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EXAMINATION OF PROPOSALS FOR ECO-
NOMIC GROWTH AND JOB CREATION: IN-
CENTIVES FOR CONSUMPTION

TUESDAY, FEBRUARY 11, 2003

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 10:04 a.m., in
room 215, Dirksen Senate Office Building, Hon. Charles E. Grass-
ley (chairman of the committee) presiding.

L Als<1) present: Senators Snowe, Kyl, Smith, Baucus, Breaux, and
incoln.

OPENING STATEMENT OF HON. CHARLES E. GRASSLEY, A U.S.
SENATOR FROM IOWA, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. I want to welcome everybody to our committee,
and to another hearing. This is the second in a series of hearings
on economic growth and job creation.

Last week, we had the new Secretary of Treasury, John Snow,
and he was presenting the revenue proposals that are in the ad-
ministration’s budget. The budget proposals included the Presi-
dent’s plan for economic growth and job creation.

So today, for the second of this series, we are going to focus on
the President’s package once again, but we are going to limit our
discussion focus to incentives for consumption. We will expand our
focus to cover not only the President’s plan, but others put forward
by members of the House and the Senate.

It is clear that we have experienced a very serious decline in in-
vestment. I have told many stories even about my State of Iowa.
We have some very heavy lifting to do on the investment side. I
do not think we should make any mistake about that.

Over a long period of time, with recent improvement but still
probably going back to the middle of the year 2000, we have had
manufacturing in a decline or flat. Everyone knows about the re-
cent history of the stock market.

In the meantime, as investment has sagged, American consumers
have done their best to keep the economy afloat. With the lowest
interest rates and the largest tax relief package in a generation,
the consumer, fortunately, has had the resources to counter the
slow-down in investment.

So in this hearing we will focus on the status of the consumption
side of the economy. We will examine proposals for maintaining the
level of consumption. The witnesses will testify, I believe, to the ef-
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ficiency of various proposals, their short-term benefits, and hope-
fully, as we have a responsibility to look long term, what some of
those implications are.

I think I should reiterate a couple of points from last week’s
hearing. One—and I speak just for myself—I believe all proposals
are on the table as we seek what is absolutely necessary in the in-
stitution of the Senate with bipartisanship, and in this case a bi-
partisan growth package.

Number two, although we have split the topics into incentives for
consumption and for investment, I believe the two are necessarily
linked. We should not arbitrarily divide from business, particularly
small business owners, and investment. Capital is the life blood of
businesses, whether they are large or whether they are small.

It is just as true that businesses need consumers. Secretary
Snow put it this way: the two concepts form a circle that make up
the economy. Federal fiscal policy does not exist in a vacuum.
There are consequences for our actions in Washington. Those con-
sequences are going to ripple through the capitals of our 50 States.

On the one hand, our system of federalism does not make the
Federal Government the insurer of all fiscal decisions made at the
Federal level. State and local officials make their own fiscal policy.
It is their right and their responsibility.

But, on the other hand, we in Washington need to be cognizant
of those areas of fiscal policy where we are partners with State and
local governments.*

Today, we are pleased to welcome four distinguished witnesses.
Addressing the issue of consumption incentives generally are two
veteran participants in economic policy, Steven J. Entin and Peter
Orszag. Addressing the issues of State and local role are Oklahoma
State Senator Angela Monson, and Chris Edwards, another veteran
of economic policy debates.

Senator Baucus.

OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA

Senator BAucuUS. Thank you very much, Mr. Chairman. I appre-
ciate that statement. I also appreciate these new microphones we
have here. They are pretty cool.

The CHAIRMAN. We can see our colleagues without looking
through a forest of steel.

Senator BAuUcUS. I might say, though, Mr. Chairman, you might
get a brighter button here. These are awfully difficult to see when
they are turned on. They are very faint.

Mr. Chairman, the President and Treasury Secretary Snow have
said they want to see more employers put out “Help Wanted” signs,
and I have got to tell you, I very much agree with that. But, all
across the Nation, I think if you look closely, there are a different
kind of “Help Wanted” signs.

That is, our Nation’s businesses continue to operate at about
three-fourths of capacity, which means they are not producing all
the goods and services that they can.

*For additional information on this subject, see also, “Economic Growth and Job Creation:
Background and Proposals Relating to Incentives for Consumption and Investment,” staff report
of the Joint Committee on Taxation, February 10, 2003 (JCX-9-03).
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Last week, the private out-placement firm of Challenger, Gray &
Christmas reported that layoff announcements at U.S. firms surged
to 42 percent in January over December’s levels.

We simply will not see the “Help Wanted” signs that we all want
until we do something about the “Help Wanted” signs that are al-
ready out. So what do we do?

The Federal Reserve has done its best to revive a sluggish econ-
omy. Last year, the Federal Reserve lowered the short-term inter-
est rate 11 times. It is down to 1.25 percent. There is not much
more rate to cut. In fact, Chairman Greenspan, at this moment, is
speaking, and I doubt he is going to signal any further rate cut.

So we turn to fiscal policy, that is, taxes and spending. Today we
are focusing on ways to strengthen the economy by increasing con-
sumption. Tomorrow, we will look at the long-term economic
growth by examining incentives to increase investment.

It is important to recognize that there are no one-size-fits-all so-
lutions for the economy. The economy is weak, as is the case right
now. Stimulus is needed. Stimulus can only come about if con-
sumers and businesses spend more money now, that is, consump-
tion.

To encourage spending may sound wrong. We have been taught
the virtues of saving by our parents and by others. But when the
economy is not operating at full capacity, only increases in spend-
ing will increase demand so that businesses will hire more workers
and produce more goods and services.

Now, when the economy does get back into full employment and
peak capacity, the situation will be different. Most everyone will
have a job, and businesses will be producing much more.

To avoid inflation and encourage economic growth, we need high-
er productivity and new capacity. That is when we need to provide
savings which businesses can use to invest in new facilities and
equipment, and the new plant and equipment can produce more
goods and services. That is, savings at that point, less the con-
sumption.

Last year, there was a bipartisan agreement, as you will recall,
for both the House and Senate budget committees on a set of prin-
ciples for short-term stimulus. The House Budget Committee and
Senate Budget Committee bipartisanly agreed on these points last
year.

What are they? They agreed that any economic stimulus proposal
must be, first, timely, take effect quickly, be sizeable, be targeted
at consumers and businesses who will spend it, that is, get the
most bang for the buck, and in a year, that is, not a long period
of time, and not increase long-term budget deficits. These are good,
I believe, common-sense principles and we should use them to
guide our choices for economic stimulus right now.

So what are the best ways to stimulate consumption? As I see
it, three stand out. First, aid to the States. When there is a reces-
sion or a weak economy, States face large deficits.

Starting in 2002, States are facing deficits of at least $171 bil-
lion, and for the current fiscal year, projected deficits for States are
in the neighborhood of 70 to 85 billion. There may be more updated
figures than that, but at least they are in that area.
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Almost all States have balanced budget requirements. So what
does that mean? That means, when faced with deficits, States must
lay off workers, cut spending on programs, or raise taxes. These ac-
tions only make the economy weaker.

States are being forced to take such actions. Sixteen Governors,
Republicans and Democrats, have already proposed tax increases to
keep their upcoming budgets in balance.

States are cutting Medicaid. Massachusetts will cut about 50,000
people from Medicaid coverage. California is considering elimi-
nating Medicaid health care coverage for 500,000; of these, 200,000
have income levels below 60 percent of the poverty line.

Oregon has not only cut education funding and Medicaid funding,
but they will let prisoners go free in order to balance the budget.

We need to get aid to the States. We can pass all of the Federal
tax cuts we want, but what good do they do for the American tax-
pa;;er if we are forcing States to raise taxes or cut education fund-
ing?

Second, we need to extend unemployment benefits to the people
who were left out in January. We know the labor market is tough.
There simply is not enough jobs. More than 2 million jobs have
been lost since March of 2001.

One sign of the sluggish economy is, according to the Conference
Board, that a number of “Help Wanted” ads in newspapers is at
the lowest level since the Kennedy administration. Let me repeat:
the fewest “Help Wanted” ads in newspapers since the Kennedy ad-
ministration. That is 40 years.

When the economy is bad, we extend unemployment benefits.
America has a tradition of helping those in need. We extend unem-
ployment benefits to help these people pay their rent and put food
on the table. It is the right thing to do, and it is also good for the
economy.

We are talking about families on the edge, just barely getting by.
When we give them aid, they spend it quickly. In fact, a Depart-
ment of Labor study found that every dollar in Unemployment In-
surance benefits results in a $2.15 increase in GDP. For every dol-
lar spent on unemployment benefits, we more than double the im-
pact on the economy.

In January, we extended unemployment benefits through the end
of May. Unfortunately, we left out about one million Americans.
These are displaced workers who have already received an initial
round of extended benefits and still cannot find work. They have
exhausted their eligibility. We should extend their benefits.

Third, we should give a tax cut to those who will spend it. I want
to get one to the school teacher in Shelby, Montana and the police
officer in Billings. Taxes are taxes, whether they are payroll taxes
or income taxes. We must get money into the hands of consumers.
We should eliminate taxes on the first $3,000 of wage income. One
hundred and ten million working taxpayers would see their pay-
checks increase and $41 billion would be put into the economy.

I know there would be a lot of talk about accelerating many of
the tax cuts that were enacted in 2001. Let me be clear: I am not
opposed to accelerating some of the tax cuts.

But any plan to accelerate tax cuts must include acceleration of
marriage penalty relief for Earned Income Tax Credit recipients



5

and the refundable portion of the child tax credit so we could ex-
pand the group of consumers who will pump money into the econ-
omy.

So there are ways we can stimulate the economy: aid to the
States, extend unemployment benefits to those we left out in Janu-
ary, and give a tax cut that will stimulate consumer spending.

With these proposals in mind, Mr. Chairman, it is my hope that
our committee can work together to forge a broad bipartisan plan
to strengthen our economy, and I look forward to working with you.

The CHAIRMAN. Thank you, Senator Baucus, for your statement.

We will go, now, to our witnesses. Any members that have state-
ments that they want to put in the record, those will be accepted
for the record.

We would encourage each of you that have longer statements,
that they would be included in the record, so you will not have to
ask for permission to do that. We would ask for a summary.

We will start with Ms. Monson, then we will go across the table
until we get done with Mr. Orszag. Then at that point, we will ask
questions in the order of the members, first-come, first-served.

I want to tell you how we kind of keep everything in order here.
We have the blue light, the yellow light, the red light. You have,
I think, one minute after the yellow light comes on. When the red
light comes on, I am not going to bang the gavel and shut you up,
but would you very quickly finish sentences or ideas at that point,
since your entire statement is in the record?

Ms. Monson.

STATEMENT OF HON. ANGELA MONSON, OKLAHOMA STATE
SENATE, OKLAHOMA CITY, OK

Ms. MONSON. Thank you, Mr. Chairman. In my home State, in
the Oklahoma Senate, when your time runs out they simply turn
the microphone off. [Laughter.]

Senator BAucuUs. I am sorry you mentioned that. [Laughter.]

Ms. MONSON. Just an idea. Just an idea.

Chairman Grassley, Ranking Member Baucus, and distinguished
members of the committee, good morning. My name is Angela Mon-
son, and I am the president of the National Conference of State
Legislatures. I am also the Assistant Majority Leader of the Okla-
homa State Senate, where I previously served as Chair of the Sen-
ate Finance Committee.

I thank you so much for the invitation to appear before you today
and testify on the fiscal condition of the States and how we can de-
velop a partnership with the Federal Government to spur economic
development, economic growth, and job creation.

I will summarize my prepared statement which has been sub-
mitted for the record, Mr. Chairman.

Last week, NCL released its latest update on State fiscal condi-
tions. The news keeps getting worse and worse. State budgets are
under siege. Legislatures and Governors are trying to close a $26
billion gap in the current fiscal year, an increase of 50 percent in
the last 2 months.

The 39 States responding to our survey anticipate a $68 billion
shortfall in their fiscal year 2004 budgets. These are staggering
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numbers for the legislators and Governors who must develop strat-
egies for bringing their budgets into balance.

They are sobering numbers for national leaders who are devel-
oping strategies for economic recovery. Because States must bal-
ance their budgets each year, the actions that they take, cutting
spending or raising taxes, slow national economic recovery.

They have the opposite effect of the economic stimulus that the
Federal Government is trying to promote. The National Conference
of State Legislatures, therefore, believes that Federal and State of-
ficials must work in partnership to spur economic recovery.

Federal economic recovery efforts should adhere to five basic
guidelines. One, they should recognize the critical link between
States and the national economy. Two, they should include tax
strategies to encourage, not constrain, State investment.

Three, they should invest in capital projects that leverage State
and private investment. Four, they must avoid unfunded mandates
and under-funded national expectations. Five, they must provide
immediate fiscal relief for States.

I will elaborate briefly on each guideline. The first guideline is
the point I have already made. Federal efforts at economic recovery
must recognize the substantial contributions that State govern-
ments make to the national economy through purchasing, employ-
ment, the services that they provide, and their tax policies.

We commend many of the members of the Senate Finance Com-
mittee for their proposals that view State fiscal relief as an integral
part of economic recovery.

Changes in tax policies are major features of many of the stim-
ulus proposals. In contemplating these plans, we ask that you keep
in mind their effect on State revenues and tax policies.

In my written testimony, I describe in detail the effects of last
year’s Federal change in the depreciation schedule on State reve-
nues. That example, as telling as it is, is not isolated.

Several members of this Finance Committee once served in their
State legislature. They, in particular, know how intertwined are
the State and Federal Tax Codes. That is why NCSL generally fa-
vors tax relief and growth incentives through tax credits rather
than changes in definitions of adjusted gross or taxable income.

Our guidelines also call for investment in capital projects. We are
grateful to Senator Baucus for his proposal to increase highway
spending through issuance of new highway bonds in the early
1990’s.

Many of the members of this committee worked with State legis-
lators, Governors, and local officials to curtail the use of unfunded
Federal mandates. We rejoiced in the passage of the Unfunded
Mandate Reform Act, and we were pleased that it truly had stifled
unfunded mandates. I regret to tell you, though, that they are
back, and with a vengeance.

NCSL estimates that four programs alone have burdened State
budgets with a minimum of $25 billion in unfunded mandates.
Fully funding these mandates would help States close their budget
gaps and remove some of the drag that State budget actions are
placing on the economy.

Finally, we are grateful to members of this committee for advanc-
ing various plans for immediate State fiscal relief, to Senator Bau-
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cus for counter-cyclical revenue sharing, to Senator Snowe for one-
time revenue grants, to Senator Rockefeller and several others for
proposing the return of unspent Children’s Health funds to the
States, and to Senator Smith for proposing an advanced refunding
for tax-exempt bonds.

We support each of these proposals and look forward to working
with this committee to incorporate them into an economic growth
and recovery package.

We also look forward to working with Senator Nickles and the
Budget Committee to ensure that these funds are included in the
Federal budget resolution.

Again, I am pleased for this opportunity to testify today and look
forward to working in partnership with Senator Grassley, Senator
Baucus, and the other members of the Finance Committee on eco-
nomic recovery and State fiscal relief.

Thank you again, Mr. Chairman and members, for listening. We
will be happy to, at the appropriate time, respond to questions.

The CHAIRMAN. The State Senators in Oklahoma are very dis-
ciplined. [Laughter.]

Ms. MoONSON. We have been taught well.

4 [The prepared statement of Ms. Monson appears in the appen-
ix.]
The CHAIRMAN. Mr. Edwards.

STATEMENT OF CHRIS R. EDWARDS, DIRECTOR OF FISCAL
POLICY STUDIES, THE CATO INSTITUTE, WASHINGTON, DC

Mr. EDWARDS. Thank you very much, Mr. Chairman and mem-
bers of the committee. Thank you for inviting me to testify on eco-
nomic growth proposals. In particular, I would like to talk about
proposals for a Federal bail-out of the States.

Across the Nation, budget gaps are forcing State governments to
make tough fiscal policy choices. There are some proposals on the
Hill here to provide a Federal bail-out of $31 billion, and Demo-
cratic Governors in the States want $50 billion to close State budg-
et gaps.

Yet, the Federal Government already has its own $300 billion
deficit problem and certainly cannot afford further spending in-
creases. All Federal spending ultimately falls on taxpayers who, of
course, pay the bills at both the Federal and State level. Increased
Federal aid to the States simply moves money from one pocket to
the other without any net economic effect.

State budget problems are not the result of revenue shortfalls, in
my view, but of spending excesses during the late 1990’s, fueled by
rapid growth in income and capital gains taxes, as I document in
the report included in my written testimony.

A Federal bail-out would simply delay the top spending adjust-
ments that are needed in the States. Like all subsidy programs, a
Fedéeral bail-out would probably lead to another bail-out down the
road.

It would create a bad precedent and allow States to avoid needed
budget restructuring. Temporary State aid would probably be re-
newed, turning into a permanent drain on Federal coffers.

Despite the word “crisis” being thrown around a lot by State offi-
cials and newspaper headlines, aggregate data for the 50 States
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does not reveal a crisis, although it is true that some States are
in more trouble than others.

There has simply been a sharp spending slow-down from prior
rapid growth rates, sort of like a motorist getting off a freeway and
having to slow down as he exits the freeway.

Budget gaps appeared after State spending growth of 7 percent
in 1999 and 2000, and 8 percent in 2001. Even as budget gaps ap-
peared, State spending still increased, although slightly, in 2002
and 2003, in aggregate.

Looking at the tax side, total State tax collections grew 7 percent
in 1998, 5 percent in 1999, 8 percent in 2000, and just looking at
the first three quarters of 2002, total State and local receipts rose
3.4 percent. So, revenues in the States are recovering.

Some pundits are blaming prior State tax cuts for current State
budget troubles, but net State tax cuts that occurred in the late
1990’s were not enough to return to taxpayers the $36 billion in net
State tax increases that occurred in the early 1990’s during the last
recession.

Note also that Federal grants and aid to States have soared. Fed-
eral grants increased just in the last four years from $285 billion
in fiscal year 2000 to a proposed $399 billion under the Bush budg-
et for fiscal year 2004. Medicaid, which has been mentioned, in just
4 years jumped from $125 billion in Federal grants and aid to $194
billion by 2004.

So I would ask the committee to take a skeptical view of the so-
called State budget revenue shortfalls. Frankly, these could alter-
natively be called spending excesses. Budget gaps are partly based
on faulty budget forecasts at the State level that were far too opti-
mistic.

Supposing a Governor had planned for a 6 percent budget in-
crease, but now has to pare that back to 3 percent. That is often
said to be a 3 percent shortfall. But, in fact, revenue and spending
would still be rising by 3 percent, or an increase.

California is an interesting case study of how a remarkable run-
up in spending led to a large budget gap. California’s State spend-
ing jumped a remarkable 15 percent in fiscal year 2000, and 17
percent in fiscal year 2001. The increase in 2001 amounted to $12
billion.

It is true that California has had to cut back. In 2002, they cut
spending by $1 billion, but that is just one-twelfth of the prior
year’s large increase.

As in other States, news headlines in California are making mod-
est cuts, in my view, sound draconian. The boom/bust cycle in Cali-
fornia and other States can be tamed if they move away from vola-
tile income and capital gains tax bases toward consumption bases.
Sales tax revenue has been a source of real stability for State budg-
ets.

For example, in California, capital gains tax revenue plummeted
from $17 billion in 2000 to $5 billion this year. So, such taxes, cap-
ital gains and income taxes, leaves State governments a lot more
vulnerable in slow-downs.

Ultimately, States will have to live within their means, and a
Federal bail-out would simply postpone needed adjustments, I be-



9

lieve. A Federal bail-out will simply trade a larger Federal deficit
for a smaller State deficit problem.

Ultimately, again, taxpayers have to pay for any bail-out pack-
age. It strikes me that it makes no sense to fool State taxpayers
about the high cost of State programs by hiding it in larger Federal
taxes.

One unfair aspect of a Federal bail-out would be to reward fis-
cally irresponsible States with tax money from citizens in fiscally
responsible States who have no need for a bail-out.

Taxpayers in States that have balanced budgets would effectively
be handing their hard-earned dollars over to the fiscally irrespon-
sible Governor of California and other States.

In my written testimony, I proposed some approaches that States
should be taking instead of lobbying for a Federal bail-out.

To conclude, State budget troubles, I do not believe, are as seri-
ous as many newspaper headlines are suggesting. Overall State
spending has not been cut and revenues are already recovering as
the economy has resumed strong growth.

The supposed economic stimulus effect of further Federal or
State spending, I believe, is a mirage. Added government spending
simply shifts money from some citizens’ pockets to others without
adding anything to the productive or supply side of the economy.

Thanks a lot for holding these hearings. I look forward to work-
ing with the committee on these important issues.

The CHAIRMAN. Thank you, Mr. Edwards.

[The prepared statement of Mr. Edwards appears in the appen-
dix.]

The CHAIRMAN. Now, Mr. Entin.

STATEMENT OF STEPHEN dJ. ENTIN, PRESIDENT AND EXECU-
TIVE DIRECTOR, INSTITUTE FOR RESEARCH ON THE ECO-
NOMICS OF TAXATION, WASHINGTON, DC

Mr. ENTIN. Mr. Chairman and members of the committee, thank
you for the opportunity to testify before you this morning. My
views are my own and do not necessarily reflect the opinions of ev-
eryone at the Institute.

Let me note, first, that I think the focus on consumption is mis-
placed. Consumption has been strong throughout the business
cycle. The 2001 recession was due to a slump in investment spend-
ing, and that spending has been slower than normal to recover.

That is the source of the current unsatisfactory rate of economic
growth. But, more fundamentally, we need to focus on production,
not on spending, to create growth in jobs.

As for policy changes that would improve the economy, let us get
the analytical framework right. Let me assert up front that there
is no meaningful distinction between tax changes that are good for
the economy in the short run and the long run. Only policies that
are good for long-run growth and economic efficiency have any fa-
vorable short-run effects.

In particular, there are no tax changes that would succeed in
“pumping up consumption” in the short run by “giving people
money to spend” because the Treasury would have to immediately
borrow back the tax cut to cover its outlays.
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Furthermore, tax changes that promote work, saving, invest-
ment, and long-run growth actually start to work immediately, al-
though they build over time. Fine tuning is impossible.

Temporary tax cuts are not generally effective at much of any-
thing. Permanent tax cuts can promote growth in the near term
and the long term, but only if they are of the right sort.

Finally, the deficits associated with the various saving, invest-
ment and work incentive tax changes proposed by the administra-
tion are manageable and would not raise interest rates by enough
to dampen investment.

Over time, economists have had a changing view of economic and
tax policy. There was a time in economics from the mid-1930’s to
the mid-1960’s when economists believed in the pump-priming effi-
cacy of rebates, credits, rate cuts, or any old tax reduction. But that
time is long past, or it should be.

The old view is that a tax cut worked by giving people money to
spend. This would then reverberate through the economy, leading
people to assume that giving out $1 in unemployment benefits
might trigger more than $2 in additional GDP.

But Milton Friedman and the monitarists, and the neo-classicists
such as IRET’s founder, Norman Ture, were never comfortable with
these notions. By the mid-1960’s, the Keynesian prescriptions were
called into question.

Friedman made two key contributions. In his permanent income
theory, he demonstrated that people do not rush out and spend as
soon as their disposable income increases. It takes them time to
recognize that this is a permanent increase in their income, and it
is permanent income that governs spending. Therefore, temporary
tax cuts would not be effective in boosting spending.

Later, Friedman went further to observe that a tax cut or a gov-
ernment spending hike that increased the deficit would not stimu-
late spending or demand unless the Federal Reserve monetized the
added debt.

In one of his famous Newsweek columns he asked, “If the govern-
ment cuts taxes from $500 billion to $450 billion without cutting
spending, where does the $50 billion come from, the Tooth Fairy?”

His point was that, if the Federal Reserve did not pony up the
money to buy the extra Treasury debt, the government was simply
borrowing the tax cut back from the public, sort of a revolving door.
He reiterated this recently in the Wall Street Journal.

If tax cuts do not work by giving people money to spend, how do
they work? In neo-classical thinking, tax cuts improve economic
performance and raise individual and national incomes if, and only
if, they reduce tax barriers to producing more income by working,
saving, and investing more than before.

This is the insight behind the neo-classical focus on marginal tax
rate reduction and accelerated depreciation, and other things which
make it more rewarding and less costly to increase the supply of
inputs into the economy, to hire them, and to put them to work.

Events in the 1960’s and 1970’s bore out this neo-classical view.
Look at the success of the Kennedy marginal tax rate cuts in pro-
moting growth, and the success of the Johnson marginal surtax in
causing the 1969 and 1970 recession.
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Then look at the ineffectiveness of the many non-marginal in-
creases in personal exemptions and standard deductions in the
early 1970’s. Also look at the damaging effect of the marginal in-
crease in tax rates due to inflation-induced bracket creep.

These lessons helped inform the Economic Recovery Tax Act of
1981, which focused on the marginal tax rates, and the associated
fight against inflation.

Rebates have a long tradition of failure. I have given you some
information on the failure of the Ford rebate. When President
Carter proposed an even larger rebate in 1976, Senator Russell
Long laughed the idea out of the Finance Committee and replaced
it with a better tax plan.

The 2001 rebates of $300 per adult taxpayer were about 80 per-
cent saved. They created very little visible jump in the GDP and
a big jump in the personal saving rate.

Permanent tax rate cuts work at the margin to raise rewards to
additional work, saving, and investment, expanded capacity, out-
put, employment, and income. They begin to work at once. Their
effect builds over time as additional capital is put in place, and the
primary beneficiaries are the workers who get to work with the ad-
ditional capital.

The President has proposed a number of things such as dividend
relief, accelerated reductions in marginal tax rates, and enhanced
and simplified saving incentives that encourage investment, work,
and saving. These things would promote growth.

The social parts of the program, the marriage penalty relief, the
widening of the 10 percent bracket, and the increase in the child
credit, would give quite a bit of money to low-income taxpayers, but
the government would have to borrow that back. These should be
viewed as social policy, not as things that promote growth.

In fact, I think selling the program with the notion that it would
spur consumption in the short run was a mistake. It blurs the dis-
tinction between tax changes that work and those that do not.

Most of the rebate proposals that have been offered are not at
the margin. Some even fall on last year’s income instead of this
year’s income. They would have no effect on consumption and they
would have no effect on economic growth, and should be set aside.

I will talk about deficits and interest rates, if you would like,
during the questioning, but right now I will conclude. Thank you.

[The prepared statement of Mr. Entin appears in the appendix.]

The CHAIRMAN. Mr. Orszag.

STATEMENT OF PETER R. ORSZAG, JOSEPH A. PECHMAN SEN-
IOR FELLOW, THE BROOKINGS INSTITUTION, WASHINGTON,
DC

Mr. OrszAG. Thank you, Mr. Chairman, Senator Baucus, and
members of the committee.

I think you face a particularly challenging problem right now be-
cause the best things for the short run are dramatically different
from the best things for the long run.

As Senator Baucus and others have emphasized, the best thing
for spurring the economy in the short run is to get more demand
for the goods and services that firms could produce with current ca-
pacity.
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For example, according to Federal Reserve data, the capacity uti-
lization rate for December of 2002 was 75 percent. That is relative
to a three-decade average of about 82 percent. There is unused ca-
pacity that firms could use if there were more demand for their
goods and services.

To get that demand, you need increased spending. It could be
government spending, it could be consumer spending, it could be
business spending, but you need more spending.

The long run is much different. In the long run, you need more
saving. In the long run, the key question for spurring economic
growth is expanding the capacity of the economy to produce goods
and services, not fully using the capacity that we have.

So, they are much different challenges. The question of whether
you want to spur consumption or saving is substantially different
in the short run and the long run.

My written testimony argues that the administration’s plan does
not do particularly well in either the short run or the long run. In
the short run, it does not do particularly well because it does not
spur that much additional demand.

In the long run, it does not do that well because it expands the
budget deficit and that reduces national saving. The reason that is
important, is national saving is what finances expansions in capac-
ity. It increases the capital stock owned by Americans.

The more that we save, the higher the capital stock owned by
Americans in the future, and therefore the higher our future na-
tional income. I will return to that point in a moment.

I would note that I am joined in this judgment about the lack
of effectiveness of the administration’s plan by 10 Nobel prize win-
ners and more than 400 other economists who released a letter yes-
terday to that effect. I would just note, in case you are getting the
impression that economists are agreed that there could be no effec-
tive stimulus plan in the short run, 10 Nobel prize winners wrote.

“To be effective, a stimulus plan should rely on immediate, but
temporary, spending and tax measures to expand demand, and it
should also rely on immediate, but temporary, incentives for invest-
ment. Such a stimulus plan would spur growth and jobs in the
short term without exacerbating the long-term budget outlook.”

One of the reasons that, in the long term, there are concerns
about the administration’s proposals, is the size of the revenue
losses that they would involve in the out years. If you look at fiscal
year 2013, for example, the administration’s tax proposals would
amount to 1.7 percent of GDP.

That is, if anything, an understatement of the permanent loss in-
volved because of unrealistic assumptions about the Alternative
Minimum Tax, and because it does not take into account the full
effects of the new savings accounts that the administration is pro-
posing and that would have large revenue losses after 2013.

But let us just take the 1.7 percent of GDP. That is a significant
number. Just for comparison purposes, the 75-year deficit in Social
Security is 0.7 percent of GDP.

That means that in present valve, the permanent tax cuts being
proposed by the administration are more than twice the size of the
Social Security deficit over the next 75 years. We can talk about
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other points of comparison, but by any measure these are signifi-
cant revenue losses.

Now, in evaluating tax cuts, permanent tax cuts that expand the
budget deficit, is important to take into account two effects. The
Council of Economic Advisers, in its most recent Economic Report
of the President, also recognizes these two effects.

On the one hand, you have positive incentive effects, like Mr.
Entin and others have emphasized. But, on the other hand, you
have expanded budget deficits which reduce national saving, and
those have adverse effects. What you need to do, is weigh the two
against each other.

Of the four studies of which I am aware of the 2001 tax cut that
do try to weigh both of these effects, all of them come up with very
modest effects on economic output, and if anything, a negative ef-
fect, because the adverse consequences from reduced national sav-
ing outweigh any positive effects from improved incentives.

But the point is, it is extremely unlikely that you are going to
get a massive increase in economic growth from tax cuts that are
financed by the deficit. Therefore, the argument that we can grow
our way out of the long-term deficits is just not correct.

Finally, let me just turn, briefly, to a more auspicious set of poli-
cies. Given current conditions, I think the most effective set of poli-
cies would combine a short-term stimulus package of perhaps 1
perlcent of GDP or so, limited to 2003, with long-term fiscal dis-
cipline.

The short-term package could include measures like State fiscal
relief—I will return to that very briefly in a second—increased gov-
ernment purchases, including for homeland security, temporary in-
centives for business investment, and a set of temporary, progres-
sive tax rebates.

That could be combined with long-term fiscal discipline, which
would address both of the problems facing the Nation, the need for
more demand in the short run and the need for more savings in
the long run.

Just very briefly, on the State fiscal crisis. Let me just note that,
according to the National Association of State Budget Officers,
there has been a real decline in aggregate State spending for fiscal
year 2001 to 2002, and another one from 2002 to 2003, and I bet
there will be another one from 2003 to 2004.

If you doubt that there is a problem at the State level, just look
at what the States are doing on taxes. Out of the 34 States that
have submitted their budgets for the next fiscal year, 24 have pro-
posed a tax increase or delayed tax cuts. Governors would not be
doing that if they did not face a pretty severe crisis.

Thank you, Mr. Chairman.

[The prepared statement of Mr. Orszag appears in the appendix.]

The CHAIRMAN. We have had a very comprehensive panel and we
will have a series of questions. We will take 5 minutes each, in-
cluding the Chairman. We will go in this order, according to ar-
rival, or seniority for people that were here before we started. So
that would be: Grassley, Baucus, Kyl, Breaux, Snowe, and Smith.

I am going to start with Mr. Entin. We have heard much debate
about a portion of the President’s package that accelerates the mar-
ginal tax rate reduction to 35 percent. As you know, much is made
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of the effect of the phase-out rates of the Earned Income Tax Cred-
it and its effect on beneficiaries.

Though the critics on the left never acknowledge it, many provi-
sions in the bipartisan tax relief package address those effects. Do
you find it odd that some can point to the marginal rate effects on
the phase-out of the EIC, but ignore those same effects with re-
spect to rates that apply to upper-income or higher-income tax-
payers?

Mr. ENTIN. Yes. I prefer a more consistent approach. Certainly,
if you are worried about marginal tax rate and the disincentives
they have, you have to look at the effects of the EITC and, as I go
into in detail in my testimony, the child credit, which also boosts
marginal tax rates, but does so near the top.

One must also acknowledge that lower marginal tax rates,
through the form of rate reductions, have positive effects. You can-
not say that one is negative and the other one does not exist.

I would look at the President’s proposal to accelerate the rate re-
ductions as helping to increase work effort, saving, and investment,
particularly by small business people, beginning right away and
having positive effects on the economy, not because they have given
these people money to spend, but because they have enhanced the
incentives to do more. I would also caution against the high mar-
ginal rate effect of the phase-out of the EITC. It is good to address
that.

I would caution you that extending the child credit has the effect
of increasing the marginal tax rate by about 5 percentage points
near the top over a wider range of income. In fact, there is a chart
in the economic report of the President, page 193, that would illus-
trate that.

You must focus on these marginal rate effects. It is not by giving
money or taking money away that you are influencing the behav-
ior, it is by penalizing or rewarding additional effort. That is how
all of these tax plans should be viewed, and they should be uni-
formly regarded in that light.

The CHAIRMAN. I think you have addressed another two points
that I was going to bring up. So just let me simply say, maybe by
nod of your head, you would say that the 11 percent difference be-
tween the high marginal tax rate, 38.6, versus 35 percent for cor-
porate, is biased in favor of corporations and against small busi-
ness, and detrimental to the creation of jobs from that standpoint.

I think you were speaking about the legitimacy of not having a
higher marginal tax rate for one class of business versus the other.

Mr. ENTIN. Yes. I would like to see them more even. But, bear
in mind, even if they are even, that corporate rate constitutes a
second layer of tax on the earnings of corporate capital, which is
what the President’s plan to relieve the double taxation of divi-
dends and improve treatment of capital gains is all about.

The CHAIRMAN. Let me give Mr. Orszag an opportunity, then, to
comment on any of your answers or my questions. It is my under-
standing that you would oppose the bipartisan tax relief packages
of marginal rate reductions.

From that standpoint, maybe you might address my posture of
the unfairness of the high marginal tax rates on individuals, which
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affects small businesses that file with individual tax returns versus
a Fortune 500 high marginal tax rate of 35 percent.

Mr. ORSZAG. Sure. First, on the small business point. I think it
is important to realize that the vast majority of small businesses—
and by small businesses here we mean individuals who are show-
ing some income on Schedules C, E, or F, which often is not actu-
ally really a small business, but let us take that as our definition—
are not filing at the top marginal tax rate. Well over 95 percent of
small businesses are not earning that much money, and therefore
are not paying that top rate.

In fact, if you look at the distribution of tax returns with busi-
ness income, more than half would get less than $500 under the
President’s new growth package, which just reflects the fact that
there are a lot of small businesses down at lower income rates.

Now, on the broader question of marginal tax rates and their ef-
fects, again, you need to weigh the positive effects from reducing
marginal tax rates. There are some positive effects on work effort
and on other aspects of economic activity from reducing marginal
tax rates. But you have to weigh that against the cost of the ex-
panded budget deficits over the long term.

Again, the available studies that I have seen suggest that the
negative effect outweighs the positive. So if someone came up to me
and said, we have got a policy that will not spur economic growth,
will expand the budget deficit, and will exacerbate after-tax income
inequity, that would not be something that would strike me as im-
mediately being a good idea.

The CHAIRMAN. Mr. Orszag, there has been some talk about hav-
ing a payroll holiday or reimbursing payroll tax through various in-
come credits. Supporters failed, I think, to mention that we already
have a program, the Earned Income Tax Credit, that in many ways
fully reimburses payroll taxes. In addition, the child credit is par-
tially refundable against the payroll tax.

So, as we now have many low-income families that pay no in-
come tax and are fully reimbursed for the payroll tax, should per-
sons who are exempt from both the income tax and the payroll tax
qualify for an additional payroll tax holiday or refundable income
credit based upon the same payroll wages?

Mr. ORszAG. Again, I think the question is what your objective
is. If your objective is to maximize the short-term effect on spend-
ing, then those are basically the people you want to be targeting.

Mr. Entin mentioned that a lot of families do base their spending
decisions on permanent income, and that is true. But the evidence
suggests that between 15 and 50 percent—with the range just indi-
cating disagreements among economists—of spending is done by
households that live paycheck to paycheck.

If you give them a dollar today, even if it is temporary, they are
going to spend it. Those households are the ones who are dispropor-
tionately the ones that you are talking about.

So, it really depends. If your objective is to get the economy mov-
ing in the short term, concentrating tax relief on those families,
temporary tax relief, would be the most effective tax relief that
could be given.

The CHAIRMAN. All right. I will call on Senator Baucus, but just
let me react with one or two sentences. That is, if we have an envi-
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ronment where people are not paying income tax, they are getting
the EIC against all of their payroll taxes, and you are transferring
money through the tax system, it is quite obvious.

Where do you stop? If you are giving tax refunds to people that
do not pay taxes, when do you stop sending the checks? It seems
like there has got to be some end to it if the relationship is to have
an Earned Income Credit against people that pay taxes.

Senator Baucus.

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

Ms. Monson, could you please address some of the points that
Mr. Edwards made? Basically, he said do not give aid to the States.
He said, they caused the problems. They are spending money. It is
kind of like a moral hazard. You give them a little bit of money
and it just warrants inefficiency and warrants all the excesses that
they have been engaged in, et cetera.

What are your thoughts about that?

Ms. MONSON. Of course, I respectfully disagree with that point
of view. We think that States have acted responsibly. We know
that there was an opportunity in the 1990’s for States to do any
number of things that we think were the fiscally responsible thing
to do. Over a period of five or 6 years, States actually did cut taxes,
to the tune of about $35 billion.

States also met those unfunded mandate needs and those other
spending needs that had been, in essence, delayed or disregarded
in the very early 1990’s. In the mid-1990’s, we were able to close
the gap to some extent in education funding to meet the needs in
health care expenditures.

So, we did act responsibly. At the same time, when States were
cutting taxes and increasing some expenditures, we also saved in
excess of $46 billion. Ten percent of State budgets, were noted in
savings accounts.

Senator BAucuUS. He says, anyway, that if you help States now,
that they will not get their act together the following year.

Ms. MONSON. No. Again, we respectfully disagree with that posi-
tion. We thank many of you for your proposals that were tied to
triggers such as unemployment, but certainly do not reflect reward-
ing States that have poorly managed their budgets. We believe
States have been responsible.

We think that is important now for the Federal Government to
share with us, particularly in the unfunded Federal mandates,
which have actually caused some of the fiscal problems in our
States.

When States continue to have this expectation of meeting needs,
particularly in the areas of education and health care, then we
meet those needs, although sometimes those requirements were im-
posed upon us by the Federal Government.

We will continue to act responsibly. We have balanced budget re-
quirements in a majority of our States, so we do not have an oppor-
tunity to deficit spend. We think that it is important for us to real-
ize, when States cut budgets, when States furlough or lay off em-
ployees, when States continue to remove dollars from the economy,
then it does place an additional drag on the economy and it is im-
portant for us to spread out.
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Senator BAucUS. May I ask all of you, do you all agree that we
need economic stimulus? Well, I guess one of you—I have forgotten
who it was—said the economy does not need a stimulus now. Can
I go down the row very quickly, and answer, please, in a sentence.

Ms. Monson, do you think the economy needs a stimulus now?

Ms. MONSON. Yes. I think the economy definitely needs a stim-
ulus now.

Senator BAaucus. All right.

Mr. Edwards.

Mr. EDWARDS. The economy definitely could be growing faster. 1
think we should

Senator BAuUcCUS. Is there anything Congress can do to help the
economy?

Mr. EDWARDS. I think we know for sure what creates long-term
economic growth.

Senator BAucus. I am talking about, in 2003 and 2004.

Mr. EDWARDS. Right. I am saying, Congress should act to put in
tax reforms that will benefit in the long term, and they may well
help in the short term.

Senator BAucUS. I am sorry. I am sorry. What I am really get-
ting at, is does the economy need a stimulus now, irrespective of
how it is done? She has one way of doing it, you have another way
of doing it. Do we need a stimulus now?

Mr. EDWARDS. Yes.

Senator BAucus. All right.

Mr. Entin.

Mr. ENTIN. If you can find one that will work. The ones that
work do good things in the short run and the long run.

Senator BAucus. If we can find one that works.

Mr. ENTIN. If we find ones just for the short run, they tend not
to work at all and you might as well forget them.

Senator BAaucus. All right.

Mr. ENTIN. But do the right ones, not the wrong ones.

Senator Baucus. All right. That is another issue, what works.
But do you think we should do anything that has a positive effect
in the short term?

Mr. ENTIN. We should always improve the Tax Code and other
policies to make the economy stronger whenever we get a chance
to do it.

Senator BAucusS. Including the short term.

Mr. ENTIN. Including short term.

Senator BAucus. Mr. Orszag.

Mr. ORSZAG. Yes. But I would note that it is a close call. A grow-
ing number of economists have basically argued that there has
been a lot of fiscal and monetary stimulus that has already been
delivered.

I come down thinking that it is still persuasive that we should
have a stimulus, but I think the fact that there is a debate about
it suggests that the threshold should be high for making sure that
it is well-designed and targeted.

Senator BAUCUS. How much are any of you concerned about the
deficits and the long-term debt? Ms. Monson? Federal deficits and
debt, with AMT, we are going to have to enact. You know the list.
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Ms. MoONSON. We are concerned about the deficits and the long-
term debt that the Nation is acquiring. Of course, as States, we
cannot deficit spend, so it is a different arena for us.

I think the more prudent question, and the more important ques-
tion, now, is what do we do right now? There may be—and I cannot
believe I am saying this—an opportunity for us to do some deficit
spending now because the short-term benefit certainly is greater
than the long-term negative impact.

Senator BAucus. Mr. Edwards.

Mr. EDWARDS. Deficits, of course, are caused by both the tax and
spending sides. Federal spending, in really rough terms, has been
rising about $100 billion a year every single year, $2.1, $2.2 tril-
lion, and on and on.

The President’s current tax proposal, I think, would result in a
static revenue loss of just about $50 billion in the out year, 2008.
So I think there is really much more of a problem creating deficits
on the spending side of the Federal Government.

Senator BAucuUs. Mr. Entin.

Mr. ENTIN. Deficits allow the government to spend more than
taxpayers are willing to support in the long run. That is their bad
point. The effect on national saving and credit markets is grossly
overstated, and I have explained some of that in the testimony.

Senator BAUCUS. In one sentence, why is it grossly overstated?

Mr. ENTIN. Most of the tax cut is saved and finances itself, and
finances the added Federal borrowing. The only thing a tax cut
does to promote anything—consumption, production, growth—is if
it, in fact, causes people to want to do more—that is, if on that ad-
ditional production, the tax rate has been reduced.

On the existing output, the tax cut and the deficit are a revolving
door for the money and do not have a major effect on interest rates.
We are in a global economy. We can borrow abroad. Domestic sav-
ing goes up to cover the deficit.

This is not the reason deficits are bad. The reason deficits are
bad is that they promote over-spending and too much resource use
by the Federal and State governments.

Senator BAucus. Mr. Orszag.

Mr. ORSZAG. I think there is broad bipartisan support for the no-
tion that tax cuts reduce national saving. The argument to the con-
trary is held by just a fringe group of academics.

Mr. ENTIN. I am not an academic! [Laughter.]

Mr. OrszaG. I would note that, by the administration’s own esti-
mates, the long-term budget outlook is not pretty. This is the ad-
ministration’s budget, the analytical perspectives, Chart 3—4.

What it shows, is large and growing budget deficits over time,
even if these two lines show faster or slower productivity growth.

So even if you think productivity growth will be faster than is
currently projected because of some magic potion from tax cuts, you
still are facing very large out-year deficits. Again, in that context,
I just doubt the wisdom of digging the hole deeper.

Senator BAucus. Thank you.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator Baucus.

Senator Kyl.
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Senator KYL. Thank you. I would note that the magic potion of
tax cuts worked for Calvin Coolidge, John F. Kennedy, and Ronald
Reagan, and I suspect they can work for George W. Bush, too.

I would like to ask you, Mr. Orszag, since you just showed me
a chart, I am going to show you a chart. It is maybe hard to see,
but the line here is the line of personal consumption expenditures.
It shows it steadily going up from 1999 into a projected time here.

You have on the lower end the fixed, private, non-residential in-
vestment, which is seen as rising dramatically up through the 2001
period, and then falling dramatically in the late 2001, 2002.

So consumer spending has remained positive over the past 2
years, while business investment has declined for eight consecutive
quarters. The question I have is whether or not, therefore, you
agree with Mr. Entin that it is not a matter of personal consump-
tion here, but investment, that we ought to be focused on.

Mr. ORszAG. I actually think it is a matter of both, Senator. In
order to spur more investment, firms will need to see increased de-
mand for their goods and services.

I do not know about you, but these businesses tell me that they
are not thrilled to go out and build new plants or invest in new
equipment unless they know that there is some demand for the
things that they will produce with that plant and equipment. So,
it is sort of both built on each other.

I do think there are things that we could do that would poten-
tially spur investment in the short run, but we should be operating
on both margins, basically.

Senator KyL. Well, let me ask all three of the economists here,
which puts capital to work faster, savings or spending? Now, let me
just put it in context.

It seems to me that savings is always immediately invested. I
mean, we do not put money in shoe boxes. When you put it in the
bank, the bank immediately buys something with it, some kind of
security, some kind of debt instrument which is immediately put
to use by whoever the money is lent to.

Spending also adds to business income. I should say, it adds to
business income and, therefore, it can also provide working capital
for growth of the business.

But it seems to me, it is difficult to argue as a general propo-
sition that one is any faster than the other in providing capital for
business growth.

What is your view on that, starting with Mr. Edwards and work-
ing on down?

Mr. EDWARDS. I think consumers, of course, can only do two
things with their money, they can spend or save. Economists are
always giving these contradictory messages. They always say, con-
sumers, people, Americans ought to save more because that 1s good
for the economy.

Now we are hearing, no, they ought to spend more. It strikes me,
you can go around and around in circles when you think about
what consumers ought to be doing. I think you have to think about
businesses, big and small, and entrepreneurs.

For entrepreneurs, we can do a capital gains tax cut, get the ven-
ture capital market going again, we can spur entrepreneurs to
start new businesses.
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On the big business side, we can look at increasing the bonus de-
preciation stimulus to perhaps 50 percent and making it perma-
nent. I think you have to think about business decision making
when you think about stimulus, not consumers.

Senator KYL. Thank you.

Mr. ENTIN. Tax cuts tend to be saved. The saving goes to finance
the Federal deficit. To get growth, the tax changes need to promote
hiring and plant and equipment spending. They tend to do that.

Labor and capital are employed to produce a product and people
are paid for their time, and they turn around and buy their prod-
uct. Supply creates its own demand. It is production incentives that
work faster than the other things, because the other things do not
work at all.

Senator KyL. Thank you.

Mr. Orszag.

Mr. ORSZAG. Senator, I think in the current context there is an
important difference. I would just refer to the Joint Committee on
Taxation document that was prepared for this hearing.

I will just quote a sentence from it, which I completely agree
with. “If the recent recession is seen as the major problem rather
than sluggish long-run growth of the economy, then policies tar-
geted to increasing aggregate demand”—and I will insert a par-
enthetical, that means spending—may be appropriate.

The key question is what you are trying to attack. Again, there
is a difference, as Mr. Edwards noted, between what is appropriate
for the long run, and that is increased saving, and what is appro-
priate for the short run, given excess capacity.

Senator KyL. Well, it seems to me—and I will let him describe
it for himself—that he is talking about demand created by in-
creased productivity, not spending. But maybe I misunderstood.
Mr. Entin.

Mr. ENTIN. There are these two views in economics. One is that
somehow you can prime the pump. Friedman and the monitarists
asked, “Where does the money come from?” Unless the Federal Re-
serve is printing it, you have to borrow it back. There is no pump
priming. That does not work.

We have had this debate since the 1960’s, and even earlier. It is
discouraging to see that it is continuing, because we think we have
enough evidence to prove that pump priming does not work.

When you have a situation of unsatisfactory growth, people tend
to think that we have higher capacity but we are not using it.

What is really happening is that taxes and regulations have cre-
ated an obstacle to the use of that capacity, and it is not really
there. Unless you get the tax barriers to new hiring and new in-
vestment down so that people want to produce more growth, you
are not going to get the growth.

The capacity limit that people are trying to get up to is, in a
sense, a mirage because the labor cannot come forward, it cannot
be usefully employed. The capital cannot be replaced, modernized,
expanded because of these barriers.

Unless you address the barriers, you are not going to get any im-
provement. There is no good saying that there is a difference be-
tween the short run and the long run, and we are operating under
capacity, and then when we get there we can expand.
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The changes that we are recommending have the effect of ex-
panding capacity and utilization of capacity right from the start, al-
though they do grow bigger over time.

Senator KYL. When that increased productivity occurs, it creates
the demand, and that is what you are saying.

Mr. ENTIN. Yes.

Senator KyL. That is how you get the demand, which enables the
economy to grow in a healthy way.

Mr. ENTIN. Yes.

Senator KyL. Thank you very much.

The CHAIRMAN. Senator Breaux.

Senator BREAUX. I think I get more confused by the day, the
hour, and the minute. I am looking at the CBO chart on the budg-
et, the economy, and taxes.

It points out that, over the next 10 years, the deficit would go
from $228 billion up to $252 billion in 2004, and then progressively
get a little better, and ends up over the 10-year period of a $124
billion deficit.

The assumptions that CBO factors in to that deficit, because of
whatever rules they follow, are really very unrealistic. The CBO as-
sumptions assume no new laws affecting revenues, such as Medi-
care and Social Security, or additional tax cuts will be enacted over
the next 10 years, and that discretionary spending will grow at the
rate of inflation, and that there will be no significant repercussions
for the United States’ economy from any war with Iraq, and no
shocks to the economy from major acts of terrorism.

They assume a growth rate of 2.5 percent in 2003, 3.6 percent
in 2004, 3.2 percent in 2005 through 2008, and then 2.7 percent
from 2009 to 2013.

Now, I guess my question is, let us try and be realistic and factor
in assumptions that are out there. I mean, we are talking about
going to war with Iraq in a couple of weeks, at a cost of who knows
what, anywhere from $60 to $200 billion. We know that Medicare
is, at minimum, a $500 billion problem, and Social Security, the
transition costs alone, are about $1 trillion.

Can any of you take a stab at what kind of economic growth
rates would we have to have if those things that we think are going
to happen happen to end up with the same deficit that they are
projecting after 10 years?

Mr. EDWARDS. I would touch on, I think you are right that the
CBO baseline projections are very optimistic on the discretionary
side, given the recent history since 1998. I think President Bush
has got a 2.3 percent growth in discretionary annually through
2008.

I think, if we ever really wanted to meet such a low spending an-
nual increase, Congress has really seriously got to look at many
areas of Federal activity and either moving them back to the
States, or terminating or privatizing. We are not going to get 2.3
percent growth unless we have a serious restructuring.

With the huge 7 percent of GDP increase in Medicare, Medicaid,
and Social Security in the next 30 years, we are going to have an
utterly different Federal Government a few decades from now than
we have now.
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I think, if we do not want a European-sized government, the Fed-
eral Government is really going to have to start hiving off some of
its activities and either moving them back to the States or putting
them into the private sector.

Senator BREAUX. Mr. Orszag.

Mr. ORszAG. Senator, two points, quickly. One, is I would be
happy to submit for the record a paper I have written with Bill
Gale of Brookings that goes through some of the calculations you
were just walking through.

What it shows, is even on a unified budget, even without a Medi-
care prescription drug benefitand the war, once you take into ac-
count the expiring tax provisions and real discretionary spending
growing with the population, you are at a $1.1 trillion deficit over
the next 10 years, and that includes Social Security and Medicare
surpluses.

If you exclude the retirement trust funds, you are at a $4.5 tril-
lion deficit, and that is before any of the new proposals. So, you are
looking at very large out-year deficits.

I do want to also emphasize, according to the administration’s
own budget, there is a deficit in 2008 on a structurally adjusted
basis—that means taking into account the business cycle—that is
more than 1 percent of GDP. It is something like 1.2 or 1.3 percent
of GDP, by their own figures.

If you wanted to grow your way out of that deficit—and that is
under a series of unrealistic assumptions, but let us just take the
number—and assuming the normal rule of thumb that one dollar
of GDP raises about 20 cents of revenue, you would need GDP in
2008 to be about 5 or 6 percentage points higher than currently
projected.

Now, again, the net effect of tax cuts—again, you have the posi-
tive incentive effects, but the reduced national saving effects. There
is no credible estimate that gets you anywhere near that number.
For example, the upper bound on the 2001 tax cuts is between 0.5
and 1 percent.

You would need 5, 6, 7 percent for this thing to pay for itself.
It is not going to happen. So you are facing very large out-year
deficits that will not be fixed just by higher growth, unfortunately.
That is before we get to the retirement of the baby boomers, of
course.

Mr. ENTIN. Many of the tax cuts enacted in 2001 were not at the
margin, they were social policies, not pro-growth. So I would not
condemn that bill for not generating a lot of growth. It apparently
was not all intended to.

The deficits that you are seeing reflect the level of government
outlays. You made a very good point about the war in Iraq, but let
me rephrase it a bit.

If you call up, let us say, 200,000 reservists and send them to
the Middle East, they will not be here producing goods and serv-
ices. Even if you give consumers money to spend, these reservists
will not be here producing goods and services for the consumers to
purchase.

Longer term, if we need more doctors and nurses, people who go
into those medical professions—assuming we find the money to pay
for it, and I think we will—are not going to be producing other
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things. They are not going to be teachers, they are not going to be
steelworkers.

You are going to be reallocating resources. The government is
going to crowd out production of normal goods and services in the
private sector in favor of whatever it is the government is sub-
sidizing or encouraging.

The government 1s going to have to cut some of its resource use
in some area so that it can increase its resource use in other areas
without squeezing the private sector consumption and investment.

That is why it is not so much the deficit and the borrowing and
the national saving, it is the use of resources by the government
in its government spending that is ultimately going to be the prob-
em.

Senator BREAUX. Well, I was confused. Now I am even more con-
fused. Thank you.

The CHAIRMAN. Senator Smith.

Senator SMITH. Thank you, Mr. Chairman.

I am reminded, with Senator Breaux’s comments, that it is easy
to DO what is right around here. It is difficult to KNOW what is
right around here.

Do I understand, Mr. Orszag, that your comment is that, given
no additional tax cuts, stimulus, or spending, to deal with the cur-
rent obligations of the Federal Government and to get back to bal-
ance, we have to have growth of between 5 and 7 percent?

Mr. OrszZAG. Under the Administration’s budget proposals, you
would need the level of GDP in 2008 to be about 5 or 6 percentage
points higher than projected in oder to eliminate the deficit in that
year.

Senator SMITH. And that is holding current spending as it is, and
that is holding current tax policy as it is.

Mr. ORrszAG. That is with the revenue and spending proposals
that are in the administration’s budget.

Senator SMITH. All right. So it assumes going forward with the
tax cuts.

Mr. ORSZAG. Yes.

Senator SMITH. I am trying to get a handle on what the right
thing is to do by the States, Ms. Monson. I was in a State Senate
as well, the State of Oregon. Our State faces a big deficit. The tax-
payers have said, on a landslide measure, no new taxes.

I am trying to calculate, what is the best way to help the States
with the burden that they assume because of the Federal Govern-
ment? Homeland security comes to mind; a lot of mandates are im-
posed without reimbursement.

Particularly, Medicaid is something that is spiralling out of con-
trol. My understanding is, and I think you said, 46 of the 50 States
have deficits. Is that correct?

Ms. MoNsoON. That is about right.

Senator SMITH. And how many of those 46 are actually raising
taxes right now, or withholding tax cuts?

Ms. MonsoON. We know that in excess of 30 States have either
proposed or implemented tax cuts. But we also know a substantial
number of States, almost 20, have reduced spending in the areas
of education. When you start reducing elementary and secondary
education expenditures, you know it is a bad situation.
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But you asked a very important question: what can we do? What
do we think, as States, would be good to do?

Senator SMITH. What I am really trying to get at, I think the
States have been as profligate as the Federal Government has in
spending during the go-go years.

I think we have tried to assume that the balloon would always
be there and would never pop, and it did. But I am not insensitive
to the needs of the States. In fact, Senators Rockefeller, Collins,
Nelson and I have proposed, increases FMAP for the past few Con-
gresses.

I wonder if you feel that that is an appropriate way to help the
States with increasing the Federal percentage of Medicaid. I would
love all of your comments on that.

Ms. MonNsoON. Well, we certainly would not decline it. But let me
speak to one additional way that we think the Federal Government
could help initially, and that is in the area of unfunded mandates.
The dollar amount ranges from probably a low of $26 billion to a
high of $100 billion.

But particularly in the areas of education, and there are expecta-
tions in the area of homeland security that States would be respon-
sible for. They may not be technically unfunded mandates like they
are in, for instance, election reform, but these are all areas that we
are required to respond to. States must do something, and there is
a dollar amount that that will cost us.

The FMAP rate, the Medicaid expenditures, are growing in the
States and are increasing. Every time people are laid off from their
jobs, they are eligible. It is a federal/State shared program, so we
think it 1s quite appropriate for the Federal Government to at least
look at delaying some of the reductions in the FMAP rate, if not
increasing the FMAP rate.

There are other ideas in terms of maintenance of effort require-
ments that come along with that that were open for discussion, but
know that the demand is huge. The health care costs increases are
something that have been totally out of our control. States do not
have the control that we would like to have in that area.

Senator SMITH. I wonder if the others on the panel can give me
one idea, or one way in which we could legitimately help the
States. Is there anything we can do? Not to shore up their baseline
budgets, which I think were irresponsibly inflated during the
1990’s, but, in fact, to help with legitimate costs imposed by the
Federal Government. Can each of you identify one or two, or what-
ever ones you think are appropriate?

Mr. ENTIN. I think the Medicaid area—and the administration
has some block grant proposals in this regard—is a legitimate area.
Unfunded mandates are irresponsible and harmful, and the States
should have flexibility in dealing with these programs and should
be compensated if the Federal Government is imposing something
on them that they do not necessarily want to do.

b lSenator SMITH. And if we do not give them cash, give them flexi-
ility.

Mr. ENTIN. Flexibility. But we should not be aiding the States
simply to boost national consumption, because the federal govern-
ment would have to borrow the money that we are giving to the
States. That is not the reason for helping the States.
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One reason to help is to straighten out these programs that are
out of control and that are imposed on them where they have no
flexibility. The other is, perhaps, if you must, to give them some
assistance to prevent them from raising State income and local
property taxes, which would be disincentives to produce.

Senator SMITH. Because that would offset whatever we do here.

Mr. ENTIN. Yes. But do not think you are going to boost national
consumption and aggregate demand by giving them money to
spend that you have, in turn, borrowed yourself.

Senator SMITH. All right.

Mr. ORSZAG. Senator, Just very briefly, I think the FMAP, which
you have identified, is a particularly good way of getting money to
the States quickly because it is an already established mechanism.

One thing just to note quickly about the spending experience
during the 1990’s. I do not have the percentage with me, but a sig-
nificant share of the spending increase was associated with Med-
icaid and with prisons, with law enforcement. That gives a some-
what different feel to—it is partially related to the mandates—
some of the spending expansions that did occur.

Senator SMITH. That is correct.

Mr. EDWARDS. I mean, certainly programs that are shared be-
tween the Federal Government and States, it does, in my view,
breed irresponsibility. States have an incentive to put add-ons to
Medicaid because they only pay about half.

So I think ultimately the States have to sit down with the Fed-
eral Government and change the focus of these programs, either
send highway spending back to the States, make Medicaid just a
Federal program or vice versa. I think there is a real problem when
there is shared responsibility because there is a lot of finger point-
ing.

Senator SMITH. So you would argue more in giving more flexi-
bility, not more cash.

Mr. EDWARDS. Oh, absolutely.

Senator SMITH. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you very much. We will go around again
on the same basis as we did the first round for a second round of
questioning.

I am going to start with Mr. Orszag. Is it fair to say that accel-
erating the phase-in of the child tax credit and elimination of the
marriage penalty would serve the same purpose as set forth by
many of the rebate proposals from an administrative perspective?

Would those accelerations not be an easier way to accomplish the
goals of getting money into lower income families’ hands to encour-
age spending? That would be our objective, to enhance consumer
spending.

Mr. ORszAG. Marginally it probably is somewhat administra-
tively easier, although I do not think that many of the rebate pro-
posals that have been put out, which have paid some attention to
how they would be administered, would be particularly difficult to
administer. So, there might be some small difference, but I do not
think that is huge.

I think the big difference is what is happening in the out years.
When you accelerate the increases in the child credit, the child
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credit alone would cost something like $100 billion over 10 years
to accelerate.

When you accelerate them, you have costs not just in 2003 when
we think it may be beneficial to boost aggregate demand, but also
revenue losses thereafter. That is really the more important trade-
off, in my opinion. I think the administrative issue, while it might
be present, is of secondary importance.

The CHAIRMAN. Mr. Edwards, we have heard much about the
multi-year revenue losses of permanent tax policy changes such as
the tax-free dividend proposal. Yet, temporary spending changes
are only scored for the current fiscal year. CBO adds these changes
to the baseline and grows it for inflation for that period.

If we are concerned about fiscal discipline, do you think that we
ought to consider a dollar of spending that is likely to become a
permanent part of the baseline in the same manner as a dollar of
foregone revenue?

Mr. EDWARDS. That is right. If you look 10 years from now, the
Federal spending will be about a trillion dollars more than it is
now. But we do not usually think of spending in those terms. We
usually think just a single year ahead. Whereas, for some reason,
we think of tax changes always on a 5- or 10-year basis.

I think tax cuts, of course, always have the advantage that, on
a static basis, they generally do not lose, if they are pro-growth tax
cuts, as much money as in the static score. Whereas, spending, on
the other hand, often ends up costing a lot more than what was
initially budgeted because there are always add-ons and increases
later on.

The CHAIRMAN. So, obviously, a double standard between the two
different types of proposals when they are discussed in terms of fis-
cal discipline.

Mr. EDWARDS. Absolutely.

The CHAIRMAN. Throughout our fiscal history, is there much of
a basis for taking a contrary view, that is, that temporary spending
increases will, in fact, turn out to be temporary?

Mr. EDWARDS. No, I do not think so. We are still left with many
programs, such as the Rural Utilities Service, that were put in
place decades and decades ago that have long outlived their useful-
ness, and they are still with us decades later.

When you increase spending, you have a new program, you ex-
pand beneficiaries of a program, you have created a constituency
or special interest group that will come back year after year to
argue for continuing the spending program.

The CHAIRMAN. Senator Monson, in your testimony you request
that any additional assistance provided to the States not have asso-
ciated with it additional unfunded mandates. I think that is a fair
thing, having voted for the bill that you referred to that has not
worked out the way intended.

You have also outlined some very expensive mandates that
States currently face as a result of recent legislation in that testi-
mony. To the extent that Congress provides money to the States,
do you think that it would be appropriate to eliminate some of the
existing mandates and/or to earmark Federal assistance for use of
those current requirements?
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Ms. MoNsON. Well, let me simply say that some of the mandates
are good programmatic mandates. They are things that States
would like to accomplish as well; the No Child Left Behind provi-
sions, some of the election reform provisions, are good provisions.
The problem is, of course, the revenue is not there.

Our first choice would be, of course, if these things have been
done, that the Federal Government would fully fund the mandates.
It is, I know, very difficult. But that certainly would take the bur-
den off the rest of the States’ budgets so that we could continue to
meet the other needs and other expectations of our constituents.

It is also important, as we talk about removing unfunded man-
dates or providing flexibility, as was mentioned earlier, that by the
time we get to those kinds of changes, then the States have already
fallen into a very, very deep hole.

The expectations that these programs would go forward are
there. It makes it a very difficult situation for us. So, although
flexibility is good, it does not meet the immediate need that States
are facing. A way to address the immediate need would be to fully
fund the Federal mandates that have been imposed upon States.

The CHAIRMAN. Mr. Entin, in the debate surrounding the con-
sumption-based tax incentives, it is commonly suggested that lower
income taxpayers have a higher propensity to spend or consume
than those with higher income.

I know that many economists believe that this is true, and ar-
ticulate that view. Are you aware of any factual evidence that
would support that proposition?

Mr. ENTIN. If you pick up any of the old textbooks, they go into
great detail on marginal propensities to consume. But realize that
people tend to govern their consumption by what they expect their
lifetime incomes to be. We over-consume when we are young be-
cause we do not have any income, and we are borrowing. Then we
pay it off when we are middle-aged. Then we save for retirement,
and then we consume more than we earn in retirement.

The marginal propensities to consume seem to even out across
income levels looked at over a person’s lifetime. There are many
things that the textbooks mentioned to try to explain away some
of that rather superficial appearance of differences as a point in
time.

The real problem with the use of marginal propensities to con-
sume to make tax policy, is that even if I give someone with a high
propensity to consume a dollar, I have had to get it from some-
where, which means I have had to take it away from someone else
who, if they did not spend it, would have lent it to someone who
would have spent it, and you still have the revolving door problem.

Looked at economy-wide, this playing games among people who
have different marginal propensities to consume gets you nowhere.

That is, indeed, supported by a number of Nobel prize winners
on the other side, so I suspect you are not going to get a good policy
by simply trying to find out who spends the most, and somehow
steering money to them.

The CHAIRMAN. I should have suggested a study done for NBER
by two University of Michigan economists, Slimrod and Shapiro,
suggesting that only 20 percent of the 2001 tax rebate was actually
spent rather than saved and used to pay debt, and that lower in-
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come people were no more likely to save than their higher income
counterparts. So if you know about that, would it call into question
the notion of targeting temporary tax rebates at lower income?

Mr. ENTIN. Yes. That is what I was alluding to in my earlier
statement. Let me point out that Franco Mendigliani, a Nobel prize
winner, and Charles Stendel, did a paper out of Brookings in 1977
that studied the Ford rebate.

They found that something less than 25 percent of that was
spent. They said, “We conclude that there is strong evidence that
a rebate is not a particularly effective way of producing a prompt
stimulus to consumption.”

Alan Blinder indicated very little effect from temporary tax cuts,
and particularly very little effect from the 1975 rebate. There are
a number of studies which suggest that that is not the way to ana-
lyze tax changes.

Senator BAucUS. Mr. Orszag, can you respond to that, please?

Mr. ORSZAG. Sure, Senator. First, on the Shapiro/Slemrod study,
the finding which was based on a survey was that about 20 percent
of households said that they primarily saved rather than primarily
spent the rebate.

I would note that there were 51 million taxpayers, or workers,
who were either entirely or partially left out of that rebate. Those
are the ones who are disproportionately living paycheck to pay-
check and would be more likely to spend any funds that were given
to them.

It is also worth noting, Footnote 23 of my written testimony does
provide, I think, three or four recent papers that study exactly the
question you had asked about, the marginal propensity to consume,
finding, as expected, that marginal propensities to consume are
higher for lower income households than for higher income house-
holds.

All of this is to say it is certainly possible to design a temporary
rebate that would have very little effect on current spending—that
would be the result if the rebate were targeted at higher income
households that base their spending decisions on permanent in-
come.

It is also possible to design a rebate that is more effective by tar-
geting households that are living paycheck to paycheck and are
basing their spending decisions on current income, not lifetime in-
come.

Senator BAucuUs. Mr. Entin, just intuitively, when you just talk
to people living paycheck to paycheck, you give them more money,
they are going to spend it. They have to.

Mr. ENTIN. I am sure they will. But where did you get the money
to give them, and what happened to the people you took it from?

Senator BAUCUS. We are not addressing that point yet. I am just
saying, are they not going to spend it? If you give it to people living
paycheck to paycheck, are they not going to spend it?

Mr. ENTIN. If people are living paycheck to paycheck, they will
spend it.

Senator BAUCUS. And how many Americans do you think are liv-
ing pretty much paycheck to paycheck, just a percent, just a rough
guess?
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Mr. ENTIN. I do not want to guess. I am not an expert in income
distribution. I do note that the rebate we gave in 2001 caused an
enormous spike in the personal saving rate and accounted for most
of the money.

Senator BAucus. Mr. Orszag.

Mr. ORSzAG. Senator, I would just say, again, my written testi-
mony provides references to the literature. This is not the percent
of households, it is the percent of spending.

But somewhere between 15 and 50 percent of spending is done
by households that are basing their spending decisions on current
income, effectively living paycheck to paycheck, instead of their
longer run permanent income.

That does say there is a chunk of households or consumption
where Mr. Entin’s point is correct, that households are basing their
spending decisions on longer run averages. But there is also a sub-
stantial share of households where that is not true.

Senator BAucUS. There is probably both, is my guess. Yes?

Ms. MONSON. Senator, speaking not as an economist, but as an
individual who talks with those kinds of families on a day-to-day
basis, I would presume that upwards of 80 percent of my constitu-
ents, given a rebate, would spend those dollars. They would spend
those dollars to provide the needs for their families.

Of course, spending those dollars has a positive effect on local
and State budgets in terms of sales tax revenue generated. It has
a positive effect on businesses because that is new capital in those
businesses.

So I think it is clear. I am not an economist. I can only just deal
with these kinds of questions from my conversations with con-
sumers.

Senator BAUCUS. Well, using an economist’s term, all things
being equal, is it not true that giving people money that live pay-
check to paycheck, they are probably going to spend it?

Now, you are getting to the point, all things are not equal. Your
basic point is that, well, gee, if you give people money who live pay-
check to paycheck, it has got to come from somewhere. Your point
is, Mr. Entin, it is going to come from additional debt or borrowing,
or so forth.

But what if it does not come from additional debt or borrowing,
it is just less spending someplace else by the Federal Government?
Let us say we do not spend so many dollars on Star Wars, or what-
not.

Mr. ENTIN. If you cut a dollar of Federal spending and enable a
household to do a dollar of additional spending, then, indeed, the
households will be better off. However, total spending in the econ-
omy will not have increased.

Senator BAUuCUS. But those who are living paycheck to paycheck,
of which there are many, would be spending it.

Mr. ENTIN. Or not borrowing so much to spend.

Senator BAUCUS. I am saying, assuming all things being equal
again—we have to assume that if we are going to start

Mr. ENTIN. That is called a partial equilibrium analysis and it
does not quite cover——

Senator BAucuUs. I do not know what it is called.

Mr. ENTIN. It does not take all the effects into account.
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Senator BAUCUS. I am just using common sense here. I do not
care about partial or impartial analysis.

Mr. ENTIN. Equilibrium or disequilibrium. General equilibrium.

Senator BAUCUS. I just use my gut here. I have got to use com-
mon sense here.

Let me tell you something else, just for your information. I talk
to a lot of people. That is my job. I talk to a lot of people in busi-
ness about the President’s tax cut. That is my job, too, to talk to
them.

And most CEOs of major companies that I have talked to, and
this is 80 percent of the people I have talked to, and that is a good
number, say we just want people to buy our products. We need to
stimulate consumption now. They do not care about dividends.
They do not care about it.

They say, get people to buy our products now. That way, we will
probably invest more. We are not investing now because people are
not buying our products. I tell you, that is basically what CEOs are
saying. And you have got to listen to people, use a little common
sense, look at the adverse affects on the budget of some of these
proposals. You have got to take a lot of things into consideration
here.

But I am just telling you that my common sense—maybe it is not
common—tells me that we should probably stimulate the economy
now and worry also about the budget effects by not putting into
place measures now which do significantly increase the debt.

I say that, in part, because I can see so many other demands on
Federal spending coming down the pike. They are just incredible.
We are going to have to deal with AMT. How much does that cost,
do you think? Do you know?

Mr. ENTIN. Tens of billions.

Senator BAUCUS. Oh, hundreds of billions.

Mr. ENTIN. Per year. Hundreds over the decade.

Senator BAucus. We are talking about 10-year periods here.
That is going to cost $500, $600 billion in addition.

Mr. ENTIN. That is not spending. That is a tax change.

Senator BAucus. That is a tax expenditure. That is a tax expend-
iture.

Mr. ENTIN. Correcting an abnormal tax item which is not part
of a normal tax system is not considered, in technical terms, a tax
expenditure. It means you are going to be losing some revenue.

Senator BAucus. We are going to be losing some revenue. I do
not care what you call it.

Mr. ENTIN. I suggest that spending restraint to cover that would
be an excellent policy combination.

Senator BAUCUS. Well, again, we are talking about all things
being equal. I am just saying, we know we are going to have to
spend that money. We know that, over the next 10 years. We are
%Oicrllg to have to cover AMT, and that is not in the President’s

udget.

It is not in the President’s budget, but he kind of later on talked
about it, these retirement savings provisions. Ten years out, those
are going to cost much more than AMT. We have got to be some-
what responsible, somewhat reasonable here in trying to put all
these things into consideration here.
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I am just saying to you, I am kind of astounded if you do not
think that some short-term stimulus is not important, basically
saying that they have this huge tax reform and people will auto-
matically spend because they will see tax cuts in the future.

Maybe they will, maybe they will not. But I do know, if you put
money in people’s pockets now, particularly people living paycheck
to paycheck, they are going to spend it.

The CHAIRMAN. Senator Lincoln.

Senator LINCOLN. Thank you, Mr. Chairman. I apologize for run-
ning late today, but I did want to come. I had a few questions for
the panel.

First of all, anyone can answer these, but I think probably it
might be better directed towards Mr. Edwards. Well, anyway, it
does not matter. Anybody.

Does the budget that the President has proposed make it more
or less likely that future generations will receive their full Social
Security and Medicare entitlement?

Mr. EDWARDS. Well, I think citizens have a real problem here be-
cause they look to the future of Social Security and they see that
payroll taxes will only cover perhaps three-quarters of future bene-
fits. So, I think anything that we can do now to get Americans sav-
ing more so they do not have to rely on future political promises
is a good thing.

I think the more private assets people have, with guaranteed
legal benefits that they can rely on in the future, is a good thing.
So, I think that the President’s tax package, which will help boost
household savings, is a good thing in the long run for retirement
security.

Senator LINCOLN. But more or less likely, whether these genera-
tions are going to actually realize the benefits of the entitlements
that they are putting into today.

Mr. EDWARDS. Well, I am saying, right now we have got a crisis
because Congress has not planned ahead, in my view, adequately
for future retirees. So I think anything we can do to help young
people save more for the future is a net plus for future retirees.

Senator LINCOLN. Did you have a comment?

Mr. ORSZAG. Senator, one of the striking things about this budget
is that it identifies Social Security and Medicare as a real fiscal
danger, but then really does not do anything to fix the problem,
and, as I mentioned before, shows very, very large long-term defi-
cits out when the baby boomers are retired.

Furthermore, again, the tax cuts that are being proposed in the
out years—we are not even talking about today when, arguably,
the economy could use some stimulus—when presumably the econ-
omy will have fully recovered, will amount to more than twice the
size of the Social Security deficit.

To me, that just reflects a different set of priorities than where
I would be putting my money, but obviously that is up to you all.

Senator LINCOLN. Right.

Mr. ENTIN. Growth is important to increase the tax base to help
people pay their Social Security taxes and still have enough after-
tax income to live on. Saving incentives are important to give peo-
ple an alternative to Social Security, and it might be wise to com-
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bine additional saving incentives for individuals with some reform
of Social Security to bring that program into balance in the future.

I think you have to look at people’s incomes and private saving
as well as Social Security to come to a solution here. If you want
to increase output and production while maintaining high tax
rates, you are going to have to do something about bringing more
people into the country, because the current people will tend to
work less and save less if the tax rates go up to cover these pro-
grams. In that sense, it makes it harder to cover the promises. You
must have the real growth going if you want to cover the promises.

Senator LINCOLN. If you are advocating growth, do you not think
it needs to be more immediate than long term? Look at the other
situations we are looking at.

Mr. ENTIN. It needs to be permanently higher growth. The poli-
cies that promote long-term growth start at the beginning and give
you positive effects in the short run, but they build and give you
even more growth in the long run.

Senator LINCOLN. Considering the economy we are dealing with
right now, does the growth or the stimulus not need to occur more
immediately than long term if we are going to ever get this ball
rolling?

Mr. ENTIN. There is a debate in the economics profession, but I
believe that all of the things that are proposed for short-run stim-
ulus have to be funded immediately. The Treasury simply borrows
the money back, and they do not work.

The long-term changes that expand capacity and labor force par-
ticipation work short run and long term. They do build more into
the long term, but they do start immediately. That type of program
does work.

Senator LINCOLN. Well, in some of the instances where we have
heard much discussion about double taxation, last week Secretary
Snow was here and indicated on the record that, left to the admin-
istration, Social Security would eventually be funded by IRAs, in
other words, with the private savings that Mr. Edwards, I believe,
has talked some about.

If people paying FICA taxes now, today, to support the system
do not receive the benefits that they have been promised and they
have to fund their Social Security with private savings, is that not
double taxation? You are asking them to pay off the same debt.

Mr. ENTIN. The transition generation definitely has a problem.

Senator LINCOLN. Hello. You are looking at her.

Mr. ENTIN. Well, me, too, although I guess I am a little bit into
the baby boom.

Senator BAucus. Right there.

Mr. ENTIN. But to help them out, we need to somehow reduce
their tax burden so that they can put some money into savings, so
that when they continue to pay their payroll tax they have some-
thing else on the side that is gaining for them.

To do that, we do have to be careful with Federal outlays over
time so that these savings incentives can be funded with reductions
in Federal outlays that do not simply borrow back the same money.

Senator LINCOLN. Well, just to touch on that, because you have
talked about cutting back on spending. We have taken into consid-
eration here the issue of Social Security and Medicare. Is it not
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true, though, that under the President’s budget in 2003 and 2004,
we could eliminate the entire non-defense Federal Government
spending and still be in the red?

I mean, how can you blame it on spending if that is the case?
If we eliminate the entire non-defense Federal spending, we are
still in the red.

Mr. ENTIN. Hopefully, we will eventually be able to do something
about defense spending, just not in the middle of a war. I hope that
is only temporary. But, ultimately, it is the growth of spending
over time that needs to be trimmed.

We do not have to get back into the black tomorrow, but we do
have to get there eventually. We will do that much more easily
with some restraint in Federal spending and some real growth in
the economy.

To get the real growth in the economy, some things have to be
done that are not politically popular. But let us make sure the
things we do actually work, and work short run and long term, be-
cause we need that growth long term as well, not just short term.

Senator LINCOLN. You wanted to comment, probably about the
Social Security and maybe the double taxation there.

Mr. ORSZAG. Sure. Two things, just briefly. One, is on long-term
growth, frankly, I think the best thing that you as Federal policy-
makers could do is to address the long-term fiscal gap and boost
national saving, bottom line. That is for economic growth.

That is not just for the Federal budget. It happens to bring the
benefit of also addressing the imbalance in the Federal budget, but
it would be, in my opinion, the best thing that we could do.

Senator BAucus. I agree with that.

Mr. ORSZAG. As you mentioned, let us just look at domestic
spending. Domestic discretionary outlays are now about 3.5 percent
of GDP. That is down from numbers that are closer to 5 percent
in the late 1970’s, early 1980’s. Project that out. Again, the tax cut
in 2013 is 1.7 percent of GDP.

Do you want to pay for that in domestic spending? You have to
eliminate half of the domestic discretionary spending. That, by the
way, includes homeland security. So half of the FBI, half of the De-
partment of Homeland Security, half of all these things. I think it
is completely implausible to think that we are going to pay for tax
cuts of this magnitude by spending restraint.

Senator LINCOLN. Thanks, Mr. Chairman.

The CHAIRMAN. Thank you very much.

I am going to have just one more set of questions. If I do not get
them all asked, I will submit some for answer in writing.

Just for the record and the issue of what the President does to
encourage savings, he does make permanent a $52 billion part of
the 2001 tax bill. All of those incentives for savings that we put in
there, the President does make permanent. That is to encourage
savings so people have the assurance that those laws are going to
be on the books as permanent legislation and not sunset.

And, just for the record, as far as the AMT is concerned, Con-
gress did, in 1999, repeal the AMT. It was vetoed along with other
parts of a tax bill that President Clinton vetoed.

I am going to go back to Mr. Orszag. I want to deal with capacity
utilization. You referred to it as being 75 percent for an average.
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I do not argue with that. You suggest that this means that we do
not need any new investment right now, so I am going to ask you
to look at——

Mr. ORSZAG. Senator, I am sorry. I do not believe that I said
that.

The CHAIRMAN. Correct me.

Mr. ORszAG. What I think that capacity utilization rate suggests,
is that there is a lot of capacity that could be used if there were
more demand for the products that firms could make.

Now, more investment is part of that demand. When firms buy
computers or build new buildings, there are computer firms and
manufacturing firms that then have more demand for their prod-
ucts. So, business investment is one aspect of demand that could
be spurred.

The CHAIRMAN. I agree with you. If I had read my notes cor-
rectly, I would have known you said that.

Now, what I want to do is kind of segment it. Seventy-five per-
cent being an average figure, we have ranges of 90 percent in pe-
troleum and coal, to 50 percent in communications.

In addition, consumer spending is near record highs, personal
savings near record lows, and consumer debt is at the highest level
in history. That leads me to say, not much shortage of demand. Ex-
cess capacity in the face of sustained demand suggests that we
have too much investment, but in the wrong place, maybe at the
wrong time. The solution to this problem, in my judgment, is not
more demand, but rather more investment.

Do you believe the government should try to encourage people to
buy old things they no longer want, or do you believe that the gov-
ernment should try to encourage people to invest in new things
that they do want?

Mr. OrszAG. Well, I think in the short run, Senator, again, put-
ting dollars in people’s pockets does not determine what they are
going to go out and buy. They will use those funds in ways that
they find most beneficial to them.

So, in the short run, certainly I would not advocate holding a gun
to someone’s head and saying, you must go out and buy products
X, Y and Z. But that will work itself out. The beauty of the market
is, that will work itself out. The products that consumers want are
the ones that will be produced.

Again, turning to the long term, investment is the key to long
term growth. That investment has to be financed somehow. When
we save more as a Nation, that provides the funds for financing in-
vestment. That is why I think national saving is an important
focus for policymakers over the long term.

The CHAIRMAN. You have done a lot of work that backs up some
of the statements you just have made during this hearing. You
have written that unemployment benefits are good economic stim-
ulus, because those who are unemployed will spend money.

While this might be true in some areas, when you consider the
fact that 70 percent of the households with unemployed workers
have another family member who is employed, it is not entirely
clear that every family would respond in the same way.
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For example, some families with unemployed workers might
choose to spend less because of the uncertainty about their future
job prospects.

I recently asked the Bureau of Labor Statistics to use the Con-
sumer Expenditure Survey to compare the consumption and sav-
ings of households with or without unemployment benefits. Accord-
ing to their analysis, there is no statistically significant difference
between these two groups.

Given that fact, would you agree that the impact of extending or
expanding unemployed benefits is not as simple or straightforward
as you have taken a position on, that it directly benefits the econ-
omy?

Mr. OrszacG. I would certainly agree, Senator, the effects will
vary from household to household. I am not familiar with the Bu-
reau of Labor Statistics study that you mentioned.

I know research by Professor Jonathan Gruber of MIT and others
show significant declines in consumption when a member of the
family becomes unemployed. I think that sort of just strikes most
people as being intuitively accurate.

I would also note that the argument that it is possible, especially
during booms, by extending unemployment benefits to provide a
giscouraging factor from searching for jobs, is borne out by the evi-

ence.

There is evidence that extending unemployment benefits, espe-
cially during economic boom periods, could dissuade workers from
searching for jobs as effectively as they otherwise would. But I
know that those research findings have not been specifically tar-
geted to economic downturns.

I just want to emphasize one very important point about unem-
ployment benefits that has not been adequately appreciated. It
keeps workers attached to the labor force, to the workforce, rather
than, for example, going on disability insurance or just leaving the
labor force. That is a very important thing because, in order to be
ret():eiving unemployment benefits, you need to be searching for a
job.

There has not been adequate academic research yet on this ef-
fect, but I think it is possibly quite important to keep those work-
ers basically in the workforce looking for jobs so that they do not
become part of a more permanent class of workers who have be-
come divorced from the labor market and do not go back to work
when the economy recovers.

The CHAIRMAN. Senator Baucus.

Senator BAucus. Thank you, Mr. Chairman.

Senator, following on the Medicaid questions posed by Senator
Smith, I just have some concerns about the administration’s Med-
icaid reform proposal to block grant the program and, at the same
time, end entitlements.

I do not have the time now to explore it with you, but I would
like your thoughts identifying areas where Medicaid could, or
should, be more flexible. I say that because, frankly, I have real
concerns about throwing the baby out with the bath water with
this new administration’s block grant idea in the name of flexi-
bility. So, again, I do not have the time. I must leave at this point.
But if you could, please just provide that.
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Ms. MoNsON. We will. We will be happy to provide that informa-
tion.

Senator BAUCUS. Just exploring how we can make Medicaid more
flexible.

Ms. MONSON. We share your concerns as well.

Senator BAucus. Thank you very much.

Thank you.

[The information appears in the appendix.]

The CHAIRMAN. Thank you, Senator Baucus.

Now, Senator Lincoln.

Senator LINCOLN. Thank you, Mr. Chairman.

Ms. Monson, I was very interested, and I am sorry I was not
here, with Senator Smith’s advanced refunding proposal for govern-
ment bonds.

I know that currently in our State, our State’s education system
is facing a major restructuring. This proposal appears as if it would
be very beneficial to our States and to our local school districts and
their ability to meet the requirements of the Supreme Court deci-
sion.

Can you think of any negative implications from this proposal
that Senator Smith has, and do you think it is really a win-win for
the States and the Federal Government?

Ms. MoONSON. I appreciate that question. No, I cannot think of
any negative benefits or negative implications from the proposal. It
does provide an opportunity for States to borrow at lower rates, to
initiate capital improvements and capital projects.

It is very important. We talk about economic stimulus and ways
to infuse new dollars in the economy, to create demand, to create
standing. We think this is certainly one outstanding opportunity
for States to do so. State budgets can be a drag on the national eco-
nomic recovery.

As we continue to make cuts and impose new tax increases, we
know that what we are attempting to do, what we talked about
here, is increase or improve the economic situation that we face
across the country. What States are doing now does not benefit.

These kinds of proposals, the proposal by Senator Smith and oth-
ers, though, we know have a direct positive impact on State budg-
ets and can certainly add to the economic recovery that we all look
forward to.

Senator LINCOLN. Well, taking that into consideration, I know
some of the other problems that we face in our States. I do not
know if Oklahoma is in the same circumstances, but Arkansas is
one of six States that, by law, is required to produce a 2-year budg-
et.

Many of the issues that we are facing here, particularly welfare
reform, without doing that prior to when our legislatures finish,
they are having to devise budgets without any knowledge of what
the Federal Government’s role is going to be, and how much of that
role they are actually going to play.

Ms. MoNSON. It is even difficult with those States that have a
1-year budget cycle, but certainly those States that have a 2-year
budget cycle. With the uncertainty that is around Congress now,
the TANF reform, the reauthorization of the program, even the
proposals surrounding Medicaid, but all those proposals, particu-
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larly those that come with unfunded Federal mandates, we do not
know exactly if there is going to be flexibility. That is still down
the road.

We do not know what the funded level is going to be. We are not
sure. Those kinds of uncertainties do present a very difficult situa-
tion for States. Because we are required to balance the budget, our
only option is to continue to cut programs.

There is a real loss of revenue in States’ budgets. It is not
thought of or invented. There is a real loss of revenues. So, when
we have that tangible loss of revenue with the expectation or an-
ticipation, or failure to anticipate what the Federal Government is
going to do, States must err on the side of conservative fiscal pol-
icy, therefore, we continue to cut budgets, therefore, the economy
is continued to be slowed down.

So, it is important for us to have some assurance as to what the
Federal budget is going to be, the implications for States, if we are
going to make prudent decisions.

Senator LINCOLN. Does anybody else have any comments on the
advanced refunding?

[No response.]

Senator LINCOLN. Well, as we have seen, I think many of the
President’s tax cut proposals, which, by their admission, are aimed
at some of the wealthier taxpayers when you look at the brackets,
and certainly the dividend deduction in terms of its portion of the
overall tax cut, these will reduce the tax base in the States and
force them really to raise taxes in order to balance their budgets,
because you are going to see less money in the States. We already
have seen that in the majority of our States.

The President’s budget also aims to push funding for many of our
social programs onto the States, whether it is their cost share in
Medicaid, TANF, and some of these others.

In Arkansas, in order to make up for some of the shortfalls that
we are faced with, our Governor, like some of the others, has pro-
posed an increase in sales tax, which is not boding very well. Obvi-
ously, tax increases are not fun for anyone.

But to the extent that the Federal law is reducing income taxes,
which are in effect being replaced by sales tax in these States, be-
cause we are really, I do not know, stepping down or abdicating
from our responsibility on the Federal level, will the President’s
budget result, really, in higher or lower taxes for working families?
Has anyone calculated that?

Mr. EDWARDS. I think it is a good thing if States move towards
more of a consumption base in the long run. There is increasing tax
competition between States, taxes on capital.

Capital gains and corporate taxes are really an inefficient way,
and more so all the time, for States to try to raise money because
businesses and wealthy individuals simply move to other States.

So, I think it is actually a good thing. Consumption bases are a
lot more stable for State governments, so I think States should
start planning now to avoid the next budget bust and the next eco-
nomic downturn by moving away from capital gains tax bases that
are very volatile.

Mr. ENTIN. Ultimately, the States will benefit if the economy can
begin growing at 3 and 4 percent a year instead of 2 or 1 percent.
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This is really something that will overwhelm the temporary effects
of the changes in the definition of taxable income.

Also, if a State does not want to, for example, allow its taxpayers
to get a dividend exclusion, it can change its law to put that back
into the tax base. But it might then be at a competitive disadvan-
tage with the State next door that allowed it, and capital might
flow more into that other State than the home State.

I think, though, that we should look beyond the initial impact of
the tax changes. Granted, rate cuts, dividend relief, and so on help
people who currently have dividends. But, over time, young people
who do not save yet but will save in the future will have dividends.

Over a lifetime, a lot more people will have benefitted.

But, even beyond that, for each dollar of additional GDP that
faster capital formation makes possible, the split is roughly as fol-
lows. After taxes, workers receive over half. The government takes
a little bit over a third, federal, State, and local tax revenue. De-
preciation eats up 10 or 12 cents. The owners of the capital get
only about a nickel.

When the trucking firm buys another truck, it has to hire an-
other truck driver. The truck driver benefits a lot from capital for-
mation. That is what all of this is really all about.

Senator LINCOLN. Well, can I just say that there is not as much
argument over whether we can look at dividend deduction and the
reforms of how those are treated.

I guess really the question is, is this the time to devote that
much of our resources towards that, and is it not something that
we should be dealing with in the future, or maybe incrementally?

Because, Mr. Edwards, your point that the burden should be put
on the consumption, at a time when most of our consumers, or a
good bit of them, are unemployed at this point and the economy is
slow, you are going to put the burden of not only resurrecting the
economy, but also carrying the burden of the tax implications on
those working families who may or may not be in the workforce.
Is that what I am hearing you say?

Mr. EDWARDS. Well, I think the overall cost of the tax system can
be lowered, even for any given level of spending, if you move more
towards a consumption base. For example, the United States is
only one cog in the world economy now.

There are trillions of dollars of cross-border capital flows every
year. If we move away from taxes on corporations, or high cor-
porate tax rates, which are a real problem, away from capital gains
taxes and other taxes on capital, we will get large net inflows of
capital from abroad that will help stimulate the U.S. economy and
create long-term growth that will benefit everyone, particularly
wage earners.

Wage earners’ wages are determined by how much capital they
have to work with. If we get large net inflows of capital from
abroad, that will be great for all American wage earners in the long
run.

Senator LINCOLN. I just wonder. As we look at these working
families, two working parents with two or three children, you are
saying that the burden on those individuals, by the taxes you place
on their consumption of a microwave or shoes for their children,
should be the equal burden that anyone in a tax bracket that is
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20 times what they make, this is supposed to equalize the responsi-
bility? I am concerned.

I do want to give Mr. Orszag an opportunity to respond, if I may.
But, Mr. Edwards, did you have a comment?

Mr. EDWARDS. More and more, the corporate income tax, for ex-
ample, falls on wage earners. Just because it is hidden, it does not
mean it does not fall on them. With regard to the current tax bur-
den, there are 142 million tax filers in the United States now, ac-
cording to JCT figures, and about 50 million do not pay a dime in
income tax.

Senator LINCOLN. So they are not taxpayers?

Mr. EDWARDS. They are payroll taxpayers. But, as Senator
Grassley pointed out, the EITC offsets a lot of the payroll tax for
people at the bottom. So I think we have really got to look at the
real problem here, with over-taxing folks at the top who, frankly,
are the entrepreneurs.

Senator LINCOLN. Thanks.

Mr. ORSZAG. Senator, I think this raises a very important point.
A lot of the theoretical benefits associated with either addressing
the dividend tax issue or moving towards the consumption tax as-
sume that the changes are revenue neutral. So, people will trot out
estimates of how much you gain from doing that. They assume that
it is revenue neutral.

That is not what these proposals are. These proposals are not
revenue neutral. They would expand the budget deficit. In that
context, you need to weigh any potential benefit against the loss
from the reduced national saving.

Again, in many cases the net effect may well be negative. So
even if you are just looking at spurring economic growth, moving
to a consumption tax by just cutting taxes does not actually nec-
essarily achieve the purpose of a consumption tax, which is to raise
saving, raise national saving. It could actually reduce national sav-
ing.

So, one has to be very careful that the theoretical arguments that
are sometimes made about consumption taxes or dividend taxes not
being misapplied to a specific policy proposal that is completely in-
consistent with the assumptions behind those analyses.

Ms. MONSON. Senator, if I could add, too. I know your time has
expired.

The CHAIRMAN. That is all right. Go ahead.

Ms. MONSON. But just in terms of the implications for State
budgets, these tax policies we have been talking about, one might
argue that there are national benefits to some of these dividend
proposals, et cetera, et cetera, but there is a direct impact on State
budgets, our inability then to generate the kind of revenue that
citizens expect because of the services they anticipate that we
would deliver.

So, please understand that States may not even have an oppor-
tunity to decouple from some of the Federal tax proposals, and we
may be, again, left holding the bag with reduced revenue that we
had no control over.

Many of the citizens that we have talked about, the additional
consumption taxes that could potentially be placed upon them
would add a substantial burden to very hard-pressed family in-
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comes now. These are taxpayers. They may not, to some extent,
pay Federal taxes, or even some State taxes where State income
taxes are imposed.

But they certainly pay gasoline taxes and they pay other kinds
of consumption taxes that have to be figured into the equation, and
the implication for those families is substantial. The implication for
State budgets is also substantial.

So, we just encourage you, when you talk about these Federal
tax policies, to really take under consideration the implications and
the direct impact that they have right now on State budgets.

Senator LINCOLN. Thank you.

The CHAIRMAN. Thank you, Senator Lincoln.

If any of you have to go, we are just about done, so feel free to
go. I did want to, after Mr. Entin comments, give Mr. Edwards an
opportunity to react to the last exchange from Mr. Orszag, if you
would like to.

Mr. ENTIN. Thank you, Mr. Chairman.

Look at the estimates in the literature of the benefits of shifting
from a tax system which repeatedly taxed capital, which is very
sensitive to tax, to a tax system which is more consumption based.
Even that is perhaps a misnomer, because you would deduct saving
and tax all the returns, including the super-normal returns to in-
vestments that really pay off magnificently.

Those other types of tax systems that are less income-based and
more consumption-based would add something like 5, 6, or 7 per-
cent to the national income. I have seen estimates up to 10 percent
if you went all the way.

This means that the family’s income goes up by a considerable
amount. Now, if they pay a bit more under the consumption tax
than the income tax, but their pre-tax income has gone up substan-
tially, they come out ahead. There are a number of studies which
suggest that the excess tax burden put on capital so reduces the
incomes of workers by reducing productivity that, even though
their income tax may be lower or the consumption tax may be a
bit higher initially because of the corporate tax, their pre-tax in-
come falls by more than they pick up on the tax relief by shifting
some of it to the corporation.

If that is the case, they are better off if we reduce taxes on sav-
ing and investment. It raises their wages by more than it raises
their tax liability. We can avoid, however, the increase in their tax
liability even from the start if we can be in a situation of budget
surplus and spending restraint at the government level so that we
can have a net tax cut.

The transition, as I think you are pointing out, is much, much
easier if the government is in a good fiscal situation to begin with
and can afford to have a net tax cut, because that way there are
no short-term losers as we move to making everyone a winner over
time.

I do not think there is too much quarrel among economists that,
ultimately, taxing a sensitive factor like capital which promotes
productivity, ultimately costs the people who are working with that
capital a good deal of income, and that a so-called consumption-
based tax system gives you a higher level of income all across the
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board than an income tax-based system of taxation. It is inefficient
to do what we are doing.

The CHAIRMAN. Mr. Edwards, you did look up during the con-
versation that was going on. If you had any comments, I would like
to have you make those. If you do not, we will adjourn the meeting.
Well, first of all, did you want to comment?

Mr. EDWARDS. I must say, in terms of Keynesian stimulus, if
Keynesian stimulus really worked, we should have an economy
going gangbusters right now with a $300 billion deficit and large
increases in Federal spending every year the last few years. But I
think the fact that the economy is in a slow-down does show we
have to look at the investment side.

The CHAIRMAN. Keynesian economists are not much of a profes-
sion anymore, but they have still got a lot of disciples and believers
in Congress.

Senator LINCOLN. May I ask one more question, please? Mr.
Chairman, thank you. I just wanted to follow up with what Mr.
Entin had said.

I guess my question is, if you think that this trickle down is
going to get to the worker, particularly the minimum wage worker
that has got a family of two and is working two jobs, if you could
just help me better understand, what reason does the business
owner have to pay higher wages when they can just apply this tax
windfall that they have to their bottom line?

Mr. ENTIN. Trickle down is a Keynesian concept that suggests,
if you give the upper income money to spend, they will go out and
consume and that will cause people to be employed, or they will
hire servants. It is a spending concept.

The concept of reducing the tax wedge on workers by lowering
their marginal rates means they can keep a higher after-tax wage,
while their pre-tax, their gross wage, can go down a bit. Their
after-tax wage can go up a bit because the government is taking
less out of the middle.

Senator LINCOLN. We are talking about people that do not even
file those.

Mr. ENTIN. And look at investment. If you take some of the tax
off capital formation, then capital investment projects currently
need to yield a 9 percent return in order to be undertaken, because
the government takes 3 percent inflation, 3 percent in taxes, and
the owner only gets 3 percent now. If you take some of that tax
wedge out, then maybe a 7 percent return is all right. So, an extra
trillion dollars of capital can be put in place.

Senator LINCOLN. Maybe.

Mr. ENTIN. Well, estimates of the elasticity might be $800 billion
or one point two trillion dollar, but it is a big number. With the
added capital in place, productivity rises and the market forces
cause employers to want more workers to go with the added cap-
ital, and they are willing to pay them their higher productivity.

Productivity and wage growth are very closely related, and have
been for centuries that we have data. If that is not true, then mar-
kets do not work at all and we are living in some sort of very
strange world.

Senator LINCOLN. Mr. Chairman, this is so theoretical. I just
want us to be encouraged by this gentleman who is thinking in a



42

very theoretical way. For the minimum wage worker that is mak-
ing under $11,000 a year, in 5 years they have not seen an increase
in minimum wage.

If all of a sudden this tax windfall comes to the business owner,
they are going to see to applying that to the income of that low-
income earner as opposed to their bottom line that is going to,
again, as you say, increase maybe the value of this capital, or this
industry, or business to a dividend individual who is in a different
boat.

Mr. ENTIN. Individuals who can only produce enough to earn the
minimum wage can profit through getting their productivity up to
the point where they are producing more so that employers are try-
ing to bid them into their company because they are so valuable.

And to get a worker’s skills up or his productivity up, you need
either to train him better, to give him more education, or to give
him someone else’s capital to work with if he cannot save and buy
his own small business, which these people mainly cannot.

So anything that promotes capital formation or enables people to
get more training will raise their productivity and will raise their
wage above the minimum, and that is what all of this is about.

The markets will do it if they are given a chance. The reason the
theories are the way they are is that we have seen this happen so
many times. We are not getting our theories from outer space. We
are trying to base theory on historical evidence.

Senator LINCOLN. I thank you. The Chairman has indulged me
tremendously, and I do appreciate it. He is a kind gentleman, and
he always has been.

The CHAIRMAN. We thank the panel, Senator Monson, and all the
rest of you, for your kind attention for two hours of very important
testimony as we go one more leg down the road to solving this
issue as we attempt a jobs bill to be approved by this Congress.

Thank you all very much.

[Whereupon, at 12:10 p.m., the hearing was concluded.]
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OPENING STATEMENT OF HON. CHARLES E. GRASSLEY, A U.S.
SENATOR FROM IOWA, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. Good morning, everybody. We are very happy to
have you here as we continue what is a third in a series of hear-
ings that we are having on revenue proposals in the administra-
tion’s budget.

We had John Snow. Yesterday, we had a panel to examine incen-
tives for the demand side. Today, we turn to incentives for the in-
vestment side.

No one would dispute the fact that it has been a very rough pe-
riod, almost 3 years, for the investment side. I think Senator Kyl
had a chart yesterday that demonstrated that very clearly: invest-
ment is very flat, consumer expenditures have been fairly healthy
ovea the last 3 years. Obviously, though, the economy is not so
good.

The Stock Exchange is a good example, led by the NASDAQ), fol-
lowed by the Dow, and the S&P tumbling. The NASDAQ peaked
at 5,000 March 10, 2000. Yesterday, 1,295. so worth about 25 per-
cent of what it was about 3 years ago. The Dow is about 67 percent
of 3 years ago; the S&P about 54 percent.

Everyone acknowledges the effect of the bubble of the late 1990’s.
No one can mistake the impact of the corporate scandals of the late
1990’s in the early part of this decade.

Clearly, the tragic events of September 11 and the war on terror
have had effects. There is not doubt investors, large and small, in-
stitutional or individual, have had a rough 3 years.

So we need to ask the question, what, if anything, can govern-
ment generally, this committee specifically, do about it? Is there a
fiscal policy that can help right the ship for the capital markets?

(43)
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Now, over the last few years, the stock market drop has been ac-
companied by decline then in business investment. Commerce De-
partment data show that business investment peaked the second
quarter of 2000, 3 years ago.

Purchases of equipment and other business assets have flattened
out and dropped. Too many factories are dark, or at least parts of
them. Too many workers are idle. Too many workers worry their
jobs might be the next one lost. I think 1 in 4 workers are worried
about losing jobs.

So, ask the question, what can we, as the Finance Committee, do
about it? Is there a fiscal policy that can help move up the level
of business investment? I guess I believe very much, in my votes
recently, that there is much we can do.

The good news, is that we have both political parties recognizing
the problem of dramatic decline in investment. There are dif-
ferences, hopefully bridgeable, in how we tackle the problem of de-
clining investment.

The President’s package is, as he told me at the White House
just yesterday, bold on investment incentives. The President is
breaking new ground on proposing elimination of double taxation
of dividends.

It could be argued that the President’s boldness has made his
growth proposal an attractive target for his detractors. Many of the
alternative proposals are, by design, thin on the investment side
and are short-term.

As we begin to examine the investment side, I would like to say
to the skeptics out there, think about the numbers that are recited
above. Think about what has happened to the stock market. Think
about the impact on investors, retirees, and all those who invested
in the stock market. Think about the factories that are not working
at capacity.

As you criticize the President’s plan then, and that plan aims to
improve market capitalization over the long term, I would like to
ask what alternatives on the investment side do those skeptics pro-
pose.

In today’s hearing, we will focus on the status of the investment
side of the economy. We will examine proposals for raising the level
of investment. The witnesses will testify to the efficiency of these
proposals, their short-term benefits, and long-term implications.

Today, as you can see at the table, we have two distinguished
former members of Congress who have played key roles in making
fiscal policy over the last two decades.

It is my first opportunity to welcome Citizen Gramm to the po-
dium; also, a former colleague of mine on the House Agriculture
Committee, Leon Panetta, all people who have distinguished them-
selves very well, speaking very forcefully on TV regularly about po-
sitions that they hold, and helping to educate our electorate. I
think you both do a very, very good job.

Both of these long-time public servants have moved on to the pri-
vate sector. Our former colleague, now Citizen Gramm, is vice
president of UBS Warburg. Leon, now co-director of the Panetta In-
stitute for Public Policy, is serving on many boards, including the
board of directors of the New York Stock Exchange.
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In addition, we have two distinguished veterans of economic pol-
icy on the next panel, Kevin Hassett and William Gale. So, I look
forward to their testimony.

It is my privilege to call upon my colleague, Senator Baucus.

OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA

Senator Baucus. Thank you very much, Mr. Chairman. I join
you in welcoming two good friends, and two very astute observers
of the national scene, particularly the economic scene, and I thank
you very, very much.

Senator Gramm, welcome back. We have engaged several times.
It is good to see you again. And Chairman Panetta, thank you so
much. Thank you for all the roles that you have performed over the
years.

Both of you very much believe in public service and have served
our country very, very well, both of you, and I thank you very, very
much. I know our American people do, too. Those that know you,
anyway, certainly do thank you.

Mr. Chairman, as you know, yesterday we focused on consump-
tion with respect to the President’s stimulus plan. Today, we are
looking at ways to increase investment. But I must begin by saying
I am, frankly, quite concerned. I am concerned about where our
country is headed.

Two years ago, we were squarely on a path of fiscal discipline.
In fact, we were, even then, if you will recall, worried about what
we were going to do after we paid off the national debt. It was in-
credible. That was the discussion. I wish we still had that worry,
but we do not. It is much different today. I need not give you the
figures, but it is almost dramatically the opposite compared to
what it was 2 years ago.

So why are we here today? We are here to talk about investment
because investment creates economic growth. I believe there are
two ways we should do this. First, incentives for investment in the
Tax Code, particularly for small business.

Small business is still the backbone of the American economy,
creates the most jobs. There is more innovation in small business.
The vast majority of new jobs, as I said, are created there.

In my State of Montana, small business comprises 98 percent of
all business. They employ 70 percent of Montana’s employees. So,
if we want to create new jobs through economic growth, we must
help, certainly, small business.

We can help them by increasing the amount small business can
expense immediately when they buy new equipment. This would
create strong incentive for business to purchase new equipment by
increasing the rate of return.

I believe we should also help small business provide health in-
surance for their employees. We do not know the solution for rising
health care costs in the long term. But in the short term, small
business owners have told me that health insurance premiums are
going through the roof.

Increases are hitting small businesses much harder because they
do not have the bargaining power that large companies have, and
these costs take money away from investing in new facilities.
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Right now, small businesses are forced to make choices they do
not want to make. Do they shift more of the cost of health insur-
ance to employees? Do they provide health insurance at all? If they
do, v‘;fill they be able to afford to make new investments in busi-
ness?

Our colleague, Senator Snowe, held a hearing last week on this
subject and the testimony was very troubling. Health insurance
premiums for companies with 10 or fewer employees grew by 16.5
percent in 2001. According to the SBA, high premiums are the rea-
son that only half as many small firms provide health insurance
coverage compared with large firms.

We need to help small business keep health insurance coverage,
at least during the next several years, pending a better solution to
the health care problems that we are facing generally in our coun-
try.

We should decrease the depreciation deduction for a year that a
business purchases new equipment. In 2001, we saw a sharp drop
in direct investment by business. In 2002, we changed the law to
give a larger first-year deduction.

The drop in direct investment leveled, and even increased slight-
ly. I believe we need to provide an increase in the bonus deprecia-
tion deduction for 2003 to encourage more direct investment.

The second way to encourage investment is by being fiscally dis-
ciplined with our Federal budget. That means we increase our Na-
tional savings, which is the sum of savings in the private sector
and savings by government, or we prevent our National savings
from decreasing.

One of the best ways to prevent reductions in national savings
is to avoid large, long-term budget deficits. But the budget recently
proposed by the President is in deficit each year, not only in deficit,
it is in deficit significantly, and does not yet include any fund for
war with Iraq. That is not included in the proposal.

If we go to war, how long will it be? A month? A year? What
about the costs after the war, the occupation costs? What about
other costs that will certainly rise on account of war?

We cannot ignore the possibility of war. It is looking more likely
it may occur, and we have to leave ourselves room in the budget
to cover these potential costs.

It is also critical that we extend the three key 60 points votes
of order which are set to expire in just a few months, on April 15.
Extension of these points of order ensures fiscal responsibility by
preventing enactment of legislation that would substantially in-
crease budget deficits in the near term and the longer term.

So we can encourage investment with tax cuts, especially tax
cuts for small business that take effect immediately. We can en-
courage investment by reducing deficits and being fiscally respon-
sible. I believe deficits do matter. I believe they do affect long-term,
and therefore even shorter term, interest rates.

As we all know, when interest rates go up, our economy is in
much more difficult straits. I am very heartened by Chairman
Greenspan’s testimony yesterday when he made it clear that, in his
judgment, deficits do matter.

He believes—and I do not want to put words in his mouth—that
it does not make sense to pass a tax cut now, he says. I think we
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should take those words to heart. After all, I do not know anybody
who is a better student of the American economy than Chairman
Greenspan, and I urge us, as we go forward, to pay close attention
to what he said.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator Baucus.

It is normally our procedure just for the two of us to make open-
ing comments. Senator Nickles asked for a point of personal privi-
lege. If there is no objection, I would like to ask him to speak, then
go to our panel. Mr. Panetta has to leave by 11:00, so we have to
move this first panel along very quickly.

OPENING STATEMENT OF HON. DON NICKLES, A U.S. SENATOR
FROM OKLAHOMA

Senator NICKLES. Mr. Chairman, thank you very much. I will not
be long. I just wanted to say welcome to our two friends and distin-
guished guests. Mr. Panetta was, when he was head of OMB, and
also his service in Congress, certainly a friend. We value his con-
tribution today, as well as our former friend—former colleague.
[Laughter.]

I had this vision. This is what I had to relate. Not only did Phil
sit adjacent to me in this committee, but I had this dream, I looked
on a big screen just recently and saw these big sideburns, and that
he was participating in a rebellion against our Nation, partici-
pating in a movie called “Gods and Generals,” and I did not know
which one he was. [Laughter.] But I enjoyed the movie and his par-
ticipation, and just wanted to say welcome to both of our friends
and colleagues.

The CHAIRMAN. Thank you.

I usually go left to right. So, Senator Phil Gramm, would you
start out, please? Then, Mr. Panetta.

STATEMENT OF HON. PHIL GRAMM, VICE CHAIRMAN AND
MANAGING DIRECTOR, UBS WARBURG, NEW YORK, NY

Mr. GRAMM. Well, Mr. Chairman, let me first thank you for hon-
oring me by letting me be here today. I am also especially proud
to be here with Leon Panetta. I served on the Budget Committee
in the House with Leon. While we have disagreed on many sub-
jects, we have never been disagreeable and I have never doubted
the sincerity of his opinion. I am honored to appear with him.

You have gathered today, it seems to me, to talk about some-
thing vitally important to the American people. That is, how do we
get the economy in high gear? How do we put our people back to
work? How do we revitalize the capital market which is a founda-
tion of our retirement programs and our financial security?

I think, looking at this problem, we need to begin to understand
that the current downturn we are in is very different than any-
thing we experienced in the 19th and 20th century. In the 20th
century, we basically had two kinds of downturns. In the latter
part of the century, we had a series of inventory cycles.

Basically what would happen, is signals would get crossed, there
would be over-production, you would have the build-up of inven-
tories, retailers would discover the inventory build-up, they would
cut back on their orders, there would be a retrenchment in the
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economy, people would be laid off, we would go into a recession.
The inventory overhang would, over time, be sold off, orders would
reignite, and the economy would recover.

In that environment, it was literally true, the bigger the boom,
the bigger the bust. The bigger the bust, the subsequent boom. In
that era, we talked about pump priming, basically to reignite con-
sumption.

In the early part of the 20th century and throughout the 19th
century, we had a series of financial panics. They basically were
triggered by a difficulty, in a short period of time, of converting de-
mand deposits into currency. They were exacerbated by the fact
that we had a great seasonal variation in the demand for money
because of an agricultural economy.

It is not an overstatement to say that, in all the 19th century
and the early part of the 20th century, we had financial crises that
were a byproduct of the agricultural era.

In the middle part of the 20th century and the late 20th century,
we had inventory cycles that were a byproduct of the industrial
era. I do not think it is being overly dramatic to say that the cur-
rent recession is the first post-industrial recession in American his-
tory.

Now, why is that important? I think it is important because our
current downturn is largely the result of a speculative bubble. It
is very different than the recessions of the 20th century, which we
could never predict but we knew an awful lot about.

And in a very real sense, we are in uncharted waters. We do not
know for sure that all the gas is out of the bubble. We do not know
what the recovery pattern for speculative bubbles is like.

So, I think that there is a great deal of uncertainty. I think that
should lead us to be cautious in terms of being proactive in trying
to buy an insurance policy in dealing with this recession.

Our current downturn is almost totally the product of a collapse
in investment, a dramatic turnaround in investment over the last
2 years. The interesting thing about our current recession, is con-
sumption has never declined. We have had a housing boom in the
middle of this recession.

Normally, declines in housing start up and housing is identified
with the beginning of recessions and with the recovery. Wages have
continued to rise. The total amount of wages paid in the economy
has continued to rise, even as unemployment has gone up.

In short, this is a very, very different recession. If we are going
to have an impact on it, in my opinion, since consumption has
never declined, since government in the last 18 months, in terms
of its spending, has been a stimulant through the level of spending
it has had, the area where we have a problem is investment.

If we want to affect the economy, if we want to stimulate the
economy and put people back to work, we have got to do it by af-
fecting investment.

The President has made two major proposals that, it seems to
me, will have an immediate, important, and positive impact on in-
vestment. The first, is the proposal that the President has made
dealing with the double taxation of dividends. There is a long list
of reasons why this is good policy, both in the short term and the
long term, but let me just touch on a couple.



49

First of all, eliminating the dual taxation of dividends will raise
the rate of return on investment and directly encourage invest-
ment. I am vice chairman of UBS Warburg. We employ more econo-
mists than any other investment bank in the world, do more re-
search than any other investment bank in the world.

Our economists believe that, by eliminating the dual taxation on
dividends, that we will produce a one-time up to 5 percent increase
in the valuation of American equity markets of about 5 percent.
Now, that does not sound like a lot of money, but that is $350 bil-
lion of equity value.

By eliminating the dual taxation on dividends, it will eliminate
the inefficiency of the capital market where, because of the Tax
Code, companies have an incentive to retain earnings and invest
them internally, even when the rate of return in the marketplace
is greater than the rate of return inside the company.

Companies are discouraged from paying dividends, but the pay-
ment of dividends, the exhibiting of cash flow, makes the books of
companies more transparent and gives investors greater informa-
tion.

The double taxation on dividends discourages American business
to incorporate even if, by incorporation, they would have greater
access to capital. It biases the development of companies in favor
of debt, which is deductible, instead of equity, which is double-
taxed.

So the elimination of the dual taxation on dividends is good long-
term economic growth policy. It will stimulate investment in the
short term, and it seems to me that it is very sound policy and it
should be undertaken.

Let me remind you that we are not talking about, in terms of the
overall budget of the government, a lot of money. If we simply took
the President’s stimulus package and put the money in airplanes
and went out and dropped it around the major cities of the country,
it is 2.4 percent of projected current services spending.

In terms of fiscal impact, it is very small and we might never no-
tice it if we simply dropped it out of airplanes. The only way stim-
ulus packages work is if you change incentives and get people who
have real money who are not putting it to work, to put it to work
by investing it. I think that is critically important.

If we were really talking about stimulating the economy by
spending money and we were not trying to change other people’s
behavior, we would be talking about packages that would be $500
billion, or a trillion dollars over the next 5 years.

So what we are counting on, is changing behavior. I think it is
very important to look at that. If you are not changing behavior,
you are not having much of a positive effect.

The second part of the President’s proposal that I think is criti-
cally important, and I hope will end up not being a partisan issue,
is the proposal to accelerate the tax cut that is going into effect
anyway in 2004 and 2006. Accelerating that tax cut does not
change the intermediate or the long-term revenue picture that the
Treasury faces.

The most important part of it, is the highest tax rate. Now, why
is it the most important? Because the highest tax rate is the tax
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rate for small business. The highest tax rate is the rate that propri-
etorships, partnerships, and subchapter S corporations pay.

As Senator Baucus has said, and as a press release by Chairman
Grassley and Senator Baucus back in August of last year said, 80
percent of the tax relief associated with the top bracket goes to
small business: proprietorships, partnerships, subchapter S cor-
porations.

Now, let me make it clear. We are not talking about giving peo-
ple relief. We are talking about providing incentives for investment,
and speeding up the reduction in that top rate will cut the effective
tax rate of every small business, every proprietorship, every part-
nership, every subchapter S corporation in America.

It seems to me, per dollar spent in terms of giving up revenue
in the short term, that is the most effective policy that can be fol-
lowed.

I think the policy of enhancing expensing is a good policy, but 1
would note this caution. Anything that is very short term is prob-
ably going to induce people to invest what they would have in-
vested anyway, only change the timing of it.

If you want to change behavior, you need to make permanent
changes. That is why I think accelerating the Tax Code, the tax re-
duction, and eliminating the dual taxation on dividends is a criti-
cally important policy.

I think the uncertainty that surrounds the current recovery and
the lack of predictability of its behavior strongly argues for the pas-
sage of a stimulus package, and the sooner the better. It will be
better if you make the whole thing retroactive to January 1.

If the recovery could be accelerated, net additional job creation
over the next 3 years in the range of maybe two million jobs, I
think, is achievable. Anything that helps to restore the $6.7 trillion
of equity values that have been lost in the last 3 years is going to
have a dramatic impact on the economy and on the Federal Treas-
ury. So, Mr. Chairman, I think this committee is in a position to
have a substantial effect.

I would like to conclude by making a little bit of a comment
about crowding out. Obviously, one of the things we have to be con-
cerned about is that our actions could crowd out private investment
by driving up interest rates.

In the short term, we are now looking at Federal debt of about
35 percent of gross domestic product, far below the 50 percent we
faced in 1993. So, in the short term, I do not think we face an im-
minent problem of crowding out.

But I would say, for people who are concerned about the cost of
the stimulus package, the President’s stimulus package costs $390
billion over 5 years. His budget, which is written for 5 years, which
is why, Senator Nickles, I used that number, increases spending by
$427 billion.

So I guess I have to pose the question, I do not understand being
concerned about the tax cut and its impact on the deficit at $390
billion over 5 years and thinking it should be cut, and then believ-
ing that spending, which is $427 billion new spending, should be
increased. I do not think you can have it both ways. I think that
that is something that ought to be looked at.
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Finally, I think there are two areas of spending that need to be
looked at. I think we need to look at defense spending. I think,
after the war with Iraq is over, that we have got to come to grips
with the fact that we have new and emerging needs in defense that
have got to be funded.

But old programs that were aimed at old needs that no longer
are imminent, I think they need to be reevaluated. I think the cur-
rent rate of growth in defense is largely unsustainable.

Finally, I think Medicare and Medicaid expenses are beginning
to grow. You are going to add a prescription drug benefit this year.
I would urge you to use co-payments to promote efficiency, and to
have a sliding scale on the deductibles so that higher-income people
have to have higher levels of costs to get into the system. I think
if you can do those two things, that it will be very important.

I think, if a bad job is done in adding prescription drugs when
medical costs are rising, the current rate of growth in defense and
the rate of growth in health care could produce a real crowding out
problem in 2006, 2008. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you.

[The prepared statement of Mr. Gramm appears in the appen-
dix.]

The CHAIRMAN. Mr. Panetta.

STATEMENT OF HON. LEON PANETTA, THE PANETTA INSTI-
TUTE, CALIFORNIA STATE UNIVERSITY, MONTEREY BY, SEA-
SIDE, CA

Mr. PANETTA. Thank you very much, Mr. Chairman, and distin-
guished members of the Finance Committee. It is an honor to be
able to come back to this committee and to share thoughts with all
of you. It is also an honor for me to appear with Senator Phil
Gramm.

We served together in the House, and when he was both in the
House and the Senate we spent a lot of time negotiating on budgets
and reconciliation, as well as the Gramm-Rudman-Hollings bill
that was implemented to try to deal with the deficit. So, I am hon-
ored to have this opportunity.

Let me submit my statement for the record, and I will summa-
rize it very briefly.

I think that there are two fundamental principles that have to
support whatever incentives for investment this committee and the
Congress decide upon. The principles are drawn, obviously, from
my experience as Chairman of the House Budget Committee, and
member of the House Budget Committee for almost 20 years, and
also as Director of the Office of Management and Budget.

I do not think it is any secret that I come to this table feeling
very strongly that it is important to maintain fiscal discipline on
both the spending side, as well as the revenue side.

If you take the attitude that somehow one can simply get a blank
check, and the other is the one you are going to control, you are
not going to get anywhere. Both have to be considered, both have
to be dealt with if you are serious about fiscal responsibility.

I also address these issues based on my experience now as a
member of the board of the New York Stock Exchange, and I serve
as a co-chair of the Corporate Accountability and Listing Standards
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Committee, which basically has had the responsibility of developing
new listing standards, based on the scandals that took place in the
corporate arena.

So, with that as a background, let me just indicate the two prin-
ciples that I think are important. I do not think there is a Federal
incentive for investment that can produce sustained economic
growth unless it is accompanied by strong fiscal discipline. The two
have to go hand in hand.

If you are going to put something into a budget resolution, if you
are going to put it into reconciliation, then at the very same time
that you decide whatever incentives you are going to provide in rec-
onciliation, you had better, in the budget resolution and reconcili-
ation, also provide for some kind of clear path that indicates we are
returning to fiscal discipline.

The second principles relates to a great deal of what Chairman
Greenspan mentioned yesterday, which is, everywhere I have
gone—and I think all of you are aware of the uncertainty that now
prevails—no matter what you do in terms of investment incentives,
if you do not deal with some of these great uncertainties that are
out there, people are still going to be hesitant to try to go out and
invest if they do not feel that some of these uncertainties have been
dealt with. And the uncertainties are both in the foreign and do-
mestic area.

So it seems to me a guideline ought to be that you do no harm
in terms of whatever you put in place, that you do not add even
greater uncertainty to what is already a nervous investment envi-
ronment.

So the danger, it seems to me, that you want to avoid is rushing
to judgment, to try to develop either a temporary or permanent so-
lution dealing with a weak economy, and then at the same time ex-
cuse exploding future deficits on the basis that somehow they are
either insignificant or they will take care of themselves.

The lesson of the last 25 years—and as I look at this panel, every
one of you have gone through those experiences in one way or an-
other—is that deficits do matter and that they can only be reduced,
they can only be dealt with, if there is unified action by the Presi-
dent and the Congress.

All of you know the history, but I think it is worth touching on
some of the more important lessons that we learned over these last
25 years. In the 1980’s, we knew that we were looking at what
David Stockman said were “deficits as far as the eye could see.”

We were looking at $200 billion by the end of the 1980’s. We
were looking at $300 billion by the early 1990’s. We were looking
at as much as $600 billion as we entered a new century.

The national debt quadrupled. The economy clearly wa being im-
pacted by long-term interest rates that were high, increased gov-
ernment borrowing, crowding out capital, and obviously significant
interest payments on the debt being handed on to our children.

In a word, I think the deficit was out of control. Both political
parties, to some extent, did not have the will or courage to directly
confront the problem. So, rather than making the tough decisions
that had to be made, Congress passed budgets based on a combina-
tion of smoke-and-mirrors accounting, rosy-scenario economic pro-
jections, funding shifts from one fiscal year to the other in order
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to hide spending, exaggerated savings from project reductions that
few believed would really be realized.

In the midst of that, Congress decided that there had to be a bet-
ter way to try to confront the deficits. Senator Gramm knows bet-
ter than anyone the effort that was made by he and Senators Rud-
man and Hollings to basically apply an across-the-board automatic
cut in order to meet deficit reduction targets.

Even with the exceptions that were built into Gramm-Rudman,
Congress kept changing the targets for fear of what an across-the-
board cut would do and the political ramifications of that.

So the bottom line was, none of the steps that were put in place
really worked, and all of the projections, particularly on the supply
side, that said that somehow all of this would take care of itself,
never happened and we had a continuing growth in deficits.

In the end, I think it was finally recognized that the key to re-
ducing the deficit was not gimmickry or artificial legislative or con-
stitutional mandates. No one could resolve budget priorities by put-
ting the whole process on automatic pilot.

Political leaders are elected to make hard choices, to set prior-
ities, and to discipline the budget. There just are no magic answers
out there. It takes tough, hard choices.

In 1990, former President George Bush did exactly that with the
1990 budget agreement. It established not only significant deficit
reduction, but it put caps on discretionary spending and it imple-
mented a pay-as-you-go discipline that required any new proposal
for tax cuts or for spending on the entitlement side to be fully paid
for.

I have to tell you, as Chairman of the Budget Committee, if it
were not for those tools, you would have never seen a balanced
budget. Those tools were absolutely essential to achieving a bal-
anced budget.

In 1993, President Clinton passed his economic plan, with $500
billion in deficit reduction. But, again, the most important part of
that was that the budget disciplines that were implemented in the
1990 agreement were also continued in that plan as well.

Then when Congress came together on a balanced budget agree-
ment in 1997, I think it could be said that former Presidents and
Congresses sent a very important signal to the financial markets
that Congress was serious about implementing fiscal discipline.

Those credible efforts, combined, obviously, with actions by the
Federal Reserve, combined by tough decisions by CEOs and those
in business who had to invest in new technologies, who had to basi-
cally lay off employees in order to tighten up their operations, all
of that helped produce what I think was the strongest economic
growth and job creation in the history of the country.

Now, those are the facts. Those are the lessons that hopefully are
not now going to be ignored. Many of you, as I said, played very
important roles in the tough decisions that had to be made, and I
commend you for that. There is not a member among you who, at
one time or another, has not criticized uncontrolled fiscal deficits,
and you were right to do so. Nothing has changed that reality.
Nothing.

Deficits do matter. Increased government borrowing provides a
drag on the economy by reducing national savings. If you try to
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provide incentives to increase savings on one hand, and then at the
same time increase deficits that basically drag down national sav-
ings, both are considered. It is not just private savings, this is pub-
lic savings.

So, it clearly is going to impact on national savings. It is going
to increase long-term interest rates ultimately. It is going to crowd
out capital spending. It is going to reduce investment in capital
stock to improve productivity. It is going to increase the debt that
we owe to foreign investors, because they are the ones that usually
are the ones that go out and buy our bonds and we borrow the
money from.

It jeopardizes the social safety net for retirees. It reduces future
income and living standards for American households. And, most
importantly, it does place a tax burden on our children. We have
a responsibility to future generations to make sure that any incen-
tive for investment is accompanied by strong fiscal discipline.

The second principle I want to mention is this “do no harm” prin-
ciple. Chairman Greenspan, again, pointed out the uncertainty that
obviously is out there in the investment community as it relates to
the war in Iraq, but there are other uncertainties as well.

Let me say that my experience in talking to corporate leaders is
that they are not pessimistic about the long-term future of this
country and its ability to confront these crises.

But what concerns them right now is the growing number of
problems that the country needs to deal with in order to provide
what Phil Gramm said, which is a stable environment for invest-
ment and growth. That is what you look for.

The list of challenges is long. It is not just the war in Iraq, it
is the turmoil in the Middle East, the impact on oil prices. You are
seeing what is happening with energy prices right now. It is the
growing conflict in North Korea. It is terrorism alerts that impact
on business and consumer fears.

The hospitality industry in my home town is down 25 percent,
and it continues to be down. It depends a great deal on people feel-
ing confident about being able to go out and enjoy themselves.

There is continuing concern over corporate scandals. There is a
confused enforcement and regulatory environment right now that
is affecting CEOs and boards of directors, even though we have
issued new listing standards.

Even though you passed Sarbanes-Oxley, there are a lot of ques-
tions about its implementation that have not been resolved, and
that is creating a lot of consternation among CEOs and boards of
directors.

The losses on retirement income, the escalating foreign trade def-
icit, and, of course, the budget crisis that is impacting on State gov-
ernments that looks like it is somewhere between $60 and $80 bil-
lion, collectively. All of this in a volatile market, unemployment
going up, costs of health care, obviously produces a very unpredict-
able world.

So the point is, this is not the time, in light of all of those uncer-
tainties, to add even greater uncertainties to that by adding to cu-
mulative deficits over these next 10 years. And $2.1 trillion is a lot
to add to the debt.
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The national debt is expected to exceed $10 trillion by the end
of this decade, $1.1 trillion in spending for interest on the debt, and
an unfunded liability for Social Security, Medicare, and other re-
tirement programs that OMB itself projects to be near $25 trillion.

All of that, plus the costs, obviously, of whatever is implemented
on a tax cut agenda, is creating even greater anxiety about our eco-
nomic future.

So, recognizing those principles, I would just advise you to take
into consideration these issues. Number one, do not dig the deficit
hole deeper. Any costs for an incentive package, very frankly, ought
to be paid for under the budget rules.

This idea that you are going to put in place pay-go, but somehow
exempt tax cuts, is wrong. If you are going to do pay-go, the funda-
mental purpose of pay-go was to make sure that, whether you did
tax cuts or whether you did spending on entitlements, you paid for
them in order to make sure that the deficit would not be harmed
for the future.

Second, and again I kind of share this concern about whether or
not you should advance a stimulus program right now to begin
with in the present uncertainties. But if you do, better that it be
temporary rather than permanent, only because, again, of the im-
pact it will have on the long-term budget situation.

Tax cuts should be targeted, I think, to be effective and fair.
Clearly, consumers in working families ought to be able to have a
piece of the action in order to invest, in order to spend, and busi-
nesses obviously have to have direct incentives.

I like the expensing idea. I like the idea on depreciation because
I think those kinds of things will drive businesses to invest soon
and try to hire new workers.

Last, I am going to say that you recognize the trouble States are
having right now. California has a $35 billion deficit, and other
States are facing serious deficits across the board.

Any Federal effort to promote growth in jobs could very well be
undermined by States who have to, as you know, get a balanced
budget. So, they are involved in cutting spending, raising taxes,
and laying off employees in order to balance their budgets.

It would seem to me that anything you do to try to provide an
incentive could backlash against you by what the States are cur-
rently doing. So, it does make sense to try to provide some assist-
ance to the States, certainly on homeland security and for other
programs, particularly for the needy, so that both State and Fed-
eral Governments are walking in the same direction.

The President said, and I agreed with him, we must not pass
along our problems to other Congresses, other Presidents, and
other generations. He was absolutely right.

But if you enact a permanent, new tax cut in the face of large
new spending pressures such as the prospect of war in Iraq, home-
land security needs, and a major prescription drug benefit, that is
hiving beyond our means and it is passing the IOUs on to our chil-

ren.

If incentives are to provided that support economic growth, then
hard choices have to be made to make sure you implement budget
discipline and restore a sense of confidence in the economic sta-
bility of this country.
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That will require both leadership and sacrifice, and you all know
it. This is the clear lesson of the past, and it is also the lesson of
the present, if we are going to secure a strong economy for the fu-
ture.

Thank you, Mr. Chairman.

4 [The prepared statement of Mr. Panetta appears in the appen-
ix.]

The CHAIRMAN. Thank you very much. Thanks to both of you.

I am going to start my questioning, and we will have five-minute
rounds. That applies to the Chairman as well.

I am going to challenge you, Mr. Panetta, on a couple of points
you made. That would not be arguing with you about hard choices
and the need for budget discipline, but whether or not those, in and
of themselves, were solely responsible for the surpluses of the
1990’s.

While there were some tough choices made in 1990 and 1993, I
believe that, following the enactments of the two budget agree-
ments, CBO and OMB both continued to forecast deficits as far as
the eye could see.

I am handing you out some charts. The dramatic shift from defi-
cits to surplus that occurred during the 1990’s, I believe, were pri-
marily due to two factors: an unexpected revenue windfall from in-
dividual income taxes, and the peace dividend resulting from the
end of the Cold War.

These two factors, along with the resulting interest savings, ac-
counted for almost 85 percent of improved budget outlook during
the period of 1990 to 2000.

These same two factors, obviously, are now working against us.
The most recent recession has caused decline in income tax rev-
enue. The war on terrorism, of course, has reversed the decline in
defense spending.

Given these figures, I hope you would agree that returning the
budget to surplus largely depends upon restoring economic growth
and winning the war on terrorism. That is my point, and that is
my question for comment.

Mr. PANETTA. I do not deny, obviously, the impact of the increase
in investment, the revenue windfall that came back to the Federal
Government, and obviously, the results of the peace dividend.

As Chairman of the Budget Committee, and also as OMB direc-
tor, one of the things that obviously helped in terms of reducing
spending was the fact that we had a peace dividend that resulted.

But I do not believe that we would have had a strong economic
growth period in this country if the Federal Government, and par-
ticularly Congress and the administration, did not send a strong
signal to the money markets that they were serious about control-
ling deficits.

If you combine the 1990 budget agreement, plus the 1993 eco-
nomic plan, plus the 1997 Balanced Budget Agreement, all three
of those made commitments that were implemented and that were
credible in terms of reducing the deficit.

I think, based on that, it created stability on the fiscal side.
When you combined that with stability that was obviously helped
by the Federal Reserve, by business people and CEOs, all of that
contributed to the success of that period.
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So, I guess what I am saying is, if you believe that that is the
case, then go back to those same elements go back to those same
principles, and put them in place because they worked.

Do not ignore the deficit side and think that you can suddenly
gamble on producing tremendous growth by adding huge amounts,
trillions of dollars, to future deficits. That is not going to work.

Mr. GRAMM. Mr. Chairman, could I respond to that?

The CHAIRMAN. Please respond.

Mr. GRaMM. Well, Mr. Chairman, I do not think there is any
doubt about the fact that, looking back now from about 1982 when
the Reagan tax cut took hold until 2000, it may not have been clear
then, but it is clear now, we were in a golden age. Prices are prob-
ably lower today, when you adjust for quality, than they were in
1982.

I think there is no doubt about the fact that the very strong eco-
nomic growth, more than everything else combined, produced a def-
icit. I think that we also did have some spending restraint, in part
because you had a Republican Congress. One of the things they
were willing to do, was to say no.

But I think economic growth is critical. I guess the thing that
tips the scales for me, in terms of these incentives for investment,
is that today we are losing five times as much in revenue from this
recession as we would lose on our average annual cost of the Presi-
dent’s economic stimulus package.

I think when Leon is talking about temporary things, speeding
the tax cut up is a temporary measure because it is going to hap-
pen. When 2004 comes, that second phase will kick in; when 2006
comes, the third phase will kick in.

If we do it now and do it retroactively and cut that small busi-
ness tax rate, we are going to have an impact on investment in pro-
prietorships, partnerships, and subchapter S corporations.

I do not think consumer spending is irrelevant, and it will be af-
fected by the rest of the Tax Code. But I would reiterate, in this
downturn, consumer spending has not been the problem.

It is not as if consumers have got all this purchasing power that
they are holding back. Investors have purchasing power that they
are holding back. If we can induce them to use it, we are going to
get a pretty substantial economic response.

The CHAIRMAN. Thank you.

Senator Baucus.

Senator BAucus. Thank you, Mr. Chairman.

I would like you both to address the pay-go points of order. You
made the point, Mr. Panetta, that the so-called pay-go rules should
apply both to tax cuts, as well as to spending increases. Could you
explain why you think that is important?

Mr. PANETTA. Yes. The obvious reason is that, if you are looking
are revenue loss that is going to add to the deficit, it happens two
ways. It happens through when you cut taxes and reduce revenues,
and it happens through spending, particularly on the entitlement
side, which is an area, when you build in a new entitlement pro-
gram, it is not just a 1-year cost, it is a cost that adds up in 5, and
10 years, and into the future.

When we sat down on the 1990 budget agreement, the sense was
we were going to take some tough steps on discretionary spending.



58

We were going to put caps on discretionary spending and we were
going to put them in place over 5 years.

But discretionary spending alone would not solve the problem.
You had to deal with entitlements and you had to deal with the
whole issue of, how do you protect against significant revenue loss
if you just implement broad tax cuts.

So, both had to be part of the pay-go discipline, and that basi-
cally said to members, if you have an idea for a brand-new scheme
on entitlement spending, then tell us how you are going to pay for
it. Where are you going to cut spending, where are you going to
raise taxes, to pay for it? The same thing was true with cutting
taxes.

If you are going to cut taxes, where are you going to cut spend-
ing, or where are you going to raise other revenues in order to en-
sure that it is deficit-neutral for the future? That was the whole
theory, and it worked.

Senator BAuUcCUS. Do you think we should have those same pay-
go rules, Senator?

Mr. GRAMM. Let me say, I think Leon and I were both out at An-
drews Air Force Base when we negotiated this, and the negotiation
came when they cut off the food and the water. [Laughter.]

I think pay-go restraint is important. I think, in some form, we
have to use it. But I would say this about it. Especially in a period
where we had a surplus, we waived it over, and over, and over
again on spending. I think it is very clear that pay-go restrictions
work much better in controlling tax cuts than they do spending in-
creases. I think that is something that we have got to be concerned
about.

Senator BAucus. Well, Senators can always, by 60 votes, waive.
My main question is, should the rules be there, that is, pay-go?

Mr. GRAMM. Well, I think in some form the rules should be there.
They are going to expire in April.

Senator BAUcUS. In April, I think.

Mr. GRaMM. I think they should be part of our new budget. I
think, under the current circumstances with uncertainty, that we
ought to do a stimulus package before then. I think we ought to
reinstitute those restrictions in the budget.

So, I am for pay-go. But I would say that it did bother me, espe-
cially in those 3 years where we had surpluses. As far as I am
aware, we have never waived pay-go on a tax cut, but we have
waived it over and over again on entitlement spending.

Senator BAucus. Let me ask this question. I know you antici-
pated this because it was in the news yesterday, as well as today.
But let me just read the lead on CNN “Money Line,” I guess. “Fed-
eral Reserve Chairman Alan Greenspan dealt a blow Tuesday to
President Bush’s hopes for massive tax cuts by stressing the need
for budget discipline and saying economic stimulus efforts should
be put on hold until uncertainties about Iraq dissipate.”

It sounds like a pretty reasonable statement to me. What do you
think, Mr. Panetta?

Mr. PANETTA. I think Chairman Greenspan has done a service to
the country by suggesting that because, very frankly, as I said, I
think right now, even if you passed a new investment bill tomor-
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row, I think people would still be very hesitant to do anything until
they know how the war is going to be resolved.

I think once the war is resolved, and obviously we are hopeful
that it is resolved in the right way, if that is the case, I think it
would provide this committee and the Congress the opportunity to
look at a broad scope of tax reform that needs to be considered. Not
just pieces of a stimulus, but broad tax reform.

On the dividend issue, very frankly, I think dividends ought to
be looked at. But they ought to be looked at as part of a reform
on the corporate side, looking at areas such as tax shelters, looking
at tax avoidance, looking at other pieces that need to be considered
as part of overall corporate tax reform. That is being responsible,
not just dealing with one piece and letting others be ignored.

Senator BAucus. You also said that the dividend proposal should
be paid for, either by cutting spending or by raising taxes.

Mr. PANETTA. Of course. With all due respect to Senator Gramm,
you cannot let the horse out of the barn and then shut the door.
If you are suddenly going to let a huge tax cut bill go out there
and be added to the deficit, then say, oh, in the future we will then
pay for it, you have missed the whole purpose of the pay-go dis-
cipline. It is supposed to apply to everything.

Senator BAucus. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator Baucus.

Our order would be: Senator Nickles. Senator Thomas is the next
Republican that was here, then Senator Rockefeller would be the
next Democrat. Then let us go from there.

Senator Thomas.

Senator THOMAS. Thank you both for being here. It is great infor-
mation. It is sort of interesting that people who are experts in eco-
nomics, there is no agreement among them. It is kind of confusing
that you hear two experts have approached the same problem and
have quite a different notion.

Senator Gramm, you have, I think, always indicated that the
government as relatively ineffectual in terms of the economy. It is
a private sector kind of a thing.

Does your position now change that?

Mr. GRAMM. Well, let me say this. I think that the economy over-
comes not only the disease, but the absurd prescription of the doc-
tor. I think the economy is going to recover. I think people who in-
vest in the long-term future of America are going to be successful
investors.

I think that, clearly, there are periods of time—and I personally
believe this is one of them because this recession is different than
what we have experienced.

If this were an inventory cycle, I could never have predicted
when it was going to happen, but I and other economists could tell
you a lot about how it was going to behave once it started.

The problem here, is there is some uncertainty. If we were talk-
ing about a great, big fiscal package, if we were talking about 10
percent of current services spending, or 20 percent, I would agree
with Leon and with Senator Baucus.

But we are talking about a very modest proposal. We are talking
about a long-term and a short-term policy on double taxation of
dividends, which should be done because it is good economic policy.



60

(Siilfr_lply moving the rates forward does not change the long-term
eficit.

It is exactly the kind of fiscal policy, it seems to me, that both
political parties should agree on. I hope, when people talk about
rich folks and poor folks, and all that business, that they will re-
member the figures that the Chairman and the Ranking Member
put out, that 80 percent of the tax relief in the highest bracket goes
to proprietorships, partnerships, subchapter S corporations, small
business. That is the effective business rate.

I would also say that the thing that concerns me about the deficit
talk, is that we have got so many people who are alarmed about
a stimulus package at $390 billion, and say it needs to be reduced,
but the increase in spending during the same period of $427 billion
that the President has proposed is deemed totally inadequate.

Now, I think you can use the deficit, but you cannot have it both
ways. You have got to either be pure on it, or you have got to leave
it alone. I think that is the problem with a lot of these proposals
that say, for God’s sake, do not provide incentive for investment,
but, oh, by the way, let us spend more money.

Senator THOMAS. That is certainly right. In our supplemental, I
think there were amendments for $500 billion additional spending
in the course of that.

Leon, you talk about fiscal discipline, and all of us agree with
that, I think, and do no harm. Do you think there is a need for
some kind of a short-term impact to kick the economy some? If so,
what do you suggest?

Mr. PANETTA. I have always been hesitant to say that you can
develop a quick-fix stimulus to the economy in the Congress. I felt
that way in the past, and I feel that way in the present in the
sense that, by the time you pass these bills out and by the time
they take effect, I think the reality is that the economy is starting
to move in the right direction to begin with. So, you have to be a
little bit careful.

Now, that is not to say that you ought not to consider whether
or not you ought to take steps to do that. But if you do, it seems
to me that, again, I would be very concerned that the size of that
package is such that it does not contribute to these huge out-year
deficits, that then would work against, it seems to me, any stim-
ulus that you might provide in the short term.

Senator THOMAS. It seems that you are suggesting, and I under-
stand what you are saying, that for the Feds to have to supplement
the State budgets, now, could be a big contributor to that deficit.
Are they not in charge of their own activities, and their own taxes,
and their own spending?

Mr. PANETTA. Well, let me say what I think is the problem now.
Senator Gramm says that on the one side there is concern about
not spending enough, on the other side there is concern about the
deficit. That works both ways.

You cannot increase and provide significant amounts for defense
and for homeland security and then provide a huge tax cut in addi-
tion to all of that, and then say we are going to shut down every-
thing else government does in order to pay for it.

The reality is, if you are going to approach these issues, you have
got to approach them with some degree of fairness and balance in
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which you have got to look at everything on the table if you are
really serious about fiscal discipline.

In the 1980’s, as you will recall, Republicans basically said we
ought not to, obviously, raise taxes, we ought not to cut defense.
Democrats basically said we ought not to cut entitlement programs
and we ought not to cut discretionary spending. Well, if you do not
deal with any of that you are not going to reduce the deficit.

The only way we got it, is when we put Democrats and Repub-
licans in the same room and everybody gave a little bit in order to
achieve deficit reduction. That is the only way you are going to do
it.

Senator THOMAS. Thank you.

The CHAIRMAN. Senator Rockefeller.

Senator ROCKEFELLER. Good morning. Welcome back, Senator
Gramm.

It occurs to me that one of the things that is beginning, as we
are talking, now they have stopped a bus on the Whitestone Bridge
in New York, or a truck that looks suspicious, maybe that is some-
thing, maybe that is not, but I think that we are not just talking
about fairness here, we are talking about common sense, looking at
the next 5, 10, 15, 20 years.

My own view is that the level of poverty in this world, and the
hopelessness that accompanies that, the desperation, and the ex-
amples now that have been provided by those who are groups that
carry out acts of terrorism, which to people who have nothing else
in life to look forward to, at least they become something, that
there is going to be an enormous increase. It is going to be part
of our way of life for years to come.

People got all excited about the Osama bin Laden tape. But I
also noticed that the threat alert that we increased the standing
of really had nothing to do with Iraq, which is what everybody is
talking about, in my judgment, at least.

It had much more to do with the nature of Al-Quaeda, which has
its own timetable regardless of anything else. They plan, they de-
cide when they are going to do something, and they do it soft, they
do it hard, whatever. But they do it on their terms.

They are on six of the seven continents in the world. They are
throughout America. Their only business is that of hurting, de-
stroying, killing Americans or American infrastructure.

Now, why do I say that? I say that in terms of budget con-
sequence. In the stimulus package, there is nothing for homeland
security. The wildest worry that some of us have, is that we are
mouthing the words of concern about our future and damage to in-
frastructure in our country, and yet we are not either psycho-
logically prepared, or in reality or in terms of policy, prepared to
face up to the consequences of that.

So my question to both of you is, just taking that factor alone,
the probability, at least in my judgment, of the next 20 or 30 years
of dealing with Al Queda. Now Hamass has changed from basically
going after Israelis to coming after us, too. That list is going to con-
tinue to grow.

I remember, the Wall Street Journal three or four weeks ago,
had a chart above the fold in the front page which showed, I think,
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a less than 1 percent effect of the stimulus package, substantially
less than 1 percent.

How can we afford to let these other things go by the wayside?
On the one hand, you are talking about how much money people
have in their pockets. On the other hand, you are talking about
whether people have any pockets to have money in. Are they alive,
et cetera? I do not mean to put it that grimly, but it is very much
on my mind and I would appreciate your comments.

Mr. GRAMM. Well, let me first say that I think everybody is con-
cerned about terrorism. My own view is, between the funding that
we have provided in the last two years for our terrorist effort, the
establishing of a new Department of Homeland Security, and the
diversion of defense spending to the terrorist activity, at least right
now, we probably have put as many resources into it as we can ef-
fectively absorb and use today. Now, that is not true for the future.

I would also have to say that I am deeply concerned about our
ability to protect ourselves, given the openness of our society in
something that we do not want to change. Over the long term, I
think, obviously, we are going to have to find ways to do it better.

In terms of what drives people to be terrorists, I think basically
it is people that do not find any meaning in their lives, so they are
trying to find meaning in some cause.

It is like this book by Eric Hoffer in the 1950’s that concluded
that the extremists to the right and the extremists to the left are
the same guy who just happened to stumble into a different meet-
ing. And I believe that. But, in any case, I think a strong American
economy, open trade, the development of prosperity worldwide, is,
I think, a good return to that. Let me stop. If you could give Leon
a little time, I would appreciate it.

Mr. PANETTA. Senator, I have always believed deeply that budg-
ets are not about numbers, budgets are about priorities in this
country. I have always had a great deal of confidence in the ability
of both Republicans and Democrats to try to work together to try
to determine what the priorities of this country ought to be.

So, as to homeland security, or our present defense situation, or
whether we should put more in smallpox vaccinations, or whether
we should put more into trying to deal with a weak economy, those
are priorities that all of you are going to have to work through.

The most important thing that I would say to you, is as you de-
velop those priorities, for goodness sakes, also take the time to
think about the future and the burden that we are going to put on
future generations by what you do today.

Just keep that in mind so that, whatever steps you take, they are
at least part and parcel of a plan to try to discipline the budget
for the future. You are going to have to spend up front. I know
that. Everyone understands that.

But for goodness sakes, at least do it in the context of a 5-year
plan, or a 6-year plan that gets you back to some kind of reason-
able balance. If you do not, those problems in the future are basi-
cally going to destroy whatever good you do in the present.

The CHAIRMAN. Senator Santorum.

Senator SANTORUM. I am going to yield my few minutes for Sen-
ator Kyl, then go after him, if that is all right.

The CHAIRMAN. As long as no Democrat comes in.
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Senator SANTORUM. So let us just pray for that. [Laughter.]

Senator KYL. Thank you. Mr. Chairman, I have an appointment
at 11:00 that I have to be on time for, so I very much appreciate
Senator Santorum yielding time.

Let me just say, first, that I very much appreciate both of you
being here. It is a real treat. It is always a treat to hear our col-
league Senator Gramm. And Representative Panetta, we have not
heard you for a while, so welcome back.

Now, you have got a lot of credibility, I must say, even on this
side of the aisle, because you have always been consistent. Not all
politicians are always consistent. You have always urged fiscal re-
straint. So, I am going to ask you to be consistent for a minute.
You have called for leadership, sacrifice. You have urged us not to
dig the deficit hole any deeper.

We have got some hard decisions to make this coming year for
fiscal 2004, between the tax relief that has been proposed and the
budget that we are going to have to set. So, we have both spending
and tax decisions to weigh there.

But regarding the fiscal 2003 budget and appropriations, which
we are hopefully about to vote on now, leftover business from last
year, we did not have any tax cuts in 2003. There was an agreed
upon appropriations number of $751 billion in discretionary spend-
ing, roughly, and that was an increase, obviously, from the year be-
fore.

Would you agree that it was not responsible to attempt to add
over $500 billion in additional spending above that $751 billion
level?

Mr. PANETTA. I think it relates to the failure, very frankly, not
to establish caps on discretionary spending that were enforceable.
If you do not put caps on discretionary spending that are supported
by a majority vote on both the House and Senate side, then you
are going to have those kinds of increases take place.

So I guess I would take you back. The problem you had, I do not
think you passed a budget last year.

Senator KYL. No, we did not. You are right, that is part of the
problem.

Mr. PANETTA. I think that is part of the problem.

Senator KYL. Sure. But my question is not what it goes back to,
but whether you would agree that, even increasing the discre-
tionary spending to $751 billion, that it was an act of irrespon-
sibility to vote for an additional $500 billion in spending above
that.

Mr. PANETTA. Well, I can identify a lot of elements of irrespon-
sibility on both sides of the aisle.

Senator KYL. Your credibility is based on your consistency, and
I am trying to help you be consistent. I would really like to have
you answer that. I mean, that was irresponsible, was it not?

Mr. PANETTA. Look, at a time when everyone is trying to operate
as if there is a surplus, and therefore spend that surplus, the re-
ality is, both sides went after that surplus and, instead of having
one, it is gone now.

Senator KyL. All right. I understand. You are not going to an-
swer that political question.
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Let me ask Senator Gramm this. It seems to me that there is an
error in thinking here, and Leon sort of got to this just now, that
we have got to equate spending and tax cuts.

There i1s sort of an equation there that Democrats need to get
their spending, Republicans need to get their tax cuts, they have
to be equal if we are talking about the impact on the deficit. I want
to go right to the core of that.

If, in the hierarchy of values, the highest value is economic
growth, for all of the things that it brings to American families, to
people, to the health of our economy, to the revenues of the Treas-
ury and its impact on the deficit, incidentally, if that is our highest
value, then should we not evaluate the effect of spending and tax
relief on economic growth?

Is it not your message that you can impact economic growth posi-
tively with thoughtful tax policy which stimulates investment?
Therefore, would you not agree that equating spending in an
amount, and tax relief in an amount, is the wrong policy?

You ought to see which one works the best to promote economic
growth, which not only therefore helps you reduce the deficit, but
stimulate the economy for all the reasons that we have talked
about.

Mr. GRAMM. Well, let me answer a couple of things. First of all,
spending has been out of control in this Congress for the last 3
years and it is still out of control. The point I was trying to draw
gai"_lier, is that I understand consistency and I understand focus on

eficit.

What I do not understand, is people who jump up and scream
and holler and say that the stimulus package, which in static rev-
enue terms costs $390 billion, is too much, and then in the same
breath they jump up and scream and holler and say, by the way,
the increase in spending the President has proposed during the
same period of $427 billion is too little. You cannot have it both
ways.

Second, when we are talking about something like dual taxation
on dividends, it is so corrosive to economic growth, it is so ineffi-
cient, it is so unfair to use a term that is often used to tax the
same income twice, that this is a policy that ought to be fixed.

Third, when we have got economic uncertainty—and I am afraid
that our terrorist problems only exacerbate that. I agree with Leon,
the sooner this war is over the better, economically, in clearing the
air as to where we are. But I think, when we have got this kind
of uncertainty, that the kind of targeted, modest measures that the
President is talking about, especially the dual taxation on divi-
dends and accelerating rate cuts that are going to occur anyway,
thzllt that is something we ought to do. I think it represents a good
policy.

I also think the idea of saying that $500 billion of spending, as
compared to lowering tax rates on small business and eliminating
a massive inefficiency and unfairness in the Tax Code are equal,
especially when you look at the growth of spending over the last
3 years, I think it just makes no sense at all.

Senator KYL. Thank you very much.

Thank you, Mr. Chairman.

The CHAIRMAN. Senator Santorum.
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Are you going to be able to stay for maybe 10 minutes, Mr. Pa-
netta, while the other two people ask questions?

Mr. PANETTA. I can stay for just about 10, but I have got to make
an appointment.

The CHAIRMAN. All right.

Senator Santorum.

Senator SANTORUM. Thank you, Mr. Chairman.

I have had the honor of serving with both of these gentlemen
with them being my chairman. I was a new member of the House
when Chairman Panetta was the Chairman of the Budget Com-
mittee, and I served with Chairman Gramm as the head of the
Banking Committee. So, it is great to be with both of you again.

I just want to follow up. One thing has not been talked about,
and I just want to make sure that this fits in to Leon’s box of defi-
cits, and that is prescription drugs and adding to Medicare.

You mentioned entitlements. Senator Gramm has mentioned
$400 billion in new spending on discretionary programs, talked
about $400 billion in tax relief. There is another $400 billion loom-
ing out there on the issue of Medicare, and I do not hear anyone
talking about paying for that.

What is your feeling on that?

Mr. PANETTA. If you are going to reinstate pay-go, then that
ought to be covered by pay-go as well.

Senator SANTORUM. Any suggestions on how that might be done?
I ;nean, that is a pretty big nut to add to Medicare. How do we do
it?

Mr. PANETTA. It is. But I recall something that I think was a dis-
aster in the Congress when we adopted, during the Reagan years,
something called catastrophic health care. Catastrophic health care
was paid for. It was paid for by premium increases, by ensuring
that people at the upper income level would contribute to it.

Then, because of the outrage that suddenly flew back to the Con-
gress, we eliminated catastrophic health care. If we had kept cata-
stﬁophic health care in place, we would have prescription drugs
today.

Mr. GRAMM. Let me respond to that by saying, I am proud to say
I voted against catastrophic health care.

Senator SANTORUM. So did I.

Mr. GRAMM. But Leon is absolutely right. What the catastrophic
health care proved, is that people love entitlements when they
think somebody else is paying for them and they hate them when
they have to pay for them.

What can we do about Medicare? I think there are some things
we can do. I think if we are going to add a prescription drug, we
need to reform the Medicare program itself. We need to bring effi-
ciency and competition in to Medicare to help hold down costs.

You are more familiar than almost any member of the Senate
about how inefficient the current system is, about how we pay non-
market prices because of the structure of Medicare. I think if we
are going to add a prescription drug benefit, we need to reform the
whole system as part of it. I think, in adding that benefit, that we
need to focus it on people that are the most needy.

I am worried that it is going to be added in such a way that we
are going to crowd out private health insurance that our better-off
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retirees already have, and we are going to be substituting tax dol-
lars for benefits they have already earned and their company has
already paid for.

So I think it is a very, very real concern. But, again, it is almost
as if, when we talk about these kind of programs, that it is two
completely different worlds. There is an thought process and a sys-
tem that should be in place when it is that we trying to make the
economy work stronger and eliminate inefficiencies to the Tax
Codle. But, when it comes to spending, none of these restraints
apply.

I think you are going to see a demand that we keep Medicare ex-
actly as it is, that we provide prescription drugs directly through
the government. I can assure you, if we do that, that by 2006 we
will be rationing health care in America and we will be cutting
other parts of the system to pay for these pharmaceuticals.

If we just simply add that benefit and we do not reform the sys-
tem, we will not be able to pay it. No country in the world provides
pharmaceuticals that way and does not ration health care. We will
end up doing it, too.

Senator SANTORUM. Leon, do you agree that we need to do some
reform of Medicare, or find some savings? How else would you sug-
gest that we offset the cost of providing this new benefit? I think
everybody agrees we need to do this. So the question is, how do we
do it in a responsible way?

Mr. PANETTA. Well, Senator, you have provided some leadership
on this. I think you know that this baby boom thing is just a huge
disaster out there in terms of unfunded liabilities.

It really does mean that you have got to reform Social Security
and you have got to reform Medicare, and you have got to deal
with both. The longer you delay on both of those, the more trouble
you are going to run into in terms of this exploding liability that
is out there.

So, yes, you have got to deal with both of them. I do not have
any magic answers, but I think, clearly, the Congress has a respon-
sibility to deal with those.

Senator SANTORUM. Well, I appreciate your answers. I think, just
as a new member of this committee, I want to say that I think both
of them have added insight. I am hopeful that we just do not follow
the sheep on this one and just say, well, we have got $400 billion
in the budget and we are going to spend it all, and maybe we will
spend even more than that, and we will push to spend even more
than that.

When you look at the long-term problem of Medicare and the li-
abilities that are out there, and the baby boom generation, the
complexity of that, and Social Security on top of that, and the prob-
lems, the idea that we are just going to go willy-nilly and throw
another benefit onto Medicare and not really care about the finan-
cial impact long term—and I have got the second-oldest State per
capita in the country in Pennsylvania, only Florida is older than
my State, so I know the importance of this issue.

But I also know the importance of having this benefit there for
the long term. If we continue down this path—I think the two gen-
tlemen here have laid it out very clearly—we are not doing a serv-
ice to this country.
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The CHAIRMAN. Senator Bunning.

Senator BUNNING. Thank you, Mr. Chairman.

Just to refresh the committee’s memory a little bit, it seems to
me that every time we went to war, or were at war, that we had
deficit spending. It was just a matter of how much.

So if we are at war with terrorists and we are possibly going to
war with Iraq, we will face larger deficits because of our spending
on defense, because of our homeland security, and things like that.
So, I just wanted to put that in the thought process.

I would like to talk about something that Senator Baucus talked
about. I was at the Banking Committee hearing yesterday where
Chairman Greenspan spoke. The quotes that you have read, he
may have said them to someone else and I may have missed them,
but whoever was the questioner, he said exactly what they wanted
to hear as an answer.

Even my good friend, Phil Gramm, would have disagreed heartily
yesterday with Alan Greenspan and his assessment of the tax stim-
ulus package, and whether it was stimulus or whether it wasn’t.

To me, he said it was stimulus. As soon as Senator Bayh or
someone else asked the question he said, well, it could be, but long
term, and he went on as only Alan Greenspan can do.

My question to you is, if we are going to have a country in 2010
or 2020 and we are weighing the differences about spending now
or defending our Nation, I think it is worth going into deficit to do
that.

I would like your opinion.

Mr. GRaMM. If T could respond, Senator Bunning. I have always
believed in a strong defense. I am proud that I served on the
Armed Services Committee. I have always felt, even in a world
where the lion and the lamb were about to lie down together, that
we need to be the lion.

But I would say this, that I do believe that we have not done a
good enough job in going back and looking at expenditures that
carried over from the Cold War and that are there because they
have always been there, and the military has defended its own turf
and prerogative.

I think, when this war is over in Iraq, as we build our long-term
structure because a war with terrorism—I hope I am wrong, but
I am afraid—will be a long-term struggle.

As we look at the new and emerging needs, we have got to force
ourselves to go back and look at these old programs that made
sense in the Cold War, but that do not make sense now. I think
that kind of setting priorities is very hard to do. It is hard to do
in health care, it is hard to do in defense.

But I think the kind of growth we have got in defense today is
unsustainable. When people talk about crowding out—look, I take
a back seat to nobody in concern about the deficit—there are two
areas where crowding out is going to ultimately hurt us and it is
going to happen sooner than 2010. One, is defense, if we do not
start reordering priorities.

The other is Medicare and Medicaid, as prescription drug benefit
is low-balled in terms of costs, as we get into competitive bidding
about who is willing to give the most, and then, as we get into
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higher utilization, as people do that as part of buying pharma-
ceuticals.

So, yes, we need to defend the countries, and deficits if we need
it to do it. But we have got to start looking back at defense spend-
ing that no longer meets an imminent threat.

Senator BUNNING. I agree with you. I think that the Secretary
of Defense agrees with you 100 percent.

Mr. PANETTA. I would reaffirm what Senator Gramm said, and
I commend him for saying it. It is not easy to do. But any time you
blank-check any area of the budget, there are real dangers associ-
ated with that.

People kind of take for granted that they can basically spend it
on whatever they want, and it does demand that you have to look
carefully at how defense monies are being spent and how they are
targeted for the future.

But to go back to the basic point, yes, clearly, you run deficits
when you have wars. That has been the history in the past. But
what is not history of the past, is the fact that at the same time
that you have war and deficits, you provide a huge tax cut.

That is a concern, because then you are not only having a deficit
based on the security needs of the country, but you are adding a
huge tax cut which is going to create that much more of a deficit
in terms of the future. That is what I am asking you be careful of.

Senator BUNNING. I understand that. But there are some of us
who feel that if we do not do something, the economy will sputter
and stop. Then we will not be able to produce the goods and serv-
ices that are necessary to defend this country. We will be more in
debt than we are. That is something I am very concerned about.

Thank you, Mr. Chairman.

The CHAIRMAN. Thanks to each of our panelists for your kind co-
operation in being with us and giving us very important informa-
tion.

Senator BAUCUS. And I want to second that. Both of you, very
much, thank you for taking the time. We appreciate it very much.

The CHAIRMAN. Thank you.

Now, would Dr. Gale and Dr. Hassett come to the table, please?
I have already introduced Dr. Hassett and Dr. Gale, so we will
start with Dr. Hassett, then go to Dr. Gale.

STATEMENT OF KEVIN A. HASSETT, RESIDENT SCHOLAR,
AMERICAN ENTERPRISE INSTITUTE, WASHINGTON, DC

Dr. HASSETT. Thank you very much, Mr. Chairman. I would like
to thank you, Mr. Chairman and Mr. Baucus, for inviting me here
today. I feel a little bit like the warm-up band that has to play
after the Beatles, coming after such distinguished panelists.

My remarks will be brief. I have given you my written testimony,
and will attempt to summarize it in a quick fashion so that we can
move on to questions.

I, Mr. Chairman, am an economist at the American Enterprise
Institute. I have spent most of my career studying the effects of
taxation on investment. I have written a book with that title.

Prior to being at the American Enterprise Institute, I was the
person in charge of forecasting investment for the Federal Reserve
Green Book Forecast for a number of years.
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I focused my remarks, as you know, on the impact of the Presi-
dent’s proposal and alternatives on investment, and I have tried to
pulc‘)c1 all of the pluses and minuses that I could think of out on the
table.

I would have to say, as a person who has been studying this for
many years, that I find the President’s dividend tax proposal to be
one of the best proposals of any form in tax policy that I have ever
seen. I think that the double taxation of dividends has a significant
negative effect. My testimony outlines those.

Very briefly, when you double tax dividends, first of all, as Mr.
Gramm mentioned, you make it harder for firms to raise money
and invest in new projects, raising the costs of buying new ma-
chines and decreasing capital formation and job creation, and so
on.
These effects are quite large. By my estimation—I have got this
in my testimony—Chairman Hubbard’s estimate that the Presi-
dent’s plan would reduce the cost of capital for firms by 4 to 7 per-
cent is probably conservative. It could be as much as 10 percent
quite easily, which means that the current system really does harm
investment, and that is not good.

The second, is that by having a double tax on dividends and hav-
ing interest deductible at the same time, we have got a very strong
incentive in our Tax Code for firms to be more leveraged. Mr.
Gramm alluded to this as well.

But I think it is important to note, first of all, that the statistical
relationship between taxes and debt equity ratios is very solid.
There is a very large literature that now shows decisively that
debt/equity ratios increased because of this weird feature of our
Tax Code. We also have a very large literature that shows us that,
when debt/equity ratios are higher, that bankruptcies are higher.
When firms go bankrupt, people lose their jobs, and so on.

So by having this uneven playing field between equity and debt
finance, what we are basically doing is subsidizing American firms
to become riskier and to subsidize an increased bankruptcy rate,
basically, subsidizing increased job loss.

The next thing that the double tax on dividends does, is it en-
courages firms not to pay dividends, of course, because whenever
you tax something a lot, then people try to do something to avoid
the tax.

This is another area where there is strong evidence that the Tax
Code has an effect on behavior. Because the tax on dividends is so
high and firms retain earnings, it adds a big problem to financial
markets, which is that, instead of mailing checks to shareholders,
which is an endeavor that makes the cash flows of firms pretty
easy to verify, firms are piling cash up inside the firm because they
are trying to not pay too much tax, and therefore we have to really
monitor them carefully and trust that management always has
shareholders’ interests as heart.

I do not think that it is even debatable that this very strong,
large distortion in the Tax Code contributed significantly to the
type of accounting crisis and loss of faith in markets that we saw
in recent years.

In order to get a feel for how strong this effect is, just look at
the relative performance of firms that pay dividends compared to
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firms that did not. Firms that paid dividends, especially healthy
dividends, did not decline in price nearly as much as everybody
else.

So, because of these theoretical effects, Mr. Chairman, that dou-
ble tax on dividends makes investment go down, makes debt/equity
ratios go up, and increases what economists call agency problems,
then it is not really subject to significant debate that the double
tax on dividends is bad.

I would note that, while philosopher Bentham said that appeal
to authority is the lowest form of argument, that Mr. Greenspan,
yesterday, even said that he supports a repeal of the double divi-
dend before he qualified it with the other things that we were talk-
ing about.

Indeed, just about every country, every trading partner that we
have, has a significant integration of the Code that is analogous to
what the President is proposing.

Indeed, if you look at the international data, Mr. Chairman, you
would be startled to find that the United States has the second-
highest composite tax on dividends amongst our trading partners.

Our tax on dividends is higher than everybody, except for Japan.
Needless to say, we do not want to try to repeat the Japanese expe-
rience. The difference in tax rates is significant.

In order to provide an after-tax return to a U.S. shareholder that
is the same as that provided by, say, a Norwegian firm, then a U.S.
firm has to be twice as profitable.

Now, that is the kind of uphill battle that our Tax Code is cre-
ating for our firms that I think is not advisable. I think we need
to catch up with the rest of the world that has already recognized
what Chairman Greenspan acknowledged yesterday, that double
taxing dividends is silly.

I would encourage you, Chairman Grassley, to support strongly
the President’s proposal. Thank you.

The CHAIRMAN. Thank you, Dr. Hassett.

[The prepared statement of Dr. Hassett appears in the appendix.]

The CHAIRMAN. Now, Dr. Gale.

STATEMENT OF WILLIAM G. GALE, DEPUTY DIRECTOR AND
SENIOR FELLOW, THE BROOKINGS INSTITUTION, WASH-
INGTON, DC

Dr. GALE. Thank you, Mr. Chairman and Mr. Bunning, for invit-
ing me to testify. It is an honor to appear before this committee.
I will make five broad points in my testimony.

The first, is that in considering policies to spur the economy, it
is important to distinguish the short term and the long term. In
the short term, the problem we have right now is that capacity uti-
lization is low. That is, businesses have a lot of equipment, struc-
tures, and other capital that they are not using.

The way to get them to use it, is to boost aggregate demand to
encourage them to use and produce their existing capacity.

It is hard to see why any business would build more capacity
when they are already not using a substantial amount of the stuff
that they actually have.

In the long term, economic growth depends on the extent to
which productive capacity, broadly defined to include physical cap-
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ital, human capital, economic institutions, et cetera, expands. The
best way to do that in the long term is to raise national saving on
a permanent and sustained basis.

The second point has to do with the effect of tax cuts on economic
growth. Tax cuts have two effects and they tend to work in opposite
directions. One effect is the one we always hear about, which is
that they encourage incentives to work, save, invest, take risks, et
cetera. The other, is that they reduce the government revenues,
and as a result they increase the budget deficit.

The issue with the budget deficit is not so much its effect on in-
terest rates, although we can have a discussion about that if you
want. The issue with budget deficits is that it reduces national sav-
ing.

Permanent budget deficits eat into the amount of capital avail-
able for investment, they reduce national saving, and therefore
they reduce the future national income of American households.
Just like if a household saves less it has less income in the future,
if a country saves less it has less income in coming years.

The third point has to do with the 2001 tax cut. The tax cut was
poorly designed to increase economic growth. According to esti-
mates from the Treasury Department, 64 percent of income tax-
payers will get no cut in marginal tax rates from the 2001 Act.

That is because of the 15 percent bracket and because of the
AMT. But that means they get no marginal incentive to increase
their work, their labor supply, their risk-taking, et cetera.

At the same time, the tax cut and the debt service will reduce
revenues by $1.7 trillion. The estimates of how deficits affect inter-
est rates that were published in this week’s economic report of the
President, if you use those estimates, it shows that the 2001 tax
cuts will raise the cost of capital for small business investors.

That is because the tax rate reductions are not very big, even rel-
ative to the very modest interest rate increases that the ERP esti-
mates would occur.

A variety of other researchers have basically found that the posi-
tive effect of the 2001 tax cut on labor supply, saving, investment,
et cetera is either completely offset, or more than offset in the long
run by the reduced budget surplus, which reduces national saving
and reduces future national income.

So of the studies that are out there typically show that the 2001
tax cut is a wash in the long run at best, or that it reduces eco-
nomic growth in the long term because of the budget deficit effect.

Now, even if it is a wash, that does not mean that it is neutral,
because, remember, it has created $1.7 trillion more of debt that
we pass along to the next generation. So being a wash is not good
enough because of this added debt burden.

Because the 2001 tax cut is so poorly designed to stimulate eco-
nomic growth, accelerating the cut is a bad idea, and making it
permanent is a bad idea.

My fourth point has to do with the President’s dividend capital
gains tax proposal. Let me say at the outset that I think almost
all economists agree that integrating the corporate and personal
taxes would be a good idea.



72

There are questions about how you design that proposal, and the
administration’s proposal is both complicated and does not resolve
corporate sheltering issues.

But there are also questions about the fact that you could inte-
grate the tax system without providing a big tax cut for high-in-
come taxpayers. In fact, the plan designed by Glen Hubbard at
Treasury in 1992 did that.

I am not advocating that particular plan, I am trying to separate
the notion that we should integrate the taxes, which most econo-
mists, including myself, favor, from the notion that we should have
a big, regressive tax cut.

You can separate those two notions. What the administration has
done, is try to talk the tax reform language at the same time that
it pushes through a regressive tax cut. That is what people object
to.

The last point has to do with small businesses. The acceleration
of the tax cut may well reduce investment by small businesses, be-
cause a small business that invests now would be able to take de-
preciation deductions at a higher rate than it would if the tax cut
were accelerated. That would increase the cost of capital for the in-
vestment.

Also, the dividend proposal will shift funds to the corporate sec-
tor and away from the unincorporated sector, and that will also im-
pose a negative impact on the unincorporated sector, and even S
corporations and the like.

So, in closing, I think there are a lot of key issues here regarding
tax cuts and economic growth. I do not think the path that the ad-
ministration is proposing is the best in the short run or the long
run, and I would be happy to answer any questions that you have.

[The prepared statement of Dr. Gale appears in the appendix.]

The CHAIRMAN. Thank you both very much for your testimony.
I will take a five-minute round, then Senator Bunning wants ques-
tions. Then we also have a hearing this morning yet on some nomi-
nees, so maybe the questions will not be so long as they normally
would be.

I think, first of all, I am going to take advantage of a point you
made, Dr. Gale, and something that I think Mr. Hassett has an op-
posite point of view on, to challenge you on something that obvi-
ously might be a disagreement between you and Chairman Green-
span.

At least, I am sure that Chairman Greenspan is aware of the ex-
isting capital that is unused that you spoke about. Yet, Chairman
Greenspan recently testified that household spending has been, in
his words, “reasonably vigorous, while business investment has
been sub-par.”

Then I would quote Commerce Department data that is showing
that consumption has risen throughout recession and the short re-
covery now, whereas, investment fell 15 percent between 2000 and
2001, and it remains below pre-recession levels.

Would you like to comment on where you might seemingly dis-
agree with Chairman Greenspan? As I said, I think he would say
what he says, understanding that existing capacity is unused. Then
maybe Dr. Hassett can respond, because I know you have written
on this subject.
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Dr. Gale.

Dr. GALE. Thanks. I do not think there is any disagreement be-
tween Mr. Greenspan and me on this particular issue. I agree com-
pletely that business investment has fallen. There is no question
about that. I agree completely that consumption remains strong.
Those are well-documented facts.

The question is, what do you do about it? We had a tax cut in
2001. We had a stimulus package in 2002 specifically designed to
boost investment. We have got low inflation, we have got low inter-
est rates. The cost of capital is low for all of those reasons.

Yet, investment is not recovering. The reason why, I think, it is
not that hard to understand. It is, why should a company buy all
these new things when they are not even using the stuff that they
have? So, I do not disagree with the facts at all.

I do not think I disagree with Greenspan’s conclusions at all. But
the fact that business investment is what fell does not mean that
tax incentives for business investments are going to be successful
in boosting investment.

The CHAIRMAN. Dr. Hassett.

Dr. HASSETT. Thank you, Mr. Chairman. This is one area that
has been studied quite a bit. In fact, I did a lot of work on this
while at the Federal Reserve. The fact is, capacity utilization,
which is low right now, does not improve the performance of the
type of investment models that we use that map tax policy to what
happens.

It is wrong to say that the typical effects that you see in the lit-
erature, which are the effects that I based my favorable testimony
on, go away somehow if capacity utilization is low.

First of all, most studies incorporate measures of the capital
stock and of output in their estimating equations, so they are im-
plicitly accounting for capacity. So if you add capacity after that,
it is not surprising that it does not have much of an effect.

But, second, if you look at the history of investment and tax pol-
icy, you find a pretty startling thing, which is that you tend to get
really big investment responses precisely when capacity utilization
is low.

In fact, I do not know about my good friend, Dr. Gale, but I al-
ways am very careful to read The Brookings papers when they
come out. There is a paper by Ricardo Caballero, a former colleague
of mine at Columbia, and some co-authors, that identified years
where there were big investment responses to tax policy and years
where there was small investment responses to tax policy. He
found that the big investment response years were years when
there was low capacity utilization.

He argued that what happens is—and this is what we have just
seen—that firms put off their capital spending plans, because per-
haps they are nervous about Iraq, or because they do not know
what oil prices are going to be, or for whatever reason.

But, ultimately, as happens if you do not buy a new car, the
thing wears out and you have got to get a new one, and then you
get a big burst of activity. Right now, we have seen investment ba-
sically not happen for two years, although it did actually increase
in the fourth quarter, which is a somewhat favorable sign.
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So, I think we are pretty much about where we have been in the
past when we have started to see a big investment response to tax
policy. Thanks.

Dr. GALE. Could I just follow up on that?

The CHAIRMAN. Yes, please.

Dr. GALE. The 2002 stimulus package, remember, provides par-
tial expensing for 30 percent of investment. If people are waiting
for the uncertainty with Iraq to be resolved before they respond to
investment, then they will respond to that 2002 stimulus when the
war with Iraq is taken care of. It is not evident that we need addi-
tional stimulus, though.

The CHAIRMAN. All right.

Dr. Gale, my last question to you would be another follow-on of
Chairman Greenspan. He seems to be a crutch we use when we
agree with him, I guess. He recently testified that lower taxes have
been one of the factors that has helped support the economy over
this past year.

Now, in your testimony I think you claimed that higher taxes
would bolster economic growth. Now, my question comes from kind
of a rhetorical question I would ask probably during a political
speech. You always hear that we should not lower taxes.

Some people say you raise taxes. I always like to have somebody
in Washington, DC tell me how high taxes ought to be when they
would be satisfied. How would you have to raise taxes to satisfy
certain people?

I am not saying you are extreme in that, but I think that is what
I read you to say, not in the extreme, but just generally that taxes
would be higher and you would have optimal economic growth.

Dr. GALE. Again, there is an issue between the short run and the
long run. I do not claim to read Alan Greenspan’s mind. I do read
his testimony, but I am as befuddled by some of the statements as
everyone else is.

But my understanding of the economic situation is that a tax in-
crease in the current year would not be a good idea. Right now,
what we need—to the extent that we need anything—is a boost in
aggregate demand, and for the same reason the deficit this year is
not a big deal.

If it were followed by surpluses as far as the eye can see, we
would not care that we had a $300 billion deficit. It is the deficits
down the road that make a difference. So, in the short term, I
would not advocate tax increases at all. I think that would be a
very bad idea with a slack economy.

In the long term, one way or another, we need to get our fiscal
house in order to boost national saving and encourage economic
growth.

Now, that does not mean punitive tax rates. There are lots of
ways to raise revenue without imposing much higher tax rates. You
could broaden the base, for example, which I think is another thing
that most economists favor.

But I do not think there is a contradiction between saying in the
short run we have a demand problem, and in the long run we have
a supply problem.

The CHAIRMAN. All right.

Senator Bunning.
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Senator BUNNING. Thank you, Mr. Chairman.

Mr. Hassett, you mention briefly in your written testimony that
many countries have already enacted similar policies that were
proposed by President Bush with regards to capital income taxes.

I would like for you to elaborate on that a bit for us. What type
of tax structures do many of our international competitors now em-
ploy? Could you cmoment on how these differ, and tax systems af-
fect our international competitiveness?

Dr. HASSETT. Yes. Thank you very much, Senator Bunning, for
the question. In fact, I brought an article written by my colleague
at The Cato Institute, Mr. Chris Edwards, on this exact topic which
I will hand you after the answer. It is a very interesting question.

Senator BUNNING. Thank you.

Dr. HASSETT. The fact is, there are many different ways to elimi-
nate double taxation. We are pursuing one. Whether you should do
it this way or that way in terms of a credit or a deduction, and so
on, is kind of a wash in terms of economics.

The bottom line is, what is the combined or composite tax on cap-
ital? If you add State and local taxes, then in the U.S. that com-
bined tax is well up in the 60 percents for people in the top income
bracket. That is double what it is in a lot of our trading partner
countries.

The thing that I find most interesting is that, first, if we look at
the countries that have experimented with big reductions in capital
income taxes, and an extreme example, which you would not want
to get too carried away saying that is what is going to happen here,
because it is a small country, is Ireland.

Basically, they lowered their corporate income tax from 50 per-
cent to 20 percent, and now it has gone down to 12 percent. When
they did that, their GDP growth went up to almost 8 percent a
year, real, for a decade. Interestingly enough, their corporate tax
revenue—corporate tax revenue—relative to the GDP about quad-
rupled.

This experience is something that many other countries in Eu-
rope have seen, to the point where I reference in a recent Tax
Notes article that I wrote with my colleague Eric Yangen, an IMF
report that shows the Laugher curve, the idea that you get more
revenue when you cut these capital income taxes is clearly evident
in the data now. We put a chart in our Tax Notes study about that.

The reason that is, is not that you get necessarily miraculous ef-
fects that are home-grown out of capital tax reductions, but rather
that multinational corporations are smart and they go where it is
attractive to operate.

Just as States compete with one another in order to lure the
BMW plants, nations compete with one another to lure multi-
national businesses. Right now, in the world tax olympics, we did
not even qualify. We are not even in the game.

The only country that is looking as silly as us, I believe, is
Japan. I think that it is a pressing problem. There are a lot of ad-
vantages to America. I do not want to say this is the only thing.
But I think it is really almost reckless to ignore this.

Senator BUNNING. In other words, because of the tax structure
we have, are you indicating that we have job flight out of this coun-
try?
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Dr. HASSETT. Yes. At the margin, certainly. Certainly, we do.

Senator BUNNING. Is that because of the multilateral trade
agreements that we have come up with, whether it be free trade
in NAFTA, whether it be the Caribbean initiative, or what?

Dr. HASSETT. I think, Mr. Bunning, that I would say it is because
of the relatively high tax rates. The fact is, if you locate abroad,
then you defer taxes in the U.S. and your foreign subsidiary has
a significant tax advantage.

Because of this, you see lots of unintended consequences, like, for
example, the legislation last year to stop what international tax
people call inversions, or the idea of moving your headquarters
abroad.

These problems were not pressing seven or 8 years ago because
everybody else had not lowered their corporate tax rates to way
below ours. But I think they are becoming more pressing.

I just have to say that I think that the European nations that
are doing this, they are not doing it because they are to the right
of President Bush. They are doing it because they have seen what
happens to workers’ wages, and so on, when they have lower cor-
porate taxes.

Senator BUNNING. Mr. Gale, tell me about consumption taxes. I
know a lot of our trading partners are using consumption taxes.
Would they make us more competitive in the marketplace?

Dr. GALE. That is a good question. That is also a very broad and
difficult question to pin down. Generally, the notion of inter-
national competitiveness is a slippery one. For example, there is
this big issue about border adjustability of consumption taxes.

Economists will tell you that, in theory, it does not matter. Prac-
titioners say, well, if it does not matter, then let us do it, just be-
cause they think it does matter.

The one study I have seen on this issue suggests that border
adjustability does not make a difference to the “competitiveness” of
the U.S. system.

Generally, a move toward a broader-based tax system with lower
rates would be an improvement, regardless of whether it is a con-
sumption tax or an income tax.

Senator BUNNING. To the current one.

Dr. GALE. An improvement relative to the existing system. That
is absolutely true. I think everyone would agree with that.

The other point to make, is you can get there without having
large tax cuts that are regressive. You can do that pretty closely
in a revenue-neutral, distributionally-neutral way. One of the bene-
fits of that would be improved business environment.

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

The CHAIRMAN. Senator Bunning, did you finish your ques-
tioning? Because if you had another question or two, until Senator
Baucus gets here, we would have time.

Senator BUNNING. No.

The CHAIRMAN. All right. Then I have some questions that I
would like to ask.

The first one, Dr. Gale, would follow up a little bit on where I
left off. Your testimony states, “Higher tax rates reduce the invest-
ment risk faced by entrepreneurs because higher rates increase the
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value of deductions. But higher rates also reduce the return on in-
vestment.”

You have a scenario of a tax rate of 100 percent that would re-
duce risk to zero, but it would also reduce the return on investment
to zero, and thus eliminate incentive to invest.

What do you think would be the tax rate that we should adopt
to strike some sort of a balance then between risk and return?

Dr. GALE. I do not think I would want THE tax rate. I am not
in favor of a flat tax system. I favor graduated rates. I would be
quite happy with a system, again, that changed rates in a manner
consistent with changing the tax base as well that did not undercut
the revenue stream and did not provide big tax cuts to the highest-
income households.

Another way of saying that, is if you want to broaden the base
and lower the rates, I would be all in favor of that if we did it in
a way that was affordable and responsible. But I do not have a sin-
gle number that I can tell you is THE tax rate that I think is ideal.
A lot of it would depend on how serious Congress was about base-
broadening efforts.

The CHAIRMAN. All right.

Dr. Hassett, in regard to the President’s growth and job package,
it did not include a provision for enhanced bonus depreciation. I
have heard a lot about, we ought to do more to encourage invest-
ment, and through the corporation and depreciation is a very good
way to do it.

In your estimation, has the 30 percent bonus depreciation en-
acted last year been effective in softening the decline in investment
spending? Do you believe that the additional bonus depreciation as
part of a growth and jobs package would assist further economic
recovery?

If you said yes to that, would you recommend increasing the per-
centage of first-year deductions?

Dr. HASSETT. Thank you, Mr. Chairman, for the question. I have
not done the study yet, but as soon as the data are available I will,
in order to be able to answer directly, do I see typical effects in the
data of the stimulus that was adopted last year?

The reason why it is a difficult question that requires actually
getting the computers humming, is that you have to compare in-
vestment to what it would have been absent the thing, and look at
differential impacts of the Tax Code across different types of assets,
and see if the ones that were helped the most by the plan were the
places that recovered the quickest, and so on.

But if history is a guide, then I would expect that investment
last year was between 2 to 4 percent higher because of the package
and the 30 percent partial expensing, and that it will be this year
as well about that much.

Now, I think one of the interesting things I found when I ran the
numbers, and I would have to say that one of the things I found
disappointing in the debate amongst economists in the newspapers
about this is that so many people have clearly not run the num-
bers, the fact is, the President’s dividend proposal, if you just plug
it in to the formulas that the economists used to study this issue,
has somewhere from between exactly about the same effect as the
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30 percent partial expensing to maybe about double the effect of
the partial expensing.

So, if you thought that the partial expensing was a good idea for
“short-term stimulus,” then you have a hard time arguing that the
dividend tax thing is not if you are going to be consistent, because
the same model says that you have got to get maybe perhaps dou-
ble the effect out of the dividend tax thing that you get out of the
partial expensing.

That said, they are both good ways to reduce what we call the
user cost of capital. You can do it through dividend tax or you can
do it through partial expensing. You could even—and I know this
is something you folks have talked about—consider doing both or
increasing the partial expensing.

I favor the dividend approach of the President’s. The reason is,
I get, from a revenue comparison basis or bang-for-the-buck basis,
about the same investment response out of the dividend proposal.

But then, in addition to that, I get these other effects that fig-
ured so prominently in the testimony of Mr. Gramm and myself,
with the effect on debt/equity ratios, lowering the riskiness of U.S.
corporations, the effect on payout which makes firms more trans-
parent and makes accounting issues less serious, and so on.

So I think the dividend thing is where we should focus our guns
right now, but partial expensing is a worthy pursuit as well.
Thanks.

Senator BUNNING. Mr. Chairman?

The CHAIRMAN. Senator Bunning?

Senator BUNNING. Could I inquire once again?

The CHAIRMAN. Yes.

Senator BUNNING. There are two things I would like to ask
about. I am curious about both of your views on capital gains tax
reform. Do you support lowering or repealing the tax? Would you
address the impact of a capital gains tax cut or repeal on the econ-
omy in short and long term, first?

Second, the deductibility of capital losses up to $3,000. In my
opinion, right now, if that were changed, doubled or tripled, we
would get more money put into the economy and probably have a
larger deficit because of it, because I am sure, over the last two and
a half to three years, that there has been an accumulation of cap-
ital losses to surpass the $3,000 that is permissible in a 1-year pe-
riod of time.

I would like for you to address both of those questions.

Dr. HASSETT. Thank you, Senator Bunning. The President’s pro-
posal does likely reduce the effect of the capital gains rate, as you
know, and perhaps even very much to zero to the extent that we
think that expected capital gains come from profits that firms actu-
ally make.

I think, therefore, that if you have been a proponent of reducing
capital gains taxes in the past, then that aspect of the President’s
bill should be attractive to you.

I think that taxes on capital income are going to ultimately, by
this international tax competition that I have been talking about,
be pushed to zero. I think that that is a good thing.
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I think that economic theory suggests that that is where these
rates should be, and that we should have a consumption tax. So,
yes, I like that part of the plan.

That part of the plan is an under-appreciated reason why you get
the investment stimulus effects that I was talking about, that is
certainly at least the same size as that that you would get out of
the partial expensing we had last year.

The capital loss offset issue is a complex one and really worthy
of a whole hearing because of the enforcement issues that arise
along with it. The fact is, you do not have to pay capital gains tax
until you sell the thing.

If we allow capital losses to offset, say, labor income, then really
clever people can think of ways to do things that, when we looked
at them, we would not want them to be able to do that in terms
of taxes.

Senator BUNNING. In other words, you are not for raising the
$3,000 limit for individuals. I am talking about individuals.

Dr. HASSETT. For individuals. That is correct. Yes. I think that
if we could tax capital gains and losses on accrual so that when
they happen each year you sort of figure that you had a low rate
that applied to whatever the change was, then it would be a slam-
dunk to support such a thing.

I am more wary of them until I speak to the very competent tax
lawyers in the back of this room and have them assure me that
they are not concerned that it arouses enforcement problems.

Senator BUNNING. Dr. Gale.

Dr. GALE. Thank you. The treatment of capital gains and losses
is, I think, emblematic of the bigger issue of sort of the patchwork
way we treat capital income generally in the country.

Right now, the effective tax rate on capital gains is well below
the effective tax rate on any other form of asset income, both be-
cause the tax rate is lower than other asset income

Senator BUNNING. Except on home ownership.

Dr. GALE. That is quite possible.

Senator BUNNING. There is none up to $500,000.

Dr. GALE. Well, capital gains on home ownership is exempted up
to a very generous level.

Senator BUNNING. $500,000.

Dr. GALE. But it is still capital gains. The tax can be deferred
indefinitely without selling the asset. When it is sold, you can time
it with your losses, as Kevin mentioned, to offset some of the liabil-
ities. So most economists who have looked at this issue think the
effect tax rate on capital gains is around 5 to 7 percent rather than
the statutory 20 percent.

What to do about that, is an interesting question. It might be
most useful to think of this in the context of the President’s divi-
dend proposal. Let me take a step back. About a quarter of cor-
porate income, as far as I can tell, is double taxed, about a quarter
of income is never taxed, and the other half is taxed once, either
at the corporate level or the individual level.

A plan that taxed all corporate income once at a non-preferential
rate would probably raise the net tax burden on dividends, capital
gains, and corporate earnings. As I said before, that would be a
fully integrated system.
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The tax on corporate capital gains could then be applied either
at the corporate level or the individual level, and it could be ap-
plied as the gains accrue. That would be a more consistent, well-
defined system than the system that we have right now.

On the capital loss issue, the only thing I want to add about that
is, if you expand the capital loss provision, you have this problem
that you encourage people to sell their losers. You encourage them
to dump the stocks that they own, and not just any stocks that
they own, but precisely the ones that have already lost the most
in value.

So, if you had a really big increase in the capital loss provision,
you would get sort of a second wave of selling of precisely the
stocks that have already done badly. That cannot help those com-
panies, and I do not see the economic benefit in that.

Senator BUNNING. It could help the investor, though.

Dr. GALE. It could help the investor, that is right. But remember,
the investor is already benefitting from a wide variety of tax pref-
erences on capital gains. This issue about sort of sticking in a price
sull){port for an investor because their stock fell, I think, is really
risky.

For example, if you want to talk about Social Security privatiza-
tion and have privatized accounts, think about what is going on
now. We have people who have lost money that is not in their So-
cial Security, not in their 401(k), not in their defined benefit, not
in their house. It is purely discretionary investment.

We are talking about potentially bailing them out because they
lost money in the stock market, which was a risk they took com-
pletely voluntarily. How much more pressure would there be to bail
out people who had private retirement accounts, their Social Secu-
rity nest egg that had substituted for a guaranteed benefit?

How much more pressure would there be to bail out those inves-
tors if you went to a privatized system if you, right now, bail out
inve?stors that took voluntary risks completely at their own discre-
tion?

Senator BUNNING. Well, you are missing a big point there,
though. Most of the money that is put in 401(k)s are invested for
pensions and is not taxed before going in. It is non-taxed.

Dr. GALE. I am aware of that.

Senator BUNNING. Where, in investment, a private investment is
all money that has been taxed once, and then it is put into an in-
vestment account.

Dr. GALE. I agree with that.

Senator BUNNING. I do not want to fight with you on that. The
fact of the matter is, if we are going to have a consistency, we have
had it at $3,000. If we just adjusted it for inflation since the
$3,000, it would be much higher now.

The CHAIRMAN. I think we have all made our points.

I would like to call on Senator Lincoln for her five minutes. Then
when she is done, I am going to recess for, hopefully, no more than
two minutes and then we will reconvene for our hearing on the six
nominees that we have before the committee.

Senator Lincoln.

Senator LINCOLN. Thank you, Mr. Chairman. I promise to be
prompt and on time this go-around.
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To these gentlemen, I just apologize for being late, but would like
to throw out just a couple of questions to get your interpretation.

My State has worked diligently over the past several years trying
to entice and attract different types of jobs to come into our State.
They have thrown out every incentive that they could and they still
did not entice the companies to build in Arkansas.

They had some great competition in a lot of different ways, but
they still did make some awfully good offers. It unfortunately hap-
pens to all of our States, but we have had our fair share recently.

I guess my question is, what are the assurances I can give my
constituents that a tax package to spur investment, even if it does
work, will result in jobs for Arkansas, or for Arkansans?

I mean, as we are looking at what your suggestions are to spur
investment and for corporate entities to re-invest, and to hopefully
not put it against just their bottom line but to do something that
is actually going to generate jobs, how do we convince our constitu-
ents that this is really the way to go? I guess, should Arkansans
be willing to go into debt to provide businesses a tax windfall that
they may or may not invest in Arkansas?

Dr. HASSETT. Thank you very much for your question, Senator
Lincoln. I can think of a very careful and sound way to address the
question, but I cannot do it here without my laptop. It is very sim-
ple, and I promise you I will have a look at this issue.

What we could do, is we know proposals like the President’s have
a positive effect on aggregate investment like I describe in my tes-
timony. So then the question is, historically, when U.S. investment
has ggne up by that percent, how much did Arkansas investment
go up?

To really address this question, I would also have to look, is
there a trend away from investing in Arkansas that suggests we
would want to pull away from that first-pass effect that I de-
scribed. I will try to get those numbers to you very, very soon.

Senator LINCOLN. I appreciate that.

[The information appears in the appendix.]

Dr. GALE. I think that the people of Arkansas are probably going
to get a raw deal if that package gets passed. I would think that
they would benefit more from a Federal package that helped sup-
port things like education, health, and infrastructure in Arkansas,
on the grounds that that would not only improve Arkansas’ pros-
pects in general, that would make it a more attractive place for
businesses to invest.

So I think that you have raised a very good question that sort
of cuts to the core of the debate right now. The key question the
economy faces is not what is best for Arkansas, but what is best
for Arkansas is likely also to be best for other places. That is, stem-
ming the flow of education cutbacks, stemming the flow of health
care cutbacks.

The budget has proposals to cut funding for low-income pro-
grams, children’s programs, which I think are anti-growth. I think
the cutbacks are anti-growth policies and they hit people at a very,
sort of, gut, kitchen table-type level. I think that that is important
in the Arkansas context, as well as the national context.

Senator LINCOLN. Well, I just think that is important. Because,
when we look at the context of the growth package, or tax package,
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or whatever stimulus it is being called, it is important to note that
well over half of the cost of that package, only 8 percent of the peo-
ple of Arkansas, roughly, have any dividend reported on their in-
come tax.

The problem becomes then, even those that do report it, it is a
minimal amount, in many cases. That is important to know, that
we are putting a lot of those resources towards something that we
are going to have to, I think, convince people that are going to ac-
tually produce the kind of job growth.

I guess, in that context, is the last part of my question. When
you have got industry that is at over-capacity and a company re-
ceives a tax windfall, what are the incentives? What are the incen-
tives that that company has to invest that money in new produc-
tion and jobs rather than applying it to the bottom line.

Dr. HASSETT. Senator Lincoln, I think that, while 8 percent of
the folks in Arkansas receive dividends, I would guess that prob-
ably 80 percent of the folks who have a job in Arkansas work for
a company that pays dividends.

I do not know what the real number is, but it is probably a very
large proportion of the folks who have a job that are working for
a public company, and that company pays dividends, in all likeli-
hood. So the question is, will the President’s proposal help those
companies? I believe strongly——

Senator LINCOLN. The question is, will the tax package help
those workers in those companies.

Dr. HASSETT. Right. Well, generally when a company stays in Ar-
kansas and does not go out of business, and so on, that is good for
workers.

I think the point I would like to make from my testimony, is that
is why I think other countries, who I believe generally are more fa-
vorably inclined towards redistribution than the U.S., on average,
have adopted proposals like the President’s, is because they recog-
nize this feedback.

Senator LINCOLN. But what is the incentive for the company in
terms of the fact that we have not increased minimum wage in 5
years?

If the company is at over-capacity now, what is the incentive for
the company to apply those gains if, in fact, those dividends are
paid and it is a positive net for the company, to not put it towards
their bottom line, but to put it into increased production, increased
wages, or better benefits for their employees? What is the incentive
there as opposed to putting it towards the bottom line?

Dr. HASSETT. Senator Lincoln, we were able to discuss that a lit-
tle bit earlier. The capacity utilization is probably low in Arkansas,
as it is everywhere else. But that is a typical pattern that we see
in recessions. It does not mean that all recessions continue forever.

Senator LINCOLN. I hope not.

Dr. HASSETT. Very often, the big investment booms that we have
seen in the past have begun and been the most striking at points
where capacity was very low. The fact is, firms in Arkansas and
elsewhere have been postponing their capital spending plans for
many reasons, and while they have been doing that the machines
have been wearing out.
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There is a natural cycle of replacement that is just waiting to
happen if this recovery is like every other. Capacity utilization
right now is low, but not way lower than what we have seen in
past recessions. So, I would not think that it would be correct to
argue that the President’s proposal could not have a stimulus effect
now because of that.

The CHAIRMAN. Thank you, Senator Lincoln.

Senator LINCOLN. Thank you, Mr. Chairman.

The CHAIRMAN. I thank our panel for appearing. Thank you all
very much.

The hearing is adjourned.

[Whereupon, at 12:00 p.m., the hearing was concluded.]
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The President and Treasury Secretary Snow have said that they want to see more
employers put “Help Wanted” signs up. I agree, but all across this nation there is
a different kind of “Help Wanted” sign out.

Our nation’s businesses continue to operate at three-fourths of their capacity.
That means that they are not producing all of the goods and services that they can.
And, last week the private outplacement firm, Challenger Gray & Christmas, re-
ported that layoff announcements at U.S. firms surged 42 percent in January over
December’s levels. We simply will not see the “Help Wanted” signs that the Presi-
dent wants until we do something about the “Help Wanted” signs that are already
out. Sow hat do we do?

The Federal Reserve has done its best to revive the sluggish economy. Last year,
the Fed lowered the short-term interest rate eleven times, down to 1.25 percent.
There is not much more rate to cut. So, we turn to fiscal policy—tax cuts and spend-
ing increases.

Today we are focusing on ways we can strengthen the economy by increasing con-
sumption. Tomorrow, we will look at long-term economic growth by examining in-
centives to increase investment.

It is important to recognize that there is no one size fits all solution for the econ-
omy. When the economy is weak—as is the case right now—stimulus is needed. And
stimulus can only come about if consumers and businesses spend more money now.
Consumption—not savings.

To encourage spending may sound wrong. We have been taught the virtues of sav-
ing. But when the economy is not operating full capacity, only increases in spending
will increase demand, so that businesses hire more workers and produce more goods
and services. Now when the economy gets back to full employment and peak capac-
ity, the situation will be completely different. Everyone who wants to work will have
a job, businesses are producing all they can.

To avoid inflation and encourage economic growth, we need higher productivity
and new capacity. That is when we need to provide savings which businesses can
use to invest in new facilities and equipment. And the new plant and equipment
can produce more goods and services. Savings—not consumption.

Last year there was bipartisan agreement from both the House and Senate Budg-
et Committees on a set of principles for short-term stimulus. They agreed that any
economic stimulus proposal must be: Timely. Take effect quickly. Be sizable. Be tar-
geted at consumers and businesses who will spend it. Get the most bang for the
buck. End in a year. And not increase longer-term budget deficits.

These are good, common-sense principles. And we should use them to guide our
choices for economic stimulus right now. So what are the best ways to stimulate
consumption? There are three that stand out.

First, get aid to the states. When there is a recession or a weak economy, states
face large deficits. Starting in 2002, states are facing deficits of at least $171 billion.
For the current fiscal year, the projected deficits for the states are $70-85 billion.

Almost all states have balanced budget requirements. So when faced with deficits,
they must lay off workers, cut spending on programs, or raise taxes. These actions
only make the economy weaker. And states are being forced to take such actions:
Sixteen Governors—Republicans and Democrats—have already proposed tax in-
creases to keep their upcoming budgets in balance.

(85)
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States are cutting Medicaid. Massachusetts will cut about 50,000 people from
Medicaid coverage. And California is considering eliminating Medicaid health care
coverage for 500,000 low-income parents. Of these, 200,000 have income levels below
60 percent of the poverty line. Oregon has not only cut education funding and Med-
icaid funding, but they have let prisoners go free in order to balance the budget.

We need to get aid to the states. We can pass all of the Federal tax cuts we want,
but what good do they do for the American taxpayer if we are forcing states to raise
taxes or cut education funding.

Second, we need to extend unemployment benefits to the people we left out in
January. We know the labor market is tough right now. There simply are not
enough jobs. More than 2 million jobs have been lost since March of 2001. One sign
of the sluggish economy is, according to the Conference Board, that the number of
help wanted ads in newspapers is at the lowest level since the Kennedy Administra-
tion. Let me repeat, the fewest help wanted ads in newspapers since the Kennedy
Administration. Forty years.

When the economy is bad, we extend unemployment benefits. America has a tra-
dition of helping those in need. We extend unemployment benefits to help these
families pay the rent and put food on the table. It is the compassionate thing to
do. It is also good for the economy.

We are talking about families on the edge, just barely getting by. When we give
them aid, they spend it quickly. In fact, a Department of Labor study found that
every dollar in unemployment benefits results in $21.5 in GDP. For every dollar
spent on unemployment benefits—we more than double the impact on the economy.

In January, we extended unemployment benefits through the end of May. Unfor-
tunately, we left out about one million Americans. These are displaced workers who
have already received an initial round of extended benefits and still cannot find
work. They have exhausted their eligibility. We should extend their benefits.

Third, we should give a tax cut to those who will spend it. I want to get money
to the schoolteacher in Shelby, Montana and the police officer in Billings. taxes are
taxes whether they are payroll taxes or income taxes. We must get money into the
hands of all consumers.

We should eliminate taxes on the first $3,000 of wage income. 110 million working
taxpayers would see their paychecks increases. Forty-one billion dollars would be
put into the economy.

I know there will be a lot of talk about accelerating many of the tax cuts that
were enacted in 2001. Let me be very clear, I am not opposed to accelerating some
of the tax cuts. But any plan to accelerate the tax cuts must include acceleration
of marriage penalty relief for earned income tax credit recipients and the refundable
portion of the child tax credit so that we can expand the group of consumers who
will pump money into the economy.

So, there are three ways we can stimulate the economy. Aid to the states, extend
unemployment benefits to those we left out in January and give a tax cut that will
stimulate consumer spending.

With these proposals in mind, it is my hope that the Finance Committee can put
togethﬁr a broad, bipartisan plan to strengthen the economy. This is no time for par-
tisanship.

PREPARED STATEMENT OF HON. MAX BAUCUS
(FEBRUARY 12, 2003)

Senator Gramm, welcome back to the Finance Committee. And Chairman Pa-
netta, thank you for sharing your views with us today.

Yesterday our hearing focused on consumption. Short-term spending incentives to
boost the economy. Today, we are looking at ways to increase investment. But
frankly, I first want to say that I'm worried. I'm worried about where we are head-
ing. Two years ago we were squarely on a path of fiscal discipline. In fact, we were
worried about what we were going to do after we paid off the national debt. I wish
we still had that worry. But we do not have that luxury.

So, why are we here today. We are here to talk about investment because invest-
ment creates economic growth. And I believe there are two ways we should do this.

First, we should provide incentives for investment in the tax code for small busi-
nesses. Small businesses are the backbone of the American economy. The vast ma-
jority of new jobs are created by small businesses. In my state of Montana, small
businesses comprise 98 percent of all businesses. They employ 70 percent of Mon-
tana’s employees. So, if we want to create new jobs through economic growth, we
must help small businesses. We can help them by increasing the amount small busi-
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nesses can expense immediately when they buy new equipment. This will create a
strong incentive for small businesses to purchase new equipment by increasing their
rate of return.

We should help small businesses provide health insurance for their employees.
Small business owners have told me that health insurance premiums are going
through the roof. The increases are hitting small businesses much harder because
they do not have the bargaining power that large companies have and these high
costs take money away from investing in new facilities.

Right now, small businesses are forced to make choices they do not want to make.
Do they shift more of the cost of health insurance to employees? Do they provide
health insurance at all? If they do, will they be able to afford to make new invest-
ments in the business?

My colleague, Senator Snowe, held a hearing last week on this very issue. The
testimony was troubling. Health insurance premiums for companies with ten or
fewer employees grew by 16.5% in 2001. According to the Small Business Adminis-
tration, high premiums are the reason only half as many small firms provide health
insurance coverage compared to large firms. We need to help small businesses keep
health insurance coverage.

We should increase the depreciation deduction for the year that a business pur-
chases new equipment. In 2001, we saw a sharp drop in direct investment by busi-
ness. In 2002 we changed the law to give a larger first year deduction. The drop
in direct investment leveled, and even increased slightly. We need to provide an in-
crease in the bonus depreciation deduction for 2003 to encourage more direct invest-
ment.

The second way is by being fiscally disciplined with our Federal budget. That
means we increase our national savings—which is the sum of savings in the private
sector and saving by governments—or, we prevent our national savings from de-
creasing.

One of the best ways to prevent reductions in national savings is to avoid large
long-term budget deficits. But the budget recently proposed by the President is in
deficit each year. And it does not yet include any funds for a war with Iraq. If we
go to war, how long will it be? One month? One year? Two years? We cannot ignore
the possibility of war. We need to leave ourselves room in the budget to cover these
potential costs.

It is also critical that we extend the three key 60-vote points-of-order which are
set to expire in just a few months—on April 15th. Extension of these points-of-order
ensures fiscal responsibility by preventing enactment of legislation that would sub-
stantially increase budget deficits in the near-term and the longer-term.

So, we can encourage investment with tax cuts. Especially tax cuts for small busi-
nesses. And we can encourage investment by reducing deficits and being fiscally re-
sponsg)le. I believe this is how we can improve our nation’s long-term economic
growth.

Mr. Chairman, thank you for holding these hearings on ways to strengthen the
economy. I look forward to hearing from today’s witnesses.

PREPARED STATEMENT OF HON. JIM BUNNING

Thank you, Mr. Chairman.

I look forward to an informative discussion of the recent proposals for economic
growth. I was pleased to see that the tax plan contained in the President’s budget
includes an acceleration of many of the important provisions that Congress passed
in 2001.

Almost one-half million married couples in Kentucky stand to benefit from the ac-
celeration of the scheduled reduction of the marriage penalty to this year and al-
most 300,000 Kentucky taxpayers will benefit from the acceleration of the marginal
rate reductions.

These changes, along with many others that have been proposed by the President
will result in important, meaningful, and immediate relief to the taxpayers in my
state and across the country.

As the focus of today’s hearing is incentives for consumption, I look forward to
an examination of the impact on personal economic behavior of the various pro-
posals for individual tax changes that have been put forward in recent weeks.

In particular, I am interested in hearing the comments of today’s witnesses on the
issue of the potential affect on the economy of temporary tax cuts or one-time tax
rebates versus permanent individual tax cuts.
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I thank our witnesses for taking the time to come before this committee today so
share their expertise and opinions with us as we examine these important policy
matters.

Thank you.
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Statement of Stephen J. Entin

President, Institute for Research
On the Economics of Taxation

Senate Finance Committee Hearing on the
Consumption Impact of Proposed Tax Reductions

February 11, 2003

Mr. Chairman and Members of the Committee,

Thank you for the opportunity to testify before you this morning. My views are my own, and
do not necessarily reflect the opinions of everyone at IRET.

The debate over the right tax policy response to the slower than desired economic recovery seems
to be focused on a number of inappropriate dichotomies. Some people favor tax changes aimed
at boosting consumption for the short run. Others favor tax changes that promote long run
growth of saving and investment. Some want some of each. Some worry that temporary tax
reductions are unlikely to change behavior, and want pending tax reductions (and any new ones
that might be enacted) to be made permanent. Others worry that any permanent tax reduction
will interfere with investment by boosting deficits, or perhaps they worry it would interfere with
future government spending. Many of these conflicts stem from a misunderstanding of how tax
and budget changes affect taxpayers’ behavior and the economy, and lead to poor analysis and
poor policy choices.

Let me note first that the focus on consumption is misplaced. Consumption has been strong
throughout the business cycle. The 2001 recession was due to a slump in investment spending,
and that spending has been slower than normal to recover, which is the source of the current
unsatisfactory rate of economic growth and job creation. More fundamentally, we need to focus
on production, not on spending, to create growth and jobs.

As for policy changes that would improve the economy, let us get the analytical framework right.
Let me assert, up front, that there is no meaningful distinction between tax changes that are good
for the economy in the short run and the long run. Only policies that are good for long run
growth and economic efficiency have any favorable short run effects.
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In particular, there are no tax changes that would succeed in "pumping up consumption” in the
short run by "giving people money to spend", because the Treasury would have to immediately
borrow the tax cut back to cover its outlays. Furthermore, tax changes that promote work,
saving, investment, and long run growth actually start to work immediately, although they build
over time. Fine tuning is impossible. Temporary tax cuts are not generally effective at much
of anything. Permanent tax cuts can promote growth in the near term and the long term, but only
if they are of the right sort. The deficits associated with the various saving, investment, and
work incentive tax changes proposed by the Administration are manageable, and would not raise
interest rates by enough to dampen investment.

Changing views of economics and tax policy.

There was a time in economics, from the mid-1930s to the mid-1960s, when economists believed
in the "pump priming" efficacy of rebates, credits, rate cuts, or any old tax reduction. But that
time is long past. Or it should be.

The old view was that a tax cut worked by giving people money to spend. Supposedly, if a tax
cut boosted "disposable income"” by a dollar, some of the dollar would be saved, but most would
be spent. Whoever received that round of spending would owe some tax to the government and
would put some of the receipts into saving, but would spend the rest. That would lead to yet
another round of spending, and so on. This led to the old notion of “Keynesian muitipliers”, that
a dollar of tax cut might lead to $2 or $3 dollars of increased "demand” for goods and services.
The effect was supposedly even higher if the initial impetus was a dollar of additional
government spending, because none of that first dollar would be saved.

Traditional economists were never comfortable with these notions. In the mid-1960s, the
Keynesian theory was called into question by the monetarists, led by Professor Milton Friedman
at the University of Chicago. It was also opposed by "neo-classical” economists such as Norman
B. Ture, a long-time tax advisor to the Congress.

Friedman made two key contributions. In his "permanent income" theory, he demonstrated that
people do not rush out and spend as soon as their disposable income increases. It takes them
time to become certain that the change in their income is permanent, and they increase their
spending only gradually in line with their view of their "permanent income". Meanwhile, the
increase in income is saved. The corollary is that permanent tax changes have a much greater
impact on spending than temporary ones, and neither will have much impact on "demand” in the
short run.

Later, Friedman went further to observe that a tax cut or a government spending hike that
increased the deficit would not stimulate spending or demand unless the Federal Reserve
"monetized” the added debt. In one of his famous Newsweek columns, Dr. Friedman asked, "If
the government cuts taxes from $500 billion to $450 billion without cutting spending, where does
the $50 billion come from, the tooth fairy?" His point was that, if the Federal Reserve did not
pony up the money to buy the exira Treasury debt, the government was simply borrowing the
tax cut back from the public. And if the Fed did monetize the debt, that was a change in
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monetary policy, not the consequence of the fiscal policy. He reiterated this point last month in
a Wall Street Journal editorial, pointing out that tax cut recipients keep more of their money, but
they, or others, must lend a similar amount to the government to cover the additional federal
borrowing, and the lenders have that much less to spend. Whether total "demand" goes up or
down is uncertain and unlikely to have much impact.

It may be argued that, insofar as foreigners buy a portion of the added federal debt, then U.S.
residents may in fact have some of the tax cut to spend. But foreigners who buy the added
federal debt either have fewer dollars to lend to other U.S. residents or to spend on U.S. goods.
Another way to put this is, if more foreign capital flows in, induced by higher U.S. demand for
credit, the dollar will rise on the foreign exchange markets, imports will become cheaper and
U.S. exports will become more expensive, and there will be a drop in foreign demand for U.S.
goods. Again, there is no initial gain for "demand” from the tax reduction.

Conclusion: the government cannot pump up consumption, either in the long run or the
short run, merely by cutting taxes or by increasing government spending, because of the
government budget constraint. There is no first order demand effect from a tax cut.

If tax cuts do not work by giving people money to spend, then how do they work? In neo-
classical thinking, tax cuts improve economic performance and raise individual and national
incomes if and only if they reduce tax barriers to producing more income by working,
saving, and investing more than before. That is, as marginal tax rates are reduced on
incremental income, and the tax rules governing the level of tax on additional investment are
made less restrictive, the after-tax rewards to labor and capital inputs will rise and their pre-tax
costs will fall. As people are given the incentive to offer more labor and capital services than
before, the supply of labor and capital inputs to the production process increases, and so does
output. Labor and capital are paid for their effort, and they can then buy the output they have
created. Supply creates its own demand. As Ture pointed out time and again, unless there is a
supply response to a tax change, there will be no added output and no demand response. The
two rise together or not at all, The added output comes from an expansion of productive
resources, and is not inflationary. Indeed, more goods are chasing the stock of money, and the
Federal Reserve can be more generous with money growth without triggering inflation.

Events in the 1960s and 1970s bore out this neo-classical view. The Kennedy marginal personal
income tax rate reductions, corporate tax rate cut, and investment tax credit boosted real output
and employment. The Johnson income tax rate surcharge led to the 1969-70 recession. Several
increases in the personal exemption and standard deduction in the 1970s, which were not at the
margin and did nothing for incentives, did little or no good. Inflation-induced bracket creep,
which sharply raised the tax burden on additional labor and capital income, led to stagflation.

These lessons helped shape the Economic Recovery Tax Act of 1981. It provided personal
marginal income tax cuts, combined with tax indexing effective in 1985, which lowered the
marginal tax rates and reduced the cost of labor while raising the reward to incremental work,
saving, and investment. At the same time, lower inflation due to more effective monetary policy
on the part of the Federal Reserve boosted the real value of the allowances that businesses may
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claim for the cost of their outlays on plant, equipment, and buildings. Because of these positive
developments, the 1980s saw a return to job and income growth and price stability. Real after-
tax incomes, which had been falling in the late 1970s, turned around and began to rise at all
income levels.

Faijlure of rebates.

Rebates, by contrast, have a long history of failure. President Ford proposed, and the Congress
enacted, the Tax Reduction Act of 1975. It contained a retroactive tax rebate of 10% of 1974
tax liabilities, with minimum and maximum bounds of $100 and $200, paid in May and June of
1975, It also included a $30 tax credit per personal exemption for 1975 (later raised to $35 and
made effective for two years) and a one-time $50 bonus for Social Security and other income
maintenance programs to fight recession. The view at the time was that the tax cut did no
measurable good.

When President Carter proposed an even larger rebate in 1976, Senator Russell Long laughed the
idea out of the Finance Committee, and replaced it with a modest, and more effective, tax rate
reduction (a credit of 2% of income up to $9,000, effectively cutting marginal tax rates on
incomes up to that size, which was middle income at the time) and an investment credit,

A subsequent study by Franco Modigliani and Charles Steindel (Brookings Institution, 1977)
concluded that less than 25% of the Ford rebate was spent. They wrote, "We conclude that there
is strong, though not uniform, evidence that a rebate is not a particularly effective way of
producing a prompt and temporary stimulus to consumption.” Alan Blinder (later appointed to
the Council of Economic Advisers and the Federal Reserve Board by President Clinton)
conducted a study in 1981 which concluded that temporary tax changes, such as the 1968 income
tax surcharge (a rate hike) and the 1975 rebates (lump sum hand-outs), have less than half the
impact of permanent tax changes of similar magnitodes, and that rebates have the least benefit,
yielding less than forty percent of the "kick” of a permanent tax cut.

The 2001 rebates of $300 per adult taxpayer (actually a down payment on the new 10 percent
tax rate bracket) were about 80% saved, creating a very visible jump in the personal saving rate
in the last half of that year. There was no noticeable lift to the GDP.

Conclusion: Permanent tax cuts that work at the margin to raise rewards to additional
work, saving, and investment expand economic capacity, output, employment and income.
They begin te work at once, and build over time as the additional capital is put in place.
The primary beneficiaries are the workers, because they get additional capital to work with,
which increases their productivity and wages. Workers capture over half of each added dollar
of GDP made possible by added investment. Federal state and local governments capture about
a third of each dollar of added GDP via higher tax receipts. A bit over 10 cents is used up by
depreciation of the added capital stock. Capital owners gain too, but much of their gains are
competed away as the "new" capital competes with the old, and the after-tax returns are driven
down to normal levels as the capital stock expands. They get about 5 cents, net, of the added
national output.
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President Bush’s growth proposals.

President Bush’s proposed new tax reductions would do much economic good. Major provisions
would encourage work, saving, and investment at the margin. They would add nearly a million
and a half jobs over two years, according to the CEA, and would boost GDP by several percent
over the next decade.

* Dividend and capital gains relief. The Bush plan would eliminate most of the double taxation
of corporate income via dividend exclusion and capital gains relief, and increase small business
expensing. These proposals would reduce the cost of capital, meaning that it would reduce the
gross return that investment in capital assets must earn in order to pay the associated taxes,
replace the plant, equipment and buildings as they wear out, and still yield an acceptable after-tax
return to the owners. The proposals would trigger a substantial increase in capital formation over
the next decade, boosting GDP in the near termn as the capital is created, and in the long term as
it is employed. Associated productivity gains would raise employment and labor income.

+ Accelerated reductions in marginal income tax rates. The Bush plan would advance the
remaining marginal income tax rate reductions scheduled under the 2001 tax cut. These rate cuts
would reduce the cost of capital and increase after-tax rewards to affected workers, especially
small business owners, sooner rather than later. There would be an immediate, rather than a
delayed improvement in GDP because of these economic incentive effects. The improvement
would not be do to any impact these provisions would have on aggregate consumption.

» Enhanced and simplified saving incentives. President Bush has unveiled three new proposals
to promote saving: new Lifetime Savings Accounts (LSAs) useable for any purpose, Retirement
Saving Accounts (RSAs) which would replace deductible, non-deductible and current Roth IRAs,
and Employer Retirement Savings Accounts (ERSAs) which would enormously simplify defined
contribution plans. They would replace 401(k), 403(b), and government 457 plans, SARSEPs
and SIMPLE IRAs. More saving would be eligible for tax favored treatment than under current
law. The tests and restrictions required for such plans under current law would be greatly
simplified and relaxed, reducing legal and compliance costs to enable more companies to offer
such plans to their employees.

LSAs would be of great benefit to lower income savers who cannot afford to save separately for
retirement and emergencies, such as being laid off, and who are therefore afraid to use ordinary
IRAs because of their penalties for early withdrawal. They put their saving into ordinary
accounts that are subject to the full tax bias against saving, where the saving is taxed each year
with no deferral and no exclusion, either at the time of deposit or withdrawal. Under the lifetime
savings accounts, there would be no income limits on participation, no minimum holding period,
and no restrictions on what the money could be used for. The LSAs would give lower income
people who want to save the same access to tax-neutral saving that higher income workers
currently enjoy.

These proposed saving plans are good tax policy, in that they remove one of the layers of tax
bias that the income tax imposes against saving relative to consumption. Reducing the tax bias
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against saving would in turn increase investment, productivity, employment, wages, and income
across the board. Combined with Mr. Bush’s other saving and investment proposals, the new
saving initiatives constitute a significant step toward fundamental tax reform. All these features
of the proposal would boost GDP and recover a good portion of their "static" revenue cost.

Social policies in the President’s tax plan.

Not all of the President’s tax plan is designed to boost economic performance, however. Several
provisions are meant primarily to address social goals or attract political support for the bill by
giving more money to lower and lower-middle income taxpayers. Among these are advancing
to 2003 the effective dates set in the 2001 tax cut for widening the 10% bracket, for marriage
penalty relief (making the standard deduction and 15 percent bracket for married couples twice
that of single filers), and for raising the child credit to $1,000 (from $600 this year).

*» Accelerated widening of the 10 percent bracket. The provision would have a small incentive
effect for those who drop down from one tax rate to the next, but their numbers are few and they
do not produce much GDP.

+ Accelerated marriage penalty relief and accelerated increase in the child credit. The marriage
penalty relief includes widening the standard deduction and 15 percent tax bracket for married
couples to twice the amounts for single filers. These provisions should be viewed as social
policy, not growth policy. For reasons described above, the provisions will not boost aggregate
consumption. The wider 15 percent bracket would reduce marginal tax rates for those who drop
down a bracket, but the expansion of the child credit contains some hidden marginal tax rate
increases for some families.

The larger standard deduction and higher child credit would drop another three million people
from the income tax rolls, and that would reduce their marginal tax rates. However, dropping
millions of taxpayers from the tax rolls would be bad public policy, because it would increase
the number of voters who think that general government (federal outlays excluding Social
Security and Medicare) is a free good, and do not care how big the government gets or how high
the income tax rates are pushed. Already, the bottom half of the income distribution pays only
about 4 percent of the income tax. If we go much further down that road, the tax system will
create a voting majority for the federal provision of food, clothing, shelter, and transportation,
not to mention health care.

The child credit provision, as drafted, has the added drawback of raising marginal tax rates for
many highly productive workers and savers. The credit is "phased out" for single filers with
adjusted gross incomes (agi) over $75,000 and married filers over $110,000. The credit is
reduced in $50 steps for each $1,000 or fraction thereof by which income exceeds the thresholds.
This effectively boosts the taxpayers’ marginal tax rates by 5 percentage points on average until
the credit is gone. (The "excess" income is rounded up to the next $1,000. If income exceeds
the threshold by $1 to $1,000, the taxpayers lose $50 of the child credit; between $1,001 and
$2,000, they lose $100 of the credit; etc.)
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Families subject to the phase-out were mostly in the old 28 percent tax rate bracket, now 27
percent in 2003 thanks to the 2001 Bush tax cut, and which his new plan would hasten to cut to
25 percent. Some are calling this rate cut a give-away to the rich. In fact, in the phase-out range
for the child credit, the old 28 percent rate was implicitly bumped up to 33 percent. The new
implicit marginal rate will still be 30 percent, even with the rest of the marginal rate cuts. That’s
before Medicare and state and local income taxes typically add about 8 points more, and several
points more from the not-yet-expired phase-outs of personal exemptions and itemized deductions.

Furthermore, the phase-out range expands, boosting the tax rate over more taxable income.
When the credit is $600, the phase-out range is $11,000 wide for one child, $23,000 wide for two
children, etc. With a $1,000 credit, the phase-out range would be $19,000 wide for one child,
and $39,000 wide for two, affecting many more families. For them, the 3 percentage point
reduction in marginal tax rates in the President’s 2001 tax cuts will be more than offset by the
implicit 5 point rate hike in the enlarged penalty zone for the child credit.

Summary of tax rate effects of the child credit:

For 2003....ccccovvminrnne 2000 law 2001 law Bush plan
credit/child.........cce.. $500 $600 $1000
explicit tax rate............ 28% 27% 25%
implicit rate w. phase-out... 33% 32% 30%
agi phase-out range for -~

1 child, from $110,001 to: $119,001 $121,001 $129,001

2 children, from $110,001 to: $129,001 $133,001 $149,001

How best to describe the President’s proposals.

The Administration has spoken favorably about how much spending money these social provi-
sions would put into the pockets of lower and middle income families to show that the tax plan
is not just for the rich. As tax cuis meant to be made permanent, they would do more for people
of all incomes than the one-shot rebates that have been offered by some in Congress. Indeed,
they would be worth several thousand dollars over the decade for families with children. Further,
by boosting productivity and wages, the growth-related provisions also raise pre-tax incomes and
create new jobs. That all needs to be said, but carefully. It is one thing to point out that the
President’s tax plan is generous to a wide range of taxpayers. It is another thing to describe the
tax cuts (even the good parts) as "giving consumers money to spend” in the aggregate to pump
up the economy, which they certainly do not, once additional federal borrowing is taken into
account.

Tax cuts improve economic performance and raise individual and national incomes if and only
if they reduce tax barriers to producing more income by working, saving, and investing more
than before. It is a technical and political mistake to allude to fictitious benefits from not-at-the-
margin "demand-side" tax hand-outs. That improperly puts them on a par with economically
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eneficial "supply-side” incentive provisions, giving ammunition to those who would substitute
1ore of the redistributionist sort of tax changes for the ones that are good for the economy.

‘he Administration bent over backwards to "spread the wealth" in its tax reduction plan. The
ate cuts are modest; they leave marginal tax rates higher than after the Senior Bush tax hike.
‘he tax code still has stealth tax rate spikes due to "phase-outs" of credits and deductions, one
£ which, due to the child credit, the plan makes worse. These considerations suggest that there
3 no excuse to water down either the advancement of previously enacted marginal rate cuts or
he newly-proposed relief from the double taxation of shareholders’ corporate earnings that
'resident Bush has proposed.

\rguments over the deficit.

deficits of the magnitude projected under the President’s tax proposals would have only a modest
ffect on interest rates. The CEA estimates that interest rates rise by only about 3 to 5 basis
oints for each $200 billion in new debt. I have seen other estimates that an additional trillion
lollars of debt over a decade would raise interest rates by between 5 and 20 basis points. The
ffects on investment would not be large. They would certainly be an order of magnitude smaller
han the effect of the reduction in the cost of capital from ending the double taxation of corporate
ncome.

dne reason for the small impact is that the United States is part of the global economy, and has
iccess to world capital markets. The other reason is that the supply of saving is not inelastic,
is was once thought. Rather, people seem quite willing to add to their saving as after-tax rates
f return rise by even small amounts.

Jote that it is the impact of deficits on the entire stock of existing debt, not just new borrowing
sut of current saving, that determines interest rates and saving behavior. The value of world
sonds, stocks, mortgages, and other credit instruments will be approaching $100 trillion over the
iext decade. If the United States government were to borrow an additional $1 trillion, it would
e adding only one percent to the stock of world financial instruments. To make people want
o hold that much added debt in their portfolios, interest rates would have to rise by enough to
Irive down the value of existing debt by about one percent, so that people would feel the need
o replenish their assets by that amount. Long term interest rates might have to go from 6% to
5.06% to effect that adjustment.

>rovision for new temporary individual tax cuts.

A number of Members of the House and Senate have introduced income or payroll tax reductions
»n the first few thousand dollars of income, or tax rebates of a specific dollar amount. Insofar
1s these proposals have little or no incentive effect at the margin to earn additional income in the
‘uture, they would have no beneficial effect on employment or saving. They would not stimulate
iggregate consumption, because the amounts given out would be borrowed back by the Treasury.
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« Senator Baucus has proposed to eliminate the income tax on the first $3.000 of wages earned
in 2003, and to provide low income workers not subject to income tax with a $300 rebate. The
plan is effective "at the margin" for only a handful of workers. He has also offered a temporary
heaith insurance tax credit, which is primarily an incentive for employers to offer health coverage
to their work force, not an economic stimulus program.

+ Senator Daschle and Congresswoman Pelosi have offered two variations on tax rebates, For
reasons described above, neither is likely to be successful in increasing consumption or
employment. Even if made permanent, they are lump sum payments that are not "at the margin”
and provide no incentive to work longer hours or save additional income. Each has also
proposed increasing the 30 percent expensing provision of last year’s stimulus package to 50
percent for 2003, but would drop the provision (Daschle) or reduce it to 10 percent (Pelosi) for
2004. These steps would borrow investment spending from next year, and simply be more
ineffective fine tuning. The 30 percent expensing provision in current law should be expanded
to 50 percent, or better, 100 percent, and made permanent. Many firms will not expand their
factories just for a temporary improvement of the treatment of investment if they have to face
old law when it comes time to replace the additional assets.

* Senators Landrieu and Corzine have proposed a refundable income tax credit equal to the
payroll taxes on the first $10,000 of wages. For workers, it would be based on wages paid in
2001. Rebates on income earned in past years gives no incentive to earn additional income in
the present. Witness the Ford fiasco. For employers, the credit would be based on payroll taxes
paid in 2003. But even if the employers’ tax relief were based on current wages, the cap would
make it not “at the margin" for most employees. The one year relief would not give much
incentive to take on a permanent employee, as it would not lower future year’s labor costs. The
best that can be said is that it might help cover the cost of training a new hire.

Fiscal relief for states.

Federal payments to aid state budgets will not boost aggregate "demand" because the federal
government will have to borrow the funds transferred to the states. This is the same objection
to "demand management” as applied to tax cuts or other government spending increases. The
only economic benefit to aiding the states in the short run is that it might fend off state income
tax or local property tax hikes, which would increase disincentives to work, hire, save, and invest,
The drawback is that it will let the states delay dealing with their recent wave of overspending
as good times brought a temporary surge in revenues.
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Mr. Chairman, Senator Baucus, and Members of the committee:

Thank you for inviting me to testify today. It is an honor to appear before this

committee. President Bush and members of Congress have proposed several new tax-based
incentives aimed to raise econornic growth. My testimony is divided into two sections: a
summary of the conclusions, and supporting analysis.

Summary of major conclusions

The first two conclusions focus on how to frame and consider policy questions relating to

taxes and economic growth. The next four conclusions relate to specific policy options.

In considering policies to spur the economy, it is important to distinguish short-term and
long-term problems.

--In the short-term, the major economic problem is inadequate aggregate demand, as
evidenced in particular by low rates of utilization of capital among businesses. The key
to boosting the economy in the short-run is boosting demand in order to fully utilize
existing capacity.

--In the long-term, the economic growth depends on the extent to which productive
capacity (including physical capital, human capital, and economic institutions) is able to
grow. Sustained increases in such capacity require increases in national saving.

Tax cuts have ambiguous effects on economic growth in the long run.

--Tax cuts can affect economic growth in the long run through at least two channels.
First, a tax cut will affect labor supply, human capital accumulation, saving, investment,
entreprenuership and so on. Second, the reduction in revenues will raise the federal
deficit (unless matched by spending reductions) and hence reduce national saving.

--The net effect on growth is the sum of the (generally positive) effects created by more
favorable economic incentives and the (negative) effects created by the increase in the
deficit. For the tax cut to have a net positive effect on growth, the effects on labor
supply, saving, etc., not only must be positive, they must be larger than the drag created
by the increased deficit.

--Increased deficits reduce national saving and future national income regardless of
whether deficits raise interest rates. One of the best ways to encourage economic growth
is to keep national saving high, which in turn implies that public saving should be high.

The 2001 tax cut was poorly designed to raise growth. Neither accelerating the tax cut nor
making it permanent should be considered pro-growth strategies.

--According to Treasury data, 64 percent of taxpayers will receive no reduction in
marginal tax rates. But the tax cut will reduce revenues by $1.7 trillion through 2010 and
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reduce national saving. Estimates of how deficits affect interest rates used by President
Bush's Council of Economic Advisers imply that EGTRRA will raise the cost of capital
for most investments.

--Researchers have generally found that the positive effects of the 2001 tax cut on labor
supply, saving, etc., are likely to be offset by, and may well be outweighed by, the
negative effects of the tax cut in reducing national saving.

--For the same reasons, accelerating the 2001 tax cut is unlikely to stimulate growth. An
acceleration could raise the cost of capital on new investment for small businesses
because it reduces the tax rate against which investment deductions may be taken.

--Making the 2001 tax cut permanent is neither affordable, nor would it do anything to
spur growth currently. Given that EGTRRA as a whole probably had either a negligible
or negative impact on growth, making it permanent is not a pro-growth strategy.

¢ The President's proposal to reduce taxes on dividends and capital gains is unlikely to
generate much in the way of new growth.

--By reducing the double taxation of dividend income, the plan could reduce the cost of
new corporate investments financed by new equity issues.

--1t would not reduce the cost of investments financed by debt, and would likely reduce
investrent in non-corporate sectors, including housing and small businesses. It would
also raise interest rates by encouraging investors to move from bonds to stocks. By
raising deficits, it would reduce future national income.

--A study of all of these effects by Macroeconomic Advisers finds that plan would have
no effect on average GDP between 2003 and 2007, would raise interest rates, and in the
long run would reduce productivity.

¢ Increasing the temporary provision for partial expensing from its current 30 percent level is
unlikely to spur much new investment.

--The primary problem that businesses face currently is inadequate demand, as evidenced
by low capacity utilization rates. It is unclear why businesses would want to invest more,
given that demand is so low they do not even use the capital they currently have.

e Small businesses would not generally fare well under the proposals under consideration.
--They would be helped directly by the proposed increase in expensing limits.
--But the acceleration of the tax cut, the dividend proposal, and the expansion of partial

expensing would raise the cost of new investments and reduce the funds available for
new investments by small business.
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Supporting text

1. Description of proposals

The President's budget contains four major tax-related proposals aimed at increasing
economic growth.

o Accelerate to January 1, 2003, some, but not all, of the income tax cut provisions that
were enacted in 2001 and scheduled to be implemented in the future. The accelerated
items include the reduction in the top four income tax rates (from current levels of 27, 30,
35, and 38.6 percent to 25, 28, 33, and 35 percent, respectively); marriage penalty relief
for middle- and upper-income households; an increase in the child credit to $1,000; and
expansion and indexing of the 10 percent tax bracket.

» Make EGTRRA permanent.

e Exclude all corporate dividends from taxation under the individual income tax provided
that corporate taxes have been paid on the earnings generating the dividends. A related
provision would allow companies to deem dividends without actually paying them, thus
reducing eventual capital gains and capital gains taxes for shareholder.

e Increase the small business expensing limits to $75,000 from $25,000, and index for
inflation.

Another proposal that has been floated is to increase the 30 percent partial expensing for
corporate investments (which was enacted in 2002 and applies to investments made between
September 11, 2001 and September 2004) to either 40 percent or 50 percent.

2. Relations between tax cuts, deficits, and economic growth

National income accounting identities go a long way toward framing the relevant issues.
(For mathematical details, see the Appendix.) National saving is the sum of private saving
(which occurs when the private sector spends less than its after-tax income) and public saving
(which occurs when the public sector runs budget surpluses). National saving is identically
equal to -- and is used to finance -- the sum of domestic investment and net foreign investment.
Domestic investment is the accumulation by Americans of private assets at home, or of public
(government) assets. Net foreign investment is the nation’s investment overseas minus
borrowing from abroad (foreign investment in the United States). An increase in net foreign
investment may take the form of increased U.S. investment overseas, increased U.S. lending to
foreigners, reduced foreign investment in the United States, or reduced U.S. borrowing from
abroad. The composition of the change in net foreign investment is of secondary importance,
and we will typically refer to an increase in net foreign investment as “increased borrowing from
abroad.” We refer to the sum of domestic and net foreign investment as "national investment."

In simplest terms, national saving must by identity equal national investment, and an
increase in national saving must show up as an increase in domestic investment and/or net
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foreign investment. Either way, the accumulation of assets due to increased saving and
investment means that the capital stock owned by Americans is increased. The retums to that
additional capital -- whether domestic or foreign -- raise the income of Americans in the future.

These macroeconomic building blocks highlight two key points (see also Figure 1):

* Anincrease in the budget deficit (a decline in public saving) reduces national saving unless it
is fully offset by an increase in private saving, and

e A reduction in national saving must correspond to a reduction in national investment and in
future national income, holding other things equal.

Barro (1974) demonstrates that if households are fully rational and take the well-being of
their descendants into account in formulating their consumption and savings patterns, reductions
in taxes today would be balanced by offsetting increases in private saving today. In particular,
households would recognize that the reduction in taxes today would increase future tax liabilities
and thus save the tax cut. Numerous tests of household saving behavior, however, conclude that
households do not follow the dictates of this model (Bernheim 1987). The implication is that
increased budget deficits are not fully offset by increases in private saving, and therefore result in
a reduction in national saving.

A decline in national saving must reduce private domestic investment, net foreign
investment, or some combination thereof. The reduction in investment reduces the capital stock
owned by Americans, and therefore reduces the flow of future capital income. Either the
domestic capital stock is reduced (if the reduction in national saving crowds out private domestic
investment) or the nation is forced to mortgage its future capital income by borrowing from
abroad (if the reduction in national saving generates a decline in net foreign investment). In
either case, future national income is lower than it otherwise would have been.

Figure 1 illustrates this logic: The junction marked A highlights the relation between
deficits and national saving. It shows that as long as private saving rises by less than 100 percent
of the decline in public saving, national saving falls in response to a budget deficit, which in turn
reduces future national income, other things equal. The extent to which the decline in national
saving generates a response from capital inflows (junction B} or interest rates (junction C) or
both may also be of interest in its own right, but it does not alter the basic conclusion that larger
deficits reduce future national income, other things equal.

As shown in the appendix, these findings can be used to illustrate the potential longer-
term consequences of the recent deterioration in fiscal prospects.

3. Changing EGTRRA
A. EGTRRA and Growth

The analysis above considers only the effects of reduced budget surpluses or increased
budget deficits per se. 1t establishes the crucial observation that, other things equal, smaller
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budget surpluses reduce future national income relative to what it would otherwise be, and do so
regardless of how they affect interest rates. In this section, we point out that a full analysis of
policies that raise deficits or reduce surpluses needs to take into account (1) the direct effects of
the policy in question, ignoring any change in the deficit, and (2) the change in the deficit.

The most recent prominent example of this issue is the 2001 tax cut. The net effect of the
2001 tax cut on growth is the sum of its direct effect on changes in incentives and after-tax
income and its indirect effect through changes in the budget deficits. The improved economic
incentives from provisions of the 2001 tax cut, analyzed in isolation, tend to raise labor supply,
human capital accumulation, and private saving. But these changes in incentives are financed by
reductions in public saving. Thus, to gauge the full effect on growth, one needs to factor in the
effect of lower public saving on economic growth.

Given the structure of the 2001 tax cut, researchers have generally found that the positive
effects on future output from the impact of reduced marginal tax rates on labor supply, human
capital accumulation, private saving and investment either substantially offset or even outweigh
the negative effects of the tax cuts via reduced public and national saving (see Auerbach 2002,
CBO 2001, Elmendorf and Reifschneider 2002, Gale and Potter 2002).

There are several factors that help show why the effects of EGTRRA on growth are likely
to be small or even negative. First, Treasury data in Kiefer et al (2002) show that 64 percent of
tax filers with positive tax liability, accounting for 38 percent of all taxable income, would
receive no reduction in marginal tax rates under EGTRRA. Most of these households were either
in the 15 percent bracket or on the alternative minimum tax. Second, the increase in the deficit
could raise interest rates and that increase would raise the cost of capital on new investments.
President Bush's Council of Economic Advisers routinely uses an estimate that a $200 billion
increase in the deficit raises interest rates by 3-5 basis points. If so, the $1.7 trillion cost of
EGTRRA over the next 10 years would be expected to raise interest rates by between 25 and 42
basis points. Gale and Potter (2002) show that if EGTRRA causes interest rates to rise by 30
basis points, then the net effect of EGTRRA--including reduced marginal income tax rates--is to
raise the cost of new investments for sole proprietors, for housing, and for corporate investments
in structures. Only the cost of corporate investments in equipment would fall, and by less than 1
percent. Third, the reduction in federal surpluses (or increases in deficits) of $1.7 triilion through
2011 will reduce national saving. The $1.7 trillion includes $1.35 trillion in tax cuts plus the
additional debt service costs.

B. Accelerating EGTRRA

All of the reasons noted above, combined with the fact that accelerating EGTRRA is a
temporary tax cut, suggest that accelerating the 2001 tax cut would have negligible effects on
growth.

In fact, at least one aspect of accelerating the tax cut conld reduce investment currently.
The cost of capital that sole proprietors, partnerships, and S-corporations face on new
investment depends in part on the present value of the depreciation allowances they are able to
deduct. Thus, a business would like to deduct depreciation against high tax rates, since a $1
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dollar deduction is worth more the higher the tax rate 1s. Right now, with tax rates poised to
decline over time, businesses (other than C Corporations) face the rosy prospect of making
investments now, taking the deprecation in the next few years at relatively high tax rates and
then reporting the income in the future after 2006 against relatively low rates. Reducing tax rates
now would reduce the benefit of the depreciation deductions and hence could reduce new
investment by those businesses.

C. Making EGTRRA Permanent

Making EGTRRA permanent is unlikely to stimulate growth, for the same reasons that
EGTRRA is estimated to have little impact on growth over the next decade. Still it is worth
noting that the Congressional Budget Office (2003) has estimated that letting EGTRRA sunset
would reduce GDP by 0.5 percent. Perhaps surprisingly, this estimate is fully consistent with
EGTRRA having little or no impact on economic growth over the past decade and little or no
impact in the future.

To see this, recall that taxes have two sets of effects--one on incentives and one on
national saving via the deficit. The CBO estimate of the effects of letting EGTRRA expire is
solely an "incentive" effect. Note that it implies that the cumulative value of the incentives in
EGTRRA would be to raise GDP by 0.5 percent over the decade. That implies an increase in
GDP of about $81 billion by 2011 (CBO 2003, table 1-2). But recall also that the full effects of
EGTRRA are the incentive effects plus the impact on national saving. To calculate the latter
effect, note that EGTRRA reduces budget surpluses by $1.7 trillion over the decade. Assuming
that private saving rises by about one-third of this amount (based on Gale and Potter 2002),
national saving falls by $1.13 trillion. With a 6 percent interest rate, the decline in national
saving implies a reduction of $68 billion in income. That means that EGTRRA will raised GDP
by only $13 billion (81-68) in 2011. This is less than 0.1 percent of GDP.

4. The dividend proposal

A. As corporate tax reform

The dividend tax proposal is intended to tax corporate income once and only once.! Three
points are important to emphasize about this proposal. First, most corporate income in the
United States is not taxed twice. A substantial share of corporate income is not taxed at the
corporate level, due to shelters, corporate tax subsidies and other factors.” Recent evidence

! The provision would represent a significant tax cut for both dividends and capital gains on corporate stocks. In
simplest terms, under the Administration’s proposal, dividends paid out of corporate earnings that were already
taxed at the corporate level would not be subject to the individual income tax. In addition, earnings that were
already taxed at the corporate level and that were retained by the corporation would generate a basis adjustment for
sharebolders. Such a basis adjustment means that, when the stock is ultimately sold, the increase in stock price due
to retained earnings taxed at the corporate level would not generate a capital gains tax liability at the individual
level.

2 Robert Mclntyre, “Calculations of the share of corporate profits subject to tax in 2002.” January 2003.
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suggests growing use of corporate tax shelters.® Furthermore, half or more of dividends are
effectively untaxed at the individual level because they flow to pension funds, 401(k) plans, and
non-profits.” Although data limitations make definitive judgments difficult, the component of
corporate income that is not taxed (or is preferentially taxed) appears to be at least as large as the
component that is subject to double taxation. That is, the non-taxation or preferred taxation of
corporate income is argnably at least as big of a concern as double taxation.

Second, the Administration's proposal would have no effect on firms' incentives to shelter
and retain earnings to the extent that firms are owned by non-taxable shareholders. To the extent
that firms are held by taxable shareholders, the Administration proposal would reduce incentives
to shelter somewhat, but firms would still maximize shareholders’ after-tax returns by sheltering
corporate income from taxation and then retaining the earnings -- the same strategy that
maximizes taxable shareholders’ after-tax returns under current law. Despite the
Administration’s claims to the contrary, the proposal therefore does not eliminate, and may not
even reduce to a significant degree, the incentives that exist under the current tax system to
shelter corporate income from taxation and then to retain the eamnings.

Third, the Administration’s proposal may result in a variety of new tax shelters.

A partial dividend exclusion is not a solution to these problems either. It just reduces both
the benefits and costs of the proposal. Proponents of the dividend exclusion often note that many
European countries have partially or fully integrated their corporate and personal tax systems.
However, it is also the case that several European countries have recently moved away from
integrated systems.” In addition, the large share of corporate equities are held by shareholders
that are not subject to individual dividend and capital gains taxes appears to be much higher in
the United States than in most European countries.

The bottom line is that the Administration’s proposal does the “easy” part of tax reform: it
cuts taxes. It fails, however, to do the difficult part of any serious tax reform effort: broadening
the tax base and eliminating the share of corporate income that is never taxed (or taxed at
preferential rates). That difference is what distinguishes “tax reform” from “tax cuts.” The
approach proposed by the Administration would also undermine the political viability of true
corporate tax reform. Any such reform would have to combine the “carrot” of addressing the
double taxation of dividends with the “stick” of closing corporate loopholes and preferential tax
provisions, but the Administration’s proposal simply gives the carrot away. Burman (2003) and
Gale and Orszag (2003) discuss modifications to the Administration’s proposal that would

? Mihir Desai, “The Corporate Profit Base, Tax Sheltering Activity, and the Changing Nature of Employee
Compensation,” NBER Working Paper 8866, April 2002.

* William G. Gale, “About half of dividend payments do not face double taxation,” Tax Notes, November 11, 2002.
Although taxes are due on pensions and 401(k) plans when the funds are paid out or withdrawn, the effective tax
rate on the return to saving in such accounts is typically zero or negative because the present value of the tax saving
due to the deduction that accompanies the original contribution is typically at least as large as the present value of
the tax liability that accompanies the withdrawal. Also note that a substantial share of capital gains on corporate
stocks is never taxed because of the basis step-up at death.

* Reuven Avi-Yonah, "Back to the 1930s? The Shaky Case for Exempting Dividends ,” Tax Notes
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represent a more balanced approach to changing the system of taxing corporate income.®
B. As a Growth Package

In the long run, the key to economic growth is to expand the capacity of the nation to
produce goods and services. That capacity, in turn, depends on national saving. Yet the
Administration’s plan will expand the budget deficit, which will have the effect of reducing
national saving.” Only if the economic benefits of the policy changes generating the deficits
more than offset the losses imposed by reduced national saving would the net effect be positive.

A study by Macroeconomic Advisers® reached the following conclusions regarding the
growth and jobs package, including the dividend plan:

e The plan would have no effect on average GDP between 2003 and 2007.
* Employment would grow by an average of 21,000 per year over the next five years

e The yield on 10-year Treasury notes would rise by 23 basis points by 2004 and by about 50
basis points by 2007; and

o In the long-term, productivity would fall and the cost of capital would rise, due to the effects
of increased deficits on national saving and interest rates.

1t is worth emphasizing several reasons why the plan may not stimulate much if any growth.
First, although the plan will help allocate an existing amount of investment more efficiently
across sectors (though significant corporate tax reforms would do an even better job in this
regard), by raising the deficit and reducing national saving the plan is likely to reduce the total
amount of capital owned by Americans. Second, the impact on corporate investment will muted
to the extent that interest rates rise (due to making equities more attractive) and the extent to
which investments tend to be financed with debt or retained earnings. Third, to the extent the

% Leonard E. Burman, “Taxing Capital Income Once,” Urban-Brookings Tax Policy Center, January 2003, and
William G. Gale and Peter R. Orszag, “The Administration’s Proposal to Cut Dividend and Capital Gains Taxes,”
Tax Notes, January 20, 2003,

7 The reduction in national saving reduces the nation’s future income. That is the fundamental cost of a failure of
Jong-term fiscal discipline: All eise being equal, it reduces the capital owned by Americans and the nation’s income
over time. For example, Gale and Orszag (2002) show that the deterioration in the fiscal outlook since January
2001, all else being equal and not including the Administration’s most recent proposal, will reduce income in 2012
by the equivalent today of $1,500 per household per year. See William G. Gale and Peter R. Orszag, “The
Economic Effects of Long-Term Fiscal Discipline,” Urban-Brookings Tax Policy Center, December 2002. In recent
months, Administration officials and others have argued that budget deficits do not affect interest rates. Gale and
Orszag (2002) address this issue in detail. The important point to realize is that focusing solely on the connection
between interest rates and deficits obscures the more important point: Unless an increase in the budget deficit is
entirely offset by an increase in private saving, it must produce either a reduction in domestic investment or an
increase in borrowing from abroad. All else equal, it must therefore reduce the capital stock owned by Americans
and reduce future income.

& v A Preliminary Analysis of the President's Jobs and Growth Proposals,” January 10, 2003, Macroeconomic
Advisers, LLC, www.macroadvisers.com,
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proposal would attract funds to the corporate sector, those funds may simply generate one-time
windfall gains in corporate stock without affecting investment. Any increase in stock values
would raise consumption somewhat and would serve to reduce private saving. Fourth, to the
extent that funds are channeled to the corporate sector, fewer funds may be available to finance
investment by unincorporated business and S-corporations. To the extent that interest rates rise,
investment in interest-sensitive sectors like housing may decline.

5. Increase in partial expensing

Expanding the partial expensing provision is unlikely to generate much in the way of new
investment. Although there is an established research finding that, on average, cuts in the cost of
capital raise investment, there is -- to my knowledge -- no evidence that demonstrates that such
policies work well in the presence of substantial non-utilization of existing capacity. That is, the
key question is not whether such incentives work well under average conditions, but whether
they work well under acute conditions--with low investment and low capacity utilization.

Intuition suggests that under current circumstances firms are not likely to be very
responsive to changes in investment subsidies. For example, despite generous subsidies to new
investment embodied in the 2002 stimulus act (including the provision to allow 30 percent partial
expensing in the first year), and despite low inflation (which reduces the cost of investing
because it raises the value of nominal depreciation allowances in the future ) and low interest
rates, investment has remained constant or fallen over the last few years. If an increase from
zero to 30 percent partial expensing had such a small effect on investment, it is hard to see how
increasing it more would cause an investment surge.

6. Effects on small business

A key concern for policy makers is the impact of the tax cut plans on small businesses.
The proposals in question would have a variety of effects on the small business sector and it is
not at all clear that the sector would come out ahead.

e Under the President's growth and jobs more than half (51.6 percent) of tax returns with small
business income would receive a direct tax cut of $500 or less in 2003.°

» The expansion of small business expensing options will undoubtedly reduce the cost of
capital for some small businesses and encourage them to invest more. Note, however, that
this occurs only a limited range of investment and the subsidies are taken back when
investments reach a higher level.

e Lower marginal tax rates will improve cash flow and reduce taxation of income from old
projects for some businesses but as noted above it will raise the cost of capital for new
investments and thus may reduce new investments.

? For further discussion of the effects on small businesses, see Andrew Lee, “President’s Radic Address and Other
Administration Statements Exaggerate Tax Plan’s Impact on Small Businesses,” Center on Budget and Policy
Pricrities, January 18, 2003,
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The dividend proposal would divert capital from the small business sector and put upward
pressure on interest rates, both of which would increase the cost of capital for small
businesses and may reduce new investments by that sector.

A recent study by Cullen and Gordon (2002) find that EGTRRA will reduce the level of
entreprenuerial activity by reducing the tax benefits of entreprenuership relative to other
economic activity. Accelerating the tax cut or making it permanent may therefore be
unlikely to help the small business sector as a whole. Cullen and Gordon (2002) argue that--
and present evidence that--incentives to engage in entrepreneurial activity fall when
individual income tax rates fall because small businesses can shelter income more effectively
than wage earners can. Also, lower tax rates make risky projects relatively less attractive
because the government bears less of the risk.. Moreover, when personal tax rates are high,
entrepreneurs have the advantage of being able to take losses at high personal tax rates, but if
projects succeed they can incorporate and reduce their tax rate.
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Appendix
A. National income accounting identities

We follow Mankiw and Elmendorf (1998) in the derivations below. The private sector's
budget constraint is given by

(0 Y=C+S+T,

where Y is national income, C is private consumption, S is private saving, and T is taxes paid
less transfer payments received. National income is also equal to national output, which is given
by:

) Y=C+I1+G+NX 1

where G is government purchases of goods and services, I is domestic investment, and NX is net
exports of goods and services (exports minus imports). Substituting (2) into (1) yields:

©) S+(T-G)=1+NX.
Another identity implies that
) NX =NFI

where NFI is net foreign investment, the difference between what Americans invest overseas and
what foreigners invest here. Equation (4) simply says that the international flow of goods and
services has to be matched by an international flow of funds. Substituting (4) into (3) yields:

(5) S+ (T-G)=1+NFL

The left-hand side of (5) is national saving, the sum of private saving and public saving.
The right-hand side is the sum of domestic investment and net foreign investment, which we will
call national investment. Thus, equation (5) is the key relation equating national saving and
national investment.

Equation (5) can also be used to demonstrate the basic points of section I in the paper. If
government saving falls, three things can happen. Private saving may rise to re-establish the
equality in (5) at the original level of national saving and national investment. If it does not,
however, then domestic investment falls, and/or net foreign investment falls. As long as less
than 100 percent of the adjustment occurs via changes in private saving, both national saving and
national investment will fall as the deficit rises.

A decline in either domestic investment or net foreign investment will reduce future
national income. As Elmendorf and Mankiw (1998, page 17) note: "Reduced domestic
investment over a period of time will result in a smaller domestic capital stock, which in turn
implies lower output and income.....Reduced net foreign investment over a period of time means

11
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that domestic residents will own less capital abroad (or that foreign residents will own more
domestic capital). In either case, the capital income of domestic residents will fall."

B. A Quantitative Example of the Effects of Fiscal Deterioration on Future Income

From January 2001 to January 2003, the CBO's cumulative projected surplus for fiscal years
2002 to 2011 fell by about $5.6 trillion.'® That reduction reflects the cumulative deterioration in
government saving between 2002 and 2011 under the official forecasts. We assume that private
saving would rise by about 25 percent of the decline in public saving.'' This implies that the net
capital stock owned by Americans will be $4 trillion (=(1-.25y*5.6 trillion) lower in 2011 than if
the fiscal deterioration had not occurred. To translate this change in the capital stock into a
change in income, it is necessary to assume a rate of return to the capital. We use an estimate of
6 percent.'” This implies a decline of real national income in 2012 of about $252 billion
(=.06%$4.2 trillion). The implied decline in national income equals about 1.4 percent of
projected gross national product in 2012 or about $800 for each person in the United States.”

1t is also possible to estimate the impact of GDP, which depends on the capital stock
employed in the United States, which in turn is financed by national saving plus net capital
inflows. The implied $4.2 trillion reduction in national saving above would generate some
change in interest rates (possibly zero) and some change in capital inflows. We assume that 33
percent of the decline in national saving is financed by capital inflows."* This implies that the
domestic capital stock would fall by $2.8 tritlion (=(1-.33)*$4.2 trillion) and that GDP would
therefore fall by about $168 billion (again assuming a 6 percent rate of return on capitat). This
decline is smaller in dollar terms than the GNP decline because the capital inflows mitigate the
adverse impact on GDP (even though the repayment of those inflows in the future creates a
mortgage against future national income).

' CBO (2001) projected a surplus of $5.6 trillion. By January 2003, the figure had fallen to $336 billion (CBO
2003).

! The empirical evidence suggests only limited offsets from private savings in response to budget shifts. Although
the precise amount of offset will depend on the specific policy that leads to the deficit, very few articles suggest that
the offset will be complete or even close to complete. CBO (1998) concludes that private saving may offset 20 to 50
percent of a shift in the deficit. Etmendorf and Liebman (2000} suggest that private saving would offset about 25
percent of an increase in the deficit. Gale and Potter (2002) estimate that private saving will offset 31 percent of the
decline in public saving caused by the 2001 tax cut, but the tax cut is only one or several reasons why the fiscal
outlook deteriorated.

12 poterba (1998) estimates the pre-tax marginal product of capital to be 8.5 percent for nonfinancial corporate
capital. Elmendorf and Mankiw (1999) suggest a more conservative estimate, 6 percent, for the return on aggregate
capital.

" The projected U.S. population in 2012 is 304.8 million. (See www.census.gov/population/www/projections/
natsum-T1.htmi).

'* Over the long-term, changes in net foreign investment flows are estimated to account for between 25 and 40
percent of changes in national saving, though that percent may be rising over time and may be higher for
economically integrated European countries than for the United States. For specific studies, see, among others,
Feldstein and Bacchetta (1991), Feldstein and Horioka (1980), Obstfeld and Rogoff (2000), and Blanchard and
Giavazzi (2002). For an overview of such studies, see CBO (1997).



111

Figure 1: Deficits, national income, and interest rates
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A: Evidence suggests that private saving rises by substantially less than 100 percent of the

decline in public saving.

B: Most of the evidence suggests that most of the reduction in national saving manifests itself in
reductions in domestic investment, though estimates vary.

C: The effects of deficits on interest rates are controversial. Our views are expressed in Gale
and Orszag (2002). The main point for purposes of the current paper is that budget deficits that
reduce national saving will reduce future national income (junction A) regardiess of the relative

strength of the effects of deficits on interest rates (junction C).
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Testimony Before the Senate Finance Committee
Wednesday, February 12, 2003
by
Phil Gramm
Vice Chairman, UBS Warburg

Mr. Chairman and Members of the Finance Committee, I am honored to have the
opportunity to testify before you today on a subject of great importance to every
American: How can we get the economy into high gear, how can we put our people
back to work, and how can we rebuild confidence in our equity markets to strengthen
the foundation of our retirement programs and our financial security?

The Downturn

In the 20™ century, America experienced two basic types of recessions. In the second
half of the century, we experienced inventory cycles. On a more or less regular basis,
economic signals were mixed up and unsold inventories mounted. Orders were cut
back, the economy retrenched, and over time the excess inventories were consumed.
In time, orders would flow again and the economy would recover. In such an
environment, it was literally true that the bigger the boom that built up the excess
inventories, the bigger the bust that followed. The deeper the recession, the stronger
the recovery would be when it took hold.

In the first part of the 20" century, America experienced a series of financial panics
due to the difficulty of converting bank deposits into currency and variations in the
demand for money generated by the seasonal nature of agriculture.

The downturn we suffer from today is quite different. It is largely the product of a
speculative bubble in the equities market. In fact, it is only a small over-statement to
say that the financial panics of the 19" and early 20™ century were a by-product of an
agricultural economy, and the inventory cycles of the middle and late 20" century
were the by-product of an industrial economy. The current downturn can be
categorized with only a slight exaggeration as the first post-industrial recession in
American history. ’

This is relevant because while we know a great deal about financial panics and
inventory cycles, we find ourselves today in less charted waters. Consumption
spending has been largely unaffected by the downturn, and the housing boom
continues largely unabated. Wage rates have continued to rise as have total wages,
even as unemployment has gone up. The current downturn is almost exclusively a
product of a collapse in investment.

All this suggests that since consumption has stayed strong throughout the downturn,
traditional pump priming to stimulate consumption will probably be ineffective as an
economic stimulant. Since weak investment spending is the problem, any effective
stimulus plan should have stimulating investment as its primary goal.
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The President’s Stimulus Plan

By sheer fiscal size alone, the President’s proposal will have a very modest impact,
since over a ten-year period its aggregate value is less than 2.4% of projected current
services federal spending. The strength of the President’s proposal is largely in the
incentives it creates for new investment spending -- investment funded by private
funds that are not now being invested.

The elimination of the double taxation on dividends will have a positive and
significant impact on private investment, raising the after-tax return on capital and
increasing investment. The elimination of the double taxation on dividends in and of
itself should produce a one-time increase in aggregate equity values in the range of up
to 5%. The overall efficiency of investment expenditures in both the short and long-
term will improve as the current distortions, which encourage corporations to reinvest
earnings even when rates of return on investment outside the company exceed internal
rates of return, are eliminated. Eliminating the current bias against the payment of
dividends will increase dividend payments and make the internal condition of
corporations more transparent. The elimination of the double taxation on dividends
will help small businesses that are currently discouraged from adopting a corporate
structure even if it would allow them greater access to capital. It will eliminate the
current tax bias against equity investment, which has encouraged non-economic use
of debt rather than equity and made many corporations more vulnerable during
downturns. The elimination of the dual taxation on dividends is both an effective
stimulant and sound economic policy, which will speed up the recovery and increase
longer term growth.

The President’s proposal to accelerate the tax cut scheduled to occur in 2004 and 2006
will not alter middle and long-term revenues but will stimulate the economy. The
highest tax rate is, in reality, the small business tax rate since the earnings of
proprietorships, partnerships and sub-chapter S corporations are taxed at the highest
individual rate. Dollar for dollar, accelerating the reduction in the highest rate is
probably the most effective stimulus in the President’s plan.

Had Congress anticipated how sluggish the recovery would be, it almost certainly
would have implemented the tax cut more rapidly, and I urge you to accelerate the
entire tax cut and make it retroactive to January 1, 2003. In a static sense, revenues
will fall this year, but the longer-term revenue picture, even in a static model, will
remain unchanged since the tax cuts will occur anyway in 2004 and 2006. If the
recovery can be strengthened, the mid-term revenue picture will be dramatically
enhanced. With estimated revenue losses due to the recession this year projected to
equal five times the average annual cost of the President’s stimulus proposal, the
potential gains to be derived from enhancing the recovery are obvious.

Tripling the level of investment expenditures by small business that can be expensed
and charged against current earnings will encourage small businesses to retool and, in
the process, help grow the economy now.

The uncertainty surrounding the current recovery and the lack of predictability of its
behavior strongly argue for a more activist policy. If the recovery could be
accelerated, net additional job creation over the next three years in the two million
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range is not unachievable. Anything that helps to restore the $6.7 trillion decline in
equity values, which has occurred over the last three years, will greatly benefit the
economy and the federal treasury. The sooner a stimulus package is passed the better.
All of its provisions should be made retroactive to January 1, 2003 for maximum
short-term effect. Finally, let me reiterate that lagging investment is the problem and
those provisions that directly affect investment will have the greatest impact.
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PREPARED STATEMENT OF HON. CHARLES E. GRASSLEY

FEBRUARY 11, 2003

This hearing is the second in a series of hearings on economic growth and job cre-
ation. Last week, Secretary John Snow presented the revenue proposals in the Ad-
ministration’s budget. The budget proposals included the President’s plan for eco-
nomic growth and job creation. Today, we focus on the President’s package once
again, but limit our focus to incentives for consumption. We will expand our focus
to cover not only the Administration’s plan, but others put forward by members of
the House and Senate.

It is clear that we have experienced a serious decline in investment. Everyone has
heard the stories like those I've heard from folks in Iowa. Let there be no mistake
about it, we face a heavier lift on the investment side. With few exceptions, manu-
facturing is flat. Everyone knows about the recent history of the stock market. In
the meantime, as investment has sagged, the American consumer has kept the econ-
omy afloat. With the lowest interest rates and the largest tax relief package in a
generation, the consumer fortunately has had the resources to counter the slowdown
in investment.

In this hearing, we will focus on the status of the consumption side of the econ-
omy. We will examine proposals for maintaining the level of consumption. The wit-
nesses will testify to the efficiency of these proposals, their short-term benefits and
long-term implications. I would like to reiterate a couple of points from last week’s
hearing. One, all proposals are on the table as we seek a bipartisan growth package.
Two, although we have split the topic into incentives for consumption and invest-
ment, the two are necessarily linked. We should not arbitrarily divide workers from
the business owners, or consumption from investment. Capital is the life blood of
businesses small and large. It is just as true that businesses need customers. As
Secretary Snow put it, the two concepts form a circle that makes up the economy.

Federal fiscal policy does not exist in a vacuum. There are consequences from our
actions in Washington that ripple through to the capitals of our 50 states. On the
one hand, our system of federalism does not make the federal government the in-
surer of all fiscal decisions made at the state level. State and local officials make
their own fiscal policy. It is their right and their responsibility. On the other hand,
we in Washington need to be cognizant of those areas of fiscal policy where we are
partners with state and local governments.

Today, we are pleased to welcome four distinguished witnesses. Addressing the
issue of consumption incentives generally are two veteran participants in economic
policy debates, Stephen J. Entin, and Peter R. Orszag. Addressing the issue of the
state and local role are Oklahoma State Senator Angela Monson and Chris R. Ed-
wards, another veteran of economic policy debates.

PREPARED STATEMENT OF HON. CHARLES E. GRASSLEY

FEBRUARY 12, 2003

This hearing is the third in a series of hearings on economic growth and job cre-
ation. Last week, Secretary John Snow presented the revenue proposals in the Ad-
ministration’s budget. Yesterday, we examined proposed incentives for consumption.
Today, we turn to proposed incentives for investment. No would dispute the fact
that it has been a rough period of almost three years for the investment side. The
stock exchanges, led by the NASDAQ, followed by the Dow and the S&P, have tum-
bled. The NASDAQ peaked at 5048.62 on March 10, 2000. Yesterday it closed at
1,295.46. That means the NASDAQ is worth about 25 percent of what it was worth
three years ago. The Dow is worth about 67 percent of what it was worth over three
years ago. Today, the S&P 500 is worth about 54 percent of what it was worth about
three years ago.

Everyone acknowledges the effect of the "bubble” of the late nineties. No one can
mistake the impact of the corporate scandals of the late nineties and early part of
this decade. Clearly, the tragic events of 9-11 and the war on terror have had their
effects. There’s no doubt investors, large and small, institutional and individual,
have had a rough three years. I'd like to pause and ask a question. What, if any-
thing, can we, as Finance Committee members, do about it. Is there fiscal policy
that can help right the ship of the capital markets? Now, over the last few years,
the stock market drop has been accompanied by a decline in business investment.
Commerce Department data show that business investment peaked in the second
quarter of 2000. That’s almost three years ago. Purchases of equipment and other



118

business assets have flattened out or dropped. Too many factories are dark Too
many workers are idled. Too many workers worry that their job might be the next
one lost. Again, I will pause and ask a question. What, if anything, can we, as Fi-
nance Committee members, do about it. Is there fiscal policy that can help move
up the level of business investment?

The good news is both Democrats and Republicans recognize the problems with
the dramatic decline in investment. There are differences, hopefully bridgeable, in
how we tackle the problem of declining investment. The President’s package is, as
he told me in the White House, "bold” on investment incentives. The President is
breaking new ground by proposing elimination of the double taxation of dividends.
It could be argued that the President’s boldness has made his growth proposal an
attractive target for his detractors. Many of the alternative proposals by are, by de-
sign, thin on the investment side and short-term. As we begin to examine the in-
vestment side, I'd say to the skeptics, think about the numbers I recited above.
Think about what has happened to the stock market. Think about the impact on
investors, retirees, and all those who invested in the stock market. Think about
those factories and plants that are dark. As you criticize the President’s plan, which
aims to improve market capitalization over the long-term, I'd ask what alternatives
on the investment side do you propose.

In today’s hearing, we will focus on the status of the investment side of the econ-
omy. We will examine proposals for raising the level of investment. The witnesses
will testify to the efficiency of these proposals, their short-term benefits and long-
term implications. Today, we are pleased to welcome four distinguished witnesses.
Two are distinguished former members of the Congress who had key roles in mak-
ing fiscal policy over the last two decades. We welcome former Senator Phil Gramm
and former House Budget Committee Chairman and Director of OMB, Leon Pa-
netta. Both of these long-time public servants have moved on to the private sector.
Phil is now Vice Chairman of UBS-Warburg. Leon is now co-director of the Panetta
Institute for Public Policy and serves on many boards, including the Board of Direc-
tors of the New York Stock Exchange. In addition, we have two distinguished vet-
erans of economic policy debates, Kevin Hassett and William Gale. I look forward
to the their testimony.
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Chairman Grassley, ranking member Baucus and members of the committee, it is
a great honor to be afforded the opportunity to speak with you today. We come together
at an important moment in the history of our great country. While the economy appeared
to enter a recovery early last year, economic activity has subsequently slowed. As the
Federal Reserve has noted, geopolitical risk is currently high and threatens to reinforce
the negative momentum of the fourth quarter of 2002, perhaps even pushing our economy
back into a recession. In addition, longer-term pressures provide strong economic
headwinds. It is wholly appropriate that this body should meet at such a time and debate
the potential of fiscal policy to soften or eliminate future hardships.

President Bush has proposed a significant change in the tax code in response to
these current challenges. The President’s plan has many components, but one---the
reduction of the composite tax on corporate income---has ignited a great deal of
conflicting opinion. I shall devote the lion’s share of my remarks to the clarification of
the plusses and minuses of eliminating so-called “double taxation.” I also hope to indicate
why I believe strongly that the proposed reduction in the composite tax on corporate
income is a worthy and pressing objective.

Understanding the Economic Effects of the Current System

Under present law, a corporation that earns a dollar must pay 35 cents of
corporate tax. If the company then remits the remaining 65 cents to a shareholder in the
form of a dividend, the shareholder must pay an additional tax. Many dividends are
received by those who pay the top marginal income tax rate of 38.6 percent, and the total
tax paid on a dollar of corporate income can be more than 60 percent. If one accounts for
state income and corporate taxes as well, the total tax can be much higher.

Should the tax be that high? Economists have employed sophisticated theoretical
and computer models to study the optimal design of efficient tax systems, and have
almost unanimously concluded that the optimal tax on capital income should be zero.!
This result is quite simple. Taxes on capital have a significant effect on the change in
capacity and economic growth, and even small growth distortions can compound into
large disturbances. If one had to pick an area in our existing tax code where current
practice was farthest from the accepted ideal, the double tax of corporate income would
likely be one of the first candidates.

Economists do not occupy themselves with the study of optimal efficient tax
systems for the mere pleasure of it. Indeed, I can report from the front lines that the
endeavor is rarely pleasurable. But deviations from efficient design can have painful and
significant real-world consequences. Surveying our own cutrent system, a number come
to mind.

First, the double taxation of corporate income discourages investment in
equipment and structures. The high dividend tax raises the cost of funds to firms,
increasing the hurdle rate for new projects. The accompanying reduction in capital
spending reduces economic growth and interferes with the creation of new jobs.

Second, the especially high tax on dividends encourages firms not to pay them.
Firms that accumulate significant internal cash must then be carefully monitored by

! For a recent review, see Judd, K.L. (2001), “The Impact of Tax Reform in Modern Dynamic Economics,”
in K.A. Hassett and R.G. Hubbard, eds., Transition Costs of Fundamental Tax Reform.
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shareholders to make sure that the funds are allocated responsibly. As we have learned
painfully in recent years, managers may not always act in shareholders’ best interest.
High dividend taxes exacerbate accounting problems.

Third, the asymmetric treatment of debt and equity encourages heavy debt loads
and increases the overall level of risk in the corporate sector. Firms that borrow to
finance investments are allowed under current law to deduct interest payments associated
with that debt. Dividend payments are not deductible. This encourages firms to use debt
finance whenever possible. When firms have large debt loads, they are much more likely
to enter bankruptcy during difficult times.

Finally, the relatively unfavorable position of the U.S. relative to the rest of the
world is a significant competitive disadvantage. The idea that high capital income taxes
can be harmful to economies has received a fairly broad acceptance among our trading
partners. Indeed, most countries have already enacted a policy similar to that proposed
by President Bush. Since the U.S. has lagged behind, we now find ourselves in the
uncomfortable position of being second only to Japan in the degree to which we tax
corporate income. As can be seen in Figure 1, which plots the combined corporate and
dividend tax across countries, the evidence is striking. As Figure 2 demonstrates, the
result is not solely attributable to the double tax on dividends. The U.S. corporate tax
rate is second from the top as well.?

These data should provide food-for-thought for those who would contend that the
reduction in double taxation disproportionately benefits the wealthy. If that were true,
why do Scandinavian countries with historically strong social welfare objectives tax
corporate capital at a lower rate than ours? The answer is simple. High tax rates
encourage firms to locate elsewhere. When this occurs, shareholders may come out
ahead, but workers will not. The best policy for a country is to make itself as attractive as
possible to capital. If it does succeed in keeping its own capital at home and luring
foreign capital in large quantities, everyone will benefit. Workers will have higher
wages, government will receive higher tax revenues, and investors will reap higher
returns. The U.S. and Japan are among the few countries not to have recognized this.

One should not take these tax disadvantages lightly. Under current law, for
example, a U.S. firm intent on paying dividends has to have more than double the after-
corporate tax profit of a Norwegian firm in order to offer a taxable shareholder the same
after-tax cash flow.

Understanding the Impact of the President’s Proposal

The President’s plan has an intuitive appeal to it. Corporate income that has been
taxed once will not be taxed again. It will not be taxed at the shareholder level if the
corporation uses its income to pay a dividend. Capital gains that are attributable to the
retention of after-tax corporate income will also not be taxed. As such, the plan is not
just an elimination of dividend taxes. Many capital gains will be untaxed as well.

% A number of countries have recently stepped away from imputation systems, but after significantly
lowering their corporate 1ax rates. These steps were viewed as simplifications. This highlights the fact that
it is not the “double tax” that presents the problem, but the combined tax rate on corporate income.
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The effect on investment. The literature relating tax factors to firm capital
spending was reviewed recently by Hassett and Hubbard (2002).> We found that a large
literature has often identified strong effects of tax policy on investment behavior.
However, that conclusion relied on studies that mostly used corporate-level tax policies
for identification, and does not necessarily imply that dividend tax reductions will have
the same effect.

The literature on dividend tax policy and investment has had a rather contentious
history. Theoretically speaking, it is possible to derive cases where dividend taxes have a
large effect on investment, but other cases exist that are equally plausible that suggest
that dividend taxes have a smaller effect. An early and pathbreaking study by Poterba
and Summers (1985) concluded, “our results suggest that dividend taxes reduce corporate
investment and exacerbate distortions in the intersectoral and intertemporal allocation of
capital”.® A more recent study that I coauthored with Alan Auerbach of the University of
California at Berkeley found evidence that supported somewhat smaller economic effects
of dividend tax reductions.’

Accordingly, it is appropriate given the academic literature to be somewhat
cautious concerning the likely investment effect of the President’s plan, and to account
for the eventuality that perhaps as many as half of firms will respond in a small way.
Calculations that I have performed confirm the recent testimony of the Chairman of the
Council of Economic Advisors that the reduction in the net cost of a new equipment
investment associated with the President’s proposal is in the range of 4 to 7 percent.’ If
one is willing to assume that state and local taxes will also be eliminated in response to
the federal action, the effects can climb higher. To put these reductions in perspective,
the low end of Dr. Hubbard’s range is approximately the same reduction in the cost of
new investments achieved by last year’s stimulus bill that included temporary partial
expensing. The high end of the range provides about double the stimulative effect of the
2002 temporary partial expensing provision.”

In other words, the economic impact of the plan is clearly substantial.

The effect on debt-equity ratios. The effect of double taxation on debt-equity
ratios has been recogaized to be an important theoretical concern for decades.

Remarking on the theory in their famous textbook, Atkinson and Stiglitz compare a
classical system like our own to one that integrates corporate and personal taxes (an
“imputation” system). They remark that “the switch from a classical system to
imputation may make a substantial difference” and equity finance may be much more

* Kevin A. Hassett and R. Glenn Hubbard (2002), “Tax Policy and Investment,” in A. Auerbach and M.
Feldstein eds., Handbook of Public Economics, volume 3, pp 1293-1338.

4 Poterba, J.M., and L.H. Summers, “The Econonomic Effects of Dividend Taxation”, (1985) in E. Altman
and M. Subrahmanyam, eds., Recent Advances in Corporate Finance, pp. 227-284.

5 Auerbach, A.J., and K.A. Hassett (2003), “On the Marginal Source of Investment Funds,” Journal of
Public Economics, 87, pp. 205-232.

® Testimony of R. Glenn Hubbard before the Senate Budget Committee, February 3%, 2003, Other
calculations suggest that the impact on incentives to invest in nonresidential structures is much greater than
that, but the empirical link between the marginal incentive to invest and structures investment is much
weaker.

7 The incentive effects of the Job Creation and Worker Assistance Act of (2002) were discussed in , Cohen,
D.S., Hansen, D.P. and K.A. Hassett (2002), “The Effects of Temporary Partial Expensing on Investment
Incentives in the U.S.,” National Tax Journa,! Volume LV, No. 3, pp 457-466.
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likely.® Early empirical work failed to find a significant effect of marginal tax rates on
finance, but recent studies have been more successful finding a link. In a recent review
article, Duke economist John Graham notes that higher marginal tax rates tend to increase
debt levels---the effect predicted by theory.”

One should expect the President’s proposal to have some effect on debt-equity
ratios and increase the reliance of firms on equity finance. The exact size of the effect,
however, is difficult to gauge from existing work.

The effect on payout rates. Economist James Poterba has studied the effect of
dividend taxes on payout rates.’” He found that payout tends to respond sharply to
swings in marginal tax rates. His estimates suggest that the increase in dividend payout
that would occur following the adoption of the President’s plan could be in the
neighborhood of 20 percentage points or larger. Such an increase should make equities
an interesting alternative to short term bonds for investors who are interested in a steady
cash flow. Since the recent accounting scandals have already induced firms that do not
pay a dividend to consider doing so, the likely increase in yields may be larger.

The effect on the financial markets. The value of a share of stock should be
equal to the value in today’s currency of all future after-tax dividend payments. Under
these conditions, a reduction in dividend tax payments could lead to significantly higher
valuations for equities. On the other hand, if the reduction in taxation stimulates a wave
of new investment, new competitors may be encouraged to enter and compete away the
profits of existing firms. If the plan is expected to have a large investment effect, then it
will not have a large stock market effect. Conversely, those who claim the bill will not
have a stimulative effect cannot at the same time argue that it will not influence the stock
market.

Even accounting for this effects, it is easy to generate positive equity movements
similar to those reported by various sources in the range of § to 10 percentage points.'!

One other valuation point is worth noting. Some assets (real estate investment
trusts, municipal bonds) currently have a special tax status. The proposal does not
change that status, but it does reduce the differential advantage that these assets have over
equities. In theory, this should not have a significant impact on the value of the assets in
question unless they have a special “niche” value, as might be true if the asset’s returns
have a very unusual correlation with other assets. An asset’s price depends on its own
fundamentals. The cash flows of REITS and municipal bonds are not affected by the
proposal. Accordingly, economic theory would suggest that we should see an equity
price response for the assets that have the changing law, but not necessarily a negative
response for those that do not see their tax rules changed.

The effect on the value of deductions and credits. A final and important
complication is the effect of the President’s proposal on the value of deductions and
credits. A tax mechanism that shields income from taxation at the corporate level may

® Atkinson, A.B., and LE. Stiglitz (1980), Lectures on Public Economics, p. 141.

* Graham, J., “Taxes and Corporate Finance: A Review,” Duke University (2003). Available online at
http://papers.sstn.com/sol3/papers.cfm?abstract_id=264516.

0 poterba, J.M., “Tax Policy and Corporate Saving,” (1987) in Brookings Papers on Economic Activity,
Volume 1987, Issue 2.

1 For example, Ed Hyman, chairman of ISI Group, stated in an interview that his calculations suggested
that the President’s proposal would lead to about an 8 percent increase in the stock market. MSNBC
transcript available at http://www.msnbc.com/news/856007.asp.
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expose it to taxation at the individual level. As this effect may be important, a simple
example is worth exploring in greater detail. Suppose that a firm has $110 in income, and
it has a deduction that it can claim that is worth $10. If the firm claims the deduction,
then it has lowered its corporate income to $100. It will then pay $35 in corporate tax,
and it can distribute the remaining $65 as a tax-free dividend. Now suppose that it also
distributes the $10. Since the $10 was shielded from the corporate tax (avoiding $3.50 of
corporate tax liability), the shareholder must pay dividend tax. If the shareholder’s tax
rate is 35 percent, then the value of the deduction is zero. It just moves the tax liability of
$3.50 from the firm to the shareholder.

This effect becomes an issue when the firm’s true economic income is much
different from the definition of income used by tax authorities. However, to the extent
that the problem does emerge, my best estimate is that corporations will retain earnings
that would create dividend tax liabilities if distributed. If this is true, then the value of a
deduction becomes the difference between the corporate tax rate and the capital gains
rate. Since capital gains are not taxed upon accrual, the appropriate rate to use for that
calculation is the capital gains rate that is adjusted for the benefit of deferral (perhaps a
rate of about 10 percent), so in practice this effect will likely be small. If, on the other
hand, we observed firms paying significant taxable dividends after the President’s
proposal became law, then this effect might be larger.

One other fact is worth noting. The reduction in the value of a deduction does not
increase the marginal tax rate faced by firms. Indeed, even firms with significant tax
shields are better off under the President’s proposal. A useful analogy would be a tax
reform that lowered the income tax rate and removed a special education deduction. This
would, if well designed, leave taxpayers with more cash in their pockets but a smaller
incentive to spend money on education as opposed to some other good. As a general rule,
economists have viewed such reforms favorably on efficiency grounds.

Alternative Investment Policies
A number of other tax policies have been considered that also work to stimulate
investment.

Expensing and/or an Investment Tax Credit (ITC). Expensing and ITC’s
reduce the cost of purchasing a new investment. As mentioned earlier, the dividend tax
proposal has conservatively the same effect on the incentive to invest in equipment as the
recently passed 30 percent partial expensing provision. Expensing and ITC’s have the
benefit that one must purchase a new piece of equipment in order to qualify for the tax
reduction, thus eliminating the tax benefit for “old capital” that is already in place. On
the other hand, these provisions typically are too small to change the relative position of
the U.S. in the world average tax hierarchy. Since that relative position can have an
important impact on location decisions, the incentive for firms to locate profits abroad
will remain strong. The other positive effects on debt-equity ratios and dividend payouts
would also disappear if this alternative policy were adopted.

Some advocate temporary ITC’s or expensing. When tax benefits for investing
are temporarily high, a firm has an incentive to invest before the special provision
expires. This effect can increase the short-run stimulus of the bill. Temporary tax
reductions also have a smaller long-run revenue cost. It is my view, however, that
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temporary provisions are unwise. This is because firms must keep an eye on their long-
run trajectory when making capital spending plans and temporary cuts do not change the
long run target capacity. Accordingly, there will be a large difference across firms in the
ability to move investment forwards, and significant distortion associated with temporary
measures. In addition, when the temporary measure is removed, a “hangover” wherein
investment is temporarily lower is likely. Even after the hangover is over, firms may
decide to hold off capital purchases in anticipation of a future adoption of other
temporary measures. Such a world is best avoided.

As revenue costs are a concern, it is natural to compare the various alternatives
with an eye on their costs. One must be careful comparing the revenue costs of dividend
tax reductions and ITC’s. A dividend tax reduction lowers dividend taxes paid forever.
Thus, the decline in tax revenue associated with it in the eleventh year is likely greater
than the decline in revenue in the tenth year. The present value (looking forward for all
of time) of revenue reduction for the dividend policy must be greater than that for these
investment policies because the dividend tax reduction is also granted to “old” capital.
Since policy can change over time, the dividend policy might nonetheless be the more
cautious way to reduce the cost of investment, since the revenue cost is spread out over
SO many years.

Corporate tax rate reduction. A more direct way to deal with the increasing
pressure from foreign tax competition might be to reduce the corporate tax rate to a level
more in line with those of other countries. A reduction in the corporate tax rate would
diminish the benefit of interest deductions, but likely have little impact on dividend
payout rates.

Conclusion

The economics of the President’s proposal is very sound. While the package is
not designed solely to be a short-run stimulus, it likely will have positive effects in the
short run that may easily be larger than those of the recently passed stimulus measure. It
would do so without introducing a longer-run investment “hangover” while at the same
time correcting significant imbalances in the current financial structure of corporations.
These imbalances---the subsidy to debt finance and penalty for dividends---are surely
unintended consequences of current policy.
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Chairman Grassley, Ranking Member Baucus and distinguished members of the commitiee:

I'am Oklahoma State Senator Angela Monson, president of the National Conference of State Legislatures.

1 serve as Assistant Majority Leader of the Oklahoma State Senate, and have previously served as chair of
the Senate Finance Committee. I am pleased to testify before you today on the fiscal condition of the states
and to discuss how we can develop a partnership between the federal government and the states to spur
economic growth and job creation.

INTRODUCTION

State budgets are under siege. The sluggish national economy, declines in the stock market, contraction in
the manufacturing and high tech sectors and soaring health care costs have combined to undermine state
revenues and place unprecedented derands on state spending. States have experienced three straight years
of budget shortfalls, outpacing the rainy day funds that we had accumulated during the economic expansion
of the late 1990s and requiring us to take extraordinary actions to balance our budgets. And the gaps keep
growing. In a survey that we released last week, NCSL reported that the states' cumulative budget gap for
fiscal year 2003 has grown more than 50 percent in the last two months to nearly $26 billion. This is only a
few months after states had closed most of an estimated $50 billion gap. The projected gap for fiscal year
2004 looms even larger. With only 39 states reporting, the aggregate shortfall is more than $68 billion.
Taken together, the multi-year cumulative budget gap from fiscal year 2002 to fiscal year 2004 exceeds
$180 billion.

For the most part, the sharp decline in revenues and increased spending demands that states are
experiencing are not unlike those facing the federal government. However, there is one critical difference.
States, unlike the federal government, must balance our operating budgets and cannot carry a deficit over
from one year to the next. As a result, states cannot afford to take farsighted measures that would
temporarily cause a deficit but would improve the economy - and our own fiscal situations - over the long
term. Instead, the actions we take to balance our budgets tend to counteract economic growth, As federal
lawmakers attempt to spur economic growth, we find ourselves in the tragic position of working against
you, eliminating jobs, cutting health and welfare programs just when our constituents need them most,
raising taxes when more consumer spending is required, and reducing our investments in infrastructure and
economic development.

It doesn't have to be this way. We commend you for holding these hearings and for seeking our testimony
on how to design a partnership with states that will create the conditions for short-term economic recovery
and long-term growth. I understand that the purpose of this hearing is to discuss means to boost consumer
spending and I will focus my remarks on that point. I will also provide some brief comments on the
purpose of tomorrow's hearing on stimulating business investment. First, however, I would like to discuss
with you the fiscal conditions that I, and my colleagues across the country, are facing in our own states.

FISCAL CONDITION OF THE STATES

Last week, NCSL released a survey that shows states are facing a curnulative budget gap for the current
fiscal year of nearly $26 billion. This is only a few months after states had closed most of an estimated $50
billion gap. Some states are still able to tap rainy day funds or can shift funds from other state accounts.
Most states have cut spending. Twenty-nine states bave imposed across-the-board budget cuts. No area of
state spending has been spared; elementary and secondary education, higher education, Medicaid,
corrections and funds to local governments have all experienced cuts. This year, eight states have already
laid off state employees and five have enacted furloughs. Nine states reported that they have delayed
planned capital projects. This information is for the current fiscal year and does not reflect actions taken to
close prior-year budget gaps. As the fiscal year draws to a close, states face fewer and fewer options for
raising revenues or cutting spending. The cuts that take effect the quickest - fee and tuition increases and
cuts in benefit programs - take money directly away from consumer spending.

I would like to give yon a few examples of the actions that states are taking to balance our budgets and that
are countering your actions to provide economic growth. Arizona has eliminated 1,800 full time positions.
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Connecticut has laid off 2,800 state employees and is expecting to layoff another 1,000. Maine is requiring
all state employees 1o take three furlough days. Wisconsin has placed a hold on all new construction
projects and declared a moratorium on requests for new space or renewal of space leases. In Nevada, the
governor has proposed increasing cigarette and liquor taxes, the business license tax and fees that are paid
to the Secretary of State. Maine has assessed Medicaid providers and delayed the filing period for its
business equipment tax reimbursement program. In addition, Maine - one of only three states that
explicitly passed legislation to provide the bonus depreciation allowance under last year's economic
stimulus legislation - reversed course and has since decoupled. In my own state of Oklahoma, state
employees have been furloughed and all state agencies have been subject to an across-the-board reduction
of 6.5 percent. Because of declining revenues for a dedicated education fund, the K-12 education budget
has taken a hit of almost eight percent.

There is no light at the end of the tunnel. For the 36 states that reported a budget gap for fiscal year 2004 --
eleven states have not calculated their gaps and three did not report a gap -- the cumulative shortfall is more
than $68 billion. Half of these states are facing gaps of more than 10 percent of their entire general fund
budget. Oklahoma is better off than most, with an anticipated gap of 6.7 percent of our general fund. In
addition to spending cuts, in at least half of the states, the governor or a member of the legislature has
offered a proposal to increase taxes. Many states, including both Iowa and Montana, may consider
increases in cigarette and other so-called "sin" taxes. Montana is considering a wide variety of tax
increases, including taxes on rental cars, hotel accommodations and energy. Sales and income taxes are
also on the table. Ten states report that an increase in sales or personal income taxes is possible during the
state legislative session this year. California is considering an increase in both the personal income tax and
the sales tax. The New York legislature is considering eliminating the sales tax exemption for clothing.
New Jersey is considering increases in income tax rates and hotel room occupancy taxes.

Before I move on to discussing proposals to spur the economic growth that we so badly need, I would like
to answer a criticism that I bave frequently heard in recent months. There are some who say that states’
fiscal problems are the result of poor decisions that states made during the 1990s, either because we spent
too much or enacted excessive tax cuts. I believe that an examination of the facts will show that states
acted responsibly. During the 1990s, states saved an unprecedented amount of money in rainy day funds.
Every year from 1992 to 2000, states ended their fiscal years with higher balances than they started. States
ended fiscal year 2000 with an aggregate balance of more than $47 billion, or more than 10 percent of their
general fund budgets.

States also increased spending in such areas as education, transportation and public safety and expanded
Medicaid to serve an increasing number of low-incorne parents and children. During the late 1990s, some
of the factors driving our current expenditure growth began to emerge, such as the spiraling costs of health
care, out-of-control increases in special education expenditures, the costs for our on-going commitment to
standards-based education reforms and court-ordered improvements to our systems of financing public
education. But for the most part, we avoided the temptation to use one-time revenues to expand long-term
spending and targeted those increases to meet critical needs and one-time expenses. We boosted spending
in some areas, such as higher education, that typically receive new revenue during boom times and
experience cuts in a downturn.

We also felt that it was approprtiate to give surplus revenues back to the taxpayers who paid them.
However, as a percentage of personal income, state taxes have remained largely constant throughout the
1990s. From 1995 to 2000, states enacted roughly $35 billion in tax reductions. Even if these tax cuts had
never been enacted, the states still would be facing huge budget gaps. As I noted earlier, the cumulative
three-year gap is more than $180 billion.

STATE-FEDERAL PARTNERSHIP TO SPUR ECONOMIC RECOVERY

NCSL supports a federal economic stimulus package to spur consumer spending and capital investment and
to encoutage job growth. Only a long-term, sustained economic recovery will ease the fiscal pressures
facing the states. From here, there are two paths that we can follow. The first is to forget the states and



130

Testimony of Oklahoma State Senator Angela Monson
Senate Finance Committee

February 11, 2003

Page 3 of 7

ignore our fiscal crisis. While you extend federal unemployment benefits, we will be cutting job training,
health insurance and child care funding. While you cut taxes, we will be raising taxes and fees. The
economy will be caught in the middle of a tug or war that states do not want, but do not have the resources
to avoid. The second path is to move forward in concert with each other.

Last month, NCSL's executive committee adopted a resolution calling for a state-federal partnership to spur

economic recovery. Such a partmership would:

¢ Recognize the critical link between states and the national economy;

¢ Ensure that the state-federal partnership avoids unfunded mandates and underfunded national
expectations;

¢ Include tax strategies to spur, not constrain, state investment;

+ Invest in capital projects that leverage state and private investrment; and

¢ Provide immediate, temporary relief for states.

PROVIDE IMMEDIATE, TEMPORARY RELIEF FOR STATES

1 would like to focus on the last of these points first. Temporary fiscal relief to the states through
countercyclical revenue sharing, as proposed by Senator Baucus, or through one-time revenue grants, as
proposed by Senator Snowe, would certainly go far in easing the states’ fiscal crisis to avert
counterproductive cuts in the safety net and tax increases that sap consumer spending. We support their
efforts and look forward to working with you, Mr. Chairman, and with the rest of the committee to
incorporate their proposals into economic stimulus legislation.

In addition, our executive committee resolution identified several more targeted approaches to ease the

states’ fiscal burden.

These include:

+ Preventing unspent funds for the State Children’s Health Insurance Program from reverting to the
federal treasury.

¢ Preventing the scheduled reduction in disproportionate share hospital (DSH) payments, extending the
inflationary increase adjuster to FY 2003-FY2005 and increasing the DSH cap by 3 percent for "low"”
DSH states.

+  Assisting unemployed workers who are seeking employment and encouraging job retention through an
increase in mandatory funds for the Child Care and Development Block Grant, with a temporary match
waiver.

¢ Delaying implementation dates, providing terporary waivers or reductions of state matching rates
and/or suspension of program sanctions or permitting states to pursue corrective compliance plans.

¢ Supplementing existing block grants, such as the SSBG or NEGs, for FY 2003 and/or FY 2004.

¢ Holding harmless states confronted with Medicaid matching rate reductions for FY 2003 and FY 2004
with a temporary, unconditional boost in matching rates for FY 2003 and FY 2004.

+ Infusing $3.6 billion in general revenues into the existing Temporary Extension of Unemployment
Compensation system,

We commend Senator Rockefeller for introducing legislation to extend the availability of unspent funds for
the State Children’s Health Insurance Program and Senators Grassley, Baucus, Hatch, Snowe, Bingaman,
and Lincoln for cosponsoring this important legislation.

INVEST IN CAPITAL PROJECTS THAT LEVERAGE STATE AND PRIVATE INVESTMENT
A second part of our resolution calls upon the federal government to invest in capital projects that leverage
state and private investment. [ understand that your hearing tomorrow will focus on investment incentives,
so I will keep my remarks on this point brief and point out that we cannot build the economy without
maintaining our commi 1t to infrastructure development. Unfortunately, states find ourselves with no
choice but to draw back from that commitment and achieve cost savings by delaying capital projects. On
this point, we would also like to commend Senator Baucus for his proposal to enhance highway spending
through the issuance of new highway bonds. Expanded federal investments in highways, mass transit and
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passenger rail, and in water and wastewater infrastructure projects, especially if it is paired with a
temporary waiver of requirements for states to match funding, would make it possible for states to continue
with planned capital projects that have been cancelled and to build the necessary infrastructure to
accommodate both current and future economic growth.

ADOPT TAX STRATEGIES TO SPUR, NOT CONSTRAIN, STATE INVESTMENT

The difference between states working with, or working against, federal government actions to spur the
economy is perhaps most striking in considering changes in the federal tax code. Federal lawmakers from
both sides of the aisle have proposed tax changes that are supported by NCSL. For example, NCSL called
upon the federal government more than a year ago to accelerate the scheduled increase in the child tax
credit. We support a payroll tax holiday that would lift both the employee and the empioyer share of
payroll taxes. We support the use of tax rebates to provide cash that is linked to scheduled reductions in
federal marginal income tax rates. We would also support an investment tax credit to spur business
investment.

1 would like to cite an example of the kind of federal tax change that you should avoid. A major
component of last year's economic stimulus legislation was an acceleration of the depreciation schedule for
certain investments in equipment. At first glance, it appeared to be a very good way to provide economic
stirnultus. It provides a high up-front benefit to the taxpayer and encourages near-term investment. In the
long run, it avoids exacerbating the federal deficit because depreciation that is claimed now cannot be
claimed later. Although the first-year costs to the federal government are high, the ten-year cost was
substantially lower.

For the states, however, it was a worst case scenario. Before last year's economic stimulus legislation was
enacted, 46 states used the same depreciation schedule as the federal government. If every state had
continued to do so, it could have cost states up to $14 billion over a three-year period. Because states must
balance their budgets over a one-year or two-year horizon, we were unable to assume cost savings later in
the decade to offset the immediate cost. States were faced with a no-win situation. If we conformed to the
depreciation bonus, we would have to either raise other taxes or identify additional spending cuts by that
amount, putting a damper on the economic growth it was designed to encourage. If we decoupled from the
depreciation bonus, we would reduce the effect of the stimulus - and increase complexity for taxpayers,
who would be required to maintain two sets of basis calculation for qualifying investments. Most states
chose the latter. Sixteen states, as well as the District of Columbia and New York City, passed legislation
to explicitly decouple from the bonus depreciation allowance. Only three states passed legislation to
conform - and one of those, Maine, has since reversed its course. Currently, taxpayers in all but 17 states
cannot claim the full infended benefit, and must keep two sets of books to comply with both federal and
state tax laws. Those 16 states have had to make offsetting changes in their budgets to accommodate the
costs of the depreciation acceleration. Some state legislatures have not met since last year’s federal
legislation and have not yet determined whether to conform or decouple, further adding to the confusion for
taxpayers. .

For this reason, NCSL had supported a credit against federal tax liability for investments in qualifying
equipment. An easy rule of thumb to avoid this kind of situation is to provide tax relief and incentives for
economic growth through tax credits and other means of changing federal tax liability - rather than
definitions of adjusted gross or taxable income - whenever possible.

As you consider tax incentives to spur economic growth, we ask that you keep one goal in mind: to first do
no harm. Should you pursue dividend tax relief as proposed by the president, we would like to work with
you to avoid substantive changes in IRS reporting requirements upon which states rely, and to maintain a
level playing field for tax-exempt bonds. We are also eager to work with you to adopt legislation, such as
that proposed by Senator Smith, to lift administrative burdens that inflate the cost of public financing.

We stand ready to work with you, as you consider tax reform measures, to ensure that these are
accomplished in a manner that will improve, rather than exacerbate, state fiscal conditions.
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ENSURE THAT THE STATE-FEDERAL PARTNERSHIP AVOIDS UNFUNDED MANDATES
AND UNDERFUNDED NATIONAL EXPECTATIONS

Also in the category of "first do no harm" is avoiding the imposition of unfunded mandates on the states.
Since 1995, NCSL has praised the Unfunded Mandates Reform Act for curbing the practice of shifting the
cost of federal laws onto the states. But in the recent past, Congress has exploited loopholes in that law to
move away from its spirit and intent. We have entered into a new era of unfunded mandates and
underfunded national expectations.

The Help America Vote Act, a vital piece of legislation that will ensure that every one of our citizens has
full access to the polls and that every vote is counted, was signed into law just four short months ago.
States have less than 11 months to meet the first deadlines for implementing many of the required election
reforms. It is imperative that full funding of $2.2 billion be appropriated for fiscal year 2003. In addition,
states will need the full authorized funding for fiscal year 2004. Sadly, both the omnibus appropriations
bill now being considered in conference and the president’s request for 2004 fall far short of providing full
funding. Now is not the time to be imposing a new unfunded mandate on the states.

Another new burden that the federal government has recently imposed on states is in the area of homeland
security. State and local governments have spent billions of dollars with the expectation of reimbursement
from the federal government. The Public Health Security and Bioterrorism Preparedness and Response Act
of 2002 required every community water system that serves a population of greater than 3,300 persons to
perform vulnerability assessments, but provided funds only for the largest. These assessments will cost
hundreds of millions of dollars. Inoculating our first responders and public health officials from smallpox
will carry a substantial cost and states may be legally liable for complications that arise. But the only funds
that we have seen so far have been insufficient to cover the need and recent proposals to increase funding
have come at the expense of other critical law enforcement and public safety needs.

The burdens that unfunded mandates place on the states are extraordinary, Every year, states must
appropriate funds to cover tens of billion dollars that the federal government has promised, but failed, to
send our way. There is no more vivid example than the Individuals With Disabilities Education Act. More
than a quarter century ago, the federal government promised to pay the additional cost for states to provide
a free and appropriate public education for special education students. At the time, the Congress authorized
payments to the states to cover 40% of average per pupil expenditures, the estimated additional amount
needed to educate a special education student. Congress has never lived up to this commitment, and it
would require $11 billion in immediate, one-time spending to cover that commitment for the current fiscal
year. The Center for Special Education Finance, which is funded by the U.S. Department of Education, has
estimated that the actual cost for states exceeds $25 billion per year. That is equal to the entire aggregate
state budget gap for fiscal year 2003.

And that is only the beginning. Funding to implement the No Child Left Behind Act is $5 billion short of
the authorized amount. Some state estimates of the cost to conform are much higher. New Hampshire has
estimated that for every new federal dollar, state and local jurisdictions will need to spend $7 of their own,
1f these numbers hold true across the country, the one-year cost to implement the No Child Left Behind Act
could be as high as $35 billion.

NCSL has done a preliminary analysis of the costs to states for these four mandates and underfunded
national expectations - special education, No Child Left Behind, election reform and homeland security.
The costs range from a minimum of $26 billion to almost $100 billion. There are some who have
suggested that federal assistance to the states would be a handout. That kind of logic not only ignores the
reality of state balanced budget requirements, the reasons for our current imbalance, and the need to avoid
budget-balancing decisions that put a brake on economic stimulus, but it also ignores the fact that every
year, the states appropriate tens of billions of dollars in handouts to the federal government to pay for
programs that the federal government has promised but failed to fund.
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There is no time like the present to rectify this current imbalance by providing fiscal relief for the states.
We stand prepared to work with you to do so as part of an economic stirmulus package. NCSL looks
forward to working with this committee to enact legislation that will spur economic growth. We can best
achieve a rapid economic recovery is if we work together, rather than at cross purposes.

1 thank you for this opportunity to discuss these important issues with you today and would be happy to
answer any questions.
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Mr. Chairman, Senator Baucus, and Members of the Committee, it is an honor to appear
before you to discuss proposals for economic growth and job creation. In evaluating such
proposals, it is important to distinguish between the short run and the long run.

. In the short run, a key economic difficulty is that the nation is not fully using the
capacity it has available to produce goods and services. As one indication of unused
capacity, the capacity utilization rate for December 2002 computed by the Federal
Reserve Board of Governors was 75.4 percent, significantly below its average of 81.5
percent for the past three decades.” Given unused capacity, the crucial step to higher
economic growth in the short run is expanded aggregate demand for the goods and
services that firms could produce today. In other words, higher spending would
encourage firms to more fully use available resources.

. In the long run, the key to economic growth is to expand the capacity of the nation to
produce goods and services. The challenge is therefore much different: rather than
ensuring that we are using all the capacity we have, which is a short-run issue, the
long-run challenge is to boost the growth rate of that capacity over time. A primary
determinant of how quickly that capacity increases is our nation’s saving rate. Higher
national saving is reflected in either increased domestic investment or reduced
borrowing from abroad, or both. Which of these two effects predominates, in the end,
is not very important; either way, Americans end up owning a larger capital stock in
the future. The retumns to that higher capital stock increase national income in the
future. The single most important step that policy-makers could take to raise national
saving is to restore long-term fiscal discipline to the Federal budget.

The different needs for the short run and the long run complicate the challenges facing
policy-makers, since the appropriate policies for the short run may be exactly the opposite of
the appropriate policies for the long run. For example, spurring consumption would arguably
be beneficial in the short run, since it would expand the demand for goods and services. But
spurring national saving would be beneficial in the long run, since it would finance expansions

¥ Peter R. Orszag is the Joseph A. Pechman Senior Fellow in Economic Studies at the Brookings Institution and a Co-Director
of the Tax Policy Center. Much of this testimony draws upon joint work with William Gale. 1 thank Henry Aaron, Robest
Cumby, Robert Greenstein, and Jonathan Orszag for helpful discussions and comments, and David Gunter and Matt Hall for
excellent research assistance. The views in this testimony are those of the author alone, and should not be attributed to the
staff, officers, or trustees of the Brookings Institution or the Tax Policy Center.

? See htip//www federalreserve.govireleases/G17/Current/default. hum.
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in capacity and the capital stock owned by Americans. The expanded capital stock in turn
would raise future national income.

My testimony argues that:

. The Administration’s tax proposals are not well-designed for boosting growth in either
the short run or the long run, since they would have only modest effects on demand in
2003 and would expand budget deficits in the long run. All else being equal, the
expanded budget deficits would reduce national saving in the long run, exactly the
opposite of what would be needed to boost growth.

. A more auspicious set of policies, given current conditions and the different
imperatives for the short run and the long run, would combine a targeted short-term
stimulus package with long-term fiscal discipline. In particular, a well-designed and
timely short-term stimulus package could significantly bolster aggregate demand in
2003. Such a package should be limited to 2003 only, should amount to about one
percent of GDP, and should include:

- Temporary fiscal relief to the states to mitigate the reductions in expenditures and
increases in taxes that states are undertaking;

- Temporary increased Federal government purchases of goods and services,
especially in homeland security;

- Temporary incentives for businesses to accelerate investments into 2003; and

- Temporary, progressive tax cuts aimed at those households most likely to spend the
funds.

This short-term package should be coupled with policies to narrow the long-term
budget gap, which would provide some additional short-term benefit by putting further
downward pressure on long-term interest rates. More tmportantly, the combination of
short-term stimulus and long-term fiscal discipline would best address the economic
challenges facing the nation: It would boost demand in the short run and national
saving in the long run.

Before examining these points in more detail, it is worth noting that both monetary
policy and fiscal policy have already provided a significant amount of short-term stimulus, and
many economists do not believe that any further fiscal stimulus is warranted — especially since
the history of efforts to stimulate the economy using fiscal policy is not particularly
encouraging.

In my opinion, the case for further short-term fiscal stimulus is a close call but remains
persuasive. The downside risks to economic performance loom larger than the downside risks
of a well-designed stimulus package, in part because the extraordinarily low level of inflation
presents asymmetrical risks (given current conditions, further potential reductions in price
inflation from its already low level entail larger perils, including the admittedly remote
possibility of deflation, than potential increases of the same magnitude). Nonetheless, the
debate about whether further fiscal stimulus is even warranted underscores three points. First,
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any shori-term stimulus package should be enacted as soon as possible, to maximize the
likelihood that it takes effect while the economy is still weak and thus that it is in place in time
to accelerate the recovery. Second, the stimulus package should be limited in size to about one
percent of GDP and well-targeted to boosting demand in the short run. Third, the stimulus
package should not significantly exacerbate the long-term budget outlook. As [ indicated
previously, one reason that it is important not to exacerbate the long-term budget outlook is
that budget deficits reduce national saving, which in tum reduces economic growth (all else
being equal).

Administration’s tax proposals

The Administration has proposed two sets of tax cuts: those included in its growth
package and other tax cuts included in the budget. The growth package would, along with
other smaller changes, make the 2001 tax cut permanent and exclude dividends and some
capital gains from taxation at the individual level. The additional tax cuts in the budget
include, most prominently, expanded tax-free savings accounts with no income limits. These
proposals do not seem well-designed for either the short run or the long run, since they would
fail to do much to boost demand in 2003 and would expand budget deficits in the long run.?

A letter released yesterday that was signed by 10 Nobel Prize winners in economics,
along with more than 400 other economists (including myself), emphasized:4

“Economic growth, though positive, has not been sufficient to generate jobs and prevent
unemployment from rising. In fact, there are now more than two million fewer private
sector jobs than at the start of the current recession. Overcapacity, corporate scandals,
and uncertainty have and will continue to weigh down the economy.

The tax cut plan proposed by President Bush is not the answer to these problems.
Regardless of how one views the specifics of the Bush plan, there is wide agreement that
its purpose is a permanent change in the tax structure and not the creation of jobs and
growth in the near-term. The permanent dividend tax cut, in particular, is not credible as a
short-term stimulus. As tax reform, the dividend tax cut is misdirected in that it targets
individuals rather than corporations, is overly complex, and could be, but is not, part of a
revenue-neutral tax reform effort.

Passing these tax cuts will worsen the long-term budget outlook, adding to the nation’s
projected chronic deficits. This fiscal deterioration will reduce the capacity of the
government to finance Social Security and Medicare benefits as well as investments in
schools, health, infrastructure, and basic research. Moreover, the proposed tax cuts will
generate further inequalities in after-tax income.

3 For a quantitative analysis of the Administration’s growth package, see Macroeconomic Advisers, LLC, A Preliminary
Analysis of the President’s Jobs and Growth Proposals,” January 10, 2003. The report does find 2 significant increase in
demand in the short run, but also finds that the proposals would reduce potential GDP in the long term: “Initially the plan
would stimulate aggregate demand significantly by raising disposable income, boosting equity values, and reducing the cost of
capital. However, the tax cut also reduces national saving directly while offering little new, permanent incentive for either
private saving or labor supply. Therefore, unless it is paid for with a reduction in federal outlays, the plan will raise
equilibrium real interest rates, crowd out private-sector investment, and eventually undermine potential GDP.”

4 See hitp://www.epinet.org/stmt/2003/statement_signed.pdf.
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To be effective, a stimulus plan should rely on immediate but temporary spending and tax
measures to expand demand, and it should also rely on immediate but temporary
incentives for investment. Such a stimulus plan would spur growth and jobs in the short
term without exacerbating the Jong-term budget outlook.”

That letter was written primarily in response to the Administration’s growth package,
which was announced on January 7%.5 More recently, the Administration’s budget included a
proposal to create new tax-advantaged savings accounts, in the form of Retirement Savings
Accounts (RSAs) and Lifetime Savings Accounts (LSAs). Such accounts would significantly
reduce revenue when the baby boomers are retired, both because they would shelter substantial
(and growing) amounts of assets from taxation and because the encouragement of rollovers
from existing tax-deferred saving into the back-loaded RSA saving plans would generate a
shift of revenues from outside the S-year budget window to inside that window. The result
would be the loss of tens of billions of dollars per year when the budget is already projected to
be under pressure from the retirement of the baby boomers.

Furthermore, the proposed accounts are unilikely to produce a significant increase in
private saving: The contributions to the tax-preferred accounts will disproportionately reflect
shifts of assets from taxable accounts into tax-sheltered accounts by high-income households,
rather than new saving.® The vast majority of households —~ ronghly 95 percent ~ do not
maximize their existing tax-preferred savings, so expanding the opportunities for such saving
is unlikely to generate a significant increase in saving for them.” Higher-income households
already saving substantial amounts outside of tax-advantaged accounts, however, will likety
shift their assets into the tax-sheltered account. The result is little, if any, net increase in
private saving. The combined effect of the reduction in government revenue and the modest
increase in private saving is unlikely to be a significant increase in national saving, and may
well be a decline.

Economic effects of deficit-financed tax cuts

An important aspect of all the Administration’s tax proposals - including making the
2001 tax cuts permanent, the new dividend proposal, and the new savings proposal -- is that
they are all deficit financed. The implied revenue losses are substantial: The tax cuts would
amount to approximately 1.7 percent of GDP in FY 2013, for e:xampls:.8 That 1.7 percent of

% For further analysis of the dividend proposal, see William G. Gale and Peter R. Orszag, “The Administration’s Proposal to

Cut Dividend and Capital Gains Taxes,” The Brookings Institution, January 13, 2003; and William G. Gale and Peter R.

Orszag, “The President’s Tax Proposals: Second Thoughts,” Tax Notes, January 27, 2003.

¢ Even academics who believe that 461(k) plans and IRAs raise private saving have questioned whether private saving will
increase significantly if the new proposals were enacted. See Daniel Altman, “Accounts Chock-Full or a Plan Half Empty,”
The New York Times, February 1, 2003. .

7 Carroll (2000) teports that only 4 percent of eligible taxpayers made the maximum $2,000 contribution to a traditional IRA in
1995. Robert Carroll, “IRAs and the Tax Reform Act of 1997,” Office of Tax Analysis, Department of the Treasury, January
2000. Estimates in Copeland (2002) suggest that about 3 percent of individuals made the maximum contribution to a traditional
IRA in recent waves of the Survey of Income and Program Participation (covering 1997, 1998, and 1999). Craig Copeland,
“IRA Assets and Characteristics of IRA Owners,” EBRI Notes, December 2002. The 2001 tax legislation, furthermore,
included scheduled increases in JRA limits, which are $3,000 this year and are scheduled to rise to $5,000 by 2008. The likely
result is that even fewer taxpayers will be constrained in the amount of their IRA contributions than the historical data suggest.

8 According to the Treasury “Blue Book,” the revenue loss in FY 2013 is $299 billion. The Administration did not provide
GDP projections for FY 2013, but the CBO estimate of GDP for FY 2013 is $17.851 trillion. The Treasury revenue loss is 1.7
percent of the CBO GDP projection in FY 2003, In addition, the Administration’s estimate of nominal GDP in calendar year

4
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GDP figure may understate the permanent cost of the Administration’s tax proposals, since it
is artificially restrained by failing to address the looming alternative minimum tax problem and
since it does not fully reflect the long-term cost of the proposed savings accounts. To put the
1.7 percent of GDP figure in context, the projected 75-year deficit in Social Security is 0.7
percent of GDP.° The proposed tax cuts are thus more than twice the size of the Social
Security deficit over the next 75 years.

It is important to emphasize that deficit-financed tax cuts are unlikely to have
significant positive effects on economic growth in the long term, and may well reduce it. A
full analysis of tax cuts that resuit in larger budget deficits needs to take into account (1) the
direct effects of the policy in question, ignoring any change in the deficit; and (2) the decline
in national saving caused by the expanded budget deficit.

The most recent prominent example of the tradeoffs involved is the 2001 tax cut. The
net effect of the 2001 tax cut on growth is the sum of its (possibly positive) effect from
changes in incentives and its (negative) effect through increases in the budget deficit. Given
the structure of the 2001 tax cut, researchers have generally found that the negative effects of
the tax cuts via expanded budget deficits (and reduced national) saving offset and potentially
outweigh any positive effects on future output from the impact of reduced marginal tax rates.'
Similarly, an analysis of the new tax cuts proposed by the Administration needs to account for
any positive incentive effects from reduced taxes and negative effects from expansions of the
deficit and reduced national saving.

Long-term budget outlook under the Administration’s budget

Two other points are worth noting briefly about the Administration’s budget. First,
Table 2-5 of the Analytical Perspectives (a part of the Administration’s published budget)
shows a structural budget deficit in 2008 of $189.6 billion, or slightly more than one percent of
GDP. That deficit cannot be attributed to the business cycle, since a structural deficit by
definition is one that has already adjusted for the state of the business cycle. Nor can it be
blamed on any other irregular factors, since there is no reason to believe that 2008 will be an
atypical year. It instead reflects an underlying imbalance between revenue and expenditure
(which is actually wider than shown in the budget, because of unrealistic assumptions
regarding the alternative minimum tax and other factors).

2008 is $13.919 trillion, relative to CBO’s projection of $14.154 trillion. If the ratio of the Administration’s projection to
CBO's projection in calendar year 2008 applied in FY 2013, the implied Administration forecast would be $17.555 triltion.
The Treasury projection of the revenue loss is 1.7 percent of this constructed GDP forecast. .

9 Social Security Administration, 2002 Annual Report of the Board of Trustees of the Federal Old-Age and Survivors
Insurance and Disability Insurance Trust Funds, Table VLES, page 164.

1 gee Alan J. Auerbach, “The Bush Tax Cut and National Saving,” Prepared for the 2002 Spring Symposium of the National
Tax Association, May 2002; Congressional Budget Office, The Budget and Economic Outlook: An Update, August 2001;
Douglas W. Elmendorf, and David L. Reifschneider, “Short-Run Effects of Fiscal Policy with Forward-Looking Financial
Markets,” Prepared for the National Tax Association’s 2002 Spring Symposium; and William G. Gale, and Samara R. Potter.
2002, “An Economic Evaluation of the Economic Growth and Tax Relief and Reconciliation Act of 2001,” National Tax
Journal Vol. LV, No. 1 (March): 133-186. One reason for the tepid estimated response to the 2001 tax cut is that 64 percent of
filers, accounting for 38 percent of taxable income, would receive no reduction in marginal tax rates, according to Treasury
estimates (Kiefer et al 2002).



139

Chart 3-4. Alternative Productivity
Assumptions
Su;plus(*)meﬁch(-) as a parcent of GDP
\ Higher Productivity Growth
o P /
F g,
54 % o
2004 Budget Policy y
Extended ,
~10 B,
Lower Productivity Growth
A T T T T T T T T T T T T T T T T T T T T T T
2000 2010 2020 W30 2040 2050
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Second, the budget shows substantial out-year deficits, as depicted in Chart 3-4 {also
taken from the Analytical Perspectives), even if productivity growth turns out to be higher than
currently expected. In the face of these substantial deficits, enacting large, permanent tax cuts
must mean some combination of: (1) shifting tax burdens to future generations, which will
already be facing higher taxes based on current projections; (2) reneging on government
promises in some form; or (3) running substantial budget deficits that would likely become
unsustainable.

Proposals to boost growth in the short term and long term

If the Administration’s proposals do not seem appropriate in either the short run or the
long run, what should be done instead? The most promising set of policies, given current
conditions and the different imperatives for the short run and the long run, would combine a
targeted short-term stimulus package with long-term fiscal discipline. In particular, a well-
designed and timely short-term stimulus package could bolster aggregate demand in 2003.
Such a short-term package should include temporary fiscal relief to the states to mitigate the
reductions in expenditures and increases in taxes that states are undertaking; temporary
increases in Pederal government purchases of goods and services, especially in homeland
security; temporary incentives for businesses to accelerate investments into 2003; and
temporary progressive tax cuts aimed at those households most likely to spend the funds.

Fiscal relief to the states

The projected deficit in state budgets for Fiscal Year 2004, which begins in most states
on July 1, totals at least $65 billion, with some estimates ranging as high as $85 biltion."! All

1t Gee National Conference on State Legislatures, “State Budget Gaps Growing at Alarming Rate,” February 4,
2003, and Iris J. Lav and Nicholas Johnson, “State Budget Deficits for Fiscal Year 2004 are Huge and Growing,”
Center on Budget and Policy Priorities, January 23, 2003,
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states except Vermont have some form of balanced budget requirement.‘2 In response to the
projected and current budget deficits, states are therefore raising taxes and cutting spending -~
steps that are counterproductive from a macroeconomic perspective. Fiscal relief from the
Federal government would mitigate the need for the states to undertake these problematic tax
increases and spending reductions.”® In designing the fiscal relief package, Federal policy-
makers should take into account both the immediate benefit of assisting the states and the
potential moral hazard created (i.e., that assisting the states now may discourage them from
acting responsibly during the next business cycle).

Increased Federal government purchases of goods and services, especially in homeland
security

Expansions in government spending are often more stimulative in the short run than tax
cuts, because part of the tax cut is likely to be saved rather than spenﬂ4 Elmendorf and
Reifschneider (2002) use a large-scale econometric model developed at the Federal Reserve
and find that an expansion in government spending generates a larger increase in GDP in the
short run than does an equal-doliar-magnitude reduction in personal income taxes."> As they
note, “Changes in government spending have a larger stimulative effect than changes in taxes
because a sizable share of each doilar of lower taxes goes to private saving, whereas each
dollar of additional government spending boosts aggregate spending by the full dollar.'

A particularly promising area for temporary increases in government spending is
homeland security. The Administration has proposed $41 billion in homeland security
spending for FY 2004. A Brookings team, of which I was part, concluded that roughly $5
billion in additional spending on homeland security would be warranted.”  Tn addition to
improving homeland security, such funds would expand short-term demand for the goods and
services produced by private firms.

Investment incentives

Since the Committee will be holding a separate hearing on investment incentives, I will
merely note two recent documents in which co-authors and 1 have discussed incentives to

12 The form of the balanced budget rule varies from state to state, with the requirements being easier to meet in
some states than others.

1 See Alice Rivlin, “Another State Fiscal Crisis: Is There a Better Way?” Brookings Institution Policy Brief #23,
January 2003.

4 See, for example, Peter Orszag and Joseph Stiglitz, “Tax Cuts Are Not Automatically the Best Stimulus: A
Response to Glenn Hubbard,” Center on Budget and Policy Priorities, November 27, 2001 and CBSMarketwatch,
November 30, 2001,

1 Douglas W. Elmendorf and David L. Reifschneider, “Short-Run Effects of Fiscal Policy with Forward-Looking
Financial Markets,” National Tax Journal, Volume LV, No. 3, September 2002.

16 Eimendorf and Reifschneider, page 382,

7 {yo Daalder, Mac Destler, David Gunter, James Lindsay, Michael O’Hanlon, Peter Orszag, and James
Steinberg, “Protecting the American Homeland: One Year On,” The Brookings Institution, January 2003; and
Michael O’Hanlon, Peter Orszag, Ivo Daalder, Mac Destler, David Gunter, Robert Litan, and James Steinberg,
Protecting the American Homeland: A Preliminary Analysis (Brookings Institution Press: 2002).
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boost investment in the short term.'® My colleague William Gale will discuss investment

incentives in his testimony on the appropriate panel.
Progressive, temporary tax cuts

Finally, a stimulus package could include progressive, temporary tax cuts. It is worth
noting that research suggests that in the past, households have spent in the short term between
20 percent and 70 percent of any temporary income tax cuts they receive.”® One recent paper
suggests that the 2001 tax rebates generated particularly modest increases in spending.20 One
reason for somewhat modest effects from many temporary tax cuts is that most households
base their spending decisions on longer-term income averages, rather than just this year's
after-tax income.” However, a significant share of income — somewhere between 15 percent
and 50 percent — accrues to households that scem to behave as if they base their consumption
decisions on current income alone.” Focusing temporary tax cuts on such households, who are
disproportionately lower-income households lving paycheck to paycheck, would magnify the
effect on current consumer spending.23 The rebate from the 2001 tax cut either excluded, or

1% Wittiam Gale, Peter Orszag, and Gene Sperling, “Tax Stimulus Options in the Aftermath of the Terrorist
Attack,” Tax Notes, October 8, 2001, and Peter Orszag, “Evaluating Economic Stimulus Proposals,” Testimony
before the Senate Budget Committee, October 25, 2001.

% ¥or example, see Alan S. Blinder, "Temporary income Taxes and Consumer Spending,” Journal of Political Economy,
February 1981, pages 26-53; James M. Poterba, “Are Consumers Forward Looking? Evidence from Fiscal Experiments,”
American Economic Review, May 1988, pages 413-8; Matthew D. Shapire and Joel Slemrod, “Consumer Response to the
Timing of Income: Evidence from a Change in Tax Withholding,” American Economic Review, March 1995, pages 274-83;
Nicholas Souleles, “The Response of Household Consumption to Income Tax Refunds,” American Economic Review,
September 1999, pages 947-58; and Chris Carroll, “A Theory of the Consumption Function, With and Without Liquidity
Constraints (Expanded Version),” NBER Working Paper 8387, National Bureau of Economic Research, July 2001.

2 Matthew D. Shapiro and Joel Slemvod, “Did the 2001 Tax Rebate Stimulate Spending? Evidence from
Taxpayer Surveys,” NBER Working Paper 9308, November 2002.

2 Some observers have concluded that permanent tax cuts are therefore likely to be more effective at stimulating
the economy than temporary ones. Three observations are worth noting about this argument. First, the theory
behind this statement suggests that spending will be proportionate to the permanent size of the tax cut; the larger
increase in consumption that results from a permanent tax cut therefore merely reflects the larger permanent
revenue loss involved. Second, the argument ignores the effect of permanent revenue losses on long-term interest
rates and therefore on current economic activity. Third, the argument ignores the significant minority of
households who base their spending decisions on current income rather than some measure of long-term average
income.

22 See Robert J. Gordon, Macroeconomics {Addison Wesley: 2000), pages 506-506. Campbell and Mankiw
(1990) estimate that 40 to 50 percent of income accrues to individuals who consume based on current income
rather than permanent income. See John Y. Campbeli and N. Gregory Mankiw, “Permanent Income, Current
Income, and Consumption,” Journal of Business and Economic Statistics, Vol. 8, No. 3, July 1990. Other articles
suggest a somewhat Jower share,

3 Dynan, Skinver and Zeldes (2000) show that, in several different data sets, propensities to consume out of
current and permanent income fall as those income measures rise. Parker (1999) uses data from the Consumer
Expenditure Survey and finds that the marginal propensity to consume (MPC) out of transitory income at low
levels of resources (which for most low-income households is effectively current income) is much higher than the
MPC out of transitory income for very high-income households. McCarthy (1995) uses data from the Panel
Survey of Income Dynamics and shows that the marginal propensity to consume out of idiosyncratic income
shocks is larger for low-wealth households than for high-wealth households. See Karen E. Dynan, Jonathan
Skinner, and Stephen P. Zeldes, “Do the Rich Save More?” NBER Working paper 7906, National Bureau of
Economic Research, September 2000; Jonathan Parker, “The Consumption Function Re-estimated,” August 1999;
and Jonathan McCarthy, “Imperfect Insurance and Differing Propensities to Consume Across Households,”
Journal of Monetary Economics, November 1995, pages 301-27.
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provided only 2 partial rebate to, 51 million people.”* Those excluded from the 2001 rebate
were disproportionately workers who would be particularly likely to spend immediately any
temporary tax cut.

Long-term fiscal discipline

Such a short-term package should be coupled with policies to narrow the long-term
budget gap, which would provide some additional short-term economic benefit by putting
further downward pressure on long-term interest rates.”> More importantly, the combination
of short-term stimulus and long-term fiscal discipline would best address the economic
challenges facing the nation: It would boost demand in the short run and national saving in the
long run.

Conclusion

The economic challenges facing the nation differ significantly depending on the time
horizon. In the short run, a key challenge is to boost spending (to expand demand for the
capacity we have available to produce goods and services). In the long run, a key challenge is
to boost saving (to finance expansions in capacity over time). Unfortunately, the
Administration’s proposals scem poorly designed to meet either challenge. A better package
would combine targeted short-term stimulus (limited to 2003 alone) with long-term fiscal
discipline (to boost national saving).

u Citizens for Tax Justice, “51 Million Taxpayers Won't Get Full Rebates from 2001 Tax Bill,” June 1, 2001, available at
hitp://www.ctj.org/html/rebate@1.htm. )

25 por a review of the literature on deficits and interest rates, see William G. Gale and Peter R. Orszag, *“The Economic Effects
of Long-Term Fiscal Discipline,” Urban-Brookings Tax Policy Center, December 2002.
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tax break

TAX ANALYSTS?

Perspectives on the
Budget Outlook

L. Introduction

The release of the Congressional Budget Office’s
new baseline budget projections on January 28 offers
the opportunity to reassess the fiscal status of the
federal government as Congress and the adminis-
tration counsider a new set of budget proposals. This
article examines the current budget outlook, the mag-
nitude and sources of changes in the outlook since
January 2001, and adjustments to the official data that
more accurately reflect the continuation of current
policy and the government's underlying financial
status. Based on this analysis, we also provide a very
preliminary and brief assessment of the adminis-
tration’s new budget proposals. We reach the following
conclusions:

« CBO now projects a 10-year baseline unified
surplus of $1.3 trillion for fiscal years 2004 to
2013. But the budget outside of Social Security
faces a baseline deficit of $1.2 triflion, and out-
side of the Medicare and Social Security Trust
Funds, the baseline deficit is $1.6 trillion. (None
of the figures in this article include recent tax
proposals, a Medicare prescription drug benefit,
or the cost of a war with lraq. Incorporating
these items would make the budget outlook
iook less promising.}

« These figures represent staggering declines
from the baseline forecasts made two years ago.
The projected unified budget outcome for 2002
to 2011 deteriorated from a projected surplus of
$5.6 trillion (4 percent of GDP) in January 2001
to essentially zero ($20 billion) in January 2003,
The budget outcome for 2002 alone declined by
$471 billion (4.6 percent of GDP).

« The short-term changes are due primarily to
worsening economic conditions, which account

TAX NOTES, February 10, 2003

by William G. Gale and Peter R. Orszag

for about two-thirds of the decline in 2002 and
about half of the projected change for 2003. The
longer-term changes are due as much to the 2001
tax cut — which accounts for 40 percent of the
deterioration in the budget outlook for 2610 —
as to economic and technical changes, which
account for 37 percent.

+ The official projections significantly mis-
represent the government's underlying fiscal
position because of unrealistic assumptions
regarding the continuation of current policy and
because retirement programs are merged with
other programs in the budget.

*  Making realistic assumptions about how cur-
rent policies will be maintained — in particular,
that expiring tax provisions are exlended, a
moderate AMT fix is provided, and real per
capita discretionary spending is held constant
~— we estimate that the adjusted unified budget
is in deficit for each of the next 10 years and will
cumulate deficits of $1.1 trillion over the decade.
These deficits emerge just from efforts to main-
tain the policy status quo. The differences be-
tween the official and our adjusted projections
for the unified budget grow over time. In 2013
alone, the difference exceeds $600 billion (3.6
percent of GDP}.

«  The unified budget figures above include large
cash-flow surpluses accruing in trust {unds for
Social Security, Medicare, and government pen-
sions over the next 10 years. But in the longer
term, Social Security and Medicare face sig-
nificant deficits. The adjusted budget outside of
these trust funds faces a deficit of $4.5 trillion
over the next decade, including an adjusted
deficit of 4 percent of GDP in 2003 and an
average deficit of just over 3 percent of GDP
during the rest of the decade.

«  Policymakers face three sets of budget chailen-
ges: near-term deficits {over the next two years),
medium-term deficits (over the next three to 10
years), and long-term deficits {(beyond the 10-
year horizon). The near-term deficits are not a
major problem in and of themselves — the econ-
omy could use a boost right now and unusual
events like a war should be at least partially
funded via deficits.

« The implied medium- and long-term deficits,
however, are troubling. First, our adjusted
unified budget shows a deficit in each of the
next 10 years. even though the economy is
predicted to have reached full employment

1005



144

COMMENTARY / TAX BREAK

within the next few years. This indicates a per-
sistent and fundamental imbalance between
projected tax and spending policies even before
the buik of the baby boomers will have retired.
Second, the medium-term deficits will be fol-
lowed by a period in which projected deficits
rise substantiaily. The time profile of projected
deficits implies that if fiscal responsibility is not
established in the remainder of this decade, it
will prove much more difficult to do so after the
baby boomers start retiring.

+  lgnoring the medium- and long-term fiscal gaps
would represent a significant policy mistake.
Making the fiscal gap worse would be an even
bigger mistake. Policymakers should be par-
ticularly wary of proposals that would raise
medium- and long-term deficits; that reduce
mediura-term deficits by shifting revenues from
the future to within the 10-year budget window;
or that detract attention from these issues.

» The administration’s new budget is replete with
such problematic proposals. These include
making the 2001 tax cut permanent, massively
expanding Rath IRA treatment of saving, en-
couraging rollovers of existing IRAs to back-
loaded saving plans, and focusing on a five-year
budget horizon. The administration’s policies
would produce unified " deficits as far as the eye
can see” even though the economy is projected
to return to full employment in a few years. The
deficits would be much larger if the retirement
trust funds were not included. The adminis-
tration’s proposals would exacerbate the
nation’s fiscal problems in the medium and long
term.

The administration’s new budget is
replete with problematic proposals.

Section I summarizes CBQ'’s recent budget projec-
tions and discusses the level and sources of changes in
the projections over time. Section Il explores adjust-
ments to the official budget baseline. Section IV offers
a set of concluding remarks.

iI. The Changing Budget Outlook

Table 1 reports selected baseline projections made
by the Congressional Budget Office (CBO} since
January 2001. Appendix Table 1 contains the projec-
tions for each year, and Figures la-1c plot the data on
an annual basis.

Before turning to the specific figures, it is helpful to
note the two dominant general trends. First, projected
budget outcomes have deteriorated dramatically since
January 2001. The unified budget shows a cumulative
decline of $5.6 trillion over the 2002 to 2011 horizon.
This change is substantial; it represents more than 4
percent of projected GDP and more than 20 percent of
projected federal revenue or projected federal spend-
ing over this period. Moreover, the change is not a
temporary shock. The time path of projected revenue

1006

has fallen substantially over the entire decade since the
January 2001 forecast.

Second, all of the official projections show sig-
nificantly worse outcomes in the next few years than
toward the end of the decade. The time pattern of the
deficits may at first glance be heartening, since the
official baseline appears to imply that the budget will
right itself over time. However, as we show in section
I, realistic adjustments for current policy will imply
continual deficits rather than the re-emergence of
surpluses aver time.

The specific figures show that the unified budget
deficit was $158 billion in 2002. The baseline projects
a unified deficit of $199 billion in 2003, with the deficit
then falling and eventually turning ta a surplus by
2007. The official projected surplus then rises to more
than $500 billion by 2013. {(As shown below, the entire
baseline surplus in 2013 reflects assumptions that ex-
piring tax provisions — like the 2001 tax cut — are
altowed to expire, and that no fix for the AMT is pro-
vided.) As a result, the budget for 2004 through 2009
runs a cumulative deficit, and more than 90 percent of
the cumulative $1.3 trillion 10-year surplus for 2004 to
2013 is accounted for by surpluses projected for 2011
to 2013,

Outside of Social Security. the 10-year budget now
faces a deficit of $1.2 trillion, with deficits in every year
through 2010. In contrast, in January 2001, the non-
Social Security budget was projected to run
surpluses of $3.1 trillion through 2011, with annual
surpluses rising steadily over time from $141 billion to
$558 billion.

Qutside of the Social Security and Medicare Trust
Funds, the budget is projected to stay in deficit until
2012, and has a cumulative deficit of $1.86 trillion over
the next 10 years. Again, these projections represent
stark changes from January 2001, At that point, the
budget outside of the Medicare and Social Security
Trust Funds had a projected surplus of $2.7 triltion
through 2011,

Table 2 examines the sources of the decline since
January 2001 in projected unified budget outcomes
over the 2002-2011 time period (with the annual figures
presented in Appendix Table 2 and plotted in Figure
2). Of the $5.6 trillion decline in the cumulative 2002-11
projected surplus, about $1.8 triltion is due to the 2001
tax cut, the Economic Growth and Tax Relief Recon-
ciliation Act of 2001 (EGTRRA), including the addition-
al interest on induced increases in federal debt.! About
$2.6 trillion arises from the combination of economic
and technical changes, while $1.4 trillion is aitributable
to increased spending — primarily defense ($736 bil-
lion) and homeland security cutlays in the aftermath
of the terrorist attacks — and other revenue changes,
namely the 2002 tax cut stimulus package.

(Text continued on p. 1010.)

'This figure includes only the revenue losses, outlay in-
creases, and debt services costs that occur within the 2002 to
2011 time period. It omils the direct revenue losses due to
the tax cuts that occurred in 2001, but includes the interest
casts on those tax cuts in subsequent years.
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Table 1: Changing Budget Projections (Surplus or Deficit in Biltions of Current Dollars)
Projection Date Prajection Horizon Unified Budget Non-Social Security ! Non-Social
] Budget | Security, Non-Medicare
| Budget

10-Year Baseline

lanuary 2001! 2002-11 5610 3,119 2727

lanuary 2002° 2002-11 1,601 -745 -1127
{January 2003° 2002-11 20 -2.219 -2551
January 2002 2003-12 2,263 -242 632

January 2003° 2003-12 629 -1,768 -2107

anuary 2003 2004-13 1,336 -1.234 -1580

5-Year Baseline

January 2001’ 2002-06 2,007 986 86

January 2062° 2002-08 250 -725 912

January 2003° 2002-08 -592 -1.492 <1841
!Congressional Budget Office. “The Budget and Economic Outlook: Fiscal Years 2002-2011" January 2001. Tables 1-1 and 1- 7.
*Congressional Budget Office, “The Budget and Economic Outlook: Fiscal Years 2003-2012." January 2002. Summary Table
1, Tables 1-1 and 1-6

Congressional Budget Office. “The Budget and Economi¢ Outlook: Fiscal Years 2004-2013.” January 2003, Tables j-2 and 1-5.

Tabie 2: Seurces of Change in the Unified Budget Baseline, 2002-2011
January 2001-January 2003
I January 2001-January 2003
! {$ billions {percent of change
[ Legisiative Changes
EGTRRA e
Revenue Provisions 1,186 212
Qutlays 88 16
Debt Service 372 67
Subtotal 1.847 295
| __Other Revenue Changes
Revenue 55 10
Debt Service 54 10
Subtotal 110 24
| Other Qutlays
Qutlays 960 172
Debt Service 296 53
Subtotal 1,256 225
Economic and Technical Changes
Revenue 2,101 37.6
Outlay 476 85
Subtotal 2577 46.1
Totai Change in Surplus 5590 100.0
Columns may not sum to total due to rounding.
2Source and riotes: see Appendix Table 2.
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Figure 1a
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Figure 1c
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The decline in the budget surplus over the next few
years is due predominantly to economic and technical
changes, which in turn are due largely to the economic
slowdown. In later years, however, these changes
decline in importance as EGTRRA phases in more com-
pletely. In 2010, just before it sunsets, the tax cut ac-
counts for 40 percent of the decline in the projected
surplus since January 2001, slightly more than the eco-
nomic and technical changes.

IIL. Adjusting the 10-Year Budget Outlook

The CBO publishes baselines at least twice a year.
CBO (2002) describes the budget baseline as a mechani-
cal forecast of current policy and that is intended to
serve only as a “neutral benchmark. .. according to
rules {that are] set forth in law and long-standing prac-
tices...."” The budget baseline is useful — indeed, it
is necessary — because Congress needs a benchmark
against which to measure the costs of proposals that
change the tax law. spending rules, or spending
amounts.

The budget baseline is useful —
indeed, it is necessary — because
Congress needs a benchmark against
which to measure the costs of
proposals that change the tax law,
spending rules, or spending amounts.

The CBO baseline budget projections dominate
public discussions of the fiscal status of the govern-
ment, but as CBO itself emphasizes, the baseline is not
intended to serve as a prediction of likely budget out-
comes, for at least three reasons. First, the baseline by
design does not reflect major new initiatives that may
be enacted. Prominent examples currently include a
Medicare prescription drug benefit and new tax cuts
or spending increases to stimulate the economy.
Second, even in the absence of major new initiatives,
the set of default assumptions about current spending
and tax policies used to develop the baseline are often
unrealistic. Third, the economy — and with it revenue
and spending totals — may evolve differently than the
baseline projections assume,

A. Current Policy

To obtain a better understanding of whether the gov-
ernment is living within its means under current
policies, we adjust the baseline budget figures. To do
this, we maintain the assumption that no major new
initiatives are enacted and that the economy evolves
according to CBO's projections. But we make what we
pelieve are more realistic assumptions than the
baseline does about what constitutes current policy for
spending and taxes. This clearly involves a set of judg-
ment calls, so we explain the adjustments and their
Jjustifications below,

The first area where CBO’s baseline assumptions do
not appear to be a good reflection of current policy
involves discretionary spending, which represents
slightly more than a third of total outlays. Discretion-
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ary spending typically requires new appropriations by
Congress every year. That is, current laws generally do
not determine what discretionary spending will be in
future years, raising the issue of what levels should be
assumed in the budget projections for such spending.
CBO routinely assumes that real discretionary spend-
ing {that is, spending adjusted for inflation} will
remain constant at the level prevailing in the first year
of the 10-year budget period. Because population and
income grow over time, this assumption implies that
by 2012 discretionary spending will fall by more than
20 percent relative to gross domestic product (GDP}
and by about 8 percent in real per capita terms.

Although judgments may reasonably differ about
future spending choices, CBO's assumption is unrealis-
tic — either as a measure that holds current policy
constant or as a prediction of likely spending out-
comes.* To maintain current policy, we believe that a
baseline computed on the assumption that real discre-
tionary spending grows at the same rate as the popula-
tion would be appropriate.® This is the same criterion
endorsed by George W. Bush as a presidential can-
didate.

The second area where the baseline makes unrealis-
tic assumptions involves expiring tax provisions. CBO
assumes that Congress will extend expiring spending
programs, but that all temporary tax provisions {other
than excise taxes dedicated to trust funds) expire as
scheduled, even if Congress has repeatedly renewed
them. The assumptien regarding spending is
reasonable, since spending programs with expiration
dates are normally renewed, But the assumption
regarding taxes is not reasonable in most cases. The
Internal Revenue Code currently contains several sorts
of expiring tax provisions. The first includes pravisions

*As a measure of likely budget outcomes, we believe that
holding discretionary spending constant as a share of GDP
waould be appropriate. As CBO (2003) notes. nondefense dis-
cretionary spending has been roughly constant as a share of
GDP since the early 1980s. Defense and homeland security
spending will likely rise as a share of GDP over the next
decade. For convenience, we also report budget measures
below with discretionary spending held constant as a share
of GDP.

In recent years, CBO has presented sensitivity analysis
with a variety of alternative discretionary spending paths.
Theaoretically. one would prefer the measure that best reflects
the cost of maintaining a given level of government services,
The problem arises because some types of discretionary
spending (like FBI staffing) likely require real increases that
at least keep pace with population growth to maintain a
given level of services, whereas others (like administrative
expenses for government departments) may be largely fixed
in real terms and therefore not need to keep pace with
population growth. Still other types of spending (like the
costs of inspecting imports, which may be proportionate to
the volume of imports) may require a constant or rising share
of output to maintain a constant level of services. In any case.
both casual inspection of the fixed cost component of varicus
categories of spending and historical analysis of spending
trends suggest that real discretionary spending is uniikely to
decline sharply on a per capita basis.

“‘Bush argued that an “honest comparison” of spending
growth should take inflation and population growth into
account (Slater 1999, Calmes 1999).
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Table 3: Baseline and Adjusted Budget Outcomes for 2004-2013
(Surplus or Deficit in $ Billions)'
Projection Date January 2003%
Prajection Horizon 200408 | 200913 | 200413

CBO Unified Adjusted Budget Baseline -144 1,480 1,336
-Adjustment for expiring tax provisions
| __Repeal sunset provisions T 8 ! 805 610
|___Extend AMT provisians 57 134 191
|___Extend JCWA 145 117 262
| __Extend other expiring provisions 30 129 159
Interest 24 178 203
Subtotal 261 1,164 1,425
|=Unified Budget adjusted for expiring tax provisions, o -404 316 -88
-Adiustment for AMT

Index AMT 40 320 360

Allow Dependent Exemption 27 53 87

Interest ) 65 71
Subtotal 73 445 517
|=Unified Budget adjusted for expiring tax provisions and AMT -477 -128 -605
-Adjustment for holding real DS/person canstant

Hold real D$/person constant 109 327 437

Interest 1 78 89
Subtotal 120 405 525
=Unified Budget adjusted for expiring tax provisions and AMT with real -597 -533 -1,131
DS/person constant
-Adjustment for Retirement Funds

Social Security 1.062 1.505 2,567

Medicare 162 187 349

Government Pensions 226 258 484
Subtotal 1453 1,950 3,400
=Non-retirement fund budget adjusted for expiring tax provisions and -2,048 -2.483 -4,531
AMT with real DS/person constant
-Further adjustment if discretionary spending/GDP constant

Qutlays 175 624 799

Interest 16 136 152
Subtotal 190 760 951
=Non-retirement fund budget adjusted for expiring tax provisions and -2,238 -3,243 -5.481
AMT with DS/GDP constant
;Due to rounding, columns may not sum to total.
| Source and notes: see Appendix Table 3,

of the 2001 tax cut, EGTRRA. All of these provisions
“sunset,” or end automatically in 2010, and some end
sooner than that. The second category includes the
elements of the 2002 economic stimulus package. The
third involves the alternative minimum tax, which we
discuss further below. The fourth includes a variety of
other tax provisions that have statutory expiration
dates but that are routinely extended for a few years
at a time as their expiration date approaches. We
believe that the most accurate assumption of current
policy, on balance, would be that all of these various
provisions will be extended. This is not a statement of
desired or optimal policy. simply a statement of what
we see as the current stance of policy.

TAX NOTES, February 10, 2003

The third issue involves the alternative minimum
tax (AMT), which offers a dramatic example of how
the baseline projections generate unlikely outcomes.
The AMT was designed in the late 10605, and then
strengthened in 1986, to curb excessive use of tax shel-
ters and other tax avoidance {see Burman, et al.. 2002).
The AMT runs parallel to the regular income tax sys-
tem. It uses a somewhat different measure of income,
permits fewer deductions, and applies flatter rates than
does the regular income tax. In theory. each taxpayer
must compute tax liability under both the conventional
income tax and the AMT and pay the larger liability.
In practice, the AMT currently generates larger liability
for so few taxpayers — about 3 million — that few
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filers, other than the tiny minority who might be af-
fected, bother with it.

Because the AMT is not adjusted for inflation, while
the ordinary income tax is, the AMT applies to ever
more taxpayers as prices rise. In addition, EGTRRA,
which cut the ordinary income tax but not the AMT,
will greatly increase the number of people subject to
the AMT. All told, by 2010 an estimated 36 million filers
will become subject to the AMT under current law. This
result is troubling in large part because the AMT is
significantly more complex than the regular tax.
Policymakers will therefore be under powerful pres-
sure to modify the AMT.

Our budget estimates reflect current policy toward
the AMT in two ways. First, we assume that provisions
of the AMT that are slated 10 expire before the end of
the budget window are granted a continuance. Under
current law, the AMT exeraption is increased for 2001
to 2004, but after 2004 it reverts to its 2000 level. We
assume that the temporary increase in the exemption
is made permanent. Also, under current law, the use of
nonrefundable personal credits against the AMT is
allowed through 2003. We assume that this provision
is made permanent as well. Our second adjustment is
to index the AMT exeruption, brackets, and phaseouts
for inflation starting in 2004 and to allow dependent
exemptions in the AMT.*

Table 3 splits these costs into two components. The
cost of extending the exemption and use of nonrefun-
dable credits is shown as an "adjustment for expiring
tax provisions” and based on CBO estimates, The ad-
ditional costs of indexing and adding a dependent ex-
emption are shown separately and are based on es-
timates using the Tax Policy Center microsimulation
model. Taken together, the adjustments would reduce
revenues by $5638 billion and add $114 billion to debt
service costs, for a total budgetary cost of $752 billion.
Even so, it would leave 8.5 million taxpayers on the
AMT in 2013 assuming that EGTRRA is extended ~
well above current numbers but well below the 43.5
million slated to face the AMT without these changes.

B. Retirement Funds

Another reason the unified budget projections over
the next 10 years do not provide an accurate indicator
of the underlying stance of government policy — in-
cluding its sustainability and its effects on the economy
— is that some currently legisiated policies have
budgetary implications in years more than a decade
into the future. Those implications are not captured in
medium-term budget projections. In particular,
projecting the unified budget over a decade or less
provides a misleading picture of the long-term budget
position of the federal government when current or
past policies result in a spending-revenue imbalance
after the end of the budget projection period. Under

This is "plan 2" in Burman, et al. {2002} and is designed
to reduce the chances that households with income belaw
$100,000 end up on the AMT.
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current faws, the primary source of such imbalances is
tong-term commitments to pay pension and health care
benefits to the elderly through Social Security,
Medicare, Medicaid, and the Federal Employees Retire-
ment progrant. Currently, taxes earmarked to pay for
Social Security and Medicare Hospital Insurance ex-
ceed outlays on those programs. But in the long run,
the programs face significant deficits.

There are several potential ways to address this
problem, each with different strengths and weak-
nesses. The approach we take here is to separate some
of these programs from the official budget. In various
pieces of legislation between 1983 and 1990, Congress
took a step in this direction by classifying Social Secu-
rity as “off-budget. “® The Congressional Budget Office
and the Office of Management and Budget now report
revenues and expenditures not only for the unified
budget, but aiso for “off-budget” programs and “on-
budget programs.” The exclusion from the “on-
budget” accounts of current cash flow surpluses in
Social Security partially offsets the omission of sizeable
deficits in that program that are expected to occur in
years beyond the 10-year budget window.” We extend
this approach by also considering the budget picture,
excluding the trust funds for Social Security, Medicare,
and government pensions.

C. Implications of the Adjustments

Table 3 shows the sizable effects of adjusting the
surplus for current policy assumptions and retirement
trust funds over the 10-year period. (Appendix Table 3
provides the figures on an annual basis, and Figure 3
plots different measures of the adjusted baseline on an
annual basis.)

As noted above, the CBO unified budget baseline
projects a 10-year surplus of $1.3 trillion, with
surpluses rising sharply over time. Adjusting the CBO
baseline for our assumptions regarding current policy
implies that the unified budget will be in deficit to the
tune of $1.1 billion over the next decade if real discre-
tionary spending per capita is held constant. Notably.
the adjusted unified baseline shows a deficit in every
year through 20132

The unified budget, however, includes retirement
trust fund surpluses that exceed $3 trillion. Adjusting

At the same time, Congress alse designated the US.
Postal Service as an off-budget entity. The Postal Service's
budgetary impact. though, is a tiny fraction of Social Secu-
rity’s.

"This economic logic may help explain the significant,
bipartisan political support a few years ago for the notion
that retirement trust funds ought to be kept separate from
the rest of the budget. Both Houses of Congress voted over-
whelmingly in 2000 to support measures that protected the
Medicare Hospital Insurance Trust Fund from being used to
finance other programs or tax cuts (Mohr 2001). A recent
legislative proposal would provide similar protection to
military pensions (U.S. House of Representatives 2001). Al-
most all states already separate pension reserves from their
operating budgets.

SIf discretionary spending grows with GDP — instead of
growing with inflation and population — the adjusted
unified deficit would be $2.1 trillion.
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Figure 3: Baseline and Adj Budget O 20022013
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further by taking the retirement funds off-budget
generates a 10-year deficit, other than retirement funds,
of $4.5 trillion.

Although the precise figures should not be taken
literally due to uncertainty and other factars, the basic
wends in the data are clear. First, the CBO baseline
suggests that the budgetary future features rising
surpluses within the 10-year window, while our ad-
justed unified budget baseline implies continual
deficits through 2013. Second, the differences grow
over time. By 2013, the annual difference between the
official projected unified budget and our alternative
unified deficit is more than $600 billion. Third,
acknowledging that the reticement trust funds are run-
ning current surpluses but will run deficits in the fu-
ture makes the budget outlook far worse. The adjusted
budget outside of the retirement trust funds is
projected to run deficits of $4.5 trillion over the next
decade, and the difference between the official unified
projection and our adjusted non-retirement-trust-fund
budget exceeds $1 trillion in 2013 alone,

D. Longer-Term Estimates

The adjusted budget figures above give a more ac-
curate assessment of the government's fiscal status
than the unified budget does, but both the adjusted
and official figures focus only an the next 10 years. The
adjusted budget thus represents a somewhat awkward
half-step to examining long-term budget issues direct-
ly. An alternative solution — one that we do not follow
here, but that is worth mentioning — is to extend the
budget horizon beyond 10 years. The Sociai Security
and Medicare actuaries, for example, annually publish
75-year projections of the financial balance under these
programs. Extending this approach to the entire budget

TAX NOTES, February 10, 2003

suggests significant long-term budget challenges.
Auerbach, et al. {2003), using estimates from the
August 2002 CBO baseline, estimate that federal
revenues are likely to fall short of federal spending by
4 to 8 percent of GDP in the long run. That is, it would
require an increase in federal revenues of about 20
percent-38 percent, a comparable decline in spending,
or some combination of the two, to bring the long-term
budget into balance.

Substantial uncertainty surrounds both the short-
term and long-term projections. Much of the problem
stems from the fact that the surplus or deficit is the
difference between two large quantities, taxes and
spending. Smali percentage changes in either direction
can result in large percentage changes in the difference
between them, CBO (2003) publishes a very useful
“fan” graph that shows that the range of possible
baseline budget outcomes is large. The source of this
variation, though, is that the economy {and associated
technical factors affecting the budget) may evolve
differently than anticipated by CBO. This source of
uncertainty does not significantly affect our adjust-
ments: The difference between the official projection
and our adjusted outcome would remain largely intact
even in very different underlying economic conditions.
In addition, atthough there is significant uncertainty
in the longer-term forecasts beyond 10 years, most
studies have concluded that even adjusting for the con-
tingencies, the likelihood of a significant fiscal gap is
high (see Auerbach, et al.. 2003).

1V. Discussion

The budget outlook presents policymakers with a
complex and difficult set of problems. A short-term
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deficit is certain over the next year or two; a medium-
term deficit is highly likely over the next 5 to 10 years;
and a significantly larger iong-term fiscal gap appears
probable.

In the near term, as long as economic growth is
sluggish and capacity is underused, current budget
deficits can help stimulate aggregate demand and
return the nation to its full-employment growth path.
In addition. financing a significant part of any war with
deficits is appropriate.

Nevertheless, policymakers should not consider
themselves free to run up short-term or medium-term
deficits without constraint. Specifically, the danger is
that policies that raise short-term deficits end up put-
ting the economy on a path where large structural
deficits persist, even after the economy returns to full
employment and war efforts have subsided. Indeed,
our estimates suggest the economy is already on such
a path, especially when the retirement trust funds are
excluded from the 1otals.

In light of these concerns, policymakers should be
especially wary of three kinds of policies: those that
raise long-term deficits; those that artificially reduce
deficits in the short or medium term by shifting reve-
nue streams from the future; and those that shift atten-
tion away from medium- and long-term fiscal challen-
ges.

Unfortunately, a first glance suggests the adminis-
tration’s new budget proposals are replete with such
problematic policies. Making the 2001 tax cut per-
manent would raise the long-term fiscal gap by be-
tween 1.5 and 1.9 percent of GDP, depending on the
AMT fix involved (Auerbach, et al.,, 2003}, The expan-
sion of Roth IRA treatment for saving would also
dramatically reduce long-term revenues. The en-
couragement of rollovers from existing tax-deferred
saving into backloaded saving plans would generate a
shift of revenues from outside the budget window to
inside the window. Choosing to focus on a five-year
budget horizon is an effort to downplay problems over
the remainder of the decade and the longer term, and
is especially hypocritical for an administration that is
proposing tax cuts that begin to take effect well after
the five-year window expires. The president claims
that these policies will allow the economy 1o grow its
way out of the budget problem, but the adminis-
tration's own estimates belie that claim. The adminis-
tration's forecast shows the economy returning to full
employment in the next few years, but it also shows ~
in the words of budget director Mitch Daniels —
deficits for “the foreseeable future™ (Rosenbaurmn, 2003},
These deficits would be much Jarger if the retirement
trust funds were not included.

In short, the administration’s new budget proposals
would increase fiscal problems in the medium and long
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term. Whatever their other effects, these proposals will
create a fiscal drag that reduces future income growth
and imposes new burdens on future generations (Gale
and Orszag, 2002, 2003). Indeed. the implied increase
in the public debt and in burdens placed on future
generations due to the president’s policies to date and
the new propesals runs in the trillions of doliars. In
contrast, policies that increase the deficit now but re-
duce it in future years would help in the short term by
fueling aggregate demand and returning the economy
to full employment, and help in the long term by
providing the fiscal discipline that would raise nation-
al saving and capital formation.
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 Appendix Table 1: Changing Annual Budget Projections (Surplus or Deficit in Billions of Current Dollars)’

2002 Tzoos—f} 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2013
Unified Budget
12%r0xu§xry 313 359 397 433 505 573 635 76 798 889
12001
January -21 -i4 34 103 128 186 202 250 294 439 641
2002°
January | -158 -199 -145 -73 -16 28 65 103 140 277 451 508
2003 .
Non-Social Security Budget
January 141 171 195 212 267 318 359 416 484 558
2001°
January | -184 -193 -141 -108 -89 -76 -56 -24 4 132 319
2002°
January | -317 -360 -320 -267 229 -205 -185 -185 -145 -26 134 7
2003* 3
Non-Social Security, Non-Medicare Budget
January 105 132 i54 172 223 275 318 377 447 524
2001°
January | -217 -229 -179 -146 -141 -17 -96 -63 -34 95 278
2002°
J%r(;g?ry -349 -386 -348 -296 -263 -239 -222 -202 -183 -63 95 142
2004
!Due to rounding, annual data from Appendix Table 1 may not sum to the CBO totals listed in Table 1.
Congressional Budget Office. “The Budget and Economic Qutlook: Fiscal Years 2002-2011." Tables 1-1 and 1-7.
Congressional Budget Office. “The Budget and Economic Qutlook: Fiscal Years 2003-2012." Tables 1-1 and 1-6.
“Cong:essional Budget Office. “The Budget and Economic Qutlook: Fiscal Years 2004-2013." Tables 1-2 and 1-5.

Appendix Table 2: Sources of Change in the Unified Budget Baseline, Year-by-Year

anuary 2001 to January 2003
[ 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011 | Total

Legislative Changes

EGTRRA
Revenue 70 3 84 101 100 126 142 151 158 176 117 1186
t _ Provisions
Qutlays Q 6 7 7 7 10 10 g 10 il 12 88
Debt Service’ 0 3 7 13 26 28 37 48 60 72 85 372
Subtotal 71 40 97 121 127 163 189 208 221 259 215 {1,647
Other Revenue Changes
Revenue 1 43 42 32 7 -13 -18 -15 12 -8 -6 55
Debt Service 0 i 3 3 7 7 7 3 [} & § 54
Subtotat 1 44 45 38 14 -5 -8 -8 -6 -3 0 118
Other Outlays
Outlays 13 64 104 98 101 98 97 98 98 100 102 960
Debt Service 0 2 ) 12 18 25 32 39 48 54 63 296
Subtotal 13 66 ug g 119 122 128 137 145 154 165 [1.256
FEconomic and Technical Changes
Revenue 72 308 295 266 237 208 184 171 183 155 115 2,101
Outlay -3 13 11 8 8 36 83 | 62 78 80 118 476
Subtotal &9 321 3086 274 246 24} 238 233 241 245 232 R.577
Totat Change in 154 471 558 542 506 521 547 570 607 656 612 15.590
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Appendix Table 2 (continued}

As Percent of Change in Surplus

EGTRRA 48 9 i7 22 25 31 35 36 37 40 35 29
Other Revenue 1 b 8 7 3 -1 2 -1 -1 0 0 2
Changes

Other Qutlays 8 14 20 20 24 23 23 24 24 24 27 22
Economic/ 45 68 55 50 49 46 43 41 40 37 38 48
Technical Changes

Total 100 100 100 100 i00 100 100 100 100 100 100 100

;Debt Service is apportioned to each of the categories based on CBPP imputations of the interest rate.
Percents may not sum 10 100 due to rounding.

Appendix Table 3: Baseline and Adjusted Budget Outcomes for 2003-2013 January 2003
Projections (Surplus or Deficit in § billions)
2003 | 2004 | 2005 | 2006 | 2007 | 2008 { 2009 | 2010 | 201 | 2012 | 2013

CBO Unified Adjusted Budget -198 | -145 -73 -16 28 65 103 140 217 451 508
Baseline'

-Adjustment for expiring tax provisions

Repeal sunset provisions? 0 1 1 1 1 2 2 2 13t 230 240
Extend AMT provisions2 Q 4 4 13 18 22 27 31 28 23 26
Extend JCWA? 0 0 28 42 40 35 30 26 22 20 19
Extend other expiring provisions’ LG -1 1 [ 10 14 15 17 26 35 38
Interest® 0 ] 1 4 7 12 18 21 30 46 | 85
Subtotal 9 0 35 65 77 85 90 97 236 353 386
=Unified Budget adjusted for -199 | -145 { -108 -8t -50 -20 13 43 41 98 121
expiring tax provisions
Adjustment for AMT®
Index AMT 5] 0 2 ) 12 20 31 42 61 84 101
Allow Dependent Exemptions i) 1 4 8 7 9 10 1t 12 13 i4
Interest 1] 0 1] 1 2 3 5 8 12 17 24
Subtotal 0 2 6 12 21 32 46 61 85 114 138
=Unified Budget adjusted for expir- -199 | -147 | -114 -84 -71 -51 -33 -18 -44 -16 -17
ing tax provi s and AMT i
Adjustment for holding real DS/person const: nt’
Hold real DS/person constant Q 7 14 22 29} 38 48 55 85 751 86 |
Interest g Q 1 2 3 5 8 1l 15 19 25
Subtotal 0 7 15 23 32 43 54 66 80 M 111

=Unified Budget adjusted for expir- -198 | -154 | <129 | 117 | -104 94 -87 -85 | <124 | 110} -127
ing tax provisions and AMT with
real DS/ person constant

| Adiustment for Retirement Funds®

| __Sacial Security 160 175 194 212 23t 250 268 286 303 7 330
Medicare 28 28 29 34 34 36, 37 38 37 39 36
Gevernment Pensions 42 43 44 45 46 48 48 50 52 53 55

Subtotal 228 248 267 291 312 335 353 374 392 | 408 421

=Non-retirement fund budget 428 | 400 | -396 | -408 | -415 | 429 ; -440 | -458 | -516 | -520 | -548

adjusted for expiring tax provisions
and AMT with real DS/person
constant

Nominal GDP® 10,756 111,308 111,934 {12,582 113,263 113,972 14.712 115,480 116,250 117,013 17,851
=Adjusted budget, given as percent -4 -3.5 3.3 -3. 3.4 -3 -3.0 -3. -3.2 -3.1 -3.4
of nominal CDP
Further Adjustment for holding DS/GDP constant'”
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Appendix Table 3 (Continued)

Qutlays 0 6 18 33 50 68 86 105 124 144 185

Interest 0 0 1 2 5 8 13 9 28 34 45
{Subtotal [t] 6 19 35 54 76 89 124 148 178 210
=Non-retirement fund budget ad- -428 | -406 | -415 | -443 | 469 | -504 | -539 | -582 | -666 | -698 | -758
justed for expiring tax provisions
and AMT with DS/GDP constant
=Adjusted budget. given as percent -4 -3.6 -3.8 -3.5 -3.5 -3.4 -39 -3.8 -4 -4. -4
iof nominal GDP

IThe Budget and Economic Qutlook: Fiscal Years 2004-2013. January 2003. Table 1-2.

“The Budget and Economic Qutlook: Fiscal Years 2004-2013. January 2003. Table 3-11.

“The Budget and Economic Outlook: Fiscal Years 2004-2013. January 2003. Box 1-2.

Author’s calculations. Numbers are calculated so that the subtotal sums to Table 3-11. excluding interest costs.

*CBO debt service matrix, January 2003

Author’s caleulations using microsimulation of Tax Policy Center.

"The Budget and Economic Outlook: Fiscal Years 2004-2013. January 2003. Table 4-1. U.S. Bureau of the Census. Annual
Projections of the Total Resident Population as of July 1: Middle, Lowest, Highest, and Zero International Migration Series,
1999 to 2100. February 14, 2000.

The Budget and Economic Outlook: Fiscal Years 2004-2013. January 2003. Table 1-5.
“The Budget and Economic Qutlook: Fiscal Years 2004-2013. January 2003. Table E-2.

Author’s calculations using The Budget and Economic Qutlook: Fiscal Years 2004-2013. January 2003. Table 4.4,
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The ultimate tax contact resource just
got better! In response to subscriber
requests, we’ve discontinued the Private
Sector Professionals Worldwide
volume. Our Government Officials
Worldwide volume now contains the
unique information from the Private
Sector Professionals Worldwide
volume, including Tax and Business
Journalists, Professional Associations,
and Tax Groups and Coalitions. The
Government Officials Worldwide
volume currently is available on the
Web through TaxBase, and we are
converting the Corporate Tax Managers
Worldwide volume for future posting
on TaxBase.

Tax Analysts

Now The Tax Directory gives you
the same fast, convenient access to

tax professionals in a more concise
and condensed format — making it
easier than ever for you to find a tax
professional worldwide! The Tax
Directory still is the most complete,
accurate, and up-to-date source of
information on tax professionals
available today!

Order The Tax Directory today! Simply call Tax Analysts at 800-955-3444, e-mail
sales@tax.org, or visit www.tax.com to order online.

T03-03
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PREPARED STATEMENT OF HON. LEON E. PANETTA
FEBRUARY 12, 2003
Mr. Chairman and Distinguished Members of the Finance Committee:

I am honored to have this opportunity to appear before you to share my thoughts

on the subject of Economic Growth and Job Creation: Incentives for Investment.

There are two fundamental principles that must support whatever incentives for
investment the Congress decides are necessary. These principles are drawn from my
experience in the Congress as Chairman of the House Budget Committee and in the
executive branch as Director of the Office of Management and Budget. But they are also
influenced by my present experiences as a member of the Board of the New York Stock
Exchange and Co-Chair of its Corporate Accountability and Listing Standards
Committee.

The first principle is that there is no effective federal incentive for investment that
can produce sustained economic growth and jobs unless it is at the same time
accompanied by strong fiscal discipline.

The second principle is that at a time of great uncertainty over the consequences

of a nurnber of foreign and domestic crises, the key guideline for federal policy should be
to "do no harm." In other words, do nothing that will add only greater uncertainty to an
already nervous investment environment.

The danger you must avoid is that in the rush to judgment to find a temporary or
permanent solution to kick starting a weak economy, you are willing to excuse exploding
future deficits on the basis that somehow they are insignificant or can take care of
themselves.

The lesson of the last 25 years is that deficits do matter and they will not be

reduced without strong and unified action by the President and the Congress.

In the 1980s, the nation was looking at what OMB Director David Stockman

predicted would be "deficits as far as the eye could see.” As a result of the Reagan tax
cut, dramatic defense-spending increases, growing entitlement and discretionary spending
and a slowing economy, deficits were projected to reach $200 billion by the end of the
1980s and escalate to $300 billion by the early 1990s, reaching $600 billion by the
beginning of the new century.

The national debt was well on the way to quadrupling from less than $1 trillion to

more than $4 trillion by 1992. The economy was being affected by high long-term

interest rates, increased government borrowing, reduced capital for investment and everlarger
interest payments on the debt.
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In a word, the deficit was out of control but neither political party had the political

will or courage to directly confront the probleni. Rather than making the tough budget
decisions that had to be made, Congress passed budgets based on a combination of
"smoke and mirrors" accounting, "rosy scenario” economic projections, funding shifts
from one fiscal year to another to hide spending, and exaggerated savings from program
reductions that few believed would be realized.

In the midst of the frustration over exploding deficits, Congress passed the
Gramm-Rudman-Hollings bill that required an automatic “across the board" cut if certain
deficit-reduction targets were not met. Congress, however, kept changing the targets

for fear of what such arbitrary cuts would do.

None of these steps nor any of the hoped for economic benefits of the tax cut
reversed the continuing growth in deficits.

In the end, it was finally recognized that the key to reducing the deficit was not
procedural gimmickry or artificial legislative or constitutional mandates of one kind or
another. Nor could one resolve conflicting priorities by putting the budget process on
automatic pilot. Political leaders are elected to make hard choices, to set priorities and to
discipline the budget.

In 1990, former President George Bush did exactly that in an historic budget

agreement that achieved significant debt reduction, established caps on discretionary
spending, and implemented a "pay-as-you-go" discipline that required any new proposal
for tax cuts or entitlement spending to be fully paid for. Without those vital budget
disciplines, this nation would never have achieved a balanced budget.

In 1993, former President Bill Clinton pushed through his economic plan for $500
billion in deficit reduction over five years, continuing the budget disciplines put in place
by the 1990 agreement.

Combined with the Balanced Budget Agreement of 1997, these efforts by former
Presidents and Congresses sent a vital signal to the financial markets that strong fiscal
discipline would be enforced. These credible efforts to reduce the deficit along with the
actions of the Federal Reserve, corporate and business leaders helped produce the
strongest economic growth and job creation in the history of the country.

Those are the facts. Those lessons should not now be ignored in favor of

unproven and speculative theories that promote painless remedies for controlling the
deficit. Many of you played important roles in the difficult decisions that had to be made.
There is not a member among you that has not at one time or another criticized the
dangers of uncontrolled deficits. You were right to do so. Nothing has changed that
reality.
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Deficits do matter. Increased government borrowing places a drag on the

economy by reducing national savings, increasing long-term interest rates, crowding out
capital spending, reducing investment in capital stock to improve productivity, increasing
the debt owed to foreign investors, jeopardizing the social safety net for retirees, reducing
the future income and living standards of American households, and putting a tax burden
on our children who ultimately will have to pay the interest on the debt. We have a
responsibility to future generations to make sure that any incentive for investment is
accompanied by strong fiscal discipline.

The second principle of "do no harm" makes clear that we must not add further
instability to the economic outlook of the nation. As Chairman Greenspan pointed out
yesterday, the business community is concerned about the consequences of a series of
uncertainties that currently plague the nation. That is not to say that they are pessimistic
about the long-term future of the country as it confronts these crises. But it is to say that
they are increasingly worried about the growing number of problems that the nation must
deal with in order to provide a more stable environment for investment and growth.
Consider the list of challenges: The potential for war in Iraq, the resulting turmoil

in the Middle East, the impact on oil prices, the growing conflict with North Korea, the
terrorism alerts that impact on business and consumer fears, the continuing concern over
corporate scandals, the confused enforcement and regulatory environment affecting
CEOs and boards of directors, the serious losses on future retirement income, the
escalating foreign trade deficit, and the budget crisis looming over state governments that
will reach $60 billion to $80 billion collectively. All of this combined with a volatile
stock market and high unemployment makes clear that we live in a more dangerous and
unpredictable world.

To add to this the prospect of cumulative deficits over $2.1 trillion for 2002

through 2011, an $8 trillion fiscal reversal from the $5.6 trillion surplus projected in
January of 2001, a national debt on course to exceed $10 trillion by the end of the decade,
an extra $1.1 trillion in spending for interest on the debt, an unfunded Hability for Social
Security, Medicare and other retirement programs that OMB projects to be $24.8 trillion,
and a tax cut agenda that could cost $.2.526 trillion over ten years and reduce state
revenues by about $64 billion is all tantamount to creating even greater anxiety about our
econornic future.

Recognizing these realities and the principles that should guide any investment
decisions, the following points should be considered in your deliberations:

1. Don't dig the deficit hole deeper. Any costs for an incentive package
should follow the pay-as-you- go' rules with budget offsets or, in the
least, should provide a firm fiscal plan to fully pay for these additional
costs.

2. Temporary is better than permanent. All economic stimulus measures,
including tax cut and spending proposals, should be temporary and
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stimulative without harming the long-term budget outlook.

3. Tax cuts should be targeted. Less than nine percent of the ten year $670
billion tax cut proposed by the Administration would have an impact on
this year. To be effective and fair, tax cuts should be targeted to
consumers and working families likely to spend and businesses likely to
invest and hire new workers now.

4. States should be helped through their fiscal difficulties. Any federal effort
to promote growth and jobs could be undermined by states having to raise
taxes, cut spending and layoff employees in order to balance their budgets.
Support to the states for homeland security and sufficient funding for vital
programs that serve the most in need could help the states through this
difficult period so that federal and state governments are working together
and not in opposition to one another.

In his State of the Union address, President Bush said: "This country has many
challenges we will not pass along our problems to other Congresses, other Presidents,
and other generations." He was right. Unfortunately, his proposals fail to live up to that
promise.

To enact permanent new tax cuts in the face of large new spending pressures such

as the prospect of a costly war in Iraq, increased homeland security needs and a major
prescription drug benefit is to live beyond our means and pass the IOUs to our children
and grandchildren.

If incentives are to be provided that support economic growth and job creation,

hard choices must be made that implement strong budget discipline and restore a sense of
confidence in the economic stability and future of a very uncertain world.

That will require both leadership and sacrifice. That is the clear lesson of the

past. It is the clear lesson of the present if we are to secure a strong economy and a
strong democracy for the future.
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Economic Growth and Job Creation
Senator Gordon H. Smith
2/11/03

I want to thank the Chairman for holding this hearing
on examination of the various proposals for recovery
and sustainable growth pertaining to consumption.

I want to thank the various witnesses for taking the
time to appear here today.

As I have said before, I strongly believe that we
cannot and must not try to tax and spend our way out
of the current economic downturn.

1 believe that good stimulus legislation is a
combination of short-term and long-term proposals
that will give a quick boost to the economy and then
sustain that boost into a long period of growth and
job creation in the economy.
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Today we are looking at various forms of
“consumption” proposals. Both the President’s
proposals and several of the proposals being
discussed in Congress.

I believe that several of these proposals have great
merit - in many instances they perform two functions,
one as a safety net for the least wealthy in our society
and two they do have some economic impact.

I don’t believe that they have the long-term growth
potential of many of the President’s proposals - such
as acceleration of the previously enacted individual
tax marginal rate cuts. But they are stimulative to a
degree and, more importantly, I believe, will in some
way shape or form will make up part of the stimulus
package that will be reported out of the Senate.

I am a strong supporter of some of these proposals -
FMAP legislation — that would allow states to
continue providing health care to our society’s most
vulnerable members in this economic downturn by
providing a temporary increase in the federal medical
assistance program funds states receive to pay their
poriton of the Medicaid bill.
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I believe that FMAP legislation will prevent the
erosion of health insurance coverage and maintain a
strong health care safety net for the most vulnerable
during an economic downturn.

Further, as states close shortfalls in their budgets they
are turning to health care to the poor for budget cuts.

I also have worked for the last two years on varying
forms of Unemployment Insurance, most recently
with Senator Kennedy in an effort to help those
unemployed in Oregon who have exhausted their
benefits and are still seeking employment.

I strongly supported the President’s extension of
unemployment benefits...but I think we ought to do
more. [ believe we need a stronger benefit package
that will cover those workers still looking for
employment. And there are a lot of those workers in
my home state of Oregon.

I look forward to hearing from our witnesses today.
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