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(1)

STRENGTHENING AMERICA’S ECONOMY:
STIMULUS THAT MAKES SENSE

TUESDAY, JANUARY 22, 2008

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, DC.
The hearing was convened, pursuant to notice, at 10:01 a.m., in

room SD–215, Dirksen Senate Office Building, Hon. Max Baucus
(chairman of the committee) presiding.

Present: Senators Conrad, Bingaman, Lincoln, Wyden, Stabenow,
Salazar, Grassley, Hatch, Snowe, Bunning, and Roberts.

OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. The hearing will come to order.
First, I want to wish everybody a Happy New Year.
Vaclev Havel once defined hope to mean ‘‘the certainty that

something makes sense.’’ We meet today to evaluate what economic
policy can give Americans hope. We meet to discuss what economic
stimulus makes sense.

As we meet today, the economy is weak, the housing sector is in
a slump, a larger credit crunch looms on the horizon, and stock
markets are falling. Retail sales dropped in December. In the latest
report, the unemployment rate jumped from 4.7 to 5 percent. Some
States are already in a recession, and consumer expectations for a
better economy are at a 16-year low.

Today we will consider the arguments for why the economy
needs fiscal stimulus, and, assuming that it does, we will consider
what kinds of stimulus make the most sense. To help us under-
stand these questions and to get the answers, we have Peter
Orszag, who is Director of the Congressional Budget Office, before
us today. We are very honored to have you here, Peter, and thank
you for coming.

CBO just issued a report on fiscal stimulus, and that report
states ‘‘there is a strong possibility of at least a few quarters of
very slow growth’’ in calendar year 2008. The Federal Reserve
Board appears to believe that the economy is weak enough to need
monetary stimulus.

With its three-quarter-point reduction today, the Fed has already
lowered its target for interest rates by a total of one and three-
quarters percentage points over the last couple of months. Last
week, the chairman of the Federal Reserve Board said the Fed
would ‘‘stand ready to take substantive additional action as needed
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to support growth and to provide adequate insurance against down-
side risks.’’

But will monetary stimulus be enough? There are reasons to be-
lieve that it might not. There are reasons why Congress might do
well to provide fiscal stimulus, i.e., cutting Federal taxes or raising
Federal spending.

For one thing, a lot of houses on the market right now might pre-
vent lower interest rates from having their usual punch. For an-
other, skittish lenders who have suffered losses as a result of the
subprime mortgage crisis may remain reluctant to make loans, no
matter how low interest rates go.

Fiscal policy, if enacted quickly, can work faster than monetary
policy. We need to consider that the economy may be weak enough
that we may need fiscal stimulus to augment monetary stimulus.
Economists differ on the odds of a recession, but either way fiscal
stimulus could be valuable to improve otherwise weak economic
growth, even if we are not technically in a recession.

If fiscal stimulus is needed, what kind of fiscal stimulus should
we enact? The consensus is growing that it must be three things:
timely, targeted, and temporary. Stimulus occurs when households
and businesses spend any additional income that they receive rath-
er than save it. To get households and businesses to spend more
money, the government can do two things: cut taxes or increase
spending.

Fiscal stimulus must be timely. That means that, once enacted,
the stimulus must take effect quickly. It needs to be out of the door
quickly so that the intended recipient can spend it quickly. Spend-
ing in 2011 will not avert a recession in 2008.

Fiscal stimulus should be well-targeted. Stimulus should be tar-
geted to those who most need the help. Stimulus should be tar-
geted to those who will spend the money quickest. Lower and
middle-income households are the ones most likely to need addi-
tional income during a recession. Because the financial resources of
these households are more limited, they are also the ones who
would be likely to spend the money quickly.

And fiscal stimulus must be temporary. If fiscal stimulus extends
beyond the end of the recession, it could overheat an expanding
economy, causing inflation. Moreover, permanent fiscal stimulus
would increase Federal budget deficits.

So let us think through what sort of economic stimulus makes
sense. Let us see what stimulus can be timely, targeted, and tem-
porary, and let us imagine what sort of economic stimulus can help
to give Americans renewed hope.

Now I would like to turn to my colleague, Senator Grassley.
Senator GRASSLEY. Happy New Year, Senator Baucus.
The CHAIRMAN. And to you, Senator. Thank you.

OPENING STATEMENT OF HON. CHUCK GRASSLEY,
A U.S. SENATOR FROM IOWA

Senator GRASSLEY. There are two opposing points of view on the
economy. Some people say that consumption is the key to economic
growth. When people go shopping, business is good. When people
stay home, business is bad. Now, according to this view, we need
to spend more. Other people would say investment is the key.
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When people invest, business is good. When people do not invest,
business is bad. According to this view, then we need to save more.

Some economists try to reconcile these opposing views by sug-
gesting that the correct view depends on the circumstances. When
workers are fully employed and factories are fully utilized, they say
we need to save more and increase supply. But when workers are
unemployed and factories are idle, they say we need to spend more
and increase demand. While this explanation is appealing, it does
not withstand careful scrutiny.

As a family farmer, I would like to consider a barnyard example.
I am talking about the proverbial chicken and egg. In the first ex-
ample, we have five chickens that each lay five eggs a week. But
people want more eggs. The solution is to save some eggs, let them
hatch, and then you have more chickens to lay more eggs. In the
second example, you have five chickens that lay five eggs a week,
but people want fewer eggs. The solution cannot possibly be to buy
more eggs, because that is a problem. There is a surplus of un-
wanted eggs.

Now, when economists talk about stimulating consumer demand,
they give the impression that we can grow our economy by getting
people to go shopping and it does not matter what they buy. But
such talk obscures the fact that, at any given point in time, our
economy is comprised of a specific set of goods, a specific set of
services, each with its own unique factors of supply and demand.

When market conditions change, either because of fickle con-
sumers, maybe foreign competition, maybe rising oil prices, or a
stock market bubble or housing bubble, and maybe a lot of other
things, the goods and services that existed before the change are
no longer suitable to meet the market conditions that exist after
the change.

For example, if consumers decide they want more milk and fewer
eggs, no amount of consumer demand is going to magically turn
our eggs into milk. Farmers are going to have to raise fewer chick-
ens and get more cows, and that of course takes time.

When workers are unemployed and factories are idled because of
changing market conditions, those workers and those resources
must often be reemployed or redeployed in a new occupation or in-
dustry. Economist Joseph Sumter refers to this process as, in his
words, ‘‘creative destruction.’’

This process, as we know, is ongoing. Millions of jobs are created
and destroyed each year. Most of the time we end up with more
jobs than we started with at the beginning of the year; regardless
of how many were created or destroyed, more are created. But
whenever our economy falters and millions of Americans are out of
work, it is only natural to want to help.

As the President said during the last economic downturn which
occurred earlier in his first term, ‘‘Everyone who wants a job ought
to be able to get a job.’’ Thankfully, we have had several years of
robust economic growth since. The question is, how do we get the
desirable level of economic growth? How do we put in place policies
to ensure the economy provides enough jobs for workers? How do
we respond to the near-term economic problem without doing long-
term damage?
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The last question is really a critical question for today’s hearing.
Chairman Bernanke has said there should be fiscal stimulus, and
we found out this morning that he is trying in that direction. Lead-
ing economic thinkers on the Democratic side, such as former Sec-
retary of Treasury Summers, have agreed, as has Dr. Martin Feld-
stein, a leading economic thinker on our side of the aisle. So, turn-
ing to another farm analogy, the fiscal stimulus horse has left the
barn, and I would prefer that horse to be a thoroughbred rather
than a swayback.

So with the die cast that we need some kind of fiscal stimulus
again, how do we best respond to the immediate situation and not
damage the economic growth over the long term? We are told that
in order to stimulate the economy, all the government has to do is
put money into the hands of consumers and they will spend it, and
in the process spend us back to prosperity.

The problem with this approach is that, the only way the govern-
ment can put money in somebody’s hands is by taking it from
somebody else’s pockets. That power is exercised either in the form
of higher taxes or more borrowing. Over the long term, this can be
a zero sum game in which one person’s loss is another person’s
gain.

Some economists tried to obscure this fact by introducing a con-
cept known as the ‘‘marginal propensity to consume.’’ That is a
fancy way of saying some people spend more of their money than
others spend. According to this concept, low-income people are
more likely to spend the extra dollar than high-income people;
thus, taking money from the rich and giving it to the poor will
stimulate consumer demand and boost the overall economy.

They will point, then, to the multiplier effect. This concept is
flawed because it ignores the role of saving. Money that is saved
does not disappear. It flows back into the economy in the form of
investment. Investment is just another form of spending, specifi-
cally spending on capital goods like factories and equipment. Thus,
money spent on capital goods adds to the overall economy, just not
like money on consumer goods.

Designing an effective policy requires a clear understanding of
why the economy is slowing and unemployment is rising. The idle
workers and resources that exist today are the result of changing
market conditions, primarily rising oil prices and falling home
prices. Government efforts to stimulate consumer demand can nei-
ther force people to buy things they no longer want, nor transform
unwanted items into things that they do want.

I do not think that we will find many folks who feel that, cur-
rently over the long term, Americans are saving too much. Realign-
ing our economy in a manner consistent with the changing market
conditions will take time. Efforts to stimulate more consumption
will only come at the expense of investments needed to bring about
necessary realignment. Everyone agrees, investment is the key to
higher productivity and a rising standard of living. We should not
let our desire for a quick fix divert our attention from this fact.

Thank you, Mr. Chairman.
The CHAIRMAN. Thank you, Senator, very much.
I would like to now introduce our witness, Dr. Peter Orszag, Di-

rector of the Congressional Budget Office. Thank you, Dr. Orszag,
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for being here today. As you know, customarily witnesses get 5
minutes for oral presentation, and we will put your printed re-
marks in the record.

Why don’t you proceed?

STATEMENT OF DR. PETER ORSZAG, DIRECTOR,
CONGRESSIONAL BUDGET OFFICE, WASHINGTON, DC

Dr. ORSZAG. Thank you very much, Mr. Chairman, Mr. Grassley,
members of the committee.

The risk of recession is significantly elevated relative to normal
economic conditions. This morning the Federal Reserve took ag-
gressive action to address what it called appreciable downside risk
to growth. Especially in light of this most recent Federal Reserve
action, many professional forecasters suggest continued, albeit
sluggish, economic growth in 2008 rather than an outright reces-
sion. In any case, several quarters of unusually weak growth are
likely. This type of situation is relatively rare.

I did not grow up on a farm, so I am not sure whether it makes
me a chicken or an egg, but I would note that the type of policies
appropriate to address this type of unusual situation are not nec-
essarily appropriate to more normal economic conditions.

In particular, when the economy is weak the key constraint on
short-term economic growth is demand for the goods and services
that firms could produce with existing resources. In most cir-
cumstances, by contrast, and certainly over the long term, the key
constraint on economic growth is the rate at which that capacity
to produce is expanded through forces like increases in capital and
labor, and improvements in productivity.

One of the constraints on short-term growth is aggregate de-
mand, as appears to be the case today. Both monetary and fiscal
policies can help by boosting spending. On the fiscal policy side, the
automatic stabilizers built into the budget will help to attenuate
any economy downturn by providing a cushion to after-tax income.

The question is whether additional fiscal action would be a useful
complement to the monetary policy actions already taken and the
automatic stabilizers built into the budget. One way to think about
that is that fiscal stimulus can help provide insurance against the
risk and severity of a possible recession. Our estimates suggest
that stimulus of somewhere between a half and 1 percent of GDP
would reduce the elevated risk of recession to more normal levels,
as long as the stimulus were well-designed.

The stimulus need not be targeted at what caused economic
weakness in the first place. Instead, the key is that it bolsters ag-
gregate demand and thereby helps to jump-start a positive cycle of
increased demand, leading to increased production, until the con-
straint once again becomes how much we can produce rather than
how much we are willing to spend.

So what would work? A well-designed fiscal stimulus would have
several central principles.

First, it would be delivered relatively rapidly so that it took effect
in a matter of months, not years, when the economy was expected
to be weak.

Second, it would be temporary. As CBO highlighted in our long-
term budget outlook released last month, the Nation faces a severe
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1 See, ‘‘Overview of Past Tax Legislation Providing Fiscal Stimulus and Issues in Designing
and Delivering a Cash Rebate to Individuals,’’ Joint Committee on Taxation staff report, Janu-
ary 21, 2008 (JCX–4–08), http://www.jct.gov/publications.html?func=startdown&id=1337.

long-term fiscal gap. Stimulus that exacerbates that long-term
budget imbalance could impose greater economic costs than bene-
fits.

Finally, it would be cost-effective in the sense of boosting aggre-
gate demand as much as possible at a given budgetary cost.

With those principles in mind, we can briefly examine some of
the leading proposals under discussion on both the tax and spend-
ing sides of the budget.

First, on the tax side, with regard to individual tax changes, the
key is to get money quickly to people who will spend most of it, if
the objective is short-term economic stimulus. On that note, the ex-
perience with the 2001 tax rebates was more auspicious than stud-
ies of earlier rebates would have suggested. Roughly one-third of
the rebates were spent within 3 months, and roughly two-thirds of
the rebate amounts were spent within 6 months.

To boost cost-effectiveness further, policymakers would need to
focus on lower-income households and those with difficulty bor-
rowing. The studies of the 2001 tax rebate suggested that lower in-
comes and credit-constrained recipients increased their spending
substantially more than the typical recipient did.

Those low-income and credit-constrained households most likely
expend money quickly; however, they typically do not owe income
tax liability. According to the Joint Committee on Taxation, of the
154 million tax units in the United States, about 66 million do not
owe income tax liability, and about half of those, or about 30 mil-
lion, have wage income and file an income tax return.

Regardless of whether such households are included, a knee-jerk
administrative issue with rebates involves when the checks could
go out, given that the IRS is busy with tax filing season. It will be
a major challenge to issue checks before May or June, at the very
earliest.

The Joint Committee on Taxation explores this and other crucial
administrative questions in a document prepared for today’s hear-
ing.1

On the business side, economic theory suggests that temporary
investment incentives can lead firms to shift investments into the
short run, which is helpful as stimulus. The experience with the
bonus depreciation provisions enacted in 2002 and 2003, however,
was somewhat disappointing. So this approach holds promise, but
the most recent results suggest some caution in our expectations
about their effectiveness.

Finally, on the spending side, we can divide spending into three
categories. First, activities like infrastructure do deliver effective
short-term stimulus for any dollar that is actually out the door, but
the problem is that the projects typically involve such long lags
that, in aggregate, they are not effective stimulus because of the
low spend-out rates in the short run.

A second category of spending involves relief to State and local
governments, and there the effectiveness depends on how well it is
targeted to States in distress, and what the States then do. To the
extent that the relief precludes or obviates the need for States to
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raise taxes or cut spending, it, too, can be effective short-term stim-
ulus.

A final category involves transfer payments, like unemployment
insurance and food stamps. These payments should be evaluated
much like individual tax rebates, and they rank relatively high on
cost effectiveness from a short-term stimulus perspective because
they tend to get money quickly to people who will spend most of
it. They may also be attractive administratively because it is pos-
sible to get the money out the door perhaps even faster than for
tax rebates.

On the other hand, some of these proposals underscore the ten-
sion between what is best in the short term and what is best in
the long term. During periods of economic strength, for example,
expanding unemployment insurance benefits or durations has been
shown to increase unemployment levels somewhat. Such expan-
sions may thus be effective stimulus in the short run but, if they
were perpetuated over the long term, raise economic efficiency con-
cerns that warrant attention.

Thank you very much, Mr. Chairman.
[The prepared statement of Dr. Orszag appears in the appendix.]
The CHAIRMAN. Thank you, Dr. Orszag.
My first question is, have your views changed one way or an-

other in view of today’s stock market drop?
Dr. ORSZAG. I think it is important to keep our eyes on the real

economy and not respond too dramatically to short-term move-
ments in financial markets. In terms of the risk to the real econ-
omy, again, what I would say is, the risk of recession is signifi-
cantly elevated compared to normal economic conditions. Monetary
policy is acting aggressively to try to counter that. There are, how-
ever, lags typically involved in the impact of monetary policy
changes on the real economy.

The CHAIRMAN. So even though the Fed is lowering, or trying to
lower, interest rates by three-quarters of a percent in addition to
the last month, or the last several months, still, do you think fiscal
stimulus is necessary?

Dr. ORSZAG. The traditional lag involved in the transmission of
Federal Reserve policy changes onto the real economy has a peak
after, say, a year or so, so between a year and a year and a half.
That would deliver most of the impact out in 2009. It may be the
case that in current conditions the primary effect of the Federal
Reserve’s action is to calm financial market turmoil, and so the ef-
fects may be felt more quickly than normal. That having been the
case, there is likely to be some time lag between the maximum im-
pact of the Federal Reserve’s actions, during which time, if you de-
livered fiscal stimulus quickly, you could have an appreciable effect
on short-term economic conditions.

The CHAIRMAN. Going back to the earlier point, you feel that it
is more appropriate that Congress focus on economic fundamentals
and trying to decide whether or not to enact a stimulus rather
than, in your words, sort of temporary or short-term changes in the
stock market.

Dr. ORSZAG. I think it probably would not be a wise course of ac-
tion for policymakers to try to target fiscal stimulus to short-term
movements in the stock market, no.
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The CHAIRMAN. The President has not given a proposal yet but,
in the press, has hinted at something of the nature of eliminating
the 10-percent bracket, which in effect is a rebate of $800 for indi-
vidual taxpayers and $1,600 for families. That would be for income
tax payers. It is my understanding that that would affect, what,
maybe two-thirds, or even a lower percentage than that, of Ameri-
cans?

That is, are there many Americans who pay payroll taxes but do
not pay income taxes? Any Americans who file tax returns, even
though they do not have significant income tax liability—for exam-
ple, senior citizens, sometimes other people whose employers with-
hold even though they, the employees, just do not have any tax li-
ability?

So my question is, do you have data which shows how much
more stimulus there would be to the economy if the rebate were
given to all tax filers? That would include not just those who pay
income taxes, but those who also pay payroll taxes and the other
Americans that I mentioned.

Dr. ORSZAG. The most recent evidence we have is from the 2001
tax rebate. Again, that, similarly, did not go to individuals who did
not owe income tax liability.

The CHAIRMAN. Correct.
Dr. ORSZAG. However, if you look among those recipients, the

further down the income distribution you go, the bigger the impact
was from the rebate on spending. So if you extrapolate that a bit
out to even lower-income households, you can get appreciable ef-
fects. The effect for lower-income recipients of the 2001 rebate was
substantially more than for the typical household.

The CHAIRMAN. The President’s proposal—again, he has not
given one, but it is implied that there will be no limits on the in-
come that an American would pay. That is, it would apply to all
taxpayers, whether they make a million bucks or $100,000. For
those taxpayers at the very upper end, say $500,000 and above,
what effect does an $800 or $1,600 rebate have on their propensity
to spend versus someone whose income is much lower? Can you
quantify that at all?

Dr. ORSZAG. It is difficult to quantify, but I would again say, the
higher up the income distribution you go, the more likely it is that
you do not face borrowing constraints and that you are less likely
to spend any additional increments of money.

I would note one thing, which is that some of those upper-income
taxpayers would not benefit on the type of proposal under discus-
sion unless there were corresponding changes made to the Alter-
native Minimum Tax, because, if you are on the AMT, changing the
regular income tax does not affect you.

The CHAIRMAN. Right.
This may not be a fair question because you have not had time

to analyze it, but what would the effect be if, instead of the $800/
$1,600, it was $400/$800, but an additional, say, $400 bonus given
to families for each child? My initial analysis of that is 2-fold. One,
you would get a significant number of dollars to families who are
more likely to spend.

Second, it does not cost as much as, say, $800/$1,600 only to per-
sons who pay income taxes, which leaves some dollars available for
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other purposes, maybe UI, Unemployment Insurance, extension or
food stamps, without raising the total aggregate amount of, say,
$145 billion.

Dr. ORSZAG. And under your proposal, or under that proposal,
would benefits be available to households with children who do not
owe income tax liability?

The CHAIRMAN. Yes.
Dr. ORSZAG. That would likely have a higher cost effectiveness

in terms of the budgetary effect. That would, as you know, be the
responsibility of the Joint Committee on Taxation, and I will not
hazard a guess in this setting.

The CHAIRMAN. Right. But my question is more on the stimula-
tive effect.

Dr. ORSZAG. Yes.
The CHAIRMAN. Would that have an equal stimulative effect or

greater stimulative effect than, say, the $800/$1,600?
Dr. ORSZAG. For any given pot of money, the more you target

lower-income and credit-constrained households, the bigger the
bang you get for your buck. The facts from the 2001 rebates, within
the pool of recipients, were very substantial. For example, in the
first quarter, the lowest third of the income population that re-
ceived the rebate spent something like 67 percentage points more
than the typical household. The effects were pretty large.

The CHAIRMAN. Thank you.
Senator Grassley?
Senator GRASSLEY. Thank you, Mr. Chairman.
I appreciate your testimony very much. We are gathered here be-

cause we may not know the exact answers, but we know that ev-
erybody is nervous and that the sooner we do something the better,
if it needs to be done.

Question number one deals with this. CBO’s economic and budg-
et outlook is scheduled for release tomorrow, so obviously I do not
expect you to reveal any of its contents this morning. However, the
consensus among economists appears to be that it is still too early
to tell whether we will have a recession this year.

On page 1 of your current testimony it says ‘‘A stimulus package
could provide insurance against a recession or reduce its severity.’’
However, on page 5 your testimony says that ‘‘poorly timed policies
may do harm by aggravating inflation and increasing the debt.’’
Given the level of uncertainty, how do we know we need a stimulus
and how do we know that it will not do more harm than good?

Dr. ORSZAG. First, on the risk of recession, and without com-
menting on the outlook that we are going to be putting out tomor-
row, various market participants have suggested that the risk of
recession is elevated. If you look at the blue chip economic indica-
tors, for example, that suggests probabilities of perhaps even a lit-
tle north of 40 percent.

A thinly-traded contract that pays off if the economy does enter
recession has an even higher probability than that, and that con-
tract’s price jumped substantially over the past several months,
suggesting at least one indication of a perceived increased risk of
recession.

In terms of timing, I said months, not years. I think the sooner
in 2008 any stimulus were delivered the more likely it is that it
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would have greater benefits than costs. But the further out into
2008, and certainly into 2009 you go, the more risk you are run-
ning that you will deliver additional demand stimulus when the
economy is already back on its feet, and all you succeed in doing
is adding to inflationary pressures.

That brings back the point about some of the administrative
challenges. On rebates, for example, if the earliest that the checks
can go out is, say, May or June and a significant impact comes, es-
pecially after two quarters, a lot of the impact will be felt in the
latter half of 2008, not in the first half of 2008.

Senator GRASSLEY. On page 5 of your testimony it says that a
spending increase or tax cut of a dollar, if it is well-timed and di-
rects the money to people who will spend it quickly, adds about a
dollar to GDP in the short term in times of economic weakness. So
this raises a number of questions.

First, where does the dollar increase in GDP come from, since we
are talking about fiscal policy, not monetary policy? The Fed is not
going to create it out of thin air. Since we are talking about stim-
ulus, as your testimony says on page 8, we cannot assume it is paid
for with tax increases or spending cuts. Thus, it would appear that
the government would have to borrow the dollar from the credit
markets. How does the government borrow a dollar then without
reducing investment or net exports by that dollar?

Dr. ORSZAG. I think that is a very important question. During
normal economic conditions, when the government borrows an ad-
ditional dollar there is a substantial degree of crowding out of pri-
vate investment. During periods of economic weakness, however,
the situation can be significantly different.

Let us consider two possible sources of that borrowing. The Fed-
eral Government could either borrow from abroad, in which case I
think it may be easier to see that the domestic offset is not as sa-
lient, or it borrows from individuals or other domestic lenders.

In that case, the domestic lenders who are shifting, say, a dollar
in cash into government bonds do not necessarily restrict their abil-
ity to spend; they are shifting their assets from one kind of asset
to another. So in periods of economic weakness, the fact that the
government is borrowing more does not necessarily have the same
crowding out effects as it does in normal economic conditions.

Another perspective on the same point is that, during these un-
usual—and I need to emphasize how unusual these kinds of peri-
ods are—periods of economic weakness, the constraint is really that
firms and households do not want to borrow that much, so there
is room for the government to borrow more and thereby promote
an overall level of economic activity, and put us back on a growth
path, where those normal economic laws apply.

So again, I would just say that during these unusual periods the
tension is that, what may work best is not what typically works
best. The normal concerns about government borrowing crowding
out private investment and other economic activity are much less
salient during these unusual periods of economic weakness.

Senator GRASSLEY. I will continue on the second round. Thank
you.

The CHAIRMAN. Senator Bingaman?
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Senator BINGAMAN. Thank you very much for the testimony. Just
to reemphasize the points you are making about tax rebates, as I
understand it, your calculation and the calculation of the Joint
Committee on Taxation is that it is not practical to complete dis-
tributing cash rebates until the peak filing season is completed,
which in past years has been in the very end of May. So we are
not going to do any cash rebates until the very end of May, at the
earliest.

So you are talking about mid- to late summer at the earliest for
people to actually receive funds through a tax rebate. Is that cor-
rect?

Dr. ORSZAG. That is right. That is when the process starts. It
would also take, perhaps, 8 to 10 weeks to distribute the checks,
as occurred last time.

Senator BINGAMAN. So, if we look at the spending options, those
could happen much more quickly, at least if you did something like
you are suggesting with unemployment benefits, which we have
done in the past, or increased food stamp payments. How quickly
do you expect that money would actually be expended in those
cases?

Dr. ORSZAG. That is obviously dependent on the details, but
based on our preliminary analyses, those could be implemented, in
the sense of cash actually being received by a beneficiary, perhaps
in a matter of 2 months or so after enactment.

Senator BINGAMAN. Well, one other suggestion that several of us
have made is that the government significantly increase the pay-
ments per household for LIHEAP, the Low-Income Home Energy
Assistance Program. My understanding is, there are about 6 mil-
lion households receiving LIHEAP benefits now. I have also been
advised that those are funds that could be distributed quickly. Do
you have any thoughts on that?

Dr. ORSZAG. It really depends on the magnitude. I have seen
some proposals for LIHEAP funding, numbers that almost seem
like they are off by a decimal point. If you are talking about put-
ting, perhaps, one or two or a couple billion dollars more into
LIHEAP, it is possible that that could spend out rapidly.

But anything beyond that likely would not—and we also need to
remember that we are at a point in the LIHEAP season where you
may not get the money out as quickly as possible because you are
later in the season, at least for the heating part of the program,
than would be optimal. So there may be some possibility. It is not
ideal from the stimulus perspective because it is difficult to put sig-
nificant amounts of money to that in a timely and cost-effective
manner, although obviously anything that you do would help the
households affected.

Senator BINGAMAN. Let me ask about another aspect of this issue
that you deal with in your report. That is what the funds are spent
on once they are received. I mean, as I see it here there are sort
of three questions: how quickly can you get the money to people,
how quickly will they spend it, and then what will they spend it
on?

You say in here, the degree of stimulus that a policy can provide
to the economy will depend on how much of the resultant spending
goes to purchase domestically produced goods, and then go on to
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talk about how it is possible for the stimulus essentially to be ex-
ported if the funds that are provided are spent on imports rather
than on domestically produced goods. Could you elaborate on that
idea and tell us how we deal with that?

Dr. ORSZAG. Well, I do not know that there would be any specific
policies that ‘‘deal’’ with it. But to the extent that any additional
spending came exclusively through higher imports, the stimulus to
production is eliminated because the additional production occurs
abroad rather than domestically.

You should expect that, to some degree, this will occur. In fact,
one of the consequences of an effective stimulus will likely be some
slight expansion in the current account deficit relative to what it
otherwise would be, precisely because we boost our spending here
relative to income temporarily. In a sense, that is one of the objec-
tives.

Senator BINGAMAN. But I gather, or at least I would assume,
that expenditures that are in the nature of increased unemploy-
ment benefits, increased food stamp benefits, those kinds of things
would be more likely to be expected to be spent on domestically
produced products than perhaps a tax rebate.

Dr. ORSZAG. I think it is difficult to reach that kind of judgment,
but I would say that it is unlikely that this consideration, which
we know is going to be a paramount one—in other words, most of
the funds that will be spent will be spent on domestically produced
goods, almost regardless of who receives the funds, on average.

Senator BINGAMAN. All right.
My time is up, Mr. Chairman.
The CHAIRMAN. Thank you, Senator.
Senator Wyden?
Senator WYDEN. Thank you, Mr. Chairman.
Thank you, Dr. Orszag, for a very useful presentation. I just

came from home and discussed these issues with people, and I have
found that, with this kind of economic situation, people, in effect,
were saying that handing them $800 was something like putting
a Band-Aid on arterial bleeding. I would like to explore with you
a little bit of a different way to approach it.

My sense is, working people save income that is temporary and
then working people spend income that is permanent, so what I
have been interested in is a policy that will raise incomes perma-
nently. So as I looked around at the options and read the good
work you all did, I came, first, to infrastructure and transportation,
because that is a huge economic multiplier and the need is so
great, with bridges falling down, Katrina, and all of these prob-
lems.

Senator Thune and I have introduced a bipartisan proposal to let
$50 billion worth of Build America bonds, and I wondered about
the applicability of that to this situation. So I went to your very
good report, and you all seem to feel that transportation funding,
infrastructure, takes a while to get out. It takes a while to kick in.
That seems to be the conclusion of your people.

So we did some research at that point, having looked at your re-
port, and we found that some areas of infrastructure spending
could be utilized very quickly, such as road resurfacing. There is
an enormous need for those kinds of projects. So what would be

VerDate 11-MAY-2000 16:02 Feb 01, 2010 Jkt 000000 PO 00000 Frm 00016 Fmt 6633 Sfmt 6633 53865.000 SFIN1 PsN: SFIN1



13

wrong with the idea of doing something like that very quickly—
very quickly, especially since you have just given the chairman the
information about the third quarter for the tax rebates—and start
with that?

Dr. ORSZAG. Well, it is funny. Actually, in our internal discus-
sions, road resurfacing was also held up as perhaps the one exam-
ple of infrastructure spending that actually would spend out rel-
atively rapidly. I think the challenge is, in a broad-based infra-
structure package, targeting those things that would spend out
quickly because, in general, these projects do spend out very slow-
ly, and that substantially attenuates their stimulative impact in
the short term.

Senator WYDEN. Because it seems to me you are spot-on in terms
of the longer term, so what Senator Thune and I are interested in
will take a bit longer to kick in. But I noticed you also did an anal-
ysis forecast on the 36-percent cut in highway funding next year
because of a short-term drop in highway trust fund income.

So the combination of that crunch that we already have, rebates
taking longer to get out based on your current analysis, if the Con-
gress can—and there is an association of these officials—find
projects that would kick in quickly, say in the next 3 months,
would that not be something worth looking at?

Dr. ORSZAG. Again, I think the challenge is ‘‘that kick in within
the next 3 months.’’ Limiting an infrastructure package to that
kind of thing, and also deciding quickly on exactly what those
things are, is the challenge. So, if it were possible to do that and
get money out the door fast, yes. As I said, any dollar that is actu-
ally spent is relatively effective. The question is limiting the pack-
age to those things. I think that is complicated.

Senator WYDEN. I thank you for your analysis. I am going to fol-
low up with you. If you could ask the CBO staff to see if there are
additional areas besides road resurfacing, which I think your folks
have already seen has some potential. I have had some inde-
pendent analysts look at that. We did an assessment of this and
found that each billion dollars of transportation funding creates an
estimated 47,500 jobs. Of course, the multiplier is everywhere. It
is all over these local communities, and it is something that can
kick in quickly.

So, if we could follow that up with you further, Dr. Orszag, I
would appreciate it, and I appreciate the good work that you have
done.

Thank you, Mr. Chairman.
The CHAIRMAN. Senator Conrad?
Senator CONRAD. Thank you, Mr. Chairman. Thanks to the

chairman for holding this hearing, and thanks to you, Dr. Orszag,
for your appearance here.

Chairman Spratt, chairman of the Budget Committee, and I had
asked you for this analysis of the various stimulus options. Where
would we get the biggest bang for the buck? Just for a moment, I
would like to direct your attention to the question of how much we
do in relationship to the size of the economy. We have about a $14
trillion Gross Domestic Product. As I understand it, the President’s
package would be somewhere in the range of $140 billion. That is
roughly 1 percent of GDP.
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As I read your report, it indicates that you get about a 1 for 1
return in terms of increase to GDP for what you put into stimulus.
Is that a correct reading of the analysis?

Dr. ORSZAG. If it were well-designed. It is very possible to design
packages where you get a lot less than that.

Senator CONRAD. So it is critically important. So let us just put
this in context. If we put in $140 billion, roughly 1 percent of GDP,
you could get on the order of a three-quarters of 1 percent to 1 per-
cent boost in GDP if it were well-designed?

Dr. ORSZAG. That is correct.
Senator CONRAD. So that is pretty modest in terms of a slow-

down, going from 3 to 4 percent growth down to potentially nega-
tive growth. But nonetheless, it softens the blow. That is the con-
cept.

Dr. ORSZAG. That is correct.
Senator CONRAD. If I could just go to the graph. When we look

at what has happened, this is what has happened to housing
starts, a very dramatic reduction there. That is contributing to eco-
nomic weakness. We have workers being laid off who are in the
construction trades.

Go to the next one. We have Chairman Bernanke telling us, with
respect to temporary stimulus, any program should be explicitly
temporary, both to avoid unwanted stimulus beyond the near-term
horizon and, importantly, to preclude an increase in the Federal
Government’s structural budget deficit. Do you agree with that as-
sessment?

Dr. ORSZAG. Yes. As I emphasized, and as we reported to you in
December, the Nation faces a very severe long-term budget imbal-
ance, and significantly exacerbating that would be a serious mis-
take.

Senator CONRAD. All right.
Let us go to the next one. This is also from Chairman Bernanke’s

testimony before the House Budget Committee. There is good evi-
dence that cash that goes to low- and moderate-income people is
more likely to be spent in the near term. Getting money to people
quickly is good. Getting money to low- and moderate-income people
is good in the sense of getting bang for the buck. Your assessment
tracks with what the chairman of the Federal Reserve is saying
there as well.

Dr. ORSZAG. Both theory and evidence suggests that conclusion,
yes.

Senator CONRAD. So when we are talking about, if we put $140
billion of stimulus, roughly 1 percent of GDP on the table here, it
has to get out quickly and it has to go into the hands of people who
will actually spend it if there is to be a stimulative effect. Is that
correct?

Dr. ORSZAG. Yes, sir.
Senator CONRAD. Let me ask one other question. That is, what

would be things we should avoid here? What would be things that
could actually be counterproductive? I take it one would be to put
measures in place that would not have a near-term effect. Things
that would have a longer-term effect, that could actually come as
the economy is in recovery and create an inflationary effect. Is that
correct?
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Dr. ORSZAG. That is the risk of mistimed fiscal stimulus.
Senator CONRAD. What, in terms of timing, would your assess-

ment be? When should we try to get money in the hands of people?
What would be the range of time that we should design a fiscal
stimulus package for?

Dr. ORSZAG. The sooner the better, and the more that can be de-
livered during the first half of 2008, the better. The more that is
delivered into 2009 and thereafter, the greater the risk is that you
are exacerbating fiscal outcomes and exacerbating inflationary
pressures without addressing the short-term economic weakness.

Senator CONRAD. And which of the options that you analyzed
most closely fit those requirements?

Dr. ORSZAG. Well, in a table that was included in the report to
you and Mr. Spratt, we rank various proposals according to their
bang for their buck and their timing, so one can go down the list
and try to combine large bangs for the buck with short time
elapsed to delivery to how things rank.

Senator CONRAD. And what would your conclusion be as the sin-
gle best thing we could do?

Dr. ORSZAG. I do not think I should name a single best thing.
Senator CONRAD. What would be the top options, as you analyze

them?
Dr. ORSZAG. The things that we ranked as having a large bang

for the buck had to do with getting cash to households that would
spend the money quickly, including things like a rebate geared to-
wards such households and including things like expanded unem-
ployment insurance benefits and food stamps.

Senator CONRAD. Thank you.
The CHAIRMAN. Thank you, Senator.
Senator Salazar?
Senator SALAZAR. Thank you very much, Chairman Baucus and

Ranking Member Grassley. Thank you for putting the spotlight on
this issue which is so important to the people of America.

I, like the rest of us, back home, think there is a debate going
on, frankly, among economists as to whether or not we are in a re-
cession and how bad these times are economically for us, but I
would imagine that for most Americans, including the 5 million
people whom I serve in Colorado, their view is that things are bad.

They believe that they are paying higher energy costs than we
ever have before, whether it is for heating their homes or whether
it is for the gasoline they are putting in their cars. They believe
that their major assets, the value of their homes, are declining.
They see their neighbors who are having their homes foreclosed
upon. They see the rising costs of education, and so on and so forth.

So we debate, from an expert’s point of view, as to whether or
not we are in a recession already. My question to you, Dr. Orszag,
is whether or not we already are in one. This is just the debate
going on among the experts. How bad are the economic times that
we are facing as a country as of today?

I would imagine that when you look at what the Federal Reserve
did this morning by doing its cut of three-quarters of a percentage
point, which seemed to surprise the world that it would go with
that kind of a cut, that the signals are out there that we have some
great danger on the immediate horizon.
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Dr. ORSZAG. I think it is clear that many households are experi-
encing significant economic distress, and financial markets have
also been subject to a significant amount of turmoil recently. That
is often a distinct question from, as you know, whether the macro
economy is in recession. There, there is a lot more ambiguity.

Senator SALAZAR. I very much agree with what Chairman Bau-
cus is doing here, and other leaders, in terms of trying to stimulate
the economy in the short term. As I went through your policy rec-
ommendations, Peter, from the Congressional Budget Office, I was
going through these policy recommendations that you had provided.

It seems that, if you look at the major recommendations, what
we really ought to be trying to do is to match up from your charts
those that would fit in the category of cost effectiveness, which
would be wanting to make sure that cost effectiveness is large,
with a category then that says uncertainty about the effects mini-
mal with respect to that policy choice.

So when you look at the direct transfer payments to households
on extending or expanding unemployment benefits and increasing
food stamp benefits, for example, you have cost effectiveness, large,
and the uncertainty about the effect, small. So would those be good
policy choices relative to some of the others in terms of your rating
of these policy choices, given the history of what the Congress has
done before?

Dr. ORSZAG. Senator, let me just immediately say CBO does not
make recommendations. We try to help you analyze options. In
analyzing those options, those proposals rank relatively highly
from the perspective of short-term cost effectiveness. Money that
you get out the door in those programs is going to be spent very
rapidly by the recipient families. In terms of how quickly we get
money out the door and in terms of confidence in that cost effec-
tiveness—in other words, we are relatively certain that families re-
ceiving those funds will spend them quickly.

Senator SALAZAR. All right. So, if we have expanding unemploy-
ment benefits as one and increasing food stamp benefits as an-
other, what else would you rate in terms of that category of effec-
tiveness in terms of these policy choices that you have here? What
comes after that?

Dr. ORSZAG. Again, tax rebates that are directed, especially di-
rected towards households that are lower-income and credit-
constrained, will also have a large cost effectiveness that is a rel-
atively high bang for the buck.

As I noted before, there is more concern about the timing delay
involved in getting checks out the door there. There is somewhat
more uncertainty about the exact impact of that kind of approach
because the results from the 2001 rebate were somewhat different
than the results from earlier studies of past rebates.

Senator SALAZAR. When you talk about providing general aid to
State and local governments, you say cost effectiveness, medium,
uncertainty about effects, large. Does that mean that based on past
experience that we do not know what that would do in terms of
jump-starting the economy?

Dr. ORSZAG. The effects are really going to depend on what
States do, and in particular on the extent that giving an extra dol-
lar to a State obviates the need for a State to cut spending by a
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dollar or raise taxes by a dollar. You can get an effective stimula-
tive effect from foregoing those harmful steps.

But the response of the States will likely depend on their own
fiscal condition, and right now there is a significant variation
across the States in those that are experiencing fiscal distress and
those that are not, thereby raising the question of, can you target
any fiscal relief to the States and local governments, which are also
experiencing difficulty, to those that are experiencing distress?

The Government Accountability Office, a year or two ago, came
out with a study evaluating different ways of trying to accomplish
that kind of objective, and I would refer you to that study for some
specifics about different ways of allocating a given pot of State and
local fiscal relief to the State and local governments experiencing
the most difficulty, which would raise the bang for the buck that
you get.

Senator SALAZAR. Thank you, Dr. Orszag.
The CHAIRMAN. Thank you, Senator.
Senator Stabenow?
Senator STABENOW. Thank you, Mr. Chairman. It is great to be

back with everyone. This is a very, very important topic. I said, as
someone who comes from the State with the highest unemployment
rate in the country, when Senator Salazar speaks about recession,
people in Michigan, at 7.6-percent unemployment as of December,
would say yes, certainly in Michigan. When we have looked at
what we can do and we look at the headlines, even reading this
morning with the Fed cut of 75 basis points, the big question is,
what will consumers do?

Over the Christmas holiday, consumer spending was down. Basi-
cally, the bottom line is: how well are middle-class people doing?
Do people have jobs? Do they have confidence? Do they have the
ability to spend in the economy?

Unfortunately, too many of our tax policies, our focuses, have not
been on making sure those middle-class families really do have
money in their pockets. So, when we look at this chart, it makes
sense to me that we should be focused on, as you indicated, Doctor,
those things that would most quickly get money directly into peo-
ple’s pockets.

You indicated, and we have talked a lot about unemployment
compensation, that you think, on the unemployment side as well as
food stamps, that we could have, within 2 months after enactment,
something in that range. It sounds like that is one of the quickest
turn-arounds that we could make in terms of getting money di-
rectly to people. Is that what you are suggesting at this point?

Dr. ORSZAG. That is my understanding at this point. Given
where we are in the tax filing season, those types of approaches
likely would get money out the door somewhat faster than a tax
rebate.

Senator STABENOW. And that makes sense. I mean, if you are un-
employed and do not have a job and have not been able to find a
job, certainly you are going to spend whatever money comes in the
door to be able to pay your costs. So, that makes sense to me. Food
stamps. You are going to go in the grocery store and buy what you
need for your kids, so that makes sense to me as well.
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On the rebate side, it is concerning to me. I certainly like the
idea of putting $800 or $1,600 into consumers’ pockets. I think the
chairman has a really good idea of focusing that on the more chil-
dren you have, being able to somehow target that to larger families
whom I assume are in greater need.

But if we cannot see that happen until June or July, something
like that, is the payroll tax, when you are looking at a withholding
holiday, the quicker way? It certainly would address more tax-
payers, those who pay not only income tax, but withholding. Is that
a quicker way in your mind to be able to deal with what would be
a rebate?

Dr. ORSZAG. That type of approach—which, by the way, I should
note probably would have somewhat larger bang for the buck, even
for the same households—evidence suggests that you are more like-
ly to save a little bit more of a lump sum amount than of extra
income each week or each month. But it is not a simple under-
taking to change withholding, and that involves lags and complex-
ities for payroll administrators and other things also.

We could work with the Joint Committee on Taxation to get you
an answer on what would be faster, but you should not expect that
approach to have a very short time lag either. And again, I want
to emphasize the lags involved here: the evidence from 2001 sug-
gests that the rebates were effective, but they had their largest im-
pact in the 6-month range. So, if the checks go out the door in June
and July, you are most affecting Christmas spending in 2008, not
spending in February or March.

Senator STABENOW. As opposed to directly affecting people who
are unemployed, without a job right now, who are trying to put
food on the table for their children, it appears that that is the
quickest way to be able to stimulate the economy.

We have not talked about Medicaid, FMAP, and the fact that
more people who are unemployed or under-employed, the more
States will have people needing to get their health care from Med-
icaid. Have you looked at what the stimulus effect is of targeting
support rather than an across-the-board health issue? You have in-
dicated you have concerns about it in terms of State and local gov-
ernments. If we were to target that to States for the additional
health care spending for those who are unemployed/under-
employed, what is your analysis in terms of the stimulus effect of
that?

Dr. ORSZAG. Coming back to that GAO report I mentioned ear-
lier, the GAO examined tying changes in the FMAP, or the fixed
share of Medicaid spending paid for by the Federal Government, to
changes in State-level unemployment rates, for example. One could
also imagine actually tying changes in FMAP to changes in State-
level food stamp beneficiary rolls.

But that kind of approach does better target the States that are
experiencing difficulty, albeit not perfectly. There are States that
are experiencing disproportionate declines in revenue because of re-
cent events that have not experienced as large unemployment rate
increases as other States. It is not perfectly correlated, but it is
better-targeted than just an across-the-board increase.

Senator STABENOW. Thank you.
Thank you, Mr. Chairman.
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The CHAIRMAN. Thanks, Senator.
Senator Bunning?
Senator BUNNING. Thank you, Mr. Chairman, for holding this

hearing.
Thank you, Dr. Orszag, for being here. I assume you are familiar

with the fallacy of the broken window. Economist Frédéric Bastiat
pointed out that when someone’s window is broken, the money
spent to repair the window is seen. But what is not seen is how
the money would have been spent if the window had not been bro-
ken. Please explain what is seen and what is not seen when the
government spends a dollar on economic stimulus.

Dr. ORSZAG. During normal economic conditions, when the gov-
ernment spends an extra dollar, one needs to be very concerned
about the displaced economic activity that the government is sort
of crowding out. So, fixing that window precludes some other activ-
ity. During these unusual periods of economic weakness, though,
that logic does not necessarily apply. It is possible, by stoking or
jump-starting aggregate demand, to lead to an overall increase in
income rather than just staying within a fixed amount of total in-
come.

Senator BUNNING. Then it is CBO’s opinion that we are at that
point?

Dr. ORSZAG. I think it is the view of Chairman Bernanke and
many economists that the risk of being at that point is substan-
tially elevated relative to normal conditions.

Senator BUNNING. Well, please do not bring Chairman Bernanke
into this, because he has been wrong so many times I do not want
him quoted by anybody on this panel. They are going to do it any-
way.

The CHAIRMAN. I was going to say, Senator, the Senators are
going to say what they want to say.

Senator BUNNING. Well, I want to say what I want to say, too.
The CHAIRMAN. You should. You should.
Senator BUNNING. And I will.
The CHAIRMAN. I know you will.
Senator BUNNING. The problem I am having with that is that

Chairman Bernanke and his predecessor put the U.S. economy in
this situation by their monetary policy, and now they are getting
into the business, the Federal Reserve, of advising the Congress on
fiscal policy, which is none of their darned business. So, I get a lit-
tle upset sometimes when our Federal Reserve gets into our job. It
is our job to try to stimulate the economy if we think it is in dire
straits.

If you get 50 economists in this room and ask them where we
are as far as recession or non-recession, you will get 25 saying that
we have a chance to be in a recession and you will have 25 who
will say that we have a chance of not being in a recession. So,
Chairman Bernanke happens to be one of the 25 who says that we
possibly could be.

Dr. ORSZAG. And we can leave him out of it.
Senator BUNNING. Thank you.
Dr. ORSZAG. I would say that, if you got 50 economists in the

room at this point—I do not know if I want to say 50, but—almost
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all of them would say that the prospect of economic weakness—at
least sluggish growth for several quarters—was very likely.

Senator BUNNING. There is no doubt in my mind about that.
That is absolutely true, so we have no disagreement there.

Dr. Orszag, in your testimony you cited studies that showed very
well that the President’s 2001 tax cuts helped to moderate the eco-
nomic downturn that followed the collapse of the Internet stock
bubble in 2000, but you attributed the economic boost almost en-
tirely to the rebate checks delivered in 2001 and you discounted the
effect of the tax rate reductions.

When taxpayers experience an increase in lifetime wealth, after
a significant tax cut, for example, are they not more likely to spend
with confidence whatever money they have?

Dr. ORSZAG. Two comments. First, economic theory does suggest
that a permanent tax reduction can have an important effect on
spending because it can affect lifetime after-tax income. However,
the Nation does face a severe long-term fiscal imbalance, and in
that situation, widening the long-term fiscal imbalance has unclear
effects on perceived after-tax lifetime income.

Senator BUNNING. The last question I am going to ask you, be-
cause it is very important, if we do a stimulus package—and I
think we should—it should be temporary. Is that accurate or not?

Dr. ORSZAG. I believe that that would be beneficial, yes.
Senator BUNNING. Thank you very much.
The CHAIRMAN. Thank you, Senator.
Senator Hatch?
Senator HATCH. Well, thank you, Mr. Chairman. I appreciate

this hearing, and I certainly appreciate you, Dr. Orszag.
Now, your testimony indicates that there would be a significant

lag time, perhaps until late June or July, maybe as early as May,
before we could get tax rebate checks into the hands of taxpayers,
if this is the way Congress decides to resolve this situation by de-
livering the so-called stimulus.

Do you think that this would be too late to stave off what might
be in the eyes of some an entrance into the recession?

Dr. ORSZAG. It would be desirable if it could happen faster. It is
remarkable that the world’s leading economic power cannot get
checks out the door faster than that, but it is a reflection of the
fact that the IRS’s IT infrastructure is still in a state that is under
pressure and consumed again with the normal tax filing season
that is currently under way.

Senator HATCH. Well, what do you think would be the stimula-
tive effect of a proposal that gave electing employers a 100-percent
credit against their payroll tax deposits for extra payments they
give to their employees, say up to $500 each, with the Social Secu-
rity Trust Fund being made whole by a transfer from the General
Fund, which is what we have been doing around here? While I can
see potential promise with such an idea, would it not be a faster
way to potentially get cash into the hands of millions of workers
in a very short period of time?

Dr. ORSZAG. I was a little unclear about the employee versus the
employer part of that.
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Senator HATCH. Well, you give the employers a 100-percent cred-
it against their payroll tax deposits for extra payments that they
give to their employees.

Dr. ORSZAG. Right. Oh, for the extra payment.
Senator HATCH. Yes.
Dr. ORSZAG. Again, the key thing is translating——
Senator HATCH. Let us say it is $500.
Dr. ORSZAG. Yes. If you just provide a payroll tax holiday for em-

ployers, it probably would not have that big of an impact in terms
of short-term stimulus. That is somewhat similar to many of the
corporate tax proposals in terms of increasing cash flow for cor-
porations that are not getting a very big kick. If it were translated
into higher take-home pay for workers, and that part is key, it
could have a more substantial impact, and that is basically the
kind of withholding holiday option that we analyzed.

There is still some delay in administering that kind of proposal,
and we would have to, in collaboration with the Joint Committee
on Taxation, get back to you on exactly how quickly that kind of
proposal could be implemented.

Senator HATCH. It would certainly be less time than the rebate
check system.

Dr. ORSZAG. It may be. It may be.
Senator HATCH. I do not see any reason why it needs to be a long

time.
My understanding is, certain sections of this Nation are seeing

the effect of a slow-down more than others. Is this unusual or do
economic slow-downs often affect certain regions, while leaving oth-
ers relatively unscathed? You heard the Senator from Michigan cit-
ing her State. Is there any way to target stimulus to those places
where it may be most needed?

Dr. ORSZAG. Well, a couple of things. First, for example, on State
fiscal relief, we have already had a discussion about how that could
be done. Expanding unemployment benefits and food stamp bene-
fits does tend to target the areas that are hardest hit, because that
is where you tend to get the biggest increase in beneficiaries. Be-
yond that, nothing is coming to mind. I would say, though, that it
is a feature of many past economic downturns and economic booms
that we have a variation in economic performance across different
parts of the United States. That is not abnormal.

Senator HATCH. Yes. Unemployment is about 5 percent. Would it
be beneficial if we decided to reduce corporate taxes dramatically?
It has certainly helped nations like Ireland, and it certainly has
stimulated employment and all kinds of investment and opportuni-
ties. Would it not be better for us to maybe consider something like
that, even though it is more of a long-term stimulus?

Dr. ORSZAG. Well, yes. I think that is the key issue. There are
important long-term issues involving the continued viability of our
corporate income tax. We have experienced a very rapid increase
between 2003 and 2006 or 2007 in corporate income tax receipts,
but that follows a secular decline in the share of corporate income
tax receipts relative to GDP.

There are important issues there, but those really have to do
with long-term economic performance. From the perspective of
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short-term economic weakness, those proposals usually do not rank
as highly as other options, as we lay out in our analysis.

Senator HATCH. Thanks, Mr. Chairman.
The CHAIRMAN. Thank you, Senator.
Senator Snowe?
Senator SNOWE. Thank you, Mr. Chairman. Thank you, as well,

for holding this first hearing in the second session on a most ur-
gent issue facing the Nation’s economy with respect to the erosion
that we are all experiencing across this country.

In fact, I was talking to one of my constituents in Maine who told
me that she holds three jobs, one to pay for the mortgage, one to
pay for the oil, and the third to pay for gasoline to get to her other
two jobs. I mean, I think that illustrates the drastic impact that
this eroding economy has had on average Americans in this coun-
try.

Dr. Orszag, thank you very much for being here to help us shape
the conversation and focus on the size and the composition of the
stimulus package. One of the overriding issues, of course, is to
whom we give this tax rebate. Obviously, the greatest dynamic, the
greatest influence is on those who are in the low-income categories,
low- to middle-income.

I noticed that in the Hamilton Project report and your assess-
ment of the past as well, and CBO, that the temporary tax rebates,
assuming 50 percent is spent, that has the greatest impact in the
second quarter in 2008.

How do we craft that tax rebate? I think that is the essence of
this debate. You have 22 million Americans who do not have in-
come tax liability. They pay payroll tax but not income tax. You
have another more than 20 million Americans, seniors who live on
Social Security and so on, who do not pay any income tax. So, that
is more than 40 million Americans who might not benefit, or will
not benefit, from the tax rebate. This is going to be the essence and
the underpinning of any effective stimulus that needs to happen.

Dr. ORSZAG. The Joint Committee on Taxation, in the documents
that they prepared for today’s hearing, goes through some of the
ways of designing or the administrative issues surrounding a re-
fundable rebate or refundable tax credit.

An important issue involved there is, if you create a refundable
tax credit for those who do not owe income tax liability, if you base
it on 2007 returns, you could create a significant incentive for new,
additional filers. That is, there are currently almost 30 million tax
units that do not file a return.

One way of mitigating that incentive is to limit the refundable
tax credit to wage earners, most of whom already do file tax re-
turns. If you were not to do that, you probably would have to rely
on 2006 returns, and that involves a different set of complexities
involving people who move, and outdated addresses, and inability
to use electronic funds transfer, and a whole series of other ques-
tions, all of which is to suggest that—the Joint Committee on Tax-
ation actually lays out quite nicely many of the administrative
issues. It is possible to do. You need to be careful about creating
an incentive for very significant increases in filing. If you limited
it to wage earners, some of the tensions would be attenuated.
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Senator SNOWE. Senator Lincoln and I have introduced legisla-
tion once again on the refundable Child Tax Credit, for example,
because now it is indexed to inflation, eroding the base of the
$10,000 income in which it is triggered. That is obviously a model
that could be used that was passed in 2001 originally as well. So,
that could obviously be more targeted to those categories and could
be useful in designing this package, could it not?

Dr. ORSZAG. That is one model. Sure.
Senator SNOWE. Well, obviously the income level becomes key

here in terms of who benefits from the tax rebate, and the sooner
the better, I would gather. So, I mean, you could design an income
limit, could you not, in a tax rebate?

Dr. ORSZAG. You mean, an upper limit?
Senator SNOWE. Yes. Yes.
Dr. ORSZAG. One could do that.
Senator SNOWE. Yes.
Dr. ORSZAG. You could do that.
Senator SNOWE. All right.
First, from what has been indicated, there will be another reset

of more than $600 billion in adjustable rate mortgages, perhaps as
early as this spring. What would be the impact again in terms of
the size of this package? Second, is it important for us to pass a
stimulus package so that we could also blunt the impact before
that is implemented?

Dr. ORSZAG. One of the things leading many analysts—and I will
just leave it at that—to conclude that we are faced with a period
of economic weakness has to do with the burden imposed on home-
owners from resets. The aggregate impact, though, is not as large
as you would think in terms of impact on spending. But, nonethe-
less, it is one of the forces, along with financial market turmoil,
high oil prices, and other things that raises concerns.

Senator SNOWE. So it could be critical to pass this package in ad-
vance of any expected resets of mortgages to help blunt it even fur-
ther in addition to the rate cuts that occurred today.

Dr. ORSZAG. Again, the resets and other housing market prob-
lems are one of the forces leading to this elevated risk of recession.

Senator SNOWE. Thank you.
Thank you, Mr. Chairman.
The CHAIRMAN. Thank you, Senator, very much.
Senator Lincoln?
Senator LINCOLN. Thank you, Mr. Chairman. We especially

thank you and our ranking member, Senator Grassley, for bringing
us together and beginning this discussion.

Dr. Orszag, we really appreciate your counsel in coming up with
the appropriate solution in what we have to do. So in my home
State of Arkansas, the impact of the economic slow-down is very
evident. Just as Senator Stabenow mentioned the unemployment
rate rising in Michigan, it is in Arkansas as well, well above the
national average. So, we are anxious. People are very nervous at
this juncture. They are worried about how they are going to pay
their gasoline, as Senator Snowe mentioned.

Having been home for several weeks now, listening to folks talk
about not only issues of getting to work and is their job going to
be there, all the talk is of the recession. They are worried about
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interest rates, mortgages going through the roof. They do have tre-
mendous concerns about what we are going to do and how swift our
action will be. So, I think your counsel in terms of moving in a
timely way is critical, and also focusing what we are going to do.
Focus being on the largest component of our GDP, the consumers,
I think is critical.

Kind of building on what Senator Snowe mentioned, making sure
that we are getting those resources to people who are going to put
them back into the economy. There is no doubt that when you have
people who are working one job, two jobs, three jobs, with children,
particularly, that they are going to be the critical element, I think,
in revitalizing some of the economy.

I guess one of my questions would be, one of the issues of doing
it in a timely way and getting those resources into a place that
they will be spent and put back into the economy means that we
need a model, we need a delivery tool that is going to work.

We talked about a lot of those, whether it is the EITC, whether
it is the Child Tax Credit, whether it is refundability in the tax
code, whether it is payroll taxes, or what have you. From what I
have gathered that you have answered here, it is really using some
of those tools. Is there any one that you think, in terms of a deliv-
ery model, is the best in place, the most timely, and the most effi-
cient in targeting those resources in a place that are going to make
the biggest effect quickly?

Dr. ORSZAG. Again, to the extent that you can piggy-back off of
existing delivery mechanisms, as you put it, you are more likely to
get money out the door faster. As I mentioned previously, it is like-
ly that some of the transfer payment options—unemployment in-
surance benefits and food stamps changes—could take effect and
deliver cash to people faster, or cash for benefits to people faster,
than other options. Changes in State fiscal relief could have an im-
mediate impact to the extent they cause Governors to change their
policies immediately. Then, as you work down the list, tax rebates
start to become feasible in the kind of May/June range.

Senator LINCOLN. Well, I certainly agree with Senator Snowe. I
hope that as we look, that we will be looking at tax filers and real-
ly focusing on families, working families with children in the low-
income/middle-income category, who I think are going to be the
best vehicle for us as a Nation to rejuvenate our economy, because
I think they are going to use it and put it to good use as quickly
as possible.

You also mentioned, just kind of as a follow-up from your report,
the idea of a triggered stimulus. Have you talked about that yet
today?

Dr. ORSZAG. I have not talked about it today yet, no.
Senator LINCOLN. Maybe you will. Is that something we should

be considering? What is the direction you are going in there?
Dr. ORSZAG. I think it depends on what you do. The longer you

wait and the longer the lead time until things take effect, the more
beneficial a trigger might be. If something were to take effect to-
morrow, almost all of the triggers that people have in mind would
be triggered, so the trigger becomes kind of superfluous or unneces-
sary. But the further out in time you go, and again the more pos-
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sible it is that the economy will be back on its feet, the more sa-
lient a trigger might be. That raises an important point.

I mentioned the automatic stabilizers that are already built into
the budget. One could, not in an immediate situation but on a
longer-term basis, consider changes that strengthen those auto-
matic stabilizers, and a triggered stimulus package that sort of is
in place ahead of time is like that. It bolsters the automatic re-
sponse to an economic downturn. But you could do that in lots of
different ways.

Senator LINCOLN. Well, I was certainly keen on Senator Wyden’s
issue of infrastructure investment. Could that be some type of a
triggered solution in terms of—I do not know. There has always
been talk of an operating budget and dealing with an operating
budget in our Nation for infrastructure investment. I think the
chairman and the ranking member are planning some further
hearings on infrastructure investment down the road in the coming
months.

Dr. ORSZAG. Again, I would say, most of the discussion about in-
frastructure really has to do with long-term economic issues and
long-term economic performance. In general, infrastructure spend-
ing does not rank that well as short-term economic stimulus be-
cause the money does not spend out that quickly. Senator Wyden
pointed out there are some subcategories and some specific projects
where that may not be the case.

Senator LINCOLN. Right.
Dr. ORSZAG. The challenge is sort of narrowing the short-term ac-

tivity to those activities.
Senator LINCOLN. Thank you very much, Mr. Chairman.
The CHAIRMAN. Thank you very much, Senator.
Senator Roberts, you are next.
Senator ROBERTS. Well, thank you, Mr. Chairman. I hope you

had a nice break. I guess you did.
I want to thank you for giving us all these options. I must admit,

I am reminded of the intelligence reports that we get in the Intel-
ligence Committee, and the analytic product that has four larges,
three mediums, and five smalls. Although I will say, on the intel-
ligence side, mostly it is moderate and low, very few highs. It just
seems to me that we have to move in an expeditious fashion.

I just came back from my hometown of Dodge City, KS, spending
a couple of days in talking to the Chamber there, talking to, oh,
all the education folks and all of the service folks and everybody.

There is an obvious need to provide short-term economic growth.
My concern is that we not do anything that would be counter-
productive to long-term tax relief, which I still think is an advis-
able goal. So I hope that, whatever we do, one does not work at
odds against the other.

I think this question has been asked before, but what types of
tax relief would be most beneficial to encourage businesses to make
investments and create jobs? Because that is really what I heard
as we had our legislative breakfast, which we have once every
month. That was replicated all throughout the State, and will be
again as of this January when we have a big meeting statewide.

So how can we encourage businesses to make investments and
to create jobs as part of an economic stimulus package, which I
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think, both short-term and long-term, would be helpful more espe-
cially from the small business standpoint?

Dr. ORSZAG. Well, let me first say that many businesses make
decisions not just based purely on tax considerations, but on their
expected cash flow and expected prospects.

Senator ROBERTS. Exactly.
Dr. ORSZAG. So boosting overall economic activity could have the

most important effect on business investments. But if you focus
specifically on tax incentives for new investment, economic theory
suggests that temporary investment incentives like the bonus de-
preciation that was adopted, or like an investment tax credit, can
shift investments that firms were planning to make in 2 or 3 years
into the near term, and thereby boost the economy in the short
term. As I mentioned previously, the experience with the 2002 and
2003 bonus depreciation was somewhat disappointing. We did not
get as much kick from that as had been expected or hoped for.

There are ways of designing investment incentives for businesses
that make them more effective. For example, providing incentives
only for investment above some threshold, based on historical in-
vestment levels, for example, would better target new investment,
but it may also create administrative complexity.

So I think in the area of business investment incentives, we have
good theory. We have ways of trying to kind of super-charge the
incentives by focusing on incremental investment. But the most re-
cent experience should suggest some caution in relying just on kind
of a tax incentive as opposed to prospects for stronger economic ac-
tivity in substantially boosting investment levels.

Senator ROBERTS. I note here in one of your suggestions on cost
effectiveness—that is in the large category, the lag short, the un-
certainty small—temporarily increasing food stamp benefits, as one
who allegedly helped save the food stamp program back about 10
years ago, maybe 11 or 12, simply gave that to the States. The
States wanted the money, but they did not want to operate a food
stamp program. So, there was considerable reform at that time.
This latest farm bill, there is a House version, a Senate version.
We hope to go to conference and work it out.

There is a considerable increase. You have down here tempo-
rarily increasing food stamp benefits. I can tell you, as a long-term
observer of that program and many other programs, there is not
such a thing as temporary. Once you do it, you do it. I am not say-
ing that is either bad or good. It is just something that I wanted
to point out. That would, of course, have an immediate effect.

The other thing I wanted to ask you, and this has been touched
on, I think Senator Salazar touched on it, at any rate, was in re-
gards to the assistance that we would provide to the States, about
$10 billion, as I recall, back in 2003.

Has there ever been some kind of an accountability as to how the
States used these programs and whether or not it was effective? I
am assuming most of them went to Medicaid, although they do
have options. They are somewhat limited, but they are also pretty
flexible. Has there ever been any kind of a look-back to see just
how effective that was?

Dr. ORSZAG. There has been some. The Kaiser Family Founda-
tion and others have examined the impact of the Medicaid compo-
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nent of the State fiscal relief that was provided in 2003. In general,
the evidence does suggest that when you provide money to States,
there is the so-called flypaper effect, that where you put the money,
say in Medicaid, it tends to stick there.

Senator ROBERTS. Exactly.
Dr. ORSZAG. Even though money is fungible. It does not stick

there perfectly, but it sticks there to a significant degree.
The CHAIRMAN. Thank you, Senator, very much.
Senator ROBERTS. I appreciate that. Thank you.
The CHAIRMAN. Dr. Orszag, we have not discussed business stim-

ulus options very much yet. That is roughly one-third of what I
think the President has in mind. I am looking at your report here.
In Table 1, the varying corporate rate, tax cuts, investments, new
investment, and also standing and operating loss carry-back, I am
surprised that you think that those have either small or medium
effects.

You mentioned in the comments that sometimes businesses, with
respect to the corporate tax rate, make their capital decisions sig-
nificantly in advance of when they might get the cut. Also, the pe-
riod of the stimulus might be a bit short and harder for businesses
to actually make the capital expenditures.

But could you just kind of comment briefly on the stimulative ef-
fects of those various business stimulus options?

Dr. ORSZAG. And before I do, you were surprised because you
thought they should be bigger or smaller?

The CHAIRMAN. I thought they would be a little bigger.
Dr. ORSZAG. All right. Let me try to explain. The way that you

can affect business investment decision is through the after-tax
cost of making an investment, and possibly also through cash flow
effects. Especially for smaller firms and those that have difficulty
borrowing, having more cash available can have some effect on in-
vestment decisions.

With regard to that first category, which tends to be the one that
scholars have examined more carefully, a corporate tax cut reduc-
tion today, if it is permanent, has some effect on incentives for new
investments, but its biggest impact is on the pay-off for the invest-
ments that have already been made.

The CHAIRMAN. What about the accelerated depreciation?
Dr. ORSZAG. Again, there, the theory is stronger that if you tem-

porarily provide bonus depreciation or an investment tax credit,
you can accelerate investment into the qualifying period. However,
the experience from 2002 and 2003 was disappointing. Some stud-
ies have suggested that we did not even get the predicted impact
on the type of investment; that is, you would expect a larger effect
on longer-lived assets, those in the, say, 20-year category. There is
at least some ambiguity about whether even that investment mix
effect occurred, let alone whether there was a significant aggregate
impact.

The CHAIRMAN. Senator Grassley is not here.
Senator Wyden, you are next.
Senator WYDEN. Thank you.
The CHAIRMAN. Thank you. Thank you very much.
Senator WYDEN. Thank you, Mr. Chairman.
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I want to come back to this question of infrastructure and the
short term versus the long term. It seems as if the stimulus debate
really comes down to whether you ought to focus on immediate
help, and of course that is critical because there is this world of
hurt in the country, or, as I would like us to look at it, immediate
help plus some long-term benefit.

Now, we are going to work with you on these studies from the
transportation officials indicating that they think that they could
hire workers within weeks, and shortly after that individuals could
be getting paychecks.

But I think I want to ask this from an economic standpoint. If
Dr. Orszag has one dollar for stimulus, just one dollar, should the
search not initially be for the double benefit that I am talking
about here, the immediate help plus the prospect that that can lead
to longer-term, sustainable benefits such as employment in infra-
structure? I am talking just from an economic standpoint. We are
going to have to work with you on trying to find these categories,
like road resurfacing, that I think can be done quickly.

But just from an economic standpoint, if Dr. Orszag has one dol-
lar for stimulus, should the search not be for what I think is the
two-shot benefit?

Dr. ORSZAG. I would think that any long-term benefit should be
just an auxiliary kind of complement or benefit and the focus
should really be on what works best during this unusual period of
weakness. There are options that work really well in the short
term that do not work well in the long term, and I am not sure
that we should rule them off the table if the immediate concern is
boosting the economy in the short run.

Senator WYDEN. I share that view. If the choice is between get-
ting the immediate benefit, as we all know exists when you help
people, for example, with unemployment compensation, or frit-
tering away money in terms of these longer-term projects that peo-
ple are not going to see, then I think that is a no-brainer, you
ought to go with the immediate help.

But what I want to do is to find a way we can get the two-for,
we can get the immediate help to people so that folks who are suf-
fering see that there is some effort on the part of the Congress to
put a tourniquet on this. I have compared the $800 as sort of like
a Band-Aid on arterial bleeding. People want the immediate help.

But I also think, when you look at the crisis in infrastructure,
which you all have correctly pointed out is going to get worse be-
cause of the short-term decline in funds, here is a chance, if we get
good counsel from folks like you, to get both the short-term help
and the long-term help. I just look forward to working with you on
that.

Dr. ORSZAG. I would just say, you have given me an opportunity
to use a really big word, lexicographic. I think the best way of pro-
ceeding at this point is to rank short-term stimulus by their bang
for the buck, and then there are other considerations that U.S. pol-
icymakers can take into account once that has been accomplished.

Senator WYDEN. Fair enough.
Thank you, Mr. Chairman.
Senator Grassley is here now.
Senator GRASSLEY. For a little while.
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My next question deals with savings versus expenditures. Every-
one agrees investment is the key to higher productivity and a rise
of standard of living. However, some economists say that during a
recession we have idle resources and non-use capacity, so the
money that people save will not be invested. Presumably they
think that it just sits around gathering dust. I do not think there
is evidence to back that up. This argument is used to support the
claim that additional consumer spending will provide a boost to the
economy, whereas additional savings will not.

However, in America we have a very diverse and dynamic econ-
omy. There are always opportunities for new investment. While
some sectors are shrinking, others are expanding. Financial mar-
kets are designed to direct savings to those areas that need it. In
addition, many consumers finance major purchases—and I would
use autos and appliances as a couple of examples—through con-
sumer loans, savings that are not invested or available to con-
sumers.

So, my question to you, are you aware of any evidence—any evi-
dence—to support the view that, during a recession, a dollar of sav-
ings does not boost business investment or consumer credit by a
dollar?

Dr. ORSZAG. I guess the way I would put it is, it is true it is an
identity—it is a mathematical accounting identity—that the total
amount that we save will equal the total amount that we invest,
plus our transactions with the rest of the world. But it is also true
that, during these unusual periods of economic weakness, that one
can move the overall level of savings and investment to a higher
level, and the way to do that tends not to be to increase savings
rates.

There is an unfortunate tension between these unusual periods
of economic weakness when higher consumption rates and lower
savings rates can be beneficial in leading to a higher overall level
of income, which is exactly the opposite of what is beneficial in the
long term, where higher savings leads to higher rates of investment
and higher rates of economic growth.

That tension, I would note, is very awkward. The policies that
are appropriate to accomplish one objective are typically the oppo-
site of the policies appropriate to another. That is, unfortunately,
the situation in which we sometimes find ourselves.

Senator GRASSLEY. Yes.
On another point, you commented in your statement that extend-

ing the AMT patch for individuals would have a near-term effect
on demand. Is it your recommendation that a stimulus package
should either extend an AMT patch, or even possibly repeal it alto-
gether? With more emphasis upon the patch than the repeal.

Dr. ORSZAG. Yes. The way I would see it, it is failure to enact
an additional patch for the 2008 tax year that would likely have
a significant effect, albeit probably more in 2009 than in 2008,
where taxpayers who may have been expecting another patch all
of a sudden realize that it has not happened, and you would likely
have a noticeable impact on behavior in 2009 if a patch that was
expected was not actually enacted.

Senator GRASSLEY. All right.
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Your written statement indicated that the corporate AMT could
effectively undo investment stimulus. How would you recommend
that the corporate AMT be modified to make other business incen-
tives more effective?

Dr. ORSZAG. Well, there are important questions about the short
term and the long term. Over the long term, again, on the struc-
ture of the corporate income tax, I would just come back to saying
there are important issues that need to be addressed that we and
the Joint Committee on Taxation can help the Congress evaluate
in terms of the structure of both the regular corporate income tax
and the corporate AMT.

In the short term, there are targeted fixes that can be made to
the AMT to try to boost the carry-through or the effectiveness of
changes made in the regular corporate income tax, just like there
could often be changes on the individual AMT made to extend the
impact, if you chose to. I am not saying one should, but if you chose
to, you could extend an individual rebate to those taxpayers on the
individual AMT.

Senator GRASSLEY. You mentioned that the 2002 and 2003 bonus
depreciation provisions had a modest impact on business activity.
However, do you not think that the partial expensing, coupled with
other business tax reliefs, such as extending the net operating loss
carry-back period, would result in a more substantial impact over-
all on investment and the economy? Then I will follow with this
question. Moreover, are we not dealing with apples and oranges
here, since there is such a huge overhang in investment back in
2002 and 2003?

Dr. ORSZAG. First, let me answer that question. Yes, economic
conditions are different, and it may be the case that the response
to additional tax incentives on the corporate side will be stronger
than it was at that time. We also do point out that it is correct that
the combination of, for example, a net operating loss carry-back
provision, with things like bonus depreciation, could be stronger
than the two pieces individually.

Senator GRASSLEY. Senator Salazar?
Senator SALAZAR. Thank you, Senator Grassley.
Dr. Orszag, my own sense, just from the people that I represent,

is that our economy is more in the ditch than Washington realizes.
When you are in the ditch, if you are a farmer, you have to figure
out what kind of power you need to get out of the ditch. I think
that is what we are trying to figure out here, how we get out of
the ditch. My question has to do with respect to the housing mar-
ket and what is happening there. I think, if you look at the pain
index in tough economic times, you see it is from people who lose
their homes. You see that pain in foreclosure.

In my State today, 1 out of 326 homes is in foreclosure. We are
6th in the Nation in terms of the housing foreclosure rate. You see
the pain also with respect to families whose housing prices have
spiraled downward significantly in the last year, and you see it
with the construction industry and workers in the housing and con-
struction industry. There is a lot of pain going on in housing.

My question for you is, given this major sector of our economy,
to what extent should the economic stimulus package that we are
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working on here in the Congress, and we will be working on with
the President, address the issue of the housing crisis in America?

Dr. ORSZAG. I would go back to the point that, to be effective, fis-
cal stimulus need not target the source of economic weakness. So
the housing markets clearly are one of the major forces leading to
this period of economic weakness, but that does not then mean that
effective fiscal stimulus has to target that sector. Instead, what one
wants to do is boost aggregate demand as effectively as possible for
a given budgetary cost.

In our report, we do go through some measures that would affect
the housing markets. In general—not exclusively, but in general—
those proposals usually do not rise to the sort of macroeconomic
level by themselves. They may have important effects on a dynamic
that could ensue involving increased foreclosures leading to re-
duced economic activity, leading to increased foreclosures. But their
direct impact tends not to be sort of big enough on a macro scale
to rank close to other types of proposals that we are discussing, de-
spite the fact that they would be beneficial to the households in-
volved.

Senator SALAZAR. So your view, Dr. Orszag, is then that we
ought to deal with the housing crisis that we have in the country
separate from the stimulus package that we are dealing with here?

Dr. ORSZAG. That is obviously up to you, but you should probably
be evaluating those housing proposals, primarily in terms of the
trade-offs involved in the housing market and future credit trans-
actions, and probably not primarily in terms of fiscal stimulus.

Senator SALAZAR. In terms of the policy options that you evalu-
ated in the report that you have provided to this committee, what
would the impact of any of those policies be ultimately in terms of
the housing pain that we are seeing across the country?

Dr. ORSZAG. It depends on which ones you adopted. I should also
note, one of the unfortunate things about getting into a mess like
this is that there is pain that is involved, and working that pain
out is part of the unfortunate and difficult adjustment processes,
as difficult as that is for me to say.

So there are some policies and proposals that would try to sort
of take away all the pain, and that can create longer-term prob-
lems. There have been other examples where trying to step in after
the fact and alleviate all of the difficulties that arose from an im-
balance that occurred just prolonged difficulties in general.

So, I guess I would come back and say there are options that we
evaluate that would clearly provide benefits for homeowners. There
are other options that one should be cautious about because of
their impact on both future credit market transactions and the risk
that they merely prolong an adjustment that has to occur.

Senator SALAZAR. One more quick question. That is, the debt.
Whatever proposal is adopted here—the President’s proposal is
$145 billion. In terms of it adding on to our already huge deficit
spending and debt that we have been in for the last 6 years, what
impact would the additional debt cause, long-term, on the econ-
omy?

Dr. ORSZAG. Well, that depends on whether it was offset in the
back years. There is nothing in terms of short-term economic stim-
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ulus that would preclude you from offsetting the cost in years 5,
6, 7, 8, 9, 10 if you wanted to.

If you didn’t do that, then obviously you would be adding some
amount to the long-term fiscal imbalance that we are facing, al-
though in the scale of that large fiscal imbalance, the types of mag-
nitudes that are being discussed are relatively modest, again, as
long as it is kept to that and kept temporary.

Senator SALAZAR. Thank you very much.
Senator GRASSLEY. Senator Lincoln?
Senator LINCOLN. Thank you, Mr. Chairman.
I would like to follow up, because that was one of my questions,

the long-term impact in terms of the deficits we create. You are
saying that what is being talked about is not offset, and could be
offset in the out-years. But if it is not, or even if we did offset it
in the out-years, what we spend in the most recent years is modest.
But when you put that on top of the incredible debt that we have
incurred, particularly with the war and other things in these past
6 years, does that not magnify what we would be doing in terms
of that debt?

Dr. ORSZAG. I guess the way I would put it is, some increase in
the Federal Government’s budget deficit during unusual periods of
economic weakness is beneficial because it adds demand to an
economy that needs it. And as long as it is limited to that period,
the impact on the Nation’s long-term fiscal imbalance is likely to
be modest because that fiscal imbalance arises over a very long pe-
riod of time in which deficits are growing and growing and grow-
ing. If the intervention is limited to 1 year, it is not that large a
share of the overall long-term imbalance.

Senator LINCOLN. Then do I understand you to mean that the
current deficits that we have now are not large enough that, when
we add $150 billion to that, unpaid for, that it is just not going to
make that big of a difference? Is that what you are saying?

Dr. ORSZAG. We are in an unusual situation where the short-
term deficit—the deficit last year was 1.2 percent of GDP—is rel-
atively modest, but we are on a path where the long-term fiscal im-
balance is daunting.

Senator LINCOLN. Right.
Dr. ORSZAG. And in that context, anything we do that signifi-

cantly exacerbates those long-term fiscal pressures is a bad idea.
But if there is an intervention that is limited to the very short
term that does not have a market effect on that long-term fiscal
imbalance, those considerations are much attenuated.

If fiscal stimulus were limited to this year or to next year, or
some short period of time and limited in size relative to the mas-
sive deficits that we are projecting over the long term, it does not
change the picture all that much.

Senator LINCOLN. So it does not have that much impact on inter-
est rates or other things?

Dr. ORSZAG. The key to our fiscal future is that we face a mas-
sive increase in especially health care spending and the imbalance
between projected spending and projected revenue, and $150 billion
this year may slightly exacerbate that long-term imbalance, but
does not have a very large effect.
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Senator LINCOLN. The last thing I just wanted to touch on was,
one of the things that has resonated here today is the timeliness
of what we do and how critical that is. Enacting the right policy
is important, but obviously at the right time. We do not move at
breakneck speeds up here. That is certainly not new, I do not
guess. I wonder about the timing and how we fit into that timing.
Could we be doing something too soon? Could we be doing some-
thing too late? How critical is that? I mean, how much of a role
does that play?

Dr. ORSZAG. I think at this point it would be difficult for you to
do anything too soon. It is possible for you to do something too late.
Indeed, the history of attempts at fiscal stimulus in the past have
highlighted examples in which the lags involved in the constitu-
tional and other decision-making process have been so extended,
that additional fuel was added to an economy that was already, by
that time, growing rapidly. That is something that one would want
to avoid.

Senator LINCOLN. Well, that is a nature we have to change up
here, I suppose. But I just look at my own State, and when I was
home, the fear in people’s faces. We have had 13 mill closures in
the last year. If we just enacted some of our trade policies, an
agreement that we have, the way that we approach things could
have such an impact on our economy in terms of keeping jobs
going, keeping mills open, and a whole host of other things. It
would make a big difference, I would think, in how we operate,
both in a timely fashion and actually doing, implementing, and re-
quiring what it is that we agree to. Does that have any impact? I
guess it is certainly long-term.

Dr. ORSZAG. Again, it probably is not a good idea for me to com-
ment on the speed of your decision-making, but I will just say that
the sooner fiscal stimulus is delivered, the more likely it is to have
larger benefits than costs in the current environment.

Senator LINCOLN. Thank you so much, Dr. Orszag. We appreciate
it.

Senator GRASSLEY. I have no further questions. For Senator Bau-
cus, me, and the rest of the committee, we appreciate very much
your helping us get started on one of the most important things we
have to work on this year, a stimulus package. Thank you very
much.

The hearing is adjourned.
[Whereupon, at 11:49 a.m., the hearing was concluded.]
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STRENGTHENING AMERICA’S ECONOMY:
STIMULUS THAT MAKES SENSE

THURSDAY, JANUARY 24, 2008

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, DC.
The hearing was convened, pursuant to notice, at 10:05 a.m., in

room SD–215, Dirksen Senate Office Building, Hon. Max Baucus
(chairman of the committee) presiding.

Present: Senators Wyden, Schumer, Stabenow, Salazar, Hatch,
Snowe, Kyl, Smith, Bunning, and Crapo.

OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. The hearing will come to order.
Willa Cather once wrote, ‘‘Religion and art spring from the same

root and are close kin. Economics and art,’’ she wrote, ‘‘are strang-
ers.’’

Today, despite Cather’s admonition, we will seek common ground
between economics and art. We will continue our examination of
economic stimulus, and we will consider whether we can find any
artful solutions for the American economy.

Tuesday, we discussed the criteria for what makes sense for fis-
cal stimulus. The consensus is developing that stimulus needs to
be timely, targeted, and temporary. Today, we discuss specific pro-
posals with two prominent economists.

There are reports that a deal on a stimulus package may be close
on the House side. The Senate will want to speak as well. We may
well want to change the House package to ensure that Congress
does its utmost for the American people. I have spoken with Sen-
ator Grassley, and we have agreed that we will hold a mark-up in
the Finance Committee on economic stimulus next week.

For example, tax rebate checks for middle-income and lower-
income Americans could provide an immediate stimulus for the
economy. Middle- and lower-income Americans could spend those
rebates quickly. That would provide income to businesses across
America, and those businesses could then spend that money. Last
week, CBO said that tax rebate checks could be very cost-effective.

Another example would be expanding Unemployment Insurance
benefits. In recent recessions, Congress has extended the number
of weeks that unemployed workers could receive benefits. We could
do that again. We could provide a further extension for recipients
in high unemployment States, and we could also temporarily in-
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crease the dollar amount of benefits to help unemployed workers
pay their bills.

Unfortunately, under current law, fewer than 4 in 10 unem-
ployed workers receive Unemployment Insurance benefits. To ad-
dress this problem, we could extend eligibility. For example, we
could extend benefits to part-time workers. I understand there may
not be anything on unemployment insurance in the House deal. I
believe that is a mistake, and I hope that we can improve on that
when we consider the tax bill here in the Senate.

Another example would be tax incentives for businesses. Busi-
nesses are employers. Keeping Americans employed is an impor-
tant way to fight economic decline. We could allow companies expe-
riencing losses in the current economic downturn to deduct those
losses against income from prior tax returns and get an immediate
tax refund. The refund could inject cash that could allow a com-
pany to survive, retain workers, and maybe even expand.

Another option would be to temporarily allow businesses to de-
duct from their taxable income more of the money they spend on
investment. This would encourage businesses to spend now on
buildings, equipment, and other fiscal capital. Others are sug-
gesting stimulus proposals related to the housing sector. Still oth-
ers advocate fiscal relief to State governments that are struggling
to comply with balanced-budget requirements.

So let us see whether there is any art in economic stimulus, let
us press to find that common ground between the two disciplines
and between the two parties, and let us try to find those artful so-
lutions for the American economy.

Senator Grassley, unfortunately, cannot be here this morning. I
spoke with him earlier today. He is ill. But he certainly will partici-
pate fully and aggressively when he returns, maybe even later
today, in getting ready for the mark-up.

Senator BUNNING. Can I suggest we do the mark-up now?
The CHAIRMAN. We could have a mark-up now, yes. [Laughter.]

We would want Senator Grassley to participate, I think. Right?
So, thank you very much, Dr. Feldstein and Dr. Furman, for at-

tending here. The first witness is Dr. Martin Feldstein, who is the
Baker professor of economics at Harvard, and the president and
CEO of the National Bureau of Economic Research. He was for-
merly chairman of the Council of Economic Advisors in the Reagan
administration.

The next witness is Dr. Jason Furman, the director of the Ham-
ilton Project of The Brookings Institution, formerly an economist
with the National Economic Council in the Clinton administration.

Thank you both for coming. As you know, we are allotting wit-
nesses 5 minutes for their oral remarks, and then their prepared
statements are automatically included.

So, Dr. Feldstein, why don’t you begin?

STATEMENT OF DR. MARTIN FELDSTEIN, BAKER PROFESSOR
OF ECONOMICS, HARVARD UNIVERSITY, CAMBRIDGE, MA;
AND PRESIDENT AND CEO, NATIONAL BUREAU OF ECO-
NOMIC RESEARCH (NBER), CAMBRIDGE, MA

Dr. FELDSTEIN. Thank you very much. Thank you for your invita-
tion to appear before this committee.
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Because of the limited time and because I am eager to hear your
questions, let me just hit the highlights of the first part of my writ-
ten testimony and then turn to some of the more specific points.

First, I think it is generally agreed that the economy is weak and
that it could get substantially weaker. But I think it is worth
stressing that a recession is not inevitable. Indeed, most private
forecasters are still not calling for a recession, but rather for a
slow-down, thanks to the fact that services like health and edu-
cation play a large part in our economy, that the Fed has cut ag-
gressively, and, perhaps most importantly, that the dollar is down
significantly and that has given a very big boost to our Nation’s ex-
ports.

But I think the risk of a serious downturn remains, and there-
fore what the Federal Reserve did earlier this week was a very
good thing. I think the 75 basis-point reduction in interest rates
was helpful. I think they should do a further 50 basis-point reduc-
tion when they meet next week.

But I think they have to be careful about going below 3 percent
because of the continuing inflation pressures that we see, and be-
cause, in fact, the actual inflation is now up significantly, as I point
out in the written testimony.

But having said all of that, I think monetary policy is potentially
of limited effectiveness this time because of the problems that we
see in the credit markets. Simply cutting interest rates will not
overcome the lack of confidence that causes financial firms to be
very reluctant to lend and makes it difficult to get prices for finan-
cial assets. I think that is the real case for a fiscal stimulus.

When I testified to the House Budget Committee on December 5,
I suggested that Congress should move very quickly to put in place
legislation to have a fiscal stimulus, but that that stimulus should
only be triggered if we see an actual downturn in economic activity.
I suggested, as an automatic trigger, 3 months of declining employ-
ment. So, pass it quickly, but have it take effect only if we see 3
months of declining employment.

I thought that such a delayed triggered fiscal stimulus would
provide confidence because individuals would know that, if the
economy turned down, that fiscal package would be there. Then, of
course, if there is an actual decline, we would have that stimulus
taking effect without the long legislative lags that normally slow
down achieving a fiscal stimulus.

Well, we have not seen that decline in employment, and we may
never see that decline in employment. Yet, as I outline in the writ-
ten testimony, there have been a number of further deteriorations
in various economic indicators, the most obvious of which was the
increase in the unemployment rate, but also declines in disposable
personal income and a more rapid decline in housing construction.

Nevertheless, I still favor a triggered fiscal package, one that the
Congress would pass now that would only take effect if we see clear
evidence of a sustained economic downturn, or perhaps a 2-part fis-
cal package in which a smaller part takes effect as quickly as pos-
sible, and a second part is written into legislation to be triggered
if we actually see the downturn in employment in the economy. But
if triggering is not in the cards, then I would say it would be better
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to have an immediate fiscal package than to wait and see whether
in fact the economy is turning down.

With respect to the specifics of it, I think that the things that
we have been hearing in the last 48 hours from the congressional
and White House negotiators make a good deal of sense. A flat tax
rebate to all who——

The CHAIRMAN. Dr. Feldstein, even though your 5 minutes are
up, you are starting to get into substance here, so why don’t you
continue for another 5?

Dr. FELDSTEIN. Sorry.
The CHAIRMAN. No. Continue for another 5. Go ahead.
Dr. FELDSTEIN. Thank you very much.
The CHAIRMAN. Yes. Yes.
Dr. FELDSTEIN. I think that the things we have heard in the last

couple of days make a good deal of sense. What I favor is a flat
tax rebate to all who pay taxes, plus an increased cash transfer to
low-income groups who are not taxpayers, done by increasing Fed-
eral Government payments for food stamps, for TANF, and/or for
Supplemental Security Income, where the choice among those
would depend on what you hear about the speed with which those
things could be done.

I think too much is made of the fact that lower-income house-
holds may eventually spend a higher portion of their tax rebates
as a case for slanting the tax rebates toward those who are not cur-
rently taxpayers. Those with higher incomes may actually respond
more rapidly, using credit cards or available savings, to spend their
tax rebates even before they receive the cash.

It is clearly important to have a significant-enough-sized tax re-
bate to catch people’s attention. I think what is being discussed,
numbers like $500 and $1,000, makes a good deal of sense. That
means adding up to a total package of $100 to $150 billion in one-
time stimulus.

Let me conclude with a few other specific points. First, I think
that an investment incentive of the sort that we saw in 2003, and
that I gather the negotiators are talking about again now, would
be a good thing. Even before the actual tax payments are made,
businesses would respond to the change in legislation. So, we do
not have any IRS administrative lag in that process. I think what
we saw in 2003 showed that that could work.

What about unemployment benefits? It is clear that raising un-
employment benefits or extending the duration would help some in-
dividuals who might otherwise face financial hardship, but I think
it would also create undesirable incentives for individuals to delay
returning to work. Moreover, it is not a program targeted at the
poor. I think it is better to use food stamps, SSI payments, or
TANF as a way of increasing transfers.

I also think that transfers to State and local governments or Fed-
eral spending on infrastructure would be a slow and complex proc-
ess. It really does not belong in a proposal aimed at what we hope
is a relatively short-term downturn.

Finally, and I think this is widely agreed, the pay-go rules ought
to be waived in this context, not only because you would not want
to do it on a concurrent basis for stimulative reasons, but also be-
cause trying to agree on what should be done to raise revenue to
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offset this tax cut would probably prevent enacting any stimulus
package at all.

So let me stop there. I look forward to your questions, and those
from other members of the committee.

The CHAIRMAN. Thank you, Dr. Feldstein, very much. That was
very interesting.

[The prepared statement of Dr. Feldstein appears in the appen-
dix.]

The CHAIRMAN. Dr. Furman, why don’t you take 10 minutes?

STATEMENT OF DR. JASON FURMAN, DIRECTOR,
THE HAMILTON PROJECT, WASHINGTON, DC

Dr. FURMAN. Well, given that I agree with about 90 percent of
what Dr. Feldstein said, I will not need the full 10 minutes.

So, Mr. Chairman and other members of the committee, thank
you for inviting me to testify today. I am very glad to hear that
your committee is going to be playing a major role in designing the
fiscal stimulus legislation.

Tuesday’s cut in the Federal funds rate will have a major effect
on output and jobs, but given the historical performance of mone-
tary policy we will probably not see the full impact on the aggre-
gate economy until 2009. So, well-designed fiscal stimulus has an
important supporting role to play. A diverse set of economists agree
that any stimulus package should be timely, temporary, and tar-
geted.

The economic logic that motivates this tripartheid test is simple.
First, the rapidly evolving downturn provides a motivation for
timely fiscal stimulus which, if well designed, could raise economic
output and create jobs by the middle of 2008, adding to growth be-
fore monetary policy is fully effective.

Second, any tax or spending changes should be temporary. Based
on current forecasts, the economy will not need a boost in 2009. If
Congress and the President give it one, then the Fed is likely to
offset the fiscal stimulus by not cutting interest rates as much as
it otherwise would have. Plus, permanent policy shifts would un-
necessarily swell our long-term budget deficit.

Third, to achieve maximum bang for the buck, as well as to help
those who are most hurt, stimulus should be targeted. Research
demonstrates that these goals are complementary. The households
most in need of money are the families most likely to spend it.

In my view, the three measures that best meet the timely, tem-
porary, and targeted tests are: (1) a temporary increase in food
stamps, a step that could be administered quickly through elec-
tronic debit cards and would go to families likely to spend much,
or all, of the money; (2) a temporary extension, and possibly expan-
sion, of Unemployment Insurance benefits, reflecting the fact that
the long-term unemployment rate is already nearly double what it
was going into the last recession and the unemployed will spend
a very large fraction of these benefits; (3) the largest step I urge
is a temporary, one-time refundable rebate aimed at working
households. I will discuss this in greater detail in a moment, but
I would like to outline my opinion on three other stimulus options
under consideration.
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State fiscal relief is worth serious consideration if it is directed
at State operating budgets, which, unlike capital budgets, generally
face balanced budget rules. Temporarily increasing the FMAP for
States that agree to maintenance of effort rules for Medicaid and
SCHIP would be one way to accomplish this.

Temporary investment tax incentives could induce businesses to
undertake investment they would not otherwise have done. In fact,
in 2001 and 2002, I was somewhat optimistic that bonus deprecia-
tion would make an important contribution to our economy.

What I have seen in the data, and what three academic studies
have found, however, is that the effect of the 2002 and 2003 bonus
depreciation was small at best, and much of the tax benefit was a
windfall for companies that would have undertaken the investment
decisions anyway. As a result, today I am considerably less opti-
mistic about business tax incentives than I once was.

Increased infrastructure investments, in theory, could have a sig-
nificant positive effect on the economy. In practice, the majority of
the ways in which we increase infrastructure might contribute to
long-term productivity but do not contribute to short-term stim-
ulus. There may be some ways to design infrastructure to get
around that problem, but it would be difficult.

Finally, I would like to go into a little bit more detail about the
tax rebates. The canonical consideration in designing tax policies
are efficiency, equity, and simplicity. Because rebates would be a
function of decisions made in 2007 that can no longer be unmade,
the classic efficiency concern with distorted incentives does not
apply.

Instead, the key efficiency consideration is how much of any re-
bate households would spend, and, thus, how much it would stimu-
late aggregate demand and overall economic performance. These
considerations motivate my three recommendations.

First, ensure that rebates go to lower-income households. There
is broad agreement and numerous academic studies, including one
published most recently in December, 2006 in the premier economic
journal, The American Economic Review, that find that, from a
macroeconomic perspective, a tax rebate would be more efficient if
it includes the lower-income households who are most likely to
spend the money.

As Chairman Bernanke testified, if you are somebody who lives
paycheck to paycheck, you are probably more likely to spend that
extra dollar. A study by moodyseconomy.com estimates that a re-
fundable credit which goes to low-income households will have 24
percent more bang for the buck than a non-refundable credit. Eq-
uity also suggests that lower-income households should receive re-
bates. A refundable credit would benefit the more than 25 million
wage-earning households that pay payroll, but not income, taxes.

Second, the rebates should be phased out for higher-income
households. As Chairman Bernanke put it, if you are somebody
who has lots of financial assets and you receive an extra dollar, you
may not change your spending much. Phasing out a rebate for
higher-income households would increase the overall cost effective-
ness of a stimulus package.

Third, and this is something you have discussed, Mr. Chairman,
and been a leader on, the rebates should be adjusted for family
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size. Such adjustments could make the rebates correspond more
closely to family needs, thus increasing the likelihood that rebates
will be needed and spent.

One $104-billion option consistent with these recommendations
would be to provide a maximum rebate of $550 for a single filer,
$1,100 for a married couple, and $275 for each additional depend-
ent. In total, a family of four would get $1,650. The rebate would
be partially refundable for low-wage workers, and phased out for
higher-income households. In my written testimony I discuss this
and two other options in more detail.

In closing, I would like to thank this committee for paying atten-
tion to the economic lessons of past slow-downs and wish you good
luck in turning the agreement that stimulus should be timely, tem-
porary, and targeted into a specific plan.

I look forward to your questions.
The CHAIRMAN. Thank you, Dr. Furman.
[The prepared statement of Dr. Furman appears in the appen-

dix.]
The CHAIRMAN. I thank both of you.
Senator Grassley has a prepared statement for this hearing.

Without objection, it will be included in the record.
[The prepared statement of Senator Grassley appears in the ap-

pendix.]
The CHAIRMAN. Essentially as I understand what the agreement

may be in the House, it will be rebates to taxpayers, that is, based
on taxable income. There is no provision, as I understand it—the
announcement has not been made—that amounts to lower-income
Americans would be half that. They would be, in a certain sense,
refundable. But let us say $600 per individual/$1,200 for a couple
for taxable income for people who have tax liability, and then half
that, that is $300/$600 for individuals who do not have income tax
liability.

So my question is, is there any economic difference between one’s
propensity to spend between the first category and the second cat-
egory? I will ask you first, Dr. Feldstein. From an economic per-
spective, does it make sense for lower-income people to get half?
By lower-income, I mean the cut-off might be $5,000 or something
of taxable income.

Dr. FELDSTEIN. How is that proposed to be done, through trans-
fer payments?

The CHAIRMAN. No, no.
Dr. FELDSTEIN. Or in an explicit refundable——
The CHAIRMAN. Explicit, refundable. It is a rebate check. That is

correct. No transfer payments.
Dr. FELDSTEIN. Yes. The economic evidence on differences in

spending is really quite weak. I think what you heard in my col-
league’s testimony is that the case that is put forward for doing a
refundable, rather than giving it just to those who pay taxes,
amounts to a difference that I would say is within the measure-
ment error that economists bring to that.

The CHAIRMAN. That is negligible.
Dr. FELDSTEIN. It is negligible. The difference between what he

calls an efficiency measure of 1 or 1.25, I think, is not something
that economic analysis is good enough to carry.
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Moreover, there is a question of the speed with which the money
can be spent. We hear that getting the checks out will take a mat-
ter of months, surprisingly. Individuals with somewhat higher in-
come, with credit cards, with some cash in the bank, may say, well,
our family is going to get another $1,000, what should we spend
it on, or what should we spend most of it on? They may start that
spending before the check actually arrives, since they know that
that is money that is coming.

So, in fact, even if the cumulative, the eventual impact is higher
for the lowest-income groups, for those with a little bit of cushion,
they may find themselves contributing more rapidly when we need
it.

The CHAIRMAN. Dr. Furman, your view?
Dr. FURMAN. I would say two things. First of all, there is abso-

lutely no evidence that low-income households would spend less of
that money, so I think a certain amount of fairness would suggest
that everyone, at the very least, would get the same amount of
money.

The economic evidence, though, I think is a little bit stronger—
in fact, a lot stronger—than the way I think Dr. Feldstein charac-
terized it. Certainly the Congressional Budget Office, in their as-
sessment, said making the rebate refundable would further boost
the cost-effectiveness of the stimulus. Chairman Bernanke testified
to this effect to the House Budget Committee last week.

Finally, what economists do to figure out whether something is
truly a difference is, they assess in a statistical model whether the
difference is so small that it is statistically indistinguishable within
the margin of error or whether this is a statistically significant dif-
ference.

The study of the rebate experience in 2002 that was published
in the premier economics journal did perform precisely this statis-
tical test and found that it was outside the margin of error, the dif-
ference between low and high——

The CHAIRMAN. I appreciate that. My time is close to expiring,
but when I get back in the second round I am going to ask both
of you about the desirability of cash transfer payments, the degree
to which that should be part of this, and what the compensation
of those cash transfer payments should be. But I have only 18 sec-
onds left, so we will not get into that right now.

Senator Kyl?
Senator KYL. Thank you very much.
Dr. Feldstein, just, first of all, two things from your testimony I

just want to make sure I understand. With regard to the state-
ments to State and local governments which some have proposed,
I do not think that is a part of the House proposal, but it could
be something that is proposed over here.

You state in your testimony, ‘‘Transfers to State and local gov-
ernments would be a slow and complex process. So too would Fed-
eral spending on infrastructure. These would weaken the effective-
ness of any size stimulus package.’’ So I gather what you are im-
plying there is, that would not be a good idea to include in the
stimulus package. Is that correct?

Dr. FELDSTEIN. That is correct.
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Senator KYL. And, second, you said, ‘‘Its purpose,’’ the stimulus
package, ‘‘is to increase household and business spending in order
to raise total GDP. It should not be taken as an occasion to build
infrastructure, to reduce poverty, or to strengthen economic incen-
tives.’’ I mean, all of those may be worthwhile policy provisions, I
am sure you would agree. ‘‘It should not be taken as occasion to
redistribute the burden of taxes.’’ That leads me to favor a flat tax
rebate to all who pay taxes, plus an increased cash transfer to the
low-income groups who are not taxpayers. Is that correct?

Dr. FELDSTEIN. That is correct.
Senator KYL. So if there were a proposal, as I understand it, to

cap the income at, say, $75,000 of adjusted gross income for receiv-
ing the rebate, that would be inconsistent with the proposal as you
would like to see it evolve?

Dr. FELDSTEIN. Yes, that is correct.
Senator KYL. Now, is part of the reason for that—and I will ad-

dress this question, Dr. Furman, to you as well. There are a lot of
different ways to ask the question, but let me just frame it as I un-
derstand fiscal policy. Fiscal policy does not work because the gov-
ernment gives people money to spend, it is because there is money
available for investment.

Therefore, it really does not make much difference, does it,
whether one buys something, spends money, and then indirectly
that money can go into investment into more capital goods, employ-
ment, or the like, or an individual ‘‘saves’’ money, and of course
when one saves money it is being invested by someone, so either
directly or indirectly the money, likewise, is made available for the
same capital investment and the like. Is there any real difference
between the two, except that direct investment might be a little
more quick than consumer spending?

Dr. FELDSTEIN. I would say, in the current context, in an econ-
omy where there is extra slack in the economy, where there is un-
employment, we really do want to increase consumer spending.
This is not an indirect way——

Senator KYL. For what purpose?
Dr. FELDSTEIN. To increase the demand for goods and services.
Senator KYL. For what purpose?
Dr. FELDSTEIN. And thereby create jobs, to move the economy to

a higher level of economic activity.
Senator KYL. Right.
Dr. FELDSTEIN. To get us out of a recession, if we are sliding into

one.
Senator KYL. And it takes money to create jobs.
Dr. FELDSTEIN. It creates demand for goods and services, to cre-

ate production and employment. So, in the long run there is no
question, we need more investment, we need better incentives. But
what we are focusing on, what I think the legislation should focus
on, is creating spending. The best way to do that is to give people
back some of their tax dollars so they can spend them.

Senator KYL. All right.
Before I call on you, Dr. Furman, Mr. Chairman, I wish we had

a witness—I mean, I have been reading a lot and watching a lot
on TV. With all due respect, I do not think this panel is balanced,
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in that it does not represent a significant point of view that would
argue with the proposition that this is simply a demand problem.

I turn on the finance channels on TV, and the things I read talk
about the need for capital investment, more liquidity, and the like,
and suggest that it is not just a matter of demand, but it is very
much a matter also of liquidity, and in this case investment would
be as useful, if not more useful directly than consumer spending.
So, I posit that as a concern.

The CHAIRMAN. I appreciate that, Senator.
Senator KYL. Not that both of these witnesses are not

eminent——
The CHAIRMAN. Senator? Senator, I might say, Dr. Feldstein was

chairman of the Economic Advisors in the Reagan administration.
Senator KYL. I understood that.
The CHAIRMAN. And Dr. Furman——
Senator KYL. There are a lot of Republicans with whom I dis-

agree.
The CHAIRMAN. Right. So we are trying to get——
Senator KYL. What I am saying is that there is——
The CHAIRMAN. We are trying to get a balanced panel here.
Senator KYL. I understand.
The CHAIRMAN. I think it is pretty balanced.
Senator KYL. Give me an extra 10 seconds here, Mr. Chairman.
The CHAIRMAN. Absolutely.
Senator KYL. A significant point of view with respect to fiscal

and monetary policy is not represented here, is my point.
Dr. Furman, I have just a little bit of time left. Please comment

on that.
Dr. FURMAN. Sure. I would say there are a lot of areas of eco-

nomics that are very controversial. That stimulating aggregate de-
mand can raise economic growth during a downturn is something
I think 98 percent of economists would agree on.

Senator KYL. So we are all Keynesians now, is that it?
Dr. FURMAN. They might disagree on the details of what exactly

is the most cost-effective element to include in that, but I do think
98 percent of economists, when the economy is turning down, be-
lieve in the Keynesian remedy because you essentially—one way to
picture it is, you have empty factories, workers not working, people
not buying things. If you can get people to buy things, the factories
will start working, it will employ the people, and all of that will
become like a virtuous cycle.

The CHAIRMAN. Thank you, Senator.
Senator Wyden?
Senator WYDEN. Thank you, Mr. Chairman.
Thank you both for excellent testimony. I come to this by way of

saying that working people save their income that is temporary
and they spend their income that is permanent. So what I have
been interested in is approaches that raise people’s incomes perma-
nently. So on this infrastructure issue, Senator Thune and I, on a
bipartisan basis, introduced a comprehensive proposal to let Build
America bonds.

But as we looked at this whole issue of stimulus, it became very
clear that you needed to drill down into only those areas that you
could spend out quickly. I was very pleased that Dr. Orszag yester-
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day, the CBO Director, said that especially road resurfacing was
something that could be spent very quickly.

So my question to you is, and I want to unpack this infrastruc-
ture debate in a different way. Senator Reid, to his credit, yester-
day said he wanted to pass this legislation February 15. By my cal-
culation, we could get transportation projects out, a number of
them, faster than you could get out the rebate checks, because we
were told that the rebate checks were not going to get out, perhaps,
until June. So you look, for example, and these transportation offi-
cials, they did not exactly fall off the turnip truck. They sent me
the projects from Montana and Iowa. I guess that is not exactly by
accident.

The CHAIRMAN. That is very wise of you, Senator.
Senator WYDEN. I thought they were very wise. They said that

there were projects that were on the shelf that could begin within
90 days—so they would be faster than the rebate checks—that
would include areas like resurfacing and some of these other areas
that were related to what Dr. Orszag was talking about yesterday.

Give me your assessment about whether that particularly, Dr.
Furman, Dr. Feldstein, might at least open the door here to the
possibility that some areas of infrastructure, given what Dr. Orszag
has talked about, might be eligible for the kind of criteria that we
all agree ought to be looked at for stimulus.

Dr. Furman?
Dr. FURMAN. I do think, as I testified, that you should apply a

very high degree of skepticism to infrastructure proposals. Pro-
posals that do not spend out until, for example, 2009 are not going
to help the economy when it is needed, might destabilize it when
it is not needed, and will be offset by the Federal Reserve.

My understanding is, there are some infrastructure projects that
can be identified—and I have learned never to argue or disagree
with Dr. Orszag when he says anything. So if road surfacing is one
of those, then it would certainly help the economy if you could do
it more quickly, but you would want to be very, very careful and
very, very sure that it actually would be done quickly.

Senator WYDEN. Dr. Feldstein, I want to let you add and then
I want to ask a question about health care. I think you are right.
I mean, this is something that has to be done with considerable
focus on speed. I know you have made comments on infrastructure.
Does something like this, in terms of the timetable where rebates
would actually take longer, cause you to say that perhaps this
ought to be thought through more?

Dr. FELDSTEIN. First, with respect to the rebates, I think we
might find that people are spending those rebates before the checks
arrive.

Senator WYDEN. Fair enough.
Dr. FELDSTEIN. I do not know enough about the budget processes

of State and local governments to know how representative those
3-month lags would be.

Senator WYDEN. Fair enough.
Dr. FELDSTEIN. So I think there is a real risk that we would start

down what looks like a helpful road, and then folks would say, but
what about mass transit, et cetera?

Senator WYDEN. Fair enough.
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Dr. FELDSTEIN. So I worry about that.
Senator WYDEN. Let me get one other question in for you, Dr.

Furman. A number of us now, Democrats and Republicans—in fact,
four on this committee—have come together to advance a universal
coverage health bill. It is very clear that medical costs are gobbling
up everything in sight, and this is taking a huge toll, both in terms
of the short term and the long term.

Give us your assessment of how health care ought to be ap-
proached, both from the standpoint of the short term, the stimulus,
and in the long term. I am very grateful to my colleagues, Senator
Stabenow, Senator Crapo who is here, Senator Grassley. We want
to approach this in a bipartisan way. We want to make it different
than 1993 and 1994. So, your thoughts on health care.

Dr. FURMAN. In zero seconds.
The CHAIRMAN. Minus 7 seconds.
Dr. FURMAN. Minus 7 seconds. In the context of the stimulus bill,

the only health provision I could see making sense there would be
temporarily increasing Medicaid payments to States, so that they
do not cut back their eligibility, which would be unfortunate. In
terms of longer term, I think this is an opportunity, right after the
stimulus debate, to look at how we can help better protect people
from risk, so in an economic downturn, you lose your health insur-
ance when you lose your job.

So, making health insurance portable, making it so you do not
lose your health insurance when you lose a job, these types of
things would better help protect people from risk and circum-
stances like this and would have an ancillary benefit of potentially
even being counter-cyclical and helping stabilize the economy.

The CHAIRMAN. Thank you, Senator, very much. Thank you.
Senator Bunning?
Senator BUNNING. Thank you very much, Mr. Chairman. Thank

you both for coming and testifying.
Senator Grassley began these hearings with a comment that the

package we are discussing should be a racehorse and not a sway-
back horse. I agree wholeheartedly, but I would add that I would
want it to be a winning horse. While I will not say that a racehorse
raised in Washington and trained on the White House lawn could
ever not win a race, I certainly would prefer a racehorse raised and
bred in Kentucky.

In all seriousness, Drs. Furman and Feldstein, you have talked
a great deal about the need to act quickly and the 3 ‘‘Ts’’ principles.
But what about the ‘‘R’’ of representative government? The need for
nearly immediate actions seem to conflict with our need to fully
evaluate tax policies developed behind closed doors, with perhaps
a bit more concern for politics than the long-term health of our
economy.

I would suggest to you that markets around the world under-
stand better than we do the risks associated with a policy of writ-
ing checks equal to 1 percent of our GDP whenever recession
threatens.

As you know, they reacted by destroying hundreds of billions of
dollars in paper wealth. If we really want to win the global eco-
nomic horse race, would it not make more sense to invest this $150
billion on permanent tax changes that lay the foundation for future
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economic growth? To win in the long run, should we not focus more
on raising the horse instead of recklessly injecting it with
stimuluses, with the knowledge that it could injure the horse?

Dr. FELDSTEIN. I very much favor the long-term incentives that
you are talking about. I favor keeping the tax changes that were
enacted and that are scheduled to phase out. But I think that we
face a potential short-term downturn for which that is not the an-
swer.

Senator BUNNING. Is politics the answer then?
Dr. FELDSTEIN. I would not call it politics. I would say that there

is a surprising amount of bipartisan agreement among professional
economists that what can reduce the risk of a significant downturn,
that can reduce the magnitude of the downturn if the economy
starts to slide, is the kind of clean bill fiscal stimulus package that
the administration and members of the House seem to be talking
about.

Senator BUNNING. Dr. Furman?
Dr. FURMAN. I think tax reform is in our country’s long-term eco-

nomic interest, and I would love to see the committee continue its
work on it. But it is a very complicated question, and it is not the
most efficacious way to increase economic growth in the year 2008
when it is most immediately needed. So, I think the stimulus route
is devoted to a simple task to temporarily increase growth in 2008,
but over the long term the more important tasks are the types of
long-term reforms to our tax code, health care, infrastructure, and
other areas of our economy.

Senator BUNNING. Instead of a cash rebate, what is your opinion
of using the $150 billion to make changes to tax policy that have
the potential to worsen the business cycle, such as extending the
carry-back for net operating loss to keep firms out of bankruptcy,
or repealing the 1986 tax on unemployment payments to increase
their purchasing power?

Dr. FELDSTEIN. I think providing some of that, if the number is
$150 billion, for business would be a good thing. I think it would
be better to do it in terms of strengthening incentives for busi-
nesses to invest, both small businesses and large businesses, as the
bonus depreciation legislation did earlier in the decade. I would not
oppose changing the loss carry-back rules.

I think taxing unemployment benefits is important, was a real
improvement in incentives, because we previously had an anoma-
lous situation. Before taxation, unemployment benefits replaced, at
the margin, 50 percent of lost wages. If you do not subject benefits
to tax, then the level of benefits relative to net of tax wages be-
comes very high, to a point where the incentive to go back to work
is essentially so small that individuals would have a very strong
temptation to extend their period of unemployment. I think we saw
the favorable effects of that when benefits were taxed. So, I favor
the taxation of unemployment benefits.

The CHAIRMAN. Thank you, Doctor, very much. I appreciate that.
Senator Schumer?
Senator SCHUMER. Thank you. I want to thank you, Mr. Chair-

man and Ranking Member Grassley, for scheduling these hearings
so early in the session on an issue that is so important.
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As the press is reporting this morning, it appears progress is
being made on a bipartisan stimulus package. While I may not
agree with every element of the package, the agreement is a very
positive development, for it is most important to move a package
quickly with, as its centerpiece, a tax cut for average families. The
reported agreement in the House meets that test.

But I want to outline some outstanding issues I believe should
be critical components of effective stimulus legislation. First, I be-
lieve that any effective stimulus spending should be a combination
of tax cuts and spending. As Dr. Furman notes in his testimony,
spending programs like extended unemployment benefits are
among the most effective stimulus ideas, while business tax cuts
are the least effective in terms of the speed of getting money into
the economy, which is our number-one criteria. Of course, the polit-
ical reality is that there will probably be a need for business tax
relief as part of the final package.

I am not opposed to including it if it helps the package get done
quickly, but I think there has to be balance. In my view, at least,
and I think in the view of many of my colleagues, the centerpiece
should be stimulus checks. I believe it should make up about two-
thirds of the total, with the remaining one-third divided between
spending programs and business tax cuts.

The spending programs and temporary tax cuts should be as
bookends of the package, so I was disappointed to hear this morn-
ing that the purported agreement does not recognize the effective-
ness of spending programs like unemployment extensions and
jump-starting our economy and puts almost half of the package, at
least in the news reports, on business tax cuts.

I would strongly encourage the administration to heed the advice
of the experts. For every dollar spent on UI, Unemployment Insur-
ance, the economy benefits $1.73, even more than the $1.17 of the
tax stimulus tax cut.

Second, the housing crisis has been the bull’s-eye of this poten-
tial recession. The President’s hands-off approach to the housing
crisis clearly has not worked. Each foreclosure has costly ripple ef-
fects through neighborhoods. Analysts predict 2 million more fore-
closures over the next 2 years.

I think you get the best bang for the buck in stimulus when you
deal directly with the worst problems. I think there are two pro-
posals that ought to be in there. One is money for nonprofit fore-
closure prevention counselors. The administration’s Secretary Paul-
son has told me the administration agrees with this. I am going to
work hard to see that that is added as we move along in the Sen-
ate.

Second, the conforming loan limits should be raised. That would
provide, temporarily, a much-needed shot in the arm in the strug-
gling mortgage market. I think that—we have been getting re-
ports—may be in the House package, and again could reach broad
bipartisan agreement.

The American people know in their guts that the housing and
mortgage crisis has gotten into this mess and we are going to have
to deal with that problem to both give some confidence in the mar-
kets and deal with the core of the problem.
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The final difference I would have, or not difference, but in addi-
tion, after we get this package done, I agree with you, Dr. Furman,
we have to start getting to work on a longer-term package that in-
cludes some of the broader reforms and spending needs that every-
one knows are necessary: reform of the unemployment system,
modernization of trade adjustment assistance, extension of tax in-
centives for alternative fuels, spending on infrastructure, and State
fiscal relief, and a broader housing package. So I hope, after pass-
ing this immediately needed short-term package, we get to work on
a longer-term package that looks at the structural problems in the
economy.

I would like, just my one question to both of you, first to Dr.
Furman, then to Dr. Feldstein. What do you think of the two points
of, (A) including some things that will alleviate the foreclosure cri-
sis in this package; and (B) you have talked a little about it, Dr.
Furman, so maybe Dr. Feldstein, a longer-term structural package?

Dr. FURMAN. I think those two ideas you have would be very
sound ideas to deal with the housing situation, and ones that could
be usefully included in the stimulus bill.

Dr. FELDSTEIN. I think on the housing, the idea of providing
funds for foreclosure prevention counseling may make sense. I real-
ly have not thought about it before, but I do not see any reason
why that would be a bad thing. How it would be done administra-
tively, you have thought about more than I.

About increasing the conforming loan limits: the current limit of
$417,000 does not buy you a lot of housing in New York or Cali-
fornia. But remember, nationally the average home purchase is
around $230,000. So, we are talking about putting taxpayer money
at risk for a relatively small part, a relatively concentrated geo-
graphic part. I would rather not see an expansion of Freddie and
Fannie. I think they have lots of problems.

As far as the longer term, I am very glad that you emphasized
splitting between what needs to be done in this legislation and
coming back to more fundamental issues on the spending side, the
transfer side, and on the tax side. There is certainly a lot of work
to be done on those.

The CHAIRMAN. Thank you, Senator.
Next, is Senator Stabenow. I might say, though, before you pro-

ceed, Senator, that it is my hope that we can move as you sug-
gested, Senator Schumer, with trade adjustment assistance fairly
quickly, because that will help, too. Also, I very much agree that
we should be, right now, working on that second package that will
come along a little bit later. I do not think there is much disagree-
ment that, in addition to the immediate stimulus now, that we
need something a little more long-term. Thanks.

Senator Stabenow?
Senator STABENOW. Thank you, Mr. Chairman. Thank you for

this hearing.
This is actually, I think, a very hopeful hearing in that we are

hearing a consensus forming that I think is very important for us
in terms of guiding us. We are hearing that we should focus on de-
mand. I think that we are hearing that from people who come from
very different perspectives, which I think is very interesting. I
would agree with that. We have seen over the last 7 years, really,
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a focus on the supply side as we talk about supply and demand all
of the time. We have seen that focus for the last 7 years on tax
policy and other policies.

What has happened, in fact, is we have seen more and more peo-
ple, middle-income people, low-income people, stretched farther and
farther, losing income, losing jobs. Unfortunately, not all of the in-
vestment we have tried to stimulate is in American jobs. It has
gone, in a global economy, around the world. So now we find our-
selves in a situation where Americans here need us to be focused
on their needs, and therefore helping our economy. So, I appreciate
the consensus.

I also appreciate, after having the CBO, Congressional Budget
Office, come before us and talk about food stamps and unemploy-
ment compensation, that certainly both of our witnesses today
agree on food stamps. There is a disagreement on Unemployment
Insurance, but on food stamps I am hearing an agreement that it
is an immediate stimulus. Someone gets additional help for food
and they are going to go immediately to the grocery store and buy
food for their family. So, I think that is an important part of the
testimony today.

Mr. Chairman, I want to thank you for raising Unemployment
Insurance. Coming from the State right now with the highest un-
employment in the country, 7.6 percent, I appreciate the fact that
we are looking at what was done in 2002 in terms of this stimulus
package, and including that.

When you mentioned that 4 out of 10 people who are currently
unemployed are receiving Unemployment Insurance, that means 6
people are not. They are looking for jobs, as are the 4. I can testify,
from a very different perspective, that the small amount of people
receiving Unemployment Insurance is not stopping them from look-
ing for a good-paying job that will allow them to keep their house
and to be able to support their family. So I am hopeful we will take
the recommendations of CBO and include Unemployment Insur-
ance and food stamps as a part of the stimulus.

I did want to speak to something else, though, that we have not
directly talked about. We are talking about business incentives as
well, and I know those will be part of the package. When we look
at bonus depreciation or other kinds of business relief, it unfortu-
nately translates into less revenue for States right at a time when
they are cash-strapped, with more people going onto Medicaid be-
cause of losing their insurance, and so on.

So I am hopeful that we will do what we did in 2003, what the
Congress did, what the White House supported, which is to include
some State fiscal relief of some kind. I would personally focus that
on Medicaid and insurance to at least allow an offset so we do not
put States in a worse situation by the business tax relief that is
being contemplated.

So we have not specifically talked about that, but, Dr. Furman,
I wondered if you might speak to the impact of the 2003 fiscal re-
lief provisions on State behavior and access to health insurance
coverage for low-income families, the same people we are talking
about helping be able to stay in their home, be able to look for a
job, be able to get food stamps, and so on.

VerDate 11-MAY-2000 16:02 Feb 01, 2010 Jkt 000000 PO 00000 Frm 00054 Fmt 6601 Sfmt 6601 53865.000 SFIN1 PsN: SFIN1



51

Dr. FURMAN. Right. By the time that passed in 2003, States had
already cut a substantial number of people from the Medicaid and
SCHIP rolls in response to their mounting deficits. I do not remem-
ber the exact number, but it was quite substantial. This time
around we have seen a number of States have already floated pro-
posals to lower the income eligibility limits for those programs, but
we have not seen a substantial movement in that direction.

So, this time around, if you were able to act earlier, you could
actually prevent States from reducing the number of people who
are eligible for those programs before it actually happened as op-
posed to the experience in 2003, when I think it prevented a bad
situation from getting worse.

Senator STABENOW. Thank you very much.
Mr. Chairman, I hope we can have that on the table for discus-

sion as we look at a balanced package. I see my time is up. Thank
you.

The CHAIRMAN. Thank you. Thank you, Senator, very much.
Senator Smith, you are next.
Senator SMITH. Thank you, Mr. Chairman.
Dr. Feldstein, Dr. Furman, thank you for being here. We appre-

ciate your insights and your expertise and the time you are taking
to be with us.

Obviously the economy, for a number of years, has been running
along very well, but we have slowed to a jog and we may be walk-
ing soon, and hopefully we do not stop. As you look at this package
that we are developing, I suppose the reason for my support is, fun-
damentally, as one who registers on this side of the aisle, I think
this is an implicit, if not an explicit, admission that Washington
takes too much, and money left at home is better spent by people.
The economy works more efficiently when that is the case.

I guess the question I would have for both of you, and, Dr. Feld-
stein, you mentioned there is broad bipartisan agreement among
economists about the value of this injection of cash into the econ-
omy, it is 1 percent. Is that enough?

Dr. FELDSTEIN. We do not know. Remember, while there is a lot
of concern—and I share it—about the possibility of an economic
downturn, and perhaps a serious or deep one, it has not happened
yet. We are not sure that it is going to happen. We have a signifi-
cant easing of monetary policy working to offset that. So, we do not
know how much of a fiscal stimulus we need, and that is one of
the reasons why I have talked about triggering it, or splitting it
and triggering the second phase of it. With good luck, the combina-
tion of things that I have referred to will mean that we do not have
that downturn and that 1 percent will be enough to do the job.

Senator SMITH. Do you have a thought about 1 percent, Dr.
Furman?

Dr. FURMAN. It would hit in the middle of the year, so it would
raise the annualized growth rate, what is typically reported, by
perhaps something on the order of 3 percentage points in the third
quarter. So, that would take a quarter that might have been nega-
tive 1 percent annualized growth and turn it to 2 percent annual-
ized growth.

I agree, we do not know the precise number for a package, but
given the limited bad data we have seen so far, the uncertainty
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about the future and the large amount of Federal Reserve easing
that is already in the system, I think it would be premature to go
higher than $145 billion.

Senator SMITH. Dr. Furman, you talked about FMAP. In the last
recession that we had in the late part of the Clinton administra-
tion, early part of the Bush administration, the States were crying
for FMAP. And we were in a recession. Senator Rockefeller and I,
in particular, were the authors of that and heled to broker that. We
are not in a recession yet. Is it too soon to pull the trigger on
FMAP?

Dr. FURMAN. As I said last time, I think it helped prevent a bad
situation from getting worse.

Senator SMITH. Then. But how about now?
Dr. FURMAN. Correct. I think now you have an opportunity

to——
Senator SMITH. To get ahead of it?
Dr. FURMAN. To get ahead of the curve, yes.
Senator SMITH. And so you think we will go into a recession?
Dr. FURMAN. We will go into a growth slow-down.
Senator SMITH. Slow-down.
Dr. FURMAN. And we have already seen State budget deficits

start to emerge, and States are already starting to make their
budgetary decisions under their balanced budget rules, and Med-
icaid cuts are——

Senator SMITH. Is that because a lot of States have really added
to baseline budgets with tremendous amounts of new spending in
the last 6 years?

Dr. FURMAN. I am not an expert on what has gone on with State
budgets, but my understanding is, there have also been tax cuts
over that period of time.

Senator SMITH. Another thing we did last time, we were about
cutting taxes, leaving more money in the American economy than
we were bringing in to the Beltway. I was the author of repatri-
ation. As you gentlemen know, many of the companies that have
developed in the 1980s and 1990s now have foreign subsidiaries. In
2003, we did a repatriation so that they could bring those dollars
back at a 5.5-percent rate.

That produced, I think, conservatively, an infusion of cash into
those companies, into those employees, into research and develop-
ment, the capital equipment investment of $350 billion. It also was
not a cost to the Federal Treasury. In fact, it probably accounted
for perhaps up to $2 billion of tax revenue to the Treasury.

Is that something that it is time to consider again, or would we
be better served to just simply lower the corporate tax rate, as Eu-
rope has now done? We are only exceeded in corporate tax rates by
the nation of Japan.

Dr. FELDSTEIN. Well, I favor lowering corporate tax rates in a
permanent way. I think that is not for this piece of legislation,
which focuses on the short run.

Senator SMITH. Of course.
Dr. FELDSTEIN. But the proposal to have one-time relief to bring

funds back from the rest of the world, as you did a few years ago,
does fit within the notion of a one-time change. As you say, this
is not an additional cost in terms of increased fiscal deficits. In-
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deed, it is worth saying also that the bonus depreciation, while it
costs Treasury money in the short run, any dollar of depreciation
that is taken now cannot be taken later.

So over the course of the life of that equipment, the investor gets
the same amount, same total amount, of depreciation and therefore
has the same total cost. It is delayed. That has a present value.
But in terms of the actual budget amounts, there is no net cost to
that bonus depreciation. That is also true at the State level.

The CHAIRMAN. Thank you, Senator, very much.
Dr. FELDSTEIN. But they lose in the short run.
The CHAIRMAN. Thank you.
Senator SMITH. May I ask one other, please?
The CHAIRMAN. We are really stretching things here, Senator.
Senator SMITH. I just have a question I am dying to ask you, Dr.

Feldstein. I was a great admirer of Milton Friedman. I thought his
contribution to economics was, frankly, remarkable. You worked
with him in the Reagan administration, perhaps unofficially.
Would he have supported this idea of a stimulus package?

Dr. FELDSTEIN. The last thing I want to do is to try to speak for
Milton Friedman. [Laughter.]

The CHAIRMAN. Senator Hatch?
Senator HATCH. Well, thank you, Mr. Chairman. We appreciate

both of you. Dr. Feldstein, it is great to have one of the world’s
greatest econometricians here trying to help us, and we have ap-
preciated how Dr. Furman has helped during the Clinton adminis-
tration.

Dr. Feldstein, I find your conditional stimulus tax cut with a
trigger concept pretty interesting. As far as I know, this idea has
never been passed through Congress, although there have been
some discussions on tax cut triggers in connection with meeting
deficits.

Now, do you see any down side risk to such a plan if we were
to do it? You mentioned that such a mechanism would serve as an-
other automatic stabilizer to our economy. Given this, shall we con-
sider putting such a plan in place on a permanent basis, both to
lend confidence and to speed up economic relief whenever it is
needed?

Dr. FELDSTEIN. I do not see a downside risk. I do not see a dis-
advantage to it. It seems to me it would increase confidence and
it would eliminate the long legislative lags that so often have made
it difficult to get a fiscal stimulus package in time.

Senator HATCH. Which we are dealing with here.
Dr. FELDSTEIN. Exactly.
Senator HATCH. Everybody has been testifying.
Dr. Furman, what do you think of that idea, Dr. Feldstein’s idea

for a conditional stimulus package triggered by a 3-month decline
in payroll employment as the triggering event?

Dr. FURMAN. Yes. My colleague, Doug Elmendorf, and I studied
this and wrote about it in a recent paper, which we can make
available to you. I think it is a good idea. I think if you look back
at the history of business cycles, it would have delivered very well-
timed stimulus in most of our previous experiences.

I think right now the situation in the economy is unusual and
deteriorating rapidly enough that I would at least make the first
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tranche of this stimulus unconditional and as fast as you could do
it as possible, maybe teeing up a second tranche of stimulus that
you would pass today and would only go into effect if something
like Dr. Feldstein’s triggers were reached.

Senator HATCH. That is interesting.
Dr. Feldstein, you mentioned in your testimony that the size of

the stimulus package should be large enough to cause a change in
spending behavior and that $50 is too small, but $500 should not
be ignored, or would not be ignored.

Now, I have heard other economists say that generally only per-
manent changes in income will change consumers’ behavior, and
that one-time tax rebates, by their nature, will mostly be saved and
not spent. Will a tax rebate be effective in stimulating the econ-
omy?

Dr. FELDSTEIN. There is a lot of economic theory that says a one-
time rebate does not get spent and there is a lot of empirical evi-
dence that says that is wrong, that a one-time rebate does get
spent. It may not get spent as much as a permanent increase in
income. If I know I am going to get another $100 a month in in-
come for many years, I will probably end up spending $90 out of
that, or maybe even more.

But a one-time $500 rebate, the statistical evidence suggests
probably half, or slightly more than half of that will get spent and
get spent pretty quickly. So I think that the worry that only per-
manent changes add to demand is more a theoretical than an ac-
tual worry.

Senator HATCH. You mentioned that bonus depreciation has been
helpful in the past in stimulating the economy. If you were writing
a stimulus bill now, how strong a bonus depreciation incentive
would you put in that bill? Would you make it applicable to both
large and small businesses?

Dr. FELDSTEIN. I would certainly do something for small busi-
nesses. I am not sure that I would do it in the form of bonus depre-
ciation as opposed to just raising the cap on the amount that they
can completely write off immediately. But what was in the legisla-
tion in, was it 2002 or 2003, I think 50 percent could be written
off in the first year and then the rest depreciated in the normal
schedule. I thought that captured the interest of businesses and it
did lead to a speeding up of investment.

It is very important that there has to be a time table on it, so
you say investment that is done in the next 12 months will get
bonus depreciation, after that you do not qualify for it. So, a lot of
firms will say, ‘‘Well, you know, we have these projects that we
were thinking of doing, let us get them done fast, put that extra
spending in.’’ That puts demand of a different sort into the econ-
omy than the demand that comes from households who get extra
cash.

Senator HATCH. Thank you.
Thank you, Mr. Chairman.
The CHAIRMAN. Thank you very much, Senator.
Senator Snowe, you are next.
Senator SNOWE. Thank you, Mr. Chairman.
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I want to thank both you, Dr. Feldstein and Dr. Furman, for
being here today and giving us your thoughts and the benefit of
your longstanding and outstanding experience.

Dr. Feldstein, on the business side, as the ranking member of the
Small Business Committee, I have been a strong advocate of in-
cluding the small business expensing, as well as the net operating
carry-back. Dr. Orszag, the other day, the Director of CBO, indi-
cated that they could have a good effect integrated because, it
would be expensing focusing on those businesses that have some
income to make investment, and the net operating carry-back on
those that do not that can reach back further. Would you agree
with that in terms of the short term and having an impact in that
respect?

Dr. FELDSTEIN. I would agree with it, but I would put more em-
phasis on the forward-looking part, on the bonus depreciation rath-
er than on the carry-back.

Senator SNOWE. You think the carry-back would have less effect
in that respect?

Dr. FELDSTEIN. Yes, because a lot of it presumably would go to
businesses that are basically healthy, that have experienced a loss,
but that fortunately are not about to become bankrupt, not about
to go out of business. So for them, it is just putting some more
money in the bank, improving their balance sheet. It does not
change their incentives. While the bonus depreciation says, get
your act together, figure out how you can do some of that invest-
ment spending that you are otherwise putting off, because it will
be cheaper for you to do it now.

Senator SNOWE. Well, I think the emphasis on small businesses
is critical because they create two-thirds of all jobs in America and
they represent 99 percent of employer firms. So it is, I think, essen-
tial to have that focus.

Dr. FELDSTEIN. And I think for them, simplicity is important.
Senator SNOWE. Yes.
Dr. FELDSTEIN. Complicated rules that they have to go and ask

their accountant to explain, that is not very helpful. Something
that says, you can now get a much larger one-time complete write-
off, they can understand and move quickly to take advantage of.

Senator SNOWE. Absolutely.
Dr. Furman, in the report that you co-authored, you talked about

the net effect of the past rebates—I do not know if it was the
2003—in terms of the impact they had on growth in our economy
and the GDP. And using it hypothetically, the 1 percent of the
GDP, which is about $140 billion, would have an increase in sev-
eral consecutive quarters with a 1-percent increase in GDP. Is that
right?

Dr. FURMAN. That would be a 1-percent increase in the level.
Senator SNOWE. In the level.
Dr. FURMAN. It would actually show up as an even higher in-

crease in the annualized growth rate in the first quarter that it hit.
Senator SNOWE. So making the assumption—we obviously have

not heard all the details of the package that might have been
agreed to between the President and the leadership—if you are
using $70 billion of that $140 billion for tax rebates, do you think
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it could still have that impact? Or how much of an impact would
it have on growth?

Dr. FURMAN. Well, $70 billion would have half the impact that
$140 billion would have.

Senator SNOWE. Half. Yes.
Dr. FURMAN. Then the question is whether the business tax in-

centives have an impact. I think, in theory, they could. I think in
practice, when you look at, for example, surveys of people, the busi-
ness decision-makers in 2002 and 2003 said it did not actually af-
fect their decisions about investment.

Dr. FELDSTEIN. Businesses always say that. They say, I do things
for sound business reasons and I am not drawn by mere taxes to
do things.

Senator SNOWE. Right.
Dr. FURMAN. Right.
Dr. FELDSTEIN. I think confidence is very important. Economists

do not have a variable for confidence to put into the models.
Changes in the rules that cause people to think the government is
taking it seriously, the Fed is taking it seriously, I think, can bring
about an increase in confidence which leads to more spending by
households and more spending by businesses, and we should not
forget that.

Senator SNOWE. All right. I think that is right, and especially the
combination between the interest rate cuts, as well as a stimulus
package. The question on affecting growth and tax rebates, I was
a strong believer in the refundability. Senator Lincoln and I have
been advancing in the Child Tax Credit, to extend that, because it
is now indexed to inflation and it has undermined the income
threshold. The fact is, if we had passed it last year, that money
would have been in the hands of the low income, ironically. Unfor-
tunately, it did not happen.

But in this case, if it was more directed to low-income, the bal-
ance of that rebate, in your opinion does it make a difference or
not in terms of affecting the economy and behavior?

Dr. FURMAN. I think it would have a better effect on the economy
for any given dollar you spend on rebates if you direct it to low-
income households, and there is a substantial amount of economic
evidence agreed to by a broad spectrum, but not every single econo-
mist would say that.

Dr. FELDSTEIN. Remember the numbers in your written testi-
mony, in Dr. Furman’s written testimony, are that instead of get-
ting a $1 increase in GDP by having this broader distribution, the
best estimate might be $1.25. So, it is not a big difference. Despite
the statistical precision that the published article that he referred
to talks about, I think the uncertainty about it is really very sub-
stantial.

So I think a cleaner bill that says if you pay taxes you get your
money back, but there are also poor people whom we can reach
with food stamps, or with TANF, or with SSI, is a better way to
go. Extending unemployment benefits—the number of people who
are at 26 weeks or higher is about 1 percent of the labor force. The
number of people who get food stamps is in the tens of millions.
So you are really talking about being able to reach a much broader
group, and indeed the long-term unemployed are not necessarily
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poor. Not that they are well-off, but that is not a way of targeting
the money at those who are poorest.

Senator SNOWE. Well, I will tell you, in speaking to that point,
a woman in Maine told me recently that she had three jobs: one
to pay for the mortgage, one to pay for the oil, and the third to pay
for gasoline to get to the other two jobs. I think that underscores
the dramatic and dire situations that so many people are facing
today.

Thank you.
The CHAIRMAN. Thank you, Senator, very much.
I would like to go back to an earlier question that I said I was

going to ask, namely about cash transfer payments and the degree
to which you think that should be part of this package.

An earlier question is, what is the high and low in the total
amount you think should be in this package? The President starts
at $145 billion. Some suggest maybe a little more, given the great-
er expectation of maybe a deeper problem in the market, in the
economy, maybe it should be slightly higher. But what is the low
and the high? Just very, very quickly, because I have lots of ques-
tions.

Dr. Feldstein?
Dr. FELDSTEIN. We do not know how deep the hole is going to

be and we do not know how much $100 billion would do to fill a
given-sized hole.

The CHAIRMAN. Your best guess.
Dr. FELDSTEIN. We do not know what the fiscal multiplier is.
The CHAIRMAN. Your best guess.
Dr. FELDSTEIN. I am happy with a round number on the $100 to

$150 billion order.
The CHAIRMAN. All right.
Dr. Furman?
Dr. FURMAN. I am happy with the $145 billion, and I would be

worried about going higher because, if the situation is less bad
than we think, Congress is not going to ever undo that fiscal stim-
ulus in the way that the Fed would actually undo their monetary
stimulus.

The CHAIRMAN. All right.
Now, what portion should be cash transfer payments? What per-

cent, roughly?
Dr. FURMAN. I think I would say about $100 billion of that total.
The CHAIRMAN. One hundred out of the total of $145 billion?
Dr. FURMAN. Yes.
The CHAIRMAN. In cash? I am talking about cash.
Dr. FURMAN. This is tax rebates.
The CHAIRMAN. No, I am not talking about rebates.
Dr. Furman. Oh.
The CHAIRMAN. Other than rebates.
Dr. FURMAN. Oh. You mean food stamps and things, like unem-

ployment?
The CHAIRMAN. Food stamps, SSI, and all of that.
Dr. FURMAN. Oh, maybe about $20 billion.
The CHAIRMAN. Twenty out of roughly $145 billion?
Dr. FURMAN. One hundred and forty-five. Yes.
The CHAIRMAN. All right.
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Dr. Feldstein?
Dr. FELDSTEIN. That is a distributional call. It is a political call.

I do not think, as an economist, that is going to make a significant
difference in terms of the stimulus of this. So, I think it is a deci-
sion of how that works out on a per-person basis for the groups
that you are going to be able to reach through transfer payments
that you are not reaching through the tax rebates.

The CHAIRMAN. All right.
But you did say that there should be some transfer payments.
Dr. FELDSTEIN. Yes, I think there should be.
The CHAIRMAN. From an economic perspective.
Dr. FELDSTEIN. From an economic perspective—I think more

from a fairness perspective, perhaps, than from a straight macro-
economic stimulus perspective. I do not think that there is that
much of a difference between what you will get if you put $140 bil-
lion into across-the-board tax rebates and what if you put, to take
Dr. Berman’s number, $120 billion into tax rebates and $20 billion
into food stamps and increases in SSI. But I would still favor that
broader distribution.

The CHAIRMAN. All right.
Dr. Furman, Dr. Feldstein throws a little cold water on UI. I will

give you a chance to comment on that.
Dr. FURMAN. I am happy to do that. I think he is right that you

always need to strike a balance between protecting people from the
hardships in life and making sure you are not taking away an in-
centive for them to get back up on their feet and find another job.

The optimal place to strike that balance depends on the situation
in the economy. If the economy is performing really well, then 26
weeks might be the right place to strike that balance. If the econ-
omy is performing less well, you want to change the place that you
strike that balance. Right now, the best indicator of how the econ-
omy is doing for this question is the long-term unemployment rate,
and that is nearly twice as high as what it was going into the last
recession.

Historically, as you know, in virtually every recession, Unem-
ployment Insurance has been extended. It was something the
President himself proposed on a more limited basis in the wake of
9/11, and on a larger basis in September of 2002.

Finally, I think a very important consideration in thinking about
it is to understand what would happen if you did not do it. The
Disability Insurance program is becoming the de facto long-term
Unemployment Insurance program. When people get on Disability
Insurance they tend to stay on Disability Insurance. If you do not
extend Unemployment Insurance, you will end up with larger Dis-
ability Insurance rolls and a long-term impact on the economy in
terms of incentives to work that could potentially be far worse than
anything one might worry about.

The CHAIRMAN. Well, getting on Disability Insurance takes a
long time, too, these days.

Dr. FURMAN. It takes a long time.
The CHAIRMAN. Is there any area where the two of you agree on

Unemployment Insurance? If you were to get together and say, all
right, let us compromise on something that makes some sense,
what might that be?
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Dr. FELDSTEIN. I do not think it would be on extending the dura-
tion, even though I know that has been the traditional policy, be-
cause there is a lot of evidence now that, as people get close to the
26th week, suddenly the job finding goes up pretty dramatically.
People settle for the less-than-perfect job than what they were
holding out for.

The CHAIRMAN. What about the amount, increasing the amount?
Dr. FELDSTEIN. The question is, could you increase the amount

without increasing—I think you could increase the amount in a
way that would be helpful, but I would worry that it not be done
so that it increases the ratio of UI benefits to past wages. So, I
would take up the ceiling.

The CHAIRMAN. All right. My time has virtually expired.
Senator Wyden?
Senator WYDEN. Thank you, Mr. Chairman. This has been an ex-

cellent hearing, and I thank you for it.
Both of you have made a number of interesting comments today

with respect to the psychology of consumers and confidence. I was
struck by your comment, Dr. Feldstein, and I think I largely share
it, that, if a rebate program is passed, people might actually start
spending before the check arrived. You can debate that, but I think
you are on solid ground there.

I want to relate this to the health care issues. My sense, particu-
larly if you look at what people on these talk shows are saying,
they say that Congress cannot run a two-car parade, let alone do
anything significant like fix health care.

We have now a bipartisan group of Senators, 12, 6 Republicans,
6 Democrats, who have in effect said the Democrats have been
right on the coverage issue, you have to cover people because other-
wise the uninsured people shift their bills to the insured people,
and Republicans have been right about markets, the tax code, and
private sector choices, things that Republicans have felt strongly
about.

My question to you is, when the country and the markets see
that Congress is getting serious about major issues like health
care, which we all know is going to gobble up everything in sight,
is there a sense that the markets are going to start reacting favor-
ably to something like that?

I have been talking to people in the financial community and
they think, because health care is so important, that, if the mar-
kets really see that for the first time in decades there is unprece-
dented effort to be bipartisan, that is going to start rippling
through the financial community. I would be interested in both of
your thoughts on it. Dr. Furman, do you want to start? Dr. Feld-
stein? Either one.

Dr. FURMAN. It is actually interesting. One of the things that
your proposal does is change the tax treatment for health insur-
ance along the lines of what Dr. Feldstein’s research, I think, 35
years ago, was talking about and proposing. I think there are a
number of health reforms that could improve the functioning of the
economy, making it more dynamic, people more able to shift be-
tween jobs, have the type of security they need to take risks.

I think a certain amount of that is inhibited by what we have
today, either failures in the market or active failures in govern-
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ment policy, like the way we structure the tax treatment for health
insurance today, which gets in the way of some of that happening.
So, I think it is a very fruitful avenue for——

Senator WYDEN. Dr. Feldstein, the markets. Dr. Furman is right,
we have really cribbed on some of your thinking from decades ago.
I mean, you started arguing that the system that was created in
the 1940s by accident, because we had wage and price controls,
really has not kept up with the times either for the employer or
for the employee. What our group is trying to do is see if we can
modernize that relationship, have a more portable product, more
choices for workers, and get some relief to the employers. We thank
you for your previous scholarship. Dr. Furman sort of set me up a
little bit in terms of his comments.

Do you not think, though, by way of psychology, that the markets
are going to start reacting and reacting positively when they see
a serious bipartisan effort on this?

Dr. FELDSTEIN. It sounds like I would like a lot of the substance
of your proposal, but frankly I do not know the details.

Senator WYDEN. Apart from that.
Dr. FELDSTEIN. I would love to know more.
Senator WYDEN. Yes. Yes.
Dr. FELDSTEIN. There are a lot of good reasons to do it. The mar-

ket’s reaction, if you get a favorable reaction from the markets,
that would be a bonus. I do not know how seriously the markets
will respond to it, but it cannot be bad news for the markets.

Senator WYDEN. I am going to be consulting with both of you,
and the chairman has been very gracious in terms of his time. I
am very pleased you are going to be holding these hearings as well.
Senator Baucus and Senator Grassley will be leading us on it.

I think that, clearly, the country is waiting for leadership on the
big issues, on health care, on the question of energy policy. Fortu-
nately, Senator Baucus and Senator Grassley work in a bipartisan
way on it. What I have been picking up relates to the psychology
that you talked about, Dr. Feldstein, that people want to have
some certainty and predictability that there are going to be some
positive developments. When they think that is coming, they go out
and make a bunch of investment decisions that are positive for
marketplace economics. So, you all have been a very good panel.

Mr. Chairman, there was some back-and-forth, I guess, about
whether you had chosen two good witnesses. But I want to com-
mend you for your selection, because I think it was a very good
panel.

The CHAIRMAN. Well, thank you, Senator. I would agree. I was
about to say how much I appreciate, and I know the country appre-
ciates, your service, in addition to just very, very highly competent,
intelligent, independent objective analysis of our Nation’s economy
and the ideas you have as to what should be done about it. I thank
you very, very much for your testimony here today.

Senator Snowe?
Senator SNOWE. Thank you.
Just very quickly, Dr. Feldstein, some of us who have been

around long enough to remember the old counter-cyclical program
that provided assistance to State and local governments back in
1981, 1982, and 1983, and you were chairman of the Economic Ad-
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visors for President Reagan then. Did that have any impact? Be-
cause that had a trigger mechanism of a different kind. I am in-
trigued by what you are proposing, to have it in place so it——

Dr. FELDSTEIN. I would have to go back and look at the evidence
on that.

Senator SNOWE. Yes.
Dr. FELDSTEIN. It is, as you say, 25 years ago, and I honestly

cannot remember.
Senator SNOWE. It was providing, I think, $1 billion each of those

3 years. I think there were two consecutive quarters of negative
growth. So I do not know if it was late or not to help State and
local governments to stabilize their own fiscal situation because of
their balanced budget requirements and providing more liquidity.

I would be interested in that because I think it is interesting
about, what could we put in place that is limited and targeted, but
again has the effect of moving quickly without hesitation if it is
structured appropriately?

Finally, on the timing, what is the outside in terms of enacting
this and having an impact on the economy? What would you con-
sider the outside time limit here when we are talking about getting
this completed by the President’s Day recess in February? I know
Chairman Bernanke indicated that, to have the maximum aggre-
gate impact on the aggregate spending within the next 12 months.
Do you think that that is the right time frame?

Dr. FELDSTEIN. Certainly the sooner the better.
Senator SNOWE. Yes.
Dr. FELDSTEIN. We do not even know that the economy is going

to slide into recession. If it does, we do not know how deep and how
long. But the sooner you have a fiscal stimulus enacted, changing
psychology as well as changing cash flow, the sooner it can start
to work to either prevent or dampen an economic downturn.

Senator SNOWE. Dr. Furman?
Dr. FURMAN. I think the sooner, the better. I think the motiva-

tion for this year is that the Federal Reserve has a lot of monetary
easing that will take its time to work its way through the economy,
but by 2009 there will be substantial stimulus from what the Fed-
eral Reserve has already done. The concern we have is more to-
wards the middle of this year. I also agree that we have talked a
lot about confidence, and seeing something happen that was effec-
tive and quick would, I think, inspire confidence in financial mar-
kets for the business community and consumers more broadly.

Senator SNOWE. All right.
Dr. FELDSTEIN. We agree on so much that I hate to spoil that by

disagreeing on a technical issue. But I think we cannot be sure
about how effective the monetary policy is going to be, and that is
why I came to the conclusion 6, 7 weeks ago and testified then that
we ought to move in a fiscal direction. Because the credit markets
are so clogged because of these confidence factors, it is just not
clear that lower interest rates by the Fed are going to have the
same kind of traction that they have in the past.

Moreover, the way in which easing monetary policy has often
worked is by stimulating housing. It is not clear we are going to
do a lot of stimulating of housing in the next 6 or 12 months. So
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I think finding other ways of putting aggregate demand into the
economy through the fiscal route becomes more important.

Senator SNOWE. Speaking of policy——
Dr. FURMAN. I think that is probably a more academic disagree-

ment that does not lend itself to different views on the policy ques-
tions this committee is dealing with.

Senator SNOWE. On the policy.
Finally, speaking of housing, there is going to be another major

reset of adjustable rate mortgages of approximately $680 billion,
perhaps in early spring if not sooner. What impact do you think
that would have, or do you think it has already been calculated
into the equation in terms of the economic situation?

Dr. FELDSTEIN. It is going to be a negative.
Senator SNOWE. It is going to be a big jolt.
Dr. FELDSTEIN. For the people who can afford to pay those higher

interest rates, that is going to be cash out of their pockets. For the
people who cannot afford it, that is going to increase the number
of defaults. And again, this situation is unusual because house
prices nationally are declining, and so the temptation to take the
keys back to the bank and say, keep your mortgage, keep the
house, I am going to go buy myself another one at a lower price,
will be very great. Or I am going to go rent an apartment until this
housing market becomes more affordable.

Senator SNOWE. Thank you.
Thank you, Mr. Chairman.
The CHAIRMAN. Thank you. Thank you, Senator, very much.
The Dow Jones, I think, is up about 38 at this moment. It was

up 300 yesterday, even though it was supposed to be Black Tues-
day, with the Fed’s announcement prior to the opening market yes-
terday. That clearly had a salutary effect.

So the basic question is the degree to which we should proceed
here, somewhat independent of the market. That is, how deep are
the potential economic problems, or how important is it to have a
fiscal stimulus here is somewhat independent of the gyrations of
the market. That is my question.

Dr. FELDSTEIN. I would say yes. I mean, until the market sold
off the other day, the big puzzle was, why is the market so strong
when there is growing evidence of weakness in the economy? So
you cannot let the stock market make your macroeconomic policy.

The CHAIRMAN. Thank you.
Dr. FURMAN. I agree. The Federal Reserve, to some degree, needs

to factor that in. That is because they can move very quickly, and
then un-move very quickly, for example, what they did with long-
term capital in 1998. Your fiscal policy is much less frequent, and
as a result should be entirely focused—and theirs should still be
mostly focused—on the real underlying economy statistics like jobs,
the unemployment rate, GDP, consumer spending, all of which
were quite negative in December but have not been negative for a
very long period of time.

The CHAIRMAN. While I have you here, I would just like your
thoughts on a related subject. It is my understanding that in 1991,
the bank deposits in the U.S. were about $10 trillion. Today, it is
about $10 trillion. The difference is, the structured financial prod-
ucts’ value is about $20 trillion, where there are no capital require-
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ments, no margin requirements, et cetera. The total amount of
credit default swaps is in the trillions.

I am just curious about your thoughts on whether we should be
nervous about all of that, or looking at that, or what do we do
about all of that? Is that a factor, and so forth, or not?

Dr. FELDSTEIN. You should be nervous about it. Somebody should
be holding hearings about it, whether it is this committee or oth-
ers. Some of it has been generated by the kind of regulatory frame-
work that was put in place that encouraged banks to put things off-
balance sheet because the capital requirements associated with it
were low, the so-called SIVs.

There was a lot of talk about how the banks were well-capital-
ized. That ignored the fact that there was this potential need to
take these off-balance sheet items onto the balance sheet. So I
think that we have created some serious problems, and somebody
ought to be asking. It is not that all this happened outside the nor-
mally regulated sector of the financial institutions. These are the
major money center banks that were creators and holders of SIVs.
So, I think it is a serious problem, and I think it is something that
needs some further thought.

The CHAIRMAN. I appreciate it.
Dr. Furman?
Dr. FURMAN. I think no one understands the full extent of it, and

anything that could help move us closer to that would be particu-
larly helpful. It is still my hope that the losses in the financial sys-
tem are lower than what we saw, for example, in the 1980s and
in some previous banking crises that we have experienced. But one
of the problems we have is, no one knows what the magnitude of
those losses is.

The CHAIRMAN. All right. This has been a very constructive,
fruitful hearing. Thank you very, very much, both of you.

Dr. FELDSTEIN. Thank you very much.
Dr. FURMAN. Thank you.
The CHAIRMAN. I again repeat, this committee will be holding a

markup on our own stimulus package bill next week. Thank you
very much.

[Whereupon, at 11:41 a.m., the hearing was concluded.]
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