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THE 2014 OUTLOOK: MOVING FROM CON-
STANT CRISES TO BROAD-BASED GROWTH

TUESDAY, FEBRUARY 4, 2014

UNITED STATES SENATE,
COMMITTEE ON THE BUDGET,
Washington, D.C.

The Committee met, pursuant to notice, at 10:38 a.m., in Room
SD-608, Dirksen Senate Office Building, Hon. Patty Murray,
Chairman of the Committee, presiding.

Present: Senators Murray, Whitehouse, King, Sessions, Crapo,
and Johnson.

Staff Present: Evan T. Schatz, Majority Staff Director; and Eric
M. Ueland, Minority Staff Director.

OPENING STATEMENT OF CHAIRMAN MURRAY

Chairman MURRAY. Good morning. This hearing will come to
order. First of all, I want to welcome everyone to the first Senate
Budget hearing in 2014 and thank Ranking Member Sessions and
all of our colleagues who are joining us here today.

And I want to thank our witnesses as well. Dr. Mark Zandi, chief
economist for Moody’s Analytics, who will be here in just a few
minutes—he is on a train, is my understanding; Robert Greenstein,
president of the Center on Budget and Policy Priorities; and David
Rosenberg, who is the chief economist and strategist of Gluskin,
Sheff and Associates.

Right now, as many of you know, the Congressional Budget Of-
fice is sharing its baseline numbers and economic outlook for the
next decade. We will have a hearing with CBO Director Elmendorf
on that outlook next week.

But for our hearing today, I want to take some time to look back
at where we have been and how I would like to see this Committee
and Congress move forward in the years ahead.

There 1s no question Congress has spent far too much time over
the past few years lurching from budget crisis to budget crisis,
from one artificial deadline to the next, and from one partisan bat-
tle to another. That has had a real impact on our economy and on
families across the country.

Last March, I was out in Lakewood, Washington, where I met a
man who name is Matthew Hines. He and his wife both work at
the Joint Base Lewis McChord. And when the across-the-board
spending cuts, known as sequestration, hit, both he and his wife
were furloughed. Together, they stood to lose about 40 percent of
their income. Because of irresponsible budget cuts in D.C., Mat-
thew worried his family would miss their mortgage payments.

o))
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He was working very hard—serving his country—doing the right
thing. But because Congress was mired in partisanship and grid-
lock, his family was forced to pay the price. And I think that is just
wrong.

We were sent here by our constituents to solve problems, not cre-
ate them; to work together, not tear each other apart.

So I am hopeful that we here in this Committee and all of us in
Congress can build on the foundation of the bipartisan budget deal
we brokered last December and on the progress that we have seen
since then.

Now is the time to move away from governing by crisis and move
forward by investing in priorities that help families and commu-
nities all across the country.

Now, the senseless across-the-board cuts did not just hit defense
workers like the Hines family. They also took a toll on education
and Head Start programs.

In years past, the Denise Louie Education Center that is in
Washington State had a waiting list for preschoolers. But last year,
because of those cuts, the school had to start dropping kids from
their program.

Across the country, more than 50,000 young learners were not
able to attend Head Start.

Severe cuts slashed other important investments in medical re-
search, in infrastructure, and in military readiness. And it did not
end there.

At a time when families across the country have been reeling
from the greatest economic downturn since the Great Depression,
brinkmanship in Congress infused uncertainty into the economy.

Last September, the Budget Committee had a hearing on the
detrimental impact of political uncertainty on jobs and the econ-
omy.

In fact, one of our witnesses today, Mark Zandi, was at that
hearing, and he told us that since 2008, political uncertainty re-
duced real GDP by nearly $150 billion and increased unemploy-
ment by 0.7 percentage points.

I am glad Dr. Zandi will be here again to share his outlook on
the economy today because since then, Congress has made some
significant progress.

Late last year, after the Government shutdown and debt limit
scare, Republicans dropped their demands and joined with Demo-
crats to re-open the Government, prevent a catastrophic default by
raising the debt limit without preconditions, and finally allow the
budget conference that many of us here on the Budget Committee
spent 7 months fighting to start.

When Chairman Ryan and I sat down together in the budget
conference, we faced a lot of skepticism that we would be able to
get anything done. Every bipartisan budget group that had met
over the past few years had ended the same way: with gridlock and
inaction. And coming so soon after the partisanship and bitterness
surrounding the Government shutdown, many people thought there
was just no way Democrats and Republicans could work together
for the good of the country.

We came into our budget conference knowing we were not going
to agree on everything. We came in with very different budgets,
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very different ideologies, and very different values and priorities.
But we also came ready to listen to each other, put partisanship
aside, find some common ground, and make some compromises.

Many of us wanted an agreement, not a fight. We aimed for what
was attainable, and we were able to reach a deal that showed the
American people that the dysfunction of the past few years was a
choice made by a minority, not an inevitable fact of our divided
Government.

That 2-year deal, the Bipartisan Budget Act, prevented a Gov-
ernment shutdown and set bipartisan spending levels through the
end of 2015.

It replaced almost two-thirds of this year’s across-the-board cuts
to domestic investments. And it prevented another round of defense
cuts that were scheduled to go into effect earlier this year.

The bipartisan budget deal was a step in the right direction. But
it was only a step. It was not exactly the deal that Democrats
would have done on our own. And I know it is not what Repub-
licans would have done on their own.

But the agreement moved us away from the dysfunction that has
defined Congress in the past few years. It proved that bipartisan
work was possible. And now we all have a responsibility to keep
that work going.

Congress has now built on that bipartisan success. After laying
the groundwork in the budget deal, Chairwoman Mikulski worked
with House appropriators, and together they were able to make
critical investments in our country.

The bipartisan omnibus bill we passed last month expanded ac-
cess to preschool. More 2-, 3-and 4-year-olds will get the tools they
need to start kindergarten on strong footing.

For our national defense, the bill eliminated the threat of civilian
furloughs in 2014. That means more hard-working Americans will
not have to worry if their next paycheck will be enough to make
ends meet.

And it made critical investments in transportation projects that
put more people back to work and help make our roadways and
transit systems safer and less congested.

In addition to that important legislation, just last week, under
the leadership of Chairwoman Debbie Stabenow, our colleague here
gnuthe Committee, an agreement was reached on a bipartisan farm

ill.

So we have bipartisan momentum right now. We should build on
that by investing in broad-based economic growth and expanding
opportunities for families, small business owners, and communities
across the country.

That does not mean we lose sight of or ignore our long-term fis-
cal challenges. Of course not.

Since 2009, the deficit has been cut in half. We need to build on
that work, fairly and responsibly.

I know Democrats are at the table ready to do that, and I am
hopeful this will be a year that Republicans are ready to join us
and make some compromises.

But we also need to make sure we do not let the reality of our
long-term fiscal challenges prevent us from addressing the reality
of our short-term economic challenges.
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Families are struggling today. Workers are fighting to get back
on the job—or barely keeping their heads above the water with the
jobs they do have.

Our country is not making the investments that we need to in
education, in research, or in innovation to compete and win in the
21st century global economy.

Our infrastructure is crumbling, and we are not doing what we
need to do to leave a stronger country for our children than the one
we got from our parents.

So we need to get to work. For starters, I believe we should in-
crease the minimum wage. One of our witnesses here today, Robert
Greenstein, testified last week before the House Budget Com-
mittee. I will echo a point that Mr. Greenstein made there.

Raising the minimum wage would boost the upward economic
mobility of low-wage workers. A pay increase to $10.10 would help
families make ends meet, and it would expand opportunities for
them to get ahead.

Last week, in his State of the Union address, President Obama
stressed that early childhood education is one of the smartest in-
vestments we can make, and I could not agree more. As a former
preschool teacher, I know the difference it can make in a child’s
life.

Preschool offers young learners the building blocks they need to
go to kindergarten, ready to tackle a curriculum. The path to great-
er opportunity in this country starts with a quality education.

So I will be working hard to make sure more students have ac-
cess to preschool, to world-class grade schools, and to higher edu-
cation.

Those are just a few examples of the work we should be doing.
But divided Government requires that Republicans and Democrats
work together. That is the only way we will enact policies that
solve problems and help families and businesses by creating broad-
based economic growth and increased opportunity.

Just when we have the opportunity to make progress on invest-
ing in the future, I worry that some Members of Congress are fall-
ing back into their old habits and planning to manufacture a crisis
over the debt limit.

And just like last time, they cannot seem to agree on which ridic-
ulous demand to make in exchange for ensuring the United States
pays its bills.

Secretary Lew had an important message for these members yes-
terday: Time is running out. And the longer Republicans take to
dream up empty debt limit demands, the more economic uncer-
tainty and harm they will cause for workers and families and busi-
nesses.

So I hope those Republicans who are engaging in brinkmanship
will listen to Secretary Lew and to our discussion today. And I
hope they will do right away what they have ultimately done twice
in one year: give up their ransom demands and raise the debt ceil-
ing without strings attached and work with Democrats on the real
challenges that we face.

I recently got an update from the Hines family I talked about a
few minutes ago, and it reminded me of what is at stake here. Mat-
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thew said he and his wife survived last year’s furloughs. He just
hopes they never have to go through that again.

Thankfully, because of our bipartisan budget deal, his family and
his coworkers will not have to worry about layoffs and furloughs.

When Congress gets serious about putting families and commu-
nities first, we can solve problems. We can help people like the
Hines family, and we can move the country forward.

I invite all of our colleagues—Democrats and Republicans—to
join me this year in building on the bipartisan work we have done
and investing in our national priorities.

Together we can move forward, beyond the constant crises of re-
cent years, to make sure businesses can grow and communities can
thrive.

Together we can expand opportunity so all Americans get the
chance they need to succeed.

And with that, before we hear from our witnesses, I will turn to
my Ranking Member, Senator Sessions, for his opening remarks.

OPENING STATEMENT OF SENATOR SESSIONS

Senator SESSIONS. Thank you, Madam Chairman. The recovery
from the 2009 recession seemed to be solid at first, but it has not
come close to meeting the projections of the Obama administra-
tion’s, OMB, the Federal Reserve, Congressional Budget Office, or
others.

For example, every year when OMB and others have made their
2-year GDP projections, they have missed, not just a little bit, and
these misses were not divided, with some too high and some too
low. Everyone projected markedly higher growth rates than actu-
ally occurred.

Specifically, the August forecast team at the Federal Reserve
projected just 2 years ago, 2011, that growth this past year, 2013,
would be 4.1 percent when, in fact, it came in at a very weak 1.9
percent. CBO had estimated that we would have 3.5 percent. Good
growth rates. They did not occur.

So some will say that is because we have a financial recession,
but in 2011 and 2012, these experts knew this was a financial re-
cession. Their projections were based on something—we do not
know what—that did not come true.

For example, in December of 2012, at the very beginning of the
2013 year, the Federal Reserve projected growth would be between
2.3 and 3 percent. It came in at 1.9 percent. President Obama’s
team, OMB, also produced 2-year growth projections that were
higher than reality.

So, additionally, the stock market experts have told us we will
have a correction now. This is just a correction, but we have lost
6 percent since the beginning of the year. So forgive me if I am a
bit concerned about where we are.

More seriously, I am not attacking OMB, CBO, or the Fed for in-
competence or deception. My concern is deeper. It is why our econ-
omy is failing to achieve liftoff even 4 years after the recession. The
Government and Federal Reserve remain quite proud of themselves
for their heroic response to the financial crisis. I know business
profits are strong, and the stock market did extraordinarily well
last year. That gives us hope.



6

But it is time to face facts. All is not good, especially for middle-
class working Americans. Middle-class family incomes have de-
clined since 2000, and the decline has accelerated since 2010, since
the recovery was declared. Approximately 16 million people have
been added to our population since 2000, but 2 million fewer people
are working today than they were in 2007. Nearly two-thirds of the
jobs created in 2013 counted in our employment surveys were part-
time jobs. We have the lowest workforce participation rate since
1974, and it is not getting any better.

The Labor Department reported last month that the economy
produced only 74,000 jobs for December—shockingly low and well
below the 200,000 jobs per month actually needed to increase em-
ployment in America.

So it seems to me the fiscal policies of our Government and the
monetary policies of the Federal Reserve have relied on bold stim-
ulus-type initiatives—spending more, borrowing more, and dra-
matic and unprecedented purchases of Government debt by the
Federal Reserve, all to change the grim dynamic that is out there
for the American people.

President Obama pushes more Government spending, more regu-
lations, more investments, expansion of Government, and more
welfare as the proper response to this crisis we are in, especially
to help the working poor. I know he is sincere in that. Specifically,
the Government would set wages and provide more support pay-
ments for those not working. A new Government-directed health
care system is created that, we are told, will reduce the costs of
health care and help all of us and help the economy. But is this
a compassionate response that will actually work to help the mil-
lions of Americans that are hurting today? I have never thought
this is a successful long-term approach.

Our debt margins have been eliminated. We cannot keep bor-
rowing more. Taxes cannot keep going up. They have gone up sig-
nificantly. We still face Medicare and Social Security crises. The
Ryan-Murray spending agreement got Congress out of a political
bind and avoided a conflict, but it did not change the debt course
of our country. It taxed a little more and it spent a little more.

We have tried taxing, spending, and borrowing to jump-start our
way to prosperity. The President proposed more of the same in his
State of the Union. It has not worked. This will not work. We need
a course correction.

I am going to suggest some solutions that will help American
workers without adding to our debt. We need to promote more
American energy, produce more American energy, fair trade, de-
fending the American worker on the world stage, better immigra-
tion policies, welfare and tax reform, a leaner more productive Gov-
ernment, the elimination of regulations that destroy jobs, trans-
forming the welfare office into a job training, job promotion office,
and more growth that is created when we get off a debt course that
we are now on that leads us to continuing increases in our annual
deficits in the years to come.

And I know we need to work together on a bipartisan way to get
past difficulties that we have here, but my Democrat colleagues are
not always right, at least in my opinion, and their ideas and vi-
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sions for helping people in America are not always working. And,
in fact, many times they are not working.

So I hope that we can agree to take some steps toward improving
our financial circumstances when the debt ceiling is reached. Why
shouldn’t that be a point in time in which this country can evaluate
where we are going, how we reached the debt ceiling so fast, and
what we can do to improve it? Mr. Lew says he will take no reform
whatsoever as a part of raising the debt limit, that the credit card
has reached its limit, no one—Mom and Daddy cannot question the
spending that has gone on, and we cannot make any reforms. I
mean, how reasonable is that? This is the same Mr. Lew that sat
at that table there and said the President’s budget would spend
only money that we have and not add to the debt anymore. What
a thunderously false statement, one of the greatest financial
misstatements in the history of the world. And now he is telling
us we can do nothing to contain spending, that we have to just rat-
ifﬁr a})nd raise the debt ceiling without even a peep? How silly is
that?

We need to be thinking about how to get this country on a sound
path, and one way to get us on a sound path is to eliminate the
debt cloud that is over this economy and put ourselves on a course
that the whole world will recognize is a sound financial course.

So I would say, Madam Chairman, we share the same goals. We
want to see this economy grow. We want to see a growing economy
produce more tax revenue and help us reduce our deficits. We want
to see a growing economy that helps workers find jobs, that ends
flat wages and reducing wages and creates naturally through the
process of free enterprise higher wages for American workers. The
question is how to get there. I just do not believe tax, spend, and
borrowing is the right way. I think there is a better way, and I
thank the Chair.

Chairman MURRAY. With that, we are going to turn to our wit-
nesses, and, Mr. Greenstein, we will start with you.

STATEMENT OF ROBERT GREENSTEIN, PRESIDENT, CENTER
ON BUDGET AND POLICY PRIORITIES

Mr. GREENSTEIN. Thank you very much and good morning.

As you know, deficits have been coming down in the past few
years. In 2013, the deficit was about 4 percent of GDP. The new
CBO projection is it will come down to about 2.5 percent of GDP
by 2015. Of course, in subsequent years and decades, it will climb,
and we clearly have more work to do on our long-term fiscal chal-
lenges.

But there has been significant progress. We project, if you look
out three decades under current policies, that the debt in 2040
would be somewhere in the rough vicinity of 95 percent of GDP.
Now, that is too high, but it is much lower than the more than 200
percent of GDP that we and other analysts were forecasting for
2040 only a few years ago.

The improvement in the long-term projections primarily reflects
two factors:

First, health care cost growth has slowed considerably. CBO has
lowered its estimate of Medicare and Medicaid spending over the
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period from 2010 to 2020 by over $1 trillion relative to the esti-
mates it made in 2010.

And, second, counting sequestration, policymakers have enacted
legislation that reduces the deficit about $4 trillion over the coming
decade with nearly 80 percent of the non-interest savings coming
from spending cuts.

Now, these figures reflect the fact, reflected in the budget agree-
ment in December, that the costs of sequestration relief and relief
from the scheduled Medicare physician payment cuts, it is increas-
ingly clear, are being paid for, and the one policy uncertainty in
this area is whether policymakers also will offset the cost of ex-
tending the tax expenditures known as “tax extenders.”

We recommend that policymakers commit to doing so, that they
apply to legislation to continue the extenders the same principle
they are applying to sequestration relief, to the Medicare physician
payment relief, and that it now appears clear Congress will be ap-
plying to Federal unemployment relief if that goes forward.

If policymakers pay for the cost of continuing the tax extenders,
we estimate that would reduce the debt in 2040 to somewhere in
the range of 85 percent of GDP, or thereabouts—still too high, but
significant progress. And given political gridlock, this is likely to be
one of the only steps policymakers have a shot at enacting this
year that would materially improve the long-term fiscal outlook.

As I have noted, ultimately more will need to be done with our
fiscal challenges, but in the near term, the increased certainty that
the December budget agreement brings for the next 2 years also
gives Congress the opportunity to focus on a number of pressing
issues that have received insufficient attention. Let me very briefly
note four of them.

Number one, I believe policymakers should temporarily extend
the unemployment benefits that have expired. The Congressional
Budget Office estimates the economy will have up to 300,000 more
jobs by the fourth quarter of 2014 if those benefits are extended for
the coming year.

Second, as the Chair has alluded to, I do recommend that policy-
makers help lower-wage workers by strengthening the minimum
wage, which is significantly below its purchasing power level of a
number of earlier decades.

Third, single workers who are paid low wages are the one group
of workers in America whom the Federal tax system taxes into or
deeper into poverty. The main reason for that is that the earned
income tax credit for these workers is tiny. A childless adult work-
ing full-time year round at the current minimum wage earning
$14,500 a year is considered to have income too high to qualify for
the EITC, even though that individual pays over $1,500 a year in
Federal income and payroll taxes. And a worker whose wages put
them right at the poverty line, $12,000 for a single individual, is
required to pay close to $1,000 in Federal income and payroll taxes,
gets maybe $180 earned income credit, and is literally taxed into
poverty. So I would recommend that Congress look at strength-
ening the earned income credit for workers who are not raising
minor children, a recommendation that a number of experts and
analysts across the political spectrum have been making, looking at
the fact that it could induce more young men to enter the labor
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force, and it could have positive effects on marriage, crime, and in-
carceration rates. This is why you see people like former Bush ad-
viser Glenn Hubbard recommending this as a policy to pursue.

Lastly, we will need to return before 2016, although we do not
need to do it this year, to the issue of discretionary funding levels.
The budget agreement covered 2014 and 2015. By 2016, non-de-
fense discretionary funding will drop below the post-2013 seques-
tration level, adjusted for inflation, and will fall to the lowest level
as a share of the economy since the 1950s, and those figures under-
state the coming crunch.

For example, veterans health care does not just grow with the
caps. It has been growing and will probably need to grow around
7 or 8 percent per year. That has been its history. And the Pell
grant program faces a funding shortfall starting in 2016, which, if
not addressed, will result in large cuts in that program that reduce
the ability of students from low-income families to attend college
and get a chance at opportunity and upward mobility. There are
issues in research and infrastructure. There are issues in defense.
In short, after the 2 years the current budget deal covers, we really
will need a new budget agreement. The Nation cannot afford to ne-
glect funding for education, scientific research, and the like. That
is not something Congress has to do this year. It is something we
will need to get back to in 2015.

Let me stop there. My time has expired. I look forward to an-
swering questions.

[The prepared statement of Mr. Greenstein follows:]
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I appreciate the invitation to testify today on current budget trends and opportunities in light of
the recent bipartisan budget agreement and the improving budget outlook. The budget agreement,
while modest, helped to mitigate some of the worst effects of sequestration this year and restore
some normuality to the approprations process. In addition, the fiscal outlook over the medium and
long term has improved markedly over the past several years. Challenges remain to put the budget
on 2 sustainable path over the long term, but these recent changes in the fiscal landscape (which
exceed what any of us expected) give Congress a chance to move away from the gridlock over
budget battles that have preoccupied Washington but failed to produce a “grand bargain,” and to
begin focusing to a greater degree on addressing other pressing problems that have been neglected
in recent years.

My testimony begins with a review of the budget outlook and then turns to several issues to which
Congress should give high priority: promoting job creation and addressing significant problems
looming as a result of the seriously inadequate levels of funding available for non-defense
discretionary programs, particularly starting in 2016. I conclude with an overview of issues related
to our long-term budget challenges. :

I. The Budget Outiook

The deficit peaked both in dollar tetms and as a share of the economy (gross domestic product, or
GDP) in 2009. The spike was due to the Great Recession and our efforts to combat its negative
effects: federal spending rose because of “automatic stabilizer” programs such as unemployment
insurance and SNAP, as well as temporary stimulus measures; tax revenues declined as individuals
and businesses earned less and because of tax-cut stimulus measures; and GDP declined as the
economy slowed.

Since then, deficits have been on a marked downward path. In 2013, the deficit fell to about 4
petcent of GDP — less than half of its peak — and the debt held by the public stood at 72 petcent
of GDP. The Congtessional Budget Office (CBO) will release new budget projections today, but
using last year’s CBO estimates, we project that the deficit will fall to about 2 percent of GDP in
2015 — less than the average of the four decades from 1969 to 2008. Through the end of the



11

decade, deficits as share of the economy will continue to remain low, although they will begin to rise
modestly toward the end of the decade and gradually climb to significantly higher levels.

It is important to note that the near-term deficit reduction steps taken in recent years, while
conttibuting to the improvement in the long-term fiscal outlook, were not good for our near-term
economic growth and reflected a “too much, too soon” approach to deficit reduction. It is good
news that our longer-term fiscal issues have eased. But it would be preferable to have substantially
fess fiscal contraction while the economy is struggling to produce enough jobs — indeed, more
stimulus is still called for — coupled with greater emphasis on longer-term deficit reduction.

Last June, we released an
analysis of the budget over the
next three decades.! We found
that by 2040, the debt would
grow to 99 percent of GDP.
These estimates wete in line
with those released by other
organizations such as CBO, the
Committee for a Responsible
Federal Budget (CRFB), and
the Center for American
Progtess. None of these
estimates predicted the
explosive debt trajectory that
was common in previous long-
term projections, including our

own. (See Figure 1.)

'The improvement in the

Figure 1
Debt to GDP Ratio
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long-term projections primarily reflects two factors. First, health care cost growth has slowed
considerably. It’s not yet clear what portion of that slowdown is ongoing and what portion is
temporary, but most analysts — including CBO — see accumulating evidence that a significant
portion is due to reasons other than the weak economy and is likely to continue. Furthermore,
current health care costs — the base level from which future cost growth will occur — are
substantially below projections from only a few years ago. CBO has lowered its estimate of
Medicare and Medicaid spending over the decade from 2010 to 2020 by §7.2 #rillion, telative to its

March 2010 estimate.

The second and more significant factor is that policymakers have enacted substantial deficit
reduction since 2010. The 2011 Budget Control Act (BCA) has sharply cut projected discretionary
spending. The American Taxpayer Relief Act (ATRA) enacted in January 2013 increased tax
revenues. These changes have reduced projected deficits by $2.8 trillion between 2014 and 2023,
not counting the future cuts from sequestration. If the sequestration cuts are included, the total

t Richard Kogan, Kathy Ruffing, and Paul Van de Water, “Long-Term Budget Outlook Remains Challenging, But
Recent Legislation Has Made It More Manageable,” Center on Budget and Policy Priorities, June 27, 2013,
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grows to $4 trillion over the decade, with 79 percent of the non-interest savings coming from
spending cuts and 21 percent from revenue increases.

Our long-term projections treated some future policy uncertainties cautiously; for instance, we
assumed that policymakers would abide by the original BCA caps after 2013 but would not allow
any additional sequestration cuts to take effect. However, with December’s bipartisan budget deal,
which paid for cancelling part of the sequestration of discretionary funding in 2014 and 2015 with
spending cuts and fees, any further easing of sequestration will likely have to be offset with other
savings.

Similarly, we had assumed that policymakers would continue to prevent deep cuts in Medicare
physician payments caused by the Sustainable Growth Rate (SGR) formula but would #ot offset
these costs. But thete appears to be strong bipartisan support for offsetting the cost of a permanent
solution to the SGR problem (as well as for offsetting temporary relief if a permanent solution isn’t
enacted).

Paying for easing sequestration and for a permanent SGR fix (or a series of temporary fixes)
would have a significant impact on the long-term outlook. We estimate that it would reduce the
debt from 99 percent of GDP in 2040 to roughly 90 percent.

The other major policy uncertainty is whether policymakers will offset the cost of extending a
group of largely corporate tax expenditures (the “tax extenders”) that expired at the end of last year.
We strongly recommend that policymakers commit themselves to offsetting the cost of the
extenders.? Policymakers should apply to legislation to continue the tax extenders (which, as the
term “tax expenditures” implies, are largely spending in the form of subsidies delivered through the
tax code) the same ptinciple they ate applying to SGR relief and sequestration relief and now appear
certain to apply to any extension of federal unemployment relief — that it must be paid for.

As you know, Congress has failed to agtee to date on extending expired federal emergency
unemployment insurance (UI), with the issue of offsets being the primary stumbling block, even
though this is a temporary program that poses almost no long-term budgetary risk and thus has a
negligible effect on the long-term budget outlook. In contrast, the tax extenders are temporary in
name only, as Congress extends them year after year, typically without much scrutiny because their
costs haven’t had to be offset. In this case, the impact on our long-term fiscal problems is large.
Paying for continuing these provisions also would create an opportunity to pare inefficient tax
subsidies, with which the tax code is replete.

If policymakers paid for the cost of extending these tax provisions, we estimate that it would (in
combination with offsetting the cost of sequestration and SGR relief) reduce the debt in 2040 from
roughly 90 percent of GDP to about 80 percent. That would only be slightly higher than today’s
debt-to-GDP ratio and would represent a marked improvement. In fact, given political gridlock,

2 Chuck Marr and Nathaniel Frentz, “Paying for “Tax Extenders” Would Shrink Projected Increase in Debt Ratio by

One-Thitd,” Center on Budget and Policy Prorities, December 9, 2013,

hutp:/ Swrerw.chpp.org/cms / fa=viewdid=4058; and Chuck Marr, “Paying for Jobless Benefits But Not ‘Tax Extenders’

Has It Backwards,” Off the Charts Blog, Center on Budget and Policies Priorities, January 13, 2014
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this is likely to be the only step policymakers will have a shot at enacting in 2014 that would
substantially improve the long-term outlook.

We will update our long-tettn budget estimates in coming weeks, incorporating the CBO
projections being released today, and we expect that they will continue to show the budget as being
significantly more manageable than the projections of a few years ago. At the same time, more
deficit reduction will ultimately be needed. If the projected debt ratio in 2040 were 90 percent or
even 80 percent of GDP, it would still be highet than in recent decades and than what most analysts
think would be best for the economy. At these debt levels, interest costs would consume too much
of the budget, squeezing out other priorities. We also recognize that projections far into the future
can be off by large margins.

On the one hand, the improvement in the outlook has diminished the urgency around these
issues. On the other hand, policymakers will eventually need to do mote to address our long-tetmn
fiscal challenges. In due coutse, policymakers will likely need to take addidonal steps to address the
tising debt-to-GDP ratio at the end of the decade and eventually to put the debt tatio on a
downward path. To do that successfully, and in a way that protects poor and vulnetable families
and individuals, avoids further exacerbating the economic trends spawning ever-widening income
disparities, and invests adequately in the building blocks of our economy will require 4025 additdonal
revenues and further spending reductions. There isn’t a sound path to lower debt in future decades
that doesn’t include contributions from both revenues and spending.

In the near term, however, the increased certainty that the December budget agteement brings for
the next two years — which would be significantly enhanced by a prompt, ctsis-free resolution on
the debt ceiling — gives Congress the oppottunity to focus on a iumbet of pressing issues
important for both future economic growth and Americans’ well-being that have been neglected in
recent years.

The next section of this testimony focuses on two issues that I recommend Congress address in
the coming two years: job creation and adequate funding for non-defense discretionary programs.

Il. Next Steps for Congress

Congress should turn its attention to the issue of jobs. We need to do mote now to promote
stronger job growth, as well as to promote opportunity and mobility. This section discusses four
specific job-related policies: a temporary UI extension that keeps demand higher, an increase in the
minimum wage, an expansion of the Earned Income Tax Credit (EITC) for childless workers, and a
modest program of subsidized jobs, primarily in the private sector. It then focuses on non-defense
discretionary programs, which include key investments in basic research, infrastructure, and
education that can boost the nation’s future productivity but that will face significant funding
shortfalls.

Extend Expired Unemployment Benefits

To ensure that poverty doesn’t get worse in the near term and to support the still-sluggish
economic recovery, policymakers should temporarily extend federal jobless benefits for long-term
unemployed workers, a program known as Emergency Unemployment Compensation (EUC).
Although the unemployment rate has fallen to 6.7 percent, much of that decline reflects abnormally



slow growth in the labor force
due to limited job

opportunities. The more telling

metric is the percentage of
people aged 16 and over who
have jobs, which fell markedly
during the recession and has
recovered only modestly since.
(See Figure 2.)

Further, the long-term
unemployment rate — the
petcentage of the labor force
that has been out of wotk more
than six months — is neatly
#wice as high as when any of the
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Figure 2
Unemployment Rate a Poor Measutre
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emetgency federal Ul programs enacted in the previous seven major recessions expired. (See Figure
3). While Emetgency Unemployment Compensation is a temporary progratm, economic conditions
haven’t yet improved enough to end it.

Another piece of evidence
that illustrates this reality is
that, even when EUC benefits
were still being provided in the
fall, the number of long-term
unemployed workers receiving no
unemployment bengfits was bigher
than at the depths of the recession,
because so many unemployed
workets had exhausted their
benefits, Congress had reduced
the duraton of benefits, and
some states had done so, as
well. Furthermore, the
percentage of unemployed
workers receiving regular state
Ul benefits — the only benefits
available if EUC benefits aren’t

Figure 3

Long-Term Unemployment Much Higher Now Than When
Past Federal Emergency Jobiess Benefits Expired

Long-term unempioyment rate at end of federal unemployment
insurance program for past recessions
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reinstated — has fallen to historically low levels of roughly 26 percent.*

3 National Employment Law Project, “More Than Two Million Unemployed Workers Will Lose Jobless Aid by Eaﬂy
2014 it Congress Allows Federal Benefits to Shut Down at Year s End November 2013 p 4,
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Unemployment insurance is one of the most cost-effective ways to help a weak economy. Jobless
benefits go to people who need the assistance to make ends meet, they spend the funds quickly, and
the spending ripples through the economy. Without the consumer spending that those benefits
generated, the Great Recession would have been even deeper and the recovery even slower. CBO
estimates that the economy will have up # 300,000 ntore jobs in the fourth quarter of 2014 if the
federal Ul benefits are extended than if Congress doesn’t reinstate them.

While December’s bipartisan budget agreement provides a modest boost to the economy in 2014,

the economic drag caused by expiration of federal emergency jobless benefits will likely negate that
effect.

Increase the Minimum Wage

Policymakers should help low-wage workers by strengthening the minimum wage.* Today’s
minimum wage is 22 percent below its late 1960s peak, after adjusting for inflation. Increasing the
minimum wage to the $10-an-hour range would help in addressing some of the unfavorable trends
facing low-wage workers, including stagnant ot falling real wages, too little upward mobility, and a
deficit of bargaining power that leaves them solidly on the “have-not™ side of the inequality divide.

The Fair Minimum Wage Act Figure 4

of 2013 (FMWA) would raise
the minimum wage from $7.25
to $10.10 in three annual
increments and then index it to
inflation. This would restore
the purchasing power of the
minimum wage to about its
late-1960s peak. (See Figure 4.)

The question of whether
taising the minimurn wage
reduces employment for low-
wage workers is one of the
most extensively studied issues
in empitical economics. The
weight of the evidence is that
for minimum wage levels in the
range now being discussed,
such impacts are small, and that

Fair Minimum Wage Act Would Restore

Wage's Lost Purchasing Power
Minimum wage value, 2013 doliars
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increases of the size that’s been enacted in the past — and would occur under the proposals now
being discussed -— are a significant net benefit to low-wage workets as a group. Raising the

$ Jared Bernstein and Sharon Pacrott, “Proposals to Strengthen Minimum Wage Would Help Low-Wage Workers, With
Little Impact on Employment,” Center on Budget and Policy Priorities, January 7, 2014,
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minimum wage also would lower poverty to some degree® and help push back against rising
inequality.

Some opponents of raising the minimum wage argue that it would primarily benefit teenagers
working for extra money, but the large majority of those who would benefit are adults, most of them
women. Indeed, the average worker who would benefit brings home half of the family
earnings. This reflects the fact that the low-wage workforce has gotten older (and more educated) in
recent decades: the share of low-wage wotkets (those earning less than $10 pet hour in 2011
dollars) who are between ages 25 and 64 grew from 48 percent in 1979 to 60 percent in 2011. The
share with at least some college education grew from 25 petcent to 43 percent.

But while we strongly support an increase of this magnitude in the minimum wage, that’s only one
step.” As discussed below, an expanded Earned Income Tax Credit (for workers not raising
children) could be effectively combined with an increase in the minimum wage. While some suggest
that the EITC obviates the need for 2 minimum-wage increase, both a strong EITC and an adequate
minimum wage are needed to ensure that work “pays” for those in low-wage jobs and to avoid
placing too great a burden on either employers or taxpayers (as would occur if policymakers tried to
“make work pay” by telying largely ot exclusively on just one or the other of these two policies).
The two policies are complements, not alternatives.

Strengthening the EITC for Childless Adults

Policymakers have made substantal progress in recent yeats in “making work pay” for low-
income families with children by strengthening the EITC and Child Tax Credit. Yet low-income
workers nof raising minor children receive little or nothing from the EITC. For example, a childless
adult working full time at the minimum wage is ineligible for the EITC, because his earnings exceed
the very low income limit for the dny EITC for workers not raising minor children. Partly as a
result, childless workers are the sole group of wotkers whom the federal tax system taxes into — or
deeper into — poverty.

Moreover, all childless workers under age 25 are flatly ineligible for the EITC, so young people
just starting out receive none of the EITC’s proven benefits, such as promoting work.? alleviating
poverty, and supplementing low wages.

8 See, “Minimum Wages and the Distribution of Family Incomes,” Arindrajat Dube, December 2013,
https://dl.dropboxusercontent.com/u/15038936/Dube MinimumWagesFamilyIncomes.pdf.

7 To reduce poverty and increase opportunity, there are a number of other policy and program changes we also should
pursue, including extending high-quality early education to more low-income children and providing help paying for
child care to more low-income parents so they can look for and accept jobs and make ends meet. Another area where
there are new, promising results from demonstration projects is in initiatives to help more low-income students not only
attend, but successfully complete, two-year and four-year college degrees, which generally translates into better jobs and
higher earnings. And just as it is important to improve children’s preparation for school and what happens after high
school, continued efforts to help low-income children succeed in elementary, middle, and high school are important as
well. Education will not solve every problem. But it certainly can make a significant difference in children’s future
prospects.

8 For a summary on research on the EITC, see Chuck Marr, Jimmy Charite, and Chye-Ching Huang, “Earned Income
Tax Credit Promotes Work, Encourages Children’s Success at School, Research Finds,” Center on Budget and Policy
Prorities, Revised April 9, 2013, 2/ /e .OF, fa=view&id= X
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The average credit for those eligible childless workers who do qualify for the credit is very small:
just $270, or one-tenth the average $2,790 credit for filers with children. In addition, the childless
workers” EITC begins phasing out when earnings exceed $7,970, or just 55 percent of full-time,
minimum-wage earnings.

As a result, a childless adult working full ime throughout the year at the current minimum wage,
and thus earning $14,500, receives no EITC. This wotker has a federal income and payroll tax
butden of $2,669 in 2013 (counting the employer share of the payroll tax), or $1,560 (not counting
it), which is a very large tax burden for someone with income this low. And a childless adult with
wages equal to the Census Buteau’s poverty line (projected at $11,905 in 2013) faces a federal
income and payroll tax burden of $1,826 ($915 not including the employer share of the payroll tax),
while receiving an EITC of only $186. Swuch workers are literally taxed into poverty.

Providing a mote adequate EITC to low-income childless workers and loweting the eligibility age
so younget workers can qualify would have several important benefits beyond raising these workers’
incommes and helping offset their federal taxes. Some leading experts from across the political
spectrum believe that an expanded ctedit would help addtess some of the challenges that less-
educated young people (including young African-Ametican men) face, including low and falling
labot-force participation rates, low marriage rates, and high incarceration rates.

President Obama called for expanding the EITC for these workers in his recent State of the
Union addtess, and support for this policy is broad. In part because an expanded EITC for childless
adults is pro-wotk and pro-matriage, it has gained substantial support among a growing number of
consetvative, as well as among centrist and progtessive, analysts. For example, former George W.
Bush economic advisor Glenn Hubbard wrote recently, “Increasing the credit for childless workers
to an amount closer to that for families with children would augment the direct work incentive and
help counter poverty among the working poor.”

Similarly, the American Enterptise Institute’s (AEI) Michael Strain recently noted that the EITC
“gives very little help to childless workets” and called for amending the EITC “to offer more
support to childless workers.”*

Such bipartisan interest in the EITC isn’t surptising; the credit has enjoyed broad bipartisan
support over the years. President Ford signed it into law, and President Reagan lauded it as one of
our best anti-poverty programs and proposed and signed a major EITC expansion because the
credit helps low-income people struggling to make ends meet while encouraging work and personal
responsibility.

Subsidized Employment

Policymakers should also look to create subsidized jobs, primarily in the private sector. The
Recovery Act provided modest funding to states that they could use for several putposes, including

9 Glenn Hubbaxd “Tax reform is the best way to tackle i income inequality,” Wa.rbzngfan Poyt, January 10, 2014,
kel
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subsidized jobs. Thirty-nine states and the District of Columbia, representing a real cross-section of
the countty, established subsidized jobs programs for jobless low-income patents and youth. About
half of those states had Republican governors; the other half had Democratic governors.

States worked with private and non-profit employers, as well as government agencies, to create
these subsidized job positions — but most of the job placements wete in the private sector. Many
of the programs worked directly with private employers and requi.ted them to contribute to the costs
of provldmg a subsidized job placement. States adopted a vatiety of approaches regarding the
maximum wage level that could be subsidized and how long the wage subsidy could last per
employee.”” Typically, employers created positions that low-income parents or youth filled for
temporary periods such as six months to a year.

The program proved highly successful. Over a 1%% year petiod, these states placed 260,000 low-
income parents and young people in subsidized jobs. Moreover, the Economic Mobility
Corporation (EMC) studied what happened to participants in these subsidized jobs programs and
found the programs did exactly what they were supposed to do — help disadvantaged jobless
individuals find work during hard economic times. The study also provides evidence that the jobs
programs improved some participants’ chances of finding #nsubsidized jobs when their subsidized job
position ended.”? And the study indicated that the long-tetrn unemployed benefitted most.

The Recovery Act funding for the subsidized jobs program expired in 2010, but there is growing
support among analysts across the political spectrum for this type of strategy, as it helps to address
several fundamental problems — too few jobs (especially in the current economy) for less educated
workers, a substantial number of workers who have been out of work a long time, and the lack of
sufficient work experience among significant patts of the low-income population. Conservatives
who recommend such an approach include Ron Haskins, co-director of the Brookings Center on
Children and Families and former White House advisor to George W. Bush,” and Kevin Hassett.
Ditector of Economics at the Ametican Enterprise Institute.'

>

Non-Defense Discretionary Funding

Non-defense discretionary (NDD) programs provide a broad set of public services, including
education, environmental protection, border security, veterans” health care, scientific and medical
research, transportation, economic development, low-income assistance, law enforcement, and
international humanitarian and development assistance. This budget category provides grants to

11 For more information on how these programs were structured and the different approaches that states adopted, see

“Creating Subsidized Employment Opportunities for Low-Income Parents: The Legacy of the TANF Emergency

Fund,” by the Center on Budget and Policy Prioties and the Center for Law and Social Policy, February 2011,
wrwrw.cbpp.org/cms/?fa=view&id=3400.

2 Ann Roder and Marc Elliot, “Stimulating Opportunity: An Evaluation of ARRA Funded Subsidized Employment

Programs,” Economic Mobility Corporation, September 2013, http://economicmobilitycorp.org/uploads /stimulating-
opportunity-full-report.pdf.

1 Ron Haskins, “No Way Out: Dealing with the Consequences of Changes in Family Composition,” Washington, DC:
Brookings Institution, forthcoming.

1 Kevin A. Hassett, Testimony Before the Joint Economic Committee “Long: ~Term Unemployment: Consequences

and Solutions,” American Enterprise Institute, Apﬂl 24, 2013~ hitp:/ /www.aei.org/files /2013 /04/24/-hassett-

esti e -term-unemployment 1



states, support for low-income
families, and important
investments in the nation’s
economic future. As a result of
the caps imposed by the
Budget Control Act, spending
for NDD programs is set to
decline over the next decade to
its lowest level on record as a
shate of GDP, with data going
back to 1962 — even without
the additional cuts required by
sequestration. (See Figure 5.)

The December budget
agreement provides $45 billion
of relief from sequestration in
2014, evenly divided between
defense and non-defense
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Figure 5
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discretionary programs. For non-defense programs, that halts a sharp downward trend in funding
—— which fell by neatly 18 percent between 2010 and 2013, after adjusting for inflation — and
reverses a modest amount of the cuts.

But the downward trend
begins again next year. After
accounting for inflation, NDD
funding is slated to fall in 2015
neatly back to the 2013 post-
sequestration level. By 2076,
Janding will bave dropped below the
2013 post-sequestration level,
adjusted for inflation, meaning that
all of the gains from the budget
agreement will be gone, and then
some. (See Figure 6).

Further, looking only at the
effects of inflation significantly
understates the funding pressutes
that NDD programs will face.
Many need additional funds to
keep pace with population
growth; grants to school
districts and the administration
of programs like Social Security
and Medicare are just two

Figure 6
Budget Agreement Provides Only Temporary Respite

from Non-Defense Discretionary Cuts

' Non-defense discretionary funding in 2014 doliars {biltions}

1l increased funding over
post-sequestration level

$492 $482

$580

$520

$50

478 473

2011

2010

Notes: 2013 figure represents Congressional Budget Office (CBO} estimate of
actual funding after sequestration. All amounts exclude funding for disasters,
emergencies, program integrity, and Overseas Contingency Operations.

2012 2013 2014

2015

2016

Source: Congressional Budget Office

examples. And for more than a decade, vetetans” medical care has traditionally grown a much faster
rate than inflation, reflecting in part the high rate of growth of health care costs in the economy.
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The Pell Grant program, which is crucial to providing opportunity to children from low-income
families, is a special case. Because of the way it operates, eligible students are not turned away and
qualifying students receive the grant amount for which they are eligible under the program’s grant
schedule, as long as sufficient funds are available. Over the past few years, discretionary
appropriations have been set artificially low — significantly lower than the actual cost of Pell Grants
— because other legislation has provided temporary additional funding. Bus that temporary funding rans
out by 2076. In that year alone, appropriations for Pell Grants will need to increase by about $6
billion, and the additional amounts needed through 2023 will be about $30 billion."

Moteover, these funding increases reflect the size of individual Pell Grants under current law.
While the Pell Grant tmaximum award rises with inflation through 2017, it is frozen thereafter at the
2017 dollar level. (The cost of indexing Pell Grants for inflation through 2017 is borne on the
mandatory side of the budget and is not constrained by the tight NDD caps.) Therefore, even if the
$30 billion gap in disctedonary funding for the programs is somehow filled, students will still face
ever-growing tuidon bills with a frozen Pell Grant after 2017. If policymakers do not provide relief
from sequestfat:ion fot 2016 and subsequent years, either latge cuts in Pell Grants will occur that
place college out of reach for many aspiring children from low-income families, or else other non-
defense discretionaty programs will have to be cut still more deeply to close the Pell Grant funding
shortfalls.

These funding problems highlight that, after the two years that the current budget deal covers, we
will badly need a new budget agreement. The nation can ill afford to neglect funding for Pell
Grants, elementary and secondary education, public health, envitonmental protection, and basic
scientific research, as will occur if the funding levels required under sequestration remain in effect.
Failure to make these basic investments will slow long-term economic growth — and hence make
our long-term fiscal problems greater — and likely increase poverty and hardship and reduce
opportunity.

These low funding levels will also undermine our ability to conduct basic government functions
effectively and efficiently. The IRS budget this yeat is a case in point. In infladon-adjusted terms,
the IRS budget has eroded steadily since 2010, even as its workload has increased. Its 2014 funding
level failed to keep pace with inflation and did little to mitigate the effects of the previous year’s
sequestration cuts. Yet starving the IRS budget is highly counterproductive. A large part of its
budget goes to curbing tax fraud, tax evasion, and other illegal actividies. The Treasury estimates
that every dollar spent on enforcement yields six dollars in revenue. In addition, these cuts hamper
the IRS’ taxpayer services. According to the National Taxpayer Advocate, because of budget cuts,
“the IRS has been significantly hampered in its ability to provide ‘top quality service’ and maintain
effective enforcement programs that minimize noncompliance.”

Finding the offsets to pay for needed sequestration relief will be a challenge. The recent budget
agreement shows that an incremental approach, tackling more narrowly defined problems, has the

15 Qur calculations assume that in the absence of a new budget deal providing additional relief from sequestration,
discretionary appropriations for Pell Grants will grow at the same pace as the NDD caps, as reduced by scheduled
sequestration from 2016 on,

16 ‘Taxpayer Advocate Service, “National Taxpayer Advocate 2013 Anpual Report to Congress,” December 31, 2013,
Vol. L.
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potential to succeed where broader “grand bargains™ have failed. But even that deal showed the
difficulty of reaching agreement when policymakers must rely entirely on cuts to programs outside
the major entitlements and tax expenditures, along with user fees. Such offsets, while sometimes
portrayed as “low-hanging fruit,” are in fact not without controversy — as evidenced by efforts by
both Republicans and Democrats to repeal the deal’s modest change to military pensions, a
component in the delicate balance achieved in the agreement.

The final section of this testimony returns to the issue of putting the budget on a more sustainable
path, laying out some key factors policymakers should keep in mind when formulating proposals
(even if such plans are unlikely to be acted on in the near future).

lll. Long-Term Fiscal Problems

If we look at how we got from where we appeated to be in 2001 — when CBO projected budget
surpluses for decades to come — to whete we ate today, the Bush-era tax cuts, unpaid-for wars, the
Medicare drug bill, and the Great Recession all played central roles.”” At the same time, if we ask
what will cause deficits to start Hsing again as a share of GDP at the end of the decade, the answer is
that spending on Social Security, Medicare, and Medicaid — driven by tising health cate costs and
the aging of the population — will increase significantly as a share of GDP under current policy,
while revenues will rise little. This will produce a growing fiscal imbalance and a steadily increasing
debt — which, in turn, will result in steadily increasing interest costs, which then will push deficits
and debt still higher.

We have long maintained that stabilizing the debt-to-GDP ratio over the coming decade is a
minimum appropriate budget course. Enacting more significant deficit reduction that puts the debt
ratio on a modest downwatrd path after the economy has tecovered would bring additional
advantages #/ policymakers can achieve it without slowing the recovety, shortchanging important
investments for the future, increasing poverty and inequality, or jeopardizing the quality of
Americans’ health care. Policymakers should consider creative solutions to these problems and
work to lay the groundwork for developing a consensus around policies that would slow spending
growth, raise more revenues, and invest in the nation’s future.

As policymakers consider approaches to put the budget on a mote sustainable path over the
longer term, it’s important to keep the following in mind:

The Projected Rise in Spending

Contrary to some impressions, the rise in spending as a share of GDP projected for coming
decades is not due to ensitlements in general. Tt is concentrated in the programs affected by health care
costs and population aging: Medicare, Medicaid, and Social Secutity.

Over the 50 years from 1963 through 2012, non-interest spending averaged 18.0 percent of GDP.
Based on CBO projections, it will equal 18.8 percent of GDP in 2023 undet current policy and
higher levels after that. But non-intetest spending owtside Social Security and Medicare, which averaged

*7 Kathy Ruffing and Joel Friedman, “Economic Downturn and Legacy of Bush Policies Continue to Drive Large

Deficits,” Center on Budget and Policy Priorities, February 28, 2013, hitp://www.chpp.org/cms/2fa=view8dd=3849.
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12.6 percent of GDP over the
prior 50 years, is projected to
equal only 10.2 petcent of
GDP in 2023 - significantly
below the historical average.

(See Figure 7.)

Figure 7
Non-Interest Spending Outside Medicare
and Sociai Security Set to Fall in Coming Decade
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Low-income Programs

Nor are progtams fot low-income individuals and families outside health care the driver of
coming spending increases. Means-tested entitlements (those targeted on people with incomes
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sometimes look at #/ means-tested programs as a group, including Medicaid. Medicaid costs have
tisen with health care costs generally and will grow further in the yeats and decades ahead because of
continued increases in health costs, the aging of the population, and health reform’s Medicaid
expansion to shrink the ranks of the uninsured (the cost of which was offset by various deficit-
reduction measures included in the Affordable Care Act).

Second, means-tested entitlements other than health care programs have indeed grown
substantially in recent years, amounting to 1.7 percent of GDP in 2012, well above their historical
average. But the recent increases wete dtiven by the weak economy and the Recovery Act’s
temnporary increases in several of these programs and will recede in the years ahead.

The above facts do #of mean that entitlement programs other than health care programs and
Social Security should be off-limits for cuts. All patts of the budget should be evaluated on their
metits.

Need for Caution When Addressing Health Care and Social Security

That Social Security, Medicare, and Medicaid are slated to tise as a share of GDP in the coming
decades does not mean that long-term deficit reduction should feature deep cuts in these programs
that leave would seniors, people with disabilities, families, and individuals without health care and
less financially secure. With an aging population, we will inevitably need to spend somewhat more
in these areas. Policymakers must be careful that changes in these programs do not leave low- and
moderate-income seniors, people with disabilities, and low-income Americans poorer and in worse
health.

Projected increases in pet-capita health care costs will continue to put considerable pressure on
federal health and retirement programs and on the budget as a whole. But there are major
unknowns in the health care arena. While the growth of both public and ptivate health costs has
slowed appreciably in the past few years, expetts do not agree on how much of this slowdown is
likely to continue over the long term. The answer affects the size of the long-term fiscal problem
and the magnitude of the measures that will be needed to futther slow health-care cost growth.

More fundamentally, we currently lack needed information on how to slow health cost growth
substantially without reducing health care quality or impeding access to necessary care.
Demonstration projects and other expetiments to find ways to do so are now starting and should
generate important lessons. By later in the decade, we will know more about what works and what
doesn’t and how to build upon the changes already starting to slow health cost growth.

It is also worth keeping in mind that most Medicare beneficiaries aten’t well off. Some GO percent
have household incomes below $30,000, and five-sixths have incomes below $50,000. That implies
policymakers must take care to ensure any policy changes have adequate protection for low-income
seniors. (It also helps explain why policies that seek to achieve savings solely from upper-middle
and upper-income beneficiaries typically do not yield as much savings as people sometimes assume
they will.)

In Medicaid, opportunities for savings that don’t reduce access to care ot the quality of cate are
quite limited at the present time. Medicaid beneficiaries are poor ot near-poor, and Medicaid pays

health care providers significantly less than Medicare ot private insurance. Most states already use
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managed care for Medicaid beneficiaries who aren’t elderly or disabled. As a result, Medicaid spends
20 to 30 percent less per beneficiary than private sector health coverage.

Caution is also warranted in Social Security. Changes made to shore up its financing in coming
years must be designed carefully to maintain the program’s critical social insurance structure and
protect low- and moderate-income seniors and people with disabilities. Social Security benefits cut
the elderly poverty rate (as measured by the federal government’s Supplemental Poverty Measure)
from 55 percent to 15 percent. This means that without Social Security, more than half of seniors
would be poor.*

Tax Expenditures

Ultimately, bringing down longer-term deficits and debt also will require higher revenues than are
cutrently projected. The best place to secure them is to address tax expenditures, many (but
certainly not all) of which are inefficient and do not serve a broad public purpose effectively.

Policymakers should recognize that, when tackling long-term deficits, much of the distinction
between programs carried out on the spending or revenue side of the budget is essentially artificial.
In many cases, there is little difference between benefits or subsidies provided through the tax code
and those provided through spending programs.

Education is one example. On the spending side of the budget, the federal government provides
Pell Grants to help low- and moderate-income students afford college. On the tax side of the
budget, so-called 529 accounts help parents pay for college by providing tax subsidies that are most
generous for upper-income households. Both of these policies are government subsidies to
promote higher education; the tax/spending distinction is not meaningful here.

Child care provides another example of why tax expenditures generally are the equivalent of
spending programs and essentially operate as entitlements. Low- and moderate-income working
families with federal child care subsidies receive them through spending programs, such as the Child
Care and Development Block Grant (CCDBG). CCDBG funding is capped, so it serves only as
many low-income families as its funding allows. As a result, only about ane i1 six low-income
wortking families with children that meet the qualifications for a federal child care subsidy actually
receives one. Middle- and uppet-income families with federal child care subsidies get them through
the tax code, through the Dependent Care Tax Credit (DCTC). Unlike CCDBG, the DCTC has no
cap on its cost, so any tax filer who qualifies can receive the credit. This tax-based subsidy for
middle- and uppet-income families thus operates as an open-ended entitlement, unlike the child care
subsidies delivered through spending programs to low- and moderate-income families.

Efforts to reduce spending should therefore also address spending in the tax code. Harvard
economist (and fotmer chief economic advisor to Ronald Reagan) Martin Feldstein has written that
“cutting tax expenditures is really the best way to reduce government spending,” while former

18 This figure shows that a large share of seniors have only modest income other than Social Security. If Social Security
did not exist, many elderly individuals likety would have saved somewhat more and worked somewhat longer, and many
might live with their adult children rather than in their own households. Studies confirm however, that Social Security
has reduced poverty dramatically.
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Federal Reserve Board Chair Alan Greenspan has referred to tax expenditures as “tax entitlements”
and said they should be looked at alongside spending entitlements.

There is also an equity issue here. “Spending” entitlements provide most of their benefits to
middle- and lowet-income households, while tax-expenditure benefits — or “tax entitlements” —
go heavily to high-income households. Specifically, the distribution of federal entitlement
expenditures tracks faitly closely to the distribution of the population — neatly 60 percent of theit
benefits go to the middle 60 percent of the population, and about 30 percent go to the bottom fifth.
In contrast, tax expenditure benefits are skewed much mote to the top of the income spectrum, with
the top fifth recefving over half of the benefits and the top 1 percent receiving 17 percent, while the
bottom fifth receives only about 8 percent of the tax expenditure benefits.

If policymakers exempt tax
expenditures from deficit
reduction, that will likely place Tax expenditures and major cateqories of federal spending in 2012, in billions
the onus of further deficit
reduction entitely on spending #1200 $1.08
programs, and almost certainly
result in regressive outcomes
that further widen income

disparities and magnify poverty.

Tax expenditures are costly, l s6t6
reducing revenues by over $1 bitfion
trillion annually, and often are
poorly designed for achieving

their desired policy goals. (See
Figure 9.) Some would prefer
to use all savings from tax
expenditure reform to cut tax

Tax Sedial Medicare & Defense  Non-defense
expenditures  Security Medicaid  discretionary  discretionary
. R . Notes: Tax expenditure estimates do not account for interaction effects;
rates without shrinking deficits, | estimate does not include associated outiays ($94 biliion) or the effects on
but that would be ill-advised. excise and payroli receipts ($112 billion).
The current political Source: Office of Management and Budget, Historical Tables 8.5 and 8.7 and
Analytical Perspectives Table 16-2.

environment remains
inhospitable to a new tax such as a carbon or a value-added tax and, after the “fiscal cliff” deal,
further tax-rate increases. This leaves only tax expenditures as a polifically plausible soutce for a
meaningful revenue contribution to deficit reduction to accompany reductions in certain progtatns.
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Chairman MURRAY. Thank you, Mr. Greenstein.
Dr. Zandi, welcome. We will turn to you.

STATEMENT OF MARK ZANDI, PH.D., CHIEF ECONOMIST,
MOODY’S ANALYTICS

Mr. ZANDI. Sorry I am late. A lot of snow in Pennsylvania.

Chairman MURRAY. We are glad it is not here.

Mr. ZANDI. Yes, more than I would have expected.

Well, thank you for the opportunity to be here this morning. I
have three points I would like to make in my opening remarks. I
do have slides if someone wants to power that up. I will just use
one or two of them.

The first point is I am optimistic about the economy’s near-term
prospects. In terms of GDP, the value of all the things that we
produce, we have been growing roughly 2 percent per annum, a lit-
tle over that, since the recovery began 4-1/2 years ago. I expect
growth this year of 3 percent and closer to 4 percent in 2015.

There are a number of reasons for this optimism. The most im-
portant is the fiscal drag is fading. We have been through a period
of very significant fiscal austerity—Government spending cuts, tax
increases. If you add it all up, it shaved 1-1/2 percentage points
from GDP growth in calendar year 2013. So the economy grew 2
percent. If fiscal policy was simply neutral with respect to the econ-
omy, the economy would have grown 3-1/2 percentage points last
year. By the way, that is growth in the private economy. The pri-
vate economy grew 3—1/2 percentage points last year.

This year under current law, assuming no change in law, the fis-
cal drag will be no more than half a percentage point, probably a
little less than that. So we are going to get a point to growth sim-
ply because the austerity is less significant this year compared to
last. And that is arithmetic and a very solid reason for optimism.
Next year the drag will be a couple three-tenths of a percentage
point, and in 2016 it will be zero. So this is a very important rea-
son for optimism.

Another reason for optimism is more fundamental; that is, the
economy has come a long way in righting the wrongs that got us
into the Great Recession. We have de-levered. We have reduced
debt. Businesses have reduced their cost structures significantly.
Households in aggregate have their debt loads down. The banking
system is much better capitalized. This is, most of it, with regard
to American businesses, they are very competitive. Unit labor costs,
which is a good measure of international competitiveness, have not
changed—that is labor compensation per unit of output, so it
counts for productivity growth—essentially in almost 10 years. And
in manufacturing, which is obviously where the competition is most
fierce globally, it has not changed in almost 25 years. And given
the very positive energy story, I think prospects are very good for
American companies. They are in very good shape and should be
able to produce more jobs going forward.

The one missing ingredient to stronger growth, though, through-
out the economic recovery has been confidence. There have been a
lot of factors weighing on sentiment. Most significantly has been
the budget wars here in Washington. They have been very debili-
tating psychologically. The good news is, I think we are past the
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worst of that, and I think you can see it already in the confidence
measures. Various surveys show much improved confidence, and I
think that is going to start translating into more aggressive busi-
ness hiring, so that means more jobs and more investment, and
that augurs very well going forward. So I am optimistic.

Point number two, things can go wrong. There are threats to my
optimism. You can see that in the marketplace today, the last few
days. I think the most significant threat is a policy error. Most sig-
nificantly, most immediately is lawmakers must raise the Treasury
debt limit quickly. By my calculation, the drop-dead date is prob-
ably March 3rd, large Social Security payment on that day. There
probably will not be enough cash in the Treasury to make full pay-
ment, so the debt limit has to be increased.

I would also argue that there are a number of other things pol-
icymakers could do to support the economy near term. I strongly
agree with Mr. Greenstein that we should extend the emergency
unemployment insurance program, expand the earned income tax
credit for childless workers, and increase the minimum wage mod-
estly. I think those would be very important boosts to the economy
near term.

Finally, my third point, while the fiscal situation through the re-
mainder of this decade is stable, it looks okay, obviously in the
longer run we have got problems. That requires then that law-
makers will need to do more work. We do need entitlement reform.
We do need tax reform. We do not need it today. We do not need
it next year. But we certainly will need it before the end of the dec-
ade because we will have very significant problems as we move into
the next decade if we have not addressed these things. And along
the way, it would be very helpful if we could do things that would
spur strong economic growth, no better way to address our long-
term fiscal problems. So we should be focusing on policy that helps
to lift the supply side of the economy, more infrastructure spend-
ing—I can testify to that today. Being stuck on an Amtrak train
for a half-hour, I am all for more infrastructure spending, and I
would be willing to pay for it myself. More funding for early child-
hood education, evidence there is quite strong; and immigration re-
form. All those things I think would be quite helpful for the econ-
omy in the longer run and help our long-term fiscal situation.

Thank you very much.

[The prepared statement of Mr. Zandi follows:]
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The U.S. economy is set to expetience stronger and broader growth as the middle of
the decade approaches. Underpinning this optimism are the private economy’s much-
improved fundamentals: Businesses are highly profitable and very competitive,
households have reduced debt burdens and are saving more, and the banking system is
well-capitalized and liquid.

Housing, which had been at the center of the economy’s problems, is expected to add
significantly to growth. As has been the case since the housing crash, homes are being
built too slowly to meet the demand generated by demographic trends. More and more
housing markets across the country are going from overbuilt to undersupplied.

Also supporting stronger growth is the fading of fiscal austerity. Government
spending cuts and tax increases have been a powerful headwind to the economy in recent
years. Not since the defense drawdown after the Korean War has the economy been
affected on this scale by federal action, but this headwind will diminish quickly as fiscal
policy stabilizes. '

The key missing ingredient for stronger growth has been confidence. Businesses have
been reluctant to take the leaps of faith that historically have been common by this point
in past recoveries to expand operations. Hiring and investment have been lackluster. This
is changing, however, as businesses appear to be finally getting back on track. Various
surveys of large and small firms show sentiment meaningfully improved since lawmakers
reopened the federal government last fall and reached a budget deal that eased political
tensions in Washington.

Real GDP is expected to accelerate from the disappointing 2% growth pace that has
prevailed throughout the recovery to 3% this year. Growth in 2015 is expected to
accelerate further to a robust rate approaching 4%. At this pace, the economy is on track
to reach full employment by late 2016.!

Page 1
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A number of threats could change this upbeat outlook, however. Political
brinkmanship over the Treasury debt limit, which must be increased in the next few
weeks, and the winding down of the Fed’s bond-buying program are immediate worries.
Global threats, from turmoil in emerging markets to a renewed euro zone crisis, are
serious. Political pressures put the Middle East and Asia in constant danger of boiling
over.

The economy also faces daunting long-term challenges. The federal government’s
near-term fiscal outlook is stable, but the nation’s debt load is uncomfortably high, and
unless policymakers come to terms on entitlement and tax reform soon, deficits and debt
will balloon early in the next decade.

The American Dream could fade unless the increasingly skewed distribution of
income and wealth is addressed. Forces driving inequality, including technological
change and globalization, are firmly in place. Near term, policies such as extending
emergency unemployment insurance, expanding the Earned Income Tax Credit, and
raising the minimum wage would help. Longer term, policy should focus on raising
educational attainment, increasing worker training, reforming immigration laws,
developing infrastructure, and lowering political and social barriers to income mobility.

But while the path will not be straight up and significant hurdles remain, the U.S.
economy’s prospects are brighter than they have been in years.

Flush businesses

A necessary condition for sustainably strong economic expansion is a solid private
sector balance sheet. The economic wrongs that precipitated the Great Recession have
been largely righted. Leverage is low and the economy is bubble-free. Businesses and
households have significantly reduced their debt loads and the financial system is well-
capitalized. And while stock and house prices have risen strongly over the past two years,
they appear to be still in line with corporate profits, household incomes and rents.

The financial health of nonfinancial businesses has arguably never been better.
Corporate profit margins are almost double their long-term average, as businesses have
significantly reduced cost structures. Unit labor costs—compensation measured in
relation to productivity—have barely budged since the recession. In manufacturing, labor
costs are about where they were a quarter century ago.

Manufacturers are also receiving a lift from the surge in oil and natural gas
production and the resulting lower prices. U.S. natural gas prices are likely to remain well
below global levels for the foreseeable future, as exporting natural gas will be difficult
and there are limited uses for it in the transportation system. Since natural gas is an
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increasingly important energy source for utilities, electricity prices will also remain low
compared with those of the rest of the world (see Chart 1).

Chart1: U.S.'s Energy Advantage
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Businesses have also done a good job shoring up their balance sheets, as debt service
is low and they are awash in cash. The quick ratio—comparing cash and other short-term
assets to short-term liabilities— for nonfinancial companies has never been as high. "
Businesses’ large cash hoard is a barometer of their skittishness about taking risks and
expanding their operations, but it also signals they have the financial resources necessary
to do so whenever they feel sufficiently comfortable.

Firms have locked in record low interest rates. Corporate bond issuance has soared
since the recession as corporate bond rates have plunged. The rate on Baa corporate
bonds (the lowest investment grade) has hovered near 5% for the past two years, marking
the lowest borrowing costs since the 1940s. Rates on below-investment grade corporate
bonds have never been as low.”

Working down debt

Households have significantly reduced their debt burdens. The share of after-tax
income needed to remain current on their payments is as low as it has been since at least
1980 (see Chart 2). This is due to both rock-bottom borrowing costs and more than a 10%
reduction in the amount of debt owed." That reduction was driven by a rise in mortgage
defaults, which, while not an ideal way to resolve a financial imbalance, was therapeutic.
Originations of mortgages and credit cards have also been weak."!
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Chart 2: Households Deleverage and Lock in
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Lighter debt burdens combined with lower unemployment are causing a rapid
improvement in credit quality. According to Equifax, the dollar delinquency rate on all
household liabilities is approaching 4%, down from a peak of 8%, and not far from the
3% rate that prevails in the best of times. Credit card, auto, and consumer finance loan
delinquencies are already as low as they have ever been.

The household deleveraging process, which place significant constraints on consumes
spending and growth, is over. Originations are picking up and household credit growth
has turned positive. Like businesses, households are well-positioned for any increase in
interest rates, since a refinancing boom in recent years has allowed them to lock in low
rates. Only a fifth of household liabilities are now tied to rates that adjust from year to
year.""

Some problems remain. More than 2 million first-mortgage loans are in or near
foreclosure, and a rising number of home equity loans are approaching payment resets.
But rising house prices make these problems manageable. Rapidly rising student loan
debt is also a worry, but not on a scale that will threaten the broader recovery.

Capital-rich banks

The banking system is well-capitalized and highly liquid. Banks are holding high-
quality Tier-1 capital equal to more than 9% of their assets. This compares with an
average capital-to-asset ratio just over 7% since the FDIC was established in the 1930s
(see Chart 3). With credit losses continuing to decline and net interest margins widening
as the yield curve steepens, banks’ profitability and capital levels should continue to
improve.
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Chart 3: Well-Capitalized and Profitable Banks
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To make absolutely sure that the banking system has sufficient capital, the nation’s
largest banks are required to stress-test their balance sheets and income statements every
year, showing they can withstand the darkest of economic scenarios."! The current round
of stress tests envisages an economic downturn at least as severe as the Great Recession.
The tests also require banks to prepare for a rapidly rising interest rate environment, just
in case the Federal Reserve is unable to gracefully unwind its bond-buying and zero
interest rate policies.

With sturdy balance sheets, banks now look to make more loans. They have eased
underwriting standards for commercial and industrial, real estate and consumer loans.™
Standards for residential mortgage loans are still tight, but this should change in coming
months given improving credit quality, the end of the refinancing boom, and increased
clarity about various regulatory and legal issues that have bedeviled lenders. Net loans
and leases at commercial banks are expanding at a solid mid-single digit pace.

Bubble free

Stock and house prices have been on a tear. Despite the recent correction, stock
indexes are near record highs, up an astounding 30% last year and almost 50% over the
past two years. House prices, as measured by Case-Shiller indexes, are up almost 15%
over the past year and 20% over the past two. Surging asset prices have lifted household
wealth and supported consumer and business confidence, providing a vital tailwind to the
recovery.

Despite these gains, however, stocks and housing appear appropriately valued. There
is no indication that speculation and leverage have produced bubbles in either stocks or
housing. Equity prices are being supported by record corporate earnings, putting price-
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earnings ratios for the major indexes not far from their long-run averages. House prices
still appear low by historical standards relative to household incomes and only slightly
high compared with effective rents (see Chart 4).

Chart 4: Most Housing Is Appropriately Valued
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To be sure, stock and house prices have been pumped up by the Federal Reserve’s
bond-buying program."i Corporate bond yields, which are important to stock valuation,
and fixed mortgage rates are an estimated 100 to 150 basis points lower than they would
have been if the Fed had not engaged in quantitative easing. The lower interest rates have
in turn increased stock prices 10% to 15% and house prices as much as 5%.

As the Fed normalizes monetary policy, this will put downward pressure on asset
valuations and prices. The Fed has said this process will occur over several years,
however, suggesting that the impact on stock and bond prices will be drawn out and not
acute.

Housing recovery

The recovery in the housing market augurs well for the broader economy. While
housing has come a long way since hitting bottom two years ago, home sales and
construction remain low given demographic needs.

This is clearest with regard to homebuilding. Builders are constructing new single-
and multifamily homes and manufactured housing at a pace of just over 1 million units
per year. Across the business cycle, demand for new housing units is estimated at 1.7
million units. This trend demand is composed of 1.15 million new household formations,
375,000 replacement structures and 175,000 second and vacation homes.™
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Recent demand for new homes has run well below that trend, but homebuilding has
been even weaker. The number of vacant homes is thus falling rapidly, and what was a
significantly overbuilt housing market just a few years ago will soon be undersupplied
(see Chart 5).

Chart 5: Housing Will Soon Be Undersupplied...
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Homebuilding is thus set to ramp up significantly over the next several years. Activity
may even be supercharged for a time given prospects for a period of very strong
household formation. Many twentysomethings have been unable to find jobs in recent
years and continue to live with their parents. The number of U.S. households with adult
children at home is up by more than 1.5 million since the Great Recession. Once the job
market picks up, many of these young people will strike out on their own, fueling
demand for new homes. This has already begun as demand for multifamily rental units
that cater to younger people is robust.

The housing recovery is vital to the job market. Every newly built single-family home
supports nearly four new jobs over one year in construction, manufacturing,
transportation, retailing and financial services. Every new multifamily unit supports
closer to two new jobs over a year. If homebuilding simply increases from the current
pace of 1 million units to its trend rate of 1.7 million, at least two million new jobs will
be created (700,000 additional housing units multiplied by an average three jobs per
unit). This by itself will reduce the unemployment rate by 1.25 percentage points.

While housing’s demographic underpinnings are strong, the pace of recovery faces
some threats. Investor demand for homes has weakened over the past year. Investors had
been buying up distressed properties, attracted by low prices and strong rental demand
coming out of the housing bust. But with fewer remaining distressed properties, higher
house prices and easing rental demand, single-family housing is no longer such a
compelling investment.
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For the housing recovery to continue, first-time and trade-up homebuyers must fill the
void left by investors. Last summer’s surge in interest rates complicated this transition.
Fixed-rate mortgages jumped from a nearly record low below 3.5% in the spring to more
than 4.5% by the fall. While these rates are still low by historical standards, the rise,
combined with double-digit price gains in many markets made single-family housing
much less affordable. Potential homebuyers suffered sticker shock.

Potential first-time homebuyers also face exceedingly tight mortgage credit. All but
those with the strongest balance sheets find it difficult to obtain loans. The average credit
score among those receiving home purchase loans this year exceeds 750, some 50 points
higher than the average score for all households and 50 points higher than the average
among those receiving home purchase loans a decade ago, before the bubble (see Chart
6).

Chart 6... Mortgage Underwriting iIs Tight
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A number of mutually reinforcing factors are making credit tight. Lenders have
reassessed how much risk they are willing to take on, both in reaction to losses suffered
in the collapse and because they now recognize costs associated with riskier lending that
were not fully appreciated before. These include the cost of servicing distressed
borrowers and the reputational and legal risks associated with servicing significant
numbers of delinquent or defaulting loans.

Lenders also worry that Fannie Mae, Freddie Mac, or the Federal Housing
Administration will force them to take back loans sold to these agencies because of
mistakes in underwriting. All three agencies grew more aggressive about putting
defaulting loans back to lenders in the wake of the housing collapse. Along with
uncertainty about the rules they must follow to avoid such “put-backs,” this leaves
lenders willing to make only very high-quality loans with little prospect of default.
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Despite the threats, housing is expected to get back on track by spring. Fixed
mortgage rates have recently fallen toward 4.25%, and mortgage standards appear to be
slowly easing as lenders become more confident in the recovery and work through their
issues with Fannie Mae, Freddie Mac and the FHA. Assuming the Federal Reserve is able
to manage future interest-rate increases so they are consistent with an improving job
market, housing will be an important contributor to the economy’s growth. Housing
activity will not be dented by higher mortgage rates if there are plenty of jobs lifting
homebuyers’ purchasing power and confidence.

Fading fiscal austerity

Economic growth will also be significantly boosted as fiscal austerity fades. The hit
to real GDP growth last year due to federal government spending cuts and tax increases is
estimated at 1.5 percentage points. In other words, if federal fiscal policy had been
simply neutral with respect to the economy, neither adding to nor subtracting from
growth, the economy would have grown 3.4% in 2013. Since state and local government
policy was neutral with respect to the economy, this was the growth rate in the private
sector.

If policymakers make no further changes to spending and tax policy, the economic
drag from fiscal policy will fade to no more than 0.4 percentage point this year, and the
drag in 2015 and 2016 will be minimal (see Chart 7). The budget deal signed into law at
the end of 2013 appears to rule out further significant changes to fiscal policy for the
foreseeable future.*™ The accord, which did away with the across-the-board sequester
cuts, set federal government spending levels for two years.

Chart 7: Fiscal Austerity Peaks
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The fiscal drag this year would be even less if lawmakers would extend the
emergency unemployment insurance program. It would be unprecedented not to extend
the program given the still very high unemployment rate. The 6.7% rate recorded for
December is near the average peak in recessions since World War II, to which emergency
UT has typically been part of the policy response (see Chart 8). An extension of the
program would reduce the fiscal drag on real GDP growth in 2014 by an amount between
0.15 and 0.25 percentage. point.

Chart 8: Ending Emergency Ui Would Be Unprecedente:
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One side effect of not extending the emergency UI program would be a drop in the
unemployment rate by an estimated 0.25 percentage point in the next few months. But
this would result from increased retirements by older unemployed workers, who will
leave the workforce once they stop receiving Ul benefits, exacerbating the recent decline
in labor force participation.

In the groove

The main missing ingredient for stronger growth has been confidence. The nightmare
of the Great Recession has weighed heavily on the collective psyche, and confidence has
been rocked throughout the recovery by a string of debilitating shocks that were all but
impossible to handicap. Most notable among these are the on-again, off-again European
debt crisis and Washington’s incessant political brinkmanship.

The uncertainty created by budget battles in Congress has been a serious constraint on
growth through the economic recovery. A statistical analysis shows that increased
political uncertainty from 2008 through 2013 (and thus including the government
shutdown at the end of last year) lowered real GDP by $170 billion, reduced employment
by 1.2 million jobs, and raised the unemployment rate by 0.75 percentage point.*
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The budget deal achieved at the end of 2013 was thus very encouraging. It appears to
have effectively ended the bitter bipartisan warfare over spending and taxes that twice
brought the nation to the brink of debt default. Political tension and uncertainty have
eased, and sentiment has improved.

The growing optimism has been clearest in financial markets, with stock prices near
record highs and corporate credit spreads tightening as bond investors demand a smaller
risk premium to buy businesses’ debt. The price of gold, the ultimate safe-haven
investment, fell sharply last year.™

Consumers are not as cheerful, particularly those in lower-income households that do
not benefit from rising stock and house prices. Yet even here optimism is increasing.
Consumer sentiment falls each time federal lawmakers become embroiled in another
budget battle. Encouragingly, however, confidence has rebounded quickly since the latest
standoff and is now as high as it has been since before the recession.

Perhaps most importantly, businesses are much more upbeat. At the start of 2014,
sentiment is as strong as it has been in the 11-year history of the Moody’s Analytics
weekly survey (see Chart 9). More than half the responses to the nine questions posed in
the survey are positive, compared with the average of closer to one-third since the survey
began. Only 10% of responses are negative.

Chart 9: Businesses Get Their Groove Back
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Expectations regarding the economy’s outlook through the first half of 2014 are
notably cheery. Close to three-fourths of respondents say conditions will improve further
during the first half of this year. Expectations are stronger than assessments of current
economic conditions, generally a positive leading indicator for growth and consistent
with the view that the economy will accelerate.
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Secular stagnation?

The tough economy has engendered fears that something fundamental is amiss—that
since the late 1980s periods of strong growth and full employment have occurred only
when powered by speculation and asset bubbles. Of course the bubbles eventually burst,
pushing the economy into increasingly severe downturns and high unemployment. Under
this view the economy’s longer-term path is characterized by secular stagnation. ™"

In this perspective, the economy achieved full employment in the late 1980s only
because of a bubble in commercial real estate, powered by an out-of-control savings and
loan industry. Full employment in the late 1990s grew out of the stock market’s
technology bubble, and the housing bubble was necessary to achieve full employment in
the mid-2000s.

Such pessimism is misplaced. Yes, growth in the current recovery has been
disappointing, but mostly because of fiscal austerity. The private economy has posted
very respectable gains, expanding at a 3.3% annualized pace.""iii In 2013, private sector
growth was robust at almost 4% (see Chart 10).™ And this happened while businesses
and households were shrinking debt and asset markets have remained bubble-free. With
fiscal austerity fading, a stronger private economy will become evident.

Chart 10: Private Sector Posts Respectable Gains
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Bubbles and financial crises have been a fixture of the U.S. economy since its
inception. The near collapse of the financial system in 2008-2009 produced the most
severe downturn since the 1930s. However, the Great Recession was due not to inherent
weakness in the economy, but rather to policy missteps and to idiosyncratic problems that
have more or less been addressed.™ This is not to say there will not be financial crises in
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future, when the financial system is overflowing with euphoria and most investors feel
nothing can go wrong. Mistakes will surely be made.

The secular-stagnation hypothesis will soon be tested. If businesses remain cautious
and fail to increase hiring and investment, it would lend support to that gloomy
perspective. But if businesses’ animal spirits are unieashed by the end of Washington’s
budget wars and greater clarity around reforms of the financial and healthcare systems,
stagnation will seem to be only a passing cloud.

Economic growth will be slower in coming decades than in past decades, but because
of well-anticipated demographic changes that will slow growth in the labor force. Baby-
boom retirements are accelerating, and foreign immigration has slowed, reflecting better
economic conditions in the emerging world and lower fertility rates.™

Policy missteps

The principal threat to stronger U.S. economic growth this year is a policy mistake.
Most immediately, Congress must raise the Treasury debt limit again. The Treasury’s
borrowing authority runs out in the next few days, and while it will use various
extraordinary measures to continue paying its bills, it will run out of options by early
March given that cash needs grow to pay tax refunds.

Given the political fallout from last fall’s budget battle, chances are lawmakers will
come to terms before they do significant damage to confidence and the economy. But
given Congress’ past behavior, more political brinkmanship and even a breach of the debt
limit cannot be completely ruled out.

The Federal Reserve must also gracefully manage interest rates higher consistent with
an improving job market.* This will require winding down its bond-buying program
and normalizing short-term interest rates as unemployment declines and the economy
reaches full employment. Getting this right will be tricky: An undesirable surge in long-
term rates last summer was triggered when Fed officials merely began to talk about
slowing the pace of asset purchases. Investors seemed to assume that tapering meant the
Fed would begin raising short-term rates soon after quantitative easing ended.

The Fed does appear to have convinced bond investors, at least for now, that it has no
plans to raise short-term rates soon. Long-term rates are starting the year roughly where
policymakers want them. If rates again start to rise too quickly for comfort, policymakers
can respond using a range of tools.™" Nonetheless, the Fed faces a difficult task, and
mistakes are possible.
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Emerging-market threat

Other meaningful threats to stronger U.S. economic growth come from overseas.
Financial turmoil, weak growth and simmering political unrest in the emerging world are
most worrisome. Emerging-market economies have powered global growth for more than
a decade and account for more than one-half of global GDP. But while growth continues
in the emerging world, it is falling well short of expectations, fomenting tensions that
boiled over this past year in Brazil, Egypt, Thailand and Turkey. Argentina, China, India
and Russia have also experienced greater strife.

Part of the problem is that the outsize growth of emerging markets has been fueled by
excess credit growth and speculation. Quantitative easing by central banks in the
developed world has exacerbated this, as liquidity-flush global investors have piled into
emerging-market investments. The other part of the problem is that policymakers in
developing economies have not been especially adept at addressing these excesses.
China’s on-again, off-again efforts to rein in rapid credit growth, and Brazil’s botched
attempts at managing hot-money flows into its financial markets are testimonial to this.

These stumbles come at a time when an expanding middle class in the developing
world desperately wants more economic and political freedom. A taste of both has left
people increasingly frustrated at their political elites’ inability to deliver more. Endemic
corruption is making matters worse. Some demonstrations have turned violent, causing
global investors to grow skittish—yields on emerging-market debt have widened
considerably relative to Treasuries—weighing further on growth (see Chart 11).

Chart11: Emerging Economies Struggle With Tapering
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So far, there has not been much fallout from this on the U.S. economy. Oil and other
commodity prices are stable and U.S. export growth is slow but firm. However, a more
serious faltering among emerging markets, especially in China, would be difficult for the
global economy to absorb.

Tensions in the Middle East also threaten to be an economic drain. The wars in Iraq
and Afghanistan have been extraordinarily costly, and the Syrian civil war and the
military coup in Egypt are the latest worries. Mounting acrimony between Shia and Sunni
Muslims more broadly, fueled in part by funding from Shia Iran and Sunni Saudi Arabia,
could cause unrest to escalate. If oil production in the region is disrupted, it would
quickly become a serious global economic problem.

The U.S. is less sensitive than it once was to swings in energy prices, thanks to the
growth in domestic shale oil and natural gas production. But it would still hurt a lot if
global energy prices spike.

The euro zone’s travails

The euro zone crisis was dormant last year as the European Central Bank’s aggressive
actions convinced investors the currency union would remain intact. Most important was
the announcement of the ECB’s Outright Monetary Transactions program at the end of
2012, which permits it to purchase the debt of troubled sovereigns. The ECB has not been
forced to use the OMT, but the mere fact that it can has settled bond yields. Italian and
Spanish 10-year bonds, for example, carry very manageable yields below 4% (see Chart
12).

Chart 12: Euro Zone Hangs Together
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With the odds of a euro zone crackup fading, financial markets have rallied,
confidence has improved, and the region’s recession has ended. Germany’s economy is
enjoying solid growth, and even those of countries on the euro zone periphery are more
stable. France and Italy are the most disappointing, as those countries have been slow to
adopt structural reforms, and thus their economies are increasingly uncompetitive.

The euro zone is expected to grow enough this year to stem the rise in unemployment.
This is critical, since political fissures evident across the single-currency region could
easily widen with unemployment above 12%, and the jobless rate among younger
workers approximately doubles that. Politics appears especially dysfunctional and fragile
in Ttaly, France, Greece, Portugal and Spain.

A key test of whether the zone’s recovery is sustainable will be this year’s European
bank stress tests. These are part of the zone’s efforts to better integrate its banking system
and revive the flow of credit. Bank lending to households and businesses is declining,
particularly on the periphery where lending rates are much higher, because of uncertainty
about banks’ financial stability. This is not consistent with continued growth. By
engaging in truly stressful stress tests that require undercapitalized banks to raise
sufficient equity, the hope is lending rates will decline and credit will flow more
normally.

For the stress tests to succeed, however, it is necessary that European policymakers
define a clear resolution mechanism for banks that are unable to raise capital, and to have
a sufficiently large bailout fund backed by the zone’s sovereigns to help too-big-to-fail
institutions if they need capital and are unable to raise it from private investors. There has
been progress, but it is unclear whether it is enough for the testing to work. If the process
fails, the euro zone’s recovery could be stillborn.

Another developing concern for the euro zone is disinflation. A regional core
inflation rates below 1% means that some countries are suffering outright deflation.
Falling prices crimp demand as consumers put off purchases, waiting for prices to drop
further, and increase pressure on debtors suffering weaker wages and profits. Sovereign
debt loads also continue to rise despite significant fiscal austerity as nominal GDP
declines.

Pressure on the ECB to respond to mounting deflation is growing. Compared with the
Fed, the Bank of England and Bank of Japan, the ECB has been much slower to reduce
interest rates and expand its balance sheet. This is one reason why the euro’s dollar
exchange rate is above $1.35, well above its long-run equilibrium nearer $1.20. The high
currency value has been manageable for the very competitive German economy, but
painful for the rest of Europe.
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Until the ECB adopts a more aggressive monetary stance, the euro zone will struggle
with uncomfortably low inflation, an overvalued euro, and weak or nonexistent growth.
There is a risk that the euro zone growth will falter in 2014, precipitating another round
of financial turmoil. While this likely would not be enough to upend the U.S. recovery, it
could be enough to short-circuit stronger growth once again.

Forecasting with a ruler

Economists have a tendency to forecast with a ruler, assuming the economy’s recent
performance will continue into the future. Many such forecasts were issued in the last
decade, assuming the “great moderation” meant the good times would never end.

Similarly, straight-edge adherents now conclude that the difficult times that have
occurred since the recession are here to stay. This view holds that it will take years to
return to full employment and that growth will be much slower than we want for the
foreseeable future—that secular stagnation is the new normal.

Forecasting with a ruler is inevitably wrong, however, and this will become evident
again in 2014. While the coming year could see another false start, the greater likelihood
is that the U.S. recovery will finally evolve into a full-blown, self-sustaining expansion.
The fundamentals are as good as they have been for decades, and it is increasingly
difficult to envisage shocks that could undermine them. Worries exist, including
economic and political stumbles in the emerging world, Europe’s travails, and the
possibility of botched fiscal and monetary policy in Washingion. But these threats do not
feel as existential as those the economy has been grappling with since the recession.

The U.S. economy should have a breakout year in 2014.

i Full employment is defined as a 5.7% unemployment rate and a nearly 64% labor force participation rate.
As of December 2013, unemployment is 6.7% and labor force participation is 62.8%.

“ The after-tax corporate profit margin rose to 19.6% in the third quarter of 2013 according to the BEA.
The average since World War Il is 11.1%.

¥ The quick ratio is currently 50%, according to the Federal Reserve’s financial accounts (formerly known
as the Flow of Funds). The average quick ratio since World War II is 35%.

" The yield on corporate junk bonds is currently near 7%, 400 basis points over 10-year Treasury yields.
The average spread since the 1980s is closer to 500 basis points. Covenants on junk bonds have also eased
significantly, further lowering the cost to corporate borrowers.

¥ According to Equifax credit file data, total houschold liabilities have fallen from a peak of $12.4 trillion in
August 2008 to $11.1 trillion in December 2013.

¥ Bankcard originations during the first three quarters of 2013 totaled almost $150 billion, according to
Equifax. This is substantially higher than the $90 billion originated during the first three quarters of 2010 at
the low, but is well below the $225 billion originated in 2007 before the recession.

" At the peak in the mid-1980s, 35 percent of household liabilities had an interest rate that adjusted within
one year of a change in market interest rates.

" The Federal Reserve’s stress-testing process is also known as the Comprehensive Capital Analysis and
Review or CCAR.

* This is based on the Federal Reserve’s quarterly Senior Loan Officer Survey.
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* The map shows valuation of metropolitan area housing markets based on house price-to-income and
house price-to-rent ratios compared with their pre-bubble long-run averages.

*® The economic impact of Quantitative Easing is estimated in “The Federal Reserve’s Quantitative Easing:
Weighing the Cost-Benefit Trade-Off,” Chris Lafakis and Ryan Sweet, Regional Financial Review (May
2013). '

“i Each new household must by definition live somewhere and is thus a source of demand for a new home.
The estimate that trend household formation is 1.15 million per year is based on projections of population
and household size by age group and ethnicity.

*# This is based on simulations of the Moody’s Analytics structural model of the U.S. economy.

™" The Bipartisan Budget Act of 2013 was signed into law on December 26, 2013.

* The methods used to measure political uncertainty and quantify its impact on economic growth are
described in “A Budget Battle Postmortem,” Mark Zandi, Moody s Analytics special study (October 2013).
™ Gold prices are currently near $1,200 per Troy ounce, down from a peak of almost $1,800 per Troy
ounce, and back to where they were in mid-2010.

™ This perspective was expressed well by former Treasury Secretary Lawrence Summers in a recent IMF
speech and seconded by Paul Kr in a New York Times op-ed.

™ This is the growth in real GDP excluding government spending between the second quarter of 2009 and
fourth quarter of 2013. It understates the underlying strength of the private sector as tax increases and the
multiplier impacts of reduced government spending also significantly reduce growth in the private sector.
** On a fourth-quarter to fourth-quarter basis.

™ A detailed accounting of the causes of the 2008-09 financial crisis and Great Recession is provided in
Financial Shock, Mark Zandi (FT Press, 2008).

™ The Census Bureau released an update to its long-term population projections in May 2013, While it has
long factored in the retiring baby-boom generation into its projections, it meaningfully lowered its
projections for foreign immigration in its current forecast.

¥ At equilibrium—that is, with full employment, growth at potential rates, and inflation at the Fed’s
target—the federal funds rate should be approximately 4% and the 10-year Treasury yield closer to 5%.
The equilibrium 10-year Treasury yield equals the sum of forward short-term real interest rates of 2.5%,
inflation expectations of 2% (equal to the Federal Reserve’s target), and a 0.5% term premium.

™ One option would be to adopt a lower threshold for core consumer expenditure inflation, pledging not
to raise short-term rates unless inflation is greater than, say, 1.5%. Core inflation has recently slowed to
near 1%. An even more aggressive step would be to reduce the current 6.5% unemployment threshold for
raisthg short-term rates. i
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Chairman MURRAY. Thank you, Dr. Zandi.
Mr. Rosenberg?

STATEMENT OF DAVID A. ROSENBERG, CHIEF ECONOMIST
AND STRATEGIST, GLUSKIN SHEFF + ASSOCIATES INC.

Mr. ROSENBERG. Chairman Murray, members of the Committee,
thank you for the opportunity to appear before you today. I concur
with Mr. Zandi about the economy improving, notwithstanding the
correction of the stock market. I think it will continue to improve,
real GDP likely to be at least 3 percent this year, I think slightly
more than that in 2015.

My principal concern, however, comes down more to what I am
seeing on the supply side of the economy as opposed to the demand
side. You know, when economists discuss their economic outlook,
they invariably talk about their GDP growth forecasts, and GDP is
actually not about production. It is about spending—consumer
spending, housing spending, business spending, Government
spending and the like. But there is also the supply side of the econ-
omy, which Mr. Zandi alluded to, which receives scant attention.
It is equally important, with the critical inputs being productivity
and labor force growth.

Over the past year, productivity growth in this country has
slowed to a mere 0.3 percent, which is completely abnormal for this
stage of the economic cycle; in fact, only in the sclerotic 1970s has
productivity been so anemic at this same stage.

The labor force is also growing at only a rate of 0.3 percent,
again, disturbingly weak from a historical perspective. So when you
combine productivity and labor force growth, the supply side of the
economy is expanding actually at less than a 1-percent annual rate,
with repercussions I will discuss later.

Fed Chair Janet Yellen acknowledged the supply-side defi-
ciencies in a speech she gave back on March 4th of last year titled
“Challenges Confronting Monetary Policy,” where she stated, and
I quote, “the slow recovery has depressed the pace of capital accu-
mulation, and it may also have hindered new business formation
and innovation, developments that would have an adverse effect on
structural productivity.” And that is indeed what has occurred. Pro-
ductivity growth has stalled for a country whose long-term trend
has been close to 2 percent.

One key reason is because the growth rate in the private sector
capital stock over the past 5 years has been nearly stagnant, the
weakest pace in any half-decade period in the post World War II
era, and there is a direct, though lagged linkage, between capital
formation in the private sector, or lack thereof, and productivity
growth down the road.

One survey I pay very close attention to is the National Federa-
tion of Independent Business monthly poll on confidence in the
small business community. The 600-plus small businesses that are
part of this survey are asked, among other things, what their top
impediment is. In December, 43 percent of them said taxes and
Government regulation. Very few times in the past has this share
been so high, and there is no other factor today that comes so close
as this as the most prominent obstacle.
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Now, what about the labor market, the other part of the supply-
side story? The dilemma is that people are becoming disengaged
from the labor market at an alarming rate. In fact, 2.9 million
Americans withdrew from the labor force in 2013, more than dou-
bling the 1.4 million jobs that were actually created. There are now
a record 92 million Americans in total who reside outside the labor
force. Just 5 years ago, that number was 80 million.

No doubt there is a demographic element since the first of the
baby boomers turned 65 in 2011 and 1-1/2 million turn that age
annually for the next 15 years, so the retirement wave is obviously
one reason. But that does not explain why it is that the number
of people in the 25-to 54-year age category who say they have left
the labor market because they are “discouraged” has fallen almost
20 percent in the past year.

So something is going on here over and beyond the classic argu-
ment that people are either retiring or they are dropping out of the
labor market because of a weak economy. The causes are open for
debate, but the facts are not, and the facts are that we have a rap-
idly depleting pool of labor on our hands and it needs to be ad-
dressed. According to the Bureau of Labor Statistics, the available
pool of labor shrunk 13 percent in 2013 to 16.5 million, which is
the lowest it has been in 5 years, and the decline is unprecedented.
If the depletion continues at that rate, we will run out of newly
available workers in this country in just about 8 years’ time.

This is not about the demand for labor, which actually is
strengthening. The number of job openings nationwide in Novem-
ber climbed above the 4 million mark for the first time since March
2008 and is up 6 percent from a year ago levels. The problem is
that this is not translating into new hirings which are lagging well
behind, up less than 2 percent over the past year.

I look at the data, again, from the NFIB survey, and I see that
nearly 1 in 4 small businesses have at least one position open right
now that they cannot fill. Almost 40 percent say that there have
been few or no qualified applicants for the jobs being advertised.
In other words, there is evidence of an increasing shortage of
skilled labor in this country, which in turn is posing a significant
constraint on the sustainability of economic growth.

In conclusion, we do indeed have a cyclical recovery in place, but
if aggregate demand expands, say, 3 to 3—1/2 percent over the next
2 years, then we are going to begin to strain scarce supply-side re-
sources in terms of available labor and capital. Then inflation re-
emerges, interest rates begin to rise, potentially sharply, which is
the last thing that fiscal policymakers need since it was actually
relief from lower debt service costs that played a critical role in al-
lowing the deficit to recede so substantially in recent years. I esti-
mate that if not for this current low interest rate structure, debt
service charges and the budget deficit would be roughly $250 bil-
lion higher than is the case today.

Under current official projections, net interest charges go from
just over $200 billion now to over $800 billion 10 years from now,
rivaling what the Government will be spending on Medicare, ac-
counting for almost the complete deficit at that time, which I can
assure you, seeing how this played out in Canada in the early
1990s, will severely impair fiscal flexibility in the future. At that
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time, nearly 20 cents of every revenue dollar will be diverted to-
wards servicing the debt compared with fewer than 8 cents today,
a dead-weight drag on the economy and the public purse that can
be averted through macroeconomic policies that foster growth in
the productive capacity or the supply side of the economy, keeping
inflation at bay even as demand growth expands, thereby freeing
up vital financial resources needed to deal with the burgeoning de-
mographic requirements and tough fiscal choices that lie ahead.

Again, thank you for the opportunity to present my views, and
I look forward to your questions.

[The prepared statement of Mr. Rosenberg follows:]
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Chairman Murray, Ranking Members Sessions, and members of the committee,
thank you for the opportunity to appear before you today to discuss the 2014
economic outlook and ways in which the Congress can enhance prospects for
broad-based economic growth in the future.

My name is David Rosenberg and I am the Chief Economist & Strategist at Gluskin
Sheff, a global wealth management firm based in Toronto, Canada. I have 30 years’
experience in economic analysis, largely in the financial sector, including a 10-year
stint at Merrill Lynch, initially as the Toronto-based Chief Canadian Economist and
Strategist, and then as Chief North American Economist in New York from 2002 to
2009.

Over the past six months or so, I have become more optimistic over the durability
of the economic expansion, and see the risks of a recession as minimal. The leading
economic and financial indicators I pay most attention to tell me we can probably
expect real GDP growth of 3% this year and slightly more than that in 2015. The
most pronounced tailwinds are actually the fading of the many headwinds that held
back the recovery for the past four years. Notable among these headwinds:

1. The end of the fiscal tourniquet at the state and local government level.
2. The end, at least for now, of the budgetary restraint at the Federal level.

3. What appears to be the end of the painful deleveraging cycle at the
consumer level; and it is encouraging to see that the entire parabolic surge
in debt-to-asset, debt-to-income and debt-to-net worth ratios that we saw
during the household credit bubble from 2002 to 2008 completely unwind
over the past five years.

CHART 1: HOUSEHOLD BALANCE SHEET REPAIR
United States: Household Debt Ratios
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4. Considering that most real estate agents consider 6 months’ supply of
unsold homes to be a balanced market, the current national housing unsold
inventory backlog, which is now sitting at a tight 5 months’ supply, leaves
me comforted that homebuilding will continue to contribute to the
economic expansion. Housing has not been a headwind for years, but the
sector should still play a key supportive role for the economic expansion
this year.

5. The final headwind that has ended is the European recession. We are seeing
signs of a pulse along the periphery, as tentative as they may be. Even a
fragile recovery is far better than a contraction, which is what we endured
over the past three years in a part of the world whose share of global GDP is
as large as the United States. A return to European growth will act as an
important offset to the sudden slowing and instability we are now seeing in
the Emerging Market region.

So with all that uplifting economic commentary, the question is what can go wrong
and what is it that we could be missing? My principal concern actually comes down
more to what I am seeing on the supply side of the economy as opposed to the
demand side. Let me explain. When economists discuss their economic outlook,
right away they talk about their GDP growth forecasts. But GDP is not the only
measure of economic activity even though it is the one that we primarily focus on.
GDP is all about spending — consumer spending, housing spending, business
spending, government spending and the like. But there is also the supply side of the
economy which receives scant attention but is equally important, and the reason it
is ignored is because the Commerce Department doesn’t report on ‘aggregate
supply’ every quarter as it does with ‘aggregate demand’ via the GDP report — for
aggregate supply, we have to actually roll up our sleeves and do the work ourselves.
The inputs that go into the supply side of the economy are basically two-fold:
productivity growth and labor force growth.

So we just got the real GDP data last week, and it was encouraging to see the
demand side of the ledger finish 2013 with a 2.7% year-over-year growth rate. But
over the past year, productivity has slowed to a mere 0.3% growth rate which is
abnormal for this stage of the economic cycle; in fact, only in the sclerotic 1970s
has produectivity been so weak in the mid-part of the business cycle. And growth in
the labor force is also running at only 0.3%, so here we have another measure of
economic activity, from the supply side, growing at 0.6% when you combine
productivity and labor force growth; and yet another measure, from the demand
side, otherwise known as real GDP, running at 2.7%. I'm sure if we had come off a
year when GDP growth was only 0.6%, we would all be very concerned about a
deficiency of spending. Thankfully, that is not a problem we have to deal with. The
problem is squarely on the supply side.
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CHART 2: PRODUCTIVITY GROWTH*

United States
(year-over-year percent change)
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CHART 3: WEAK GROWTH BRINGS ALONG LOWER UNEMPLOYMENT?
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There are two items I would like to bring to the Committee’s attention. One is a
report that Harvard Professor James Stock and Princeton Professor Mark Watson
published in 2012 titled “Disentangling the Channels of the 2007-09 Recession”
which concluded that 80% of the weaker economic growth experienced this cycle
was due to the structural impediments on the economy stemming from supply-side
deficiencies. The other item is a speech that Fed Chair Janet Yellen gave on March
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4t of 2013 titled “Challenges Confronting Monetary Policy”, where she stated, and
I quote, “the slow recovery has depressed the pace of capital accumulation, and it
may also have hindered new business formation and innovation, developments
that would have an adverse effect on structural productivity”.

CHART 4: SUPPLY CURVE SCLEROSIS

United States
Totat Factor Productivity
{percent change from business-cycle peak)
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And that is indeed what has occurred. Productivity growth has suddenly stalled for
a country whose long-term productivity trend has been close to 2% on an average
annual basis, and the question is why? From my vantage point, the reason is
because the growth rate in the private sector capital stock over the past five years
has been practically stagnant, just 1% annually, which goes down as the weakest
pace in any half-decade period in the post-world-war-two era, and there is a direct,
though lagged linkage, between capital formation, or lack thereof, and productivity
growth down the road.
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CHART 5: WEAKEST GROWTH IN THE PRIVATE CAPITAL STOCK IN SIX DECADES

United States

Real Net Private Capltal Stock Business Spending as a Share of GDP
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So corporations have done a superb job in using its $2 trillion cash hoard towards
delivering returns to shareholders via share buybacks and dividend payouts, but
have not done much in the aggregate to invest organically in their own businesses
beyond replacing obsolescence or depreciation. The data tell us that we have seen
inadequate real business fixed investment to the point where the erosion in the
capital stock is now impairing productivity growth. In fact, the average age of the
private sector capital stock is fast approaching 22 years — that is total plant and
equipment. The last time the private sector capital stock was this old and obsolete
was back in 1958.

CHART 6: AN AGING AND AGED CAPITAL STOCK

United States: Average Age of Private Fixed Assets
(years)

Source: Bureau of Economic Analysis, Gluskin Sheff
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The situation is all the more unusual because the cost of capital could scarcely be
lower than it already is, so something must be holding back ‘ex ante’ expectéd rates
of return on long-term capital projects, or containing the animal spirits of CEOs
and CFOs, and maybe this all boils down to merely injecting some certainty or
clarity from a public policy standpoint to entice the business sector to reinvest in
the real economy and arrest this disturbing downtrend in productivity.

One survey I pay very close attention to is the National Federation of Independent
Business monthly poll on confidence in the small business sector. The 600-plus
small businesses that are part of this survey are asked, among other things, what
their top impediment is. In December, 43% of them said taxes and government
regulation, and very few times in the past has this share been so high, and there is
no other factor that comes close as the most prominent obstacle. There are always
going to be business folks griping about government, but in the past, when this
metric was closer to 30% than 40%, we found that there was much more vitality to
capital spending and productivity. Perhaps a case can be made here for the sort of
corporate tax reform Canada embarked on in the late 1980s and early 1990s by
widening the base and cutting top marginal rates, reducing the complexity of the
system in the process.

CHART 7: GOVERNMENT REGULATION GETS IN THE WAY

United States: NFIB: Government Requirements as the Top Problem
{percent of respondents)

Shaded regions represent peﬂods of U.S. recession
Source: National Federation of independent Business, Giuskin Sheff

So I have dealt with the productivity side of the supply side story. What about the
labor market? '
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Once again, in that speech by then Fed Vice-Chair Janet Yellen last March, the then
Vice-Chair but current Fed Chairman said, and I quote:

“The large shortfall of employment relative to its maximum level has imposed
huge burdens on all too many American households and represents a substantial
social cost. In addition, prolonged economic weakness could harm the economy’s
productive potential for years to come. The long-term unemployed can see their
skills erode, making these workers less attractive to employers. If these jobless
workers were to become less employable, the natural rate of unemployment
might rise or, to the extent that they leave the labor force, we could see a
persistently lower rate of labor force participation.”

CHART 8: LONG-TERM UNEMPLOYMENT ... A BIG PROBLEM
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I also discovered a report by the economists at the Chicago Fed, published last July
and titled “Estimating the Trend in Employment Growth”, and here was the
conclusion. Again, I quote:

“For the unemployment rate to decline, the U.S. economy needs to generate
above-trend job growth. We currently estimate trend employment growth to be
around 80,000 jobs per month, and we expect it to decline over the remainder of
the decade, due largely to changing labor force demographics and slower
population growth”.

I can’t speak for the Committee, but I find that conclusion startling. This is the way
I look at the situation. In the past four years, the unemployment rate has declined
from 10% to 6.7%. And all it took to accomplish that tremendous tightening of the
labor market was average GDP growth of 2.4% at an annual rate. Only three other
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times in the past six decades has the unemployment rate fallen this far this fast: in
the early 1950s, when growth averaged 6.7% per annum; in the late 1970s when
GDP growth averaged 4.8%, and in the mid-1980s when growth averaged 5.2%.
Today we accomplished this feat with only 2.4% growth which is disturbing
because it means that it is not taking much in the way of incremental economic
activity to drain valuable resources out of the labor market.

CHART 9: UNEMPLOYMENT RATE DOWN ... BUT FOR THE RIGHT REASON?
United States: Unemployment Rate
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The dilemma is that people are becoming disengaged in the labor market at an
alarming rate, for a variety of reasons which I will get into. In fact, the number of
Americans who reside outside of the natural confines of the labor force soared 2.9
million in 2013 which far exceeded the 1.4 million jobs that were actually created.
So people who say that the unemployment rate has been falling for the wrong
reasons may not be far off the mark, but the question is why. As Janet Yellen has
said, a good part of the explanation is the declining skill set among the long-term
unemployed who number 3.9 million and represent 37% of the total ranks of the
joblessness, which is still extremely high by historical standards — double the
historical norm. But that is not the complete answer.

There are now 92 million Americans in total who reside outside the confines of the
labor force. Five years ago that number was 80 million. Ten years ago it was 75
million. No doubt there is a demographic element since the first of the baby
boomers turned 65 in 2011 and 1% million turn that age annually for the next 15
years so the retirement wave is obviously one reason. But that doesn’t explain why
it is that the number of people in the 25-54 year age cohort who say they have left
the labor market because they are “discouraged” has fallen 18% in the past year.
When you look at this prime-aged adult cohort, what we find is that the number in
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this segment who have withdrawn from the labor market but don’t want a job rose
almost 5% last year, while those who said they have left the workforce but would
take a job if offered one actually fell more than 3%.

CHART 10: A RECORD NUMBER OF AMERICANS HAVE LEFT THE LABOR FORCE
United States
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So something is going on here over and beyond the classic argument that people
‘are either retiring or are dropping out of the labor force because of a weak economy
— in fact, we know from other pieces of the employment report that the number of
people who were working part-time for economic reasons actually declined 2% last
year.

One theory that deserves examination is that we may have an abundance of
separate benefits programs that provide for the disenfranchised in a very piecemeal
and inefficient manner that are also perhaps abused or overly relied upon by some,
which may lead to a distortion of work incentives. I point to a testimony on this
matter by C. Eugene Steuerle on February 14th, 2013 to the House Committee on
Oversight and Government Reform titled “Labor Force Participation, Taxes and
the Nation’s Soctal Welfare System”. Or perhaps the underground or barter
economy is expanding at a faster rate than is generally appreciated and not getting
picked up in the official employment numbers. Again, this is very tough to verify
but offers a plausible explanation for why so many people seem to be falling
through the cracks of the labor market as traditionally defined.
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CHART 11: GETTING PAID NOT TO WORK

United States
{mitlions)
Number of People Collecting Food Stamp Participants Welfare Reciplonts*
Disability Benefits
10 50 Record Iy

Hight

1
¥9 ‘74 T9 '84 '89 ‘94 'O

4
B0 M0 B0 RAQUBIG 2BQ! NI Mol Bg mQ

* Figures count means-tested welfare, not Soclal Security or Medicare

Saurce: Socla Securlty Administration, Department of Labor, Budget Committee Republican staff, U.S. Census’ Survey of income and Program
Participation, Giuskin Sheff

But what I do know with certainty is that we have a rapidly depleted pool of labor
on our hands and it needs to be addressed. In fact, the Bureau of Labor Statistics
reports on the size of the available pool of labor each month and that pool shrunk
13% in 2013 to 16.5 million which is the lowest it has been in five years and the
decline is unprecedented. If this depletion continues at that rate, we will run out of
available workers in this country in just about seven years — sooner than Japan.

I look at the data, again from the NFIB survey, and I see that 23% of small
businesses have ‘at least one position’ open right now that they cannot fill; that is a
number we have not seen in six years. The share saying that there have been ‘few or
no qualified applicants’ for the jobs being advertised has risen to 38% from 33% a
year ago. This is not about the demand for labor which is strengthening according
to practically every survey on the matter. In fact, the number of job openings
nationwide in November crossed above the 4 million mark for the first time since
March 2008 and they are up 6% from where they were a year ago. The problem is
that this is not translating into new hirings which are lagging well behind, with only
a 1.7% annual rate of growth. In the latest Fed Beige Book, there were no fewer
than two dozen references to “skilled labor shortages” in manufacturing,
construction, transportation services and technology services which span almost
one-quarter of the private sector workforce.

1C
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CHART 12: SIGNS OF SKILLS SHORTAGE

United States: NFIB Small Business Survey
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CHART 13: AVAILABLE LABOR SUPPLY
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CHART 14: JOB OPENINGS ON THE RISE

United States: Job Openings and Labor Turnover Survey: Job Openings
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CHART 15: BUT HIRING LAGS BEHIND

United States: Job Openings and Labor Turnover Survey: New Hires
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CHART 16: NUMBER OF JOB QUITTERS RISE TO CYCLE HIGH

United States: United States: Job Openings and Labor Turnover Survey: Quits
{thousands}
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From my lens, this requires emphasis on education, and I refer specifically to
higher education because the unemployment rate for college graduates is now back
close to 3%; college dropouts have over a 6% unemployment rate; those with a high
school diploma have over a 7% unemployment rate; and those that never finished
high school have an unemployment rate stubbornly close to 10%. The problem for
employers is that they now have just 1.6 million people with a post-secondary
education who are without a job but engaged in a search to choose from, and 6
million people without a degree who are knocking at their doors. Just to put the
skills mismatch evident in that NFIB survey into some perspective, as well as
another reason why productivity growth has decayed as much as it has. So one key
to sustainable noninflationary growth and durable prosperity lies in helping people
gain access to higher education — that is where the inequality is.

On top of that, I would say immigration and that includes the offspring of
immigrants to the country as a key dynamic that I believe needs to be nurtured.
The BLS reports the jobs data by ethnicity, and there is some valuable data here to
glean. In the year to December, the White population saw employment growth
stagnate and the labor force for this segment shrank 0.7%. Go to the Asian segment
and here we saw employment growth come in at 5.2% for all of 2103 and the labor
force expand 2.5%. Much the same for the Hispanics — employment growth of
2,7% in 2013 with an additional 1.3% in this group participating in the jobs market.
Consider for a moment that there would have been practically no growth in total
U.S. employment last year if not for these two minority groups — they represent

13
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20% of the overall employment pie and yet managed to be responsible for 75% of
the national job creation in 2013. Now, I'm not a sociologist and so I am not
equipped to make sweeping statements over culture and the work ethic, but these
minorities clearly seem motivated to be looking for work and they are finding work,
just as other minority groups before them. Canada’s experience in attracting
foreign workers with skills and education, through its Immigrant Investor,
Entrepreneur and Federal Skilled Trades Programs may be a template worth
exploring. And it is worth noting that Canada’s unemployment rate, on an apples-
to-apples comparison is now 5.7% and has accomplished that with a participation
rate of 66.4% compared to the 35-year low participation rate of 62.8% in the
United States, and that 3.6 percentage point gap between the two countries is
without precedent.

The big picture here is that I believe the policy agenda should be about boosting the
productive capacity of the economy — the non-inflationary growth potential, in
other words. Labor force growth in the past year is running at a fraction of one
percent as is productivity, which means we have an historically extremely
depressed potential growth rate on the supply side of the economy, far lower than
the 3%-to-3%2% range during the strong labor force growth years of the 1980s and
the heady capital spending years of the 1990s and I believe lower than the 2%-to-
2142% level the economics consensus h