 5240 5196 5325
Percent -27.8 <79 273 308 187 3% 103
Current 5189 5103 6310 4466 4751 4974 35165
Percent =278 65 173 500 281 201 162
Personal income
Baselne 58 37 38 48 36 46 51
Current 58 35 29 15 18 27 41
Wages & Salaries
Baselne 63 40 33 5 50 49 52
Cusrent 83 40 23 11 23 2¢ 37
ag
Bassline 1326 1325 1324 1325 1328 1328 1332
Current 13268 1325 1323 1318 1318 1316 1318
Unemployment Rate (%)
Baseiine 4 45 48 51 53 54 54
Current 42 45 48 57 60 63 83
T-Bill Rate, 3-Month [%}
Baseiine 438 37 35 31 32 32 3.7
Current 438 37 32 20 18 20 24
T-Note Rate, 10-Year (%)
Baseline 50 53 50 48 49 49 53
Current 50 53 50 4.3 42 44 46
Standard and Poor's $00 Stock index
Baseiine 1276 1233 1183 1183 1201 1238 1272
Current 1276 1233 1143 1083 1125 1152 1198
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IMPACT ON THE NEW YORK CITY ECONOMY

The New York City economy had fared reasonably well until September 11, despite the
softening national economy. Retail trade sector employment had been particularly robust,
up 5.3% year over year in the second quarter following a 4.5% rise in the first quarter.
Total nonagricultural employment growth was strong in the early part of the year—up a
solid 2.0% in April. But mixed in with this strength were increasing signs of weakness:
tourism and general consumer spending was cooling, creating a deceleration in service-
sector growth, The bear stock market brought the recent year’s growth in the finance
sector to a screeching halt. The year-on-year employment comparisons in the private
service-producing sectors (telecommunications and public utilities, trade, finance, and
services, which account for about three-quarters of the City’s employment), had been
steadily declining during the year. By August, year-on-year nonagricultural employment
growth had slowed to a 1.0% gain.

However, the terrorist attack on September 11 had an immediate impact on employment in
the City. As shown in the following chart, employment declined by over 70,000 in the
fourth quarter of 2001 and 2002 is expected to average a similar decline.

TOTAL REDUCTION IN EMPLOYMENT FROM SEPTEMBER 11—NEW YORK CITY

Thousands
Sector 2001Q4 2002 2003
Construction, Mining 1.28 1.48 098
Financial, Insurance, Real Estate 3185 31.89 31.86
Government 0.07 1.40 2.75
Manufacturing 305 4.04 282
Services 14 57 15.38 972
Trans., Telecom., Public Utilites 5.07 1.44 0.97
Trade 15.33 14 38 8.01
Total Non Agricultural 70.95 70.00 57.10

By late last summer, the City's phenomenal real estate boom was slowing, and markets
were returning to some sembiance of equilibrium. The extraordinarily high cost of local real
estate combined with the slowing rational economy drove housing starts down from their
sky-high levels during the last half of 2000. Consequently, employment growth in the
construction sector moderated from double-digit employment gains in 2000 to still healthy
job increases of 5.2% and 4.0% in July and August, respectively. The vacancy rate for
office space in Manhattan remained only 5.1%, despite the addition of over seven million
square feet of office space freed up by closing and downsizing dot-coms. Large contiguous
blocks of space remained scarce. On balance, however, the City remained less affected by
the national downturn than most other metros prior to September 11.

The post-attack forecast, however, presages a sharp decline for New York in the coming
months, especially during the fourth quarter of this year and in 2002. DRIWEFA estimates
that the City will lose 71,200 jobs during 2002 compared to our pre-September 11
expectation. The job losses are both direct and indirect, as a result of the September 11
events. In addition, the ioss in personal income is quantified at $8.7 billion, a reduction of
2.2% from the Baseline. Wages and salaries will also lose a projected $4.9 billion, a 1.8%
decline. The difference between the two is largely accounted for the drops in proprietor's
income and in property income, both of which are sharply affected by the impact.
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The immediate economic conseguences to the City from the attacks come in three ways:

« First, an estimated 31.8 thousand jobs formerly housed in the WTC that have been
relocated out of state.

» Second, a sharp fall in tourist and business travel to the City in the wake of the attacks.
in the fourth quarter of 2001, an estimated 27.5 thousand City jobs will be lost in the
industries that cater to tourists and business travelers: hotels, restaurants, air
transport, tourist attractions, and the retail industry. This will be a relatively short-lived
impact; by 2003 we anticipate that most of these jobs will be regained as tourists and
business travelers return. The total estimated reduction in tourist spending through
2003 is over four billion dollars (see chart below).

« Third, an additional drop in employment in the retail and service sectors located in
Lower Manhattan that catered primarily to the financial sector. An estimated 126.5
thousand jobs needed to be relocated after the attacks, and most of them have left
Lower Manhattan, at ieast temporarily., These departures mean lost customers to
thousands of local restaurants and other service firms located there.

In the longer term, the key risk for the City is that the loss of financial sector enployment
from Lower Manhattan could accelerate as firms relocate elsewhere. Whie a relocation out-
of-state would be most harmful, even a relocation of workers to other areas in the City
could slow the redevelopment of Lower Manhattan. The City and State must work diligently
to assure that this does not occur.

DISTRIBUTION OF VISITOR SPENDING
Cumulative Impact from 2001Q4 through 2003

Domestic Visitor Spending rnational Visitor Spendi
Total Impact $1.7 Bn Total impact $2.5 Bn

Auto
Transponiation

Auto
Transporatio
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14%
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Assuming that the redevelopment of Lower Manhattan proceeds apace, the good news for
the City economy is that the downturn will be fairly short-lived. The most severe impact of
the terrorist attacks will be felt in the fourth quarter, and in 2002. Employment in the City
will trough in the fourth quarter when it is estimated to decline by 5.8% at an annual rate,
fallowed by a slow recovery in 2002. Although employment for 2002 will remain 0.3%
below the 2001 average, by the fourth guarter of the year it is forecast to be 1.2% higher
than 2001Q4. A recovery by the national economy during the second half of next year will
help, and the tourism sector, responsible for much of the immediate drop in City
employment after September 11, will regain its momentum, Consumer spending appears to
remain remarkably resilient; we expect both the retail sector and housing starts to rebound
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by the fourth quarter of 2002, Expenditures to clean up and rebuild Lower Manhattan will
also contribute to the City’s economy.

IMPACT ON THE NEW YORK CITY ECONOMY
(Percent Change at an Annual Rate Unless Indicated)

Nonagricultural Employment (000)

Baselne 43159 43331 43242 43324 43557 43616 43709 43813 43822 44052 44177 44302 43264 43674 44113

Curvent 43159 43331 43261 42624 42857 42930 42056 43154 43340 43476 43596 43755 43094 42974 43542
Unemployment Rate {%)

Baseine 49 49 61 60 81 60 61 81 61 82 62 83 55 81 82

Current 49 492 61 65 68 89 87 85 84 64 63 83 56 87 64
Parsonal Income

Baseline 60 58 87 43 69 29 59 44 38 42 48 48 57 53 44

Cument 8.0 58 47 45 82 61 52 82 84 47 38 45 438 38 54
Wages and Sailaries

Baseline 7.2 57 84 52 72 21 71 48 37 45 54 50 69 57 47

Current 72 57 76 54 89 B2 58 68 72 34 38 40 60 47 55
Housing Starts {(000)

Baseline 1865 186 141 140 140 138 138 139 138 13% 139 140 180 13¢ 13¢

Current 16.8 186 17 108 108 18 118 118 122 12 4 1223 124 147 114 123

The Baseline forecast was completed in September, 2001, prior lo the WTC attacks. The Current forecast was completed in
November.

IMPACT ON THE NEW YORK STATE ECONOMY

As documented by State economic statistics, the State’s economy will undergo a reaction to
the attacks similar to that of the City, but more subdued. To some extent, the State
statistics will hide the dichotomy between the impact of the shock to the City and to Upstate
New York. The City accounts for just under 50% of the State’s employment, and much of
the weakness associated with the attack will be centered in New York City. The major direct
impact on the State will result from a decline of an estimated 19,400 jobs related to the
drop in tourism and business travel in Upstate New York in 2001Q4 (i.e., jobs in addition to
those lost in the City for this reason). However, Upstate tourism will recover more rapidly
than in the City, and the impact on Upstate employment is more limited as a resuit. Even in
early 2002, Upstate tourism is beginning to return towards pre-attack levels.

As indicated in the following chart, total State employment declined by an estimated
100,000 jobs in the fourth quarter of 2001, and it is anticipated that employment for ali of
2002 will remain over 78,000 below the pre-attack estimate.
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TOTAL REDUCTION IN EMPLOYMENT FROM SEPTEMBER 11-—NEW YORK STATE

Thousands
Sector 2001Q4 2002 2003
Construction, Mining 0.25 1.60 237
Financial, Insurance, Real Estate 31.85 31.89 31.88
Government 0.09 191 332
Manufacturing 410 464 5.07
Services 32.53 1098 1231
Trans., Telecom, Public Utilities 6.67 2.90 2.88
Trade 24.34 2431 19.68
Total Non Agncultural 99.83 7820  77.50

Only about a third of the almost 100,000 jobs lost to New York State following the attack
are a direct result of the attack itself. As the following table shows, an estimated 32,000
jobs left New York State as City businesses directly affected by the attack relocated
employees out of the State. The additional 68,000 jobs lost by the state came about
because of declines in business activity in other sectors that sold directly to WTC businesses
or their employees (such as restaurants and retail establishments in Lower Manhattan), or
due to the secondary impact of the attack on the State’s economy.

ESTIMATED DIRECT EMPLOYMENT IMPACTS BY SECTOR

Total Jobs Directly Impacted’ Jobs Leaving NY?
Sector Number Share (%) Number Share (%)

Architectural Services 271 02% 90 03%
Business Services 6,088 4.8% 586 1.8%
Communications 1,218 1.0% 212 07%
Computer Services 2,330 1.8% 139 0.4%
Educatonal Services 277 0.2% - 0.0%
Financial 92,997 73.5% 28,722 90.2%
Insurance 14,218 11.2% 1,658 49%
Legal Services 5,899 4.7% - 0.0%
Manufacturing 554 0.4% - 0.0%
Personal Services 751 0.6% - 00%
Retail Trade 150 0.1% - 00%
Social Services 975 08% - 0.0%
Transportation 692 0.5% 542 1.7%

Total 126,502 100.0% 31,849 100.0%

* Jobs relocated from Lower Manhattan due to terrorist attack.
2 Jobs relocated out of New York State.

Apart from tourism, the economic story Upstate is driven by the ongoing weakness in
Manufacturing. Even during the boom years from 1995 to 2000, the State’s manufacturing
employment losses averaged 1.5% annually. With production falling this vyear,
manufacturing employment is forecast to decline by 3.4%, followed by a further drop of
2.4% in 2002. Although the DRIsWEFA forecast calls for a slight 0.8% increase in 2003, we
anticipate that the sector will continue to lose employment at an average pace of 1-2%
through the decade.
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IMPACT ON THE NEW YORK STATE ECONOMY
(Percent Change at an Annual Rate Unless Indicated)

2007 1 20072 20073 20014 20027 20002 20023 20024 20031 20032 20053 20004 2001 2002 2003
“Gross State Product

Baseline 45 64 30 39 59 58 50 55 52 56 53 58 82 50 54

Current 45 8.4 30 37 69 53 48 56 54 56 83 80 47 37 5.4
Real Gross State Product

Baseline 12 41 17 17 34 32 28 33 26 34 2.8 36 29 28 30

Current 12 41 18 -5.8 43 30 27 34 28 34 28 3.6 24 18 31
Nonagricultural Employment (000)

Baseline 87175 87326 87060 86717 86781 86760 86843 87245 87558 87920 88131 88516 87069 86907 88031

Current 87175 B7326 87081 B5735 BB054 85987 86020 86437 86786 87143 87355 87739 86829 86125 87256
Unempioyment Rate (%)

Baseiine 42 43 48 52 57 58 87 55 54 54 52 §2 48 57 53

Current 42 43 48 56 80 82 60 58 87 57 55 55 4.7 80 58
Personal income

Baseline 94 45 23 40 43 59 44 73 55 57 30 47 56 45 54

Current 9.4 45 31 22 51 58 39 72 54 56 2.9 47 53 35 52
Wages and Salaries

Baseline 102 43 28 28 70 52 43 87 87 3.8 3.4 4,2 61 48 52

Current 102 43 27 “22 78 47 37 65 85 35 32 41 57 38 49
Retait Sales (% chya)

Baseline 14 27 37 59 215 43 45 58 62 62 57 47 35 85 57

Current 14 27 40 41 187 26 22 58 58 60 57 48 31 71 85
Housing Starts {000)

Baseline 363 337 333 3¢ 314 327 320 323 333 333 333 332 338 321 333

Current 383 337 333 317 30% 3¢ 309 310 320 318 320 319 338 311 320

The Baseline forecast was completed in September, 2001, prior to the WTC attacks. The Current forecast was completed in
November.

In total, the State will lose aimost 100,000 jobs in the fourth quarter of 2001 due b the
attacks, and this differential will recover to about 78,000 in both 2002 and 2003. The job
losses will translate into drops in retail sales and personal income for the State. Retail sales
in the State will decline by about 1.7% in both 2002 and 2003 as a result of the attacks,
and the drop in personal income will be about 1.4% in both years from our pre-attack
expectations.

The Upstate economy has lagged the City’s growth in recent years, and there is little to
suggest that this situation will change. Consequently, this puts even more importance on
the need for New York to do everything it can to bring about economic recovery from the
attacks.

IMPACT ON NEW YORK STATE TAXES

As a consequence of the reduction in economic activity and employment in New York State,
we estimate that, on a preliminary basis, State taxes will decline by over $1.1 billion in
SFY2002, followed by a drop of $2.4 billion in SFY2003. Our assumption that, on net, the
32 thousand jobs already lost to relocation out of New York State following the attack do not
return, implies that the State’s tax base has been reduced, and through SFY2004 at least,
revenues continue to lag what we had anticipated prior to September 11.
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PRELIMINARY ESTIMATE OF STATE TAX REVENUE
REDUCTIONS FOLLOWING THE TERRORIST ATTACK

($ Millions)

SFY2002 SFY2003

Personal Income Tax $927.9 $2,038.9
Withhelding 479.8 1,124.4
Estimated Payments 4346 719.5
Final Returns 135 195.0

User Taxes and Fees 521 116.2

Business Taxes 1317 2657

Total $1,111.7 $2,420.8

CONCLUSIONS AND RECOMMENDATIONS

NEW YORK STATE HAS A BIG STAKE IN THE CITY'S ECONOMIC RECOVERY

New York City has been an important part of growth in New York State for a number of
years. From 1995 to 2000, nonagricultural employment in New York State rose by an
average of 1.8% per year. In the City, however, employment grew by an average of 2,2%
annually. Employment growth in the Upstate economy consequently was only 1.4% per
year on average during that period. If it proves difficult for the City to get back on its feet
in the wake of the attacks, growth in the State’s future tax base will down-shift sharply.
Although this difference of 0.4 points may seem small, it will accumulate up to significant
differences in tax revenues over a decade.

THE STATE'S TAX BASE HAS ALREADY TAKEN A PERMANENT HIT

State nonagricultural employment in the fourth quarter of 2001 will decline by an estimated
99.8 thousand jobs as a result of the attack and over 70% of these losses will occur in New
York City. To date, an estimated 31.8 thousand jobs have left New York temporarily as a
result of the attacks. Even with a steady economic recovery in the City, some of these job
loses will become permanent. The City will have to work hard to regain the growth
trajectory we expected for it prior to the attacks.

NEW YORK MUST WORK TO RETAIN ITS FINANCIAL SECTOR

The financial service sector is important to New York, for the State as well as the City,
where it accounts for 13% of total employment (compared to only 6% nationally). This
imbalance gains added urgency now. Although individual firms have relocated to New
Jersey in recent years, the flow was more of a trickle because New York City clearly retained
its title as the financial center of the country, and large financial firms perceived value in
being represented there. With the destruction of the World Trade Center, however, the
floodgates could open if New York is not careful.

One lesson that business took away from the attack is the risk of concentrating operations,
and failing to maintain adequate backup and operational redundancy. This implies
additional geographical dispersion by financial-sector firms as they regroup for the future.
Add to that the current unavailability of space in Lower Manhattan, the distasteful elements
of the cleanup there, and ongoing efforts by New Jersey to lure firms across the Hudson
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River, and you have a scenario where many more financial service jobs could find their way
to New Jersey in the months to come.

New York needs to convince business leaders that there is a future for them in Manhattan,
and continue to move rapidly enough in planning for and constructing this future so as to
encourage them to remain committed to the City. Such an effort implies the need for
enthusiastic leadership and cooperation among both public and private sector leaders.

NEW YORK SHOuLD ACT NOow TO REBUILD TOURISM AND TRAVEL

In addition to the financial sector jobs lost in September, many more jobs disappeared
when the tourists did. We believe that 27,500 City jobs were eliminated during the fourth
quarter of 2001 in hotels, restaurants, retail, and other sectors directly due to the drop in
tourism. The State lost an additional 19,000 jobs from these sectors.

in one sense, tourism should be the easiest part of the disrupted economy to rebuild. Few
of the attractions that draw tourists to New York were affected by the attacks, although
some remain closed. Assuming no further terrorist incidents, tourists will return to New
York, but the City and State should be aggressive in encouraging this. Tourists provide an
important part of the vibrancy that is New York City, and they are extremely important to
the retail trade there, not to mention hotels and restaurants. Potential tourists need to
understand that the City is mostly back to normal, and that their safety can be reasonably
guaranteed. City and State officials should lead a revitalized partnership with the airlines,
travel professionals, and the tour guide industry to make this happen.

NEW YORK NEEDS TO BUILD A 21°7 CENTURY INFRASTRUCTURE FOR LOWER MANHATTAN

A critical part of rebuilding Lower Manhattan will be to attend to infrastructure problems in
the wake of the attacks. Transportation, communications, and power services to the area
were severely compromised by the attack, and much of the immediate work will entail just
getting the area back up and running with a basic level of service.

Even beyond that, however, New York should plan for future growth, With the destruction
of the PATH station beneath the WTC complex for example, the City has the opportunity to
rethink public transportation to Lower Manhattan. By one estimate, about 40% of the WTC
employees commuted from New Jersey prior to September 11. If the City is serious about
holding on to its financial service firms and their employees, easing the commute of these
workers would be an excellent step to help encourage employers to remain in the City. At
the same time, enhanced access from Midtown and the other boroughs could also be
reconsidered as part of the rebuilding. Such an effort suggests that New York should devise
ways to build cooperation among the several transportation authorities with interests in the
redevelopment.

With regard to telecommunications and electrical power, the attack highlighted the reliance
of the WTC and much of Lower Manhattan on just a few service facilities. Verizon, the
incumbent local exchange carrier, served the area through one local switching facility which
sustained significant damage in the attack. Con Edison lost two substations located beneath
the WTC, and sustained damage to other substations that supplied power to Lower
Manhattan. As these organizations repair and replace these capabilities, New York should
encourage them to provide a level of redundancy so that any future shocks to their systems
serving the area could more easily managed. Again, this sort of assurance should
encourage business leaders in their decisions regarding locating in Lower Manhattan.
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NEW YORK SHOULD WORK TO ENHANCE PUBLIC SECURITY

With two major terrorist attacks in eight years, New York City needs to recognize that future
terrorist activities could also be targeted at the City. Residents, employees, and tourists all
need to feel a reasonable level of safety when they travel to the City. Indeed, without this
basic level of security, all of the City’s efforts to retamn firms and to attract tourists could fall
short. Although no security measures can ensure complete safety at all times, the City has
been reasonably successful over the years in maintaining control over the criminal element,
and it should expand its efforts to enhance this controi over potential terrorism as well. This
may entail closer collaboration with federal and state authorities than in the past.

After the site cleanup is complete (a task estimated to take up to a year), New York City
faces the difficult task of rebuilding and restoring lower Manhattan. It is clear that this
cannot be a mere reduplication of the World Trade Center. After September 11, it is
problematic that the business community and its employees would ever consider occupying
a new set of twin towers, and it is not certain the public will allow such a restoration to take
place. As the City moves ahead to develop plans for the area’s future, it must accept the
reality that the new lower Manhattan area will not be like the old. In particular, there is a
risk that the base of financial services employment previously located in the area cannot be
restored there,

Taking a broader view, restoring the vibrant, mixed-use neighborhood that existed in lower
Manhattan prior to the attacks will be difficult under the best of circumstances. It is easy to
forget that it took decades for this neighborhood to develop. The completion of the WTC
initially flooded the area with excess commercial space, and rents suffered as a result. It
took almost a decade for it to be fully leased, and much longer for Lower Manhattan’s Class
A vacancy rates to fall to the level of those in Midtown. Not until the openings of high-end
Battery Park City residences escalated in recent years did Lower Manhattan begin to develop
the balance to help turn it into a functioning, around-the-clock neighborhood. The more
recent construction of hotels and museums contributed further. The time it took to get to
this point (about the past 30 years) points to the difficulty of recreating such a
neighborhood environment now.
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IMPACT ON EMPLOYMENT

By any measure, the physical and economic devastation wrought by the September 11
attack has no historical peacetime precedent in the United States. There are presently a
number of efforts underway to catalog the physical damage on New York City, as well as to
estimate the direct and indirect general economic and employment effects of the attack.
For the purposes of estimating the shock to the City and State economies, and to State tax
revenues, quantifying the immediate and direct employment effects is critical. As such,
DRIsWEFA has carefully surveyed the existing data and analyses in order to provide as
complete and thorough a picture as possible, with a particular emphasis on the number of
jobs that are relocating from New York State. Our methodology and results of this analysis
are explained in this chapter.

DIRECT EMPLOYMENT IMPACT

To date, the best available published information on the direct employment impacts of the
attack has come from the commercial real estate industry. Several real estate services
firms and brokerage companies have developed initiatives to track tenant movements from
Ground Zero, as firms seek to relocate and return their businesses to normal operation. Of
these, DRIsWEFA has determined that data provided by TenantWise.com, an Internet real
estate services and advisory firm based in downtown Manhattan, appears to be the most
complete and accurate for estimating employment impacts.

Shortly after the attack, TenantWise.com began to systematically survey tenants in 15 large
properties—those in the World Trade (enter, the World Financial Center, and in other
adjacent large properties in downtown Manhattan that were heavily damaged. Within these
15 properties, TenantWise,com identified a total of 187 non-governmental tenants that
leased space in excess of 10,000 square feet (using real estate industry norms, this
corresponds to firms employing at least 40 people). These 15 buildings constitute a total of
31.9 million square feet (msf) of office space. Of this total, six buildings—the entire 13.4
msf World Trade Center complex—were completely destroyed. The remaining nine
buildings, accounting for over 18.5 msf of space, were heavily damaged and not able to
support immediate re-occupancy. We denote these 15 properties our “core sample” and
use it to derive our job migration estimates. We also supplement the TenantWise.com
information with data provided by other sources. An annotated list of the buildings
physically destroyed or damaged by the attack is shown in the chapter “Physical Impact of
September 11.” Buildings in the core sample are also identified there.

The methodology for deriving job migration estimates is relatively straightforward. For each
of the 187 tenants in the core sample, TenantWise.com initiated a series of ongoing surveys
of their relocation plans, along with estimates of the number of jobs affected by the
relocation. For each tenant in the core sample, the pre-September 11 space is first
recorded, along with an estimate of the pre-September 11 job count. Each firm is then
asked to report on its specific relocation plans, including their destination, the destination
square footage, and an estimate of their destination job count. The primary industry of
each firm is also recorded. Destinations include both a geographic location, including
‘Midtown’, ‘Downtown’, "New Jersey’, ‘Elsewhere (out of state)’ or ‘Not Available’, along with
whether the firm was relocated to new space or backfilling existing space that the company
currently leases. Using these survey results, along with estimates of job migration for firms
not included in the TenantWise.com sample (.e., firms with under 10,000 square feet of
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space) we have been able to estimate the direct or primary employment impact of the
attack.

For the core sample of 15 buildings directly surveyed by TenantWise.com, the stratification
of job migration by destination and building status is shown in the following table. Slightly
more than 84,000 jobs covering the 187 tenants were impacted by the attack. Nearly
33,000 of these jobs came from the six destroyed World Trade Center buildings.

SUMMARY OF TENANT JOB RELOCATION SURVEY OF CORE SAMPLE

Building Status

Destination Damaged Destroyed Total

Downtown 25,608 732 26,340
Downtown Backfill 2,830 707 3,537
Midtown 5,528 8,908 14,437
Midtown Backfill 467 11,074 11,541
New Jersey 2,224 2,640 4,864
New Jersey Backfill 8,289 1,830 10,219
Relocate Eisewhere 1,817 2,385 4,002
N/A 4,520 4,598 9,117
Grand Total 51,083 32,974 84,058

Source; TenantWise com. These totals are for only the “core sample”
of 15 building tenants directly surveyed by TenantWise com.

These job migration counts are used as the basis for our total employment estimates. The
estimates do not reflect the relocations of smaller tenants, nor that some of the tenants that
reported a destination as ‘N/A’ will in fact move their jobs out of New York State. At this
stage it is critical to note that our primary concern is estimating out-of-state job
movements. Jobs moved out of state represent an immediate, direct, and potentially
severe negative impact on the tax base. Firms that choose to migrate to another part of
New York City {(or State) can be considered tax-revenue neutral. In addition, it is critical to
provide a break out by industry for out-of-state job movements. Different industries have
distinct wage, salary, and compensation schedules, and as such have different effects on
tax collections.

To calculate more complete job impact estimates, we first stratified the TenantWise.com
data by major industry. Within each industry, we calculated the number of jobs confirmed
to be moving out of New York State. We then calculate the share of confirmed jobs moving
out-of-state relative to each industry’s total jobs (after removing the “N/A” firms). This
proportion is the percentage of jobs known to be leaving New York State. We next make
the assumption that for each industry, the eventual destination of jobs represented by firms
reporting a destination of "N/A” is the same as those for broader sample. By repeating this
calculation for each industry sector in the core sample, we derived a broader estimate of
how many jobs for the 187 non-governmental tenants are migrating out of New York State,

We next need to augment this calculation by estimating the job migration patterns for each
industry for smaller tenants not included in the TenantWise.com survey (those leasing under
10,000 square feet). This estimate is developed by approximating the number of small
tenants in the core sample based on their space requirements. As noted above, the core
sample of 15 properties totals 31.9 msf of space. The 187 large tenants collectively occupy
21.2 msf, or 66.4% of the total space in the sample. The remaining 10.7 msf is assumed to
be occupied by small tenants (less an allowance for government space). Using the real
estate industry convention that an office worker on average requires 250 square feet of
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space, a total of 42,400 jobs in the 15 core sample buildings are estimated to be from small
tenants. Since no specific tenant-by-tenant data is available for these firms, we assume
that the distribution industries and the percentage of out-of-state job migration is the
identical to the large tenant sample. Finally we sum the large tenant and small tenant job
estimates by industry to determine our final job impact estimates. The results are shown
below.

ESTIMATED DIRECT EMPLOYMENT IMPACTS BY SECTOR

Total Jobs Directly Impacted Jobs Leaving NY
Sector Number Share (%) Number Share (%)

Architectural Services 271 0.2% 90 03%
Business Services 6,068 4.8% 586 1.8%
Communications 1,218 1.0% 212 0.7%
Computer Services 2,330 1.8% 138 0.4%
Educational Services 277 0.2% - 0.0%
Financial 92,897 73 5% 28,722 80 2%
Insurance 14,219 11.2% 1,658 4 9%
Legal Services 5,899 4.7% - 0.0%
Manufacturing 554 04% - 0.0%
Personal Services 751 0.6% - 0.0%
Retall Trade 180 0 1% - 0.0%
Social Services 975 0.8% - 0.0%
Transportation 692 0.5% 542 1.7%

Total 126,502 100.0% 31,849 100.0%

Based upon our calculations, nearly 32,000 jobs have migrated out of New York State as a
direct result of the September 11 attack. In total, over 126,000 were impacted—this is
equivaient to the entire employment base of a smali city.

It is no surprise that the financial and finance-related companies were hardest hit by the
September 11 attack. Financial firms accounted for over 73% of the direct job impact; if
insurance companies are factored in, then the proportion rises to nearly 88%. If we
consider the proportion of financial jobs estimated to be leaving New York State, the
statistics become more alarming. Over 90% of the jobs leaving New York come from the
financial sector. Adding insurance companies to this total raises the proportion to over
95%. Fortunately, several of the other industries hard hit by the attack, including Business
Services and Legal Services, have not reported significant out-of-state relocations. In part
this is due to the fact that these are support industries for the Financial Services sector, and
proximity to concentration of financial firms in the City is critical. With the out-of-state
migration of notable numbers of financial jobs, however, there will likely be a reduced
incentive for these firms to expand their New York-based staffs.
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Finally, while the estimates provide an assessment of the immediate job impacts of the
attack, we need to make some further assumptions about how much of this employment is
likely to migrate back into New York State. For the purposes of this study, we have
assumed that negligible numbers of the jobs that moved out-of-state will return within the
next three years. At first glance, this seems a conservative estimate, but our reasoning is
as follows:

» First, the energy, communications, and transportation infrastructure necessary for these
many of these firms to return to their pre-September 11 locations will ot be in place
soon, possibly for years to come,

» Second, concerns on behalf of many former Downtown Manhattan firms that they need
to decentralize their operations away from that area.

» Third, there are a number of disincentives for firms that moved from downtown
Manhattan to New Jersey locations to return. These include the costs of moving and
resettlement, along with the repeated disruptions to employee commutes, many of
whom already live in New Jersey.

» Fourth, there is anecdotal evidence that firms have used this forced relocation as an
opportunity to engage in cost cutting and consolidations, and will not have an immediate
need to return to the higher-cost environment of New York City.

» Fifth, some of the relocations to New Jersey will be linked to incentives to stay offered
by that state.

> Sixth, as noted below, the likelihood of further departures from New York City is not
insignificant, and any returns may be counterbalanced by additional departures.

Knowing the number of jobs that have immediately left the City is relatively easy, but is
very difficult ascertain how many jobs on net may actually eventually leave. We have taken
a middle road by assuming that further departures and returns cancel each other out on
net.

FUTURE RELOCATIONS?

That assumption aside, a key concern for New York City and State must be whether the exit
of financial sector employment from the City couid continue or even accelerate. Even
before the attacks, office rents in downtown Manhattan had soared, forcing many of the
City’'s largest financial service firms to look for less-expensive accommodations in
neighboring New Jersey. Earlier this year, Chase Manhattan signed long-term leases for 1.1
miflion square feet in the Newport Office Center, planning to move more than 2,000
employees across the Hudson River. Merrill Lynch plans to double the size of its Jersey City
work force (currently 2,000) when it finishes another office tower next to its 42-story
building in the Colgate Center. Other City-based financial services companies that have
moved or plan to move operations across the river include Goldman Sachs, PaineWebber,
U.S. Trust, and American Express. Many of these companies will benefit from tax
abatements from New Jersey.

An important advantage of a Jersey City location, however, may be the relative ease of
constructing build-to-suit deveiopments with the fatest telecommunications and computer
technology. Construction costs and development regulations are far less onerous in Jersey
City than in Manhattan, where new building projects and renovations take much longer to
complete.

Since the attacks, the list of major lower Manhattan employers seeking to release space
there has lengthened, and now includes such notables as Citygroup, Goldman Sachs,
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American Express, and Dow Jones. By one count, over 3.5 million square feet of Downtown
Manhattan space has been offered by these and other firms.?

To be sure, the economy is motivating a portion of this—not every firm on the list has
designs to leave New York. However, the City has to be careful not to lose more of its
financial services employment. The sector is a critically important driver to the City’s
economy. Finance, insurance, and real estate (the so-called FIRE sector) contribute almost
13% of the metro area’s jobs, compared with just under 6% nationally, and the proportion
is estimated at 46% for the eight ZIP codes that constitute Lower Manhattan., Many of
these jobs tend to be relatively high-paying positions, with very positive contributions to the
State’s personal income tax base. Finally, FIRE-sector employees support a large base of
business in the City’s retail, restaurant, and personal services sectors. In the same way,
there are a large number of business service firms —dedicated print shops, advertising firms,
temporary help suppliers, and the like—located in Lower Manhattan to serve the financial
sector. These jobs would follow any outflow of FIRE-sector employment from the City.

TOTAL EMPLOYMENT IMPACT

Despite the risk of further relocations from New York, in this study DRIeWEFA has made no
assumptions that additional jobs would continue to be relocated from New York in the
coming years. Our estimates of total employment impact from September 11 thus flow
from three sources of job loss to the City and the State:

» First, the direct impact on employment by affected firms detailed above. As noted
there, we estimate that 31.8 thousand jobs are relocated out of New York State, and we
are assuming that on balance, none of these return through 2004.

» Second, the decline in tourist visits to New York City and State results in a reduction of
27 thousand jobs to the City in 2001Q4, and an additional reduction in over 19 thousand
jobs located in Upstate New York in that quarter. In this case, we do assume that many
of these job losses are temporary, and that most of them return as tourist activity
revives through 2002-04. See the “Impact on Travel, Tourism, and Business Travel”
chapter for details.

» Finally, there is an additional impact on job losses for the City and the State resuiting
from the general decline in the national economy which accelerated in the weeks
following the attacks. See the Executive Summary for details on our assumptions as to
this decline for the national, state, and city economies. This decline gives rise to a set of
secondary job reductions for New York City and New York State. We have utilized our
econometric models of the U.S., New York State, and New York City in estimating these
impacts.

Based on these assumptions, DRIsWEFA believes that New York City will face a loss of an
additional 71 thousand jobs during the fourth quarter of 2001 compared to our expectation
prior to September 11-a decline of 1.6% from the employment base existing prior to then.
For the State, the estimated additional loss in jobs totals almost 100 thousand—a decline of
1.1%.

! Newmark & Company Real Estate, Inc., 4 City Challenged, Fall/Winter 2001,
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TOTAL REDUCTIONIN EMPLOYMENT FROM SEPTEMBER 11—NEW YORK CiTY

Thousands
Sector 2001Q4 2002 2003
Construction, Mining 1.28 1.46 0.98
Financial, Insurance, Real Estate 31.85 3188 31.86
Government 0.07 1.40 2.75
Manufacturing 3.05 404 2.82
Services 14.57 15.39 972
Trans , Telecom., Public Utilities 507 1.44 097
Trade 15.33 14.38 8.01
Total Non Agricultural 70.95 70.00 57.10

In the City, financial sector jobs lost account for 45% of the total jobs lost in 2001Q4, while
the remainder come primarily from the impact on tourism and business travel. The decline
in tourist visits to the City affects an estimated 27.5 thousand jobs in that quarter, jobs
primarily centered in retail .and wholesale trade, restaurant, hotel, and air transportation,
In addition, indirect impacts reduce employment in construction and manufacturing.

While the employment impact on the financial sector is virtually the same at the state level,
there is significantly more impact from the reduced number of tourists and business
travelers. Of the total drop in nonagricultural employment in 2001Q4, the direct impact
from the decline in tourism and business travel accounts for a total of almost 47 thousand
(this includes the 27.5 thousand jobs eliminated in New York City).

TOTAL REDUCTION IN EMPLOYMENT FROM SEPTEMBER 11-~NEW YORK STATE

Thousands
Sector 2001Q4 2002 2003
Construction, Mining 025 1.60 2.37
Financial, Insurance, Real Estate 3185 3189 3188
Government 0.09 1.91 332
Manufacturing 4.10 464 5.07
Services 32.53 1098  12.31
Trans., Telecom, Public Utities 667 2.90 288
Trade 24.34 24.31 19 68
Total Non Agriculturai 99.83 7820 77.50

While we have assumed that the financial sector jobs lost from the State do not return
during this period, employment related to tourism comes back rapidly as tourism and
business travel recovers. Employment in the tourist-related sectors begins to increase once
again, both in 2002 and 2003, reducing the total non agricultural reductions shown in the
two preceding tables.
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IMPACT ON INCOME—SPECIAL
CONSIDERATIONS

The employment drops in the City and the State resulting from the attacks will translate into
drops in personal and other types of income, especially during the current quarter and in
2002, Because of the importance of financial services in the City economy, however, and
due to the fact that the September 11 attacks resulted in the destruction of the WTC
buildings, there are several special considerations that must be recognized in making this
translation:

» Wages in the financial sector are higher than average.

> Large bonus payments are an important part of total compensation in the financial
sector.

» Rental payments have been disrupted by the building destruction and damage around
the WTC, and the subsequent relocation of business there to other locations.

» In addition, the collapse in the stock market during the past year has led to a large
cyclical downturn in financiaksector profits, capital-gains realizations, and exercise of
stock options, all of which have implications for personal income.

BONUSES & OTHER PERSONAL INCOME

FINANCIAL SECTOR BONUS PAYMENTS

In recent years, companies have moved increasingly towards tying employee compensation
to measures of performance and profitebility. This has long been true among the financial
sector that represents a significant part of both the New York City and State economies.
The New York Division of the Budget estimates that in 1998, 25% of total employee
compensation in the State was distributed through bonuses, and haif of these were paid by
the securities industry. In that industry, bonuses represented an estimated 40% of total
compensation. This extraordinary compensation translates both into direct income tax
revenue for the State, as well as a strong economic stimulus through consumer spending.
In addition, individuals earning bonuses tend to be high income employees, with large
portions of their income subject to taxation at the highest marginal rates.

The stunning bull market in recent years propelled bonus payments to a record level in
2000. The falling stock market this year has limited sector profits, however, and bonus
payments will likewise decline. With many revenue sources to the securities industry falling
throughout most of 2001, bonuses are expected to decline by 42% in 20012, The industry
will begin to recover later next year, but we anticipate that industry profits will only slightly
exceed those of 2001. Bonus payments will follow these profitability trends, growing by a
mere 3% before bouncing back by an estimated 23.0% in 2003 to about $23 billion.

2 In this section, the discussion of annual numbers refer to the “bonus year.” Most annual bonuses are paid at the
end of a calendar year or the beginning of the following year. A bonus year is composed of the last three quarters of
the calendar year and the first quarter of the next year, For example, profits earned in the calendar year 2000
determined bonuses paid in the bonus year of 2000, which consists of 2000Q2-Q4 and 2001Q1.
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The large drop this year is no surprise, and was in the cards even before September 11. In
a survey conducted by the Securities Industry Association (SIA) in August 2001, 58.1% of
responding firms expected bonus payments to be slightly to significantly lower in 2001.
Disruptions caused by the terrorist attacks will only serve to add to the industry’s woes.
However, both the industry and the economy should be solidly in recovery mode by next fail
and in 2004,

Security Industry Bonus Payments Growth
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Note: Years shown are "bonus years” ending in the first quarter of the followmng
year. See footnote 2

CAPITAL GAINS REALIZATIONS

With the bull market, the amount of income generated in New York State from capital gains
realizations has grown tremendously over the last decade, Capital gains income rose from
$9.5 billion in 1992 to an estimated $55 billion in 2000°, In the booming stock market
environment of the 1990s, this source of income grew much faster than other categories.
As a consequence, the share of capital gains income in New York State's reported adjusted
gross income has tripled over this period.

This year's decline in stock prices will bring an end to this trend, at least temporarily, and
the income earned from capital gains is expected to decline by 20% in 2001—the first
annual decline since 1994. Stock prices are forecasted to regain a growth trend by the end
of 2002, and capital gain income growth should resume the following year.

® New York Division of the Budget, 2000-01 Executive Budget, Appendix II, Part I-Explanation of Receipt
Estimates, 2000.
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Reported NYS

Capital Gains
Tax Year {Millions) % Change

1992 $9,457

1993 13,365 41.3%
1994 12,032 -10 0%
1995 14,088 17.1%
1996 22,441 59.3%
1997 31,563 40.6%
1888 40,248 27 5%
1988 49,311 22 5%
2000 55,478 12.5%
2001 44,369 -20.0%
2002 44,134 -0.5%
2003 47,739 8 2%

Source: New York State Division of the Budget, DRISWEFA.

EXERCISE OF EMPLOYEE STOCK OPTIONS

Employee stock options are another form of compensation that has become much more
predominant in recent years, particularly with the increase in high-tech, entrepreneurial
activities. This trend has revealed itself by an increase in personal income or c¢apital gains,
depending on the nature of the options granted. Although relevant data is scarce, racent
studies indicate that the extra income earned from exercising stock options is estimated to
have increased by 166% from 1997 to 2000.

The financial industry, which generates a large percentage of New York's personal income,
is also apt to use employee stock options as part of its compensation scheme. A Bureau of
Labor Statistics pilot study found that while on average 1.7% of employees received stock
options in 1999, in the financial sector, 33.9% of employees were granted options®.

While it is difficult to assess the magnitude to which taxable income earned from exercising
stock options will decline during the next few years, that it will decline is unquestioned. The
strike price of an option is typically fixed two to three years before an option may be
exercised. This means that many stock options that could be exercised over the next few
years had their conversion prices set during the strong bull market of 1999 and 2000. With
the S&P 500 Index down over 14% in the past year, and the NASDAQ down over twice that,
the value of many of these options is eliminated. The amount of income generated from
stock option exercise will be very limited in 2001 and 2002; not until 2003 when a sustained
market increase is again underway, is income generated from this source likely to begin to
increase again. Even so, it is not likely approach its peaks of the late 1990s for some time
to come.

‘us. Department of Labor, Bureau of Labor Statistics, “Pilot Survey on the Incidence of Stock Options in Private
Industry in 1999,” October 11, 2000.
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IMPACT ON OTHER INCOMES

FINANCIAL SECTOR PROFITS

Due to the relatively high wages paid by the financial sector, it is one of the most important
industries in New York City, accounting for an estimated 33% of the City’'s output last year
(including insurance and real estate). In addition, this sector generates significant
employment in its supporting industries and in the consumer spending undertaken in the
City by its employees. The sector is also very important tax revenue generator to New York
State through both income tax paid by financial sector employees, and the corporate
franchise tax paid by financial firms.

The main sources of the securities industry income are commissions, underwriting initial
public offerings (IPOs) and secondary stock issues, managing mergers and acquisition
activity, and underwriting bonds. All of this activity is very cyclical, increasing in bull
markets and declining in bear markets.

After one of the longest bull markets in history, the stock market started to decline late in
2000. Although as a whole, 2000 was a very successful year for the industry, the growth
rate of securities industry profits had begun to decline towards the end of the year. As
equity prices continued their descent in 2001, trading volumes declined, the amount and
value of initial and secondary offerings feil, and as a resuit, the profit of the securities
industry waned. Industry profits reported for the first two quarters of 2001 were already
nearly 50% lower than that of a year earlier. With equity prices falling even further in the
rest of 2001, we expect that profits for the entire year will also be about haif of that earned
in 2000. This weakness will continue into the beginning of 2002, but will pick up by the end
of the year, such that a smail increase is expected over the year as a whole. By 2003,
rising trading volumes and IPO activity will help boost industry profitability again, aithough
the overall level of industry profits that year will not reach the peak level achieved in 2000,

Security industry Profits Growth
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iPOs
The remarkable rise in the number and value of initial public offerings (IPOs) over the past
few years has been a big contributor to security industry income. In 2000, over $100 billion
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in IPOs were sold, over two and one-half the value just five years eartier. However, as the
business environment and market sentiment soured in 2001, the flood of IPOs slowed
sharply. One impact of the September 11 attacks was to bring IPO activity virtuaily to a
halt that month. Only 14 IPOs were done in the third quarter, down from 139 in the year-
earlier period.

While IPO activity rebounded in October, it is likely that several years will elapse before IPO
activity approaches its 2000 level. For 2001 as a whole, the value of IPOs is estimated to
total little more than a third of its value in 2000, a decline of 63% from $100 billion to
$36.6 billion. In 2002, the value of IPOs is expected to fall another 12.5% unless the stock
market and economy recover more rapidly than anticipated. IPO activity should increase in
2003 as growing economic activity contributes to a recovery of corporate profits which will
boost stock market vaiues. The value of IPOs are expected to increase by 33% in that year.

Growth in Value of initial Public Offerings
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SECONDARY ISSUES

Securities firms also earn significant revenues from secondary stock issues. This activity is
influenced by much the same forces that impact IPOs, the volatility of the industry’s
business in secondary issues is not as great as that of IPOs. The value of secondary stock
options is forecast to fall by 38% in 2001, somewhat less than the forecast drop in the value
of IPOs for the year.
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Growth in Value of Secondary Offerings

2003

DIRECT IMPACT ON RENTAL INCOME

An important side-effect of the relocation of tenants from Ground Zero to other locations is
the impact on rental income. DRIsWEFA estimates that rental income in New York State
paid by these firms will be reduced by $341 million per year as a consequence. This
estimate is only for those large core tenants forced to relocate from the Ground Zero area
because their location was destroyed or severely damaged. This amount represents 40% of
the estimated total $847 million paid in annual rents by these firms prior to September 11.

Rents paid by the former tenants of the WTC and other currently uninhabitable buildings in
the area have ended, to be replaced by new rental payments made by these tenants in their
new locations—whether within New York State or not. Using data provided by
TenantWise.com (our primary source of tenant relocation data), supplemented by real
estate market rental information provided by several leading New York-based real estate
companies, we have estimated the aggregate direct change in rental income as a resuit of
the September 11 attack.

Based upon the core sample of 15 affected properties and 179 of the 187 non-governmental
tenants surveyed by TenantWise.com, we esfimated the annual lease payments for each
tenant on a building-by-building basis, as of September 11, and compared that to an
estimated annual lease payment for each tenant in their post-September 11 location.
Because there is enormous variation in rental rates and other lease factors on a tenant-by-
tenant basis, and because much of this information is confidential to the tenants and
landiords affected, our estimates depend closely upon currently market rental information
for various New York City office sub-markets and building quality categories (Class A versus
Class B). Additionally, our analysis only covers so-called “base rent” estimates. Other
important costs associated with relocation including tenant improvements, moving costs,
lease downtime, tax, insurance, and utilities costs, and escalations in the base rental rate
are not factored into our estimates.
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As noted in the section on employment impacts, firms relocating after September 11 have
selected one of three options:

> Lease new space elsewhere within New York State. Most of this new space is in Midtown
Manhattan. Comparable Midtown space is generally more expensive than the vacated
downtown space, however, in some cases, firms are contracting for less space than they
formerly occupied in Lower Manhattan.

» Backfill into existing leased space located primarily in New York City. In this case, the
backfilling firm is simply filling space they already lease. In this case, rental income
formerly paid in the WTC pre-September 11 location is generally lost.

» Lease space outside of New York State. Generally, space in this category is located in
New Jersey; in a few instances, firms relocated to Connecticut. In this case, the rental
income moves from New York State.

The following table classifies the change in estimated rental income by firms relocating
within New York State, firms relocating out of new York State, and firms that have closed.
By our caiculations, a total of $341 million dollars in rental income is lost from the New York
State tax base as a result of the direct impact of tenant migrations from Ground Zero. To
date, the rental income lost from companies in our core sample that are confirmed to be
closing New York operations is modest, just over $3.1 miillion. Annual losses due to out-of-
state migrations total an estimated $140.5 million. The largest share of annual rental loss,
almost $198 million, derives from firms remaining in New York City. This total reflects both
firms that are backfiling space and firms that are leasing new space at different rental rates
after September 11. The preponderance of companies that are backfilling space they
currently lease in other parts of New York City accounts for much of this decline,

ESTIMATED DIRECT REDUCTION IN ANNUAL RENTAL INCOME
Firms Forced to Relocate from Damaged & Destroyed Properties

Reduction In Annual Rent

Destination Payments
Firms Closed $3,168,159
Firms Relocated Out-of-State $140,481,761
Firms Relocated within New York State $197,753,367
Total $341,403,287

TOTAL IMPACT ON PROPERTY INCOME

The above estimate of the direct impact does not include the impact on rents paid by
affected residents in the area or any secondary impacts on rental income palid by other area
firms that may eventually close or relocate as a consequence of shifting business needs in
lower Manhattan. Y also does not reflect the relocation plans of firms that leased under
10,000 square feet prior to September 11, nor does it include any estimates for firms
located in Upstate New York.

The DRIsWEFA economic model of New York State provides estimates of the total impact on
property income including indirect effects of the attack. Our simulation of this model after
September 11 takes into consideration not only the direct effects of the attacks on the
World Trade Towers, but the indirect economic impact as the State’s economy adjusts to the
changes wrought by the attacks within the context of the ensuing national recession. In all,
we estimate that total property income will fall by an average of $1,650 million annually
during 2002-3, a reduction of about 1.2% of total property income that we had forecast
prior to the attack.
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If we presume there is no change in tenant relocation behavior, it appears that New York
State will fose a minimum of just over $1 billion in taxable lease income over the next three
years from the direct impact of the attack, and a total (direct plus indirect) of approximately
$5 billion in property income during that period relative to our expectations prior to
September 11.
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IMPACT ON TRAVEL & TOURISM

Apart from financial services, the travel and tourism industry is most affected by the
September 11 attacks. The devastating impact on travel and tourism has been global, but
the epicenter of these reverberations is, without question, New York City. A popular tourist
destination for both international and domestic travelers, New York City has seen sharp
declines in this business as travelers, afraid of being caught in the middle of possible future
terrorist activity, have opted to vacation elsewhere or to stay home altogether this fall.
Assuming no further terrorist attacks, this fear will gradually wane; however, it could be
several years before New York City’s tourism activity will truly get back to pre-September
11 levels of normalcy.

The importance of tourism to the City’s economy derives from the number of jobs directly or
indirectly dependent on it. Jobs not only in the industries that primarily serve the tourist—
hotels, car rentals, tour operators, and the like —but industries such as restaurants and
retail trade also heavily rely on tourist business. 56% of the City’s employees work in the
service or trade sectors, and tourists are very important to the demand for a huge
proportion of these workers.

Fortunately for New York, the tourist sector is one which is readily available to rebuilding.
Few of its popular tourist attractions were physically diminished by the attacks, although
some remain closed, and access to the downtown area remains difficult. Nevertheless,
most of the City’s shopping, museums, and historical sites remain intact, and the City
retains the necessary infrastructure to host an ongoing volume of visitors. The biggest
challenge is convincing potential visitors, both in the U.S. and abroad, that the City is safe.
Although overcoming this obstacle wiill not be easy, the City economy stands to gain for
every uncertain tourist it is able to lure back. DRIsWEFA believes that a strong effort to
restore the enthusiasm of tourists should be an important immediate goal as the City seeks
to move forward. Gains here will accrue broadly to the City as a whole, helping to recovery
the vitality that has always been so much of what New York represents.

NEw YORK CITY

Last year 37.4 million people visited New York City for business or leisure and spent almost
$17 biltion in the City. Two-thirds of visitors to New York City arrive for leisure purposes
with the remaining coming for business. It is estimated that travel and tourism in New York
City generated $882 million in State tax revenues last year and provided direct employment
for 146,000 persons.”®

The effects of reduced visitor spending touch many different sectors of the State economy.
First, providers of goods and services to the visitor are affected. These include hotels,
restaurants, taxis, retail trade, tour operators, and entertainment. However, the impact is
also felt by secondary providers of goods and services to these companies. Therefore,
losses have been also felt by sanitation services, laundry, advertising, wholesale trade and
other intermediate suppliers to the tourism sector.

The impact has been most severely felt in the international visitor market which comprised
42% of all visitor spending while accounting for only 18% of all visits. International visitors
spend, on average, two and one-half times more than their domestic counterparts. This
spending is particularly concentrated in shopping with foreign visitors accounting for 70% of
retail visitor spending last year. The impact on international visits will continue to be high

® Travel Industry Association, TEIM Model
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as internatio nal travelers substitute intra-regional for long-haul trave!l. As a result European
and Asian travelers have shunned the United States in favor of closer and perceivably safer
destinations,

The domestic travel market has aiso been significantly affected, but the effects were initially
moderated by three factors. The first is the resilience of drive/train origin markets.
Approximately three quarters of New York City's domestic visitors reside within driving
distance of the City, and early indicators point to substitution of these modes of transport
for air travel. The second factor was the short-term influx of rescue and relief workers as
well as victims’ family and friends. The third has been the rescheduling of trade shows from
September into October. Each of these factors created an temporary boost to lodging and
other spending in October. As these last two factors have subsided, the outlook for
domestic travel to NYC has deteriorated.

City promotional agencies such as NYC & Company have responded with promotional efforts
such as “Paint the Town Red White & Blue.” This promotion offers discounted packages to
visitors, including lodging, a Broadway show, meals and parking discounts. They have been
joined by the airlines, hotels, and major retailers who are now promoting low-price shopping
trips in NYC to residents of other northeast cities prior to the holidays. Such promotions will
help stave off more dramatic losses through the relatively slow winter months.

COMPARISON OF BASELINE (PRE-9/11) AND CURRENT (POST-9/11) OUTLOOK FOR VISITOR SPENDING
New York City, $ Million

2001Q4 2001 2002 2003

Baseline

Domestic 2,292 9,506 9,800 10,388

International 1,943 6,840 7.416 7.935

Total 4,234 16,346 17,218 18,323
Current

Domestic 2,082 9,099 8,971 9,689

International 1,495 5,188 6,374 6,908

Total 3,577 15,287 15,345 16,598
Loss

Domestic 210 407 829 6989

Internationat 448 652 1,042 1,026

Total 658 1,059 1,871 1,725
Percentage Loss

Domestic 9.2% 4.3% 85% 6.7%

International 23.0% 9.5% 14 1% 12 9%

Total 15.5% 8.5% 10.9% 9 4%

Although business travel to New York City will not be as severely affected as leisure travel
by the attacks themselves, business travel budgets are directly related to corporate
profitability, currently very weak for most industries. Consequently, the City can expect
only modest help from business travelers in the months to come.
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2001 was already set to experience contraction in its travel and tourismrrelated sectors.
After strong growth of 9% in 2000, visitor spending was expected to decline about 4% this
year. Hotel room nights were down around 6% year-to-date through August and attraction
attendance was down approximately 4%. The losses were primarily feit in business travel
and international visits.

impact on NYC Visitor Spending
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The impact on visitor spending in the fourth quarter of 2001 alone will tally $658 million.
The impact on international spending will be twice that of domestic visitor spending. Over
20% of previously expected international visitor spending will be foregone in the final three
months of 2001. Nearly 10% of anticipated domestic traveler spending in New York City
will be lost in the amount of $210 million. The most dramatic effects were felt in the finat
three weeks of September. If one includes this period of the crisis, the impact on visitor
spending climbs to $1 billion for the year 2001.

The outlook for travel and tourism in 2002 and 2003 incorporates two key drivers, The first
driver is the residual effects of the terror attacks on the perception of safety. The second
driver is the U.S. recession brought on, in part, by the events of September 11. Therefore
the largest impact is felt in 2002 as both of these drivers weigh-in heavily in the first half of
the year. The U.S. domestic travel market is not expected to recover until the second half
of 2002 as the economy regains its foothold. The international travel market will recoup
some of its dramatic losses in the second half of the year as well. However, a slowing
global economy and the traveler's natural aversion to risk will keep this market from fully
recovering for some years to come,

The impact on visitor spending will tailly $1.9 billion next year and $1.7 billion in 2003. Each
of these years is successfully better than the period before it on a percentage impact basis.
The loss in 2002 is equivalent to 10.9% of expected spending compared with 23% in the
final quarter of 2001. Then, in 2003 the impact falls to 9.4% of the Baseline (pre-9/11)
outlook as growth accelerates.

The impacts on particular sectors of the economy vary with the distribution of spending for
domestic and international visitors. For both domestic and international visitors, lodging
comprises the largest portion of spending. The most notable difference between the profiles
of the two types of visitors is the more significant weight given to shopping for international
visitors. International visitors spend 23% of their budget on shopping compared with only
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7% for domestic visitors. Given the disproportionate impact on international visitors, the
relative impact on the City’'s retail sector is greater than average.

Domestic Visitor Spending International Vishior Spending
Total mpact $1.7 Bn Total Impact $2.5 Bn
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Cumulative impact measured from 2001Q4 through 2003

Occupancy rates at New York hotels have consistently risen since the week of September
11, The rate hit its low point in mid-September with 45% of rooms occupied and the first
week of November registered 78%. However, the impact is more severe than occupancy
rates reveal for several reasons.

» First, beyond the destruction of the Marriott WTC, three other hotels in downtown
Manhattan suffered severe damage. Thus post-September 11 occupancy rates
calculations are based on a reduced supply of rooms.

» Second, hotels have significantly slashed room rates to help stimulate demand. The
average daily rate (ADR} for New York City was down 21% in September and 30% in
October, year-over-year. The ADR in October was $184, compared to $269 one year
earlier. Consequently, hotel revenues have plummeted more rapidly than occupancy.

» Third, the October data reflect the effects of rescheduled as well as regularly-scheduled
trade shows in addition to relief and rescue workers. It is widely expected that the
numbers for November will be even more dismal.

As a result, PKF Consulting’s forecast for 2001 revenue per available room (RevPAR) is $150
for 2001 and $125 for 2002. This compares with a RevPAR of $201 in 2000. So far, an
estimated 6,000 New York City hotel employees have been laid off and hours for remaining
workers have been cut substantially.

Restaurants have experienced large a drop-off in sales, approaching 50% in the second half
of September. The New York State Restaurant Association has estimated that 12% of the
workforce has already been laid off in New York City. Over thirty restaurants have been
permanently closed with an additional 40 closed temporarily.

Broadway and the theater industry have sustained a cumulative loss in ticket sales of $15
mitlion from September 11-November 4. More substantial losses have been staved off by
marketing to closer markets within New York City and the tri-state area. However, advance
ticket sales have not picked up. Museums have also realized declines in attendance as
group travel has fallen dramatically. Attendance from September 11-October 15 at the
major New York City museums (including the Bronx Zoo) fell 40% short of the same period
last year.
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NEW YORK STATE IMPACT

The travel and tourism sector directly employed 468,000 New York State residents last year
and generated State tax revenue of $1.6 billion. Visitor spending in New York State
registered over $39.5 billion in 2000. Domestic expenditures were $29.2 billion, or 73% of
total tourist-related spending in the State. New York has the fourth-highest traveler
expenditure by domestic visitors and the third-highest for international visitors.

New York City makes up 43% of all visitor spending in the State with 70% of all
international visitors and 33% of all domestic visitors. Although the data are not as current
for the State as for the City, it can be assumed that the impact on New York State travel
and tourism mirror those on the City for each particular origin market (i.e. international and
domestic). However, New York State has a much lower percentage of international visitors
and the effects on the State are not as dramatic as for the City.

impact on NY State Visiior Spending

Mn § Impact % Impact
3,000 < 28.0%
2,500 200%
2,000 - L is.0m
1,600 £ X
1,000 T | SR T 10.0%

+ 5.0%

-+ 0.0%
200104 02

770 Domestic

== Domestic % st Antermational %

The most severe impact is naturally seen in the fourth quarter of 2001 with a loss of $1.3
billion, a 13.2% decline from the pre-September 11 Baseline visitor spending forecast. This
compares with a 15.5% decline expected for New York City. Recovery will begin to take
hold in the second half of 2002 but not quickly enough to reverse the effects of a $3.8
billion (9.9% of the baseline) cut in spending by travelers. Visitor spending will grow by a
healthy 8.0% in 2003, but will still remain 8.4% behind the pre-September 11 outlook. Full
recovery —particularly for international visitors-is not expected untif 2005.
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BASELINE (PRE-9/11) AND CURRENT (POST-9/11) QUTLOOK FOR VISITOR SPENDING

New York State, $§ Million

2001Q4 2001 2002 2003

Baseline

Domestic 6,848 28,407 28,407 30,112

International 2,778 9,783 10,076 10,782

Total 9,627 38,190 38,483 40,893
Current

Domestic 6,221 27,180 26,005 28,088

International 2,138 8,851 8,660 9,388

Total 8,359 36,041 34,666 37,474
Loss

Domestic 628 1,217 2,402 2,026

International 640 932 1,416 1,394

Total 1,268 2,149 3.818 3,420
Percentage Loss

Domestic 92% 4 3% 8.5% 6.7%

International 23.0% 9.5% 14.1% 12.9%

Taotal 13 2% 5.6% 9.9% 8.4%

The distribution of traveler spending in New York State reveals those sectors most
vulnerable to current and future declines. Of the major spending categories, Lodging, Other
Transportation {primarily air travel), and Food (primarily restaurants and bars) top the list.

DISTRIBUTION OF VISITOR SPENDING IMPACT ON NEW YORK STATE

$ Millions
Auto Other
Transportation Transportation Lodging Food Recreation Shopping Total
2001Q4 109 305 353 262 88 151 1,268
2002 327 919 1,062 790 266 454 3,818
2003 293 823 951 707 238 407 3,420
% Impact 9% 24% 28% 21% 7% 12% 100%

It is critical to note that the effects of September 11 on airport/airline revenue and
employment are significant for New York State. When examining the size of air-related
expenditure, including air tickets and airport spending, New York ranks third among all
states, registering $6.2 billion last year.
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AIRLINE AND AIRPORT REVENUE, 2000-—~TOP § STATES

State Air-related Expenditure,

$ Millions
California 14,710.3
Florida 6,959 0
New York 6,182.4
Texas 53607
lllinois 5,106.5

Source Travel Industry Association, TEIM, DRFWEFA estimates
based on 1999 data

The airline sector has been hit extremely hard nationally, with across the board capacity
cuts of 20% and current load factors well below average. Load factors were already low
before the attacks. Now, approximately 85% of companies anticipate continued cutbacks in
travel spending by an average of 35%. After the fourth quarter of this year, the economy is
as much to blame as terrorism. We expect some capacity to be restored as 2002 begins.

Air-related expenditures comprise 15% of total traveler spending in New York State and will
struggle to recover over the next two years. Based on visitor declines, the impact on the
State’s air travel sector will tally $200 million in the fourth quarter alone. The losses will
reach $600 million and $530 million in 2002 and 2003, respectively. Approximately 3,000
workers have already been laid off in the transportation industry.
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IMPACT ON STATE TAX RECEIPTS

Taken together, the economic disruptions from the terrorist attacks to New York and the
further weakness in the national economic outlook that resulted will have a significant
impact on New York State tax revenues during the next several fiscal years. DRIsWEFA's
preliminary estimate of this impact totals a reduction of $1,111.7 million in SFY2002,
increasing to a reduction of $2,730 million by SFY 2004, when compared to our expectation
prior to the attacks.

PRELIMINARY ESTIMATE OF STATE TAX REVENUE
REDUCTIONS FOLLOWING THE T ERRORIST ATTACK

($ Millions)

SFY2002 SFY2003 SFY2004

Personal income Tax $927.9 $2,0389 $2322.3
Withholding 479.8 1,124 4 1,338.2
Estimated Payments 4346 7185 760.1
Final Returns 13.5 185.0 2230
User Taxes and Fees 52.1 116.2 133.8
Business Taxes 1317 2857 274.2
Total $1,111.7 $2,420.8 $2,730.3

Although the national recession was underway months prior to the attack, the state’s
economic prospects weakened after September 11. Our preliminary estimates take into
account the elements of economic weakness directly associated with the attack as well as
secondary impacts coming from the resulting reduction in DRIsWEFA’s economic outlook by
early November. The following lists show the major elements that impact our estimate on
State tax revenues, categorizing them as to their source—either directly from the terrorist
attack or the further slowing in the national economy outlook that it caused.

KEY ELEMENTS AFFECTING STATE TAX REVENUE C OMPARISON

Elements Resuilting from Indirect
Economic Weakness:

Elements Resulting Directly From
September 11 Attack:

> Further reduction in financial sector

» Relocation of jobs from WTC site out of

NY State. income and bonuses paid to
» Immediate impact on  worker employees.

productivity in days foliowing the » Further reduction in capital gains

attack. realizations and exercise of stock
» Decline in rental incomes paid as WTC options

firms relocated. » Further reduction in general
> Decline in tourism and business travel economic activity in New York City

to NY City and State. and State.
> Decline in sales at Lower Manhattan

It is important to understand that the elements shown in the second column had aiready
affected the pre-September 11 Baseline used in calculating the impact on State tax

trade estabhishments.
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revenues. By then, the stock market had been declining for a year, and it was clear that
bonus payments, financial sector income, capital gains realizations, and the exercise of
stock options would fall sharply in 2002. Economic growth had slowed to near-zero and the
manufacturing sector had seen a sharp downshift in activity. Following the attack, stock
prices dropped further when the markets reopened, and although much of that decline was
subsequently recovered, DRIeWEFA expects that stock prices will lag behind our pre-
September 11 Baseline through much of next year. Our cutlook for the overall economy is
similar. Consequently, there is a further drop in economic activity related primarily to
September 11 which is reflected in the tax revenue impacts presented here,

All told (including both direct and indirect impacts from September 11}, DRIsWEFA
estimates that New York State’s real gross state product will decline by about 1.7% relative
to our expectation prior to the attack. Not surprisingly, the drop is largest in the financial-
services sector (including finance, insurance, and real estate), whose contribution to gross
state product drops by over 4%. The following elements are particularly important
contributors to the preliminary tax reductions that we forecast for the State over the coming
years,

EMPLOYMENT LOSSES

RELOCATION OF JOBS FROM NEW YORK STATE

Over 80% of our preliminary estimate of the impact on tax revenues flows through a
reduction in Personal Income Taxes (PIT). This is due to the relative importance of the PIT
to the State, and the reiatively high wage earners directly affected by the terrorist attack.
Over 73% of the employment directly affected by the attack was in the financial services
industry, and if insurance companies are included, then the proportion rises to nearly 88%.
Generally speaking, these are relatively high-paying jobs that made up an important part of
the State’s personal income tax base.

The State’s tax base is most directly affected by those jobs relocated from the WTC out of
New York State. When we consider just these jobs, the proportion in the financial sector is
even higher. Over 90% of the estimated 32 thousand jobs feaving New York are in the
financial sector, and if insurance is included, the proportion rises to over 95%. In
considering the impact on the PIT, it is clear that most of the jobs immediately lost to New
York State are those which, from the standpoint of tax revenues, it least wanted to lose.
Not only has the State lost 32 thousand relatively high-paying jobs following the attack, but
these also contributed very high levels of gross state product on average. Consequently,
the loss of these jobs disproportionately affected both personal income and corporate
profits, and the state taxes to be paid on these incomes.

OTHER EMPLOYMENT LOSSES

Beyond the jobs directly affected by the attacks, DRI«WEFA estimates that a total of over
71,000 jobs will be lost following the attacks in 2002 as the direct job and income impacts
ripple through the City’s economy. For the most part, these losses are in other non-
financial sectors, notably retail and wholesale trade, and services. Many of these losses are
related to the decline in tourist and business travel that has occurred, and others were in
the businesses that serviced the financiaksector firms and their employees in Lower
Manhattan. Although many of these jobs will eventually return, we do assume that about
30 thousand jobs have been permanently displaced from New York, and this will have a
lasting effect on State tax revenues.
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DECLINE IN TOURISM AND BUSINESS TRAVEL

Although the immediate impact of the disaster was on the financial sector located in Lower
Manhattan, it is the State’s travel and tourism loss that accounts for the largest direct job
loss in the short-run. Travel and tourism sector directly employed 468,000 New York State
residents last year, and generated State tax revenue of an estimated $1.6 billion,
DRIsWEFA estimates that almost 47 thousand jobs in this sector were lost in the fourth
quarter of 2001. These jobs were clustered in hotels and restaurants, museums and other
tourist attractions, air transportation, and wholesale and retail trade. Of the 47 thousand
jobs lost in the State, 27 thousand are Jocated within New York City.

The good news is that many of these jobs will return in time. In our Current forecast, the
initial fourth-quarter drop in tourism and travelrelated employment eases significantly in
2002. For the year as a whole, the employment drop relative to our Baseline is less than 20
thousand, and we expect this to fall further to about six thousand jobs in 2003, relative to
the Baseline. Business travel will recover along with the economy, particularly during the
second half of 2002 and in 2003. At the same time, tourists will also return as they shed
their fears of air travel and crowds. In this report, we have recommended that the City and
State take the recovery of tourism seriously by developing an enthusiastic policy of
promotion along with steps to enhance tourist security. Given such a program, our analysis
suggests that while the travel-related impact is significant in the short-run, it has good
recovery prospects over the next few years,

RETAIL SPENDING

This recovery in tourism will be equally important for the State’s user taxes and fees.
Visitor spending in New York State totaled over $39.5 billion in 2000; we expect this total to
decline to an estimated $34.7 billion in 2002, Most of this spending is subject to sales and
other user taxes, The recovery of New York City tourism will help reduce the lasting impact
of September 11 on these taxes.

In total, DRIsWEFA estimates a $3.4 billion hit to retail sales in New York State in 2002, a
1.7% drop compared with our Baseline outlook. In addition to the reduction in tourist
spending (especially by foreign tourists, who spend more than two and one-half times on
shopping compared with their domestic counterparts), this reduction is accounted for by
employees relocated out of New York State, who take most of their retail spending with
them, as well as the effects of the decline in general employment and economic activity in
the State subsequent to September 11. Additionally, the State’s retail sales will suffer to
the extent that residents of New York City’s out-of-state suburbs continue to be refuctant to
come into the city to shop.

RENTAL INCOME

Our preliminary tax impact also includes a reduction of $132 million in business taxes in
2002 which doubles to $266 million in 2003. A key component of this decline is a reduction
in rental income paid as former WTC tenants relocate. Approximately one-fourth of the jobs
relocated from the WTC have moved out of state. But even more importantly, many former
WTC tenants have taken up residence in properties they already owned or leased (so-called
“backfilling”). We estimate that a total of $341 million in rental income will be lost annualiy
as a consequence of all these r