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THE STATE OF THE ECONOMY

WEDNESDAY, JANUARY 29, 2003

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

The committee met, pursuant to notice, at 10:08 a.m., in room
SD-608, Dirksen Senate Office Building, Hon. Don Nickles (chair-
man of the committee) presiding.

Present: Senators Nickles, Allard, Burns, Enzi, Sessions,
Bunning, Crapo, Ensign, Conrad, Sarbanes, Nelson, Stabenow, and
Corzine.

Staff present: Hazen Marshall, staff director; Dan Brandt, econo-
mist and Bob Taylor, special counsel.

For the minority: Mary Ann Naylor, staff director; and Lee Price,
chief economist.

OPENING STATEMENT OF CHAIRMAN DON NICKLES

Chairman NICKLES. I call the Committee to order. I want to
thank everybody for coming and especially thank my colleague and
ranking member, Kent Conrad, for his assistance.

We have a series of hearings set up. Today will be on economic
growth. We have three very distinguished panelists that will pro-
vide their expertise and insights on how we might be able to better
grow the economy, and I appreciate their participation as well.

I would especially like to thank my friend and colleague, Senator
Conrad, who has served on this committee I believe 16 years. He
has served as chairman and ranking member, and he has also
served in almost every position in this committee. I appreciate his
service. The last Congress was a very difficult Congress. It is al-
ways difficult. This committee is a tough committee. I appreciate
that, I recognize it, and I recognize and appreciate the willingness
of our colleagues to serve on it. We have several new members on
the Committee. I welcome them. I see Senator Conrad Burns has
just joined the Committee as well as Senator Mike Enzi from Wyo-
ming joining us, Senator Sessions from Alabama, Senator Bunning
joins us as well. So we welcome you to the Committee. Senator
Crapo has joined us, and Senator Ensign will be here as well. So
we have some new members and some veterans. I believe Senator
Hollings has been on this committee for 27 or 28 years. I have been
on it for—I am not sure how long—a long time. It is kind of bad
when you think, well, maybe 20 years or so.

I want this committee to be an enjoyable, educational, inform-
ative opportunity for all of us so we can better learn how to man-
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age Government and maybe have a better success in the budgeting
process.

We have a $2-trillion-plus budget. That is a big challenge. We
don’t have a $750 billion budget. Our budget is not just the discre-
tionary amount. Our budget is the entire Federal budget. So we
need to keep a lot of things in perspective.

We have some big challenges. We happen to be presiding now at
a historic time. We have had a recession, and we have had revenue
declines. We went from surpluses to deficits. That is caused pri-
marily because revenues have fallen. Revenues have fallen by 9
percent in the last 2 years, the first time in history we actually had
a revenue drop 2 years in a row. I believe it dropped from 2000 to
2001 1.7 percent and the next year almost 7 percent, combined,
about a 9-percent drop in revenues. That is historic. At the same
time, expenditures went up, and expenditures went up rather dra-
matically. Last year, they grew by 7.9 percent, and that is 11 per-
cent if you exclude falling interest rate costs. So you had revenues
declining and you had expenditures growing rather dramatically.
So we went from a surplus of, I believe, $129 billion to a deficit of
$159 billion just between 2001 and 2002.

Well, we need to reverse that, and hopefully one of the ways we
can reverse that is by having a growing economy. The purpose of
our hearing today is to figure out how can we grow the economy.

I compliment President Bush. He challenges us last night in the
State of the Union Address. He made several recommendations to
Congress on how we might better grow the economy. I compliment
him for those proposals. We will have administration witnesses be-
fore this committee to explain those proposals and to hear ideas.

That is not the purpose of this hearing. The purpose of this hear-
ing is to pull in individuals who are recognized as experts in their
field to hear their insights on how we might better grow the econ-
omy and to have maybe a little dialog. So we will have administra-
tion witnesses. I believe we have scheduled tomorrow CBO, and
they just issues the report, the budget and economic analysis. I
haven’t had a chance to look at it. It just came out. I think they
are supposed to have a hearing in the House Budget Committee
today. I believe that was canceled, so we will hear from them to-
morrow. So we get a little more technical from CBO on what their
analysis of it is, and then the following week we will hear from
Mitch Daniels and administration officials to explain their budget
and give us some insights as well.

So I look forward to working with all members of our committee.
I look forward to our witnesses. Before I introduce our witnesses,
I will call on the ranking member and my friend Kent Conrad for
any opening remarks he might have.

OPENING STATEMENT OF SENATOR CONRAD

Senator CONRAD. Thank you, Mr. Chairman.

Thank you, first of all, for holding this hearing because I think
it is a critically important subject. Thanks, too, for the new energy
and attitude you have brought to the Committee. It is welcome and
we look forward very much to working with you.

I want to report to our colleagues that the incoming chairman
and his staff have been eminently fair in the operations of the
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Committee, and we all appreciate that very much. They are profes-
sional and it has been a delight to deal with them.

I want to also welcome the new members. We have many new
members, and we are delighted that they have joined the Com-
mittee. We look forward to working with you in the days ahead as
we discuss really critical choices for the country. What do we do
with the budget of the United States? What do we do to promote
growth? What do we do to improve the national defense and im-
prove education? What do we do to secure the long-term fiscal
strength of our Nation?

It won’t surprise you, Mr. Chairman, if I just turn briefly to a
few charts to make the point on what I think I have learned from
my past service here in terms of what is effective.

Bush Administration on Having it All

“There is more than enough room, far more than
enough room, to provide tax-paying Americans
with the amount of tax relief that the President
has suggested ... they want to make sure, as we
do, that we can meet the needs of the country,
and we can. That we can pay down debt, and we
can and will at a historic record rate to levels not
seen in a century. And we can also leave room
for the unknowns of the future, which we will.”

-Mitch Daniels, OMB Director
CNN’s Late Edition with Wolf Blitzer
February 25, 2001
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I want to go back to the 1980’s when we had a policy of a signifi-
cant tax cut at the same time we were having a significant military
buildup, and what we saw was the deficits increased dramatically.
Then in the 1990’s, we changed course, and we moved back toward
balanced budgets. I want to just talk about what I learned from
those changes.

During the period of the 1980’s, when deficits were growing dra-
matically, I believe Federal Government borrowing was squeezing
out private investment; that as the Government competed for
funds, that reduced funds available for investment. Investment is
critical to economic growth.

Then we saw a change and, instead of adding to deficits and add-
ing to debt, we started growing out of deficits, we got very good re-
sults in the real world. Real investment in equipment and software
grew much faster in the 1990’s than in the 1980’s.



Real Investment in Equipment and Software
Grew Much Faster in the 1990s

g9 (5 10 bilions)

0198‘3 1987

Source: Bureau of Economic Analysis




Large Deficits in the 1980s
Surpluses in the 1990s
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Source: CBO and Senate Budget Committee



7

Let’s go to the next chart. The unemployment rate fell to the low-
est level in 30 years at this time that the Federal Government was
moving toward fiscal balance.

Unemployment Rate in 2000
Lowest in 30 Years

0
1960 1965 1870 1975 1980 1985 1990 1995

Source: Bureau of Labor Statistics
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Let’s go to the next one. Total wage and salary income rose rap-
idly in the 1990’s, again, much faster than in the 1980’s.

Total Wage and Salary Income per Hour

Rose Rapidly in 1990s
1980 = 100

1980 1984 1988 1992 1996

Source: Bureau of Economic Analysis and Bureau of Labor Statistics

Now we face a circumstance in which 2 years ago the projections
were by the Office of Management and Budget and the Congres-
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sional Budget Office that we would have $5.6 trillion of surpluses
over the next decade. Now we see that that circumstance has
changed dramatically. If we adopt the President’s policies, the addi-
tional tax cuts that he is advocating, the spending that he is advo-
cating, we will be $1.5 trillion in the red.

Unified Surplus Declines by $7.1 Trillion in 2 Years
with President’s Budget Policies (FY 2002-2011)

{3 In trilfions)

$5.6

-$3
January 2007 January 2003

Source: January 2007 - CBO estimate of January. 2001 baseline.
January: 2003 - CBO estimate of August 2002 baseline revised by SBC
to refiect enacted legisiation and President’s. proposed policies.

When I look at his specific plan for economic growth, the stim-
ulus plan or the growth plan, it strikes me that it will be ineffec-
tive in the following ways:
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First of all, only a small part of it is effective in this fiscal year,
some $36 billion this fiscal year, with a 10-year cost of over $900
billion when the associated interest cost is included.
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President Bush’s Plan Doesn’t Provide Real Stimulus
Only 4% of Cost Occurs in 15t Year

($ in billions)

$1,000 $939 B

$800
$600
$400

$200
$36 B

1st Year Cost 2003-2013

Source: Treasury and Senate Budget Committee
Note: Includes Associated interest Costs
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It also strikes me that it will be ineffective because it is so heav-
ily weighted to the highest-income people in our country. Those
earning over $1 million a year will get an $88,000 tax reduction,
but those in the middle of the income stream in this country, those
in the middle 20 percent who earn between $21,000 and $38,000
a year will get, on average, only $265. Yet those are the people that
are very most likely to spend the money and thereby stimulate the
economy.

President Bush’s Overall Tax Cuts Benefit Rich

Virtually No Benefit for Middle 20% of Taxpayers
(Those Earning $21K-$38K)

$88,873

$50,000

$265
Typical Taxpayer Taxpayers with [ncome of Over
AGI = $21K-$38K $1 Mittion

Source: Center on Tax Policy
Note: Average Annual Tax Cut

$0
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It also strikes me that over the long term it will be ineffective
because of the deficits and debt that it will add. This is to me the
key point.

We are looking ahead with the new CBO numbers. If Social Se-
curity is not used, is not invaded for other purposes, we see deficits
throughout the whole rest of the decade of very, very large propor-
tion, approaching $4 trillion. It is for that reason that on our side
we have proposed a different stimulus package, one that has much
more stimulus now, but much less cost over the 10 years. We have
just received an evaluation from Mark Zandi, the economist that
has now been widely quoted in the Wall Street Journal and on the
various news programs. His conclusion is that for 2003 the Demo-
cratic plan would give us about eight-tenths of 1 percent growth in
GDP; the Republican plan, about half as much. The same is true
for 2004: the Democratic plan, about 1 percent of GDP growth, in
addition to what will otherwise occur; the Republican plan, about
four-tenths.

Surpluses and Deficits without Social Security
with President’s Policies

2000

and Senate Budget Committee
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Democratic Plan Trumps Bush Plan in Both
Short and Long Term
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Source: Mark Zandi, Economy.com, “The Economic Impact of the Bush and Congressional Democratic
Economic Stimulus Plans”, January, 2003.
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The bigger message is the long term. In the long term, he finds,
as have other econometric modelers, that the President’s plan will
actually hurt growth—by a very small amount but, nonetheless,
negative. The reason is that the growth of deficits and debt will
provide a drag to the economy that overwhelms the increased effi-
ciency one gets from the tax changes that are made.

That tells me, Mr. Chairman, that we do have a real challenge.
How do we forge a plan that gives lift to the economy now, but
doesn’t endanger long-term growth by adding to deficits?

Chairman NICKLES. Senator Conrad, thank you. I am going to
try and make sure that we don’t have this turn into a debate be-
tween you and me. I could respond, but I won’t at this time.

Do any other colleagues wish to make a comment before I intro-
duce our guests? If not, we are delighted to have three outstanding
panelists, and I seek and welcome your testimony today. Your
statements will be inserted into the record.

First, I am going to ask you—I am not going to set a time limit,
but if you would keep your remarks to 7 or 8 or 9 minutes, then
we will open it up for questions. I am not ringing a bell.

First we have David Malpass. He is the Bear Stearns chief global
economist. I have had the pleasure of knowing him for some time.
I respect and admire his work. He has had a series of economic ap-
pointments during the Reagan and Bush administrations, including
6 years with Secretary James Baker at Treasury, and also the
State Department. Mr. Malpass has extensive experience on eco-
nomic, budget, and international issues, including the 1986 tax cut
and the Gramm-Rudman budget law. So, Mr. Malpass, welcome.

STATEMENT OF DAVID R. MALPASS, CHIEF GLOBAL
ECONOMIST, BEAR STEARNS & COMPANY, INC.

Mr. MarpAss. Thank you, Senator. Mr. Chairman, Senator
Conrad, members of the Committee, thank you for the invitation to
testify.

What I propose to do, Senators, is go through in detail the first
page of my prepared testimony, and then explain the graphs as a
way to summarize the prepared testimony.

The economy faces an unusual number of near-term problem:
Iraq, the war on terrorism, artificially expensive oil, sudden weak-
ness in the U.S. dollar, a large and growing current account deficit,
rapid growth in Federal Government spending, and a 3-year de-
cline in equity values.

Arrayed against these problems are the small-business character
of the U.S. economy, record low interest rates and inventory-to-
sales ratios. Inventories are at low levels now. We have the likeli-
hood, I think, of a pro-growth tax cut. We have a strong, flexible
labor force, 131 million workers in the United States with fast pro-
ductivity growth.

The balance, in my view, is favorable for the longer-term U.S.
outlook. I will be more confident about the near term when Iraq
disarms, a growth-oriented tax cut passes Congress, and oil prices
find a lower level based on market forces rather than a cartel.

A growth-oriented tax cut is a critical part of the recovery. Our
economic health depends on the efficiency of the capital and incen-
tive structures rather than on cash in the consumer’s pocket. I dis-
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agree with the view that consumption is the weak part of the econ-
omy or that a demand-oriented tax cut is a necessary step for eco-
nomic recovery.

One key to faster economic growth is to shift from the present
debt-biased capital structure to a more balanced one. That is why
President Bush’s proposal to eliminate the double taxation of divi-
dends would, in my view, add to both the near- and long-term
growth outlook. Remember that double taxation causes a heavy
bias toward debt in the corporate structure.

There is an additional urgency for the U.S. to make progress on
a growth agenda. In most other parts of the world, economies are
substantially weaker than ours. Unemployment rates are higher,
government spending and unfunded pension liabilities are even
greater than our own, health care systems are less effective, and
currencies even more volatile than the dollar.

As a result, clear U.S. leadership will play a critical role in help-
ing improve growth policies elsewhere, including promoting tax re-
form, currency stability, sensible environmental policies, and re-
straint in the size of Government.

What I would like to do now is show you some of the graphs in
my prepared testimony. On page 2, there is a graph showing some
budget issues, and the first graph is one showing how well econo-
mists do in forecasting the growth rate. The graph shows you that
economists do badly at this task. You can see in the 1990’s, for ex-
ample, how CBO and OMB both expected certain growth rates,
roughly 2-3 percent, and the actual economy grew much more
strongly. Then in 2000-2001, we saw the actual growth rate well
below the OMB and CBO expectations. CBO just put out a new re-
port this morning, and one thing they do is show the sensitivity of
the budget deficit to growth. They find that the change in the Fis-
cal Year 2002 fiscal deficit was a $471 billion deterioration; of that,
16 percent was caused by tax cuts, another 16 percent by new
spending, and fully 68 percent by the change in the economic out-
look.

So what they are saying basically is that growth is critical to the
fiscal deficit much more so than the assumptions on the deficit ef-
fect of a tax cut.

Looking out over 10 years, what CBO found was that the num-
bers are more clear against government spending. Of the $5.6 tril-
lion deterioration in the fiscal outlook, the tax cuts caused less
than a quarter of that, spending caused a full third, 32 percent,
and the slower economic growth caused nearly half of the deterio-
ration in the longer-term fiscal outlook.

The graph that I show on the bottom of page 2 illustrates this.
We fall into a big fiscal deficit 2.5 percent growth. If you have a
3.5-percent growth rate, you run into big surpluses in the out-
years.

Small changes in the growth outlook, meaning half-percent
changes in the longer-term growth outlook have a great deal of con-
trol over the fiscal deficit.

I would like to show you now page 4. What happened in 2002
was the aftermath of a recession. We can all regret it and regret
the loss of jobs. By the numbers, it was a shallower recession than
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what we have seen. The peak to trough was the shallowest that we
have on record.

On page 5, I am showing business equipment spending. We often
hear the idea that there was simply no investment taking place in
2002. In reality, the rate of recovery was pretty much in line with
averages. By the third quarter of 2002, we were back at the level
of business equipment spending that was the average of the boom
years, of the 1997-t0-2000 period shown on the graph.

At the bottom of 5 and the top of 6, I show a chart about the
peak to trough job losses. Again, as I emphasize, it is unfortunate
to lose any jobs, but when you have a recession, you do lose jobs.
What we saw in the recent recession is that the job losses in this
last recession peak to trough were 1.7 million. That was 1.3 per-
cent of the labor force. The U.S. economy and the number of work-
ers is just much bigger than what we used to have. 1.7 million job
losses is unfortunate, but relative to GDP was the smallest loss in
jobs from peak to trough of any of the recessions going back into
the 1960’s.

At the bottom of 6, even though the unemployment rate has
climbed now to 6 percent, it is below what used to be the normal
unemployment rate or even the trough unemployment rate. In the
%97 ?’s, the unemployment rate never really got down to the current
evel.

The gist of this is that while we have to focus on getting more
jobs into the economy, it was a shallower-than-normal recession,
and a shallower-than-normal recovery. Fewer jobs were lost than
in the normal peak to trough recession.

One of the reasons for that is that personal income growth was
strong in 2001 and 2002, well above average. The top of 7 shows
you the current path of personal income growth versus what the
average cycle. One of the reasons for the strength of personel in-
come growth was the strength of the economy leading into the re-
cession in 2001, but also the tax cuts that occurred in 2001.

We had unusually well-timed fiscal and monetary stimulus that
allowed a shallower-than-normal recession and better-than-normal
personal income growth.

On page 7 and 8, I describe the consumer behavior. We often
hear the idea that the consumers were profligate, spendthrift. Cer-
tainly we could all save more, and that would be good. As we look
at the data, there is a huge discrepancy in the government data.
They exclude capital gains income from income. 52 percent of
Americans hold equities, either directly or indirectly now. As peo-
ple took capital gains, the Government didn’t see that income,
didn’t record it. Capital gains tax was considered an expenditure.
The higher the stock market went in the 1990’s, the worse it looked
for the personal savings rate. It gave the Government justification
for taxing money away from people by saying, look, the people
aren’t saving. In reality the low savings rate was purely a mistake
in the Government personal savings data.

At the bottom of 8, we have tried to adjust the savings rate sim-
ply to include one of the discrepancies, the realized capital gain.
People actually were saving at a relatively steady rate in the
1990’s, and I think that has continued up through 2002. So as you
think about how to build a tax cut, be leery of the idea that you
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have to have a tax cut to replace lost consumption. There really
wasn’t any lost consumption, and there really wasn’t as much lost
savings. This is particularly true at the lower-income levels be-
cause their personal wealth and net worth is much more tied up
in the home than in equities. As you go up in the income brackets,
people lost more from the stock market, but at the lower income
levels they still may have a home and a job, and that turns out to
be the critical part of consumption.

On page 9 of my prepared text, I go through reasons for thinking
that the capital structure is really what you ought to focus on in
thinking about a tax cut. We have a heavily skewed system in the
United States where debt is strongly encouraged by the Tax Code.
President Bush has proposed a way to somewhat level the playing
field. I think it would be very stimulative in both the short and the
long run—

In the middle of 10, I address municipal bonds. I think there is
a little bit of confusion going on there. One of the criticisms of the
tax proposal is that it might disadvantage municipal bonds. I dis-
agree on two grounds:

First, in economic theory and practice, municipal bond yields are
related to the after-tax return on U.S. treasury securities. Presi-
dent Bush’s proposal to eliminate double taxation of dividends
won’t affect that calculation.

Second, municipal bonds are substantially different from divi-
dend-paying equities in terms of creditworthiness and volatility.
The two instruments aren’t very good substitutes for one another.
I don’t agree with the idea that eliminating double taxation of cor-
porate income would somehow disadvantage State and local gov-
ernments. In fact, I think they would benefit immensely from the
new jobs that are created in the economy by the proposal.

On page 10 and 11, my testimony goes through foreign experi-
ence with double taxation of dividends. What we find is that the
U.S. is one of only three major economies that double taxes cor-
porate income. As a result, the U.S. has the second highest com-
bined top tax rate on dividends. The only country that has a higher
tax rate on dividends is Japan. That is an aberration in our sys-
tem.

Chairman NICKLES. Mr. Malpass, do you have a chart that shows
effective countries’ tax rates on dividends?

Mr. MALPASS. The text on page 11 goes through a breakout of
countries. On page 10, it points out that only three countries—the
U.S., Switzerland, and Ireland—have double taxation.

Chairman NICKLES. I would just be interested, if there is a chart,
I would be interested in seeing what other countries are doing, if
you have it. I am not asking you to do——

Mr. MALPASS. I don’t have it here, but I will be happy to provide
it.

Chairman NICKLES. I appreciate that. You kind of need to sum-
marize so I can get to the other panelists.

Mr. MALPASS. I will finish it here.

Deficits and interest rates are connected on page 11. There really
isn’t a correlation between the fiscal deficit and interest rates. In
the 1980’s 10-year bond yields fell throughout the decade even as
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the fiscal deficit was rising. In 1999 and 2000, as we moved into
sizable fiscal surpluses, bond yields were rising sharply.

In summary, the Administration’s tax proposal will, in my view,
provide substantial near-term and long-term stimulus. It will re-
duce the distortion in the U.S. capital structure and boost the U.S.
growth rate. I think there are obviously many other things that
should be done at this point to stimulate growth because, that is
the dominant factor in the fiscal deficit.

Thank you, Mr. Chairman.

[The prepared statement of Mr. Malpass follows:]
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Statement of
David R. Malpass before the
Senate Budget Committee
January 29, 2003

Chairman Nickles, Senator Conrad, members of the Comunittee, thank you for the invitation
to testify on policy issues and the sconomic outlook.

The economy faces an unusual number of near-term problems ~ Irag-related uncertainty, the
war on terrorism, artificially expensive oil, sudden weakness in the U.S. dollar, a large and
growing current account deficit, rapid growth in federal government spending, and 2 three-
year decline in equity values.

Arrayed against these problems are the small-business character of the U.S. economy, record
low interest rates and inventory/sales ratio, the likelihood of a pro-growth tax cut, a strong,
flexible labor force of 131 million woikers, and fast productivity growth.

The balance, in my view, is favorable for the longer-term U.S. cutlook, but I will be more
confident about the near-term when Iraq disarms, & growth-oriented tax cut passes Congress,
and oil prices find alower level based on market forces rather than a cartel. .

A growth-oriented tax cut is a critical part of the recovery. In my testimony, I describe how
our economic health depends on the efficiency of the capital and incentive structures rather
than on cash in the consumer’s pocket. I disagree with the view that consumption is the weak
part of the economy or that a demand-oriented tax cut is a necessary step for economie
recovery.

One key to faster economic growth is to shift from the present debt-biased capital structure to
a more balanced one. That's why the President’s proposal to eliminate the double taxation of
dividends (which heavily biases the corporate sector toward debt) would, in my view, add to
both the near- and longer-terrn growth outlook.

There is an additional urgency for the U.S. to make progress on a growth agenda. In most
other parts of the world, economies are substantially weaker than ours, with unemployment
higher, government spending and unfunded pension liabilities even greater than ours, health
care systems less effective, and currencies even more volatile.

As a result, clear U.S, leadership will play a critical role in helping improve growth policies
elsewhere, including promoting tax reform, currency stability, sensible envirommental

policies, and restraint in the size of government.

On budget issues, I would like to make several observations:
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Forecasting budget deficits is an art, not a science. This is true of most of economics.
For example, in the 1990s growth was consistently above the forecast. Conversely,
the recession produced growth well below forecast.

Two Year Real GDP Growth: Actual Vs. Forecast
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Budget deficits are very sensitive to growth rate assumptions.

Long-term Government Budget Paths Under Different Growth Assumptions
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The connection between budget deficits and interest rates is complex. Interest rates
and bond yields respond to expectations for currency levels, inflation and economic
growth. Budgst deficits, especially the quality of govemnment spending and taxation,
can affect these. For example, to the extent that a tax rate cut is viewed as growth-
oriented, it may strengthen the currency, lower the inflation expectations, and lead to
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lower interest rates. We saw this phenomenon in the 1980s. A later portion of my
testimony goes into this issue in detail.

Economic Quitlook

The economy showed resilience in 2002 in the face of Iraq uncertainty, expensive oil, the
accounting and litigation concems that peaked in August, and economic weakness abroad.
Growth paused in the fourth quarter, though most of the weakness looks to have been
concentrated in October. We’ll get a fuller picture with the January 30 release of fourth
quarter GDP.

The current peak in near-term uncertainties will probably keep growth soft in the first quarter
of 2003. As the year progresses, the economy should get a strong boost from an Iragi
disarmament, the associated drop in oil prices, and passage of a pro-growth tax cut. [ expect
the economy to be running at a 4% growth rate by the fourth quarter of 2003.

1 am confident about the medium-term economic outlook. The U.S. economy showed
resilience in 2001 and 2002, not fragility. 1 expect similar strengths to continue in spite of
terrorism concerns and economic weakness abroad.

T expect the U.S. to move past the “piece-by-piece” recovery of 2002, which was the logical
aftermath of the 1997-2001 deflation. Assuming progress on Iraq’s disarmament, the next
economic phase should be a more normal expansion focused on earnings and business
investment.

2002: Aftermath of Deflation

The U.S. economy underwent a moderate recovery in 2002. It was characterized by higher
levels of employment and lower inflation than in recent recessions, but relatively weak
growth in investment and inventories. Prices paid to corporations fell while average wages
rose, squeezing corporate profits. New home sales hit a record of 981,000 new homes sold in
2002, a new record.

Other recent recessions were uniformly a response to inflation. In contrast, the 2001
recession was, in my view, a response fo the deflationary pressures of the ever-strengthening
dollar policy of 1997-2001.

The magnet of the strong dollar policy supported by high real interest rates contributed to
over-investment in the U.S. and a massive transfer of resources from the private sector to the
government through the capital gains tax. The govermment was able to pay down the national
debt, but the private sector built record debt levels.

The 2001 recession was the mildest recession on record in terms of lost real GDP from the
peak. Even though the recovery was moderate, the current level of GDP is farther above the
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trough than in previous recessions. But the recovery is turning out to be a long period of sub-
par economic growth.

GDP Growth in Current and Past Recessions
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We estimate that, once fourth quarter GDP figures are published, the economy will have
registered real GDP growth of 2.7% (comparing the fourth quarter of 2002 to the fourth
quarter of 2001 at annualized rates).

Growth in Business Investiment, Employment and Personal Income

Contrary to the common perception that businesses didn’t invest in 2002, the data shows
almost across-the-board growth in equipment spending except for aircraft.  Aircraft
production and commercial construction stalled in the aftermath of September 11. Apart from
these two areas, business spending was up almost universally in the first three quarters of
2002, rising at 2 5.9% annual rate in the first three quarters of 2002 and increased 11% in the
third quarter (quarter-over-quarter seasonally adjusted annual rate)  When aircraft are
excluded from total business spending on equipment, spending growth is approaching the
average pace of the 1997-2000 boom.

Business spending including aircraft grew from a $954 billion annual rate in the first quarter
of 2002 to a $977 billion annual rate in the third quarter. This dwarfs the rate of investment in
any other part of the world. The eurozone’s annual rate of investment in the second quarter of
2002 was only $452 billion.
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Business Spending on Equipment (1996 Dollars)
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As the economy has become increasingly flexible and responsive to business conditions, so
has the labor market. In past recessions, there was a lag between the peak of the business
cycle and the peak of employment, but this lag has disappeared. There hasn’t been much re-
hiring in this cycle, in part because there wasn’t as big a drop in employment during the
recession. The result is that, relative to previous recessions, employment is at about the
average spot for 21 months after the start of the recession.

Employment Level: Current Vs. Average Recession
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The peak-to-trough loss in employment in the 2001 recession was 1.7 million jobs or 1.3% of
employment. This is relatively small shrinkage in the labor force {see the table), in part due to
the unusual timeliness of the fiscal and monetary stimulus applied in 2001.
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Changes in Employment; Peak to Trough {Millions of Employees)

Date Peak Trough Chg, Mns Chg, %
1970 714 703 11 -1.5%
1974-75 786 76.3 -2.3 -2.9%
1980 81.0 89.7 -13 -14%
1981-82 814 88.7 -28 -3.0%
1880-1981 109.3 108.1 -1.8 -1.6%
2001-2002 1324 130.7 -17 -1.3%

Sources; Bloomberg; Bear, Stearns & Co. Inc.

Today’s 6% unemployment rate is well below the recent post-recession peaks in 1992 (7.9%;,
1982 (10.8%), and 1980 (7.8%). Of cowrse, I would like to sce the unemployment rate
substantially lower. Given the strong productivity growth taking place, I think the U.S.
economy will be able to enjoy sub-5% unemployment in the future without it being
inflationary.

U.5, Unemployment Rates in Recession
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With employment levels much higher than in previous recessions, personal income growth
during the 2001 recession was stronger than the average. Tax cuts and extended
unemployment benefits also helped support personal income in the current cycle.
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Personal Income: Current Cycle vs. Average
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Consumers haven’t been as spendthrift as official figures show

Some argue that the sluggishness of the 2002 recovery is a shortage of cash in the hands of
the consumer, This influences their economic outlook, the tax debate, and the debate over
private savings accounts within social security. A common perception is that consumers
wasted their money in the 1990s, justifying government efforts to give tax rebates and control
retirement programs. Before getting into tax policy issues, it’s important to evaluate
consumer savings and balance sheets.

Ithink consumers tend to consume based on their life-time earnings expectations. There were
two important changes in that outlook in the 1990s. First, the unemployment rate fell to much
lower levels, establishing what I think will be a new lower non-inflationary rate of
unemployment. Second, personal income grew through the 2001 recession. Combined, these
two factors justified steady growth in consumption in 2002 and suggest that consumption will
grow in 2003 and beyond.

Personal Income and Personal Consumption
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A frequent argument is that the private savings rate went negative in the late 1990s, creating a
shortage of consumption and arguing for Keynesian-style short-term stimulus in 2003. 1
disagree.

The official savings rate (released by the Comumerce Department with the monthly report on
personal consumption and income) is a misleading measure of savings and the consumer’s
financial health. The savings rate is calculated by subtracting consumption from a measure of
disposable income. One of the major deficiencies in the personal savings data is that they
ignore realized capital gains in calculating disposable income and therefore severely
understate personal savings when equities rise.

Consider this exaraple:

» A consumer realizes a $1,000 capital gain, pays $200 in taxes, and increases his
savings account by $800. The government date on personal savings would, believe it
or not, show a decline in savings. The capital gain is not included in the calculation of
income, but the tax on the gain is deducted from disposable income. In this example,
the government’s measure of disposable income fell by $200, so personal saving is
presented as having fallen by $200 (even though it actually rose by $800).

To get a better picture of savings in the 1990s, we adjusted the personal savings rate for just
one of the missing items -- by including realized capital gains in disposable income. The
graph shows a dramatic, positive effect on the savings rate in the 1990s, when capital gains
realizations were strong. This is consistent with the recession experience of 2001 and 2002, in
which consumer balance sheets were strong enough to support consumption growth despite
cries that the consumer must be “tapped out.”

Savings Rate Adjusted for Capital Gains Income
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The reported savings rate has been rising in recent months. We think this reflects the crash in
capital gains realizations more than a change in consumer savings behavior. As adjusted, the
savings rate was relatively stable in the 1990s and, we think, remained in nommal ranges in
2002.

The Fed has just released its survey of consumer finances for 2001 (Federal Reserve Bulletin,
January 2003). It helps explain the strength of consumption in 2001 and 2002. The Fed
survey found that the consumer’s balance sheet improved dramatically from 1998 to 2001.

The Fed samples family net worth on a three-year cycle that includes 1992, 1995, 1998, and
2001. The real net worth of the median family rose 10.4% from 1998 to 2001, reaching
$86,100. This is slower than the 17.4% increase between 1995 and 1998 but above the 8.3%
increase between 1992 and 1995.

¢ The survey also showed that the real income of the median family jumped 9.6% from
1998 to 2001, nearly four times the 2.5% increase in the preceding three-year period.

¢ The level of debt carried by families rose from 1998 to 2001. However, despite the
2001 bear market, the value of equity holdings and principal residences rose more.
This lowered the debt-to-asset ratio and allowed family net worth to increase
substantially.

o The Fed survey showed that debt-servicing burdens also fell. The percentage of
disposable income devoted to debt servicing fell to 12.5% in 2001 from 14.4% in
1998. This measure of debt burden declined for almost every demographic group
examined by the survey. It reflects in part the growth in personal income, the decline
in interest rates in 2001, and the 2001 tax cut.

We continue to disagree with the view that the consumer is close to a double dip or is near a
financial crisis. Instead, we think consumption growth depends heavily on current and future
employment, real wage growth, and expectations about taxes. We expect consumption to
grow moderately in 2003, especially in the event of a retroactive income tax cut.

Improving the Capital Structure

Much of my testimony has lauded various structural aspects of the U.S. economy. It stands
out around the world in terms of productivity and flexibility, auguring well for long-term
growth.

However, one area where the U.S. is sorely deficient is the tax code. We suffer from very
high marginal income tax rates, a heavy payroll tax on both the employer and employee, and
huge tax incentives encouraging all types of debt - high-yield corporate debt, state and local
debt, mortgage debt, etc.

As a result, one of the key variables in the economic outlook is whether the federal
government can find a process to rebalance the playing field in terms of the capital structure.
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The President’s proposal to eliminate the double taxation of dividends and reduce the double
taxation of corporate earnings would, if enacted, have a far-reaching, positive impact on the
economy and equity markets, both near and longer term.

When you tax something less, you get more of it, in this case more capital and labor. That
would mean more productivity, jobs and economic growth.

e The Bush proposal would lower the taxation of labor and small business
entreprencurism (by lowering marginal rates).

e It would also lower the taxation of capital (by eliminating double taxation and
allowing an increase in bagis for deemed dividends.)

+ On the same principle, the proposal would encourage taxable income (in order to
provide tax-free dividends) and more corporate earmings. It would discourage U.S.
companies from moving their headquarters off-shore to avoid U.S. tax.

» At present, there’s a wedge, an expensive toll gate, between corporate earnings and
sharcholders. Reducing the toll would increase the value of equities, including
companies with current earnings and those with the prospect of becoming profitable.

+  With 52% of all U.S. house-holds owning equities in some form, steps to encourage
dividends and equity appreciation should provide a broad stimulus to the economy.

One of the criticisms of the tax proposal is that it might disadvantage municipal bonds. I
disagree on two grounds. First, in economic theory and practice, municipal bond yields are
related to the after-tax return on U.S. Treasury securities. The proposal to eliminate double
taxation of dividends wouldn't affect that calculation. Second, municipal bonds are
substantially different from dividend-paying equities in terms of creditworthiness and
volatility. The two instruments aren’t very good substitutes for one another.

We also disagree with the criticism that the stimulus from the tax cut depends on consumption

or cash rebates. Consumption wasn’t a weakness in the economy in the 2001 recession, so the
key impact will come from improving the U.S. growth outlook.

Double Taxation Abroad

Policy makers in most other industrial countries have recognized that high rates of taxation on
the earnings of capital distorts saving and investment and as a result, restrains economic
growth. Of the thirty developed countries tracked by the OECD {Organization for Economic
Coordination and Development), only three—the U.S., Switzerland, and Ireland—do not offer
any relief from the double taxation of dividends.

Relief from double taxation takes on several forms:
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¢ The most popular form is to tax dividends received by individuals at lower rates than
other income. At least fourteen nations have chosen this type of relief.

»  Aclose second in popularity is to provide individuals a tax credit based on the taxes
paid by the firm.

s Three nations (Germany, Greece, and Luxembourg) offer partial or complete
exclusion of dividends from individual taxation.

* And two nations have chosen to allow firms to deduct part of the dividends they pay to
individuals, a parallel treatment to the one given to interest expense.

Of the countries studied by the OECD, the U.S. has the second highest combined top tax rate
on dividends—exceeded only by Japan. Capital flows easily all around the world, so we
should expect the higher U.S. tax rates on capital to gradually reduce investment in the U.S.
from what it might otherwise be.

Deficits and Interest Rates

President Bush’s tax cut proposal has rekindled the tong-running debate over the relationship
between the government’s budget position and long-term interest rates. The relationship is
complex. Interest rates and bond yields respond to expectations for currency levels, inflation
and economic growth. Budget deficits, especially the quality of government spending and
taxation, can affect these. For example, to the extent that a tax rate cut is viewed as growth-
oriented, it may strengthen the currency, lower the inflation expectations, and lead to lower
interest rates. We saw this phenomenon in the 1980s.

When inflation, or expectations of future inflation, rise, so will interest rates regardless of the
size of government borrowing. I expect long-term U.S. interest rates to rise during 2003, but
not because of increased government borrowing, Rather, the private demand for credit should
rise as the expansion gains traction, putting upward pressure on interest rates. In this case,
higher interest rates would be a good sign for the economy, since it would be the result of
robust growth. It would not be a constraint on growth as many contend.
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It is important to note that the empirical data do not show a relationship between interest rates
and the budget deficit. This makes sense. The U.S. is part of a global capital market.
Government debt is only a part of the demand on the global capital base. For example, at the
end of the third quarter of 2002, the total stock of outstanding debt in the U.S. {public and
private) totaled about $20.4 trillion, of which $16.7 trillion had been issued by private-sector
borrowers and $3.7 trillion by the government. When you consider government debt, the
world’s seven largest governments alone have issued roughly $12 trillion of debt, of which
less than a third has been issued by the U.S. government.

The Administration’s tax cut proposal is projected to add about $67 billion per year to the
federal government’s deficit over the next ten years. This amount of additional borrowing
will add only 0.3% to the stock of outstanding global public and private sector debt (ignoring
private foreign borrowing and other capital market demands like equity issuance). It is hard
1o see how such a small increase in the debt outstanding can push interest rates up enough to
hurt the expansion.

Consider the recent experience of the U.S.:

» The yield on 10-year bonds fell throughout the 1980s, even as the fiscal deficit moved
above 4% of GDP over a number of years.

¢ The August 1993 tax hike was followed by an increase in 10-year bond yields to
nearly 8% by November 1994 from 5.5% when the tax hikes were passed.

» Note yields rose to 6.7% by early 2000 from a low of 4.5% in late 1998, even as the
budget was producing surpluses.

+ Note yields have fallen despite the return of the deficit over the past two years.
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Longer-Term Stimulus Ideas

The Administration’s tax proposal will, in my view, provide substantial near-term and long-
term stimulus for the economy. Reducing the distertion in the U.S. capital structure will
boost the U.S. growth rate.

Other important reforms, in my view, should cover the tort system, the tax code, social
security, and Congress’s scoring system (which causes a strong bias toward bigger
government).

On the international side, we should recognize the importance of currency stability, growth-
oriented IMF reforms to end its bias toward austerity and impoverishment, labor flexibility in
Europe, and a non-deflationary monetary policy for Japan. In combination, these policies
would create more prosperity abroad, encouraging U.S. exports and reducing some of our
national security burdens.,
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Chairman NICKLES. Mr. Malpass, thank you very much.

Next we will hear from Michael Baroody. He is the executive vice
president of the National Association of Manufacturers and serves
as chairman of the Asbestos Alliance Steering Committee. The Na-
tional Association of Manufacturers has 14,000 member companies
and subsidiaries. In addition to that, Mr. Baroody has an impres-
sive background that includes serving as Assistant Secretary at the
Department of Labor and also as the Deputy Assistant to President
Reagan.

Mr. Baroody, welcome to the Committee.

STATEMENT OF MICHAEL E. BAROODY, EXECUTIVE VICE
PRESIDENT, NATIONAL ASSOCIATION OF MANUFACTURERS

Mr. BAROODY. Thank you very much, Chairman Nickles, and
Senator Conrad and members of the Committee.

As the Chairman indicated, I am here to testify both for manu-
facturers and the NAM and for the Asbestos Alliance we lead. I
would like to try to summarize the formal testimony that I have
submitted and ask that the studies I attached to that formal sub-
mission be included in the record. Those are studies that look at
the asbestos litigation crisis. I also attached a copy of the NAM’s
pro-manufacturing, pro-growth policy agenda that we would rec-
ommend to the 108th Congress.

I would like to summarize emphasizing three major points.

First, American manufacturers are on the leading edge of the
most intense global competition in history, which, put simply,
makes it impossible to raise prices. That means that if costs rise
for whatever reasons, including congressional action or inaction,
while we can’t raise prices and costs go up, something has got to
give. Regrettably, in the past 2 years, despite the fact that we have
the best workers in the world in manufacturing, it was the people
who make things in America who had to give, and they had to give
too much as we lost 2 million jobs in American manufacturing.

Second, the overall economy—and, more specifically, the manu-
facturing economy—is growing currently too slowly to reverse this
trend, far more slowly than in any comparable recovery period in
the post-World War II era. In fact, the recent recession was unique
in that manufacturing led into the slowdown and currently lags in
the recovery opposite from the pattern of previous recessions.

In December of 2000, as the recession in manufacturing became
apparent to us, the NAM called for pro-growth policy, including
pro-growth tax relief. Now that the manufacturing slowdown has
proven so durable, we repeat the call more urgently than ever, in
the conviction that manufacturing remains central to the strength
of the American economy and its prospects for future economic
growth and as central to our national security as to our economic
security.

Third, Mr. Chairman, there is a need to look at obstacles to
growth. I have in mind among them the well-documented burden
of excessive regulatory and legal compliance costs which together
accumulated to an estimated %700 billion last year. On the regu-
latory side alone, these burdens tend to fall disproportionately on
manufacturers, so much so that the regulatory costs per worker in
manufacturing is estimated at $8,000 per employee, about two-
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thirds more than the burden on it per employee in the general
work force. While the costs of the legal system are borne broadly
throughout the country, there is one egregious example: the asbes-
tos litigation crisis—it is a scandal, really—that has fallen espe-
cially hard on manufacturers. I would like to elaborate on this last
point first and then return briefly to my other two before con-
cluding this summary.

Over its history, asbestos liability has bankrupted more than 65
companies, more than 20 of them in the past 2 years. Though most
of the companies which made asbestos products and mined it are
in bankruptcy, the list of defendant companies continues to grow.
A preliminary Rand study last fall offered an estimate of 6,000 de-
fendants. Last week, that estimate was revised upward by 40 per-
cent. It is now 8,400 defendant companies.

By any common-sense standard, many defendants who were
made to pay, and sometimes paid to the point of bankruptcy,
haven’t harmed anyone. They are guilty only of being a solvent and
usually an insured defendant. I have in mind, for one example, Mr.
Chairman, a small Midwestern manufacturer of industrial air com-
pressors. The company employs about 100 workers. Its compressors
contain no asbestos, and it knows of no way that their use could
have exposed anyone to asbestos. Yet they have been sued in mul-
tiple cases in multiple courts. And, worse, as for the plaintiffs, by
any similar common-sense standard most of them aren’t sick.
Again, Rand estimates that anywhere from two-thirds to 90 per-
cent of all claimants are “functionally unimpaired, meaning that
their asbestos exposure has not so far affected their ability to per-
form activities of daily life.”

What we have, Mr. Chairman is a massively dysfunctional sys-
tem that forces many companies in cases where they aren’t liable
to compensate people who aren’t sick. That dysfunctional system
hurts people. It creates many victims and many classes of victims,
and first among these victims are the people who really are sick.
Yet often they are forced to wait for years for compensation that
is inadequate, and it is inadequate because the awards going to
people who aren’t sick are depleting the resources that ought to go
to compensate people who are.

To illustrate the dysfunction, there is the case of the widow of
a shipyard worker, widowed because of his fatal asbestos illness.
Her only recourse was to sue several companies. She reports that
most of them filed bankruptcy in the past 2 years, and she can ex-
pect to receive only a fraction of the compensation she might have
expected pre-bankruptcy, perhaps a few thousand dollars. Contrast
that with the notorious October 2001 Mississippi case where a jury
awarded $150 million to six plaintiffs, $25 million each, about
whom their lawyer boasted that “Most of these guys have never
missed a day of work in their lives.”

As for fairness in that, one member of the asbestos trial bar who
favors reform, as we do—and there are many of them—testifying
last September before both then-Judiciary Committee Chairman
Leahy and now Chairman Hatch, concluded by urging Congress “to
act quickly to fix this broken and abused part of our justice system
before the real victims of asbestos lose everything.”
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If sick people and their families are the first victims of the sys-
tem, they are not the last. There are thousands of economic vic-
tims, including people whose jobs are lost or threatened, whose re-
tirement savings are depleted, and whose communities are dimin-
ished and economically shaken by the effects of massive asbestos
liability burdens that hang over the companies they work for. One
of the defendant companies in the Mississippi case I just mentioned
is now bankrupt. Its total liability added up to more than the com-
pany had made in profits in its entire 40-year history.

Another company saw 42 percent of its market value, $3.8 bil-
lion, disappear in a day because of financial market concerns about
its asbestos liability.

Thus far, $54 billion has been spent on this, and several esti-
mates of the present and future liability if the asbestos litigation
system isn’t reformed exceed $200 billion and range as high as
$275 billion.

The Nobel Prize-winning economist Joseph Stiglitz completed an
excellent study last year of the economic consequences, and par-
ticularly on workers, of this asbestos crisis. Put briefly, he found
that 60,000 workers had lost jobs because of bankruptcies; that
these workers and their families had lost $200 million in wages be-
cause of this; and that workers at bankrupt companies had seen
their retirement 401(k) savings drop by an average of 25 percent.
When the study was released, I characterized its findings to mean
that what we have seen so far was ugly, and we ain’t seen nothing
yet.

Rand, for example, says the eventual costs could exceed 400,000
jobs, and if the system remains unreformed, the number of bank-
ruptcies could grow with concomitant loss of jobs and wages, mar-
ket valuation retirement savings, and community economic activity
and well-being.

Mr. Chairman, that takes me back to where I began. The over-
hang of asbestos liability is huge, and it adds to costs at a time
when we can’t raise prices. I have called a $250 billion anchor of
present and future liability that American industry has to drag as
it strains to participate in this recovery. What we need instead of
that anchor is the wind at our backs—in other words, more growth.
Manufacturing remains today at the leading edge of productivity,
innovation, and technology. Most of the R&D done in America, for
example, is done in manufacturing. We are challenged as never be-
fore—by the effects of global and domestic economic slowdown and
geopolitical certainty, the export-depressing effects of an over-
valued dollar, the return of double-digit health care cost inflation,
and other substantial changes.

Mr. Chairman, a concluding thought. The state of the economy
is our subject, and we are always in danger of assuming too much
about its capacity to withstand such problems and costs as the as-
bestos crisis represents because—well, because it has withstood so
many challenges in the past and continued to grow despite them
and to prevail in global competition. The cumulative weight of
these problems can overwhelm even a $10 trillion economy and
sorely test even the considerable strengths of modern American
manufacturing. This Congress could make a good start at dealing
with them and invigorating economic growth by passing tax relief
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of the sort proposed by President Bush, which the NAM strongly
supports, by constraining Federal spending, by doing no harm
when it comes to adding regulatory and other costs to the conduct
of business in America, and at long last, by responding to repeated
urgings from the Supreme Court and elsewhere with a solution to
the asbestos litigation nightmare.

Thank you, Mr. Chairman.

[The prepared statement of Mr. Baroody follows:]
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Thank you Mr. Chairman and Members of the Committee. [ am executive vice-president
of the National Association of Manufacturers and chairman of The Asbestos Alliance Steering
Committee. In the first part of my testimony, I speak on behalf of the Alliance, a coalition led by
the NAM that includes asbestos defendant companies, insurers, trade associations, and others '
seeking congressional legislation 10 help solve America's asbestos litigation crisis. While this
hearing is not about asbestos litigation per se, I believe its far-reaching impact is one of a number
of factors hurting the U.S. economy. In fact, I would characterize out of control asbestos
litigation as an anchor weighing down the business community, particularly the manufacturing

sector, and slowing down our overall economic recovery. Let me explain why.

For the last 18 months, newspapers and magazines have been filled with stories of
skyrocketing claims, massive jury awards and bankruptcies. Asbestos litigation has already

forced more than 60 companies into bankruptcy. More than one third of those bankruptcies have
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occurred in the last three years. An estimated 200,000 claims are now pending. More than
90,000 were filed just in 2001, the last year for which complete data are available. Moreover, we
are not by any means near the end of this story. According to some estimates, after more than 25
years, we have not yet passed the hatfway mark. Ultimately, if nothing is done, we may see
more than two million asbestos cases, and the ultimate cost to American business could reach

$275 billion.

It would be a different matter altogether if this huge sum was the amount needed to
compensate people with deadly cancers and other serious diseases caused by exposure to
asbestos. But in fact, exactly the reverse is true. The heart of the problem is that asbestos
claimants who are not sick today and who probably will never become sick are filing claims and
winning millions of dollars. According to a report released last year by RAND, between 2/3 and
90% of all claimants are “functionally unimpaired, meaning that their asbestos exposure has not

so far affected their ability to perform activities of daily life.”

Let me give you an example of why this is a problem. In October 2001, a Mississippi
jury awarded $150 million to six plaintiffs in an asbestos case. Each was awarded $25 million.
Not one of these six men displayed any symptoms at all. In fact, the lawyer who brought the
case boasted to reporters, "Most of these guys have not missed a day of work in their lives.” One

plaintiff even boasted in his deposition that he was a jogger.

Questionable claims like the ones in this case and the resulting settlements and verdicts

are forcing companies into dire financial straits and sparking the bankruptey filings. One of the
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defendants in the case [ just mentioned is now bankrupt, and another saw 42% of its market
value, $3.8 billion, disappear in a single day because of the financial markets’ concern with
asbestos liabilities. At the same time, many of those who are seriously ill from exposure to
asbestos are seeing their compensation delayed and reduced. If the present course continues,

there may not be any money left to pay the sick.

There are many victims of this asbestos litigation scandal, but first among them are the
truly sick and their families, who may have to wait for years for inadequate compensation. For
that reason, prominent plaintiffs’ lawyers who represent cancer victims actively support the

Alliance’s proposed reforms. But there are other victims as well.

According to RAND, in 1970, there were 300 companies in asbestos litigation. Today,
that number is 8,400 companies, representing virtually all U.S. industries and companies of all
sizes. Many of the defendants never even made or used asbestos in their products. These ranée
from well-known Fortune 500 multinationals to tiny firms, like a five-person company that
distributes air compressors to gas stations. That small business is still trying to determine why it

has been named in asbestos lawsuits!

The defendant companies are spending untold millions of dollars and resources. A total
of $54 billion has been spent on asbestos litigation and, as I mentioned above estimates of total
cost range as high as $275 billion. The workers in the many impacted companies, retirees and

shareholders are also paying a heavy price. Late last year, Nobel Prize-winning economist
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Joseph Stiglitz did an excellent study on the impact of asbestos bankruptcies on workers, I

would like to share some of his findings.

Dr. Stiglitz found that asbestos bankruptcies have put 60,000 employees out of work.
Those workers and their families have lost $200 million in wages alone. Employes retirement
assets have declined roughly 25%. And the direct costs of bankruptcies on the bankrupt firms
have been between $325 million and $625 million. These companies, their employees, and the

communities that depend on them are also victims of asbestos litigation.

While the report did not focus on the non-bankrupt firms, the authors noted that
uncertainty surrounding asbestos claims raise borrowing costs and reduces equity values of
solvent firms, which has a significant impact. The mere fact that a company is the target of
asbestos claims—as so many are—can throw its stock into free fall. For example, when a large
company announced last year that it had about 3,000 claims, its shareholders lost about 25
percent of the value of their holdings almost overnight. Only a portion of that value was

regained in subsequent months.

Just last week, we received even more disturbing news about the economic impact of
asbestos litigation. A U.S. Chamber of Commerce-sponsored study by National Economic
Research Associates Consulting found that nationwide, there will be as much as $2 billion in
additional costs borne by workers, communities and taxpayers due to indirect and induced
impacts of company closings related to asbestos. The shuttering of plants and job cuts will

decrease per capita income, lead to declining real estate values and dwindling federal, state and
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tocal tax receipts. Additional costs brought upon workers and communities include up to0 $76
million in worker retraining. $30 million in increased healthcare costs and $80 million in
payment of unemployment benefits, In addition, for every 10 jobs lost directly, the community

may lose 8 additional jobs.

The evidence is simply overwhelming—we are all paying the price of the asbestos
litigation crisis and something must be done. Last year, your colleagues in the Senate Judiciary
Committee held an asbestos hearing and both then-Chairman Leahy and new Chairman Hatch
agreed that congressional legislation is essential to resolve these problems. Steve Kazan, a
prominent plaintiffs’ attorney was among the witnesses and he concluded his testimony by
saying, “I urge you to act quickly to fix this broken and abused part of our justice system before
the real victims of asbestos lose everything. Only Congress has the power to end this national
nightmare.” The members of The Asbestos Alliance could not agree more. We are working
diligently with the Senate and House to try to get legislation passed this year. It is essential not
only to ensure that the sick and dying obtain the compensation they deserve, but also to protect
the other victims of asbestos litigation — shareholders, employees, and communities that are

injured when companies are made the targets of thousands of frivolous lawsuits.

Lifting this burden from the neck of American business would contribute enormously to
econom:c recovery. Without the asbestos albatross, the thousands of affected firms would be
more likely to increase profits, expand their business, make capital investments and create jobs.

Reform is also likely to stop the flood of asbestos bankruptcies. These impacts would almost
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certainly increase federal tax revenues, reduce unemployment claims and help resolve the

country’s budget problems.

Let me turn now more broadly to the state of the economy. and more specifically. to the
state of the manufacturing economy. On these issues, I speak not for the Alliance, but on behalf
of the National Association of Manufacturers. NAM is the nation’s Jargest industrial trade

association and represents 14,000 members, including 10,000 small- and mid-sized companies.

The recent economic downturn hit manufactures much harder than the rest of the
economy both in terms of depth and duration. Manufacturers began slipping into recession in the
third quarter of 2000 — well ahead of the rest of the economy. And by the time that
manufacturing output began to turn up in the beginning of 2002, industrial output had fallen by 8
percent over the previous 18 months. This is much worse than the rest of the economy. Overal‘l,

GDP slipped less than half a percent during the first three quarters of 2001 -- the second-mildest

recession in 50 years.

And while the overall economy grew a modest 3 percent last year, manufacturing output
edged up only 1.7 percem'. This manufacturing “recovery” is slower than the first year of any
recovery over the past 40 years and less than one-fifth the average 10 percent growth during the

initial 12 months of the past six expansions.

Since July 2000, manufacturing employment has fallen by 2 million over the course of 29

consecutive monthly declines. By contrast the employment in rest of the economy has grown by



43

954,000, with a brief, but sharp drop in employment immediately following September 117

sandwiched between months of modest employment growth.

During the manufacturing downturn that began in June 2000 and ended 18 months later
in December 2001, 1.4 million manufacturing jobs were lost. This 8 percent decline in
manufacturing employment rolls maiches the average decline during the past six recessions.
However for 2002 overall, another 592,000 manufacturing jobs were lost. This stands in stark
contrast to the average 352,000 increase in manufacturing employment that typically has taken
place during the first year of previous expansions and clearly shows that the recovery has largely

bypassed the manufacturing sector, which was hit hardest in 2001.

To date, the largest employment declines by far have taken place in the electronics and
industrial equipment industries. Each has lost more than 350,000 jobs and together account for

more than a third of the manufacturing job losses since mid-2000.

The reason why manufacturing was hit much harder than the rest of the economy in the
recession and why the recovery has evaded manufacturers is that the recession was mainly
caused by a cotlapse of business investment and exports, which declined by 9 percent and 11
percent respectively in 2001%. By contrast consumer spending held up reasonably well, growing

by 2.8 percent in 2001.

' NAM GDP estimate based on published data through the third quarter and a fourth quarter projection.
* Q4/Q4 percent change.
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More recently, the 2002 recovery was largely driven by consumer spending, which
accelerated modestly to 3 percent growth last year.' At the same time, business investment
spending continued to decline by 3 percent, while goods exports edged up just 2 percent
(remaining 8 percent below their level two years ago). This stands in stark contrast to 10 percent

growth in exports during the first year of recovery following the 1990-91 recession.

Weak business investment demand and export growth have constrained the recovery for
manufacturers, the producers of capital goods used by American industry and the source of two-
thirds of overall exports. In short, the expansion to-date has been narrow, unbalanced and

historically sluggish.

Despite historically low interest rates, and a bonus depreciation stimulus package passed last
year, significant inhibitors to economic growth remain. Some of the challenges facing
manufacturers are long-term problems that need to be addressed to create a better environment

for manufacturing in America.

* Manufacturers are competing in a deflationary environment, with pricing power faliing at
an average annual rate 0.9 percent since 1995, By contrast, the inflation rate for the

economy overall has averaged 2 percent since the mid 1990s.

= Atthe same time, heavy regulatory and legal costs are undercutting business

competitiveness. Combined. a heavy regulatory and legal burden cost U.S. firms $697
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billion, or 6.7 percent of GDP, in 2002.° Manufacturers are especially hard hit. The cost
of regulatory compliance alone adds up to $8,000 per manufactiring employee. This is

67 percent higher than the average cost to business overall.

* Manufacturers’ healthcare costs rose at an average rate of 13 percent over the past year.

* 80 percent of NAM’s membership found a moderate to serious shortage of qualified
applicants in 2001. This signals that a persistent skills gap remains a problem for

manufacturers.

* U.S. share of world manufactured exports has fallen from 13 to 11 percent since 1997
due to the rise in the value of the dollar. And while the dollar has fallen since its peak

last February, it still remains 15 percent above its historic level.

Businesses have also become increasingly uncertain about the short term outlook, evidenced
by the fact that the ISM business activity index dropped 9 percent from May to December 2002.
This lack of confidence has curtailed investment spending, which is the main reason why the

current recovery has underperformed past recoveries.

Businesses confidence has been undercut since the final quarter of the 2001 recession for a

number of reasons.

*NAM estimate based on reports by the Council of Economic Advisors and the Smail Business Administration
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* First, the attacks of September 11 and the entry of our nation into a war on terrorism have

created an elevated degree of uncertainty in the nation ovefall,

* Second, the emergence of several major financial scandals in 2002 undercut consumer
confidence and sent the Dow Jones Industrial Average plummeting 32 percent between
March and October 2002. As a result, consumer confidence fell to a 9-year low by
October 2002. So, despite healthy growth in real incomes throughout 2002, consumer
uneasiness deepened. This dichotomy has caused businesses to put on hold their

spending plans for the fear that expected demand may not materialize.

* Third, the probability of a war in the Middle East, and its possible effects on world oil

supplies and prices has further elevated both business and consumer uncertainty.

At the same time, some important fundamentals of the economy have improved and have ~

primed the economy for faster growth once uncertainty dissipates.

* First, there has been a steady and strong acceleration in productivity and associated gains
in real incomes in 2002. By the third quarter of 2002, business productivity growth was
5.6 percent higher than a year earlier — the fastest quarterly growth rate in 36 years. This
increase in productivity has, in turn, increased real wages. During the first three quarters
of 2002, real disposable income grew 3.9 percent over the previous year. This is more
than double the modest 1.8 percent growth in 2001 and is a solid foundation for consumer

spending going forward once confidence improves.
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*  Second, this rise in productivity has rapidly pushed down unit labor costs. which has, in
turmn, led 1o a recovery in profits. In fact, for the first time since 1949, the labor cost per

unit of output has declined four quarters in a row beginning in the 4 quarter of 2001.

As aresult, ;orporate profits have begun to make a recovery. Manufacturing profits
dectined by $75 billion from the third quarter of 2000 to the first quarter of 2001. By the
third quarter of 2002, nearly two-thirds of this decline was recovered. Similarly, after
dropping $138 billion between the fourth quarter of 1999 and the third quarter of 2001,

overall corporate profits have rebounded 60 percent,

This recovery in business profits should prop up business investment spending and

counter some of the general uncertainty that continues (o exist in corporate America.

*  Third, though it still remains 14 percent above its 1997 value, the dollar has depreciated 9
percent since February 2002, This, combined with slightly faster expected economic
growth abroad in 2003, should prop up an export recovery which, to date, has been very
modest. However, further depreciation is needed for manufacturers to regain their

international competitiveness.

*  Fourth, after inventory levels reached a five-year high in mid-2001, manufacturers

aggressively worked off excess stocks over the past year. Manufacturers’ inventory-to-
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sales ratios are now near a decade low. This means that firms wiil respond to stronger

demand with increased production since inventory stocks are lean.

Increased uncertainty and an improvement in the fundamentals will work at cross purposes in
2003. While real income growth should keep consumer spending on track, this could be derailed
by further shocks to confidence. As a result, businesses will continue to hold back spending
plans. Therefore, an acceleration in the economic recovery will not likely take place this year
without significant fiscal stimulus to counter the threat of uncertainty. This has important
ramifications to the manufacturing sector. Without a meaningful pickup in business investment

spending, an upturn in the manufacturing recovery will continue on hold.

NAM strongly supports President Bush’s economic growth plan because it offers a creative
mix of incentives that will encourage aggressive investment in the stock market and new capital
investment by business, which will create more jobs.  Specifically, the proposal to eliminate
double-taxation of dividends will boost business and consumer confidence, reduce the cost of

investment capital and encourage business 1o invest more in new plant and equipment.

Small business will especially benefit by the proposal to increase the allowance for
expensing capital investments from $25,000 to $75,000, indexed to inflation. This will provide 2

powerful incentive for small manufacturers to increase investment and create jobs.
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NAM also endorses the President’s support of regulatory and legal reforms as a critical key
1o stimulating the economy and creating jobs. Removing unnecessary impediments to growth is

as important as providing economic incentives.
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The NAM’s Pro-Manufacturing Agenda for 2003

American manufacturing is innovative, productive and efficient. For decades it has been
the center of the strength of the American economy and its prospects for future growth. With the
best werkers in the world, technologies that are on the global cutting edge and R&D efforts
capable of keeping it there, manufacturing in America made this country the world’s high-
quality, low-cost leader in a wide variety of products and made the U.S, the largest goods
exporter in a world marked by the most intense global competition in history.

Yer currently manufacturing is at a crossroads ~- it lags the rest of the U.S. economy and
its recovery from recession is slow. The recession itself. unlike all previous post WWH
downturns, uniquely affected manufacturing and caused the loss of two million manufacturing
jobs. There are many reasons for this including geopolitical uncertainties, the ongoing war on
terrorism and slow economic growth worldwide.

In addition to global uncertainty, however, there are factors contributing to the
manufacturing slowdown that require policymakers attention and which, if appropriately
addressed, can do much to reinvigorate manufacturing, stimulate more robust and durable growth
and increase employment:

« American manufacturing is at a distinct disadvantage in global competition due to unfair
trade practices, export constraints and artificially distorted currency values, such as in
China where the currency is undervalued as much as 40 percent.

o Intense foreign and domestic competition makes it impossible for American
manufacturers to raise prices for their products, fatally compromising their ability to meet
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rising costs associated with government regulations. runaway litigation and employee
health insurance.

¢ Accelerating technological change could make it increasingly difficult to achieve high
productivity growth because of inadequate capital investment and workforce skill
deficiencies.

To deal with these issues, strengthen the economy and encourage growth. the NAM will
pursue the following policy agenda in 2003:

Taxes: To encourage capital investment, productivity and job creation, there should be further
acceleration of depreciation and reduced taxation of dividends. The tax relief enacted in 2001,
including estate tax repeal, should be made permanent and the scheduled marginal rate cuts
accelerated. The ongoing impasse with the European Union over the World Trade Organization
ruling on taxation of extraterritorial income (the FSC/ETI case) must also be addressed, and
further reforms in the international tax arena should be enacted to enable U.S. companies to
effectively compete in the global marketplace. We also need a permanent R&D tax credit that
benefits the largest number of companies and pension reforms to encourage greater participation
in the private retirement system. Finally, to ensure that these tax law changes benefit all
manufacturers, action is needed to repeal the corporate alternative minimum tax (AMT), the
“anti-manufacturing tax.”

Trade: Changing global competitive conditions must be a priority. The U.S. must insist that
foreign markets become open and trade must follow global rules. The U.S. should advance the
WTO Doha Reund, including the “zero-tariffs” proposal, a Free Trade Agreement of the
Americas Agreement and additional bilateral trade agreements. U.S. policy governing export
controls and unilateral sanctions must be modernized and an exchange rate regime should be
promoted that is based on economic fundamentals and the free operation of markets. Given the
rapidly rising importance of China in world trade, the Bush Administration should seek a
particular commitment from China to the market valuation of its currency.

Training and Skills: Jobs in American manufacturing are among the best jobs in the world.
They are rewarding: they are also increasingly demanding of skills. Both the workers of today.
and tomorrow’s workers now in school, need improved systems of education and training
through stronger implementation of the Warkforce Investment Act, improved vocational
education and a strengthened, reauthorized Higher Education Act.

Technology: Most R&D is in manufacturing, our key technological and economic advantage.
We can preserve and enhance it with improved tax treatment of R&D expenditures, stronger
protection for intellectual property in a globally competitive environment. adequate funding of
federal science programs and a strong patent system.

Reform of the Health Care Svstem: Increased federal mandates and liability exposure for
employers will raise costs and reduce insurance for workers. Policy-makers should focus on
lowering costs through improved quality and greater access to health care for all Americans, and
work to reform Medicare in a way that allows addition of a prescription drug benefittoa
strengthened program. Reform of medical liability law must also bs a priority.
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Asbestos Litigatien Reform: The current system is dysfunctional. compensating people who
are not sick at the expense of people who are. bankrupting companies in the process and
threatening jobs and retirement savings of hundreds of thousands of manufacturing workers.
Medical criteria legistation, like that advanced by the NAM's Asbestos Alliance, is urgently
needed.

Reform of the Legal Svstem: A durable priority for manufacturers, reform of the legal system
can be advanced in the 108" Congress. Prospects for class action reform and medical
malpractice legislation, among others. can be furthered by widespread manufacturing
participation in the NAM's FLAG program (the Fair Litigation Action Group) designed to
enable member companies to inform and enlist their workers in the effort to hold members of
Congress accountable for enacting needed reforms.

Energv Policv: Enactment of a balanced. comprehensive. national energy policy is overdue and
is essential 1o ensuring durable and sustainable economic growth in manufacturing and the
broader economy. Reliable supply at affordable prices, increased efficiency. strengthened
infrastructure and investments in R&D and new technologies

are each essential elements of sound policy. Recognition of the mutual benefits to all three
partners of greater cooperation in a NAFTA energy alliance holds much promise. The NAM
supports the President’s climate research and voluntary greenhouse gas reduction initiatives, but
opposes mandatory greenhouse gas reporting. The NAM vigorously opposes the Kyoto Protocol
and any domestic actior:s leading to quotas or caps on fossil energy use by utilities or by
industry.

Environment: The U.S. must continue making environmental progress while maintaining
economic growth in the competitive world marketplace. To achieve these dual goals,
environmental policy must continue to evolve from decades-old command-and-control
prescriptions to approaches that encourage innovation. investments and partnerships. When -
environmental regulation is necessary. rules must be based on sound science and accurate data,
and allow maximum flexibility to meet perfermance standards by using the most cost-effective
means. Specific priorities for the manufacturing community this year include New Source
Review (NSR) reform, sensible multi-emissions legistation and science-based air quality
standards.

Transportation: Just-in-time operations are a vital component of modern manufacturing. Just-
in-time 1s based upon a reliable and satisfactory transportation infrastructure. The NAM supports
adequate investment in our transportation infrastructure, especially the need for improved
intermodal connectors and facilities as well as other improvements to make freight travel more
timely and efficient.
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Chairman NICKLES. Mr. Baroody, thank you very much.

Our next witness we have is Mr. Gene Sperling. I think most of
us know Mr. Sperling. We had the pleasure of working with him
during his role advising the Clinton administration. He was the
White House National Economic Advisor, and he also served as Di-
rector of the National Economic Council. Currently, Mr. Sperling is
a senior fellow for economic policy and Director of the Center of
Universal Education at the Council on Foreign Relations.

Mr. Sperling, welcome.

STATEMENT OF GENE B. SPERLING, FORMER NATIONAL ECO-
NOMIC ADVISOR AND DIRECTOR OF THE NATIONAL ECO-
NOMIC COUNCIL

Mr. SPERLING. Thank you, Mr. Chairman, Senator Conrad, the
rest of the Committee. I will do my very best to summarize my re-
marks, my testimony; if I read it, I would probably go longer than
President Bush did last night.

Chairman NICKLES. Thank you.

Mr. SPERLING. I really want to focus in on two things, which are:
one, what I believe is the short-term economic policies we need to
stimulate demand and restore growth; and then, second, why I be-
lieve that the long-term focus on fiscal responsibility is an essential
component to growth in the degree that it increases savings and
capital and, I believe, leads to the type of sustainable growth and
virtuous cycle that I think our country benefited from in the 1990’s.

Let me start on the need for economic stimulus. There are sev-
eral things Mr. Malpass said that I agree with. Consumers unques-
tionably were the economic hero in 2001, I think for a variety of
reasons. I think the significant income gains that we have seen in
the last half of the 1990’s and productivity have carried through.
I think people saw their housing values staying high, and so I
think there is no question that the consumer response was stronger
than anyone expected. I also agree with him that outside of con-
struction, aircraft, and telecom, there were some industries that
certainly moved into growth on the investment side.

The reason why I disagree, though, about the need to have a
sharp degree of demand stimulus right now is that, one, I believe
that for us to count on that consumer demand being there would
be very unwise. Help-wanted index, at a 40-year high; we have lost
2.35 million private sector jobs in the last 2 years. Yesterday the
consumer confidence went to its lowest level since November 1993.
In other words, consumer confidence is lower today than it was in
September and October of 2001 after 9/11. In terms of investment
growth, some companies certainly—industries are picking up, but
look at a Business Council survey that showed that 78 percent of
major companies are planning on reducing or maintaining their in-
vestment levels. Capacity utilization stays at 74 percent, 61.7 per-
cent in the high tech. So I think that we do face a far greater risk
of a negative downturn in which the perception of less demand
could keep more companies sitting on the fence, and that this could
lead to a negative cycle. So, in a sense, when one supports stim-
ulus, one supports essentially an insurance policy against that type
of negative cycle downward.
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Now, I believe if you are going to do a stimulus, it should really
have two fundamental principles. I respect those who disagree that
you need any kind of stimulus. If we are going to talk about that,
it should be about how you inject as much demand as possible into
this period of time when we fear weak demand will lead us in this
downward cycle. Therefore, you fundamentally want to do a “bang
for the buck” test. How much of the stimulus is likely to inject
more consumer spending and business spending in the time that
we are trying to focus on? So, therefore, my test has been how
strong is the “bang for the buck” analysis and how much can we
do this without having long-term costs on our deficit in the long
term.

Now, my opinion is that so far we have not served our country
well with the forms of stimulus we have done. If you look at the
consumer demand elements, we did get an advance of the 2001 tax
cut at the 10-percent level into the fall of 2001. We left out the 34
million families at the bottom who would have had the highest pro-
pensity to spend. While, Chairman Nickles, I congratulate you and
Senator Clinton for making progress on unemployment, the people
who get unemployment insurance are among those most likely to
spend a high percentage of their funds and in the communities
hardest hit. So, again, I don’t think we have served the country
well with the types of stimulus that we have done so far.

Second, on the business incentives, the goal on the business in-
centives for stimulus, as opposed to our different strategies for
long-term growth, is to take measures that accelerate investment
into this time period. Therefore, I supported having a very strong,
40-percent depreciation bonus last year, but just for that year.
What we passed was a 30-percent depreciation bonus, but it lasts
for 3 years. That is a little bit like a store saying we have a special
deal this weekend, 50 percent off; oh, but, by the way, you can get
the same deal 2 months from now, 2 months after, 2 months after
that. Nobody would rush to the store to buy in that circumstance.

What we wanted to do was say to those companies who were sit-
ting on the fence, we want you to accelerate your investment now,
and so in doing that you offer temporary incentives that makes
companies feel that they need to accelerate investment up in addi-
tion. Again, by doing a 3-year plan, we encouraged anybody sitting
on the fence to keep sitting on the fence, because you could get the
same incentive in 2004 that you could by accelerating investment
right now. Again, I don’t think we have served our country well be-
cause we have not seen, I think, the effectiveness of that stimulus.

Finally, we heard warnings from both Democratic and Repub-
lican Governors that States were hurting. Now, just from a simple
point of view, $1 of stimulus at the Federal level will be canceled
out by $1 of tax increases or spending cuts at the State level. So
it has not made sense for us to have a plan that did not deal with
the State contraction that they are going under.

Now, let me stress, I am not for a complete bailout of States. I
think that would create a moral hazard situation. I think you want
States to feel that they are not going to be fully bailed out when
they run through the rainy-day funds. Again, I believe we could be
doing significantly more without coming anywhere near that prob-
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lem, especially in light of the fact that States are facing the addi-
tional challenge of homeland security.

So, quite simply, as my testimony says, I think that we should
focus on consumer demand that is highly targeted to getting spend-
ing out in 2001. I think we should assist the States. I think the
business incentives should be temporary. I would recommend that
the Administration and Democrats compromise on a plan that is
limited to costs in 2001—excuse me, 2003, that doesn’t have long-
term costs, but you could take a mixture of Democratic ideas and
things like increasing the child tax credit or expensing, as Presi-
dent Bush proposed, but limit the cost to 2001. Now—excuse me,
2003.

Now, I think going to our long-term situation, one of the great
debates that we are having right now is on what should be the im-
portance of long-term fiscal discipline. If I was speaking earlier, I
don’t think I would have to even start with this case. In the mid-
1990’s, we debated how to balance the budget, how to have fiscal
discipline, not whether it matters economically. In the late 1990’s,
there was a bipartisan agreement that the Social Security sur-
pluses should be fundamentally saved.

I want to just kind of mention why I believe the seven reasons
that fiscal discipline should be very important, and as I look at my
clock, Mr. Chairman, I realize that I am going to have to go briefly.

No. 1, fiscal discipline was fundamental to the increase in na-
tional savings in the 1990’s. Our private savings rate, regardless of
whether it is calculated right, certainly moved in the wrong direc-
tion. The full increase in our net national savings came from the
improvement in our Federal fiscal position. All of our national sav-
ings improvement came from fiscal discipline.

Second, the fiscal responsibility promoted a strong long-term in-
vestment climate through low interest rates and increased con-
fidence. As Harvard’s Martin Feldstein said, “An anticipated future
budget deficit means a smaller amount of funds at the future date
to finance investment in plant and equipment. Restricting that in-
vestment will require a higher rate of interest.” I think that the
point that we have to focus on, and which Peter Orszag and Bill
Gale have done so, is what is the impact of anticipated deficits on
interest rates. A company that is going bankrupt on asbestos may
not see their stock value go down dramatically the day somebody
walks in to file the papers. I guarantee you the moment that mar-
kets anticipate the expectation that the company may be going into
bankruptcy, I guarantee you their stock market goes down. There-
fore, one has to analyze what is the expectations of deficits on long-
term interest rates, and their study says that when you look at
that, you find 92 percent of studies do show this very strong link.

Let me mention a couple of final things, as I am running out of
time, which is, one, the question has been raised: Do surpluses cre-
ate growth or growth create surpluses? That is the wrong question.
The question is: What is the best fiscal policy that encourages a
sustainable degree of economic growth in which, as the economy
heats up and there is a greater demand for capital, we do not hit
the wall of inflation or capacity, but we continue to have an envi-
ronment that seeks additional investment? The magic of the 1990’s,
the virtuous cycle, was that as the economy strengthened, the im-
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provement in the fiscal situation created more capital and savings
for the private sector. Instead of crowding out the private sector,
as Senator Conrad fears, we actually crowded in more capital by
paying down the debt. That should be our question: Which are the
policies that lead to greater fiscal—lead to great sustainable
growth?

The last point I want to make is one that I think is missed much
too often. I heard the OMB Director say yesterday that with the
stimulus policies the Administration is proposing, the deficit may
be $300 billion, and that that is OK because that is within 3 per-
cent of GDP. I agree that temporary deficits to stimulate the econ-
omy, and particularly to fight a war, is justified. I also agree that
if you can keep it at a relatively low level of a couple percent of
GDP, that is a good place to be. The only reason we are in that
position is because of the policies of savings surpluses from the late
1990’s. Had we just been in a position of projected balanced budg-
ets in 2001 and 2002, the deficit for next year would be projected
to be $600 to $700 billion. It would be the largest deficit even as
a percentage of GDP.

So our lesson today should be that rainy days do come. You do
need to stimulate the economy. You do need to face war. That is
all the more reason why the long-term fiscal discipline, once we get
out of this period of economic weakness, is justified.

I clearly have much more to say, Mr. Chairman, but I fear I am
already over the allotted time. So thank you.

[The prepared statement of Mr. Sperling follows:]
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Chairman Nickles, Senator Conrad, members of the Committee, thank you for the privilege of
testifying on the state of the economy and economic policy today.

L State of the Economy

No one of any economic or political perspective is satisfied with the nation’s economic
performance over the last two years. After the longest economic expansion in our nation’s history, some
were tempted to believe that the business cycle had been repealed: that downturns were a thing of the past.
Unfortunately, we have learned that the business cycle cannot be repealed, because human nature - and its
tendency to swing to extreme optimism and pessimism — cannot be repealed.

As we all are quite familiar with now, the strong and record expansion of the 1990s was dampened
and ultimately cut short due in large part to significant overcapacity in American industry, particularly in
the technology and internet sectors. Such overcapacity was no doubt driven by too many managers and
investors basing their business expansion decisions on excessively optimistic valuations and growth
projections. As businesses sought to reduce this overcapacity — and return to cost structures that could
restore sustainable profitability — business investment fell significantly, eventually hurting job growth and
consumer demand.

Many, including myself, saw the economy in a race of sorts: would consumer demand stay strong
enough for businesses who had successfully pared back their cost structures to perceive strong enough
demand to begin expanding their investment and payrolis? If so, the hope was that the period of economic
weakness would be relatively short-lived. For a while, in early 2002, it looked as if such a positive scenario
was indeed unfolding. In March 2002, for example, the ISM index showed manufacturing over 35 (growth
is at 50) and the new orders index (often a leading indicator) over 65.

Yet, just as the recession turned out to be relatively shallow, the so-called recovery has been even
more shallow and disappointing. The ISM index - while having 2 good month in December — dipped
below 50 from September to November. New non-defense capital goods (excluding aircraft), after showing
some bright spots in early 2002, fell four out of the five months between August and December 2002,
While investment has moved into positive territory in several industries outside of telecommunications and
aerospace, fixed non-residential investment has continued to fall in every quarter of 2002, and in the third
quarter of 2002 was 5.1% below where it had been the year before. Capacity utilization is at only 75.4% --
61.7% for high tech sectors -- and the Business Council Survey of major company CEOs in October 2002
showed that 78% were planning on cither maintaining or even cutting back investment levels.?

Clearly, the stalling in the business sector has begun to wear away at the labor market and
consumer resilience. Unemployment has risen; private sector jobs are down 2.3 million over the last two
years, and even 219,000 in just the last two months. Counsumer confidence, rather than rebounding on the
news of at least moderate GDP growth, has fallen this month to its lowest level since November 1993,

! Mr. Sperling was former National Economic Advisor and Director of the National Economic Council
under President Clinton from 1997-2001. Mr. Sperling is currently affiliated with several organizations.
The views expressed today are his own,

? "Market Weakness Persuades US Companies to Alter Business Plans,” Financial Times (October 3,
2002), p. 10.
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tower than even the months afier the September 11 attacks. According to the Bank of Tokyo-Mitsubishi
index, chain store sales in November and December grew by only 0.5% from the same period a year before
-- the worst holiday season growth in the index’s 32-year history.

Mr. Chairman, in an economy that is fundamentally driven by the growth and innovation spurred
by the private sector, we all know that public policy will never be responsible for all of the good or all of
the bad. It is unlikely that public policy could have completely prevented all of the excessive acis of
corporate malfeasance or herd investing that have hurt our economy in the last couple of years. The basic
test for public policymakers is twofold: how do we deal with the short-term economic hands that are we are
dealt, and whether our long-term policies lay positive foundations or negative obstacles to economic
confidence, growth and the process of innovation and wealth creation in the private sector.

Today, 1 would like to focus my comments on whether policymakers are employing a fiscal policy
that is optimal both for dealing with short-term economic weakness and for laying a foundation for long-
term economic growth and meeting our long-term economic challenges. 1 believe the recipe for our
economy is to implement well-targeted policies to stimulate consumer demand and accelerate business
investment in the short-term, while maintaining the long-term fiscal discipline that, by increasing savings
and the supply of capital and providing confidence, ensures a strong long-term investment climate.
Unfortunately, I fear that recent public policy has under-performed on both counts. On the one hand we
have done too little to provided needed stimulus to the economy now. On the other, we have done too
much to undermine our long-term savings, threatening confidence and our long-term investment climate.

11, Effective and Efficient Stimulus

Mr. Chairman, while it is possible that the economy will recover without additional fiscal
stimulus, the evidence of economic weakness and uncertainty seem strong enough to me to justify a
temporary increase in the deficit to stimulate the economy as an insurance policy against a negative
economic cycle taking hold. Such fiscal stimulus, however, is advisable only under two conditions. First,
it roust be done in the most efficient manner possible ~ the so-called bang for the buck calculation. This
means we ensure as much of the cost of such a stimulus as possible be geared toward increasing consumer
and business demand in the short-term when we need an economic boost. Second, the stimulus must not do
further damage to our long-term fiscal situation. This goal is important not only for preventing needless
harm to our future debt and deficit projections, but because the perception of long-term fiscal deterioration
can hurt long-term economic confidence in a way that can negate some of the effectiveness of the stimulus
package.

To date, I believe policy has been less than optimal in providing efficient stimulus.
A. Maximizing Efficiency of Stimulus? The Record So Far,

*  Poorly Targeted and Timed Consumer Demand Incentives: If the goal of an economic
stimulus is to pump more demand into the economy in a timely fashion, policy should aim to
provide benefits to those most likely to put money quickly into the economy ~ those with a so-
called high propensity to spend. Unfortunately, the Administration has failed to follow that basic
principle in devising its stimulus policies, After failing to propose any direct stimulus in their
initial 2001 tax cut package, the Administration did cede to calls for some form of rebate that
would go into family’s pockets in 2001. Their proposal was to advance a small portion of the tax
cut so that families received $300 or $600 in the fall of 2001 instead of the spring of 2002, Yet,
this advance was not refundable, so the 34 million low-income taxpayers with the highest
propensity to spend the money did not receive a dime, and 17 million more received only a partial
tax cut. As the Congressional Budget Office recently stated “As a general proposition, higher-
income households save more of their income than do lower-Income houscholds... Consequently,
tax cuts that are targeted toward lower-income households are likely to generate more stimulus
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dollar for dollar of revenue loss — that is, be more cost-effective and have more bang for the buck
— than those concentrated among higher-income households,"

The Administration also missed the opportunity in both 2001 and 2002 to deliver a tax rebate
before Christmas, when stores could have offered tempting deals, and consumers would have been
most likely to spend the rebate, as some Like myself called for.®  On both occasions, no stimulus
was passed before the Congressional Christmas recess.

Likewise, the Administration has been sparing in granting unemployment compensation, resisting
Democratic attempts to extend benefits to the more than 1 million workers who have exhausted
their benefits under the original extension.” This resistance comes even though unemployed
families are not only among the most likely to spend the money, but are likely to do so in
communities hardest hit by employment loss and subsequent falls in spending and demand. While
poorly targeted unemployment compensation in a growing economy can stall job searches, with
unemployment rising and the help wanted index at a 40-year low, this seemed to be a small risk.
More targeting by the Administration and Congress toward helping with those with a higher
propensity 1o spend may not only have helped some of our hardest pressed working families, it
may also have helped the overall efficiency and effectiveness of recent stimulus efforts,

*  Poorly Designed Business Incentives: Similarly, efforts to spark business spending have suffered
from an incfficient approach to business incentives. A business stimulus should be clearly focused
on encouraging businesses to accelerate investment into the period where there is a perceived
weakness in econornic demand. The rationale is that if business investment is weak, it can
propagate weakness in the labor market and consumer confidence, leading to a downward cycle.
‘While incentives to accelerate investment may simply be pushing up business investment that was
planned for later years, the bope s that bringing some investment forward will forestall 2
downward cycle and quicken recovery.

The three-year 30% business depreciation bonus ignores this fundamental logic. Because the
incentive lasts three years {and perhaps, since it expires on September 11, 2004 right before an
election, creates the expectation that it will be extended further) CEOs who were holding back
even planned business investment in 2002 were given virtually no incentive to accelerate their
plans. Our depreciation bonus essentially said to them: if you're sitting on the fence on new
business investment, we are indifferent whether you invest now or continue sitting on the fence
until 20041 It is as if a clothing store put out a sale for this weekend only and then told buyers they
were only kidding, that all products would also be on sale on various weekends for the next year.
‘Why would anyone feel they had to buy now? In passing the three-year stimulus provision, the
Administration and Congress ignored sound analysis from the Congressional Budget Office that
stressed what academic evidence and common sense suggests: temporary business incentives will
be far more effective than longer term or permanent ones. “{T]he stimulus provided by some tax
cuts for business investment can be increased by making them temporary. Firms may view them
as one-time opportunities for tax savings, which may induce them to move up some of their furure
investment plans to the present. They might not take that step if they knew that the tax advantage
would remain in place...”

¥ Congressional Budget Office. Economic Stimulus: Evaluating Proposed Changes in Tax Policy, January
2002,p. 7.

* Sperling, Gene, "In Crisis, Stimulus and Discipline Go Together," Bloomberg News, September 21, 2001;
Sperling, Gene, "Remarks at the Democratic Economic Forum," October 2002.

* Primus, Wendell, Jessica Goldberg, and Isaac Shapiro, "New Unemployment Insurance Extension
Neglects One million Jobless Workers Who Have Run Out of Federal Unemployment Benefits," Center on
Budget and Policy Priorities, January 14, 2003.

® Congressional Budget Office. Economic Stimulus: Evaluating Proposed Changes in Tax Policy, January
2002, p. ix.
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Other business provisions included in the March 2002 stimulus bill, including those which extend
rules allowing financial corporations to defer tax on seme of the income from their subsidiaries
abroad and temporarily increase the number of years back a business could carry a net operating
loss to offset the carlier year's taxes, have been found by the CBO to be ineffective stimulus,
Likewise, the House proposed but did not pass the elimination of the Corporate Alternative
Minimum Tax, which was also deemed ineffective stimulus.,”

Failure to Address the Consequences of State-Level Contraction: Another failure of recent
stimulus efforts is that they have ignored the basic economic reality that it makes little economic
sense to use federal policy to stimulate $1 of demand only to support policies that will lead states
to contract demand by a $1. For well over a year, Governors, state legislators, and many policy
analysts including myself have called for significant assistance to states so that stimulative tax cuts
and spending increases at the federal level are not partially or fully canceled out by tax increases
or spending cuts at the state and local level. The National Governors Association (NGA) called
for state relief as part of the initial stimulus plan as early as October 2001.% Considering the need
for states to increase spending on homeland security, this policy imperative seemed especially
straightforward. Yet, significant aid to states has been lacking.

Again, our economy is paying the price for such sub-optimal stimulus policies. The Center on
Budget and Policy Priorities projects that states are facing the worst budget crisis in 50 years - an
estimated deficit of $70-85 billion in FY 2004.” If the high end of this estimate pans out, states
will be forced to cut on average $1 out of every 36 they spend. Across the nation the lack of
federal assistance has already led to property tax increases, spending cuts - ¢ven letting people out
of jail, Certainly these policy measures — along with the screaming headlines announcing them —
are hurting demand and confidence.

There s, of course, a “moral hazard” argument for not going overboard in making states whole, If
states believe they can run through rainy day funds for popular policy measures with knowledge
that the federal government will bail them out, this could promote irresponsible future policy. Yet,
a one time injection of $30-340 billion for homeland security, Medicaid and other vital needs
would certainly help economically without coming near bailing states out of all of their difficult
choices.

B, The Adminisiration Seems Ready to Repeat the Same Mistakes.

In light of these policy shortcomings it is particularly disappointing that the Administration is

proposing policies that seem to make these same mistakes all over again.

Inefficient and Ineffective Stimulus: Of the $674 billion in their economic package in direct
costs and over $900 billion including lost interest savings — only 15% would actually help the
economy in 2003. Simply put, we are deciding to add more than 3/4 trillion dollars to our national
debt for tax cuts whose effect will be felt in years when we are not explicitly seeking to provide a
short-term econormic stimulus. The worst offender is the repeal of dividend taxation at the
individual level. While one could argue that altering the taxation of dividends could improve
capital allocation efficiency as part of a comprehensive corporate reform that also closed
loopholes leading to “zero™ taxation and was deficit neutral, the provision is widely acknowledged
as a very poor stimulus. Indeed, when one considers both the program’s uncertain benefits and its
long-term cost, this proposal cannot be economically justified at this time.

7 Congressional Budget Office. Economic Stimulus: Evaluating Proposed Changes in Tax Policy, January

2002.

¥ "Governors Propose Package To Strengthen State-Federal Safety Net," National Governors Association
News Release, October 4, 2001,

? Lav, Iris, and Nicolas 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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Other provisions also fail the efficiency test. While increasing the tax cuts for middle-income
taxpayers and the child tax credit in 2003 can be justified on stimulug grounds, the complete
acceleration of 2006 cuts increases deficits in the years 2004 and 2005, when we may wish o be
more focused on increasing national savings than on further stimulus.

Inefficient Business Incentives: Other than the dividend exclusion, the only business incentive in
the Administration’s proposal — the increase in Section 179 to §75,000 — is permaneat, meaning
that it is unlikely to provide an incentive for any short-term acceleration of business investiment.

Poorly Targeted to Conswmers with High Propensity to Spend: While as mentioned above,
some of the Administration’s tax cuts should be considered if they were limited to 2003, the
Administration again leaves out lower income taxpayers who would have the highest propensity to
spend. While taxpayers earning over $1 million would average nearly $90,222 in tax cuts in 2003,
close to haif of tax filers would receive $100 or less.!”

No Help To States; Despite now overwhelming evidence that states are forced to counter federal
stimulus efforts with contractionary tax increases and spending cuts, the Administration’s proposal
not only fails to give states any assistance, but the proposal would deepen their short-term hole by
34 billion.

C. Recommended Policies

1.

Neo Long-term Deficit Costs Outside of 2003: The fundamental rule for the efficiency of
stimulus and the test for ensuring long-term fiscal strength is that all increases in the deficit are
limited to efforts to directly stimulate the economy in 2003. Therefore, all consumer tax cuts and
business incentives should be limited to the current calendar, if not fiscal, year. :

Temporary Increase Business Incentive: Since October 2001, I have proposed a staggered
depreciation bonus which would give serious short-term incentives to accelerate new business
investment,"" Originally 1 proposed a 40% bonus that would fall to 20% in Jess than a year to
encourage businesses to act quickly. Now that the 3-year 30% depreciation bonus has been passed,
1 believe it would be best to increase the amount of depreciation in 2003 to 45-50%, and have it
fall t0 20% in 2004, It would also be sensible to increase the 179 expansion limit for small
businesses, but only in 2003. These changes may not make a significant difference for telecom
and other companies with substantial excess capacity, but for the significant number of companies
who are simply postponing investment out of uncertainty, such temporary measures will provide
an incentive to accelerate investment into 2003 without significantly affecting expectations created
by last year's tax changes.

Target One-Time Assistance to Those Most Likely To Spend: For some time, [ have proposed
a refundable tax cut on payroll taxes to provide targeted short-term stimulus, There are various
ways in which this could be done, but the key is to get the funds out quickly to those with highest
propensity to spend, and to avoid out-year deficit cosis.

Unemployment Extension: By the same rationale, unemployment benefits should not only be
extended but also expanded to the more than one million workers who already exhausted their
benefits under the original extension and who are among the most likely to spend new resources.

¥ Orszag, Peter and William Gale, *The President's Tax Proposal: Second Thoughts," Tex Notes, January
27, 2003, p. 605.
" Sperling, Gene, "Business Incentives Must Get Small Stuff Right,” Bloomberg News, October 18, 2001.
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D. Framework for a Potential Compromise

1. Agree quickly on 2 mix of Administration and Democratic Stimulus measures with no out-
year deficit costs: Several of the Administration proposals — doubling the child tax credit,
increasing Section 179 expensing to $75,000 - could be merged with Democratic proposals for a
one year increase in the depreciation bonus, expanded unemployment insurance and refundable
family tax credits. The test would be both efficiency and a lack of out year deficit costs;

2. Consider policies with long-term deficit projections at a later time in the year as part of
overall budget process. Policies with long-term deficit costs — from tax cuts to expanded
prescription drugs — could be debated within a long-term budget framework in which the overall
long-term costs of all proposed policies could be examined as well as potential measures for long-
term savings. This would not force anyone to “give up” on their proposals, but would serve two
purposes: one, it would ensure that long-term fiscal policy is being considered in a rational,
comprehensive manner, in which the long-term trade-offs are trangparent; two, it would prevent
controversial long-term measures such as the exclusion of dividend taxation for individuals from
stalling a stimulus plan from passing when it is most nceded and while it can still be most
effective.

1. Policies to Lav Foundation for Long-term Growth

As mentioned at the outset, the most important task for policymakers is to promote policies that
strengthen the long-term fundamentals of our economy. Such policies must aim to promote a strong long-
term investment climate; protect our economy's dynamism and spirit of innovation, promote competition
and productivity, and ensure that all of our people have a chance to both contribute to and benefit from our
growth and wealth creation process. Such fundamentals are to my mind best promoted when we show
commitment to long-term fiscal responsibility to promote savings and long-term confidence; promote open
markets that spur exports, provide low prices for our families, inject competition into our economy; and
target our federal resources to improving the skills and productivity of our people, rewarding work,
providing opportunities for wealth creation for those most hard-pressed, and promoting the basic research
that not only saves lives, but as Bill Gates Sr. recently said, provides a gift to future entrepreneurs.

Today, 1 will focus on one of those fundamentals: the importance of long-term fiscal
responsibility. The recent effort by the current Administration to downplay the benefits of fiscal discipline
are hard to understand based both on economic fundamentals and on recent economic history.

If I were giving this testimony a few years ago, I would focus mostly on what I believed were the
best measures to achieve fiscal discipline and would not have felt compelled to make the case for why
fiscal discipline matters. Indeed, during the mid 1990s, the debate centered on the best path to achieve
fiscal discipline, rather than whether or not the policy mattered at all. Yet, while this Administration calls
for restraint of non-defense and non-homeland security spending, it has challenged the very significance of
fong-term deficit and surplus projections to our economic health. For that reason, I would first like to
address three misconceptions promoted by the Administration before turning to the positive case for
continued fiscal discipline.

Misconception One: Since Short-Term Deficits are Justifiable, So Too Are Long-Term Deficits,

Basic Keynesian economic theory dictates that, in a slow economy, it makes sense to use
temporary tax cuts or spending increases to boost spending. So when policymakers say we should not
worry about a temporary rise in the deficit in a time of economic weakness or war they are right. But the
crucial words are “temporary” and “time of economic weakness or war”, Unfortunately too many
commentators misrepresent this Keynesian logic to suggest that it would be wrong to worry about current
policies that may be imposing trillions in long-term costs. The need for a temporary rising deficit to boost



63

~demand and prevent a downward cycle does not in any way diminish the importance of long-term fiscal
discipline. Likewise, when one is injecting fiscal demand in a period of economic weakness, there is
nothing illogical or Hoover-like in being concerned with the long-term fiscal discipline.

Misconception Two: Deficits Do Not Affect Interest Rates

The Administration's virtual campaign to downplay the economic significance of raising long-term
deficits is a sharp turn from the bipartisan mainstream consensus that existed even just a few years ago,
Consider the sharp divergence of recent statements of the current Chairman of the Council of Economic
Advisors with the previous statements of his predecessors under the past two Republican administrations:

* Reagan Council of Economic Advisers under Chairman Martin Feldstein: “Measures to
reduce the budget deficit would lower real interest rates and thus allow the investment sector to
share more fully in the recovery that is now taking place primarily in the government and
consumer sectors.”'?

*  Bush I Council of Economic Advisers under Chairman Michael Boskin: “Economic theory
and empirical evidence indicate that expectations of deficit reduction in future years, if the deficit
reduction commitment is credible, can lower interest rates as financial market participants observe
that the government will be lowering its future demand in the credit market... In other words,
expectations of lower interest rates in the future will lower long-term interest rates today. Lower
long-term interest rates will reduce the cost of capital, stimulating investment and economic
growth relative to what would be predicted if expectations were ignored.”"

*  Bush II Council of Economic Advisors:

- “Asan economist, I don’t buy that there’s a link between swings in the budget deficit of the
size we see in the United States and interest rates... There’s just no evidence.”™*

- "Ihope that the discussion will move away from the current fixation with linking budget
deficits with interest rates. This linkage does not make a great deal of sense in a world in-
which global capital markets move trillions of dollars, and federal borrowing is only one —
and far from the primary — use of funds, Not surprisingly, the evidence is that long-term
interest rates do not move in lockstep with actual or expected federal budget changes.*"

- “We bave very little empirical evidence to suggest much of a link between deficits and
interest rates.”*®

The surprising campaign against the significance of deficits has been presented as reflective of
academic literature that according to such advocates is uncertain at best as to the link between deficits and
interest rates. This position is simply unfounded. First, as Brookings economists Peter Orszag and Bill Gale
have correctly noted, the right question is not how current deficits affect current interest rates, but rather
how the expectations of future deficits affect current rates. One might perhaps find that a belly-up
company’s stock price is not dramatically affected on the day it technically goes into court to file for
bankruptey. Yet no one would suggest that the expectation that a once-healthy company is going bankrupt
does not dramatically affect stock prices. Likewise, when one focuses on the expectations of deficit
changes, one not surprisingly finds a clear link between deficits and interest rates. For example, a new
paper by three Georgetown economists presented at the 2002 Federal Reserve Conference in Jackson Hole,

" Economic Report of the President, February 1984, page 62.

Y Economic Report of the President, February 1991, page 64.

¥ Glenn Hubbard quoted in Stevenson, Richard, “Bush’s Way is Clear fo Press His Agenda for the
Economy,” New York Times, November 11, 2002,

¥ Remarks by Glenn Hubbard at Tax Notes 30th Anniversary, December 10, 2002.

'* Glenn Hubbard quoted in Stevenson, Richard, “On Tax Cuts and Deficits, a Battle of Believers,” New
York Times, February 10, 2002,
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~ Wyoming found that an increase in CBO deficit projections of 2% of GDP increased long-term interest
rates by over one percentage point.”

Indeed, a recent comprehensive review of the deficit-interest rate literature by Brookings
Economists Peter Orszag and William Gale found that 16 of the 17 academic studies that looked at the
effect of expected deficits on interest rates found a clear and significant link. Furthermore, most of the
world’s top fiscal and economic experts, including Harvard's Martin Feldstein, current Treasury
Undersecretary John Taylor, Federal Reserve Chairman Alan Greenspan, and his predecessor Paul Volker
have all explicitly written that deficits do indeed affect interest rates, and this fundamental relationship is
built into the economic models used for decades under both Democratic and Republican Administrations at
the Federal Reserve, the Congressional Budget Office and the Office of Management and Budget.'®

Let me also say a word about recent statements suggesting that the current low nominal interest
rates provide proof that deficits do not matter. This assertion ignores the demand side of the law of supply
and demand. The fact that nominal rates are low in the current period of economic weakness when demand
for capital is low is not surprising. What is important is whether they would have actually been lower
absent the fiscal deterioration, and indeed there is evidence to suggest that long-term interest rates might
have followed short-term rates even further down during substantial periods of the past two years, had the
long-term deficit not been rising,

Misconception Three: The Effect of the Adm inistration’s Policies on Long-Term Deficit Are Moderate.

When the current Administration has been challenged on the notion that deficits do not matter,
they have at times sought to modify their view by suggesting that the impact of their tax culs are
“moderate” and that such “moderate” changes in our fiscal picture have no significant economic impact.
Yet there is nothing moderate about the recent swing in our fiscal position or the negative long-term impact
of the administration's tax cut propesals. The CBO projected in January 2001 a ten-year surplus of $5.6
trillion, and now many experts are projecting a deficit of $1-2 trillion over the coming decade.” To
paraphrase 2 former Member of Congress, $7 trillion here and there is still real money. Furthermore, when
one adds up the cumulative impact of the Administration’s tax policies, the negative impact would be more
than $4 trillion over the coming decade (see table below).

Cumulative Cost of the Administration’s Tax Cuts

Revenue Loss Debt Service
New Administration “stimulus” proposal* 670 250
Remove sunset on 2001 tax legisiation* 615 50
AMT reform (estimate)* 8§50 100
2001 Tax Cut (EGTRRA)™ 1350 553
Totals 3185 953
Grand Total
4138

Note: All figures are for the period 2003-2013, except the EGTRRA, which is from 2001-2013 including interest costs.

* Estimates from Friedman, Joe! and Richard Kogan, “Full Cost Of Administration’s Agenda For New Tax Cuts Is At Least
$2.2 Trillion Through 2013" Center on Budget and Policy Priorities, January 25, 2003.

** Estimates based on "Why the Surplus Has Disappeared” Center on Budge! and Policy Priorities, September 3, 2002,

' Canzoneri, Matthew B., Robert E. Cumby, and Behzad T. Diba, “Should the European Central Bank and
the Federal Reserve Be Concerned About Fiscal Policy?" Paper Presented at the Federal Reserve Bank of
Kansas City Annual Conference, August 2002,

' Gale, William and Peter Orszag, "The Economic Effects of Long-Term Fiscal Discipline,” Urban-
Brookings Tax Policy Center Discussion Paper, December 17, 2002,

"® Congressional Budget Office, Economic and Budget OQutlook: 2002-2012, January 2001.
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I . The Case for Continued Fiscal Discipline

Having set the record straight, it is fundamentally important for us to understand the importance of
fiscal responsibility to the long-term performance of our economy. Below I outline seven ways in which
fiscal discipline contributes to the type of sustained, shared economic growth we experienced in the 1990s,

1. Fiscal discipline increases national saving

The main contribution to our net national savings rate in the 1990s was an improvement in our
fiscal position. Despite a declining rate of personal savings, The U.S. was able to nearly double net national
savings over the course of the 1990s, from 3.4% in 1993 to 5.9% in 2000. This was accomplished by
moving the federal government from a policy of dissavings and deficits 0f 4.1% of GDP to a policy of
savings and surpluses of 2.1% of GDP -- a swing of 6.2% of GDP. By the end of the decade, the
government was "crowding in" private sector capital by paying down debt and adding to the pool of capital
available to finance productive investments, The increase in national savings during this period laid a
foundation for the longest economic expansion in modérn history.

2. Fiscal responsibility promotes a strong long-term investment climate through low interest rates
and increased confidence

As described above, there is overwhelming evidence that fiscal discipline helps keep long-term
interest rates down by increasing the pool of savings available 1o make investments, thus improving the
long-term investment climate, Deficits, on the other hand, can crowd out future private investment. As
Harvard's Martin Feldstein explains, “[A]n anticipated future budget deficit means a smaller amount of
funds at that future date to finance investment in plant and equipment. Restricting that investment will
require a higher real rate of interest. Similarly, the anticipated budget deficit means that individuals will
have to be offered a higher yield in the future to induce them to hold the larger armount of government debt
in their portfolics. Both of these effects raise the expected future interest rate and therefore...they raise the
current long-term rate as well,”®

Fiscal discipline also improves the investment climate by generating confidence in the U.S.
economy. It was the opinion of all of the Secretaries of the Treasury in the Clinton Administration that
fiscal discipline was an important component of the image of strength and stability that the U.S, economy
projected to the rest of the world, That image led foreign investors to demand a smaller risk premium for
investments in the U.S.

As Federal Reserve Chairman Alan Greenspan explains "retuming to a fiscal climate of
continuous large deficits would risk returning to an era of high interest rates, low levels of investment, and
slower growth of productivity.. . history suggests that an abandonment of fiscal discipline will eventuaily
push up interest rates, crowd out capital spending, lower productivity growth, and force harder choices
upon us in the futare."?'

3. Fiscal discipline translates into real savings for the American family

The impact of fiscal discipline goes well beyond businesses and large investors, and has important
implications for the average American family. For example, a middle-line estimate based on the Federal
Reserve, Congressional Budget Office and other mainstream macroeconomic models suggests that the
cumulative size of the Administration's proposed tax cuts -- measured by their projected impact on the ten-
year deficit as a share of GDP -- would raise long-term interest rates by more than 200 basis points. This
would not only seriously discourage new business investment and reduce the value of the stock market, it
would also mean a $3000 increase in annual mortgage payments for a family holding a 30-year $200,000

 Martin Feldstein, “Budget Deficits, Tax Rules, and Real Interest Rates,” NBER Working Paper No. 1970,
July 1986, page 13,

! Greenspan, Alan, "Current Fiscal Issues” Testimony Before the Committee on the Budget, U.S. House of
Rep ives, September 12, 2002,
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" mortgage.” That is more than the typical family would receive from the Administration's tax cut proposals
over the long-term.

4. Fiscal responsibility prometes a virtuous cycle of economic growth

Some have suggested a simplistic dichotomy in the debate over fiscal policy -- either surpluses
create growth or growth creates surpluses. Clearly the overall goal of fiscal policy is to encourage growth,
not fiscal discipline for its own sake. But real question is: what fiscal policies lead to sustainable growth by
helping to expand our economy’s capacity, rather than running it up against an inflationary wall? A key
lesson of 1990s was that fiscal discipline was critical to creating a virtuous cycle. By creating a larger pool
of savings, fiscal discipline kept interest rates low for new investment, and because surpluses were being
saved, additional capital was being provided just when investment demand was rising. The effect?
According 1o a Goldman Sachs analysis in April 2000, “the swing in federal budget position from a deficit
of $290 billion in 1992 to a surplus of $124 billion in 1999 - roughly matching the improvement in the
general government position - has lowered equilibrium bond yields by a full 200 basis points.” This
spurred productive investment that expanded capacity, and as growth and productivity picked up, we grew
at rates not seen in decades as inflation stayed low. A substantial amount of this productivity growth
appears to be lasting: productivity averaged only 1.4% anaual growth from 1973 to 1995, but has averaged
2.25% from 1995 to 2001.

This virtuous cycle allowed for the longest productivity expansion in history, which has been
sustained even at the end of the period of economic growth, While some of the investment in the end of the
1990s turned out to represent excessive optimism and herd investing, we should not underestimate the
enormous benefils of such a long and sustainable expansion, The unemployment rate fell to its lowest
levels since 1969. Wage growth, which had been stagnant for decades, recommenced. In 2000, the share
of the population living in poverty fell to its lowest rate since 1974.

To be sure, fiscal discipline is not a silver bullet; other factors contributed to the positive economic
developments of the 1990s. However, fiscal discipline was a critical element in fostering the environment
that allowed the growth of the 1990s to be strong and sustained. As Chairman Greenspan has stated, "[t}he
lower federal deficits and, for a time, the realization of surpluses contributed significantly to improved
national saving and thereby put downward pressure on real interest rates. This, in turn, enhanced the
incentives of businesses to invest in productive plant and equipment."™

S. Fiscal discipline is the key element in generational respousibility

For years in the late 1990s there was bipartisan and widespread support for the idea that we should
save surpluses to meet the baby-boom retirement challenge without passing on the burden to the next
generation. A key component of this generational responsibility is to adopt policies that increase savings to
spur long-term productivity so that a smaller number of workers can support the larger number of future
retirees without oppressive tax increases or spending cuts. Another imperative is to make sure that there
are funds available to finance the transition costs required to make most Social Security reform plans more
viable.

Nothing has happened in the last two years to suggest that Social Security and Medicare require
less national savings and less generational responsibility. Yet we no longer have the bipartisan
commitment. Instead of saving for the next generation, we have passed large, consumption oriented tax
cuts that will increase the burden on our children and grandchildren. Over time, the loss in revenues

2 Betimate based on Gale, William and Peter Orszag, *The Economic Effects of Long-Term Fiscal
Discipline," Urban-Brookings Tax Policy Center Discussion Paper, December 17, 2002.

3 Goldman Sachs, GSWIRE Undistorted by the Budget Surplus, Ap1il 14, 2000.

* Greenspan, Alan, "Federal Reserve Board's semiannual monetary policy report to the Congress”
Testimony Before the Commiittee on Banking, Housing, and Urban Affairs, U.S. Senate, July 16, 2002.
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. associated with the Bush Administration’s tax cut proposals is two- to three-times the amount needed to
cover the 75-year shortfall in Social Security.”

6. Fiscal respousibility prepares us fo deal strongly with economic downturns

As Thave explained, it makes eminent sense to run deficits during a recession in order to jumpstart
the econormny. But this cannot be seen as an excuse to abandon long-term fiscal discipline. It is important
to realize that policies of long-term responsibility are themselves critical to giving us the flexibility to run
temporary deficits for stimulus or national security reasons without significant negative consequences.
Because of previous cornmitments to save surpluses, the recent dramatic shortfall in revenue and use of
fiscal stimulus left us with a deficit in 2003 of only 1.5% of GDP -~ as opposed to a projected surplus of
$300 billion, or 3% of GDP, Had we gone into this period with policies that tolerated even relatively small
deficits, this swing could have driven deficits this year to $500-600 billion, or 5-6% of GDP, which would
have been among the biggest since WWIL Simply put, long-term fiscal discipline gives us the flexibility to
unjoad both our fiscal and military cannons without driving us into a precarious fiscal sitnation.

7. Fiseal respousibility helps us meet new and old challenges

Clearly, fiscal discipline must always be balanced with the need to address our nation's new and
lingering challenges. Yet if we.are to be able to meet new spending challenges in homeland security as
well as lingering problems of child poverty, educational inequity, and AIDS both here and in the world's
poorest countries, we must choose wisely, so that we do so in the overall context of long-term fiscal
discipline.

Y. Policy Implications: We Need a Pro-Growth Grand Bargain

What is needed is a pro-growth grand bargain that addresses both the short-term and the long~
term. On the long-term side, there is no question that a commitment to fiscal discipline will require mutual
sacrifice. President Bush needs to begin the politically difficult process of bringing all parties together to
work out a bipartisan compromise. A pro-growth grand bargain will not require raising taxes but it will
require the President being willing to put his own priorities on the table o give him the moral standing o
ask others to do so as well.

My personal proposal for such 2 grand bargain would go as follows: The President and Congress
would start by agreeing to a $100-$150 billion stimulus that would draw on ideas from both parties — as
long as they had a high bang for the buck and did not have out year deficit costs, Next, the President would
guarantee that while Americans would continue to get tax relief, new rounds of tax cuts that only affect
those making over $150,000 would be frozen, As 1 have described elsewhere, ™ this savings alone would be
enough to close 53% of Social Security's 75-year insolvency gap. Congress, on the other hand, would agree
1o held back on excessive new entitlement costs — including for prescription drugs. Such a pro-growth
grand bargain would show our citizens as well as world investors that even as we continue to defend our
homeland and strive for greater hope and opportunity, the era of fiscal responsibility is not over in the
United States,

% Orszag, Peter, "The Administration’s Economic *Stimulus™ Proposals,” Testimony Before the Democratic
Policy Commitiee, January 22, 2003,
* Sperling, Gene "Fiscal Chutzpah," Washington Post, July 31, 2001.
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Chairman NICKLES. Mr. Sperling, thank you very much, and to
all three of our panelists, thank you, and I appreciate your respect
for the Committee’s time. We have several members that wish to
ask a few questions, and I think all of you will have a chance to
add additional comments during the question and answer session.

I might want to mention, I should have mentioned it before Mr.
Baroody made his speech or comments. One of the reasons why I
requested—I still wear a manufacturer’s hat on occasion. I came
from the private sector. I look at the economy as a great engine
that is able to overcome and has overcome a lot of obstacles in the
past. There are a lot of things that can impede economic growth.
I used to hire a lot of people in the private sector. Excessive tax-
ation can impede your ability or willingness to grow, but also can
excessive regulation and also excessive litigation. One of the rea-
sons why I requested Mr. Baroody is because I am very concerned,
maybe even—you know, we are going to have a significant discus-
sion and debate in this committee, in the Finance Committee, and
on the floor of the Senate about what the size, scope, duration of
the growth package should be. How much of it should be up front?
Very legitimate question. Those are all good questions. Good, frank
discussion. Then how do we put it together?

I think the President has a very good package. If I was drafting
it, I probably would have put something a little different. Being a
manufacturer, I like expensing. I want to recoup that investment
as rapidly as possible. I would like to depreciate things in the year
that you write the check or shorten the depreciation cycle as much
as possible. Or maybe if you are going to do—and, Mr. Malpass,
you don’t need to get me—I have a list. My staff has done my work.
I have the list, and the United States is the second highest to
Japan on taxing corporate dividends, second highest in the world,
if you add corporate tax and the tax on consumers, the effective
rate of 70 percent, only Japan is higher. Now, that is not good, not
if you want to encourage investment and have earnings distributed
to owners. It is just bad tax policy.

There are different ways of fixing that. One way of fixing it
would be to allow the corporation to deduct the dividends. That
would be my preference. It is probably more expensive. Those are
things that are probably more efficient. So those are things that we
will have to weigh not only in this committee but also in the Fi-
nance Committee.

One of the things I wanted to do, I want this committee to think
broad. When we are talking about growing the economy, it is not
just how we make a few little changes in tax policy, but also are
there some things on the regulatory side or the litigation front? I
am very concerned from a manufacturing standpoint they are prob-
ably more concerned about asbestos’ potential liability than they
are tax cuts or taxation of dividends, probably much more con-
cerned, because one can be a fatal blow.

Mr. Baroody, I think you mentioned that there were 60,000 jobs
lost and a potential to lose another 300,000 or 400,000. Is that cor-
rect?

Mr. BAROODY. That is correct, sir.

Chairman NICKLES. Well, that is staggering, because we are talk-
ing about jobs. You are talking about in most cases, I would think,
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jobs that pay pretty well. I am concerned about the loss of manu-
facturing jobs in this country. We have had growth in a lot of sec-
tors. Manufacturing is not one of them. So I mention that.

I am going to ask all of our colleagues, myself included, to adhere
to a 5-minute time limit if they would so we can make sure that
colleagues don’t have to wait too long, and we will do it by order
of appearance. First I will call on my colleague Senator Conrad.

Senator CONRAD. Thank you, Mr. Chairman, and thanks for the
comments. Thanks to this panel of witnesses. I thought they were
excellent and very interesting.

Mr. Malpass, in your testimony that appears on page 11, there
appears to me to be a contradiction, and maybe you can help me
understand why you don’t see it that way. You say there, “I expect
long-term U.S. interest rates to rise during 2003, but not because
of increased government borrowing. Rather, the private demand for
credit should rise as the expansion gains traction, putting upward
pressure on interest rates.”

It would seem to me that you are saying increased demand for
private credit puts upward pressure on interest rates. Why not in-
creased demand from the governmental sector for credit? Why
doesn’t that put upward pressure on interest rates as well?

Mr. MALPASS. Part of that is the magnitude. The total debt in
the U.S. is $20.4 trillion of which the Government portion is only
$3.7 trillion. So as private demand goes up for credit, that is simply
a bigger chunk.

Another way to look at this is U.S. Government debt versus the
$8.3 trillion issued by the other six major issuers of Government
debt. Even though we do have a big national debt, it is small rel-
ative to what other countries are issuing.

The U.S. is at a debt-to-GDP ratio of 34 percent now. The con-
templated fiscal deficits, are simply not large compared to the other
demands. There is a statistic

Senator CONRAD. Let me ask you

Mr. MALPASS. Yes?

Senator CONRAD. Let me ask you, if I could, I understand the
point that you are making, but it would seem to me that you are
making the point that increased demand for private credit puts up-
ward pressure on interest rates even though the governmental sec-
tor is smaller in terms of outstanding debt. Nonetheless, an in-
creasing demand from the public sector would also have the effect
of putting upward pressure on interest rates, would it not?

Mr. MALPASS. Actually, no, sir, and I am not sure if I gave a
complete answer before. There is a concept in economics called real
interest rates or the real return on capital. Excluding inflation, it
is the return on capital hurdle that you have to meet. As the econ-
omy begins to grow, then people want to put their money in faster-
growing investments. That raises the real interest rate within the
economy. As the private sector begins to gain traction, what you
are going to see is real interest rates going up, meaning people
have other alternatives for where they can put their funds. That
hs f§imply not the same effect as what you would get from a fiscal

eficit.

Senator CONRAD. Mr. Sperling, maybe I could turn to you. I must
say that logic eludes me. It seems to me that to whatever extent
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either the private sector is going and increasing its demand for
credit or the governmental sector increases its demand for credit,
both of those put upward pressure on interest rates. Mr. Sperling,
I would ask your evaluation of that question.

Mr. SPERLING. Senator, I guess I would share more your perspec-
tive. Nothing about capital repeals either the law of supply and de-
mand or the law of fungibility. The question is—and I think this
is the right way to think about it—that when the private sector
goes into our capital savings, when the private sector looks for cap-
ital to borrow, to invest for productive growth, is there a greater
supply of capital available to them because the Government is pay-
ing down debt, or is there less capital available to them because
the Government is crowding out?

If the Government is essentially borrowing, we are reducing the
supply of capital for a given amount of demand. Basic economics
would suggest that in that situation the cost of capital, which is
measured in terms of interest rates, would go up. There is nothing
to suggest otherwise.

One of the things that I try to say in my testimony is that this
perception, this argument that the amount of deficits increase in-
terest rates is not one I learned on the Democratic side. I learned
it from listening to Republican CEOs in the 1980’s. That is where
I learned the phrase “crowding out.” What I list in my testimony
is the past language of Michael Boskin, of Martin Feldstein. So
that really supports this basic supply and demand.

There is even another element, which is, to the degree that you
fear that there will be increased deficits in the future, you have a
degree of uncertainty that would make a borrower ask for a greater
risk premium and could also raise deficits higher. So, you know, I
think that the sentence that you referred to there is exactly the
point, which is that as the private sector asks for more funds, as
the economy strengthens, interest rates will go up because there
will be less capital. I do point you to an analysis from Goldman
Sachs on April 14, 2000, that I mentioned here, where they suggest
that the swing in the deficit during that period of growth kept in-
terest rates 200 basis points lower. So according to Goldman Sachs,
because the Federal Government, as opposed to borrowing $200 bil-
lion, was paying down $200 billion in debt, that $400 billion swing
was responsible for up to 200 basis in lower long-term interest
rates, and that is the type of—therefore, leads to the type of sus-
tainable long-term investment climate that I think we all would
like to promote.

Senator CONRAD. My time has expired.

Chairman NICKLES. Senator Conrad, thank you very much.

Next I will call upon Mr. Enzi. I am going to step out for a mo-
ment, but after Senator Enzi is finished, I believe Senator Corzine
would be next. Senator Enzi, if you would please chair in my ab-
sence, I would appreciate it.

Senator ENZI. Thank you, Mr. Chairman. I want to express my
appreciation for having the opportunity to serve on this Budget
Committee. As a long-time accountant and small businessman, this
is really the first opportunity I have had in the Senate to deal with
numbers. I find it very exciting. I understand the critical role the
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budget plays in today’s economy, and I welcome the challenge of
creating a budget that is fiscally responsible.

I note this committee has a tremendous amount of power. It de-
velops the foundation for the work of the Senate, and I appreciate
your being the Chairman. Further, I appreciate the conversations
and meetings we have already had and I believe we are moving in
the right direction.

Chairman NICKLES. Well, we welcome you to the Committee.

Senator ENZI. Thank you. I earned an accounting degree at
George Washington University here in the District, and as a result,
there was a tremendous immersion in governmental accounting.
Given that knowledge and valuable experience I have to say that,
while we are tromping on corporations for bad accounting, we real-
ly ought to be embarrassed about the Government. This isn’t work-
ing at all like the textbooks. [Laughter.]

Senator ENzI. Of course, I am not saying the textbooks were
flawless either. I think there is a lot of room for improvement.

I had the opportunity over New Year’s to go down to Brazil to
witness the inauguration of the new President. To meet with him
and several members of his cabinet. I was shocked to find out they
consider their government a leftist government. They don’t define
politics as conservative or liberal, that sort of thing down there. Of
course, when I had an opportunity to ask the President what the
main goals of their government is, he said the number-one goal
was balancing the budget. The number-two goal was to try and get
government to the lowest level possible, to that closest to the peo-
ple. Finally, the third was to reduce bureaucracy. That sounds
pretty conservative to me.

They have a whole different understanding, a more comprehen-
sive understanding than we do of the importance of balancing a
budget down there. They can see how it affects their economy, and
we ought to be able to see that, too.

When I came 6 years ago, we talked about balancing the budget,
and we did a balanced budget constitutional amendment debate.
We didn’t pass that, but the American people held our feet to the
fire and said balance the budget. We got the message, even though
we didn’t get the constitutional amendment. We balanced the budg-
et and we did that for quite a while.

However, in recent years, we have started spending more. I think
the worst word in the American dictionary is probably “surplus,”
surplus when you have a huge debt. Apparently, surplus means
you can spend a lot. We did began spending. We avoided that bal-
anced budget, and the economy went down. I do think there is a
relationship there.

Now, to get to my questions, Mr. Baroody, you mentioned a lot
about asbestos. What are you suggesting as a solution to the asbes-
tos problem?

Mr. BAROODY. Senator Enzi, the Asbestos Alliance, which the
NAM leads and is comprised of now more than 150 organizations,
most of them companies but some other associations, has for some
time been urging on the Congress consideration of legislation that
in its essence would establish in law medical criteria that would
encourage if not require that the courts make the vital distinction
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they are not now making, namely, between people who are sick and
deserving of compensation and people who are not sick.

The corollary to that would be to take the latter group, the peo-
ple who are not currently sick, even if they can propose evidence
of exposure to asbestos, which a lot of us can do, and suggest that
the statute of limitations be tolled, so that if they should subse-
quently become sick, they haven’t forfeited by artificial deadline in
the law the opportunity to seek compensation subsequently.

There are other aspects to the legislative ideas we have urged on
the Congress, but the essence is that medical criteria approach.

Senator ENzI. Thank you.

For each of you, again, referring back to my comment about a
balanced budget and the inability of Government to spend a coun-
try into wealth, a proposal that keeps coming up is for giving $150
or $300 to everybody in the country. Isn’t that a rather small level
even for those at or below the poverty wage? So how much of an
impact will that have? Is that the best way for us to go? Let’s start
with Mr. Malpass.

Mr. MALPASS. For a lot of people, $100 or $300 is significant, and
so I don’t want to dismiss that as a generosity by the Federal Gov-
ernment. I guess the issue is whether you create more jobs and
long-term growth by having the Government take money from the
people and then give it back to certain people. That is a redistribu-
tion of income. You tax from one group and then you give back. In
fact, we have huge transfer programs which have that effect. It is
part of the progressivity of our system.

One of the debates that is going on right now is simply what will
be the first quarter or the second quarter growth rate if we gave
$300 to everybody in the country. I think that we just wouldn’t see
that much impact because a lot of the people that get that money
would figure out that in the end the Government was going to get
it back from them. So they might spend a little of it and save some
other part of it, and we wouldn’t have accomplished anything in
terms of changing the growth incentives for companies to be cre-
ated, to hire workers and make long-term growth.

Senator ENzI. Mr. Sperling?

Mr. SPERLING. Thank you, Senator. As to your direct question, I
think that the idea is and the relation to growth is that if you get
too many companies sitting on the fence, essentially they are look-
ing out and not seeing many people spend. Then it is understand-
able that they don’t want to invest or hire more people now. The
more they do that, the weaker consumer confidence gets, the less
people spend, and you get a more negative cycle. So that is why
I think as an insurance policy injecting money into people who are
likely to go to the store, spend it, so that it might at least convince
some companies to not do further layoffs and hopefully get people
expanding again makes sense.

In terms of the question of the impact and the balanced budget,
this is how I would look at it. When you are trying to stimulate
the economy, I think you could make a good case for doing more,
Senator, than that amount. So, for example, I think one could go
higher in your tax cut for families to help stimulate the economy
now. I would not make—but I think when you extend that, then
you have to deal with the benefits of that versus the negative costs
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that you mention of moving away from balancing the budget, be-
cause tax cuts or spending will both likely have a negative impact
on the long term, which is why, if I could be bold enough to say
where I would be, I think a good compromise for this Congress
would be to take some of President Bush’s ideas to give people clos-
er to—families closer to $1,000 this year to help inject more spend-
ing into the economy right now when we need it, but just make it
a l-year plan. Let’s get that done quickly when we need it now.
Then we all have these major debates on dividends, long-term tax
cuts. Some of us would like to freeze some of those things. Let’s
have that debate later. Let’s not have those debates about the long
term hold us from injecting something into the economy right now
that could help stimulate demand and make sure we don’t fall into
a negative cycle.

Senator ENzI. Again, I have to apologize to Mr. Baroody, but I
have used up my time.

Senator Corzine.

Senator CORZINE. Thank you, Mr. Enzi. I truly appreciate this
discussion. I think this is the heart of the issues that need to be
debated with regard to how our Government interfaces on economic
policy. I am a big believer that national savings actually ends up
driving investment and we ought to do those things that improve
that. I come down on the side of thinking managing our Federal
deficit over a cycle toward balance is the best way to improve par-
ticularly private sector investment, and we need to address that. I
appreciate the discussion we had about the interaction of particu-
larly Mr. Sperling’s interaction of growth and our economic situa-
tion, the Federal and State budgets. I think to talk about $90 bil-
lion worth of deficits at the State level and talking about growth
progl]{rams or stimulus programs that ignore that I think are very
weak.

What I would—since the heart of the proposal on the table for
growth—I guess we are not using the word “stimulus”—is the divi-
dend exclusion. I would like to poke around a little bit on that.

Am I not correct, David, or any of the witnesses, isn’t valuation
of most companies driven by net free cash-flow? Isn’t that the basic
theory of how we get to——

Mr. MaLpass. I will go along with that.

Senator CORZINE. I would like to understand how it is that when
we take cash off the balance sheet of corporate America at a period
in time when we are not seeing strong investment, that we think
that is somehow or another is going to encourage growth or stim-
ulus. One might argue, no matter how you felt about double tax-
ation on dividends, that potentially you would want to have the
dividend potentially deducted at the corporate level to deal with
the interest issue, but you wouldn’t want to take cash off a balance
sheet if you are trying to grow companies. When you go to a bank,
you have to put down a margin. When you hire people, you have
to pay them. You have to have cash to be able to do that. It seems
to me that when we see these economic models show a slow to lim-
ited growth even by the President’s projections, I think what we
are actually seeing is a robbing of cash off the balance sheets of
companies. This is a pretty dangerous thing to do in a period of
slack growth.
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Mr. MALPASS. I don’t think I agree with that way of thinking
about it. Let me see if I can state my view on it.

Right now, if a company has retained earnings or, over its life,
is going to earn money and create retained earnings, there is a
wedge between that company and the shareholders. There is a toll
gate. If you want to give the cash to the owners of the company,
you have to pay a hefty tax to the Government.

That blocks the turnover of capital within the economy, so you
have a lot of companies that really don’t need the cash. The logical
thing for them to do is give the cash to the shareholders who can
then reinvest it somewhere more effectively. That can be achieved
by lowering the toll on the capital.

As far as free cash-flow, if you lower the double taxation of cor-
porate earnings, which I think is an onerous burden right now, you
get a lower cost of capital and a better distribution of capital with-
in the economy. You get companies that don’t need the cash giving
up some of their cash to companies that can have a higher return
on investment from that new cash.

Senator CORZINE. How does that connection work? I mean, is
there any kind of certainty that the cash that Microsoft gives up
on its balance sheet is going to go to someone that is going to have
a higher rate of return on capital in that? Why is that stimulus or
growth in any kind of short-term period of time? Isn’t it really the
judgment about what the internal rate of return would be available
on various investments that that company has?

Mr. MALPASS. As we think about the late 1990’s, I think one of
the things that happened was a bubbling in Nasdaq. Part of that
was because companies had every incentive to keep all the cash
and go make acquisitions, even at very high prices. If we had had
a cheaper method of distributing cash to shareholders, I think you
wouldn’t have seen some of those decisions made. Some of the ac-
quisitions were simply made because the corporation had excess
cash. They knew they were not supposed to give it to shareholders
because that subjects it to extra taxation. So they acquired some
other company.

Senator CORZINE. I don’t think the technology industry or the
folks that were creating software and all of the productivity growth
would argue that their choice was holding it back for their own
purposes or even in mergers. It was really to reinvest back into the
growth in the economy. Objectively, I certainly hear that. I heard
certainly here the principle of holding cash as the basis of invest-
ing.

Mr. MALPASS. Double taxation also causes unwise investments by
companies. Every day a company is making a decision how much
to invest in R&D. They have a choice: Should they dividend the
cash or should they hire another scientist to try to invent some-
thing new? With the toll gate that we have right now, there is real-
ly no logical or rational way that the company can make that deci-
sion accurately. They are inevitably going to pay lower dividends.
It stagnates the rotation of cash within the economy to have this
toll gate.

Senator CORZINE. As you know, by the way, just on a factual
basis, only about 50 percent of reported corporate earnings are
taxed. The beneficiaries, when you use a divided exclusion, even by



75

your own numbers, 50 percent of the American people have no par-
ticipation in dividends. If you then look at IRAs, 401(k)’s, tax-ex-
empt pension funds, you get the number of people actually bene-
fiting from this so-called savings of double taxation down to about
a quarter of the population of supposed dividend beneficiaries.

Mr. MALPASS. I do think it would change the capital structure
and the distribution of taxation. We will see rotation within the eq-
uity ownership. I think what you gave there was somewhat of a
static analysis. I think people who ought to own dividend-yielding
stocks will rotate from less wise investments into wiser invest-
ments. I think you will get an efficiency gain within the economy
simply from the rotation of ownership.

Right now a lot of people make investment decisions—you have
to—on an after-tax basis. The double taxation of corporate earnings
right now drastically distorts the decisions made on which stocks
people own and how much cash a corporation holds.

Senator ENZI. Senator Bunning.

Senator BUNNING. Thank you very much. I have an opening
statement. I would like to ask unanimous consent that it be put
into the record.

Chairman NICKLES. Certainly.

[The prepared statement of Senator Bunning follows:]
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STATEMENT FOR SENATOR BUNNING
SENATE COMMITTEE ON THE BUDGET
STATE OF THE ECONOMY
JANUARY 29, 2003

THANK YOU, MR. CHAIRMAN.

[ WAS VERY PLEASED TO SEE THAT YOU
HAVE CHOSEN THIS TOPIC OF THE STATE OF
THE AMERICAN ECONOMY FOR YOUR FIRST
HEARING IN THIS COMMITTEE. ONE OF THE
FIRST PRIORITIES OF CONGRESS AND THE
ADMINISTRATION MUST BE TO HELP GET

OUR ECONOMY BACK ON TRACK.
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[ FEEL THAT THE PRESIDENT’S RECENT TAX
STIMULUS PROPOSAL WAS A GREAT START
AND ILOOK FORWARD TO WORKING WITH
THE ADMINISTRATION AND THE OTHER
MEMBERS OF THE COMMITTEE UNDER THE
LEADERSHIP OF CHAIRMAN NICKLES TO
INCREASE THE HEALTH OF THE AMERICAN

ECONOMY.

STATISTICS RELEASED YESTERDAY
SHOWED NATIONAL UNEMPLOYMENT
NUMBERS AT 6% WERE PARTICULARLY

TROUBLING.



78
WHILE I AM HAPPY TO REPORT THAT THE
UNEMPLOYMENT RATE IN THE
COMMONWEALTH OF KENTUCKY IS BELOW
THE NATIONAL AVERAGE, AT 5.4% IT IS
STILL TOO HIGH. THAT 5.4% REPRESENTS
FAR TOO MANY KENTUCKY WORKERS AND

FAR TOO MANY KENTUCKY FAMILIES.

IT IS IMPERATIVE THAT WE WORK
TOGETHER TO CREATE JOBS THROUGH
IDEAS AND PLANS THAT WILL INCREASE
THE HEALTH OF THE ECONOMY NOT JUST IN

THE SHORT-TERM, BUT IN THE LONG-TERM.
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IT IS THROUGH INCREASING BUSINESS
INVESTMENT THAT THE ECONOMY WILL

STRENGTHEN AND GROW.

I THANK OUR WITNESSES FOR THEIR
WILLINGNESS TO SHARE THEIR EXPERTISE
AND KNOWLEDGE WITH US TODAY AS WE

CONTINUE TO EXAMINE THESE ISSUES.

I HAVE A NUMBER OF QUESTIONS AND I AM
LOOKING FORWARD TO HEARING YOUR

RESPONSES.

THANK YOU.



80

Senator BUNNING. I have a copy of the new CBO baseline update,
and it shows that by the year 2007, we will be back to a balanced
Federal budget. Even if the main elements of the Bush tax cut
were made permanent, and even if the Bush growth plan were en-
acted, it appears that the budget would be balanced only 1 or 2
years later, by 2008 or 2009, under the baseline scenario. Adding
the cost of Medicare expansion, a war, and other assumptions, of
course, could put this date out farther.

I would like to ask a related question to the asbestos litigation.
I understand that approximately $20 billion has been paid out by
companies for claims and costs relating to asbestos litigation and
that this number is estimated to reach as high as $275 billion. This
issue is having an intense impact on some of the companies in my
home State of Kentucky, with companies setting aside vast
amounts of reserve cash to deal with this litigation. This is cash
that could be used to improve capacity, grow businesses, and create
jobs for Kentuckians.

Could you address the impact that this litigation is having on
our overall economy? Could you comment on ways that Congress
can help to mitigate—I know you have commented some—mitigate
the negative effect of this litigation on the economy as a whole?

Mr. BAROODY. Senator Bunning, it is more like $54 billion that
has already been spent.

Senator BUNNING. $54 billion instead of $20.

Mr. BAROODY. Yes.

Senator BUNNING. Thank you.

Mr. BAROODY. On dealing with the asbestos liability.

Senator BUNNING. What about the estimated reserves?

Mr. BAROODY. The estimated present and future liability totals,
there are several estimates that exceed $200 billion, and $275 bil-
lion is a realistic and a reasonable estimate that concerns us a lot.

I have characterized that in my statement as an anchor on not
just but primarily on the manufacturing economy’s ability to grow
as robustly as we ought to be growing at this stage in a recovery.
We are doing—the overall economy is doing no better than half as
well as it ought to be in this stage of a recovery, manufacturing
even worse.

The overhang of that liability, the uncertainty that attaches to
it, the necessity for companies to think about establishing the re-
serves you are addressing, all decrease the degree to which compa-
nies can be thinking about hiring, increasing wages, and making
job-creating and productivity-enhancing investments in both the
short and the long term.

The reason that the National Association of Manufacturers is a
proponent, as I alluded to in my statement, of the President’s pro-
posal is that we think it looks both to the short and the long term
on the tax side. We certainly need—we urge the Congress to look
at the huge impact in the same terms, short and long term, that
these inhibitors to growth that I have talked about and stressed in
asbestos represent. They destroy jobs. They dry up the retirement
savings of growing numbers, thousands and tens of thousands of
people around the country, and they depress the economic well-
being of the communities they operate in.
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Senator BUNNING. They also put a lot of companies out of busi-
ness.

Mr. BAROODY. That is correct. They throw them into bankruptcy.

Senator BUNNING. OK. One other question. The U.S. trade deficit
is now running close to about $400 billion a year, nearly 4 percent
of the gross domestic product. One explanation for this increase in
the trade deficit is the effect of a strong dollar—or at least what
used to be a strong dollar; it is kind of weakening as we go on—
on both the price of products exported from the U.S. and products
imported to the U.S.

Could you discuss whether the current prices of the U.S. dollar
are in line with the economic fundamentals? If not, what steps
should the Government be taking to bring the dollar more in line
with the global currency markets?

Mr. BAROODY. Senator Bunning, we have spoken out,
unapologetically, now for a year and a half or more about our
sense—not that the dollar is strong or weak but that it is, in our
view, overvalued and that the overvaluation of the dollar against
all global currencies is having the impact you just identified and
is contributing to the record balance of accounts problems that you
identified in significant ways.

First, the good news is that the dollar has come down in its over-
valuation against a basket of currencies by about 15 percent over
the last 6 months or so. We are hopeful that that will be accom-
panied—first, that that trend will continue and it will be accom-
panied by growth globally——

Senator BUNNING. Well, but then explain to me why the deficits
are continuing to accelerate as far as our trade is concerned.

Mr. BAROODY. Because that is

Senator BUNNING. In other words, how much lag time is in
there?

Mr. BArRoODY. Well, we are just beginning to see something of a
response on exports, and it is not enough yet. That is the first an-
swer. There is a lag time. The second is that the 15-percent recen-
tering of the value of the dollar goes perhaps half as far as our
sense is that it needs to go. Against some of the Asian currencies,
there continues to be a mismatch between what the market would
set as the value of their currency relative to ours of 25 or 30 per-
cent. So we have not yet seen the effect we call for in terms of re-
valuing the dollar according to market forces. What we have seen,
while it goes in the right direction, has not been enough, and the
lag times are just beginning to elapse sufficient that we will see
some response.

I would make one other point. You asked what we would have
done about it. Back in the 1980’s, there was intervention on the
value of the dollar. The National Association of Manufacturers is
not calling for an overt intervention. We are calling for two things:
first, that the rhetoric of our National Government about a strong
dollar make the point that what we want—what we view as a
strong dollar is one where the market sets the value. We have
asked for the Administration to shift its rhetoric into neutral, is the
way I put it. We applauded what the President said at the summit
last summer, speaking about the need for the dollar to be set by
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market values, among other reasons, in the interest of a manufac-
turing recovery and competitiveness.

We would ask that our Government also encourage other foreign
governments, including those I pointed to in Asia, to cease their
own intervention, which tends to keep their currencies artificially
low and ours artificially high.

Senator BUNNING. Last question for Mr. Sperling and Mr.
Malpass. I am curious about your views toward capital gain tax re-
form. Do you support lowering or repealing the tax? Would you ad-
dress the impact of capital gains tax cuts or repeal could have on
the economy in the short term or long term as well? Either one.

Mr. SPERLING. Well, I guess the first thing I think we would
probably all agree on is that whatever the benefits or dis-benefits
of it, it would not be what you would call a stimulus proposal in
the sense you are actually trying to encourage people to essentially
save and invest more.

There has always been a lot of religion on this issue. To me,
there is very little to suggest that further lowering of the capital
gains tax would have any noticeable benefits on our economy. As
you know, in 1997, we did have a bipartisan agreement to lower
the capital gains, and we went along with that. As you know,
President Clinton signed that. I at this point would not see a rea-
son to go further.

My more basic point, sir, is that I think whenever we——

Senator BUNNING. I don’t want to interrupt, but I want you—
what was the spike when capital gains was reduced by 8 percent
in the revenue for the United States Government? There was a
huge spike. I think it was close to $65 billion.

Mr. SPERLING. Well, Senator, nobody disagrees that there was—
that the late 1990’s were a tremendous economic period in terms
of revenues coming in and investment. We had the unusual situa-
tion of the longest expansion in history actually growing strong,
growth and higher productivity near the end. I myself would at-
tribute that more to kind of more sound fundamentals in terms of
fiscal discipline, I think wise monetary policy, than the capital
gains reduction per se. The comment I was going to make is that
I think the important thing when doing tax cuts is to calculate in
not just whatever marginal incentives they may have, but the po-
tential negative impacts that one has from raising the deficit, and
to make one’s calculations in that way.

So, for example, on dividend exclusion, I would think that an
overall corporate tax reform in which dividends were taken care of
in a way that did not raise the deficit

Senator BUNNING. You are not getting to my question. You have
given——

Mr. SPERLING. I am sorry, Senator.

Senator BUNNING. I asked you about capital gains, and now you
are on dividend exclusion.

Mr. SPERLING. I am sorry, sir. I do not personally nor do I think
that many people would attribute the strong increase in capital
gains or revenues significantly to the cut in capital gains we had
in 1997.

Senator BUNNING. Thank you.

Mr. Malpass, do you have an opinion on that? I am finished.
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Mr. MALPASS. I think there was a direct effect. As you lower the
rate of tax on something, you get more of it. If you lower the cap-
ital gains tax, you are going to get more capital gains. That is one
of the factors that we saw.

We saw another example. Congress in its wisdom lowered the
capital gains taxation on houses in roughly 1997. What we saw was
the value of houses go up and the number of houses go up. The
same analogy would apply to equities.

The value of a given equity is the after-tax value. If you lower
the capital gains tax wedge that is in there right now, the equity
market is going to respond favorably to that.

We are in a situation right now where a lot of people have cap-
ital gains loss carry-forwards——

Senator BUNNING. I guess we do.

Mr. MALPASS. If you lowered the capital gains tax rate right now,
the Government wouldn’t even lose very much in the short run. I
think you get even more of a benefit right now this year from a
capital gains tax cut than you would have, say, in the peak period
in 1999.

Senator BUNNING. Thank you very much, Mr. Chairman. All I
can say is that for the first time we have a positive scoring esti-
mate on lowering the capital gains tax rate by CBO and OMB.

Chairman NICKLES. Thank you, Senator Bunning. I am just look-
ing at the history of capital gains receipts, and it is pretty signifi-
cant increases that happened after the tax reduction from 28 to 20
percent. It is also a pretty significant reduction in the revenues.
Actually, this is startling. From 2001 to 2002, revenues on capital
gains went from 97 to 55. That is a $42 billion decrease and almost
a 45-percent reduction, something like that, very significant.

Senator SARBANES. Were the rates increased at that time?

Chairman NICKLES. No.

Senator BUNNING. No. There weren’t any profits.

Senator SARBANES. The rates stayed the same, so it was the
economy that did that, I take it.

Chairman NICKLES. Yes, there was a 45-percent reduction in
Nasdaq in the year 2000 that had something to do with that, and
I had some of those that crashed as well. [Laughter.]

Chairman NICKLES. Senator Stabenow.

Senator STABENOW. Thank you, Mr. Chairman, and thank you to
each of you for coming and speaking to the Committee today.

I wondered, Mr. Baroody, coming from the great manufacturing
State of Michigan, if we might talk a little bit about pressures on
manufacturers for a moment. I am proud of what we make in
Michigan, not just automobiles but refrigerators and washing ma-
chines and all kinds of things. I happen to believe that the economy
is based on making things and that a manufacturing base is crit-
ical to the United States economy.

I would agree with you that asbestos is an issue that has to be
addressed, and I would encourage the Judiciary Committee to do
so.

Where would you rank health care costs to your members right
now as a pressure on your bottom line?

Mr. BAROODY. It is a huge and durable concern that has sort of
come back with a vengeance, if I could put it that way, in the last
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2 or 3 years. Increasingly our members, and especially our smaller
members—the majority of NAM members are small—are reporting
double-digit health coverage cost increases again. We had hoped in
an earlier period that we had seen the end of that. Unfortunately,
we haven’t seen it. It is coming back very hard, and it is prompting
the squeeze I talked about. If you can’t raise prices but your costs
go up, in this case health care costs, something has got to give. The
response from a growing number of our members is that they have
had to require of their own workers a greater copay, a greater pre-
mium share if they have any hope of maintaining coverage.

Senator STABENOW. I am hearing the same thing, and nationally
we are seeing the average costs of health insurance has risen 12.7
percent just in the last 2 years. In talking with manufacturers in
Michigan, for instance, Daimler-Chrysler shared with me that they
are now spending more on health insurance than they are on pur-
chasing the raw materials for the vehicles.

What was interesting to me is that about half of that cost is the
explosion in prescription drug prices, and I wanted to note that as,
Mr. Chairman, you spoke about having the second highest dividend
taxes, we pay the highest prescription drug prices, our businesses
and our individuals, of anywhere in the world. I would suggest that
we have to tackle that. The average brand name product is going
up three times the rate of inflation.

So when we look at where we ought to be addressing cost issues
for manufacturers, for other businesses, as well, as you said, for
employees—they are paying higher copays or maybe taking a pay
freeze so their employer can maintain their insurance policy—this
is a huge squeeze both to workers and families as well as busi-
nesses. I would hope that as we are debating what we are doing
in terms of the budget and the economy that we would include
health care costs as a part of that.

I am wondering, we have been attempting to increase competi-
tion through greater use of generic drugs and other opportunities
to lower prices, and I certainly would encourage the manufacturers
to be involved in that debate. I am sure you are.

Mr. BAROODY. Yes, ma’am.

Senator STABENOW. This is a major issue in terms of a drain and
a squeeze on the economy right now. I would suggest as well in
terms of double taxation, you have people paying the payroll tax,
seniors who have paid it all their lives who now are on top of that
having to struggle with their prescription drugs because it is not
a part of Medicare. So there are a lot of ways in which people are
taxed doubly and pressured doubly and triply with that.

I would like to ask about another kind of proposal. I am a pro-
ponent of doing something immediately. I put in legislation last
time to create a major bonus depreciation and believe in stimu-
lating the economy immediately in terms of investment. I certainly
want to support efforts to do that. An effort that has been sup-
ported by the Business Round Table and others has been the idea
of a payroll tax cut or refund based on the payroll tax. I am won-
dering if the manufacturers have looked at that and taken a posi-
tion.

Mr. BAROODY. Ms. Stabenow, we have looked at it. We have not
included it in our priority approaches or recommendations to this
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Congress or to the Administration about stimulus—or, we think
more accurately, the term “growth”—provisions.

If you would indulge me, we put it this way: We are not sure at
the NAM that we or anyone else really knows how to stimulate an
economy that is this large and this traumatized. The effort to accu-
mulate a number of short-term provisions is, we think, bound to be
complicated and the payroll tax provisions would be complicated
particularly, again, for a lot of smaller employers like our small
manufacturers.

Also, we think that proposals that can promise some short-term
effect and do so in a way that builds toward a stronger and more
durably growing long-term effect are the ones we would prefer.
That is why we are so enthusiastic about marginal rate cuts as op-
posed to temporary provisions to try to put—to accelerate demand
by putting money immediately in people’s pockets.

That is also why we did favor and recommended an end to the
double taxation of dividends. Frankly, we would have preferred it
on the corporate side and have done a lot of analysis over the years
indicating to us that that could have a very big growth impact if
it were enacted. Certainly on the expensing side for small manufac-
turers, we are very encouraged by the proposals that I think both
parties are talking about in terms of increasing depreciation or ex-
pensing for small manufacturers.

When we looked at all the possible proposals, we ended up
prioritizing first the three provisions I just talked about—end of
double taxation, acceleration of marginal rate cuts, and something
to spur business investment over a longer period of time than just
1 year—rather than looking at the payroll tax provisions or ideas
that others have talked about, including the BRT.

Senator STABENOW. Mr. Sperling, would you like to respond to
the proposal I know that has been introduced in the Senate relat-
ing to payroll tax really both for business and for workers?

Mr. SPERLING. As I said, I think that as an insurance policy
there is adequate justification for a one-time injection of funds. It
is a stimulus policy. I have in the past hoped that such could have
been timed in 2001 and 2002 with the Christmas shopping season
where I think people would be more likely to take their check and
spend it, and perhaps had we had that, it could have prevented us
from having the weak Christmas shopping season we did.

I think the level—I think it becomes highly complicated, how-
ever, to actually try to month by month change withholding. So my
belief would be that it would be better to do it as a single rebate
check off last year’s payroll. I personally would limit it to the em-
ployee side so that it would be more focused on getting demand
going. That is where I believe we have our greatest weakness.

I guess my final comment, which I was trying to make before, is
that whenever we judge these tax cuts, we do have to look at the
full—you know, Chairman Nickles talked about you have to look at
the full picture. The full picture is simply that you have to recog-
nize that there are positives, perhaps in demand, perhaps longer-
term work incentives, but there are also negatives when the deficit
rises and we crowd out private sector savings.

In 1997, we did things like capital gains and other things in the
context of a balanced budget plan that actually increased fiscal dis-
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cipline. So on all of these discussions, I would just encourage peo-
ple not just to look at one side of the coin but look at the balance.
My feeling is if it is one time only and it helps stimulate the econ-
omy, it will not have a long-term impact, it is worth the risk. When
things are going to have longer-term permanent impacts on our
deficits in the decade where we need to be saving more to deal with
the long-term entitlement challenge coming, then I think it is in-
cumbent upon us to do a more comprehensive analysis of the bene-
fits of the tax cut weighed against the disadvantages of hurting our
national savings.

Senator STABENOW. Just a closing comment, Mr. Chairman, if I
might. I find it so interesting, the debates that we have in theory
in terms of how to stimulate the economy and how to create growth
when we have, I would reiterate—and I have said this before. We
have two examples, actually going on three now, of differences, one
worked, one didn’t. The 1980’s was very much a supply side ap-
proach, relieving those at the higher incomes, hoping that will
trickle down. We saw massive increases in national debt, explosion
on interest rates. The 1990’s was different. In 1997, I was in the
House when we balanced the budget for the first time in 30 years,
a focus on slowing spending, on balancing the budget, paying down
the national debt, and focusing on education and innovation spend-
ing.

Now we are back to policies that look more like the 1980’s, and
if this was just a theoretical discussion, I guess it would have more
impact on me. We have practical realities of what worked and what
hasn’t worked. I would hope that we would focus on what has
worked because it was very significant in the 1990’s.

Chairman NICKLES. Senator Stabenow, thank you very much.

Senator Allard, I apologize. I noticed that you came very early
and then stepped out and maybe got lost in the queue and maybe
because I stepped out as well. So I apologize for that, but you are
next and thank you.

Senator ALLARD. Well, Mr. Chairman, no concern on my part,
and I am just glad to be here on the Committee. I apologize for
having to step out, and I missed the testimony from Mr. Baroody
and Mr. Sperling.

I did appreciate the testimony that Mr. Malpass provided us
with, and you talked about an increase in personal spending. The
question that came to my mind: What was happening with busi-
ness spending? I had read reports where business spending had
come down. I didn’t see in your comments or the report that you
were putting here for the Committee where you talked anything
about business spending. I would like to have you comment on
that, if you would, please.

Mr. MALPASS. Business spending in the 1990’s grew strongly. In
fact, in some areas

Senator ALLARD. In the recent time period.

Mr. MALPASS. In 2002, we were in a recovery. People are often
saying that there was simply no business investment going on.
That is actually not the case.

There was a crash in aircraft spending. Taking that out, almost
all other sectors of business equipment saw growth in 2002. U.S.
equipment investment, was $954 billion in the first quarter of
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2002. That compared to $452 billion for the whole European Com-
munity. I think it is important that people put in perspective the
magnitude of the U.S. economy, even in 2002, which we think of
as a weak recovery. Every quarter our investment was roughly
double what Europe was doing. That really has a powerful implica-
tion for productivity growth into the future.

Senator ALLARD. So the business spending and the personal
spending, pretty much the same?

Mr. MaLpAss. Consumption, unlike previous recessions, didn’t
dip in 2001. Business spending often takes off in the second year
of a recovery. It didn’t do that this time. Overall business spending
versus a normal recovery was weaker than the normal jump.

Senator ALLARD. So your conclusion is that we need to do some-
thing to stimulate some business spending. Is that your conclusion?

Mr. MALPASS. Yes, certainly. I would be happy with stimulus or
growth measures. If you create a good environment for the econ-
omy, that is a stimulus in the near term because people anticipate
the better future.

What I think would be important is to create a good climate long
term for investment. That is going to cause people to buy equip-
ment today.

Senator ALLARD. So you are of the view that if we would take
away the double taxation on dividends, that would be a stimulus
for business spending.

Mr. MALPASS. Correct. It’s both a near-term and long-term stim-
ulus. There really is no difference in my mind between what is a
stimulus and what is a growth-oriented change in the Tax Code.
They are both going to operate the same because people look
ahead.

Senator ALLARD. Now, I read over the President’s proposal on re-
ducing the double taxation on dividends. There is a lot of paper-
work—I see a considerable amount of paperwork that is involved
because you take how you are going to carry that over to the indi-
vidual stockholders, and if there is—particularly a company has
said part of it is going to be subject to double taxation and part
of it will not be on your dividends, then you have percentages that
have to be carried over into all your allocation distributions to your
shareholders.

Do you view that as a significant disadvantage for business that
they would not respond to that increased recordkeeping require-
ment?

Mr. MALPASS. As you change the Tax Code, there are always con-
sequences.

Senator ALLARD. Yes.

Mr. MALPASS. Some of them are a 1-month cost in terms of pro-
grammers.

As I have heard it explained, the 1099 form that people now get
can be changed to show tax-free dividends and also deemed divi-
dends. What we are talking about is enough computer program-
ming so that when you get that year-end statement, it shows some
additional information.

Senator ALLARD. So with the age of computers, you think it is a
very workable solution then?
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Mr. MALPASS. I can’t speak for Bear Stearns on that. We are a
huge paperwork generator. I don’t know our position on that. I
have heard the Administration talk about the paperwork require-
ment, and it sounds to me like it is quite manageable.

Senator ALLARD. Yes, OK. I just want to say, Mr. Baroody, it is
good to hear you say that you didn’t want to see a lot of interven-
tion on your question here to Senator Bunning about the value of
the dollar. I am, I think, of like-minded view. I want to see the
markets carry that value of the dollar. I would just add on top of
your comment that when our trade deficit has been most favorable
has been during the Great Depression, and also during the end of
the 1970’s when we had the misery index, and that is when our
trade deficits were most favorable. I have always felt that trade
deficits actually reflected the condition of the economy, and if the
economy was doing good, we bought more goods and services, and
so our trade deficit would change. Could you comment on that?

Mr. BAROODY. Senator, our concern is not so much with the im-
balances in the deficits. Obviously that is a symbol of the concern,
but it is much more hard-edged than that. Companies which make
heavy equipment find that they are at a 10, 15, 25 percent cost dis-
advantage with their global competitors for only one reason: the
imbalance in the dollar.

Senator ALLARD. Yes.

Mr. BAroODY. If the market would be allowed to set the value
of that dollar, that imbalance and disadvantage would go away.
Our exports would rise. Our exports-dependent employment, which
are all very good, highly skill-demanding, but highly rewarding
jobs, would also rise.

So, yes, we are not talking about some Machiavellian interven-
tion. We are talking about letting the market set the value of glob-
al currencies, including but not limited to the dollar. If we do that,
a lot of manufacturing’s exports problems get ameliorated signifi-
cantly.

One point. I mentioned the distinction between this recession we
are coming out of and all the previous ones. Contrast it with the
one of 10 years ago, similarly characterized as relatively mild, and
not with the same adverse impact on manufacturing I reported to
you today. One of the reasons was that even during that 1990-91
recession, export growth by the United States held up at about 7-
percent rates. In this recession, export volume actually declined,
and we think it declined primarily because of the value of the dol-
lar.

Senator ALLARD. One more question, if I might, Mr. Chairman.
Mr. Malpass, you had a question over here from my colleague
about a refund or some kind of reduction in the payroll taxes. Most
of the payroll tax is Social Security. That has got to have an impact
on the Social Security Trust Fund, wouldn’t you say? So, in effect,
we aire taking money right out of Social Security with that pro-
posal.

Mr. MALPASS. That has been confusing to me. Right now, as peo-
ple pay Social Security tax and their employer pays it, it goes into
the trust fund. So if there were a holiday, it seems as if it would
stop the buildup.

Senator ALLARD. Have an adverse impact on Social Security.
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Mr. MALPASS. So I guess I haven’t understood that. From an eco-
nomic point of view, the question is: Will you get much bang for
the buck out of a short-term tax cut like that where everybody
knows that the rates are going to go right back up? My view is that
you won't.

Senator ALLARD. Mr. Chairman, thank you.

Chairman NICKLES. Senator Allard, thank you very much.

Next we have Senator Sarbanes.

Senator SARBANES. Thank you.

Chairman NICKLES. Senator Sarbanes, thank you as well for—
how many years on the Committee?

Senator SARBANES. I stopped counting.

Chairman NICKLES. Twenty-some?

Senator SARBANES. No, I haven’t been on it that long.

Chairman NICKLES. Not that long. Well, anyway, welcome.

Senator SARBANES. Mr. Malpass, do you support an amendment
to the Constitution of the United States to require a balanced
budget?

Mr. MALPASS. Senator Sarbanes, in 1997, I testified on that. In
my testimony at that time, I went through quite a few of the eco-
nomic issues that I think are important. I don’t know where I
stand right now. I guess my view of this is that is very important
that Congress restrain the growth rate in spending. That is where
my focus is right now.

Senator SARBANES. At the moment do you support an amend-
ment to the Constitution to balance the budget?

Consistent with your 1998 position?

Mr. MALPASS. I haven’t thought about it.

Senator SARBANES. You support President Bush’s economic pro-
gram, which would increase the deficit. Is that correct?

Mr. MALPASS. I have thought a lot about that. I support the pro-
gram because I think it would be stimulative to growth.

Senator SARBANES. It will increase the deficit.

Mr. MALPASS. Well, in the long run, no. It is going to reduce the
deficit by creating a better capital structure for the U.S. I think our
focus has to be on how do we get out of this debt

Senator SARBANES. Well, will it create a deficit in the short run?

Mr. MALPASS. I think it will increase the deficit depending to
some extent on the growth response that we get in that first year.

Senator SARBANES. If we had a constitutional amendment requir-
ing a balanced budget, as you advocated only a few years ago, we
WO}?ﬂdn’t be able to do President Bush’s economic program, would
we?

Mr. MALPASS. The proposals that were before Congress at that
time, it seems to me, had exceptions for war and for other things.
So I don’t know—I think the exceptions may have been triggered
by our current situation.

Senator SARBANES. I don’t think so, but we can go back and
check that.

Mr. Baroody, do you support a constitutional amendment requir-
ing a balanced budget?

Mr. BAROODY. Senator Sarbanes, I believe that the NAM has had
for some time on its policy books support for such an amendment.
It is not a current category of our—I alluded to our pro-growth,
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pro-manufacturing policy agenda. We don’t mention that in it and
haven’t in recent agendas.

Sel}?ator SARBANES. You support President Bush’s economic pro-
gram?

Mr. BAROODY. We do.

Senator SARBANES. How would one do that if there was a con-
stitutional amendment requiring a balanced budget? You wouldn’t
be able to do it, would you?

Mr. BAROODY. To be candid, Senator Sarbanes, I think you may
be right, and we haven’t thought about that in terms of the two to-
gether. What we have thought about is our own sense of the need
for the manufacturing sector to contribute to—excuse me, to par-
ticipate in this recovery.

Senator SARBANES. Well, I have been very sympathetic to the
manufacturing sector.

Mr. BAROODY. Yes, sir, we know.

Senator SARBANES. I think it is important now to draw out this
obvious inconsistency. The NAM, in reacting to President Clinton’s
speech, says, “The NAM believes that a constitutional amendment
requiring a balanced budget will ensure fiscal soundness,” and
came out in support of it. Now, that seems to have gone by the bye,
as you have just said. It is not really on your current agenda. I am
just trying to get at the point that what is sauce for the goose is
sauce for the gander.

Mr. BAROODY. It is a fair point——

Senator SARBANES. Mr. Sperling, do you support a constitutional
amendment requiring a balanced budget?

Mr. SPERLING. I do not support a constitutional amendment. I do,
however, support Congress through its own mechanisms seeking to
have the kind of pay-as-you-go standards that help lead to bal-
anced budgets and to helping to save for us to deal with the long-
term entitlement challenge.

Senator, I think the main point that you are pointing to is the
most profound. The swing in what was the mainstream view on
deficit reduction and balanced budgets over the last 2 or 3 years
is profound. As you will recall, in the late 1990’s there was almost
a complete bipartisan commitment not only to balancing budgets,
as you recall, but to actually saving the surpluses that come from
Social Security for debt reduction. There was significant notions
that new programs, however worthy, whether prescription drugs or
tax cuts, had to have offsets that would be consistent within a bal-
anced budget structure. I think it will be to our country’s great
long-term disadvantage that we have moved so far away from what
was so recently a bipartisan consensus.

Senator SARBANES. Yes, but that consensus was not on an
amendment to the Constitution. That consensus was on taking a
series of measures that would achieve greater fiscal soundness.

Mr. SPERLING. You can see from right now that the balanced
budget amendment is in some ways too strict, but then not loose
enough—I mean, but not good enough in some ways in the sense
you would not want to be constrained in a temporary moment like
this where you face war or even economic weakness. The balanced
budget actually only allowed you an escape clause at, I think, 1
percent growth, and it would be very difficult to tell when that was
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coming. So our view was that Congress, through responsible poli-
cies, as we saw when there was split Government in the late
1990’s, was able to achieve that with that commitment, but without
a constitutional mandate.

Senator SARBANES. Now, Mr. Baroody, Jerry Jasinowski, the
president of the NAM, testifying before the Senate Banking Com-
mittee last May, said, and I quote him: “The overvaluation of the
dollar is one of the most serious economic problems now facing
manufacturing in this country. It is decimating U.S. manufactured
goods, exports, artificially stimulating imports, and putting hun-
dreds of thousands of American workers out of work.”

I, in fact, agree with this concern of the NAM, and have over
quite a period of time. The Treasury Secretary nominee yesterday
said, “A strong dollar is in the national interest.” When is the NAM
going to be able to find some important administration support for
its concern? It is very clear that some of our competitors are ma-
nipulating the currency in order to gain a trade advantage—I
would put China forward as Exhibit Number One, but they are not
the only ones. How are we going to address this situation?

Mr. BAROODY. Senator, first, we are not for a weak dollar. We
think that the

Senator SARBANES. No, we are not for anything that is weak. We
can’t be for anything that is weak. That is for sure.

Mr. BAROODY. The appropriate term would be “a market-valued
dollar,” and we have found some—and I alluded to it earlier in the
discussion with Senator Allard. We have found someone authori-
tative in the Administration who has articulated the same view. I
was going to fumble to see if I had the quote directly. Forgive me.
President Bush, as I alluded, at a summit late last summer or
early fall, made exactly the statement that you and I would agree
on, I think, that the market should set the value of the dollar and
that we must see to that, among other things, in the interest of en-
hancing manufacturing’s ability to compete.

Senator SARBANES. Well, that is what we keep saying, but how
do you then deal with the problem where you say the market is
going to set the value

Mr. BAROODY. Yes.

Senator SARBANES. One of your prime competitors is not allowing
the market to set the value of the currency but is intervening in
a lot of very shrewd and skillful ways in order to affect the valu-
ation and thereby they gain—I forget the percentage figure—20
percent, I think you said.

Mr. BArROODY. Well, it depends on the product and the country
and currency we are dealing with.

Senator SARBANES. Right. Well, now how do you deal with that
problem?

Mr. BAROODY. Good question.

Senator SARBANES. You say, well, we don’t intervene in the mar-
ket, we want the market to set it. Fine. I accept that. The other
fellow is intervening in order to affect the valuation. Now, how do
you deal with that situation?

Mr. BAROODY. Not easily. I mean, first of all, we have asked for
the Administration, as I have said, to shift its rhetoric into neutral.
We have insisted we are not asking for intervention, but I think
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the corollary to that—and the Administration understands that
this is our view—is that if we are not going to seek intervention
by our own Government and currency exchanges, we do want our
Government consistent with that to speak out against interven-
tions by other countries when they do it.

You are right, people more versed in the currency markets than
I would tell you that perhaps you could add up three or four Asian
countries over the last 3 or 4 years and find that they have made
purchases exceeding $400, maybe even $500 billion of dollars for
the sake of continuing this imbalance.

We think that the world trade and international investment
needs to be governed by rules. The WTO provides some rules. We
want to see through those mechanisms that companies which are
intervening in this way are powerfully induced to cease so that the
market can set these rates.

Senator SARBANES. Well, that is nice phrasing, “powerfully in-
duced,” and I accept that.

Mr. Chairman, thank you very much. I just ought to close by ob-
serving it is really fascinating to watch those who were such vehe-
ment advocates of an amendment to the Constitution to require a
balanced budget—and it extends quite widely, this circle having
relegated that to the mists of the past as they now support sub-
stantive proposals from the Administration that will, in fact, con-
tribute to the deficit. My own view is that we need to run a deficit,
at least in the current fiscal year, in order to try to give a boost
to the economy. So I accept that. I am not in favor of building in
the long-term deficit over subsequent years because I think we
ought to wait and see and make those judgments as we move into
those years in terms of the economy in order to try to maintain
some semblance of fiscal discipline. There are a lot of people
around here who were screaming only a few years ago to amend
the Constitution and have a balanced budget, and that is all simply
gone by the board.

I thank the Chairman.

Chairman NICKLES. Senator Sarbanes, thank you very much. To
our panelists, I want to thank you as well.

We will have our next committee hearing tomorrow morning at
10 o’clock. We will have Barry Anderson, who is Deputy Director
of CBO, also as our principal witness. They just came out with
their budgetary and economic outlook today, so that will be the
subject of our hearing.

To our panelists, thank you very much. I think this has been
very informative and very helpful to us as we try and put together
a package that will grow the economy. So thank you all very much.

Mr. SPERLING. Thank you, Mr. Chairman.

Mr. BArROODY. Thank you, Mr. Chairman.

Mr. MALPASS. Thank you, Mr. Chairman.

Chairman NICKLES. Thank you.

[Whereupon, at 12:16 p.m., the committee was adjourned.]
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Purpose of Study

Asbestos claims have skyrocketed over the past decade.

These claims are pushing many companies into bankruptcy or at least to
the brink of filing for bankruptcy protection.

The current system of paying asbestos claims imposes significant costs not
just on businesses, but on their individual employees. Wages, future
employment prospects, and the ability to save for retirement are all affected.

The purpose of this paper is not to suggest in any way that impaired
claimants are unworthy of assistance, but rather to highlight the fact that
payments to claimants are not free and to illuminate some of the costs
imposed on workers as a result.

This presentation is based on a paper | authored jointly with Joseph
Stiglitz (the co-winner of the 2001 Nobel Prize in economics) and Peter
Orszag. The paper was commissioned by the American Insurance
Association.
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Background Facts

At least 600,000 individuals have filed claims related to asbestos
axposure,

In 1983, RAND estimated that 300 firms had been listed as defendants
in asbesios cases. RAND now estimates that more than 6,000
independent entities have been named as asbestos-liability defendants

The acceleration in claims does not appear to be associated with an

acceleration in the number of severely affected people.

1 The American Academy of Actuaries has concluded that about 2,000 new
mesothelioma cases are filed each year, a flow which is largely unchanged
over the past decade.

RAND estimates that aggregate outlays for asbestos claims total $54
billion. Looking to the future, most analysts believe that the number of
claimants and total outlays for claims will continue to rise.

a  Tilinghast-Towers Perrin, an actuarial consulting firm, projects that 1.1
million claims will eventually be filed, with the total cost to defendants and
insurers amounting to $200 billion.

o Milliman USA, another actuarial consulting firm, also forecasts 1.1 million
total cumulative claims, but it projects that higher total costs ($275 billion).
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Asbestos Claims Have Pushed An Estimated 61
Firms Into Bankruptcy

We compiled a list of bankrupt companies from a
variety of sources.

After compiling this list, we imposed filters to limit our
sample to U.S. firms for which asbestos liabilities
played a substantial role in causing the bankruptcy.

We estimate that 61 companies have faced significant
asbestos liabilities and have filed for bankruptcy
protection under Chapter 11 of the U.S. Bankruptcy
Code as a result.
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Asbestos-Related Bankruptcies Have
Accelerated In Recent Years

Asbestos-Related Bankruptcies By Year, 1978-2002
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One quarter of all firms that have filed for bankruptcy due to
asbestos liabilities have done so in the past 10 months;
nearly sixty percent have filed in the past five years.
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Bankrupt Firms Employed More than 200,000
Workers

We compiled a database of employment for 40 of the bankrupt firms;
data were unavailable for the other bankrupt firms.

The firms for which we have data employed more than 200,000
workers the year before they filed for bankruptcy.

Number of Asbestos-Related Bankruptcies and the Number of Workers
Employed By the Firms, By Time Period

Bankrupt Companies Number of Workers Employed
For Which We Have By Bankrupt Firms Year Before

Time Period Employment Data Bankruptcy Filing

“First Wave™: 1978-1985 2 30,600

"Second Wave™: 1986-1993 13 37,365

“Third Wave™: 1994-1997 i 72

“Fourth Wave™: 1998-2002 24 136.831

Total 40 204,868
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Bankrupt Firms Are Diverse, In Terms of
Industry Group and Geographic Presence

Companies facing asbestos
liabilities are not concentrated in a
particular industry.

s+ RAND concluded that “litigation has
spread to touch firms in industries
engaged in almost every form of
economic activity that takes place in
the American economy.”

Bankrupt companies are currently

headquartered in 19 different

states.

a  Pennsyivania — which contains
heavy concentrations of
manufacturing firms - accounts for
almost a quarter of the bankrupted
firms

The bankrupt companies have (or

had) facilities in 47 states. The only

states without a facility are (were)

Hawaii, North Dakota, and Rhode

Island.

States with and without Facilities of
Asbestos-Related Bankrupt
Companies

3 States

] B States with
Facilities

# States
without

| Facitities

47 States
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Bankrupt Firms Tend To Be Highly Unionized

Many of the firms declaring bankruptcy report particularly
high unionization rates in their SEC filings.

Johns-Manville reported that 42 percent of its workers
were unionized in 1981, the year before it declared
bankruptcy.

Other bankrupt firms also report high unionization rates
for the year before they filed for bankruptcy:

o Eagle-Picher reported a unionization rate of 33 percent;

o Federal Mogul reported 33 percent;

a Armstrong reported 57 percent; and

a Todd Shipyards reported 75 percent.
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Impact of Bankruptcy on Employment

After adjusting for the changes in industry employment, the firms
for which we have data lost 51,970 jobs in the five years prior to

bankruptcy.

Assuming that employment losses at the firms for which we lack
data were proportionate to those for which we have data, the

implied total employment loss

Change in Employment in Five Years Prior To Bankruptcy After
Controlling for Changes in Industry Employment

would be roughly 60,000.

Number of Lost Jobs
Firms Filing for Bankruptcy Before 24,551
January 1998
Firms Filing for Bankruptcy After 27,419
January 1998
Total for Firms With Data 51,970
Estimated Scaled Total For All ~60,000
Bankrupt Firms
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Other Costs of Layoffs: $25,000-$50,000 Per
Laid-Off Worker

The economic costs resulting from the dislocation involve two components:

a First, under reasonable assumptions, the unemployment spells associated with
the displacements would represent an economic cost of about $175 million to
$200 million.

a  Second, displaced workers tend to earn lower wages at their new jobs, reflecting
the loss of human capital associated with the displacement. A recent academic
study estimated that the loss in earnings from displacement amounts to between
5 and 10 percent of previous wages. Assuming that the average displaced worker
is 45 years old, and has 20 years to retirement, the present value of the losses in
wage income would amount to between $1.2 billion and $2.8 billion at a five
percent real discount rate.

The total economic costs associated with the displacements under these
assumptions would then amount to between $1.4 billion and $3.0 billion.

Thus, each displaced worker at the bankrupt firms will lose, on
average, an estimated $25,000 to $50,000 in wages over his or her
career because of periods of unemployment and the likelihood of
having to take a new job paying a lower salary.



103

Stock Prices of Bankrupt Companies Have
Underperformed Industry Control Group and the
Overall Market

January 1995=100

Portfolio of Companies That Filed for Bankruptcy After
1998 v. industry Control Group and Aggregate Market
Indices
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Workers” Retirement Assets Have Suffered As A
Result: Average Loss of 8,300 (or Roughly 25%0)

|
| Change in Average Per Plan Participant Assets in

Company Stock for Six Asbestos-Related Bankrupt
Firms
$12,000 ‘
10,000 $9,098 i
§ i CHANGE: s
56,000 58,307 |
$6,000
$4,000 k
$2,000 $791
$0
Five Years Before Bankruptcy Year of Bankruptcy
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Loss of Retirement Assets Causes Substantial, Albeit
Perhaps Not Devastating, Costs on Workers

Impact of Loss of Pension Wealth on Measuares of Retirement Security

435-year old worker
Increase in required 401(k) saving per $720
year to maintain pre-reduction retirement
income ($2002)
Reduction in retirement assets ($2002) $23,807
Reduction in annual after-tax retirement $1,250
income {$2002)
Delay in retirement age to maintain pre- 0.83
reduction retirement income per year
(years)
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Direct Costs of Bankruptcy: Between $325
Million and $650 Million

Based on the earlier literature, a conservative estimate is that the
direct costs of bankruptcy amount to between 3 and 6 percent of the
firm’s market capitalization.

Since the aggregate market capitalization one year prior to
bankruptcy (in July 2002 dollars) for the 12 companies for which we
have data was $7.2 billion, the direct costs associated with these
asbestos-related bankrupt companies will total between $225 million
and $425 million.

These 12 firms represented about two-thirds of employment at the
bankrupted firms as a whole; if the ratio of market capitalization to
employment were the same for the other bankrupted firms as for
these 12 firms, the total direct costs would amount to between $325
million and $650 million.
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Asbestos Liabilities Have Also Imposed Costs
on Non-Bankrupt Firms

This paper focuses primarily on the costs associated with firms declaring
bankruptcy because of asbestos liabilities.

it is important to emphasize that the bankruptcies do not capture the fulf
effect of asbestos liabilities on defendants to date, nor do they reflect the
future costs imposed from ongoing litigation.

We have not attempted to quantify the economic effects of asbestos claims
agalinst firme that have not {or not yet) declared bankruptey.

Among the companies facing such claims are a major paper and forest
products company, a major media conglomerate, and leading transportation
firms. For example:

a2 The major media conglomerate reported 118,000 asbestos claims outstanding
against it as of June 30, 2002 — and during the second quarter of 2002 alone, it
received 8,700 new claims.

u  One major industrial firm, which never produced or sold asbestos, faces as many
as 74,700 claims because its “dust masks” did not adequately protect against
asbestos.

The uncertainty surrounding such claims raises borrowing costs and

reduces equity values for the firms, thereby Impeding their activities. It may

also discourage firms from merging, even when such mergers would make
€Conomic sense.
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Conclusions

We estimate that:
o Bankruptcies led to a loss of an estimated 52,000 to 60,000 jobs;

a Each displaced worker at the bankrupt firms will lose, on average,
an estimated $25,000 to $50,000 in wages over his or her career
because of periods of unemployment and the likelihood of having
to take a new job paying a lower salary; and

a The average worker at an asbestos-related bankrupt firm with a
401(k) ptan suffered roughly $8,300 in pension losses, which
represented, on average, a roughly 25-percent reduction in the
value of the 401(k) account.

In light of these costs, re-examining the system used to
compensate those who file asbestos liability lawsuits
seems worthwhile.
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Executive Summary

Asbestos claims have skyrocketed over the past decade. These claims are pushing many
companies into bankruptcy or at least to the brink of filing for bankruptcy protection.

The pain and suffering of impaired asbestos claimants are palpable and undeniable. It is
important to realize, however, that the current system of paying asbestos claims imposes
significant costs not just on businesses, but on their individual employees. Wages, future
employment prospects, and the ability to save for retirement are all affected. The purpose
of this paper is not to suggest in any way that impaired claimants are unworthy of
assistance, but rather to highlight the fact that payments to any claimants are not free and
to illuminate some of the costs imposed on workers as a result.

We estimate that 61 companies have filed for bankruptey protection under Chapter 11 of
the U.S. Bankruptcy Code as a result of asbestos liabilities. These companies are spread
across the nation, with 47 states having at least one asbestos-related bankruptcy. Many of
the workers at these companies ~ which employed 204,868 people the year before they
filed for bankruptcy — are members of unions, and they are often sharcholders in the
companies as well as employees.

The bankruptcies associated with asbestos liabilities have had a marked deleterious effect
on workers in those firms. For example, we found:

+ Bankruptcies led to a loss of an estimated 52,000 to 60,000 jobs;

» Each displaced worker at the bankrupt firms will lose, on average, an estimated
$25,000 to $50,000 in wages over his or her career because of periods of
unemployment and the likelihood of having to take a new job paying a lower
salary; and

e The average worker at an asbestos-related bankrupt firm with a 401(k) plan
suffered roughly $8,300 in pension losses, which represented, on average, a
roughly 25-percent reduction in the value of the 401(k) account.

The bankruptcy event itself is costly, since the legal, accounting, and other transaction
costs associated with a bankruptey can be significant. Based on the published literature
on the topic, the direct costs of bankruptcy amount to between three and six percent of
the firm’s market capitalization. This range suggests that the direct costs associated with
asbestos-related bankrupt companies total between $325 million and $650 million.

The pace at which these bankruptcies have been filed has accelerated in recent years:
Since 1998, 35 companies have filed for bankruptcy protection because of asbestos-
related claims, compared to 26 in the previous two decades. In the first ten months of
2002, 15 companies facing significant asbestos liabilities filed for bankruptcy — that
represents more asbestos-related bankruptcies than in any five-year period before 1999.

This paper has focused primarily on the costs associated with firms declaring bankruptcy
because of asbestos liabilities. While it is important to remember that such bankruptcies
are unlikely to have substantial macroeconomic effects, it is also important to remember
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that the bankruptcies do not capture the full effect of asbestos liabilities on defendants. In
particular, many other firms experience financial shocks as a result of asbestos liabilities
even if they do not declare bankruptcy as a result. Furthermore, perhaps only a quarter of
the estimated eventual costs associated with asbestos claims have been paid to date,
raising the specter of many more companies facing severe financial effects and additional
asbestos-related bankruptcies in the future. Any such additional bankruptcies are not
reflected in our analysis.

Our conclusion is that the current system for handling asbestos claims imposes significant
costs on the workers (and shareholders) of the defendant firms. Since many of these
firms were not asbestos manufacturers, the costs imposed on workers may seem unfair
and inefficient from an economic perspective.
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L Introduction

Prior to the 1970s, asbestos was an important and cost-effective input in a wide
variety of manufactured products, from wire insulation to building materials. Asbestos
had unique and attractive features: It was cheap, strong, flexible, and resistant to heat and
decay. Reflecting these advantages, it was promulgated as a “strategic material” during
World War I1.! Throughout much of the 20% century, asbestos was widely used and an

estimated 100 million Americans were occupationally exposed to it.2

In the early 1970s, the United States government - through the Occupational
Safety and Health Administration (OSHA) within the Department of Labor — began
regulating workplace exposure to asbestos. Over time, the regulations became
increasingly stringent. Asbestos use remains technically legal in the United States today,
but OSHA and Environmental Protection Agency (EPA) regulations have effectively

phased out most uses of asbestos.

A number of diseases have been linked to asbestos exposure. The most severe is
mesothelioma, a cancer that is fatal within one to two years of diagrosis. The inhalation
of asbestos also can cause lung and other cancers. A third disease arising from exposure
to asbestos dust is asbestosis, which is a fibrous scarring of the lung that may or may not
impair an individual. A fourth condition associated with asbestos exposure is pleural
plaques, which are generally non-impairing symptomatic changes in the pleural

membrane covering the lung.

Prior to the 1970s, workers with an asbestos-related disease generally filed for
relief through state worker’s compensation systems. In 1973, the U.S. Court of Appeals
for the Fifth Circuit ruled in Borel v. Fibreboard that manufacturers were lable if they

failed to wam consumers about the risks associated with asbestos exposure.’

: See American Academy of Actuaries {2061), page 1.

* Ibid.

* See Borel v. Fibreboard Corp., 493 F.2d 1076 (5" Cir. 1973). For a more detailed discussion of the
history of asbestos litigation, see Castleman (1996).
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Given the long latency period of asbestos-related diseases (up to 40 years), many
experts had expected the filing of claims to peak in the 1980s or early 1990s. Asbestos
claims, however, continued to skyrocket in the 1990s.° A RAND Institute for Civil
Justice (RAND) analysis of five major asbestos defendants suggests, for example, that
each company was receiving roughly 15,000 to 20,000 claims per year in the early 1990s.
By 2000, that number had increased to roughly 50,000 claims per year.® Similarly, the
Manville Trust ~ which pays asbestos claims for former asbestos producer Johns-
Manville — has experienced substantial increases in claims in the past few years. In 1999,
the Manville Trust had 32,500 new claims filed against it. New claims rose to

approximately 59,200 in 2000 and 91,000 in 2001.7 (See Chart 1.)

Chart 1: Claims Filed Per Year Against the
Manville Personal Injury Trust, 1998-2001
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* Castleman, page 784.

* There are myriad reasons why the number of claims has increased so sharply. See White (2002), Plevin
and Kalish (2001), and Prudential (2002) for a discussion of the reasons.

¢ Stephen Carroll et al. (2002), page 42,

7 See http:/fwww.mantrust.org
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The claims are also increasingly being extended to a wider array of firms. In
1983, RAND found 300 firms had been listed as defendants in asbestos cases. By 2002,
RAND estimates that more than 6,000 independent entities have been named as asbestos-
liability defendants® The dramatic recent expansion in defendants raises an important
public policy issue. One of the objectives of product liability law is to provide financial
incentives for manufacturers to ensure the safety of their products. When joint and
several liability is extended well beyond the original manufacturer to include an
extremely broad class of firms, however, it could impose an inefficient burden.!” As
explained below, joint and several liability means that any firm in the production chain
could potentially be held accountable for the entire cost of the damage associated with an
input. To reduce the expected costs of such liabilities, the downstream firms may have to
undertake excessive safety checks on all the inputs used in their production processes.
The information costs associated with this activity may well outweigh the benefits

associated with improved incentives for safety.

The incentive effects discussed above relate primarily to the expected cost of the
liability facing specific firms. A distinct issue involves the distribution of any liability
payments actually made to claimants. According to the RAND, at least 600,000
individuals filed asbestos-related claims between 1973 and the end of 2000, many against
multiple companies.!' This figure may be an underestimate of the total number of
individuals filing claims since RAND’s database is incomplete: it only has data on claims
filed against certain companies, not every company with an asbestos claim against it. In
addition, RAND notes that it only obtained data on claims submitted through the end of

2000; as shown above, however, a significant number of individuals filed claims in 2001.

j Stephen Carroll et al. {2002), page 49.

Ibid.
' The fong latency period involved in cases such as asbestos raises another potential impediment to the
effectiveness of the liability system in providing incentives for the safety of products. If a firm’s managers
and owners will have departed by the time any safety problems or illnesses manifest themselves, the
incentives provided for corrective action may be weakened.
! Stephen Carroll et al. (2002), page 40.
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Nonetheless, other organizations have produced estimates that are similar to RAND’s

caleulations. 2

The dramatic acceleration in The dramatic acceleration in claims does not
claims does not appear to be
associated with an acceleration
in the number of severely number of severely affected people. Indeed, the
affected people... about 2,600
new mesothelioma cases are filed
each year, a flow which is largely | 2bout 2,000 new mesothelioma cases are filed each
unchanged over the past decade

appear to be associated with an acceleration in the

American Academy of Actuaries has concluded that

year, a flow which is largely unchanged over the

past decade, and that the annual number of other cancer cases at least partly related to
asbestos exposure amounts to between 2,000 and 3,000." Such cases cannot come close
to explaining the increase in asbestos claims being filed, which increased by almost
60,000 between 1999 and 2001."* RAND concluded that “it is clear that the growth in
the annual nurnber of claims observed...is entirely due to increases in the numbers of

nonmalignant claims entering the system.”"

The upshot is that the share of total new claimants who are unimpaired has
increased sharply. In 1984, RAND estimated that fewer than four percent of claimants
had no asbestos-related impairment.*® A 1992 paper asserted that non-mesothelioma (and
other cancer) claims “accounted] for sixty to seventy percent of new asbestos claims
filed.”” Ina 1993 paper, Professors Christopher Edley and Paul Weiler of Harvard Law
School estimated that “up to one-half of asbestos claims are now being filed by people

who have little or no physical impairment.”'®

More recent studies of have concluded that even a larger share of claimants is

unimpaired. NERA, an economics consulting firm, found that roughly 75 percent of the

2 For example, a 1999 National Judicial Conference report estimated that there were between 300,000 and
700,000 asbestos claimants.

> American Academy of Actuaries (2001), page 3.

'* See www.mantrust.org

'3 Stephen Carroll et al. (2002), page 44.

¥ Kakalik et al. (1984), page 30.

' Brickman (1992).

% Edley and Weiler (1993).
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claims brought against one defendant in 1999 and 2000 had no evidence of impairment."’
Similarly, a preliminary analysis of claims filed against Babeock and Wilcox in 2001
concluded that “two-thirds of the claims... seek to recover for benign and harmless
conditions such as pleural plaques, pleural thickening with no evidence of impaired lung
function, or asbestosis with no evidence of impairment.”® Data from claims against W.R.

Grace produce similar results?!

The rapid increase in claims has, not surprisingly, been associated with an
increase in total outlays. To date, RAND estimates that aggregate outlays for asbestos
claims total $54 billion, with U.S. insurance companies covering an estimated $21.6
biltion,” non-U.S. insurance companies covering $8 billion to $12 billion, and the
defendant companies paying $20 billion to $24 billion, including at least five companies

which have each spent more than $1 billion.”®

Looking to the future, most analysts believe that the number of claimants and total
outlays for claims will continue to rise. Tillinghast-Towers Perrin, an actuarial
consulting firm, projects that 1.1 million claims will eventually be filed, with the total
cost to defendants and insurers amounting to $200 billion.?* Milliman USA, another
actuarial consulting firm, also forecasts 1.1 million total cumulative claims, but it projects
higher total costs ($275 billion)* These projections imply that only roughly half of the

claims and one-fifth to one-quarter of the eventual costs have been paid to date.

' See National Economic Research Associates, Unimpaired Claims Analysis (February 26, 2001). Of all
claims received by the Manville Trust in 1999 and 2000, 11 percent were malignant claims (4 percent
mesothelioma, 6 percent lung cancer, and 1 percent other cancers), and 89 percent were non-malignant
claims.

% See Babcox and Wilcox’s Report to the Court Regarding Asbestos Developments Generally and the
Proofs of Claim Filed Here, at 32-37, and Road Map to Babcox and Wilcox’s Defenses to Asbestos
Personal Injury Claims, VIi-1&2, In re The Babcock & Wilcox Co., Bey No. 00-10992 (Bankr., E.D.
La)(Qctober 18, 2001).

*! See Debtors' Consolidated Reply in Support of Their Motion For Entry of Case Management Order, etc.,
In re W.R. Grace Co., Bey No. 01-01139 (D. Del.)(November 9, 2001).

22 See AM Best (2001).

2 Stephen Carroll et al. (2002), pages 53-55,

# Lehman (2002), page 5.
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The staggering costs of asbestos liabilities have

. The staggering costs of
pushed many defendant companies into bankruptcy or asbestos liabilities have
to the brink thereof. We estimate that 61 companies push f:'d many defendant
companies into bankruptcy or
have faced significant asbestos liabilities and have filed to the brink thereof

for bankruptey protection under Chapter 11 of the U.S. Bankruptcy Code as a result.”®

(Our selection methodology is described in more detail in the next section.)

The pace at which these bankruptcies have been filed has accelerated in recent
years: Since 1998, more companies have filed for bankruptcy protection (35 companies)
than in the previous 20 years combined (26 companies). (See Chart 2.) In the first ten
months of 2002, 15 companies facing significant asbestos liabilities filed for bankruptey
— that represents more asbestos-related bankruptcies in 10 months than in any five-year
period before 1999.

Bankruptey offers firms facing substantial asbestos liabilities a number of
benefits.?” First, bankruptey includes an “automatic stay” on litigation in which the firm
is the defendant. Second, the firm can often obtain an injunction, which temporarily
protects the parent (as well as subsidiary firms that have not filed for bankruptey) from
asbestos liabilities. Since bankruptey reorganization can often take more than five years,
bankrupt firms often receive a relatively lengthy reprieve from paying asbestos liabilities.
Moreover, as part of the reorganization plan, the bankrupt firm usually wins the right to

pay claimants on much less favorable terms.

Another effect of a firm’s declaring bankruptey is that it may cause a “domino

effect” on other asbestos-related defendants. The domino effect arises from three simple

* Ibid, page 22. -

*® For comparison, RAND estimates in their September 2002 study that 60 companies have been pushed
into bankruptcy due to asbestos liabilities. See Stephen Carroll et al. (2002), page 75.

¥ The Economist recently noted that, “Bankruptcy may not sound like an attractive option, but it is often
the best alternative for firms in the throes of asbestos litigation.” The Economist, September 19, 2002,
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facts: (1) many states have joint and several liability for damage; (2) most people sue

multiple defendants;®® and (3) most claimants “forum shop.”?

Chart 2: Asbestos-Related Bankruplcies By
Year, 1978-2002
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An example may help to explain how this effect works.™® Suppose that an
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individual (John Doe) sues two companies (Company A and Company B) because he has
developed asbestosis and is physically impaired. Further suppose that John Doe proves
to a jury that both Company A and Company B are jointly liable for his impaired
condition and they owe him a total of $500,000. If Company A goes bankrupt before it
pays John Doe its share of the $500,000 (say, $250,000), Company B may be liable for
Company A’s share of the damages. Thus, if Company A files for bankruptcy, the

ashestos-related costs for Company B increase. Such a structure creates a number of

* According to RAND, “In the early 1980s, claimants typically named about 20 different defendants. The
data we have now suggests that by the mid-1990s, the typical claimant named 60 to 70 defendants.”
Stephen Carroll et al. (2002), page 41,

? A number of analysts have noted that a disproportionate percentage of the claims are filed in state courts
that are considered to be “pro-plaintiff.” For example, Mississippi has only one percent of the US.
population, but accounts for roughly 20 percent of the pending claims. See American Academy of
Actuaries (2001), page 3. Foriune magazine notes that in July 1999, “some 9,100 asbestos plaintiffs from
all over the country were suing in rural Jefferson County, Miss~-about 700 more asbestos plaintiffs than
there were county residents,” See Parloff (2002). RAND has similarly found that five states account for
two-thirds of recent cases filed, and 84 percent of all the claims were filed in just 10 states. See Stephen
Carroll et al. (2002), pages 32 and 34,

* This example simplifies the joint and several liability rules, which vary across states.
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perverse effects, including the incentive for firms to declare bankruptey in order to shift
liabilities to other firms (which in turn raises the probability that the other firms will be
forced into bankruptcy) and the incentive for claimants to sue as many defendants as

possible.

Although b ptey may  provide The events leading to the bankruptcy,

benefits to firms facing significant asbestos | along with the bankruptcy itself, also
tend to be associated with a loss in
human capital (for the workers
particular, empirical studies have shown that disptaced from their jobs) and
organizational capital (if the firm is
scaled back or no longer exists)

liabilities, it also imposes economic costs. In

bankruptcy is associated with significant

transaction costs (for the lawyers, accountants,
and others involved in the proceedings). The events leading to the bankruptcy, along
with the bankruptcy event itself, also tend to be associated with a loss in human capital
(for the workers displaced from their jobs) and organizational capital (if the firm is scaled
back or no longer exists). As we discuss below, a significant share of these costs is
borne by the firm’s workers. In most cases, the workers would not have been in a
position — nor perhaps even employed by the firm at the time — to alter the choice of input
used in the production process. Having such workers bear a substantial share of the costs
attenuates any positive incentive effects from the underlying product liability approach.
In the absence of any significant incentive effects, the attractiveness of the product
liability approach relative to alternatives for compensating victims is therefore weaker,
since the product liability approach may involve higher transaction costs and be less fair

than alternatives.

The purpose of this paper is to analyze the impact of asbestos-related bankruptcies
on the workers of asbestos-related companies. The paper is divided into three sections.
The first section explores the characteristics (such as size, location, and industry
distribution) of the companies that have filed for bankruptcy due to asbestos-related
claims. The second section focuses on the effects of asbestos liabilities on workers in the

bankrupted firms, including the impact on employment levels and the effects on workers
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in their role as partial owners of the firm (especially through their pension plans). The

final section draws conclusions from the previous sections.

II.  Asbestos-Related Bankruptcies

This section provides a brief history of asbestos-related bankruptcies and
examines the characteristics of the 61 bankrupt companies.®! We compiled our list of
bankrupt companies from five different sources: (1) a paper by Mark Plevin and Paul
Kalish (Where Are They Now? A History of the Companies That Have Sought Bankrupicy
Protection Due to Asbestos Claims), (2) the June 2002 Mealey’s Asbestos Bankruptey
Report, (3) a March 2002 Lehman Brothers analysis (Thinking About Asbestos), (4) a
December 2001 report of the American Academy of Actuaries (Overview of Asbestos
Issues and Trends), and (5) a list of companies that have sought bankruptcy protection
that was provided to us by the American Insurance Association. The entire universe of

companies cited by these sources exceeded 70.

After compiling this list, three filters limited our sample to U.S. firms for which
asbestos liabilities played a substantial role in causing the bankrupicy. First, we sought
confirmation from a variety of contemporaneous sources (e.g., press releases, bankruptcy
filings, newspaper stories, other regulatory filings, ete.) that asbestos liabilities played a
significant role in the bankruptcy. To be sure, other factors may have contributed to the
company filing for bankruptey (e.g., foreign competition, financial mismanagement, etc.),
but for the companies we designate as “asbestos-related bankrupicies,” asbestos was
identified as a significant contributing factor to the decision to enter into bankruptey.
Second, we excluded any non-U.S. corporations because of data limitations. Finally, to
avoid double counting, we treated separate bankruptcies by subsidiaries of the same
parent firm as one bankruptcy event. (For example, when UNR Industries filed for

bankruptcy in 1982, ten related companies filed at the same time.)
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A Brief History of Asbestos-Related Bankrupicies

Asbestos-related bankruptcies can be grouped into four waves. The “first wave”
occurred between 1978 and 1985 when seven companies with significant asbestos
liabilities filed for bankruptcy protection. For example, UNR Industries faced an
estimated 17,000 asbestos claims and projected that it was going to face another 120,600
claims when it filed for bankruptcy in July 1982. Johns-Manville, still the largest
employer to have declared bankruptoy because of asbestos claims, filed for bankruptcy
the next month. The companies that comprised this “first wave” of bankruptcies were

primarily large asbestos manufacturers.

The “second wave” of asbestos-related bankruptcies occurred between 1986 and
1993. During that time period, 18 companies entered into Bankruptcy due to significant
asbestos liabilities. Some of these companies were guite large: Todd Shipyards
employed 4,400 workers in 1986, the year before it went bankrupt; and Hillsborough
Holdings employed 8,935 workers in 1988, the year before it went bankrupt. None of
these companies, however, approached the size of Johns-Manville, which employed
27,000 people in 1981.

From 1594 to 1997 (“the third wave”), there was a sharp downturn in asbestos-
related bankruptcies. Only one company (Rock Wool Manufacturing) filed for Chapter

11 protection, although it was not a prominent asbestos-liability defendant.*

The “fourth wave” of asbestos-related bankruptcies started after the U.S. Supreme
Court struck down Georgine v. Amchem Products, a landmark asbestos settlement, in
June 1997. It accelerated after the U.S. Supreme Court overfurned a 1993 global class
action settlement, Ortiz v. Fibreboard, in June 1999. That settlement involved

approximately 186,000 asbestos personal injury claims against the Fibreboard Corp., a

*! Three companies in the sample filed for bankruptcy after September 2002. Since our analytical work had
been completed by then, we included these companies in the overall count, but did not include them in our
various analyses.

** See Plevin and Kalish (2001).
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maker of vinyl siding that is now a subsidiary of Owens Corning. As one Chief
Executive Officer confided to Fortune in March 2002, *We should’ve filed bankruptcy
on the day after the Georgine settlement was overturned by the Supreme Court... Every
asbestos defendant should’ve done the same thing.”” In 1998, there were four asbestos-
related bankruptcies. By 2001, there were eight, and in the first ten months of 2002, there
were 15 asbestos-related bankruptcies. These companies employed more than 135,000
workers: for example, Owens Corning employed 20,000 and Babcox and Wilcox
employed 12,264 people in 1999, the year before both firms declared bankruptcy.

Size of Asbestos-Related Bankrupt Firms

Using data from Compustat, Dun & Bradstreet’s Million Dollar Directory, Ward’s
Business Directory, Moody’s, company web sites, and individual firms’ Securities and
Exchange Commission (SEC) filings, we constructed an employment database for the
asbestos-related bankrupt companies. Employment data were available for only 40 of the
companies. The other 18 companies were small and presumably excluded from the
above-mentioned data sources; as noted above, three companies were excluded because
they filed for bankruptcy after our analysis was completed. For some companies -
roughly 10 ~ we built a time series of employment data between 1960 and 2001, For the
other 30 companies, employment data were available on an infrequent basis or for shorter

time periods (e.g., for Kaiser Aluminum, data were available for 1986 to0 2001 ),34

Table 2 presents data on the size of the firms that have filed for bankruptey in
each of the four waves described above. Since 1978, 26 companies facing asbestos
liabilities filed for bankruptcy when they had more than 1,000 employees, with seven
companies having more than 10,000 workers when they filed for bankruptcy protection.

* See Parloff (2002).

* Since employment data were often unavailable from the same data source for the whole time period, we
often had to cross data series. Such a mixing of data series may introduce some biases in the employment
numbers. If the data did not appear to match — that is, switching from one data source 1o another was
associated with a significant increase or decrease in employment — we filtered the data from the database.
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The companies that have filed bankruptcy most recently appear to be the largest firms,

with six out of the seven largest filing for bankruptcy since 1998,

Table 2: Size of Asbestos-Related Bankrupt Companies, By Employment Level in

Year Before Firm Entered into Bankruptey, By Time Period

“First “Second “Third “Fourth
Wave”: Wave”: Wave”: Wave”:
1978-1985 1986-1993 1994-1997 1998-2002 Total

More than 1 0 [ 6 7
10,000
Employees
Between 1 8 0 10 19
1,000 and
10,000
Employees
Fewer 0 5 1 8 14
than 1,000
Employees
Data Not 5 5 0 8 18
Available
Total 7 18 1 32%

* Three companies were excluded because they filed for bankrupicy after September 2002, when our analysis was

completed.

Table 3 offers another perspective on the size of the bankrupted firms in the past

four years. In total, the 40 companies in our database employed 204,868 workers the

year before they filed for bankruptey.® Two-thirds (66.7 percent) of these employees

worked at firms that went bankrupt in the past four years. That is, the companies that
went bankrupt between 1998 and 2002 employed a total of 136,831 people in the year

before each company filed for Chapter 11 protection.

¥ For some companies data were unavailable for the year prior to it filing for bankruptcy. In such cases,
we used the closest year data were available, as long as it was not more than five years from the date in
which the company filed for bankruptey.
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Table 3: Number of Asbestos-Related Bankruptcies and the Number of
Workers Employed By the Firms, By Time Period

Bankrupt Number of Workers
Companies For | Employed By Bankrupt
‘Which We Have Firms Year Before
Time Period Employment Data Bankruptcy Filing
“First Wave™: 1978-1985 2 30,600
“Second Wave™: 1986-1993 13 37,365
“Third Wave”: 19941997 1 72
“Fourth Wave”: 1998-2002 24 136,831
Total 40 204,868

Another measure of the size of the bankrupt companies is their market
capitalization one year prior to filing bankruptey. From the Center for Research in
Security Prices (CRSP) market database and individual companies’ Securities and
Exchange Commission (SEC) filings, we obtained market capitalization data for 17
companies. (Many of the bankrupt companies were either privately held or were
subsidiaries of larger firms. For such companies, market capitalization data are not
publicly available.) Since companies filed for bankruptcy in different years, we
converted each firm’s market capitalization level into July 2002 dollars using the
Consumer Price Index (CPI-U). As Table 4 shows, four of the 17 firms had market
capitalizations of more than $1 billion the year before they filed for bankruptey, two
firms had market capitalizations of between $500 million and $1 billion, six firms had
market capitalizations of between $100 million and $500 million, and five firms had
market capitalizations of less than $100 million. All four firms with market
capitalizations over §1 billion filed for bankruptcy after 1998.

Table 4: Market Capitalization of Bankrupt Firms One Year Prior

to Filing for Bankruptcy, in July 2002 Dollars
Market Capitalization
(in July 2002 Dollars) Number of Firms

More than $1 billion

$500 million to $1 billion
$100 million to $500 million
Less than $100 million
Total 17

W O\ B b
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Industry Distribution of Asbestos-Related Bankrupt Firms

A number of analysts have noted that the companies facing asbestos liabilities are
not concentrated in a particular industry. For example, RAND has found that “The firms
on our current list of defendants fall into 75 different SIC categories at the 2-digit level,
The SIC system divides the entire U. S. economy into 82 industries at this level. In other
words, this litigation has spread to touch firms in industries engaged in almost every form

of economic activity that takes place in the American economy.”*®

Companies outside asbestos manufacturing appear to be paying a larger share of
the asbestos liabilities today. Specifically, according to a confidential study of asbestos
costs cited by RAND, nontraditional defendants accounted for about 60 percent of
asbestos expenditures by the late 1990s. By comparison, in the early 1980s, the report
cites evidence that nontraditional defendants accounted for only about one-quarter of
asbestos-liability costs.”” A different analysis by Prudential Financial draws a similar
conclusion. Prudential Financial notes that as traditional defendants — those involved in
the mining, manufacturing, and distribution of products that included large amounts of

asbestos — declared bankruptcy, claimants cited other

Companies outside asbestos
manufacturing appear to be
“Defendants are increasingly ‘peripheral’ This | paying a larger share of the
asbestos liabilities today

organizations as responsible parties. The study notes,

generally means that: They did not manufacture, sell, or

install asbestos-containing insulation or materials; [a]sbestos was more or less
‘incidental’ in their products or facilities; [i}f it was in their products, it was enclosed
[and] therefore, only a minimal number of fibers were released into the air; and [tjheir
current outstanding claims count is in the hundreds or low thousands... opposed to the

more than one hundred thousand recorded by the traditional defendants.”*®

* See Stephen Carroll et al. (2002), page 50.
7 Ibid.
* Prudential Financial (2002), page 3.
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The Prudential Financial report provides a list of nearly 1,000 organizations that
are current defendants in asbestos litigation, along with an industry classification for each
defendant. As noted above, RAND estimates that there are more than 6,000 defendants.
The Prudential Financial list is thus a subset of all defendants and only 39 bankrupt
companies are included. We have divided this incomplete list into bankrupt and non-
bankrupt companies. (See Table 5.) The table shows clearly that defendants — and, to a
lesser degree, bankrupt companies — are spread across different industry groups.

Table 5: Distribution of Defendunts and Bankrupt Companies, By Industry Group, As Presented in
Prudential Financial’s Asbestos Litigation—A Problem Without A Solution

Defendants Bankrupt Companies

IAluminum & Metal Plants™ 30 1

sbestos Industry™ 128 16
|Automotive 5
Brake Product Manufacturers 1l
Cement Manufacturer” 23 1
Chemical Plant 28
Commercial Industry Jobsites 19 4
Commercial Industry West Coast 8 1
\Construction 3
IContractor 16
IDistributor 14
Diversified 1
Financial Services 3
Fireproofing Manufacturers 6 2
Floor Tile Manufacturers 1 1
Food i
IGasket & Packing Manufacturers 1
Hotels 2
Imaging 1
[ndustrial Boiler Companies 2 1
Lumber Industry Mills 3
Lumber, Plywood, Veneer/Particleboard 24
Manufacturing 47 2
Marine 3
Media 1
IMills — Plants 3
Miscellaneous 1
Oil Refinery 91

* Includes defendants categorized as “Aluminum Plant.”
“ Includes defendants categorized as “Sold, Made, Designed Asbestos Products.”
! Includes “Insulating Cement Manufacturer” and “Refractory Cement Manufacturer.”
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Paper/Pulp Mills 27

\Pharmaceuticals 3

Power Plants” 230

Real Estate 1

Refineries/Chemical Plants 35

Shipyards® 116 2

Steel Mill 58 1

Supplier 2

Technology 1

[Telecommunications 3

[Thermal Insulation Manufacturers 7 3

Transite Pipe Manufacturers 4 1

[Transportation 9 i

[Turbine Companies 1

Utility 2

Wallboard, Plaster & Joint Compound

Manufacturers v :
Total 992 39

Locaiion of Asbestos-Related Bankrupt Firms

Using the same sources described above to build our employment database, we
also constructed a database on the locations within the United States of the companies
that have sought bankruptcy protection due to asbestos liabilities. For 50 of the
companies that have filed for bankruptcy before September 2002, we have data on the
location of their headquarters. These companies are currently headquartered in 19
different states; Pennsylvania — which contains heavy concentrations of manufacturing

firms -- accounts for almost a quarter of the bankrupted firms. See Table 6.

*2 Includes defendants categorized as “Industrial Sites — Power Plants,” “West Coast Power Plant,” “Power
Plant,” and “State & Electric Power Plants.”
** Includes defendants categorized as “Shipyard.”
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Table 6: Distribution by State of Current

Headquarters of Companies That Have Sought
Bankruptcy Protection
Number of Companies
Currently
State Headquartered in State
Pennsylvania 12
Illinois
New Jersey
California
Maryland
New York
Alabama
Colorado
Florida
Michigan
Washington
Connecticut
Delaware
Idaho
Missouri
North Carolina
Ohio
Texas
Vermont

ond Mol Bl Mol el Il IS IE B (ST ST ST O NG OV OS] N VY RO

Our database also includes information on the location of company facilities.
Many firms do not report the locations of all of their facilities, so this information is
incomplete. In addition, our database does not include any information on the number of
workers at a given facility. Despite these shortcomings, it is interesting that these 50
companies have facilities in 47 states. (See Chart 3.) The only states without a facility
appear to be Hawaii, North Dakota, and Rhode Island.
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Chart 3: States with and without Facilities of
Asbestos-Related Bankrupt Companies

3 States

m States with
Facilities

m States without

Facilities

47 States

Unionization of Asbestos-Related Bankrupt Firms

Although the bankrupt firms span a wide variety of industries, they are
concentrated in manufacturing, which has a relatively high unionization rate. Many of
the firms declaring bankruptcy report particularly high unionization rates in their SEC
filings. For example, Johns-Manville reported that 42 percent of its workers were
unionized in 1981, the year before it declared bankruptcy.** Other bankrupt firms report
similarly high unionization rates for the year before they filed for bankruptcy: Eagle-
Picher reported a unionization rate of 33 percent;** Federal Mogul reported 33 percent;*

Armstrong reported 57 percent;*’ and Todd Shipyards reported 75 percent.*®

* See Manville Corporation Annual Report (10-K) for the fiscal year ended December 31, 1981, page 11.

** According to Eagle-Picher, as of November 30, 1990, “approximately 33% of the Company’s hourly
employees were represented by eight labor organizations under 13 separate contracts.” See Eagle-Picher
Industries, Inc. Annual Report (10-K) for the fiscal year ended November 30, 1990, page 3.

a8 According to Federal Mogul, as of December 31, 2000, “Various unions represent[ed] approximately
33% of the Company’s United States hourly employees.” See Federal-Mogul Corporation Annual Report
(10-K) for the fiscal year ended December 31, 2000, page 3.

7 According to Armstrong, “About 57% of our approximately 12,400 hourly or salaried production and
maintenance employees in the United States are represented by labor unions.” See Armstrong World
Industries Annual Report (10-K) for the fiscal year ended December 31, 1999, page 7.

** Todd Shipyards Annual Report (10-K) for the fiscal year ended March 30, 1986, page 9.



131

III. Economic Implications of Asbestos Liabilities and Bankruptecy

The previous section described the characteristics of the bankrupt companies that
filed for bankruptcy prior to September 2002. This section explores the effect of
asbestos-related liabilities and bankruptcies on employment, retirement security,
government finances, and other economic factors. There is a large theoretical literature
in economics, and a somewhat smaller empirical literature, on the effects of bankruptcies
on firm financial policies and behavior.*” Our focus here is more applied, and focuses

specifically on asbestos-related bankruptcies.

Bankruptcies and the events that lead to them impose various forms of
(potentially related) economic costs. First, the events leading to bankruptcy cause job
displacement, which reduces the human capital of workers at the firm. These costs are
borne primarily by the workers themselves (with some of the costs subsidized through the
unemployment insurance system) but largely represent a loss to society as a whole.
Second, bankruptcies can destroy the organizational capital associated with the firm;
these costs are borne by both the workers and owners of the firm and also largely
represent a loss to society as a whole. Third, the liability payments that caused the
bankruptcy represent transfers from stockowners of the firm to victims; these transfers
impose costs on the owners of the firm but produce benefits for the recipients. Only the
net cost of the transfer — that is, any inefficiency associated with the transfer from one
party to the other — represents a loss to society as a whole. Finally, the bankruntcy event
itself involves direct transaction costs: the legal, accounting, and other costs :ssociated
with a bankruptcy can be significant. Our focus is primarily on the costs borne by
workers at the bankrupt firms, through the loss of their human capital and the potential
reduction in their retirement wealth (if they own shares of the firm thrcugh their

retirement accounts), although we also discuss briefly the overall economic issues.

It is important to emphasize that some decline in the size, stock value, and

employment of asbestos manufacturing firms is appropriate, given the discovery of the
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health risks associated with asbestos and the importance of the incentives provided by the
liability system for improved safety. The purpose of this paper is not to separate the
“appropriate” from the “inappropriate” costs associated with asbestos liabilities.
Nonetheless, the mechanism used to transfer funds to victims is worthy of further
examination. As discussed elsewhere in the paper, the increasingly extensive number of
tangentially related defendants raises questions about the economic costs and benefits of

the liability approach in this context.
Impact of Asbestos-Related Bankruptcy on Workers

As asbestos-related claims increase, firms may find it difficult to obtain new
financing and retain clients. They may therefore seek to reduce costs, including labor
costs, well before they actually declare bankruptcy.®® In particular, as a firm approaches
bankruptcy, it faces the challenge of maintaining its customer base and continuing
production, which may make it difficult to maintain previous employment levels even
before the bankruptcy occurs. Indeed, a common finding in the bankruptcy literature is
that the threat of bankruptcy has real effects several years ahead of the bankruptcy

event. 31

The media have reported a large number of layoffs by firms declaring bankruptcy
due to asbestos liabilities. For example, Federal-Mogul announced in January 2001 that
it would close up to 50 of its 150 production units.? The following month (February

2001) it announced it was firing 1,100 workers.*> This layoff followed an April 1998

* See, for example, Stiglitz (1972).

* The forgone profits and .investment opportunities associated with this reduction in firm-level activity
before and during the bankruptcy form the primary component of the indirect costs associated with
bankruptcy. As discussed in the text below, these indirect costs are in addition to the direct costs — for
lawyers, accountants, and others — required in the bankruptcy event itself.

*! See, for example, Altman (1984).

%2 Jamie Butters, “Credit Gives Big Supplier A Life: Federal-Mogul Says Added $550 Million Assures Its
Survival,” Detroit Free Press, January 4, 2001.

* See Federal-Mogul Press Release, “Federal-Mogul Adjusts Salaried Workforce Levels to Reflect
Business Conditions,” February 26, 2001,
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announcement by Federal-Mogul of 4,200 job cuts.’* In 1998 and 1999, the years before
it filed for bankruptcy, Owens Corning reported 1,500 layoffs.”® And U.S. Gypsum
announced in January 2001 that it would eliminate 500 salaried jobs as part of a

restructuring plan.56

We conducted a more systematic and rigorous analysis of employment among
asbestos-related bankrupt companies. We have time-series employment data for 31 of
the companies that filed for bankruptcy prior to September 2002. The 31 firms for which
we have time-series employment data represent the vast majority, and likely roughly 90
percent, of total employment for the bankrupt firms as a whole.”” For these firms, we
compared the change in employment of each firm in the five years prior to bankruptcy to
the change in employment for other firms in the same four-digit Standard Industrial
Classification (SIC) code.”® The five-year period was chosen as a rough proxy for the
time between the first material revelation of asbestos liabilities and the bankruptcy event.
A longer-time period, such as ten years, produces an even larger employment effect than

the estimate presented below.

Data for each four-digit SIC code were obtained from the Bureau of Labor
Statistics; for each four-digit SIC code, we obtained an estimate for employment at the

non-bankrupt firms by subtracting the employment at companies that declared

%% See Federal-Mogul Press Release, “Federal-Mogul Announces First Quarter Results and Special Charges
Related to Acquisitions and Restructuring,” April 23, 1998.

% See Owens Corning 2000 SEC 10-K filing.

% James Miller, “USG’s Asbestos Woes Bring $904 Million Charge,” Chicago Tribune, January 12, 2001.
57 We have some employment data for 40 firms and a fuller set of time-series data for 31 firms. The sample
of 31 firms represents roughly 91 percent of employment at the 40 firms as a whole one year prior to
bankruptcy. The 18 firms for which we have no employment data are extremely small, and are extremely
likely to have had less than a total of 10,000 employees. The 31 firms in our sample would then represent
87 percent of total employment for the bankrupt firms as a whole.

8 For 11 of the 31 companies, we did not have employment data for the precise year the firm declared
bankruptcy or five years prior to the bankruptey filing. For example, eight of these 11 companies filed for
bankruptey in 2001 or 2002, but employment data were available only through 2000 or 2001. For such
companies, we analyzed the 1995-2000 or 1996-2001 time periods. The SIC system has recently been
replaced by the North American Industry Classification System (NAICS).
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bankruptcy due to asbestos liabilities from the overall SIC employment level.® The

results of this analysis are summarized in Table 7.

After adjusting for the changes in industry employment, the 31 firms lost 51,970
Jobs in the five years prior to bankruptcy. (The raw change in employment — that is, the
change without adjusting for employment changes at the industry level — was a loss of
60,636 jobs.) Nine firms showed gains in employment in the five years prior to
bankruptcy, while 22 firms experienced declines in employment. The change in
employment represents an average 22-percent decline — relative to changes in industry
employment —~ for the 31 bankrupt companies. And, as the table shows, roughly half (53
percent) of the change in employment has occurred in firms that have filed for

bankruptcy since January 1998.

The 31 firms for which we have data likely represented 87 percent of total
employment at the bankrupted firms as a whole. Assuming that employment losses at the
firms for which we lack data were proportionate to those for which we have data, the
implied total employment loss for the bankrupted firms as a whole would be roughly
60,000.

Table 7: Change in Employment in Five Years Prior To
Bankruptcy After Controlling for Changes in Industry
Employment

Number of Lost Jobs
Firms Filing for Bankruptcy 24,551
Before January 1998
Firms Filing for Bankruptcy 27,419
After January 1998
Total for Firms With Data 51,970
Estimated Scaled Total for
All Bankrupt Firms ~60,000

** If employment data were unavailable for the four-digit SIC code, we used the three-digit SIC code. If
data for the three-digit SIC code were unavailable, we used data for the two-digit SIC code. In cases in
which the firm’s employment level represented a significant portion (more than one-third) of the total
employment in the industry code, we also used more disaggregated data.
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This methodology effectively assumes that, in the absence of the bankruptcy, the
bankrupted firm would have maintained a constant share of the industry’s employment.
An alternative methodology, which has been applied to revenue calculations in other
bankruptey studies, most notably Altman (1984), uses regression analysis to examine the
relationship between the firm’s employment and industry employment for some period
before the bankruptcy. It then applies that relationship to industry employment
immediately surrounding the firm’s bankruptey to obtain a predicted level of employment.
The difference between the predicted level of employment for the firm and the actual
level is then attributed to bankruptcy-related events. We also conducted this type of
analysis. The overall results were not qualitatively different from those summarized
above when the requisite data were available, although the results for individual firms did
vary in some cases. Because of data limitations, we prefer the principal approach

adopted above rather than this regression-based approach.

RAND has also estimated job losses associated with asbestos-related bankruptcies
or Habilities. Specifically, it bases its calculations for changes in employment levels on
the amount defendant firms have paid out ($23 billion). RAND estimates that a reduction
of $23 billion in retained earnings would result in a reduction in investment levels by the
defendant firms of up to $10 billion. RAND then estimates the employment effect of this
reduced investment. The study concludes that, “If, on average, one less job is created
each time a firm reduces its investment levels by $78,000, the number of jobs not created
because asbestos defendants spent $10 billion less on investment up to the year 2000
would be approximately 128,000.”% RAND notes that these figures represent upper-
bound estimates, since non-defendant firms will likely “make up” for the reduction in
investment by defendant firms. Note that we focus only on bankrupt companies; RAND
examined all defendant firms regardless of whether they declared bankruptcy.

Regardless of the precise estimate attached to employment losses associated with
asbestos, it is important to emphasize that the aggregate level of employment in the

nation as a whole will be primarily determined by factors other than asbestos liabilities

 Stephen Carroll et al. (2002), page 74.
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and the bankruptcies that have resulted. That is, while the firms that have declared

bankruptcy due to asbestos liabilities have reduced employment by between 52,000 and

60,000, the effects on total employment are likely to be smaller.

The workers displaced from the bankrupted
firms may ultimately find employment elsewhere, but
the transition could be costly and lengthy. For
example, regional imbalances in employment may

make it difficult for workers to find a new job that

The workers displaced from
the bankrupted firms may
ultimately find employment
elsewhere, but the transition
could be costly and lengthy

matches their existing skills within driving distance of their existing home. And it is

costly for workers to move or learn new skills. Research by Henry Farber, an economist

at Princeton University, has shown that “the costs of job loss are substantial,

Employment probabilities are reduced substantially. There is an increased probability of

working part-time, yielding lower earnings both through shorter hours and lower wage

rates. These costs are larger for those workers with less education. And even those re-

employed full-time suffer substantial earnings losses on average, regardless of education

level ™!

The economic costs resulting from the dislocation involve two components:

» First, the structural and frictional unemployment associated with the bankruptcies

represents a lost opportunity. That is, to the extent that the movement of the

displaced workers to new jobs produces a temporary increase in the

uremployment rate that would not have otherwise occurred, the production of

goods and services lost during the transition represents a truc economic cost.

Data from the Bureau of Labor Statistics suggest that the median displaced

worker who had been previously employed for at least three years and who finds a

new job went approximately six weeks between jobs.%? Furthermore, only about

four-fifths of displaced workers were re-employed within a few years of being

' Farber (2001), page 31.
“2BLS (2001).
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displaced.*® To give a conservative estimate of the magnitude of costs involved,
we can adopt a variety of simplifying, but nonetheless reasonable, assumptions.
If we assume an average displacement lasts for one month, that the displaced
workers had earned an average of $40,000 per year (which we also assume to be
equal to the value of goods and services they produced), and that a total of 52,000
to 60,000 workers were displaced due to the asbestos-related bankruptcies, the
unemployment spells associated with the displacements would represent an

economic cost of about $175 million to $200 million.

e Second, displaced workers tend to earn lower wages at their new jobs, reflecting
the loss of human capital associated with the displacement. Farber (2001)
estimates that the loss in earnings from displacement amounts to between 5 and
10 percent of previous wages. Under the same assumptions as above, and
assuming that the average displaced worker is 45, and has 20 years to retirement,
the present value of the losses in wage income would amount to between $1.2

billion and $2.8 billion at a five percent real discount rate.

The total economic costs associated with the displacements under these

assumptions would then amount to between $1.4 billion and $3.0 billion.

In addition to these earnings-related costs imposed on workers, bankruptcy also
imposes costs on workers as shareholders. Many workers hold shares of the firm in their
pension plans, so that workers suffer two forms of losses: a loss in their human capital
(from their displaced employment) and a loss in their financial capital (from the decline
in their retirement assets). In the next sub-section, we turn to estimates of the retirement

asset losses experienced by workers in the bankrupt firms.

 Helwig (2001).
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Impact of Asbestos-Related Bankruptcy on Retirement Security

Layoffs may not be the only costs to workers from asbestos-related bankruptcies.
Indeed, current (and former) workers may experience significant deteriorations in
retirement savings if their pension account is invested in company stock. As Michael
Kavanagh, the president of a local union that represents 400 W.R. Grace employees in
Baltimore, recently told the Baltimore Sun, he is “worried about retirees and those about
to retire who were counting on the Grace stock they’d built up over the years to help

supplement their post-paycheck years.”®

This concern arises because as asbestos liabilities increase, the market value of
the firm usually declines. Such stock market declines manifest themselves in decreased
values of employee defined contribution (DC) pension plans, such as 401(k)s. In 1998,
40 percent of families had a 401(k) or other similar DC pension plan through their

employer. %

And as various policy-makers have emphasized in recent months, a
significant portion of these DC pension plans are invested in the company’s stock:
According to the Employee Benefit Research Institute, roughly one-fifth (19 percent) of
401(k} assets are in company stock. % In total, the National Center for Employee
Ownership estimates that approximately 25 to 30 million U.S. employees own stock in
their companies through employee stock ownership plans (ESOPs), broad-based stock

option plans, and DC plans.m

To estimate the impact of asbestos-related bankruptcies on employee retirement

assets, we undertook two different approaches.

 Kristine Henry, “Old W.R. Grace v. New,” The Baltimore Sun, July 1,2001.

 Sunden and Surette (2000), Table 1, Page 2.

“ Dallas Salisbury, Testimony Before the Senate Committee on Health, Education, Labor, and Pensions,
February 7, 2002. Also see Munnell and Sunden (2002).

7 See www.nceo.org
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Changes in Stock Prices

The first method uses an estimate of the change in the stock price due to asbestos

liabilities to calculate the change in retirement assets for each worker.

Of the companies that went bankrupt due to asbestos labilities prior to September
2002, we have consistent time-series stock market data for 13 of them. As with the
analyses of changes in employment, we compare stock market performance to a control
group. In particular, we track the stock market price of each company for the five years
before and, if possible, five years after bankruptey to the performance of a control group
of companies, weighted by market capitalization, that produce similar products and face
similar economic and market circumstances. (Control group companies are those in the
same three-digit SIC code as the bankrupt company, but have not filed for Chapter 11
protection for asbestos-related reasons.) Data on stock prices were obtained from the

CRSP database; stock price data were adjusted to take into account dividend payments.

We limit the analysis to a ten-year period that begins five years prior to Chapter
11 filing and extends up to five years after the filing; the comparison stops before five
years if the company liquidated, was acquired, or if the bankruptey took place within the
last five years. As before, we compare & market capitalization index for each bankrupt
firm to a value-weighted market capitalization index for a control group of companies
drawn from the same SIC. The index is normalized to 100 in January 1995 — the first

period of comparison.

The results of this exercise for firms declaring bankruptey after 1997 are shown in
Chart 4. To simplify the presentation, aggregate indexes of the bankrupt firms and non-
bankrupt firms within the same industries were constructed. As the graph shows, the
bankrupt firms experienced significant stock market declines relative to their industry
groups: while the industry control group increased 87 percent between 1995 and 2002,

the bankrupt firm index fell 92 percent.
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Chart 4: Portfolio of Companies That Filed for Bankruptcy
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An analysis of the firm-by-firm results for all 13 companies for which we have
full data shows that il these bankrupt firms underperform relative to their industry
control group. This type of stock market underperformance is perhaps not surprising and

has been found in other broader studies of bankruptcies.

The next step involves
converting these results into an estimate of the impact on pension assets. Of the 13
companies analyzed, six report information on what share of employee pension assets are
invested in common stock. We used information from the firm’s SEC filings to estimate
the per plan participant assets held in company stock.® Among the six firms, the average

plan participant had 401(k) assets of $35,891, with $9,098 invested in company stock five

¢ See, for example, Altman (1984).

® We obtained SEC filings for 16 of the bankrupt companies. We first excluded three companies with
ownership changes. Of the remaining 13 companies, eight reported defined contribution plans. Two of
these companies were excluded because data were not available for the period within two years of
bankruptcy. Of the remaining six companies, we computed the net common stock fund value per plan
participant. In cases in which the companies offered multiple plans to various classes of employees, we
consolidated the funds and participant figures. For one company (Federal Mogul), data on the number of
plan participants were unavailable; we assumed that two-thirds of the employees were participants in the
DC plan. Where a common stock fund’s asset and liability breakdowns were not given, we used the fair
market value of the common stocks held by the plan. For two companies, we were unable to obtain da.a
for five years prior to bankruptcy. For both companies (Federal Mogul and Eagle Picher), we used data
from three years prior to bankruptcy.
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years before the company filed for bankruptey.” Common stock thus represented 25
percent of the pension assets five years before the firms filed for bankruptey; by

comparison — as noted above ~ the national average is 19 percent.

If the investment in company stock had followed the industry control group index
for these firms, the employee’s pension assets would have dropped from $9,098 to $8,662.
Instead, they declined by 96 percent. That is, on average, instead of the value of
company stock falling to $8,662, it fell to $401 — a loss of $8,261 in pension wealth per
affected worker relative to the level that would have obtained if the stock performed in
line with the rest of the relevant industry control group. The total defined contribution

pension losses amounted to more than $350 million.

Changes in Per Plan Participant Assets

The second methodology utilizes information supplied to the SEC by the
companies in annual filings. Specifically, in 11-K filings, publicly traded companies
report the share of the firm’s pension fund assets that are held in company stock. We can
thus calculate the assets that each plan participant holds in company stock by dividing

that amount by the total number of plan participants.

We examine the per plan participant assets invested in company stock for five
years before (or the closest time period to five years before) the company filed for
bankruptey and for the year the company filed for bankruptcy.”!

This approach does not directly rely on an estimated change in the stock price, as
the first approach does. But like the first approach, it implicitly assumes that the decline
in plan assets is duc to the bankruptey itself rather than other factors. In addition, this
approach has three shortcomings not relevant to the first approach, First, it likely
obscures the underlying trend in per plan participant assets, since participants continue to

contribute to the pension plan in the intervening period. Second, it does not control for

" These figures represent the average of the six firms, weighted by the number of plan participants.
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changes at the industry level. In other words, it does not make even a crude adjustment
for the change in per plan participant assets that would have occurred in the absence of
the asbestos liabilities (e.g., the industry may have suffered a severe downturn that would
have affected the per plan participant assets regardless of the asbestos liabilities). Finally,
the per plan participant metric can be affected by hiring decisions and pension
participation rates, since the addition of new plan participants with below-average

balances would cause a decline in the per plan participant measure.

As noted above, we have data on pension fund investments in company stock for
six firms. As Table 8 indicates, the weighted average per plan participant assets in the six
companies for which we have data fell by $8,307 from the five years prior to bankruptcy
to the year of bankruptcy.

Table 8: Change in Average Per Plan

Participant Assets in Company Stock for Six
Asbestos-Related Bankrupt Firms

Average Per Plan
Participant Assets
Five Years Before $9,098
Bankruptcy
Year of Bankruptcy $791
Change $8,307

As one example, Chart 5 shows the change in the per plan participant assets
invested in company stock for USG employees. Between December 1996 and December
2001, per plan participant assets fell by $1,670, from $1,976 in December 1996 to $305
in December 2001. In December 1996, the pension fund held nearly $20 million in
company stock; by December 2001, it held just $3.7 million. After accounting for
inflows of pension savings, the USG pension fund lost more than $40 million between

December 1998 and December 2001 due to the drop in USG’s stock.

! For two of the six companies, data were only available for three years before bankruptcy.
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Chart 5: Per Plan Participant Assets
Invested in Company Stock by USG
Employees, 1992-2001

Average Per Plan Participant Assets
Invested in USG Stock

Changes in Retirement Security

We can apply the results from the two methodologies above to estimate the
impact on workers (and their families) from the loss of pension wealth. Such a reduction
in pension wealth imposes a cost that could manifest itself in one of three ways: a
reduction in consumption during retirement; an increase in savings (and thus a decrease
in consumption) before retirement; or a delay in retirement.”> To provide insight into the

potential magnitude of these adjustments, we built a model of retirement saving,

The model takes a given level of current pension wealth, projects it forward to an
assumed retirement age, and then annuitizes it (that is, converts the accumulated pension
account into a monthly payment that is paid as long as the annuitant or his or her spouse
is alive). The model takes into account the current age of the worker, the marital status
of the worker, the worker’s marginal tax rate in retirement (to examine after-tax
retirement income), the worker’s current 401(k) balance; the worker’s current earnings;

the worker’s anticipated retirement age; an assumed real return on the 401(k) assets; an

721t could also manifest itself as a reduction in the worker’s bequests to his or her children. For simplicity,
we ignore this possibility.
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assumed rate of aggregate real wage growth, combined with the age-wage profile
constructed by the Office of the Chief Actuary at the Social Security Administration; and
marital-specific annuitization rates. By comparing the results before and after the decline
in pension wealth, the model can then be used to examine the effects of the decline on
after-tax retirement income if no changes are made to saving or the worker’s retirement
age, required saving prior to retirement to maintain the previous level of after-tax
retirement income; and the delay in the retirement age necessary to maintain a given level

of after-tax retirement income without an increase in saving.

The projections shown in the table below assume actuarially fair annuities; a 3
percent real pre-tax return on assets; 1.5 percent aggregate real wage growth; a 25 percent
marginal tax rate in retirement; that the worker is currently earning an age-adjusted
lifetime equivalent of $45,000 per vear; that the worker is married; and the worker
intends to retire at age 65. We examine three workers: a 35-year-old, 45-year-old, and
55-year-old.  Unfortunately, we do not have data on plan assets by age of worker.
Therefore, for each worker, we assume 401(k) balances were initially equal to mean per
plan assets for the affected companies ($35,891) multiplied by an age-related scaling
factor. The age-related scaling factor was derived by comparing median financial assets
by age groups from the Federal Reserve’s Survey of Consumer Finances, and assuming
that the median worker was 45 years old. The result was an assumed initial 401(k)
balance of $14,795 for the 35-year-old worker; $35,891 for the 45-year-old worker; and
$43,898 for the 55-year-old worker. In each case, we assumed a decline due to the
bankruptcy of 25 percent, which is roughly consistent with the observed declines in plan

assets (as discussed above).

As Table 9 shows, the losses imposed by bankruptcy cause substantial, albeit
perhaps not devastating, costs on workers. For example, if a 45-year-old worker lost 25
percent of his assumed 401(k) balance, he could either allow his retirement income to fall
by $1,250 per year or he could raise his annual 401(k) saving before retirement by $720
per year. For older workers, several offsetting forces affect the results. The first factor is

that the accumulated 401(k) balances prior to the decline are assumed to be larger for the
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55-year-old than for the 45-year-old, meaning that a given percentage decline represents
a larger absolute loss at the time for the older worker. On the other hand, the power of
compound interest means that a loss of $1 to a 45-year-old corresponds to a larger loss in
retirement income than the loss of $1 to a 55-year-old. For example, $1 today would
accumulate to $2.65 over the twenty years that a 45-year-old has until retirement; $1
today would accumulate only to $1.63 over the ten years that a 55-year-old has until
retirement. Therefore, although the 55-year-old may lose more dollars today, the 45-
year-old suffers more from the lost power of compound interest. Finally, the 55-year-old
has fewer working years over which to make up the loss through additional contributions
to the 401(k) plan.

Table 9: Impact of Loss of Pension Wealth on Measures of Retirement Security
35-year old worker | 45-year old worker | 55-year old worker

Assuming 25 percent decline in 401(k)

Increase in required $241 $720 $1,421
401(k) saving per year
to maintain pre-
reduction retirement
income ($2002)

Reduction in retirement $15,986 $23,807 $17,876
assets ($2002)
Reduction in annual $839 $1,250 $939

after-tax retirement
income ($2002)

Delay in retirement age 0.48 0.83 0.72
to maintain pre-
reduction retirement
income per year (years)

ote: See text for assumptions.

Other Pension Losses Due to Asbestos-Related Bankruptcies

Bankruptcies can also impose large costs on defined benefit (DB) pension plans in
addition to defined contribution plans. The Federal Government plays a significant role
in protecting employees and retirees who participate in traditional (defined benefit)
pension plans. A key element of that protection is the benefit guarantee for underfunded,

terminating defined benefit plans that is administered by the Pension Benefit Guaranty
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Corporation (PBGC), a government corporation established within the Department of
Labor.™ (Since the PBGC is required to be self-financing, it does not impose any direct
cost on the Federal Government or on the taxpayers when it assumes trusteeship of a
particular plan and thereby takes on additional liabilities to pay claims.) One example of
a defined benefit plan that the government “took over” was the Atlas Corporation’s 1978
Retirement Plan, which covered 148 workers. Atlas filed for bankruptcy in September
1998. On October 27, 1999, Atlas’ DB plan was terminated and the PBBC became the
trustee on November 18, 1999.7 PBGC also took action against Raymark Industries.
(Raymark created Raytech Corporation, which filed for bankruptcy in 1989.) In 1999,
PBGC won a decision against Raymark. In the case, PBGC sought to ensure that
Raymark covered the $19 million in pension liabilities owed to 1,500 former workers

based in Connecticut, Pennsylvania, Indiana, South Carolina, and North Carolina.”

Losses associated with the declines in firm values (embodied in both stock value
drops and corporate debt restructurings) are not, of course, concentrated solely among the
employees and pension plans of the bankrupted firm. Instead, all shareholders and
creditors bear some of the burden. For example, soon after USG Corporation entered into
bankruptcy, the New York State Teachers Retirement Board ranked as the twelfth largest
institutional investor in USG Corporation with nearly 400,000 shares.”® The California
Public Employees Retirement System (CALPERS) is currently the eighth largest
institutional investor in W.R. Grace, which filed for bankruptcy in April of 2001.”7 And
CALPERS and TIAA-CREF are two of the top ten institutional investors in Kaiser

Aluminum.”

The sharp declines in the stock market value of asbestos-related bankrupt

companies would thus likely have broader effects. One example of such a loss is the

" See, for example, Title IV of the Employee Retirement Income Security Act of 1974, as amended
(ERISA), 29 USC section 1301 et seq.

" See http://'www.pbgc.gov/plans/Planlookup.cfm?plan=2814

7 See http://www.pbgc.gov/news/press_releases/1999/pr00010.htm

™ In December 2001, the New York State Teachers Retirement Board owned 0.91 percent of USG
Corporation. See http://www.marketguide.com

77 See http://biz.yahoo.com/hd/g/gra.html

7 See http://biz.yahoo.com/hd/k/klucq.ob.html
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New York State Teachers Retirement Board’s experience with Owens Corning. On
March 31, 1999, the Board owned 449,200 shares of Owens Corning. While these shares
represented a very small share — roughly 0.03 percent — of the entire pension fund, the
value of the stock declined by roughly one third between March 31, 1999 and September
30, 1999. Owens Corning stock price continued to slide as it approached bankruptcy: It
fell from 21.69 on September 30, 1999 to 1.19 on October 20, 2000 — a 95 percent
decline in 13 months. If the New York Teachers Retirement Board had not sold any
shares before Owens Corning filed for bankruptcy in October 2000, the pension fund

would have lost nearly $14 million.

It is possible that the stock prices for other, non-defendant firms are indirectly
bolstered by the asbestos liabilities — for example, successful claimants likely spend at
least part of their awards on something, and the firms selling those goods and services
could experience increases in their stock prices. But any such effects are almost
impossible to quantify precisely — and given the transaction costs associated with the

process, the overall effect on share values is very likely to be negative.

The Direct Costs of Asbestos-Related Bankrupicies

The estimates above are proxies for what are called the “indirect costs” of
bankruptcy (Altman 1984). But the bankruptcy event itself involves direct transaction
costs: the legal, accounting, and other costs associated with a bankruptcy can be

significant.

Altman (1984) finds that the direct bankruptcy costs amount to 6.2 percent of a
firm’s value during the year of bankruptcy. RAND cites evidence that the cost of
bankruptcy reorganization is equal to about three percent of a firm’s value, based on
Franks and Touros (1989); Weiss (1990); and White (1996). The RAND figure, however,
values the firm’s debt at book value rather than market value; Altman, where possible,

uses market value instead.
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To date, no one has studied the direct costs of asbestos bankruptcy reorganization.
The bankruptcies that have been studied in the literature involved large publicly traded
corporations comparable in size to large asbestos defendant corporations. But
reorganization costs for asbestos defendants may be higher than figures reported in these
earlier studies because none of the studied bankruptcies included massive numbers of tort

creditors.

Based on the earlier literature, a conservative estimate is that the direct costs of
bankruptcy amount to between 3 and 6 percent of the firm’s market capitalization. Since
the aggregate market capitalization one year prior to bankruptey (in July 2002 dollars) for
the 12 companies for which we have data was $7.2 billion, the direct costs associated
with these asbestos-related bankrupt companies will total between $225 million and $425
million. These 12 firms represented about two-thirds of employment at the bankrupted
firms as a whole; if the ratio of market capitalization to employment were the same for
the other bankrupted firms as for these 12 firms, the total direct costs would amount to

between $325 million and $650 million.

The previous studies had included some measure of corporate debt in computing
the relative direct costs of bankruptcy; by excluding the debt altogether while nonetheless
adopting the range of relative cost estimates from the previous studies, we obtain a
conservative estimate for the dollar value of the direct costs. If we include the book
value of the debt (nearly $12 billion) for the 12 companies for which we have data, the
direct costs would range from $575 million to $1.1 billion. If we assume that the debt-
worker ratio were the same at the firms for which we lack financial data, the total direct

costs would amount to between $850 million and $1.7 billion.
Impact of Asbestos-Related Bankruptcy on Government Finances
The layoffs and stock market price declines associated with asbestos liabilities

may have a variety of effects on government finances. For example, workers laid off

from the firms facing asbestos claims may qualify for unemployment insurance and
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retraining programs. They may also become eligible for other means-tested benefits
(including Food Stamps and Medicaid), depending on their family status, assets, and
income while unemployed. In addition, the loss in wage income among the laid-off
workers reduces both payroll taxes and income taxes, and the decline in stock prices for
the bankrupted firms reduces capital gains if the stocks are held in taxable accounts (and
ultimately reduces income taxes if the stocks are held in traditional retirement accounts).
The loss in corporate profits at the firms involved reduces corporate profits tax revenue.
But just as the employment losses at the affected firms will eventually be balanced by
employment gains elsewhere in the economy as employment shifts to new jobs, the
aggregate effect on government expenditures and revenue is less deleterious than this

partial equilibrium picture may suggest.
Costs Imposed on Firms That Do Not Declare Bankruptcy

This section has focused primarily on the costs associated with firms declaring
bankruptcy because of asbestos liabilities. While it is important to remember that such
bankrupteies are unlikely to have substantial macroeconomic effects, it is also important
to remember that the bankruptcies do not capture the full effect of asbestos labilities on
defendants to date, nor do they reflect the future costs imposed from ongoing litigation.
As noted above, roughly a quarter of estimated total costs to defendants and insurers have

been paid to date.

The companies facing significant asbestos liabilities and that have not declared
bankruptcy are spread throughout the economy, representing nearly every industry
group.” Among the companies facing such claims are a major paper and forest products
company, a major media conglomerate, and leading transportation firms. For example,
the major media conglomerate reported 118,000 asbestos claims outstanding against it as
of June 30, 2002 — and during the second quarter of 2002 alone, it received 9,700 new
claims. One major industrial firm, which never produced or sold asbestos, faces as many

as 74,700 claims because its “dust masks” did not adequately protect against asbestos.
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As Fortune magazine recently noted, “The filings by workers in so-called
nontraditional industries - industries in which employees seldom come anywhere near
asbestos dust -- have skyrocketed. Filings in the textile industry, for instance, jumped
more than 721% in the past two years, according to one defendant’s records; in the pulp
and paper industries, 296%; in the food and beverage industries, 284%. Companies like
Chiquita Brands, General Electric, and Sears Roebuck have all been hit with asbestos

suits.”*0

The uncertainty surrounding such claims raises borrowing costs and reduces
equity values for the firms, thereby impeding their activities. It may also discourage
firms from merging, even when such mergers would make economic sense. We have not
attempted to quantify the economic effects of asbestos claims against firms that have not

{or not yet) declared bankruptey.

1V. Conclusions

A large component of the payments made to asbestos claimants involves transfers
from workers at the defendant firms. The pain and suffering of the impaired claimants is
palpable; the costs imposed on the workers in the defendant firms is often less clear. The
purpose of this paper is not to suggest that impaired claimants are unworthy of assistance,
but rather to highlight the fact that payments to any claimants are not free. They impose
significant costs on the workers and sharcholders of the defendant firms. Since many of
these firms were not asbestos manufacturers, the costs imposed on workers may seem

unfair and inefficient from an economic perspective.

As we describe above, bankruptcies associated with asbestos liabilities have had a

marked deleterious effect on workers in those firms. Employment declines at these firms

have amounted to between 52,000 and 60,000 jobs. The displaced workers typically

" See Stephen Carroll et al. (2002).
8 See Parloff (2002).
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suffer periods of unemployment before finding a new job, and then often must accept a
reduction in wages in order to become re-employed. The costs imposed on these
displaced workers amount to between $1.4 billion and $3.0 billion in present value, or
roughly $25,000 to $50,000 per displaced worker.

These costs are not the only ones imposed on workers at the bankrupted firms.
For example, workers at many firms are also shareholders in the firm, since they hold
company stock in their defined contribution pensions. The average worker at a
bankrupted firm with a 401(k} plan suffered roughly $8,300 in losses. For a 45-year-old
worker with an average 401(k) balance, such a loss would mean his retirement income
would fall by 81,250 per year. To prevent such a decline, he would have to raise his

annual 401(k) saving before retirement by $720 per vear.

In light of these costs, re-examining the system used to compensate those with
illnesses associated with asbestos exposure seems worthwhile. In the context of asbestos,
the beneficial incentive effects often associated with a product lability system are
attenuated because claims are increasingly being extended to a wider array of firms. The
lability approach also involves significant tramsaction costs. Finally, the lability
approach raises basic questions of fairness. Citizens who have suffered from asbestos-
related illnesses deserve appropriate compensation. The crucial issue, however, is how
we as a society decide to meet those costs.® The current system does not appear 1o an

optimal mechanism for doing so.

' Supreme Court Justice David Souter wrote that “The elephantine mass of asbestos cases... defies
custorrary judicial administration and calls for national legislation.” See Oriiz ef o, v. Fibrebocrd Corp
al., Dockst 97-1704, (decided June 23, 1999). Similarly, Senator Patrick Leahy, the Chairman of the
Senate Judiciary Committee, recently stated that “Congress can provide a secure, fair, and efficient means
of compensating victims.” See Senator Patrick Leshy, Statement before the Senate Judiciary Committes,
September 25, 2002,
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.
~ Characteristics of A Displaced Worker
~ From Firms Facing Asbestos Liabilities

m  Between 52,000 and 60,000 jobs have been lost due to
asbestos-related bankruptcies to date (Sebago, 2002)

m  About 90% of the bankrupt firms are in Non-durables
Manufacturing

m  Alarge portion of these firms had facilities in small
communities

- Average population: 138,000
- Median population: less than 25,000

NERA L Ll DD Howarkers work™
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AN
~ Characteristics of A Displaced Worker
~_ From Firms Facing Asbestos Liabilities

Continued...

B The typical displaced worker is:
- Blue collar trade

- High school graduate
~ 6o 7 years of tenure at lost job
- Earnings of about $506 per week in lost job

® Employment status after 2 to 3 years:
- 11% remain unemployed

~ 14% have dropped out of the labor force
- Those re-employed:

[1 Are unemployed for about 10 weeks

1 However, 22 to 25% are unemployed for more
than 6 months

7! Earned 3 to 17% less in new job even after 2 to 3 years
NERA
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7. "< Additional Costs Borne by Displaced
"~ Workers: Retraining

P

B 42% of displaced
manufacturing workers )
participate in training programs

8 Retraining programs cost about $2,000 to $3,000
per worker

® Total cost to date: $44-76 million
u Costs are shared by:

- Workers

- Companies

- Federal/state governments

NERA UL U UL I g L o aets wone”
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AN
* Additional Costs Borne by Displaced
" Workers: Loss of Group Healthcare

B Cost of health care for family of four:
— Monthly cost under group plan: $162 per month
- Monthly cost under individual plan: $464 per month

m Individual health plan costs more than 50% of
unemployment benefits

M Total monetary costs to date:

~ about $30 million
® What about families without
insurance? ‘
NERA
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~ . Impact of Unemployment Insurance

® Average national Ul benefit: $200 per worker per
week
- Average duration of Ul benefit: 14.6 weeks

- Butonly 49% of displaced workers from manufacturing
industries receive unemployment insurance.

B Only a partial offset to lost wages
— Less than 50% of weekly earnings in lost job

Total cost to taxpayers of Ul benefits to

displaced workers from asbestos-related
bankruptcies: approximately $80 million

N xE;E,A‘ u 3 : : H ! o How Markets Work™
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4 < Costs Borne by Local Communities:

. Reduced Income for Local Businesses

» Local business lose through indirect impacts of plant
closures and the “multiplier effect”

®  Regional impact models provide estimates:

-~ REMI; a “state of the art” model that predicts local impacts
over time

— Estimates the local economic impacts from each job lost due
to asbestos liabilities

- The magnitude of the effect will depend on the
characteristics of the local community

m  Average effect: Eventually about 8 additional jobs lost
locally for every 10 initial jobs lost

NERA oo LU D LD O How arkers work™
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N
~ Costs Borne by Local Communities:

- Reduced Income for Local Businesses

Continued...

Example: In 2000, Owens-Corning laid off

275 workers from its Granville plant in
Licking County, Ohio

. REMI model predicts:
- Indirect/induced impacts
~ 77 jobs lost in local Services
. 60 jobs lost in local Retail Trade
Z 48 jobs lost in local Construction

- Total lost employment in the county: approximately 500 jobs

~ Total output reduced by over $60 million annually

- Approximately 1 out of every 2 displaced workers will
relocate out of the county

- Total reduction in regional income: ahout $15-20 million
annually

NERA L I D e work”
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~ Costs Borne by Local Communities:

" Reduced Income for Local Businesses

Continued...
® In summary, the effect of local reductions in
income are magnified by the “multiplier effect”

m Total effect nationwide: to date, $0.6-2.1 billion
in local costs additional to those reported by
Sebago due to indirect and “multiplier” impacts

B These represent only the net costs—impacts on
the affected communities will be much higher

NERA L T -
foomn comanes b L s e ] How Markets work
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* Costs Borne by Local Communities:
*. Falling Real Estate Values

& Plant closures or mass layoffs will affect all
owners of local real estate

® Research has shown that property values are
dependent on local incomes and population
- Income effect: ~0.2

- Population effect: ~1.1

Ntomconsmy UL U OUUDOOC00T sy
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]ﬁ ~ Costs Borne by Local Communities:
}f - Falling Real Estate Values

;.’

Continued...
m Example: Licking County, Ohio—500 lost jobs
— Population/per-capita income each decline by 0.1%

- Total value of local real estate falls by
approximately $5-10 million

- The smaller the community,
the larger the effect

NERA o U U UL ow Markers vork™
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N
~ Costs Borne by Local Communities: Local
Sales and Property Taxes

I

®m Depends on local tax structure

- Property tax collections affected by falling real estate
values

- Some offset due to reduced local expenditures
- Sales tax receipts affected by declining local output

m Federal and state taxes also impacted by
temporary decline in income

NERA I
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N

Conclusions

®  Asbhestos liabilities impose costs not just on shareholders
a Workers of the affected firms
- Retraining
- Health care availability and expense
B Local communities also can be hit hard
— Other local business are hurt as people and jobs move out
- Local property values will fall

- Local governments face declines in revenues likely to be
much greater than cost declines

NERA

it i R | How Markets Work”
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¢ AN
by [ = =
s Conclusions

Continued...

® Many other costs are passed on to taxpayers
across the country

B These costs are expanding from year to year
— 50,000 to 60,000 direct workers so far...

~ How many communities will be affected?
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| A Profile of Asbestos Litigation
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RAND Research Approach

¢ Built on our previous ashestos and mass tort
research

o Used publicly available data

¢ Obtained internal reports from investment and
insurance analysts

¢ Acquired confidential data from litigation
participants

¢ Conducted interviews with litigation participants
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Outline

*What are the numbers behind the profile?
*How did we get here?

¢What are the consequences?
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What Are the Numbers?

* How many people have filed claims, from which
industries, for what injuries?

* How many companies have had claims filed against
them, and how are these companies distributed across
the economy?

* How much is being spent on the litigation?

* How much of the money goes to claimants?

* How are the dollars allocated across injury
categories?
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Over 600,000 Claimants
Through 2000

¢ Typical claimant files against several dozen
defendants

* Number of claims filed annually has risen sharply

¢ Average severity of claimed injuries is declining
— Little change in frequency of seriously ill claimants

~ Increasing proportion of claims for less serious
injuries
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Sharply Since 1990

Asbestos claims against five major defendants
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Nonmalignant Claims
Account for the Growth in Claims

3.0

= == Mesothelioma
= == Qther Cancers
= Nonmalignant
Ratio of the
numberof 2.0
claims in each
year to the
numberof 15
claims in 1990
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Claims from Workers in Nontraditional
Industries Are Growing Most Rapidly

% increase

Fols) o0
1999 2000 2001 | 0 EE

16,997 31,49 43,397 |

11,420 23,582 40,453

Source: Claims Resolution Management Corporation, 2001,
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Are the Consequences?

_ sBankruptcies beéamihg ‘more frequent

s Significant economic impact on defendant -
‘companies

« Compensation for future claimants isatrisk
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 Bankruptcy Is Only

Part of the Story

e Defendants’ net payments to asbestos claimants weaken their |
| financial position, cost jobs 3
. Uppér'—ba‘und ‘estimates of effects on defendants:

: Today Eventually

Reduced ievel
of investment $10B $33B

Jobs not created 138,000 423,000

» However, other firms’ reactions may offset the overall effects
. on the economy
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ture Claimants’ Compensation at Risk

Compehsation as
percent of
. liquidated value
Trust payments began

Payments suspended

Payments resumed

Payment plan revised
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About the Current State
of the Litigation...

- eRecent surge in filings

¢ Majority of recent claimants are not currently
functionally impaired

e High transaction costs
. eLarge number of bankruptcies

_ eSpread of litigation through éeonomy ,

o Future claimants’ prospects are uncertain
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Disagreement About

o Whether reform is needed

hat reform would best remedy perceived




THE BUDGET AND ECONOMIC OUTLOOK

THURSDAY, JANUARY 30, 2003

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

The committee met, pursuant to notice, at 10:06 a.m., in room
SD-608, Dirksen Senate Office Building, Hon. Don Nickles (chair-
man of the committee) presiding.

Present: Senators Nickles, Domenici, Allard, Sessions, Crapo, En-
sign, Conrad, Sarbanes, and Stabenow.

Staff present: Hazen Marshall, staff director; and Cheri Reidy,
senior analyst.

For the minority: Mary Ann Naylor, staff director; Jim Horney,
deputy staff director and Sue Nelson, deputy staff director.

OPENING STATEMENT OF CHAIRMAN DON NICKLES

Chairman NICKLES. The committee will come to order.

I want to thank our members. My guess is we will have a few
more members shortly. I want to thank Mr. Anderson for joining
us today. I think most everybody around here has had the pleasure
of getting to know Barry Anderson. I compliment him for his many
years of service in the fields of budgeteering. He has got about 30
years of budget experience and expertise. He has worked at the
General Accounting Office; he has worked at OMB for many years.
Since 1999, he has been at the Congressional Budget Office as Dep-
uty Director. So, Mr. Anderson, we welcome you to our committee
again.

Before we proceed, I think I will call upon my colleague, Senator
Conrad, for any opening remarks, if any, that he might have.

OPENING STATEMENT SENATOR CONRAD

Senator CONRAD. Thank you, Mr. Chairman.

I want to echo what the Chairman has said in commending Dr.
Anderson for his service. We appreciate it very much. We know you
could have certainly made more money in the private sector, but
your dedication to public service is deeply appreciated, both in the
executive branch of Government and certainly here. I am reminded
that it was 2 years ago that you were here testifying on behalf of
Dan Crippen, who was the CBO Director and who had been injured
in a terrible accident. So you were here at that time giving us the
view that we were going to be in this very advantageous cir-
cumstance of having nearly $6 trillion of budget surpluses over the
next decade.

(205)
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What a dramatic change from those happy days: $5.6 trillion, we
were told, over the next decade in surpluses; now with your new
report today, down to $20 billion. That, of course, is based on no
policy changes, no additional spending, no additional tax cuts. We
all know that the President has laid on the table significant
changes: additional tax cuts, making the tax cuts permanent, his
growth package, which is virtually all tax cuts, additional spending
on prescription drugs and Medicare reform. Obviously there will be
additional costs if we go to war with Iraq. Those are not expressed
in the numbers that the Acting Director will give us today.



President Bush’'s Budget Policies
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If we take into account those changes, the changes the President
has proposed in policy, what we see over the next decade is not any
surplus, not $5.6 trillion, not $20 billion, but no surpluses; but in-
stead we would be $1.6 trillion in the red.

| Unified Surplus Declines by $7.2 Trillion in 2 Years
with President’s Budget Policies (FY 2002-2011)

($ indriltions)

$3.

January 2001 ~“January 2003

Source: January 2001 - CBO Jantiary. 2001 baseline:
January 2003 - CBO: January 2003 baseline revised by SBC to reflect President’s policies.
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Let’s go to the next chart. Frankly, of greatest concern to me is
that not only do we see deficits as far as the eye can see, but if
we also take out Social Security, if we are not taking Social Secu-
rity funds and using those to pay for tax cuts and using those for
other purposes, what we see is really an ocean of red ink out ahead
of us for the entire rest of the decade, deficits that are what I
would call “operating deficits,” a more accurate reflection of the
real deficits of the Federal Government, running in the $300 to
$400 billion a year range throughout the entire rest of the decade.

Surpluses and Deficits without Social Security
with President’s Policies

Baseline assuming
-464 President's policies

-600!
1992 1996, 2000 2004

| Source: CBO; Treasury; and Senate Budget Committee



211

The question becomes: Where did the money go? Where did this
$7 trillion turn—where did all those dollars go? What we see is the
biggest reason is the tax cuts, both those that have already been
enacted and those proposed. The second biggest reason is technical
changes, largely that the revenue models, the revenue being gen-
erated is not what was anticipated, given the various levels of eco-
nomic activity, really that revenue was being overestimated quite
apart from the tax cuts.

The second biggest reason is spending, 25 percent of the reason
of the disappearance of the surpluses, spending that has already
occurred and that is projected to occur under the President’s plans.
Most of that obviously has gone for defense and homeland security.

Then the smallest part is the economic downturn, some 10 per-
cent of the reason for the disappearance of the surplus.
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Let’s go to the next chart. This leaves us with very unfortunate
results with respect to the national debt. You will recall the Presi-
dent told us in his plan of 2 years ago that he was going to have
maximum paydown of the debt. That is not what we see now. In-
stead, we see substantial increasing of the debt. In fact, the debt
by 2008, when the President said his plan would allow for virtual
elimination of the debt, instead we will have a debt of some $4.8
trillion. Again, that is publicly held debt.

Bush Administration on
Using Conservative Assumptions

“Tax relief is central to my plan to encourage
economic growth, and we can proceed with tax relief
without fear of budget deficits, even if the economy
softens. Projections for the surplus in my budget are
cautious and conservative. They already assume an
economic slowdown'in the year 2001.”

~President Bush

Remarks at Western Michigan University |
March 27, 2001
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Debt Held by the Public in 2008

$4.8 Trillion More Debt, Assuming Bush Policies

5
$4.8 trillion
4,
3,
2 4
15
RYEEEE 536 billion
January 2001 January 2003
Projection Projection

Source: CBO, Treasury, and Senate Budget Committee
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Why does all this matter so much? Well, Director Crippen testi-
fied here last year, saying “as we look ahead, put more starkly, Mr.
Chairman, the extremes of what will be required to address our re-
tirement are these: we will have to increase borrowing by very
large, likely unsustainable amounts; raise taxes to 30 percent of
GDP, obviously unprecedented in our history; or eliminate most of
the rest of Government as we know it.”

Director Daniel Crippen on
Future Needs

“Put more starkly, Mr. Chairman, the extremes of what
will be required to address our retirement are these:
We’ll have to increase borrowing by very large, likely
unsustainable amounts; raise taxes to 30 percent of
GDP, obviously unprecedented in our history; or
eliminate most of the rest of the government as we
know it. That's the dilemma that faces us in the long
_run, Mr. Chairman, and these next 10 years will only
be the beginning.”

~ Director Daniel Crippen, Congressional Budget Office
Testimony before the Senate Budget Committee
January 23, 2002
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Then he concluded that is the dilemma that faces us in the long
run, Mr. Chairman, and these next 10 years will only be the begin-
ning.

Let me just put up a final chart that I want to show this morn-
ing, and that is, here is what he was talking about. We are in the
sweet spot of the fiscal cycle now; that is, the trust funds of Social
Security and Medicare are running surpluses now. When we get
Social Security out to 2017, the baby-boom generation has started
to retire, the trust fund goes cash negative. When it does, it goes
cash negative in a very significant way, very dramatic. That is why
I have always believed during this period we should not be running
deficits at all, that, in fact, we should either be paying down debt
or we should be prepaying the liability that is to come. Unfortu-
nately, we are doing neither, and the President’s plan digs the hole
deeper, much deeper, a hole that is really stunning, approaching $4
trillion over the next decade when one safeguards the Social Secu-
rity funds, which virtually everyone in Congress had pledged to do.
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Social Security Trust Funds Face Cash
Deficit as Baby Boomers Retire

300
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Medicare Trust Fund Faces Cash
Deficit as Baby Boomers Retire

"
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Undermine Potential GDP

“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,
ss it is paid for with a reduction in federal
ys, the plan will raise equmbrlum real lnterest
rates, “crowd out” private-sector investment, and
" eventually undermine potential GDP.”

—Macroeconomlc Advisers, LLC
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With that, Mr. Chairman, I look forward to the testimony of our
witness and questions of our colleagues.

Chairman NICKLES. I didn’t make any opening comments be-
cause I was afraid you were going to make some of yours. [Laugh-
ter.]

Chairman NICKLES. Just for the information of our witness and
also Senator Burns, we have a Finance Committee vote at 10:15.
They are trying to get that done. I just wonder if we should gamble
on that.

I think we will go ahead. Let me make a few remarks, since we
only have to run downstairs. So we won’t go down until they tell
us they need us, and we just have to go down a couple flights, and
we can be back in 5 minutes. Let me make

Mr. ANDERSON. I promise not to change the numbers in between
time.

Chairman NICKLES. I appreciate that, Mr. Anderson. Thank you.
I just want to make a couple comments.

One, I don’t concur with the analysis of my friend and colleague
Senator Conrad, and while I do think people are entitled to their
opinions, they are not entitled to their facts. I will just throw out
a couple of facts, and I will insert these into the record. I think we
would agree—one of the comments that Senator Conrad men-
tions—that CBO and OMB, and, I might mention, every other ana-
lyst, misjudged total revenue estimations for 2001 and 2002 and,
frankly, for the out-years big time, in trillions of dollars. Cer-
tainly—well, I say in trillions. I would have to extrapolate that,
and I will ask you a question, but the forecast that Senator Conrad
was alluding to, the $5.6 trillion surplus that was forecast in Janu-
ary 2001 over that 10-year period of time, I would just look back
to 2002. This is factual. We have 2002 numbers. CBO projected in
2002 there would be a surplus of $313 billion. Congress enacted a
few changes. We cut some taxes, a total of $75 billion, and we in-
creased some spending, a total of $75 billion. The economic and
technical re-estimates were $321 billion. CBO missed it big time.
That was 68 percent of the difference, not an insignificant amount.
It is 68 percent of the difference if you want to look at what hap-
pened in 2002, because the year before we had a $127 billion sur-
plus. In 2002, we had a $158 billion deficit. Big swing. Why? Three
hundred twenty-one of it is economic and technical re-estimates.
Most of that, where the CBO was off, where OMB was off, where
we were off, was you had a precipitous drop in income. You had
a decline of income of 7 percent. That is historic in any estimation.
It followed, I might mention, a reduction of income in 2001 of about
1.7 percent.

So never, or certainly not in recent decades have we had two con-
secutive years of reduction of income no one estimated and a total
combined—if you add the 2 years together—of about 9 percent re-
duction. A bunch of this nonsense on the charts, well, this is caused
by tax cuts and so on, just doesn’t bear out. It is not factual.

Well, I want to be very factual. I am adamant that we be factual.

Senator CONRAD. I agree with that absolutely. Let’s be factual.
I mean, what I put up here, there was nothing here that wasn’t
factual.
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Chairman NICKLES. Let me finish. I want to be factual, and I am
going to insert this into the record. We did go from a $127 billion
surplus in 2001 to a $150 billion deficit in 2002, and according to
my chart—and maybe I will ask Mr. Anderson to substantiate this,
but we got this from him—I believe that $321 billion of that change
was due to economic and technical re-estimates.
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I happen to think instead of us just pointing fingers back and
forth, I think it would be wise for us to figure out how we can get
the growth in our economy again so those estimates can be more
accurate on the income side.

I might also mention in 2003, I believe CBO projects that we will
have a deficit of $199 billion. In 2001, CBO projected that we
would have a surplus of $359 billion. There is a big difference
there, a total of $558 billion difference; $126 billion was due to leg-
islative changes on the Tax Code. We cut taxes $126 billion. I
might mention bipartisan tax cuts. That is both President Bush’s
tax cut and also the bipartisan stimulus act that totaled $126 bil-
lion.

Then we also had spending increases that totaled $126 billion. It
is very interesting how both the spending and the taxes equaled
changes from the baseline. We also had %306 billion in technical
and economic re-estimates. That is 55 percent of the difference.

So, again, there is a big difference between the estimate that was
made in 2001 for surplus in 2003 of $359 billion when we went to
a deficit projected to be $199 billion, most of which, the majority
of which was re-estimates because of the reduction in incomr. We
didn’t meet the targets. Why didn’t we meet the targets? It wasn’t
because of the tax cut. The tax cut was part of it, but a very small
part. Spending increases was part of it. The majority of it was re-
estimating the economic forecast.

So I just mention that. I think it is important to try and look at
history, but I also think—and, Mr. Anderson, this kind of may be
my opening—CBO has missed it a lot. In your statement—I read
your statement that you are going to present to the Committee. I
have read it, and you have kind of a window of these—I think you
have a chart that is called the uncertainty of your projections, and
it shows the figures.

Now, you stopped on 1997, but as I mentioned, CBO really
missed it in 2001 and 2002, and I don’t know why you didn’t show
those, because that is where—you know, trying to guess what the
budget is going to be in 10 years to me is more hypothetical than
anything else. We missed it big time. In 2001, we missed it big
time for 2002 and 2003. Even last year, we missed it big time.

I am not being critical. You are a professional. You work with
great people. Everybody missed it. No one projected that big of a
reduction in revenues.

Now, part of the problem—could we have that Nasdaq chart?
Part of the problem happened because of the stock market. The
market decline precipitously, and it has caused all of us, myself in-
cluded, a significant reduction in our accounts. In 2000, Nasdagq fell
from its peak 45 percent, and that reduced my IRA account, and
it reduced millions of Americans’. I don’t think anybody projected
how that was going to flow through the system.

So I am not faulting, but I do know that you or OMB—CBO, ex-
cuse me, and OMB testified before the Committee, and they grossly
overestimated the amount of money that was going to be received.
Even when they testified January 2001, we had already had a
major decline in stock values, unparalleled, but estimates were just
way off. On January 1, no one was projecting that revenues would
be declining by 7 percent in 2002, or even a reduction in 2001.
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Now, granted, in 2001, we didn’t know September 11th was com-
ing. That had a dramatic impact, no doubt. On January 1 of 2002,
that had already happened, but we still had—in 2002 is when we
had the biggest reduction of income. September 11th had already
happened. Again, I am not faulting. These are unintended con-
sequences maybe as a result of September 11th. Everybody, all the
professionals, missed the total estimates coming into the Govern-
ment big time, by hundreds of billions of dollars. We had total reve-
nues—correct me if I am wrong—of $2.25 trillion in the year 2000,
and last year they were $1.85 trillion. That is a reduction of $175
billion compared to 2 years before, not to mention from what was
projected, which was much higher. CBO missed it big time, and so
did everybody else.

So, Mr. Anderson, you are my friend, but we all have to do a bet-
ter job. I take some responsibility now that I am chairing this com-
mittee. I really want to do a better job. I want to do a better job
in fiscal management of the Government, all the Government. I
look forward to working with you to accomplish that goal. You are
an accomplished professional. You have done a fantastic job. You
have some great people. CBO, OMB, everybody missed the esti-
mates big time in 2002, and I did note in your report that you
project that we have a deficit this year of $199 billion and that def-
icit declines if we stay with present law, declines basically to a bal-
anced budget in 2006. We are working on 2004’s budget, so in 3
or 4 years, 2007, it would be balanced.

Congress is also looking at some changes—growth package, pre-
scription drugs, could have a military conflict that could influence
that as well.

So I mention this. I would like an explanation from you, if pos-
sible, in your comments as to how did CBO miss it so much and
how can we do a better job in estimating revenues.

I might mention you have done very well in estimating outlays.
You are on target on your outlay estimates. Everybody missed it
on revenues. Maybe if we could figure out modeling or something
to where we could do a better job on the revenue estimates, I think
it would be helpful for the future.

So with that comment, I welcome you to the Committee, and,
again, I will apologize. In a second I think we are going to have
to run downstairs. Welcome again before our committee.

STATEMENT OF BARRY B. ANDERSON, ACTING DIRECTOR,
CONGRESSIONAL BUDGET OFFICE

Mr. ANDERSON. Thank you, Mr. Chairman. Thank you for your
kind comments, and yours, Senator Conrad. I had hoped to make
my career more than that of super sub, but I am glad to be here
anyway and to talk about the Congressional Budget Office’s eco-
nomic and budget projections for the upcoming 10 years.

Chairman NICKLES. Go ahead. Please proceed.

Mr. ANDERSON. I have a statement I would like to submit for the
record, if that is approved by the Committee, but instead of reading
that statement, I would like to summarize and address five points
from it.
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Chairman NICKLES. Mr. Anderson, can you give us 3 minutes?
We will be right back. Good. Thank you. I apologize. We will be
right back. [Recess.]

Chairman NICKLES. Mr. Anderson, I apologize, but now you can
begin, and we won’t be interrupted again.

Mr. ANDERSON. Thank you. As I said, I have a statement I would
like to submit for the record, but I would like to summarize it brief-
ly and emphasize five points.

First, as you have indicated, I have been in budgeting for quite
some time, and have been doing budget and economic forecasts for
some time, and am used to the kind of uncertainty that you alluded
to and that is inherent in any kind of budget forecast.

With respect to the forecast we are making this year, I have to
say that I do not believe I have ever encountered an economic fore-
cast that is more uncertain. The reason for that is not the intrinsic
uncertainties in the economy that are detailed in our report. Rath-
er, it is the—as I call it—hippopotamus under the living room rug
that nobody seems to be able to talk about, and that is the geo-
political risks.

As you may know, Mr. Chairman, we base a lot of our economic
forecasts taking on what the private sector and our panel of eco-
nomic advisors tell us. We try to listen carefully to them and not
be significantly different in our forecast from the larger economic
wisdom of private economic forecasters. We pay a lot of attention
to the consensus of the Blue Chip economic forecasts.

What they assume with respect to the outcome of the current
geopolitical situation is unknown. We have not built into our eco-
nomic forecast the potential outcome of the current geopolitical sit-
uation we are facing, not just in the Middle East, not just in Asia,
but also the terrorism aspects. The reason is that for all the uncer-
tainties and problems you have just mentioned, those geopolitical
outcomes are virtually impossible for us to predict.

We have looked at what others have said about the impact of the
geopolitical situation on the economy and have tried to make esti-
mates, but those other forecasts vary widely across the board. In
addition, the possible geopolitical outcomes have impacts not just
on direct spending for homeland security or national defense and
not just on the price of oil but potentially on a much, much broader
range of factors that includes the more important aspects of con-
sumer and business confidence.

Therefore, we have a set of economic projections here that suffers
from the same risks that previous economic projections have had
to take into account, but on top of that, there is a level of geo-
political uncertainty that surronds CBO’s forecast with more uncer-
tainty, I think, than I have ever seen before.

My second point is that added to this level of geopolitical uncer-
tainty, we also do not have—as you have correctly indicated, cer-
tain policy actions that the Congress and the President are actively
debating as we speak. Those policy actions are very big and very
important. They include not only defense spending, not only
antiterrorism spending, but also increased spending on education,
on health, on drug benefits, and various kinds of proposals on the
tax side. As you have correctly pointed out, our projections do not
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take into account any potential new legislation. The impact of that
new legislation could be large.

Having made those two points, I would like to just spend a few
minutes on our baseline itself. Again, our baseline is not a forecast.
It is a projection of what—under our assumptions about the econ-
omy and our pricing out of current law—the budget deficits and
surpluses would be over the next 10 years. As the chart indicates,
you can see that we have a projection of a $199 billion deficit in
fiscal year 2003, dropping to $145 billion in fiscal year 2004, gradu-
ally declining after that, and then going to surpluses by 2007 (See
Table 1). Those surpluses would increase into the out-years.

The point I would like to highlight from this, in addition to the
uncertainties, is that as a percentage of Gross Domestic Product
(GDP), virtually all of those numbers are quite small. To know the
specific year in which we cross from deficit to surplus is much less
important than to look at what the baseline says, under our eco-
nomic assumptions, about how much of a deficit or surplus as a
percentage of GDP we will have for the upcoming future. It is not
the situation that I saw so much of in the 1990’s and the 1980’s,
when we had significant deficits—significant not only in nominal
amounts but as a percentage of GDP.

Instead, the numbers here—again, with no new legislation in-
cluded—are very close to balance whichever year you take. About
the only exception to that occurs way out in the out-years, in 2011,
2012, and 2013, when under current law the 2001 tax cut is sched-
uled to expire, and therefore, the amount of revenues coming in are
projected to be significantly greater.

With those introductory comments, I have two other comments
I would like to make before I end my short presentation. The com-
ments revolve around the uncertainty of our budget projections.

Not only do we have significant uncertainty in the CBO baseline
by design—that is, we explicitly do not make forecasts of what is
going to happen in legislation—but we also have it in part because
of the impossibility of accurately forecasting geopolitical outcomes.
In addition, much uncertainty has to do with the fact that the U.S.
economy and the Federal budget are highly complex and are af-
fected by many economic and technical factors.

That uncertainty can be best illustrated by a fan of probabilities
surrounding CBQO’s year-by-year point estimates, as indicated in
this chart (See Figure 2). Not surprisingly, the range of those pos-
sible outcomes widens as the projection period extends farther out.
The fan chart makes clear that outcomes quite different from the
ones we have projected have a significant likelihood of occurring.

We can also use the fan chart methodology to examine whether
CBO’s projections are consistently biased in one direction or an-
other. As the next chart indicates, CBO’s missed estimates of the
budget’s bottom line do not appear to be systematically biased (See
Figure 3). Sometimes the projections were too high and at other
times, too low. For example, the 5-year budget calculations made
between 1993 and 1997 tended to be too pessimistic, while most of
the estimates made earlier tended to be too optimistic.

By the way, this chart presents only estimates through 1997 be-
cause we did not have actuals for the full 5-year period beginning
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in 1998. We also do not have a figure in here for 1982, because
CBO did not produce a full 5-year projection at that time.

The same chart can also be looked at not only to see if there is
some systematic bias but also to see if we can achieve greater esti-
mating accuracy in our forecast.

In looking at recent criticisms of our methods, we undertook to
do some calculations to see whether our baseline economic projec-
tions sufficiently accounted for the supply-side effects of changes to
tax laws. The small fan charts show that increasing the assumed
response of labor supply and investment—the feedback effects—
would generally not have improved budget estimates made during
periods in which there had been major changes to the tax system
(See Figure 3).

For example, adding revenues to the baseline projections of the
primary surplus—that is, the surplus excluding interest costs—for
the mid-1980’s to reflect larger supply-side effects from the Eco-
nomic Recovery and Tax Act of 1981 would have increased rather
than reduced the forecasting inaccuracies. Similarly, incorporating
larger supply-side effects from the Omnibus Budget and Reconcili-
ation Act of 1993 than those incorporated into subsequent baselines
would have reduced the level of revenues and magnified the inac-
curacies.

I am not saying, Mr. Chairman, that there are no supply-side ef-
fects. There are. CBO has regularly—does now and, in this docu-
ment, continues to—estimate the supply side effects of fiscal
changes in general and tax changes in particular. To do more than
what we have done in the past according to this analysis, would
not apparently have increased our accuracy.

The last point in my testimony is that given the uncertainty sur-
rounding CBO’s outlook and the current pressures on the budget,
I thought it might be useful to say something about how our projec-
tions might be used in considering fiscal policy.

First, several factors argue for focusing on the long term. Just
past the 10-year budget baseline loom significant long-term strains
on the budget as the baby-boom generation ages. The number of
people reaching retirement age will surge by about 80 percent in
the next 30 years while the number of workers to pay for those
benefits will increase only by 15 percent.

In addition, we know given the demographic situation, that the
costs per enrollee for Federal health benefits are likely to grow
much faster than inflation. As a result, the amount that the Gov-
ernment spends for major health and retirement programs 30 years
from now is projected to consume a substantial portion of what the
Federal Government currently spends for all its programs. Al-
though the current baseline that I have just talked about leads to
a brighter situation for the next few years, that picture is bound
to change; and policy choices now would serve the Nation’s fiscal
health best if they could avoid making the long-term situation
worse.

Today, with security and economic concerns paramount, the long-
term perspective may seem elusive. The current debate seems to
focus on desirable levels of taxes and spending and, correspond-
ingly, the appropriate size of Government. This chart is a good way
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to keep in mind what that longer-term situation is, particularly
over the next 10 years (See Figure 1).

It also helps present what I see as two contrasting viewpoints
about how questions about future policies ought to be answered.
One viewpoint advocates a more limited size of Government. Pro-
ponents of that viewpoint seek lower levels of taxation and lower
levels of spending. CBO’s estimates indicate that total revenues as
a percentage pf GDP are now close to their historical level. As you
can see, at our current levels of taxation, we are close to the aver-
age revenues we have had for the past 40 years—that is, about 18
percent or so. However, revenues as a share of GDP are projected
to creep up to more than 19 percent by 2010 under current policies.
If the tax cuts enacted in 2001 are allowed to expire in 2010, as
is called for under current law, then by 2013, revenues as a per-
centage of GDP will climb to 20.6 percent—a level never reached
before except during World War II and in 2000, and more than 2
percentage points above the 1962-t0-2002 average.

Another viewpoint is to see a larger, more expensive role for Gov-
ernment. This viewpoint says that there are important and legiti-
mate unmet needs that cannot be offset elsewhere by spending cuts
and that require a higher level of taxation. CBO’s baseline does not
include the funding for those needs. If it did, spending as a per-
centage of GDP would move toward higher levels than those de-
picted in the figure—levels closer to the historical average shown
there.

Boosting spending further to pay for education, homeland secu-
rity, precription drug benefits for the elderly, and other needs, in-
cluding, possibly, a war with Iraq, will require a level of revenues
much above the historical average; and without the willingness or
ability to cut other spending in order for deficits not to grow, taxes
must go up.

So the outstanding question for the Congress seems to me to be,
as it creates a budget for 2004 and future years, not the way this
chart looks now but rather how it should look in the future. While
some people feel that there may be some obvious, clear path to a
higher standard of living for all Americans, I do not see the public
policy choices that must be made as quite so clear.

Whatever the decisions that are made, it is critical, I think, to
avoid a prolonged and unsustainable mismatch between taxes and
spending. Cutting taxes and limiting spending growth is one alter-
native. Boosting spending and increasing taxes in order to support
that spending is another.

In this context, I hope, Mr. Chairman, that CBO’s baseline pro-
jections can be used to gauge the degree of latitude that the Con-
gress has to adjust its priorities while preserving a budget that bal-
ances long-term economic growth and fiscal responsibility with
unmet needs.

Thank you, Mr. Chairman.

[The prepared statement of Mr. Barry Anderson follows:]
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Mr. Chairman, Senaror Conrad, and Members of the Committee, I am pleased to be here today to
discuss the Congressional Budget Office’s (CBO's) baseline budget projections for 2003 through 2013.
As it does each January, CBO bas issued its outlook for the budgert and the economy. The baseline
budget projections that CBO provides incorporate the assumption that current laws and policies remain
unchanged—thereby serving as a point of departure for measuring policy changes. The baseline also
includes a variety of estimates and assumptions about how the economy will behave and government
programs will aperate. Such projections are always uncertain, but this year, the uncertainty is unusually
proncunced.

Uncertainty in the Outlook

Before I discuss those projections, though, I would like to describe some of the uncertainty surrounding
the baseline estimates. That uncertainty can be broken down into three main types: geopolitical, eco-
nomic, and legislative. Unfortunately, many of the possible outcomes encompassed by that uncertainty
are mote likely to worsen than to improve the budget outlook.

Geopolitical Uncertainty

By far the biggest uncertainty is the potential instability in the international arena. A warwith Irag, for
example, would require increased defense spending for supplies and other near-term needs as well as for
the future replenishment of resources used in combat. Substantial resources might also be needed for
reconstruction, occupation, and assistance to allies. In addition, such a war could have implications for
oil prices (positive ones if the war went quickly and smoothly; negative ones if it took longer than
expected and production was disrupted), which would ripple through the economy.

The ongoing threat of terrorism could also have budgetary implications. Shortly after the terrorist
attacks of September 11, 2001, the Congress and the President enacted $40 billion in supplemental
appropriations; another $25 billion was approved last summer. Concerns about homeland security and
the implementation of measures to prevent future artacks will maintain the pressure to increase federal
spending. And any additional terrorist attacks could threaten the economy’s recovery.

Economic Uncertainty

Although uncertainty about the economy and about the effects of future legislation pales in comparison
with the uncertainty surrounding geopolitical outcomes, both are clearly importantand potendially very
significant for the budger.

The economy continues to rebound from the recession of 2001. The future course of the recovery
depends in large part on whether consumers will continue to provide the foundation for the economy’s
growth. Despite the three-year decline in the stock market, the household sector has been a source of
strength throughout the recession and into the recovery. The growth of consumer spending is uncertain
in the near term, however, because demand is weak in many other sectors of the economy. Spending
by the business sector remains weak, as low corporate profits and excess capacity from overinvestment
during the “bubble” years of the late 1990s have inhibited investment. Moreover, uncertainty about the
strength of demand, and about the risks arising from terrorism and war, have led businesses to be
particularly cautious in hiring. Tn addition, deteriorating state and local government finances have
curtailed spending and may prompt some tax increases.
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Nevertheless, some indications point to a brighter outlook for the economy as the year goes forward.
Investors and consumers appear to have gained confidence in recent months, and the stock market has
moved tentatively upward since its low in October. Spending by businesses on equipment and software,
particularly on information technology, strengthened last year, and inventories may be reaching the
point at which firms need to restock their shelves. Finally, the drop in the exchange value of the U.S.
dollar sets the stage for stronger growth of exports.

Over the longer haul, the question of labor productivity looms large. From 1951 through 1973, the
growth of gross domestic product (GDP) per worker—after adjusting for the business cycle—averaged
about 2.2 percent a year. However, from 1974 through 1995, the growth of productivity slowed
substantially, to a rate that was little more than half as fast. More recently, though, productivity growth
picked up again, to about the same rate experienced during the high-growth period. That recentupturn
has prompted CBO to remain upbeat about future productivity growth.

Legislative Uncertainty

CBO’s baseline projections are intended to serve as a neutral benchmark against which to measure the
effects of possible changes in tax and spending policies—they are not a forecast or prediction of future
budgetary outcomes. Our projections are constructed according to both rules set forth in law and long-
standing analytical practices and are designed to project federal revenues and spending under the
assumption that current laws and policies remain unchanged. Thus, legislation enacted in the future
by the Congress and the President will almost assuredly alter the bottom line.

Pressures to increase spending and reduce taxes could lead to a substantially worsened budgetary picture.
For example, final appropriations for fiscal year 2003 could exceed the $751 billion that apparently has
been agreed upon by the Republican leadership and the President, especially if supplemental appropri-
ations were enacted later in the year. Other legislative action could also dim the outlook. Measures
intended to stimulate the economy, fund military action and subsequent redevelopment in Iraq, extend
expiring tax cuts, modify the alternative minimum tax, establish a prescription drug benefit for the
elderly, or meet other pressing national needs could substantially increase projected deficits or reduce
projected surpluses in the future.

The Budget Outlook

If current policies remained in place, the federal budget deficit would grow from $158 billion in 2002
to $199 billion in 2003, by CBO’s projections {(se¢ Table I). In nominal dollars, such a deficit would
be the largest since 1994; however, at 1.9 percent of GDP, it would be well below the share of the
economy that deficits accounted for in the 1980s through the mid-1990s.

Revenues in CBO’s outlook are anticipated to resume their upward path in 2003 after falling in both
2001 and 2002. (The decrease in revenues from 2001 to 2002—nearly 7 percent—was the largest
annual drop, in percentage terms, since 1946.) Total revenues are projected to grow to $1.9 trillion this
year—about $68 billion (or 3.7 percent) above the amount recorded in 2002 but well below the $2.0
trillion that the government collected in the peak year of 2000. Much of that projected growth can be
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Table 1.
The Budget Outlook Under CBO’s Adjusted Baseline
(In billions of dollars)
Total, Total,
Actual 2004- 2004-
2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2008 2013
On-Budget -317 <361 -319 268 -228 205 -185 165  -145 -26 134 177 -1,206 -1,231
Off-Budget* 160 162 174 195 212 231 250 268 286 303 317 330 1063 2568
Total Surplus
or Deficit (-) -158 <199 -145 273 -16 26 65 103 140 277 451 508 -143 1,336
Total Surplus or
Deficit (-} as a. \
Percentage of GDP 15 19 -13 06 -0 02 05 0.7 0.9 17 2.7 28 0.2 09’
Debt Held by the Public
at the End of the Year 3,540 3,766 3,927 4013 4,045 4034 3983 3894 3,766 3,501 3,062 2,565 na na
Debt Held by the Public
at the End of the Year

asaPercentage of GDP 343 350 347 336 322 304 285 265 243 215 180 144 na na.

Source:  Congressional Budget Office.
Notes: These projections i the don that discretionary budget authority totals $751 billion for 2003 and grows with inflation thereafter.

n.a. = not applicable.

1. Off-budget surpluses comprise surpluses in the Social Security trust funds as well as the net cash flow of the Postal Sexvice.
b. Asa percentage of cumulative GDP over the period.

traced to the improved economic prospects that CBO forecasts for 2003. At 17.9 percent of GDP,
estimated revenues for this year are roughly at the average for the 1962-2002 period (see Figure 1).

Outlays are expected to grow to over $2.1 trillion this year—a rise of $110 billion (or 5.5 percent) from
2002 (see Table 2). Although net interest costs are falling (because of low interest rates), spending for
all of the government’s other programs and activities is projected to grow by 6.7 percent. That rate of
increase is well below the 11 percent growth of noninterest spending in 2002—but still greater than the
3 percent average growth during most of the 1990s.

Fueling the rise in spending are boosts in discretionary outlays and continued growth of entitlements.
Both defense discretionary spending (up by $28 billion from 2002) and nondefense discretionary spend-
ing (up by $30 billion) are expected to rise by nearly 8 percent this year. Those estimates are based on
the assumption that discretionary budget authority for 2003 will total $751 billion. Both kinds of dis-
cretionary spending grew even faster in 2002 than the growth projected for 2003: defense outlays rose
by 14 percent, and nondefense outlays, by 12.3 percent.

Spending for mandatory programs—which now consumes over half of all federal outlays—is estimated
to increase in 2003 by $66 billion over its level in 2002. Social Security, Medicare, and Medicaid
account for much of that jump. Total mandatory spending is projected to rise more slowly in 2003, at
a rate of 6.0 percent, than it did in 2002—when it climbed by 9.6 percent. In particular, the rate of
growth of Medicaid outlays is expected to drop from 13.2 percent in 2002 to 6.4 percent in 2003—



233

Figure 1.
Total Revennes and Outlays as a Share of GDP, 1962-2013
{Percentage of GDP)
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Sources: Congressional Budget Office (projections); Office of Management and Budget (historical budget data).
Note: CBO'S projections incorp the ion that discretionary budget authority totals $751 billion for 2003 and grows with inflation thereafter.

as a result of slower growth in enrollment, smaller increases in payment rates, and restrictions on cerrain
types of spending.

Declining interest payments will offset some of the increases in discretionary and mandatory outlays.
Despite a rise in debt held by the public, low interest rates in 2003 are projected to reduce net interest
payments by $14 billion {or 8.1 percent).

CBO projects that the deficit will fall to $145 billion (1.3 percent of GDP) in 2004. Revenues are
anticipated to climb to 18.2 percent of GDP as economic recovery progresses. Qutlays as a share of the
economy, however, are projected to fall from 19.7 percent of GDP in 2003 to 19.4 percent in 2004.

Over the full 10-year budget period (2004 through 2013), revenues under baseline assumptions are
estimated to grow faster than outlays, CBO projects that revenues will grow at an average annual rate
of 6.3 percent through 2010—increasing from 17.9 percent of GDP in 2003 10 19.1 percent in 2010.
That increase occurs principally because of the tendency of the progressive U.S. tax system, as real
income grows, to increase the propostion of income that it collects in taxes. After 2010, that tendency
is exacerbated by the scheduled expiration of the tax cuts enacted in 2001,
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Table 2.
Average Annual Rate of Growth in Outlays Under CBO’s Adjusted Baseline

(In percent)

Actual Estimated Projected”
2001-2002 2002-2003 2003-2013
Discretionary Spending 13.1 7.8 2.6
Defense 140 79 2.7
Nondefense 123 7.7 24
Mandatory Spending 9.6 6.0 5.4
Social Security 5.4 48 5.5
Medicare 6.4 5.7 6.6
Medicaid 13.2 6.4 85
Other” 185 79 2.1
Net Interest -17.1 -8.1 0.1
Total Outlays 79 55 4.1
Total Outlays Excluding Net Interest 11.0 67 44
Memorandum:
Consumer Price Index 15 23 24
Nominal GDP 3.0 41 52
Discretionary Budget Authority 10.7 2.2 28
Defense 88 58 2.7
Nondefense 12.6 -13 28
Source: Congressional Budget Office.
Note: The projections incorporate the ion that d ionary budget authority totals $751 billion for 2003 and grows with inflation thereafter.

4. As specified by the Deficit Control Act, CBO's baseline uses the employment cost index for wages and salaries to inflate discretionary spending related to federal
personnel and the GDP deflator to adjust other spending.
b. Includes offsetting receipts.

In contrast to the rise in revenues relative to GDP, the growth of total outlays under baseline
assumptions would remain below the pace of growth of the economy. Mandatory spending—led by
Medicare and Medicaid—is expected to grow slightly faster than the economy (atan average annual rate
of 5.4 percent, compared with projected growth in nominal GDP of 5.2 percent). But discretionary
spending in CBO’s projections is assumed to rise only by the rate of inflation (an assumption specified
in the Balanced Budget and Emergency Deficir Control Act of 1985), or about half as fast as nominal
GDP. And interest payments—with debt held by the public growing slowly in the near term and
shrinking in later years—are estimated to decline from 1.5 percent of GDP in 2003 to 0.9 percent in
2013.

For the five years from 2004 through 2008, CBO projects that if cutrent policies remained unchanged
(and the economy followed the path of CBO’s projections), deficits would diminish and surpluses
would reappear, leaving the budger roughly balanced. Over the 2004-2008 period, the cumulative
deficit would total $143 billion—or 0.2 percent of GDP, by CBO’s estimates.
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Table 3.
CBO’s Economic Forecast for Calendar Years 2003 and 2004
Estimated Forecast
2002 2003 2004

Nominal GDP (Percentage change) 3.6 4.2 5.4
Real GDP (Percentage change) 2.4 2.5 36
Consumer Price Index (Percentage change)* 16 23 2.2
Unemployment Rate (Percent) 5.8 59 5.7
Three-Month Treasury Bill Rate (Percent) 1.6 14 35
Ten-Year Treasury Note Rate (Percent) 46 4.4 5.2

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

a. The consumer price index for all urban consumers.

For the 10-year period from 2004 through 2013, the cumulative surplus is projected to total $1.3
trillion. But the last three years of the period are almost entirely responsible for that total. Projected
surpluses from 2011 through 2013—the years after the Economic Growth and Tax Relief
Reconciliation Act of 2001 (EGTRRA) is scheduled to expire—account for nearly 93 percent of the 10-
year sum. (CBO estimates that if EGTRRA is not extended, revenues will climb to more than 20.5
percent of GDP—a level previously seen only during World War I and in 2000.) Through 2010, the
baseline budget is projected to be close to balance, with annual deficits and surpluses generally running
at 1 percent or less of GDP.

The Economic Outlook

CBO expects that the slow economic recovery will continue, with real (inflation-adjusted) GDP
growing by 2.5 percent in calendar year 2003 and 3.6 percent in 2004 (see Tuble 3). That growth is
comparable to the pace following the 1990-1991 recession. The unemployment rate is expected to
stabilize in 2003 at 5.9 percent and then edge down to 5.7 percent in 2004. As the recovery achieves
a firmer footing, CBO assumes that the Federal Reserve will gradually shift monetary policy from its
current accommodative stance toward a more neutral one; consequently, both short- and long-term
interest rates are expected to rise in late 2003 and during 2004. In CBO’s current forecast, the consumer
price index (CPI) remains below 2.5 percent for the next two yeats.

For the period from 2005 through 2013, CBO estimates that real GDP will grow at an average annual
rate of 3.0 percent. CBO’s projections for unemployment, interest rates, and inflation during that
period are quite similar to the ones it published Jast August. Thus, CBO projects that the unemploy-
ment rate will decline to 5.2 percent (which equals its estimate of the nonaccelerating inflation rate of
unemployment); the interest rate on three-month Treasury bills will reach 4.9 percent; the 10-year note
rate will average 5.8 percent; and CPI inflation will average 2.5 percent annually.
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Uncertainty of Budget Projections

As discussed earlier, significant uncertainty surrounds CBO’s baseline projections, partly by design—
CBO’s baseline does not take into account potential legislative changes—and partly because of the
impossibility of accurately forecasting future geopolitical outcomes.

In addition, much uncertainty stems from the fact that the U.S. economy and the federal budget are
highly complex and are affected by many economic and technical factors that are difficult to foresee.
That uncertainty can best be illustrated by a fan of probabilities surrounding the year-by-year point
estimates presented in this testimony (see Figure 2). Not surprisingly, the range of possible outcomes
widens as the projection period extends. The fan chart makes clear that outcomes quite different from
those in our baseline have a significant likelihood of occurring.

We can also use the fan chart methodology to examine whether CBO’s projections have been
consistently biased in one direction or the other (see Figure 3). As the figure shows, CBO’s misestimates

Figure 2.
Uncertainty of CBO’s Projections of the Total Budget Surplus

Under Current Policies
(In trillions of dollars)

1.0 -
08|
0.6
04
02

0
02
0.4
0.6

-0.8
1989 1991 1993 1995 1997 1999 2001 2003 2005 2007

Source: Congressional Budget Office.

Note: Calculated on the basis of CBO's track record, this figure shows the estimated likelihood of alternative projections of the surplus under current policies. CBO’s
projections fall in the middle of the darkest area. Under the assumption that tax and spending policies do not change, the probability is 10 percent that actual
surpluses or deficits will fall in the darkest arca and 90 percent that they will fall within the whole shaded area.

Actual surpluses or deficits will of course be affected by legislation enacted during the next 10 years, including decisions about discretionary spending. The
effects of future legislation are not included in this figure,

For an explanation of how CBO calculates the proba istribution, see inties in Profecting Budget S : A Di ion of Data and Methods
(February 2002), available at www.cbo.gov; an update of that publication will appear shortly.
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Figure 3.
Misestimates in CBO’s Projections Made from 1981 to 1997
(Percentage of GDP)
1981 Projection 1983 1984 1985

1986 1987 1988 1989

1990 1991 1992

1994 1995 1996 1997
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Projection Years

Source: Congressional Budget Office.

Notes: CY = current year; BY = budget year.
This figure shows misestimates in CBO’s projections of the primary surplus—the total surplus excluding net interest—made at different times. Plotted points
that lie below the center line reflect instances in which CBO overestimated the primary surplus, while points above the center line reflect underestimates. In
each panel, the shaded cone indicates the estimated 90 percent confidence band; that s, there was 4 90 percent chance that CBO’s projection would be within
the shaded area. CBO estimated that confidence band on the basis of its track record since 1981 (excluding 1982, because of insufficient data).

The figure excludes the effects of legislation enacted after the projections were made.
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of the budget’s bottom line do not appear to be systematically biased: sometimes the projections were
too high and at other times too low. For example, the five-year budget calculations made between 1993
and 1997 tended to be too pessimistic, while most of those made carlier tended to be optimistic. Not
enough time has elapsed since our more recent projections for us to be able to comment on their
accuracy.

Accuracy of CBO’s Estimating Methodology

Over time, CBO has constantly changed (and, one hopes, improved) its estimating methodology to
achieve greater accuracy in its projections. In looking at recent criticisms of our methods, we undertook
some calculations to shed light on the issue of whether our baseline economic projections sufficiently
accounted for the supply-side effects of changes in tax law. Thus, the small fan charts also show that
increasing the assumed response of labor supply and investment to changes in taxes (and their “feedback
effects” on the budget) would generally not have improved budget estimates made during periods in
which the tax system was undergoing significant change. For example, adding revenues to the baseline
projections of the primary surplus (the surplus excluding interest costs) for the mid-1980s to reflect
larger supply-side effects in those basclines from the Economic Recovery Tax Act of 1981 would
generally have increased rather than reduced the forecasts’ inaccuracies. Similarly, assuming larger
supply-side effects from the Omnibus Budget and Reconciliation Act of 1993 than those incorporated
into subsequent baselines would have reduced the level of estimated revenues and magnified the
inaccuracies in projecting the budget balance in subsequent years. We continue to pursue improved
accuracy and will seck additional input from outside experts on a variety of methodological issues.

Context for the Future
Given the uncertainty surrounding CBO’s outlook and the current pressures on the budget, I thought
it might be uscful to say something about how our projections might be used in considering fiscal

policy.

First, several factors argue for focusing on the longer term. Just past the 10-year baseline period loom
significant long-term strains on the budget that intensify as the baby-boom generation ages. The
number of people of retirement age will surge by about 80 percent over the next 30 years—increasing
costs for federal benefit programs—while the number of workers whose taxes help pay for those benefits
is expected to grow by only 15 percent. In addition to the demographic situation, the costs per enrollee
in federal health care programs are likely to grow much faster than inflation. As a result, the amount
that the government spends on its major health and retirement programs (Medicare, Medicaid, and
Social Security) is projected to consume a substantial portion of what the government now spends on
the entire budget. Although the current baseline shows a brighter situation a few years out, that picture
is bound to change, and the policy choices made now serve the nation’s fiscal health best if they avoid
making the long-term situation worse.

Today, with security and economic concerns paramount, that long-term perspective may seem elusive.
The current debate seems to focus on the desirable levels of taxes and spending and, correspondingly,
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the appropriate size of government. However, the way in which those questions are resolved will
inevitably influence the long-term budget situation. The illustration of historical revenues and outlays
and CBO’s baseline projections for the next 10 years can help depict two contrasting viewpoints about
how those questions should be answered (see Figure 1 on page 4).

Many policymakers advocate a more limited sized government. Proponents of that view seek lower taxes
and lower levels of spending. CBO’s estimates indicate that total revenues are now close to their his-
torical level (around 18 percent of GDP). However, revenues as a share of GDP are projected to creep
up to more than 19 percent in 2010 under current policies. If the tax cuts enacted in 2001 expire in
2010 as scheduled, total revenues in 2013 are projected to reach 20.6 percent of GDP—over 2
percentage points above the average from 1962 through 2002.

Other policymakers see a more expansive role for government. They believe that the country has
significant unmet needs whose costs cannot be offset elsewhere with spending cuts and that therefore
require higher levels of taxation. CBO’s baseline does not include funding for such unmet needs; if it
did, spending as a percentage of GDP would move toward higher levels than those depicted in the
figure—levels closer to the historical average. Boosting spending further to pay for education, homeland
security, a prescription drug program for the elderly, or other needs (not to mention a possible war with
Iraq) may well require a level of revenues above the historical average. Without a hike in revenues, and
without the ability to offset such spending in other parts of the budget, large deficits would return.

So, the outstanding question for the Congress as it creates budgets for 2004 and future years is not how
the aforementioned figure looks today but how it should look in the future. While some people may
feel that there is an obvious, clear path to a higher standard of living for all Americans, the public policy
choices that must be made along the way are not as clear. But whatever decisions are made, it is critical
to avoid a prolonged and unsustainable mismatch between taxes and spending. Cut taxes—but limit
spending as well. Alternatively, boost spending—but increase revenues to the levels necessary to support
that spending. In that context, CBO’s baseline projections can be used to gauge the degree of latitude
that the Congress has to adjust priorities while preserving a budget that balances long-term economic
growth and fiscal responsibility with current needs.
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Chairman NICKLES. Mr. Anderson, thank you very much. We ap-
preciate your presentation before the Committee and welcome your
input, and we will ask you a few questions.

Before I do that, I notice my colleague and former chairman of
the Committee arrived, and I wished to mention this yesterday but
we missed each other in the Committee. I wanted to compliment
him for his many years of service on this committee—I believe
going back to 19757

Senator DOMENICI. Right.

Chairman NICKLES. That is remarkable. You also chaired it or
was ranking member, I believe, for about——

Senator DOMENICI. Seventeen years.

Chairman NICKLES. Seventeen of those years. Senator Conrad
and I would say that that is not an easy challenge, and you han-
dled yourself very well, both as chairman and as ranking member.

Senator DOMENICI. Thank you.

Chairman NICKLES. Passed a resolution every year, and I com-
pliment you for your service. I am delighted that you are still on
this committee and would welcome any opening comments that you
wish to make.

Senator DOMENICI. Well, thank you very much, Mr. Chairman. It
is good to be here. I heard a little bit but not enough to be totally
familiar with the words of wisdom you have given us, but I would
like to say before I make a few observations, Mr. Chairman, that,
one, I compliment you based on what I have seen about your atti-
tude about the Committee. I think it is marvelous that you are en-
thusiastic and that you want to broaden the scope of the hearings
and activities of the Committee. I think that will be welcome. The
committee has broad jurisdiction in that regard, and if the Com-
mittee members want to join you, that would be a very exciting ap-
proach for the Committee.

In addition, as I have told Senator Nickles heretofore, for better
or for worse, the Committee has a legacy from those 17 years of
expanded power beyond which those who wrote the Budget Act en-
visioned. Clearly, the scope and capacity to mandate change
through reconciliation is a rather fantastic power, and it has been
used so often that I believe it is now without challenge. Of course,
the challenge can be made as to what to use it for, but not to its
use. In addition, the concept of reserve funds that are released at
the Chairman’s call, if the Senate complies with what the Com-
mittee said, it is indeed a very vital tool which you will find excit-
ing as you attempt to use the Committee for more than just a reso-
1util(1)n that perhaps in some instances would not even be complied
with.

So I think that is a good result. I am very hopeful that sometime
we will be able to document the impact of that on the Senate. I
would think a small textbook about the impact of the Budget Act
in 25 years on the procedures and processes of the U.S. Senate
might indeed be a welcome document. It will show that Senator
Robert Byrd, the beloved spokesman for open debate and filibus-
ters, helped write a bill that clearly whacked filibusters to the
bone. They are not available in anything that has to do with the
budget, neither reconciliation, neither budget resolution, neither
amendments. I am sure that if it we reconsidered, that is, the
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Budget Act, people would wonder whether it would pass in that
way, Mr. Chairman, again.

I have had a chance to review as much as I usually do, even
when I was chairman, the economic outlook, and I understand it
is very uncertain. I do understand that the world is uncertain. It
is not just the policies of the Federal Government in budgetary
matters that are uncertain. I am a bit concerned. I see the deficit
as being manageable, and I see your projections for the next 10
years of the deficit as being manageable. However, you have not
put into your projections what we might do. Your projections, so ev-
erybody understands, are what we have already done. You don’t
have in these projections what Senator Nickles and this committee
might say we are going to do in taxes. It doesn’t have what we are
going to do in expenditures in excess of this baseline or less than,
or in new entitlement programs that are not in your baseline.

Hopefully, when they finish their work, they will ask somebody
to adjust the baseline, but you start with yours. That is a good
working arrangement, Mr. Chairman.

Also, it would appear to me that 10 years out of 10 years of debt,
accumulation of deficit is workable. I would be interested what the
debt-to-GDP ratio might be at 20 years or 30 years or 40 years,
with just a few things put in it, assuming Medicare and assuming
Social Security and perhaps a few other benefits of significance are
put into it. It would be interesting to see the debt—debt, not def-
icit-to-GDP ratio. Could you tell us just in summary what is the
debt-to-GDP ratio now and what will it be in 10 years?

Mr. ANDERSON. It is about 35 percent now. Under our baseline,
I believe it declines to 14 percent. Two years ago, we did a study
of the debt-to-GDP ratio under a variety of different long-term sce-
narios. The operative word from that is “explosive”; that is, with
the growth that one can see of the baby boomers retiring for Social
Security, Medicare, and Medicaid, one can see an explosive result
in debt to GDP.

Senator DOMENICI. Thank you very much, Mr. Anderson.

Thank you, Mr. Chairman. It is good to be with you.

Chairman NICKLES. Well, it is good to have you back, Senator
Domenici, and, again, I thank you for your service and look forward
to working with you continually on this committee and on the En-
ergy Committee, of which you are now chairman. I think you will
do a fantastic job in that capacity as well.

I am going to call upon our colleagues in order of appearance. I
would like to recognize the ranking member, but before I do, I want
to just say I always want these meetings to be congenial, as I stat-
ed earlier, you are entitled to your opinion, not your facts. I say
that all the time. We might have a little difference of opinion on
some things, and one of the questions I think I would ask you, Mr.
Anderson, is: Where did the $5.6 trillion surplus go? Or where did
the $313 billion surplus that you projected in 2002 or the $350 bil-
lion surplus that you projected in 2003—how that differed? If you
would, just give us a little piece of paper. You don’t have to do it
today. You can do it today if you so desire. How much of your rev-
enue estimates were missed? How much of it was technical and
economic? How much of it because of the tax changes we made?
How much because the spending exceeded estimates? If you have
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that, you can submit it for the record. If not, I just wanted to men-
tion to my colleagues, we are going to have a lot of hearings, but
I will try to always stick to the facts and never impugn anybody’s
motives in any way, shape, or form.

If you have that information, you can give it to us, or

Mr. ANDERSON. Let me just answer very briefly. As was men-
tioned, I was here 2 years ago and was at that time the official rep-
resentative of CBO’s forecast of the $5.6 trillion surplus. I hope
that the forecast I am presenting now turns out to be much more
accurate than the one that we presented then.

Let me also point out that that $5.6 trillion projection covered
the years 2002 through 2011. We are in 2003 now. We still have
quite a few years to go on that. Yes, our projections have changed
dramatically. I personally hope—and I am sure you all do too—that
they will change dramatically again but in the opposite direction;
that we will see a much greater increase in economic growth than
the growth we have seen in the past 2 years.

Looking at what has happened in 2002 and then looking at the
revision for the projections for 2003 through 2011 relative to the
$5.6 trillion, we have seen, as was indicated previously, that $5.6
trillion surplus now go to a cumulative baseline surplus of $20 bil-
lion for the 2002—-2011 period.

Where did that $5.6 trillion go? Well, first of all, economic and
technical changes accounted for well over $2.5 trillion of the reduc-
tion, or about 46 percent. Let me emphasize that I said economic
and technical. The line between those two isn’t nearly as distinct
as it appears in our documents, with specific numbers for each kind
of change. It is very much a subjective process to decide how much
of a change is economic and how much is technical and how much
interaction there is between the two. Therefore, I like to lump them
together when looking at it.

We missed for sure. We missed on the economy. We missed the
technical interactions of the economy with the budget, and that
constituted about 46 percent of the decline in the projected surplus.

The remaining 54 percent is from legislation, and I think it is
important to break that legislation into three components. The first
is the Economic Growth and Tax Relief Reconciliation Act of 2001,
which accounted for about 23 percent. The second is increased dis-
cretionary spending, which was about 18 percent. The remainder
reflectsis a few smaller bills and debt service on the rest.

My point is, it wasn’t the tax cut and it wasn’t spending. It was,
first, the economy and, then, a combination of the tax cut and
spending. That took us from $5.6 trillion down to $20 billion.

Chairman NICKLES. Can I just ask you a question?

Mr. ANDERSON. Sure.

Chairman NICKLES. This is on my time now. I will turn it over
to my colleague, but you are answering some of the questions. I
happen to concur. The figures I have showed that, yes, the tech-
nical re-estimates, 46 percent. I show tax cuts of 21 percent on the
bipartisan but also the bipartisan economic stimulus being another
1 percent, so tax cuts being 22. On spending, I show discretionary
at 15 percent and mandatory at 17 percent for a combined spend-
ing increase of 32 percent.
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Mr. ANDERSON. The figures you have I believe are accurate, but
the mandatory total includes debt service.

Chairman NICKLES. I think that is correct.

Mr. ANDERSON. Then I think everything balances out.

Chairman NICKLES. I appreciate that. I would also like the
breakdown for 2002 and 2003, and you don’t have to give that to
us today, but I would just like it. I think it would be good for the
record.

You missed big time and everybody else did, so I want to con-
tinue repeating that. I am not throwing stones. I am just trying to
maybe help us get to where we are more accurate. It was a very
difficult time to estimate. I did show the chart on Nasdaq col-
lapsing in 2000, and I don’t think it was plugged in correctly on
those losses and how they would go through, whether that is reduc-
tion in capital gains, which I remember yesterday we pulled out a
chart that showed capital gains income went from $119 billion to
50-some, maybe 70 and then 50-some.

Anyway, I think we are pretty close, and basically if you could
give us year by year, but I think it shows that economic and
technicals were $308 billion of the difference in 2002. That is way
off. That is way off. I told my friend and colleague, I said—and we
are debating whether to do a 5-year or 10-year budget. We missed
it so badly in the first 2 years. You know, we all need to do better,
and maybe if we don’t have an unpredictable event, we will be
much closer.

On the revenue side, like I mentioned before, you were very close
to being right on the money on outlays. You have been for years.
Outlays, the estimates are very close. The revenues, because there
was unprecedented decline or reduction in revenues of 7 percent
last year, we all missed it big time. So I just mention that.

It is a pleasure to call upon my colleague and friend, Senator
Conrad.

Senator CONRAD. Thank you, Mr. Chairman.

Let me just revisit this question of where the money went.

Mr. ANDERSON. Sure.

Senator CONRAD. Because the calculations you have just done
leave out significant items that are included in the chart that I
showed. The chart that I showed, let me just put that back up. It
showed that the disappearance of the surplus from 2002 to 2011,
we included the President’s proposals; that is, we are not talking
about your baseline, which you are precluded from taking into ac-
count what the President has proposed going forward. You have to
do just what has happened so far. So, of course, that leaves out the
President’s proposed making the tax cuts permanent, does it not?

Mr. ANDERSON. Our projection clearly does. It is based on current
law.

Senator CONRAD. Yes. You don’t have that included, and that is
because you are presenting what is in current law. You don’t have
the President’s growth package included in your calculation; isn’t
that correct?

Mr. ANDERSON. Correct.

Senator CONRAD. In addition, you show the associated interest
costs with the loss of that revenue on the spending side.
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Mr. ANDERSON. I tried to differentiate debt service when sepa-
rating out three categories: taxes, spending, and additional costs.

Senator CONRAD. Right. I would attribute it to the tax cut. You
are losing—you have additional interest costs because of the tax
cut. When you do that calculation and you look at the $5.6 trillion,
we adopt the President’s policies, we are $1.6 trillion in the hole.
That is over a $7 trillion swing. Where did it go? Thirty-nine per-
cent of it is the tax cuts, both that have been made and that the
President proposes, and the associated interest costs. Twenty-six
percent are the technical changes. Much of it is the revenue not
coming in as anticipated, quite apart from the tax cut. Spending,
25 percent, most of that defense and homeland security; 10 percent
economic downturn.

So, Senator Nickles, I am not trying to have my own set of facts
here. I am trying to do an honest determination of where the
money went and where it is going. What accounts for this dramatic
turnabout? I honestly believe the presentation that I have made is
an accurate assessment of that. It takes into account not only what
has happened but what the President proposes. It includes the as-
sociated interest costs.

Now, let me go to—you put up a fan chart, Mr. Anderson, which
I commend you for showing because I think it is very important to
understand how wide the swing can be here. Let’s look back at
what CBO showed in a fan chart back in 2001 and where we have
actually come out. This is the range of estimates in the fan chart
from low to high 2 years ago, and now we put in where we actually
are. We are below the low end.

I can remember so well people telling me when I raised doubts
about the size of the tax cut, that that was going to put us in jeop-
ardy of going back into deficits and debt, so many people told me,
Kent, you are being overly cautious. There is going to be more
money than the top end of the projection because of the dynamic
effect of the tax cut. We will have even more revenue. The head
of the Office of Management and Budget of the President of the
United States said there was going to be more revenue. He said
that in testimony before this committee. He said maybe much
more.

Well, he was wrong. He was wrong. Those of us who warned re-
peatedly that we were headed into a risky circumstance when we
are betting on a 10-year forecast unfortunately have been proven
all too right. I think, you know, past is prologue. Now we have a
question of what we do going forward.

I think the Chairman is right to say we have to focus on what
is going to improve economic growth, what is going to help us with
this long-term circumstance. In addition to that, I believe we have
to be very mindful of where this is all headed.

Mr. Anderson, you talked about explosive growth of debt as we
head into the time of the baby boomers. Let me just put up the
chart that I ended with before that shows what is happening to the
trust funds. Let’s put up that. Medicare Trust Fund, we are in the
sweet spot of the cycle, and when this thing turns, it turns big
time. Yet the President is proposing at that time a tax cut package
now that will cost $4 trillion then. It doesn’t add up. It doesn’t add
up. It is going to be a very deep hole for this country.
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When you say explosive growth of debt, you are referring to, I
take it, the effect primarily of the retirement of the baby-boom gen-
eration.

Mr. ANDERSON. Right.

The CHAIRMAN. Senator Conrad, are you—do you have a re-
sponse?

Mr. ANDERSON. A couple of things. First of all, with respect to
the numbers you mentioned, we will provide for the record the
numbers you need for comparing the projections of 2 years ago with
what actually happened and what the impact has been for 2002,
2003, and for the current 10-year projection period.

Chairman NICKLES. I appreciate that. We thank you.

Mr. ANDERSON. Second, my long career has been in budgeting. I
am not an economist, and I am not an economic forecaster. In
working with economists and economic forecasters, I believe that
they have their most difficult time making forecasts when there is
a change—a fundamental change. That is one of the things that
was so pronounced in the past 2 years—that is, that we had a
change from a fundamental rate of powerful economic growth to a
rate that led us into a recession. As was pointed out, we didn’t
catch it. The Office of Management and Budget (OMB) didn’t see
it. Neither did anybody else.

The last thing I would point out is that we have also looked at
the fan chart and at where we came out with respect to those pro-
jections. We do that without having policy changes in there—which
I think your chart has—because we don’t project policy changes in
the baseline. Nevertheless, I also don’t wish to dispute the point
that, even taking out the policy changes, we are barely at the bot-
tom line of the fan anyway.

Senator CONRAD. If I could just make a point on that? I don’t
want to leave the impression that I was being critical of CBO.

Chairman NICKLES. No, I know you weren’t.

Senator CONRAD. I wasn’t being critical of you showing the fan
chart. I was trying to show where we are in the real world com-
pared to the estimates of where we might be. You know, it is pretty
stunning, and I think it has got to sober us all with respect to what
we do going forward.

Chairman NICKLES. Senator Conrad, I echo that. I think I said
the same thing. Nothing critical, Dr. Anderson, of you or even your
cohorts. We just all missed the numbers big time, particularly 2
years ago. We didn’t know about the terrorists, and we didn’t know
what happened in the market. I think there was a lot of negatives
there that have flowed up, and the reason why revenues were down
$175 billion from 2 years ago, that has hurt us big time.

Next we will call on Senator Crapo.

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

Mr. Anderson, I just have a question at the outset with regard
to the first chart you showed called the budget outlook where you
projected potential surplus and deficit over the next 10 years. As
I understood your testimony and that chart, we see a significant in-
crease in revenues in the out-years, primarily as a result of the ex-
piration of the Tax Act of 2001; is that correct?

Mr. ANDERSON. Starting in 2011, that is correct.
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Senator CRAPO. I realize it is not what you do in terms of you
have to focus on current law, and currently that law is projected
to expire. Have you done any projections as to what chart would
look like if we assume that the Tax Act is continued and not al-
lowed to expire?

Mr. ANDERSON. Yes.

Senator CRAPO. Well, first of all, I would like to ask if you would
make those charts available. Second, what does that tell us if we
make the assumption that the tax cuts are made permanent?

Mr. ANDERSON. If the tax cuts are made permanent, the sur-
pluses in the out-years are not eliminated, but they are greatly re-
duced.

Senator CRAPO. There are still surpluses?

Mr. ANDERSON. There are still surpluses, small surpluses, in the
out-years. One of the points I made is that in this time period, from
2004 to 2013, as a percentage of GDP, deficits or surpluses are rel-
atively small. They don’t really climb to a significant level until one
reaches 2011, 2012, and 2013.

If one extended the tax cuts in 2011, 2012, and 2013, you would
still have surpluses, but as a percentage of GDP, they would be
very, very small.

Senator CRAPO. All right. Thank you. I want to focus now on the
spending side of the equation for the next budget year, and as I un-
derstand your testimony—well, actually, let’s look back at the cur-
rent year for a moment. If I understand your testimony correctly,
outlays grew by about 8 percent in 2003; is that correct?

Mr. ANDERSON. Correct.

Senator CRAPO. Do you know how that is broken out among man-
datory spending versus discretionary?

Mr. ANDERSON. It is in our document here; The Budget and Eco-
nomic Outlook: Fiscal Years 2004-2013. 1 will tell you what it is in
just a second.

Senator CRAPO. All right. Well, the question I have is—and,
again, looking at your testimony, it appears that you are projecting
a 5.5 percent increase in outlays for this coming budget year. Do
I read that correctly?

Mr. ANDERSON. That is correct. I believe that is correct.

Senator CRAPO. Well, again, I will kind of read from some of the
statistics I get here, and you can correct me if I am reading them
wrong. I understand that you are taking into consideration net in-
terest costs falling during that period, but if you take out the inter-
est factor, the actual increase in outlays is about 6.7 percent for the
coming year.

Mr. ANDERSON. I believe that is correct.

Senator CRAPO. The growth in the economy, do you know what
we expect the economy’s growth to be?

Mr. ANDERSON. For calendar year 2003, 2.5 percent.

Senator CRAPO. So what you are projecting is that Congress is
going to be outspending the growth in the economy by more than
double in the coming budget year.

Mr. ANDERSON. I think it is 2.5 for 2003, and I think the figures
you are quoting were between 2003 and 2004.

Senator CRAPO. Oh, OK.

Mr. ANDERSON. It is 3.6 for 2004.
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Senator CRAPO. OK. So somewhere——

Mr. ANDERSON. Yes, right.

Senator CRAPO [continuing]. In the neighborhood of about a dou-
ble of the economy.

Mr. ANDERSON. Right.

Senator CRAPO. Can you tell me what is fueling the rise in
spending there in your projections?

Mr. ANDERSON. It is entirely in the entitlement area; that is, dis-
cretionary spending is growing at about or a little bit lower than
the rate of the economy. In the entitlement area, particularly in the
health area, Medicare and Medicaid and other Federal health bene-
fits are increasing at rates significantly greater than the size of the
economy.

Senator CRAPO. So if we are concerned about the rate of growth
of spending on the spending side of the budget, it is the entitlement
area, and particularly the health care area of entitlements, that we
must focus on.

Mr. ANDERSON. It is; however, our baseline for discretionary
spending assumes current law, which is right now at about a $750
billion budget authority level for 2003 and then just inflation. As
we have talked about before, we don’t have estimates in there for
a war or additional anti-terrorism expenditures or whatever new
discretionary expenditures may come out. Under that scenario you
are exactly right.

Senator CRAPO. So what you are telling me is that under the
Budget Act, you are required to assume that discretionary spend-
ing remains stable?

Mr. ANDERSON. At inflation, that is correct.

Senator CRAPO. At inflation.

Mr. ANDERSON. Right.

Senator CRAPO. Regardless of what you would see with regard to
congressional actions, and I understand that.

If T could just ask one more question, I know that you have pre-
viously been asked about the potential cost of a war and that you
have provided that information to the Budget Committee before.
Could you briefly tell us whether you have any evaluations as to
what the potential cost of a war with Iraq would entail?

Mr. ANDERSON. In late September, we did some estimates and
broke them out in several different categories. The categories we
broke them out into was the cost to get the men and materials and
troops and ships over to the Middle East, so the deployment costs.
Then we had a cost per month for combat, particularly the cost for
the first month and for subsequent months. Then we had a cost for
redeployment to take our materials and men back. Then we broke
all that down by whether one looks at what we call the heavy air
where we had much more concentration on an air conflict versus
a heavy ground conflict. What we didn’t do was say how many
months the conflict was going to last.

b Sel}?ator CRAPO. So you have broken it out on a monthly cost
asis?

Mr. ANDERSON. On a monthly basis. After we did all that, then
we also took a look at some historical occupation costs and gave fig-
ures on a monthly cost there. So I have these figures here, but the
purpose of them was to take a look at past figures and our current
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knowledge and provide you with the information so that if you
make a judgment of how long you think the war is going to last
and how long the occupation was going to last, then you would
have some broad senses of what the cost would be.

Senator CRAPO. I know we have those numbers, but if you could
submit those again, I would appreciate that.

I believe my time has expired.

Chairman NICKLES. Senator Crapo, thank you very much.

Next we will call on Senator Stabenow.

Senator STABENOW. Thank you, Mr. Chairman.

Just to follow-up with Senator Crapo’s comments regarding the
costs of war and Department of Defense, Homeland Security, and
so on, you had indicated that economic change, slowdown, coupled
with the tax cut passed last time and spending amount for these
swings or changes and the loss of the surplus and so on, and I
would just to my colleagues urge us to take a look at history when
we are in time of war. We saw in the 1960’s and early 1970’s a
buildup in military spending because of Vietnam and large deficits
accumulate. In the 1980’s, we saw large supply side tax cuts and,
again, a large military buildup in the 1980’s. The result was a tri-
pling of the national debt and an explosion in interest rates.

I now see—and we are all talking about being at the brink of
war, major war, possibly, with Iraq and homeland security, coupled
with other costs that we have that relate to the ongoing war on ter-
rorism. I would just first indicate that I would hope we would look
to history and what has happened in the past when those items
collide. We know, in fact, that on the discretionary side the largest
increases are in defense and homeland security, and we all support
those efforts to make sure that we are providing safety and secu-
rity. Those are the kinds of spending increases that we are seeing,
and we are going to see increased pressure in those areas. Wouldn’t
you agree—

Mr. ANDERSON. I agree, and the history aspects, particularly for
military history and the costs involved, I think are important for
whenever we consider a future military action.

Senator STABENOW. Concerning your comments regarding the
uncertainties—and we certainly are in a time of credible uncer-
tainty, geopolitical as well as economic, and I wouldn’t want to be
in your shoes or those of CBO trying to figure this out in the time
of great uncertainty that we have.

In looking at your comments, I noted that your comments on eco-
nomic uncertainty and where that comes from are different from
what we heard yesterday, in part, from economists saying it wasn’t
about demand. You are putting forth another view that the growth
of consumer spending is uncertain in the near term; however, be-
cause demand is weak—we have heard this certainly in many
places. Demand is weak in many sectors of the economy; spending
by the business sector remains weak as low corporate profits and
excess capacity from overinvestment during the bubble years of the
1990’s have inhibited investment. So we have an excess capacity
problem which would say we need to increase demand. It is not a
question of increasing supply. It is a question of increasing demand
so we can bring down that overcapacity. At least that is how I
would read it from what you are saying.
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Then you go on, moreover, uncertainty about the strength of de-
mand the risks of terrorism and war and so on have caused busi-
nesses to be cautious.

Mr. ANDERSON. Right.

Senator STABENOW. Could you speak to that? Because I think
that is very important as we debate how we stimulate the eco-
nomic, how we do things in a way that will strengthen and hit the
right points. It seems to me you are saying very clearly that de-
mand and bringing down that excess capacity is important in terms
of stimulating the economy.

Mr. ANDERSON. Well, you have hit on the highlights of what our
major concern here is, and particularly your reference to the uncer-
tainties aspect. We feel that much of the lack of demand, both on
consumers and on the part of businesses, and much of the low level
of capacity is very, very much related to the uncertainties involved.
Again, it 1s not just the business uncertainties. We highlight those.
We talk about those. The world gets smaller every day. We have
much more competition with people outside the country here, the
foreigners. It is the geopolitical.

The resolution of that kind of geopolitical we feel is perhaps
much more important, and perhaps much important than we can
give credit for here, because it is so difficult for economists or fore-
casters or businessmen to really tie those larger issues together
with the impact that it has on consumer confidence, business con-
fidence.

Now, after having said that, are we in the conditions for a jump-
start, if you will? Are we in the conditions for stimulus? Yes. You
mentioned history, and I do like history, not just military but also
financial and economic. Our estimates, our success at doing stim-
ulus proposals in the past has not been uniformly good. Frequently,
we have get the timing exactly wrong. That is, by the time we take
the actions to do particularly a fiscal policy impact on jump-start-
ing the economy, the economy will have changed in and of itself.
Monetary policy is perhaps another thing. Monetary policy gen-
erally can be done much quicker than fiscal policy.

So my comment to you is that I agree, we are in the conditions
now—and it certainly has been discussed actively by not only the
political environment but by the economic environment—that we
might be ripe for, could be very ripe for a jump-start stimulus.
Timing is paramount, though.

Senator STABENOW. I agree. You are saying exactly what many
of us have said in terms of having whatever happens happen im-
mediately. From what you are saying, this needs to be focused on
consumer confidence and demand and all of those efforts that are
different than some, certainly than what we have heard in terms
of many of the tax proposals that are more long term as opposed
to immediate and focusing on demand.

I would just say, in conclusion, one other comment. I found it in-
teresting and very important to note for the record that when we
look at the next 10 years and the focus on whether we will be in
surplus and when, it is important to note that of the $1.3 trillion
that is projected in a cumulative surplus over the next 10 years,
as you indicate, the last 3 years are almost entirely responsible for
that total and that that accounts for 93 percent of the 10-year sum.
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That is because you assume that at the end of 10 years the tax cuts
are not extend. Isn’t that correct?

Mr. ANDERSON. That is correct.

Senator STABENOW. So that we only have surplus, 93 percent of
what you are projecting occurs only if those tax cuts are not ex-
tended. If they are extended, do you have numbers at this point as
to what we are talking about in terms of debt?

Mr. ANDERSON. I have them. I don’t know exactly—I was asked
before, and I will provide them for the record. The surpluses do not
evaporate, but they remain very small. So basically, just as the
numbers we have for the initial years would indicate, if we were
to get rid of the—if we were to retain the tax cuts, we would have
surpluses of very small levels, not only nominal amounts but as a
percent of GDP, from basically the next 2 or 3 years throughout the
10-year period.

Senator STABENOW. Thank you.

Thank you, Mr. Chairman.

Chairman NICKLES. Senator Stabenow, thank you very much.

Next we call upon Senator Ensign.

Senator ENSIGN. Thank you, Mr. Chairman.

I want to go back to a line of questioning regarding the 10-year
numbers. Tax cuts wipe out the surplus, or at least greatly de-
crease it. Second, you don’t project any increases in discretionary
above inflation because you are not allowed to. Is that correct?

Mr. ANDERSON. Correct.

Senator ENSIGN. If you project those out, what happens to the
surplus?

Mr. ANDERSON. It is gone.

Senator ENSIGN. OK. I just wanted to make sure. I don’t want
to get partisan about this, but we have heard a lot about the tax
cuts. Last week we had on the floor of the House the omnibus bill.
There were $500 billion in new spending increases voted on in that
bill—$500 billion over the 10-year period of time.

Senator CONRAD. Would the Senator yield?

Senator ENSIGN. In just a second. The President’s proposal on
tax cuts is about $670 billion over 10 years. I haven’t seen too
much economic modeling that state that the spending increases are
going to actually grow the economy, where tax cuts—that is the
whole point. The purpose for tax cuts is a supply side effect. During
the 1980’s, we saw a tripling of the debt.

Three factors. One, we had going into the 1980’s—tremendously
high interest rates. Second, we had a dramatic decrease in the size
of the Defense Department that had to be rebuilt. Third, the tax
cuts actually increased revenues to the Government. We outpaced
those increases in revenues to the Government by spending, both
mandatory and discretionary spending. Is that correct?

Mr. ANDERSON. We believe at CBO, consistent with most other
economists, that there is a dynamic or supply side effect to tax
cuts, although I want to be very careful, it depends upon the tax
cut.

Senator ENSIGN. The kind of tax cut.

Mr. ANDERSON. Absolutely.

Senator ENSIGN. I totally agree with that.
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Mr. ANDERSON. How permanent in nature, and there are very
different kinds. In addition, we believe that the effect is very much
influenced about how the tax cut is financed. In fact, we are seeing
that today. Where we have a tax cut that goes through 2010 and
then, if you will, expires. Well, the economic impact of a tax cut
that goes out for 6 or 7 years and then goes away is much, much,
different, I think, than an economic impact of one that goes out
permanently and is also financed by spending cuts.

Senator ENSIGN. I think it is fine to look out 10 years, but at the
same time, we are so off on 1- and 2-year numbers, I have little
faith in 10-year numbers. I think we should have fiscal discipline.
I don’t want to add to the voices that say there is not a problem
with running deficit, as long as you keep the deficit at a certain
percentage of the GDP. I believe that we should look to not only
balancing the budget but also paying down the debt. I am a strong
believer in that. Lastly, I also believe that certain types of tax cuts
can stimulate the economy. The one thing I have learned in Wash-
ington, D.C., is we don’t cut spending. There just is not a lot of ap-
petite here to cut spending. I am one of the few that actually will
vote to cut spending, and the best we can hope to accomplish is to
slow the rate of growth of government spending down. We continue
to increase and increase and increase spending up here. I would
like to see the rate of growth slow down and have some tax cuts.
That seems to me the only way that you are going to take care of
the deficit. I believe a combination of slowing down spending with
the right kind of tax cuts is the only way for us to get to where
we all want to be, and that is where we are not leaving our chil-
dren and our grandchildren, with a country that is debt-laden.

I apologize to Senator Conrad, I took so long to yield.

Senator CONRAD. No, I appreciate it very much, Senator.

The Senator mentioned that we voted on $500 billion of spending
increases.

Senator ENSIGN. Correct.

Senator CONRAD. I would just say to the Senator, that is just not
correct. We voted on $27.7 billion of spending increases. Those
were l-year appropriations—I1-year appropriations. The only way
you get to $500 billion is you accumulate it over 10 years. There
1s no requirement—there is no requirement that you have addi-
tional expenditures for follow-on years.

Senator ENSIGN. We have all seen up here, when we do 1-year
expenditures they get added into the baseline. We don’t just do 1-
year expenditures on education or on anything else, and then the
next year cut it back. We never do that. It gets added into the
baseline. That is why that $500 billion number, I believe, is real.
Senator Stabenow said let’s look at the past. I haven’t been around
this place for too long, but it doesn’t take long to realize that things
don’t get taken away.

I think back to Ronald Reagan’s famous statement, the best way
to eternal life is to become a Federal agency or a Federal expendi-
ture. It never goes away.

I think that we should be consistent. Let’s look for the right kind
of tax cuts to stimulate the economy and have some restraint on
Federal spending and that is how we will get out of these deficits.

I thank the Chairman for the time.
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Chairman NICKLES. I thank the Senator.

Senator Allard.

Senator ALLARD. Mr. Chairman, thank you. I just want to go into
the debt limit just briefly here, if I may. Right now, when we talk
about our debt limit, we are talking about the total debt. We are
not talking about the public debt. That is correct?

Mr. ANDERSON. Correct.

Senator ALLARD. Just share with us some of the—maybe histori-
cally why it is that when we set the debt limit—this is actually
money going outside the Government for money to be put in. There
is an obligation out there. Why is it that we don’t use the public
debt as the limit as opposed to the total debt?

Mr. ANDERSON. I am not exactly aware of exactly why the deci-
sion was made many years ago to use what we call in the budg-
eting community the gross debt, that is, the debt not only that goes
outside the Government, the debt to the public, but also that por-
tion of securities that are given to Government agencies, such as
those that operate trust funds. So I am not sure exactly of the
limit, but the irony of that is that if one looks at the two changes
that we have had, the last two changes we have had in the debt
limit, the one from 1997 to just recently, the changes in that were
almost exclusively—I believe exclusively because of an increase in
the amount of debt for inside the Government. Over that period of
time, we have actually reduced the debt that went to the public,
the outside.

Senator ALLARD. You know, the only thing I could think of is
that perhaps maybe they were just looking at the obligations on
the general fund, in which case these trust funds—like Social Secu-
rity is a future obligation on the general fund if we are going to
honor those notes which automatically go out on Social Security,
for example, or any of the other funds. I think that is an automatic
obligation on the general fund.

Mr. ANDERSON. It may well have been. There have been pro-
posals recently also to decrease the amounts of moneys coming into
trust funds and make up for those losses by transfers from the gen-
eral fund. Well, that

Senator ALLARD. That is a future obligation, exactly.

Mr. ANDERSON. Yes, that would have debt limit concerns then
under the current definition that we have. It is an odd and con-
fusing thing to explain to the public.

Senator ALLARD. Now, we just raised the debt limit last year, the
first part of last year, I think, didn’t we? We are at $6.4 trillion.

Mr. ANDERSON. Yes.

Senator ALLARD. The Administration at the end of this last
year—or somebody in the Administration has suggested that
maybe we need to raise that a trillion or so. Can you share with
us some of the thoughts—or has the Administration shared some
of the thoughts of why they think that might be necessary?

Mr. ANDERSON. I believe just before Christmas the Treasury De-
partment came to the Congress and said that they needed an in-
crease—I don’t recall the exact amount—of the debt limit and that
they would need it by about a month from now. The cash-flows of
Treasury are such that April, as you might imagine, is our big cash
intake month. Because so many people resolve—both individuals
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and corporations, but particular individuals resolve their tax liabil-
ities about the middle of April, because of that, Treasury does need
or run short of income in February and March, and I believe what
Treasury said, that under current projections—and we looked at
them carefully and we believe that we are consistent with them—
they are going to bump up against the current debt limit of $6.4
trillion sometime around a month from now, that is, at the end of
February.

Senator ALLARD. At the end of February. I mean, if we would
deal with the debt limit in this particular piece of legislation, our
resolution, I guess we wouldn’t. We need—that is a statutory
change, isn’t it?

Mr. ANDERSON. I believe so, yes.

Senator ALLARD. This is a resolution. So we will have to probably
deal in the Congress, if we are going to raise that debt limit, we
are going to have to deal with that within—before this resolution
actually gets even reported out of the Senate.

Mr. ANDERSON. I believe so, yes.

Senator ALLARD. OK.

Mr. ANDERSON. Again, Senator, though just as we talked about
from 1997 to 2002, a good portion of that is the increase in debt
to trust funds.

Senator ALLARD. Yes. Now, there is also—I mean, our budget has
been pretty impacted by the cost of the war. We have had an im-
pact there. I think there has been a cost to the war there. How
have you figured in—and I am sorry I missed your presentation.
I had another committee meeting. Did you talk anything about the
future potential costs of this war? We could be right in the middle
of this resolution, and we could potentially—I am not saying we are
going to be, but potentially be at war with Iraq. We are amassing
our troops on the borders now, and so there is some extra cost
there. Have you given that any thought?

Mr. ANDERSON. We have given it a lot of thought, and I did talk
about it a bit, but it is easy to summarize.

First of all, in our baseline projections where we do not make,
explicitly do not make forecasts of congressional action, we do not
have any forecast of what additional appropriations the Congress
may provide to the Department of Defense for conducting the war.

Second of all, the major impact of the war could be its impact on
the economy. By its impact on the economy, I mean not just oil but
in a much broader sense, particularly on consumer and business
confidence.

We at the Congressional Budget Office try to take into account
what the private sector forecasters of the economy do. We have an
extensive panel of economic advisors that meets twice a year. We
regularly communicate with them, and we do an awful lot with
what is known as the blue chip, taking a look at the consensus and
various different estimates there. We are not sure exactly what
they have done with an expectation of the war or not. Our esti-
mates are such that we feel that these larger geopolitical risks are
not really something one can estimate on the economy.

So our economic projections and the baseline that we presented
here this morning is basically not taking into account what war
might do to the economy. It could be positive. A quick resolution
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of the war could take away a lot of the uncertainty and could get—
just to pick oil, for example, lower the price of oil considerably.
There are many, many other scenarios that go well into the oppo-
site direction and would cost not only the Federal budget but also
the economy billions and billions of dollars.

Senator ALLARD. I am going to change completely away now from
that and go into the tax cut area. When we put in place the tem-
porary tax cuts a year and a half ago, the Congress here, I noted
in an editorial by the Washington Post—and they have never been
any friend particularly of those of us who want to cut taxes, but
they had to admit in one of their editorials, very short in that edi-
torial, that the temporary tax cuts that were put in place a year
and a half ago that extended out only over 10 years actually did
help buoy up the economy.

Do you have any evidence to indicate from what you have put in
that those tax cuts did actually help buoy up the economy so that
it kept us out of going any further than what we have gone if they
hadn’t been in place?

Mr. ANDERSON. We have looked at the impact of the tax cuts,
temporary, yes, but temporary through 2010, and also the in-
creased spending. I have been in budgeting for many years and
looked at many different efforts to provide a jump-start or a stim-
ulus. As you may have heard me say just a few moments ago, I
think one of the problems of using fiscal policy in that sense is get-
ting the timing right. There have been so many times in the past
when, because of the delays of passing the legislation and then ac-
tually implementing the various different types of tax or spending
for stimulus purposes, that frequently we have missed the timing;
that is, we provided the stimulus tax cuts or spending at the wrong
time after the economy has picked up.

Last year, I think we hit it right. We may have been lucky. I am
not sure it was the immense wisdom of those of us here in Wash-
ington. Nevertheless, from an economic perspective, I think we hit
it right. By that I think we mitigated the depth of the downturn
by the combination of the fiscal policies that we made.

Senator ALLARD. So your bottom line is that we did help buoy up
the economy from your point of view.

Mr. ANDERSON. Yes, we did. We have some estimates of exactly
how much that was. I will be happy to provide them for you for
the record.

Senator ALLARD. I would appreciate that if you would provide it.

Mr. ANDERSON. Certainly.

Senator ALLARD. Thank you, Mr. Chairman.

Chairman NICKLES. Senator Allard, thank you very much.

We are delighted to also have Senator Sessions join us, a new
member of the Committee. Welcome, Senator Sessions.

Senator SESSIONS. Thank you. I won’t—I had an important Judi-
ciary Committee meeting. I just had to be there, and I am sorry
I couldn’t be here earlier.

After the last Gulf War, the price of oil did plummet signifi-
cantly, didn’t it?

Mr. ANDERSON. It really did, yes.

Senator SESSIONS. Was that a factor in the general economic
growth that we sustained after the Gulf War?
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Mr. ANDERSON. I think it was definitely a factor, and not just the
price but also certainty, as we have been talking about here, the
levels of uncertainty on the economy were diminished after the last
war. We hope they will be diminished shortly here, too.

Senator SESSIONS. Well, I know that a lot of people are nervous
about the economy and they would like to see it bounce back. There
are things that indicate that it is healthy enough that the market
should reflect that, and it hasn’t shown that. I suspect some of it
is nervousness over the war, and the sooner we can get that over,
I think we can have every prospect—and I am glad you agree—that
some stability in the region, we could show a reduction in oil
prices, which could be key to long-term growth. Certainly that can
be our hope.

That is all I have, Mr. Chairman.

Chairman NICKLES. Senator Sessions, thank you very much.

I would make just a couple quick comments. I was kind of fum-
bling around for the record. Its total amount of money that we pay
for Social Security and Medicare approximately equal to the total
taxes that we receive in Social Security and Medicare?

Mr. ANDERSON. The total amount of money we pay for Social Se-
curity and Medicare now is less than the amount of taxes that we
pay because of the general fund transfers that we make, particu-
larly to Medicare Part B.

Chairman NICKLES. OK. That wasn’t my question.

Mr. ANDERSON. I am sorry.

Chairman NICKLES. My question was: Is total amount of money
that we pay in Social Security and Medicare equal to the total
taxes we take in Social Security and Medicare? I know there is
presently some general revenue fund that supplements Part B, but
I think if you take that out, they are roughly equivalent, I think
the income and the outlays are roughly equivalent, and I want you
to substantiate that or correct me if I am wrong.

Mr. ANDERSON. I believe that it is largely true. That is right.
Yes, it is.

Chairman NICKLES. There are a lot of misconceptions about trust
funds, period.

Mr. ANDERSON. Yes, there is.

Chairman NICKLES. A lot of misconceptions that maybe at some
point we need to try to figure out or better explain. I believe the
total payroll taxes, the 15.3 percent, which includes Social Security
and Medicare, the total money that is received on payroll taxes for
those two accounts are roughly equivalent to the outlays that we
make every year on those two programs.

Now, granted, Medicare has—we say we supplement—we trans-
fer general revenue funds and so on, but, anyway, revenues, I be-
lieve, and outlays are roughly equivalent for those two programs.

Mr. ANDERSON. I believe you are correct.

Chairman NICKLES. You could correct me if I am wrong, or you
could give me something for the record if that is incorrect. I think
Senator Conrad and I are both concerned about long-term viability
of both programs. We will have hearings that will deal with those
at a later point. I am planning on having a Medicare hearing and
we may do a Social Security hearing as well. I am really concerned.
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Those are two programs that have a lot of attention and I think
some confusion on trust funds that I wrestle with.

One other question is in regards to what Senator Allard was
talking about on debt limit. The publicly held debt is what, $3.7
trillion?

Mr. ANDERSON. 3.2 or 3.3 trillion? I should have that on my fin-
gertips.

Chairman NICKLES. $3.5 trillion at the end of 2002.

Mr. ANDERSON. Right.

Chairman NICKLES. Does it really make sense or is it nec-
essary—I know you mentioned that you thought we would be up
against the statutory debt limit by the end of next month or close
to that time.

Mr. ANDERSON. Right. That is correct.

Chairman NICKLES. The statutory debt limit also includes debt
owed the trust funds or debt owed the Government; is that correct?

Mr. ANDERSON. That is correct.

Chairman NICKLES. We are not going to be bouncing checks on
those. Those are basically governmental entries. Does it make
sense to have the debt limit exceed what is in excess of the publicly
held debt?

Mr. ANDERSON. First of all, I think it is very, very confusing for
the public, that is, to try to talk about a debt limit that has a limit
on debt that the public doesn’t actually incur, the intergovern-
mental transfers.

What the purpose was when it was originally instituted many
decades ago, I don’t know. I am just not aware of that. I do not
find it from a budgetary perspective particularly helpful to have
the liabilities of intergovernmental accounts reflected as part of the
debt limit.

Chairman NICKLES. I appreciate that. I may even do a hearing
one of these days, Senator Conrad, on some of the trust funds and
misconceptions and so on.

Let me ask you one addition question. If we did make the Presi-
dent’s tax cut that passed in 2001 permanent, would we continue
under your projections under the baseline to have surpluses for all
those years?

Mr. ANDERSON. Yes. Deficits would decline, as we indicated, in
the near term, get to surpluses, small surpluses, and then remain
there through 2013.

Chairman NICKLES. I appreciate that. I look forward to working
with you.

Mr. Anderson, I have several questions that I think I will submit
to you for the record and would appreciate your response to those
as well.

Chairman NICKLES. Senator Conrad, do you have any final com-
ments?

Senator CONRAD. I do. Thank you, Mr. Chairman.

On the last point that was made, I think we have to be very care-
ful about the message we send the American public about sur-
pluses. There are no surpluses here anywhere, anywhere in sight,
under any scenario. Your baseline doesn’t include, does it, any pro-
vision for making the tax cuts permanent?

Mr. ANDERSON. It does not.
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Senator CONRAD. There is no provision in your baseline for the
President’s growth package and the revenue loss from that, is
there?

Mr. ANDERSON. That is correct, no provision.

Senator CONRAD. There is no provision in your baseline for the
President’s proposal on reforming Medicare or providing a prescrip-
tion drug benefit.

Mr. ANDERSON. That is correct.

Senator CONRAD. There is no provision in your baseline for
growth in spending for homeland security above inflation.

Mr. ANDERSON. Correct.

Senator CONRAD. There is no provision in the baseline for poten-
tial costs of the war.

Mr. ANDERSON. Correct.

Senator CONRAD. You have indicated potential costs of the war,
if there were a 5-year occupation, relatively short conflict, I think
those estimates were in the hundreds of billions of dollars, were
they not?

Mr. ANDERSON. I believe for a 5-year occupation that would get
up into that level.

Senator CONRAD. The other thing that is important to under-
stand is in the baseline, you are jackpotting, you are including So-
cial Security Trust Fund surpluses over the next decade; is that not
correct?

Mr. ANDERSON. I presented them on a unified basis.

Senator CONRAD. Unified basis.

Mr. ANDERSON. Right.

Senator CONRAD. Which means all the funds are jackpotted,
which means there is no special treatment for Social Security sur-
pluses or for other trust funds. They are really not treated as trust
funds. All the money is jackpotted.

The problem with that is, I believe, that it misleads the Amer-
ican people as to our true financial condition. No company in Amer-
ica could jackpot its retirement funds or its health care funds for
employees and pay operating expenses out of that, could they?
Could any company do that?

Mr. ANDERSON. We certainly have a different way of treating our
trust funds than anybody else, and I think I agree with what you
are saying with respect to the confusion that it causes the Amer-
ican public. Even the mere phrase “trust fund” we treat differently
than what you or I or the American public or businesses treat as
trust fund.

Senator CONRAD. You know, the thing that has always struck
me, I came from a financial background to the Congress, and I
started out in this committee way at the end of the table there. I
will never forget when I had my first briefing on how the Federal
Government does its accounting. To me, it is totally misleading. I
had a long talk with Chairman Greenspan about this 2 weeks ago,
and I personally believe we ought to go to an accrual system, be-
cause that would demonstrate to people there are no surpluses
here, under any scenario, under any presentation. Even if you
leave out the President’s proposals for additional spending and ad-
ditional tax cuts, all that aside, there are no surpluses. Because in
an accrual system, what would show is that we have these incred-
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ible liabilities that are hanging over us, for Social Security, for
Medicare.

The reason they don’t appear on the balance sheets of the Fed-
eral Government is because the notion is Congress could change
those programs on 30 days’ notice. That is the reason we don’t
show them as contingent liabilities. Does anybody believe these are
not truly liabilities? I don’t think there is a member around this
dais that wouldn’t say those are real liabilities.

Chairman NICKLES. Just to echo some of the things Senator
Conrad is saying, I am happy to get into some of our unfunded li-
abilities that we are looking at in some of our programs—Social Se-
curity, Medicare. Both—well, Medicare certainly, and Social Secu-
rity for the most part, a PAYGO system. It is so far from being a
funded system. I think the unfunded vested liability in Social Secu-
rity is more like $10 or $11 trillion. So one could put that figure
down if you want to say actual debt, you could add that. It is a li-
ability. We basically agreed to pay for it on a PAYGO basis, right
or wrong. Some people would like to change the system, and I
think maybe with some merit, to provide for a vested capitalized
system, but that would take some transition and some political co-
operation to make that happen.

Senator CONRAD. I go back to any private company, there is no
company in America today that could take the retirement funds of
its employees, the health care funds of its employees, and use them
to pay operating expenses. If they did that, they would be on their
way to a Federal facility, but it wouldn’t be the Congress of the
United States.,

Chairman NICKLES. They would also be on their way to a Federal
facility if they used PAYGO. Every company in America has actu-
arial standards that they must meet that the Federal Government
does not.

Senator CONRAD. Absolutely. This may be an area where the
Chairman and I are on the same page. I think we would do the
country a tremendous service if we would have hearings that would
focus on these unfunded liabilities and where we are headed, the
demographic time bomb we face, and what the implications are for
future policy. Perhaps that will be another day.

Chairman NICKLES. I look forward to working with you.

Mr. Anderson, thank you very much.

Chairman NICKLES. For the members of our committee, our next
hearing will be on Tuesday. We will have Mr. Glenn Hubbard, who
is the President’s Council on Economic Advisers, present to us at
2:30 on Tuesday.

The committee is adjourned.

[Whereupon, at 11:48 a.m., the committee was adjourned.]
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\ CONGRESSIONAL BUDGET OFFICE Dan L. Crippen, Director
‘ y U.S. Congress

Washington, DC 20515

September 30, 2002

Honorable Kent Conrad
Chairman

Committee on the Budget
United States Senate
Washington, DC 20510

Honorable John M. Spratt, Jr.
Ranking Member

Committee on the Budget
U.S. House of Representatives
Washington, DC 20515

Dear Mr. Chairman and Dear Congressman:

In response to your request of September 20, 2002, the Congressional Budget Office (CBO) has
estimated the cost of activities related to possible military operations in Iraq. Estimates of the total
cost of a military conflict with Iraq and such a conflict’s aftermath are highly uncertain. They
depend on many factors that are unknown at this time, including the size of the actual force that is
deployed, the strategy to be used, the duration of the conflict, the number of casualties, the
equipment lost, and the need for reconstruction of Iraq’s infrastructure.

Of the many options being discussed for force structures, CBO examined two representative
examples that vary in their emphasis on ground or air forces. Under the assumptions of those
examples, CBO estimated that the incremental costs of deploying a force to the Persian Gulf (the
costs that would be incurred above those budgeted for routine operations) would be between $9
billion and $13 billion. Prosecuting a war would cost between $6 billion and $9 billion a
month-—although CBO cannot estimate how long such a war is likely to last. After hostilities end,
the costs to return U.S. forces to their home bases would range between $5 billion and $7 billion.
Further, the incremental cost of an occupation following combat operations could vary from about
$1 billion to $4 billion a month.

The attachment to this letter describes the basis for CBO’s estimates, which were prepared by
Matithew Schmit and David Newman of CBO’s Budget Analysis Division; and by Greg Kiley, Paul
Rehmus, and Adam Talaber of CBO’s National Security Division. If you wish further details, we
would be pleased to provide them. CBO’s staff contacts are Jo Ann Vines (226-2840) and
J. Michael Gilmore (226-2900).

Sincerely,

WA

Dan L. Crippen
Director

Attachment
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Committee on Armed Services

Honorable John W. Warner
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Honorable Robert C. Byrd
Chairman
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Honorable Ted Stevens
Ranking Member

Honorable Jim Nussle
Chairman

Honorable Bob Stump
Chairman
Committee on Armed Services

Honorable Ike Skelton
Ranking Member

Honorable C.W. Bill Young
Chairman
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Summary and Introduction

Estimates of the total cost of a military conflict with Iraq and the conflict’s aftermath are
highly uncertain and depend on many unknown factors including the actual force size
deployed, the duration of the conflict, the strategy employed, the number of casualties, the
equipment lost, and the need for reconstruction of Iraq’s infrastructure. Of the many force-
level options being discussed, CBO examined two representative examples. Both
alternatives are based to some extent on the forces that the Department of Defense (DoD)
had previously indicated it would require for a major theater war. Using those forces, CBO
employed various methods to develop its estimates. As appropriate, it used cost data from
prior and current military operations—most notably, the operations in the Balkans,
Afghanistan, and Desert Shield/Desert Storm. In addition, CBO estimated costs using
categories similar to those in DoD’s annual reports on the Overseas Contingency Operations
Transfer Fund—personnel and personnel support, operations support, and transportation.

Under the assumptions incorporated in its examples, CBO estimates that the
incremental costs of deploying a force to the Persian Gulf would be between $9 billion and
$13 billion. (See the explanation below of “incremental costs.”) Prosecuting a war would
cost between $6 billion and $9 billion a month—although how long such a war may last
cannot be estimated. After hostilities end, the costs to return U.S. forces to their home bases
would range between $5 billion and $7 billion, CBO estimates. Further, the incremental cost
of an occupation following combat operations would vary from about $1 billion to $4 billion
amonth. The estimates of monthly costs incorporate no assumptions about the duration of
the conflict or the occupation. And CBO has no basis for estimating any costs for
reconstruction or for foreign aid that the United States might choose to extend after a
conflict ends.

The first of CBO’s examples emphasizes ground forces. Called the Heavy Ground
option in this report, it includes about five U.S. Army divisions and five U.S. Air Force
tactical fighter wings. The second option relies more on air power. Termed the Heavy Air
option, it comprises two and one-third U.S. Army divisions and 10 U.S. Air Force tactical
fighter wings. (Details of the options are displayed in Tables 1 and 2.) CBO estimates that
the cost of deploying the Heavy Ground force to the Persian Gulf would be about $13
billion; after that, the incremental cost of prosecuting a war in Iraq would reach just over $9
billion during the first month of combat and subsequently fall to about $8 billion a month
(see Table 3). Similarly, the cost of deploying the Heavy Air force to the Persian Gulf
would be $9 billion, and the incremental cost of prosecuting a war would reach $8 billion
during the first month of combat and then fall to $6 billion a month (see Table 4).
Eventually, forces deployed to the conflict from other locations would return to their home
stations. CBO estimates that the costs to redeploy those forces would be approximately $7
billion for the Heavy Ground force and $5 billion for the Heavy Air force.
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. CBO’s estimates represent the incremental costs that DoD could incur above the
budgeted cost of routine operations. As a result, the estimate excludes items such as the
basic pay of active-duty military personnel but includes the monthly pay for reservists
recalled to full-time duty. Similarly, the estimates reflect only the costs of aircraft flying
hours and ship steaming days above those normally provided in DoD’s regular
appropriations. CBO has no basis for estimating the number of casualties from the conflict
or for analyzing the effects of Iraq’s possible use of weapons of mass destruction; thus, the
estimates in this report exclude those considerations. Neither is there a basis for estimating
the costs associated with activities conducted under the National Foreign Intelligence
Program because the details of its activities are highly classified.

CBO’s Assumptions About Forces

As the basis for its estimates, CBO assumed that forces would be significantly smaller than
those DoD has previously proposed for fighting a major theater war (MTW). In DoD’s
plans,an MTW force included about five active Army divisions, 10 Air Force tactical fighter
wings, five to six Navy aircraft carriers with associated support ships, and one to two Marine
Corps expeditionary forces (MEFs).! In its estimate, CBO examined one option that
emphasizes ground forces—Heavy Ground—and another that relies more on air forces—
Heavy Air (see Tables 1 and 2); both of those options are subsets of the MTW force, and
both are significantly smaller than the forces used to fight the Desert Storm campaign.

The Heavy Ground Option. In estimating costs for this option, CBO assumed the use of
five Army divisions, but limited tactical air forces to half of those planned for an MTW, or
about five wings, on the assumption that the bases available to U.S. and allied air forces
might be limited or that extensive use of precision munitions might make the use of a smaller
number of aircraft feasible. CBO also assumed that this force would include one MEF. In
total, CBO estimates, the U.S. force would include about 370,000 military personnel
deploying to the Persian Gulf region (270,000 active-duty service members and 100,000
reserves). About another 70,000 reserves would be required to fill stateside and other
positions left vacant by deploying active-duty troops. The U.S. force would also comprise
up to 1,500 aircraft, 800 attack and transport helicopters, 800 tanks, and 60 battle force
ships.

Which allied forces might participate in a conflict with Iraq is uncertain; only the
British have thus far indicated their intention to contribute troops. Thus, CBO assumed that
two-thirds of a British heavy armored division and two-thirds of a British air wing would

1. A Marine expeditionary force consists of one Marine division and one Marine air wing.
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be part of the Heavy Ground force, as well as a British naval contingent of 21 ships, as in
Desert Storm. CBO’s estimates of the costs incorporate the assumption that the United
States will provide limited logistical support to those forces similar to the support it provided
during Desert Storm.

The Heavy Air Option. In its estimates of an option emphasizing air forces, CBO limited
U.S. Army forces to two and one-third divisions and increased the number of tactical air
wings to 10. That force structure assumes an increased reliance on air power to compensate
for the smaller ground force. For this option, CBO assumed the use of about one-third of
a MEF. In total, CBO estimates, the U.S. force would include about 250,000 military
personnel deploying to the Persian Gulf region (200,000 active-duty service members and
50,000 reserves). Another 55,000 reserves would be required to fill stateside and other
positions left vacant by deploying active-duty troops. The Heavy Air force would also
comprise up to 2,500 aircraft, 500 attack and transport helicopters, 300 tanks, and 60 battle
torce ships.

CBO assumed that one-third of a British heavy armored division and one British air
wing would be part of the Heavy Air force, as would the same British naval contingent of
21 ships assumed for the Heavy Ground estimate. Again, the United States would provide
limited logistical support to those forces similar to the support provided during Desert
Storm.

Incremental Costs for Deploying and Operating Forces

Detailed below are CBO’s estimates of the incremental costs for operations by the two
representative force structures during both the potential conflict in Iraq and its aftermath.

The Heavy Ground Option. CBO estimates that building up and deploying a U.S. force
composed of approximately five Army divisions, approximately five Air Force wings, five
Navy aircraft carriers with associated escort and support ships, and one Marine Corps
expeditionary force would cost almost $13 billion over a three-month deployment phase.
For that phase, costs for operations support constitute 43 percent of the estimate, or over $5
billion (see Table 3). Operations support includes the costs associated with operating and
maintaining all air, land, and sea forces assembled in the region before the conflict
commences; the costs associated with the incremental increase in flying hours and steaming
days, such as the costs for increased fuel consumption and repair parts; the costs of
equipping and maintaining ground troops and purchasing equipment; and the costs
associated with command, control, communications, and intelligence.
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Costs for personnel and personnel support during the deployment phase constitute
another 34 percent of the estimate’s total, or $4 billion; they include the costs for reserve
personnel called to active duty as well as special payments, such as hazardous-duty pay, for
both reserve and active-duty personnel. Costs for transporting troops and equipment into
the theater would be $3 billion, or 22 percent of the estimate, and are based on tonnage
levels and costs for Desert Shield and Desert Storm, and DoD’s planning factors for supplies
associated with each deployed soldier. In addition, they take into account the personnel,
equipment, and supplies already in and around the Persian Gulf.

CBO estimates that once combat begins, the costs for prosecuting the war, including
the cost to replace expended munitions and damaged or destroyed equipment, would total
$9 billion over the first month of combat. The costs associated with replacing expended
munitions account for 41 percent of that estimate. The cost of operations support (less the
cost of expended munitions) accounts for 36 percent; personnel, personnel support, and
transportation costs account for another 23 percent. CBO assumes that in the first month of
the conflict, 50 percent of the targets assigned to aircraft would be attacked with precision-
guided munitions, such as the Joint Direct Attack Munition (JDAM). CBO assumes that in
the second and subsequent months of combat, 10 percent of the targets would be attacked
using precision munitions. The war’s monthly cost would in turn decline by almost
20 percent, to $8 billion a month.

Atthe end of hostilities, the cost to return the Heavy Ground force units to their home
bases would be about $7 billion, CBO estimates. That figure includes the cost of returning
about 25 percent of the total tonnage of equipment and supplies shipped to the region (after
accounting for the fuel and ammunition consumed during the conflict) and all of the
personnel initially sent to the area. On the basis of DoD’s experience in Desert Storm, CBO
assumed that the redeployment phase would last about three months. The costs for
personnel and persennel support and for operations support for that period are estimated at
$4 billion and $2 billion, respectively.

The Heavy Air Option. CBO estimates that building up and deploying a U.S. force
composed of two and one-third Army divisions, 10 Air Force tactical air wings, five Navy
aircraft carriers with associated support ships, and about one-third of a Marine expeditionary
force would cost $9 billion. For the deployment phase, costs for operations support
constitute 48 percent of that estimate, or $4 billion (see Table 4). Personnel and personnel
support costs account for another $3 billion (31 percent), and transportation costs account
for the remaining $2 billion (21 percent).
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CBO estimates that once combat begins the costs for prosecuting the war, including
the cost to replace expended munitions and damaged or destroyed equipment, would total
about $8 billion over the first month of combat. The costs associated with replacing
expended munitions represent 45 percent of that estimate. The cost of operations support
(less the cost of expended munitions) accounts for 36 percent; personnel, personnel support,
and transportation costs account for another 19 percent. CBO again assumed that 50 percent
of the targets assigned to aircraft in the early phase of combat would be attacked with
precision munitions. In the second and subsequent months, CBO assumed, 10 percent of
the targets would be attacked using precision munitions, and the war’s monthly cost would
decline by about 20 percent, to $6 billion a month.

At the end of hostilities, the costs to redeploy the Heavy Air force would total about
$5 billion. Included in that estimate are the costs for returning about 25 percent of the total
tonnage of equipment and supplies shipped to the region (after accounting for the fuel and
ammunition consumed) and all of the personnel initially sent to the area. As it did for the
Heavy Ground option, CBO assumed that the redeployment phase would last about three
months. The costs for personnel and personnel support and for operations support for that
period are estimated at $3 billion and $1 billion, respectively.

Occupation. The costs associated with an occupation force for Iraq remain highly
uncertain, varying from about $1 billion to $4 billion a month, depending on the
assumptions used about force size and operations. Some military experts suggest thata force
of up to 75,000 peacekeepers might be needed; another plan discussed by the U.S. Central
Command calls for up to 200,000 troops. For its estimate, CBO used an average cost for a
U.S. Army peacekeeper consistent with experiences in Bosnia and Kosovo, and assumed
that U.S. force levels would range between 75,000 and 200,000 troops. It also assumed that
replacement occupation personnel and equipment would be periodically rotated to the
theater in a manner similar to that used in recent peacekeeping activities. However, current
Army forces would be unable to support those rotations for a prolonged 200,000-person
occupation.

Costs for an occupation could be significantly higher if that operation included the
construction of bases, bridges, and roads. On the other hand, if the United States limited its
role to providing logistical support to another country’s peacekeeping forces, costs for an
occupation could be significantly lower.
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Uncertainties and Unknowns

Estimates of the total cost of a military conflict with Iraq and such a conflict’s aftermath are
highly uncertain. For example, many other force structures—both smaller and larger than
the two examples CBO used in its estimates—could be fielded. A plausible, larger U.S.
force might be composed of the ground forces assumed in the Heavy Ground option and the
air forces assumed in the Heavy Air option. Such an alternative force would approach the
strength of DoD’s MTW force (discussed earlier), but would still be smaller than the force
used for Desert Storm. The personnel associated with that larger force would number
470,000; its deployment and monthly operations costs would be greater than any of the costs
displayed in Tables 3 and 4.

Whatever forces are used, unknown factors abound in considering how a conflict
with Iraq would actually unfold. On the one hand, if the Iraqi leadership or selected
elements of its military forces quickly capitulated, ground combat could be of short duration,
as in Desert Storm. On the other hand, if the leadership and military chose to fight, Iraq’s
use of chemical or biological weapons (CBW) against regional military or transportation
facilities could extend the war, as could the need to engage in protracted urban fighting.
Given those uncertainties, CBO’s estimates of the monthly costs of operations exclude
expenditures for decontaminating areas or equipment affected by CBW attacks. CBO also
has not attempted to estimate the number of potential casualties, including those that might
result from the enemy’s use of CBW or from protracted urban fighting.

A war could lead to substantial costs in later years that are not included in CBO’s
estimates, either because their magnitude could not be assessed even roughly or because they
depend on highly uncertain decisions about future policy. The United States might leave
troops or equipment in Iraq, which could require the construction of new military bases.
Sustaining the occupation over time could require either increases in active-duty and reserve
end strength or major changes in current policies on basing and deployment. The United
States might provide Iraq with funds for humanitarian assistance and reconstruction. Aid
could be provided in the future to allies and other friendly nations in the region, and levels
of assistance could be substantial.

Some analysts have speculated that the proceeds from Iraqi oil sales could be used
to offset the costs of reconstruction and occupation. However, Iraq is already a major
exporter of oil and until recently has been producing at close to its peak sustainable
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production capacity of 2.8 million barrels a day (BPD).> Currently, about 80 percent of
Iraq’s oil production is being used to purchase imports under the United Nations Oil for
Food Program or for domestic consumption. And, in the near term, Iragi oil exports cannot
be expanded without large-scale investment and development of infrastructure. Thus, the
primary source of additional funds for reconstructing Iraq would be the proceeds from the
legitimate sale of the approximately 400,000 BPD that are currently smuggled out of the
country to pay for the importation of items that violate United Nations sanctions.® Assuming
that a postconflict Iraq complied with all U.N. resolutions and removed the basis for the
current economic sanctions, and assuming also that its oil production infrastructure was
undamaged, Iraq could pay for reconstruction costs by using funds generated from that
400,000 BPD of oil and still have enough to pay for its country’s current level of imports.
At today’s oil prices, production at that level would amount to approximately $3 billion a
year.

=

According to data from the Department of Energy’s Energy Information Administration and the Organization of Petroleum
Exporting Countries (in its Annual Statistical Bulletin, Washington, D.C., 2000), Iraq produced an average of 2.8 million
BPD in 2000 and 2.4 million BPD in 2001. Its peak surge capacity is about 3.1 million BPD.

3. Oil is smuggled through Syria (180,000 to 250,000 BPD); Jordan (75,000 to 110,000 BPD); Turkey (40,000 to 80,000
BPD); and other Persian Guif states (30,000 to 40,000 BPD). See General Accounting Office, Weapons of Mass
Destruction: U.N. Confronts Significant Challenges in Implementing Sanctions against Iraq, GAO-02-625 (Washington,
D.C., May 2002).
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TABLE 1. UNITED STATES FORCES USED IN DESERT STORM AND ASSUMED FOR
CBO'S HEAVY GROUND AND HEAVY AIR OPTIONS

Major Force Element Desert Storm Heavy Ground Heavy Alr
Army Divisions® 7% 5% 2
Marine Corps Divisions® 2% 1 A
Marine Alr Wings i 1 1
Navy Carrier Air Wings 6 5 5
Navy Cartier Battle Groups® 6 5 5
Navy Amphibious Ready Groups® 7 1 t
Navy Surface Action Groups® pA 1 1
Air Force Fighter Wings® 9% S 10
Air Force Bombers 65 72 72

SOURCE: Congressional Budget Office.

a. Practions of divisions represent additional brigade-sized elements (armored cavalry regiments or Marine expeditionary brigades)

that would be deployed with combat divisions.

b. By the end of Desert Storm, more than 100 Navy battle force ships had participated in that conflict. For both the Heavy Ground

and Heavy Alr options, CBO estimates that the United States would deploy 60 Navy battle force ships.

c. During Desert Storm, Navy amphibious forces were not organized into amphibious rezdiness groups (ARGs). Thirty-one
amphibious ships participated in Desert Siomn, cammying two Marine expeditionary brigades and one Marine expeditionary unit.
That total Is roughly equivalent to 7 ARGs as they are organized today.

4. AirForcedeployment levels are measurec in tactical fighter wingequivalents {TFEs). Bach TFE represents a force with sufficient
aircraft to easure that 72 combat planes can be sustained and supportec. Fractional numbers of TFEs represent additional
squadron-sized elements (24 combat zircraft sustained and supported). Marine air wings and carrier air wings are not directly
comparable with Air Force TFEs because of differences in size and composition.
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TABLE 2. UNITED STATES PERSONNEL ASSOCIATED WITH DESERT STORM AND ESTIMATED FOR
CBO’S HEAVY GROUND AND HEAVY AIR OPTIONS (In thousands)

Service Desert Storm Heavy Ground Heavy Air
Army
Active 206 125 55
Reserve 99 88 38
Subtotal 305 213 93
Marine Corps
Active 87 40 25
Reserve 6 5 &3
Subtotal 93 45 25
Navy
Active 84 63 63
Reserve 1 ] 0
Subtotat 85 63 63
Air Force
Aclive 47 26 47
Reserve 10 8 13
Subtotal 57 34 60
Special Operations Forces® N.A. 12 12
Total Personnel Deployed
Active 424 266 202
Reserve 116 101 51
All Personnel 540 367 253
Reserve Backfill® 115 72 55
Total Personnel Required
Active 424 266 202
Reserve 231 173 106
All Personnel 655 439 308

SOURCE: Congressional Budget Office.
NOTE: N.A. = nat available.

2. Special-operations forces (SOF) persoune! are not displayed by service for the Heavy Ground and Heavy Air options because
all SOF forces are managed, funded, and provided by Special Operations Command.

b. Personnel required for backfill would not deploy to the theater of operations but would instead fill stateside or other positions
left vacant by deploying active-duty troops.
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TABLE 3. ESTIMATED COSTS OF DEPLOYMENT TO, COMBAT OPERATIONS IN, AND

OCCUPATION OF IRAQ: HEAVY GROUND FORCE OPTION (In billions of 2003 dollars)

Subsequent
Months of
Deployment First Monthof  Combat®  Redeployment Qeccupation
Cost Element {Three months)  Combai® (Per month)  (Three months) {Per montlt)
Personnel and Personne! Support® 4.3 1.4 14 43 na.
Operations Support” 5.4 7.1 54 L5 n.a.
Transportation® 28 07 07 13 na.
Total 12.5 9.2 75 7.3 141038

SOURCE: Congressional Budget Office,

NOTE: n.a. =not applicable.

a.

“Personnel” includes pay forreserve personnel calied to active duty as well as special payments, such as bazardous duty pay, for
both reserve and active-duty personnel. The category also covers subsistence items, such as food and water. CBO’s estimate also
includes those costs for reserve and National Guard personnel called to active duty in support of the Persian Gulf operations and
:0 fill in for positions left vacant by troops deploying to the Gulf. “Personnel support” includes clothing and personal iterns as
well as medical support.

. This category includes all incremental costs related to the operation and maintenance of air, land, and sea forces involved in the

Persian Gulf conflict. It includes costs assaciated with the incremental increase in flying hours and steaming days, such as costs
for increased fuel consumption and repair parts. Operations support also includes the costs of equipping and maintaining ground
troops and purchasing equipment, as well as the costs raled with con d, control, communications, and intelligence. In
addition, the category covers force reconstitution, which includes the replacement of munitions stocks and repair or replacement
of damaged equipment—and the incremental cost of increased depot maintenance for items such as aircraft, tanks, and ships.

“Transportation” includes the cost of moving personnel and equipment to the theater of operations from the continental United
States and from bases around the globe. Those costs are incurred by the U.8. Transportation Command, which operates DoD's
heavy-lift aircraft, Navy sealift, and contracts for comumercial air and shipping.

. CBO assumes that in the first month of combat, 50 percent of the targets will be attacked by precision-guided munitions (PGMs).

CBO assumes that if combat operations continue beyond one month, 10 percent of the targets would be attacked by PGMs.

This estimate is based on an average cost per U.S. Army peacekeeper for occupation forces ranging from 75,000 te 200,000
peacekeepers. The estimate could be signi ty larger if the occupation included heavy cosstruction, such as building bases,

bridges, and roads. If the United States jimited its xole to providing logistical support to other nations” occupying forces, costs
could be significantly lower,
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TABLE 4. ESTIMATED COSTS OF DEPLOYMENT TO, COMBAT OPERATIONS IN, AND

OCCUPATION OF IRAQ: HEAVY AIR FORCE OPTION (In billions of 2003 dollars)

Subsequent

Months of
Deployment First Month of ~ Combat®  Redeployment Occupation
Cost Element (Three months)  Combat¢ (Per month) (Three months) (Per month)
Personnel and Personnel Support® 2.7 0.9 0.9 27 n.a.
Operations Support® 42 6.2 4.7 1.1 n.a.

Transportation® 19 0.5 0.5 1.0 n.a

Total 8.8 7.6 6.1 48 14103.8'

SOURCE: Congressional Budget Office.

NOTE: n.a. = not applicable.

a.

“Personnel” includes pay for reserve personnel called to active duty as well as special payments, such as hazardous duty pay, for
both reserve and active-duty personnel. The category also covers subsistence items, such as food and water. CBO’s estimate ako
includes those costs for reserve and National Guard personnel called to active duty in support of the Persian Gulf operations and
to fill in for positions left vacaat by troops deploying to the Gulf. “Personnel support” includes clothing and personal items as
well as medical support.

This category includes all incremental costs related to the operation and maintenance of air, land, and sea forces involved in the
Persian Gulf. It includes costs associated with the incremental increase in flying hours and steaming days, such as costs for
increased fuel consumption and repair parts. Operations support also includes the costs of equipping and maintaining ground
troops and purchasing equipment, as well as costs associated with command, control, communications, and intelligence. In
addition, the category covers force reconstitution, which includes the replacement of munitions stocks and repair or replacement
of damaged equipment, and the incremental cost of increased depot maintenance for items such as aircraft, tanks, and ships.

“Transportation” includes the cost of moving personnel and equipment to the theater of operations from the continental United
States and other bases around the globe. Those costs are incurred by the U.S. Transportation Command, which operates DoD's
heavy-lift aircrafi, Navy sealift, and contracts for commercial air and shipping.

CBO assumes that in the first month of combat, 50 percent of the targets will be attacked by precision-guided munitions (PGMs).
CBO assumes that if combat operations continue beyond one month, [0 percent of the targets would be attacked by PGMs,

This estimate is based on an average cost per U.S. Army peacekeeper for occupation forces ranging from 75,000 to 200,000
peacekeepers. The estimate could be significantly farger if the occupation included heavy construction, such as building bases,
bridges, and roads. If the United States limited its role to providing logistical support to other nations’ occupying forces, costs
could be significantly lower..
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Material Submitted by the Congressional Budget Office to
Accompany the Statement of Barry B. Anderson
Before the Senate Committee on the Budget,
January 30, 2003

Answers to Questions from Chairman Nickles

Question. What is the percentage allocation between legislative and economic/
technical reasons when looking at the change in the surplus projections from J anuary
20017

Answer. For 2002, CBO estimates that economic and technical factors accounted
for 68 percent of the change from the projection made in January 2001. For 2003,
that share declines to 55 percent. For the 2002-2011 period, CBO estimates that 46
percent of the diminished projections of the surplus result from economic and
technical revisions and 54 percent from legislative action (see table below).

Changes in CBO’s Baseline Projections from January 2001 to January 2003
(In percent)

2002 2003 2002-2011

Legislation
EGTRRA? 8 16 23
Other revenue 9 8 1
Discretionary 11 14 15
Mandatory 3 5 3
Debt service A 3 13
Subtotal, legislation 32 45 54
Economic and Technical _68 _55 _46
Total 100 100 100

SOURCE: Congressional Budget Office.
a. The Economic Growth and Tax Relief Reconciliation Act of 2001.

Question. Why does the debt ceiling cover both debt held by the public and debt held
by government accounts?

Answer. The current concept of a limit on Treasury debt originated in the Second
Liberty Bond Act of 1917, which allowed the Treasury to borrow as necessary up to
aspecified ceiling set by the Congress to fund federal activities. The definition of debt
subject to limit was broadened over the next two decades and reached its current
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consolidated form in the early 1940s. Both debt held by the public and debt held by
government accounts fall under the debt ceiling; the sum of those two types of
Treasury debt is currently slightly below the $6.4 trillion ceiling.

When the original concept of a imit on public debt was established in 1917, debt held
by government accounts did not exist. By 1940-—when the debt limit was being
shaped into its current form—the amount of such debt was small. At the end of
1940, debt held by government accounts totaled less than $8 billion (about 16
percent of all outstanding debt). Today, debt held by government accounts {mostly
trust funds) represents over 40 percent of the total outstanding debt, or more than
$2.6 trillion.

In 1967, the President’s Commission on Budget Concepts examined the debt limit
in the context of its other proposals. The Commission did not endorse a public debt
ceiling as a means of controlling the budget; however, it did suggest that the limit
could be confined to direct borrowing of the U.S. Treasury.

Answer to Question from Senators Crapo and Stabenow

Question. What would CBO’s adjusted baseline look like if all expiring revenue
provisions were extended?

Answer. If all expiring revenue provisions were extended (but no other policies
affecting the budget were changed), CBO projects that the resulting baseline would
still show deficits that decline and eventually turn to surpluses; however, the level of
future surpluses would be much smaller than projected under CBO’s adjusted baseline
(see table below).
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Effect on CBO’s Adjusted Baseline if All Expiring Revenue Provisions Were Extended

(In billions of dollars)

Total, Total,
2004- 2004-
2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2008 2013
Total Deficit (-) or
Surplus
Under CBO’s Jan, 2003
Adjusted Baseline® -189  -145 -73 -16 26 65 103 140 277 451 508 -143 1,336
Effect on Deficit or
Surplus of Extending
All Expiring Revenue
Provisions
Revenues M * -34 -61 -69 -73 -74 -76  -206 -308 -321 237 -1,222
Debt service : o 4 7 A2 46 21 30 45 _-65 23 _-200
Subtotal * * -35 -65 -76 -84 -80 -97 236 -353 -386 -261 -1,423
Resuiting Total Deficit (-)
or Surplus -199 145 -108 -81 -50 -19 13 43 41 98 122 -404 -86

SOURCE:  Congressional Budget Office.

NOTE: Assumes that discretionary budget authority totals $751 billion for 2003 and grows with inflation thereafter.

* = between -$500 million and zero.

Answer to Question from Senator Allard
Question. What is the stimulative impact of the 2001 tax cuts on the economy?

Answer. The Economic Growth and Tax Relief Reconciliation Act of 2001 increased
demand during the recession. The tax cuts were well timed, and they helped prevent
the economy from slowing more than it did in 2001 and 2002.

CBO analyzed the short-run impact on demand of the tax legislation using two
economic models developed by private forecasting firms. One of the important
factors in the analysis is how the tax cut affected the Federal Reserve’s decisions
about monetary policy. If, without the tax cut, the Federal Reserve would have
responded to changes in inflation and real output as it has in the past, the models
suggest that the tax cut may have increased real gross domestic product by 0.2
percent to 0.4 percent in 2001 and by about 0.5 percent in 2002. That effect implies
100,000 to 300,000 additional jobs in 2001 and about 600,000 in 2002.

Because the tax cut added to demand in the economy, the Federal Reserve did not
have to be as aggressive as it otherwise would have been. To achieve the same
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growth in employment as the tax cut provided, the models suggest that interest rates
would have to have been about half a percent lower throughout 2001 and 2002.

Answers to Questions from Chairman Nickles’ Office

Medicare

Question. There is broad support in Congress to include a new outpatient drug
benefit in the Medicare program and strengthen and improve the underlying program
for seniors. Expanding the entitlement on the benefit side, however, comes at a time
when Medicare’s existing long-term obligations are grossly underfunded. Ithasbeen
estimated that Medicare’s long term unfunded liability over 75 years is $13 trillion.

Part 1. What impact will adding a prescription drug benefit to the Medicare program
have on the unfunded long-term liability or have on Medicare’s share of GDP?

Answer. The unfunded liability that you mention is consistent with the figures
contained in the most recent version of the Treasury Department’s Financial Report
of the United Staies Government. According to that report, which compares the
present value of expected benefit payments to the present value of contributions and
earmarked taxes over 75 years, the net shortfall for Medicare totals $12.8
trillion—about $4.7 trillion for Medicare Part A and $8.1 trillion for Medicare Part B.

The effect of adding a prescription drug benefit to Medicare on that unfunded liability
would depend on how the benefit was funded. If, as in most recent proposals, general
revenues were used to cover the difference between the program’s total payments and
beneficiaries” contributions of premiums—as is the case with Part B today-—then
Medicare’s unfunded liability would increase by an amount equal to the present value
of net federal costs for the new benef{it over the next 75 years. Especially if long-term
prescription drug spending continued rising more quickly than Medicare costs under
current policies, the unfunded Hability of such a prescription drug benefit proposal
could be quite large. Alternatively, if certain taxes were earmarked to cover the costs
of the drug benefit—as with Part A—then the present value of those projected tax
revenues would be counted as funding the costs of the drug benefit in whole or in part,
thereby reducing—or potentially eliminating—the unfunded liability associated with
the new benefit.

Focusing on such measures of unfunded liabilities may, however, mask the size of the
federal commitment because the unfunded liability depends on both what size the
proposed drug program is and whether tax revenues are earmarked to cover its costs.
An alternative measure of the federal commitment assesses the program’s projected
costs as a share of the economy, since that measure indicates how increases in taxes,
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cuts in spending on other federal programs, or growth in federal borrowing needed
to accommodate projected Medicare spending would affect the economy. CBO
projects that under current policies, Medicare spending will grow from 2.4 percent of
GDP today to 4.7 percent in 2030 and 9.2 percent in 2075. However, CBO has not
projected prescription drug costs over the long run. Proposals from last year to add
a drug benefit would have increased Medicare costs by at least 10 percent, and
sometimes much more, over the 10-year budget window.

Question. Part 2. What is the outlook over the next 30 years as the baby boomer
generation impact is felt on the program?

Answer. As mentioned, according to CBO’s projections, Medicare spending will
grow from 2.4 percent of GDP today to 4.7 percent in 2030 if current policies remain
inplace. The demographics are inexorable: the number of Medicare beneficiaries will
nearly double by 2030, while the workforce will grow by about 15 percent. Those
demographic pressures are compounded by two factors: Medicare beneficiaries use
significantly more health care, on average, than the rest of the population, and costs
per Medicare enrollee will continue to grow much faster than the economy as a whole.

As aresult, projected federal spending on the elderly and disabled through the main
federal entitlement programs—Social Security, Medicare, and Medicaid—will reach
14 percent of GDP by 2030, nearly double its current share of the economy. The
increased share of GDP that those programs alone will claim in 2030 is almost equal
to the share of GDP currently devoted to all federal discretionary spending. Beyond
2030, those fiscal pressures will intensify as longevity continues to increase and health
costs continue to grow. The projected growth in spending will require significant
increases in taxes, severe cuts in spending on other federal programs, or substantial
growth in federal borrowing.

Question. Part 3. Last year, CBO’s drug spending baseline assumed Medicare
beneficiaries will spend $1.8 trillion for the ten-year period 2003-2012. How much
has CBO’s drug spending baseline increased?

Answer. CBO recently updated its estimate for prescription drug spending by and on
behalf of Medicare beneficiaries, taking into account recent information and reflecting
other steps that CBO has taken to improve its projections. Currently CBO projects
that Medicare beneficiaries will use $1.84 trillion worth of drugs from 2004 to 2013.
That estimate represents an increase of about 4 percent over the projection of $1.77
trillion in drug spending that CBO made last year (covering the years 2003 to 2012).
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Shifting out the 10-year budget window is the main reason for that increase because
itadds arelatively expensive year (2013) to the projection while dropping a relatively
inexpensive year (2003). Indeed, that shift in the projection period would by itself
tend to cause a larger increase in CBO’s baseline. This year’s projection reflects a
somewhat smaller increase for two reasons, both of which take into account new
information about drug spending. First, new analysis of the degree to which drug
spending is underreported in current surveys led CBO to use a slightly smaller
underreporting factor in its estimates; the effect of that change is to reduce the starting
point for the projection. Second, CBO has decreased slightly its estimate of future
growth rates for drug spending in the United States as a whole since last year, owing
in part to slower-than-expected economic growth in the near term. It is worth noting,
however, that the estimated cost of a specific Medicare drug benefit proposal from last
vear (but with effective dates delayed by one year) could change by more or less than
the change in CBO’s baseline projection of drug spending, depending on the details
of the proposal.

Health Care

Question. The Centers for Medicare and Medicaid Services reported that health care
expenditures increased 8.7% between 2000 and 2001, the fastest rate of growth in ten
years. Health care expenditures consume roughty 14% of our Nation’s output. Most
of the growth is attributed to increased demand for hospital stays, outpatient services,
and prescriptions rather than rising prices.

Healthcare expenditures are strongly correlated with the growth of our nations aging
population. As the baby boom generation approaches retirement, what long-term
challenges does this pose for the Federal Budget?

Answer. Without changes to federal programs for the elderly, the aging of the baby-
boom generation will cause a substantial deterioration in the United States’ fiscal
position. Asnoted, the number of Medicare beneficiaries will nearly double by 2030,
while the workforce will grow by about 15 percent. For Medicare and Medicaid,
those demographic pressures are compounded because costs per enrollee are
projected to continue growing much faster than the economy as a whole.

As aresult, projected federal spending on the elderly and disabled through the main
federal entitlement programs—Social Security, Medicare, and Medicaid—will reach
14 percent of GDP by 2030, nearly double its current share of the economy. Far from
abating, those fiscal pressures will intensify thereafter as longevity continues to
increase and health costs continue to grow. As stated earlier, projected growth in
spending will require significant increases in taxes, severe cuts in spending on other
federal programs, or substantial growth in federal borrowing.
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EGTRRA and Economic Growth

On page 26 of the Budget and Economic Outlook: Fiscal Years 2004-2013, Box 2-1
reads, “On net, CBO estimates, [that] the expiration of EGTRRA will lower GDP by
about a half a percent by 2013. . . . [TThe largest economic effects of the higher tax
rates are likely to involve labor supply, which may shrink by between 0.4 percent and
1.2 percent from what it would have other wise been. . .. The economic weakening
caused by even so large a tax increase could reduce revenue by about $40 billion: $6
billion in 2011, $15 billion in 2012, and $18 billion in 2013.”

Question. Do you agree that marginal tax rate cuts act as incentive for individuals
to work harder and save and invest more?

Answer. Yes.

Question. If raising tax cuts can lower economic output, do you believe that the
opposite, lowering taxes on labor and capital can stimulate economic activity?

Answer. Yes, though the effect depends on how the tax cut is financed.

Need to Increase the Debt Limit

Question. Late last year, Treasury Deputy Secretary Dam sent a letter to Congress
asking for an increase in the statutory debt ceiling. CBO’s new baseline indicates that
we would need to increase the current debt ceiling by about $1 trillion to carry the
government through fiscal 2005.

Part 1. Over the same period, debt held by the public is projected to increase by about
$500 billion. That being the case, why would Congress need to raise the debt ceiling
by $1 trillion?

Answer. From 2002 to 2005, CBO’s baseline projects that debt held by the public
will increase by about $475 billion. Raising the debt limit by that amount would be
insufficient because it would neglect intragovernmental holdings, the other main
component of debt subject to limit. In the baseline, those securities are projected to
increase by about $745 billion from the end of 2002 to the end of 2005.
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Question. Part 2. What does the current debt ceiling cover? What is the difference
between debt held by the public and debt subject to limit?

Answer. The ceiling covers both debt held by the public and debt held by government
accounts. It does not include debt issued directly by agencies (which totaled about
$37 billion at the end of 2002).

Debt held by the public includes all federal debt held by individuals, corporations, state
or local governments, foreign governments, and other entities outside of the U.S.
government. Debt subject to limit is the maximum amount of money that the
government is allowed to borrow without receiving additional authority from the
Congress. The primary difference between debt held by the public and debt subject
to limit is that the latter also includes debt held by government accounts.

Question. Part 3. Does it make sense to have a limit on debt which includes
intragovernmental obligations? Should the debt limit just cover debt held by the
public?

Answer. Many analysts argue that a debt ceiling should not apply to
intragovernmental obligations. Instead, they maintain, the debt ceiling should focus
on debt held by the public-—that is, the amount borrowed to finance deficits. Such
borrowing is the concern of economists, participants in financial markets, and others
who worry about the federal government’s demand on credit markets. The
President’s Commission on Budget Concepts in 1967 proposed a more refined
measure of debt held by the public and urged that the statutory limit on federal debt
be revised accordingly.

Question. Part 4. If the limit covered just debt held by the public, what would that
figure be?

Answer. Atthe end of 2002, debt held by the public equaled $3.540 trillion. Under
the assumption that current policies remain the same, CBO projects that debt held by
the public will rise to about $4 trillion by the end of 2005.

Highways

Question. TEA-21 was authorized from 1998-2003. With the expiration of TEA-21
on September 30, 2003, what will CBO be using for a baseline beypnd 20037

Answer. The Deficit Control Act prescribes the method that CBO uses to project
budgetary resources in its baseline, including both discretionary and mandatory
resources for programs authorized under TEA-21.
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To project discretionary resources, CBO begins with the budget authority and
obligation limits provided in the most recent appropriations act. CBO adjusts the
figures for inflation in each of the following years of the baseline period. Using that
method, CBO projects obligation limitations and spending for the Federal-Aid
Highway program and certain other programs authorized by TEA-21 well beyond
2003, the year that TEA-21 expires.

The current continuing resolution, P.L. 108-004, would provide $33.8 billion in
discretionary resources for fiscal year 2003 if it was in effect for the rest of the year.

To project mandatory resources, CBO’s baseline includes the contract authority
provided by current law. The Deficit Control Act, however, specifies that CBO’s
baseline assume that large mandatory programs scheduled to expire during the
baseline period continue to operate at the same level anticipated for the year they
expire. For thatreason, CBO’s baseline continues the 2003 level of contract authority
for transportation programs, including the Federal-Aid Highway program, for each
year of the baseline period.

If a program with contract authority, such as the Federal-Aid Highway program, has
expired by the time CBO prepares its next baseline, then CBO will not include that
authority in the baseline projections. That is, if TEA-21 expires at the end of this
fiscal year, then CBO will not project any contract authority for TEA-21 in its January
2004 baseline. At that point, however, CBO would still project discretionary
resources by adjusting the 2003 obligation limits for TEA-21 programs for inflation
and estimating the resulting spending.

TEA-21 provided $37.5 billion in contract authority for fiscal year 2003.

Medicaid

Question. Part 1. According to your new baseline, Medicaid outlays grew by 13.2
percent last year, marking the sixth consecutive year that spending growth in the
program accelerated. You predict that as Medicaid spending continues to grow, it
will overtake Medicare spending in the next few years.

How much of this spending is for optional services and benefits?

Answer. Onthe basis of work done several years ago by the Congressional Research
Service, CBO estimates that about 60 percent of Medicaid benefit spending is for
either optional benefits or services furnished to beneficiaries in optional coverage
groups.
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Question. What is fueling the 13.2 percent increase in Medicaid spending?

Answer. The increase in Medicaid spending of 13.2 percent in 2003 was due to
several factors:

. Caseloads increased as states’ expansions of eligibility enacted in 2000 and
2001 took effect. Many of those expansions were for parents of children
enrolled in Medicaid.

. Higher unemployment led to additional enrollment of poor children and adults.

. Higher spending occurred for all types of benefits because of medical cost
inflation and higher utilization of services.

. Spending on prescription drugs grew by 18 percent.

. States continued to use upper payment limit (UPL) financing mechanisms to
get extra federal funding.

Although a few states acted to reduce Medicaid spending in 2002—primarily by
trimming payment rates for services—those actions were not substantial enough to
counter other factors.

Question. Part 2. In your analysis of increasing costs to Medicaid, you have
indicated that financing mechanisms such as the upper payment limit (UPL) contribute
to larger federal payments. As a member of the Finance Committee, I have worked
with Chairman Grassley to restrict these types of abuses.

Is there more room to clamp down on UPL and are their other aréas of payment
diversion Congress should be looking into?

Answer. States’ ability to use the UPL mechanism is much more limited than it was
afew years ago. CBO projects that federal spending related to UPL mechanisms will
decline from about $5.5 billion in 2003 to $2.8 billion in 2009 as recent legislative and
regulatory changes to restrict those payments take effect. By 2013, that spending will
rise to $3.5 billion. According to CBO’s estimates, over the 2004-2013 period,
federal costs associated with the UPL mechanism will total $34 billion. CBO isnot
aware of other types of diversions of payments at this time.



286

Cost of a War with Iraq

Question. Last September, CBO estimated the cost of a potential war with Iraq.
CBO noted that the cost of a conflict and its aftermath were highly uncertain.

Part 1. Recognizing these uncertainties, how might a potential conflict with Iraq
affect the budget outlook?

Answer. Recently, CBO was asked to gauge the costs of activities related to possible
military operations in Iraq.- (See the enclosed letter to Senator Kent Conrad and
Congressman John M. Spratt, Jr., on September 30, 2002, Estimated Costs of a
Poteniial Conflict with Irag which also is available at www.cbo.gov.) CBO
concluded, as you state, that estimates of the total cost of a military conflict with Iraq
and such a conflict's aftermath are highly uncertain. They depend on many factors that
are unknown, including the size of the force that is deployed, the strategy to be used,
the duration of the conflict, the number of casualties, the equipment lost, and the need
for reconstruction of Iraq's infrastructure.

Of the many force levels that might be used to prosecute such a war, CBO examined
two representative examples. Both alternatives were based to some extent on the
forces that the Department of Defense had previously indicated it would require for
a major theater war. The first of CBO’s examples emphasized U.S. ground forces.
That so-called Heavy Ground option would include about five Army divisions and five
Air Force tactical fighter wings. The second option relied more on air power.
Termed the Heavy Air option, it would comprise two and one-third Army divisions
and 10 Air Force tactical fighter wings. Using those assumptions, CBO employed
various methods to develop its estimates, including the use of data on the cost of prior
and current military operations—most notably, those in the Balkans, Afghanistan, and
Desert Shield/Desert Storm.

Using those two examples, CBO estimated that the incremental costs of deploying a
force to the Persian Gulf (that is, the costs that would be incurred above those
budgeted for routine operations) would be between $9 billion and $13 billion.
Prosecuting a war would cost between $6 billion and $9 billion a month—although
how long such a war might last could not be estimated. After hostilities ended, the
costs to return U.S. forces to their home bases would range between $5 billion and
$7 billion, CBO estimated. Further, the incremental cost of an occupation following
combat operations would vary from about $1 billion to $4 billion amonth. CBO had
no basis for estimating any costs for reconstruction or for foreign aid that the United
States might choose to extend after a conflict had ended. The following table
summaries those estimates.
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Estimated Cost of Military Operations in Irag by Phase and Size of Force
(in billions of 2003 dollars)

Subsequent
Months of
Deployment First Month Combat Redeployment  Occupation
Force Structure (Three months)  of Combat {Per month) (Three months) (Per month)

Heavy Ground® 12.5 9.2 75 7.3 1.4103.8
Heavy Air’ 8.8 7.6 6.1 4.8 1410338

SOURCE: Congressional Budget Office.

a. The estimate for the “Heavy Ground” force structure assumes five U.S. Ammy divisions and five U.S. Air
Force tactical fighter wings.

b. The estimate for the “Heavy Air” force structure assumes two and one-third U.S, Army divisions and 10
U.8. Alr Force tactical fighter wings.

Many alternative force structures—other than the two options that CBO used in its
estimates—could be fielded. And whatever forces were used, multiple unknown
factors would characterize any scenario of how a conflict with Iraq might actually
unfold. On the one hand, if the Iraqi leadership or selected elements of its military
forces quickly capitulated, ground combat could be of short duration, as in Desert
Storm. On the other hand, if the leadership and military chose to fight, Irag’s use of
chemical or biological weapons against regional military or transportation facilities
could extend the war, as could the need to engage in protracted urban fighting. Given
those uncertainties, CBO’s estimates of the monthly costs of operations exclude
expenditures for decontaminating areas or equipment affected by chemical or
biological attacks.

A war in Iraq could lead to substantial costs in later years that were not included in
CBO's estimates, either because their magnitude could not be assessed even roughly
or because they depended on highly uncertain decisions about future policy. For
example, the United States might leave troops or equipment in Irag, which could
require the construction of new military bases. Sustaining the occupation over time
could require either increases in overall active-duty and reserve force levels or major
changes in current policies on basing and deployment. The United States might
provide Iraq with funds for humanitarian assistance and reconstruction. And it might
provide substantial aid in the future to allies and other friendly nations in the region.

Question. Part 2. How do CBO’s cost estimates of a war with Iraq compare with
the estimates of others? :

Answer. CBO’s estimates are for the incremental monthly costs associated directly
with combat and occupation. Because of the many uncertainties regarding how a
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conflict might unfold, CBO has not estimated potential total costs for combat and
occupation. Nor has CBO considered other costs, such as those for reconstruction
ofinfrastructure inIraqand foreign aid or the costs associated with the indirect effects
of awaronthe U.S. economy. Estimates that other organizations have made tend to
focus on the total potential cost, including many assumptions and effects that CBO’s
estimates exclude. Therefore, although many of the estimates of the cost of a war in
Irac that others have made make use of CBO’s results, none are directly comparable
to CBO’s estimates.

Question. Part 3. It is possible that UN. weapons inspections in Iraq could take
longer that initially thought. If this is the case, U.S. military forces may have to be
maintained in a “stand-by” posture for the foreseeable future. What is the cost of
keeping sufficient forces stationed in the region indefinitely until a decision is made
whether to go to war?

Answer. In CBO’s September estimate of the potential cost of a war with Iraq, the
cost for a three-month deployment phase was between $9 billion and $13 billien,
depending on the size of the force. Given the current situation, it’s difficult to
determine when exactly that three-month period begins and ends. In fact, the
deployment phase may be shorter or longer than three months. An important factor
in determining the cost of the deployment phase will be the activation of rescrve and
national guard units, which has not yet happened to the degree assumed in CBO’s
estimate. However, if the Heavy Ground or Heavy Air forces assumed in CBO’s
estimates (which would be about 300,000 to 440,000 personnel) are completely
deployed, then CBO estimates that keeping those forces in the region on a sort of
"stand-by" status would cost between $3 billion and $4 billion a month.

Answer to Question from Senator Crapo
Question. What are the costs of a possible war with Iraq?

Answer. Following is the September 2002 CBO report Estimated Costs of a
Potential Conflict with Iraq.
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STATEMENT FOR SENATOR BUNNING
SENATE COMMITTEE ON THE BUDGET
CBO’S BUDGET AND ECONOMIC OUTLOOK
JANUARY 30, 2003

Thank you, Mr. Chairman.

1 was concerned, zs I"m sure were most members of this Committee, to read that new
CBO estimates of a $199 billion budget deficit for fiscal 2003. This number brings into
the stark reality the magnitude of the job before us in this Committee and in this Congress
— we must do what we can to help get our economy back on track and wé must hold the
line on spending.

1 can think of no better way to boost our economy than to allow the taxpayers to keep
more of the money that they earn. [ firmly believe that we have the most vibrant
economy in the world and that is the resuli of the dedication of the workers and the
businesspeople of this country. One of our challenges is to remember that all wisdom
does not stem from Washington -- it most certainly does not. The families and the
business men and women of this country are the best judges of how to best support their
children and grow their businesses. In many cases — in most cases -- we can best serve
the American people and the American economy by getting out of the way.

This Commitiee often has the job of trying to provide the Senate with some level of fiscal
restraint  This will be a very challenging year for us on this Committee, but T am
confident that under the leadership of Chairman Nickles, doing what we can to get
control on the spending will continue to be a priority.

I thank Mr. Anderson and his staff for their hard work and dedication and for his
willingness to appear before us today to explain the analysis of his office in detail.

Thank you.
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Changes in CBO's Baseline Projections of the Surplus Since January 2001

January 2003 Adjusted Baseline
(by fiscal year, in biflions of doflars)

% of % of Total, % of

2002 total | 2003 total | 2002 - 2011 total
Total Surplus as Projected January 2001 313 359 5,610
Bipartisan Bush tax cut (31) 7%| (84) 15% (1,186) 21%
Bipartisan economic stimulus tax cut (43) 9%| (39) 7% 35 1%
Other tax changes (&b} 0% 3 1% 21) 0%
SUBTOTAL, TAX CUTS (75) 16%| (126) 23% (1,242) 22%
Discretionary spending increases ' 50 11% 77 14% 818 15%
Mandatory spending increases 25 5% 48 9% 953 17%
SUBTOTAL, NEW SPENDING 75  16%| 126 23% 1,771 32%
ECONOMIC & TECHNICAL REESTIMATES (321) 68%| (306) 55% (2,577) 46%
TOTAL CHANGES (471) 100%{ (558) 100% {5.590) 100%
Total Surplus/Deficit as Projected in January 2003 (158) (199) 20
NOTE:
Surplus or deficit without any legisiative changes 8) 53 3,244

SOURCE: Congressional Budget Office



THE PRESIDENT’S FISCAL YEAR 2004 BUDGET

TUESDAY, FEBRUARY 4, 2003

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

The committee met, pursuant to notice, at 2:04 p.m., in room
SD-608, Dirksen Senate Office Building, Hon. Don Nickles (chair-
man of the committee) presiding.

Present: Senators Nickles, Enzi, Sessions, Conrad, and Corzine.

Staff present: Hazen Marshall, staff director; and Cheri Reidy,
senior analyst.

For the minority: Mary Ann Naylor, staff director; and Lee Price,
chief economist.

OPENING STATEMENT OF CHAIRMAN DON NICKLES

Chairman NICKLES. We will convene the hearing. Dr. Hubbard,
welcome. We are delighted to have you before our committee. We
are delighted, as well, that Senator Enzi is with us.

I will apologize and mention that because of the recent tragedy,
there are several of our members that are attending the memorial
services, and our hearts, and prayers, and sympathies are certainly
with the victims and their families of this recent disaster. I ob-
served the memorial service, the President and others, we have
several of our colleagues that are present, and we decided to go
ahead and conduct the hearing today.

Dr. Hubbard, we welcome you to our committee. We are pleased
that you would join us and pleased as well that my friend and col-
league, Ranking Member Senator Conrad is with us as well.

Senator Conrad, do you have any opening comments?

OPENING STATEMENT OF SENATOR CONRAD

Senator CONRAD. First of all, Mr. Chairman, I want to join you
in saying that our minds are very much with the family members,
and we are thinking very much about those who lost their lives.
It is an incredible tragedy, and I think the Chairman was right to
go ahead with the business of the Committee because, after all,
this deals with issues that affected those who gave their lives. So
I think the Chairman was quite right in proceeding, and we cer-
tainly welcome Dr. Hubbard here.

Mr. Chairman, I would start with just a brief review of where we
are from my perspective, and where we are headed, and why this
all matters a lot.

The President said in 2001 that he was using conservative eco-
nomic assumptions. He said, “Tax relief is central to my plan to en-
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courage economic growth, and we can proceed with tax relief with-
out fear of budget deficits. Even if the economy softens, projections
for the surplus in my budget are cautious and conservative. They
already assume an economic slowdown in the year 2001.”

Well, we now know, with the President’s release of the budget,
that those statements really missed the mark. We were told that
we were going to have nearly $6 trillion over the next decade in
surpluses. In the President’s most recent information, that has
turned to $2.1 trillion in deficits, a truly dramatic turn, approach-
ing $7.8 billion over the next decade.
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Let us go to the next. Last year, the President said our budget
will run a deficit that will be small and short term. Well, again,
he missed the mark, and the reality of our situation is much more
stark. This, again, is from the President’s own documents that
show that we are actually, even though we are running record defi-
cits now, those deficits on the left-hand side of the chart are record.
They are the biggest in dollar terms we have ever had. The Presi-
dent’s own information shows that if we pursue this budget policy,
we never get out of deficit, and in fact they become much larger
over time, as the baby boom generation retires.
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The President, as part of his package, has proposed a stimulus
or a growth package, but we see that very little of it, very little of
the cost of it is effective in this first year, the first fiscal year. Less
than 5 percent of the stimulus plan or the growth plan is effective
this year.

The Next Ten Years:
The Budget “Sweet” Spot

Surplus(+)/Deficit(-) as a percent of GDP
5

2004 Budget Policy
Extended

2013

T T T T T T T T T T T T T T T T T T T T T e
2000 2010 2020 2030 2040 2050
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The one thing that is growing is the debt, and the debt is grow-
ing dramatically. Gross Federal debt will go from $6.2 trillion last
year to $9.4 trillion by 2008, a time at which the President had

previously indicated we would virtually retire the publicly held
debt.

Gross Federal Debt
Assuming Enactment of President’s Policies

° (in trillions of $}

$9.4 trillion
in 2008

$6.2 trillion &

in 2002 4

$1.1 trillion o
in 1982 8

196! 1972 1982 1992 2002 2008

Source: President’s Budget for FY 2004 4Fen

Now, we go to the question of what works in terms of economic
growth. The Chairman has been very correct, I think, to point out
what we have got to do is get back on an economic growth path.
This is from the Macroeconomic Advisers, who I am told provide
macroeconomic analysis to the White House, as well as to the Con-
gressional Budget Office. What their estimates show is that the
President’s policy does provide a spike up in the near term, but
past 2005 provides lower economic growth than if we did not do
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anything at all. It actually hurts economic growth for the long
term.

That view is buttressed by Mark Zandi, the chief economist for
Economy.com. He says, in 2003, the Democrats plan that provides
more short-term stimulus will provide about twice as much eco-
nomic growth in 2003, little more than twice as much in 2004, but
interestingly enough will not provide the long-term harm that the
President’s plan will have.

Again, he finds, just like the other econometric firm has found,
that the President’s plan actually hurts long-term growth.

Let me just conclude with a statement from you, Dr. Hubbard,
in your textbook. You say, and I quote, “We can represent the large
increases in the Federal budget deficit in the early 1980’s, creating
short-run pressures for higher output and interest rates. By the
late 1990’s, an emerging Federal budget surplus put downward
pressure on interest rates.” I would agree with that, and I would
suggest that increasing deficits, increasing debt will serve as a
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drag on the economy. That is what other economists have found,
that the dead weight of deficits and debt actually hurt long-term
economic growth. That is really what this discussion is about, this
debate is about.

We have got to, together, find the strategy that will best help our
country return to economic growth, and I thank you, Mr. Chair-
man, for the hearing.

Chairman NICKLES. Senator Conrad, I will agree with that last
statement. I hope that we will work together and find the policies
that will help best grow the economy.
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I would like to show one chart. I am going to try and avoid chart
wars with you. The guy makes charts like they are popcorn. They
keep popping up every where I go, Senator Conrad’s charts.

I am going to show this chart because this chart kind of shows
what happened a little bit, and maybe I will ask Dr. Hubbard to
help maybe explain, but the blue is revenues, and you can see reve-
nues in the year 2000 were over $2 trillion—$2.25 trillion. The
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next year they declined by about 1.7 percent, went down to $1.99
trillion, and then in 2002, declined to $1.853 trillion, a reduction
of almost 7 percent from 2001 to 2002, a combined reduction of
about 8.5 percent.

Conversely, expenditures climbed dramatically, total outlays of
the Federal Government. There was, let me see if I have the per-
centages, the spending increased between 2000 and 2001 about 4.2
percent and then between 2001 and 2002 by 7.9 percent. Actually,
if you took away the reduction in interest costs, spending grew by,
well, actually, in the appropriated accounts by over 12 percent.

So you had spending growing dramatically, revenues declining
substantially, and, Dr. Hubbard, OMB missed the guess on reve-
nues and so did CBO. You both guessed about the same. I mean,
your mistakes were about even. You both misjudged revenues, but
I will tell you history has never shown this kind of reduction in
revenues. Two consecutive years, we have never had reduction in
revenues, and we have certainly never had a reduction in revenues
of 7 percent like we saw between 2001 and 2002.

I might note from my colleagues, since the President has pro-
posed a budget of $2.2 trillion, if revenues would have maintained
any type of growth for 2001, 2002, 2003, 2004, a growth of 2 per-
cent, and we would still be in balance, but we had a rather dra-
matic departure in growth and a decline in revenues. At t