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THE BUDGET AND ECONOMIC OUTLOOK:
FISCAL YEARS 2011-2020

THURSDAY, JANUARY 28, 2010

U.S. SENATE,
COMMITTEE ON THE BUDGET,
Washington, DC.

The Committee met, pursuant to notice, at 9:01 a.m., in room
SD-608, Dirksen Senate Office Building, Hon. Kent Conrad, Chair-
man of the Committee, presiding.

Present: Senators Conrad, Feingold, Nelson, Stabenow, Cardin,
Whitehouse, Merkley, Gregg, Grassley, Enzi, Sessions, Bunning,
and Alexander.

Staff present: Mary Ann Naylor, Majority Staff Director; and
Cheri Reidy, Minority Staff Director.

OPENING STATEMENT OF CHAIRMAN CONRAD

Chairman CONRAD. The hearing will come to order.

First, we want to welcome the CBO Director here to the Budget
Committee to report on the latest CBO estimates. And before we
begin that, I want to publicly thank Director Elmendorf for the
really extraordinary effort he and the people at CBO have made
over the last year with an unprecedented workload, and I mean
truly unprecedented. I know firsthand that he and his people have
worked nights, weekends, repeatedly, repeatedly, repeatedly, under
extraordinary time pressures and with real complexity. And I must
say, even though there have been times I disagreed with Director
Elmendorf’s views, sometimes strenuously, I absolutely respect his
independence and his integrity. And I think he has won the respect
of people on both sides of the aisle who have seen that he has tried
to call them straight. And that is the best that we can ask for, and
it really is, I think, high professionalism from Director Elmendorf
and from the people at CBO. And, again, I have had my disagree-
ments on some of their findings on things that mattered a lot to
me, but what is important is that we do have an independent
scorekeeper that has integrity. And certainly Director Elmendorf
has proved that, and I appreciate it.

Let me just turn briefly to my remarks about the subject at
hand. The jobs situation across the country is very much in the
front of everyone’s mind, and if we look at the changes in payrolls
going back to July of 2008, we can see we reached a peak of job
loss in January of 2009. Virtually every month we have seen some
improvement, and in November, we actually had no jobs lost, no
net jobs lost; in December, 64,000. So a dramatic improvement
from the 700,000 that were being lost a month in January of 2009.

o))



Jobs Picture

{Thousands of jobs, monthly from July 2008 through December 2009}

Changes in Private Nonfarm Payrolls
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Sources: Bureau of Labor Statistics, U.S. Department of Labor

The same pattern can be seen in terms of the economic growth
in the economy, the first quarter a negative 6.4 percent, improving
each quarter; so fourth quarter, according to the Blue Chips, we
can anticipate growth in the fourth quarter of last year of 4 per-
cent. Some are now saying it may be even stronger than that.



Economic Performance
Improving

(Percent growth of real GDP in 2009, annual rate)

First Second Third Fourth
Quarter Quarter Quarter Quarter
(forecast)

Sources: Bureau of Economic Analysis, U.S. Department
of Commerce and Blue Chip Economic Indicators

So things have moved from the edge of the precipice. I believe
very strongly we were on the brink of a global financial collapse be-
fore actions that were taken by the Congress, the President, and
I would include the previous President, because the actions of his
administration at the end I think were part of the response from
the Government, both the administration, the Congress, and, of
course, the Federal Reserve, taking actions to provide liquidity to
prevent a collapse. Those actions did forestall, I believe, what
would have been the worst recession since the Depression.
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But it leaves us with a long-term budget outlook that is truly
daunting, and we cannot flinch from that. We cannot deny it. We
have to face up to it. The 10-year budget outlook worst-case sce-
nario is as this chart depicts. We see improvement for the next 5
years, but then it starts to turn and move the other way if we do
not act, and act we must.

Ten-Year Budget Outlook

{($ in billions)
1

$236 B
$200

-$1,800 :
1998 2000 2002 2004 2006 2008 2010 2012 2014 2016 2018 2020

Sources: CBO and SBC

Note: CBO's "The Budget and Economic Outlook: Fiscal Years 2010 to 2020,"
adjusted for alternative policies: extension of 2001 and 2003 tax cuts, traditional
tax extenders, AMT reform, and ongoing overseas military operations.

The gross debt now is approaching World War II levels, and let
me just indicate that I know the economists like to focus on debt
held by the public. I like to focus on the gross debt because, for
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budget purposes, all the debt has to be repaid, and debt can only
be repaid out of current revenues. And so the fact is if we are look-
ing at what is going to have to be dealt with from a budget stand-
point, we have to consider gross debt. Those borrowings from the
trust funds are real. They must be repaid. They are backed by the
full faith and credit of the United States. And when I look at the
gross Federal debt, I see it exceeding 100 percent by 2020—and, in
fact, before that.

Gross Debt Approaches
WWII Levels

(Percent of GDP)

WWII high was 121.7%

116.6% —,
in 2020

57.4%
in 2001

/

Gross Federal ngt -

40% '
2001 2005 2013 2020

Sources: OMB, SBC, CBO

Note: Gross debt calculations by SBC staff using CBO’s “The Budget and Economic Outlook:
Fiscal Years 2010 to 2020,” adjusted for alternative policies: extension of 2001 and 2003 tax
cuts, traditional tax extenders, AMT reform, and ongoing overseas military operations.

The World War II high was 121.7 percent. Now, to put this all
in perspective, other countries, industrialized countries, do have
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higher debt-to-GDP. Japan I believe at this point is in the 189-per-
cent-of-GDP range. But there are real consequences for that. I be-
lieve Japan is about to have their debt downgraded because people
see the risk of debt of that magnitude.

More alarming and more concerning to me is the long-term tra-
jectory, and if we look at the long-term budget outlook from CBO,
we see debt, with all policies extended, all current policies ex-
tended, reaching 400 percent of GDP by 2059. There is no one that
thinks that is a sustainable course. So anybody that tells us, well,
you do not have to do anything, you do not have to worry about
these things, we can just continue as we are, they are not telling
us the truth. And this is not just my judgment. It is the judgment
of Senator Gregg, the Ranking Member here. This has been the
testimony before this Committee of this head of the CBO, of the
previous head of the Congressional Budget Office, of the head of
the Office of Management Budget, of the former head of the Gen-
eral Accounting Office, of the Chairman of the Federal Reserve, of
the current Secretary of the Treasury, of the previous Secretary of
the Treasury.

Federal Debt Soars Under CBO
Long-Term Budget Scenario

{Debt held by the public as a percent of GDP)

Actual Projected

0% <
1962 1972 1982 1992 2002 2012 2022 2032 2042 2052 2089

Source: CBO Long-Term Budget Quticok, June 2009
Note: CBO alternative fiscal scenario with tax cuts made permanent, AMT indexed
for inflation, and Medicare physician payments growing with higher MEI rate.

So it is critically important that we honestly describe our cir-
cumstance. Our circumstance requires action on the debt.

Colleagues, let me quote from CBO on the budget outlook: “The
Federal fiscal outlook beyond this year is daunting. Accumulating
deficits will push Federal debt held by the public to significantly
higher levels. With such a large increase in debt plus an expected
increase in interest rates, as the economic recovery strengthens, in-
terest payments on the debt are poised to skyrocket. Without
changes to Federal fiscal policy involving some combination of
lower spending and higher revenues, rising costs in health care and
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from the aging population will rapidly drive the size of the Federal
debt.”

CBO on the Budget Outlook

“...[T]he federal fiscal outlook beyond this year
is daunting.... [A]Jccumulating deficits will push federal
debt held by the public to significantly higher levels....

“With such a large increase in debt, plus an expected
increase in interest rates as the economic recovery
strengthens, interest payments on the debt are poised
to skyrocket....

“Without changes to federal fiscal policy — involving
some combination of lower spending and higher
revenues... - rising costs [in health care and from
the aging population] will rapidly drive the size of
federal debt....”

- GBO’s Budget and Economic Outlook: Fiscal Years 2010 to 2020
January 2010

Now, I do not know what could be more clear. I do not know
what could be more clear.

Yesterday, or perhaps the day before, I used a chart on the floor
that showed the historical context of our spending and revenue.
That chart showed that current revenue is the lowest it has been
in 60 years. If we look at last year and this year, revenue as a
share of the gross domestic product, the lowest it has been in 60
years; spending, the highest it has been in 60 years as a share of
the gross domestic product. The difference between a revenue level
of about 15 percent of GDP and an expenditure level of 26 percent
of GDP, that is an 11-percent gap. We would not qualify for mem-
bership in the European Union with deficits of that magnitude.
They do not permit it. They do not permit entry for countries that
have deficits of that level.

Senator GREGG. Over 3 percent.

Chairman CONRAD. Yes, I think their limit is 3 percent.

So, look, this is the reality that we confront. The President was
right to focus on this last night, and it is our responsibility to focus
on 1&5 as we put together a budget for this year and the years be-
yond.

GWith that, I call on the distinguished Ranking Member, Senator
regg.

OPENING STATEMENT OF SENATOR GREGG

Senator GREGG. Thank you, Mr. Chairman. Obviously, I second
everything you have said about the problems we have as a Nation
and that we are confronting relative especially to the debt. As you
have said, the debt is the threat. And it is more than a threat now.
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It is a cataclysmic event facing us which is going to basically give
our children a Nation they cannot afford and a lower standard of
living than we have had in our generation.

I want to put one chart up because I think it is the most telling
chart that I have seen in recent years.

Federal Taxes & Spending as % of GDP

Average

1960-2009 Spending

22%

A

20% ‘ \a

18% % N AN --f-—- --f--

Average
16% 1960-2009 Baseline

Projection

18%
14% ' .
1960 1970 1980 1990 2000 2010 2020

Source: SBC Republican Staff, CBO Jan. 26,2010 |

This chart takes the CBO numbers and projects them out. What
the Chairman was talking about is the line that is through the
middle, the axis line, which shows the red line at its height—the
red line being spending—and shows the blue line at its nadir,
which is the taxes line. And that is where we are today, this mas-
sive gap, which is generated in large part by the recession, but also
because much of the spending is recessionary driven, and obviously
the drop in tax revenues is recessionary driven.

But what is also shows in stark terms is that when we return
to some level of “normalcy,” to use I guess it was Herbert Hoover’s
term—no, it was Harding’s term—when revenues return to their
historic levels, we still have a massive gap because spending is not
returning to its historic levels, which makes the obvious point that
the problem is primarily a spending problem. Even if you get your
revenues back to where they have been on average for the last 40
years, you do not solve our problem, and we continue to pile on this
debt, and we get to a position, regrettably, in the very near future
where our debt is so large that, like a dog, we cannot catch our tail.
In other words, we will not be able to afford the interest payments
on that debt. The world community and our own Nation will begin
to be suspicious of our capacity to pay our debt down, which will
lead to an inevitable crisis of significant proportions relative to the
value of the dollar, relative to our ability to sell debt, and relative
to the productivity of the Nation as we have to probably dramati-
cally raise the cost of Government on the productive side of the
ledger.




9

So this is a problem of inordinate proportions, and it is in large
degree a spending issue. And, thus, we have to start addressing it
on the spending side, obviously. There are others who want to ad-
dress it on the revenue side. But I believe that we have got to ad-
dress the issue where it lies, and this chart unequivocally points
out that it lies in the fact that we are taking the size of the Gov-
ernment from its historic level of about 20 percent of GDP up to
25, 26, 27, potentially up to 30 percent of GDP.

Well, how do we address that? Last night, the President said, re-
lated again that he wanted to freeze non-defense discretionary.
Well, that is good language, but not a lot of money. I mean, it is
a lot of money for us individually. It would actually be a lot of
money for the State of New Hampshire. But in the context of what
we are facing in deficits, it is not a lot of money. The “lot of money”
comes on the entitlement side, not on the non-defense discretionary
side, and that is where we have got to set our course and try to
do something.

Unfortunately, I did not hear anything about controlling the enti-
tlement accounts, and, in fact, on balance, if you take all the new
programmatic ideas that were put on the table last night—and
there were a whole series of them that were put out. I have not
added them up yet, but I am sure that they far exceeded by a fac-
tor of, I suspect, 4 or 5 what was represented as would be saved
under a discretionary freeze, a non-defense discretionary freeze. So
actually spending under the proposals from last night goes up
again.

We need to face up to this. You know, it is like that old TV ad,
Fram oil filter ad, “You can pay me now or pay me later.” But the
“later” is coming fast. This is no longer an over-the-horizon event.
It is on the horizon and closing fast. And I will be interested to
hear from the Director what he thinks the closing date is. When
does the Nation hit the wall? We know that Japan is hitting it
right now. Their debt is about to be downgraded, it appears. And
when are we going to get to that point? And is it not a predictable
event right now that that will occur in our Nation? And when that
occurs, that is when you have basically stepped off the insolvency
cliff, and it is very hard to catch yourself as you fall off an insol-
vency cliff. So I will be interested in hearing what the Director
says.

I also want to join with the Chairman in thanking him for his
extraordinary work and his team’s extraordinary work over the last
few months, an incredibly intense period with the scoring of the
health care bill. And the integrity and fairness of CBO really gave
the whole exercise a lot more—well, it made me feel comfortable
that we were at least getting good numbers on a bad bill and we
were getting honest and fair numbers on a bad bill. And that is
what CBO should do. It should be the fair umpire around here, and
you have really done an extraordinary job of being the fair umpire,
and we thank you for that.

Chairman CONRAD. Director Elmendorf, just before you begin, I
want to amplify something Senator Gregg said. I have had people
suggest to me that any commission that would consider our long-
term debt would make adjustments to Social Security and Medi-
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care. I think we have got to look people in the eye and say yes.
There is really no alternative.

Medicare is cash-negative today. The trustees tell us it will be in-
solvent in 8 years. Social Security is cash-negative today, and your
report of the day before yesterday says that it will be cash-negative
every year except two for the future.

You say in your report it will go cash-negative on a permanent
basis in 2016. So anybody that says you do not have to make any
changes to those programs, programs I strongly support—I lost my
parents when I was young. I got Social Security; it helped me go
to college. So I understand its importance in people’s lives. I under-
stand the importance of Medicare in people’s lives. I have seen it
in my own family. But the suggestion we do not have to do any-
thing is just not being straight with people.

And so I hope as this debate goes forward we just do not fall
back into the same old divide of you cannot cut this, you cannot
add any revenue here. I personally believe given the nature of the
baby-boom generation that has doubled the number of people who
are eligible for these programs, you are going to have to do some-
thing on the revenue side as well.

So I again welcome you to the Committee and again thank you
for your and your team’s extraordinary work during these last
many months.

STATEMENT OF DOUGLAS W. ELMENDORF, DIRECTOR,
CONGRESSIONAL BUDGET OFFICE

Mr. ELMENDORF. Thank you, Mr. Chairman and Senator Gregg,
for your very kind words about our work at CBO.

Exactly 1 year ago today, I testified before this Committee for
the first time as the newly minted Director of the Congressional
Budget Office, and on behalf of all of us at CBO I want to express
our appreciation for the support that both Senator Conrad and
Senator Gregg have shown for our work over the past year, which
means a great deal to us.

To you and to all the members of the Committee, I appreciate the
invitation to testify today about CBO’s annual outlook for the budg-
et and the economy.

Under current law, CBO projects that the budget deficit this
year, fiscal year 2010, will be about $1.35 trillion, or more than 9
percent of the country’s total output. That deficit would be only
slightly smaller than last year’s deficit, which was the largest as
a share of GDP since World War II.

We expect that revenues will grow modestly this year, primarily
because we expect a slow pace of economic recovery.

We expect that outlays will be about even with last year’s level
as a decline in Federal aid to the financial sector is offset by rising
outlays from the stimulus packages and for other purposes.

Debt held by the public will reach $8.8 trillion by the end of this
fiscal year, or 60 percent of GDP—the largest burden since the
early 1950’s.

Looking beyond this fiscal year, the budget outlook is daunting.
Again, under current law, CBO projects that the deficit will drop
to about 3 percent of GDP by 2013 but remain in that neighbor-



11

hood through 2020. By that point, interest payments alone would
cost more than $700 billion per year.

Moreover, maintaining the policies embodied in current law that
underlie those projections will not be easy. It would mean, for ex-
ample, allowing all the tax cuts enacted in 2001 and 2003 to expire
next year as scheduled, and not extending the temporary changes
that have kept the alternative minimum tax, or AMT, from affect-
ing more taxpayers.

But as you know, many policymakers have expressed their inten-
tion not to let current law unfold as scheduled. If instead they ex-
tended all of the 2001 and 2003 tax cuts, indexed the AMT for in-
flation, and made no other changes to revenues or spending, the
deficit in 2020 would be twice the size of the deficit that we project
under current law. Debt held by the public would equal 87 percent
of GDP and be rising rapidly.

The baseline projections also assume that annual appropriations
will rise only with inflation. If instead policymakers increased such
spending in line with GDP, which is about what actually happened
over the past 20 years, the deficit in 2020 would be two-thirds
again as large as we project under current law.

In sum, the outlook for the Federal budget is bleak.

To be sure, forecasts of budget and economic outcomes are highly
uncertain. Actual deficits could be significantly smaller than we
project or significant larger. We believe that our projection balances
those risks.

One set of factors contributing to the bleak budget outlook are
the financial crisis and severe recession along with the policies im-
plemented in response. Analysts define the end of a recession as
“the point at which output begins to expand again.” By that defini-
tion, the recession appears to have ended in mid-2009. However,
payroll employment, which has fallen by more than 7 million since
the beginning of the recession, has not yet begun to rise again, and
the unemployment rate, as you know, finished last year at 10 per-
cent—twice its level of 2 years ago.

Unfortunately, CBO expects that the pace of economic recovery
in the next few years will be slow. Household spending is likely to
be dampened by weak income growth, lost wealth, and constraints
on their ability to borrow. Investment spending will be slowed by
the large number of vacant homes and offices.

In addition, although aggressive action by the Federal Reserve
and the fiscal stimulus package helped moderate the severity of the
recession and shorten its duration, the support to the economy
from those sources is expected to wane.

Employment will almost certainly increase this year, but it will
take considerable time for everyone looking for work to find jobs,
and we project that the unemployment rate will not return to its
long-run sustainable level of 5 percent until 2014. Thus, more of
the pain of unemployment from this downturn lies in front of us
than behind us.

A deep recession and protracted recovery mean under current
law lower tax revenues and higher outlays for certain benefit pro-
grams. CBO estimates that those automatic stabilizers will in-
crease the budget deficit by more than 2 percent of GDP in both
2010 and 2011. In addition, CBO projects that last year’s fiscal
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stimulus package will increase the deficit by roughly 2 percent of
GDP this year and by a smaller amount next year.

As the economy recovers and the effects of the automatic stabi-
lizers and legislated policies fade away, the budget deficit will
shrink relative to GDP. However, as I have noted, the projected
deficit remains large throughout the decade even under current
law. And if current law is changed in some way that more closely
matches current policy, as many people perceive it, the amount of
Government borrowing relative to GDP would be unprecedented in
the post-war period.

A large and persistent imbalance between Federal spending and
revenues is apparent in CBO’s projections for the next 10 years and
will be exacerbated in coming decades by the aging of the popu-
lation and the rising costs of health care. That imbalance stems
from policy choices made over many years.

As a result of those choices, U.S. Fiscal policy is on an
unsustainable path to an extent that cannot be solved by minor tin-
kering. The country faces a fundamental disconnect between the
services that people expect the Government to provide, especially
in the form of benefit payments to older Americans, and the tax
revenue they are prepared to send to the Government to finance
those services. This fundamental disconnect will have to be ad-
dressed in some way if the Nation is to avoid serious long-term
damage to the economy and to the well-being of the population.

Thank you. I would be happy to take your questions.

[The prepared statement of Mr. Elmendorf follows:]
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Chairman Conrad, Senator Gregg, and Members of the
Committee, thank you for inviting me to testify on the
Congressional Budger Office’s (CBQ's) most recent anal-
ysis of the outlook for the budget and the economy. My
statement summarizes CBO’s new economic forecast and
baseline budget projections, which cover fiscal years 2010
through 2020. Those estimates were released on Tuesday
in the report titled The Budger and Eronomic Outlpok: Fis-
cal Years 2010 to 2020.

The Congressional Budget Office projects that if current
laws and policies remained unchanged, the federal budget
would show a deficit of about $1.3 trillion for fiscal year
2010 (see Table 1). At 9.2 percent of gross domestic
product (GDP), that deficit would be slightly smaller
than the shortfall of 9.9 percent of GDP ($1.4 trillion)
posted in 2009. Last year’s deficit was the largest as a
share of GDP since the end of World War II, and the def-
icit expected for 2010 would be the second largest. More-
over, if legislation is enacted in the next several months
that either boosts spending or reduces revenues, the 2010
deficit could equal or exceed last year's shortfall.

The large 2009 and 2010 deficits reflect a combination of
factors: an imbalance between revenues and spending
that predates the recession and turmoil in financial mar-
kets, sharply lower revenues and elevated $pending associ-
ated with those economic conditions, and the costs of
various federal policies implemented in response to those
conditions.

The deep recession that began two years ago appears to
have ended in mid-2009. Economic activity picked up
during the second half of last year, with inflation-adjusted
GDP and industrial production both showing gains. Sull,
GDP remains roughly 6% percent below CBO's estimate
of the output that could be produced if all labor and cap-
ital were fully employed (that difference is called the cur-
put gap), and the unemployment rate, at 10 percent, is
twice what it was two years ago.

Economic growth in the nexr few years will probably be
muted in the afrermath of the financial and economic
turmoil. Experience in the United States and in other

countries suggests that recovery from recessions triggered
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by financial crises and large declines in asset prices tends
to be protracted. Also, although aggressive action on the
part of the Federal Reserve and the fiscal stimulus pack-
age enacted in early 2009 helped moderate the severity of
the recession and shorten its duration, the support com-
ing from those sources is expected to wane. Furthermore,
spending by houscholds is likely to be constrained by
slow growth of income, lost wealth, and limits on their
ability to borrow, and investment spending will be slowed
by the large number of vacant homes and offices.

Under current law, the federal fiscal outlook beyond this
year is daunting: Projected deficits average about

$600 billion per year over the 20112020 period. As a
share of GDP, deficits drop markedly in the next few
years but remain high—at 6.5 percent of GDP in 2011
and 4.1 percent in 2012, the first full fiscal year after cer-
tain tax provisions originally enacted in 2001, 2003, and
2009 are scheduled to expire. Thereafter, deficits are
projected to range between 2.6 percent and 3.2 percent
of GDP through 2020.

Those accumulating deficits will push federal debt held
by the public to significantly higher levels. At the end of
2009, debt held by the public was $7.5 tillion, or 53 per-
cent of GDP; by the end of 2020, debt is projected to
climb to $15 trillion, or 67 percent of GDP. With such a
large increase in debt, plus an expected increase in interest
rates as the economic recovery strengthens, interest pay-
ments on the debt are poised to skyrocket. CBO projects
that the government’s annual spending on net interest
will more than triple between 2010 and 2020 in nominal
terms, from $207 billion to $723 billion, and will more
than double as a share of GDP, from 1.4 percent to

3.2 percent (sce Figure 1).

Moreover, CBO’s baseline projections understate the
budget deficits that would arise under many observers’
Interpretation of current policy, as opposed to current
law. In particular, the projections assume that major pro-
visions of the tax cuts enacred in 2001, 2003, and 2009
will expire as scheduled and that temporary changes that
have kept the alternative minimum tax (AMT) from
affecting many more taxpayers will not be extended. The
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Table 1.

CBO’s Baseline Budget Outlook

Total, Total,
Actual 2011-  2011-
2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2015 2020
In Biltions of Doltars .
Total Revenues 2105 2175 2,670 2964 3,218 3465 3,625 3,814 3996 4170 4352 4563 15941 36836
Total Outiays 3518 3524 3650 3,613 3756 3940 4105 4335 4521 4712 5000 35,250 19065 42883
Total Deficit (-} or Surplus -1,414 -1,349 -980 -650 -539 -475 -480 -521 -525 -542 -649 -687 -3,124 -6,047
On-budget <1551 -1,434 -1076 757 -659 608 -619 652 659 669 -765 793 -3719 7,263
Off-budget” 137 86 9 108 120 133 139 138 134 17 116 107 595 1,216
Debt Held by the Public at the
End of the Year 7544 8797 9,785 10,479 11,056 11,556 12,055 12,595 13,133 13,678 14,329 15,027 na na.
As a Percentage of Gross Domestic Product
Total Revenues 148 149 178 188 193 197 197 198 199 200 201 202 191 196
Total Outiays 247 241 243 10 25 24 223 N6 226 226 231 233 229 28
Total Deficit -9.9 -92 -65 -41 -32 -27 -26 -7 -26 -26 -3.0 -3.0 -3.7 -3.2
Debt Held by the Public atthe
End of the Year 530 603 653 666 863 656 654 655 655 657 661 667 na. n.a.
Memorandum:
Gross Domestic Product
(Billions of doflars) 14,236 14,595 14,992 15,730 16,676 17,606 18,421 19,223 20,036 20,823 21,667 22544 83425 187719

Source: Congressicnal Budget Office.

Note: n.a. = not applicable.

a. Off-budget surpluses comprise surpluses in the Social Security trust funds and the net cash flow of the Postal Service.

baseline projections also assume that annual appropria-
tions rise only with inflation, which would leave discre-
tionary spending very low relative to GDP by historical
standards. If the tax cuts were made permanent, the
AMT was indexed for inflation, and annual appropria-
tions kept pace with GDP, the deficit in 2020 would be
nearly the same, historically large, share of GDP thatitis
today, and debt held by the public would equal nearly
100 percent of GDP.

The Budget Outlook

In 2010, under an assumption that no legislative changes
occur, CBO estimates that federal spending will total
$3.5 trillion and revenues will total $2.2 trillion. The
resulting deficit of about $1.3 trillion would be just

$65 billion less than last year’s shortfall and more than
three times the size of the deficit recorded in 2008, Total
outlays ate projected to increase by just $5 billion, while

revenues are projected to rise by $70 billion. The deficit
for this year is on track to be about as large as last year’s
because an expected decline in federal aid to the financial
sector will be offset by increases in other outlays, particu-
larly spending from last year's stimulus legislation and
outlays for income support programs, health care pro-
grams, Social Security, and net interest. At the same time,
revenues are projected to increase only modestly primar-
ily because of the slow pace of cconomic recovery forecast
by CBO and the lagged effect of the recession on tax
receipts.

In 2011, according to CBO's baseline projections, the
deficit falls to $980 billion, or 6.5 percent of GDP, as
the economy improves, certain tax provisions expire as
scheduled, and spending related to the economic down-
turn abates. Revenues are projected to rise by about
$500 billion, an increase of 23 percent, while outlays are
projected to increase by $126 billion, or 4 percent.
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Looking beyond 2011, CBO’s baseline projections show
outlays remaining berween 22.3 percent and 23.3 percent
of GDP (compared with 24.1 percent in 2010} (sce Fig-
ure 2 on page 3). Continued economic growth will allow
payments for unemployment compensation and other
benefit programs to subside, and discretionary spending
is assumed to increase slowly. However, the retirement of
more members of the baby-boom generation and rising
health care spending per person will cause outlays for
Medicare, Medicaid, and Social Security to continue to
grow fairly rapidly.

The baseline projections show revenues rising to

20.2 percent of GDP by 2020 (compared with 14.9 per-
cent in 2010}, with most of the increase stemming from
individual income tax receipts. Almost half of the increase
in those receipts relative to the size of the economy can be
artributed to the expiration of provisions originally
enacted in the Economic Growth and Tax Relief Recon-
ciliation Act of 2001, the Jobs and Growth Tax Relief
Reconciliation Act of 2003, and the American Recovery
and Reinvestment Act (ARRA), as well as other expiring
tax provisions; the remainder is due to the economic
recovery and structural features of the individual income
tax system.

The Economic Outlook

Severe economic downturns often sow the seeds of robust
recoveries. During a slump in economic activity, consum-
ers defer purchases, especially for housing and durable
goods, and businesses postpone capital spending and try
to cut inventories. Once demand in the economy picks
up, the disparity between the desired and actual stocks of
capital assets and consumer durable goods widens
quickly, and spending by consumers and businesses can
accelerate rapidly. Although CBO expects that the cur-
rent recovery will be spurred by that dynamic, in all like-
lihood, the recovery will also be dampened by a number
of factors. Those factors include the continuing fragility
of some financial markets and institutions; declining sup-
port from fiscal policy as the effects of ARRA wane and
tax rates increase because of the scheduled expiration of
key tax provisions; and slow wage and employment
growth, as well as a large excess of vacant houses.

In CBO’s forecast, real GDP increases by 2.1 percent
berween the fourth quarter of 2009 and the fourth quar-
ter of 2010 and by 2.4 percent in 2011 (see Table 2).
Given CBO's estimate of growth in potential output,

those GDP growth rates will narrow the difference
between actual output and potential ourput (the output
gap) only slightly. Growth of real GDP will accelerate
after 2011, spurred by stronger business investment and
residential construction. For 2012 through 2014, CBO
projects that real GDP will increase by an average of
4.4 percent per year, which would close the output gap
completely by the end of 2014,

Even though economic activity began to increase again
during the second half of 2009, the unemployment rate
continued to rise, finishing the year ar 10.0 percent. Hir-
ing usually lags behind output during the initial stages of
a recovery because firms tend to increase output first by
boosting productivity and by raising the number of hours
thar existing employees work; adding employees tends to
occur later. CBO expects that the unemployment rate
will average slightly above 10 percent in the first half of
2010 and then turn downward in the second half of the
year (see Figure 3). As the economy expands further, the
rate of unemployment is projected to continue declining
until, in 2016, it reaches $ percent, which s equal o
CBO’s estimate of the rate of unemployment consistent
with the usual rate of job turnover in U.S. labor markets.

Reflecting the large amount of slack in the economy,
inflation will decrease further from its already low level in
2009, CBO forecasts, The core price index for personal
consumption expenditures (that is, the PCE price index
excluding the prices of food and energy) will rise by about
1 percent {on a fourth-quarter-to-fourth-quarter basis) in
2010 and by 0.9 percent in 2011. The overall PCE price
index will rise by 1.4 percent in 2010 and 1.1 percent in
2011,

CBO’s forecast anticipates slower growth in 2010 and
2011 than does the forecast of the Blue Chip consensus
{reflecting the views of about 50 private-sector econo-
mists). Most private forecasters probably assume that the
Congress will not allow previous tax cuts to expire as
scheduled. If CBO assumed, in contrast with the assump-
tion of its baseline, that all of the expiring rax provisions
were extended beyond 2010, the agency’s forecast of the
level of real GDP at the end of 2011 would be in line
with the forecast of the Blue Chip consensus {although
real GDP in later years would be diminished relative to
the baseline projection by the greater accumulation of
government debt). CBO's forecast for inflation is roughly
in line with that of the Blue Chip consensus in 2010 but
significantly lower in 2011.
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Table 2.
CBO’s Economic Projections for Calendar Years 2009 to 2020
Esti d Forecast Projected Annual Average
2009 2010 2011 2012-2014 2015-2020
Fourth Quarter to Fourth Quarter (Percentage change)
Real GDP -0.4 21 2.4 4.4 24
GOP Price Index 0.9 10 0.9 12 17
PCE Price Index 1.4 14 11 12 18
Core PCE Price Index’ 15 10 0.9 11 17
Consumer Price Index’ 17 16 1.1 13 19
Core Consumer Price Index” 2.0 11 0.9 1.2 19
Calendar Year Average

Nominal GDP

Billions of doflars 14,253 14,706 15,116 17,816 ° 22,770 ¢

Percentage change -1.3 32 28 5.6 42
Unemployment Rate (Percent) 9.3 101 9.5 6.5 5.0
Interest Rates (Percent)

Three-Month Treasury bill rate 0.1 6.2 0.7 29 46

Ten-Year Treasury note rate 32 36 3.9 45 55

Sources: Congressional Budget Office; Department of Commerce, Bureau of Economic Analysis; Department of Labor, Bureau of Labor
Statistics; Federal Reserve Board.

Note: GDP = gross domestic product; PCE = personal consumption expenditure.
a. Excludes prices for food and energy.

b. The consumer price index for all urban consumers,

¢ Levelin 2014,

d. Levelin 2020.

Figure 3.
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Chairman CONRAD. Well, first of all, thank you for that. Sobering
but truthful.

I wrote you some time ago and asked you to analyze and have
your people help analyze various measures to help strengthen the
economy and help create jobs at this time of continuing economic
weakness. And you and your people came back with an analysis,
and I would like to talk for a few minutes about your views with
respect to what measures to help the private sector employ more
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people would be most effective and would be most effective in a
way that is timely.

As I read your analysis, your top three most impactful policy
changes for increasing jobs in 2010 were, No. 1, tax assistance for
businesses that would hire additional people; additional tax assist-
ance for small business through small business expensing; and as
I read the report, the extension of unemployment insurance—that
those three would have the biggest bang for the buck and the most
immediate impact. Is that correct?

Mr. ELMENDORF. I would just distinguish among those three, Mr.
Chairman. In our review, the incentive for greater business invest-
ment would be less effective than tax credits for firms that increase
their payroll or additional benefits for people who are unemployed.
For many years, economists have believed that temporary tax in-
centives can have a powerful stimulative effect, particularly be-
cause of their temporariness and, thus, the need to take the action
now. I think, unfortunately, the experience of the last decade, when
these sorts of incentives have been tried on several occasions, has
somewhat dampened economists’ enthusiasm for those approaches
because they appear to have been less successful in stimulating in-
vestment.

I think one piece of intuition for that is that when firms have a
lot of unused capacity, as they do today, and a lot of uncertainty
about the course of the future demand and the use of that capacity,
they may be less responsive even to cut-rate opportunities to do
more investment.

So that would be the least effective of the three you mentioned,
according to our analysis.

Chairman CONRAD. Which would be the least effective?

Mr. ELMENDORF. The business incentives. The incentives for
business investment, which I think was one of the ones that you
mentioned. The ones that would be more effective, in our judgment,
would be increasing payments to people who are unemployed, par-
ticularly because they are very short of income and likely to spend
a large share of the money they receive very quickly; and, second,
incentives for businesses that increase payrolls because that puts
money into the economy, but also provides this particular incentive
to do more hiring. And the effectiveness depends a good deal, in
our judgment, on just how that incentive is structured.

Chairman CONRAD. I see. I was perhaps not hearing you right.
I thought in your original response you were putting the jobs credit
in the same camp as the small business expensing. What you are
saying, what I hear you saying is the two things with the biggest
pop would be, in essence, a tax break for businesses that hire peo-
ple, No. 1, on the business incentive side. And the other thing that
you see in your analysis that would help is the unemployment in-
surance extension.

Why would that be of assistance in terms of jobs?

Mr. ELMENDORF. The chain of reasoning is basically that if peo-
ple receive money and then they spend it, that demand for goods
and services then means that those businesses that are selling
products have the revenue to hire more people and see a need to
hire more people because they need to step up their production to
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meet this increased demand, the normal process through which
extra demand increases jobs.

Chairman CONRAD. I am running out of time here, so I want to
go to the third element that we talked about, the small business
expensing. As I read the report, that was seen as positive in terms
of helping with the job situation in the country today.

Mr. ELMENDORF. Well, I think that is right. I did not mean to
say it would have no effect. It just, in our judgment, would be less
effective than the other two items that you mentioned.

Chairman CONRAD. Yes.

Mr. ELMENDORF. Yes, we do think there is some effect of reduc-
ing the price of buying investment goods, particularly for a time-
limited period, which then would encourage businesses, if they
were thinking of doing investment in the future, to do it right now.

Chairman CONRAD. Are there any other things that would be as
effective as those three, or more effective, for 2010?

Mr. ELMENDORF. Those are the ones that we think of as being
most effective. The one thing, I would just broaden a bit this in-
creased aid to the unemployed. One can just give money to other
people in the form of tax cuts or increased benefits. The effective-
ness depends—in our judgment, the effectiveness in spurring over-
all economic activity and job creation depends on how much of that
money is spent; and, thus, giving it to people who are unemployed
is particularly effective because they are likely to spend a large
share of it. But one could achieve effects that would be somewhat
smaller by giving benefits to other people as well.

Chairman CONRAD. And with respect to infrastructure, as I read
your report, that would be more effective in 2011 than 20107 Is
that a correct reading of your report?

Mr. ELMENDORF. Yes, that is correct. Our judgment, and I think
it has—it was our judgment a year ago, and it has been confirmed
by the experience of the past year, is that most infrastructure dol-
lars move into the economy somewhat slowly. There are projects—
resurfacing of roads, and I drive on some, and I appreciate that
they are resurfaced. That can happen pretty quickly when money
is made available. But many other infrastructure projects, the more
substantial projects, have fairly long lags, and it takes some time
to get that money out the door.

That is not a judgment, of course, about whether those projects
are worth doing or not worth doing from any other perspective. But
as a question of pure macroeconomic impact, they tend to take
some time to take effect.

Chairman CONRAD. I thank you for that.

Senator Gregg?

Senator GREGG. You have highlighted the fact that one of the
primary drivers of the growth in the government and the spending
which is going to create this structural deficit is health care costs,
especially as it relates to the aging population, is that correct?

Mr. ELMENDORF. Yes, that is right.

Senator GREGG. Now, you sent us a letter, myself and the Chair-
man a letter, that said that if you wanted to control health care
costs, there were two primary things that could occur that you sug-
gested. One of them was that the amount of deductibility for health
insurance should be reduced so that people were actually paying
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more of a share of their health insurance rather than having it tax
deductible, isn’t that correct?

Mr. ELMENDORF. Yes, and the “should” is your term. We don’t
make recommendations. But what we did write to you was that
there are a few levers the government controls and that was——

Senator GREGG. That is a primary lever.

Mr. ELMENDORF. Yes.

Senator GREGG. So when we hear the House talking about—the
House leadership talking about changing health care so that insur-
ance is fully deductible and so that the Cadillac plans are given ad-
vantageous tax treatment, that is actually going in the wrong di-
rection?

Mr. ELMENDORF. I think from the perspective of cost control, it
is a very widespread view among experts that reducing the tax
subsidy for more generous insurance is one of the very important
levers the government has, and that taking—and that not employ-
ing that lever then reduces the extent of cost control, all else equal.

Senator GREGG. Also in the health bill that passed, there was a
massive savings expected in Medicare. I believe you estimated $500
billion over the first 10 years. A trillion dollars was our estimate
over the first 10 years of full implementation, $3 trillion over the
first 20 years of full implementation. The Medicare savings were
used to expand other activities of the government, specifically the
](;xlll)ansion of Medicaid and the new entitlement that was in the

ill.

If those dollars were used, which were saved from Medicare, to
shore up Medicare in some manner, a Medicare reserve fund or
something that would basically be paying down debt, could you
give us a thumbnail estimate as to how much that might help cor-
rect the out year structural problems we have?

Mr. ELMENDORF. I can’t do a quantitative calculation in my head,
but your logic is certainly correct, Senator, that we estimated al-
most $500 billion in Medicare savings over the 10-year projection
period and increasing amounts over time in an amount that we
have not separately quantified——

Senator GREGG. Let me try to confine the question, then. If you
didn’t use it to expand the government but you used it instead to
try to shore up the Medicare system by reducing the debt, wouldn’t
that have a significant positive effect for Medicare but also—Dbe-
cause it would make it more solvent, theoretically—but also for the
debt situation?

Mr. ELMENDORF. Yes, Senator. If we used those same savings to
pay down debt, that would be a significant improvement in the
budget outlook.

Senator GREGG. There has been a lot of talk about the fact that
TARP money is available to spend somewhere else. First, the law
doesn’t allow that. It is supposed to be used to reduce the debt. But
I just want to clarify the fact that there is no TARP money, that
all this money has to be borrowed, right? I mean, every cent of
TARP money is borrowed from China or from somebody, right?

Mr. ELMENDORF. There is just one pool of government money and
everything else is a sort of accounting treatments to keep track of
it for various purposes. But yes, if more is spent through the
TARP, that is just more that is spent.
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Senator GREGG. And more that is borrowed?

Mr. ELMENDORF. And more that is borrowed.

Senator GREGG. And more that goes on the Federal debt?

Mr. ELMENDORF. And more that goes on the Federal debt.

Senator GREGG. So there is no piggy bank over here that some-
body has as a reserve fund somewhere in some desk drawer down
at Treasury that they can use to create a new small business pro-
gram or a new housing program or whatever they want to do. It
has to be borrowed from somebody, right?

Mr. ELMENDORF. That is right.

Senator GREGG. The freeze that the President has suggested, and
I give him credit for using the term “freeze” and for stepping for-
ward on that turf and I thank them for doing that, but I am trying
to quantify it, because the deficit this year you projected at $1.34
trillion, was that your number?

Mr. ELMENDORF. For this fiscal—yes, 1.35 I said, but yes, that
is correct.

Senator GREGG. So $1.35 trillion. If we were to do a non-defense
discretionary freeze, give me the number that that would be ad-
justed for inflation and not adjusted for inflation.

Mr. ELMENDORF. So if we did a full—our report shows what
would happen with a full discretionary freeze. So if one froze dis-
cretionary appropriations for defense and non-defense for a full 10
years——

1 Senator GREGG. Just non-defense, the proposal that the Presi-
ent——

Mr. ELMENDORF. So, unfortunately, we don’t have enough details
about the President’s proposal to do that calculation. I know only
what I have seen in the newspapers. When we receive the Presi-
dent’s budget next week, we can do that calculation. But until we
know exactly which categories are included, excluded——

Senator GREGG. Well, how about a range? It would range,
wouldn’t it, between $15 billion and, say, $25 billion, somewhere in
that range, right?

Mr. ELMENDORF. Well, so in the—again, it depends crucially
what happens after the freeze. So if you freeze for 3 years, if you
then go back up to the level you would have been at otherwise,
then the savings are just in those 3 years and they are small. If
you maintain the—if you freeze and then grow from the end of the
freeze but don’t jump back up, then you can achieve significant
savings over the remaining years, and that is obviously a policy
choice that the Congress will have to make.

Senator GREGG. What I am trying to get at here, obviously, is
compared to the deficit this year, which is going to be $1.35 trillion,
we are talking about this year saving, if you did a non-defense dis-
cretionary freeze of maybe 1 percent or 10 percent—what

Mr. ELMENDORF. Yes, it is even less than that. So we think a
freeze on all discretionary appropriations would only save $10 bil-
lion in fiscal year 2011.

Senator GREGG. So it is a step in the right direction, but it has—
that is a lot of money, but it still has a marginal impact on what
we——

Mr. ELMENDORF. As a share of the total deficit problem, it is a
small step.
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Senator GREGG. Thank you.

Chairman CONRAD. Senator Feingold?

Senator FEINGOLD. Mr. Chairman, let me begin by thanking you
and the Ranking Member for your bipartisan efforts to get our
long-term fiscal house in order, and in particular for your Fiscal
Commission amendment to the debt limit measure. As you know,
I had some concerns with the concept of a Special Fiscal Commis-
sion. I don’t think we should be outsourcing the job that we should
be doing. But I share your frustration at the consistent failure of
Congress to confront our long-term budget problems.

And as is the case for many issues that we consider, there comes
a moment when you have to decide, and in the Senate, you can’t
vote maybe. So even though I am not entirely comfortable with this
approach, I decided to support the amendment. And while it didn’t
get the 60 votes it required under the unanimous consent agree-
ment, I was encouraged that it was supported by the majority of
the Senate.

Of course, as is obvious from the Director’s testimony, it will only
get tougher, in particular, when we finally have to consider specific
spending and revenue policies to correct the problem. There will be
enormous pressure to resist such a correction, and that is appro-
priate. It is the way of a democracy. When that day comes, and I
hope it comes soon, our country will be best served if that date con-
centrates all of our minds.

I thank Director Elmendorf for all his work and the work of the
CBO. Please know that some of us truly appreciate the work of the
CBO and I acknowledge, as the Chair and the Ranking Member
did, the pressures you face, perhaps because we are responsible for
a whole lot of that pressure. I also want to acknowledge the limita-
tions of any economic forecasts and especially those under which
the CBO operates. Keynes said, never predict. If you do predict,
predict frequently. Congress won’t allow you to obey either of these
admonitions, though. However, you are wise enough to recognize
the spot in which we place you and to include language in your re-
port regarding the uncertainty of your projections.

In that regard, I have a place on my bookshelves for the Budget
and Economic Outlook Report CBO issued in January of 2001. It
was the first report that included a rather stunning summary fig-
ure about the uncertainty of CBO projections. It showed a shaded
fan of possible budget outcomes, with the darker central areas of
the fan being more likely and lighter outer areas being less likely.
Even under the worst scenario in that figure, at the faintly shaded
low end of the fan, the budget was still projected to be in rough
balance. Of course, the fan was based on what the current policies
were at that time, and that is important, because as it turned out,
that report was also the last Budget and Economic Outlook pre-
pared by CBO before Congress enacted what would be a stunning
set of policies that led to the biggest fiscal turnaround in our his-
tory.

In less than 3 years after that report, Congress enacted two mas-
sive tax cut bills, it authorized two wars, and it enacted a massive
entitlement program under Medicare, and none of those enor-
mously expensive measures were paid for. Each and every one of
them was added to the bill we are leaving our children and grand-
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children. And sadly, each and every one of them remains with us
today.

As I read the report, CBO projects that extending the Bush-era
tax cuts and just indexing the alternative minimum tax for infla-
tion would add over $4.5 trillion to our deficits over the next 10
years. And while it is difficult to project the cost over the next 10
years of the legislation which created the Medicare prescription
drug benefit, Medicare’s chief actuary estimates the legislation will
end up costing $534 billion, more than half-a-trillion dollars, over
its first 10 years.

One of the policies with the biggest potential impact in future
budgets, of course, is the cost of the ongoing wars in Iraq and Af-
ghanistan. As I read CBO’s report, the outlays projected in the
baseline for the wars in Iraq and Afghanistan and related activities
for the next 10 years are $1.4 trillion. Of course, that is the base-
line, and CBO is constrained in the assumption it makes for that
baseline. Our actual policy is not likely to be the one which is re-
flected in the baseline.

CBO anticipates by providing two alternative budget scenarios,
but even under the alternative which CBO estimates will produce
the greatest savings relative to the baseline, reducing the number
of troops deployed in Iraq and Afghanistan to 30,000 by 2013, over
the next 10 years will cost about $400 billion. And under CBO’s
middle-ground alternative, reducing the number of troops deployed
by 60,000 by 2015, over the next 10 years, the cost is nearly three-
quarters of a trillion dollars.

Mr. Chairman, every penny of those costs is added right to our
deficits. That has been our policy for the past 10 years and it con-
tinues to be our policy. We aren’t paying for those wars. We are
just running up the enormous tab we are already leaving our chil-
dren and grandchildren.

Director Elmendorf, there is a telling statement in the Budget
and Economic Outlook Report which notes that if CBO assumed
that all the expiring tax cuts were extended beyond 2010 and they
weren’t paid for, the long-term effect would be to lower future GDP
because of the greater accumulation of debt. Is it not also the case
that the greater accumulation of debt that results from failing to
fully pay for the wars in Iraq and Afghanistan will also mean fu-
ture GDP will be lower than it otherwise would be?

Mr. ELMENDORF. Yes, Senator.

Senator FEINGOLD. Thank you, Mr. Chairman.

Chairman CONRAD. Thank you, Senator.

Senator Bunning?

Senator BUNNING. Dr. Elmendorf, welcome.

Mr. ELMENDORF. Thank you, Senator.

Senator BUNNING. When you appeared before this committee last
year, I asked some questions about CBO’s practices. Now that you
have had a year of experience as Director, I would like to ask you
about these policies again.

Current CBO practice assumes that any law that increases
spending will be permanent. On the other hand, current CBO prac-
tice assumes that any tax decrease will not be permanent. Do you
have any plans to address this inconsistency?
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Mr. ELMENDORF. No, Senator, we don’t. As I understand our poli-
cies, they are consistent across spending and taxes in the sense
that when a proposal is put forward, if it is enacted to be a perma-
nent policy, then it is scored at that time as the effects it would
have over the 10-year budget window. If it is enacted to be tem-
porary, then it is scored as having those effects, and

Senator BUNNING. That was not my question.

Mr. ELMENDORF [continuing]. Into the baseline.

Senator BUNNING. That was not my question. My question was
current policy of CBO

Mr. ELMENDORF. Right——

Senator BUNNING [continuing]. On spending, that any increase in
spending would be permanent. On the other hand, CBO’s practice
assumes that any tax decrease will not be permanent. Is that the
current policy of CBO?

Mr. ELMENDORF. I think not every spending policy is viewed as
being permanent, but many of them are. Yes, that is right, Senator.

Senator BUNNING. OK. I think it is common sense that tax relief
helps business grow. When the business grows, it will pay more
taxes. As I am sure everybody here knows, factoring this effect into
budget estimates is known as dynamic scoring. Do you have any
plans to use dynamic scoring at CBO?

Mr. ELMENDORF. We do not intend to incorporate the effects of
policies on macroeconomic conditions in our estimates. Of course,
the tax estimates themselves are done by the staff of the Joint Tax
Committee, so that particular branch, the question really needs to
be directed to them. But for our part, we do not intend to incor-
porate those effects. We do try, when we can, to provide analysis
for you and other members of the macroeconomic effects, as we do
every year for the President’s budget and have for some years now.
But we don’t incorporate those and don’t intend to incorporate
those in our estimates of particular legislation.

Senator BUNNING. Then your answer is no?

Mr. ELMENDORF. That is right.

Senator BUNNING. OK. Do you believe that extending the so-
called Bush tax cuts will have a positive or a negative effect on the
economy?

Mr. ELMENDORF. We think that extending those tax cuts would
have a positive effect on the economy in the year or two at the be-
ginning because they would encourage spending and thus encour-
age job creation of the sort that I was discussing earlier. Over a
longer period of time, if those tax cuts are extended permanently
and no other changes are made to spending or revenues, then we
think that the larger debt that would arise would lower the level
of economic impact.

Senator BUNNING. In other words, if they were extended on not
a permanent basis but a temporary basis of two or 3 years, you
think that would help the economy?

Mr. ELMENDORF. That would certainly, again, help the economy
in the period when they were—in those first few years. Again,
there would be—even for those few years, of course, there would be
a good deal of additional debt accumulated and that would have
some drag in later years if it were not offset in some other policy
change.
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Senator BUNNING. OK. During my time in Congress, which has
been unbelievably long——

[Laughter.]

Chairman CONRAD. Not so long.

Senator BUNNING. Twenty-four years. I have worked to advance
the creation of a strong domestic fuel industry that would provide
our government agencies with a safe, secure supply of fuel regard-
less of policies, global policies of oil. To this end, I have authored
legislation that would provide incentives for this through a mix of
loan guarantees and tax credits, as well as providing multi-year
procurement contracting authority for our government agencies.
Aside from providing marketplace stability through price certainty,
I believe this allows for more consistency in the budgeting process.
As the energy demands within our government agencies continue
to grow, do you believe it is important to provide our government
with t?he authority to enter into these multi-year procurement con-
tracts?

Mr. ELMENDORF. As you know, Senator, we don’t make policy
recommendations, but I understand and agree with your point that
uncertainty in future costs, all else equal, complicates the budget
process. But I can’t judge the specific ways in which you would
make those costs more certain and costs that might be——

Senator BUNNING. I understand what you are saying. Thank you.

Thank you, Mr. Chairman. Thank you.

Chairman CONRAD. Thank you, Senator Bunning.

Senator Stabenow?

Senator STABENOW. Thank you, Mr. Chairman, and first, I want
to thank you for your ongoing leadership, you and the Ranking
Member, in focusing us on long-term deficits while at the same
time talking about what we need to do in the short run to create
jobls. I appreciate your balance on both of those, which are so crit-
ical.

I wanted to take a moment and just ask that we re-look at two
charts, Mr. Chairman, that you had put up. One of those—because
I think it is important. Let me just start by saying, it is important
to look, not for the purpose of blame but for the purpose of under-
standing what works and what doesn’t work, to look at the last 8
years and to look at before then and sort of what has worked, what
has not worked.

When I came into the Budget Committee in 2001, we were debat-
ing what to do with the largest surpluses in the history of the
country—the largest surpluses in the history of the country. That
period in the 1990’s was focused on innovation, education, also bal-
ancing the budget, but very much focused on investing in people
and in innovation and in growing jobs, 20 million new jobs plus.

Eight years coming in, different economic policies were put into
place, ones that focused on tax cuts at the top, hoping they would
trickle down to middle-class families, two wars not paid for, a pre-
scription drug bill not paid for, we go from huge surpluses, the
largest in the history of the country, to largest deficits.

So I don’t think it is insignificant as we now look at different
policies and that we are looking at how do we go back to, in some
ways, what worked in the 1990’s that created jobs and created sur-
pluses, to look at what has happened in the last year.



27

The first thing is the fact that this is not insignificant, Mr.
Chairman, that we are, in fact, moving in a direction of less people
losing their jobs, and hopefully we are going to see people begin-
ning to have a net plus in terms of creating jobs. That is not insig-
nificant.

I also don’t think it is insignificant, Mr. Chairman, that the econ-
omy is improving. I mean, we have, in fact, put in place different
policies than the last 8 years. And at least part of that, when we
look at the Recovery Act, I was very pleased that the effort I cham-
pioned on Cash for Clunkers had such an immediate impact in a
small amount of time, and some economists certainly have credited
that with some of the boost in—short-term boost in GDP. But it is
not insignificant.

So I think it is important to stress that different policies are be-
ginning to swing this in a different direction, and I think that is
important. Now, we are focused on, again, as we were in the
1990’s, middle-class tax cuts. We are focused on investments in in-
novation, in education, and in jobs, and I think that is very signifi-
cant.

I wanted to ask, Mr. Elmendorf, and again, I want to join my col-
leagues in thanking you for the incredible job that your staff have
done, particularly around health care, which was an incredibly
stressful 24-hour-a-day effort and thank each of you for doing that.

Mr. ELMENDORF. Thank you, Senator.

Senator STABENOW. But you talked about how infrastructure
spending has a delay, and so what I assume, that the dollars that
we passed last February in the Recovery Act would have more im-
pact this year than last year?

Mr. ELMENDORF. So the infrastructure dollars, yes, that is cor-
rect.

Senator STABENOW. And

Mr. ELMENDORF. It is also true more generally for the program,
but infrastructure, it is definitely the case. There is much more im-
pact this year than last year.

Senator STABENOW. So you would expect in 2010 that we would
see more impact and more jobs created as a result of that?

Mr. ELMENDORF. Yes, that is correct.

Senator STABENOW. OK. Could you talk about how growing the
economy, just a little bit more in terms of creating jobs in the econ-
omy, will help us reduce the deficit? It is different than sort of a
top-down approach, about how putting money in the pockets of
Americans, middle-class people, and creating jobs grows the econ-
omy.

Mr. ELMENDORF. So as you are saying, Senator, increase in eco-
nomic growth, declining unemployment would increase the reve-
nues the government collects under current law and it would de-
crease the benefit payments that go out to unemployment insur-
ance and formerly the Food Stamp program, now Supplemental
Nutrition Assistance, and so on.

In rough terms, we and the staff of the Joint Committee on Tax-
ation think about a dollar of extra GDP or total income raising gov-
ernment revenue by about 25 cents. So there is a substantial feed-
back effect. We show in our outlook that if the economic growth is
stronger than we project over the next year or two or three or
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more, that would lead to smaller deficits. If it is weaker than we
project, that would lead to larger deficits, and I keep emphasizing
the uncertainty, but we think risk on both sides.

Senator STABENOW. Right. And so it would be fair to say that—
and I appreciate your critique in terms of what would be most ef-
fective for us, but focusing on some kind of jobs-specific credit for
business as well as unemployment extension as well as some other
investments that we can make, that that not only creates jobs, but
that also helps us tackle the deficit, is that correct?

Mr. ELMENDORF. That is right. It does. Again, you do understand
that scale of deficit now, this year and next year and so on, is very
large. We would have to be unbelievably far off, even by the stand-
ards of the fan chart that was shown, in terms of economic growth
to take that problem away, but it is a step in the right direction.

Senator STABENOW. And I am certainly not minimizing what is
a huge issue for us.

And then finally, I just wanted to reemphasize, in all the work
that we did last year and we continue to do to tackle health care
costs, which I believe also creates jobs—it certainly does in my
State of Michigan and I think across the country—if you might just
reiterate again your feeling in terms of tackling health care costs
as an important part of addressing the deficit and, in fact, the work
of your great staff indicated that the bill, as passed in the Senate,
would reduce the deficit, I believe, by $132 billion in the first 10
years, and then a much larger amount—I have heard different
numbers now, but certainly a much larger amount in the second
10 years. Do you still believe that tackling health care costs is a
critical part of bringing down the deficit?

Mr. ELMENDORF. Certainly, reducing Federal spending for health
care is almost a necessary part of pulling the budget into a sustain-
able trajectory over time because a significant part of the growth
of the budget gap, the deficit, comes from rising health costs.
Whether particular sorts of health reform are effective in reducing
the government’s spending on health depends, of course, on the
specific reforms. As you say, our estimate is that the bill that
passed the Senate and also the bill that passed the House would
have a small effect of deficit reduction in the first 10 years.

Again, as Senator Gregg indicated, $130-some-billion is large by
many, many standards, but not by the standard of the size of the
deficit we project. So by our estimation, if those bills were allowed
to unfold as written, they would be a step in the direction of reduc-
ing the deficit, but only a small step.

Senator STABENOW. But the second 10 years and the Senate bill?

Mr. ELMENDORF. The second 10 years, again, we think in both
bills that they would slightly reduce budget deficits in the second
10 years. We have not given dollar values ourselves, as you know,
but just expressed this as really ranges of GDP, and that is be-
cause we want to emphasize the vast uncertainty that surrounds
that. But our view, again, is that if both bills were allowed to un-
fold as written, they would represent slight reductions in the budg-
et deficit over the second 10 years, as well.

Senator STABENOW. Thank you. Thank you, Mr. Chairman.

Chairman CONRAD. Senator Grassley?



29

Senator GRASSLEY. Thank you, Dr. Elmendorf. I want to ask
you—and I got here late, I hope it hasn’t been asked by other peo-
ple—about the bank tax, widespread agreement with the President
among taxpayers and Members of Congress that financial institu-
tions should repay every dime that they have received from the
government for financial stability. The President recently proposed
what he calls a Financial Crisis Responsibility Fee to help facilitate
the repayment.

Obviously, a lot of us agree with the goals that the President ar-
ticulated. Before Congress is asked to vote on legislation imposing
such a fee, it will be very important to understand the potential
impact on consumers, the criteria for applying the fee to some enti-
ties and not others, and the implication for securing the stability
of these institutions.

So does the CBO know if the fee will get passed on to consumers
in any manner? If so, how will it be passed on to consumers? And
second, will the fee reduce the amount of bonuses paid by financial
institutions subject to the fee?

Mr. ELMENDORF. So Senator, we and the staff of the Joint Tax
Committee are hard at work trying to answer the many questions
that you have sent us regarding this fee and we hope to get back
to you shortly on at least some of them. Other questions will have
to wait until we get more details ourselves about the proposal in
order to answer.

I don’t think I have a good short answer to your questions. The
incidence of the fee, who it is who will bear the burden—and some-
body will, right. We understand there is no other pool of money in
the sky for it to come out of. It will be borne by somebody. How
much will end up being passed into loan costs or into lowering in-
terest rates paid on deposits versus how much would get passed to
the shareholders or to the managers is a very hard question and
we just don’t have an answer to that now, and I doubt even at the
end we will have an answer that we will have great conviction
about because it is an uncertain business. But we are working on
that analysis, but I am afraid we just don’t have any useful answer
to that question at this point.

Senator GRASSLEY. OK. Well, then I will be glad to wait, and
thank you for your consideration. More importantly, thank you for
studying it in depth, and hopefully, you will have some real con-
crete answers for us.

I want to go to interest rates and the publicly held debt. Your
baseline projects that debt held by the public will exceed 60 percent
of GDP in 2010, begin approaching 70 percent of GDP by 2020, and
those are your figures. I happen to have read other places where
some people expect at the 10-year window they might even get up
into the high 80’s or 90 percent of GDP. Anyway, net interest costs
on this debt are estimated to rise from over $200 billion this year
to over $700 billion in 2020, a threefold increase. What are the im-
plications for our economy on such large interest payments?

Mr. ELMENDORF. So, Senator, just to say quickly, I think the dif-
ference that you are seeing between what we projected and some
other projections really rests on different assumptions about the
path that fiscal policy takes. As you know, our baseline assump-
tions assume current law, but we have discussed in our outlook
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and I did say in my comments that you weren’t able to be here for
that if, in fact, some laws were changed in a way that more closely
match what most people think of as current policy on the tax or
spending side, that the deficits would be substantially larger, and
I actually used a figure of 87 percent of GDP at the end of the 10-
year window under some alternatives.

The borrowing by the government has different sorts of costs for
the economy. One is that that debt crowds out investment in real
capital, in business, plant, and equipment of the sort that makes
people more productive and raises incomes over time. And that
happens incrementally year by year every time more debt is accu-
mulated. Debt also poses a risk of some more cataclysmic event in
which investors might decide that they were not willing to hold
Treasury debt at anything like the current interest rates or became
unwilling to hold U.S. dollar assets in the way they have at this
point.

That is a risk, and economists are very bad at trying to analyze
how big the risk is or what a triggering event might be. All that
we can really say as analysts is that that risk increases as the debt
rises relative to GDP, because that means that debt would have to
become an increasing share of the portfolios of investors and that
raises the risk of their reassessing their decisions. But whether
there is a tipping point, and if so, at what level of debt relative to
GDP it would occur, we just don’t know.

All we know, again, is that the risk is rising, and as we move
our debt from the 60 percent of GDP it will be the end of this year
higher over the next decade, we are moving increasingly into terri-
tory that we have not seen in this country in more than 60 years
and that we don’t see in very many other developed countries, and
I think there is a warning in that, but it is not a warning that I
am able to quantify in any way.

Senator GRASSLEY. Thank you, Mr. Chairman.

Chairman CONRAD. Thank you, Senator Grassley.

Senator Cardin?

Senator CARDIN. Thank you, Mr. Chairman. It certainly is a so-
bering analysis, and we all need to focus on this issue. I want to
make one observation first about the Ranking Member’s comments
and your response, that there is just one pool of money, that when-
ever we change your baseline assumptions, whether on spending or
on revenues, if it increases spending or reduces revenues, it means
more borrowing. That is the point that you made, and that is true
whether we change your assumptions on TARP funds or we extend
tax cuts that are not in the baseline. It means more borrowing. In
addition, if we enact new tax cuts or increase troop levels beyond
what is in the baseline, all that means more borrowing and makes
forecasts even worse in the future. I thank you for reminding us
of that constantly.

I want to follow on the Chairman’s point about how we can stim-
ulate the economy, which would then improve the forecast and help
us deal with the long-term fiscal dilemma we face.

I was interested in the response to the Chairman’s question
about the most effective ways. If we can help businesses hire more
employees, that obviously is going to help us on the forecast. Last
night, the President brought up help for small businesses. I was
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pleased to hear him say that because historically most job growth
has occurred with small businesses. Coming out of this recession,
the more we can inspire confidence with small business to put on
more employees, the faster we will see the job growth that is going
to be necessary for our economy. So targeting the tax credit for new
hires to small businesses will have a very positive effect.

I want to make one additional point. You mentioned that the ex-
pensing, although positive, is not quite as strong as the job credits
for new employment. I want discuss the availabiity of credit. I can
just tell you, in Maryland small businesses that want to expand do
not have the same access to credit as larger companies. That is a
fact. Much of that is because they do not have the same type of re-
lationships that larger companies have with alternative financial
institutions that can get them through this period.

One of the proposals that is being made is to try to ease the
manner in which small businesses can access credit, not by chang-
ing the ground rules that would allow them to get credit, but just
making it easier for them to obtain that in hopes that that would
help expand our economy.

So I would just like to get your assessment as to the availability
of credit as one factor. If we can make it easier for small businesses
to access credit so that they can carry out a business plan that is
also reinforced by a jobs credit for new hires, how could that have
a positive impact on our future outlays?

Mr. ELMENDORF. I have a couple of observations. You are cer-
tainly right that small businesses have been—their access to credit
has been particularly hurt by the financial crisis of the past few
years, and we can see that in the reports of small business owners
themselves.

We did not as part of this project about stimulating employment
growth focus on ways to improve access to credit. It just was not
an area that we considered, so I do not have much to say specifi-
cally about how one might help that and what particular means
might be effective at addressing that problem.

I would say on the more general question of encouraging employ-
ment, a lot of jobs are made in small businesses. A lot of jobs, un-
fortunately, are lost in small businesses as well. They are very
volatile. Some succeed and some, unfortunately, do not. There is
not really anything in the economic analysis that suggests that one
should focus employment incentives on small businesses.

If you can encourage large businesses to hire more, those count
as jobs, too, of course. Those can bring down the unemployment
rate. Those can create incomes that will create demand for other
goods. Those would create additional tax revenue and so on.

So there is nothing that says that the—regardless of how many
jobs are created in which sector under normal times, there is no
reason to think that focusing job credits on small businesses would
be more effective dollar for dollar in raising employment than al-
lowing the same credits for big businesses as well as small busi-
nesses.

Senator CARDIN. Well, I would clearly agree that we need to
focus on our entire economy. I just tell you anecdotally that for a
small company that extra dollar is so important today in making
their decisions. In some cases, it determines whether they will de-
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cide to go after a contract or not. The incentive difference between
a small company and a large company is much greater and histori-
cally we have seen more job growth from smaller companies. But
you are correct. I agree with you. We have got to concentrate on
the entire economy. I was just pleased to see the President recog-
nize the need that we have not yet reached small businesses
through our economic programs as effectively as we need to for
stimulating our economy.

Thank you, Mr. Chairman.

Chairman CONRAD. Thank you, Senator.

Senator Enzi?

Senator ENzI. Thank you, Mr. Chairman. First I want to thank
Director Elmendorf for all the good work that he did on health care
and I appreciate all the time that your staff had to put into anal-
ysis day after day and night after night and weekend after week-
end. And now that we’re in budget season, I am concerned that the
Federal Government has not been a good partner in the economic
recovery. Businesses need a stable environment to make plans for
the future, purchasing plans, production decisions, hiring plans,
strategies to manage cash-flow. They cannot be made in a vacuum.

But how can the business community plot a path toward growth
and recovery when the future is clouded by the uncertain fate of
major initiatives like health care reform, forced paid sick leave, ex-
piring income taxes, the estate tax, and the business tax extenders?
My question is: Is it logical to assume that Congress’ failure to act
on these initiatives has had a negative impact on the job creation
and the economic growth? And if so, is it possible to quantify the
magnitude of that impact? Should Government be a better partner
in this recovery and move quickly to address some of the low-hang-
ing fruit such as the business tax extenders? Would that have an
effect?

Mr. ELMENDORF. I think you are correct, Senator, that uncer-
tainty about future Government policy is weighing on business de-
cisions. I cannot quantify it, and I think it is not as important an
uncertainty, of course, as uncertainty about the future demand for
products, future sales, which is the predominant uncertainty
weighing on businesses. For example, on the small business front,
although they do report problems getting credit, they also report
that their biggest uncertainty is whether they will be able to sell
their goods. So I think that is the biggest uncertainty which is
weighing on business decisions to invest and hire. But I think un-
certainty about Government policy is also playing some role.

Senator ENzI. Continuing the theme of taxes and uncertainty,
there is some question in the business community about the fate
of the income tax cuts that Congress passed in 2001 and 2003. As
you know, small business is the engine of our economy. And many
of those small businesses file their taxes as partnerships or limited
liability corporations and subchapter S corporations, and they pay
income taxes according to the rate schedule for individuals, which
puts a lot of them in that over $250,000 category. Consequently,
the fate of the marginal rate cuts in 2001 are very important to
them, and you do talk about some of the impact of that on page
45, and I appreciate that.



33

CBO’s current policy forecast for real GDP growth in 2011 is 2.4
percent. The Blue Chip forecast is 3.1 percent. The Federal Reserve
is 3.4 percent.

Is it correct to say that the CBO predicts that our failure to ex-
tend all of the 2001 and 2003 tax cuts will reduce economic growth
by seven-tenths to a full percent of GDP next year? And is it wise
to sacrifice the opportunity for growth in this economic environ-
ment? If the Government wanted to be a good partner in recovery
and reduce uncertainty in the business climate, it seems logical
that Congress should act quickly to permanently extend all the tax
cuts, especially those rates that affect small business. What would
be your take on that?

Mr. ELMENDORF. Senator, we do think that if you and your col-
leagues were to extend those tax cuts on a temporary basis, that
would provide a stimulus to economic growth next year. We think
if you were to extend the tax cuts on a permanent basis, that would
actually supply an even larger stimulative effect next year because
people would tend to spend a larger share of taxes they thought
would be cut for some period of time.

The problem is, of course, that if you do that and take no other
steps, then the deficit outlook is quite a bit bleaker, and over time,
unless other steps are taken, that extra debt would hold down eco-
nomic activity.

So just as our estimate for the stimulus package last year had
an increase in economic activity in the short run but some damp-
ening effect toward the back half of the 10-year window, an exten-
sion of the tax cuts—again, with no other changes in policy—would
have an important stimulative effect up front but would depress
economic activity later on in the 10-year projection window.

We do think that a large share of the gap between our economic
projection of the next couple of years’ growth and that of outside
forecasters probably stems from this difference in fiscal policy as-
sumptions. Of course, we stick with current law, and they are mak-
ing some guess of what you will do, which we do not and should
not do ourselves. And we do not quite know their assumptions, but
if we changed ours to include a permanent extension of the tax
cuts, that would raise economic growth over the next couple of
years in our forecast by more than a percentage point. But, again,
I will come back to baseline projections that would show deficits
twice the size that we are showing now at the end of the 10-year
window, and that is the other part of the problem that you and
your colleagues are confronting.

Senator ENZI. Let me switch quickly to education for a short
question. Using the 2009 baseline, CBO scored the savings in the
Student Aid and Fiscal Responsibility—SAFR—bill at $87 billion.
But a subsequent estimate provided to Senator Gregg estimated
only $47 billion in savings when the market risk was factored in.
Given your advised baseline estimates and the fact that a number
of schools have switched to direct loan programs, how much do you
approximate that the previous score will change given the new
baseline and assumptions?

Mr. ELMENDORF. We do not think that that score would change
very much because there are some offsetting factors at work. So it
is true that the switch, because more people in schools have al-
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ready switched to the direct lending, that has an effect in one di-
rection. On the other hand, we have lowered our forecast for inter-
est rates a little bit over the next decade in response to the weak
economic conditions, and that has an effect in the other direction.
I do not think we have completed an estimate yet, but the work
in progress suggests not much net difference from what we re-
ported last year.

As you say, there is a significant difference between the official
score, which is based, of course, on the Federal Credit Reform Act
of 1990, and an alternative that tries to incorporate market risk in
the way that Senator Gregg asked us to produce for him.

Senator ENzI. Thank you. I will submit some followup questions
on that in writing.

Thank you, Mr. Chairman.

Chairman CONRAD. Thank you, Senator Enzi.

Senator Nelson?

Senator NELSON. Thank you, Mr. Chairman

Chairman CONRAD. Senator Nelson, if you would just withhold
for a minute, I just want to thank you for your strong support of
the initiative that Senator Gregg and I advanced. Nobody was a
stronger advocate for that or pushed harder for it, and I just want
to publicly acknowledge the work that you did on the debt control
commission.

Senator NELSON. Mr. Chairman, the fact that we only got 53
votes for setting up a commission in the statutes that you and Sen-
ator Gregg proposed I think is a shame. We had to reach the 60-
vote threshold under the Senate rules to get it, and we only got 53
votes. And there were how many against, forty——

Chairman CONRAD. Forty-six.

Senator NELSON. Forty-six against having a statutory commis-
sion to get the national debt problem under control. That says a
lot about the willingness of folks to get our fiscal house in order.

I wanted to thank you, Dr. Elmendorf. You have done yeoman’s
work in all of the requests that we have had to you for scoring as
we considered this health care bill.

Let me go back to one of the Chairman’s charts. Is it true that
if we took the Senate health insurance reform bill—call it broader,
the Senate health reform bill, that debt, the long-term Federal
debt, would come down?

Mr. ELMENDORF. It would come down by a little bit, Senator.

I

Senator NELSON. Well, I want to ask you about that because you
said in the second 10 years—if I recall, your projection was if the
Senate health bill passed, the second 10-year period it would come
down in the range of $650 billion to $1.3 trillion.

Mr. ELMENDORF. So the way we put that was as a share of GDP,
Senator, and some people have taken to doing their own calcula-
tions of GDP in that second decade and doing the multiplication.
But we deliberately stuck with percentages of GDP, but that chart
is still relevant. Actually, you can bring the chart back up. We said
that the bill would reduce the deficit between a quarter and half
a percent of GDP. So over a decade, that amounts to 10 times that,
so that would be 2.5 to 5 percent, 2.5 percent to 5 percent of GDP.
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You can see on that chart—take the end of that second decade
at 2029. Debt is going from 100 percent of GDP to 200 percent of
GDP over the space of—I cannot be sure, but a decade or two. So
we are taking 5 percentage points off the level for that second dec-
ade. It is lower, but I think if we were to hold up a chart next to
that chart, to be honest, you would have trouble detecting the dif-
ference.

Senator NELSON. Well, now, is it not true that one of the things
that you cannot score when you do a score for the Senate health
bill is the insurance reforms, things like that insurance companies
cannot suddenly cancel you for pre-existing conditions, and we are
going to set up accountable care organizations that are going to fol-
low the patients through Medicare, the emphasis on primary care
doctors so that they have to get a doctor that will go and say you
need to go to this specialist, electronic records so that one physician
to the next knows what the other has done and, therefore, you do
not have to repeat all of these tests that we find in the Medicare
system right now where the Medicare recipient goes to this spe-
cialist, this specialist, this specialist, all not knowing what the
other specialists are doing, and they are duplicating tests? That is
something you cannot score. Isn’t that right?

Mr. ELMENDORF. Well, we try. Estimating the effects of those
kinds of changes on the budget is very difficult, and certainly there
are other analysts who think that we have produced estimates of
the budgetary effects that are too pessimistic and other analysts
who think we have produced estimates that are too optimistic. And
either group could be right. The uncertainty is great. But we do
think we have balanced the risks in the projections that we have
provided.

Senator NELSON. Well, you certainly agree that health care is a
big part of our Federal spending and it is going to affect that huge
debt in the future.

Mr. ELMENDORF. Yes, absolutely.

Senator NELSON. And so maybe there are things like on the pri-
vate sector, these insurance market reforms that we have got to get
into, some of which I just mentioned will affect the Federal budget
that it are difficult for you to score.

Mr. ELMENDORF. Yes, it is certainly difficult for us to score. The
uncertainty—everything we do is uncertain. The uncertainty here
is particularly large. And, of course, as you are suggesting also, the
effect on the budget deficit is not a summary measure of everything
that might matter in legislation. It is just one aspect. But it is the
aspect on the table at the moment.

Senator NELSON. Today—and I will conclude with this—we are
going to be voting on a so-called pay-as-you-go amendment, and
that sounds awfully good. But there are going to be certain excep-
tions for it. There is going to be an exception for the AMT. We are
not going to pay for that for 2 years. All of bringing doctors up to
what they should have been getting under Medicare that has this
acronym called SGR, that is not going to be paid for for 5 years.
I wonder if it is a pay-as-you-go amendment. And the whole thing,
we are going to forgive about $1.6 trillion that we are not going to
pay, and the consequence of that when you add the debt service to
it is going to be about $1.9 trillion.
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Mr. ELMENDORF. We have not done those estimates precisely, but
that does sound like the ballpark that we expect the numbers to
be in, yes. And those provisions, those exceptions—adjustments, as
they are called in the legislation—do suggest the deficit will be
larger than if you and your colleagues passed a similar bill that did
not have those adjustments.

Senator NELSON. Thank you, Mr. Chairman.

Senator GREGG [presiding]. I understand Senator Whitehouse is
headed in this direction. Do we know how far away?

Does anybody else wish to ask any followup questions of the Di-
rector?

[No response.]

Senator GREGG. We have got a vote starting at 10:30. Does the
Director mind waiting for a couple of minutes for Senator
Whitehouse?

Mr. ELMENDORF. No. As long as you would like me to wait, Sen-
ator.

Senator GREGG. Well, I can ask you something while we are
waiting. Following up on this PAYGO issue, do you have an esti-
mate of how many times the Congress has waived PAYGO in the
last 2 years?

Mr. ELMENDORF. No. I certainly wish I did now, but I am afraid
that I do not.

Senator GREGG. Would the number, the total gross amount in
waivers that has occurred under—of items that should have been
subject to PAYGO be, in our estimate, approximately $400 billion?
. M&' ELMENDORF. I am sorry, Senator. We cannot do that in our

eads.

Senator GREGG. Well, I will hypothesize that it is a fairly big
number and that PAYGO has become a fairly meaningless exercise
around here because it either gets gamed, waived, or avoided with
regularity. Is that not true?

Mr. ELMENDORF. I think our judgment and the judgment of other
analysts is that in the 1990’s, when there was a bipartisan——

Senator GREGG. 1990’s.

Mr. ELMENDORF. Yes, when there was a bipartisan concern about
rising Federal debt, that the PAYGO rules and the discretionary
spending caps helped to restrain actions that might otherwise have
increased the budget deficits. But by the end of the 1990’s, as you
know, when the deficits were turning into surpluses, then those
rules were widely ignored. So they are not by themselves binding,
but they can be helpful, again, in our judgment, when people are
already——

Senator GREGG. If the will is there, they are useful. If the will
is not there, they are not useful.

Mr. ELMENDOREF. I think that is right, Senator.

Senator GREGG. Senator Whitehouse?

Senator WHITEHOUSE. Thank you, Chairman Gregg.

Senator GREGG. Thank you.

[Laughter.]

Senator WHITEHOUSE. Dr. Elmendorf, thank you for coming back
to us again. Just a couple of quick questions.

First, the President’s Council on Economic Advisers has cal-
culated that the excess cost and waste in the health care system
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is in excess of $700 billion a year. The New England Health Care
Institute has calculated that it is around $850 billion a year. The
Lewin Group—and I think it is probably their number that former
Treasury Secretary Paul O’Neill used, because they are coinci-
dent—puts the number for excess cost and waste in the health care
system annually at $1 trillion a year.

Do you believe that those studies are in the general right order
of magnitude?

Mr. ELMENDORF. I think that seems the right ballpark. I mean,
as we noted in our letter to Senator Gregg and Senator Conrad in
June, there is a widespread view among analysts that a lot of
money is not being used effectively, judging principally by com-
paring different parts of the country which spend a lot and those
that do not.

It is impossible to quantify precisely. I would not use the word
“calculate.”

Senator WHITEHOUSE. I did not say that

Mr. ELMENDORF. I would make an educated guess.

Senator WHITEHOUSE. But your educated guess is that that is the
right ballpark.

Mr. ELMENDORF. Certainly hundreds of billions of dollars, I think
that is right.

Senator WHITEHOUSE. In your written testimony, you state that
the recovery will be dampened by a number of factors, including,
and I quote, declining support from fiscal policy as the effects of
ARRA, the American Recovery and Reinvestment Act, wane. That
states a proposition in the negative. Would you be prepared to
state the proposition in the positive?

Mr. ELMENDORF. As we wrote in our report on policies to stimu-
late employment growth, we think that appropriate fiscal measures
can spur economic activity and job creation in the next few years.
Or an alternative positive version—I am not sure what you want—
is that we believe—and we have written this many times, and I
said this in my remarks—that the seamless package has spurred
economic activity and has increased the level of employment rel-
ative to what would have occurred without the legislation.

Senator WHITEHOUSE. So it has been good in terms of getting us
out of the economic ditch we were in?

Mr. ELMENDORF. We think that it has shortened the duration
and reduced the depth of the recession relative to what would oth-
erwise have occurred.

Senator WHITEHOUSE. And that, I would suggest, works under
the general category of good.

Mr. ELMENDORF. Yes, I think that is right, Senator.

Senator WHITEHOUSE. Not to be too fussy about it, but I think
that is right.

One other question. What are your observations about the extent
to which the foreclosure crisis continues to operate as a drag on the
economy? And to what extent, if at all, do you believe that a sort
of clear market solution like resort to bankruptcy court for families
who are in trouble on their home, first mortgages on their primary
residence, might help provide clarity in the market so that banks
and everybody else can respond? And would that move the fore-
closure crisis behind us more rapidly if we had that kind of a clear
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market signal coming out of bankruptcy courts as people have the
chance to get their cases called and heard rather than sit on the
phone for many hours with banks finding ever new corners of their
telephone answering system to be thrust into?

Mr. ELMENDORF. So we do think that the foreclosure crisis con-
tinues to be a very serious problem, obviously for the families that
are involved, but also in macroeconomic terms. And there are ana-
lysts who worry a good deal that house prices will take another
turn down as more foreclosed properties appear on the market. So
that is a drag. And I think that greater clarity reaching the end
of that process would indeed help to stimulate economic growth.

We have not analyzed, however, particular ways of achieving
that clarity, and I think in general the experience of the last few
years suggests that the greatest clarity can be achieved with a
large injection of funds and that achieving clarity with a smaller
injection of funds is pretty challenging. So I think those are the
issues one would have to weigh, but we have not done a study of
that at this point.

We are in the process of working more on that topic, and we may
be able to report to you about that shortly.

Senator WHITEHOUSE. OK. As an observer of markets and eco-
nomic behavior, if you give banks the opportunity unilaterally to
decide how much they are going to lose on a mortgage that is un-
derwater rather than allow a market-neutral process to make that
determination, what effect does that have on getting quickly and
accurately to the real number and enabling the economy to move
on?

Mr. ELMENDORF. I think whether the other process is faster than
the current process depends on just what structure you set up and
how it is run and what the incentives are of the people who are
running it. I do not think I can answer that question in general
terms.

I also think that there is an issue—we have a process under
which contracts were negotiated and signed, and I think there are
legitimate concerns about changing those contracts and the process
through which problems are resolved. It does not mean we should
not. I am just saying that there are other complexities about the
effects over time as well, and that is why it really requires an anal-
ysis. We just have not done it yet.

Senator WHITEHOUSE. Although the efficiency of the American
bankruptcy system has been one of the great assets of our econ-
omy. There was a very good piece on this in the Economist maga-
zine just a few weeks ago. It is one of the sort of prides of the
American economy. The bankruptcy system is nothing new. It has
existed for I think as long as the Republic has. And it applies to
every single type of debt, including debts that the banks hold, ex-
cept for one kind, and that is the poor residential mortgage holder
who years ago for political reasons was carved out of that and de-
nied access to the same quick established resource that every other
debtor has access to.

And so I just want to push back a little bit against what I
thought was your implied theory that this would be something
novel or peculiar if we allowed this to happen. It actually lifts a
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novelty and a peculiarity out of the system and restores it to its
traditional general basis.

Mr. ELMENDORF. I think that is right, but it would be a novelty
in the mortgage market, and there are studies that suggest that
that particular novelty or peculiarity of mortgages has helped to
keep mortgage interest rates down. So there may be a tradeoff be-
tween what one is doing for people who end up in trouble versus
what one is doing to people who do not end up in trouble. And I
am just suggesting why I do not feel like I can off the cuff analyze
your particular proposal. But I understand your concerns.

Senator WHITEHOUSE. Well, very good. Thank you for your testi-
mony. I am sorry I went a little bit over, and I appreciate very
much Senator Gregg’s patience in allowing me to have this time.

Senator GREGG. Does anybody else have any questions?

[No response.]

Senator GREGG. Well, again, I want to thank on behalf of the
Chairman and myself you and your staff for the extraordinary job
you do. We were just sitting here saying to each other the amount
of work that you folks have done in the last few months has just
been exceptional, and the quality of it has also been exceptional,
and the integrity of it has been exceptional, and we thank you for
it.

Mr. ELMENDORF. Can I just say, Senator, that I feel very, very
fortunate to work with such a talented and dedicated group of peo-
ple at CBO, and I am very grateful to you and to Senator Conrad
and to Chairman Spratt and Congressman Ryan for giving me the
opportunity to do that. Thank you.

Senator GREGG. Thanks.

[Whereupon, at 10:36 a.m., the Committee was adjourned.]



40
STATEMENT SUBMITTED FOR THE RECORD

Statement of Senator Jim Bunning for 1/28/10 SBC Hearing

Good morning. Thank you, Chairman Conrad and Ranking Member Gregg for holding
this first hearing of “Budget Season.” [ also thank Director Elmendorf for taking time to
appear before this committee.

As almost all Americans know by now, the United States is facing a nearly
unprecedented level of debt. According to the latest budget review released by CBO on
Tuesday, this is certainly the case. The estimated deficit for fiscal year 2010 is $1.35
trillion. That represents 9.2 percent of our gross domestic product. This year is the
second-largest share of GDP that we have seen since during World War 1. Last year,
when the deficit was 9.9% of GDP, was the largest share since then. So, I suppose we
have made an improvement. However, experts are predicting that if Congress passes
certain legislation, and it almost definitely will, then 2010 could end up on top with the
highest deficit-to-GDP ratio in over 60 years.

CBO is right to describe the projected deficit under current law as “daunting.” We have
to keep in mind that the estimates that we are working with are based only on what laws
are on the books. Now, we do know that current law will change, mostly by extending
certain existing tax cuts with bipartisan support and also through war spending.
However, we can expect these and anticipate their effect on the budget to a large extent.
This is why we must be very careful with any new legislation that we pass. For instance,
while CBO did its job when it scored the health bill passed by the Senate right before
Christmas with a net savings, any person taking an honest look at the budget knows that
it was going to end up costing hundreds of billions of dollars in the years beyond what
CBO is charged with analyzing.

In other news related to the federal budget this week, I see that President Obama is
proposing a freeze in domestic spending at current levels for three years, exempting
defense, veterans, intelligence, and foreign aid programs. I applaud this move. Frankly,
this is something that the Bush Administration should have done years ago. However, we
should not view this move as anything more than a start. Freezing discretionary spending
for a few years will do nothing to address the looming entitlement crisis we are facing.
For instance, Social Security is projected to begin facing deficits in 2016, only six years
away-—the length of one Senate term. Furthermore, according to a board of trustees
report issued last year, it is expected that Medicare Part A will become insolvent in 2017.
A three-year freeze of discretionary spending will do nothing to fix these problems.
President Obama has made an important gesture, but he has to do more. Entitlements
must be addressed.

Finally, we received some news on a piece of old rampant government spending, as
opposed to new rampant government spending. We learned this week that the American
Recovery and Reinvestment Act of 2009, often referred to as the “stimulus bill”, cost
more than we even imagined at the time. At passage, it was estimated to have cost $787
billion, not including the added cost of interest payments. However, new estimates put it
at $862 billion.
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Question for the Record
From Senator Iudd Gregg
For Dr. Douglas Elmendorf
The Budget and Economic Outlpok; Fiscal Years 2011-2020
January 28, 2010
Senate Budget Committee

The President’s FY2010 budget proposed to eliminate the federal government’s
guaranteed student loan program, the Federal Family Education Loan program (FFEL), and
begin originating all new federal student oans through the Direct Loan program (DL) by July 1,
2010. At the time, CBO scored the President’s proposal against the March 2009 baseline, which,
using standard eredit reform accounting, estimated a savings of $87 billion over the 2010-2019
peried. This sunmmer, CBO provided an altemative, more informative estimate that showed the
proposal would save only $47 billion over the ten-year period, if an adjustment for market risk
was made.

Using the January 2010 baseline and its accompanying assumptions, how would CBO
estimate the President’s FY 2010 budget FFEL termination proposal now? Please provide
details on how your new assumptions for loan volume, including each program’s share of the
total, and interest rates have changed from the March 2009 baseline and how these adjusiments
change the baseline costs for each program. How do these changes in baseline costs affect the
estimate of the President’s propesal, under both the usual credit reform methodology as well as
the methodology that adjusts for market risk?

1/28/10 , G, %
Question for Director Elmendorf from Sen. Gregg: g

CBO's report on job creation {"Policy Options with a Substantial Proportion of impacts Beginning in
2011”) states “most of the increases in output and employment from this option [infrastructure] would
probably occur gfter 2011, (emphasis added)” During the question and answer period of today's
hearing, however, you told the Chairman that infrastructure would be more effective in 2011 than 2010
for creating jobs, Be that as it may, wouldn't it be more accurate to say that infrastructure has the most
effect in 20127

Senator Gregg

CBO’s report on job creation {“Policy Options with a Substantial Proportion of impacts
Beginning in 2011"} states “most of the increases in output and employment from this option
(infrastructure) would probably occur after 2011 (emphasis added).” During the question and
answer period of today’s hearing, however, you told the Chairman that infrastructure would be
more effective in 2011 than 2010 for creating jobs. Be that as it may, wouldn’t it be more
accurate to say that infrastructure has the most effect in 20127

A. CBO’s report on job creation (“Policy Options with a Substantial Proportion of Impacts
Beginning in 2011”} indicated that most of the increases in output and employment from the
infrastructure option would occur after 2011, and it is correct to say that most of the effect of
the infrastructure option is indeed after 2012.
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Budget Committee Hearing on

The Budget and Economic Outlook:Fiscal Years 2011-2020
Questions for the Record
Senator Bill Nelson
1/28/10

¢ Director Elmendorf, as I understand it, there are three major factors contributing to the spike
in the budget deficit:

1. Declining revenues caused by the recession arid fewer tax receipts;

2. Increased spending caused by our saféty net programs and other autematic stabilizers that
automatically increase spending when the economy slows down. For example, more
people 6pt to retire and collect Soclal Security bemefits during a recession because there
are fewer jobs available; and

3. New spending and tax cuts that seek to stimulate consumer demand, growth, and
employment. This includes our stimulus bill, TARP, the homebuyer tax credit, and other
legislation passed since the downtum began. :

Now, many on the other side forus exclusively on this third category, and particularly, new
spending. But I believe these other factors ~ declining tax receipts and automatic stabilizers ~
are larger contributors to the rising deficit. Are you able to quantify this effect? How much of
the budget deficit is an inevitable consequence of the recession, and kew much of the deficit
reflects our own activist effores jo kick start growth? Adny sense what the defleit might be if
Congress had not taken steps to stimulate the economy?

*  Qur federal government is heavily dependent on foreign creditors, and particularly China, for
continued financing. What are CBO’s assumptions regarding the willingness of foreign
creditors to continue buying U.S. debt well into the future? In light of these projected
deficits, what do you sec in terms of the long-term value of the U.S. dollar? Will our
borrowing costs rise as foreign creditors take an increasingly critical look at our long-term
solvengy?

» The report notes that one of the changes CBO made in the baseline is for spending on Build
America Bonds, because the demand for them has been higher than expected. You added
$26 billion in expected spending over the next 10 years.

Did you also estimate the number of jobs created by the projects that will be financed by
these bonds and then factor in the related effects on tax revenue and unemployment benefit
costs?
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Reply to Questions for the Record
Senate Budget Committee Hearing: The Budget and Economic Outlook
On January 28, 2010

Senator Bill Nelson

Director Elmendorf, as | understand it, there are three major factors contributing to the spike in
the budget deficit:

1. Declining revenues caused by the recession and fewer receipts

A. CBO estimates the budget deficit for FY2010 will be 51,349 billion. CBO has estimated the
downturn in the economy—that is, the difference between actual GDP and CBO's estimate of
potential GDP--contributed about $373 billion to that year’s budget deficit. The difference
between the two--$976 billion—is considered the structural deficit.

It is possible to create a range of estimates for what the deficit would have been if ARRA has
not been implemented, but CBO cannot estimate the effects of some of the other federal
interventions, such as the TARP, because CBO has not been able to estimate a range of the
effects of those policies on the economy.

CBO has estimated that, in the absence of ARRA, our forecast for GDP would have been lower
in FY-2010 by between 1.2 percent to 3.3 percent. Rough calculations of the budgetary effect
on FY-2010 of such alternatives indicate the better GDP outcome improved the budget deficit
by $70 billion to $190 billion. Of course, the cost of ARRA for FY-2010 would have to be
deducted from those amounts to derive the net budgetary effect of ARRA.

2. Increased spending caused by our safety net programs and other automatic stabilizers that
automatically increase spending when the economy slows down. For example, more people
opt to retire and collect Social Security benefits during a recession because there are fewer jobs
available.

A. The CBO baseline forecast assumes the current account deficit—roughly the amount of net
foreign investment that flows into the United States per year—will be on the order of $640
billion a year over the next ten years. This is slightly less than the $680 billion annual average
current account deficits of the last five years, and CBO assumes that investors will be willing to
provide that level of investment without requiring significantly higher interest rates (although
interest rates on Treasure debt do increase in the forecast).

As part of that forecast, CBO assumes that the dollar will fall steadily over the next ten years
(the nominal trade-weighted dollar falls by about 20 percent over that time). This helps reduce
the trade deficit in the future, but because net investment income (which also affects the
current account) gradually decreases, the current account does not decline significantly.
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Notes

Unless otherwise indicated, the years referred to in this study are federal fiscal years (which
run from October 1 to September 30). In several instances, statistics are given for calendar
years or for academic years (which run from July 1 to June 30). Federal laws and regulations
governing higher education frequently refer to academic years.

Numbers in the text and tables may not add up to totals because of rounding.
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Preface

I he federal government helps students finance higher education through two major loan
programs—one that guarantees loans made by private lenders and one that makes loans
directly to borrowers. The two programs offer similar types of loans on similar terms to bor-
rowers, but they differ significantly in how they are funded and administered. Those differ-
ences cause the guaranteed loan program to have a significantly higher rate of federal
subsidies——as calculated for the federal budget under the rules of the Federal Credit Reform
Act—than the direct loan program has. However, such subsidy-rate estimates do not include
the costs to taxpayers that stem from the risks involved in making student loans, nor do they
include federal administrative costs (which are recorded separately in the budget). More-
comprehensive, fair-value estimates, which include such costs, indicate higher subsidy rates
for both programs, although direct loans continue to show a marked cost advantage over
guaranteed loans.

This Congressional Budget Office (CBO) study—prepared at the request of the Ranking
Member of the Senate Budget Committee—compares the budgetary and fair-value costs of
the federal student loan programs. It also looks at several options for modifying those pro-
grams, including eliminating the guaranteed loan program after July 1, 2010, and expanding
direct lending. In keeping with CBO's mandate to provide objective and impartial analysis,
this report makes no recommendations.

The study was written by Deborah Lucas, CBO’s Associate Director for Financial Analysis,
and by Damien Moote of CBO’s Macroeconomic Analysis Division, under the direction of
Robert Dennis and Kim Kowalewski. Deborah Kalcevic of CBO’s Budget Analysis Division
produced some of the cost estimates, under the direction of Peter Fontaine and Sam Papen-
fuss. Justin Humphrey provided helpful comments on earlier drafts, as did Janice Eberly of the
Kellogg School of Management at Northwestern University. (The assistance of an external
participant implies no responsibility for the final product, which rests solely with CBQO.)

Chris Howlett edited the manuscript. Maureen Costantino prepared the report for publica-
tion, with assistance from Jeanine Rees, and produced the cover. Monte Ruffin produced
the printed copies, Linda Schimmel coordinated the print distribution, and Simone Thomas
prepared the electronic versions for CBO’s Web site (www.cbo.gov).

Douglas W. Elmendorf
Director
March 2010
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Summary

I he federal government makes financing for higher

education widely available through two programs: the
Federal Family Education Loan (FFEL) program, which
guarantees loans made by private lenders, and the Wil-
liam D. Ford Federal Direct Loan Program (FDLP),
which makes loans directly to borrowers. The two pro-
grams are similar in many respects. By statute, they offera
similar variety of loans with comparable interest rates and
repayment options for all qualifying borrowers. Those
ioan terms are usually more generous than what would be
available from private sources. Schools, which choose
which program to participate in, play an important role
in administering the loan application process and in
counseling students about the financing options available
to them. In both prografns, the federal government bears
almost all of the losses when borrowers default.

The FFEL program and the FDLP differ, however, in the
ways in which they are administered and funded. In the
guaranteed loan program, loans are administered by
financial institutions—such as Sallie Mae, commercial
banks, and nonprofit agencies—that act as FFEL lend-
ers.' Those lenders usually raise the money to make loans
in the private capital markets. By contrast, in the direct
loan program, the Department of Education and its con-
tractors manage maost administrative functions, and loans
are funded through the Treasury.

Lending through the federal student loan programs has
grown rapidly over time, with that growth accelerating in
the past decade. Between 2000 and 2009, the volume of

L. Sailic Mae was lly a goven ponsored char-

tered by the Congess to provide liquidity to the secondary market
for student loans (the market in which loans are bought and sold).
1t is now a private company that specializes in p financial
services to students, including FFEL and private student loans.

outstanding federal student loans more than quadrupled,
from about $149 billion to about $630 billion. During
that period, about three-quarters of the student loans
made each year were originated in the guaranteed loan
program,

Private lenders in the guaranteed loan program faced a
sharp increase in funding costs during the recent financial
crisis, leading to concerns about the future availabiliey

of guaranteed loans. To ensure an uninterrupted flow of
credit for students, lawmakers enacted legislation in 2008
that gave the Deparement of Education temporary
authority to buy newly originated loans from FFEL lend-
ers. Through a combination of those purchases and direct
Joans, about 88 percent of the total dollar amount of fed-
eral student loans made in the 2008-2009 academic year
was funded by the government (see Summary Box 1).
Despite the new legislation, the guaranteed loan pro-
gram's share of origination volume fell to 69 percent in
the 2008-2009 academic year. Since then, uncertainties
about funding for the FFEL program and about possible
legislation affecting it have led more schools to switch

to the direct loan program. The Congressional Budget
Office (CBO) projected in its March 2010 baseline that,
under current faw, the share of guaranteed student loans
would continue to decline gradually for the next few
years before leveling off at 40 percent starting in 2013

Budgetary Costs of Direct and
Guaranteed Student Loans

Despite the many similarities between the FDLP and the
FFEL program, the latter is significantly more costly for
the federal budget. For example, CBO recently estimated
that the President’s proposal to eliminate the FFEL pro-
gram and replace it with additional direct lending would
save the government a toal of $62 billion between 2010

B0
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Summary Box 1.

 Effects of the Financial Crisis

In the wake of the financial crisis that began in
August 2007, investors became wary ‘of buying asset-

with a federal guarant
Ioans‘ Many lende

uch as guaranteed student
3 Federal Family Fi

pass
o s Stuudenie Loans Act 02008 =
aw authorized the Depar[mem ‘of

médé to FFEL lenders. Once thé Toans are purchased
- paymeiits-from the government to FFEL lenders

10 Asser’backed sec financtal instruments whose iriter:
est-and principal paymernits stem:solely fromi the income gen-
erated By the a3séts that serve as coflateral for the securities,
Secirities backed by student loans dre created by bundling
those loans togetherand selling tavestors claims to a portion
of the loans’ cash floWws. Tn'the case of federally guaranteed
student loans, the sccunncs are structured so that federal pay-
ments for defauh claims on the loans are passed along to the
halders of the securities.

2. Public Law 110-227; ©

backed sccutities==even those backed by obligations.;

" last year, FFEL lenders conrmued 1o rely heavily on .
- the enhanced federal support to obtain ﬁnancmg for.
: student loans.
* private capital led lawmakers to ext

cease; and the Joans are serviced and ddministered by
the department’s contractors. Thus, the purchased
loans have the same costs as direct student loans,

“Despite improvements in the ﬁnanc;al miarkets

acerns abour the availabiliey of .

tant source of ﬁnancmg for higher education for
some students (such as those who had. exl\austed the
l!ar {imits'on fedaral student loans or who

! ng
through the TALF to obtain’ funding at affordablc

\'3[55

Thé Department of Education reports thit unider the auchor

Sty i ECASLA it purchased rétighly $50 Billiei i FREL
Toans throiigh'the end of fiscal year 2009, The dépatment
éstimates thatit will buy angther $62 billion in loans undei
the extended duithority thar ends on July 1, 2010, for total
puschases of abour $112 billion.

b

The Federal Reserve created the TALF in November 2008 to
pravide liquidiry for certain types of asser-backed securities,
including those backed by stident loans. Issuers of asset-
backed securities can borrow from the facility ac interest ratés
sét by the Federal Reserve, using asset-biicked securities as
collateral. The TALF is scheduled to stop operating later this
year. *
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and 2020.% Although the federal cost per dollar of student
loans originated varies from year to year and among dif-
ferent types of loans, a loan made in the FFEL program
consistently shows a much higher budgetary cost than if
it had been made in the direct Joan program.

The budgetary costs of the direct and guaranteed loan
programs are recorded in the federal budget using the
standard procedure specified in the Federal Credit
Reform Act of 1990 (FCRA).?> Thar law says that the
costs of a federal loan or loan guarantee should be esti-
mated in the year the loan is disbursed as the net present
value of the federal government’s expected net cash flows
over the life of the loan or guarantee. Those cash flows
are discounted to their present value using the Treasury’s
borrowing rates.!

Fair-Value Costs of Direct and
Guaranteed Student Loans

Cost estimates made under FCRA do not provide a com-
prehensive measure of the cost to taxpayers of the federal
student loan programs, for two main reasons. First, the
FCRA methodology does not include the costs to tax-
payers that stem from certain risks involved in lending—
risks that private investors would require compensation
to bear. In particular, although the FCRA methodology
accounts for average losses from defaults, it does not rec-
ognize a cost for the risk that losses from defaules will be
higher during periods of market stress, when resources are
scarce and hence most valuable. Such “market risk” is
excluded from FCRA estimates because that methodol-
ogy discounts expected future cash flows at Treasury
borrowing rates rather than at higher interest rates that
incorporate the price of risk.” Second, PCRA estimates do

2. Those savings stem from a $68 billion reduction in subsidy costs
{which do not include the government’s administrative cxp
partly offser by a $6 biflion increase in administrative expenses,
which are funded separately in annual appropriation acts. See
Congressional Budger Office, fetter ro the Honorable Judd Gregg
about the budgetary impact of the President’s proposal to alter
federal student loan programs (March 15, 2010).

3. CBO's method for estimating those costs is described in Congres-
sional Budger Office, Subsidy Estimates for Guaranteed and Direct
Student Loans (November 2005).

4. Net present value is 2 single number that expresses a flow of cur-
rent and futute income (or payments) in terms of an equivalent
Tump sum received (or paid) today. The present value depends on
the rate of interest (the discount rate} used in the calculation.

not include administrative expenses, which are recorded
separately in the budget each year on a cash basis (that is,
undiscounted). That treatment mixes together current-
year administeative costs for outstanding loans and for
newly originated loans.

In this study, CBO compares the costs of making a loan
in the FDLP and guaranteeing a loan in the FFEL pro-
gram, calculated as specified in FCRA and also at fair
value—a broader measure that includes administrative
costs and the cost of risk. The fair value of an asset or
liability corresponds to its market value under normal
market conditions (or, in the absence of such conditions,
to an approximation of what the value would be under
those conditions). In general, a fair-value subsidy occurs
whenever the government accepts terms on the financing
or services it provides that are less stringent than the
terms that participants in private markets would require
for taking on comparable obligations and risks.

Taking into account the costs of risk and administration
has the effect of significantly increasing the estimated cost
of both the direct and guaranteed loan programs; it also
narrows—but does not eliminate-—the cost difference
between the two programs. For instance, CBO recently
estimated that whereas loans issued in the direct loan pro-
gram between 2010 and 2020 would reduce the deficit
by a total of $68 billion under FCRA accounting, those
Ioans would increase the deficit by $52 billion on a fair-
value basis. For loans issued in the FFEL program, the
projected cost over that period increases from $22 billion
under FCRA accounting to $105 billion on a fair-value
basis. The savings from implementing the President’s
proposal to replace FFEL loans with direct loans decline
from a total of $62 billion over the 2010-2020 period
under FCRA accounting to $40 billion on a fair-value
basis.

5. Student loans also entail prepayment risk: the risk that students
will pay back loans more rapidly if future interest rates fall and
more slowly if future rates cise, reducing the value of the govern-
ments claims. That risk, however, is less important than market
risk for student loans. Investors in securities backed by student
loans also assign a price to other eypes of risk, such as liquidicy risk
(the risk that the securities may not be easy to sell quickly without
having to offer 2 price concession). CBO takes into account all of
those risks in its fair-value estimates.

6. Congressional Budger Office, letrer to the Honorable Judd Gregg
about the budgetary impact of the President’s proposal ta alrer
federal student loan programs (March 15, 2610).

CRO
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To calculate fair-value subsidies, CBO generally used the
same assumptions as for its FCRA estimates, except with
regard to discount rates and administrative costs. In place
of Treasury rates, CBO used discount rates that included
an estimate of the risk premium (the additional return in
excess of Treasury rates) that private investors would
require to bear the risks of student loans. CBO estimated
those discount rates on the basis of interest rates on pri-
vate student loans and other data from the private stu-
dent loan market.” The estimated discount rates also took
into account differences berween private and federal stu-
dent loans (in the terms of the loans and the characteris-
tics of borrowers); past and present market conditions;
and the expectation that conditions in financial matkets
will improve in the next several years. In addition, CBO
included the administrative costs incurred by federal
agencies in its fair-value subsidy estimates, because a pri-
vate entity would need to be compensated to bear those
€Osts,

Subsidy rates—the cost per dollar of loan originated—
vary from year to year with the composition of borrowers
in each program and the mix of loan types. To present
FCRA and fair-value estimares that are informative about
the differences in the cost of Jending under the two stu-
dent loan programs, this study shows subsidy rates that
are based on a representative loan (holding the character-
istics of borrowess and the mix of loans fixed) made in
the FFEL program in specified time periods.

CBO’s caleulations indicate that if subsidies were com-
puted on a fair-value basis, student loans made in both
the direct and guaranteed loan programs would impose
costs on the federal government, and those costs would
represent a significant share of the principal value of the
loans issued. For instance, whereas on average over the
20102020 period a representative loan issued in the
direct loan program has a negative subsidy rate of 9 per-
cent under FCRA (meaning that it reduces the deficit),
the same loan has a positive subsidy rate of 12 percent
on a fair-value basis. For the FFEL program, the average
subsidy rate on a representative loan over that period is
5 percent under FCRA and 20 percent on a fair-value
basts.

7. Many of the lenders that make guaranteed student loans also offer
Y 8
private student foans. Private loans are generally taken out by
e .

students at i dergrad orp

l

Thus, measuring costs on a fair-value basis narrows the
difference between the costs of loans made in the guaran-
teed and direct lending programs, but it does not elimi-
nate the gap. CBO estimates that if a representative
guaranteed loan made during the 2010-2020 period was
instead originated in the direct loan program, the savings
in subsidy rates would be 8 percentage points (20 minus
12) on a fair-value basis, compared with about 13 per-
centage points (3 minus -9, with rounding) under FCRA
accounting.

Those estimates, which are based on the economic
assumptions underlying CBO's March 2010 baseline, are
very sensitive to projections of interest rates and estimates
of discount rates. However, the conclusions that fair-
value subsidy rates are positive for both programs and
higher for the guaranteed loan program hold under 2
broad range of assumptions about interest rates, discount
rates, and other market conditions.®

The higher costs in the guaranteed loan program {en
both a FCRA and a fair-value basis) result mainly from
the way in which the government compensates FFEL
lenders. Payments to those lenders are fixed in legislation
rather than set through a mechanism—such as a compet-
itive bidding process—that ties reimbursement to actual
costs incurred. In general, those statutory payments
appear to exceed lenders’ basic administrative costs and
their funding costs under normal market conditions
(although during the financial crisis, the payments proved
too low to cover the surge in lenders’ borrowing costs).”
Because FFEL lenders must compete to attract borrowers,
any difference between the statutory payments they
receive and their basic costs is mostly absorbed by increas-
ing marketing efforts, enhancing the administrative ser-
vices they provide, or offering other benefits to schools

8. The conclusion that costs are higher for both programs on a fair-
value basis is a logical consequence of including costs thar are
exctuded under FCRA; only the size of the effect depends on
specific assumptions. The amount by which the FFEL program
appears more expensive than direct lending is sensitive to the rate
chosen ta discount the government’s payments to FFEL lenders.
With a sufficiently high—bat unrealistic—discount rate, the
FFEL program would appear to be less expensive than the direct
loan program.

9. The College Cost Reduction and Access Act of 2007 (Public Law
110-84) reduced payment rates to FFEL lenders and guaranty
agencies, which narrowed the difference in costs between the two

P 8
schools who have reached the dollar limit on federally
foans or by students who do not qualify for federal loans.

But in CBO's estimation, a iderable cost differen:

PIOg:
remains.
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and students. Thus, competition between lenders benefits
schools and borrowers rather than lowering costs to the
government. In addition, FFEL lenders fund their loans
in the capital markets, which introduces additional costs
and risks to the program that do not arise when loans are

funded through the Treasury.

Options for Changing Federal

Student Loans

In recent years, many proposals have been made to mod-
ify the federal student loan programs. Some of those pro-
posals focus on the cost disparity between the guaranteed
and direct lending programs. For example, the President’s
2011 budger calls for ending the FFEL program’s author-
ity to guarantee new loans on July 1, 2010, and switching
entirely to the direct lending program to realize the sav-
ings from that program’s fower costs. The House of Rep-
resentatives recently passed legisladion (H.R. 4872, the
Health Care and Education Affordabiliry Reconciliation
Act of 2010) to carry out a similar change, and the Senate
is currently considering that legislation.”

Policy aptions that could help bring the subsidy rate of
the FFEL program closer to that of the direct loan pro-
gram include having the government buy all student
loans from FFEL lenders shortly after origination but
allowing the lenders to rewin their current administrative
functions; cutting payments to those lenders; and auc-
tioning off the right to lend under the program. Such
cost-saving measures would probably cause FFEL lenders
to reduce service levels, prompting more schools to
switch to the direct loan program.

10. On Seprember 17, 2009, the House passed the Student Aid and
Fiscal Responsibility Act of 2009 (H.R. 3221), which would also
phase out the FFEL program,

COSTS AND POLICY OPTIONS FOR FEDERAL STUDENT LOAN PROGRAMS %y

Federal costs could be made more predictable-—and the
subsidies provided to different cohorts of students could
be made more uniform—Dby indexing the interest rates on
student loans to market interest rates. Under current law,
subsidies vary considerably from year to year because the
interest rates charged to borrowers are fixed by statute
and unrelated to market interest rates.

Other options to alter the student loan programs aim to
address policy goals—such as improving the affordability
and availability of student loans or reducing defaults—by
modifying the terms offered to borrowers. For example,
one way to help students would be to lower the interest
sates charged on federal student loans. However, broad-
based reductions in interest rates would entail significant
costs to the government. For instance, reducing the
scheduled interest rates charged to borrowers on new
leans by 1 percentage point would increase the subsidy
rate on guaranteed loans by 6 percentage points ona
fair-value basis.

Policymakers have also considered changes aimed at
lessening the hardships that borrowers face in repaying
federal student loans. Those proposed changes include
expanding options that make repayment terms contin-
gent on income, that eliminate a portion of an out-
standing loan (forgiveness), or that allow a borrower to
delay repayment {forbearance or deferment). Although
more-lenient repayment terms may lower default rates,
they increase costs to the federal government by length-
ening the average time that loans are outstanding at sub-
sidized interest rates. The costs of income-contingent
repayment, of of foan forgiveness or forbearance, are
generally higher on a fair-value basis than under FCRA
accounting, because borrowers are more likely to take
advantage of those opportunities in economic down-
turns, when the value of the forgone payments is greatest.

CBO
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Costs and Policy Options for
Federal Student Loan Programs

he Department of Education oversees various pro-
grams to help students pay for the costs of postsecondary
education. This Congressional Budget Office (CBO)
study focuses on the two largest student loan programs
created under the authority of the Higher Education Act
of 1965 {(as amended):

W The Federal Family Education Loan (FFEL) program,
which dates back to the mid-1960s, guarantees stu-
dent loans made by private-sector lenders.

# The William D, Ford Federal Dircct Loan Program
(FDLP), which began operating in 1994, makes loans
directly to students or their parents.

Overview of Federal Student
Loan Programs

Both the guaranteed and direct loan programs have expe-
rienced rapid growth as increasing numbers of students
have sought higher education and as the costs of school
attendance have soared. The two programs offer virtually
identical types of loans, which carry similar interest rates,
repayment options, and other terms. However, significant
differences exist in the way the programs are administered
and funded, which have implicarions for their costs to the
federal government.

Types of Loans

The FIDLP and the FFEL program offer many kinds of
loans. Eligibility and some loan terms depend on a
student’s course of study (for example, undergraduate,
graduate, or medical); the identity of the borrower (stu-
dent or parent); and whether the student qualifies for
more favorable loan terms on the basis of need.

Both programs offer so~called Stafford loans to under-
graduate and graduate students. Those Joans make up the

bulk of federal student loans, accounting for more than
80 percent of new loan volume each year {excluding con-
solidation loans). In a typical year, a litdle over half of
Stafford loans (by volume) are “unsubsidized” and the
rest are “subsidized.” Those labels refer to the terms of the
loans, not to whether the federal government incurs sub-
sidy costs for the programs. With subsidized Stafford
loans—which are available depending on the income and
assets of students and their parents—borrowers generally
are not charged interest while they are in school and dur-
ing certain other periods, and undergraduate borrowers
are charged lower interest in some yeats.

Besides Stafford loans, both the FDLP and the FFEL
program offer so-called PLUS loans to parents of under-
graduate students and to graduate and professional
students who have reached their borrowing limis for
Stafford loans. In addition, both programs offer consoli-
dation loans, which allow most borrowers with more than
one outstanding federal loan to refinance them into a
single obligation.’

Loan Terms

The terms offered to borrowers—interest rates, borrow-
ing limits, fees, and repayment options—are set by stat-
ute and are almost identical under the direct and guaran-
teed loan programs. Since July 2006, new Stafford loans

1. Consolidati ded
interest rate equal to the weighted average of interest rates on the
loans being consolidated (rounded up to the nearest eighth of a

percentage point). For more about consolidation loans, see Con-
gressional Budger Office, The Cost of the Consolidation Uptien for
Student Loans (May 2006). For budgetary putposes, CBO treats a
consolidation loan as an extension of the original loan rather than

loans offer terms and a fixed

as a new loan. Thus, the subsidy estimates in this analysis, both
budgetary and fair-value estimates, include the incremental costs
of loan consolidation.
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have carried a fixed interest rate.” (Loans originated ear-
lier carry a variable rate that is indexed to the interest rate
on three-month Treasury bills.) Setting 2 fixed interest
rate that is not linked to a market rate has several effects:
It causes the rate of federal subsidies provided to different
cohorts of students to vary considerably, and it makes the
budgetary costs of student loan programs more variable
from year to year.

Statutory restrictions limit the amount of money that can
be borrowed—both annually and cumulatively—from
the federal lending programs. The limits, which are iden-
tical under the two programs, depend on the type of loan,
the course of study, and the costs of attending a given
school.?

Although interest rates and borrowing limits are almost
identical for direct and guaranteed loans, the fees that
borrowers pay to take out a student Joan vary slightly
between the two programs.” For guaranteed loans, the
government charges borrowers a fee equal to 1 percent of
the loan amount when their loan is disbursed. That origi-
nation fee goes toward paying claims to FFEL lenders
when borrowers default. The government also charges a
1 percent origination fee on direct loans, but part of the
fee is returned to students if they repay their loan on time
(the rest is remitted to the Treasury). Thus, the average
amount that students pay in origination fees is lower on
direct loans.

When students complete or withdraw from a course of
study, they typically receive a six-month grace period dur-
ing which no loan payments are due, although interest
continues to accrue on their loans. (With subsidized
loans, no interest accrues during the grace period.)

2. That rate was initially set at 6.8 percent for both subsidized
and unsubsidized Stafford loans, For subsidized loans to under-
graduates, however, the rate follows 2 declining schedule: 6.0 per-
cent in the 2008-2009 academic year, 5.6 percent in 2009-2010,
4.5 percent in 20102011, and 3.4 percent in 20112012, After
that, it reverts to 6.8 pescent.

3. For example, as of July 1, 2008, the cumulative limits on out-
standing Stafford loans are $31,000 for loans taken out 2s a
dependent undergraduate and a toral of $138,500 for loans taken
out as an undergraduate or graduate student. Limits for medical
students are higher.

4. A nouble exception to the similarity of interest rates between the
two programs is that the fixed rate for borrowers of PLUS loans
made on or after July 1, 2006, is 7.9 percent for direct loans and
8.5 percent for guaranteed loans.

Stafford loans have flexible repayment plans that last up
to 30 years; they also have deferment and forbearance
provisions that allow borrowers 1o temporarily stop mak-
ing payments because of financial hardship, a return to
school, or other reasons.” For qualifying student borrow-
ers, several repayment plans are available in which sched-
uled loan payments vary with the borrower’s income.®

Federal student loans are considered to be in default after
270 days of missed payments—a much less stringent
criterion than applies to privare student loans and other
consumer credit. However, student loans of any sort
(direct, guaranteed, or private) are rarely forgiven in
bankruptcy proceedings, and there is no statute of
timitations on their collection.

Loan Volume

The demand for federal student loans has risen rapidly in
recent decades, aided by a series of legislative changes that
expanded the federal programs and relaxed limits on the
amounts borrowed.” Between 1990 and 2009, the rotal
dollar volume of new loans originated each year grew at
an average ratc of roughly 9 percent. In the past five
years alone, new originations increased by nearly three-
quarters: from $56 billion in 2005 to $97 billion in 2009
(see Table 1). As a consequence, the total amount of fed-
eral student loans outstanding rose from $381 billion to

5. Duringad or forb e period, p are niot
required but interest still accrues. (In the case of subsidized Staf-

ford toans, the government pays the interest during deferment.}

6.

Three different plans exist: “income-based repayment,” “income-
sensitive rep " and “income-conti o »
of which have slightly different rules, For instance, under income-
based repayment, monthly payments are capped at a percentage of
the borrower’s discretionary income; the cap is based on the bor-
rower’s income and family size. Single borrowers who carn less
than $50,000, and married borrowers with two children who earn
Iess than $100,000, have their monthly payments capped at less
than 10 percent of their gross income. For a description of the var-
ious plans, see FinAid, “Income-Based Repayment,” available at
wyww.finaid.orgfloans/ibr.pheml,

7. For example, the unsubsidized Stafford loan program, established
in 1992, extended ligibility to higher-income borrowers by
removing an incame test, and the volume of those loans grew rap-
idly. Starting in 2006, the PLUS loan program increased the avail-
abiliey of federal loans to graduare students; that program has also
grown quickly. Borrowing limits, both anaual and cusnulative,
have been raised several times since 1995. On PLUS loans, for
instance, changes allowed for borrowing up to the full cost of 2
student’s education.
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Table 1.
New Direct and Guaranteed Student Loans, by Fiscal Year
2005 2006 2007 2008 2009
Volume of New Loans {Billions of dollars}
Direct Loans 126 122 125 17.8 297
Guaranteed Loans 43.2 467 518 __EZE 86.8
Total 55.8 58.8 64.4 75.7 96.5
Number of New Loans (Miltions)
Direct Loans 3.0 28 27 37 6.1
Guaranteed Loans 103 108 116 12.7 145
Total 133 137 14.3 16.5 20.6
Source: Congressional Budget Office based on data from the Department of Education.
Note: These reflect net ¢ ding consolidation loans.

$631 billion over that peried. Approximately rwo-thirds
of the growth in the FDLP and the FFEL program has
resulted from a rise in the number of borrowers, and
one-third has stemmed from larger loan balances per
botrower during the 1995-2009 period. The increasing
demand for student loans has coincided with extraordi-
nary growth in the cost of higher education—ahich,
since the 1980s, has reportedly risen at an annual rate
that was 3 percentage points higher than the general
increase in prices.®

Historically, the guaranteed loan program has been the
main source of federal credit assistance for higher educa-
tion, It accounted for an average of about 75 percent of
the total dollar amount of federal student loans origi-
nated berween 1998 and 2008. That program's share fell
from 81 percent in 2008 to 69 percent in 2009, as some
schools switched to the direct loan program to avoid
uncertainties about the availability of guaranteed student
loans during the financial crisis (see Summary Box 1 on
page viit). Furthermore, the government financed a large
percentage of the guaranteed loans originared in 2009
through loan purchases by the Department of Education.
Since then, the number of schools participating in the
FFEL program has continued to decline. CBO projects
that under current law, guaranteed loans will account for
55 percent of all new federal student loans in 2010 and
smaller shares thereafter, leveling off at about 40 percent
beginning in 2013.

8. College Board, Trends in College Pricing, 2009 (Washington,
D.C.: College Board, 2009).

Some students who have exhausted their eligibility or
who do not qualify for federal loans turn tw the private
student loan market for financing. Private student loans
are offered by many of the same lenders that participate
in the FFEL program. But whereas the federal govern-
ment determines eligibility and loan terms for federal
direct and guaranteed student loans, and assumes the risk
of default, lenders play those roles for private loans. Data
on the size of the private student loan market are scarce,
but one estimate put originations at about $22 billion in
the 20072008 academic year-—implying that the private
market was about one-quarter the size (by dollar value} of
the market for federal student fending in that period.”
The volume of the private student loan market appears to
have fallen off sharply in the wake of the financial crisis.

Administration and Funding

The direct and guaranteed student loan programs differ
in how they are administered and funded and in how the
government pays for administration and funding. In the
guaranteed loan program, the federal government guar-
antees Joans that are administered and funded by FFEL
lenders, including private financial institutions and non-
profit organizations. FFEL lenders are compensated for
those activities on terms set by statute under the Higher
Education Act. In the direct loan program, by contrast,
the Department of Education makes loans directly to

9. Mark Kantrowitz, “Characteristics of Private Student Loan Bor-
rowers Who Do Not Use Federal Education Loans” (published by
FinAid.org, June 7, 2009), www.finaid.orgleducators/

20090607 private_vs_federal_loans.pdf.

o
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qualifying borrowers and manages all aspects of the lend-
ing process. It hires private contractors, selected in a com-
petitive bidding process, to perform some administrative

functions, and it funds loans through the Treasury.

Schools play an important role in both programs in
administering the loan application process and counsel-
ing students about the financing options available to
them. Schools also must decide which program to partic-
ipate in. When choosing between the direct and guaran-
teed loan programs, schools consider such factors as
which program provides better administrative and other
services and which program seems more beneficial to
their students.

Factors That Affect the Costs of

Direct and Guaranteed Lending

The FDLP and the FFEL program differ markedly in
their costs to the federal government. The main reason is
that payments to FFEL lenders are set legislatively ar an
average amount that is higher than the costs to the FDLP
of administering and funding direct loans. Those addi-
tional payments to lenders accommodate the higher mar-
keting and funding costs of the guaranteed loan program
and the higher level of services that it offers to schools
and students.

Payments to Lenders

The way the government compensates lenders under the
FFEL program is set by statute and is only weakly related
to the actual costs that lenders incur. Lenders receive reg-
ular quarterly payments from the government—known as
special allowance payments (SAP)—that are a percentage
of the principal value of their outstanding guaranteed
loans. That percentage equals the prevailing interest rate
on high-quality three-month commercial paper plus an
addirional amount—called a spread—minus the interest
rate that borrowers contractually pay on the loans.™ That
arrangement effectively transfers to the government the
interest payments that lenders receive from borrowers. In
return, the commercial-paper rate plus a small portion of
the spread Is intended to cover lenders’ normal costs of
acquiring the funds to make foans in the capital marker.”
The rest of the spread goes toward covering administra-
tive costs and other expenses incurred by lenders.” The

10. Commercial paper consists of unsecured promissory notes that
large corporations or banks issue to raise money for short-term
needs.

statutory amount of the spread varies by type of loan and
type of lender. For example, payments to for-profit FFEL
lenders include a spread of 1.79 percent on Stafford and
PLUS loans and 1.19 percent on consolidation loans.
Spreads paid to nonprofit lenders are 0.15 percentage *
points higher.

Lenders also pay and receive a vatiety of other, relatively
small, fees and payments that affect their toral compensa-
tion. In addition, when borrowers default, the govern-
ment pays FFEL lenders a fixed fraction-—currently set at
97 percent—of the principal and accrued interest owed
(sec the section on collection below)."?

In deciding whether to offer guaranteed loans, lenders
weigh the value of those various payments against the
costs and risks associated with participating in the FFEL
program. If statutory payments to lenders fall short of
covering their costs—as happened during the financial
crisis before additional federal support became avail-
able-lenders have the option to stop participating. But
when payments to lenders exceed the basic cost of admin-
istering and funding loans, there is no mechanism for the
government to recoup the excess.

Competition among lenders means that a substantial por-
tion of any excess payments will be used to attract and
retain business, such as by spending more on marketing
or improving services to students and schools. Those ser-
vices include discounts to borrowers for on-time payment
and support services to financial aid offices, such as soft-
ware systems and educational materials." (To the extent
that lenders are shielded from competition, some portion

11. Duting the recent financial crisis, FFEL lenders’ funding costs
increased well above the commercial-paper rate, and the fixed
spread did not accommuodate those increases.

S

. The College Cost Reduction and Access Act of 2007 {Public Law
110-84) reduced SAP spreads from previous levels. Although no
major lender withdrew from the program in the following year,
the level of benefits offered to borrowers declined. Lenders further
cat services and benefits when the financial crisis increased their
funding costs.

13. From the lender’s perspective, 2 default terminates the stream of
special allowance payments and triggers chim payments from the
goverament. Prepayments of loans similarly terminate the stream
of spread paymeats and result in redemption of principal from the
borrower.

14, The extent of such inducements is fimited by the Higher Educa-
tion Act, and enforcement has increased in recent years,
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Lending Functions in the Direct and Guaranteed Loan Programs

Direct Loan Program

Guaranteed Loan Program

Government
(Through the Treasury)

Source of Funding

Assumption of Default Risk  Government (100 percent)

Private capital markets
{Through securitization and banks)

Government (97 percent)®
tenders {3 percent)

Origination Government Guaranteed Jenders
{Through schools) {Through schools)
Servicing Government Guaranteed lenders
{Partly through subcontractors) {Partly through subcontractors)
Collection Government subcontractors and Treasury Guaranty agencies for three years, then government
Offset Program® subcontractors and Treasury Offset Program®
Source: Congressicnal Budget Office.

a. Under current law, the government's share is set to decline to 93 percent beginning in 2013,

b. The Treasury Offset Program enables the Department of Education to collect from delinquent horrowers by having the Treasury withhold
a portion of their federal transfer payments, such as tax refunds or Sociat Security benefits.

of any excess payments will be retained by lenders.)'® In
the direct program, by contrast, the likelihood of excess
administrative payments is diminished by the practice of
hiring private contractors through a competitive bidding
process.

Comparison of Costs by Function

Lending involves a number of basic functions: origina-
tion, servicing, collection on loans in default, risk
assumption, and funding. Identifying the differences in
how those functions are carried out between the two pro-
grams (summarized in Table 2} is helpful in understand-
ing why cost differences arise.

The comparisons below are based on the normal opera-
tions of both programs. Thus, they do not reflect the
effects of the temporary provisions that lawmakers
enacted in 2008 to ensure an uninterrupted supply of
credit to students during the financial crisis (see Sum-
mary Box 1 on page viii).

Origination. Origination refers to all of the steps required
to issue a loan, from application to final approval and

15. For instance, schools encourage students to borrow from a fist of
“preferred lenders,” which thus have a competitive advantage over
lenders not listed.

disbussement of funds. Most loans in both the direct and
guaranteed loan programs are originated through school
financial aid offices, which many students rely on to
obtain information and advice about loan products and
lenders.' In carrying out the origination function,
schools use software and other support services provided
cither by the Department of Education (for schools in the
direct loan program) or by FFEL lenders (for schools in
the guaranteed loan program). Because FFEL lenders
compete with one another to attract and retain business,
they incur marketing and other expenses that are avoided
with direct lending. Those higher origination expenses
do not directly affect federal costs because they are not
reimbursed, but they do affect whether a given amount of
federal payments is sufficient to induce lenders to partici-
pate in the guaranteed loan program.

Servicing. Servicing involves the administrative functions
associated with billing and collecting interest and princi-
pal payments on loans that are in good standing. The
government and FFEL lenders rely on many of the same
private contractors to perform those functions, and the
Department of Education uses a competitive auction
process to select its contractors and determine payments

16, An exception is consolidation loans, which are ofien obtained
independently of a financial aid office.

CBO
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for them. Hence, servicing costs ate similar under both
programs.

Collection. When a loan made under either program goes
into default, it is typically transferred from a regular ser-
vicer to a “special servicer” that focuses on collection and
recovery. In the direct loan program, those special ser-
vicers are private contractors, which the Department of
Education chooses through competitive bidding, As an
incentive ro increase recovery rates, compensation is
structured so that contractors keep a share of the money
they recover.

In the FFEL program, guaranty agencies——state or private
nonprofit entities that administer the federal guarantee
and provide a variety of programs and services to schools
and borrowers in their state—act as the special servicers.
For loans that default, guaranty agencies pay FFEL lend-
ers the insured amount of outstanding principal and
interest, using funds supplied by the Department of
Education. The guaranty agency then holds and seeks

to collect on the delinquent loans for up to three years,
keeping a share (that is fixed by law) of any collections.”
Although that compensation is not determined competi-
tively, it is close to what contract special servicers in the
direct loan program receive.

Guaranteed loans that remain outstanding after three
years of nonpayment are transferred to the Department
of Education and effectively become direct loans. The
department and its contractoss continue to try to collect
on the loans after the transfer and remit the net amounts
collected to the Treasury.

Risk Bearing. Since the criteria that determine eligibility
for federal direct and guaranteed loans are identical, the
two programs attract similar groups of borrowers.” Thus,
the risks arising from the behavior of borrowers are also
similar. The most significant of those risks is the risk of
defaulr. The options for borrowers to prepay a loan ac any
time without penalty or to seck forbearance or deferral
also create risks.

17. Currently, guaranty agencies receive 16 percent of the recovered
amounts {or 8 percent if the recovery is achieved by consolidating
the loan). The Dep of Ed and its may
alsa collect on delinquent guaranteed loans during that three-year
period.

Although the risks arising from defaults and prepay-
ments, and the cost of those risks to society as a whole,
are much the same for the two programs, the way they are
allocated differs. In the direct loan program, the federal
government—and hence taxpayers—retain all of the risk.
In the guaranteed loan program, the federal government
assumes most of the risk, but some of it is transferred to
FFEL lenders (and to a lesser extent to the holders of
securities backed by guaranteed student loans). The
partial shifting of risk to FFEL lenders occurs primarily
through the way they are compensated by the govern-
ment, as well as through the 3 percent loss on loans that

defauls.

Although FFEL lenders are protected by the federal guar-
antee from most of the losses from defaule, they bear risk
because the government’s special allowance payments to
themn end if a loan is prepaid or goes into default; those
payments are reduced if a loan is consolidated by the
same lender. When default or prepayment rates are high,
lenders may not recover the administrative costs associ-
ated with making guaranteed student loans. Thus, the
structure of the special allowance payments exposes lend-
ers to market risks, and lenders require higher compensa-
tion to participate in the FFEL program because of that
risk exposure.” The way in which guaranteed [oans are
funded also transfers a small amount of default and

18. Despite the similarity of borrowers, some differences in default
rates exist between the Default rates on tidai
loans, for example, have been significantly higher in the direct
loan program than in the guaranteed loan program. Borrowers can
consolidate loans under cither program, and FFEL lenders can
choose whom they matket consolidation loans 1o 2t an individual
level; therefore, it appears that FFEL lenders have been able to
avoid offering conselidation loans to borrowers who are dlosc to
default. In addition, guaranty agencies have a financial incentive
to rehabilitate the loans of b in default by fidati!
them inco the direct program.

Default rates also vary somewhat berween the two programs
because the programs serve different schools, which attrace differ-
ent groups of students (in terms of backgrounds and economic
prospecis). Specifically, the FFEL program serves a larger propor-
tion of higher-tisk borrowers, as evidenced by its higher default
rates. Although CBO takes such differences into account in pro-
jecting the cost of each program, they are not relevant for compar-
isons of the structural factors that determine the cost differences
between the programs. Thus, CBO holds the mix of loans con-
stant in the subsidy estimates in this analysis,

19. The Department of Education can decline to accept default
claims for loans that have not been properly serviced, which gives
tise to a small amounc of performance risk for lenders.



prepayment risk from lenders to the capital markets,
although contracts are generally structured to minimize
the exposure of investors in student-foan-backed securi-
ties o the default risk of the underlying loans.

Furthermore, the funding mechanism for guaranteed
loans creates some additional risks that are absent in the
direct loan program. For instance, the possibility that a
lender may not properly service loans——or, more gener-
ally, that other problems will interrupt the lender’s ability
1o make payments or cause it to forfeit the federal guaran-
tee—is a source of risk whose costs are avoided by raising
funds through the Treasury. Such risks are usually insig-
nificant, but during the recent financial crisis, they prob-
ably contributed to the sharply higher funding costs for
FFEL lenders.

Financing. The capital markets provide the funding for
student loans in both the direct and guaranteed loan pro-
grams, but through different mechanisms, In the direct
loan program, the government funds loans by issuing
Treasury securities. In the FFEL program, lenders fund
loans cither on their own balance sheets {with deposits
or other borrowing) or, more often, by securitizing the
loans—that is, by bundling them wogether to creare
student-loan-backed securities that are sold to private
investors in exchange for a claim to part of the principal
and interest payments generated by the underlying loans.
Those securities generally carry a variable interest rate
that equals the rate on commercial paper plus a fixed
spread.

Because the government reimburses FFEL lenders by
formula and not according to their actual funding costs,
those costs do not directly affect the governments spend-
ing. Nevertheless, the government must pay FFEL lend-
ers enough to cover their expenses in order for the pro-
gram to continue, so the costs that lenders incur to obtain
funding affect the extent to which the costs of the guaran-
teed Joan program can be reduced.

20. The mismatch berween fixed-rate student toans funded with
variable-rate debt does not expose FFEL lenders ot investots to
additional risk because the government effectively swaps fixed stu-
dent loan payments from lenders for variable interest rate pay-
ments to lenders. Most of the variable interest rate payments from
the government ate passed on to holders of the student-lfoan-
backed securities {the rest is kept by the lenders).
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Funding a student Joan involves two types of costs: the
administrative costs associated with obtaining funds and
the rate of return that investors require to provide the
funding. Securitizing student loans {or raising funds pri-
vately by other means) involves higher administrative
costs than borrowing through the Treasury does. FFEL
lenders that secaritize loans incur administrative expenses
such as fees to investrnent bankers to structure and mar-
ket the securities, fees to the Securities and Exchange
Commission, legal fees, and the ongoing costs of manag-
ing receipts and payments. The Treasury avoids some of
those expenses, and because it issues a very large volume
of securities, it benefits from administrative economies of
scale in doing so.

The rate of return that investors require depends on the
amount and types of tisks associated with the claims they
receive. FFEL lenders pay higher interest rates than the
“Treasury does to obtain funds——typically about half a per-
centage point more under normal econamic conditions.
{During the recent financial crisis, the rates that investors
demanded to hold securities backed by guaranteed stu-
dent loans peaked at more than 2 percentage points above
the Treasury’s bosrowing costs.) How much of that differ-
ence represents a true cost disadvantage for the FFEL
program is bard to determine. For instance, if investors in
those securities assumed some of the default risk from the
underlying student loans, the higher rates could be fair
compensation for protecting taxpayers from that risk.

The government guarantee and the structure of student-
Joan-backed securities protect investors from almost all of
the default risk on the underlying loans, so default risk
does not seem to explain the higher cost of funds for
FFEL lenders.” Nevertheless, investors in those securities
are exposed to counterparty risk—the possibility that 2
lender will encounter problems that interrupt its ability
to make timely payments or that it will make a servicing
error that forfeits the federal guarantee. Investors also
bear liquidity risk—the risk that the securities may not
be easy to sell quickly withour having to offer a price
concession.

Several other characteristics of student-loan-backed secu-
rities also help explain why investors demand a higher

21. FFEL lenders often provide additional protection to investors by
retining a junior claim on a securitized loan pool that pays off
only after other investors are repaid in full. Because the securities
catry a variable rate, investors also face minimal prepayment risk,
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yield on them than on Treasury securities. For example,
securities backed by student loans are less liquid, and they
are subject to state and local taxes (which Treasury securi-
ties are exempt from). Inferring how much those differ-
ences contribute to truly higher costs for private funding
is difficult. Some of the Treasury’s apparent advantages
are transfers rather than gains, or they come at a cost to
taxpayers. The exemption from state and local raxes has
an offsetting cost to the localities that lose tax revenue.
The greater liquidity of Treasury securities comes ar least
in part at a cost to taxpayers—liquidity is enhanced by
the safery that stems from the federal power to transfer
risk from investors to taxpayers. The scale of Treasury
borrowing alse contributes to liquidity, but the ability o
borrow on so large a scale may also depend on the trans-
fer of risk to taxpayers.

Other characteristics that cause investors to demand a
higher return on student-loan-backed securities probably
reflect inefficiencies in funding government-guaranteed
securities using securitization (or other private means).
The complexity of student-loan-backed securities relative
to Treasury securities makes them harder to value, and
the costs that investors must incur to obtain information
and expertise about them reduces their liquidity. Because
the underlying student loans are guaranteed by the gov-
ernment, costs incurred to understand the securities and
evaluate counterparty and other risks have little apparent
value to society. Furthermore, the variation in funding
costs that exists among FFEL lenders suggests that some
lenders in the program are considerably less efficient than
others and that, henee, their higher funding costs have no
offsetting benefit to taxpayers.

To the extent that FFEL lenders pay more to fund their
borrowing than can be attributed to a transfer of risk
from taxpayers to the private sector, the FFEL program
has a true cost disadvantage because of counterparty risk,
liquidity risk, and securitization inefficiencies not present
in the direct loan program. Lenders can profitably remain
in the FFEL program only to the extent that special
allowance payments compensate them for those
addicional costs.

Budgetary Costs of the Student

Loan Programs

CBO and the Office of Management and Budget calcu-
late the budgetary costs of federal student loan programs
on an accrual basis according to guidelines specified in

the Federal Credit Reform Act of 1990 (FCRA). Under
that law, the cost—known as a credit subsidy-—of new
federal loans and loan guarantees is recorded in the bud-
get in the year the loans are disbursed. The credit subsidy
is calculated as the net present value (as of the year of dis-
bursement) of the government’s expected cash flows over
the lifetime of a loah or guarantee, using interest rates on
Treasury securities of comparable marurity to discount
the estimated cash flows. Those subsidy estimates do not
include the government’s expenses for operating the pro-
grams (including the costs of originating, servicing, and
collecting on loans); such administrative expenses are
shown elsewhere in the federal budget on a cash basis.

By that FCRA accounting, the guaranteed loan program
has consistently appeared to be more costly per dollar of
lending than the direct loan program. Indeed, FCRA
subsidy rates——the subsidy cost per dollar of loan
amount—have frequently been negative for the direct
loan program, meaning that the loans were credited in
the budget with creating savings for the government.

FCRA subsidy rates for loans originated in the direct and
guaranteed loan programs—and the difference between
the two programs’ subsidy rates—vary over time with
changing market conditions and program rules. Some of
the variation occurs because the terms on loans offered to
students and the government’s payments to lenders are
fixed by statute, whereas the Treasury interest rates used
to discount cash flows vary widely as market conditions
change. In 2009, FCRA subsidy rates were negative for
both programs because the fixed interest rate on new
loans was much higher than rates on Treasury securities
of similar maturity, which were at historically low levels.

Fair-Value Costs of the Student

Loan Programs

Although they are used for federal budgeting, FCRA sub-
sidy estimates are not comprehensive measures of the
costs of the federal student loan programs, for two main
reasons: They do not take into account the cost of some
of the risks that student loans impose on taxpayers, and
they omit most administrative costs (which are recorded
elsewhere in the budget).” Because of the different struc-
tures of the direct and guaranteed loan programs, those

22, The same limitations apply to subsidy estimates for other federat
credit programs that are accounted for under FCRA.
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omitted costs are greater, on balance, in the direct pro-
gram, which leads to an overstatement of cost differences
berween the two programs. For those reasons, some ana-
lysts have asserted that the reported difference berween
the subsidy rates of the direct and guaranteed loan
programs is not meaningful.”

Fair-value subsidy estimates, which include the cost of
risk and administrative costs, provide a more comprehen-
sive measure that allows the costs of the two programs to
be compared on a level playing field.” The fair value of
an asset is the price that the asset would bring if it was
sold in an orderly transaction between willing market
participants on a specified measurement date.” In gen-
eral, the government furnishes a subsidy—on a fair-value
basis—whenever it accepts terms on the financing it
provides that are more favorable than the terms that par-
ticipants in private markets would demand to take on
comparable obligations and risks.” The cost of credit
subsidies is ultimately borne by taxpayers, because gains
and losses on federal loans or foan guarantees ulimarely
must be covered through the tax system.

Measuted on 2 fair-value basis, the government’s costs of
making 2 loan in both the direct and guaranteed loan
programs are higher than those costs as measured under
FCRA, and subsidy rates are uniformly positive, meaning
that each new dollar of lending under the programs costs

23. See, for example, Dennis Zimmerman and Barbara Miles, “Sub-
stimting Direct Government Leading for Guaranteed Student
Loans: How Budget Rules Distorted Economic Decision Mak-
ing,” National Tox Journal, vol. 47, no. 3 (December 1994),
pp- 773-787; and Kevin Bruns, “The Hidden Costs of Direct
Loans,” Chronicle of Higher Educarion, vol. 53, no. 42 (June 22,
2007).

24. Although fair-value estimates are not used in budgeting for federal
credit obligations, CBO values the government’s asset purchases
under the Troubled Asset Relief Program on what is effectively 2
fair-value basis, using procedures similar ro those specified in
FCRA bur adjusting for market risk as directed by the Emergency
Economic Stabilization Act of 2008.

25. See Financial Accounting Standards Board, Statement of Financial
Accounting Standards No. 157 Fair Value Measurement (September
2006), p. 2.

26. In general, an cconomic subsidy can exist even though a program
has pasitive net income if the costs that are used to determine net
income are not comprehensive. The conceprual issues surround-
ing est of ic subsidies for credit prog; are

described in Congressional Budget Office, Extimating the Value of

Subsidies for Federal Loans and Loan Guarantees (August 2004).

the government money. In addition, the adjustments

for risk and administrative costs lessen the difference
between the two programs relative to FCRA estimates.
Even with those adjustments, however, the average sub-
sidy rate on a representative gnaranteed loan remains
higher than if the same loan was originated in the direct
program.”” The main reason for the higher subsidy rate
on guaranteed loans (both on a fair-value basis and under
FCRAY} is that the costs of administering the FFEL pro-
gram, including payments to lenders and guaranty agen-
cies, exceed the administrative costs associated with Jend-
ing through the direct loan program.

Accounting for Costs Omitted from FCRA Subsidies
CBO'’s fair-value subsidy estimates employ many of the
same assumptions and metheds that are normally used o
estimate costs under FCRA. The two main differences are
that discount rates include a risk premium (the additional
return that private investors would require to bear the
risks of student loans), and federal administrative costs
are fully allocated between the two programs.

Using Treasury interest rates to discount expected cash
flows on risky loans generally produces higher estimated
values for the loans than what private investors would
willingly pay for them. Consequently, when the govern-
ment offers loans to risky borrowers on fair-value terms,
those loans appear to make money for the government
(that is, they have negative subsidy rates as calculated
under FCRA). Moreover, the greater the riskiness of those
loans, the higher are the expected gains to the govern-
ment under FCRA accounting. Similarly, FCRA
accounting understates the fair-value cost to the govern-
ment of federal loan guarantees, and that understatement
is higher the greater the risk that is involved. To infer the
effects of risk on the fair value of federal obligations for
student Joans, CBO relied mainly on data about the
interest rates charged to borrowers in the private student
foan market. CBO also considered patterns in the rates
charged for other types of consumer credit.

Excluding administrative costs from FCRA subsidies
understates the cost of both programs, but particularly of
the direct program, in which all administrative functions
are handled and paid for directly by the Department of
Education. In the guaranceed foan program, by contrast,

27. Unless otherwise noted, average subsidy rates are based on aver-
ages across all types of loans projected to be originated from 2010
to 2020.

CBO
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Projected Fair-Value and FCRA Subsidy Rates for Representative Loans and

Borrowers, by Fiscal Year

{Percent}
Average,
2010~
2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2020
Fair-Value Estimates
{Using risk-adjusted discount rates and including administrative costs)
Direct Loan Program 13 13 11 7 9 11 12 13 13 13 i3 12
Guaranteed Loan Program 16 21 20 18 19 20 20 20 20 20 20 20
FCRA Estimates’
{Using Treasury discount rates and excluding administrative costs)

Direct Loan Program -18 -14 -13 -12 -10 -7 -6 -4 -4 -4 -4 -8
Guaranteed Loan Program <11 1 4 4 6 7 8 8 8 8 8 5
Source:  Congressional Budget Office,

Notes: Subsidy rates show the impact on the federal deficit of a dollar's worth of lending under a given program. For example, a subsidy rate
of 13 percent means that each dollar of lending increases the deficit by 13 cents.

The subsidy rates in this table are based on the mix of oan types and borrower characteristics projected for the Federal Family Educa-
tion Loan (FFEL) program in each time period. Thus, the rates reported for the direct loan program represent the cost of making a typ-
ical FFEL loan in the direct loan program instead of in the FFEL program. The rates shown here for the direct foan program using the
FCRA methodology do not correspond to CBO’s published estimates for the direct loan program.

a. Subsidy rates calculated according to the procedures specified in the Federal Credit Reform Act of 1990 (FCRA) are used for federal bud-
get estimates. Those subsidy rates exclude administrative costs (including payments to Department of Education contractors, certain
statutory payments for collection costs, and statutory payments to gusranty agencies).

the government payments that compensate FFEL lenders
for administrative functions are included in FCRA sub-
sidy rates (categorized as interest). To account fully and
symmetrically for federal administrative costs in its fair-
value subsidy estimates, CBO allocated the various fed-
eral administrative costs between the two programs and
between newly originated and outstanding loans on the
basis of information from the Department of Education
and private lenders. For each program, CBO discounted
the lifetime administrative costs for each cohort of bor-
rowers to the disbursement date and included the total in
its estinmates of fair-value subsidy costs.® (For additional
information about the discount rates and adjustment for
administrative costs, see the appendix.)

28. One reason for excluding administrative costs from subsidy esti-
mates is the difficulty of dividing tortal costs among individual
loan cohorts, However, certain costs, such as for servicing and
collection, are relatively easy to estimate, and there are standard
approaches for allocating fixed costs among programs.

Fair-Value Subsidy Estimates

CBO’s estimates of subsidy rates for new federal student
loans over the next decade are considerably higher on a
fair-value basis than under FCRA accounting (see

Table 3).” Those subsidy rates are based on the character-
istics of a representative FFEL loan—one that reflects
average default and prepayment behavior by borrowers
and the average mix of loan types under current law. The
subsidy rates are also based on projections of interest rates
and other market conditions from the economic oudook
that underlies CBO’s March 2010 baseline budget pro-
jections. A number of factors account for the year-to-year

29. The results presented in this section differ from those in the
Budget of the United States Government: Federal Crediz Supplement,
which is prepared by che Office of Management and Budget. That
agency reports the casts of consolidation loans separately from the
costs of the Stafford or PLUS loans being consolidated. CBO, by
contrast, treats consolidation loans as extensions of the original
loans, consistent with the principle of recognizing the value of a
contractual right (in this case, the right to consolidate) at the time
itis granted.
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variation in subsidy rates, including rising interest rates
and declining risk premiums. The upward trend in
market interest rates accounts for the general partern of
higher subsidy rates over time. A slightly offsetting effect
for the fair-value estimates is that the risk premium is
projected to gradually fall to normal fevels as conditions
in financial markets improve, which decreases the relative
cost of fair-value subsidies in later years.

Adjusting for risk and administrative costs narrows the
gap in average subsidy rates on a representative loan
between the two programs relative to FCRA estimates
but does not eliminate it. On a fair-value basts, the aver-
age subsidy rate over the 2010-2020 period is 8 percent-
age points (20 minus 12) higher for a loan originated in
the guaranteed loan program; under FCRA, it is about
13 percentage points {5 minus -9, with rounding) higher.
The gap is narrower on a fair-value basis because pay-
ments to FFEL lendess are less costly to the government
when the risk of those payments is taken into account.

Components of the subsidy rates can be illustrated using
estimates for 2020 on a fair-value basis and on an alterna-
tive basis in which all cash flows are discounted using
Treasury rates—similarly to FCRA estimates, but with
the inclusion of administrative costs. The divergence in
average subsidy rates is driven largely by the difference
berween the government’s payments to lenders in the
guaranteed loan program and federal administrative costs
in the direct loan program (see Table 4). The higher cost
of payments to lenders in the FFEL program is only
partly offset by the share of default losses retained by
those lenders. The subsidy rates for the portion of cash
flows associated with borrowers’ repayments are almost
identical in the two programs, regardless of the discount
rate used to value them.* Payments to guaranty agencies
that exceed the amount necessary to cover their costs of
collecting an defaulted loans add to the cost of the FFEL
program, but by an insigniﬁcant amount.

The student loan programs affect not only federal spend-
ing but also revenues from corporate income taxes. The
different degrees of public and private involvement in the
direct and guaranteed loan programs mean that more cor-
porate tax revenues are generated under the guaranteed
foan program. Those revenue effects are not included in

30. A small difference atises because in the divecr loan progeam the
govermnment pays for certain benefits to borrowers.

CBO’s subsidy estimates (although they are accounted for
elsewhere in the budger). A 2005 study by Pricewater-
houseCoopers estimated that the corporate tax receipts
produced by the FFEL program had a present value of
1.5 cents per dollar of loans originated.” That figure is
probably smaller roday because of recent reductions to
fenders’ special allowance payments. Furthermore, the
PricewaterthouseCoopers study did not include tax
receipts from private-sector contractors for the direct loan
program, which would further diminish the difference.
Hence, incorporating the effect of taxes would offset only
a small portion of the estimated cost difference between
the two programs.

Sensitivity Analysis

CBO’s fair-value subsidy estimates are highly sensitive to
assumptions about a variety of uncertain factors, such as
the effect of risk on discount rates and the allocation of
federal administrative costs between programs. Neverthe-
less, under a wide range of assumptions, the guaranteed
{oan program is consistently more expensive than the
direct program, and both programs’ subsidy rates are
significantly positive on a fair-value basis.

Sensitivity to Risk Adjustment of Discount Rates. The
rates used to discount cash flows on federal student loans,
which CBO inferred primarily from interest rates charged
on private student loans, involve considerable uncer-
wainty, for several reasons. First, rates from a private mar-
ket may not accurately represent the risk of federal loans
(for instance, loan terms and characteristics of borrowers
differ). Second, those rates can fluctuate considerably
over time with market conditions. If the risk premium for
student loan cash flows was 1 percentage point higher
than that assumed in CBO’s base case, subsidy rates
would increase by 6 percentage points for a typical loan
made in the FFEL program, and by 8 points if the same
foan was made in the direct program. (A reduction of

1 percentage point in the risk premium would decrease
subsidy rates by the same amounts.) In the case of direct
loans, that effect is most easily understood as the higher
discount rate reducing the value of future repayments.
For guaranteed loans, greater market risk has the effect of

31. PricewaterhouseCoopers, National Economic Consulting Group,
The Li of Budge: Score-keeping in C che Federal
Student Loan Programs (Washi D.C.: Pri h
Coopets, Match 3, 2005}, available ac www.studentloanfacts.org/
resources/.
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Table 4.

Components of Estimated Subsidy Rates for Loans Made in Fiscal Year 2020

{Percent)

Fair-Value Subsidy

Subsidy Computed with
Treasury Discount Rates®

Guaranteed Loan Direct Loan Guaranteed Loan Direct Loan
Program Program Program Program

Loan Disbursement 100.0 100.0 100.0 100.0
Present Value of Loan Payments® -89.5 -88.8 -103.5 <1027
Loan Subsidy 7).5 —ﬁ; -3.5 -2.7
Federal Administrative Costs” 0.7 2.2 0.8 25
Lenders' Share of Default Losses ‘13 n.a. 0.3 n.a.
Payments to Lenders® 9.4 n.a. 13.0 n.a.
Payments to Guaranty Agencies® _os _na e na
Total Subsidy 20.2 134 110 -0.2

Source: Congressional Budget Office.

Notes: Ail components of the subsidy are based on the mix of loan types projected for the Federal Family Education Loan (FFEL) program in
2020. Thus, the subsidy rate reported for the direct foan program represents the cost of making a typical FFEL loan in the direct loan

program instead of in the FFEL program.
na. = not apphicable,

The subsidy rates shown in these columns do not follow the methodalagy specified in the Federal Credit Reform Act. Although cash flows
are discounted at Treasury rates, as required under FCRA, they include various i costs and other p that CBO would

-normally exclude to comply with FCRA requirements.

b. Incledes coltection costs and origination fees. The present value of loan payments for the direct loan program is different than for
the guaranteed loan program because borrowers in the direct program pay lower interest rates on PLUS Joans and may receive other
discounts.

¢. Excludes cotlection costs, which are included with loan payments.

d. Includes special allowance payments to lenders minus various statutory fees that lenders pay (and excluding lenders’ share of default
josses, which is shown separately). Lenders may use those payments to offer benefits to borrowers and services to schools as well as to
defray various costs of financing and administering foans.

e. Includes fees for foan processing and account maintenance. (Payments received for lvan collection are included with loan payments.)

increasing the present value of payments made on
guarantee claims for defaulted loans.

Incorporating a risk premium into estimates also lowers
the present value of some federal payments to lenders,
which narrows the cost difference berween the two
programs. The rates that CBO used to discount those
projected payments differ from the rates it used to dis-
count loan cash flows, because the two streams of cash
flows involve different amounts of risk and differ in the
extent o which they depend on fixed versus variable
interest rates. CBO’s imputation of the discount rate for
payments to FFEL lenders depends in part on the interest
rate spread over Treasury rates that those lenders pay to
finance their guaranteed student loans, That spread has

varied over time and among lenders, ranging from as little
as 0.3 percentage points above the yield on Treasury secu-
rities for the most efficient lenders to more than 2 per-
centage points during che financial crisis.

The appropriate discount rate for federal payments to
FFEL lenders depends on how much of the spread over
Treasury rates that lenders pay to fund their borrowing
can be attributed o an offsetring savings to taxpayers
from a transfer of risk to the private sector. The greater
the transfer of risk, the higher the appropriate discount
rate, but the amount of that risk transfer is highly uncer-
tain. CBO discounted the variable-rate payments atra
rate that was 0.3 percentage points higher than the com-
parable Treasury rate. Increasing that spread above the
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Treasury rate to 0.6 percentage points decreases the sub-
sidy rate on FFEL loans by about 2 percentage points.

Sensitivity to Administrative Costs. For its fair-value cal-
culations, CBO divided unallocated cash administrative
costs between the two programs according to their rela-
tive dollar amounts of loans outstanding. That approach
may overstate the administrative costs of the guaranteed
loan program if most administrative functions are per-
formed by FFEL lenders. An alternative approach, which
provides the most favorable case with regard to the cost of
the guaranteed loan program, is to assume that all of the
unallocated administrative costs reported by the Depart-
ment of Education are used for expenses of the direct
loan program. With that change in assumptions, the dif-
ference between the average cost of the two programs falls
from about 8 percentage points to 5.5 percentage points.

Policy Options

Policymakers have considered a variety of modifications
to the federal student loan programs—some aimed at
reducing the costs of the programs to the government and
others intended to change the loan terms available to bot-
rowers. In evaluating optiens to modify those programs,
it is useful to consider the various ways in which federally
backed credit for education can improve social welfare, as
well as the potential drawbacks of such credit.

The benefits to students from federal loans may exceed
the fair-value cost to the government of providing them if
the private market for student loans operates imperfectly.
For example, private lenders cannot profitably lend to all
borrowers if they cannot effectively evaluate differences in
the risk of defauls. Because their ability to evaluate that
risk is limited, in a purely private market some borrowers
would wind up being denied credit.”” However, some evi-
dence suggests that federal policy has been effective at
easing such constraints for most students.®® Thus, when
considering new policies to relieve financial constraints, it

32. Although the government is unlikely to have an advantage over
the private sector in evaluating risk, it can alleviate borrowing con-
steaints by lending to people who would be denied credit by pri-
vate leaders {thereby providing a subsidy to those borrowers).

33. For example, one study concludes that fewer than 8 percent of
student loan borrowers are constrained; see Pedro Carneiro and
James J. Heckman, “The Evidence on Credit Constraints in Post-
secondary Schooling,” Economic Journal, Royal Economic Society,
vol. 112, no. 482 (Ocrober 2002), pp. 705-734.

may be most cost-effective to focus on constraints faced
by subsets of the population that still have limited access
to what they perceive as affordable credit (or other means
of financing an education). It may also be cost-effective ta
examine policies in which the government adjusts repay-
ment terms to accommodate borrowers’ risky or low-
paying career choices or to help borrowers during periods
of financial distress. Such policies can provide valuable
insurance that would not be feasible for borrowers to
obtain privately because of the losses it would entail for
private lenders.

The benefits of subsidizing education may also outweigh
the costs when education produces benefits for society in
addition to the private benefits enjoyed by the student.
Students may fail to take those social benefits into
account when making choices about their education,
which provides a case for government subsidization. A
number of studies offer evidence of such social benefirs.>
Others, however, suggest that social benefits have proved
difficult to identify and quantify and that the case for fur-
ther subsidizing higher education may be weaker than the
case for the current level of subsidies.”

An unintended consequence of making subsidized credit
available is that it may cause some people to overinvest in
higher education. Such overinvestment could take the
form of students’ choosing formal higher education in
place of cheaper on-the-job training or instead of enter-
ing the labor force sooner. Students may also be harmed
by easy access to credit if they underestimate the burden
of paying off their loans later on. In addition, there are

34. See Enrico Morett, “Estimating the Social Return to Higher Edu-
cation: Eyidence from Longirudinal and Repeated Cross Sectional
Data,” Journal of Ecorometrics, vol. 121, no. 1-2 (July-August
2004}, pp. 175-212. In that analysis, Motetti concluded the
college education creates positive spillovers in productivity and
wages. See also Eric Hanushek and Ludger Woessmann, Do Better
Schaols Lead 1o More Growth? Cognitive Skills, Feanamic Outcomes,
and Causation, Working Paper No. 14633 (Cambridge, Mass.:
National Burcau of Economic Research, January 2009). In that
analysis, the authors found empirical evidence of a causal relation-
ship between educational attainment and growth rates among
countries. For a discussion of the refationship berween post-
secondary education and social mability, see Robert Haveman
and Timothy Smeeding, “The Role of Higher Education in Social
Mobility,” Future of Children: Opportunity in America, vol. 16,
no. 2 (Fall 2006), pp. 125-150.

3

v

. See James J. Heckman and Peter J. Klenow, “Human Capital Pol-
icy,” in Michael Boskin, ed., Policies to Promote Capital Formation
{Stanford, Calif.: Hoover Institution, 1998).
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probably some borrowers for whom the availability of
federal student loans does not alter their educational
atrainment. In the case of those borrowers, a federal
credit subsidy is simply a transfer payment to them from
taxpayers as a group.”®

Reducing the Federal Cost of the Guaranteed

Loan Program

Policy options that have been discussed for lowering the
federal cost of the FFEL program include replacing it
entirely with direct lending, funding all federal student
loans through the Treasury but continuing to have private
lenders perform administrative functions, cutting govern-
ment payments to lenders, reducing the guarantee per-
centage on loans, and auctioning off the right o lend
under the program.

Replace Guaranteed Lending with Direct Lendiag. The
President’s 2011 budget proposed eliminating the FFEL
program after July 1, 2010, and replacing it with an
expansion of the direct loan program.” CBO recently
estimated that under FCRA accounting, that proposal
would reduce mandatory spending by a total of $68 bil-
lion over the 11 years from 2010 through 2020.% At the
same time, however, discretionary spending for adminis-
trative costs in the direct loan program would increase, so
the net budgetary savings over the 2010-2020 period
would amount to about $62 billion. The savings on a
fair-value basis (taking into account the cost of marker
risk and the present value of future administrative costs)
were estimated at about $46 billion for that period. The
cost reductdon results primarily from eliminating federal
payments to FFEL lenders that exceed the administrative
costs associated with loans in the direct program. The
savings are smaller on a fair-value basis because that mea-
sure, which rakes into account the risk associated with
those payments, assigns them a lower cost to the govern-
ment and thus finds a smaller benefit from eliminating
them.

36. Because transfer payments must be paid for with taxes that distort
people’s incentives to work and invest, such subsidies have social
costs as well.

37. The House of Representatives recently passed legislation (H.R.
4872, the Health Care and Education Affordability Reconcitia-
tion Act of 2010) that would implement that proposal, and the
Senate is considering the legislation.

3

«

Congressional Budget Office, letter to the Honorable Judd Gregg
about the budgetary impact of the President’s proposal to alter
federal student loan programs (March 15, 2010).

Finance Guaranteed Loans Through the Treasury. An
option that would avoid the higher funding costs of the
FFEL program and prevent disruptions in the supply of
credit would be to fund all federal student loans through
the Treasury. Under that approach, the Treasury would
buy the loans made by FFEL lenders, bur the infrastruc-
ture of the FFEL program would be rerained for other
administrative functions. At the same time, payments
from the government to lenders could be reduced by the
amount of the savings from lower funding costs. To real-
ize similar savings from that change as from climinating
new guaranteed lending entirely, however, compensation
for administrative services under the FFEL program,
including services performed by guaranty agencies, would
have to be set on a competitive basis rather than by stat-
ute, as in current law.

Switching to financing all federal student loans through
the Treasury would increase the amount of federal debt
ourstanding, but that increase would be offset by a
decrease in federally guaranteed private debt. Because
federal obligations would essentially be unchanged, and
because federal debt would increase by only a small per-
centage, CBO expects that the effect on the government’s
borrowing costs would be negligible. However, the
increase in the size of the federal debt would affect its
relation to the statutory debt ceiling.

Reduce Payments to Lenders or the Percentage of the
Federal Guarantee. CBO’s analysis suggests that a major
reason for the higher cost of the FFEL program is the fact
that, under normal conditions in financial markets, statu-
tory compensation to lenders exceeds estimated adminis-
trative costs in the ditect loan program.”’ Lowering
lenders’ spread over the interest rate on three-month
commercial paper by, for instance, 0.4 percentage points
from current levels would reduce the fair-value subsidy
rate on guaranteed loans by 3 percentage points,

Another way to reduce the cost of the FFEL program
would be to lower the guarantee percentage. Currently,
the government guarantees 97 percent of a loan’s our-
standing principal and interest for most lenders; thar fig-
ure is scheduled to fall to 95 percent in 2013. Lowering
the guarantee to 90 percent would reduce the fair-value

39. The abnormally high funding costs for FFEL lenders in the cut-
tent smatke environment have absorbed those excess payments,
but CBO exprcts that making guaranteed loans will again become
profitable for lenders as market conditions improve.



subsidy rate on guaranteed loans by 2 percentage points.
Cutting the guarantee percentage could have the effect of
narrowing the set of potential investors willing to buy
student loans—because riskier loans require more exper-
tise to evaluate—thercby increasing the funding costs of
FFEL lenders and the compensation necessary to induce
them to participate in the program.

Reducing special allowance payments or the guarantee
percentage could have other consequences as well. Such
cuts might leave some lenders with too little cash coming
in to recover their funding and administrative costs, even
under normal market conditions. Some lenders would
probably leave the program and be replaced by lower-cost
lenders or by the direct loan program. Lenders would also
be likely to reduce the benefits and services they offer 1o
borrowers. Moreover, FFEL lenders might find it unprof-
itable to serve borrowers or schools whose loans have
higher risks and are more costly to finance and adminis-
ter, which could force those schools into the direct loan
program, Cutting payments to or protections for lenders
would also increase the probability that emergency inter-
ventions would be needed in the event of future market
disruptions. Those effects are hard to quantify—because
of the difficulty in assessing costs across the diverse range
of schools, borrowers, and lenders in the guaranteed loan
program-—and CBO did not attempt to do so.

Add Competitive Auctions. Auctioning off the rights to
otiginate or hold guaranteed student loans has been pro-
posed as a market-based alternative to cutting lenders’
payments or the guarantee percentage. In a well-designed
auction, the winning bids would reflect the cost of fund-
ing and administering loans for the most efficient lenders,
eliminating the excess profirs that arise when compensa-
tion is fixed in legislation. To explore this possibility, the
College Cost Reduction and Access Act of 2007 man-
dated a pilot auction program for PLUS loans. But the
initial attempt to implement it failed to attract any bid-
ders, and the program was postponed for two years.

Several factors may limit the ability of auctions (or any

similar mechanism) to substantially reduce the difference
in subsidy rates between the two loan programs. Histori-
cally, private fenders have offered better service at greater

40. For an assessment of the aptions and issues involved in designing
an auction program, see Department of Education and General
A ing Office, 4 Market Mech for the Student
Loan Program, GAQ-02-84SP (December 18, 2001).
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cost than the direct program does. Lenders may bid less
aggressively if they expect that they will need to maintain
higher service levels to attract borrowers—particularly if
winning an auction does not guarantee exclusive access to
a pool of borrowers, Similarly, lenders’ administrative
costs include marketing expenses, which winning bidders
will continue to incur if the auction does not guarantee
them a certain volume of lending, and which they will
therefore factor into their bids. Furthermore, to the
extent that FFEL lenders have higher financing costs, the
bid price will continue to incorporate those higher costs.
Collusive bidding is also a concern, especially in an
industry dominated by a few large participants.

Restructuring Loans

The Congress has periodically changed the interest rates
and other terms on federal student loans to meet goals
such as increasing the affordability and availabilicy of
credit for students or preventing defaules. The structure
of student loans also affects the level and volatility of fed-
eral program costs (as measured on both a fair-value and a
FCRA basis).

Interest Rates. Policy options for modifying the interest
rates charged to borrowers include raising or lowering the
current fixed rates; indexing those fixed rates to a market
interest rate; or changing from fixed rates to variable
rates, with an upper limis, or cap, on the variable rates,
In the past, the direct and guaranteed loan programs have
switched several times between charging a fixed interest
rate set in statute and charging a variable rate (tied o a
market index) with a cap. Since July 2006, loans made
under either program have carried fixed interest rates.

Since 1998, borrawers have been able to consolidate their
Stafford and PLUS loans into a single loan with a fixed
interest rate equal to a weighted average of the interest
rates on the underlying loans. For borrowers with
vatiable-rate loans, the right to consolidate is a valuable
option—in many cases it allows borrowers to lock in
fixed interest rates that are well below the alternatives
available in private markets. Taking into account
historical variation in interest rates (and using discount
rates adjusted for risk), CBO concluded that the right
to consolidate variable-rate loans added approximately
2 percentage points to the subsidy rates for direct and
guaranteed student Joans."!

41. Congressional Budget Offfice, The Cost of the Consolidation Oprion
for Student Loans.
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The federal costs of the student loan programs are very
sensitive to the interest rates on the loans. For instance,
each decrease of 1 percentage point in the interest rate
charged o borrowers increases the fair-value subsidy rate
by approximately 7 percentage points. The increase is
slightly higher for FCRA subsidy rates (because discount-
ing at a lower rate makes reductions in interest payments
that occur in the future more costly to the government in
present-value terms).

Fixing by statute the rate charged to borrowers has the
cffect of adding considerable volarility to the cost of the
federal student loan programs over time, whether mea-
sured under FCRA accounting rules or on a fair-value
basis. Under the assumptions of a fixed 6.8 percent rate
on Stafford loans and future interest rate levels and vola-
ulity consistent with experience, the fair-value subsidy
rate on a loan issued in 2014 would have a 10 percent
probability of being at least 6 percentage points more
than currently projected purely because of variation in
future interest rates. Setting interest rates by statute also
causes the subsidies that different cohorts of borrowers
receive to differ considerably; the greatest benefits go to
students who happen to attend college when market
interest rates are well above the statutory rate on student
loans.® Conversely, when marker interest rates are low,
students receive relatively little federal subsidy.

One way to avoid large fluctuations in the subsidy cost of
federal student loans over time would be to index interest
rates to a market rate. In the case of fixed-rate loans, the
yield on long-term Treasury securities could provide an
appropriate index; for variable-rate loans, the yield on
short-term Treasury bills could provide such a base.” A
concern about indexing is that it exposes students to the
possibility of being charged high interest rates. However,
high interest rates tend to occur during periods of high

2. Offering similar subsidy rates to all coborts may be perceived as
fair. However, policymakers might want to offer different subsi-
dies to different cohorts for various reasons. For instance, cohorts
thar graduate when the labor marker is weak tend o expericace
pensistently poorer empl prospects, which may justify 2
higher subsidy for those groups. There is considerable variation in
the amount of time between when a borrower takes oyt a loan and
when repayment begins, and market conditions may change in the
interim. Thus, the variation in subsidy rates over time caused by
fixing interest rates by statute is unlikely to efficiently help bor-
rowers who graduate during recessions.

43, A return to variable-rate lending would transfer to students the
interest rate tisk that is now borne by the government,

expected inflation, when future income is also likely
(though not certain) to grow at a faster-than-average rate.
An alternative approach that would make subsidies less
volatile than under current law, but that would protect
students from unusually high interest rates, would be to
index interest rates and also put a cap on them. Such a
cap exists now for variable-rate student loans that were
made before the switch to fixed rates in July 2006.

Repayment Terms. The repayment terms offered to
borrowers affect the costs of the student loan programs
because they can influence the probability and severity of
defaults as well as the length of time that subsidized loans
remain outstanding. Repayment terms also have a signifi-
cant impact on the welfare of borrowers—for instance, by
affecting how much flexibility they have in their future
career choices. Options for modifying those terms
include changing the current forbearance and deferment
policies and introducing additional loan-forgiveness poli-
cies that would be contingent on a borrower’s income or

career.

In the past, student foans had the highest rates of default
of any federal credit program. High default rates are not
surprising given that most student borrowers have few
assets after graduating and student loans are unsecured.
Default rates and losses from defaults have fallen dramar-
ically over time, however, because of various factors spe-
cific to the loan programs as well as other legal and eco-
nomic developments. Changes to the bankruptey code
generally prevented federal student loans from being dis-
charged, or erased, during bankruptey proceedings (with
some exceptions). In addition, use by FFEL lenders of the
default-averting provisions of federal student loans—such
as forbearance and deferment, which allow borrowers to
temporarily stop making payments—has become more
common.* And individual schools and lenders have
increased their oversight of loan performance. In particu-
lar, the Department of Education excludes schools and
lenders from pasticipating in the student loan programs if
they exceed specified thresholds for two-year default rates
on individual cohorts of loans.

44, Private lenders also offer forbearance on nonguaranteed student
{oans because doing so for a borrower who faces a short-term
fiquidity problem can be fess costly to a lender than trying to
collect on the same loan in default. Nevertheless, the use of for-
bearance on student loans is less pervasive in the privare market
than in the federal programs.
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Sotne of the decline in default rates may also have
resulted from the strong performance of the overall econ-
omy and the growth in demand for college graduates over
the past several decades. However, in the aftermath of the
recent deep recession, with the unemployment rate
remaining high, default rates may be above their recent
levels for at least the next few years.

Although forbearance and deferment policies avoid some
defaults, they also entail significant costs for the govern-
ment because they lengthen the average repayment
period of a loan at below-market interest rates. Under
current law, forbearance for as fong as three years is avail-
able to borrowers who can show evidence of financial
hardship.® In addition, borrowers in both programs can
defer repaying existing loans by starting a new course of
study. And students have a six-month grace period after
they leave school before they must begin repayment. Data
suggest that a typical borrower spends about three years
in grace and deferment.

The recovery rate on defaulted loans-—the present value
of the cash flows recovered for each dollar of loans in
default {net of the costs of collection)-—also affects the
cost to the government from borrowers’ defaults. The
Department of Education has strong collection mecha-
nisms available that bolster its recoveries. The inability of
borrowers to have their student loans discharged in bank-
ruptcy proceedings extends the period over which delin-
quent loans can be collected to the entire lifetime of the
borrower.* Besides using private loan-collection agencies,
the department can garnish the wages of delinquent bor-
rowers and use the Treasury Offset Program to collect a
portion of federal transfer payments (such as tax refunds
or Social Security benefits) that they seceive.

The department can charge the full cost of collecting on a
defaulted loan to the borrower, which theoretically means
that 100 percent of the outstanding principal and interest
on the loan is collectible. In practice, however, recovery
rates are lower than that because some borrowers never

45. Some deferments also are avaitable on a hardship basis,

46. For ather types of unsecured loans, state-level statutes of limita-
tions typically prevent loans from being collected beyond a certain
window of time (generally 3 to 10 years).

repay in full (such as those who evade collection, remain
in a perpetual state of poverty, become disabled, or die)
and because the department has discretion to negotiate
sectlement terms and waive collection costs. From a fair-
value perspective, even if 100 percent of the outstanding
principal and interest, plus collection costs, were recov-
ered by rehabilitating or consolidating a loan, the private
sector would value that recovery at less than 100 percent.
The reason is that the collection process extends the time
that the loan is outstanding and earning an interest rate
less than market rates.

Strong collection mechanisms reduce the costs of default
to the federal government, but they may harm the very
populations that student loans are intended to help.
Delinquencies on student loans are reported to the
national credit bureaus, which reduces those borrowers’
ability to obtain further credit, jobs, and housing, espe-
cially if they fail to complete their course of study. That
situation has led some policymakers and analysts to advo-
cate broadening the existing provisions for loan forgive-
ness and income-contingent repayment, which currently
play only a minor role in the student loan programs.

Greater loan forgiveness and more reliance on income-
contingent repayment have also been proposed as options
to reduce the debt burden on certain groups of students.
The idea is that borrowers who have less ability to pay
because of a personal misfortune or choice of career (such
as the military, public service, or teaching) should be
allowed to pay less for their education than borrowers
with greater resources. In a carefully designed program,
some of the costs of subsidizing borrowers who ultimately

are less able to repay their loans may be covered by charg-.

ing higher fees or interest rates to borrowers who can
repay—-much as insurance programs do. Such insurance
provisions would be unique to federally provided credit
because the ability to cross-subsidize borrowers depends
on having market power: In a competitive private marker,
if a single small lender tried to charge a high-income
borrower an above-market rate, the borrower would repay
the loan with money borrowed at a Jower rate from
another lender. The federal government can avoid that
problem by setting rates that are lower than market rates,
including for high-income borrowers,

A

BO



72

Appendix:
Assumptions and Analysis Underlying
CBO’s Fair-Value Subsidy Estimates

he Congressional Budget Office’s (CBO?s) fair-
value estimates of the cost of student loan programs
depend on the same cash flows assumed for the estimates
that follow the accounting procedures specified in the
Federal Credit Reform Act of 1990 (FCRA). However, to
calculate the fair-value estimares, CBO used additional
information and assumptions in order to allocate federal
administrative costs between the direct and guaranteed
loan programs and among different loan cohorts as well
as to derive discount rates adjusted for risk. This appen-
dix describes the information and assumptions that CBO
used.

Administrative Costs

The federal costs that CBO classifies as administrative
are recorded in the budget on a cash basis, as required by
FCRA, for both student loan programs.’ In the Federal
Family Education Loan (FFEL) program, the Depart-
ment of Education directly bears some of the administra-
tive costs of guaranteed loans (such as the costs of collect-
ing on loans that have been in default for more than three
years and of supporting schools’ financial aid offices);
those costs are recorded together with the total adminis-
trative costs for the direct loan program. At the same
time, some of the department’s payments to FFEL lend-
ers {which cover administrative costs such as loan servie-
ing) are classified in the budget as part of mandatory
interest payments, and the present vatue of those costs for
each loan cohort is included in FCRA subsidy estimates.”

1. Some of the programs’ administrative costs are mandatory, and
athers are discretionary. The mandatory portion involves items in
the guaranteed loan program, such as fees ro guaranty agencies,
that are required by law to be paid.

As a result of that accounting, the administrative costs
that appear in the budget on a cash basis are a mixture of
costs from old and new student loans and from the FFEL
and direct loan programs. To estimate the lifetime federal
administrative costs attributable to newly originated
loans in each program for its fair-value estimates, CBO
relied primarily on data from the Department of Educa-
tion. Detailed information on administrative costs was
limited; CBO used data from the 2006 program year to
impute the normal allocation of federal administrative
costs, by activity, between the two programs. Because the
factors that determine administrative costs and the pro-
portion coming from each program are likely to be simi-
far from year to year {under normal market conditions),
that approach is unlikely to create a bias in estimates for
future years, in CBO’s judgment. The sensitivity analysis
discussed earlier in this study also shows that the resulting
estimates are hot very sensitive to assumptions about the
allocation of federal administrative costs.

In 2006, the annual appropriation to the Department of
Education for the direct and guaranteed loan programs
totaled approximately $800 million. In information
given to CBO at that time, the department reported allo-
cating about $200 million of the appropriation to servic-
ing contracts in the direct loan program, $30 million to
origination contracts in the direct loan program, and
$200 million to recovery contracts in both programs. In
its base-case analysis, CBO assumed that approximately

2. Those payments also cover benefits to schools and borrowers that
might not be considered basic administrative costs. In addition,
the Office of Management and Budger's FCRA subsidy estimates
include federal payments ro guaranty agencies for collection costs
and fees, but CBO's FCRA subsidy estimates do not.
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half of the unallocated $370 million was attributable to
administration in the guaranteed loan program, one-
quarter to administration in the direct loan program, and
the remaining one-quarter to administration in the Pell
grant program. Those amounts yield an estimate that the
government’s annualized origination and servicing costs
equal abour 0.3 percent of outstanding loan balances in
the direct loan program and 0.1 percent in the guaran-
teed loan program. To produce fair-value subsidy rates,
those estimates of administrative costs were applied to
projected loan balances and discounted to the present.

The costs incurred by FFEL lenders and guaranty agen-
cies do not directly affect government spending because
federal payments to lenders do not depend directly on
lenders actual expenses, However, an estimate of those
expenses is necessary to calculate the cost of capital for
student loans and to identify the causes of the higher
costs in the FFEL program.® Using an analysis of the
reported administrative costs of a large FFEL lender in
2006, CBO estimated that origination and servicing costs
totaled 0.67 percent of outstanding balances for guaran-
teed loans, slightly more than twice the costs in the direct
loan program. The greater costs for FFEL lenders can be
attributed at least in part to higher service levels to stu-
dents and schools, as well as to higher markerting costs
arising from the need to compete with other lenders.
CBO’s estimates of administrative costs for FFEL lenders
involve considerable uncertainty, both because data are
limited and because administrative costs are likely to vary
greatly among lenders according to their size and effi-
ciency.

Fair-Value Cost of Capital

The cost of capital refers to the expected return that pri-
vate investors require on a risky security to be willing w0
buy it. CBO used the interest rates charged to borrowers
on private student loans, adjusted for administrative
costs, as the starting point for inferring the fair-value cost
of capital for federal student loans. That cost of capital in
wirn was used to derive risk-adjusted discount rates.

3. Administrative costs affect the interest rates that private lenders
charge to borrowers because that is how lenders recover those
costs. Administrative costs for FFEL and privace lenders are likely
to be similar, given that the large FFEL lenders also make private
student foans. CBO used the interest rate charged on private
loans, adjusted downward for the portion covering administrative
costs and other factors, to infer the cost of risk.

The main lenders in the private loan masket are also the
fargest FFEL lenders: Sallie Mae, major national and
regional commercial banks, and nonprofit entities. FFEL
lenders have a competitive advantage over other potential
entrants in the private student loan market because of
economies of scale in marketing, systems administration,
and funding as well as the experience gained from guar-
anteed lending. Borrowers turn to private lenders-—
whose rates usually exceed those on federal student
loans-—when they have exceeded their federal lending
fimit or do not qualify for a federal Joan.

An important consideration in using private student
loans to infer the cost of capital for federal loans is
whether the risks of federal and private student loans are
stmilar, Several factors suggest that private loans may be
safer: Repayment is usually over a shorter period, and stu-
dents with low credit scores are unlikely to be given loans.
However, students who take out private loans tend to
have higher levels of total indebtedness, which could
reduce recovery amounts in cases of default. Private lend-
ers also have the risk of adverse selection—students who
are poor credit risks will be more inclined to try to bor-
row than students who are likely to repay. The federal
programs are less susceptible to adverse selection because,
by offering very favorable rates, they are more likely to
attract safe borrowers as well as riskier ones. CBO
assumed similar foss rates on federal and private loans on
the basis of those offsetting considerations and limited
data that suggest that historical loss rates from defaults
have been broadly similar.!

The first step in adjusting for risk in CBO’s fair-value
calculations is to estimate what portion of the spread
between the interest rate charged to borrowers on private
loans and the rate on Treasury securities of comparable
maturity represents the student loan risk premium—the
compensation that private investors require to invest in
student loans over and above expected losses from
defaule.” Before the recent financial crisis, lenders eypi-
cally charged borrowers variable interest rates on private

4. That inference is based on confidential data provided to CBO by
a private leader. There is no public source of dara on default and
recovery fates for private student foans.

bl

Private student Joans generally carry vaciable rates, whereas federal
student loans carey fixed rates. Nevertheless, the spread between
the rate charged on a private variable-rate loan and a shore-term
Treasury rate is a reasonable proxy for the premium that investars
require for the defaul risk associated with federal student loans.
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student loans that were about 4 percentage points higher
than the London interbank offered rate, or Libor {a
short-term rate that banks charge other high-quality
banks to borrow). Conceptually, that spread includes
compensation for expected default losses, administrative
costs, and a risk premium. CBO atributes approximately
2 percentage points of the spread to administrative costs
and losses from defaults, which leaves 2 percentage points
as an estimate of the premium over Libor for private st-
dent loans in 2006, when credit conditions were refa-
tively easy. At the time, Libor rates were about 0.3 per-
centage points over Treasury rates, implying a risk
premium of 2.3 percentage points.

During the financial crisis, spreads on student loans wid-
ened sharply, and private loans became much harder to
obtain, CBO secently collected information from a large
lender about rate spreads on private student loans and the
credit quality of borrowers. Adjusting for administrative
costs, and taking into consideration the disrupted market
conditions, CBO estimates that the fair-value risk pre-
mium on private student loans was about 4 percentage
points over Treasury rates in early 2010.° CBO assumes
that after 2013, the risk premium will gradually decline
to a long-term level of 2.5 percentage points as market
conditions return to normal and the economy improves.

FFEL lenders’ net receipts reflect a combination of pay-
ments from borrowers, the federal government, and the
capital markets in which the loans are funded. Consider-
ing the combined effect of those net payments suggests
that some of the lenders’ cash flows should be discounted
at close to a short-term Treasury rate, whereas others are
affected by default and prepayment risk and should be
discounted at a higher rate that is based an the inferred
risk premium on student loans. CBO rakes those consid-
erations into account in determining the fair-value dis-
count rates for payments to FFEL lenders.”

Estimating Subsidy Rates
CBO computes fair-value subsidy rates for the direct and
guaranteed loan programs by applying discount rates

6. The reported rates charged on private loans in 2009 ranged from
Libor+4 percentage points to Libor+13 percentage points, with an
average of Libor+ 11 percentage points. CBO judged thar the high
average spread reflected not only the riskiness of borrowers but
also the shortage of risk capital in the market; as 2 result, CBO
based its estimate of the cost of capital on a below-average spread.

imputed from the cost of capital to the programs’ various
cash flows. In the direct Joan program, the stream of bor-
rowers payments net of collection costs and some admin-
istrative costs is discounted at the Treasury rate plus a
spread that varies from 1 percentage point to 6 percent-
age points depending on the default rate associated with
the type of loan. The subsidy rate for the direct loan pro-
gram is the present value of cash flows per dollar of loans,
net of the amount disbursed and up-front fees. The com-
ponents of the subsidy for a direct loan (assuming the risk
profile of a typical loan made in the FFEL program) are
shown in Table 4 on page 12.

To properly account for differences in the risk of different
cash flows in the guaranteed loan program, CBO com-
putes subsidy rates by considering two sets of cash flows
whose difference equals the government’s net cash flows.
The first set is borrowers’ payments of principal and
interest to FFEL lenders. The second set is the net pay-
ments that lenders receive from borrowers and the federal
government, which include special allowance payments,
payments of default claims, and various fees.®

The first set of payments (from Borrowers to lenders) is
valued in the same way as for the direct loan program: by
discounting expected cash flows using a Treasury rate plus
a risk premium that is adjusted for the risk of the loan
pool in question. The second set of payments (from
borrowers and the government to lenders) generates 2
stream of variable payments that is indexed to a shore-
term commercial-paper rate, plus a fixed spread, plus

the amounts recovered from the government if a loan
defaults. CBO discounts the variable payments and prin-
cipal payments at a rate that is only slightly above the rate

7. Yo discount the variable-rate payments included in lenders’ special
allowance payments under FCRA, CBO uses a Treasury rate that
cotresponds to the maturity of the underlying loans. Fair-valuc
estimates discount the payments at a short-term rate because vari-
able-rate liabilities are ically equivalent to sh lia-
bilicies. The effect of using a long-term Treasury rate is typically to
bias downward the present value of those payments relative to
their fair value,

8. In this breakdown, any benefits to b that are paid by the
lender are excluded from the first set of cash flows and included in
the second set. Certain payments to guaranty agencies and other
federal administrative costs are omitted from this breakdown, bur
CBO took their contribution to the subsidy into accouns; that
contribution is computed by applying discount rates that reflect
the risk of those cash Hows.
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on short-term Treasury securities, because the value of
those cash flows is largely unaffected by default risk.
However, some components of a fender’s cash flows, such
as its share of credit losses and a portion of the fixed
spread received, are more tisky because they are sensitive
o borrowers’ defaults and prepayments. Consequently,
those components are discounted at higher rates.

A large part of the stream of combined payments from
the government and borrowers to FFEL lenders corre-
sponds 1o what the lenders pay out in interest to holders
of the student-Joan-backed securities that they issue.
Principal on such securities is redeerned as loans are
repaid or default. Holders of the securities typically earna
variable interest rate (indexed to Libor) plus a spread. The
spread has averaged about 0.2 percentage points under
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normal market conditions, but it widened to as much as
2 percentage points during the recent financial crisis.
Equivalently, the rate is about 0.5 percenrage points over
the rate on short-term Treasury securities during normal
tmes. That spread is difficult to understand given that
the federal government bears most of the risk of loss asso-
ciated with the securities and that the floating rate cou-
pon helps insulate investors from price fluctuations. In its
base-case estimates, CBO aurribures abour three-fifths of
the normal spread over Treasury rates to a transfer of risk
from the government to lenders. CBO judges that the
remainder is attributable to a cost disadvantage for FFEL
lenders resulting from counterparty risk, liquidity risk,
and securitization inefficiency that are not present in the
direct loan program.






THE PRESIDENT’S FISCAL YEAR 2011 BUDGET
PROPOSAL

TUESDAY, FEBRUARY 2, 2010

U.S. SENATE,
COMMITTEE ON THE BUDGET,
Washington, DC.

The Committee met, pursuant to notice, at 10:02 a.m., in room
SD-608, Dirksen Senate Office Building, Hon. Kent Conrad, Chair-
man of the Committee, presiding.

Present: Senators Conrad, Murray, Wyden, Nelson, Sanders,
Whitehouse, Warner, Merkley, Gregg, Sessions, Ensign, and Alex-
ander.

Staff present: Mary Ann Naylor, Majority Staff Director; and
Cheri Reidy, Minority Staff Director.

OPENING STATEMENT OF CHAIRMAN CONRAD

Chairman CONRAD. The hearing will come to order.

I want to thank Director Orszag for being here this morning. I
want to thank all members of the Committee who are here and
who are on their way. We know there are many other hearings un-
derway on the budget in other venues today, and we appreciate
and respect that. It is important for us on the Budget Committee
to hear directly from the Budget Director.

Let me just go through a couple of slides to begin and then go
to Senator Gregg for his opening remarks and then give the Direc-
tor a chance to make his presentation, and then we will go to ques-
tions. I think we will stick to 5-minute rounds this morning and
go to a second round if members are desirous of doing that.

I think it is important to put in context what we confront. This
President inherited the most dire situation any President has faced
since Franklin Roosevelt: record deficits; a doubling of the debt had
occurred before he came to office; the worst recession since the
Great Depression; crises in the financial markets and the housing
markets and the energy markets; ongoing wars in Iraq and Afghan-
istan; and an unsustainable long-term budget outlook with dra-
matically rising health care costs, and we know the story.

(77)
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What President Obama Inherited

Record deficits, doubling of national debt
Worst recession since Great Depression
Financial market and housing crises
Ongoing wars in Iraq and Afghanistan

Unsustainable long-term budget outlook
- rising health care costs

The previous administration, to their credit, and this administra-
tion took a series of steps when the economic downturn became ap-
parent, and the result has been an improvement in the jobs pic-
ture. If we recall in January of last year, the economy was losing
over 700,000 jobs a month. Now, that has been reduced in Decem-
ber of last year to 64,000 jobs. And while that is of cold comfort
to those who have lost their jobs or who are worried about losing
their jobs, it is a dramatic improvement from where we started.
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Jobs Picture

{Thousands of jobs, monthily from July 2008 through December 2009)

Changes in Private Nonfarm Payrolls
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Sources: Bureau of Labor Statistics, U.S. Department of Labor

The same is true on economic performance. In the first quarter
of last year, economic growth was a negative 6.4 percent. In the
most recent quarter, that improved to 5.7 percent.
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Economic Per_formance
Improving

{Percent growth of real GDP in 2009, annual rate)
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If we look at some of the specifics in the President’s budget, we
see on the revenue side major proposals to further reduce revenue.
Extending the 2001 and 2003 tax cuts for those with incomes below
$250,000, the estate tax at the 2009 level, the alternative minimum
tax relief—that combination is over $3 trillion of tax relief. In addi-
tion, there is other tax relief for families and businesses of almost
$300 billion as well as temporary recovery measures of about $80
billion.

On the other side of the ledger, there are health care reform rev-
enues that represent an average of what the Senate and House has
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done, $743 billion; limiting the itemized deductions to a 28-percent
rate raises $291 billion; the international tax reforms previously
proposed and again included in this budget, $122 billion; a finan-
cial crisis responsibility fee on the largest banks of $90 billion;
other loophole closures and reforms of $309 billion. If you net it all
out, it is an additional package of tax reduction of $1.9 trillion.

Revenue Proposals in Obama 2011 Budget

Extend 2001 and 2003 tax cuts for those under -$31T
$250,000; estate tax at 2009 level; AMT relief

Other tax relief for families and businesses -$293 B

Temporary recovery measures -$83 B
(Making Work Pay, bonus depreciation,
other jobs initiatives)

Health reform revenue (placeholder) $743 B
Limit itemized deductions to 28% rate $291 B

International tax reforms $122B

Financial crisis responsibility fee $90 B
Other loophole closers and reforms $309B
Total Tax Cuts -$19T

Source: OMB
Note: 2011-2020; totals include the refundable portion of tax proposals.

If we look at the deficit path for the first 5 years—and I look at
the first 5 years because Congress, when we do budgets, virtually
all of the time do 5-year budgets—the deficit is coming down as a
percentage of GDP from 10.6 percent in 2010 to 3.9 percent in
2015. That is the good news.
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Deficit as Percent of GDP
Under Obama Budget

(% of GDP)

5%
3%
1%
A%
3h
5%
T'h
%
1%

3%

2010 2011 2012 2013 2014

Source: President Obama’s FY 2011 Budget

On the other side of the ledger is the long-term outlook. In the
long-term outlook, the Federal debt continues to rise in an unac-
ceptable and unsustainable way, according to CBO’s long-term out-
look, to a projected debt in 2059 of 400 percent of GDP. Let me in-
dicate that is a worst-case scenario because it includes extending
all of the spending, and it includes extending all of the tax cuts
that are already in place. Nonetheless, we are on an unsustainable
course by any measure.
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Federal Debt Soars Under CBO
Long-Term Budget Scenario

{Debt held by the public as a percent of GDP)

Projected
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Source: CBO Long-Term Budget Outlook, June 2008
Note: CBO alternative fiscal scenario with tax cuts made permanent, AMT indexed
for inflation, and Medicare physician payments growing with higher MEI rate.

And let me just say that when I look at this budget, I strongly
agree with the President’s budget in the short term. It is absolutely
imperative that we not allow the economy to slip back into reces-
sion. I have strong disagreement with the long term, and I must
say that. I do not know any other way to say this than to be bru-
tally honest with everyone. Short term, I believe it is absolutely es-
sential that we provide additional liquidity to prevent a double dip.
Our friends in Japan have warned us repeatedly: Do not try to cut
your deficit prematurely at a time of economic weakness; you will
only push the economy back into recession. I believe that. And so
I believe the President is taking us in the right direction over the
next several years.

But I must say I am very concerned about the long term because
I believe we are on an unsustainable course. I have said it many
times. I believe it deeply. And it has to be addressed, and the
President’s 10-year outlook I do not think is the path that we can
take as a Nation.

Senator Gregg and I proposed a commission, and I know in fair-
ness to the administration that they are relying on that approach
to deal with the long-term circumstance we face. I hope very much
that that works. The President said, on establishing a bipartisan
fiscal commission, that, “A decade of irresponsible choices has cre-
ated a fiscal hole that will not be solved by a typical Washington
budget process that puts partisanship and parochial interests
above our shared national interest. That is why, working with Con-
gress, we will establish a bipartisan fiscal commission charged with
identifying additional policies to put our country on a fiscally sus-
tainable path.” I believe in that approach.
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President Obama on Establishing
Bipartisan Fiscal Commission

“A decade of irresponsible choices has
created a fiscal hole that will not be solved
by a typical Washington budget process
that puts partisanship and parochial
interests above our shared national
interests. That is why, working with
Congress, we will establish a bipartisan
fiscal commission charged with
identifying additional policies to put our
country on a fiscally sustainable path...”

-~ President Barack Obama
The Budget Message of the President
The Budget for Fiscal Year 2011
February 1, 2010

I have spoken to the Vice President’s office on Friday and asked
them to reach out to Republican leaders because, while we had ne-
gotiated with the White House a way of proceeding, it is important
now that Republican leadership be consulted to see their ideas for
the make-up of the commission, the rules under which it would op-
erate, to see if agreement can be found with them. I very much
hope that that will be the case.

I believe that it is absolutely essential that we have a look this
year from a group who has the responsibility to come up with a
long-term plan, one that would get us to 3 percent of GDP as a def-
icit by 2015, but much more challenging and what I believe is abso-
lutely imperative is a longer-term plan that brings us to balance
and that deals with the long-term debt threat.

With that, I will turn to my colleague Senator Gregg for his
opening comments. Senator Gregg.

OPENING STATEMENT OF SENATOR GREGG

Senator GREGG. Thank you, Mr. Chairman, and thank you again
for reminding us of the seriousness of the problem and the issue
and the failure of this budget, honestly, to address that issue in the
out-years—and in the short term, for that matter, as far as I am
concerned.

You know, it is really not what this administration inherited that
is quite as important as what our children are going to inherit. And
in both this budget and the budget that came last year, they are
going to inherit a country whose debts are rising at such a rate and
have risen to such a level as a result of deficit spending that the
Nation will be unaffordable for them.

I actually think it is malfeasance to present a budget which, by
its own terms and numbers, leads us down a path which ends in
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insolvency for this Nation. And that is not my assessment of this
budget. That is the assessment of the administration’s view of this
budget in the long run. We go into insolvency. It is unsustainable.
Unsustainable under any form what is proposed in this budget if
we intend to continue to have a vibrant Nation to pass on to our
children.

The blame falls in a lot of different places, and you can blame
it on the past administrations. You can blame it on the generation
that is huge and is about to retire. You can blame it on this admin-
istration that is exploding the size of Government in a variety of
different areas. But blaming is not going to do us any good. Let us
talk about solutions. Let us talk about resolving this.

Unfortunately, this budget, as it is presented, is filled with small
ideas and smaller actions in the areas of how you get this long-
term issue under control, and what we do not need are a lot of
bunts and singles and hit-and-runs. We need somebody to step up
to the plate with some ideas that are going to lead to doubles and
triples and home runs. We can no longer afford to play small ball
on this issue.

I want to put in some context how I see this problem. Could you
put that one chart up there?

The revenue side is a big issue for us right now because in a re-
cession revenues drop, and they have dropped more precipitously
in this recession than probably in any recent recession. But CBO
projects—and I would note that CBO’s baseline projections are for
lower deficits than the deficits under the Administration’s poli-
cies—CBO projects that revenues will jump back to their normal
historic level of 18.2 percent fairly quickly because of additional
revenue that comes in when the tax cuts expire at the end of this
year, and that they will exceed that level, getting up to 20 percent
of GDP essentially, which would be well above their historic levels.

The problem, of course, is that spending has not only spiked as
a result of the desire to float the economy through using the liquid-
ity of the Government, but it is also spiking because there is being
put in place programmatic activity which radically expands the size
of the Government. And so spending goes up astronomically as a
percent of GDP to levels not seen really in any time except for
when we have been at war. And it does not come down. That is the
real horror of this budget. And the proposal is that when you get
out 10 years—and you cannot blame George Bush 10 years from
now—when you get out 10 years, the deficits are going up, and the
debt has crossed into a place where recovery is virtually impossible
from it because you are like a dog chasing your tail. You cannot
catch it.Debt service will amoutn to $800 billion by CBO’s estimate,
potentially $1 trillion. And as a result, there is no light at the end
of the tunnel. It is pretty black. And there may be a stone wall out
there that we are headed toward.

So what should we do? Well, I would have liked us to use a stat-
utory commission, as the Chairman and I proposed, because I think
that that is the only way you can pull together a group of people
and have it be bipartisan. You need that initial vote where a bipar-
tisan vote actually occurs that creates the commission because that
gives it the imprimatur of bipartisanship that is so critical. An Ex-
ecutive order by definition is an Executive order, and, therefore, it



86

is partisan and it is not part of the Congress, and so it has got fun-
damental flaws there.

And then, second, you need a statutory structure because you
have to have an up-or-down vote, you have to have fast-track, and
you cannot have an amendable vehicle or else too many games are
played around here.

And would a task force have solved all the problems? No. But
would it have addressed a big chunk of the solution? Yes. And
should everything be on the table? Absolutely. Some people on my
side did not vote for it because they did not think that there should
be any tax policy on the table. That is foolish. You have to have
everything on the table. The people on your side did not vote for
it because they did not want Social Security or something else on
the table. That is foolish. You have to have everything on the table.

So that was, in my opinion, the best approach, but it failed. I
hope we will bring it back. We were seven votes short. We ought
to be able to bring it back and pass it.

I saw this Congress, members of the other party, cast 60 votes
for a couple of items around here, so they ought to be able to get
43 if we can get 17. Maybe we can get a few more on our side.

Independent of that, we have got to think of bigger approaches
to this. That is the bottom line. You cannot do this a freeze on dis-
cretionary non-defense items post-2010. What is that? Ten billion
dollars on a $1.6 trillion deficit? I mean, sure, it is the right senti-
ment, but it does not get you anywhere. That is small ball. That
is not even a bunt.

An Executive order commission probably gets you a nice report,
but it does not get you action. There are a number of programs
which the administration has suggested eliminating. I will vote to
eliminate them. Unfortunately, most of them have been proposed
before, and they have not been accomplished. I think we have got
to think in a little bigger context here. Let me suggest four things
that we could do.

First, we could freeze all discretionary spending today, really
make a statement that we are going to freeze annual appropria-
tions. In fact, if you want to make it a real freeze, make it a freeze
less earmarks. That is a number that will get you a little bit of
money.

Second, it is inexcusable that the TARP (Troubled Assets Relief
Program) is being used as a piggy bank. Inexcusable. The language
of the TARP was very specific. Monies paid back were supposed to
go to debt reduction. Once we got past the crisis, which we have
by all accounts, including the Secretary of the Treasury and the
Chairman of the Fed, we should not be drawing down more TARP
money. Those dollars should be lapsed, and the moneys that are re-
paid should go to debt reduction. You are talking hundreds of bil-
lions of dollars there.

Third, there is no excuse for spending stimulus money after
2010. And that is a lot of money. There is money being spent under
that stimulus package that occurs in 2014, 2015, 2016, 2017, and
12018.dH0W can you justify that? Clearly, those dollars should be
apsed.

And, last, let me take an idea that was put forward by the other
side of the aisle, a very courageous idea, in my opinion. The other



87

side of the aisle in their health care bill suggested adjusting Medi-
care spending by $500 billion. Actually, it was $1 trillion when
fully implemented over a 10-year period. Regrettably, rather than
using that money to stabilize Medicare, they took that money and
then created major new entitlements with it. They took Medicare
funds that should be used for Medicare and funded a brand new
series of entitlements.

Well, if you were willing to vote to make those types of tough de-
cisions on Medicare, do it again, but use the money to stabilize
Medicare. Put it in a Medicare stabilization fund, and you will get
some very significant out-year savings, and they will be really posi-
tive.

Those are some ideas. I am sure there are some ideas from the
other side of the aisle on tax policy that could also be considered.
But as a very practical matter, let us stop talking about these little
ideas, and let us stop putting forward budgets like this which rep-
resent a death certificate to the American dream for our kids, be-
cause that is what this is if we continue on this path. Our kids are
not going to be able to participate in the American dream because
their lives will be mortgaged, and their capacity to be prosperous
will have been fundamentally undermined by the debt we will have
put on their backs.

Thank you, Mr. Chairman.

Chairman CONRAD. I thank the Ranking Member and thank him
for his strong statement. I would say, you know, this is a time I
think unlike any other as I look at our national history since the
Great Depression, and it really does require us—it requires the
very best from all of us. We have got to go beyond—I like your de-
scription “small ball.” I really do think it is a time that requires
us to come up with a comprehensive, long-term plan that dem-
onstrates to the American people, that demonstrates to our col-
leagues, that demonstrates to our creditors that we are equal to,
as a great Nation, facing up to this long-term challenge. And we
simply have to do it.

With that, we turn to Director Orszag. Thank you for your serv-
ice. I know you are somebody who in your history has certainly had
an eye on fiscal responsibility and a commitment to it, and we are
fortunate to have you in this position. The country is fortunate to
have somebody of your ability and your vision in that job. Welcome
and please proceed.

STATEMENT OF THE HONORABLE PETER R. ORSZAG,
DIRECTOR, OFFICE OF MANAGEMENT AND BUDGET

Mr. OrszAaG. Thank you very much, Mr. Chairman, Senator
Gregg, members of the Committee. This year’s budget focuses on
three main things: first, job creation in the near term; second, mid-
dle-class security; and, third, beginning the task of putting the Na-
tion back on a path to fiscal sustainability. Let me just pause and
give a little bit of background before turning to what we should be
doing on those topics.

We just came through a year in which a second Great Depression
was averted. At the end of 2008, the economy was declining by
more than 5 percent on an annualized basis. At the end of 2009,
it was increasing by more than 5 percent on an annualized basis.
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Although the economy is now expanding, the employment market
remains too weak. The unemployment rate is 10 percent, and there
are 7 million fewer jobs today than in December 2007, which is
why the administration has put forward items like a jobs and
wages tax credit and why this budget invests in education, innova-
tion, and clean energy.

Second, let us look at the pre-existing condition with regard to
our fiscal situation when the administration took office, and, actu-
ally, if I could have Senator Gregg’s chart put back up, that would
be terrific.

In January 2009, the Congressional Budget Office issued its Eco-
nomic and Budget Outlook, which at that time showed an increase
in Federal spending from 20.9 percent of the economy in fiscal year
2008 to 24.9 percent in 2009. This was, again, before the Obama
administration took office, so presumably was not a reflection of
our policies. And, similarly, if you look at where that green line is,
that increase in spending and that decline in revenue was already
apparent in January 2009. So it cannot be attributed to the policies
that have been put in place since then.

Similarly, with regard to the projected deficits, if you look out
over the decade from January 2009 forward, the projected deficit
was $8 trillion at that point. That reflects two main factors. One
was the fact that the 2001 and 2003 tax cuts and the Medicare pre-
scription drug benefit were not paid for; they were deficit financed.
That added more than $5 trillion to the projected deficit. And, sec-
ond, the economic downturn, precisely what you see here, a decline
in revenue as the economy weakens and an expansion in spending
on things like unemployment insurance and food stamps and other
automatic stabilizers built into the Federal budget that help to
mitigate the economic downturn, but that do temporarily expand
the deficit, added more than $2 trillion to the projected deficit.

So that is the situation that we face. We do face a very substan-
tial medium-term deficit, and we also face a jobs deficit. So what
are we doing?

First, the budget includes a $100 billion jobs package, including
the new wage and jobs tax credit that I already mentioned to try
to spur hiring among small businesses in particular, and it is
worth pausing to examine the logic there. As I already mentioned,
real GDP has started to increase, but employment growth typically
lags behind economic growth. And one of the things that we are
hoping to accomplish through a jobs package is to shorten that lag
between when you have a statistical recovery and when you have
a jobs recovery, and shorten the time between when income picks
up or aggregate demand picks up and when employment picks up.

Second, with regard to our fiscal deficits, what are we doing? The
first step in the face of this kind of problem is to make sure you
do not make the problem worse, and the administration is particu-
larly pleased that the Senate has now joined the House in embrac-
ing a concept that the administration has also embraced, statutory
pay-as-you-go legislation, which embeds in law that basic principle.
Do not dig the hole any deeper when you already have a hole. If
this policy and this principle had been in place in the past, our out-
year deficits would be only 2 percent of GDP, and debt as a share
of the economy would be declining.
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Second, economic recovery will help to reduce the deficit over
time, moving the deficit from roughly 10 percent of the economy
today to about 5 percent of the economy by 2015. That 5 percent
of the economy is too high. It is above our fiscal target of roughly
3 percent of GDP, which is also consistent with balancing the budg-
et, exg)luding interest payments on the debt. So how do we get from
5 to 37

The first thing that we do is we put forward a set of specific pro-
posals that would reduce the projected deficit over the next decade
by $1.2 trillion—I would note the largest deficit reduction both in
dollar terms and as a share of GDP in over a decade embodied in
any administration’s budget proposal. This includes steps like the
financial services fee, which raises $90 billion and also helps to
repay taxpayers in full for the costs of TARP. It includes allowing
the 2001 and 2003 tax cuts for those making more than $250,000
a year to expire as scheduled in 2011, which reduces the deficit by
roughly $700 billion. And I would note, Senator Gregg, I appreciate
the suggestions you made. I did a rough calculation. I think they
come in total roughly to the same amount as simply extending
those high-income tax cuts which I know many in your party would
support, so perhaps we could go through that in more detail.

It includes eliminating fossil fuel subsidies which amount to $40
billion over the next decade. And it also includes the 3-year freeze
on non-security discretionary funding which would reduce the def-
icit by $250 billion over the next decade. And I would note this is
not an across-the-board freeze on non-security discretionary spend-
ing. We are increasing investments in education, where we are put-
ting an additional $3 billion into elementary and secondary edu-
cation. We are increasing investments in research and develop-
ment, which is up 6 percent in this budget. And in clean energy,
in addition to eliminating fossil fuel subsidies, there is more than
$6 billion in clean energy R&D and related activities embodied in
the budget.

All of that put together, again, $1.2 trillion, but it does not get
us to where we need to be. I think it has been long recognized, in-
cluding through the leadership of Senator Gregg and Senator
Conrad, that a bipartisan process is necessary to get us the rest of
the way there. We supported a statutory commission. In the ab-
sence of a statutory commission, we support an Executive order
commission. This has to be done on a bipartisan basis, and we are
calling for a commission and with the goal of not only addressing
our long-term fiscal imbalance, but also balancing the budget, ex-
cluding interest payments on the debt, by 2015 which would get us
the rest of the way there to our fiscal target.

Finally, let me just note that over the very long term—this was
all with regard to the next decade. Over the very long term, the
key driver of our deficits is the rate at which health care costs
grow. The legislation that both the House and Senate passed would
not only reduce the deficit over the next decade, but also put in
place the key infrastructure that would help to reduce costs and
improve quality over time thereafter, which is one reason why the
administration is so focused on getting that legislation done.

Thank you very much, Mr. Chairman.

[The prepared statement of Mr. Orszag follows:]
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Chairman Conrad, Ranking Member Gregg, and Members of the Committee, thank you for
inviting me to testify this afternoon about the President’s Fiscal Year 2011 Budget.

T come before you after a trying year for the Nation. One year ago, the economy seemed on the
verge of a severe collapse, perhaps leading to a second Great Depression. Together with the
Congress, the President worked aggressively to stabilize the financial system and bring the
economy back from the brink. The worst now appears to be behind us. However, the country
faces two significant and ongoing challenges: high unemployment and a medium- and long-term
fiscal situation that will ultimately undermine future job creation and economic growth. It took
years to create the current jobs gap and our budget deficits, and it is our responsibility to start
addressing them without delay.

Rescuing and Rebuilding the Economy
Let me start by reviewing where we have been.

A little more than a year ago, in the fourth quarter of 2008, real GDP was declining at a rate of
more than 5 percent per year. In that quarter alone, household net worth fell by almost §5 ‘
trillion, dropping at a rate of 30 percent a year. In terms of employment, the fourth quarter saw a
loss of 1.7 million jobs—the largest quarterly decline since the end of World War Il and a
number only to be exceeded by the next quarter when 2.1 million jobs were lost.

This bleak economic picture was reflected in the trillion dollar gap between how much the
economy had the potential to produce and how much it was actually producing. Last year, for
example, this output gap of roughly $1 trillion represented nearly 7 percent of the estimated
potential output of the economy. This “GDP gap” motivated enactment of the American
Recovery and Reinvestment Act (the Recovery Act) just 28 days after we took office, to start
filling this hole and jumpstart the economy.

The Recovery Act contains three parts. Approximately one-third is dedicated to tax cuts for
small businesses and 95 percent of working families. Another third goes toward emergency
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relief for those who have borne the brunt of the recession. For example, more than 17 million
Americans have benefited from extended or increased unemployment benefits, and health
insurance was made 65 percent less expensive for laid-off workers and their families relying on
COBRA. In addition, aid to State, tribal, and local governments has helped them to close budget
shortfalls, saving the jobs of hundreds of thousands of teachers, firefighters, and police officers.
The final third of the Recovery Act is devoted to investments to create jobs, spur economic
activity, and lay the foundation for future sustained growth.

Over the past year, the evidence suggests that the Recovery Act has made a substantial
difference. Estimates—from the Council of Economic Advisers, as well as respected private
forecasters such as Goldman Sachs and Mark Zandi of Moody’s Economy.com—suggest that the
legislation added roughly three percentage points to economic activity in the third quarter. The
result is that, as 2010 opens, the U.S. economy is back from the brink. Financial markets are far
more stable, and real GDP is expanding.

Although real GDP growth has turned positive, American businesses were still shedding jobs in
the third and fourth quarters. The unemployment rate was 10.0 percent in December 2009, and
there are 7 million fewer jobs than when the recession began in December 2007. While there are
some early indicators of labor market improvement, such as rising productivity and the hiring of
temporary workers, there is much left to do.

The increase in unemployment has had devastating effects on American families. Far too many
workers who would rather be earning a paycheck are forced to accept unemployment, and are
worrying about how to pay their mortgage, keep their health insurance, and continue to provide
for their families while they try to find another job. As the President has said, the coming
months will continue to be difficult ones for American workers, and, regardless of the GDP
numbers, the recovery will not be real for most Americans until the job market turns around.

This is why, in the short term, it is critical that we take steps to jumpstart job creation in the
private sector. And that is why the Administration will work with Congress to implement a jobs
creation package along the lines of what the President announced in December 2009. 1t should
include:

o Help for small businesses to expand investment, hire workers, and access credit. Small
businesses play a crucial role in a dynamic economy. The Administration is calling for
expansions or extensions of Recovery Act tax relief for small businesses that will
encourage investment and job growth, along with a new, short-term tax incentive to
encourage small business hiring and support employment. More than 1 million small
businesses will receive a tax cut from this latter proposal, which will extend a $5,000 tax
credit to small businesses for every new job they add in 2010 and will also reimburse
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them for the Social Security payroll taxes they pay on real increases in their payrolls this
year.

o Invesiments in America’s roads, bridges, and infrastructure. The Administration is also
calling for new investments in a wide range of infrastructure, designed to get out the door
as quickly as possible and continue a sustained effort at creating jobs and improving
America’s productivity. And we support financing infrastructure investments in new
ways, allowing projects to be selected on merit, as was done through the Recovery Act’s
TIGER program, and leveraging money with a combination of grants and loans.

o Investments in energy efficiency and clean energy. The Administration is seeking a new
program to provide rebates for consumers who make energy efficiency retrofits; such a
program will harness the power of the private sector to help drive consumers to make
cost-saving investments in their homes. We are also calling for expansion of successful,
oversubscribed Recovery Act programs to leverage private investment in energy
efficiency and create clean energy manufacturing jobs.

In addition to these priority investments, the Administration supports immediate steps to lend
additional help to those most affected by the recession. The Budget therefore proposes to extend
emergency assistance to seniors and families with children, unemployment insurance benefits,
COBRA tax credits, and relief to States, Indian tribes, and localities to prevent layoffs. And the
Budget also extends tax relief to 95 percent of working families through an additional year of the
Making Work Pay tax credit,

Restoring Fiscal Discipline

Unfortunately, we face not just this jobs deficit but also a substantial fiscal deficit. On the day
the Administration took office, the budget deficit for 2009 stood at $1.3 trillion, or 9.2 percent of
GDP—higher than in any year since World War 11. -And, over the following ten years, projected
deficits totaled $8 trillion.

Short-term deficits

The deficit increased substantially in fiscal year 2009, which began on October 1, 2008. Given
the depth of the economic downturn in late 2008, an increase in the deficit as we entered 2009
was to be expected—and, indeed, such an increase was temporarily desirable because it
increased aggregate demand in the economy. (During a recession, the key to economic growth is
the demand for the goods and services the economy could produce with existing capacity—and
in that situation, temporary increases in the deficit are beneficial to help put the economy back
on track.) The increase in the deficit during 2009 reflected a decline in revenue and an increase
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in spending, both of which were primarily linked to the economic downturn and both of which
were already apparent before the Administration took office.

For example, on January 7, 2009, the Congressional Budget Office (CBO) issued its Economic
and Budget OQutlook for Fiscal Years 2009-2019. In that document, CBO projected that
government spending would rise from 20.9 percent of GDP in fiscal year 2008 to 24.9 percent of
GDP in fiscal year 2009. In reality, government spending in fiscal year 2009 turned out to be
roughly what had been predicted a year earlier (24.7 percent), according to CBO’s updated
Economic and Budget Outlook issued in January of this year. (The mix of spending was slightly
different from what CBO had initially projected, with somewhat lower mandatory spending and
somewhat higher discretionary spending as a share of the economy.)

Increase in Federal Spending from 2008 to 2009:
Projected by CBO as of Jan, 2009 and Actual
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Medium-term deficits

In addition to the 2009 deficit, the Administration also inherited an $8 trillion ten-year deficit.
Even these figures, moreover, understate the fiscal shortfall the Administration actually inherited
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for the next decade. As of last winter, the depth of the current recession was not yet fully
apparent. Since we released our Budget overview last February, the deterioration in our
economic and technical assumptions added another $2 trillion to the deficit through 2019, as it
became clear that we were in the midst of the worst recession since the Great Depression.

As a result, without changes in policy, deficits would total $10.6 trillion over the next ten
years—and would fall from their current levels to an average of about 5 percent of GDP in the
second half of the decade,

This unsustainable starting point largely reflects three factors: a failure to pay for policies in the
past, the impact of the economic downturn, and the steps we took to mitigate that downturn.

o More than half of these deficits can be linked to the previous Administration’s failure to
pay for the 2001/2003 tax cuts and the prescription drug bill. Over the next ten years,
these two unpaid-for policies are slated to add $5.8 trillion to the deficit, including
interest expense on the additional associated debt. Put differently, if these two policies
had been paid for, projected deficits—without any further deficit reduction—would be
about 2 percent of GDP per year by the middle of the decade, and we would have been on
a sustainable medium-term fiscal course.

» The recession that began in December 2007 also adds considerably to the projected
deficits. When the economy enters a recession, the Federal Government’s receipts
automatically fall and the costs for certain programs, such as unemployment insurance,
automatically rise. Over the next ten years, these automatic stabilizers are projected to
add about $2.4 trillion to the deficit, including interest expense.

e Finally, it is worth noting that the Recovery Act—which, as discussed, has been key to
restoring economic growth—plays a relatively small role in the projected deficits
compared to these other costs. Over the next ten years, the deficit impact of the Recovery
Act is less than one-tenth the size of the costs associated with 2001/2003 tax cuts, the
prescription drug bill, and the automatic effects of the recession on the Federal budget.

Summed together, this fiscal legacy—the unpaid-for 2001/2003 tax cuts and prescription drug
bill, as well as the worst recession since the Great Depression and our necessary response to it—
accounts for $9 trillion of the projected deficits under current policies. They are the reason that
our medium-term deficits are on an unsustainable course.
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As our horizon extends beyond the next decade, the role of health care costs in driving our
budget deficits becomes more prominent. The figure below shows the projected growth of
Medicare, Medicaid, and Social Security spending over the next 75-years, assuming historical
excess cost growth continues. This illustrates that we are on an unsustainable path. Within the
next half century, spending on these three programs is projected to exceed 20 percent of GDP,
more than double their current share of the economy. The fact remains that we cannot close the
long-term fiscal shortfall without slowing the rate of health care cost growth. Reducing excess
cost growth by 15 basis points (0.15 percentage points) generates more savings than closing the
entire Social Security deficit over the next 75 years.

Sources of Projected Growth in Medicare, Medicaid, and Social Security
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That is how these projected deficits over the next decade arose and how our long-term fiscal
future is dominated by health care costs. But whatever their cause, our future prosperity may be
threatened if we do not address our medium- and long-term fiscal trajectory. So what are we
doing?
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First, we have already taken action to ensure that we do not make the hole any deeper. The
Administration proposed and Congress is on the verge of enacting statutory pay-as-you-go
(PAYGO) legislation. PAYGO forces us to live by a simple but important principle: Congress
can only spend a dollar on an entitlement increase or tax cut if it saves a dollar elsewhere. In the
1990s, statutory PAYGO encouraged the tough choices that helped move the Government from
large deficits to surpluses, and it can do the same today. To repeat what I have already said, the
failure of the previous administration to abide by the PAYGO principle accounts for over $35
trillion of our projected deficits. And, while both houses of Congress had already taken an
important step toward righting our fiscal course by adopting congressional rules incorporating
the PAYGO principle, enacting statutory PAYGO will strengthen enforcement and redouble our
commitment.

The President’s Budget represents another important step toward fiscal sustainability. The
Budget reduces deficits by $1.2 trillion over the next 10 years—not including savings associated
with our presumed ramp-down of operations in Iraq and Afghanistan. If those savings are
included, deficit reduction under our Budget comes to $2.1 trillion. Furthermore, the President’s
Budget cuts the inherited deficit in half as a share of GDP by the end of the President’s first term,

The deficit reduction steps include:

o Imposing a three-year freeze on non-security discretionary funding. Over the past year, a
surge in Federal spending has helped to bolster macroeconomic demand, while also
funding long-needed investments that are helping to build a new foundation for economic
growth. But, as the economy recovers, we need to rebalance our spending priorities, as
we transition from jumpstarting the economy to restoring fiscal sustainability. That is
why the President’s Budget proposes a three-year freeze in non-security discretionary
funding (that is, discretionary funding outside of defense, homeland security, veterans
affairs, and international affairs), with funding thereafter increasing roughly with
inflation. The proposed freeze in non-security discretionary funding from 2010 to 2011
is well below the 5 percent average growth in such funding since the early 1990s. And
over the next 10 years, this policy saves $250 billion relative to continuing the 2010
funding levels for these programs adjusted for inflation.

The non-security discretionary freeze allows some agency budgets to expand even while
others are constrained, and expands some investments while curtailing others. Education,
job training, and R&D provide vivid examples. Sound investments in education are
crucial to building the skills and productivity of the Nation’s current and future workers.
Even while expanding funding overall and significantly expanding the successful Race to
the Top competition, the President’s Budget will eliminate 6 discretionary programs and
consolidate 38 K-12 programs into 11 new initiatives that emphasize competition in
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allocating funds. This will give communities more choices around activities and hold
grantees accountable for results.

And to keep Americans building new and competitive skills throughout their working
lives, the Budget provides $19 billion for job training and employment programs
Government-wide, a $1.1 billion, or 6 percent, increase from 2010, This level includes
two new innovation funds that will test and evaluate new approaches to training
disconnected youths, building regional partnerships, and supporting apprenticeships. The
Budget will also support a ten-year extension of Trade Adjustment Act assistance for
American workers who have lost their jobs due to imports or shifts in production
overseas, and provide additional support for training in green jobs.

Similarly, R&D is a cornerstone of a thriving economy, and the Budget features $61.6
billion for civilian research and development—an increase of $3.7 billion, or 6.4 percent,
over 2010 levels. But while continuing the commitment to double funding for three key
basic research agencies—the National Science Foundation, the Department of Energy’s
Office of Science, and the National Institute of Standards and Technology—the Budget
also eliminates programs that are not effectively achieving their goals. For example, the
Budget cancels NASA’s Constellation program, which was intended to return astronauts
to the Moon by 2020, but has run severely behind schedule and over-budget. In place of
Constellation, the Budget proposes to leverage international partnerships and commercial
capabilities to set the stage for a revitalized human space flight program, while also
accelerating work—constrained for years due to the budget demands of Constellation—
on climate science, green aviation, science education, and other priorities.

Requiring the financial services industry to fully pay back the costs of the Troubled Asset
Relief Program (TARP). Assisting the financial services industry was necessary to
prevent an even worse financial meltdown—and even greater repercussions throughout
the entire economy. But this step rewarded firms that had taken excessive and
unreasonable risks. While the Administration’s sound management of the TARP
program has caused its expected cost to fall by $224 billion since the 2010 Mid-Session
Review to about $117 billion, shared responsibility requires that the largest financial
firms pay back the taxpayer as a result of the extraordinary action taken. Congress
recognized this when it wrote the legislation authorizing TARP by requiring the President
to propose a way for the financial sector to pay the costs of the program. The
Administration is therefore calling for a Financial Crisis Responsibility Fee on the largest
Wall Street and financial firms that will last at least 10 years, but longer if necessary, to
compensate the taxpayers fully for the extraordinary support—both direct and indirect—
that they provided. This fee would be limited to financial firms with over $50 billion in
assets. As it would be based on an institution’s size and exposure to debt, it would also
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further the Administration’s financial reform goals by encouraging firms to reduce their
size and leverage—which were two major contributors to the financial crisis.

o Allowing the 2001-2003 1ax cuts for households earning more than $250,000 to expire.
The Budget proposes allowing most of the 2001/2003 tax cuts to expire in 2011, as
scheduled, for those families making more than $250,000 ($200,000 for single
individuals). The additional revenues gained would be devoted to deficit reduction.
These tax cuts were unaffordable at the time they were enacted, and remain so today.
The Budget would simply return the marginal tax rates for these wealthiest Americans to
what they were prior to 2001. Altogether, allowing these tax cuts to expire would save
$678 billion over the next ten years relative to current policy.

o Limiting the rate at which itemized deductions can reduce tax liability to 28 percent for
Jamilies with incomes over §250,000. Currently, if a middle-class family donates a doliar
to its favorite charity or spends a dollar on mortgage interest, it gets a 15-cent tax
deduction, but a millionaire who does the same enjoys a deduction that is more than twice
as generous. By reducing this disparity and returning the high-income deduction to the
same rates that were in place at the end of the Reagan Administration, the Budget raises
$291 billion over the next decade.

o Eliminating funding for inefficient fossil fuel subsidies. As we work to create a clean
energy economy, it is counterproductive to spend taxpayer dollars on incentives that run
counter to this national priority. To further this goal and reduce the deficit, the Budget
eliminates tax preferences and funding for programs that provide ineflicient fossil fuel
subsidies and undermine efforts to deal with carbon pollution. The Budget proposes
eliminating 12 tax breaks for oil, gas, and coal companies, closing loopholes to raise
nearly $39 billion over the next decade.

Health Insurance Reform

In addition to these specific policies to address the medium-term deficit, the Administration has
also faced head-on the primary driver of our long-term fiscal shortfall—rising health care costs.
Both the House and Senate health insurance reform legislation would not only reduce the deficit
over the next decade as scored by the non-partisan CBO, but perhaps more importantly would
create an infrastructure that would help to improve quality and constrain costs over the long
term.

Both bills would aggressively test different approaches to delivering health care and move
toward paying for quality rather than quantity. In the Recovery Act, we took steps toward
greater quality at lower cost by making historic investments in health information technology
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and research into which treatments work and which do not. Comprehensive health insurance
reform would build on these investments by providing tools and incentives for physicians,
hospitals, and other providers to improve quality. For example, by bundling payments and
establishing accountable care organizations, as well as by creating disincentives for dangerous
and unnecessary re-admissions and health-facility acquired infections, physicians and hospitals
will be induced to redesign their systems, coordinate care to keep people healthy, and avoid
unnecessary complications

It is also vital that reform include a Medicare commission—composed of doctors and other
health care experts—that can enable the health system to keep pace with innovation and the
dynamic health care marketplace. The commission will help to make sure that reforming the
health care system is not a one-time event, but rather an ongoing process over time, creating a
continuous feedback loop where we generate more and better information about what is working
in the health care delivery system and then rapidly bring those initiatives to scale. Lastly, reform
should include an excise tax on the highest-cost insurance plans. The proposed tax on “Cadillac”
health insurance plans will do more than help pay for reform; it will curtail the growth of private
health insurance premiums—by providing employers with an incentive to seek higher-quality
and lower-cost health benefits that will generate higher take-home pay for American workers and
their families. In other words, the excise tax will help to slow health care cost growth and
thereby also give Americans a pay raise.

Congress must now deliver on this promise of fiscally responsible health reform—the stakes are
high, both for the millions of Americans who lack a stable source of health insurance coverage
and for the fiscal wellbeing of the Nation itself. Iecho the President’s commitment last week to
hear any and all ideas for a better approach to fiscally responsible health reform, and I also echo
his challenge to Congress that it must not walk away from comprehensive reform with the finish
line so near.

ook ok ok

Taken together, the more than $1 trillion in deficit reduction proposed by our Budget represents
an important step toward fiscal responsibility over the medium term, and the health legislation
under consideration would help to reduce deficits over the longer term,

Fiscal Commission
The President has now proposed two budgets that reduce outyear deficits. But the

Administration is not yet satisfied. Even with this substantial deficit reduction, we will still face
unsustainable medium- and long-term deficits.
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The only way to solve the remainder of our fiscal challenge is to solve it in a bipartisan fashion.
That’s why the President has called for the creation of a bipartisan Fiscal Commission to identify
policies to improve the fiscal situation in the medium term and to achieve fiscal sustainability
over the long run.

Specifically, in addition to addressing our long-term fiscal imbalance, the Commission is
charged with balancing the budget excluding interest payments on the debt by 2015. This result
is projected to stabilize the debt-to-GDP ratio at an acceptable level once the economy recovers,
The magnitude and timing of the policy measures necessary to achieve this goal are subject to
considerable uncertainty and will depend on the evolution of the economy. In addition, the
Commission will examine policies to meaningfully improve the long-run fiscal outlook,
including changes to address the growth of entitlement spending and the gap between the
projected revenues and expenditures of the Federal Government.

Conclusion

The policies we have enacted in the last year and those proposed in the President’s Budget seek
to restore economic and fiscal health after years of poor decisions. While we have much work
left to do to accomplish this goal, our economic freefall has been stopped; financial markets have
calmed; and the Recovery Act returned our economy to growth in the third quarter of last year.
On the fiscal front, the President’s Budget puts on the table more than $1 trillion in deficit
reduction over the next ten years by imposing historic restraint on the growth of non-security
discretionary funding and restoring fairness and balance to the tax code.

These are key steps forward, but they are not enough. Although the rate of job loss has slowed
dramatically, job gain has not yet begun, and the Administration will not be satisfied until the
many Americans seeking work can find it. Moreover, while our Budget significantly reduces
projected deficits, they remain undesirably high.

The Administration is committed to addressing these challenges facing our Nation, and I look
forward to working with you in the weeks and months ahead to do so.

Chairman CONRAD. Thank you, and thank you for your testi-
mony.

Let me, first of all, go to this notion of excluding interest pay-
ments from the calculation of deficits and debt, or at least of defi-
cits. I guess I understand the concept, but it strikes me, when I
look at where we are headed, interest payments in this budget, net
interest is expected to rise from $188 billion this year to $840 bil-
lion by 2020—$840 billion in interest.

Now, the interest has to be paid, so I do not understand how it
makes any sense to be excluding interest from the calculations.
What is the thinking there?

Mr. ORSZAG. Senator, it is not that we would exclude it from the
calculations, but as you know, economists have often focused on the
so-called primary budget, which is the budget excluding such inter-
est payments on the debt. The reason to do so is you are then iso-
lating the sort of programmatic side of the budget as opposed to,
as you correctly point out, net interest must be paid, and isolating
the programmatic part of both expenditures and revenue. And so
a concept that economists have often focused on is what is hap-
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pening to the primary balance, that is, the budget excluding inter-
est payments.

It turns out that balancing the budget excluding interest pay-
ments in 2015 is consistent with an overall budget deficit of 3 per-
cent of GDP in that year. So the fiscal target of 3 percent and bal-
ancing the primary budget or the budget excluding interest pay-
ments turn out to be the same goal.

Chairman CONRAD. All right. Put me down as a skeptic.

Mr. OrszAG. OK.

Chairman CONRAD. I understand, to me, you know, when we
start excluding things, for whatever purpose, I think we tend to
just mislead ourselves about really the gravity of the situation. And
as I look at the trend that we are on as a country, I see a very
grave situation, a dire situation. And, again, I give the administra-
tion high marks for what you have done thus far to avert what I
believe would have been a global financial collapse.

I was in the room with the previous Secretary of the Treasury,
with the head of the Federal Reserve, and that long weekend in
which hour after hour we were advised of the impending collapse
of major financial institutions, not only here but around the world.
Anybody who was there had to be sobered by how close we came
to a financial collapse.

So I give the administration and, frankly, I give the previous ad-
ministration at the end of that administration high marks for re-
sponding to what could have been a depression as severe as the
previous depression.

But now we are looking ahead, going forward, and again, in the
short term, I believe we have to be very careful not to move too
quickly to deficit reduction, and I am a deficit hawk. I have felt
this way my entire life. I think we have to be very careful not to
prematurely reduce the deficit because, in many ways, we are fac-
ing what the Japanese did. The Japanese call it a balance sheet re-
cession because their businesses, their financial institutions are un-
able to generate the type of economic activity necessary to sustain
growth because their balance sheets have been impaired. And in
that circumstance, the only one big enough to come to the table to
fill the demand gap is the Federal Government, and if it doesn’t,
economies crater. That is reality. That is a fact.

With that said, we then look to our long-term circumstance. So
I believe, and believe strongly, it is critically important that we run
deficits and add the debt in the short term. But I also believe just
as passionately that as the recovery takes hold, we then must pivot
and deal with the long-term debt. And the place where I would
fault this budget is I don’t see the pivot. I don’t see the pivot. I
don’t see the focus on bringing down that long-term debt.

I don’t see us getting below, as I look at the numbers, 5 percent
of GDP in the next 10 years. And I know there are other estimates,
but looking at the way CBO will judge this, my own sense is we
are probably not going to get below 4.5 percent of GDP. That is too
high, especially given what is happening with the retirement of the
Baby Boom generation and the debt we have already by that time
accumulated.
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So help me understand, what is the administration’s thinking
with this long term? I am certain you don’t see this as a sustain-
able circumstance. So how is it going to be addressed?

Mr. ORszAG. No, we don’t view the long term as on a sustainable
course. I would note three things. First, that is precisely why we
are calling for a commission along the lines that you have already
tried to embody in a statutory version.

Second, it is another reason why we do believe comprehensive
health legislation is crucially important.

And finally, I would just note, there are alternatives that have
been put forward. For example, Senator Gregg’s colleague on the
House side, Mr. Ryan, has put forward a plan that would eliminate
the long-term deficit, and that is a significant accomplishment. But
it is worth examining how that is done.

The way it is done is taking the Medicare program and turning
it into a voucher program for those 55 and below, which would shift
risk onto individuals and beneficiaries, and then have that voucher
not keep pace with health care costs over time, which would shift
expected costs onto individuals. And then there are a variety of
other changes, but that is the big driver. It is possible to address
our long-term fiscal problem that way, and that would be worthy
of debate.

So again, I am going to come back and say we strongly favor a
Fiscal Commission, in part because we agree. The fiscal course that
we are on out in 2020 and 2030 and 2040 is unsustainable and it
needs to be addressed.

Second, if we don’t address rising health care costs, there is noth-
ing else that we are going to be able to do that will alter that basic
fact, and there are lots of parts of the legislation that both the Sen-
1a‘ce and the House have passed which would help with that prob-
em.

And finally, it is worthy of further discussion, some of the other
proposals that are out there, and that is partly what we would
hope the commission would do.

Chairman CONRAD. Senator Gregg?

Senator GREGG. I must just take a bit of difference with your
comments. It is not 2020 and 2030 that we need to worry about.
It is 2017, 2015, when our bonds are no longer salable or become
very expensive and we are not able to defend our currency because
we have got so much debt. And the signs are pretty clear that that
is where we are headed. I mean, the Japanese already face the
problem. Their debt is being downgraded. The Chinese have made
it clear they are not going to purchase debt at the rate that they
were. So we have got this problem. It is no longer on the horizon.
It is closing fast.

I want to talk about one specific here. The President today is
going to announce he is going to take—and I am quoting from a
statement, which I assume is his quote from his speech, and it is
going to be in New Hampshire, ironically—*“that is why today I am
announcing a proposal to take $30 billion of money that was repaid
by the Wall Street banks and use it to create a new small business
lending fund.”

Then I want to read to you from the law, the TARP law. That
is money from TARP. The TARP law says “revenues of and pro-
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ceeds from”—that are recovered from the banks—“shall be paid
into the general fund of the Treasury for reduction of the public
debt.” That is “shall.”

This proposal violates the law. Are you intending to amend the
TARP law?

Mr. ORSZAG. Senator, my understanding is that the proposal
would require new legislation to implement, so it would only be
done with Congressional approval and a change in the law, sir.

4 %e‘;lator GREGG. So you are proposing to add $30 billion to the
ebt?

Mr. ORszAG. We are proposing to put $30 billion into a new pro-
gram that would help promote small business activity because
sma%l businesses are suffering from a lack of access to credit cur-
rently.

Senator GREGG. It comes from deficit financing.

Mr. ORSZAG. Relative to simply repaying the debt, yes.

Senator GREGG. Well, you know, I mean, how are we going to get
this under control if on the day that you are up here telling us that
you are going to be fiscally responsible, you are proposing language
which is going to spend %730 billion of repaid TARP money which
specifically was supposed to be used to pay down the debt? The
whole concept of the TARP was—and I was in the room, also, with
Senator Conrad, and this was debated at some length—the whole
concept of the TARP was that as we recoup the money, we would
use it to pay down the debt because we were borrowing it from
Americans and from the Chinese. Now with this proposal, that is
not going to happen. It has become a piggy bank

Mr. OrszAG. Well, Senator——

Senator GREGG [continuing]. A piggy bank which adds to our def-
icit, adds to our debt, and gets put on our kids’ backs.

Mr. ORsZAG. The degree to which shifting funds would add to our
debt or deficits depends on what the net subsidy rate would be on
that new activity. Remember, the purpose of TARP was to address
problems in our financial markets, and it has been remarkably suc-
cessful in bringing credit spreads back down to normal levels.

One of the lingering problems in our financial markets, however,
is access to credit for small businesses. That is why in this budget
we are——

Senator GREGG. No, no, no. You can’t make that type of state-
ment with any legitimacy.

Mr. OrszAG. OK.

. Senator GREGG. You cannot make that statement. This is the
aw.

Mr. ORSZAG. Small businesses are suffering from——

Senator GREGG. Let me tell you what the law says.

Mr. ORSZAG [continuing]. Lack of credit

Senator GREGG. Let me read it to you again, because you don’t
appear to understand the law. The law is very clear. The moneys
recouped from the TARP “shall be paid into the general fund of the
Treasury for reduction of the public debt.” It is not for a piggy bank
because you are concerned about lending to small businesses——

Mr. ORSZAG. And this would require new legislation

Senator GREGG [continuing]. And you want to get a political
event when you go out and make a speech in Nashua, New Hamp-
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shire. That is not what this money is for. This money is to reduce
the debt of our children, that we are passing on to our children.
And you ought to at least have the integrity to be forthright about
it and say that is what you are doing. You are adding to the debt
that our kids are going to have to pay back, when you are claiming
at the same time

Mr. ORSZAG. Senator, with respect

Senator GREGG [continuing]. That you are being fiscally respon-
sible.

Mr. ORSZAG. Senator——

Senator GREGG. Let me ask you another question, because clear-
ly, we are not going to agree on this and you are not going to follow
the law. Second——

Mr. ORSZAG. Sorry, I do—excuse me. We will be following the
law. This would involve legislation——

Senator GREGG. Well, then you are not going to be able to do it
unless Congress

Mr. OrsZAG. Yes, exactly——

Senator GREGG [continuing]. Gives you the authority to do it.

Senator SANDERS. Yes. That is how laws are made usually. Con-
gress passes them.

Senator GREGG. Did the Senator from Vermont make a state-
ment? Well, the Senator is wrong. This is the law as it stands
today. There is no law on the books which allows——

Senator SANDERS. And Congress can amend the law——

Senator GREGG. There is no law on the books, Senator, that al-
lows you to take that money and spend it.

Senator SANDERS. And he is indicating he is going to go to Con-
gress to amend the law.

Senator GREGG [continuing]. To do it.

Chairman CONRAD. Please. No. We don’t operate that way in this
committee. People seek recognition through the Chair. We don’t
have ad hominem debates here. That is not the way this committee
is going to function, period.

Senator GREGG. On another——

Chairman CONRAD. The witness gets a chance to respond. The
Senator asked the question and I will extend his time so the wit-
ness has a chance to respond——

Mr. ORSZAG. Very briefly:

Chairman CONRAD [continuing]. Then the Senator will have an
additional chance.

Mr. ORSZAG. Very briefly, the proposal would involve—would re-
quire new legislation, so it would be fully consistent with existing
legislation, and the net impact on the deficit would depend on the
net subsidy rate for the new activity. It would not be a net cost in
terms of the budget deficit of $30 billion.

Senator GREGG. That is an extraordinary answer. What you are
essentially saying is that when this TARP money comes back in,
you are going to change the rules so that you can spend it, not put
it toward debt reduction.

Mr. OrszAG. If Congress agrees, sir.

Senator GREGG. Right, but, I mean, the purpose was to reduce
the debt, and you are not going to use it to reduce the debt at the
same time that you are alleging that you are trying to pursue a
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course of small steps, small ideas, of fiscal responsibility. So you
have got a law on the books which says specifically, reduce the
debt. You are going to change it so you can spend the money, add
to the deficit.

Mr. OrszAG. I would just say again, one of the lingering prob-
lems in the economy today, one of the reasons why we are not get-
ting the job creation that we need is that small businesses lack ac-
cess to credit. There are a variety of steps the administration fa-
vors taking, including expanded activity at the Small Business Ad-
ministration, including this new proposal which would require Con-
gressional approval to try to address that problem.

Senator GREGG. Thank you.

Chairman CONRAD. Senator Murray?

Senator MURRAY. Thank you, Mr. Chairman, and I look forward
to that discussion. We have a lot of small businesses in my State
that are really struggling with capital today, so I look forward to
that debate as we get into it in Congress, as well.

Dr. Orszag, I do want to talk a minute about a subject that I
know you understand is of importance to me and that is the DOE’s
EM, environmental management, budget. We are in a different
place from last year when the EM budget had a proposed cut, and
I do want to thank you for the proposed increase, which is an ac-
knowledgement that the Federal Government does have an obliga-
tion to clean up those sites across the nation. I think it is impor-
tant that the people in the country see that the administration is
going to put their money where their mouth is when it comes to
meeting those very important moral and legal obligations of clean-
up.

Having said that, I am sure you expected that I would have some
specific questions about Hanford, which is in my home State of
Washington, and I am worried that it appears that DOE is once
again offsetting base program work with ARRA dollars. That was
never the intention of those funds and it sets up a huge hurdle to
overcome when the money is gone. From what I have seen through-
out the budget, ARRA is not being used as an offset in very many
other places. I am also very concerned that there is some signifi-
cant reduction to groundwater work.

Now, my time is limited and I have some specific questions. I
would just like to ask you if we can sit down with some of the folks
on your team to understand how you made those decisions and
work our way through it.

Mr. OrRSZAG. Absolutely. I would be delighted to do that.

Senator MURRAY. OK, great. I also wanted to talk to you about
the Corps of Engineers budget, because as you may be aware, in
my home State of Washington, we have a dam—it is called the
Howard Hanson Dam—that has significant seepage problems that
is prohibiting the Corps from operating it at a fully authorized
level of flood protection to a lot of our downstream communities.

There is currently a study underway to determine the permanent
fix for that dam in the Corps’ Dam Safety Seepage Stability Correc-
tion Program, and I understand the Corps is also conducting stud-
ies on about 70 other projects, as well. All of those studies are pro-
posed to be funded for $49 million in the fiscal year 2011 budget,
and I am concerned that that level of funding won’t be sufficient
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to undertake that many studies. Do you believe that the $49 mil-
lion will give the Corps their full capability to follow through on
all those studies that are being required?

Mr. ORszAG. We do believe that it would give the Corps adequate
capability, but we can again, in the discussion that we are going
to have with you, sit down and walk you through that.

Senator MURRAY. OK, because it is really important that we get
those studies done so that we can begin the construction in 2012
because it will be significant damage if that doesn’t get fixed.

Also, I wanted to just say that I am really pleased to see the pol-
icy changes in the VA budget providing greater access for non-dis-
abled veterans with modest incomes. That is something we have
been pushing for a long time. It recognizes those veterans and I
want to thank you for that.

I do want to ask you about the Veterans’ construction budget for
both major and minor construction dollars. We know that the num-
ber of beneficiaries is going to increase by about 550,000 non-dis-
abled veterans by 2013. That is especially concerning to me be-
cause of the increasing demands of both disabled veterans that we
are seeing coming home and from previous wars, and also the
unique needs of female veterans, which we are seeing a huge in-
crease of and we need to meet, as well. And, by the way, increasing
the construction budget for the VA would provide construction jobs,
and that is, I know, an important goal for the budget, as well.

So I just wanted to ask you this morning what your rationale for
reducing the overall construction budget by 15 percent in VA is.

Mr. OrszAG. Well, again, although there is a reduction from
2010, we are still at historically high levels for the construction ac-
count and we believe it will allow VA to focus on its highest prior-
ities in terms of its construction. And this is in a context, also, in
which the VA budget has gone up between 2009 and 2011 by 20
percent.

Senator MURRAY. And that is mostly for beneficiaries that——

Mr. ORSZAG. It is mostly for beneficiaries.

Senator MURRAY [continuing]. We have a huge increasing need
for, so we can’t ignore that.

Mr. ORSZAG. Yes.

Senator MURRAY. But I am also specifically worried about the
construction dollars. These are projects out across the country that
we have been working on trying to get built to meet the demands
of the VA. So reducing the construction budget in particular by 15
percent is a real concern to many of us, and

Mr. ORszAG. I understand that, and again, I would just again
emphasize, even with that, it is still at an historically high level,
and I know that Secretary Shinseki and others would be delighted
to walk you through in more detail.

Senator MURRAY. And we will definitely be asking them that.

Mr. OrszAG. OK.

Senator MURRAY. OK. Thank you.

Chairman CONRAD. Senator Alexander?

Senator ALEXANDER. Thanks, Mr. Chairman.

Dr. Orszag, thank you for being here. I have three suggestions
and a question.

Mr. OrszAG. OK.
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Senator ALEXANDER. So my first suggestion is to suggest that
whoever came up with the idea of leaving the interest payments
out of the budget, you might gently tell them you ran it up the flag
pole and it didn’t do very well.

Mr. OrszaG. Can I intervene very quickly? No one is talking
about leaving interest payments out of the budget, and I know the
Chairman had asked about this before. They are absolutely in the
budget. The only question is are there intermediate steps to bal-
ancing the overall budget where you have other targets that
are——

Senator ALEXANDER. Well, if——

Mr. OrszAG. No one is talking about excluding interest payments
from the budget.

Senator ALEXANDER. Well, whatever. In my own view, it ought
ti)1 be first. If I went in to borrow money to buy a house and I told
the—

Mr. ORSZAG. Absolutely.

Senator ALEXANDER [continuing]. I told the banker, look, in 10
years, my interest payment is going to be 15 percent of my income,
but I am going to put that on another account, I don’t think he
would make the loan. That is one suggestion.

Suggestion two, Senator Gregg’s suggestion of four pretty big
steps, I hope you will take those seriously. I do. We have had a dif-
ficult time here in the Senate with comprehensive bills. You know,
comprehensive health care has been very hard. Comprehensive
economy-wide cap-and-trade has been very hard. Comprehensive
immigration, even though we had Senators from both parties who
were working on it, was very hard. We may do better step by step
to go in the right direction.

Those were four pretty good steps. Start the freeze right away.
Stop using TARP as a piggy bank. Don’t spend the stimulus money
after 2010. Find some money in Medicare to use to strengthen
Medicare. I can think of others. You probably can, too. So I think
you would find bipartisan support for steps in that direction and
I hope that will be taken seriously.

Third—

Mr. ORSZAG. Senator, can I clarify on that——

Senator ALEXANDER. Yes.

Mr. ORSZAG [continuing]. Because, again, on the Medicare reduc-
t}ons, there was some opposition from members of your party. So
i

Senator ALEXANDER. Because you spent it for a new program.

Mr. OrszAG. OK. I just wanted to clarify.

Senator ALEXANDER. That was the problem.

Mr. OrszAG. OK.

Senator ALEXANDER. That is the problem, and I think that is
what Senator Gregg said. There was a lot of opposition for that.

On the Fiscal Commission, you might want to consider following
a suggestion about bringing that up again, amending it, and find-
ing out what the problems are. I mean, it has 17 Republican votes.
If the President with 59 or 60 votes can’t pass something that is
important to him, it is going to be a long 4 years. So that is a good
start, and maybe there are some adjustments that could be made
in the statutory commission.
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My own view is that working on that is much more likely to get
a result than an Executive Order, no matter how well intended
that might be. President Bush had a very good Executive Order
creating a panel on tax reform. It never saw the light of day.

So those are three suggestions.

Mr. OrszAG. Thank you.

Senator ALEXANDER. Now, here is my question. There is a lot of
talk about inheritance, and members of the administration say,
rightly, that they inherited a debt, inherited a recession. That is
exactly right. But the question is what you do with your inherit-
ance. That is what we are talking about here.

And it seems like that what we are saying here is that, aha, I
see the problem. The boat is sinking and it has a hole in it, and
your solution is to put some more holes in it with big increases in
spending. There is the stimulus bill, the auto bailout, the appro-
priations bills, the spending for health care, and the spending for
the jobs bill. And I have a specific one to ask you about, which is
what you propose to do with Pell Grants.

We all like Pell Grants. I am a former university president and
was Education Secretary. I am a big backer of Pell Grants. But in
your budget, as I read it, we would increase spending for these col-
lege scholarships by $14 billion, nearly $15 billion. We are up
around $34 or $35 billion a year. We would then spend $118 billion
over 10 years to fund the existing maximum grant award, and then
we would spend $69 billion over 10 years to increase it according
to the cost of living plus 1 percent, and then we would take all of
that money, which is about a half-trillion dollars over 10 years, and
make it mandatory spending.

Now, I was invited to a summit with the President at the White
House last year, which I appreciated very much, where all of the
concern was about entitlement spending. How can you justify add-
ing a half-trillion new dollars over 10 years in Pell Grant spending
from the discretionary side to the mandatory automatic pilot side?

Mr. OrszAaG. Well, Senator, I think the objective there is that, as
you know, education is one of the underpinnings of not only the
middle class—Iliving the middle class dream, but also of economic
growth. And so in addition to our elementary and secondary edu-
cation reforms, we also want to be promoting college attendance,
because one of the things that has happened over the past decade
or so is that increase in average educational attainment among the
U.S. population, which was a tail—I am sorry, a wind at our backs
in terms of economic growth, has now tailed off and it is no longer
rising. So we need to go additional steps and again promote not
only college attendance, but college completion. That is what this
proposal is aimed at getting at.

Senator ALEXANDER. Thank you, Mr. Chairman. My time is up.

Chairman CONRAD. I thank Senator Alexander.

Senator Nelson?

Senator NELSON. Dr. Orszag, thank you for your public service
and for trying to get your hands around this budget deficit and the
problems facing the country.

I want to ask you a friendly question and I want to ask you an
unfriendly question.

Mr. OrszAG. OK. Which one first?
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Senator NELSON. The friendly question, but you are going to
think it is unfriendly.

Mr. OrszAG. OK.

[Laughter.]

Mr. ORSZAG. Great.

[Laughter.]

Senator NELSON. I am going to zero into a specific part of the
budget. The President, with regard to the future of manned space
flight, appointed a Blue Ribbon Panel. Basically, in your budget
that you have announced, you have accepted the recommendations
of the Blue Ribbon Panel, which is called the Norman Augustine
Panel, with the exception of what they said for meaningful human
space flight for the future of what you had to spend.

Here is what the Augustine Commission said. Human explo-
ration beyond low-earth orbit is not viable under the fiscal year
2010 budget guideline. We agree with that. And they went on to
say, meaningful human exploration is possible by increasing an-
nual expenditures by approximately $3 billion in real purchasing
p}(l)wer above the 2010 guidance. And, of course, you haven’t done
that.

Do you want to explain? And that is my friendly question.

Mr. OrszAG. OK. I can’t wait for the unfriendly one.

[Laughter.]

Mr. ORSzZAG. Senator, as you know, we increase NASA funding
by $6 billion over the next 5 years, including an increase between
2010 and 2011, despite an overall non-security discretionary freeze.
So NASA is one of the agencies experiencing an increase.

I would also note, and I will leave the science to my colleagues,
Dr. Holdren and others, but that Mr. Augustine has issued a state-
ment strongly in support of the direction that is reflected in this
budget for the future of NASA.

Senator NELSON. I choose to disagree with that characterization.
It \lz)vas a namby-pamby watered-down statement that was oblique,
at best.

Alright. So, in essence, you are saying that in the totality of
spending and so forth that you all couldn’t afford the Augustine’s
recommendations of $3 billion a year for human space flight.

Mr. ORszAG. No, I don’t know that that is the way I would de-
scribe it. I think that, again, under the leadership of our scientific
and NASA leaders, there is a new course being charted for the fu-
ture of human space flight that involves more advanced tech-
nologies, longer-range R&D, investments in technologies that will
help us leapfrog existing technologies and allow us to have human
space flight to different parts of the solar system.

Senator NELSON. All of which are necessary, all of which were in
the Augustine Commission report and of which you have embraced,
but you can’t do it on the cheap and that is the big difference. OK.

Now for my final question. You accepted the Augustine Commis-
sion’s report saying that we are going to develop a commercial
rocket that will be a space taxi that will basically get us to and
from the International Space Station. You extended the Space Sta-
tion to 2020. I mean, we have spent $100 billion and are still con-
structing it. We now need to make it pay off like a national labora-
tory. All of that is good.
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The problem is that you have put all the eggs in the basket of
assuming that those commercial rockets are going to work and that
NASA is not going to have to spend a lot more in making those
commercial rockets manned, safe for humans. And you have cutoff
the testing and development of an alternative rocket. There is no
fail-safe position. If those commercial rockets don’t work, then for
the foreseeable future of the next decade or so, we are going to be
relying on the Russians just to get to and from our Space Station.

Now, that is what I wanted to talk to you privately out there
about and we were interrupted. I want you to take that for consid-
eration, and that has got to be changed, Dr. Orszag.

Thank you, Mr. Chairman.

Chairman CONRAD. Thank you, Senator Nelson, and since I am
the one who interrupted you, I apologize. I know that you were in
the middle of a discussion with Director Orszag and I needed to
have a discussion about some other issues, but

Senator NELSON. No, you didn’t interrupt. It was Senator Gregg.

[Laughter.]

Chairman CONRAD. We were together.

Senator GREGG. Well, I apologize.

Chairman CONRAD. Senator Ensign?

Senator ENSIGN. Thank you, Mr. Chairman.

Dr. Orszag, I appreciate all of the work. I know anybody who
works for the administration puts in incredible hours and I know
you want to do the right thing for the country, just like the rest
of us. We may have disagreements on how we go about doing that,
but certainly I think we all have the same goals in mind.

One of the things that was said earlier was about the Japanese
budget during the 1990’s, the lost decade, and I have heard some
talk about this and it seems to me to be mischaracterized, because
it was a lost decade. Everybody agrees on that. The question is, did
they put the brakes on government spending or was it too much
government spending?

Well, in 1991, 32 percent of their GDP was government spending.
By 2000, it was up to 38 percent of GDP. They had six different
stimulus bills during the 1990’s on government spending, infra-
structure-type projects. It did not take them out of that lost decade.
It wasn’t government spending that did it.

The reason I think that is an important point to make is simply
because it is just like the whole debate about the Great Depression.
Was it government spending that was taking us out of the Great
Depression? Well, we lasted a long time during the Depression with
all of the various things that FDR tried to do, and with good inten-
tions. But it wasn’t until World War II that we came out of the
Great Depression.

I guess the point is that the debt, the long-term debt, is a threat
to the actual viability of the United States economy, just like it is
for a country, or a company, just like it is for a State, just like it
is for a city or a family. Too much debt makes it impossible to meet
your obligations. That is what bankruptcy is about. Well, we are
heading in that direction. I think Senator Gregg and Senator
Conrad have talked a lot about this. This is not something theo-
retical. This is becoming real.
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The question that I have for you is, do you have a best guess at
what point that our debt would be downgraded? How much debt?
As a percentage of GDP or a total number, do your economists have
a guess at what point we will be downgraded, or where the Chinese
will say, yes, we are maybe not going to buy any more of that debt
or we are at least, if we are going to, we want higher rates on that
debt? Have you guys kind of projected that out?

Mr. OrszAG. Senator, I do not think we are close right now. I
think it is worth pointing out we are in an exceptional period
where private borrowing has collapsed. Total borrowing, as a share
of the economy, which was roughly 30 percent of GDP in 2006,
plummeted to single digits, if not roughly zero. And, in that con-
text, it is not surprising, if you look at interest rates, the 10-year
treasury bond is yielding less than 4 percent.

The issue really is as private borrowing picks up, and you go out
over time, interest rates will rise, and at that point we have to get
ahead of the problem, which is why again we are putting forward
a trillion dollars in deficit reduction, we think a bipartisan process
is necessary, and so on and so forth.

So it is not an immediate issue, but it is an issue that needs to
be addressed before it becomes a crisis. And I agree with the Chair-
man and, frankly, with Senator Gregg and others that we need to
get ahead of the problem.

Senator ENSIGN. In getting ahead of the problem, though, and
the reason I brought up about the Japanese, is that these Con-
gresses and the Presidents always seem to wait. They seem to say,
you know we are not going to make the tough decisions today. It
1s easier to put it in a budget that we are going to do deficit reduc-
tion in the future, instead of now.

OK, you had a stimulus bill last year. Argue the merits of the
stimulus bill back last year. But then during the appropriations
bills, those were plussed tremendously on top of the stimulus bills,
and this year as well. Why do we not start last year, go at least
year’s level and start this spending freeze?

I am glad that at least you put this spending freeze forward.
That is at least something.

By the way, I think you are going to have a lot of trouble with
your side of the aisle with that spending freeze. I think you are
going to have a lot of political trouble. I will support you in it, but
I think that you will have a lot of trouble with folks on your side
to get that done.

But, having said that, it would seem to me that we cannot keep
kicking this ball down the road. We need to address it and address
it now.

Mr. ORrszAG. Well, the challenge really is, Senator, from my per-
spective, that we face those large fiscal deficits, but we also do
have this massive jobs deficit.

And I guess I do have a different reading of both history and my
view of how economies operate, that in a downturn temporary
measures, including measures like the Recovery Act, help to reduce
unemployment, help to spur economic activity. In that context, it
is counterproductive to start reducing the deficit too quickly. I
think that is the history of 1937, where that was attempted, and
we threw the economy back into recession.
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Senator ENSIGN. Well, just to finish up here, Mr. Chairman,
1937, think about how long the recession had gone on. Think about
how much money had been spent. Right?

And remember, it was Republicans that also increased, dramati-
cally increased government spending at that point. There were also
trade laws.

I hope that the Administration actually will push free trade, so
we do not go into a protectionist type of a mode and repeat some
of the mistakes. But also, I think the government spending, every
time you take a dollar to the government, that is a dollar out of
the private sector, and we should be putting those dollars and cre-
ating private sector jobs instead of government jobs. It is just a dif-
ference in philosophy.

Thank you.

Chairman CONRAD. Senator Sanders.

Senator SANDERS. Thank you, Mr. Chairman.

Let me begin by saying something to my friend, Senator Gregg,
through the Chairman—through the Chairman—and that is I real-
ly do not like being lectured on deficits when you and many mem-
bers of your party helped cause the situation we are in right now.

People voted—Senator Gregg, I believe you were one of them—
for a war in Iraq which some people will think will cost two or
three trillion dollars, but you forgot to pay for that war.

You and other people voted for tax breaks for the wealthiest 1
percent, cost $600 billion. Forgot to pay for that.

You voted for a prescription drug Medicare bill, which will cost
$400 billion, that does not negotiate prices with the pharmaceutical
industry. Forgot to ask how that was going to be paid for.

You voted for a bailout, and I believe you want to repeal the in-
heritance tax, which will cost a trillion dollars over a 10-year pe-
riod, benefiting the top three-tenths of 1 percent.

I voted against all of those things. So, please, please spare the
lectures on deficit reduction.

Now

Senator GREGG. May I say through the Chair that this Senator’s
factual position is inaccurate?

Senator SANDERS. You did not vote for every one of those things?

Senator GREGG. I did not vote for the drug benefit, and I have
not proposed eliminating the inheritance tax.

Senator SANDERS. All right, we have you on Google. All right.
But you did vote for the wars.

Senator GREGG. Yes, I believe we should protect ourselves as a
Nation first——

Senator SANDERS. But without worrying about how you were
going to pay for those.

Senator GREGG [continuing]. To defend the Country.

Senator SANDERS. All right.

Dr. Orszag, now I am going to be rough on you. I did not want
to be nonpartisan about this.

[Laughter.]

Senator SANDERS. I applaud the President for keeping in his
budget a proposal to let all of the Bush tax breaks for the wealthi-
est 2 percent expire at the end of this year. My question is why
have you not moved to do that this year?
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We have a situation where the top 1 percent earns more income
than the bottom 50 percent. According to the Citizens for Tax Jus-
tice, if we repealed all of the 2001 and 2003 tax breaks that went
to the wealthiest 1 percent alone, we would save over $100 billion
this year. Why not?

Mr. ORSZAG. Senator, it was our view that they were scheduled
to expire at the end of the year and that that was just the best way
forward.

Senator SANDERS. Really? We know that they were set to expire.
But I am asking you, when we have the most unequal distribution
of income in the entire industrialized world, why did you not ask
the top 1 percent to start paying their fair share this year?

Mr. ORszAG. There are a variety of ways of answering that ques-
tion. I think one of them is that we were shifting to deficit reduc-
tion gradually over time, including in 2011 and 2012, and that
2010 was not seen as the year to be reducing the deficit, given the
depth of the economic downturn.

Senator SANDERS. Well, I surely do not agree with that.

And, by the way, let me say I think you did a lot of good things
in this budget, which I applaud, and I think absolutely that in the
midst of the worst economic recession since the Great Depression
we have got to do everything that we can to put people to work and
to make taxpayers out of them and to fight our way out of this hor-
rendous economic situation.

But let me ask you this in terms of the budget. You chose to ex-
empt the Pentagon from the budget. I could quote——

Mr. OrszAG. Well, from the freeze, yes.

Senator SANDERS. From the freeze, right. Right. I am sorry.

There is a lot of belief that a huge Pentagon budget which has
significantly increased in recent years, that a lot of that money is
not necessarily directed toward fighting the fights we are in right
now against international terrorism. But, among other things,
there are weapons systems designed to fight the cold war, that
there is an enormous amount of waste.

I mean people like Don Rumsfeld talked about trillions of dollars
not being able to be accounted for.

Why was the Pentagon exempted from the freeze?

Mr. OrszAaGg. Well, first let me say that there were constraints
placed on the Pentagon budget. It was exempted from the freeze
because we are at war and we think during a time of war our first
priority is to protect our soldiers.

But let me just talk for a second about the steps that Secretary
Gates is taking. At this time last year, we proposed canceling the
F-22 fighter jet. Most people thought we would not succeed. We
did. Cancelled the Presidential helicopter.

He has come back this year and made it very clear, no more C—
17s

Senator SANDERS. I apologize. I just have a little bit more time,
and so I want to ask you a third question. And I do understand
that, but I think that is a whole area where there is potential sav-
ings that we can and should be looking.

Mr. ORszZAG. We agree.

Senator SANDERS. The last thing is the President, I think appro-
priately, understands that many senior citizens in this Country are
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hurting. There is not going to be a Social Security COLA this year.
He supported the concept of doing what we did in the stimulus
package, providing $250 per senior and disabled veteran, which I
think make a lot of sense. It is in your budget.

Mr. ORSZAG. It is.

. S?enator SANDERS. But is that something you are going to fight
or’

Mr. ORSZAG. It is in our budget, and we are going to fight for ev-
erything in our budget.

Senator SANDERS. OK. Thank you.

Chairman CONRAD. Thank you.

Senator WARNER.

Senator WARNER. Thank you, Mr. Chairman.

Let me first associate myself with both the comments that you
and the Ranking Member made about the need to break the logjam
on the deficit reduction. I was a strong supporter of the statutory
approach on deficit reduction. I wish the Administration had actu-
ally come onboard earlier for that approach. I was appreciative of
their support at the end.

I am a new Senator, but it seemed to me that when folks sign
up to be co-sponsors of a piece of legislation, the expectations are
they are going to go ahead and vote in favor of that legislation, par-
ticularly when they have been on record time and again supporting
that we have to break out of the normal process and do this in a
bipartisan way.

I had a family emergency on the day of that vote and flew back.
It sure did seem like the process was a little bit cooked when a lot
of my colleagues on the other side who had been longtime sup-
porters of this, had the chance to get that critically important piece
of legislation passed through the Senate, that when the time to put
their names down as yeas, that they were not there.

I would echo what the Ranking Member said, we ought to bring
it back up, and we ought to. I will continue to work with my col-
leagues on this side of the aisle.

A lot of new members were very supportive of that effort. I would
love to hear again from my friends on the other side of the aisle,
those who had been on record as supportive of that proposal, over
time, why, when we were this close to getting it done, they chose
that suddenly now is not the right time when clearly all of the data
support that the current approach is unsustainable. The current
process has not proven the ability to move beyond small ball.

And I again would urge the sponsors of the legislation to con-
tinue to bring it back up, and we ought to try to get more folks on
this side. But, gosh, it sure would be great to have folks who had
been long-term supporters, who put their name on as co-sponsors,
to step up and actually adhere to that and be part of the solution.

I also want to make one other comment. I do not fully agree with
my colleague, the Senator from Vermont, on the defense budget. I
do think from the freeze, because the Nation is at war, we need to
have more flexibility there.

But I would agree that without putting some pressure on the
Pentagon budget you end up not having any notion of constraint.
For example, an issue that I know Senator Nelson would greatly
disagree with me on this, but there is a debate about home-porting
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of aircraft carriers. Norfolk does an incredibly good job of that at
this point. Your budget puts forward spending. You estimate $600
million. I think more realistic estimates are north of a billion dol-
lars on adding this additional facility in Florida when the Navy has
a $36 billion backlog in terms of already identified needs.

I am hoping that as we see more of this budget laid out, that the
Navy or the Administration will outline what is being bumped from
that list of existing priorities to add a billion dollars of additional
spending that I do not think, in terms of need or defense policy,
clearly had not been identified as a need until the waning days of
the last administration—how suddenly this is going to trump the
$36 billion of unmet needs the Navy has already identified.

Let me get to my question. I appreciate very much the task force
that the Chairman and the Ranking Member have given me, and
Senator Whitehouse and others on the other side, to look at per-
formance goals. Jess Zients, your chief performance officer, has
said performance goals need to be part of this budget. I am not
sure they have been fully laid out and there was supposed to be
input from the Congress and the public. I would like to hear
whether there was that input from the Congress and the public.

But one of the things that is terribly important, and actually
quoting President Reagan, one of the things hardest to kill is a gov-
ernment program. You have indicated, and the President has indi-
cated in the past that he was going to go through line by line and
find those programs that could be eliminated. You suggested 121
programs last year that would have saved $17 billion. We actually
ended up only approving $6.8 billion of those.

With this year and the out-year deficit being as bad as it is, I
was a little disappointed that in this year’s budget you have only,
in aggregate, indicated program eliminate that would account for
$23 billion in savings in 2011, which is about a half a percent of
our overall budget. Why not identify more programs and would you
be willing to work with us in seeing if we could identify more
where we could actually eliminate some of these programs going
forward?

Mr. OrRSZAG. Absolutely. We are open for ideas.

And I note with regard to the high priority performance goals,
they actually are embodied in the documents that we sent out. So,
in the Analytical Perspectives chapter volume, starting on Page 75,
we go through it.

Senator WARNER. Did the individual agencies go out and solicit
from the Congress and the public the way they were supposed to?

Mr. ORszAG. They varied, and the one of the reasons that we
were so interested in publishing them is to solicit that kind of feed-
back and commentary now, to the extent that additional com-
mentary is always welcome.

Senator WARNER. Thank you, Mr. Chairman.

Chairman CONRAD. Senator Whitehouse.

Senator WHITEHOUSE. Thank you, Chairman.

And welcome back, Director Orszag. It is good to be with you. I
think that in this Committee you are likely to run into disagree-
ment on a whole variety of subjects from various sides, but I do not
think it is appropriate to question your integrity, and I just want
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you to know that I at least have full confidence in that, even in
areas where we may disagree.

An observation, a recommendation and a question. The observa-
tion is that, as Senator Alexander was kind and accurate enough
to admit, the problems of the deficit that you inherited were consid-
erable. He said that is exactly right, and it sure is exactly right.

I just wanted to add as an observation that at the time the Bush
Administration came into power the trajectory that CBO had an-
ticipated for the Federal Government was into absolute surplus.
And when the Bush Administration is criticized for the deficits that
it ran up, what is usually left out because it starts at a zero base-
line is the surpluses that they were in line for, had they really kept
the Clinton policies going.

Our calculation, for what it is worth, is that the net effect of the
difference between the Bush policies and where CBO, at the day
that Bush took office, projected the economy and the deficit to go
is nearly $9 trillion, which is an absolutly astonishing amount of
fair weather debt at a time when none of the Keynesian steps for
supporting an economy in steep contraction through Federal spend-
ing made any sense. That is my observation.

My recommendation is this: Back, I guess quite a while ago,
James Carville observed that it is the economy, stupid.

When it comes to the deficit, it strikes me that it is health care.
To the extent that it is location, location and location in real estate,
it is health care, health care and health care on the deficit. I see
you nodding, and I know that you agree with that.

The reason that I did not support the statutory fiscal commission
is that it looked like it came at the health care question too much
with fiscal knives and not enough with comprehensive delivery sys-
tem reform. As you know, I am a very keen advocate of delivery
system reform.

I think the goals and the extent of the target are very enormous.
I mean really astonishing. If there is a trillion dollars worth of
waste every year in our health care system, or $850 billion—or, as
the President’s Council of Economic Advisors guesstimated, north
of $700 billion—whatever it is, it is a very big number, and there
is a great deal of very good stuff in the health care reform legisla-
tion that targets that.

CBO was not able to score it because it takes a lot of manage-
ment and a lot of experimentation and a lot of executive effort to
deploy those tools, but they are there.

In the event that the Republican blockade of significant health
care reform persists, and now at 41 votes they have the ability to
make it absolute, I would urge that you investigate—and I am
happy to participate in any way you think I would be useful—how
much of that stuff you can get done through executive order. Really
push it because the clock is ticking on this stuff. If we do not get
started now with these programs, in the out-years we will have lost
critical time, and that critical time turns into critical dollars.

I think anybody who is serious about the deficit has to be serious
about moving the delivery system reform part of the health care
agenda, and you simply cannot be serious about the deficit with the
one hand and continue to blockade that section of the legislation
on the other.
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The question is this: Looking out long term at the economy, if we
continue to subsidize carbon pollution and continue to lag behind
the emerging clean energy technologies in international competi-
tion, particularly with the Chinese but also with many of the Euro-
pean Union companies, what long-term effects do you anticipate on
our economy if we are slow to make that transition from sub-
sidizing carbon pollution to adequately and competitively sup-
porting clean energy emerging technologies?

Mr. ORszAG. There are two effects. One is the effects of failing
to address climate change and the effects that has on the economy,
and the second effect is as the rest of the world moves to a clean
energy future we would be losing opportunities to be the world
leader in a crucially important market. That is why we, in this
budget, propose eliminating fossil fuel subsidies, and it is why we
have more than $6 billion in funding for clean energy research and
development related activities, so that we can leapfrog and become
the world leader in a green energy future.

Senator WHITEHOUSE. I appreciate that.

Thank you, Chairman.

Chairman CONRAD. Thank you, Senator Whitehouse.

Senator Merkley.

Senator MERKLEY. Thank you very much, Mr. Chair.

And thank you for your presentation, in particular, the emphasis
on creating jobs and helping the middle class. I want to see us be
as bold and aggressive in assisting working American families as
we have been in assisting major financial institutions, and in that
regard I did want to ask you about housing because housing is a
key component of the success of our economy and the success of our
families.

Just a quick review here, in the budget: Discretionary spending
would be down $2 billion. Mandatory spending would be down $11
billion. Guaranteed loan commitments would be down $170 billion.
Direct loan disbursements would be down $145 billion. USDA’s pro-
gram for multi-family activity in rural areas would be zeroed out.
And then we have the HAMP program that very little money has
actually been disbursed on because of the great difficulty in fami-
lies getting through the trial period and into permanent programs.

Taken as a whole, I am very concerned that this is not the bold,
aggressive outreach, in a very important part of our economy that
would be equivalent to the bold, aggressive outreach there was to
save our major financial institutions. So I just would like you to
spend a couple minutes on that if you could.

Mr. ORszAG. Sure. There actually is a significant amount of
housing-related activity in this budget, including an important
measure to address homelessness through the HEARTH Act, sig-
nificant expansions in the Department of Housing and Urban De-
velopment’s activities surrounding assistance for people including
tenet-based assistance, project-based assistance and related activi-
ties, some increase in programs that are dedicated to assisting the
elderly with their housing.

And then more broadly, and this returns to some of the earlier
discussion, but as you know the Administration’s efforts, working
with the Congress and others, to stabilize financial markets has
helped to stabilize mortgage rates and generated more than a thou-
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sand dollars savings for the average borrower in terms of their
mortgages. That is a crucial step.

Now with regard to the HAMP program which you mentioned,
there are in excess of 800,000 families that have experienced a
modification through that program. The problem really is in taking,
expanding that number and then taking the temporary modifica-
tions and making them permanent. Under Secretary Geithner’s
leadership and working with Secretary Donovan and others, there
is very active effort to try to streamline that program, so we can
get the temporary modifications not only expanded but also make
them permanent.

Senator MERKLEY. OK. Let me just say I am not satisfied with
your response. The housing for the elderly is being dropped from
$825 billion in 2010 to $274 billion. While some of the other in-
creases you mentioned are here, as a total, we still have a $2 bil-
lion drop in the discretionary spending. So I think picking out just
a few that are plussed up presents a misleading picture of our
overall housing effort.

Also, the monetary policies you referred to that decrease the cost
of the home mortgage for families, this is very true, but it is also
being phased out of the next 3 months. So that change would also
contribute to a change in the picture as we approach this.

So I will not spend more time on that, but I just wanted to raise
it because I think it is an important component, and it looks like
it falls short.

I wanted to turn from that to interest, and on Page 149 of the
budget there is a presentation of the interest, net interest in 2009,
looking at $187 billion. By 2020, it rises to 912.

So I thank you for having interest in here, but I also wonder
since many of us are very concerned. It has been mentioned by
some of my colleagues that our assumptions about interest rates
are critical because not only is our debt increasing, but interest
rates are at a historic low, and there is certainly the possibility of
those interest rates increasing dramatically which would further
amplify what is now about a fourfold increase in the cost of interest
that is in this budget over a 10-year period.

So maybe you could just mention the interest assumptions——

Mr. ORSZAG. Sure.

Senator MERKLEY [continuing]. And what higher assumptions,
the impact higher assumptions might have and the risk that poses
to us.

Mr. ORSZAG. Sure. First on interest rates, if you turn to Table
S13 which is on Page 177 of that same document, you can see the
path of interest rates on, for example, the 10-year note which
might be the most illuminating, rising gradually over time. And
that is mostly because again, as I had mentioned earlier, as private
borrowing picks up and there are alternative investment opportuni-
ties, one should expect investors to diversify their portfolios to
some degree, and that puts upward pressure on treasury yields.

Senator MERKLEY. Thank you for pointing me to those assump-
tions. I appreciate that, and I hope that the 5.3 percent assumption
holds because otherwise we are in a much worse condition.

I am out of time, so a last sentence, and that is I am whole-
heartedly behind taking funds and moving them to support our
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community banks. That is a proposal that I have been advocating
for. But I would recommend that we take that $30 billion out of
the $200 billion currently unspent rather than the funds that are
being returned. It seems to me that that would address some of the
issues that are being raised right now.

But I think we could all—we ought to all be able to get behind
the notion that if our community banks are not recapitalized and
they cannot lend to small businesses, our small businesses are not
going to thrive, our communities are not going to thrive. It is going
to be a very long recession.

Thank you.

Mr. OrszAG. If the Chairman would allow me just 30 seconds,
just to clarify one thing because I did not have a chance to fill in
the detail, with regard to housing and the Department of Housing
and Urban Development’s budget, the decline that you see is most-
ly because there is an offsetting receipt. You can see it in the Fed-
eral Housing Administration line in 2011, and that is the primary
explanation for the apparent decline in the HUD budget. But we
could followup in more detail.

Senator MERKLEY. That would be terrific. Thank you.

Chairman CONRAD. I thank the Senator. I thank all Senators
who have participated today. I especially thank the Director for
being here.

Just before you leave, I want to kind of recap. Again, as I look
at what happened, my own belief is that the United States had a
series of policies on both the monetary side and the fiscal side that
led us to the brink of collapse.

I believe there was an overly loose monetary policy by the Fed-
eral Reserve after 9/11. It was understandable for some period of
time after 9/11, but it continued too long.

Simultaneously, there was an overly loose fiscal policy under the
control of Congress and the Administration, and this goes to the
previous administration. That was on their watch—massive defi-
cits, a doubling of the debt, a dramatic increase in foreign bor-
rowing.

And it is the combination of an overly loose monetary policy and
overly loose fiscal policy, all within a context of deregulation, that
created the seed bed for bubbles to form. And bubbles did form.
And it was not just a housing bubble, although we certainly saw
that. There was also an energy bubble, a commodity bubble. I dis-
tinguish an energy bubble from a commodity bubble because, for
example, wheat went up tp almost $20 a bushel.

Bubbles ultimately burst, and when they do there is enormous
economic wreckage. It was critically important for the administra-
tion, the previous administration at its end and this administration
at its beginning, coupled with the Federal Reserve, to provide li-
quidity because there was not economic activity on the private sec-
tor side. Had government not stepped forward, there would have
been an absolute collapse.

On the question of what history teaches us, with Japan, I can
only cite top Japanese economists who have advised us: Do not try
to cut your deficit too quickly.

Now this is coming from me. I am a deficit hawk. I am very con-
cerned about long-term debt. But I also recognize if government
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does not step into the breach when the private sector, because their
balance sheets are impaired and because they do not have demand,
pulls back—if the government does not step forward, there is no
one to keep the economy from going right off the cliff. So, yes, these
policies added to deficits and debt in the short term. They were ex-
actly the right thing to do.

The argument that I have is the longer term—the longer term—
because my concern is when I look beyond 5 years I see deficits of
a trillion dollars a year as far as the eye can see, and I see debt
continuing to grow as a share of the gross domestic product in a
way that is clearly unsustainable. Part of it fueled by demographic
changes. Part of it fueled by economic changes. Part of it fueled by
structural changes in the economy.

If we do not face up to it, I believe that will fundamentally
threaten the economic security of the United States. I believe that
will create another seed bed, a seed bed that could lead to a run
on the dollar, which would then require very precipitous action.

The former Secretary of the Treasury, Robert Rubin, who I think
has, from all observers, gotten very high grades for the economic
policy that he pursued as Secretary of the Treasury under the Clin-
ton years, has called me several times in the last years, warning
about his concern about the long-term growth of debt and what it
could mean for interest rates.

Senator Merkley, I am very pleased that you raised that issue
because these forecasts tend to flow from what is happening now,
and typically forecasters miss it at the turn. We saw that when
things were going down. We have seen it repeatedly when things
were going up. The forecasters miss it on the low side, they miss
it on the high side because they are forecasting from what is.

Unfortunately, none of us can predict with clarity what will be.
What we do know is that we are running outsized risks. That is
the point former Secretary Rubin has made to me repeatedly. It is
what I personally believe.

I believe we are running on the long term, outsized risks, and we
have got to right-size this budget.

And again, I give the Administration high marks on what they
have done to respond to this crisis. I think history will show they
helped avert a global financial collapse.

Anybody that was in that room, and this was with the previous
Secretary of the Treasury under the previous administration, as
the news came in on the weekend we were negotiating the first
TARP, it was truly perilous times. I do not think the Country has
ever really been made aware to how close we came to not just a
financial collapse here, but a global financial collapse.

I see that Senator Wyden has arrived.

Senator WYDEN. Thank you very much, Mr. Chairman. I want to
welcome the Director as well, and I want to express my apprecia-
tion, first of all, to the Director for the support in the budget for
management and also restoration of forestry. This is going to be
particularly important because in eastern Oregon, as the Director
knows since we have talked about this, we have been able to
achieve a real breakthrough in the timber wars. We have been able
to get the timber industry and the environmental community to-
gether on a proposal that we believe will get saw logs to the mills,
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help us generate biomass, a clean source of energy, and also protect
old growth. So I am very appreciative of the Director and the folks
in your office for working closely with us on this because I think
that particular account for management and restoration work will
be a huge plus.

Just a couple of questions, if I might. In the Build America bonds
area, which, as the Director knows, I authored and I have cham-
pioned now for a number of years, we have been able to achieve
a remarkable success. What we thought might generate about $5
billion worth of bonds, since the program really did not start until
late in the spring, ended up at the end of the year with just under
$64 billion worth of bonds being issued, and it is projected to rise
to about $130 billion this year.

I am very pleased that the administration looks to make this pro-
gram permanent. I think that is a real plus. I have just one ques-
tion. There appears to be a proposal to modify it to allow for oper-
ating expenses to be included and also refinance, and, Mr. Director,
I would like to continue to work with you in that area because
what we envisioned when I and Senator Thune and Senator Talent
and others worked on this is that you got the most on the job cre-
ation side with new efforts. Would it be possible to continue this
dialog with you?

Mr. ORSZAG. Absolutely. Yes.

Senator WYDEN. That would be great. One last question, and I
gather a couple of my colleagues touched on the issue of military
spending. I just want to read you a quote that was in an important
article by George Wilson, who I think consistently is one of the
most knowledgeable people who writes on this subject. He said a
couple of days ago, “Two-thirds of our casualties in the Iraq war
were inflicted by hidden bombs that the bad guys set off by cell
phones or other simple devices available at Radio Shack.”

So what has become clear to me is that to best protect the coun-
try in a dangerous time when we deal with terrorist threats is to
try to address a lot of those kinds of concerns rather than some of
these big projects of dubious value that seem to always manage to
make it through the Congress because they have got support in a
variety of congressional districts.

Tell me, if you would, particularly since the President said that
the overall budget would not be cut, how can you, as you all go for-
ward with budget decisions, advance the kind of thinking that I
think George Wilson lays out correctly in this article and help us
to steer clear of these projects that to me, when you hold them up
to the light, get you a lot more spending and not the value we need
to protect our troops in a dangerous time?

Mr. OrszAG. Well, Secretary Gates in particular is very focused
on reforming the procurement part of the budget, the defense budg-
et, which is where those big projects or big weapons systems are.
You will hear more from him about this year canceling or termi-
nating things like additional purchases of C-17 cargo aircraft,
which are not seen as being militarily necessary; canceling the al-
ternative engine for the F-35; eliminating the CGX ship for the
Navy, and so on and so forth. There is a whole series of termi-
nations and reductions that the Defense Department has put for-
ward, and what he is trying to do is reform the procurement budg-
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et, in particular, to avoid those overbudget and militarily unneces-
sary projects that seem to get—or weapons systems that seem to
get funded even though the military does not ask for them.

Senator WYDEN. Mr. Director, I will only say I am anxious to
work with you and Secretary Gates in that area, because that
image of the bad guys in effect, whether it is Radio Shack or some-
where else, going on out there. I sit on the Intelligence Committee,
obviously cannot get into anything classified, but I think what that
article that I quoted lays out is one of our biggest challenges, and
it is not going to be achieved with these huge weapons systems
that end up costing us billions but a much more focused kind of
attack on the kind of example that I cite, and I am anxious to work
with you and the Secretary on it, and I appreciate the chance to
continue this discussion in the days ahead.

Thank you, Mr. Chairman.

Chairman CONRAD. Thank you, Senator Wyden, and thank you
for your leadership on this Committee.

Very few Senators dig into as many topics and as in-depth a way
as Senator Wyden. Whether it is tax reform or health care reform,
Senator Wyden listens to his colleagues and then really does his
homework. And it is very important to this Committee, and I ap-
preciate it very much.

Dr. Orszag, thank you again for your willingness to serve. It is
not always easy. There are a lot of strong emotions, as we could
see here today, a deep concern about the direction that we are
headed long term, and I know you share that concern, and your
record is very clear on that subject.

I just want to make clear that this Committee fully appreciates
not only your professionalism but your integrity, and we are very
fortunate to have people of your character and your quality in pub-
lic service. Thank you, and we look forward to working with you
in the days ahead.

Mr. OrszAG. Thank you, Mr. Chairman.

Chairman CONRAD. The Committee will stand in adjournment.

[Whereupon, at 11:42 a.m., the Committee was adjourned.]
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QUESTIONS FOR THE RECORD
FY 2011 OMB QFR

Senator Jeff Sessions

As you know, S-year statutory spending caps with low 1-2% annual increases were
very helpful in reducing the deficit in the 1990s and achieving years of surpluses.
Do you believe that similar caps can be helpful to reduce the deficit today?

The President’s Budget makes the hard decisions necessary to freeze non-security
discretionary funding for a three year period from 2011-13. The proposed freeze in
non-security discretionary funding is well below the 5 percent average annual growth in
such funding since the early 1990s. And over the next 10 years, this policy saves $250
billion relative to continuing the 2010 funding levels for these programs adjusted for
inflation.

The Administration believes that the current mechanisms in Congress for holding
funding to desired levels—in particular, the 302(a) and 302(b) allocations as set under
the Congressional Budget Act—are sufficient to restrain funding growth as we have
proposed, and we urge Congress to use these mechanisms to do so. At the same time,
the Administration is also open to further discussions about how the existing rules for
enforcing discretionary funding levels could be strengthened.
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Senator Jeff Sessions

Although there has been much talk of entitlements such as Social Security and
Medicare causing our poor fiscal situation, isn't it true that combined these
programs have actually been running surpluses for many years, and therefore our
current deficits can be attributed to discretionary spending?

Under any fair accounting, discretionary spending is not the principal driver of federal
deficits—and cannot explain why the budget went from trillions in projected surpluses
at the beginning of the last decade to trillions in projected deficits now. Non-security
discretionary spending (discretionary spending exclusive of international affairs and the
Departments of Defense, Veterans Affairs, and Homeland Security) is temporarily
elevated now due to Recovery Act investments to get the economy going again, but, as
a share of the economy, it would fall to its lowest level in more than 50 years by the
middle of the decade under the President’s Budget. And, although security
discretionary spending has increased as we entered two wars, these costs, while large,
are substantially smaller than other factors that have driven the budget from surplus to
deficit.

The medium-term projection of unsustainably large deficits primarily reflects three
factors: a failure to pay for policies in the past, the impact of the economic downturn,
and the steps we took to mitigate that downturn.

e Over the next ten years, the prior Administration’s failure to pay for the
2001/2003 tax cuts and the 2003 prescription drug bill are slated to add $5.8
trillion to the deficit, including interest expense on the additional associated
debt.

e The recession that began in December 2007 also adds considerably to the
projected deficits. When the economy enters a recession, the Federal
Government’s receipts automatically fall and the costs for certain programs,
such as unemployment insurance, automatically rise. Over the next ten years,
these automatic stabilizers are projected to add about $2.4 trillion to the deficit,
including interest expense.

+ Finally, it is worth noting that the Recovery Act—which, as discussed, has been
key to restoring economic growth—plays a relatively small role in the projected
deficits compared with these other costs. Over the next ten years, the deficit
impact of the Recovery Act is less than one-tenth the size of the costs associated
with 2001/2003 tax cuts, the prescription drug bill, and the automatic effects of
the recession on the Federal budget.

Summed together, this fiscal legacy—the unpaid-for 2001/2003 tax cuts and
prescription drug bill, as well as the worst recession since the Great Depression and our
necessary response to it—accounts for $9 trillion of the projected deficits over the
coming decade if current policies were continued.

It is also worth noting that, over the long term, rising health care costs become the
primary driver of deficits. If historical health cost growth were to continue, Medicare
and Medicaid would more than double as a share of the economy over the next 40
years—swamping any plausible change in discretionary spending. That is one of the
reasons why the Administration is committed to completing health reform this year that
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reduces costs, improves quality, and reduces federal deficits by more than $100 biliion
over the coming decade and far more thereafter.

Senator Jeff Sessions

The president's budget projects that debt held by the public will exceed 60 percent
of GDP in FY 2010, and begin approaching 80 percent of GDP by 2020. The
European Union requires that member countries keep their debt levels below 60
percent of GDP to, among other considerations, preserve the strength of the Euro.
This suggests that our mounting debts will begin to pressure the U.S. economy,
and weigh on the dollar, in the near term.

1) Is this an appropriate metric for the U.S. as well?

2) The annual increases in debt held by the public in the president's budget
moderate in the middie of the decade, but picks up again by the end of the 10 year
budget window. Does this suggest that the fiscal situation actually worsens at the
end of the 10 year window?

The Administration believes that the U.S. should stabilize its debt-to-GDP ratio once
the economy recovers. Under current economic projections, this would result in a debt-
t0-GDP ratio between 60 and 70 percent.

While deficits will fall over the next several years as the economy recovers, our budget
projections show fiscal pressures intensifying throughout the coming decade as health
care costs continue to rise and increasing numbers of baby boomers retire. Between
2008 and 2020, spending on Medicare, Medicaid, and Social Security is projected to
increase by nearly 3 percent of GDP. This is why the Administration is focused on
enacting health care reform legislation to reduce health care cost growth and on
working in a bipartisan way through a fiscal commission to achieve fiscal sustainability
over the long run.
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Senator Jeff Sessions

The CBO projects that Medicare's HI trust fund, which ran a deficit of $9 billion
in 2009, will be exhausted by 2016 (one year earlier than it previously projected in
the March 2009 baseline). Democrats have argued that the Senate health care bill
would extend the life of Medicare, but can Medicare savings (i.e. reductions in
projected Part A outlays and increases in projected HI revenues) in the legislation
provide additional resources to pay future Medicare benefits while simultaneously
providing resources to pay for new programs outside of Medicare?

According to the CBO’s analysis, health reform legislation would reduce the national
deficit by more than $100 billion in the first decade and by as much as $1.3 trillion in
the decade after that. This substantial deficit reduction will make it easier for the
federal government to meet all its obligations—including those for Medicare—in future
years.

The health legislation will also extend the life of the Medicare HI trust fund, since
proposed Medicare HI savings, as a matter of trust fund accounting, are credited toward
the trust fund. The Medicare actuaries project that health reform will extend the life of
the HI Trust Fund by five years under the legislation passed by the House and nearly
ten years under the legislation passed by the Senate.

These are each worthy—though distinct-—ends. Reducing the Federal deficit improves
the financial position of the government overall, while extending the life of the HI trust
fund helps ensure that Medicare continues to be a source of security for America’s
senior citizens.

In sum, the health reform legislation being considered by Congress should help to both
improve the overall financial position of the federal government and, as an actuarial
matter, extend the life of the HI trust funds—both of which are accomplishments but
which should not be conflated.
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Senator Jeff Sessions

The Chinese believe that successes in their space program do more to advance and
inspire students into Science, Technology, Engineering, and Math (STEM)
education than actual STEM spending. They cite the "Apollo Generation" of
scientists in the US. Will the US fall behind the Chinese in space supremacy and
will that cause less young Americans to be inspired to go into the sciences?

The President’s new direction for NASA expands American leadership in space
exploration by increasing our technological capabilities, reducing costs, and creating
new mission possibilities and opportunities. The moon race victory from 40 years ago
was a national triumph, but it is time to move ahead to an era where America leads in
the exploration of the entire solar system.

Further, the President’s plan for NASA should help inspire and equip the next
generation of scientists. Rather than focus on only the moon, this plan will expose
young Americans to a myriad of launches, demonstrations, and exploratory missions.
In the coming years, NASA will send a spacecraft into the Sun’s atmosphere. The
American commercial space industry, in a partnership with NASA, will build a fleet of
spaceships to transport crew and cargo to the International Space Station (ISS).
Astronauts will conduct innovative and exciting experiments — including those
developed by students — aboard the ISS. Inflatable space habitats and automated
rendezvous and docking systems will be developed, tested, and demonstrated.
Ambitious robotic missions will explore exciting destinations within our solar system ~
and send back the HD video to classrooms to inspire the world.

And, as these exciting space programs help to inspire students, NASA programs like
“Educate to Innovate” and “Summer of Innovation,” will equip students to pursue
careers in STEM fields.
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Senator Robert Byrd

Practically and politically - we cannot balance the budget by looking for savings in
domestic discretionary accounts alone, which comprises only 12 percent of the
Federal budget. For many years, the previous Administration pursued a
dangerous practice of squeezing the budgets of domestic agencies, in order to
offset costs in other areas of the budget. We learned from the previous
Administration that failing to invest in America has consequences. Freezing
domestic discretionary spending may make for good politics in the short-term, but
it ultimately fails to yield enough savings, and can leave domestic agencies unable -
sometimes dangerously so - to fulfill their missions.

The President’s budget includes $168 billion in the Fiscal Year 2010 and $159
billion in the Fiscal Year 2011 for military and related operations in Iraq and
Afghanistan.

* I commend the Administration for budgeting for these wars, but I believe we
should be paying for them as well. Does the Administration agree?

* The Congress has appropriated $1.1 trillion for military operations in Iraq and
Afghanistan. For the foreseeable future, the costs are expected to exceed $100
billion annually. How does the Administration propose to offset these war-related
costs?

The Administration is committed to returning the Federal Government to a sustainable
fiscal path—including the costs of military operations in Iraq and Afghanistan. Further,
the Administration believes that the costs for these operations should not be considered
in isolation but rather in the context of the budget as a whole.

That is why the Budget does not simply assume that the cost of such operations will
unrealistically disappear, as was the case under the budgets of the previous
Administration. Instead, it includes about $160 billion of funding per year in 2010 and
2011 for overseas contingency operations, and, as a placeholder, assumes an average of
$50 billion per year from 2012 through the end of the decade. Thus, the cost of
ongoing operations in Iraq and Afghanistan are accounted for as part of the total
spending in each fiscal year. Furthermore, note that the base operations in those
countries do not rely on emergency supplemental funding, although the Budget does
request supplemental funds to support the President’s decision to increase troop levels
in Afghanistan during FY 2010. And, after this year, we propose that all operations in
Iraq and Afghanistan be funded through the normal appropriations process.

The Budget takes an important step toward achieving fiscal sustainability with these
costs accounted for and includes more than $1.2 trillion in deficit reduction over the
next ten years. As a share of the economy, this represents more deficit reduction than
proposed in any President’s budget in over a decade. Achieving this deficit reduction
requires Congress to enact the Administration’s proposals, including a fee on the
largest financial institutions and the expiration of most of the 2001/2003 tax cuts for
families making more than $250,000. ’
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Senator Robert Byrd

The Chemical Safety and Hazard Investigation Board, as authorized by Congress,
is charged with investigating industrial chemical accidents. One of such accidents
was less than two weeks ago at a DuPont facility in Belle, West Virginia, and
resulted in the tragic loss of life. In responding to the incident, there were
comments from the Board that other investigations may be delayed because the
agency is understaffed and unable to meet the full extent of its mandate by
Congress. A December 10, 2009, article in the Houston Chronicle reported two
incidents that occurred in the Houston area would not be investigated, because the
agency did not have the manpower to maintain ongoing investigations while
taking on new investigations. Chairman Bresland noted "We would like to
investigate more accidents but that would require additional resources from
Congress." The President’s budget proposes to reduce funding for the Board -
from $11.2 million in the Fiscal Year 2010, to $10.8 million in the Fiscal Year
2011.

* What kind of message does it send to workers in the chemical industry when the
President proposes to reduce funding for the investigative body tasked with
finding ways to improve workplace safety?

The Administration values the important role of the Chemical Safety and Hazard
Investigation Board (CSB) in contributing to the safe operation of chemical and
industrial facilities. In the FY 2011 Budget, the Administration requests an increase in
the CSB’s operating budget, which supports its investigations.

The FY 2011 President's Budget requests $10.8 million for CSB, which appears to
represent a decrease of $347,000 from the FY 2010 enacted funding level of $11.147
million. However, the FY 2010 enacted budget included $600,000 in one-time funding
for a National Academy of Sciences study to examine the use and storage of methyl
isocyanate, including an examination of the cost of alternatives at the Bayer
CropScience facility in Institute, West Virginia. Because the $600,000 does not
support the CSB's operating budget and its ability to conduct chemical accident
investigations, CSB's operating budget for FY 2010 is more accurately characterized as
$10.547 million. Thus, the FY 2011 President’s Budget increases the level of funding
available for CSB to conduct accident investigations by more than $250,000. With this
additional funding, we expect CSB to increase its capacity for investigations.
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Senator Robert Byrd

In November, I wrote to you about the Administration's Memorandum of
Understanding (MOU) entitled "Implementing the Interagency Action Plan on
Appalachian Surface Coal Mining." The MOU noted that "Federal agencies will
work ... to help diversify and strengthen the Appalachian regional economy and
promote the health and welfare of Appalachian communities. This interagency
effort will have a special focus on stimulating clean enterprise and green jobs
development.... "

In my letter, I asked you to assist in outlining a clear and binding interagency
strategy for promoting economic diversification in Appalachia, including
appropriate resources for affected agencies.

I would appreciate your providing me with an update on your efforts, as well as a
description of budgetary resources by agency in the President's request that have
been set aside for this endeavor.

In 2009 the Appalachian Regional Commission (ARC) worked with the White House
Council on Environmental Quality (CEQ) on strategies to create green energy jobs in
Appalachia and specifically in West Virginia. Other Federal partners have joined the
effort, and the focus expanded from energy and green jobs to a broader emphasis on
strengthening and diversifying the Appalachian economy, with green jobs being one
part of that discussion. Within the ARC’s $76 million FY 2011 Budget, the
Administration calls for $10 million to be devoted to economic diversification activities
in Appalachia. In addition, the Environmental Protection Agency (EPA) has set aside
$5 million in its Clean Water programs to support continued implementation of the
Appalachian Coal Mining Interagency Action plan.

A number of related Federal activities focusing on Appalachia are now underway. One
example is an interagency effort to boost the efficiency and competitiveness of existing
manufacturing businesses in selected Appalachian States, known as “E3” (energy,
economy, environment). This initiative inctudes the ARC, EPA, the Department of
Commerce’s Hollings Manufacturing Extension Partnership, the Department of Energy,
and the Department of Labor.

Finally, the Administration is spearheading a new interagency process through ARC to
better deploy and coordinate Federal resources in Appalachia to promote economic
diversification. This effort, known as the “Appalachian Regional Development
Initiative,” engages at least thirteen Federal agencies, including the Departments of
Agriculture, Commerce, Education, Energy, Health and Human Services, Housing and
Urban Development, Interior, and Labor as well as EPA and the Small Business
Administration.

This interagency task force plans to hold five meetings or “listening sessions™ across
Appalachia to gather information from stakeholders on local economic challenges and
opportunities and to learn from them how Federal programs can better meet their needs,
with three of these sessions already scheduled for this March. 1t is the expectation that
each session will consist of approximately 60 to 70 community leaders/stakeholders
who participate in the various daily economic development activities of the region.
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Meetings will include staff from ARC’s Local Development Districts as well as
representatives from the various sectors of the Appalachian economy including:
education, healthcare, business and workforce development, tourism, local leadership,
transportation, and telecom. After data has been collected and synthesized from the
listening sessions, a sixth session will be held in Washington, DC with representatives
from each participating Federal agency to help formulate an appropriate Federal
response.

Senator Mark Warner

How did you incorporate the high-priority performance goals into the budget
preparation?

The high-priority performance goals represent current priorities of agency leadership—
what they hope to get accomplished within the next 18 to 24 months. The goals
informed discussions between OMB and agencies—and within OMB-—during the
formulation of the FY 2011 Budget. The key to this process is that that agencies were
asked to define their priorities within existing resources and legislative authority in
order to focus the attention of senior leaders and agency staff on program
implementation - instead of legislative strategies. Therefore, these goals do not always
align with where we are requesting additional funds or new authorities, but are one tool
to further improve how programs work.

Senator Mark Warner
When will the quarterly reporting on the goals begin?

Agency Deputy Secretaries have been designated and are working with goal leaders
who will establish the specific measures and milestones for each goal over the coming
months. Beginning in July, agencies will be asked to report progress on their measures
and milestones on a quarterly basis. OMB will initiate quarterly constructive
performance reviews that ask agencies to identify promising and proven practices and
actions taken to validate and promote them. OMB will also ask agencies to identify
problems encountered and actions taken to prevent or mitigate them.

Senator Mark Warner

When will the portal for the high priority performance goals be made publically
available?

OMB is standing up a government-wide performance portal that will communicate
performance information more-candidly, coherently, and concisely. For example, we
plan to allow users to look across programs with similar purposes. Currently, we are
beginning development of the portal with the agency’s high priority performance goals
and will aim to make the first data publicly available following the initial quarterly
performance reviews in July.
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Senator Mark Warner

How are agency leaders being held accountable for these goals? Are there
incentives or consequences?

OMB will hold quarterly performance reviews to discuss progress, problems, and plans
for the future. Similarly, we expect senior agency leaders to use regular, constructive
data-driven reviews to keep their organizations on track to deliver on priority
objectives. We do not expect every agency to meet each target set. Indeed, if all
targets were met, it would suggest that the targets that agencies chose might not have
been ambitious enough. Our goal is for agencies to adopt ambitious targets; work
aggressively to achieve them; analyze why targets were met or missed; and identify
sensible strategies to improve performance going forward. In instances when agencies
are not putting their full effort and attention into achieving a goal, negative
consequences can be implemented, including shifts in spending allocations and
consideration of management responsibilities. Alternatively, such measures can also be
used as positive incentives for agencies that tackle a problem successfully at a lower
cost. Using these tools to serve as consequences or incentives will involve careful
consideration and consultation within the Administration and Congress.

Senator Mark Warner

Can you tell me how the administration plans to work with Congress to get
support from Members to enact these proposals? How can I help?

In this Budget, we invest in programs that work, cut back and reform those that don’t,
and rebalance the tax code—while putting on the table more deficit reduction than
proposed in any President’s Budget in more than a decade. I recognize that enacting
this into law will not be easy. But, [ am encouraged by the fact that, of the
discretionary terminations and reductions proposed last year, Congress enacted almost
60 percent—a success rate not achieved under the prior Administration and that many,
just a year ago, would have said to be impossible. Together, I believe that we can
continue such progress, and I look forward to working with you and other members of
Congress to enact the President’s Budget into law.
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Senator Mark Warner

I was glad to see that you included the SAVE award suggestions in the
Terminations, Reductions and Savings velume of the Budget. There were many
common-sense efficiency solutions presented that will generate savings at
individual agencies. Below is a list of programs presented it in the Budget that
could achieve greater savings by broader implementation. Can these ideas be
applied government-wide to achieve more savings?

* Reduction: Strategic Sourcing, Department of Interior

+ Reduction: Travel and Relocation Reform, Department of the Interior

*  Other Savings: ""Power Off' Computers, Department of Labor

+ Other Savings: Air Force - Cellular Airtime Optimization, Department of
Defense

* Other Savings: Common Sense Administrative Savings, Department of
Education

* Other Savings: Eliminate Paper Paystubs, Department of Treasury

+ Other Savings: Increased Use of Video Teleconferencing Technology,
Department of Energy

¢ Other Savings: Oracle Enterprise License Agreements, Department of
Veterans Affairs

+  Other Savings: Personal Computer Power Savings, Department of
Veterans Affairs

+  Other Savings: Space Consolidation for Rent Savings, Environmental
Protection Agency

* Other Savings: Streamline Redundant Inspection of Subsidized House,
Department of Housing and Urban Development

Greater savings may be achievable through broader implementation of our proposals to
eliminate waste—such as those listed above. As you note, many of these Budget
proposals were inspired by suggestions received from Federal workers participating in
the SAVE award, which the Administration initiated this year. The SAVE award takes
advantage of the knowledge of Federal workers in the field asking them to submit their
best ideas for improving government efficiency; based on the success this year, we plan
to make this an annual competition to achieve savings. Furthermore, analysts both at
OMB and at the agencies continue to evaluate on an ongoing basis how to maximize
government efficiency.

Note also that, in some cases, agencies should already be in the process of
implementing such savings ideas. On December 21, 2009, OMB issued Memorandum
10-09, Responding to General Government Proposals from the President’s SAVE
Award, directing heads of departments and agencies to 1) implement a series of
immediate, concrete changes to address simple inefficiencies that, as revealed through
the SAVE award process, existed across many agencies; and 2) evaluate existing
agency and departmental policies and practices to assess compliance with
Administration priorities. A copy of Memorandum 10-09 foliows.

Attachment
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EXECUTIVE OFFICE OF THE PRESIDENT
OFFICE OF MANAGEMENT AND BUDGET
WASHINGTON, D.C. 20503

THE DIRECTOR

December 21, 2009
M-10-09
MEMORANDUM FOR THE S OF DEPARTMENTS AND AGENCIES

FROM: Peter R. Orszag
Director

SUBJECT: Responding to General Government Proposals from the President’s SAVE
Award

The President’s first-ever SAVE Award invited employees from across the Federal
Government to submit their ideas for making our Government more efficient and effective. The
goal of the SAVE Award is to produce ideas that will yield savings while also improving the
operation of Government and providing better service for the American people.

Over just three weeks, OMB received more than 38,000 ideas from Federal workers all
across the country. The winning proposal, along with select others, will be incorporated into the
President’s FY 2011 Budget. However, thousands of SAVE Award proposals offered common-
sense ideas that are relevant across the Federal government. This memorandum addresses some
of these suggestions by directing agencies to respond with a series of immediate and longer-term
steps. Agencies are directed to undertake two specific sets of activities, including:

1) Implementing a series of immediate, concrete changes to address simple inefficiencies;

2) Evaluating existing Agency and departmental policies and practices to assess compliance
with existing Administration priorities.

Implementing immediate changes

The SAVE Award revealed a number of discrete, inefficient practices that should be
fixed immediately. These include:

Making electronic paystubs the default

Many Federal workers expressed concern about the costs associated with paper paystubs,
such as printing, shipping, and distributing. Employees currently have the ability to opt in to
receive electronic paystubs, but only 64 percent of Federal employees are taking advantage of
this option.

OMB reviewed the statistics for each payroll provider and learned that the National
Finance Center (NFC) is behind the other payroll providers with respect to the percentage of
people receiving electronic paystubs. According to- NFC, only 30 percent of its 640,000
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customers receive electronic statements. OMB will coordinate with this payroll provider to help
boost their electronic statement participation numbers. Defense Finance and Accounting Service
(DFAS) reported that 77 percent of the employees served (908,930} are receiving electronic
statements and National Business Center (NBC) reported that 83 percent of their clients
(199,556) obtain statements electronically. According to GSA, 100 percent of the employees it
serves (27,000) receive electronic statements.

OMB is working with each payroll system to assess the necessary steps needed to
implement a system in which employees opt out if they wish not to receive their paystubs
clectronically. By making electronic statements the default option while continuing to allow opt
out, OMB hopes to increase the percentage of Federal employees who use this convenient, lost-
cost approach.

Better monitoring of transit subsidies

A number of SAVE applicants noted that when Washington, D.C.-based Government
employees receive transit subsidies via Smart Trip, they often do not use the amount that they
receive, leading to unnecessary expenses for their agencies. In practice, employees have the
ability not to claim their Metro benefits during a given month, and the benefits return to the
agency in the event that they are not claimed. Unfortunately, this fact is not well publicized.

Agencies offering SmartTrip benefits should begin a communications campaign to
encourage employees not to claim monthly benefits if, during a particular period of time, they
have a balance that is sufficient for the coming month (for example, if an employee walks to
work during the summer).

Evaluating existing agency and departmental policies and practices

In a number of areas, SAVE applicants identified significant inefficiencies that suggest a
misalignment between their agencies’ current practices and Administration priorities. In these
areas, OMB is tasking the agencies to conduct a review of their current practices in order to
identify gaps with respect to their achievements in priority areas. These areas include:

Use online technology to improve citizens’ access to Government services

One of the finalists for the SAVE Award came from an employee at the Social Security
Administration in Alabama, who noted that time and money could be saved by allowing people
to schedule appointments online. The Administration is committed to opening up government,
to reducing paperwork burdens, to increasing convenience, and to using the Internet to make
Government more accessible to citizens. Simple features like online scheduling—a feature that
users take for granted when reserving hotel rooms, airplane tickets, or even a table for dinner —
can make it easier for citizens to have access to government, free employees up to work on
individual cases, and yield savings for taxpayers.

This memorandum directs all agencies to examine their methods for delivering services
to citizens—for example, processes for booking appointments, registering for participation in
Federal programs, and communicating with program representatives from the agencies. Each
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agency should identify at least two areas where efficiency and citizens’ access could be
improved through the use of online technology. Within 60 days, all agencies should report to
OMB with their findings and with a plan for implementing their recommended changes.

Improving the energy and water efficiency of Federal facilities

Thousands of SAVE Award entries called for saving energy by taking common-sense
actions. These include (a) turning off lights, (b) switching to motion sensors, (c) turning off
computers or making sure that they are on standby at night, and (d) minimizing the unnecessary
use of air conditioning. Some applicants pointed to specific agency policies that inhibit energy
efficiency—for example, agencies” requirements that all their employees leave their computers
on every night so that security updates and software upgrades can take place after hours. On
water use, countless SAVE entrants want to switch to waterless or water-efficient toilets/urinals,
to stop watering lawns during the winter (or in the rain), or to reduce the default temperature of
tap water in restrooms.

Applicants’ sentiments are aligned with existing Administration priorities, and reflect
some of the goals of an Executive Order issued just months ago. When the President signed the
Executive Order on Federal Leadership in Environmental, Energy, and Economic Performance,
he required Federal agencies to set 2020 greenhouse gas emissions and reductions targets within
90 days, to increase energy efficiency, to reduce fleet petroleum consumption, to conserve water,
to reduce waste, and to implement other means to promote sustainable and environmentally-
responsible practices. Throughout the FY2011 Budget process, OMB has emphasized that
agencies should take these priorities seriously and demonstrate real results. The SAVE Award
has shown that this pressure is also coming from the bottom up.

In the time since OMB first launched the SAVE Award, we have seen agencies begin to
pay more attention to easy-to-implement solutions that save energy, conserve resources, and are
cost effective. This coincides with agency efforts to implement EO 13514 as they begin their
development of Strategic Sustainability Performance Plans required by this executive order. For
instance, some agencies, including NSF, are requiring workers to print double-sided. However, a
great deal of work remains to be done, and there are informal indications that progress towards
efficiency goals has slowed down in recent years.

In response to the thousands of SAVE Award entrants who flagged inefficient practices
in their agencies, OMB is asking each agency to conduct a review of their policies and practices
to confirm that their practices are consistent with Administration priorities. Specifically,
agencies and departments should identify internal policies that serve as disincentives to
efficiency (for example, requiring all employees to leave computers on every night), as they have
already been asked to do as part of their Strategic Sustainability and Performance Plans. The
SAVE Award reinforces the importance of this exercise, and OMB will work with the Council
on Environmental Quality (CEQ) and others to make sure that agencies are complying with this
responsibility.

To increase agencies’ accountability in the area of energy and water efficiency, GSA
should also implement a “random spot check” program in which teams are sent to assess select
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buildings that agencies claim are meeting efficiency guidelines and requirements. GSA’s
findings should be posted on the agency’s website.

Making sure that the Government’s fleet of vehicles are living up to energy efficiency goals

Several employees suggested that the Government should use more energy-efficient
vehicles such as hybrids or smaller vehicles (and even golf carts). Existing statutes and
Executive Orders already require that 75 percent of Federal agency vehicle purchases to be
alternative fuel vehicles (AFVs), which include hybrids.

Agencies should examine their current vehicle fleets to identify opportunities to transition
to appropriate vehicles. As part of their review, agencies should document formal and informal
policies concemning the use of SUVs and larger vehicles and to provide a justification for why
these kinds of cars are necessary, if they are being used. They should also document the options
offered to employees receiving a Government vehicle—preferably in the same format in which
that information is conveyed to the employees. Agencies should provide OMB with a report on
their current practices within 60 days. An OMB-led review team will assess whether options are
being presented in a way that encourages efficient choices.

Reusing Government supplies

Several employees suggested the creation of a government-wide site modeled after
“Craig’s List.” This model exists on a Government-wide basis for Property Act excess, and the
concept should be used within individual departments and offices as well.

Presently, agencies identify unneeded personal property through the excess and surplus
process, and property available for transfer and use by other Federal agencies is posted on a
common, Government-wide site—www.gsaexcess.gov. This site also allows agencies to post
requests for assets that they arc seeking. We are encouraging agencies to establish a similar,
internal process to vet unneeded assets and supplies prior to declaring them to be excess and
posting on the GSA website for external exchange. By expanding this model for re-allocating
supplies, the Federal Government would be save money and cut down on supplies that go to
waste.

I have charged the Office of Federal Procurement Policy to assess the current process and
find ways to expand its use within agencies and offices. Upon completion of this assessment,
agencies will be tasked accordingly to develop internal policies for re-using supplies.
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Senator Michael Enzi

President Obama's Executive Order 13502 encourages federal agencies to
"consider'" Project Labor Agreements on large federal construction projects.
Section 11 of the Executive Order states that it applies only to solicitations for
contracts issued on or after the effective date of a final rule necessary to
implement the Order mandated by Section 6. The Federal Acquisition Regulation
(FAR) Council rule has not yet been published, yet on July 10 of last year your
office issued a Memorandum instructing federal agencies to go ahead and start
imposing PLAs on federal construction projects without waiting for the FAR
Council to issue its required rule. By what authority did you issue your July 10
memorandum?

OMB’s July 10, 2009 memorandum provided guidance to departments and agencies on
the implications of the repeal of a rule prohibiting agencies from requiring project labor
agreements (PLAs). The memorandum, “Implementation of the President's Executive
Order on Project Labor Agreements (PLAs),” explained that the Federal Acquisition
Regulatory Council (FAR Council) repealed the rule because it implemented an earlier
PLA-related executive order that was revoked by President Obama in Executive Order
13502 on February 6, 2009.

The OMB memorandum did not direct agencies to take any particular action with
respect to any particular projects. Rather, the memorandum explained that, as a
consequence of the FAR Council’s repeal of its prior rule, “agencies are no longer
prohibited from requiring the use-of a PLA when permitted by law and when the
agency determines that it is appropriate to do so” and are encouraged “to consider the
value of PLAs on a project-by-project basis, and to require the use of PLAs in
appropriate circumstances and to the extent permitted by law.”

OMB has in the past issued guidance to agencies on the implementation of executive
orders related to PLAs. In particular, on October 18, 2002, OMB issued a
memorandum to agencies, “OMB Guidance on Project Labor Agreement Executive
Order,” in which OMB provided agencies with guidance on the implications of a
certain judicial decision on their implementation of a prior executive order on PLAs.
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Senator Michael Enzi

Less than 16 percent of private construction workers are union members. The
remaining 84 percent are non-union, many of whom work for smaller construction
companies. The Administration's new PLA policy clearly discriminates against
these workers and the small businesses that employ them. What is the
Administration's justification for this discrimination? Has the Administration
fully considered the adverse impact of its policy on small businesses, non-
unionized employers, and the vast majority of employees who work for these
employers?

The terms of E.O. 13502 are expressly intended to avoid any discrimination in the use
of PLAs. Section 4 of the E.O. requires that any PLA reached under the order allow all
contractors and subcontractors to compete for contracts and subcontracts without regard
to whether they are otherwise parties to collective bargaining agreements. OMB and
the Department of Labor are studying the impact of PLAs, and burden is also being
looked at as part of the regulatory implementation in the Federal Acquisition
Regulation.
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Senator Michael Enzi

The National Safety Council has estimated that, in 2007, Federal Agency
Voluntary Protection Program (VPP) participants saved the government more
than $59 million by avoiding injuries and private sector VPP participants saved
more than $300 million. Additionally, when Workplaces make the significant
commitment to safety required by VPP, it allows the Occupational Safety and
Health Administration (OSHA) to focus its resources where they are most needed.
Thus, the VPP program saves taxpayers im two ways, and creates safer
workplaces. Given this, I am very disappointed that OSHA is downsizing the VPP
program and is currently considering regulations to limit On-Site Consultations
and the Safety and Health Achievement Recognition Program (SHARP). Can you
explain why the Administration is turning away from opportunities to save money
and free up OSHA inspectors to reach more workplaces that may not be striving
for compliance?

The decision to reduce funding for the Voluntary Protection Program (VPP) does not
reflect a lack of support from the Administration. The Administration recognizes the
safety achievements of VPP members and the money they save from preventing
incidents. In a constrained funding environment, however, the agency has decided to
shift resources from VPP, which supports mostly large companies that voluntarily meet
and exceed OSHA’s requirements, to enforcement activities targeting businesses that
continue to violate the law and put workers lives at risk. Working closely with the
agency’s stakeholders, OSHA will also look for alternative non-federal forms of
funding for VPP. Note however that the President's FY 2011 Budget proposes an
increase in the State Consultation budget, a program that provides significant value to
small businesses.

The Administration has no plans to limit on-site consultations or the Safety and Health
Achievement Recognition Program (SHARP). I understand that the agency is
considering regulatory revisions to make minor adjustments in how the programs

are run. Any such regulations would be subject to standard notice and comment
requirements.
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Senator Michael Enzi

The ARRA federal construction projects are all subject to Davis Bacon prevailing
wage requirements. As you know, well-regarded studies make plain the fact that
the labor costs under Davis Bacon are anywhere from 15 to 38 percent higher than
the actual fair market labor cost for the exact same work. If the federal
government was not paying these artificially inflated costs there would be
sufficient funding to hire and employ additional personnel on each project. For
example, if the rates are 25 percent over market, five workers, not four could be
hired for each of these projects if Davis Bacon did not apply. Since the
unemployment rate continues to remain at 10 percent, and since the rate among
construction workers is even higher, has the Administration given any
consideration to suspending Davis Bacon in light of the fact that we have had 10
percent unemployment rate for an entire quarter and 15.3 million people are
unemployed? If it has, what is the rationale for not suspending Davis Bacon to
increase federally funded employment opportunities? If suspension of Davis
Bacon has not been considered, why not? o

In enacting the Recovery Act, Congress required application of the Davis-Bacon Act to
construction projects financed with Recovery Act funds. The Administration disagrees
with your conclusions about the effects of applying Davis Bacon requirements on
hiring and value to workers. Construction jobs have long provided an entry point to a
middle-class standard of living, and the Administration wants to ensure that they
remain that way. The Davis-Bacon Act protects workers by preventing Federal
contractors from using their leverage to lower local construction wage standards, and
also makes sure that the jobs that are supported with Federal funds are good, high-
quality jobs.
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Senator Judd Gregg

Since President Obama took office, NASA's Constellation Program received $400
million in stimulus funds and an additional $450 million in last year's budget. He
also established the Augustine Commission to review the future of human space
flight. Was it a mistake for President Obama to spend almost an additional $1
billion on this program before the Augustine Commission issued its report? Was
this money wasted?

No. The Administration convened an independent expert group, led by former Chair of
the National Academy of Engineering Norm Augustine, in May 2009 to review
NASA’s human space flight program and to provide options for the continuation of
U.S. human space flight activities. This group was launched in order to holistically
review, with fresh eyes, NASA’s human space flight activities. Until the independent .
review had released its finding and the Administration had thoroughly explored
possible paths forward, it would not have made sense to stop work on Constellation.
Congress had appropriated funds for Constellation and had the expectation that the
program would continue until Congress and the Administration agreed on the next
phase. : :

This review was comprised of an exceptional group of experts from the U.S.
government, military, and industry. In October 2009, the group released its final report,
which found that the Constellation program was challenged by a broad spectrum of
problems and was fundamentally unexecutable. The report also found that a root cause
of this troubled state was a decades-long underinvestment in new technology.
Following the report’s release, the President worked with his advisors, including the
NASA Administrator and his Science Advisor, to find a new path forward for NASA.
Following a thorough analysis, the final decision was made to terminate Constellation
and replace it with a bold new initiative focused initially on technology development
and increased commercial participation.

Now that the decision has been announced, we plan to work with Congress to move
forward rapidly to end Constellation and begin the new program in FY 2010. We look
forward to your support in this matter.
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Senator Judd Gregg

Could you please provide the Committee with a table that shows how the
Administration arrives at $250 billion in outlay savings over 10 years from a
three-year discretionary freeze? It would be instructive have a table that shows
the computation beginning with BEA baseline budget authority and outlays for
each year from FY 2010 to FY 2020, then removes the spending that is not subject
to the freeze to show a subtotal of spending that is subject to the freeze, and finally
showing the impact of the freeze.

The attached table walks through a direct comparison of the Administration's FY 2011
discretionary budget policy and the BEA baseline. There are splits included for the
security and the non-security categories with the only major conceptual adjustment
being made for Pell Grants to reflect the Administration's proposal to reclassify the
program as mandatory.

You will note that when compared to the BEA baseline, the 3-year freeze achieves
slightly higher savings nearing $259 billion. This is because the Administration’s $250
billion figure was based on measuring non-security policy against the baseline
projection of current policy (see Summary Table S-2 in the Budget volume). The
baseline projection of current policy corrects for an additional quarter of pay that is
built into the BEA baseline, which accounts for the discrepancy between the two
measurements over the 10-year comparison.

Attachment
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FY 2011 DISCRETIONARY POLICY VERSUS BEA DISCRETIONARY BASELINE

{Discretionary amounts in billions}

N . Total
2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2011-2020
BEA Discretionary Baseline:
Security (includes Overseas Contingency 02)pera‘tions):1
BA, 814 836 856 876 897 919 942 966 990 1,016 1,042 9,341
Qutlays. 844 847 852 865 884 905 923 946 970 995 1,021 9,209
Non-Security:
BA/OBLIMS......coenneee 464 474 484 496 508 519 531 544 857 571 585 5,268
Qutlays e, 580 549 509 499 504 513 524 536 549 562 576 5,320
Non-Security - Remove Pell Grants: *
BAJOBUMS oo -17 -18 -18 -18 -19 -19 -19 -20 ~20 -20 -21 -191
(0177727 YR -27 -18 -18 -18 -18 -19 -19 -18 -20 -20 -20 -190
Non-Security {with Pell removed):
BA/OBLIMS. 447 456 466 478 489 500 512 524 537 550 564 5,077
Outlays... 553 531 491 481 485 494 505 517 529 542 555 5,130
Total Discretiona
BA/OBLIMS, .. 1,260 1,293 1,322 1,354 1,386 1,419 1454 1490 1,527 1,566 1,606 14,418
QULAYS.oreoecvecrensrcrnenen 1,397 1,378 1,342 1,346 1,370 1,399 1,428 1,463 1,499 1,537 1576 14,339
Discretionary Policy:
Security {includes Overseas Contingency ()perations):"3
BA i 855 879 798 819 840 864 885 506 929 953 978 8,849
OULIaYS.ovniercrnianennns 855 895 827 811 825 845 862 885 907 931 955 8,743
Non-Security:
BA/OBUIMS. 447 441 446 446 459 472 479 489 502 517 538 4,789
Outlays... 553 520 475 456 457 465 475 486 497 511 529 4,871
Total Discretiona:
BA/OBUIMS............... 1,302 1,320 1,244 1,265 1,299 1,336 1,363 1,395 1431 1,470 1,515 13,638
OULIaYS, oo 1,408 1,415 1,301 1,267 1,283 1,310 1,337 1,371 1,405 1,442 1484 13,614
BEA Baseline Less Policy:
Security (includes Overseas Contingency Operations):”3
BA.ecce +41 +42 -58 -57 -58 -58 57 -59 -61 -63 -65 -492
Qutlays... +11 +48 -25 -54 -59 -60. -61 -61 -63 -65 -66 -466
Non»Security:“
- -15 -20 -32 -30 -28 -33 -35 -35 -33 -27 -289
+ -11 -16 -25 -28 -30 -30 -31 -32 -31 -26 -259’
Total Discretionary:
BA/OBLIMS. +41 +27 -78 -89 -88 -83 -90 95 -97 -97 -91 ~780
Qutlays... +11 +37 -41 -79 -87 -90 -91 92 -94 -85 -92 -725

: Security programs consist of the Departments of Defense, Homaland Security, and Veterans Affairs, International Function 150, and

the National Nuclear Security Administration, as well as any amounts classified as being for Overseas Contingency Operations,

? n order to make the BEA baseline directly comparable to the 2011 Policy levels, Pel Grants are removed to reflect the Administration's

policy to make the program mandatory.

® 2010 in the security category inchudes the

N The non-security savings actually exceed $250 biflion when compared to the BEA baseline. Thisis because the $250 billion figure was

ation’s $41 bitfion in prop

funding.

obtained by comparing 2011 non-security policy to the Administration’s Current Policy Basefine {see Summary Table 5-2 in the Budget

volume). The Current Poficy Baseline is stightly lower for non-security because the Current Policy Baseline corrects for an additional

quarter of pay that is built into the BEA baseiine.
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Senator Patty Murray

While I am pleased overall with your budget request this year, I am concerned the
level of investment in our workforce, particularly in your request for job training,
still does not meet the desperate need on the street.

The Training and Employment Services account request is 7% below the actual
funding level for these programs in 2002, the first Bush Administration budget,
when unemployment was less than half the current rate.

* Can we work to ensure that workforce programs are and will remain a top
priority for the Administration as we begin to move to economic recovery and
renewed hiring by the private sector?

The Administration is committed to reforming the workforce system and supporting
effective strategies that prepare workers to obtain employment and advance in their
careers. The Budget demonstrates a strong commitment to job training and
employment programs by setting forth principles for Workforce Investment Act (WIA)
reauthorization, and providing $3.9 billion for the Training and Employment Services
account, a $97 million (3 percent) increase over 2010. This is an increase of $222
million (6 percent) over 2010 if the Career Pathways Innovation Fund is excluded.
(The Career Pathways Innovation Fund was not funded in the Budget because separate
pending legislation provides significant support of community colleges and career
pathway programs).

Funding for Training and Employment Services includes increases in key program
areas, such as innovation funding and green job training. The Budget provides $261
million to the account for innovation funds that will test and support promising
practices, driving reform of the workforce system. Also, it more than doubles funding
for green job training, providing $85 million for apprenticeships and other training
models that will prepare workers of all skill levels for careers in emerging green
industries.

The Administration recognizes the importance of job training and employment
programs, and looks forward to working with Congress on WIA reauthorization to
ensure that these programs are providing high-quality services to both individuals and
employers.
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Senator Patty Murray

I was also disappointed that there was not dedicated funding for summer jobs
included in your budget request (outside of competitive grants in the WIA youth
innovation account).

I fought for funding in ARRA for summer jobs and it turned out to be a
tremendous success, with the DOL data showing over 300,000 young people got
jobs who would not otherwise have been employed.

« Can we work together to ensure in the Jobs package that funding for summer
jobs is included once again?

The Administration supports the inclusion of funding for summer and year-round
employment opportunities for youth in the pending jobs bill, recognizing that summer
jobs programs can provide an opportunity for youth to gain employment experience and
job skills. However, past evaluations have found shortcomings in previous summer
jobs programs. Therefore, as part of a broader policy to determine what interventions
are most effective for at-risk youth, the F'Y 2011 Budget proposes to fund and evaluate
summer and year-round employment opportunities and comprehensive programs
combining employment and education through a new $154 million Youth Innovation
Fund.
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Senator Patty Murray

I want to turn to the budget for the Department of Housing and Urban
Development (HUD), which serves so many people that are struggling to find and
maintain housing during this difficult economic time.

The President’s budget proposes an overall increase to HUD's program levels of
around 3 percent over the fiscal year 2010 enacted level. This growth, even while
total budgetary resources for HUD have decreased is possible because the budget
assumes that the Federal Housing Administration (FHA) will generate substantial
receipts based on its increased program activity.

However, these estimates rely, in part, on legislation being enacted that would
allow the FHA to increase the annual premiums for all new FHA-insured
mortgages, which they are currently prohibited from doing.

+ Is it fair to say that if this legislation was not enacted before the budget is
finalized then other HUD programs that serve vulnerable populations would have
to be reduced further to account for this lost revenue?

The President's Budget is a comprehensive and expansive set of proposals, some of
which increase expenditures or revenue and others that decrease expenditures or
revenue. FHA receipts are not tied to any specific expenditure in the Budget.
Legislative action that results in a lower level of FHA receipts than in the Budget does
not in itself reduce spending on any program. The receipts are classified as
discretionary and therefore reduce the net amount of expenditures that are scored

to the Transportation, Housing and Urban Development, and Related Agencies
Appropriations Act. By themselves, without the proposed FHA premium authority, and
assuming no other changes to FHA programs, FHA receipts would be somewhat lower
than those included in the Budget.
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Senator Patty Murray
The following statements are from a verbal commitment of follow up:

MURRAY: OK, great. I also wanted to talk to you about the Corps of Engineers
budget, because, as you may be aware, in my home state of Washington we have a
dam.

It's called the Howard Hanson Dam -- significant seepage problems it -- that is
prohibiting the Corps from operating it at a fully- authorized level of flood
protection to a lot of our downstream communities -- 2 huge impact if -- if that
dam bursts, or if it's not able to hold the groundwater.,

There is currently a study under way to determine the permanent fix for that dam
in the Corps' Dam Safety/Seepage Stability Correction Program.

And 1 understand the Corps is also conducting studies on about 70 other projects
as well. ' : ~ ~

All of those studies are proposed to be funded for $49 million in the F.Y. '11
budget. And I'm concerned that that level of funding won't be sufficient to
undertake that many studies.

Do you believe that the $49 million will give the Corps their full capability to
follow through on all those studies that are being required?

ORSZAG: We do believe that it would give the Corps adequate capability. But we
can, again, in the discussion that we're going to have with you, sit down and walk
you through that. -

The $49 million included in FY 2011 President’s Budget for the Army Corps of
Engineers construction program for the evaluation of potential dam safety,
seepage/static instability correction problems is the full amount that the Corps can
effectively spend on these activities in FY 2011 - in other words, its full capability.
This funding would allow the Corps to continue work on its evaluation of the Howard
Hanson Dam, as well as all other evaluations identified by the Corps.
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Senator Jeff Merkley

The following is based on a verbal commitment to follow up on HUD's budget and
the effect of offsetting receipts:

MERKLEY: Thank you for pointing me to those assumptions. I appreciate that.
And I hope that the 5.3 percent of the assumption holds because otherwise, we're
in a much worse condition. I'm out of time, so a last sentence. And thatis: I am
wholeheartedly behind taking funds and moving them to support our community
banks. That's a proposal that I've been advocating for. But I would recommend
that we take that $30 billion out of the $200 billion currently unspent, rather than
the funds that are being returned. It seems to be that that would address some of
the issues that are being raised right now, But I think we could all -- we ought to
all be able to get behind the notion that if our community banks are not
recapitalized and they can't lend to small businesses, our small businesses are not
going to thrive. Qur communities are not going to thrive. It's going to be a very
recession. Thank you.

ORSZAG: If the chairman would allow me just 30 seconds just to clarify one
thing because I didn't have a chance to fill in the detail. With regard to housing
and the Department of Housing and Urban Development's budget, the decline that
vou see is mostly because there is an offsetting receipt. You can see it in the
Federal Housing Administration line in 2011. And that's the primary explanation
for the apparent decline in the HUD budget. But we could follow up in more
detail...

MERKLEY: That would be perfect. Thank you.

The FY 2011 Budget provides $48.5 billion in program funding for HUD, a 3.3 percent
increase from 2010 enacted. This funding level is offset by $6.9 billion in FHA and
Ginnie Mae receipts, which results in net budget authority of $41.6 billion, a $2 billion
or 4.6 percent decrease from the 2010 enacted level of $43.6 billion -- but, as noted,
this decrease does not affect program activities.
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The Committee met, pursuant to notice, at 10 a.m., in room SD-
608, Dirksen Senate Office Building, Hon. Kent Conrad, Chairman
of the Committee, presiding.

Present: Senators Conrad, Murray, Cardin, Sanders, Whitehouse,
Gregg, Sessions, Bunning, Crapo, and Alexander.

Staff present: Mary Ann Naylor, Majority Staff Director; and
Cheri Reidy, Minority Staff Director.

OPENING STATEMENT OF CHAIRMAN CONRAD

Chairman CONRAD. The hearing will come to order.

I want to welcome Secretary Geithner back to the Budget Com-
mittee. We are here today to review the administration’s budget
and revenue proposals.

When President Obama took office last year, we were in the
midst of the worst recession since the Great Depression. The Presi-
dent and the administration, moved quickly to avert an even sharp-
er economic decline, and his policies, I believe, are working.

I also credit the previous administration for the steps that they
took at the end of their administration to begin dealing with what
I believe could have been a global financial collapse.

(151)
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Jobs Picture

{Thousands of jobs, monthly from July 2008 through December 2008)

Changes in Private Nonfarm Payrolls
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Sources: Bureau of Labor Statistics, U.8. Department of Labor

The actions taken by the Federal Government over the last year
I believe have clearly helped us back from the brink. We have seen
steady improvement in the jobs picture. In January of last year,
the economy was losing more than 700,000 private sector jobs a
month. By the end of the year, the economy was losing 64,000 jobs
a month—a dramatic improvement. Now, clearly, that is cold com-
fort to those who are still struggling to find work, and we need to
focus on assisting the private sector create jobs like a laser. I think
most of us understand that job creation is primarily a function of
the private sector, but we can do things to provide incentives to
them to help them in that effort.

I want to take a moment to outline some of the job creation pro-
posals that are in the President’s budget. These are temporary re-
covery measures that he proposes.
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President Obama’s Job Creation Proposals
Temporary Recovery Measures

e $100 B for new jobs initiatives
~ Tax cut for small businesses to encourage hiring
and better wages ($33 B)
- Investments in infrastructure and clean energy, other
tax relief ($67 B)

e Extend Making Work Pay ($61 B)

¢ Extend bonus depreciation, small business expensing,
tax credits for clean energy manufacturing ($6 B)

e Extend Ul, COBRA, assistance to states, aid for needy
children and families ($87 B)

e $250 payments to retired and disabled Americans ($12 B)
e Total of $266 B; 92% to be spent in 2010 and 2011

No. 1, $100 billion to be devoted to new jobs initiatives, including
$33 billion for a new tax cut for small businesses to encourage hir-
ing and better wages. And, by the way, late last year I asked the
Congressional Budget Office to evaluate options and alternatives.
This option, a tax credit for hiring by business, was one of the two
top contenders in terms of the Congressional Budget Office’s as-
sessment of what would be most effective. So I am pleased that the
President has included it in his package.

Two, $67 billion for investments in infrastructure and clean en-
ergy, as well as other tax relief.

He proposes extending Making Work Pay, costing $61 billion.

He proposes extending bonus depreciation, small business ex-
pensing, and tax credits for clean manufacturing, clean energy
manufacturing, costing $6 billion. By the way, again, CBO, in rat-
ing what would be most effective, said for 2010 the jobs credit
would be the most effective, biggest bang for the buck. They also
gave a very solid, positive rating to small business expensing, Sec-
tion 179.

The President also proposes extending unemployment insurance,
COBRA assistance, assistance to States in aid for needy children
and families, costing $87 billion. Most of that, of course, is the un-
employment insurance extension. Again, the Congressional Budget
Office in their assessment said that would be one of the two most
effective measures to be taken in terms of assisting with jobs in the
short term.

And he proposes providing $250 payments to retired and disabled
Americans costing $12 billion. That is in light of the formula not
providing any increase to those who are Social Security bene-
ficiaries.
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In total, those measures cost $266 billion over 10 years, with 92
percent to be spent in 2010 and 2011.

President Obama’s Job Creation Proposals
Assistance for Small Business

e Assist increased small business lending
by community banks

e Additional small business loan
guarantees

e Eliminate cap gains taxes on long-term
investments for many small businesses

e Funding to promote small business
exports

The President’s budget also includes a number of other measures
to assist small businesses, and they include assisting in increasing
small business lending by community banks; providing for addi-
tional small business loan guarantees; eliminating capital gains
taxes on long-term investments for many small businesses; and
providing funding to promote small business exports.

Let me just say in terms of my own reading of things from my
constituency, credit to small business is critical. If there is one
place that there is a hole in what has been done, it is in getting
credit flowing to small businesses. I hear it repeatedly. I have had
two of the most successful entrepreneurs in my State who are both
close personal friends call me, and they are very well-to-do. They
can finance their own deals. But they said, “If there is one thing
that is clear, it is that the flow of credit to small business is a very
serious problem.” And one of them is a banker; one of them is in-
volved not only in banking but a series of other enterprises who
has said to me that at his own bank, because of regulators saying
to them, “You have got to rebuild your balance sheet,” even though
their balance sheet was never very impaired because they never
got into the risky loan business, they are still finding it difficult to
extend credit even to worthy borrowers. So I think this is an issue
we do need to focus on.
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Revenue Proposals in Obama 2011 Budget

Extend 2001 and 2003 tax cuts for those under -$3.1 T
$250,000; estate tax at 2009 level; AMT relief

Other tax relief for families and businesses -$293 B

Temporary recovery measures -$83 B
(Making Work Pay, bonus depreciation,
other jobs initiatives)

Health reform revenue (placehoider) $743 B
Limit itemized deductions to 28% rate $291 B
International tax reforms $122B
Financial crisis responsibility fee $90B
Other loophole closers and reforms $3098B

Total Tax Cuts -$1.9T

Source: OMB
Note: 2011-2020; totals include the refundable portion of tax proposals.

I also want to highlight that the President’s budget includes a
net tax cut of $1.9 trillion over 10 years. Here are some of the key
revenue provisions: in terms of a tax cut, the budget includes $3.1
trillion to extend the 2001 and 2003 tax cuts for those making
under $250,000; continue the estate tax exemptions at the 2009
level; and provide alternative minimum tax relief to prevent a tax
increase for those folks who would otherwise face increases this
year; $293 billion for other tax relief for families and businesses;
and $83 billion for the revenue portion of the temporary recovery
measures that I noted, including the new job creation tax credit
and extending Make Work Pay and bonus depreciation.
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Deficit Under Obama Budget

{8 in trillions}
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Source: President Obama's FY 2011 Budget

In terms of revenue raisers, it includes $743 billion as a place
holder for health care reform revenue provisions, $291 billion from
the President’s proposal to limit itemized deductions, $122 billion
from international tax reforms, $90 billion from a financial crisis
responsibility fee, and $309 billion in other loophole closures and
reforms. Again, the net is a tax cut of $1.9 trillion.

Let me put up another slide. This chart depicts the projected def-
icit under the President’s budget over 10 years. It shows the deficit
coming down from a high of %1.56 trillion, reaching a low of $706
billion in 2014, and then slowly climbing back up to $1 trillion in
2020. It is that second period that I raised the day before yesterday
in a hearing with Dr. Orszag and indicated personally that while
I strongly support the President’s proposals in the short term, I am
very concerned about them for the longer term.
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The next chart that I want to show depicts gross Federal debt.
It shows the debt more than doubled under the previous adminis-
tration to $11.9 trillion. Under the President’s budget, gross debt
would continue climbing to $25.8 trillion by 2020 absent our taking
additional action.
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The long-term debt outlook is even more dire. According to CBO’s
long-term budget outlook, over the next 50 years with rising health
care costs, the retirement of the baby-boom generation, and the
permanent extension of all the 2001 and 2003 tax cuts, the Federal
debt could climb to more than 400 percent of the gross domestic
product.

I believe we need a two-pronged strategy. We need one in the
short term to prevent going back into recession. We also need a
longer-term pivot to deal with our long-term debt. That is why Sen-
ator Gregg and I proposed a statutory commission. I was delighted
that we received 53 votes, but it required 60 votes. Fifty-three is
not 60. And so now we are left with the alternative of perhaps of-
fering our colleagues another chance at a statutory commission,
which I would fully support. The President has said if there is not
a statutory commission that he is prepared to create one by Execu-
tive order. That is what the Greenspan Commission was that dealt
successfully with Social Security in the 1980’s. That was an Execu-
tive order commission. And the Vice President has provided a letter
to me outlining the commitments from the Majority Leader and the
Speaker of the House assuring us that there would be a vote on
the recommendations of the commission if it had to be established
by Executive order.

With that, I want to close by again welcoming Secretary
Geithner to this panel, back to this Budget Committee, and we will
turn to Senator Gregg for his statement, and then we will go to
Secretary Geithner and then open it up for 5-minute rounds. And
if we need a second round, we will do that.

Senator GREGG.
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Senator GREGG. Thank you, Mr. Chairman, and thank you, Sec-
retary Geithner, for being here today.

Let me identify myself with the Chairman’s remarks relative to
the two-pronged approach. I agree 100 percent. The only problem
is that the second prong does not exist in this budget.

The budget as it comes to us, as I have said on numerous occa-
sions, and which is obvious, I think, to anybody who takes even a
cursory look at it, does nothing about the long-term fiscal insol-
vency of our Nation; the fact that we are on an unsustainable
course; and the fact that $11 trillion of new debt will be put into
the system over the 10 years of this budget; and that the deficits
never fall to a level that is sustainable and, in fact, expand rather
dramatically, and continue to expand even at the end of 10 years,
so they are growing.

Ironically, also, the unemployment levels under this budget are—
the presumption is that they never, during the President’s term,
get back to the unemployment level that existed in 2008. They
never get back to below 7 percent. They are at the end of 4 years
still around 8 percent, and I do not think that is a good unemploy-
ment level. And I think a lot of that is a function of the fact that
the economy cannot be expected to recover robustly if we are put-
ting on the economy a debt service and a debt burden which basi-
cally soaks up the capital of the Nation and uses it for the Govern-
ment as versus for the productive side of the ledger. I would argue
that that is exactly what we are doing with this budget, because
we are not putting in place the difficult decisions that need to be
done in order to accomplish fiscal responsibility and to pass to our
kids a better Nation, a more prosperous Nation.

Since we have the Secretary of the Treasury here, I think we
should focus a little bit on the revenue side in this bill. There is
$2 trillion of additional revenue in this bill, and just to list a few
of them—obviously these are philosophical decisions that the ad-
ministration has made, which I tend to disagree with, but they
raise the marginal rate from 35 to 39.6 percent; they limit tax de-
ductions for itemized deductions to 28 percent; they reinstate the
“Pease limitation”, a phase-out, which is basically another hit on
people who itemize; they raise the capital gains rate; they raise the
dividend rate; they assume significant tax increases as a result, or
fee increases, however you want to describe them, as a result of
health care reform; there are new taxes on financial institutions
which, of course, have been in the public domain for a while and
discussed; and they change a number of tax events, including LIFO
and IRS programs and reductions in tax gap, fossil fuel taxes—all
of which add up to $2 trillion of new revenue.

So it is not as if there is not a fairly significant push toward gen-
erating revenues. The problem is that at the same time that they
are generating revenues—can you put that chart up?
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The problem is that at the same time that this bill is generating
significant revenues as a result of tax increases and taking reve-
nues well above their historic norm—revenues have historically
been about 18.2 percent of GDP since 1940, and under this budget
it is presumed that they will get up around 20 percent of GDP. At
the same time, the explosion in spending is allowed to continue,
and basically the size of the Government grows exponentially, and
that is where the problem is, as these lines show—the red line
being the rate of growth of the Government, the blue line being the
rate of growth of taxes.

Obviously, in the short term, tax revenues have dropped precipi-
tously. Spending has gone up precipitously because of the reces-
sion. But it is the out-years, the second step, which the Chairman
was talking about, where there is no serious effort to try to get
those lines to converge, because if you do not get them to converge,
you end up with all this deficit and debt, which is going to drive
our Nation into a point of insolvency.

And so I guess I go back to my basic theme, which is that this
budget plays small ball—bunts, singles, you know. The Senator
from Kentucky could explain to me better what another term might
be, but, you know, hit and run—of course, he never allowed any-
body to hit a single. But, in any event, small ball is being played
here. We are not taking on the big issue, and the gorilla room,
which is very significant, is the fact that we are raising the level
of debt of this country to an unsustainable level—“unsustainable”
being the term that I believe the Secretary has even used. And so
we need another approach, and that is why we have supported this
commission, and I believe it has to be statutory in order to be effec-
tive. So I look forward to hearing from the Secretary.

I also hope the Secretary will address where he sees the banking
system today. This is important for us to know, because obviously
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there is a fair amount of money available to the Secretary—I hope
it does not have to be spent—to continue to shore up the banking
system. My hope is that instead it can go to reduce the debt, which
is what it was supposed to do. And I hope that we are sort of—
as a result of the Secretary’s efforts and the prior administration’s
efforts, Secretary Paulson, and the overlapping effort of Chairman
Bernanke, I hope that we have stabilized the system to a point
where there does not appear to be any significant disruption head-
ed in our way in the financial system. I hope the Secretary will ad-
dress that issue, how he sees the health of the basic financial sys-
tem vis-a-vis where we were in 2008 and early 2009.

So I thank the Secretary for being here today.

Chairman CONRAD. Thank you, Senator Gregg.

Again, welcome, Secretary Geithner. Please proceed with your
testimony, and then we will go to questions.

STATEMENT OF THE HONORABLE TIMOTHY F. GEITHNER,
SECRETARY, U.S. DEPARTMENT OF THE TREASURY

Secretary GEITHNER. Chairman Conrad, Ranking Member Gregg,
and members of the Committee, it is a pleasure to be back here
today. This Committee is the guardians of fiscal responsibility, and
in some ways you hold here in your hands this critical challenge
of how we balance the critical priorities of supporting growth, fix-
ing what was broken, doing so in a fiscally responsible way, ad-
dressing our long- term fiscal problems, and trying to do that in a
way that is fair—fair to the American people.

A year ago, as you both said, when the President took office, our
Nation was in a deep recession, and we faced a deficit of $1.3 tril-
lion and projected deficits—and this is very important. Before the
new Congress took any steps, projected deficits, according to CBO,
would more than double the Nation’s debt over the succeeding dec-
ade. And this recession, of course, has cost tremendous damage,
and I think we all know that the road to jobs and to greater eco-
nomic security and to fiscal sustainability does have to start with
economic growth. And today I think it is important to recognize
due in large part to the actions of the Congress, the executive
branch, and the Federal Reserve, the economy 1s growing again.

One just brief comment on this morning’s productivity numbers.
You are seeing extraordinarily high rates of productivity growth in
the second half of last year. In many ways, those are a testament
to the dynamism and strength of the American business commu-
nity. It is important for people to understand that. But there was,
I think, an encouraging shift if you saw the composition of that. In-
stead of that coming significantly from reducing payroll and hours
and employees, it is now coming in the former of higher output.
And I think there is encouragement in that. We should take en-
couragement from that. But we have got a ways to go still.

So this is progress. It is not enough, and our priority remains,
our priority has to remain job creation, investment, and innovation.

Now, we are proposing to extend Recovery Act tax relief for small
businesses, and we are proposing, as the Chairman said, a new
credit for small business job creation, which combined a $5,000
credit for every new employee hired in 2010 with payroll tax relief
for firms that add hours and increase wages.
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We are proposing to extend small business tax relief that goes to
encourage new capital investments, investments in research and
development. We are proposing again to eliminate taxes on capital
gains for investors in small businesses.

Just one brief note. That specific proposal would reach, our view
is, 2 million small businesses, and we think it is a good, powerful
type of step to help encourage investment and innovation.

Now, of course, we understand that Government needs to be
smarter, and in the President’s budget we have laid out a com-
prehensive agenda to invest in innovation. The responsibility of
Government is to create the conditions for the private sector to
grow, to invest, and to create new jobs. This requires financial re-
form. It requires more support for American innovation. We need
to increase exports, and we need to invest in education, and we
need health care reform so we can help provide greater economic
security for tens of millions of Americans and to help businesses re-
duce the growth in the health care costs.

Now, alongside these steps, we need to work to continue to im-
prove access to credit for American families and businesses. Over
the past year, the broad strategy we embraced to stabilize the fi-
nancial system has been remarkably effective in helping repair
what was broken, bringing a measure of stability to the system,
and we have done that largely by encouraging private capital solu-
tions to come in and replace the investments the Government of
the United States had to make. And we have achieved those results
in terms of stability, lower borrowing costs, better access to credit,
at much, much lower cost to the American taxpayer than many had
anticipated.

We have already recovered two-thirds of TARP investments in
banks which are being used, as Senator Gregg said, to bring down
our deficit. The expected cost of stabilizing the financial system has
fallen by more than $400 billion. We expect it to fall further, and
if we can work with Congress to adopt a fee on the financial sys-
tem, then we can say to the American people that American tax-
payers will not face a penny of loss on the actions the Government
had to take under the TARP.

The financial system today is much more stable. As I said, credit
conditions are significantly better. You can see that in terms of the
price and access to credit for municipal governments, for compa-
nies, for homeowners, and for families.

But critical parts of the financial system are still damaged. No
surprise. The crisis caused a lot of damage. And I think it is very
important that we continue to use the authority the Congress pro-
vided us under the TARP to continue to help small banks expand
credit to small businesses and to help continue to work to stabilize
the housing market.

Now, when you talk to small business owners across the country,
as I know you do, they tell a similar story, that their ability to ex-
pand and to hire depends on better access to credit. And I think
we all know that to get loans for small business to rely on, you
have to make sure that small banks, community banks, are in a
better position to provide that credit.

Now, on Tuesday, the President announced that we will support
new legislation to create a small business lending fund, and we will
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support legislation that would take existing authority that we have
reserved under the TARP and use that authority to help make sure
we can provide assistance and support and capital to small commu-
nity banks that are prepared to work to expand lending to small
businesses.

These banks, these small banks, have been at the center of small
business lending in the past. They still account or they typically ac-
count for more than half of credit to small businesses, and I do not
believe it is possible to try to work to address the credit problem
small businesses face in this country without helping small busi-
ness community banks do a better job of helping their customers
grow and expand.

Now, we want to complement that with stronger authority for
the Small Business Administration, with higher loan limits, lower
guarantee fees temporarily. That can be very effective, too. And,
again, I think it is important for people to recognize that even as
we grow and recover, you need credit to make sure recovery is
going to be as strong as possible.

Now, as we repair the damage caused by the crisis and we work
to reallocate resources to investments in innovations—and, of
course, we operate with scarce resources, we need to commit to
work together to reduce our long-term fiscal deficits. Future deficits
are too high, and the American people, along with investors around
the world, need to have confidence in our ability as a country, as
a Government, to work together to bring them down over time. I
think failure to do so would weaken recovery. It would mean higher
interest rates for families and businesses. It would limit the Gov-
ernment’s capacity to deal with the many challenges we face. This
is a critical economic imperative for the country.

Now, the President’s budget proposes some important steps to-
ward that objective. We do not claim to have solved this problem,
but we need to work together to identify ways that are going to put
us on a path to fiscal responsibility. We, as a country, need to go
back to living within our means again.

The President has proposed a cap on non-security discretionary
spending for 3 years. We have proposed to restore the basic dis-
ciplines of budgeting that all families live with today that we call
pay-as-you-go. We propose ways to make our tax system fairer and
begin the process of cutting those long-term deficits. You are both
correct to say that the Adminstration has proposed to allow the tax
cuts for the most fortunate 2 to 3 percent of Americans expire. But
we are also proposing to extend not just the Make Work Pay tax
credit for 1 year that goes to 95 percent of working Americans, not
just to extend permanently the middle-class tax cuts, but to extend
a number of very important provisions for business investment and
for small businesses which we think are important not just for the
near term but for our long-term economic strength and innovation.

Now, the budget proposes to bring down our deficits as a share
of GDP dramatically. We propose ways, specific ways, to bring
them down to below 4 percent of GDP, I believe 4 years out. And
while I think we all recognize that Government support for the
economy is still very important, we cannot let our future deficits
and debt continue to grow faster than our economy without making
our country weaker in the future.
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This is going to be enormously challenging, and that is why we
have proposed building on the model, as you said, Mr. Chairman,
of both the bipartisan Greenspan Commission established by Presi-
dent Reagan and the proposals both of you have worked so hard
to create, defend and explain, and that many of your colleagues
support. We proposed a bipartisan commission charged with trying
to build consensus on a set of policies that can address not just our
deficits over the next 10 years, but the long-term deficits which ev-
erybody recognizes are fundamentally unsustainable.

Now, I just want to close with encouragement, with some meas-
ure of optimism and confidence. I think if you listen today to how
people talk about our economic challenges, you hear a lot of com-
mon ground on a set of core things. People recognize that deficits
matter. They recognize they are too high. I think people recognize
that tax cuts are not free. I think people recognize that we have
to pay for programs we propose. And I think everyone recognizes
that our priority right now, as you both said very well, is to make
sure we are repairing the damage caused by this recession and get-
ting this economy back on its feet, getting people back to work, and
restoring their confidence, the confidence of businesses and families
in our capacity as a country to work together to solve these long-
term problems.

Thank you. I look forward to answering your questions.

[The prepared statement of Secretary Geithner follows:]
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Chairman Conrad, Ranking Member Gregg and members of the Committee, thank you for the
opportunity to appear before you today to discuss the President’s Fiscal Year 2011 Budget.

The U.S. economy is still in the midst of one of the most challenging periods in our nation’s
history. We have pulled back from the brink of financial collapse and a historic recession. The
overall economy grew at an annual rate of 4 percent over the last six months of 2009, but
millions of Americans remain out of work and the economic pain of the recession can still be felt
throughout our nation. This crisis has caused enormous damage to the basic economic security of
tens of millions of Americans.

This is why we have a lot of work to do together to make sure that as overall economic growth
recovers, so does job growth. We must restore confidence in the economy’s fundamental
resilience, and we are taking the steps to ensure sustainable growth going forward that is more
widely shared among the American people.

Our immediate priority is to work together to encourage the creation of more and, better-paying
jobs. We can only achieve that objective if we are committed to laying a foundation for job
creation in the private sector. In the short-term that means ensuring that the true engines of job
creation, America's businesses, have the right incentives to expand and hire through new targeted
measures in 2010 that will speed job creation.

But laying a new and stronger foundation for the private sector requires more: it requires an
equally strong public commitment to invest in the innovation, modern infrastructure, and the
education of our future and present workers. These investments will enable our businesses to
compete, increase productivity, and most importantly, will help create good, well-paying jobs.
In the long-term, this new foundation requires the creation of a strong investment climate by
showing our commitment to return the deficit to sustainable levels and establishing the right
rules to restore trust in the core functions of our financial system. When recovery is firmly in
place and the economy is back on its feet, we need to begin the process of bringing down the
deficits that Washington has been accumulating for almost a decade. These deficits are too high
and left unchecked they will burden our children and grandchildren, and could drain investment
from the private sector, drive up interest rates and threaten the very prosperity we are seeking to
produce.

The commitment in this Budget to job creation, innovation, investment in the skills of our people
and fiscal sustainability is essential to setting the stage for the kind of broad-based economic
growth that will provide middle-class Americans with rising living standards and financial
security.

Pursuing these goals requires a careful balance. It means not turning too quickly away from our
immediate goals of jobs and recovery, while also not ignoring the long-term health, education
and energy challenges that our nation cannot afford to further ignore. And it means laying out a
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clear path to fiscal sustainability, and demonstrating our commitment to walk that path by taking
the first critical steps along it.

Recovery and Job Creation

As the President said last week, jobs must be our most immediate focus. That means that even
before we get to our FY 2011 Budget, we will work with Congress to enact legislation to
accelerate the pace of job growth.

First and foremost, we will do this by providing businesses ~ especially small businesses that
have been major job creators in recent years ~with tax cuts and other incentives to put more
Americans back to work quickly.

The Administration proposes to extend Recovery Act business tax relief, and to create a new,
temporary tax credit for job creation. We will extend Recovery Act measures that allow small
businesses to deduct the full cost of new investments in qualifying equipment. And we will allow
all businesses to take bonus depreciation deductions this year for qualifying capital investments.

Under our new “Small Business Jobs and Wages Tax Cut,” all businesses will be eligible for a
$5,000 tax credit for every new employee they hire in 2010. An additional bonus amount will be
available to firms that increase their payroll by adding hours or raising wages, with the total
credit amount capped at $500,000 per firm. Because it will use a 2009 baseline, there are no
games or accounting tricks any business could perform to get the job or wage tax cut without
actually increasing jobs or wages.

In order to get money out to businesses quickly and thus provide a fast-acting incentive to hire,
firms will be able to claim the credit on a quarterly, rather than annual, basis. We expect that
over one million small businesses that are growing jobs or wages will receive the credit.

This combination of tax measures will boost the pace and quantity of business investment and,
with it the number of new jobs that businesses create.

To cope with the difficulty that small businesses face in getting bank credit, the Administration is
proposing legislation that will use $30 billion from TARP to create a new separate program
designed to provide capital to small and community banks. Our proposal includes a carefully-
designed incentive structure that improves the terms of the capital the more a small bank expands
lending to small business. And we will explore additional ideas from Congress on other ways
this facility could work to expand lending to credit-worthy small businesses.

We also call for extending through September of the effective Recovery Act measures that
supported up to $15.4 billion in Small Business Administration loans through lower fees and
higher guarantees during this difficult time. And we will support legistation to increase the loan
size of the SBA's two most heavily-used guarantee programs.

Second, the President has proposed measures to spur immediate job growth by creating
incentives to invest in our environment and energy security. In addition, the Budget includes an
extra $5 billion to expand the number of firms eligible to receive a tax credit for investments in
U.S. factories that produce clean energy products. This will boost jobs by helping to build a
strong U.S. clean energy industry. And because it is an expansion of an existing program, there
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are already worthy businesses ready to receive the benefit so that the additional amount will go
to work quickly creating new jobs.

The President is also proposing new incentives for consumers who retrofit their homes to make
them more energy-efficient, and we are seeking to expand several Recovery Act initiatives that
promote energy efficiency and clean energy and that have been particularly popular and effective
at job creation.

Third, the President is proposing to boost infrastructure investment beyond what was included in
the Recovery Act so that we can continue modernizing our transportation and communications
networks. This increase will support needed public works, provide private sector companies with
new work, and spur additional hiring.

As we take all of these steps to get Americans back to work, we need to extend Recovery Act
relief for those most hurt by the nation's economic troubles. This will include emergency
assistance to seniors, unemployment compensation and COBRA assistance for the unemployed,
and relief to revenue-strapped states and localities to help prevent layoffs.

Building a New Foundation

While our first aim must be to restore job growth, the FY 2011 Budget looks beyond the
immediate recovery to build a new and stronger foundation for growth in the years ahead. Our
aim in doing so is to produce growth that once again raises the living standards of all Americans.

We cannot afford an economic expansion like that of the past decade when, as the President said
last week, jobs grew more slowly than during any previous recovery; the incomes of average
American households declined while the costs of health care and college reached new highs; and
much of our growth was built on the sands of a real estate and financial boom.

In order for Americans to thrive, this nation must rely, as it always has, on a vibrant private
sector. Our entrepreneurs, small and large businesses, workers, and nonprofit organizations must
be the engines of productivity growth and the primary creators of new, high-quality jobs.
Washington's role must be to create optimal conditions for small and large American businesses
to grow, innovate and create jobs.

Government can play this important role by helping to ensure that families can save and that
businesses have ready access to the credit needed to grow; by helping to expand the body of
technical knowledge and the quality of public infrastructure to encourage new businesses and
greater productivity; by expanding the market for American goods and services by increasing our
exports to the rest of the world; and by helping Americans to better educate themselves in order
to best employ the latest knowledge and compete in an increasingly globalized marketplace.

The President's Budget outlines policies to make important progress on all of these objectives.

A strong, healthy financial system is crucial for sustainable growth, job creation, and broad-
based prosperity. Such a system helps families save for a house, a child's education and
retirement. And it channels those savings into investments that let businesses grow, hire, and
raise incomes.
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Our financial system is far stronger today than it was a year ago. But it is operating under the
same rules that led to its near-collapse and a dangerous recession. These rules must be changed
to keep the system from taking unjustifiable risks and so that it can fuel growth.

We need a financial system that is safer; in which financial firms, especially large ones, have
more capital to absorb their own losses and cannot take risks that threaten the whole economy.
Consumers need to be given the information they require to make the decisions that are right for
them and they need to be protected from unfair and fraudulent practices. The government needs
to have the authority that it did not have in the recent crisis to break apart and unwind failing
firms in ways that limit damage to the system as a whole.

The Administration has proposed reforms that would accomplish these goals, and the House has
already passed legislation. We must finish the job of enacting comprehensive reform for the sake
of people's financial safety and to ensure growth.

At the very core of the Administration's efforts to build a new foundation for growth are our
efforts to encourage American innovation. We already made the largest investment in basic
research funding in history last year, and we propose to build on that. Even with our tight fiscal
constraints for discretionary spending, our Budget for the next fiscal year will increase civilian
research and development (R&D) by 6.4 percent. Our aim is to help create the conditions for
greater economic productivity and the emergence of new growth- and job-creating businesses.
And with most of these new investments offset by reductions in military R&D, we will pursue
this aim without increasing the size of government or government spending.

As the President has said, no area is riper for R&D-driven innovation than energy. Whether you
are a consumer watching the cost of filling your gas tank go up or a scientist tracking how
climate change is affecting our planet, it is clear that we can no longer afford our heavy reliance
on fossil fuels to power our economy.

The transition from fossil fuels to clean energy will challenge both America’s technical ingenuity
and our political will. But the challenge holds out tremendous possibilities not just for improving
our health and the environment, but for creating new, high paying “green” jobs and driving the
recovery of America’s manufacturing economy.

This Administration is committed to creating clean energy and green jobs. The Recovery Act is
already investing $90 billion in clean energy technologies. And our FY 2011 Budget extends that
commitment. As | have already mentioned, it expands by $5 billion our Advanced Energy
Manufacturing Tax Credit, a 30 percent credit for qualified investments in new, expanded or re-
equipped clean energy projects. It substantially expands support for construction of new nuclear
power plants by increasing loan guarantee authority for such projects by $36 billion. It funds a
$500 million credit subsidy to support $3 billion to $5 biilion of loan guarantees for energy
efficiency and renewable energy projects. It continues work begun under the Recovery Act to
modernize our electrical grid so that it is smarter, stronger, more efficient, and helps foster the
growth of wind and solar energy projects.

We will make parallel investments in infrastructure with the intention of taking full advantage of
the knowledge generated by the new R&D we are funding. These investments are designed to be
launched as quickly as possible in order to create jobs. They will include increasing a $7.2 billion
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program to expand access to broadband computer networks, and following through on our five-
year, $5 billion commitment highlighted by the President last week in Florida to develop high-
speed rail.

We are also proposing to expand and make permanent the very successful Build America Bond
program, which was part of the Recovery Act. Build America Bonds have expanded the investor
base for municipal bonds and lowered borrowing costs, helping to restore a badly damaged
municipal finance market and support job creation through new infrastructure projects. States
and localities have already issued over $64 billion in such bonds through the end of December.
The President’s Budget proposes making Build America Bonds permanent with a subsidy rate
that makes extension revenue-neutral, The Budget also proposes expanding the eligible uses of
these bonds, allowing them to support financing for nonprofits and a wider range of municipal
borrowing.

A critical component for building a new foundation for stable, long-term growth, and a
complement to our efforts to increase R&D and innovation, is opening up foreign markets to
American goods and services. The President has set a goal of doubling our exports over the next
five years and thereby supporting two million American jobs.

Our Budget will substantially increase funding to expand exports, especially those produced by
U.S. small businesses. The Budget will provide a 20-percent increase in Commerce Department
funding that promotes exports from small businesses, as well as funding for the Import-Export
Bank to expand U.S. small business use of the Bank's financial export assistance.

History shows that, besides R&D, the investment that pays the greatest returns in improved
productivity and greater prosperity is education. The Budget makes substantial new investments
in this area, as well.

The Budget will provide new incentives for the rising generation of students to train as scientists
and engineers. And because in order to succeed in a global economy higher education is a
necessity and not a luxury, the Administration proposes to increase community college
graduation by 5 million students by 2020.

The Budget increases maximum Pell Grants awards to $5,710, and further propose to make Pell
Grants an entitlement program, to further the President’s commitment that coming from a lower-
income family should never be a barrier to any young person with high educational aspirations.
In addition, it will extend the American Opportunity Tax Credit, which provides a tax incentive
ofupto $2,500-a-year toward college costs — or up to a total of $10,000 for a young person
getting a four — year degree.

The Budget will support the Administration’s efforts to make major reforms and improvements
in the nation’s elementary and secondary schools to help students graduate so that they are ready
for postsecondary education or a career. It will expand the Recovery Act’s successful Race to the
Top competition for funds to include not only states, but individual school districts, and by
investing in a new competitive fund to encourage states to develop innovative techniques for
recruiting, retaining and rewarding effective teachers.

Finally, this budget is designed to give middle — class Americans a chance to get back on their
feet and contribute to this economy. That commitment has been central to the Administration’s
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policies from the outset. The middle class was the focus of the Recovery Act. And soon after
taking oftice, the President created a Middle Class Task Force, led by Vice President Biden,
aimed at raising the living standards of working families.

In this budget, we build on that commitment. We are proposing to extend the lower- and middle-
class tax cuts that are scheduled to expire at the end of 2010, Among its effects, this extension
will ensure that 97 percent of small businesses who file individual income tax returns will be
spared an increase in their tax rates. The Budget will also extend the Recovery Act’s Making
Work pay tax credit. And through the initiative of Vice President Biden, we will expand the
Child and Dependent Care Tax Credit to help those who are working or going to school and are
also responsible for caring for others.

We will further assist tens of millions of middle - class families if we pass health care reform that
protects every American from the worst practices of the insurance industry, gives small
businesses and uninsured Americans a chance to choose an affordable health care plan in a
competitive market, and requires every insurance plan to cover preventative care.

The Administration and Congress have worked hard over the past year on-health care and we
have no intention of letting the chance for real reform slip away. It is crucial to remember that
beyond the difference reform would make to the quality, cost and coverage for tens of millions
of Americans, reform would reduce the growth of health care costs. This would be of immense
importance to the efficiency of our economy and to our ability to reduce deficits over the long-
term.

The Fiscal Imperative

American families are making tough choices in difficult times; Washington must do the same.

Every American knows that the path of our deficits is too high and that if they persist long after
this recession ends, they will pose a corrosive threat to our economic future.

That is why we believe that even as we take emergency action to spur demand and job growth, it
is not too early to begin the process of imposing policies that can start bringing the deficit down
to sustainable levels once recovery and job growth have a firm footing. Failure to show our
commitment to bring down medium-term and long-term deficits can weaken a recovery. Failure
will mean higher rates for families that want to buy a home or businesses seeking to start or
expand. Failure will limit the government's ability to respond in future crises.

Of course, in tackling this problem, we must strike precisely the correct balance with the job-
and growth-spurring measures required to assure recovery, and the investment in innovation and
education 1o lay a new foundation for future growth. If we fail to do so, we risk driving the
economy back into recession, causing immense additional harm to middle-class families and
making it even harder to fix our fiscal problems.

This last point bears repeating. Advocating deep and immediate cuts would damage growth,
exacerbating our fiscal challenges.
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On the day that President Obama took office, the budget deficit for 2009 stood at $1.3 trillion ~
9.2 percent of GDP — and the projected 10-year deficits for the following 10 years were $8
trillion.

These huge deficits are the result of the prior Administration’s decision to enact large tax cuts
and a prescription drug bill without paying for them. Over the next ten years, those measures
alone are projected to add $5.8 trillion to the deficit, including interest expense on the additional
associated debt,

The impact of the policies on our nation’s debt burden was magnified by the great recession the
President inherited and its impact on revenues and automatic increases in spending on safety net
programs. Together these automatic changes will increase deficits by about $2.4 trillion over the
next ten years. Simply put, over $8 trillion of the projected deficits we faced as we put together
this budget were due to the fiscal policies of the last eight years and the effects of the deep
recession this President inherited. A much smaller amount — less than one tenth of the effect of
the unpaid for policies and the recession — is attributable to the cost of the means by which we
supported and pulled the economy out of crisis.

Deficit trends of this level are not sustainable. Beginning to correct them will require cutting
deficits enough to stabilize the debt-to-GDP ratio at a manageable level so it is no longer rising.
This requires cutting the deficit to 3 percent of GDP. This Administration is committed to
achieving the goal of deficits that are roughly 3 percent of GDP by 2015. Doing so would mean
that the on-going expenses of government will be completely covered by incoming revenues; the
only thing adding to the deficit will be interest costs on the accumulated past deficits.

This is an ambitious goal. The deficit in the current fiscal year is expected to reach 10.6 percent
of GDP. To reach our 3 percent fiscal target between now and 2015, we must lower deficits as a
share of GDP by more than they have been reduced in any five-year period during the past six
decades.

The President’s Budget proposes a series of actions that would begin to put us back to a
responsible, sustainable fiscal path. Let me highlight those changes:

The Budget will freeze all non-security discretionary funding for three years (2011-2013) at
2010 nominal levels, with funding after the three years increasing only at about the rate of
inflation. The freeze will reduce deficits by $250 billion through the end of the decade. Among
other things, it will require us to eliminate or consolidate funding for several education programs
even as we make significant targeted investments to improve education. It will mean reducing
spending on the National Park Service, terminating the Brownfield Economic Development
Initiative for poor areas that the President advocated during the election campaign and still
supports.

In addition, we need to restore the basic set of disciplines that helped make sure that if Congress
proposes new policies or tax cuts, these are paid for with offsetting cuts or changes in policy. In
the 1990s, Washington started to live by the budget rule and the basic common sense principle
that if the President and Congress wanted to pass an expensive tax cut or entitlement increase —
however worthy — they had to find offsetting measure to ensure it did not increase the deficit or
debt, This common sense rule — called PAYGO - helped Washington move from large deficits to
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surpluses. If Washington had lived up to this principle during the last decade it would have
served as a bulwark against the unpaid for tax cuts and entitlement increases that make up the
heart of the current deficit and debt. Reinstating PAYGO will help return the government to
fiscal sustainability.

The Budget will include proposals to close the “tax gap” by collecting more of the taxes that are
owed, but are not paid. This is critically important. Tax evasion not only reduces tax revenue,
thereby resulting in an implicit tax increase on those Americans who pay their taxes, it also
reduces the faith Americans have in the tax system, starting a vicious cycle that can result in
even more evasion. I appreciate this Committee’s longstanding interest in, and leadership on,
efforts to reduce the tax gap. 1look forward to working with the Committee to address this
important issue.

The Budget will provide nearly $250 million in new enforcement initiatives to improve
compliance, which will build on the foundation established in the FY 2010 budget to hire nearly
2,000 new employees dedicated to addressing international tax evasion by businesses and
affluent individuals, improving information reporting, and broadening collection activities.

Since President Obama took office, the United States has aggressively pursued international tax
agreements to further cross-border tax information exchange. In the past year alone, the United
States has signed agreements improving tax information exchange with Switzerland,
Luxembourg, Liechtenstein, Gibraltar, Monaco, and Chile. The United States also is working
multilaterally to make sure that countries meet international standards on tax transparency and
information exchange. The Administration is committed to preventing the facilitation of
offshore tax evasion. Finally, the Internal Revenue Service has vigorously pursued enforcement
actions against those hiding money offshore. All these efforts are being undertaken to address a
fundamental concern: Again, tax evasion, especially through the use of offshore entities and
accounts, undermines confidence in our tax system and results in an implicit tax increase on
those who pay the taxes they owe.

QOur Budget will include a number of proposals to increase information reporting and
withholding. The most significant proposal involves addressing the use of offshore entities and
accounts to evade U.S. taxes. This initiative will result in billions more in revenue over the
budget window and just as importantly send the message that if you hide income and assets
offshore to evade tax, we will find you and you will pay. I applaud the leadership this
Committee has shown on the issue.

We are also proposing substantive changes to our tax laws to address rules that yield unfair and
economicalily inefficient results. For example, our proposals to reform our international tax rules,
to address those aspects that disadvantage investment in the United States and encourage
companies to ship jobs overseas. Of course, we recognize that this is an area where our tax law
must strike a balance. We are concerned about the competitiveness of U.S. companies abroad
and recognize that the growth of U.S. companies globally can benefit the United States. But we
recognize that allowing a company that moves jobs or investments overseas to gain a competitive
advantage through our tax code against a competitor that chooses to expand investment and job
growth in the United States is unfair and is bad policy. This Budget seeks to strike that balance
by limiting our proposal regarding the deferral of expenses only to interest. In addition, we drop
a previous proposal to limit the ability of taxpayers to elect the tax status of business entities
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under the so-called “check-the-box” rules. We remain concerned about the misuse of those rules
to inappropriately avoid U.S. taxes, and thus are proposing tighter rules regarding the use of
foreign tax credits, as well as a new provision to backstop our transfer pricing rules that will
subject to immediate U.S. tax excessive returns on intangibles transferred to low-tax foreign
affiliates. Our goal in these proposals is to limit the role taxes play in business investment
decisions by reducing implicit tax incentives to move investment and jobs overseas. We are, of
course, open to discussing how best to achieve that goal.

Qur proposals to allow some of the Bush Administration’s individual tax cuts to expire as
scheduled and to limit the value of certain tax benefits are restricted to those with the highest
incomes, Moreover, we again propose that the income earned on a so-called "carried interest” be
taxed as ordinary income and not at preferential capital gains rates, so that private equity and
hedge fund managers pay tax on their compensation under the same rate structure as average
Americans.

The new Budget will include the President’s Financial Crisis Responsibility fee to be imposed on
our largest financial firms. The fee will raise $90 billion over 10 years. And it will be extended
beyond that period in the event that the cost to the taxpayers of saving the financial system turns
out to be greater than that, This last point is another one that bears repeating; the fee can and will
be extended until every penny of taxpayer assistance from TARP has been repaid and the cost of
the rescue to taxpayers is zero.

The Administration’s Budget will cut the deficit as a share of GDP by half as a share of the
economy, from the 9.2 percent of GDP the President inherited in 2009 to 4.2 percent of GDP in
2013. The deficit will fall further in 2014, to 3.9 percent.

But this is not enough.

That is why the Administration supports the creation of a bipartisan Fiscal Commission. The
Commission will be charged with identifying policies that could win the necessary political
support to complete the job of achieving fiscal sustainability. Specifically, it would be asked to
propose how to balance the budget exclusive of interest payments on the debt by 2015.

Both Democratic and Republican administrations have turned to similar bodies when the nation
faced complex and contentious fiscal decisions. For example, in 1981, President Reagan
established by Executive Order the so-called Greenspan Commission to cope with financing
problems of Social Security. We could make progress tackling today’s fiscal problems with
similar bipartisan action.

While the new Fiscal Commission’s first job will be to balance the operating budget of the
government—the budget absent interest payments on the debt—by 2015, the panel also would be
charged with proposing changes to address the unsustainable rate of growth in entitlement
spending and the long-run gap between government revenues and expenditures. The nation will
be challenged anew to maintain fiscal balance as the Baby Boom generation retires, especially if
we fail to reform health care, This will make the Commission's latter charge as difficult, and
important, to meet as its immediate one.

Finally, I want to highlight progress we achieved over the past year in rescuing our financial
system and our economy at a lower cost to taxpayers than many anticipated.
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Treasury has taken steps to dramatically bring down the cost of the Troubled Asset Relief
Program (TARP), which helped stabilize the financial system, and to shift the focus of the
program to small business and housing. As a result of careful stewardship and improved
financial conditions, the projected cost of TARP has fallen from $341 billion last August to $117
billion in this Budget, and we have removed an additional $250 billion reserve in place in the
event that additional financial stabilization efforts were necessary. If Congress joins with the
President in enacting the financial fee, American taxpayers will not have to pay one cent for the
financial rescue.

Ceonclusion

While our country is in a stronger position today than it was one year ago, we still face
tremendous challenges. In meeting those challenges, the true engine of job growth and
prosperity, the private sector, must lead the way. But the government must help create conditions
that allow businesses to thrive.

We must work together to spur job growth, to invest in ways that make our economy stronger in
the future, and to lay the foundation for long-term growth. And we must work together to ensure
that our government goes back to living within its means.

These goals reinforce each other; they are not in conflict. Without growth, we cannot begin the
process of restoring fiscal responsibility. Without confidence that we can bring down our long-
term deficits, it will be harder to make sure we are getting Americans back to work and
improving economic security.

We are a strong and resilient country. We have successfully confronted great economic
challenges in the past, and we will do so again. This is a question of will, not ability. The
American people want to see us do this together — to work to solve the problems that we all face
and to get the economy back on track.

1 look forward to working with you in a bipartisan manner on this endeavor.

Thank you.

Chairman CONRAD. Thank you, Secretary Geithner.

I would like to go back and just share with colleagues and those
who might be listening experiences I had at the end of the previous
administration. I remember vividly being called to a meeting in the
Leader’s office with leaders of Congress, Republicans and Demo-
crats, with the then-Secretary of the Treasury, and with the Chair-
man of the Federal Reserve. And in that meeting, we were in-
formed—we were not being consulted; we were being told—that the
administration intended to take over AIG the next morning, and
they told us they believed, if they did not do that, that a financial
collapse would be inevitable and would come soon.

And I remember my own reactions listening to the then-Sec-
retary of the Treasury and the Chairman of the Federal Reserve.
Again, they were not there to consult us. They told us they were
taking over AIG, and they told us they believed they had the legal
authority to do it, and they told us they believed if they did not
do it that there would be a financial collapse that would not be lim-
ited to the United States. They made very clear they thought there
would be a global financial collapse.

That then followed, Senator Gregg will remember well, the dis-
cussions on rescue legislation. I remember, too, that long weekend,
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again, with Secretary Paulson, who told us if we did not come up
with a plan by 6 o’clock Sunday evening, the Asian markets would
open and they would pancake, and we would then see our own
markets crumble the next day.

And however imperfect those solutions were—no question they
were imperfect; they were devised under extraordinary time pres-
sures—I believe history will record that they were largely success-
ful. I believe the evidence is really quite clear.

The economy of this country contracted in the first quarter of
last year by over 6 percent. We were losing 700,000 jobs a month.
That is the reality. In the last quarter, economic growth increased
by 5.7 percent. That is a dramatic turnaround. If one reads eco-
nomic history, it would be hard to find a circumstance in which
there was a more dramatic turnaround in the positive direction
during this last year. And job loss went from 700,000 a month to
65,000 in the most recent month. Now, we do not have January’s
numbers yet. Hopefully that will have improved. I do not know.
But I believe the record is really quite compelling that the actions
that were taken by the previous administration at the end, by the
new administration in their beginning days, and by the Federal Re-
serve were absolutely essential to preventing a collapse. And it has
worked. I think the evidence is undeniable.

Is it imperfect? Absolutely. Were there enormous mistakes made
that led to this crisis? Absolutely. And I believe fundamentally it
was an overly loose monetary policy by the Federal Reserve and
overly loose fiscal policy by Congress and the President that cre-
ated the seed beds for bubbles to form. And when bubbles form,
they burst. And when they burst, there is enormous economic
wreckage. And on top of it all, we had deregulation that left no one
watching derivatives markets that had trillions of dollars flowing
around the world unregulated, unchecked, even unrecorded.

Let us not repeat the policies that led to that collapse—an overly
loose monetary policy, an overly loose fiscal policy, and deregula-
tion that left us without any kind of oversight of extraordinarily
risky measures.

My question is simply this: Looking ahead, this is where I have
a bone to pick with this budget, and I certainly support what is
being done in the short term, but the longer term, what if the com-
mission, for whatever reason, is not formed? If the Republicans
refuse to participate, for example. Some have said they would not.
Then what?

Secretary GEITHNER. Mr. Chairman, the idea of the commission,
as you both have said so well, is to get people together, removed
from politics, to try to take a fresh look at how to dig our way out
of this unsustainable hole. And for it to work, it is going to require
Democrats and Republicans coming together, and people are going
to have to come fresh and open because it is too hard.

So we are going to do as much as we can to try to design it in
ways that will command that broad support, and I think it is im-
portant to underscore, again, how important it is that people recog-
nize now that we have to start to build that broader consensus. It
is not something we can put off indefinitely. I know many of you
would like us to be more ambitious in this budget in terms of iden-
tifying ways to bring down those long-term deficits. That is a fair
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point. I think it is important to underscore that we are recognizing
in a very clear, direct way that we have to get the deficits down
over the medium term to a level where our debt burden as a share
of the economy is no longer growing and stabilizes at a rate we can
afford and bear. And we are a long way from that point.

Next year is not too soon to begin that process, and in some ways
our capacity to be helpful now, to continue to work to help encour-
age job creation and investment, our ability to do that now depends
directly on how much confidence we create that we are going to
find the political will as a country to bring those deficits down over
the medium term.

Now, of course, we could do that successfully and still face
unsustainable long-term fiscal deficits. And as you know, our view
is that the only way and the necessary way to begin to deal with
those things starts with reducing the rate of growth in health care
costs. So that is not something that we can responsiby defer.

Chairman CONRAD. My final question to you: Will Republican
leadership be consulted on the make-up of any commission?

Secretary GEITHNER. Yes.

Chairman CONRAD. I think that is absolutely essential. And will
there be the assurances that the Vice President has provided in his
letter of the Majority Leader and the Speaker bringing the rec-
ommendations of the commission to a vote in the Congress?

Secretary GEITHNER. Yes. The basic design of this, as you know
and have worked so closely on, is you bring Democrats and Repub-
licans together, ask them to step back from politics, make rec-
ommendations that help solve these problems, and the Majority
Leader and the Speaker of the House have committed to the Presi-
dent that they will bring those recommendations to a vote.

Chairman CONRAD. Senator Gregg.

Senator GREGG. Thank you, Mr. Chairman. And you have said
a lot of things, Mr. Secretary, which I do not have time to discuss
them all, so I will just pick a couple of the highlights.

I do want to congratulate the Chairman for his history lesson. It
was accurate and correct, in my opinion, but with one caveat, one
footnote. It was actually the Chairman of the New York Fed who
took over the AIG, and it was the right decision, and it remains,
in my opinion, the right decision.

But you said, Mr. Secretary, something that I think you said it
in a way that I am not sure people focused on it, but I think it is
at the core of the issue, and that is, until the world community and
our own markets believe that we are putting in place actions which
will fundamentally change the out-year instability of our fiscal situ-
ation and the unsustainable path that we are on, we probably will
not get robust recovery because people will not be willing to invest
and people will not be willing to buy American bonds at a rate that
is reasonable. Our costs are going to go up here dramatically, I
think, within 4 or 5 years if we do not do something. We may find
ourselves—Moody’s just yesterday said they may downgrade us.
But we may find ourselves in the same situation as Japan is in
today, and we will be in trouble. The path we are on is
unsustainable and I believe leads to insolvency. And, regrettably,
the budget that was sent up—you know, you mentioned the freeze.
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I am for the freeze. But it is $10 billion on a $1.6 trillion deficit.
It just does not get us there.

You mentioned the tax increases, $2 trillion. I do not happen to
support them, but as a practical matter, you still have $11 trillion
of deficit on top of that after your tax increases.

And as I said earlier, the taxes are getting well above our his-
toric norm, but spending continues to be unsustainable at these
levels. So it is really a Never-Never-Land budget when it comes to
the out-year problem that we confront. It is almost as if it does not
admit that it exists in many ways.

We can debate later the commission and how you structure it,
but I believe the best way to approach it is another vote so that
it is statutory.

I guess I want to go, however, to this issue of your new proposals
on small business because I do not really understand them. On the
one side, you are raising the top marginal rates from 35 to 39.6
percent. Those rates are primarily paid by small businesses. Those
are mostly subchapter S corporations. They represent the majority
of people who fall into that rate category. So you are raising signifi-
cantly the tax rate on small business subchapter S. At the same
time you are claiming you are going to energize small business ac-
tivity by a $30 billion capital infusion into banks with assets under
$10 billion.

The two do not—the two are going in opposite directions, No. 1,
but more importantly—equally important, I cannot understand
why any bank in America that is not in serious trouble would ever
want another capital infusion from the Federal Government after
what they have been through during the experience with TARP.
And, therefore, how are you going to get healthy banks to take the
money, No. 1? I mean, I can understand where weak banks will
take it, but that is not going to cause lending because they are
weak. And, No. 2, why do you think a capital infusion into banks
under $30 billion with under $10 billion of assets, even if they take
it—and I would like you to explain to us why you think they will
take it unless you are going to force it on them through regulatory
oversight, which I hope you are not—why you think that offsets
these very significant increases in taxes on small business that you
are proposing, which I think weakens the energy out there to in-
vest and create new jobs and capital because people have to use the
money to pay their new tax bill?

Secretary GEITHNER. Those are excellent questions, and let me
try to respond.

The proposal we have made to allow the tax cuts on Americans
earning more than $250,000 a year to expire will only affect 2 to
3 percent of small businesses across the country. Now, it is 2 to 3
percent. These are independent estimates. They are not our esti-
mates.

Now, you can——

Senator GREGG. But isn’t it true, though, that 60 percent of the
revenues, approximately, from people paying more than 35 per-
cent;a 356-percent tax rate comes from subchapter S corpora-
tions?

Secretary GEITHNER. Well, I guess, again, the way I would say
it is—
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Senator GREGG. Which is small business.

Secretary GEITHNER. It is only 2 to 3 percent of small businesses.
That is the best measures of the overall effect. You need to look
at those alongside what we are proposing, which is we are pro-
posing to make permanent tax cuts that will affect 97 to 98 percent
of small businesses to give them additional tax relief for business
expensing, for accelerated bonus depreciation——

Senator GREGG. I support all those.

Secretary GEITHNER [continuing]. Zero capital gains rate on

Senator GREGG. Great idea.

Secretary GEITHNER. Those are things we think make a lot of
sense, that are good policy, and they are important. But I want to
come to this point about credit because it is very important, and
so I want to try and respond to your questions about credit.

One of the most effective things we can do to help credit markets
is to make sure that small and community banks have the basic
resources to expand to meet what will be growing demand for cred-
it as the economy recovers.

One of the most cost-effective ways to do that is to give them a
dollar of investment capital with a dividend for the taxpayer. Every
dollar we give them should expand lending capacity, their ability
to lend, by a factor of 8 to 10. I am not aware of any public policy
investment that offers that kind of a return.

Now, you are right. We cannot force them to come and take these
investments. In fact, what we saw across the country over the last
10 months or so that is quite damaging is we had 650 small and
community banks withdraw their applications from the Treasury to
capital for a lot of reasons. I would say the two principal reasons
they cite is concern about the perception that they would be stig-
matized for doing that—some of their competitors ran ads against
the people that took capital—but also because they were very con-
cerned about actual and prospective conditions that might apply
that might make it impossible to run their institutions.

So we are not going to be effective in trying to open up those
credit pipes unless we can design a program that makes it more
likely that they will come and use that capital to expand small
business lending.

Now, we have been able to—because we helped recapitalize the
financial system with private capital, stabilize the system as a
whole with using much less authority than Congress gave us at
much, much lower cost. And so what we propose to do is we have
reserved some of that authority—and it is a very modest share of
our remaining resources—so we can design something together
that would meet that basic test.

But you are absolutely right. We have learned something. They
need to be willing to come take advantage of that. If we can it
right, and I do not think it is that complicated to do. It is a very
high return. And I do not believe it is possible, since—small banks
are 50 percent of the credit to small businesses,to be responsive to
that credit problem without working alongside the SBA to help
small banks and small businesses.

And, I am sorry, one more comment, Senator. I think people—
it is important to get the balance right. Even though we have put
out the financial fire, and even though the actions of my prede-
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cessor, the Chairman of the Fed, the Congress in the fall of 2008,
and the first 6 months of the year were incredibly effective in put-
ting out that fire, I do not think anybody can look at this system
today—and say that the challenge is really over for small commu-
nity banks, for our housing markets. There are parts of our system
that still reflect the basic scars of this crisis, and we want to work
with you and figure out how to address that. And the architects of
the authority—and I know they are in this room—were very careful
and pragmatic in trying to make sure that we had the ability to
work through those basic credit pipes of the system. You cannot
work around them completely. You can do some things around
them, but if you do not work through them, I do not think anything
is possible.

Senator GREGG. Well, my time is up, but I just do not see how
any board of directors sitting around in a small bank in North Da-
kota or New Hampshire, unless they are in financial trouble with
their capital structure, is going to want to get the Government into
their bank after what happened relative to compensation, relative
to loan quality, relative to all the chaos that was created as a re-
sult of the Government stepping into—I just do not see how this
program probably is taken advantage of, but maybe I am wrong.

Secretary GEITHNER. That is probably why we proposed the legis-
lation. And, Mr. Chairman, could I say just one more thing on this?

Chairman CONRAD. Yes.

Secretary GEITHNER. When I hear from small community banks,
what they say is something like the following: They are very wor-
ried that financial reform is going to come out in a way that is
going to put huge new burdens on them. They say, we were not the
cause of the problem in subprime lending or the huge predatory
abusive practices in consumer credit, and we do not want you to
solve those problems on our backs. They say they are facing enor-
mous pressure from their supervisors, and there is always a risk
in recessions that people overcorrect after a period where credit
was too easy. And they say they cannot raise capital from the pri-
vate markets, even though the capital markets are much more
healthy and open to many large companies and major banks.

So those are things we have got to work on all fronts, and, the
tests of how governments deal with financial crises are really
three: Do you limit the damage effectively? And, Mr. Chairman,
you were right that we have brought it back from the brink of col-
lapse very, very quickly. The question is can you do so at low cost
to the taxpayer, and our judgment is we have a very good shot at
having solved this in ways that, in financial terms, are a fraction
of the S&L crisis, at a much, much lower cost, in a fiscally respon-
sible way. And the third test, which is still before us: Are we going
to deal with the moral hazard risk created by our response to the
crisis? Are we going to reform the system in ways that will prevent
these abuses in the future? And I think it would be important for
the banking system as a whole and for businesses to try to bring
the financial reform legislation to earth as quickly as possible so
people know what the rules of the game are, and I hope we can
work with you and your colleagues on how best to do that.

Chairman CONRAD. Senator Murray.
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Senator MURRAY. Thank you very much, Mr. Secretary. I met
with you last year when you were seeking Senate confirmation, and
I told you that people all across my State were hurting, and small
businesses were coming to me and saying they could not meet their
payroll and could not get loans, and families who had always had
good credit could not get college loans or loans to buy a home or
car, and they were pretty angry that their tax dollars were being
used to cover the consequences of years of recklessness on Wall
Street and failures of a regulatory system. At that time, you talked
to me about the need to have transparency and accountability and
said that you would focus on Main Street as well as Wall Street.

Well, we are sitting here today, we are here a year later. As Sen-
ator Conrad said, we took steps to prevent a major economic col-
lapse. But Americans are still really struggling, and, frankly, I
have not seen enough accountability to Main Street.

My constituents tell me all the time that they are not feeling the
benefits of the bailout programs that are paid for by TARP, and I
really understand that frustration. We provided assistance imme-
diately to Wall Street, but a year later, we do not see it on Main
Street. Frankly, I am pretty angry, too, because I see these Wall
Street banks that have returned to their bonus-as-usual mentality,
and that creates a lot of tension in America.

In my State in the past 6 years, over six community banks have
failed, and a lot more are struggling. We just woke up this morning
to another headline from Cowlitz County, and a small town, Long-
view, where Cowlitz Bank is being ordered by FDIC to reduce lend-
ing and cut dividends and raise capital. Those are all stemming
from bad assets on their books. This is a community with over 13
percent unemployment, and their lending has now dropped by 20
percent, which means those little businesses and those families in
that community are really feeling the pinch.

So, you know, I am glad that the President is announcing a plan
to jump-start small business lending. I do have some concerns with
the approach.

Now, back in the fall of 2008, Treasury began providing billions
under the Capital Purchase Program to small and medium-sized
banks, and the goal was to expand lending. Now, we know that did
not work. Instead of expanding lending, banks that received those
capital injections put it in to strengthen or buffer against losses.
In fact, I want to quote from the Congressional Oversight Panel
that said, “Uncertainty about risks to balance sheets caused banks
to protect themselves by building up capital, including devoting
TARP assistance to that end. One consequence was a reduction in
funds for lending and a hesitation to lend even to borrowers who
were formerly regarded as creditworthy.”

Now, I know you understand that reality, and I know that you
have stated many times, including in your testimony to the Bank-
ing Committee last summer, and you said, “Troubled legacy assets
are congesting the U.S. financial system,” and that “simply hoping
banks work off these assets would prolong the economic crisis and
increase the costs to the taxpayer.” I assume you are still there and
you agree with that.

So you can see now my concern with the administration’s ap-
proach. You have made some adjustments, and the new small busi-
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ness lending proposal is very similar to a tactic that did not work
in the past as it was intended. I think, if we are serious about ex-
panding credit availability to small businesses, that we have got to
do it in a more permanent way.

Last year—we talked about this yesterday—you rolled out the
Public-Private Investment Program, and some progress was made
on the securities side, but we need a renewed focus on getting the
legacy loan programs working.

Now, I have introduced legislation and I have made some pro-
posals that I think can help achieve that. I think there are two
things that are pretty clear that we need to make: adjustments to
the pricing mechanisms to make it economical for banks to sell im-
paired loans, and adjustments to the requirements for participa-
tion, including dividend rates, executive compensation limits, and
other factors. Those are improvements that can be made quickly,
and, frankly, they do not require legislation.

So I wanted to ask you if you agree with that and hear your com-
ments.

Secretary GEITHNER. I think I agree with everything you said,
but I want to make one point before I respond directly to that ques-
tion.

I believe that the capital investments that were placed in the
U.S. banking system were exceptionally effective in improving over-
all credit conditions, and the best measure of that is what has hap-
pened to the cost of credit for all businesses, homeowners, and mu-
nicipal governments.

Now, as I said—and I completely agree with you—there are still
a lot of challenges ahead for the banking system and for small
businesses, but the capital programs were exceptionally effective in
trying to make sure you did not have a crisis accelerate and to
make sure that the recovery was not going to be choked off because
of access to credit.

Now, I completely agree with you that there are things we have
the authority to modify under the TARP that affect the economic
terms that banks get on investments from the Treasury. I think
those are necessary, but I do not think they are sufficient.

As Senator Gregg said, there is enormous fear and uncertainty
about the broader stigma and conditions that come with the pro-
gram of the TARP.

Senator MURRAY. Right.

Secretary GEITHNER. I know you have thoughtful legislation in
this area designed to try to get directly at the legacy assets that
are still in the banks, in the banking system. I would be happy to
work with you on that. As you know, we did design—and I think
it is a very effective program on the securities side. We have made
less progress on the bank side, and partly because we have to work
in partnership with the FDIC, and I respect their reservations.
They have some understandable concerns about this stuff. But I
would be happy to work with you on how best to solve it.

Senator MURRAY. Well, I would really like to work with you on
this because of what I see. Just like the Cowlitz Bank that we are
reading about today, these banks have troubled assets on their
books, and as a result, they are not lending. Then they get in trou-
ble, and then they get closed down, and before you know it, we are



182

not going to have any community banks left. And I am deeply con-
cerned about that.

We helped the Wall Street banks, and there is a real anger at
home right now that now we are ignoring what is happening in
everybody’s neighborhood, and it is affecting their little barbershop
and their restaurant and their grocery store and everything else
that they count on for employment in those small communities.

Secretary GEITHNER. I completely agree with you about that con-
cern, and we share the basic objectives. And I just want to point
out just one clarifying remark. You know, I think a lot of the Amer-
ican people have been left with the impression that this adminis-
tration came in and put hundreds of billions of additional dollars
into our Nation’s largest banks. And that is not what we did. In
fact, what we did is very quickly make sure that the taxpayers’ in-
vestments in those banks were repaid, replaced with private cap-
ital, so that they were going to be in a stronger position to support
recovery.

The only checks this administration, this President has written
in terms of investments in our Nation’s banking system were not
to the large banks but to small community banks and regional
banks. It is important to note everything we did to try to make
sure that we were pulling the economy away from the abyss and
stabilizing people’s confidence in their savings in banks across the
country, were designed to meet exactly the challenge you said,
which is that the only thing that was guiding what we did. We
were trying to make sure we were fixing what was broken in our
broader system, so that businesses and families across the country
would benefit from more credit on fair terms. And, again, the best
test of that—and there are enormous challenges ahead—is to just
look at what has happened to credit terms and the price of bor-
rowing for a mortgage.

Senator MURRAY. All right, Mr. Secretary. My time is up, but I
would like to work with you, because unless we get to the root of
this problem, we are not going to see those banks lending.

Secretary GEITHNER. I agree with you.

Senator MURRAY. OK. Thank you.

Chairman CONRAD. Thank you.

Let me just indicate to my colleagues, we have gone really effec-
tively from 5-minute rounds to 8-minute rounds or even something
beyond that. So let me just say to our colleagues, I will extend their
time as well so they do not have to feel as though they are going
over, since all of us have. So, Senator Bunning, I would recognize
you for an 8-minute round.

Senator BUNNING. Thank you very much.

Welcome, Secretary Geithner. The Federal Reserve has been out
in the press talking about how they are going to make money on
their AIG loans. What a joke, making it sound like a good idea for
the taxpayers. However, that is not the whole truth because Treas-
ury has committed some $70 billion to the AIG bailout. So the tax-
payers are still exposed to AIG and, in fact, are likely to take
losses.

What is your current estimate on the taxpayers’ losses from AIG?
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Secretary GEITHNER. Senator, you are exactly right, and I have
made that point as clear as I can. The Government is still exposed
to substantial risk of loss in AIG.

Now, the CBO put out an estimate just a few weeks ago. It says
that those losses may amount to $9 billion. Our estimates are
somewhat higher than that. We do not actually know at this point.
And you

Senator BUNNING. Well, isn’t it true—and I do not want to inter-
rupt you, but isn’t it true in the budget submission that you made
you anticipate $30 billion in losses?

Secretary GEITHNER. Exactly. As I said, our estimates of losses
are significantly higher than in the CBO’s. They may be right. We
are trying to be conservative about it. But I want to just under-
score two things. They are a fraction of what those estimates were
6, 9, 12 months ago. They are much lower cost than any of the al-
ternatives we could have considered at that time. And, again, to
make sure we can tell the American people they will not pay a
penny of the costs of what we had to do in AIG. That requires——

Senator BUNNING. Well, that is if the Congress acts——

Secretary GEITHNER. If the Congress acts, that is right.

Senator BUNNING [continuing]. As you want us to.

Secretary GEITHNER. Well, as the law requires us to, proposed
ways to recoup those losses, which we have done. Now, there are
different ways to do it

Senator BUNNING. Mr. Secretary, the law requires you to take all
AIG-or not AIG, but TARP money and use it for deficit reduction.
All returned money, that is what the law says.

Secretary GEITHNER. That is exactly right. The earnings on
this—and they have actually been substantial in most of these pro-
grams—go directly to the budget——

Senator BUNNING. What about the cost as far as interest?

Secretary GEITHNER. Repayments, interest, too, also, dividends,
interest, warrants. But repayments also, as the law is designed, go
to reduce our deficit. And, again, it is very important for people to
understand that when I took office, independent estimates of total
costs of solving this thing were $400 billion above where they are
today. Now, that is good for our long-term fiscal challenges. That
means there are resources available today that were not foresee-
able at that time to try to deal with our

Senator BUNNING. You spoke earlier about the cost of money and
the cost for the taxpayer, homeowners, borrowers, businesses,
schools, municipalities. Would that have something to do with the
zero monetary policy of the Federal Reserve?

Secretary GEITHNER. It is very important—and you are exactly
right—that what has helped bring stability, improve access to cred-
it, and reduce borrowing costs is the combined effect of three very
important instruments: one is what the Fed did and is still doing;
the second is what Congress did in passing a Recovery Act and put-
ting a floor under a collapsing economy; and the third is what we
did to help make sure there was capital back in the financial sys-
tem and people were not living with the acute fear that we were
going to let things fall apart.

All those things mattered. They were all reinforcing. Again, just
one example. I believe even in March of this year, people expected
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house prices across the country to fall another 30 percent. What
happened in fact was you have now had 6 months of initial signs
of basic stability in housing prices, and those go directly to how
people think about their basic economic and financial security. The
value of their pension savings today in an average 401(k) is 35,
maybe even more, higher today than it was at the law. You are
right that——

Senator BUNNING. Don’t speak too soon because it depends on
the recovery continuing.

Secretary GEITHNER. It does. Exactly right. You are exactly right
about that.

Senator BUNNING. Well, if you look at today’s market, you would
not be as optimistic maybe as you were yesterday.

Secretary GEITHNER. Oh, I am a very careful person, Senator,
and I would always

Senator BUNNING. It is up 200 points today.

Secretary GEITHNER. I always underscore the fact that we are
still living with a lot of damage caused by this recession. And these
problems took a long time to buildup; they are going to take a long
time to repair and dig our way out of. And it is a responsibility I
think we all share to make sure we are doing things that are going
to help repair that damage. And we have made a lot of progress,
but there are a lot of challenges ahead.

Senator BUNNING. I just want to read from Moody’s Investors
Services as of this morning. “Unless further measures are taken to
reduce the budget deficit further or the economy rebounds more
vigorously than expected, the Federal financial picture as pre-
sented in the projections for the next decade will at some point put
pressure on the triple A government bond rating.”

“Freezing part of discretionary spending for a three-year period
beginning in the next fiscal year is a positive step from a rating
perspective,” says Moody’s Senior Credit Officer Steven Hess. How-
ever, the deficits projected in the budget do not stabilize debt levels
in relation to GDP, and the portion of government expenditures
going to pay interest on the debt shows a steady increase.”

So that brings out exactly what our Ranking Member and our
Chairman have said. Short term, OK. Long term, really not OK.

Secretary GEITHNER. I agree with that. But let me just under-
score one important thing again. We are proposing clear, specific
ways—things that are going to be very unpopular—to cut our defi-
cits dramatically as a share of our economy. We bring them below
4 percent of GDP, but as I said, that is not far enough. And that
is why we want to have a commission that is bipartisan try to work
together to figure out how to deal—to get us that further distance
so we do not have a debt burden that is going to make us weaker
in the future.

Senator BUNNING. Somebody brought up the Commission that
Chairman Greenspan headed up on Social Security. In my opinion,
it was a failure in the long run. It was a very successful Commis-
sion for the short term. In the long run, Social Security goes nega-
tive in 2017, and it pays only 73 percent of our benefits if you
project out to 2042.
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Just in very little changes in the recommendations of that Com-
mission, extending the retirement age from 67 to 70 would have
put that out to 2075, 2080 rather than 2042.

So creating commissions is not always the answer to our prob-
lems, especially one that is mandated by the Executive. I agree
with both my Chairman and my Ranking Member that if it is going
to be done, it has to be done in the Congress of the United States
to get everybody cooperating, both Rs and Ds. If we get that, then
there will be a coming together on that fiscal problem.

Secretary GEITHNER. Senator, I think you said it right, and I
think that 53 votes was not enough. On the other hand, 53 votes
signals pretty broad bipartisan support for the basic recognition.
You said it very well, which is that you are going to need Demo-
crats and Republicans to come together and propose ways to deal
with this. But ultimately Congress has to act. And, you know, com-
missions do not themselves create consensus. You have got to build
consensus across the aisle.

Senator BUNNING. I have gone a minute over, so go right ahead.

Chairman CONRAD. I appreciate the Senator. We went from 5-
minute rounds to 8 minutes, and this was 9, and that is really
what it is running, so I will allocate 9 minutes to Senator
Whitehouse, and I hope he will not go a minute over.

[Laughter.]

Chairman CONRAD. It was completely fair of Senator Bunning to
do so because, really, we were at 9 minutes with others. So 9 min-
utes, Senator Whitehouse, Senator Sanders, Senator Alexander.

Senator WHITEHOUSE. Thank you, Chairman.

Just to followup on the discussion that Senator Bunning was
having, I would be an achievable vote on the Conrad-Gregg bill if
it were clear to me that the most important part of this, which is
health care reform, was going to be handled in a health care-spe-
cific way that put reform first and did not bring in a lot of bloody
minded fiscal hawks with their knives to just cut away at benefits
because they frankly do not understand the technique and the
issues of delivery system reform, and if it were clear that there
would be a very solid process going into it where people like me
could have their voices heard. I could not have made that clearer.
I have made that clear in letters to everybody in sight. Those do
not seem to be unreasonable requests. We have never been ap-
proa}ihed on that subject. So I think there are more votes to be had
on that.

But if enough Republicans who are actual cosponsors of the legis-
lation, who have put their names behind it, can be directed by their
leadership to vote against it when it comes up as soon as it is clear
that President Obama supports it, that is a pretty strong sign that
there is mischief afoot, and it is very hard to work around that
mischief.

Two different points. One is on carried interest. As you well
know, there is a loophole that has allowed the wealthiest and best
compensated people in America, the big hedge fund managers, to
pay income tax rates by pretending that it is capital gains at a rate
that is lower than their secretary pays, at a rate that is lower than
their driver pays, at a rate that is lower than their gardener pays.
And the image to me of some person earning tens, hundreds of mil-
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lions of dollars a year sitting in their private jet and looking out
the window at the father of four who is busy loading their luggage
in the rain into that private jet and the guy inside the private jet
with the champagne glass is paying a lower income tax rate than
the fellow out working hard, showing up every day and loading lug-
gage in the rain, to me that is just something that is very, very
wrong with America. And it is in the Obama administration’s budg-
et to fix this. I applaud him for that.

What I would like to ask you, Mr. Secretary, is: What will the
Treasury’s position be on this? Are you just going to run up a flag
saying we nominally support this? Or when it comes to the real
crunch on this politically, are you going to be there with us? Are
you going to be in there fighting in the political scrum that it is
going to take to get this change made?

Secretary GEITHNER. Absolutely. Absolutely. And I personally am
very supportive of this. In fact, it is just a basic thing of fairness.

Senator WHITEHOUSE. It is sickening, frankly, not to have it
straightened out.

Secretary GEITHNER. Why should somebody running a private eq-
uity firm or a hedge fund face lower taxes on income than a teach-
er and firefighter. It is a simple thing. And, you know, I think this
is a very compelling thing to do. We had decades where we had an
alarming, damaging, corrosive rise in income inequality across this
country. Changes to the tax system made that worse.

It is a very important thing to public confidence in our system
that we restore a sense of balance and fairness to this. And even
though that measure does not produce a lot of revenue, it is good
economic policy, and I think it is fairer. And I frankly hope that
we can work with our colleagues in London as well to try to make
sure they are making comparable changes, too.

So I think it is good policy, and I personally am very supportive
of it, and we will fight for it.

Senator WHITEHOUSE. Good. Well, it is very important to me to
hear you say that. Like Ronald Reagan, I intend to trust but verify.
And I very much hope that you and the administration can be as
powerful in the fight as in the starting efforts.

The other point that is very important to me is the continuing
problem of foreclosures. I have had several hearings on foreclosures
in my dJudiciary Subcommittee. The stories are just appalling.
When somebody has to go and tell their daughter that she is going
to lose her bedroom and that all the stuffed animals have to be
packed and that they are going off, it is a terrible family catas-
trophe when that happens.

When they then have to deal with a servicing company that is
not the bank, that cannot answer their questions—dJoe Burlingame,
a firefighter from Woonsocket, told me at one of the hearings about
the absolute nightmare that his family was put through just trying
to deal with the bank. Another guy, Joe Verdelotti, who is an elec-
trician in West Warwick, told me about his wife and he having to
basically pass the phone when he came home from work and she
went off to work because they were stuck on the phone going from
voice-mail to voice-mail to push button 2 to push button 3 for so
many hours, 6, 7, 8 hours. Over and over again, the personal cost
of these foreclosures really comes home to roost on people in ways
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that are agonizing, in ways that are frustrating, in ways that are
painful. And it strikes me that we have a clear and simple way,
a market way to find the floor, the actual market floor on the
prices of these houses, and to move on and to cut through all of
the clutter, all of the delay.

And, by the way, this is not non-HAMP banks. This is people in
the so-called HAMP program still getting just crushed by it. And
that is to enable somebody when they are frustrated enough to say,
“You know what? To hell with it. I am going to go to bankruptcy
C(ﬁurt, and we are going to get this straightened out once and for
a .”

I think the instant that that can happen, the entire industry will
adapt. You now have a solid, fair, neutral marketplace to decide ex-
actly what that real value is and everybody else has to adapt. In-
stead, the procedure that you have followed has been to put it on
the banks to make the decision about how much money they are
going to lose. That is a very hard call to ask a bank employee to
make. It is very easy to kick that down the road. And as they kick
it down the road, that family continues to be tormented because
they are on the other end in a lot of misery.

Will you please support the change in the law that would allow
a residential primary mortgage to be reset in bankruptcy the way
every other debt can be and not just give it lip service but get in
there and fight with us for this? I think in the long run it will actu-
ally be better for the banks because of the long agony that they are
going through, frankly, it does not help anybody to have this artifi-
cial circumstance. There is a price for that house. The bankruptcy
court will set it. It is a market and you move on, and that is the
discipline that we should be pursuing.

Secretary GEITHNER. Senator, I completely agree with you that
housing still seeing enormous devastation, and it is a basic symbol
of all what was wrong in this crisis, what is unfair in it, because
you saw people that were completely responsible that are the vic-
tims of the fact that other people were taken advantage of, lived
beyond their means, and you are seeing it directly affect the value
of their house, the prospect of keeping their house. It is deeply un-
fair, fundamentally unfair, and I completely agree that we have an
obligation to do as much as we can to make sure that people who
can afford to stay in their house do so as well. And it is not some-
thing that you can solve with a single instrument, and you know
the President has been supportive of carefully designed bankruptcy
reform to reinforce this objective.

Now, we are trying very hard

Senator WHITEHOUSE. The President has been supportive, and he
actually supported the legislation when he was a Senator.

Secretary GEITHNER. He did.

Senator WHITEHOUSE. But when we actually tried to bring it up
last year, I would describe the support that his administration offi-
cials provided that effort as nominal at best.

Secretary GEITHNER. Senator, I just want to say that we are com-
mitted to continue to work to do everything we can to be helpful
in trying to not just put stability on things, but try to make sure
that we are reducing, to the extent we can, the amount of fore-
closures out there still ahead of us. And I completely agree with
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you that we need to get—that banks and servicers need to do a
much better job of trying to make sure they are converting these
modifications to permanent modifications, and they are very sub-
stantial benefits——

Senator WHITEHOUSE. They would not need to do a better job or
they would immediately do a better job if the consumer could go
to the bankruptcy court and force that process, at least for those
that are service mortgages and not held by a bank.

I apologize. I am 20 seconds over. Thank you, Chairman. I appre-
ciate the indulgence.

Chairman CONRAD. Senator Alexander for 9 minutes.

Senator ALEXANDER. And 20 seconds.

[Laughter.]

Senator ALEXANDER. I will give back 20 seconds.

Mr. Secretary, welcome to the Budget Committee, and thank you
very much for your service to our country. You mentioned in your
testimony how entitlement spending and the contribution that has
made to our deficit, and particularly those in the last administra-
tion. I remember going to an entitlement summit that the Presi-
dent had last year.

How much of the debt problem, getting it under control in the
long term, will have to do with getting control of entitlement
spending?

Secretary GEITHNER. The long-term problem, once you look be-
yond the next 10 years, is really overwhelmingly a combination of
two factors. One is the fact that our economy is aging, more people
are retired relative to how many people are working. But that is
much less important than what has happened to health care costs
and what is still projected to happen to health care costs. And that
is why I think many people believe that the best path and the only
path to fiscal responsibility over the longer term has to go through
health care reform that reduces the rate of growth in costs.

Now, in the near term, the next 10 years are not the near term,
but the near-term factors are overwhelmingly the consequences of
a bunch of policies that were adopted over the last decade and just
the huge damage to our revenue base and the interest costs associ-
ated with this recession.

Senator ALEXANDER. But, Mr. Secretary, I happen to think enti-
tlement spending is the big gorilla that we need to work on. But
if that is true, then why would the administration’s budget propose
moving a half trillion dollars over the next 10 years into new enti-
tlement spending in the Pell Grant program? We all like college
scholarships, but isn’t this an example of just saying I see the prob-
lem, the boat has a hole in it, and so what I propose to do is just
put some more holes in the boat? Wow could we possibly be think-
ing about adding a half trillion dollars in 10 years to new entitle-
ment spending, no matter how worthy the goal?

Secretary GEITHNER. Senator, the President’s view, is that a dol-
lar of help to make higher education more affordable, again, has
very high returns to the overall American economy, and that is the
judgment we are making. Again, the test we all face is to do things
that have a high return for every dollar we are proposing to ask
the taxpayers to put up. And I think making higher education more
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affordable absolutely meets that test and is one of the most effec-
tive things we can do.

Senator ALEXANDER. The President mentioned free trade in his
State of the Union address as one part of job growth, and he men-
tioned Colombia. Does that mean we are likely to see the Colombia
Free Trade Agreement resubmitted to Congress?

Secretary GEITHNER. Senator, we believe that the three agree-
ments pending can be strengthened and, if enacted with the right
set of protections, would be good for expanding exports. But as the
President also said in the State of the Union, we want to work with
countries around the world on a new multilateral agreement that
offers those same basic protections, expands markets, and we want
to make sure we are in the game in Asia, too, as other countries
move to work on that. But, of course, for these to work, they have
to provide strong protections for American workers, and they have
to provide a level playing field for American companies.

But one of the best things we can do for future growth is try to
make sure that we are part of this, economies that are growing
most rapidly, and American companies and workers are able to
share in those gains.

Senator ALEXANDER. In looking for ways that Democrats and Re-
publicans can work together, I was especially pleased to see the
President’s comments about a new generation of nuclear power
plants, about his recommendation for $54 billion of loan guarantees
for nuclear plants, and his appointment of a commission for dealing
with used nuclear fuel. I have been afraid that we are going to
have an energy policy that amounted to the energy equivalent of
going to war in sailboats by using windmills for this big economy.
And I am very encourage by this.

I am wondering if as this policy evolves and matures we will ever
get to the point where we can support—as Senator Webb and I do
in our legislation on alternative energy and doubling nuclear
power—technology-neutral policies rather than this subsidy for
wind and this subsidy for solar and this subsidy for geothermal and
this subsidy for nuclear, where we have loan guarantees and pro-
duction tax credits and other appropriate things that led us toward
carbon-free electricity, if that is the goal, rather than picking and
choosing winners and losers.

Secretary GEITHNER. Senator, I cannot speak to the specifics of
that proposal, but I agree with the general principle that our job
should be to get the incentives right to encourage people to use en-
ergy more efficiently and make sure that we are encouraging clean-
er sources of energy use. But we want the technology—we want
there to be innovation in technology, and we want to make sure
that technologies that offer the best return on those two objectives
are the ones that end up dominating the field.

Senator ALEXANDER. What is the plan for getting rid of the Gov-
ernment’s investment in General Motors? I had suggested that we
just declare a stock dividend and give the stock back to everybody
who paid taxes last April 15th. Senator Warner and Senator Cork-
er have a different proposal. It seems to me the sooner the tax-
payers get out of the auto business, the better. What is your

Secretary GEITHNER. I could not agree with you more.

Senator ALEXANDER. So when are we going to do that?
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Secretary GEITHNER. We are going to do it as quickly as we can,
and I think that there is a lot of merit in what Senators Warner
and Corker have described, have proposed, which is to try to make
sure that we are managing down those investments as quickly as
possible. And, of course, our obligation is to try to make sure we
are getting the Government out of that as quickly as possible, but
doing so in ways that offer really the best return for the taxpayer.
A lot of merit in those suggestions, though, and we are working
very closely with them.

Senator ALEXANDER. I still like the idea of the stock dividend.
That would get rid of it quickly, and it would make everybody a
fan of General Motors who happened to own a few shares of GM
stock, and maybe they would go buy a GM car.

Secretary GEITHNER. Senator, just again as a test of our basic
theory and approach, if you look at what we have done in the
major banks, we have been very successful in making sure private
capital came in to take us out, leaving them in a better position
than if the Government was in there. And the return to the Amer-
ican taxpayer, in terms of dividends, warrants, on those invest-
ments was very high. It does not do anything close to capturing the
full cost of the crisis to the economy as a whole, but it shows a
basic principle that has guided our approach, and we are going to
bring that to everything we have done.

Senator ALEXANDER. My last question is as much an observation
as a question. Senator Gregg has suggested that the President
might consider encouraging another vote on the Conrad-Gregg com-
mission. I hope you will take that seriously. The fact of the matter
is that the President’s support came over the weekend before the
vote. I understand it was difficult because there are 23 Democratic
Senators who were opposed to it, some of them very senior, and
many senior Members of the House. It is a big decision to make.
And it was sort of a general endorsement.

A President of the United States who is a Democrat, who has 59
or 60 votes in the Senate, who has 17 or 18 Republican votes for
something that is important to him, ought to be able to pass it.
And perhaps a way to do that is to say we did pretty well there,
a Democratic Senator is leaving and a new Republican Senator is
replacing him; you are gaining one vote in support there. The Dem-
ocrat voted no, the Republican said he will vote yes, so you are up
to 18 Republicans who have said yes, they will vote for it.

So it might be that with an amendment or two and some con-
sultation that it would pass, and my own judgment is, looking at
what happened to President Bush’s tax reform commission, for ex-
ample—which was a pretty good report by some pretty good people,
but it just never went anywhere. It just went up on the shelf like
a lot of commission reports. I think we are much more likely to get
down the road toward deficit reduction with a statutory commis-
sion modeled along the lines of the Conrad-Gregg commission than
we are with any Presidential commission, no matter how well in-
tended.

Secretary GEITHNER. I agree with much of what you have said,
Senator, and, again, we are trying to take the best of Conrad-
Gregg, Gregg-Conrad, and the Reagan-Greenspan Commission,
which, I think is the only really successful example we have. And
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in its structure, it is fundamentally different from all the other
commissions in between, and I think because of that we think it
has a pretty good chance.

Now, before the President made that statement that Saturday,
he and the Vice President had been working very hard to try to
build consensus on an approach. And, again, I would take some en-
couragement from the fact that you see people on both sides of the
aisle now say again that deficits matter, that our deficits are
unsustainable, that our recovery today and our long-term economic
health depends on dealing with these kinds of things, and the
world is watching us and they want to know whether we are going
to have the capacity to build consensus on these things.

Chairman CONRAD. Senator Sanders is recognized for 9 minutes,
and with a little slop over on the last one, so we will allow that
here as well. Senator Sanders.

Senator SANDERS. Thanks very much, Mr. Chairman, and, Mr.
Secretary, thanks for being here.

Mr. Secretary, the name of this Committee is called the Budget
Committee, and obviously every member of this Committee is con-
cerned about record-breaking deficits and a $12 trillion national
debt. I have to say—and I say this to my friend Senator Gregg, as
I suggested through the Chairman last week—that I get a little—
I understand that we have got to look forward and not backward.
That is clear. We are all in agreement on that. But I do get a little
bit tired of being lectured about how serious the deficit crisis is
today by, in many instances, the exact same people who caused the
deficit crisis. And I want to make this clear so I do not have to re-
peat it at every meeting that we are in. [—and many of us—did
not vote for the Bush tax breaks which cost $600 billion over a 10-
year period without any payment for them. I believe Senator Gregg
and many others on the other side did vote for those.

I did not vote for the war in Iraq for a number of reasons, not
least of which there was no mechanism to pay for that war. I be-
lieve my Republican friend Senator Gregg did vote for that war.

I did not, when I was in the House, vote for the insurance com-
pany and drug company prescription drug Medicare bill, which
could have been paid for by negotiating pharmaceutical prices with
the drug industry. Many of my Republican friends voted for that.
Senator Gregg, you voted against it. But you voted to waive the
budget rule so that it, in fact, did not have to be paid for.

I did not vote for the Wall Street bailout of $700 billion, and, in
fact, I brought forth an amendment which said that if you were
right, if the Bush administration was right, let us pay for it. Let
us do a surtax on the very wealthiest people in this country so that
if it was needed, it could be paid for.

I do not support, as Senator Gregg does, the repeal of the estate
tax which would provide $1 trillion in tax breaks to the wealthiest
three-tenths of 1 percent over a 10-year period.

So all that I say—and Senator Gregg is a good friend of mine.
We are neighbors. He is a serious guy. But please do not lecture
us when many of us voted exactly in opposition to running up the
huge deficit that we have.

My question is: Do you agree?

[Laughter.]
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Secretary GEITHNER. I agree that Senator Gregg is a careful,
thoughtful person with a great record on fiscal responsibility. And
I agree with you—

Senator SANDERS. Ohhh.

Secretary GEITHNER. And I agree with you——

Senator SANDERS. You agree with Senator Gregg and myself.
Now, that is a tough one, right?

Secretary GEITHNER. We are all trying to find common ground.
And I agree with you that it is important for people to recognize
that we are living today with the choices made over a long period
of time to not pay for new things that are very expensive.

Senator SANDERS. Well, that is true, but I think you are being
too gentle in saying there were people who voted to run up a huge
national debt and some people of us did not.

The past is the past. I acknowledge that. We have got to look to
the future. But it is not fair to say all of us did this. Some of us
did not. All right. Now let me get to areas where you do not agree
with me.

I applaud the President for keeping in his budget a proposal to
let all of the Bush tax breaks for the wealthiest 2 percent expire
at the end of this year. My question is: Why didn’t the President
propose repealing these tax breaks for the wealthy right now,
which I understand would have brought in another $100 billion in
that 1-year period?

We have, as you know, Mr. Secretary, the most unequal distribu-
tion of income and wealth. I think Senator Whitehouse made some
very appropriate references to the outrage that the American peo-
ple are feeling as the middle class collapses and the people on top
get, you know, tens of millions of dollars in bonuses.

What is the problem with beginning to address that problem
now?

Secretary GEITHNER. Well, Senator, I just want to say—and I
completely agree with you, our tax system today is not fair and the
burdens are not shared equally.

Senator SANDERS. So why aren’t we moving aggressively to ad-
dress the——

Secretary GEITHNER. Well, they are scheduled to expire at the
end of this year, and we think that is the right time for them to
expire.

Senator SANDERS. Why?

Secretary GEITHNER. But it is not——

Senator SANDERS. Why? I mean, in other words, you are right.
They are schedule, but you could have

Secretary GEITHNER. I do not think it was necessary to pull them
forward, and as you know, we are trying to balance the basic im-
perative of trying to make sure that we are all focused on doing
everything we can to fix what was damaged in this recession. We
are going to keep our priority on that, but we think the country can
afford to let those tax cuts expire, and we think it is time to do
some modest things to make the system more fair, and that is part
of it.

Senator SANDERS. Well, I do not know that I agree with you. I
do not
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Secretary GEITHNER. I did not expect you would on this, but I
think that is the best way to state the rationale.

Senator SANDERS. OK. I think underlying, everybody here knows
that there is a tremendous amount of anger out there, and it is
manifested in many ways. I think the Wall Street bailout and the
bonuses given to the people who helped cause the worst recession
in the modern history of America is certainly an integral part of
that appropriate outrage. And I think that the faster the Obama
administration says that we are going to address the reality—all
right? You say we cannot move faster. We have 19 percent of our
children living in poverty. That is the highest rate of childhood pov-
erty in the industrialized world. Right? That is an international
disgrace. And yet we have a totally inadequate child care system,
totally inadequate education system, as the President understands.

So I do not think it is a good enough response to say, well, you
know, we are moving along a timeline. People are increasingly frus-
trated about income and wealth inequality in America. You are
doing some steps that are right. But I would hope that you would
be more aggressive on that.

Now, let me ask you a next question. We bailed out our friends
on Wall Street whose dishonesty and greed has resulted in some
17 percent of our people being unemployed or underemployed, a
total economic disaster. One of the outrages, when we talk about
why people are angry, one of the reasons is we bail out these
banks—Citigroup, Bank of America, et cetera—and then they
charge people 25, 30 percent interest rates on their credit cards.

Will the administration come forward and say that is usury, that
is immoral, that is wrong, we should do with the private banking
system what credit unions do, have a cap of 15 percent, except
under exceptional circumstances go to 18 percent? Can the admin-
istration come forward and say, thanks, no more than 15-plus-3 on
your interest rates on credit cards?

Secretary GEITHNER. Senator, I support what Congress took last
year in putting in place sweeping reforms of consumer credit prac-
tices to try to end the abuse and predation that we saw across the
system. That was a tragic failure of Government. I am very sup-
portive of those changes. We would be happy to work with the Con-
gress on additional reforms like we are doing in financial reform.

I personally do not support the imposition of a cap on interest
rates because I do not think it is the best way to try to make sure
we are preventing abuse and predation. But I understand why you
support that. I respect your views on it.

Senator SANDERS. Well, it is not hard to understand. Talk to any-
body, talk to any of the hundreds of people who have called my of-
fice, and you will understand it. Tell me why we should not address
a situation where a working person—do you agree that 25- or 30-
percent interest rates is usury?

Secretary GEITHNER. What I believe very strongly—and I think
this is a deep failure of Government—is that we allowed a level of
abuse and predation to happen across the system with appalling,
terrible consequences. And I think it is very good that Congress
moved last year, even in the depths of the crisis, to start to address
that. But that is why we are working so hard to try to make sure
that we are putting in place a broader set of reforms——
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Senator SANDERS. You are not answering—well, I guess you are
answering. You do not agree. I mean, you could do all the kind of
talking you want, but people will still be paying 25 or 30 per-
cent

Secretary GEITHNER. We have to act. We cannot talk about it. I
agree with that.

Senator SANDERS. But you do not agree with me. You do not sup-
port a cap on interest rates.

Last question. We are running out of time. There is widespread
support for more transparency at the Fed. Above and beyond the
TARP, we lent out trillions of dollars at zero-interest loans. Sec-
retary of the Fed Bernanke refuses to tell us who received those
loans. Do you believe that the American people have a right to
know who received trillions of dollars, which financial institutions
received trillions of dollars of zero-interest loans?

Secretary GEITHNER. I personally am very supportive and will
work to help support broader improvements in transparency by the
Federal Reserve System. But I think it is very important we not
take steps that would undermine—and you are not proposing this,
I do not believe—the independence of the Fed or put us in a posi-
tion where the Fed’s ability to do what was absolutely essential in
this crisis

Senator SANDERS. Do you support letting the American people
know who received trillions of dollars of zero-interest loans?

Secretary GEITHNER. Well, again, as I said, there is a very good,
constructive set of reform proposals now working its way through
the Senate that would bring substantially greater transparency,
and I will support those. But the two qualifications I would put on
that, just to be direct—and I am disagreeing with you respect-
fully—is not to threaten the independence of it and not to limit the
Fed’s capacity to do the essential thing in future crises.

Senator SANDERS. All right. Thank you.

Thank you, Mr. Chairman.

Chairman CONRAD. Senator Cardin, for 9 minutes and some.

Senator CARDIN. I thought it keeps on accumulating, so I thought
I would get more. That is why I came in a little late. Secretary
Geithner, I was here during your testimony, and let me thank you
for your service to our country and thank you for your presence
today and your testimony.

Your opening statement is very clear about the need to create
more jobs in America, and everything seems to be centered around
how we can get job creation in America and get our economy back
on track.

You also talked about international trade. The President talked
about international trade in the State of the Union address. He
wants to double our exports, and I think each one of us would
agree with that. I appreciate the comments you made in response
to one of my colleague’s questions about strengthening inter-
national understandings, particularly on a multinational basis. And
I strongly support that as it relates to labor and environment, but
I would also add as it relates to dumping and other enforcement
issues that we should be equally aggressive about.

Let me raise what I think is the largest single issue. China is
the largest growing market. Currency manipulation is well known.




195

If we are going to have a level playing field, why won’t the admin-
istration be more aggressive on the currency issue so that we truly
have economics dealing with the market penetrations, allowing us
greater access to the Chinese market?

Secretary GEITHNER. It is a very important issue, and I agree
with you about the importance of China moving. And I think it is
actually quite likely China will move. I think they recognize this
is important to them in their interest as well, and it is an impor-
tant part of what we are trying to do generally, trying to make
sure that the world is growing, not on the basis of an investment-
led, export-heavy model again, but growing with stronger consump-
tion, stronger domestic demand, and that requires a level playing
field for American exporters generally. We are going to work very
hard to encourage those changes. And I share your view about the
importance of seeing more progress across the board in this area.

Senator CARDIN. I would make one final observation. You are an
economist in that you understand

Secretary GEITHNER. I wish—I do not think I wish I was, but I
am not an economist.

Senator CARDIN. You have a strong background in economics and
finance.

Secretary GEITHNER. Fortunately, I am not an economist.

Senator CARDIN. You certainly support allowing currency to
reach its true level. I cannot believe that you would feel otherwise.
So the only issue is transition. How do we get there? It seems to
me that we have just been dragging our feet on this and have not
made it the priority it should.

I am certainly sympathetic to allow transition time so there is no
major disruption of markets. But if we are not more aggressive on
this and we solely depend upon the Chinese to decide when they
are going to allow their market to fluctuate, we do a disservice to
U.S. manufacturers and producers, and it is going to be extremely
difficult to double our exports, as the President wants.

I want to address a second point here, which is health care,
which has come up several times during this hearing. Businesses
in my community have a tough dilemma. Small business owners
are really deciding whether to hire another employee or pay their
insurance premiums. Consumers thinking about buying an auto-
mobile have to look at the medical bills they have on the counter
that have to be paid. And I can tell you about people who are
locked in their jobs because they cannot get insurance anyplace
else, and they could well have more productive employment, but
they cannot change jobs because of our health care system. I could
also talk about the burden of health care costs on businesses in
America trying to compete internationally, or about how health
care expenditures are affecting our budget deficits in large meas-
ure.

We need to be clear with the American people about what will
happen if we do not get health care costs under control. We have
an opportunity in this Congress to get it done. But we cannot con-
tinue this current trend—in my State, we are expecting in the next
8 years the cost of a family’s health care plan to double from
$12,000 to $24,000 a year. That is going to be a huge drain on our
economy in creating jobs.
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We could all do a better job of articulating the importance of
health care reform in getting our economy moving.

Secretary GEITHNER. I could not agree with you more. I thought
you said it perfectly. The current system is enormously unfair and
puts huge, vivid costs, conspicuous costs, and hidden costs on small
businesses, not just on people that do not have health care, but on
the businesses we depend on to grow as an economy as a whole.
You said it exactly right, and if people said it the way you did, then
you might see broader support for this.

But it is good long-term fiscal policy, it is good policy for the
American economy and American business, and it is fair and just
for people who are denied coverage, do not have access to health
care now, and this is something that should be very important.

Again, if you just go back a few months ago, you would see
health care costs by businesses cited as their principal concern
about their ability to grow and compete.

Senator CARDIN. I want to get to the deficit, because everybody
here has talked about the deficit. The deficit is way too large. We
have got to get it under control. And Senator Sanders made a
strong point about opposing the policies that led us into this deficit.
I can cite my opposition to many of the policies that led to these
deficits, including the unfunded tax cuts.

But the point is that entitlement reform starts with health care.
It is very tough to say we are going to reform Medicare and Med-
icaid without dealing with the underlying cost of health care. All
you are doing is cost shifting in that case. Maybe seniors will pay
more for their health care. They are already paying too much. But
if we are going to get entitlement reform that is going to help the
Federal Government with health care, I do not know how you it
can be done without getting health care costs under control.

Secretary GEITHNER. You are exactly right. If you care about fis-
cal responsibility, if you are worried about our long-term deficits,
as everybody has to be, there is no path to address that does not
go through health care reform that reduces the rate of growth in
costs. That is very hard to do, but there are some very sensible,
powerful approaches that have moved through this body that would
make a huge contribution to that goal, and you said it exactly
right.

Senator CARDIN. I want to talk about small business. You talked
about small business. I very much appreciate that. You talked
about community banks, and I strongly support what you are doing
in trying to help our community banks.

I would make one observation. If you look at the banks that re-
ceived the funds from the bailout, and you look at the amount of
moneys that they have received in assistance and the amount of
loans they made to small business in 2008, is less than 1 percent.
The total number I have is $238 billion in bailouts, and the number
I have for small business loans is $1.26 billion in small business
loans in 2008. I know they got the money in 2009, but I am just
trying to say they do not have a good history of loaning moneys to
small businesses.

Secretary GEITHNER. Actually, they got the money in 2008. We
took it back and replaced it with private capital in 2009.
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Senator CARDIN. They do not have a good record. We are all
going to keep the pressure on the larger banks to make small busi-
ness loans, but it is going to be a struggle.

Secretary GEITHNER. Right. You are exactly right. Again, about
half of small business lending comes from small community banks.
The other half comes from larger institutions, and we are working
very hard to make sure that we are improving those credit chan-
nels that are opening up again. And I believe we are making some
progress.

Again, the most important thing for a business is: Is there going
to be demand for my products? What all small businesses cite
today, their first concern is: Are we going to be growing? Are we
going to face growing demand for our products? But credit is part
of that, and that is why we should work on this front, and I agree
with what you said.

Senator CARDIN. You are focused on it now, and we thank you.
It is going to require a continued focus.

Secretary GEITHNER. I completely agree.

Senator CARDIN. It is not going to be solved in the next couple
months.

Secretary GEITHNER. I agree. The costs of these things go on for
years, and you cannot stop early.

Senator CARDIN. And the last thing I would say—and you point-
ed this out—helping community banks makes sense. I believe we
have got to strengthen the SBA even more. I agree with the re-
forms that you are asking of SBA. I would give them more re-
sources in addition to this.

But if you do not deal with the regulators and the pressure that
the regulators put on the community banks, on the loans that they
are making, even though these loans are guaranteed by the Gov-
ernment, it is going to put a lot of pressure on them not to make
the loans to the small businesses. So it has to be done in conjunc-
tion with an overall strategy that will release money to allow small
businesses, which are the economic engine of America, to be able
to create the jobs we need.

Secretary GEITHNER. I agree with you. It requires capital, SBA,
clarity in the rules of the game, and reform, and we want to make
sure there is a balanced approach taken by supervisors across the
country so that they are not getting in the way of banks meeting
demand of viable businesses to expand.

Senator CARDIN. Thank you, Mr. Chairman.

Chairman CONRAD. Thank you, Senator Cardin. And you actually
came in under the overage. So you get a special commendation.

[Laughter.]

Senator CARDIN. I will take it another time.

Chairman CONRAD. Let me go back to the question of credit, if
I could, and Senator Gregg has got a few more questions as well.

You know, if we look at what happened to the TED spread, the
difference between the Fed can borrow for and what the London
Interbank Overnight Rate is, during the height of the crisis that
was 9 times normal. That has come back to normal. That is a re-
markable change, critically important.



198

I cited earlier the turnaround in economic growth from a nega-
tive 6 percent the first quarter of this year to positive 5.7 percent
the last quarter. That is a remarkable turnaround.

The job losses from 700,000 a month at the beginning of last year
to 60,000 a month in the last month.

So those who assert none of this is working are to me detached
from reality. Clearly, this is moving in the right direction. But we
have got two issues.

One is the credit front because small business continues to report
to us, and you heard it all around the table here today. I had a
case brought to my attention. The guy had a $10 million line of
credit. He never missed a payment, never late in a payment, and
he has his credit line pulled. He goes to his lender and he says,
you know, “Hey, I am making all my payments, always have, will
continue, continue to be profitable.” And the bank says to him, his
primary lender, “This had nothing to do with you. It is a cir-
cumstance in which our balance sheet has been impaired by other
bad loans, and we have to“—“we have made the judgment, you and
others are having their credit lines pulled because we have got to
rebuild our balance sheet.”

That continues out there, and I think you have heard it loud and
clear here today, and obviously you have a plan to respond.

You know, the question in my mind is: With the $30 billion from
TARP to help small business, if those small lenders, for whatever
reason, are not willing to take that money, what is the back-up
plan? What is the alternative? Is there a way—I had a bank in my
State that took money and then had ads run against it by their
competitors that they had taken these funds.

So if that is an overhang in the market, how do we make certain
that this is effective in terms of getting credit out?

Secretary GEITHNER. I think you said it exactly right. I think we
have just got to keep working on it, and we need to help make sure
that people up here understand that this is good policy, it is good
for business, it is fair. And if you scare them to death, they are not
going to come. Banks will not come. Strong banks will not come.
So it will take work. It just takes some work, but I do not think
this is beyond our capacity to solve.

Again, I was in Minneapolis last week, and there was a small
bank there that could stand up and say, as many, many banks can
say, “I got some capital from the Government. I substantially ex-
panded lending because of that. It was very helpful, very effective.”
And they can point to their business customers that have loans
today, can expand today because of that. We cannot solve these
problems if we stigmatize or scare the people we have got to work
with to make credit more available.

Chairman CONRAD. Senator Gregg.

Senator GREGG. Thank you, Mr. Chairman.

I suppose I should respond to Senator Sanders, even though he
is not here, and I appreciate that the Chairman does not want ex-
changes, so I did not participate in that. But, you know, in court
proceedings, there is something called judicial notice, you know,
such as that water runs down hill. I think we can take judicial no-
tice of the fact that a socialist Senator from Vermont and a con-
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servative Senator from New Hampshire are not going to agree, and
I am going to accept that.

This issue of recruitment, as you know, under the TARP lan-
guage this tax on banks, which you are proposing to recoup the
cost of the underlying event, was not supposed to occur until 5
years. Now, we picked that date because we had presumed we
would have a better sense of exactly what we needed to recoup.

It appears from your numbers that you have testified to here
that for the most part you are going to get the bank lending—to
the extent you capitalize banks, you are going to get that money
back with interest. And you have gotten from the big banks almost
all of it back with interest. From your middle-sized banks, you
have still got some out there, and you are talking about putting a
little more out.

The real place where we have not recouped yet is the automobile
companies. Now, I saw where GM said they may pay back at least
some portion, maybe their preferred but not their equity positions.
So isn’t this premature to initiate this recoupment exercise in a
context—in fact, AIG is another example. You said it is going to be
30. CBO says it is going to be 9. Chairman Bernanke said it was
going to be zero.

Secretary GEITHNER. I agree with what you said, and we do not
really know fully the ultimate cost of this thing. It is unclear. And
the costs will come overwhelmingly from the combination of what
we had to do in AIG, what the previous administration initiated in
autos, and what we are doing in the housing side. And you are
right. We will not ultimately know the full costs for some years to
come.

But there is a basic

Senator GREGG. Doesn’t the law also say the recoupment exercise
is supposed to start 5——

Secretary GEITHNER. No, it said I did not have an obligation to
propose how to recoup until, I believe, 3 years out. But you may
be right about the law thing. Let me just say why I think this is
fair and important. A basic principle we are trying to underscore
in financial reform is to say that we are going to create a system
in the future where taxpayers are not exposed to the risk of loss
if the Government has to act to put out a financial fire, and we
want to make sure that the industry that benefits from those ac-
tions is bearing the costs of solving the crisis.

We have proposed that in financial reform. We want to make
sure that you are going to have a system that can put these large
institutions through something like bankruptcy, and to make sure
as that happens taxpayers are not exposed to any risk of loss.

So we thought it was very important consistent with that prin-
ciple, building on the model the FDIC uses now, to try to make
sure that the large institutions that benefited the most are bearing
the costs of the crisis and that we do so in a way that can help
address this broad “too big to fail” problem by putting a fee on le-
verage and on risk. And we think we can begin that process now
without putting at risk the broad progress we have achieved in try-
ing to stabilize the system and bring down borrowing costs.

Senator GREGG. Yes, but first off, the law is pretty specific, and
I understand you are not familiar with it, but it is Section 134. It
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says the recoupment exercise, the President shall submit a legisla-
tive proposal that recoups from the financial industry an amount
equal to the shortfalls in order to ensure that the relief program
does not add to the deficit or to national debt. That is supposed to
be submitted 5 years from now.

Secretary GEITHNER. Right. I apologize about the 5-year thing,
but I think it is important to remind people of that obligation. We
are trying to meet that obligation. We are doing this a little sooner
than we needed to.

Senator GREGG. Yes, but there may not 5 years from now be any-
thing to recoup. In fact, we may actually have a positive cash-flow.
So that is why we put it out 5 years.

Secretary GEITHNER. That would be great, but

Senator GREGG. So are we going to return this tax if we have a
positive cash-flow?

Secretary GEITHNER. Again, we think that there is still signifi-
cant risk of loss, and we need people to understand that taxpayers
are not going to bear a penny of that.

Senator GREGG. Well, I appreciate that, but right now the people
that you are asking to pay for it have for the most part paid their
money back with interest. If you really are assessing this against
significant potential for loss, it should be assessed against the auto
industry, right?

Secretary GEITHNER. Well, I do not think there is a fair way to
do this. It is important for people to recognize—and I know you
do—that the large institutions got enormous benefits from this not
captured by the return to the taxpayer in dividends and warrants.
And the costs of this crisis go well beyond the financial accounting
costs that you see reflected in CBO estimates of losses. And so
there is just a basic principle of fairness and fiscal responsibility
to underpin what you helped write into law to say taxpayers should
not be exposed to loss. We proposed what we think is a fair way
to do that.

Senator GREGG. Well, are you setting a precedent now that every
time we have a recession of significant proportions that basically
there will be a special tax assessed against entities which may
have had a major part in playing the—in creating the recession
after those entities have already repaid the debts that were used
to stabilize the system with interest?

Secretary GEITHNER. I think we are creating a different prece-
dent. Again, this is modeled on what has existed for a long time
for banks across the country under the FDIC——

Senator GREGG. Yes, but they have an insurance fund. This is
not going into some sort of insurance——

Secretary GEITHNER. No, but even beyond that, the way that law
works is if the FDIC has to take action to protect the stability of
the system—or it has to recoup those costs in the form of a fee on
institutions, so the precedent we are establishing I think is a good
precedent, and it is a good precedent for incentives and behavior
to make sure that people understand that the big institutions that
benefit the most will bear the costs of future crises in some ways
proportional to their benefits and their size.

Senator GREGG. Well if that is true, then the automobile compa-
nies should be included in your tax.
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Secretary GEITHNER. I understand that perspective and we are
going to work very hard to make sure that we recoup as much of
that loss as possible from what we had to do in the auto industry,
again building on the actions that President Bush took in that con-
text.

There are different ways to cut this. You know, you could have
done it much, much more broadly. You could have done it nar-
rowly. And we would like to work with the Congress on the best
design. We have made what I think is a very acceptable proposal
but we know there is going to be different views on that.

Senator GREGG. Thank you. I see Senator Sessions just arrived.

Chairman CONRAD. Senator Sessions.

Senator SESSIONS. Did I disappoint you?

Chairman CONRAD. Yes.

[Laughter.]

Chairman CONRAD. You ask an honest question. But that is fine.
We are always glad to have

Senator SESSIONS. I was in the Judiciary Committee.

I am sorry, Mr. Secretary, I could not be here. We just have a
lot of big issues. I would just ask a few things.

We are on track, according to CBO, and I do not think you would
argue with it, to triple the public debt in 10 years. And their score
is to show that interest on the debt would go from $187billion in
1 year—I think last year—to $800 billion year in 1 year in 2019.
I believe you have been quoted, so many have, as saying that is an
unsustainable path. Would you maintain that? Is that your view?

Secretary GEITHNER. I agree completely. I just would make one
point of fact, which is that in January 2009, CBO also projected on
reasonable assumptions about policy that we were on a path to
double and triple the national debt.

Now we are not consigned to that future. It is our responsibility
to prevent that from happening. And that requires us to work to-
gether to try to make sure we are doing things that will bring
those down. And that is within our capacity to present.

But the largest part of that projected increase was baked into our
fiscal future because of the choices made over the previous 10
years, 8 years, because of the damage of the recession.

Senator SESSIONS. Well, at some point you cannot just borrow
your way out of a recession. If it is such a great idea, why didn’t
we borrow three times as much?

But let me ask you, a man told me at a town hall meeting in Ev-
ergreen, as my daddy says, you cannot borrow your way out of
debt.

Secretary GEITHNER. I think that is well said and I agree with
that.

Senator SESSIONS. Now the President’s budget projects that the
debt held by the public is growing, as I understand it. And would
you explain to us what it is that the Europeans have on their rule
that debt should not exceed 60 percent of GDP? And how do they
enforce that? And what is their view about that?

Secretary GEITHNER. You are right about that, and it is a little
uncertain how good their enforcement mechanisms are because I
think we’d recognize like they do, they’d recognize like we do,
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which is ultimately it is about political will and we need to find
that will together to try to figure out how we prevent that.

But I am glad you cited that because we have said very clearly
in this budget, and we said in the last budget, that our economic
strength as a country depends on showing a path to get those defi-
cits down to the level where our debt burden is no longer growing
and it stabilizes at an effective level.

Now we have proposed policies that take us a long way to that
goal, not far enough in part because we inherited a very large
structural deficit. But you are right to underscore the fact that the
basic test of policy and obligation of government is to make sure
we are showing a path that the deficits are low enough so that our
debt burden is no longer growing and stabilizes at an acceptable
level.

Again, this is something we can do. We have enormous benefit
strengths they do not have.

Senator SESSIONS. I just had—I do not want to keep our col-
leagues a lot longer. But the fact is your budget does not do any-
thing about it. This is the course your budget has put us on. And
it seems to me, according to our calculations—well, I guess CBO’s
numbers—that the debt held by the public will exceed 60 percent
of GDP this year and begin approaching 90 percent of GDP by
2020. That is 10 years from now.

Secretary GEITHNER. I think we can avoid that and I think we
need to work to avoid that outcome. And I think that is within our
capacity to do.

Senator SESSIONS. Well, my view is that we all have spent too
much. But I do believe the President has got to seriously talk about
it. He made reference to it in the State of the Union. But to me
it should have been a core part of his entire address, to alert the
American people that changes are going to have to occur and they
are not going to be pleasant for everybody who is used to getting
so much money.

I have to be critical of it. I think it was not sufficiently realistic—
and I think if they are told that we are here, we have got to change
this trajectory, and it is going to require us to do these things, and
if we do them we can leave our country a healthy place for our chil-
dren and grandchildren, there would be political support for it. I
have not seen that talk yet.

Secretary GEITHNER. I think that is well said and I agree with
that, and I know the President does, too. But it is important to rec-
ognize also that to get there we need an economy that is growing.
We need a sustainable recovery. We need to make sure Americans
are more confident they are going to have a job and earnings are
going to grow in the future.

That is critical to everything we need to do to restore the damage
caused to our long-term fiscal health. So I would just say, as you
recognized, and you said it very well, about the importance of deal-
ing with those long-term fiscal perils, there is no path to that with-
out starting with making sure this economy is growing again and
we have repaired the damage

SenatorSESSIONS. I just would challenge one thing. There seems
to be an assumption here, and the President has said it—perhaps
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you have—that we know we have got a debt problem. We will
worry about that next year. Right now we have got a recession.

I was with a German official recently and they have not gone
into this much debt and they are worried about other European na-
tions such as the Brits, even, as I have heard them explain.

Secretary GEITHNER. Actually, the Germans are actually doing a
lot of very substantial government support for their economy now.
So in many ways, they are doing what you would expect. Now they
are going to do it differently.

But I think you are exactly right. You are not going to make re-
covery sustainable, people confident in recovery, unless they are
confident we are going to be able to move to bring them down. But
you cannot solve the wreckage problem and the growth problem
today by trying to focus right now on those long-term things.

Again, we have proposed bringing down that deficit from over 10
percent of GDP to below 4 percent of GDP in a relatively short pe-
riod of time. And the measures we have proposed just for next year
would reduce it by 2 percentage points of GDP. And we have been
very honest in our budget to say that we get it below four, but that
is not far enough.

So I agree with much of what you said. I would just underscore
again

Senator SESSIONS. Well, the Europeans believe it ought to be
below three, don’t they?

Secretary GEITHNER. Oh no, we say in the budget also for an
economy—we have different economies.

Senator SESSIONS. I mean, that is their rule.

Secretary GEITHNER. Yes, for an economy like ours, we are very
similar—we are saying to be sustainable over time, the deficits
need to be in the range of three. We get them, again, below four.

Senator SESSIONS. It is not very comforting in 10 years when we
are—well, we could talk about this more, but I will not belabor it.

Mr. Chairman, thank you and I look forward to working with you
as we strive to figure a way to do better.

Chairman CONRAD. I thank the Senator. I thank him for his
courtesy, as well.

And I want to thank the Secretary for being here and, once
again, at our invitation appearing before the Committee. I think
you could hear around the table concerns about—especially con-
cerns about the long term, concerns that I shared again this morn-
ing, as did the ranking member, as did members around this table.
And certainly about the credit issues, which again when I think the
history of this period is written, you will fare very well for what
you have done in this first year, responding to a crisis that threat-
ened a global financial collapse.

I will never forget, as long as I live, being with the former Sec-
retary and we were in a conference room over in the Capitol, being
asked to come up with a recovery plan. And this was all night, I
think it was all night on a Friday night, perhaps it was all night
Saturday. I know I was here virtually all night both of those
nights.

And I will never forget, as long as I live, the stream of informa-
tion that was coming in to us through the Secretary, your prede-
cessor, with respect to what was happening to financial institutions
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around the world, major institutions on the brink of failure in Ger-
many and the German government moving to rescue them. Major
institutions in Ireland, in England, in other European countries on
the brink and their governments rushing to rescue them with an
understanding that we all had to act. And we had to act together
to prevent a collapse which could have taken us down a road far
more severe than anything we have ever seen before, matching the
Great Depression of the 1930’s.

I believe we were perilously close to that. I believe the turn-
around is really quite remarkable. That the credit spreads have
now gone back to normal, that is amazing in 1 year. That we have
gone from a negative 6 percent growth to a positive 5.7 percent in
1 year. The job losses have gone from 700,000 a month to 60,000
a month. That is a remarkable improvement.

But it is also true, we have got more to do. In the short term,
we have got to strengthen this recovery. In the longer term, we
have got to pivot and we have got to deal with this debt threat.

And I am very hopeful that this commission approach will work.
After all, Senator Gregg and I worked 2 years to try to convince
our colleagues. We are delighted 53 of them, a majority, voted with
us on that matter. But 53 is not 60, and it requires 60.

So now perhaps we will have another vote on that. But the Presi-
dent has indicated if a statutory commission is not put in place, he
is prepared to put in place a commission by his executive order.
And you have indicated that he will consult and you will consult
with Republican leaders on how that is formulated.

I appreciate that. I think it is critically important because if the
Republicans are unwilling to participate, then we have got to find
another way.

And I must say, I was disappointed that seven of our colleagues
on that side of the aisle, who were original cosponsors of the
Conrad-Gregg proposal, when the roll was called, voted against the
proposal that they themselves cosponsored. You know, let us be
frank about everybody’s responsibility here. Let us be frank about
everybody’s responsibility here.

And the responsibility to get out of this ditch is not the adminis-
tration’s alone. It is on both sides of this aisle. It is on both sides
of this aisle.

Again, I thank the Secretary for his leadership, for dealing with
the extraordinary pressures that are on him and on this staff and
on this administration and on this Congress and on this country.
And we have got to work together to dig out.

Senator Gregg and I, I think, have demonstrated that we are
prepared to do that. Mr. Secretary, I think you have demonstrated
that you are, as well.

We thank you. The hearing will stand in adjournment.

Secretary GEITHNER. Thank you, Mr. Chairman.

[Whereupon, at 12:09 p.m., the committee was adjourned.]
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Questions from Senator Gregg

Bank Tax

The President’s budget observes that, “Bank lending continues to contract overall,
although the pace of contraction has moderated and some categories of lending are
growing again.” At the same time, the President has proposed a new, $90 billion tax on
certain financial institutions.

1.

Is it the view of the Administration that the financial institutions targeted by this tax
are providing satisfactory access to capital, and otherwise facilitating access to
credit, such that they can sustain a new tax without an adverse effect on credit
markets?

The Financial Crisis Responsibility Fee (FCRF) is specifically designed to limit any
potential negative effects on lending. First, the FCRF targets institutions that rely on
less-stable funding to support riskier forms of lending, so that a bank that funds new
loans exclusively with additional stable funding sources like insured deposits and capital
would pay no additional fee. Second, the FCRF excludes over 99% of US banks—every
institution with less than $50 billion in assets. The excluded smaller banks would be
poised to take market share from their larger competitors should firms that pay the FCRF
choose to cut back or pass on costs. As the Congressional Budget Office (CBO) noted in
their analysis of the FCRF: “Imposing a fee on the largest banks would improve the
competitive position of small- and medium-size banks, probably leading to some increase
in their share of the loan market.”

The President signed into law the Fraud Enforcement and Recovery Act of 2009,
which among other things created the Financial Crisis Inquiry Commission.

Among its tasks are to “examine the causes of the current financial and economic
crisis in the United States.” Yet the Administration’s proposed tax on financial
institutions is asserted to be a “Financial Crisis Responsibility Fee.” This new tax is
therefore levied on those parties deemed to be responsible for the crisis, and
irrespective of their TARP participation, before the FCIC has even rendered an
opinion on what caused the crisis to begin with. How do you reconcile that apparent
contradiction?

The Financial Crisis Responsibility Fee (FCRF) embodies the basic principle that
financial institutions, which benefited the most from extraordinary government
intervention, not taxpayers, should pay for the costs of financial crises—a principle the
President has made clear he supports since day one.
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In that light, the FCFR fulfills the President’s specific obligations under the Emergency
Economic Stabilization Act (EESA) to “submit a legislative proposal that recoups from
the financial industry an amount equal to the shortfall in order to ensure that the Troubled
Asset Relief Program does not add to the deficit or national debt.”

While the FCIC has yet to complete its final report, there should be little questioning that
the largest financial firms targeted by the fee were at the center of the financial crisis and
among the biggest beneficiaries of the response—both directly and indirectly.

As such, each of the firms covered by the FCRF would have been eligible for
extraordinary assistance during the financial crisis, including the Treasury’s capital
investments under the TARP, as well as the FDIC’s Temporary Liquidity Guarantee
Program, the Federal Reserve’s Primary Dealer Credit Facility and other Federal Reserve
liquidity facilities.

Fannie Mae and Freddie Mac

Press reports prior to the budget’s release indicated that the President’s Budget would
include the Administration’s plan for the future of Fannie Mae and Freddie Mac. It
appears that the budget does not contain a plan either for Fannie or Freddie to emerge
from conservatorship or for those entities to be treated as governmental agencies in the
budget. Instead, the budget merely indicates that the Administration is studying the
problem, and will “provide updates on considerations for longer term reform of Fannie
Mae and Freddie Mac as appropriate.” (p. 352, Analytical Perspectives)

1. When will the Congress receive the Administration’s plan for Fannie and Freddie to
emerge from conservatorship?

As required by the Wall Street Reform and Consumer Protection Act, the Administration
plans to submit a proposal for reform of the housing finance system and the GSEs by
January 31, 2011.

2. How will Treasury’s December 24, 2009, decision to extend its authority to purchase
preferred stock from these two entities through 2012 affect the Administration’s
plan?

The overall goal of the initial Preferred Stock Purchase Agreements (PSPAs) with Fannie
Mae and Freddie Mac and the subsequent amendments was to preserve overall stability in
financial markets and allow Fannie Mae and Freddie Mac to continue to serve their
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mission in the secondary mortgage market. By providing added confidence to the holders
of debt and mortgage-backed securities issued by Fannie Mae and Freddie Mac, this has
enabled the US mortgage market to continue to function. This decision has not altered
the careful consideration of alternatives and possible options for reform of the GSEs. As
mentioned above, we are committed to submitting a proposal for reform of the housing
finance system and the GSEs by January 31, 2011,

. Is there now less incentive to truly privatize these firms since the U.S. Government
has pledged to make bondholders whole for the next three years?

As mentioned above, we strongly agree on the need for reform of the housing finance
system and look forward to working with the Congress to enact meaningful reform in a
cost effective manner and with due care not to disrupt recovery of the housing markets..
The GSEs, operating in conservatorship, are contributing to stability in housing finance
as we carefully consider the significant and necessary structural changes to the mortgage
finance system that will help to create a stable and sustainable system over the long-term.

. Since the Administration has no plan for Fannie and Freddie to emerge from
conservatorship, why hasn’t OMB added these entities to the budget as if their
operations were conducted by a federal agency?

As mentioned above, we are committed to enacting meaningful reform in the housing
finance system as soon as practical. The Budget maintains the existing non-budgetary
presentation for Fannie Mae and Freddie Mac, as it does for the other GSEs. However,
this presentation will be continuously reviewed and may be changed in a future Budget if
it is determined to be appropriate. Moreover, all of the federal programs that provide
direct support to Fannie Mae and Freddie Mac, including the Senior Preferred Stock
Purchase Agreements (PSPAs), are shown on-budget.

The Administration has carefully considered whether Fannie Mae and Freddie Mac
should be consolidated in the Government’s financial statements and classified as
budgetary entities. Budgetary classification of an entity depends on whether the
Government owns and controls the entity in question.

The GSEs are operating under conservatorship of the FHFA, an independent regulator.
The FHF A is actively engaged in its role as conservator of the GSEs, serving as the
entities primary prudential regulator and filling an important oversight role. When acting
as conservator the FHF A has the powers of the management, boards, and shareholders of
the GSEs. However, at inception of the conservatorship, the FHFA made clear the GSEs
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would continue to be responsible for normal business activities and day-to-day
operations.

The relevant Federal financial accounting standards do not require consolidation where
the Government’s ownership and/or control are temporary. For this reason, the
Administration has determined that Fannie Mae and Freddie Mac should not be
consolidated and the Government’s auditor, the Government Accountability Office has
agreed with the Administration’s determination.

Would the different budgetary treatment for Fannie and Freddie cause CBO and
OMB to provide different scores for legislation that would affect those entities?

We are committed to the notion that the housing finance system cannot continue to
operate as it has in the past. As part of the reform process, the Administration intends to
develop a comprehensive proposal for the GSEs and their role in the broader housing
finance system through public consultation with a wide variety of constituents, market
participants, academic experts, and consumer and community organizations. After
reform, the GSEs will not exist in the same form as they did in the past and the future
budgetary treatment for Fannie Mae and Freddie Mac will follow from those
recommendations.

CBO’s current on-budget and the Administration’s current non-budgetary treatments of
Fannie Mae and Freddie Mac in conservatorship potentially could result in legislative
scoring differences. Given that many different options are being considered for GSE
reform, defining a specific budgetary treatment at this time for any particular reform
structure would be misleading. As noted above, the Administration carefully considered
whether Fannie Mae and Freddie Mac should be consolidated in the Government’s
financial statements and classified as budgetary entities and may change its determination
at a future date. The contours of the final legislation reforming Fannie Mae and Freddie
Mac will be a key determinant of any such change.

The Administration will present its reform proposal by January as required under the
Dodd-Frank Financial Reform legislation. Public input will be a critical as we work to
develop and refine the reform proposal.

How would this difference complicate matters under the statutory PAYGO scheme
that the Senate passed last week, and that we expect the House to clear this week?

The precise form of future reforms of the housing finance system that will be enacted by
Congress will drive the determination of what parts (if any) of the housing finance system
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should be included on the federal budget as part of the broader housing finance system.

It is recognized that any expenditures of the new system must be appropriately offset by
other deficit reduction measures so that there is not an overall increase in projected
deficits. These reductions will be considered in conjunction with the reform process.

The PAYGO impacts of budgetary versus non-budgetary treatment of Fannie Mae and
Freddie Mac in their current form will be limited to the specific provisions of any specific
legislative proposal, and we expect both CBO and the Administration will keep in close
contact with the Congress on their view of scoring issues as the legislative process
proceeds.

The FY 2011 Budget captures the full estimated cost of Treasury’s financial assistance
through the Preferred Stock Purchase Agreements (PSPAs) with the GSEs, treating
estimated payments from Treasury to the GSEs as a cost and an increase in the deficit,
and treating PSPA dividends as offsetting collections that reduce the deficit.
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Questions from Senator Crapo

1. Revenue levels: In presenting the President’s tax plan for his first year in office, his
advisors often stated that the net goal of his tax policies would be to maintain
revenue to the government in line with the historic average, around 18.2% of GDP.
Is this still the goal of the President, meaning that, to bring the budget toward
balance, spending, as a portion of GDP, must be brought down to 18.2% of GDP as
well?

The goal of the Administration is to bring federal finances back to sustainability. We are
looking to stabilize the debt to GDP ratio so that growing federal spending does not claim
an ever-rising share of the economy.

The Administration inherited record deficits, and the President’s Budget proposes more
deficit reduction than any budget proposed by an administration in over a decade. It does
this, in part, by restraining spending. For example, the FY 2011 Budget proposes
freezing all non-security spending for three years, which saves $250 billion over the next
ten years. In fact, the Budget identifies more than 120 government programs that should
be terminated or reduced — generating $20 billion in savings in 2011 alone.

In addition, the Administration proposed and worked to enact statutory pay-as-you-go
(PAYGO) legislation. PAYGO requires that Congress only increase spending on
entitlements by a dollar or cut taxes by a dollar if it saves a dollar elsewhere. In the
1990s, statutory PAYGO helped move the Government from large deficits to surpluses.

But, more remains to be done to bring the Budget back to a sustainable path. That’s why
the President created the bi-partisan National Commission on Fiscal Responsibility and
Reform. The Commission is examining the entirety of the federal budget and is charged
with bringing balance to the operating budget — outlays less spending on items other than
interest — in FY 2015. For that goal to be achieved, operating spending (defined as
spending less interest payments) would need to be brought in line with receipts.

2. Fannie/Freddie: Why did Treasury wait until Christmas Eve, when the Senate had
left town, to make the announcement that it was lifting the $400 billion cap on
potential losses for Fannie Mae and Freddie Mac, as well as the limits on what the
failed companies can borrow?

At the time, Treasury still has the authority to inject almost $300 billion into the two
companies. According to the Federal Housing Financing Administration, in 2009
Fannie Mae and Freddie Mac issued 73.5% of all new mortgage backed securities in
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the U.S. What is the impact on taxpayers of a mortgage market utterly dependent
on a federal guarantee?

What will be the consequences on mortgages and homeowners of this effective
nationalization of these two companies that dominate the mortgage market?

The changes to the PSPA were designed to provide assurance to market participants by
reinforcing the stability of the GSEs in conservatorship and to enable them to continue
providing liquidity to the secondary market. The GSEs continue to play a vital role in
supporting the housing market during this current crisis. These commitments are another
indication that the Treasury stands firmly behind their ability to provide that support.

Treasury, in consuitation with FHF A, evaluated a number of forward-looking projections
at the time of the change and the $200 billion commitment was likely to be sufficient
under a range of conservative assumptions. Nonetheless, to provide additional
confidence to the market and to allow the GSEs to continue performing their role in our
current housing finance system, we believe it was prudent to fully protect against extreme
downside risks in the housing market.

. Bank Tax: The President has stated that the biggest banks can afford a modest fee
to pay back the taxpayers who rescued them in their time of need. However, before
we can determine what the total cost of the Troubled Asset Relief Program (TARP)
is to the taxpayer, we must end the authority for TARP to spend more money. Why
didn’t Treasury let TARP expire on December 31, 2009 and isn’t this a signal that
the program that was tarned into a free-for-all for bailouts will soon be used to
ramp up a Federal Government spending spree?

When the Obama Administration took office, the financial system was extremely fragile
and the economy was contracting sharply. Since January 2009, the financial and
economic policies put in place by this Administration in partnership with the Congress
have helped to shore up confidence in our financial system. The unnatural restrictions on
flow of credit to consumers and businesses which had been seen as a result of the crisis
have been loosened, removing one impediment to growth. Moreover, as a result of
improved financial conditions and careful stewardship of the stability programs put into
place, losses on TARP investments are likely to be significantly lower than originally
estimated.

The Dodd-Frank Wall Street Reform and Consumer Protection Act will continue the
process of terminating and winding down many of the government programs put in place
in 2008 and 2009, and accelerate the shutting down of TARP by:
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Ending the ability for Treasury to initiate new programs under TARP,

Ending the ability to use the $700 billion in resources that were initially
authorized, capping the program at $475 billion.

Ending the ability for repayments to be redeployed under any
circumstances.
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Questions from the late-Senator Byrd

1. In June 2009, the Administration released a Memorandum of Understanding
(MOU) entitled “Implementing the Interagency Action Plan on Appalachian
Surface Coal Mining.”

The MOU noted that “Federal agencies will work...to help diversify and strengthen
the Appalachian regional economy and promote the health and welfare of
Appalachian communities. This interagency effort will have a special focus on
stimulating clean enterprise and green jobs development....”

L]

What new programs is the Treasury Department proposing to advance economic
diversification in Appalachia?

The Department of the Treasury leads a number of efforts to promote development in
Appalachia. For example, the American Recovery and Reinvestment Act of 2009
(ARRA) includes tax incentives for individuals and businesses relating to energy
conservation and clean, renewable energy production that have benefited the region.
Treasury’s Community Development Financial Institutions Fund (CDFI Fund) has a
history of supporting development in Appalachia and partnering with Appalachian
Regional Commission (ARC). Highlights of the CDFI Fund’s assistance to the
region include financial and technical assistance awards to Treasury-certified
community development financial institutions (CDFIs) and the New Markets Tax
Credit, which helps attract private sector capital investment into distressed rural and
urban communities. In addition, Treasury recently completed a two-year financial
education pilot in partnership with Eastern Kentucky University and the Kentucky
Community and Technical College System.

‘What new resources is the Treasury Department requesting to advance
economic diversification in Appalachia?

Treasury’s CDFI Fund is proposing two new programs in FY 2011 that could help to
diversify and strengthen the Appalachian regional economy and promote the health
and welfare of Appalachian communities.

The first proposed program is Bank on USA, an initiative seeking to address the
many problems faced by unbanked and underbanked households in America who lack
access to the basic financial products and services they need to build more secure
financial futures for themselves and their families. Bank on USA will promote
financial education, broader access to bank accounts, basic credit products, and other
financial services to help families meet their financial needs and build savings and
solid credit histories. The program will build on and supplement community-based
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efforts involving state and local governments, non-profits, and a wide array of

financial institutions. While not a regionally-based program, groups seeking to
increase access to financial services in Appalachia could apply for competitive
awards available through this program.

The second proposed initiative is the Healthy Food Financing Initiative (HFFI), a new
multi-year effort that will increase the availability of affordable, healthy foods in
underserved urban and rural communities, particularly through the development or
equipping of grocery stores and other healthy food retailers. To support this
initiative, the Departments of Agriculture, Health and Human Services, and Treasury
have partnered to make available over $400 million in financial and technical
assistance to community development financial institutions, other nonprofits, public
agencies and businesses with sound strategies for addressing the healthy food needs
of communities. These organizations will use federal grants, below-market rate
loans, loan guarantees and tax credits to attract private sector capital to invest in
projects that increase access to fresh produce and other healthy foods. The goal is to
substantially reduce the number of food deserts in our nation over the next several
years. While not tied to one specific region, these resources could be awarded to
CDFIs seeking to eliminate food deserts in Appalachia.

2. The President’s budget includes $250 million for the Community Development
Financial Institutions (CDFI) Fund, which will be “coordinated with resources in
other agencies to support the Administration’s place-based initiatives.”

*

I would appreciate you providing me a detailed plan on how CDFI funds can be
invested in Appalachian counties where large-scale surface mining occurs.

Treasury’s CDFI Fund is proposing two new programs in FY 2011 that could help to
diversify and strengthen the Appalachian regional economy and promote the health
and welfare of Appalachian communities. Healthy Food Financing Initiative (HFFI,
$25M requested in FY 2011) is intended to increase the availability of affordable,
healthy foods in underserved urban and rural communities, particularly through the
development or equipping of grocery stores and other healthy food retailers. The goal
is to substantially reduce food deserts— areas in the United States with limited access
to affordable and nutritious food, particularly such areas composed of predominantly
lower income neighborhoods and communities —in our nation over the next several
years. While not tied to one specific region, resources could be awarded to CDFIs to
eliminate food deserts in Appalachia.

Bank on USA ($50M requested for FY 2011) will promote access to affordable and
appropriate financial services and basic consumer credit products for households
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without current access. This initiative will provide funding to enhance ongoing local
Bank on programs and seed new programs, in addition to financial outreach,
education and awareness campaigns. Nearly 30 million households, comprising some
60 million adults do not have adequate access to mainstream financial products and
services. Also, while this is not a regional based program, funding could be directed
to assist the unbanked in Appalachia.

3. In a report entitled, “Access to Capital and Credit for Small Businesses in
Appalachia, “the Appalachian Regional Commission outlined the inadequate access
to equity capital for small-and medium-sized firms in the non-metropolitan counties
of Appalachia.

What is the Treasury Department doing — either alone, or in conjunction with
other agencies and organizations — to address this issue?

The Department of the Treasury leads a number of efforts to promote development in
Appalachia. For example, the American Recovery and Reinvestment Act of 2009
(ARRA) includes tax incentives for individuals and businesses relating to energy
conservation and clean, renewable energy production that have benefited the region.
Governmental bodies and public power providers in Appalachia were allocated $249
million in total bond authority for Clean Renewable Energy Bonds under ARRA.
ARRA also provides for Qualified Energy Conservation Bonds, which can be used by
state and local governments for conservation and renewable energy projects. States
in the Appalachia Regional Council (ARC) region received a total of $919 million in
bond authority through this program. Treasury has also awarded nearly $88 million
to date in cash assistance investments in renewable energy in states that make up the
Appalachian region under the Cash Assistance for Specified Energy Property in Lieu
of Tax Credits program. In this program, federal dollars are leveraged two-to-one by
businesses investing in clean energy production.

Treasury’s Community Development Financial Institutions Fund (CDFI Fund) has a
history of supporting development in Appalachia and partnering with ARC. Key
highlights of the CDFI Fund’s assistance to the region include financial and technical
assistance awards to CDFIs and the New Markets Tax Credit, which helps attract
private sector capital investment into rural and urban distressed communities. In
addition, Treasury recently completed a two-year financial education pilot in
partnership with Eastern Kentucky University and the Kentucky community and
technical college system.
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Separately, the President has put forward two new lending initiatives—passed by the
House— that will be led by Treasury and are designed to spur private-sector lending
to small businesses so that they can expand and create new jobs:

o Small Business Lending Fund (SBLF): The SBLF would provide up to $30
billion in capital to small- and medium-sized banks with incentives for
participants to increase lending to small businesses.

o State Small Business Credit Initiative (SSBCI): The SSBCI would support up
to $20 billion in lending by providing grants to innovative state-based lending
initiatives that — despite proven records of success - have been threatened by
state budget shortfalls.
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Questions from Senator Patty Murray

1. Economy: While recent 4™ quarter GDP estimates are a positive sign that economic
recovery is underway, there’s undoubtedly a difficult road ahead especially as we
look at the labor market. What is the core focus of the Treasury’s policies to help
foster sustainable economic recovery through the coming year and to bring back
jobs and consumer demand?

The overarching goal of the Administration’s economic plan is to establish the conditions
that will allow the economy to move back to full employment. The American Recovery
and Reinvestment Act (ARRA), the Financial Stability Plan, and our various housing
proposals were all aimed at keeping the private sector from falling deeper into recession.

Since the ARRA and the Financial Stability Plan were put in place, the economy has
improved and job losses have dwindled. Real GDP has grown for four straight quarters
through the second quarter of 2010. We have increased private sector jobs by 763,000
since December 2009.

Still there is more to do. Although labor markets have shown improvement, the
unemployment rate remains near 10 percent. That’s why the Administration has
proposed further action to maintain and strengthen the recovery, including extending tax
cuts for the middle class; new tax incentives and a $30 billion lending fund targeted
towards small businesses; $50 billion in new investment in roads, railroads and airports;
allowing businesses to write off 100 percent of the cost of new equipment bought by the
end of 2011; and simplifying, expanding and making permanent the research and
experimentation tax credit. Adopting these policies will keep the economy growing and
will boost private sector confidence.

Once the recovery is firmly in place, we need to make sure we are on track to re-establish
fiscal sustainability. If spending continues to grow unchecked, federal spending will
crowd out private activity. That will cut U.S. economic growth and productivity.

2. Housing: The housing market is still very fragile and I think we can agree that the
fiscal policies put in place have done relatively little to help homeowners and
stabilize the market. This is troubling because millions of Americans are still at risk
of foreclosure and many more are underwater and must make difficult decisions
about what’s in their best interest.

¢ Looking forward, what is the Treasury proposing to address this ongoing crisis?
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¢ s there a way to make a real impact without finding some way to reduce
principal amounts owed by borrowers?

During its first month in office, the Administration took aggressive action. It
announced the Homeowner Affordability and Stability Plan, which provided
numerous forms of relief, including: broad support for Fannie Mae and Freddie Mac
to keep interest rates low and help make mortgages affordable; increased flexibility
for Fannie Mae and Freddie Mac in refinancing mortgages to provide homeowners
with lower monthly payments; tax credits to support development of affordable
housing; and support to state and local housing finance agencies. Since April 2009,
record low interest rates have helped more than 7.2 million homeowners to refinance,
resulting in more stable home prices and $12.9 billion in total borrower savings.

The Home Affordable Modification Program (HAMP) was an important part of this
comprehensive response. It was designed to offer responsible American homeowners
reduced monthly mortgage payments that are sustainable over the long-term.

Prior to HAMP, there was no consensus among loan servicers about how to respond
to responsible borrowers who were willing to continue making payments but were in
need of some mortgage assistance. There were no accepted timeframes for servicer
decisions. Servicers were paralyzed by the need to seek approval from investors on
an individual, mortgage-by-mortgage basis. And, perhaps most critically, there was
no affordability standard for monthly mortgage payments. As a result, the solutions
offered by servicers often merely added unpaid interest and fees to the mortgage
balance, resulting in higher—not lower—payments for homeowners.’

Instead, the HAMP program focuses on affordability, in an effort to ensure that
borrowers who hope to remain in their homes will be able to afford the modified
mortgage payment structure. Where there was once no consensus among loan
servicers about how to respond to borrowers in need of mortgage assistance, HAMP
has established a universal affordability standard, a 31 percent debt-to-income ratio.
This has dramatically enhanced servicers’ ability to reduce mortgage payments to
sustainable levels while simultaneously providing investors with a justification for
modifications. After HAMP began, the number of modifications that failed to reduce

* The quarterly Mortgage Metrics Report released by the Office of the Comptrotler of the Currency and the Office of
Thrift Supervision show that nearly half of mortgage modifications performed in the most recent quarter ended
before commencement of HAMP in March of 2009 resulted in modified mortgage payments that were either the
same as or higher than the payment amount before the modification.
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monthly payments fell dramatically and comprises just 12.6 percent of all
modifications.?

The higher quality of these modifications has translated to more sustainable outcomes
for homeowners. Homeowners in permanent modifications are experiencing median
payment reductions of over $500 per month, or over $30,000 over the first five years,
plus up to $5,000 in homeowner incentives for on-time payment performance that
reduce the principal balance. Aggregate reductions in monthly mortgage payments
for borrowers in active trial and permanent modifications total more than $3.1 billion.
Additionally, early indications suggest that the re-default rate for permanent HAMP
modifications will be lower than for historical private-sector modifications—a result
of the program’s focus on properly aligning incentives and achieving greater
affordability.

Furthermore, borrowers who do not ultimately qualify for HAMP modifications often
receive alternative forms of assistance. Preliminary survey data show that
approximately one-half of homeowners not ultimately converting to a permanent
modification have received some form of private-sector modification, and the
majority has avoided foreclosure through some alternative solution. These numbers
help demonstrate that HAMP has changed the servicing industry in a way that is
providing broader access to affordable modification options for homeowners both
inside and outside of the HAMP program.

Treasury has also taken action to assist borrowers who are significantly underwater
on their mortgage. On June 3, 2010, Treasury published Supplemental Directive 10-
05: Modification of Loans with Principal Reduction Alternative (PRA), offering
mortgage relief to eligible homeowners whose homes are worth significantly less than
the remaining amounts owed under their first lien mortgage loans.

With this new guidance, servicers are required to evaluate all non-GSE HAMP-
eligible loans with a mark-to-market loan-to-value greater than 115% to determine if
a principal reduction is beneficial. If the evaluation shows the net present value
(NPV) for a HAMP modification using PRA is positive, servicers are encouraged to
offer the principal reduction to the borrower. An updated NPV model reflecting
principal reduction will be available to use for this evaluation. Additionally, servicers
participating in the Second Lien Program (2MP) will be required to provide a

? Office of the Comptroller of the Currency and the Office of Thrift Supervision, “OCC and OTS Mortgage Metrics
Report: Disclosure of National Bank and Federal Thrift Mortgage Loan Data. First Quarter 2010.”
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principal reduction on the borrower’s second mortgage in proportion to any principal
reduction offered on the borrower’s first mortgage.

Additionally, enhanced Federal Housing Administration (FHA) refinance capabilities
that became available this September will offer certain 'underwater' non-FHA
borrowers who are current on their existing mortgage and whose lien holders agree to
write off at least ten percent of the unpaid principal balance of the first mortgage, the
opportunity to qualify for a new FHA-insured mortgage. TARP funds will be made
available up to $11 billion in the aggregate to provide additional coverage to lenders
for a share of potential losses on these loans and to provide incentives to support the
write downs of second liens and encourage participation by servicers.

Lastly, in February 2010, President Obama established the Housing Finance Agency
Innovation Fund for the Hardest Hit Housing Markets (“HFA Hardest-Hit Fund”) to
provide targeted aid to families in states hit hardest by the economic and housing
market downturn. The HFA Hardest-Hit Fund spans four rounds of funding totaling
$7.6 billion for 19 state HF As, including the District of Columbia.

The Hardest Hit Fund allows state housing finance agencies (HFAs) to develop
solutions that are uniquely tailored to each participating state’s needs. These efforts
benefit enormously from the knowledge and experience of state HFAs, who are
deeply familiar with and have demonstrated success in addressing the urgent
challenges facing their communities.

Each state HFA determined how to design programs and target resources to meet
their distinct needs. Approved states will now begin to set up and roll out their
specific Hardest Hit Fund programs in order to provide relief to struggling
homeowners as soon as possible, with specific implementation timing depending on
the types of programs offered, specific state-level procurement procedures, and other
factors. Programs that have been approved for funding include targeted principal
reduction, mortgage reinstatement, and short-term support for unemployed
homeowners.

Nevertheless, we fully recognize that many responsible homeowners across the
country are continuing to grapple with the difficult problems of negative equity,
unaffordable mortgage payments, and the possibility of foreclosure.

3. Status of the Public — Private Investment Program for Legacy Loans: Bank failures
are damaging and costly. They impact the Deposit Insurance Fund; the FDIC is
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anticipating needing $36 billion for dealing with failing banks this year. There are
also many indirect costs. When a community bank fails, an acquiring bank, in
many instances unfamiliar with existing customers and the community being served
by the target, may cut existing lines of credit. Many community banks have
exposure to losses on existing loans and they’re building capital and liquidity. This
is likely to continue until they feel more security and certainty that sustainable
economie recovery and growth is underway. One way to achieve this is to isolate
bad loans these banks carry. This is the objective of the Legacy Loans program, is it
not? What is the current status of the program? How many investment funds have
been established and how many banks are participating? What are the key
impediments to participation for banks and investor groups?

The Legacy Loans Public-Private Investment Program was announced as part of the
Financial Stability Plan in March of 2009. In June 2009, when announcing the
postponement of the pilot sale, FDIC Chairman Bair stated, "Banks have been able to
raise capital without having to sell bad assets through the [program], which reflects
renewed investor confidence in our banking system. Asa consequence, banks and their
supervisors will take additional time to assess the magnitude and timing of troubled
assets sales as part of our larger efforts to strengthen the banking sector.”

. Fiscal Stimulus and Government Spending vs. Deficits and Debts: I am very

concerned about our deficits and our growing debt. I understand that government
spending is prudent during a recession when private spending and investment is
down.

Where do we draw the line between continued spending to speed economic recovery
and promote growth and pursuing badly needed adjustments to balance the budget
and pay down our debt?

What are the near term and long term risks for American families and our quality
of life if we do not take the steps necessary to pay down our debt and return to fiscal
responsibility?

We share your concerns about the effects of the budget deficit, There are no hard and
fast rules to guide us to make the transition from short-term stimulus to longer-term fiscal
sustainability. We are certain, however, that if we do not ensure that the recovery is
sustainable, we will see the economy lose jobs and output again.

The spending we have done since early 2009 will actually help the economy and the
deficit. By kick-starting the private economy, we estimate that growth, combined with



224

the waning of Recovery Act programs and spending related to the Financial Stability
Plan will cut the deficit by more than half by 2013 (from about 10 percent to less than 5
percent of GDP).

The longer-term problems are harder. We are determined to bring these deficits down
and we need to do so in a bipartisan way. That’s why the President proposed a budget
with more deficit reduction than put forward by an administration in over a decade, and
that’s why the President created the bi-partisan Commission on Fiscal Responsibility and
Reform to propose the additional steps necessary to restore fiscal sustainability by the
middle of the decade. At the same time we need to orient our spending and tax policies
toward improving the way the economy functions in the longer term. We need to
continue to renew our infrastructure, develop our alternative energy base, invest in
education for our workers, and encourage businesses to invest in research and
development. This kind of spending enhances long-term growth.

If we do not bring down our deficits and reorient our spending and tax policies, once the
economy begins to recover, government borrowing will compete with private
investment. In general this will lead to higher interest rates, lower productivity, and, in
the end a lower standard of living.

. Future of Fannie Mae and Freddie Mac: I remain very concerned about Fannie
Mae and Freddie Mac. On Christmas Eve, the Administration extended to them an
unlimited line of credit. They present a huge liability for the federal government
and I believe we must take steps to reduce this exposure to taxpayers. But Fannie
and Freddie are also playing a very important role in the housing recovery.

e What do you propose we do about Fannie and Freddie? Do you support shifting
the role they play in the housing market to the private sector? Does the capacity
exist in the market place to absorb this shift?

Private capital has not yet fully returned to the housing market. Without the continued
activity of the GSEs operating in conservatorship, mortgage rates would be higher and
homeowners would have a harder time obtaining credit. Care and caution must be
exercised to avoid disrupting the flow of credit to average American home borrowers.

The Treasury plans to submit a proposal for reform of the housing finance system and the
GSEs by January 31, 2011, as required by the Wall Street Reform and Consumer
Protection Act. The transition from the current state of the GSEs operating in
conservatorship to new structure for housing finance will require great care. We look



225

forward to working with the Congress to develop a comprehensive reform strategy for the
housing finance system and the GSEs in the coming months.

* How do we unwind these entities and reduce the risk exposure to taxpayers
without restricting access to credit for homebuyers?

Treasury is committed to carefully analyzing possible impacts of a wide range of
reform alternatives. The Administration is committed to an open, transparent process
that includes productive public dialogue about how to best address a housing finance
system that is in clear need of reform.

6. Financial Regulatory Reform: Some Members have proposed legislation to
reinstate Glass-Steagall. The President has proposed a related proposal which he
called the “Volcker Rule.”

Can you describe for me the differences between reinstating Glass-Steagall and the
Volcker Rule?

With regulations already in place that limit a commercial bank’s investment
activities and restrictions that limit the ability of holding companies to shift capital
between subsidiaries, can you describe for me how specifically, a return to Glass-
Steagall will help reduce risks to taxpayers?

The Administration does not believe that the repeal of Glass-Steagall was a central cause
of the crisis. In fact, the most dramatic instability and failures of risk management were
seen in institutions and with practices that would have been permitted under Glass-
Steagall: including at Fannie Mae and Freddie Mac, Bear Stearns, Lehman Brothers, AIG
and Countrywide. Moreover, the Glass-Steagall Act was never fully repealed. Rather,
only the restrictions on bank holding companies engaging in securities underwriting and
dealing were repealed. The Glass-Steagall Act also established a new class of
commercial and investment banking firms (“financial bolding companies™) and made
them subject to additional financial and managerial requirements. The Glass-Steagall
restrictions on financial holding companies remain in place.

The Volcker Rule, which the President signed into law, would restrict FDIC-insured
depository financial institutions, and their parent companies or affiliates, from investing
in or sponsoring proprietary trading operations or private equity and hedge funds. It
would also impose additional capital requirements and quantitative limits on these
activities for non-bank financial companies designated for supervision by the Federal
Reserve.
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There is no substitute for vigilant oversight both at the level of individual firms and for
the system as a whole. This Wall Street reform bill signed by the President contains a
comprehensive package of reforms to limit the risk of the largest, most interconnected
financial firms and to shut loopholes that allowed firms and markets to evade oversight.

This law will:

e Raise capital requirements for banks overal! and more so for the types of risky
activities that caused problems during the recent crisis.

e Mandate even more robust prudential oversight of the most systemically
important financial institutions.

e More strictly enforce the separation between banking and commerce.

¢ Enhance governance by augmenting the firewalls between banks and their trading
affiliates as well as between the trading and lending arms of firms.

Alongside the Administration’s Volcker Rule, we believe these reforms will
meaningfully strengthen taxpayer protections and increase stability within our financial
system.
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Questions from Senator Feingold

1. Mr. Secretary, the President proposes to extend many of the tax cuts enacted in
2001 and 2003, and I want to hear more from you about the trade-offs between
further aggravating our long-term deficits, and avoiding policies that undermine
our economic recovery. In particular, the President proposes to extend the cuts to
the four lowest marginal income tax rates — those which apply to the first $250,000
of a family’s income. Just what I’ve seen over the last couple of years in my own
state of Wisconsin tells me that we have to do this, despite the significant increase in
the deficit which may resuit. Millions of Wisconsin families are hurting and hitting
them with what is effectively a tax increase right now would be devastating to them.
What is your assessment of what it would mean for the economy, and for the
prospects of the recovery and in particular for putting people back to work if we did
not extend those lower marginal tax rate cuis?

The Administration believes that middle class Americans have shouldered too large a
burden in recent years. That is why we have proposed to permanently continue the 2001
and 2003 tax cuts for families making less than $250,000, and, in addition to this, the
Administration has aiready proposed and enacted middle class tax cuts that benefits 95
percent of working Americans. Such tax cuts for middle class families are especially
important in light of current economic weakness. Unlike higher-income families,
middle-income families spend most of their tax relief — which helps grow demand and
create new jobs.

By contrast, the upper-income 2001 and 2003 tax cuts — those tax cuts for families
making more than $250,000 — should be allowed to expire. These tax cuts add
substantially to the deficit, are unfair, and do little to promote economic growth.
Allowing these tax rates for just the top 2 percent of American households to expire will
reduce the deficit by more than $700 billion, including reduced interest on the national
debt, through 2020.

2. Mr. Secretary, I’ve met with both businesses and community banks on this issue of
getting adequate credit to businesses, especially smaller firms. Generally, the
complaint I hear from businesses is that despite being a good credit risk they are
unable to get their local banks to extend them credit. From the banks the complaint
I hear is that they’d very much like to extend more credit, but that in the wake of
the financial crisis regulators fear being blamed for more bank failures, and are
over reacting by being too restrictive, which Iimits the ability of banks to make the
loans they want. To what extent are individual regulators acting toe aggressively
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out of fear they will be considered too lax? Are banks being overly conservative as
the industry recovers from the financial crisis?

We have also heard this concern and agree that there might be a tendency for some to
over-correct. That is why we talked directly with a number of community banks in the
development of the President’s Small Business Lending Fund proposal, and while a few
of the banks have said they do not need additional capital, many also say that their
regulators are constraining them from making new loans. This is an indication that while
some banks may have sufficient capital to support their existing lending, they would
benefit from having more to expand their lending. Regulators are obviously independent,
and while in some ways Treasury has limited ability to influence this problem, we will
also continue to work with regulators to develop guidelines—like those released last year
on commercial real estate and more recently on small business lending-—that balance the
need for prudent supervision with concerns about being overly restrictive.
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Cheri Reidy, Minority Staff Director.

OPENING STATEMENT OF CHAIRMAN CONRAD

Chairman CONRAD. Welcome. The hearing will come to order.

First of all, I appreciate very much our witnesses being here with
conditions as they are, and I appreciate colleagues who are here
and who are on their way. I especially want to thank Senator Ses-
sions for being here to represent the Republican side of the aisle.
Senator Gregg informed us that he has not been able to get back
to Washington at this moment and hopes to be with us soon. But
airports, as you know, have been closed, so anybody that was out
of town has had a difficult time getting back.

I do not know whether the votes scheduled this afternoon for the
Senate are actually going to come off for not. For those who are
thinking about tomorrow, we have a hearing scheduled for tomor-
row. We are going to make a decision about that very soon because
we have witnesses lined up. One thing we are considering is mov-
ing tomorrow’s hearing to the next day in light of the threat of ad-
ditional snow this afternoon and through the evening and into to-
morrow. If we do get another 10 or 12 inches, it would probably be
very difficult for witnesses to get here. I am fortunate. I live about
ten blocks away, so I can always get here.

I want to again thank the witnesses very much. This is an im-
portant hearing on the economic outlook and risks for the Federal
budget and debt. We are joined by an extremely distinguished
panel of witnesses:

Dr. Carmen Reinhart, Professor of Economics and Director of the
Center for International Economics at the University of Maryland.
Welcome. Good to have you here.

(229)
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Dr. Simon Johnson, the Ronald A. Kurt (1954) Professor of En-
trepreneurship at MIT’s Sloan School of Management, and Senior
Fellow at the Peterson Institute for International Economics.
Simon has appeared before this Committee in the past. We have
always enjoyed his commentary and his testimony.

And Dr. Donald Marron, a Visiting Professor at Georgetown’s
Public Policy Institute and the former Acting Director of the Con-
gressional Budget Office. Always good to have you back before the
Committee as well. Dr. Marron is somebody who has served in a
very distinguished way at the Congressional Budget Office, and we
have always been indebted to him for his service there.

This is Dr. Reinhart’s first appearance before the Budget Com-
mittee, so we especially want to make her feel at home. We look
forward to her testimony, and Dr. Johnson and Dr. Marron are, as
I have said, both well known here before the Committee.

As the title of our hearing suggests, we are going to focus today
on the Nation’s economic outlook and the risks we are facing that
could affect the outlook, the Federal budget, and the Nation’s debt.

I would like to begin with just a brief review of our economic sit-
uation. I think we all know that, when President Obama took of-
fice, we were in the midst of the worst recession since the Great
Depression. The President moved quickly to followup on the steps
that had been taken by the previous administration to avert an
even sharper economic decline, and those policies, I think, are
clearly working.

The actions taken by the Federal Government over the last year
have clearly helped pull us back from the brink. We have seen a
dramatic turnaround in economic growth. Economic growth in the
first quarter of last year was a negative 6.4 percent. By the last
quarter of last year, it had improved to a positive 5.7-percent
growth.
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Now, I think it is very important to say none of us anticipates
that that level of economic growth will continue. Many of us see a
more tepid level going forward.

We have also seen a steady improvement in the jobs picture. Ac-
cording to the revised estimates we received last Friday, in Janu-
ary of last year, the economy was losing more than 800,000 pri-
vate-sector jobs in 1 month. Now, that is up from a previous esti-
mate of about 700,000 jobs lost. So looking back, we can see in Jan-
uary of last year the job loss was running about 800,000 a month.
By January of this year, the economy was losing about 12,000 jobs
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in a month—a dramatic improvement, but still short of where we
need to go in terms of dramatically reducing unemployment.

Private-Sector Jobs Lost

{Monthly change, in thousands of jobs, through January 2010}
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And I must say all of these numbers, to those who are suffering
the consequences of a weakened economy, are just numbers on a
page. If you are someone who is unemployed or cannot find suffi-
cient work or are underemployed, these numbers are cold comfort
to you. It is important to recognize that things are improving. At
least the free fall that we were in has been stabilized, and we are
starting to move back in the right direction.

According to estimates we received last Friday, the unemploy-
ment rate did fall to 9.7 percent, but that is still far too high. Last
year’s recovery package is still providing stimulus. We know that
its impact on economic growth likely peaked during the third quar-
ter of 2009. According to an estimate from Goldman Sachs, the re-
covery package provided about 3.3 percent of increase in real GDP
at its peak during the third quarter. Following the third quarter,
the contributions to growth of last year’s recovery package began
to diminish.
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Unemployment Rate

(Monthly data through January 2010)
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Estimated Impacts of Stimulus
on Economic Growth This Year
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Given the high unemployment rate, the continuing concerns
about the economy, and the fact that the impact of the recovery
package has started to wane, I think it is appropriate for us to be
considering additional job creation measures at this time. So I
would like to hear from our witnesses their views on the benefits
of enacting such measures at this time.

The economic downturn and the Federal response to it has con-
tributed significantly to the worsening of our budget outlook. Now,
this is the other side of the picture. In the short term, measures
that were taken to stabilize the economy and stop a precipitous col-
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lapse have been effective. But we know there is a price to be paid,
and the price to be paid is increases to our deficits and debt.
This chart depicts the projected deficit under President Obama’s
proposed budget over the next 10 years. It shows the deficit coming

down from a high of $1.56 trillion in 2010 to $706 billion in 2014,
and then slowly resuming its climb back to $1 trillion in 2020.

Deficit Under Obama Budget

($ in trillions)

-$727B-$708 B 57628 5778 -$778 B -$785 B
-$908 B

-$1.5

-$2.

2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

Source: President Obama’s FY 2011 Budget

I have said before that I can understand increases in deficits and
debt in the short term to deal with an economic weakness and to
prevent an economic collapse. But I am increasingly concerned
about the out-years because we are already on an unsustainable
path, and I am concerned the President’s budget does not focus suf-
ficiently on our long-term need to deal with the debt threat.

The Nation’s debt outlook is even worse, particularly over the
long term. The fact is we are on a completely unsustainable course
long term. I personally believe we need a two-pronged strategy
going forward—one for the near term, one for the long term. In the
near term, I believe we must emphasize policies that encourage job
creation in the private sector. But for the long term, we must pivot
to controlling our debt. The economic security of our Nation de-
pends on it.

With that, I will turn to Senator Sessions for any opening re-
marks he might want to make, and then we will go to our wit-
nesses, and then we will have a chance for questions of the panel.
Again, Senator Sessions, thank you so much for being here. It
speaks very well of a man from Alabama to be here with the
weather conditions we are currently experiencing in this city. In
North Dakota, this is no big deal, but I am sure in Alabama this
would be an all-out emergency.
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OPENING STATEMENT OF SENATOR SESSIONS

Senator SESSIONS. It was fun for me to be out a little bit Sunday,
to walk around and see the beauty of the snow. It is really a stun-
ning sight. But it does cause difficulties for travel.

Chairman CONRAD. Well, if you like the beauty of this snow, I
would like to invite you to North Dakota.

[Laughter.]

Chairman CONRAD. Anytime in January or February of next
year. In fact, maybe spend all of January and February.

Senator SESSIONS. Maybe we can invite you south. That would
be a better idea.

I thank all of you for coming, and I look forward to your discus-
sion. I frankly do not know how well our actions worked after the
collapse in the financial markets. Those who supported it, pro-
moted it, funded it, ran it, all tell us if we had not done it, we
would be so much worse than we are today. But forgive me if I am
not sold. I just believe that a lot of things had to be done, and I
have supported a number of things, but the fundamental actions
that we took were troubling to me.

The Fed had to act. We know that. And the Congress has some
things that we needed to do. But I am troubled by it all. The
TARP, $700 billion, had to pass before the Asian markets opened
the next morning, they originally told us. And then when President
Bush had left office, he had not spent his $350 billion half of it yet.
And one man was allocating $700 billion. So forgive me if I am un-
easy about that.

That $700 billion was distributed in ways directly contrary to
what Congress was told. We were told it was to buy toxic assets,
and within a week they were buying stock in companies, insurance
companies, then buying automobile companies. So forgive me if I
am not happy and the American people are not happy.

Second, the stimulus package, the $787 billion, it is now 840 be-
cause we are spending more under the commitments made than we
intended when we passed it. I think it has produced little. In fact,
I think it is one of the great tragedies in the history of the country
that we have gotten so little out of such an incredibly large expend-
iture, the largest single expenditure in American history. I do not
think it has gone very well. I do not think it has created the jobs
they projected it would create, even.

The bill that some of us supported that Senator Thune and Sen-
ator McCain offered for half the cost, according to Christina
Romer’s own analysis, would have created twice as many jobs and
half the debt impact on our country.

So we have got some serious problems. One of the things that
happens with budgets that, Mr. Marron, as Director CBO at the
time you were over there—you might be aware of this; most Ameri-
cans are not—that the only year that really counts is the year you
are in. And the year we are in, for example, has a gimmick if the
President’s job stimulus package were passed, like the one similar
to the House version that he praised in the State of the Union, it
has $100 billion more in ten. He is counting $170 billion in the
next 10 years, but he is not counting the 100 in this year. It is a
violation of last year’s budget. But we will have to have a vote suf-
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ficient to raise the spending level through emergency designation,
I guess, to spend that money this year.

So I guess what I am saying is what I am hearing from the in-
cumbent administration that concerns me is that , it is always next
year. Next year. We have got to do all this this year. We are not
going to worry about how much debt is being run up this year. We
will worry about it next year. And the chart you put up, Mr. Chair-
man, is, however, the budget that they are citing. So we have got
to reduce the budget.

Now, I offered legislation and have 16 or 17 Democrats who sup-
port it which says let us take that budget we passed last year and
let us follow those numbers, which were basically 1- and 2-percent
increases over the next 5 years. But we did not get the 60 votes
necessary to pass it. But that would have been a real step, I think,
that would help us send a message to the whole world and to our
own American people that we are going to contain discretionary
spending, at least for a while, and then we absolutely, as, Mr.
Chairman, you have led on this, have to discuss how we can reduce
our entitlement spendings, and all spending, really. But we have
got to act. That is all I am saying.

I look forward to hearing from you. The American people are un-
happy with us. They are not happy with us. Unemployment is high.
The numbers were not good this last week, another 20,000 increase
in unemployment. And I think it takes about an 800,000-increase
to begin to reduce the total unemployment numbers. So I am really
worried about unemployment. We want to have growth, and hope-
fully we can.

Mr. Chairman, thank you. I am sorry Senator Gregg is not here.
I know he has got a difficulty, but I know you and he have worked
on a number of issues that are important, and I hope to be able
to work with you, too.

Chairman CONRAD. Thank you, Senator. Again, thank you very
much for being here. Now we will turn to the witnesses. Dr. Car-
men Reinhart, Professor of Economics and Director of the Center
for International Economics at the University of Maryland. Very
timely for you to be here given the developments on the inter-
national front. Please proceed with your testimony. Then we will
go to Dr. Johnson and Dr. Marron. Dr. Reinhart.

STATEMENT OF CARMEN M. REINHART, PH.D. PROFESSOR OF
ECONOMICS, AND DIRECTOR, CENTER FOR INTERNATIONAL
ECONOMICS UNIVERSITY OF MARYLAND

Ms. REINHART. Thank your, Chairman Conrad and other mem-
bers of the Committee, for the opportunity to comment on the U.S.
economy and the risks for the budget and debt. I am a professor
in the Department of Economics at the University of Maryland. I
suspect that I was invited here today because, for more than a dec-
ade, my research has focused on various types of financial crises,
and that includes their fiscal implications and other economic con-
sequences. One of the main lessons emerging from this work is that
across countries and over time, severe financial crises follow a simi-
lar pattern.

In a paper written over a year ago with my coauthor Ken Rogoff,
we examined the depth and duration of the slump that invariably
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follows financial crises. The recessions following severe post-World
War II crises tended to be protracted affairs. Asset market col-
lapses were deep and prolonged. On a peak-to-trough basis, real
housing prices declined, on adviser, 35 percent, and this decline
stretched out over 6 years. Equity prices collapsed on an average
of 55 percent; the recovery from the bottom was quicker. To put it
in context, in the present downturn, here in the United States real
housing prices have already fallen 36 percent from their February
2006 peak.

Not surprisingly, banking crises are associated with profound de-
clines in output and employment. The unemployment rate rises an
average of 7 percentage points over the down phase of the cycle,
which lasts an average of 4 years. We are following this track: the
U.S. unemployment rate bottomed at 4.4 percent in December
2006, about 6 months before the crisis broke; and by its recent
peak level in October of 2009, the unemployment rose 5.7 percent-
age points.

Historically, these conditions produced a marked deterioration in
budget deficits. Correspondingly, the real value of Government debt
soars after financial crises of this order of magnitude, rising an av-
erage of 86 percent in the major post-World War II episodes. The
main cause of the debt explosion is not the widely cited costs of
bailing out the banking system. Nor is it the fiscal stimulus, as
many countries in our sample did not implement such policies. In
fact, the critical factor is the collapse in tax revenues that follows
in the wake of deep and prolonged economic contraction. Our esti-
mates of the rise in Government debt are likely to be conserv-
ative—the 86 percent—as they do not include increases in Govern-
ment guarantees, which also soar.

Government debt has been soaring in the wake of the recent
global maelstrom, especially in the epicenter countries. In related
work with Rogoff I completed only a few weeks ago, we calculated
the increase in inflation-adjusted public debt that has occurred
since 2007. And for five countries with systemic financial crises—
which include the United States and the United Kingdom—average
debt levels are up by about 75 percent. Even in countries that have
not had a major financial crisis, debt rose an average of 20 percent
in real terms between 2007 and 2009.

So our main focus is on the longer-term macroeconomic implica-
tions of much higher public and external debt. We examine in this
work the experience of 44 countries spanning up to two centuries
of data on central government debt, inflation, and growth. Our
main finding is that across both advanced countries and emerging
markets, high debt-to-GDP levels, debt levels, gross debt above 90
percent, are associated with notably lower growth outcomes. Above
90 percent, median growth rates fall by 1 percent; average growth
rates fall considerably more. In addition, for emerging markets,
there appears to be a tighter threshold for external debt, a lower
threshold, so that when external debt reaches 60 percent of GDP,
annual growth declines by about 2 percent, and for higher levels
of debt, growth is cut in about in half. Our international and his-
torical shows that seldom do countries simply grow their way out
of their debt burdens.



239

There are also thresholds in debt. Why 90 percent? While the
exact mechanism is not certain, we presume that at some point, in-
terest rate premia react to unchecked deficits, forcing governments
to tighten fiscal policy. Higher taxes have an especially deleterious
effect on growth. We suspect that growth also slows as govern-
ments turn to financial repression to place debts at sub-market in-
terest rates.

Of course, there are other vulnerabilities associated with debt
buildups that depend on the composition of the debt itself. One
common mistake as debts soar is for governments to “play the yield
curve,” shifting to cheaper short-term debt to economize on interest
costs. Unfortunately, a government with massive short-term debts
to roll over is ill positioned to adjust if rates spike or market con-
fidence fades.

Even aside from high and rising levels of public debt, many ad-
vanced countries, particularly in Europe, right now are saddled
with extraordinarily high levels of external debt, or debt issued
abroad by both the government and private entities. In the case of
Europe, the advanced country average exceeds 200 percent of GDP.
In private debts, U.S. debts exceed 300 percent, and they are at
their highest level since 1916 where the historical statistics of the
United States began to record this data. Current high private do-
mestic and external debt burdens would also seem to be an impor-
tant vulnerability to monitor. Downgrades, ratings downgrades,
usually follow debt.

Given these risks of higher government debt, how quickly should
governments exit from fiscal stimulus? This is not an easy task, es-
pecially given weak employment, here in the United States and
elsewhere. In light of the likelihood of continued weak consumption
in the U.S. and Europe, rapid withdrawal of stimulus could easily
tilt the economy back into recession. To be sure, this is not the
time to exit. It is, however, the time to lay out a credible plan for
a future exit. The sooner our political leadership reconciles itself to
accepting adjustment, the lower the risks of truly paralyzing debt
problems down the road, the likes of which we are seeing in Europe
right now. Although most governments still enjoy strong access to
financial markets at very low interest rates, market discipline can
come without warning. Countries that have not laid the ground-
work for adjustment will regret it.

This time is not different. Thank you.

[The prepared statement of Ms. Reinhart follows:]
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Testimony before the Senate Budget Committee
of
Carmen M. Reinhart

Professor and Director of the Center for International Economics,
University of Maryland

February 9, 2010

Thank you Chairman Conrad, Ranking Member Gregg, and other Members of the
Committee, for the opportunity to comment on the U.S. economy and the risks for the
federal budget and debt. I am currently a professor in the Department of Economics at
the University of Maryland. I suspect that I was invited today because, for more than a
decade, my research has focused on various types of financial crises, including their
fiscal implications and other economic consequences. One of the main lessons emerging
from this work is that across countries and over time, severe financial crises follow a
similar pattern.

In a paper written over a year ago with my coauthor Ken Rogoff from Harvard
University, we examined the depth and duration of the slump that invariably follows
financial crises. The recessions following severe post-World War II financial crises
tended to be protracted affairs. Asset market collapses were deep and prolonged. Ona
peak-to-trough basis, real housing prices declined 35 percent on average, stretched out
over six years. Equity price collapses averaged 55 percent, but the recovery from the
bottom was quicker. In the present downturn, real housing prices have fallen 36 percent

from their February 2006 peak.
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Not surprisingly, banking crises are associated with profound declines in output
and employment. The unemployment rate rises an average of 7 percentage points over the
down phase of the cycle, which lasts on average over four years. We are following this
track: the U.S, unemployment rate bottomed at 4.4 perceht in December 2006; by its
recent peak level in October 2009, the unemployment rose 5.7 percentage points.

Historically, these conditions produced a marked deterioration in budget deficits.
Correspondiﬁgly, the real value of government debt soars, rising an average of 86 percent
in the major post-World War II episodes. The main cause of debt explosions is not the
widely cited costs of bailing out the banking system. Nor is it fiscal stimulus, as many
countries in the sample did not implement such policies. In fact, the critical factor is the
collapse in tax revenues in the wake of deep and prolonged economic contraction. Our
estimates of the rise in government debt are likely to‘ be conservative, as they do not
include increases in government guarantees, which also soar.

Government debt has been soaring in the wake of the recent global financial
maelstrom, especially in the epicenter countries. In related work that Rogoff and I
completed only a few weeks ago, we calculated the increase in (inflation adjusted) public
debt that has occurred since 2007, For five countries with systemic financial crises
(Iceland, Ireland, Spain, the United Kingdom, and the United States), average debt levels
are up about 75 percent. Even in countries that have not experienced a major financial
crisis, debt rose an average of about 20 percent in real terms between 2007 and 2009.

Our main focus is on the longer-term macroeconomic implications of much
higher public and external debt. We examine the experience of fbny four countries

spanning up to two centuries of data on central government debt, inflation, and growth.
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Current high private domestic and external debt burdens would also seem to be an
important vulnerability to monitor. Downgrades usually follow debt.

Given these risks of higher government debt, how quickly should governments
exit from fiscal stimulus? This is not an easy task, especially given weak employment,
here in the United States and elsewhere. In light of the likelithood of continued weak
consumption in the U.S. and Europe, rapid withdrawal of stimulus could easily tilt the
economy back into recession. To be sure, this is not the time to exit. It is, however, the
time to lay out a credible plan for a future exit. The sooner our political leadership
reconciles itself to accepting adjustment, the lower the risks of truly paralyzing debt
problems down the road. Although most governments still enjoy strong access to
financial markets at very low interest rates, market discipline can come without warning.
Countries that have not laid the groundwork for adjustment will regret it.

This time is not different.

Chairman CONRAD. Thank you for your excellent testimony.
We go to Dr. Johnson next and then Dr. Marron, and then we
will open it up to questions. Dr. Johnson.

STATEMENT OF SIMON JOHNSON, PH.D., RONALD A. KURTZ
(1954) PROFESSOR OF ENTREPRENEURSHIP, MASSACHU-
SETTS INSTITUTE OF TECHNOLOGY, SLOAN SCHOOL OF
MANAGEMENT, AND SENIOR FELLOW, PETERSON INSTITUTE
FOR INTERNATIONAL ECONOMICS

Mr. JOHNSON. Thank you, Senator.

About a year ago, I testified before this Committee, and I think
our discussion together at that point came to the conclusion that
we faced a pretty tough year, and I think that that discussion
turned out to be exactly right.

My recollection is that we discussed contraction in the global
economy for the first time since World War II, roughly around a
1-percent decline on a year-on-year basis. The IMF’s latest number
for 2009 is a minus 0.8 decline, so I think we were exactly in the
right place there.

Now, of course, at this stage we should be discussing a recovery.
We have a sharp decline. The post-war experience for the global
economy and for this economy is you have a fairly rapid recovery.
And the numbers that you showed us for the third and fourth quar-
ters for last year, of course, are encouraging in that direction.

But I am worried, again, about the dynamics that we face during
this year. I think there is a great deal of volatility ahead, some of
which is domestic for the reasons that Professor Reinhart just
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talked about; some of which has a global origin that I can expand
on in a moment. And I think that while the headline numbers for
this year, the year-on-year average growth numbers, will indicate
recovery, a modest recovery, if you look at the fourth quarter-on-
fourth quarter numbers, so look at the dynamic within 2010, you
are going to see something quite different.

In particular, in the second half of this year, I think there is
going to be a slowdown. I am not suggesting at this point that we
will have a double-dip recession. That would imply an actual de-
cline in output in the second half. But I do think that the pace of
growth will slow. I think the pace at which jobs come back will
slow. And I think this is a major concern for the budget and for
job creation, as you mentioned at the beginning, Senator Conrad.

My overall projection on the fourth quarter-on-fourth quarter
basis, which is, I would suggest, the number we might focus on
today, is that the global economy will grow around 3 percent. Now,
traditionally, that is where the IMF would draw a line on global
recession. They have moved the goalpost, given what we have seen
in the past 2 years, so that now they will call it global recession
at perhaps a 1-percent rate. But 3-percent global is fairly slow, and
this rate would be mostly held up by what is happening emerging
markets. And I think if we have time we can probe to what extent
that is sustainable also beyond 2010.

Now, I think the weaknesses in the U.S. economy are well known
to you, and Professor Reinhart already mentioned the main points.
Let me just flag for you that the consumer sector is weak. Lower-
income households in particular have a substantial debt overhang.
Housing prices seem soft in most parts of the world, and asset
prices, based on particularly the global picture that I am painting,
will remain volatile. So households do not feel their wealth has
gone back up matching their recovery in stock prices, for example.

Residential investment is almost certainly not going to lead this
recovery. Business investment I think may be stronger. There are
issues of credit availability for the small business sector, which I
imagine we will talk about later, but in any case, this component
of final demand is not big enough to pull the U.S. back to the kinds
of growth rates we want.

Now, in addition to all of that, net exports, which has been a
brighter part of the picture in the United States over the past 12
months, 1s likely not to be so strong over the next 12 months for
the reasons that I will talk about in a moment.

The fiscal stimulus, as you said, continues, but its impact on
growth weakens. I agree with the Goldman Sachs analysis on that.
And, of course, we should expect the Federal Reserve to withdraw
its support for mortgage-backed securities as we go into the spring.
Despite the weakness of the economy, despite the continuing high
unemployment, this is what the Fed, I think, is very clearly indi-
cating, both directly and indirectly. So all this adds up on domestic
grounds to a difficult second half.

But that is not the worst part of the picture. The worst part of
the picture is, I am afraid, that a serious crisis is brewing in West-
ern Europe where there are many people who actually claim this
time is different, and I agree—well, I would apply Professor
Reinhart’s book and conclusions to suggest that it is actually not
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that different. Greece has a serious sovereign debt problem. These
issues are spreading also to Portugal and Spain, without doubt.
There may be implications for Ireland and even Italy.

There is a great reluctance on the part of the stronger European
countries to help the weaker European countries. We can discuss
the details if you would like, but basically, they do not have an in-
stitutional mechanism in place. They are not good at creating one
quickly. They will not, in my assessment, bring in the International
Monetary Fund. And I was, as you know, chief economist at the
IMF through August of 2008, and I am very happy to expand on
both the procedures and the politics behind that assessment.

But if you put all of this together, you are looking at a substan-
tial shock to government credit, which you will see in credit rat-
ings, you will see in interest rates, you will see in credit default
swap spreads. And the big unknown in this picture is what will
happen to the financial sector.

Now, we obviously have still too-big-to-fail banks. In fact, I think
we can reasonably argue that certainly as we wait for financial re-
form to come through, this problem has not been addressed. If any-
thing, it has gotten worse. The Europeans have this problem on a
much larger scale, by the way. Their big banks are much bigger
relative to their economies, and some of these very big banks are
in quite small economies that cannot, in my assessment, sustain
from a fiscal point of view an additional big financial shock.

So Switzerland, for example, has two massive banks currently
with assets and liabilities roughly 6 or 7 times the GDP of Switzer-
land, looking at the global picture. We can argue about the right
metric there. But if the bank fails, it is the size of the bank’s global
balance sheet relative to your domestic fiscal position.

The situation in the United Kingdom is not much better. There
is a massive contingent liability on their balance sheets, as, I would
argue, there is on our balance sheet. And I think Senator Sessions
was exactly right to stress the TARP experience where you were
asked to provide money to buy toxic assets and then it turned out
to buy shares in banks and other companies. I do not think that
is off the table now in Europe, and I fear that it will come back
to haunt us and come back to you as a budget matter in the United
States. That contingent liability is very big. I would say it is at
least 40 percentage points of GDP based on our recent experience.
If you follow Professor Reinhart’s book carefully, I think you would
even say it is larger than that. We are still carrying that liability;
so are the Europeans.

Now, how this will spread through the financial system is very
hard to say. My current estimate is that some of it will spread
through the credit default swap market, which is, again,
unreformed, completely opaque, and actually has not been ad-
dressed. The issues of derivatives and off-balance-sheet liabilities
have not been addressed since the crisis of 1999 when Long Term
Capital Management failed. We are a long way behind this, and
this all has fiscal implications.

And, in conclusion, I would like to stress and reinforce what you
said, Senator, and what Senator Sessions said and what Professor
Reinhart said, about the necessity of a medium-term framework.
You do not want, I think, to have fiscal austerity now. That would
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not be the right measure. If Europe swings into fiscal austerity be-
cause of their inability to manage their way through this crisis,
that would be bad for growth. The euro will weaken substantially
anyway, in my assessment. That is part of what is going to hurt
our next exports. They and we need an exit strategy, a medium-
term framework that tells you how entitlements are going to be
handled over a 5-, 10-, 15-year framework and what the tax base
is and what the gap is between those. And, of course, Senator
Conrad, when you said that the debt has to be controlled, you are
absolutely right. I would just add to that the foreign dimension, be-
cause we have not just a large domestic debt, which, of course,
Japan sustained for a long time and now it really catches up with
them. That is 20 years of struggling with that debt. Most of their
debt is held domestically. An increasing amount or a large amount
of our debt is held by foreigners, and this has, I think, both eco-
nomic and geopolitical consequences.

Thank you.

[The prepared statement of Mr. Johnson follows:]
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Testimony submitted to the Senate Budget Committee, hearing on “Crisis and
Aftermath: The Economic Outlook and Risks for the Federal Budget and Debt,”
Tuesday, February 9, 2010 (embargoed until 10am).

Submitted by Simon Johnson, Ronald Kurtz Professor of Entrepreneurship, MIT Sloan
School of Management; Senior Fellow, Peterson Institute for International Economics;
and co-founder of hitp://BaselineScenario.com.!

A. Main Points

1) In recent months, the US economy entered a recovery phase following the severe
credit crisis-induced recession of 2008-09. While slower than it should have been
based on previous experience, growth has surprised on the upside in the past quarter.
This will boost headline year-on-year growth above the current consensus for 2010.
We estimate the global economy will grow over 4 percent, as measured by the IMF’s
year-on-year headline number (their latest published forecast is for 3.9 percent), with
US growth in the 3-4 percent range — calculated on the same basis.

2) But thinking in terms of these headline numbers masks a mich more worrying
dynamic. A major sovereign debt crisis is gathering steam in Europe, focused for
now on the weaker countries in the eurozone, but with the potential to spillover also
to the United Kingdom. These further financial market disruptions will not only slow
the European economies — we estimate growth in the euro area will fall to around 0.5
percent Q4 ori Q4 (the IMF puts this at 1.1 percent, but the January World Economic
Qutlook update was prepared before the Greek crisis broke in earnest) — it will also
cause the euro to weaken and lower growth around the world.

3) There are some European efforts underway to limit débt crisis to Greece and to
prevent the further spread of damage. But these efforts are too little and too late. The
IMF also cannot be expected to play any meaningful role in the near term. Portugal,
Ireland, Italy, Greece, and Spain ~ a group known to the markets as PIIGS, will all

" come under severe pressure from speculative attacks on their credit. These attacks
are motivated by fiscal weakness and made possible by the reluctance of relatively
strong European countries to help out the PIIGS. (Section B below has more detail.)

4) Financial market participants buy and sell insurance for sovereign and bank debt
through the credit default swap market. None of the opaqueness of the credit default
swap market has been addressed since the crisis of September 2008, so it is hard to
know what happens as governments further lose their credit worthiness. Generalized
counter-party risk — the fear that an insurer will fail and thus bring down all
connected banks ~ is again on the table, as it was after the collapse of Lehman.

' This testimony draws on joint work with Peter Boone, particularly “The Next Financial Crisis:
It’s Coming and We Just Made 1t Worse” (The New Republic, September 8, 2009) and “The
Doomsday Cycle” (forthcoming), and James Kwak, including /3 Bankers (forthcoming, March
2010} and “The Quiet Coup” (The Atlantic, April, 2009). Underlined text indicates links to
supplementary material; to see this, please access an electronic version of this document, e.g., at
hitp://BaselineScenario.com, where we also provide daily updates and detailed policy
assessments for the global economy.
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5) Another Lehman/AlG-type situation lurks somewhere on the European continent, and
again G7 (and G20) leaders are slow to see the risk. This time, given that they
already used almost all their scope for fiscal stimulus, it will be considerably more
difficult for governments to respond effectively if the crisis comes.

6) In such a situation, we should expect that investors scramble for the safest assets
available ~ “cash”, which means short-term US government securities. [t is not that
the US has anything approaching a credible medium-term fiscal framework, but
everyone else is in much worse shape.

7) Net éxports have been a relative strength for the US economy over the past 12 months.
This is unlikely to be the case during 2010.

8) In addition to this new round of global problems, the US consumer is beset by
problems — including a debt overhang for lower income households, a soft housing
market, and volatile asset prices. The savings rate is likely to fall from 2009 levels,
but remain relatively high. Residential investment is hardly likely to recover in 2010
and business investment is too small to drive a recovery.

9) On a Q4-on-Q4 basis, the US will struggle to grow faster than 2 percent (the IMF
forecast is for 2.6 percent). This within year pattern will likely involve a significant
slowdown in the second half - although probably not an outright decline in output.
The effects of fiscal stimulus will begin to wear off by the middle of the year and
without a viable medium-term fiscal framework there is not much room for further
stimulus — other than cosmetic “job creation” measures.

10) The Federal Reserve will start to wind down its extraordinary support programs for
mortgage-backed securities, starting in the spring (although this may be delayed to
some degree by international developments). The precise impact is hard to gauge, but
this will not help prevent a slowdown in the second quarter. -

11) On top of these issues, there is concern about the levels of capital in our banking
system. The “too big to fail” banks are implicitly backed by the US government and
for them the stress test of early 2009 played down the amount of capital they would
need if the economy headed towards a “double-dip™-type of slowdown; the stress
scenario used was far too benign. In addition, small and medium sized banks have a
considerable exposure to commercial real estate, which continues to go bad.

12) Undercapitalized banks tend to be fearful and curtail lending to creditworthy potential
borrowers. This may increasingly be the situation we face in 2010.

13) Emerging markets are also likely to slow in the second half of the year. Twice
recently we have assessed whether these economies can “decouple” from the
industrialized world (in early 2008 and at the end of 2008). In both cases, emerging
markets — with their export orientation and, for some, dependence on commodity
prices ~ were very much caught up in the dynamics of richer countries’ cycle.

14) The IMF projects global growth, 4" quarter-on-4" quarter within 2010 at 3.9 percent,
i.e., the same as their year-on-year forecast. We expect it will be closer to 3 percent.
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15) Over a longer time-horizon, we will probably experience a global economic boom,
based on prospects in emerging markets. With our current global financial structure,
this brings with it substantial systemic risks (see Section C below).

B. From Greece to the US: The Globalized Financial Transmission Mechanism

1) The problems now spreading from Greece to Spain. Portugal, Ireland and even Italy
portend major trouble ahead for the US in the second half of this year — particularly

because our banks remain in such weak shape.

2) Greece is a member of the eurozone, the elite club of European nations that share the
euro and are supposed to maintain strong enough economic policies. Greece does not
control its own currency — this is in the hands of the European Central Bank in
Frankfurt. In good times; over the past decade, this helped keep Greek interest rates
low and growth relatively strong.

3) But under the economic pressures of the past year, the Greek government budget has
slipped into ever greater deficit and investors have increasingly become
uncomfortable about the possibility of future default. This impending doom was
postponed for a while by the ability of banks — mostly Greek — to use these bonds as
collateral for loans from the European Central Bank (so-called “repos™).

4) But from the end of this year, the ECB will not accept bonds rated below A by major
ratings agencies — and Greek government debt no longer falls into this category. If
the ECB will not, indirectly, lend to the Greek government, then interest rates will go
up in the future; in anticipation of this, interest rates should rise now.

5) This spells trouble enough for an economy like Greece — or any of the weaker
eurozone countries. Paying higher interest rates on government debt also implies a
worsening of the budget; these are exactly the sort of debt dynamics that used to get
countries like Brazil into big trouble. :

6) The right approach would be to promise credible budget tightening over 3-5 years and
to obtain sufficient resources — from within the eurozone (the IMF is irrelevarnit in the
case of such a currency union) — to tide the country over in the interim.

7) But the Germans have decided to play hardball with their weaker neighbors — partly
because those countries have not lived up to previous commitments. The Germans
strongly dislike bailouts — other than for their own banks and auto companies. And
the Europeans policy elite loves rules; in this kind of situation, their political process
will move at a relatively slow late 20" century pace.

8) In contrast, markets now move in a 21% century global network pace. We are moving
towards is a full-scale speculative attack on sovereign credits in the eurozone.
Brought on by weak fundamentals — worries about the budget deficit and whether
government debt is on explosive path — such attacks take on a life of their own. We
should remember — and prepare for — a spread of pressure between countries along the
lines of the panic that moved from Thailand to Malaysia and Indonesia, and then then
jumped to Korea all in the space of two months during 1997.
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9} The equity prices of weaker European banks will come under pressured. Fears about
their solvency may also be reflected in higher credit default swap spreads, ie., a
higher cost of insuring against their default.

10) US Treasury and the White House apparently take the view that they must stand aloof,
waiting for the Europeans to get their act together. This is a mistake — the need for
US leadership has never been greater, particularly as our banks are really not in good
enough shape to withstand a major international adverse event (e.g., Greece defaults,
Greece leaves the eurozone, Germany leaves the eurozone, etc).

11) We subjected our banks to a stress test in spring 2009 — but the stress scenario was
mild and more appropriate as a baseline. Many of our banks — big, medium, and
small - simply do not have enough capital to withstand further losses.

12) As the international situation deteriorates — or even if it remains at this level of
volatility — undercapitalized banks will be reluctant to lend and credit conditions will

tighten around the US.

13) If the European situation spins seriously out of control, as it may well do in coming
weeks, the likelihood of a double-dip recession (or significant slowdown in the
second half of 2010) increases dramatically.

C. Longer Run Baseline Scenario

1) In terms of thinking about the structure of the global economy there are three main
lessons to be learned from the past eighteen months.

2) First, we have built a dangerous financial system in Europe and the U.S,, and 2009
made it more dangerous.

a. The fiscal impact of the financial crisis was to increase by around 30-40
percent points our federal government debt held by the private sector. The
extent of our current contingent liability, arising from the failure to deal with
“too big to fail” financial institutions, is of the same order of magnitude.

b. OQur financial leaders have learnt that they can bet the bank, and, when the
gamble fails, they can keep their jobs and most of their wealth. Not only have
the remaining major financial institutions asserted and proved that they are too
big to fail, but they have also demonstrated that no one in the executive or
legislative branches is currently willing to take on their economic and political
power.

¢. The take-away for the survivors at big banks is clear: We do well in the upturn
and even better after financial crises, so why fear a new cycle of excessive
risk-taking?

3) Second, emerging markets were star performers during this crisis. Most global growth
forecasts made at the end of 2008 exaggerated the slowdown in middle-income
countries. To be sure, issues remain in places such as China, Brazil, India and Russia,
but their economic policies and financial structures proved surprisingly resilient and
their growth prospects now look good.
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Third, the crisis has exposed serious cracks within the euro zone, but also between the
euro zone and the UK. on one side and Eastern Europe on the other. Core European
nations will spend a good part of the next decade bailing out the troubled periphery to
avoid a collapse. For many years this will press the European Central Bank to keep
policies looser than the Germanic center would prefer.

Over the past 30 years, successive crises have become more dangerous and harder to
sort out. This time not only did we need to bring the fed funds rate near to zero for
“an extended period” but we also required a massive global fiscal expansion that has
put many nations on debt paths that, unless rectified soon, will lead to their economic
collapse.

For now, it looks like the course for 2010 is economic recovery and the beginning of
a major finance-led boom, centered on the emerging world.

But this also implies great risks. The heart of the matter is, of course, the U.S. and
European banking systems; they are central to the global economy. As emerging
markets pick up speed, demand for investment goods and commaedities increases —
countries producing energy, raw materials, all kinds of industrial inputs, machinery,
equipment, and some basic consumer goods will do well.

On the plus side, there will be investment opportunities in those same emerging
markets, be it commodities in Africa, infrastructure in India, or domestic champions

in China.

The Chinese exchange rate will remain undervalued. Our reliance on Chinese
purchases of US government and agency debt puts us at a significant strategic
disadvantage and makes it hard for the administration to push for revaluation. The
existing multilateral mechanisms for addressing this issue — through the IMF — are
dysfunctional and will not help. There is a growing consensus to move exchange
issues within the remit of the World Trade Organization but, without US leadership,
this will take many years to come to fruition. -

10) Good times will bring surplus savings in many emerging markets, But rather than

intermediating their own savings internally through fragmented financial systems,
we’ll see a large flow of capital out of those countries, as the state entities and private
entrepreneurs making money choose to hold their funds somewhere safe — that is, in
major international banks that are implicitly backed by U.S. and European taxpayers.

11) These banks will in turn facilitate the flow of capital back into emerging markets —

because they have the best perceived investment opportunities — as some combination
of loans, private equity, financing provided to multinational firms expanding into
these markets, and many other portfolio inflows. Citigroup, for example, is already
emphasizing its growth strategy for India and China.

12) We saw something similar, although on a smaller scale, in the 1970s with the so-

called recycling of petrodollars. In that case, it was current-account surpluses from
oil exporters that were parked in U.S. and European banks and then lent to Latin
America and some East European countries with current account deficits.
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13) That ended badly, mostly because incautious lending practices and — its usual
. counterpart — excessive exuberance among borrowers created vulnerability to

macroeconomic shocks.

14) This time around, the flows will be less through current- account global imbalances,
partly because few emerging markets want to run deficits. But large current-account
imbalances aren’t required to generate huge capital flows around the world.

15) This is the scenario that we are now facing. For example, savers in Brazil and Russia
will deposit funds in American and European banks, and these will then be lent to
borrowers around the world (including in Brazil and Russia).

16) Of course, if this capital flow is well-managed, learning from the lessons of the past
30 years, we have little to fear. But a soft landing seems unlikely because the
underlying incentives, for both lenders and borrowers, are structurally flawed. -

17) The big banks will initially be careful — although Citigroup is already bragging about
the additional risks it is taking on in India and China. But as the boom progresses, the
competition between the megabanks will push toward more risk-taking. Part of the
reason for this is that their compensation systems remain inherently pro-cyclical and
as times get better, they will foad up on risk.

18) The leading borrowers in emerging markets will be quasi-sovereigns, either with
government ownership or a close crony relationship to the state. When times are good,
investors are happy to believe that these borrowers are effectively backed by a deep-
pocketed sovereign, even if the formal connection is pretty loose. Then there are the
bad times — remember Dubai World at the end of 2009 or the Suharto family
businesses in 1997-98.

19) The boom will be pleasant while it lasts. It might go on for a number of years, in
much the same way many people enjoyed the 1920s. But we have failed to heed the
warnings made plain by the successive crises of the past 30 years and this failure was
made clear during 2008-09,

20) The most worrisome part is that we are nearing the end of our fiscal and monetary
ability to bail out the system. In 2008-09 we were lucky that major countries had the
fiscal space available to engage in stimulus and that monetary policy could use
quantitative easing effectively. In the future, there are no guarantees that the size of
the available policy response will match the magnitude of the shock to the credit

system.

21) Much discussion of the Great Depression focuses on the fact that the policy response
was not sufficiently expansionary. This is true, but even if governments had wanted
to do more, it is far from clear that they had the tools at their disposal — in particular,
the size of government relative to GDP is limited, while the scale of financial sector

disruption can become much larger.
22) We are steadily becoming more vulnerable to economic disaster on an epic scale.

Chairman CONRAD. Thank you very much for your excellent tes-
timony.

Dr. Marron, welcome back. It is always good to have you here.
Please proceed.

STATEMENT OF DONALD MARRON, PH.D., VISITING
PROFESSOR, GEORGETOWN PUBLIC POLICY INSTITUTE

Mr. MARRON. Great. So thank you, Chairman Conrad and the
members of the committee, for having me up to talk about the eco-
nomic outlook and the fiscal situation.
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I guess on a personal note, I want to say that I have previously
appeared before you in a professional capacity working for the Con-
gress, and now I am appearing as a private citizen, and I must
admit I find it incredibly liberating. So I am now free to have my
opinion, so watch out for what you have asked for.

[Laughter.]

Mr. MARRON. So as this committee and all its members are very
well aware, our nation is on an unsustainable fiscal path. If cur-
rent policies continue, we will run trillion-dollar deficits in the
years ahead, even after the economy recovers, which is quite strik-
ing, and the public debt will rise faster than our ability to pay it.
Persistent deficits and rising debt will undermine American pros-
perity, threaten beneficial social programs, and weaken our posi-
tion in the world.

Those threats deserve immediate attention, but as this com-
mittee is also well aware, our economy remains fragile. Payroll em-
ployment has fallen by about 8.4 million jobs since the start of the
recession and long-term unemployment is at record levels. Recent
data, as the Chairman mentioned, have provided some glimmers of
hope, strong GDP in the fourth quarter and a decline in the unem-
ployment rate in January, but our economy has a very long way
to go. You thus face a very difficult challenge of balancing concern
about current economic conditions with a meaningful response to
our looming fiscal crisis, and in thinking about that balance, I just
want to make five points.

So the first, and this will now repeat what the Chairman said
and what my fellow witnesses have said, we should not expect a
rapid recovery. It is a good sign that the economy grew strongly in
the last quarter of last year, but for a whole host of reasons that
we have already heard discussed, I would not anticipate that to
continue. We are on a recovery path, but I think the Chairman
used the word tepid. I would call it moderate—modest, not one
where we should expect rapid.

Second is that uncertainty is actually one factor that has been
holding the economy back. Uncertainty discourages investment and
hiring and thereby undermines growth, right. If you put the shoes
of someone deciding whether to make an investment, whether to
hire someone, that is a much easier decision to make if you have
some visibility into what the future will hold.

Now, the good news is that economic uncertainty has gone down
dramatically, that the economic environment has improved and is
more conducive to growth. The bad news, though, is that policy un-
certainties are very high. Senator Sessions, you mentioned that
some of your constituents are mad with you. I sort of tried to talk
to all the business people I know before I came up for this testi-
mony to ask them what was on their minds and what would en-
courage job creation, and for better or for worse, a lot of them are
very upset about just the uncertainty they face. They don’t know
what is happening with tax policy. They don’t know what is hap-
pening with health care, in addition to what they don’t know that
is happening with the economy.

Having worked up here in government for a long time, I under-
stand why some of these uncertainties exist and are necessary, but
I think there are opportunities to get rid of unnecessary uncertain-
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ties and give people some more clarity about what the future holds.
The extreme example of that would be what is happening with the
estate tax, which is more of a personal thing, but in some cases a
business thing, but obviously there are many other examples on
the tax side.

No. 3, persistent deficits and rising debts pose a serious risk to
long-term economic growth, and so again, as my fellow witnesses
have said, concerns about the near-term economic outlook should
not deter Congress from taking steps to strengthen our fiscal posi-
tions over the next decade. Again, you know, major steps toward
fiscal consolidations shouldn’t take effect immediately, right. We
are not looking for cuts in 2010 and 2011. But Congress should
begin now to plan for deficit reduction and debt stabilization in
later years. We need an exit strategy, and that exit strategy should
include clear goals and a credible means for achieving them.

President Obama outlined some steps in that direction in his
budget, but to be honest, I feel that they fell far short of what is
required. Indeed, under his budget, the debt would grow faster
than the economy in every single year of the budget window.

To address that concern, the President also proposed the creation
of a fiscal commission that would be tasked with stabilizing the
debt-to-GDP ratio in 2015 and beyond. I have two concerns about
this proposal. First, I don’t think the target is aggressive enough.
If you took it seriously, as written, it would have the effect of stabi-
lizing debt-to-GDP around 71 or 72 percent of GDP. That is obvi-
ously better than exploding and growing, but my own personal
preference would be to see it come down to some number like 60
percent of GDP by the end of the budget window. And so I would
like to see a commission’s target be more aggressive.

And then second, obviously, as you know, there are institutional
features of the proposal that are troublesome. My preference would
be what you, Chairman Conrad and Senator Gregg, have proposed,
of having an actual statutory commission that is backed by the po-
litical legitimacy of being passed by the Congress, signed by the
President, with all the things that go along with that. And I have
concerns and questions about whether a non-statutory commission
can get there.

Obviously, what I would be looking for is something that has the
power to obviously be paid attention to in Congress, something for
which everything would be on the table. I am very troubled when
I hear some people say that Social Security ought to be off the
table, other people saying that tax revenues ought to be off the
table. I think if we are seriously trying to address our fiscal con-
cerns, you ought to let this commission pull on all the levers and
they can judge how to balance them.

Fourth, and this is a short one, just bringing the long-term to the
present day, a credible plan to reduce future deficits is not just
about the future. If we do it well, it will help keep long-term inter-
est rates low today, thus strengthening our current recovery.

And then fifth and finally, in the long term, bringing our deficits
under control will require both spending restraint and increased
revenues. Spending restraint should receive greater emphasis, I
think, both because spending is the primary driver of our long-run
budget imbalances, and because higher government spending may
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slow economic growth. Given the government’s existing commit-
ments, however, it is unlikely that spending restraint alone can put
our nation on a sustainable fiscal trajectory.

As policymakers consider how to finance a larger government,
they should, therefore, give special attention to figuring out ways
to make our tax system more efficient. For example, think about
ways to tax consumption rather than income. Think about ways to
broaden the tax base rather than increase rates. And, to the extent
possible, think about ways to tax undesirable things, like pollution,
rather than desirable things, like working, saving, and investing.

Thank you.

[The prepared statement of Mr. Marron follows:]
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Chairman Conrad, Rankihg Member Gregg, and Members of the Committee, thank you
for inviting me to appear today to discuss our economic and fiscal challenges.

As this Committee is well aware, our nation is on an unsustainable fiscal path. If current
policies continue, we will run trillion-dollar deficits in the years ahead—even after the
economy recovers—and the public debt will rise faster than our ability to pay it.
Persistent deficits and rising debt will undermine American prosperity, threaten
beneficial social programs, and weaken our position in the world.

Those threats deserve immediate attention but, as this Committee is also well aware, our
economy remains fragile. Payroll employment has fallen by 8.4 million jobs since the
start of the recession, and long-term unemployment is at record levels. Recent data have
provided some glimmers of hope: the economy grew at a 5.7% pace in the last three
months of 2009 (a figure that many observers expect to be revised up), and the
unemployment rate fetl to 9.7% in January, down from 10.0% a month earlier. Those
improvements are welcome, but our economy has a very long way to go.

Policymakers thus face a difficult challenge of balancing concern about current economic
conditions with a meaningful response to our looming fiscal crisis. In thinking about that
balance, I would like to make five main points:

1. Most analysts believe that the recession is behind us and that an economic recovery is
underway. Where analysts differ is in their assessment of how strong the recovery
will be. As always, there is much uncertainty about the outlook, but my best guess is
that near-term growth will be moderate, not rapid.

2. Uncertainty discourages investment and hiring and therefore undermines growth,
Economic uncertainty has declined over the past year, creating an environment more
conducive to growth. Policy uncertainties are enormous, however, and are likely
discouraging some employers from hiring and investing. Lawmakers should look for
opportunities to reduce unnecessary policy uncertainty.

3. Persistent deficits and rising debts pose a serious risk to long-term economic growth.
Concerns about the near-term economic outlook should not deter Congress from
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taking steps to strengthen our fiscal position over the next decade. Although major
steps toward fiscal consolidation should not take effect in 2010 and 2011, Congress
should begin to plan now for deficit reduction and debt stabilization in later years.
That plan should include clear goals (e.g., a target trajectory for the debt-to-GDP
ratio) and credible means for achieving them.

4. A credible plan to reduce future deficits would help keep long-term interest rates low,
thus strengthening the current recovery.

5. Inthe long-term, bringing our deficits under control will require both spending
restraint and increased revenues. Spending restraint should receive greater emphasis
both because spending is the primary driver of our long-run budget imbalances and
because higher government spending may slow economic growth. Given the
government’s existing commitments, however, it is unlikely that spending restraint
alone can put our nation on a sustainable fiscal trajectory. As policymakers consider
how to finance a larger government, they should therefore give special attention to
relying on more ¢fficient forms of taxation.

I elaborate each of these points below.
The economic outlook

Most analysts believe that the recession is behind us and that the United States will grow
at a moderate pace over the next few years. The Blue Chip consensus of private
forecasters sees 2.9% real GDP growth in 2010 and 3.1% growth in 2011, for example,
while the Administration sees somewhat stronger growth of 3.0% and 4.3%. On the other
hand, the Congressional Budget Office projects somewhat slower growth (2.1% and 2.4%
in 2010 and 2011, respectively). These forecasts differ in their underlying assumptions—
CBO’s is based on current law, for example, while the Administration’s is based on its
policy proposals—but they reflect a general consensus that the economy is once again
growing. ’

Some analysts believe that these forecasts are too pessimistic and that growth will pick up
sharply in the next year or two. The primary basis for this view is the observation that
sharp downturns have often been followed by sharp recoveries. That is certainly true, but
1 believe such optimism should be tempered for at least two reasons.

First, as Carmen Reinhart and Kenneth Rogoff have documented in detail, economies
tend to rebound slowly from financial crises.' It takes time for the financial system to
heal and for economies to make necessary structural adjustments (in our case, creating
new jobs for workers who previously worked in housing construction and finance). Asa
result, this recovery is likely to be weaker than those that have followed purely cyclical
downturns.

t Carmen M. Reinhart and Kenneth Rogoff, This Time is Different: Eight Centuries of Financial
Folly, Princeton University Press, 2009.
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Second, both households and financial institutions are only partway through the painful
process of recognizing losses and deleveraging. According to some recent estimates, 11
million households—accounting for more than 20% of borrowers—are underwater on
their mortgages. Unless house prices rebound sharply (highly unlikely) many of those
homeowners will default, adding to the stock of foreclosed properties and eating away at
the thin capital cushions of many banks. In addition, financial institutions will realize
substantial losses as borrowers continue to default on commercial mortgages and
leveraged loans. Although the worst of the financial crisis is behind us, there is still much
pain to be recognized.

Uncertainty impedes growth

As Nobel Laureate Nils Bohs® once said, “Prediction is difficult, particularly if it’s about
the future.” Businesses face that challenge every time they consider whether to invest in
new equipment, develop new products, or move into new markets.

In making such decisions, businesses try to predict the uncertain, future retumns on those
efforts and compare them to their upfront investment costs. With that information in
hand, they then have three options: to go ahead with the project, to kill it permanently, or
to wait for further information before deciding.

The third option—waiting—is particularly attractive when a business faces significant
uncertainty. An investment may be profitable under some future conditions, but
unprofitable under others. Even if the firm thinks the investment might be profitable, it
may make sense to wait to learn more about future conditions before incurring upfront
investment costs. As a result, uncertainty discourages investment.

The same logic applies to hiring as well. Firms face significant fixed costs (e.g., training)
when they bring a new employee on board. In other words, hiring a new employee is an
investment. And, again, when uncertainty is high, firms have an incentive to delay hiring
until they can be more confident that a new employee will generate enough value to
cover the costs of hiring.3

The degree of uncertainty is thus an important consideration in thinking about the
economic outlook. The good news is that economic uncertainty has fallen sharply over
the past year. Great Depression 2.0 scenarios appear to be off the table and debate now
focuses on the strength or weakness of the nascent recovery.

The bad news is that policy uncertainty remains high, for at least three reasons:

2 Not, as often thought, Yogi Berra.

3 For a rigorous analysis of how uncertainty discourages investment and hiring, see
Nicholas Bloom, “The Impact of Uncertainty Shocks,” Econometrica 77: 3: 623-685, May
2009.
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1. Qur obsession with temporary tax provisions. Over the past decade, policymakers
have enacted a series of temporary tax reductions, almost all of which are scheduled
to expire in the next year or two. These include the individual income tax reductions
enacted in 2001 and 2003, the “patch” on the alternative minimum tax, the Making
Work Pay tax credit, the first-time homebuyer tax credit, the research and
experimentation tax credit, expanded net operating loss carrybacks for firms, partial
expensing of equipment investment, tax credits for ethanol-blended motor fuels,
various preferences for international income, and on and on. And don’t forget the
estate tax, which blinked out of existence on January 1, but is scheduled to return in
full force next year.!

CBO estimates that the revenue impact of these provisions will amount to 2.7% of
GDP in 2012; if all of them expired (as CBO assumes in its baseline) overall tax
revenues would thus be boosted by about 17%. Of course, no one believes that all
these provisions will expire. But businesses and individuals can’t be sure which ones
will continue and which not. Some allegedly permanent provisions may actually
expire, while some allegedly temporary provisions may get extended.

That violates almost every principle of good tax policy. And the resulting uncertainty
encourages firms to wait-and-see before committing to investments (including new
hires) whose economic viability could depend on future taxes.

2. The prominent exercise of government discretion during the financial crisis. The
private sector does best when there are clear, well-enforced rules for it to follow.
During the depths of the financial crisis, those rules were often superseded (or were
perceived as superseded) by policymaker discretion. As a result, firms (primarily but
not exclusively in the financial sector) now feel less certain about the rules-of-the-
road in such crucial areas as the treatment of creditors in bankruptey and government-
mediated bankruptey alternatives and the structure of compensation packages.

3. New policy initiatives, Congress has taken up an ambitious agenda over the past year,
including proposed legislation to reform health insurance, address climate change,
and modernize our system of financial regulation. These efforts would affect every
business and family in America, sometimes substantially. But their outcomes remain
highly uncertain.

Having worked at both ends of Pennsylvania Avenue through much of this period, I
understand the economic and political circumstances that create such policy uncertainties.
And I am certainly not suggesting that concerns about temporary uncertainty are a reason

4 For a helpful overview of these expiring provisions see Box 4-1 (pp. 82-83) of
Congressional Budget Office, “The Budget and Economic Outlook: Fiscal Years 2010-2020,
January 26, 2010.
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for Congress to avoid important issues. (Indeed, if you take my advice, you would add
one more item—serious deficit reduction—to your already-crowded agenda.)

Instead, my point is simpler: Policy uncertainty is a drag on the economy, and therefore
there is value is eliminating unnecessary uncertainty wherever possible. As the financial
crisis recedes, for example, policymakers should strive to reestablish clear rules-of-the-

road so that companies can get on with their business without unnecessary doubts about
how creditors will be treated or how employees can be compensated.

Similarly, when policymakers have reached agreement on particular policies, there is
value in enacting them on a permanent basis. Doing so would eliminate needless, growth-
reducing uncertainty and maximize the incentives created by the policy.

Unfortunately, our process often favors temporary policies, with all of their downsides.
Consider, for example, the research and experimentation tax credit that the Congress
extends every couple of years. This is absurd. If the tax credit is good policy, it should be
enacted permanently, thus maximizing the incentive for innovation. If it is bad policy,
then it should be killéd permanently. Either way, firms that undertake research will face
less uncertainty developing their plans, lobbyists can move onto other matters, and
legislators can spend their time on more pressing issues.

Addressing our rising debt

Persistent deficits and rising debts pose a number of dangers to American prosperity
including reduced economic growth, concerns about inflation, increased reliance on
foreign creditors, and reduced flexibility for dealing with future crises.

For all those reasons (and more), it is essential that we place our nation on a sustainable
fiscal path. In his recent budget; President Obama takes some steps in that direction, but
his specific budget proposals fall far short of that goal. Under the President’s budget,
deficits would total more than $10 trillion over the next eleven years and would never fall
below 3.6% of GDP. The publicly-held debt would more than double, rising from $7.5
trillion at the end of 2009 to $18.6 trillion at the end of 2020, and the debt-to-GDP ratio
would rise to more than 77%.

Under the President’s budget, the debt will grow faster than the economy in every year of
the budget window. In my view, that would pose unnecessary risks to the U.S. economy.

To his credit, the President acknowledges this problem and makes a recommendation for
how to deal with it; the creation of a fiscal commission. According to the budget, the
fiscal commission would be tasked with:®

5 See Table $-1, p. 146, Office of Management and Budget, Budget of the U.S, Government,
Fiscal Year 2011, February 1, 2010.
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“{Blalancing the budget excluding interest payments on the debt by 2015. The

result is projected to stabilize the debt-to-GDP ratio at an acceptable level once
would bé reasonable. As the Commission notes, the 60% level has often been used by
international organizations to determine whether nations have their finances under
control. The Growth and Stability Pact of the European Union stipulates, for example,
that member nations should keep their public debts below 60% of GDP. Many European
nations have breached that threshold during the recession, but will try to regain it once
their economies strengthen.

The near-term benefits of credible fiscal policy

As policymakers consider such steps to rein in long-term deficits, they should keep in
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Chairman CONRAD. Excellent testimony, all three, just terrific,
and I appreciate it very much.

So let us go right to it. This committee has a special responsi-
bility to our colleagues with respect to the budget, and it is pretty
hard to find a time in our history, at least since this Budget Com-
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mittee was formed, when budget policy can have such a profound
effect on economic issues, economic growth, and all the rest.

So, Dr. Reinhart, if you had this responsibility, what would be
the strategy that you would pursue, short-term, long-term, with re-
spect to deficits and debt, with keeping the eye on the effect of the
economy? What would you advise this committee to do, both short-
term and long-term?

Ms. REINHART. Let me begin by saying that the—in my remarks,
I highlighted that I think this is the time to lay out a credible plan
for deficit and debt reduction, but it is not the time to start imple-
menting that, and I would like to just elaborate on that remark,
especially as it pertains to the experience of other episodes, includ-
ing here in the United States, in which victory was declared pre-
maturely and stimulus was withdrawn. This was the case in
Japan, which has had a decade-long lingering crisis. It was the
case in the Great Depression. My work with Vincent Reinhart has
documented these episodes—

And that risk is one that should be borne in mind and that is
why I stress the credible path, and the credible path, I think, could
benefit from looking also at the experience of our neighbor to the
north, Canada, in the mid-1990’s, which implemented a very sig-
nificant debt reduction program.

Chairman CONRAD. And what was the result?

Ms. REINHART. The result was very—I would describe it as three-
fold. One was they achieved their intended goals in bringing their
deficits and their debts, the Canadian debt profile. That has been
reflected in the risk premium. Canada’s risk premium had risen
and, in fact, was moving in tandem with emerging markets by the
mid-1990’s.

Chairman CONRAD. Higher interest rates?

Ms. REINHART. Higher interest rates. Higher interest rates, high-
er debt servicing costs, more volatility.

Let me add that a second element of their program was also—
which I highlighted briefly in my remarks—is paying a lot of atten-
tion to how when you have a lot of debt, how debt is managed and
reducing their vulnerability to and reliance on short-term debt, and
in the Canadian case, on foreign currency debt, which, of course,
we don’t have.

Chairman CONRAD. Dr. Johnson, same question to you. What
would your advice be to this committee, short-term and long-term?

Mr. JOHNSON. Well, Senators, as I think you know, I am not in
general a fan of fiscal stimulus. In fact, I testified before this com-
mittee and some other Congressional committees more than a year
ago saying that it was only the extraordinary circumstances we
faced due to the collapse of our credit system, due to the problems
brought on by the reckless behavior of our big banks, that led me
to suggest that we should at that point have a stimulus around
$500 billion. Roughly speaking, I think we ended up in the same
ballpark.

I now would hold back again from further stimulus. I think we
need to see what happens. I think within the menu that the Con-
gressional Budget Office, for example, has assessed for you ad-
dressing employees’ payroll taxes, if we come to that, may be an
appropriate measure to consider. But I am not yet ready to do that.
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So in terms of the short-term, I am not advocating further stim-
ulus at this time. And in terms of the longer-term, I think that the
fiscal commission idea is an important one. I think Dr. Marron hit
a couple of key points, including nothing being left off the table.
And, of course, Medicare is the big item. Now, this is not a call for
fiscal austerity immediately. Professor Reinhart explained why
that is a bad idea. I fear that may happen in Europe, which will
have a negative impact on the global economy that should be avoid-
ed, and I am calling for them to not do that in Europe and to find
ways to help themselves.

But I do think that a fiscal commission that explains to the hold-
ers of our debt where the trajectory is going, and perhaps you
would argue—we can argue technically and we could argue politi-
cally about what will be the priorities, but everything should be on
that table. I think that is absolutely critical. If you had that in
place, if you had a credible medium-term framework in the United
States now, you would have a lot more room for maneuver on
short-term measures. In fact, I might even right now call for reduc-
tion in payroll taxes if we had the medium-term framework, but we
don’t. That is dangerous.

Chairman CONRAD. So you are in some ways linking the two in
your mind. That is, it would be a lot more credible to do something
with respect to payroll taxes to provide additional lift to the econ-
omy if you had some credible process in place to deal with the
longer-term debt.

Mr. JOHNSON. Absolutely. Using fiscal stimulus, as you know, is
something that we have moved away from, actually, in general, in
industrialized countries over the past 20 years because it comes
with long and variable lags and it tends not to hit the economy ex-
actly as you hope and when you hope. But there is a case for using
it on a temporary basis, particularly if you can persuade the finan-
cial markets, which includes the Chinese government.

I mean, let us be frank. If you can persuade everyone that your
debt is not on an explosive path and you have the legislative or
other institutional mechanisms in place to ensure this is not just
a vague promise—the British government today faces a huge prob-
lem because their commitments on the fiscal side are, in my assess-
ment, not credible. We don’t have that problem yet in the United
States, but you need a fiscal commission to really assure that going
forward. If you had that commission, it would create a lot more
room for short-term maneuvering.

Chairman CONRAD. Dr. Marron, same question to you. If your re-
sponsibility was to advise this panel short-term and long-term,
what would your advice be?

Mr. MARRON. Sure. So starting with the long-term, as I hinted
before, what I personally personally would like to see is a numer-
ical target that lays out what is it that in the latter part of the
budget window we want to accomplish, and——

Chairman CONRAD. What do you think it should be?

Mr. MARRON. We can obviously negotiate numbers, but just to
make up numbers that are plausible for discussion purposes, say
something like you want to cap the growth of debts to GDP at, say,
70 or 72 percent in 2013——
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Senator SESSIONS. Mr. Chairman, could I interrupt? I am sorry.
I see some of my students from Alabama, St. James School.

Chairman CONRAD. Absolutely.

Senator SESSIONS. That is an excellent school in Montgomery.
You see that lady on the front row with her red hat with an “A”
on it? That is the No. 1 football team in America, University of Ala-
bama. So St. James is

Chairman CONRAD. Well, wait a minute. Wait a minute. Wait a
minute. In North Dakota, we make that same claim.

[Laughter.]

Senator SESSIONS. You have a good, competitive team. We usu-
ally lose to them in the playoffs. But thank you for coming.

Chairman CONRAD. Thank you, and thanks for

Senator SESSIONS. They had a hard day in the snow, but I think
they are probably enjoying it.

Chairman CONRAD. Thanks for acknowledging them.

Senator SESSIONS. Sorry to interrupt you, Mr. Chairman.

Chairman CONRAD. No problem at all. Glad that you did.

Dr. Marron?

Mr. MARRON. Sure. So, say, 70 percent of debt-to-GDP ratio in
2013 is a nominal goal, and then, as I said, to then bring it down
through the budget window. I suggested

Chairman CONRAD. Seventy percent by when?

Mr. MARRON. In, say, 2013, as a cap.

Chairman CONRAD. OK.

Mr. MARRON. And then 60 percent by the end of the budget win-
dow. Now, you may be familiar with the Pew-Peterson Commission
on Budget Reform recently. They put out a goal of getting to 60
percent by 2018, so I'm being slightly less aggressive than they are.

Chairman CONRAD. Yes.

Mr. MARRON. And again, you know——

Chairman CONRAD. Let me just say, I just this morning looked
at a plan that would get us on that path. It is daunting.

Mr. MARRON. It is.

Chairman CONRAD. It is truly daunting. I hope that my col-
leagues understand how serious the situation is that we confront,
because it is dire. The long-term circumstance that we confront is
truly dire. Now, certainly, we are not in as bad of shape as Japan,
debt-to-GDP. We are not in as serious of shape as parts of Western
Europe that confront a debt crisis today. But it is very clear that
we could, in very short order confront our own debt crisis, and the
consequences to this country would be enormous.

I wish it weren’t so. I wish it weren’t so. But if you have studied
the trend lines—Dr. Marron, you have, Dr. Johnson, you have, Dr.
Reinhart, you have—if there is anything that jumps out at you is
long-term. I am talking now 10 years and out. We are really facing,
if we don’t do something about it, consequences that could have
enormous adverse impact on this nation’s economy.

Do you agree with that statement, Dr. Marron?

Mr. MARRON. Oh, absolutely.

Chairman CONRAD. And what leads you to that conclusion? I just
said something that in some circles is very controversial. Why do
you think it is true?
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Mr. MARRON. Well, and this is something I have relied a lot on
the research by Carmen Reinhart and Ken Rogoff, that if you look
at history, which is our best place to look, for examples of other
countries that have experienced these things, getting on a path
where the debt grows faster than the economy persistently, right,
ends in tears. And it is something where we remain a very strong
economy and a very strong nation that in principle can head this
off and that that is a beneficial thing to do. You know, we haven’t
even covered all of the reasons. Carmen talked about how you have
to worry that if interest rates go up, all of a sudden there is a
snowballing effect and you find yourself in much worse cir-
cumstances than you imagined.

From the United States point of view, our ability to borrow is ba-
sically our rainy day fund and we have used it—it has been rain-
ing, right, so we have used up a lot of the rainy day fund and that
is appropriate. But you need to walk that back down so that if
something unforseen happens 8 years from now, you can go to the
world capital markets again and say, by the way, I need $2 trillion
because something terrible happened. And you lose that flexibility
if you don’t get on a more sustainable path.

Chairman CONRAD. All right. I have used my time.

Senator Sessions?

Senator SESSIONS. Dr. Marron, I agree with that last statement
very strongly. In other words, there is only so much margin that
you have before you are in a crisis and we are using that up today
as if we are never going to be in another crisis. And I am a little
disappointed that you seem to be going along with the idea that we
can’t begin to ask about spending now. I just do not believe that
we can afford to throw another %270 billion of stimulus package
when we got so little from the one that we have done. Dr. Johnson,
you said you recommended $500 billion. Well, $845 is a good bit
over $500 billion, in my view. So we have used this margin up.

I would just criticize the thinking during the Bush administra-
tion. It seemed to be, and this word leaked out, that deficits don’t
matter. That is what those of us who worried about——

Mr. MARRON. Not from me.

Senator SESSIONS. But it did, and one of the—Mr. Greenspan has
talked about that, actually. But he didn’t realize what was occur-
ring politically and morally in the country. What was happening
politically and morally was we were losing our discipline and peo-
ple were buying into that language. Yes, we could have carried
more debt than we were carrying in 2001, 2002, but once you lose
your discipline, it just seemed like we just roared forward as if it
didn’t matter at all, and now we are reaching this level of debt
above which we are really endangering our nation if we go above.
I just am really worried about it.

And Dr. Marron, you mentioned one thing that is important, and
I just need to put it on the table to economists—masters of the uni-
verse, I call them affectionately—who think they can just pull the
strings to manipulate this massive international economy, and that
is a lot of us and a lot of American people do not believe in a grow-
ing government, and you mentioned that in your remarks, about
that question, and if we get a bigger government, how it ought to
be. But I would just say a lot of us oppose that. We don’t believe
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in that. So some modest containment of spending today is maybe
not enough to satisfy my concerns.

Dr. Reinhart, you read commentators and the essence of a lot of
things you see in financial magazines and newspapers and articles
and all is a concern in the real world out there where people are
buying and selling and loaning money is that this could lead to a
devaluing of the currency and a surge in debt can lead to a dif-
ficulty as the Brits have had in selling their debt and could drive
up interest rates and deflate the currency. As one man caught me
after a speech last week when I was expressing concern about the
debt, he said, well, we will just inflate our way out of it. That is
what we always do, and don’t worry about it.

Would you share with us any thoughts you have about the dan-
ger of that kind of thinking? Is that a danger?

Ms. REINHART. I think the danger that I tried to—I think there
are two kinds of dangers that I would like to highlight. One is what
I mentioned about perceptions of higher risk. That will translate
into higher interest rates, which we are taking for granted the very
low, near zero interest rates over which we can finance and we
should not take that for granted. So we are on the same line.

I think the second risk that I would like to highlight, which I
briefly mentioned in my remarks, is the growth. Even absent a
gloom and doom scenario, one has to take very seriously that at
high levels of debt—and we are close to gross debt being at that
90 percent threshold, we are very close to it—growth declines by
about 1 percent. This is a fairly robust result. So lower potential
output growth is, in and of itself, even absent a crisis scenario, a
source of concern.

Let me add, though, that a weaker dollar would not hurt us. One
of the things that has been a drag on this recovery from the crisis
is if one looks at the typical recovery from such a crisis, exports in
other episodes have led the way. We haven’t had that benefit, in
part because a good chunk of the rest of the world is also in crisis,
and in part because the dollar has not really, relative to other ex-
periences, budged.

So my concerns have to do with the interest rate, the risks, and
with the growth. What happens to the dollar? Well, the dollar has
been known to go up and to go down. That is less of a—there is
less of a lesson there, as far as I can make it.

Senator SESSIONS. Dr. Johnson?

Mr. JOHNSON. Well, Senator, I think the situation in what we are
calling the out-years is actually considerably worse than you might
think for three reasons. First of all, I think that the debt numbers
that we were discussing a moment ago are Federal Government
debt, whereas if you look on a comparable basis across countries,
the IMF usual procedure is to look at general government debt,
which includes other levels of government, and that would increase
the debt target, I think, in Dr. Marron’s picture and push us closer
toward the danger threshold identified by Professor Reinhart.

Second, there is, I think, almost a taboo subject around these
issues which is Fannie Mae and Freddie Mac. Now, in the ab-
sence—again, let me speak as a former IMF official, what the IMF
would say to you if the IMF were in a position to speak freely to
the United States—they would say, well, unless you show us a plan
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for privatizing these entities, which you talk about, but we haven’t
seen the plan, we have to start thinking about these as liabilities
of the U.S. Government. Now, that is a substantial increase. And,
of course, they hold assets, right, and I wouldn’t exaggerate the
losses. But if you are talking about debt owed by the public sector,
then Fannie and Freddie would enter into that picture.

And third, what I worry about most of all is

Senator SESSIONS. So that is not being scored in the numbers
that we are looking at today

Mr. JOHNSON. It is not in the headline numbers. Obviously, the
CBO can give you a number on that. That is not an unknown num-
ber. But it is not in the headline numbers and it is not, I think,
in Dr.

Senator SESSIONS. But when we talk about the tripling of the
debt in the next 10 years based on the chart that the Senator
showed earlier, that is not being scored? Is it or isn’t it? Does any-
body know?

Mr. MARRON. I mean, there is a small—in the official budget that
the President put out, there is a small amount of money in there
which are the future cash-flows from our support from the two of
tﬁem. But the several trillion dollars’ worth is not in the debt
there.

Senator SESSIONS. All right.

Excuse me, Dr. Johnson.

Mr. JOHNSON. If I could finish, in exactly that vein, the “too big
to fail” banks are also an implicit contingent liability of the U.S.
Government, right, which is not—that is absolutely not scored in
any way, because if those banks fail, they will come to you again
and say, oh, we need TARP 2, Senator, and we will tell you later
what we are going to use it for. That part—and in speaking of it,
I understand this is usually considered part of the jurisdiction of
the Budget Committee—the Banking Committee, and I did speak
to them last Thursday, but I think this is a budget issue, too. A
contingent liability of this magnitude—an avoidable one—I mean,
these other—reforming Medicare, obviously, is a huge conversation,
as you said, Senator. We have to discuss that and the tax base that
people are going to generate to support paying for health care for
people over 65.

But the contingent liability of the banking system is completely,
largely avoidable if you take it on, and if you regard it as a budget
matter, I think that is a major step in the right direction.

Senator SESSIONS. Dr. Marron? And before you proceed, I would
like to welcome the same group of kids from Montgomery, Ala-
bama. We are glad that this group could join us this morning.

Chairman CONRAD. Welcome.

Senator SESSIONS. As we are talking about things, Mr. Chair-
man, as you just said earlier, that affect how much debt they will
have to pay as they grow up.

Go ahead.

Chairman CONRAD. If I could just interrupt for one moment, on
this question of Fannie and Freddie, my understanding that the op-
erations of those institutions are included in the CBO budget num-
bers now, but not in the OMB numbers. And Senator Gregg and
I have made a determination that we would follow CBO. We would
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put them in our numbers, because we think that has got to be on
budget. You can’t say this is somewhere off in the wilderness, not
accounted for. So we have made a determination that it would be
included in the numbers that we have

Senator SESSIONS. But that has not been in the past, or——

Chairman CONRAD. No. It was not in the past.

Senator SESSIONS. Thank you for that decision.

Mr. MARRON. And so just on the Fannie and Freddie, my under-
standing is that CBO’s numbers—so they have, like, larger num-
bers in the deficit for the conservatorship, if you will, of Fannie and
Freddie. But when you look at their publicly held debt numbers,
they haven’t suddenly gone up, whatever, $5 trillion yet, if I under-
stand it correctly. So they have taken a step there, but they haven’t
gone quite as far as Dr. Johnson would suggest.

I wanted to go back to—the very beginning of your question, Sen-
ator, was about inflation and about the concern that our fiscal trou-
bles might lead us to pursue inflation as a strategy for dealing with
it. That is certainly a legitimate concern given what folks have
done around the world in the past. I just want to point out that
it won’t actually work very well for the United States, the reasons
being that, A, on the spending side, we have an enormous number
of spending programs, Social Security being the most obvious, that
are indexed, and that if inflation goes up, there is a one-for-one in-
crease in our spending, and that is also true in many of the pay-
ment rates in Medicare and other programs.

And then, No. 2, increasingly, we have started issuing inflation-
indexed debt. So it is probably smaller than it ought to be, but we
have Treasury indexed protected securities whose interest rate will
rise if inflation takes off.

And then, in addition, we have a decent portion of our debt that
is relatively short-term, and so its value could go down for a couple
of years because of surprise inflation, but then you have got to go
out in the market and the market is going to charge you a pre-
mium interest rate and say, you know, you fooled us once, but this
time we are going to charge you a much higher rate on your 3-year
bonds.

And so for all those reasons, actually, in practical terms, right,
inflation is not going to be an effective strategy, right, even though
it may be a legitimate concern that some folks have.

Senator SESSIONS. Well, thank you. We do expect, according to
CBO’s score, interest on the debt last year, the public debt, was
$187 billion and they are projecting in the tenth year of this budget
an $800 billion annual interest payment. Interest rates, therefore,
are hugely significant as to how much that would actually be in the
out years. Thank you.

Chairman CONRAD. Thank you, Senator Sessions.

Senator Merkley?

Senator MERKLEY. Thank you very much, Mr. Chair.

Professor Reinhart, you note that Government debt tends to soar
in the wake of a financial storm, and also that often that is as a
result of a drop of revenue rather than spending on stimulus.
Could the deficit that we incurred here in the United States have
been even larger if we had not invested in building a financial
bridge through the stimulus?
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Ms. REINHART. One of the things about this situation, to answer
you honestly, is we do not know what the counterfactual. We know
that at the time in the fall of 2008, confidence, worldwide con-
fidence, was shattered and that the stimulus package played an
enormous role, not just the stimulus package in the United States,
the stimulus packages that went into effect in different orders of
magnitude, in restoring confidence. So it is very difficult, you pose
a very difficult question for me to answer.

I do think that, absent the stimulus—I cannot quantify, I cannot
give you a counterfactual. Absent the stimulus, it would have been
worse. Our GDP decline relative to declines in other severe finan-
cial crises is smaller. Our unemployment increases are pretty much
close to the average but are still below the average.

I would have to imagine that, given the magnitude of this crisis,
which we have not seen the like since the 1930’s, because of its
global nature as well, absent those actions, we would not be below
the average in growth declines and unemployment increases. We
would be doing much worse.

Senator MERKLEY. So for me to restate that, although you cannot
prove the counterfactual, it is possible we could have had the same
levels of debt, but had no signs of the recovery that have been cre-
ated partially by the stimulus, or that we might have even had
lower levels of employment and had additional current-year defi-
cits, which would be the worst of all cases.

Ms. REINHART. Which is why I tried to highlight the Japanese
experience in that regard. Japan, in the mid-1990’s, assuming that
the crisis was over, withdrew stimulus, saw a double dip, and
wound up with the worse of two worlds. It is important to remem-
ber Japan’s debt, which today stands at about 200 percent, was
around 70 percent of GDP before the crisis started, so they wound
up with both.

Senator MERKLEY. Thank you.

Professor Johnson and Mr. Marron, would either of you like to
comment on that same question?

Mr. JOHNSON. Yes. I would give the stimulus a very positive as-
sessment. I am not a fan of stimulus in general, but I think this
was a very unusual set of circumstances, and I think it saved jobs,
and I think it prevented damage to potential output that you would
have seen otherwise.

The crisis of confidence, when we met a year ago, was extraor-
dinary. As Professor Reinhart said, it was global, it was every-
where. And the fiscal stimulus was an essential part of U.S. leader-
ship in turning the world economy around. If you remember the G—
20 summit in April where President Obama took a very positive
broad role and brought a lot of countries with him, for example, in
recapitalizing the IMF, that also helped to rebuild confidence. That
would not have been possible or it would have been very hard and
not credible without the U.S. Fiscal stimulus.

I do not think that debt necessarily would have been higher in
the short term if we had not done the stimulus. But I think the
medium-term prospects would have been much bleaker for this
country. And let us face it. The medium-term budget issues which
we face, these out-year budget deficits, are mostly—not entirely
about Medicare, but mostly about Medicare, and that is a long-
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standing problem that we have not got around to addressing even
though it has obviously in the cards for a while. That is mostly
driven by demographics and by the rising cost of health care, itself
driven by technological progress.

And I would say also in contrast to other countries, other indus-
trialized countries are almost all in the same place. They just do
not recognize it. The European Commission’s accounting for future
technological progress in health care is much less honest than the
CBO’s accounting. So we are looking very directly at our future,
this bleakness of the future, getting growth back on track. Pre-
venting the destruction of potential output is very important and
helpful, so the stimulus was worth doing. And hopefully it will help
us tackle those medium-term problems.

Senator MERKLEY. Please be very brief, because I have a bunch
of other questions and I am running out of time.

Mr. MARRON. Sorry. I just wanted to say that with the standard
models that, say, CBO uses or the administration uses to analyze
the stimulus, those have in technical terms multipliers in them
that would imply that stimulus does not pay for itself. And so the
choice is you do end up with more debt, as Dr. Johnson suggested,
but you also get the economic bang in the short run, and that there
is a trade-off.

Senator MERKLEY. Thank you. And, Mr. Marron, you had noted
that uncertainty is a problem. You mentioned resolving the status
of the estate tax. What about the rules of the road in general? And
I believe, Professor Johnson, you had noted that we still have not
addressed credit default swaps, and, in general, we have not ad-
dressed proprietary trading, derivatives, leverage, and many of the
risk factors that were inherent and kind of completing the trio
here. Professor Reinhart, you noted that following banking crises
there are profound declines in output. Certainly all that argues for
having rules of the road for our financial community that do not
result in high risk taking followed by a collapse. How important is
it that we get the rules of the road back in place to address these
risk issues within our financial structures? And anyone who would
like to jump in on this, I would appreciate it. Yes?

Mr. JOHNSON. Senator, I think it is fundamentally essential be-
cause the problems that you just laid out, they are all wrapped up
in what happens if there is another financial crisis, what happens
if substantial financial players—it could be banks, it could be
hedge funds, it could be something else—fail. How does that am-
plify it for our system? And then if it is a big enough shock, you
will be called upon either to do a discretionary fiscal stimulus or
to use, of course, the automatic stabilizers that are a good thing.
But, again, it would mean our debt is increased.

The problems that you identify are fixable. They are not being
fixed. They must be fixed from a responsible budgetary point of
view. That is what I would argue.

Senator MERKLEY. And I believe in your testimony, your written
testimony, you addressed at length issues in Europe and Greece
and Germany and so forth, and the argument that the stress test
we put our banks through has not been a highly—was not a high
level of stress, if you will, and that if we do not prepare for that,
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we may have another wave of stress coming that could result in a
second financial crisis. Is that a fair summary?

Mr. JOHNSON. Yes. My view is that our financial system is
undercapitalized. The stress tests were not tough enough because
the stress scenario was not that stressful. And I do not think we
are facing at this point—my baseline view is we are not facing
more financial collapses, but we are facing banks that do not have
big buffers against future losses. They are going to hunker down
and be more careful. You will see tighter credit conditions in the
second half as a result of throughout the United States, and this
is the global side. It is the commercial real estate impact, too; it
is the continuing weakness in the consumer sector.

Senator MERKLEY. Thank you. I am not out of time, so I will
leave it up to the Chair whether——

Chairman CONRAD. Senator Merkley, let me just say, because
others have gone over and because of the attendance we have be-
cause of the weather, I think you should feel free to use another
2 or 2-1/2 minutes. Is that OK, Senator Whitehouse? I would do
the same for you, obviously.

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

Mr. Marron, would you want to address that same issue?

Mr. MARRON. Certainly. The issue is that we need good rules,
and, if possible, it would be good to get the good rules sooner rather
than later so that everyone can begin to plan what the new envi-
ronment looks like. So in my testimony, particularly in my written
testimony, I emphasized that there are a lot of policy uncertainties
that are hanging over people at the moment that make it difficult
for them to plan. Some of them were, frankly, you know, in both
the previous administration and the current one, that when we fi-
nally fell into this financial crisis, we fell back on a lot of discre-
tionary government actions, a lot of confusion. There was confusion
about what the role of TARP was and various other things.

Those may have been necessary in the heat of the moment, but
they have created doubt about how we actually run parts of our
system. And clarifying that, and then clarifying it in a way where
incentives are being created for these firms to behave appro-
priately, is very important.

Senator MERKLEY. Let me throw out as my final question two
issues that we face. One is the challenge in the commercial real es-
tate world that will be coming up—well, it is here now, but it will
continue the next year or two. And the second is undercapitalized
community banks and their inability to do additional lending.

On the community bank side, I have proposed and the adminis-
tration has proposed recapitalizing banks in order to enable them
to do more lending to small businesses to enable those firms, the
small businesses, to recharge the economy.

On the commercial real estate side, though, I have heard very
few ideas for how we address the challenge of the fact that folks
are rolling over balloon mortgages, but they are trying to do so
with a drop in the value of their asset and often decreased cash-
flows due to tenants who they have lost during this recession.

So should we pursue strengthening our community banks to lend
more to small businesses? And what can we do about commercial
real estate?
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Ms. REINHART. Let me say that the issue of recapitalization, I
think helping banks recapitalize should come with a carrot-and-
stick approach. One of the concerns that I have about the way that
we have gone about addressing the toxic loans is that it is too Jap-
anese, meaning there is too much forbearance. I think the forbear-
ance issue is very pertinent for lending behavior going forward. If
you feel you have a lot of bad debt overhang, it will be reflected
in your lending practices. That is a lesson that I have taken from
the very long Japanese experience.

So I think the idea of helping the banks that lend to small busi-
nesses recapitalize, with a proviso toward more aggressive
writedowns, 1s important.

Senator MERKLEY. Thank you.

Commercial real estate, small bank lending?

Mr. JoHNSON. I think that commercial real estate should be left
to sort itself out. Honestly, I think it is very hard for the Govern-
ment to get involved terrorism.

I am sympathetic to this idea of trying to recapitalize the com-
munity banks. I think what Professor Reinhart said makes a lot of
sense. It will be difficult because the banks will worry about the
stigma, and they will worry about what the signal is they are send-
ing if they take more capital. I would be surprised if you can do
it, run a program big enough to have a macroeconomic impact, un-
fortunately.

Senator MERKLEY. Thank you. A final comment?

Mr. MARRON. Oh, I would just say, just building on the uncer-
tainty point, another issue for the community banks will be to what
extent there are strings attached with the assistance, both known
up front and then possibly, you know, future ones that are difficult
to predict. And that also may discourage them.

Senator MERKLEY. Thank you all very much.

Chairman CONRAD. Thank you, Senator Merkley. Excellent ques-
tions and very interesting responses.

Senator WHITEHOUSE.

Senator WHITEHOUSE. Thank you, Chairman, and thank you to
the witnesses for being here on this challenging day for travel in
Washington.

We are sort of caught between the scissor blades here of, on the
one hand, wanting to support the economy so that people are em-
ployed and that we can begin to have the nascent recovery we are
seeing work for everybody and not just financiers, but have it hit
Main Street; and, on the other hand, having this overhang of debt
that has sort of dominated our discussion today.

It strikes me that where we have very significantly degraded
core infrastructure—in Rhode Island, for instance, we have a
bridge through one of our major cities, through Pawtucket. It car-
ries Highway 95, a major national artery, and it is under a weight
restriction so that big trucks have to actually take a circuitous
route around it. That is going to have to be fixed sooner or later.
We cannot have that. It is getting worse, not better. There is a by-
pass in Providence that the Department of Transportation is refus-
ing to put any more maintenance money into because it is so de-
graded. It needs to be replaced. But local budgets are so stressed
that it is very hard for people to get those jobs done.
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Does it make sense to focus under the old-fashioned theories of,
you know, if you are going to have to fix it anyway, it is not really
adding to your debt, and the proverbial stitch in time saves nine,
when you do maintenance more quickly, it tends to reduce the
overall or ultimate cost, to focus particularly intently on degraded
infrastructure that is going to have to be repaired sooner or later
anyway as a way to increase employment without adding to the
Nation’s overall actually liabilities? Dr. Reinhart?

Ms. REINHART. Let me say that the remarks I am going to make
have to be taken with a grain of salt because they are weighed
heavily with the experience of one country.

Infrastructure spending was at the forefront of the Japanese
stimulus plan. The streets of Tokyo were repaved every other week,
and it does add to the debt.

Senator WHITEHOUSE. Well, let me just challenge you right there,
becai;lse the streets of Tokyo do not have to be repaved every other
week.

Ms. REINHART. Right.

Senator WHITEHOUSE. If you are creating make-work, if you are
building bridges to nowhere, clearly that is, to me, a different prop-
osition. That is why I focused so much on things that you have to
fix anyway. If my roof has a hole in it and the rain comes in, the
sooner I fix that, the less my family’s long-term cost of that repair.
If at the same time my son also needs to make some money for the
summer, to send him up to do that now would seem to make a lot
of sense. Why doesn’t that sort of simple wisdom prevail—or does
it—when you are dealing with truly irreplaceable, necessary infra-
structure work like bridges that are condemned?

Ms. REINHART. Well, if we are talking about things that need to
be replaced is a subset of the more general proposition of infra-
structure as a way to go forward in terms of channeling, which is
what my remarks were addressing. I think, however, that in the
end, anything—be it infrastructure or be it a transfer, it does im-
pact debts. I cannot discriminate across types of—they add debt.
But if this is the

Senator WHITEHOUSE. But don’t we have, in effect, a capital li-
ability to fix that bridge, that if we were accounting in a full kind
of all-in way, we would recognize some way? I mean, if I were
budgeting and it was my house and I had a hole in the roof and
I had to put together a family budget, I would put in got to fix that
hole in the roof sometime, and whatever it costs, if I am doing a
fair family budget, I would put it in, even if it was 5 years or 10
years, if I figured I could not afford it right away and had to put
something, you know, to cover it in the meantime.

Ms. REINHART. I understand and I take your point. I would just
add that we really should go toward—and looking at any activity
as activities that do have debt consequences over the short run.

Senator WHITEHOUSE. Well, since I have used a lot of time on
that question, I would like to shift to another one