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THE OUTLOOK FOR THE U.S. AND GLOBAL
ECONOMY
THURSDAY, JANUARY 26, 2012

UNITED STATES SENATE,
COMMITTEE ON THE BUDGET,
Washington, D.C.
The Committee met, pursuant to notice, at 10:00 a.m., in Room
SD–608, Dirksen Senate Office Building, Hon. Kent Conrad, Chairman of the Committee, presiding.
Present: Senators Conrad, Wyden, Nelson, Cardin, Whitehouse,
Warner, Merkley, Begich, Sessions, Thune, Portman, and Johnson.
Staff Present: Mary Ann Naylor, Majority Staff Director; and
Marcus Peacock, Minority Staff Director.
OPENING STATEMENT OF CHAIRMAN CONRAD

Chairman CONRAD. The Committee will come to order. I want to
welcome everyone to the Senate Budget Committee.
I want to start with a bit of the business of the Committee because I know people are asking what is our intention with respect
to going to a markup, and I want to make clear to everyone that
I intend to go to a markup in the Committee, and I want to do it
sooner rather than later. The unknown for us is when we will get
CBO’s re-estimate, and we do not have an answer on that. They
sometime ago talked to us about March 9th as a time they might
have a re-estimate. Since that time, they have indicated that might
slip, so we just have to wait and see.
But I will be talking to all the members of the Committee, and
I am going to start that consultation immediately. We will start
consultations next week with respect to members of the Committee
and will certainly be talking to Senator Sessions about timing, and
hopefully we will know in the near term what CBO’s schedule is
with respect to a re-estimate. I wanted to start with that.
I also want to—
Senator SESSIONS. Thank you. I appreciate that. I know that the
Chairman deeply cares about these issues, and I think that process
will be good for America. Thank you.
Chairman CONRAD. I do, too. Look, we may have some disagreements on some part of what has happened heretofore, and I will
talk a little about some of that as well. We also have places where
we agree, and I think it is good for us as a body and good for the
country to have the fullest possible debate.
You know, last year in some ways we got overtaken by a separate process because very early on a negotiation began at a higher
level than ours, and that had an effect on what we did. I do want
(1)
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to say that when I hear discussions that we do not have a budget,
I do not agree with that. I just think that is wrong, because when
we did the Budget Control Act in August, that provided a budget
for this year and next. And the Budget Control Act was not the
normal way of doing a budget. I would be the first one to say that.
But in many ways, it is a stronger document than a typical budget
resolution, because a typical budget resolution never goes to the
President for signature. It is purely a congressional document. The
Budget Control Act is actually a law passed overwhelmingly in the
Senate 74–26, and not only does it have the force of law, it also
set discretionary spending caps for 10 years instead of the 1 year
that you normally have in a budget resolution. And it provided enforcement mechanisms, including a 2-year deeming resolution,
which improves the enforcement of budget points of order, something that I insisted on in the Budget Control Act. And, finally, it
created a reconciliation-like Super Committee to address entitlement and tax reforms, and it backed that process up with a $1.2
trillion sequester. So it is certainly different than a typical budget
resolution, but we do have the critical elements of a budget in
place.
Now, I would be the first to say I would like to see it different
than what was adopted in the Budget Control Act. I am sure each
of us would have done it differently if we had the power to do it.
Today’s hearing I want to focus on now focuses on the outlook
for the U.S. and global economy. We have three excellent witnesses: Dr. Alan Blinder, former Vice Chairman of the Federal Reserve, now professor of economics and public affairs at Princeton
University; Dr. Joel Prakken, the chairman of Macroeconomic Advisers, one of the most respected macroeconomic firms in the country; and Dr. Ike Brannon, the director of economic policy at the
American Action Forum. Welcome to all of you. Thank you for
being here. We appreciate very much your spending time with us.
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I would like to briefly review the economic situation confronting
the country. It is important to remember the economic crisis that
we have come through. In 2008 and 2009, we experienced the worst
recession since the Great Depression. The economy contracted almost 9 percent in the fourth quarter of 2008. That is really stunning—a 9-percent contraction in the fourth quarter of 2008. We lost
800,000 private sector jobs in January of 2009 alone. The housing
market crisis was rippling through the economy with home building and home sales plummeting and record foreclosures, and we
faced a financial market crisis that threatened to set off a global
economic collapse. Credit markets were largely frozen.
Now, we have come a long way since then. The Federal response
to the crisis, including actions taken by the Federal Reserve, the
Bush administration, the Obama administration, and Congress,
successfully pulled us back from the brink. It is clear that our economic situation would be much worse now if we had not had that
Federal response. In fact, one of our witnesses today, Dr. Blinder,
along with economist Mark Zandi, who is a former adviser to the
McCain Presidential campaign, completed a study in 2010 that
measured the impact of Federal actions on shoring up the economy.
Their conclusion was as follows:
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‘‘We find that its effect on real GDP, jobs, and inflation are huge
and probably averted what could have been called ‘Depression 2.0.’
When all is said and done, the financial and fiscal policies will
have cost taxpayers a substantial sum, but not nearly as much as
most had feared, and not nearly as much as if policymakers had
not acted at all. If the comprehensive policy responses saved the
economy from another depression, as we estimate, they were well
worth their cost.’’
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This chart shows Dr. Blinder and Dr. Zandi’s estimate of the
number of jobs we would have had without the Federal response.
It shows we would have had 8 million fewer jobs in the second
quarter of 2010 if we had not had the Federal response. Now, I understand Dr. Blinder will present estimates for the number of jobs
saved in 2011 as well, which I look forward to hearing.
Although the recovery has recently shown signs of strengthening,
it has been a long and difficult road back. Now, that is not unexpected. Economists have found that following recessions caused by
or accompanied by a severe financial crisis, recoveries tend to be
shallower and take much longer. Here is what two leading econo-
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mists, Dr. Carmen Reinhart and Dr. Vincent Reinhart, found in
their research, and I quote:

‘‘Real per capita GDP growth rates are significantly lower during
the decade following a severe financial crisis. In the 10-year window following severe financial crises, unemployment rates are significantly higher than in the decade that preceded the crisis. The
decade of relative prosperity prior to the fall was importantly
fueled by an expansion in credit and rising leverage that spans
about 10 years. It is followed by a lengthy period of retrenchment
that most often only begins after the crisis and lasts almost as long
as the credit surge.’’
In other words, we should expect to see a period of lower-thannormal growth and relatively higher unemployment right now because we are recovering from a severe financial crisis.
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If we look at private sector job growth, we see it has improved
dramatically from when we were in recession. As I noted in January of 2009, the economy lost more than 800,000 private sector
jobs. Private sector job growth returned in March of 2010, and we
have now had 22 consecutive months of growth.
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There are some additional positive signs that we see in the economy. As I mentioned before, we have had 22 consecutive months
of private sector job growth. Last week, unemployment claims fell
to their lowest level since April of 2008. We have seen nine consecutive quarters of real GDP growth, and GDP growth is now expected to have risen to 3.1 percent in the fourth quarter of 2011.
Housing starts are up 25 percent since December of 2010. Consumer confidence was up sharply in the last 2 months of 2011. U.S.
auto manufacturers are returning to profitability, and State revenues are showing signs of improvement.

But those good-news elements are no reason for complacency.
There are serious risks that remain to economic recovery. For example, unemployment and underemployment remain far too high.
Housing continues to pose a threat with too many homes still in
foreclosure or underwater. Political deadlock in Washington could
block key measures. Federal, State, and local budget cuts could add
too much near-term fiscal drag. And the European debt and fiscal
crisis is creating uncertainty and threatening U.S. exports, as we
saw reported on the front page of the Washington Post yesterday.
I hope all of our colleagues read the story about what is happening
with the slowdown in Europe and how that is affecting U.S. companies as well.
Beyond that, we have what I have termed our own ‘‘debt threat.’’
We have a debt that is too high, growing too fast, and it is imperative that we present a plan to deal with it. I was part of the Fiscal
Commission and part of the Group of Six. In both of those efforts,
we came up with plans to reduce debt by some $4 trillion over
what would otherwise occur. Let me just say I personally favor an
even more ambitious effort than that. My fondest wish would be
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that we could come together around a plan that would reduce the
debt from what otherwise will occur by about $5.5 to $5.6 trillion.
Why do I pick that number? Because we could balance the budget in 10 years if we put in place a plan of that magnitude.
The timing of when it begins is critical because the economy is
still weak, so I would not personally start tough medicine until we
see the economy doing better. But I would put in place the plan
right now to achieve the kind of debt reductions that I have described. I believe that would be a tonic for confidence in the economy. I believe it would help assure markets that we are serious
about the fiscal affairs of our country.
With that, I am going to stop. I apologize for the length of that
opening statement, but there is a lot to talk about in our first
meeting.
Senator Sessions, welcome back.
OPENING STATEMENT OF SENATOR SESSIONS

Senator SESSIONS. Thank you, and I agree with you that a plan
now is needed. I do believe that it would, in fact, provide tonic, as
you say, or a confidence in our business world and the world
around us that we have our house in order.
One of the things that is destabilizing the recovery is lack of confidence that we have our house in order. And balancing the budget
in 10 years would be a really good goal, and I believe we could do
it, but it would not be easy, as Mr. Chairman.
So we are entering the budget season for fiscal year 2013. Producing a budget for public accountability and scrutiny represents
one of the fundamental duties of our government particularly during times of economic stress.
The last time the chamber’s majority authored and presented to
the floor a budget plan was in 2009. I believe that was 1,002 days
ago.
Senator Conrad, I do appreciate your expressed desire to work on
a budget resolution, and I look forward to working with you.
For too long, Washington has been spending what we do not
have, borrowing what we are not able to pay back. It has become
a habit. Our debt is now greater than our entire gross domestic
product—our gross debt is—pulling down growth today and casting
a shadow of doubt on our economic future. I believe it is impacting
growth today. We would have higher growth today if we did not
have so much debt.
Americans were promised that a surge in spending would lead to
corresponding job creation. Certainly, the amount of money that
has been spent should have provided some help in the short run.
But I would point out that our job situation is not good. The number of people working today, 131.9 million, is less than in 2000.
That was 132.5 million. We had more people working in the year
2000 than we have today. We are not creating sufficient jobs.
I heard one of the French ministers this morning on BBC saying
that they have to get their debt under control but, most importantly, make the French economy more productive and grow.
The middle class is being squeezed from all directions. Real
wages are declining. Inflation is at 3 percent, but wages are only
growing by 2 percent. That is not a winning combination. Food and
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energy prices are rising. Job prospects remain scarce. Health expenditures, which we hoped and were told would go down, are
going to be up, for a family of four, by $200 a month—$2,400 according to CBO. So after nearly $5 trillion in new debt over just
3 years, the Government is continuing to grow, while the middle
class is continuing to shrink.
The CBO warned us, for instance, that the President’s first stimulus package—and they accounted for this carefully—ultimately
would be a net drag on the economy. Yes, they said you would have
a short-term benefit, but that stimulus is now gone. The money is
spent, the short-term benefit is now gone. But we are carrying the
burden of that debt still. So we are adopting policies that I am
afraid are leaving us weaker not stronger in the long run.
In his State of the Union Tuesday, President Obama had a
chance to tell the American people the truth about the depth of the
danger we face, as the debt commission told us. He missed perhaps
his last opportunity to rally the American people to make some
tough decisions that will feel tough but will not require us to savage this Government spending.
I was astonished at how little the President spoke of our mounting debt and fiscal obligations. Over 10 years, the Super Committee
finally agreed Mr. Chairman, to only $2 trillion in deficit reduction
instead of the 4 that we have been told repeatedly is the absolute
minimum. And you have said you would like to see more. We will
spend $45 trillion in the next 10 years, and we will add $12.4 trillion to the gross debt. So I do not think a $4 trillion reduction in
that expected growth of debt is too much to ask. I really do not.
The President did not outline a plan to go beyond that $2.0 trillion. He even called for spending half of the war saving, the money
that we were borrowing to fund the war. We were hoping to reduce
that amount of borrowing and stop increasing the debt by bringing
the war costs down. And now he proposed spending at least half
of that on new programs.
We hear the argument that spending cuts should be deferred, but
this I think goes against common sense, and the political reality.
The American people are ready to hear the truth, and they are
willing to take some action. We have to move when we have the
consensus to move, and I am really troubled that we might lose the
consensus we have to make some real good changes that I thought
the last election led us to.
Mr. Chairman, we should focus on solid policies, creating jobs
without adding to debt wherever possible. More growth, more jobs,
without more debt, that means more domestic energy exploration,
American energy; fewer burdensome regulations, the ones that do
not work and do not provide benefit; a streamlined Tax Code focused on growth; more free market competition in health care, not
more Government domination; a trade and immigration policy that
serves our national interest and legitimately protects our American
workers. It means making the Government leaner itself and more
productive. That would make America stronger and healthier.
The President says he wants America build to last, but we cannot do that on borrowed money. Debt is not an asset. Spending is
not the virtue. Borrowing cannot be our future.
Thank you.
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Chairman CONRAD. I thank the Senator, and I just want to say
there are places where we disagree and, we are going to have a
really good debate in this Committee, and hopefully we are going
to have a really good debate on the floor of the Senate. But while
there are places we disagree, there are places where we are in
strong agreement. Especially the place where I see that we are in
strong agreement is the need for a substantial plan to deal with
the debt over this next 10 years.
You know, if we could find a way to come together on this Committee—and, look, I have been here 25 years. I am not operating
under any illusions. This is an election year. But I do believe if we
could find a way to come together around this Committee, that in
itself would be a boost to confidence in the country. So let us try.
You have my commitment. I am eager—this is my last year I am
going to be here. I am not burdened with a re-election campaign.
I will spend every possible moment focused on trying to achieve a
result, and I ask all members—I know it is hard. We all have
taken positions on things we feel strongly about. But if none of us
are willing to give any ground, we are not going to succeed. It is
going to take all of us to give some ground on things we hold dear
to find a way to come together. And I say it on both sides. On both
sides. And I plead with colleagues: Let us give it our absolute best
shot. Let us give it our best shot. I pledge to do that.
Senator SESSIONS. Well, you have taken action, too. You have
said we are going forward. You made a decision to go forward with
the budget process, and that is real action. I think that is a good
first step. Thank you.
Chairman CONRAD. I thank you.
We will go to our witnesses. Dr. Blinder, we will start with you,
and we will go right down the table. Seven minutes, if you would
try to hold to that. Your full testimony will be made part of the
record, and then we will open the panel up to questions. And,
again, thank you very, very much for being here. I appreciate it.
Dr. Blinder.
STATEMENT OF ALAN S. BLINDER, PH.D., GORDON S.
RENTSCHLER MEMORIAL PROFESSOR OF ECONOMICS AND
PUBLIC AFFAIRS, PRINCETON UNIVERSITY, AND VICE
CHAIRMAN, PROMONTORY INTERFINANCIAL NETWORK

Mr. BLINDER. Well, Chairman Conrad, Ranking Member Sessions, and members of the Committee, I would like to thank you
for the opportunity to share my views on the economy and the
budget with you today.
I think even in this very fractious climate, everyone agrees that
the recovery from the Great Recession has been far too weak. Both
of you spoke to that. We are getting new GDP numbers tomorrow,
but the ones we have now show a compound annual growth rate
since the recession ended of only 2.4 percent. That is a rate we
would be satisfied with if we started at 5-percent unemployment.
It is a rate that is just totally unsatisfactory, starting from 10-percent employment, and the growth rate over the last three quarters
has only been about half that.
Some observers view this weak macroeconomic performance as
unsurprising and maybe even inevitable, given the devastating fi-
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nancial crisis that brought about the recession. You have alluded—
you have more than alluded to. You mentioned the analysis of Carmen Reinhart and Ken Rogoff, which is justly celebrated, showing
that it takes a very long time for economies to recover from banking and financial crises. But what is rarely noticed about that and
was pointed out in a very nice paper recently by three researchers
at the Fed is that the extraordinarily poor performance over a decade is not so much from the slow recoveries after the bottom; it is
that the bottom is so deep, and it just takes a very, very long time
to climb out.
And that should be a lesson to all of us. It means that we are
not condemned to a sluggish recovery in terms of growth rate,
much less one that never gets us back to full unemployment, as
you hear some people claiming. There are many, many factors relevant to the speed of any economic recovery, including both national economic policy and luck. I want to start with the first and
then finish with the second. It would be nice to have a little luck.
The U.S. policy response to the devastating recession was vigorous, as you said, Mr. Chairman, but it is petering out, as you also
mentioned. The Fed deserves a lot of kudos for what it has done,
but I want to focus here, of course, on congressional actions.
I realize that, for many members, voting for TARP back in 2008
was about as much fun as root canal work. But I have little doubt
that history will record that that vote, the vote for the Recovery
Act in February 2009, followed then by the very successful bank
stress tests that spring—which, by the way, required the TARP
money behind them to be effective really turned the tide, making
a horrific situation merely terrible.
That is a hard point to make, right? We wound up at a terrible
point. It could have been much, much worse.
In that paper with Mark Zandi that you mentioned, Mr. Chairman, we used a large-scale model of the U.S. economy, not Macro
Advisers’ model, the Moodyseconomy.com model to estimate the
overall impact of all of these policy responses, taken together, on
the economy. And I think, as far as I know, it is the only such estimate to this day. There are many estimates of the effects of the Recovery Act, for example, but there were many, many things done
on the financial arena.
We estimated that all those policy responses together added 10
million jobs in 2011 and 2012. It is roughly the same number for
2011 and 2012. If you translate that to the unemployment rate,
that is roughly 6.5 percentage points. So if that is anywhere near
correct, just think about it, that instead of 8.5 we would now be
at 15. Maybe that is wrong, but if it is even close to the ballpark,
that is just an unthinkably bad outcome that we avoided.
Now, the spending from the TARP, of course, is long gone, and
spending from the Recovery Act peaked in 2009 and has been declining ever since. In fiscal year 2011, that amounted to roughly 1
percent of GDP from the Recovery Act; in fiscal 2012, it will be perhaps half that amount, just as a ballpark number.
Correspondingly, if you look at the Federal spending component
of GDP, it has been negative. It has been falling since the third
quarter of 2010. This comes to the point about the near-term fiscal
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drag that you mentioned in your opening statement, Mr. Chairman.
I published an op-ed in the Wall Street Journal a week ago, exploding what I called four myths about the budget deficit. I am not
going to go over all four of them now. One was that we have an
urgent deficit problem that has to be tackled right away so we do
not become the next Greece. That has a corollary the notion that
if there is any fiscal stimulus, you have to pay for it immediately,
if not sooner, lest we spook the markets.
In fact, if you look at the markets, they are practically falling
over themselves to lend money to the Federal Government—the
United States Federal Government, not to some other governments—at negative real interest rates. So I suggested there as an
example a package that would spend another $500 billion in the
near term and pay for it 10 times over, with $5 trillion worth of
deficit reduction. I would support that kind of a policy if you
changed the 5 to a 6, to a 4, to a 3, almost any number.
A second myth, which I know comes straight from your legal
mandate to deal with 10-year budget windows, is the obsession on
the next 10 years. In fact, if you look at the CBO long-term projections, what happens over the next 5 years is actually quite benign
and what happens over the next 10 does not matter very much. It
is after that that things explode entirely out of control, almost completely due to health care spending. So that is the issue.
Finally, in the last minute I see on the clock, to the luck issue.
My rough outlook for GDP growth in calendar year 2012 is about
2.5 percent, the same tepid pace that we have been experiencing
since the recession, minus whatever we lose to bad luck. The biggest threat on the economy is contagion from Europe, financial contagion from Europe. The latest news on that in the last few days
or a week or so is pretty good, but it turns good and it turns bad,
and we just cannot count on that. It could change any day. And if
we get a worst-case scenario, a European financial blowup that
looks somewhat like Lehman Brothers—it would not be exactly like
Lehman Brothers; the details would be entirely different—I think
almost all, if not all of that putative 2.5-percent growth could just
evaporate in a worldwide recession.
The other major risk, which I cannot begin to calculate, comes
from the Middle East and oil. So far that looks okay, but who
knows what might happen there.
So, in sum, I would say the near-term outlook for the economy
is for mediocrity if we are lucky and stagnation if we are not lucky.
And I would have hoped that the United States of America had
higher aspirations than that. And I would also have hoped that fiscal policy would help, not hinder, this recovery.
Thank you very much for listening. I would be happy to answer
any questions in the question period.
[The prepared statement of Mr. Blinder follows:]

14

15

16

17

18

19
Chairman CONRAD. Thank you very much.
Dr. Prakken, again, welcome, and please proceed with your testimony.
STATEMENT OF JOEL PRAKKEN, PH.D., SENIOR MANAGING
DIRECTOR, MACROECONOMIC ADVISERS

Mr. PRAKKEN. Chairman Conrad, distinguished members of the
Committee, my name is Joel Prakken, and I am the senior managing director of Macroeconomic Advisers, a forecasting firm in St.
Louis that I founded in 1982. Thank you for inviting me to this
hearing to discuss the risks and uncertainties surrounding the U.S.
and global economic outlook for 2012 and what policymakers might
do to improve it.
Our outlook, like Alan’s, for 2012 is guarded. We see the Nation’s
real GDP growing only about 2.25 percent over the year. This is
not fast enough to lower the unemployment rate below the current
8.5 percent. Indeed, unemployment could drift up modestly from
here over the next 12 months. Given that much slack in labor and
product markets, inflation will remain subdued; consumer prices
likely will rise only about 1.5 percent over the course of the year.
But with unemployment that far above the full employment benchmark and inflation below the 2 percent that we believe the Fed implicitly targets, monetary policy will remain accommodative and interest rates extraordinarily low by historical standards.
Consumer spending will grow at about the same pace as GDP.
Private domestic investment will grow somewhat faster. A narrowing trade deficit will be a modest boost to growth, but fiscal policy will restrain the recovery, and this fiscal restraint has three
components. First, the stimulus associated with the American Recovery and Reinvestment Act of 2009 is abating. Second, the caps
on discretionary spending passed as part of the Budget Control Act
of 2011 will start to bite. And, third, in the face of ongoing fiscal
pressures, State and local governments will continue to trim spending and boost taxes in order to comply with their balanced budget
mandates.
Where are we in the deleveraging process that all of us are concerned with? At least at the aggregate level, there are indications
that in the United States we are nearing the end of the first stage
of the deleveraging process. Corporations—well, at least large corporations—are flush with internally generated funds and boast
well-structured balance sheets. The personal saving rate appears to
have stabilized far below the 8 to 10 percent that some pundits
were forecasting just a few years back. House prices have fallen
back into proximate historical alignment with incomes and rents.
And thanks to consumers’ retrenchment and very low interest
rates, the ratio of households’ debt service to disposable income has
retreated to a very low level.
Yet this steadily brightening picture masks other legacies of the
Great Recession. A sizable percentage of homeowners remain underwater on their mortgages, and there can be little doubt that this
is both a drag on consumer spending, the housing rebound, as well
as an impediment to labor mobility that contributes to high structural unemployment. Furthermore, the deleveraging process has
other secondary dimensions now coming more forcefully into play
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as the economy strains to expand. Credit standards have tightened,
especially in the residential mortgage market where qualifying
credit scores and loan-to-value ratios linger well above recent historical norms. It can prove difficult to secure financing or refinancing for commercial real estate projects, especially those originated or refinanced at the height of the real estate boom 5 years
ago. Federal regulations intended to define, identify, and curtail
systemic financial risk are now under development. All these secondary dimensions of the deleveraging process might safeguard the
economy and improve the quality of the expansion, but they do also
restrain the pace of the recovery.
Now, in my 30 years in this business, I have never known as
much uncertainty to surround our forecasts as is the case today,
and I want to discuss briefly with you several areas of risk and uncertainty that are critical to how the economic environment may
evolve over the next several years, areas about which I think many
economists actually agree, although there could be some reasonable
disagreement on some of these points. But first let me address fiscal policy.
Now, we prepare our forecasts using an economic model that requires us to make explicit assumptions, very explicit assumptions,
about future fiscal policies. This was a lot easier in the old days.
Changes in the formulas governing mandatory benefits, changes in
the Tax Code, and major changes in discretionary spending were
relatively infrequent and usually considered permanent in nature.
Now the fiscal landscape is cluttered with temporary policies the
extensions, modifications, or expirations of which can have measurable, indeed sizable, impacts on our forecast.
Now, I do not know how all these things are going to play out,
and I would be suspicious of any forecaster that claims he or she
does. But for what it is worth, and to give you a sense of the challenge here, our forecast assumes that the payroll tax holiday and
emergency unemployment benefits are extended through December
but will be paid for gradually over the next decade, that the AMT
will be patched, that docs will be fixed, that health care reform will
not be repealed, that most of the Bush tax cuts will be extended,
that a full sequester will be avoided, and that a grander bargain
on gradual deficit reduction will be achieved. A lot of assumptions
there. However, imagine the enormous fiscal drag in 2013—roughly
5 percent of GDP—should, either by political design or political
miscalculation, the tax holiday, unemployment benefits, the AMT
patch, the doc fix and the Bush tax cuts all expire even as the new
health care taxes take hold and discretionary spending is sequestered. Furthermore, all that could happen in a still sputtering economy when the Fed, having already fired most of the arrows in its
monetary quiver, cannot respond aggressively or, even worse,
might be politically constrained from responding at all. In our modeling, that is a recipe for a recession.
I want to talk about the euro crisis. We view the slow-motion
train wreck that is the European sovereign debt crisis as the single
largest downside risk to continued economic recovery here in the
United States. Slower growth in the EZ means slower growth in
U.S. exports to the region; it could also mean a higher value of the
dollar, which makes goods and services produced in the U.S. less
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competitive in global markets. But far more important would be
the financial contagion that could spread around the globe, without
regard to borders, if an uncontrolled Lehman event occurs within
the European financial system this year. The prices of risky assets
around the world would decline together even as the dollar
strengthened. If the financial tsunami was severe enough, it could
tip the U.S. into the back end of a double-dip recession. And this
does not even consider the possibility of the dissolution, either in
part or in full, of the euro itself.
House prices, my last point. The issue here is that home buyers
and home builders delay buying and building if the expectation is
for further declines in house prices. The consensus forecast is for
house prices to begin rising modestly, and that certainly would be
good news. Rising, rather than falling, house prices would lower
the real or inflation-adjusted cost of mortgage finance, and thereby
supporting housing demand. They also would boost households’ net
worth and prevent foreclosures, thereby supporting consumer
spending.
Unfortunately, it is difficult to be confident in the consensus forecast for house prices. For one thing, not that long ago the consensus was for house prices to turn up last year. And for another,
no one knows for sure how large is the shadow inventory of houses
that could be brought to market the moment potential sellers sense
that prices have bottomed out, thereby renewing the downward
pressure on prices all over again and delaying for even longer the
eventual turnaround in housing.
So as the economy approaches the 3-year mark of this recovery,
the coming year or two are likely to see growth and utilization
rates that, while not especially surprising given the circumstances,
will nonetheless feel and be very disappointing. Furthermore, the
risks to the forecast and the uncertainties surrounding them have
seldom, if ever, been as varied or as prevalent as they now are, and
neither our monetary or fiscal authorities are well positioned or
even inclined to counter adverse shocks to the economy. In short,
these will be very trying times.
Now, you can call me a cockeyed optimist because, at least from
my viewpoint, I can imagine worse outcomes than the ones I do
consider most likely. But I surely hope not to see those.
Thank you for your kind attention today and for the opportunity
to offer my advice.
[The prepared statement of Mr. Prakken follows:]
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Chairman CONRAD. Thank you, Dr. Prakken.
Dr. Brannon.
STATEMENT OF IKE BRANNON, PH.D., DIRECTOR OF
ECONOMIC POLICY, AMERICAN ACTION FORUM

Mr. BRANNON. Chairman Conrad, Ranking Member Sessions,
members, thank you very much for the invitation.
As somebody who worked on the Hill nearly a decade as an economist and one of whose jobs was to inform members of economic
forecasts, I just want to give the warning that it is really difficult
to do economic forecasts, and I always try to caution my bosses not
to put too much faith in them. And it is not to denigrate Dr.
Prakken, who has by all accounts the best forecast out there. This
is just an impossible thing to do.
If you look at forecasts, the way they work, generally people forecast next quarter something close to what this quarter is, and then
the quarter after that is some kind of combination between longrun growth and what it was last quarter and then three quarters
out it is more or less what they think long-term economic growth
is.
This is not really a science, and as Dr. Prakken indicated, it is
subject to all kinds of contingencies that might happen. And I
think right now if you look at what is going on out there, there are
a lot of risks to the economy. I think Dr. Blinder identified that
who knows what is going to happen in the Middle East, who knows
what is going to happen with oil prices, and I think as everybody
who has spoken here has indicated, what happens in Europe is the
real wild card.
There have been a few articles in the last few weeks—the Washington Post article yesterday refuted that. This idea that somehow
there is a delinkage there, that somehow we are somehow immune
from what might happen in Europe. I do not think that is the case
at all. I think in an increasingly globalized society we are just very,
very much at risk. And this idea that this might somehow benefit
us because if capital flight leaves Europe and is looking for another
place they will come here, that might be true in the short run, but,
I take a little bit of an exception to Dr. Blinder. I just do not think
that if we are going to run trillion-dollar deficits for the indefinite
future, I think at some point that is going to start spooking markets, especially, as he indicated, if we have an entitlement debt
that is growing and growing and growing and there has not really
been any real movement to do anything about it.
I am not a big fan of fiscal policy. I think it is an interesting and
fun game to play ‘‘What if?’’ What if we made certain changes—if
we had not made certain changes in 2009, what would have been
the impact? I just do not think the Government is ever going to be
very—is going to be nimble enough to enact fiscal policy in a way
that it benefits the economy. An example I like to give people has
to do with
the favorite restaurant I have in Washington, D.C., which is
Loebe’s Deli. It was located for 30 years at 15th and I Street. In
early 2010, as part of a stimulus project, that building was remodeled, and all the ground-floor tenants were booted out in early
2010. It is 2012. The work still has not begun, and over 100 people
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who worked in these ground-floor businesses ended up losing their
jobs. Loebe’s eventually a year later found a new place to work, but
the Government does things very slowly. It is the nature of the
beast. And we simply cannot count on, if there is some kind of new
recession out there, caused perhaps by the euro crisis, we simply
cannot count on the Government to nimbly respond to this with fiscal policy. And as both my counterparts have noted, the Federal
Reserve does not have too many quivers left to deal with the current crisis we have. It is almost impossible to see how they can—
they certainly cannot lower interest rates further. The twist is
about done. It is really difficult to see what else they can do.
And so what I would like to encourage the Senators to think
about, instead of thinking about the very short-run policies that we
can do to stimulate the economy for the second or third or fourth
quarter, just to think longer term and think what we can do to engender long-run economic growth. And the two things that I think
are most obvious are things that have already been cited before. I
think it is time to have a true entitlement reform occur. I think the
Simpson-Bowles committee made an admirable first attempt at
that, and I thought that would have been a wonderful place to
begin. The Gang of Six also talked about this. Again, that would
have been a great place to start the discussion. I wish that the
members on both sides would have picked that up and run with
that. I know as Chairman Conrad said, it is a really difficult time
to do something like this during an election year, but it just seems
to me that waiting one more year is something that we really cannot afford at this time, and for a number of reasons. Not only are
health care costs rising, but another good thing that is happening
that also happens to have a bad outcome is that longevity is increasing dramatically, especially from age 65 on.
So it is kind of interesting. If you look at the Centers for Disease
Control data from 2000 to 2007, longevity increased for people at
age 65 by nearly a year over that 7-year period. If longevity is
going up for people who hit the retirement age by nearly 2 months
a year, that is going to overwhelm our system, and that is something that Social Security and other actuaries really have not been
able to account for yet. This is kind of one negative surprise of
something that otherwise is a very good trend.
The other thing I would just like to say, since I am by training
a tax economist, is it really is beyond time to have a Tax Code that
looks like somebody designed it on purpose. As a former Treasury
Secretary said so nimbly, ‘‘we do not do a very good job at encouraging investment; we do not do a very good job at encouraging all
kinds of things.’’ And just the complications that are endemic in
the Tax Code is something that needs to be fixed.
To me it is obvious that there is a bipartisan solution that could
keep rates relatively low, get rid of a lot of exemptions, things like
the mortgage interest deduction, something I have written about
quite a bit, or at least carve it down, and end up with more revenue and more reasonable rates and something that actually encourages economic growth rather than discourages economic
growth.
It seems like entitlement reform and tax reform are two gigantic
things, and I know it is difficult for Congress sometimes to do more
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than one thing at a time, but to me it seems like this is a propitious time for the U.S. Senate to bite off as much as it possibly
can.
Thank you.
[The prepared statement of Mr. Brannon follows:]

33

34

35

36

37

38
Chairman CONRAD. Thank you, Dr. Brannon, and thank you very
much for your references to the Fiscal Commission and the Group
of Six and your references to the need for tax reform. I used to be
a tax commissioner. I used to be chairman of the Multistate Tax
Commission. And for anybody that is intimately familiar with the
Tax Code, as I know you are, we are way past time to fundamentally reform it. It is an abomination. If you were going to sit down
and design a Tax Code that would have the worst disincentives to
the very things we all want to see happen—savings, investment,
and economic growth—you would be hard pressed to do a worse
job.
I am going to defer my questioning time to Senator Cardin, and
then we will go to Senator Sessions and proceed with other members. I will reserve my time. Senator Cardin?
Senator CARDIN. Mr. Chairman, thank you very much, and let
me thank all three of our witnesses. I found the testimony to be
very persuasive that if we had not taken action, decisive action,
today we would be faced with unemployment rates that are much
higher and options that are much fewer. So I also take away from
this, Mr. Chairman, from the testimony that has been given, that
if we do not extend the unemployment insurance programs, if we
do not deal with the payroll tax issue, if we do not deal with AMT,
if we do not deal with the physician problems in Medicare, we are
going to put a real anchor on our recovery and cost us employment.
Our unemployment rates will go up.
So we have a short-term/long-term issue here, and I just want to
associate myself with the comments of the Chairman and the
Ranking Member that we need a deficit reduction plan over the
next 10 years that a minimum reduces the deficit by $4 trillion.
And I agree with that. But in the short term, we have to take steps
to counter some of the challenges to our economy. Our State and
local governments are going to be reducing their input into the
economy. That is for sure. They have no choice, and they really are
relying upon the Federal Government to provide some assistance to
our economy. We have to figure out a way to do that consistent
with the long-term commitment to reduce our debt. And that is
what we really need to do.
I want to ask a question, if I might, as it relates to the housing
market. You all touched upon it somewhat briefly. We all know
that it was the housing bubble that burst that sort of sparked the
current recession. It was not the cause for the current recession,
but it was certainly a spark. Two of you have commented on it directly, but we may not yet be at the bottom. We hope we are. We
hope we will see housing prices increase. What can we do at the
Federal Government for policy that would be helpful to encourage
a more healthy housing market? We know that there is a lot of inventory that is potentially out there. People have been sitting on
the sidelines. We also know that mortgage rates are historically
low. What can we do to try to encourage a responsible return in
the housing market that will help not only housing sales but also
new home starts?
Mr. BLINDER. May I start on that?
Senator CARDIN. Certainly.
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Mr. BLINDER. I will not start with pie in the sky, with Congress
appropriating huge sums of money to help these people that are
underwater in their mortgages, which in an ideal world I would,
and in 2008 I advocated that. But that is not going to happen.
There is something much simpler which I would hope that Republicans and Democrats could agree on. When the law in 2008 establishing the FHFA was passed, it provided for conservatorship of
Fannie and Freddie if the worst happened. The worst did happen.
Fannie and Freddie are now in conservatorship.
Conservatorship perpetrates the fiction that there are shareholders out there whose interests need to be protected, that we are
conserving value. So the head of the FHFA who, by the way, has
never been confirmed so he is acting, another issue—is under a
legal mandate from Congress, from this body, to conserve value.
The truth is, as we all know, that Fannie and Freddie are nationalized companies, basically, and the only shareholders that matter
are the U.S. taxpayers. And that law should be rewritten. I do not
think it would take more than a one-paragraph bill to put that into
the law, that the job of the FHFA in taking care of the rest, which
will eventually be the demise, of Fannie and Freddie, the one objective should be to serve the citizens of the United States, period. I
think that would help.
Senator CARDIN. Dr. Prakken.
Mr. PRAKKEN. A number of things, but we should, I think, start
by saying there is no silver bullet that can fix the housing mess.
It will under all circumstances be a long and drawn out affair. But
I think we could agree that to date the programs intended to facilitate mortgage modifications and refinancings have had disappointing take-up rates. I think that those disappointing take-up
rates are partly because of reservations on the lender side to participate in these. So schemes that somehow broadened the number
of mortgages that qualify for these plans, perhaps coupled with
some approach to sharing future house price appreciation with the
lenders, could encourage them to become more actively involved in
this—I think that you have written about this—and they are also
extremely worried about having the so-called representations and
warranties put back to them in the event that they jump into the
refinancing game. So some sort of—a better attempt to modify
mortgages without actual debt forgiveness, which I think—
Senator CARDIN. On that point, if I just may interrupt for a moment, it is a major issue in my State of Maryland. I have had many
housing forums, and I have one again on this Saturday not far
from here. There is an inconsistency among the banking institutions. You know, some are very happy to try to work things out because they understand it; others are very remote, and we cannot
seem to get their attention.
Is there any way that we can get the attention of the mortgage
holders in a more direct way?
Mr. PRAKKEN. Well, it could be that banks that have different
views on this have different financial stakes in it, and that could
explain their different responses. So better information would be
helpful.
I think also there is this notion out there that the GSEs, are sitting on large amounts of properties that have already been fore-
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closed and they could put those to the market in bulk sales, perhaps with a provision that they would become rental properties for
a certain number of years. My understanding is there are investors
and developers who are chomping at the bit to get access to those
properties because they understand that demographically demand
for housing is cumulating, pent-up cumulating demand, and that it
is going to be tilted towards renters rather than owners given today’s financial realities about homeownership. So perhaps something like that would go on.
But this is really, really important. There is a housing boom
waiting out there. Demographics suggest that we will have to
build, I do not know, maybe one and a half million housing units
per year on average over the next 10 years. We are only building
500,000 now. There is going to be a 300-percent increase in residential construction out there somewhere. But we have to have a
financial system in place that can accommodate that going forward.
The most important thing to do immediately is to do what we
can to stem house price declines. The most important thing I think
we can do there is to do what we can to prevent particularly the
so-called strategic foreclosures because we know that as soon as a
house goes into foreclosure, the property value goes down by 30
percent. So any of these programs that could modify mortgages, sell
the assets to get them into productive use, share the appreciation,
somehow or another to put a floor on the expectation of house
prices would really, really be helpful. Then you have to find a
model to replace the originate, securitize, and flip model that failed
us badly with something that can accommodate this demographic
push for housing demand that is going to be coming over the next
10 years.
Senator CARDIN. Let me thank the witnesses. This is an issue
that we are going to have to follow up when we have more time.
Thank you, Mr. Chairman.
Chairman CONRAD. Thank you.
Senator Sessions.
Senator SESSIONS. Mr. Chairman, I would yield my time to Senator Johnson.
Senator JOHNSON. Thank you, Senator Sessions, and, Mr. Chairman, I would like to agree with you that I think it is crucial that
we have a plan. I certainly want to extend my hand. I would like
to do everything possible to work out a budget resolution. I think
that is just absolutely crucial to restore some confidence and reduce
some levels of uncertainty, because as somebody who has been in
business for 31 years, made investment decisions, hired people, created jobs, I do not think there is any doubt that really what is
holding back our economy is the high level of uncertainty and just
a total lack of confidence in what is going to happen with our economy. And I think so much of that is driven by what is going to happen with our Government.
You know, to me it really is—the root cause of our problem is the
size, the scope, and all the regulations, all the intrusion of Government into our lives, into economic decisions that businesses have
to make, and the cost to Government. I could not disagree more
with Dr. Blinder in terms of the fact that debt and deficit does not
make a difference. I think it makes a huge level of difference.

41
When business owners see $4 trillion in additional debt and deficit
accumulate in just the last 3 years, trillions in additional deficit
spending occurring over the next 10 years, that scares people.
I guess it was you, Dr. Prakken, talking about the level of uncertainty in economic forecasting. It is making your job harder. Think
of a job creator, a business person, the level of uncertainty when
he is having to put his own money on the line or her own money
on the line to make those investment decisions. That is the problem.
And, Dr. Brannon, I totally agree with you. I do not believe Government can positively affect that in terms of its actions. I do not
think we are good enough to say, hey, let us spend another $300
billion and juice the economy. What Government can do is get out
of the way.
So the questions I want to ask you—first of all, thanks for your
testimony—the deficit risk, the additional deficit risk that nobody
is really talking about. I certainly worked with Douglas HoltzEakin in terms of the estimations on the true costs of the health
care law. I think one of you were talking about the uncertainty
around the health care law. The CBO estimated only a million people would lose their employer-sponsored care and get put on the exchanges under highly subsidized rates. But the McKinsey study
found 30 to 50 percent of employers right now are planning on
dropping coverage; 180 million Americans get their health insurance through employer-sponsored care. If half of them lose their
health care and get dumped on the exchanges, the cost for
Obamacare will not be $95 billion; it will be over $400 billion. If
everybody loses, it will be close to $1 trillion.
I would just kind of like your comments in terms of that level
of risk in your economic forecast in terms of debt and deficit. Dr.
Prakken?
Mr. PRAKKEN. Thanks for such an easy question.
Senator JOHNSON. Not a problem.
Mr. PRAKKEN. I have no way of quantifying the impact on an intermediate-term economic forecast of the United States economy of
the Affordable Care Act because the name of our firm is Macroeconomic Advisers, and much of what is going on in health care reform is a microeconomic phenomenon, in particular markets, segments of the market, particular populations.
I think I would be a little careful with the example that you just
gave. If a firm drops its health care coverage for its employees,
what happens to the money that it saves when it makes that decision? Does it simply turn around, as it could, and give that to their
workers as a higher wage? In which case the workers could use
that higher wage to go out and buy health insurance on one of
these exchanges.
So doing these analyses is extremely complicated. I think what
you have to come back to is this: We have a huge unfunded Federal
liability over the next 75 years as the actuaries account these
things. I think we all agree here that the principal source of that
is health care, Medicare and Medicaid. Furthermore, given the way
CBO estimates these costs, they make very optimistic assumptions
about what is sometimes called the excess growth of health care,
how fast it grows over the rate of GDP. These unfunded liabilities
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are probably even larger than CBO estimates. Yet our response to
this unfunded liability is not to tackle head on that issue. It is instead to whack at discretionary spending over the next 10 years.
Senator JOHNSON. No. Excuse me. Our response is to increase
the unfunded liability. That is the point I am making.
Mr. PRAKKEN. But not within the system, not within the health
care system. SO—
Senator JOHNSON. Dr. Brannon, I would kind of like to have your
comments on that. The level of uncertainty caused by these deficit
risks that we are not talking about here in Washington because we
are simply not even addressing the ones that are already on the
table in economic forecasts. I will throw just one more into the hopper. Dr. Blinder, you talked about 2.5-percent growth. There is a
study released by The Lindsey Group. If we only achieve 2.5-percent growth, add $5 trillion to our debt and deficit. The CBO estimates for every 1-percent decrease in economic growth, add $3 trillion to the 10-year deficit figures. These are the risks, this is the
level of uncertainty that is causing job creators not to act, not to
invest.
Dr. Brannon.
Mr. BRANNON. I think the biggest problem we have with health
care right now was not really dealt with by the Affordable Care
Act. It is the rising entitlement costs. I think that is the thing that
really threatens the solvency of the Federal Government. Also, I
think that is what employers are scared about more than anything.
There is no denying that lots of small businesses in Oshkosh and
elsewhere are really worried about—they are trying to figure out
what these costs are going to do, and I do not think any of them
really believe that their health care costs are going to go down all
that much. But the fact that if you look at just the balance sheet
of the United States, we might have had a $1 trillion deficit last
year, but the amount of unfunded liabilities went up by $3 trillion
last year alone, I think that is what frightened financial markets.
And I think that is really where the Federal Government has to
think—make first in terms of their priorities.
You are right. There are a lot of things in the Affordable Care
Act, I think, that are not really solving anything.
Senator JOHNSON. Okay. Thank you. I am basically out of time.
Thank you, Mr. Chairman.
Chairman CONRAD. Thank you, Senator.
We will go to Senator Begich next.
Senator BEGICH. Just a tail end on your last comment. There is
a lot of legislation around here that over the decades does not solve
a lot of things either. So you can kind of randomly select legislation. In my State it would be No Child Left Behind, which is thousands—hundreds of pages of junk, in my opinion, but that is another issue, another Committee, another discussion.
Let me first, if I can, before I ask some of the questions, I say
this every time I come to this Committee when there are folks talking. They talk about the stimulus, it is petering out, which it is,
and it did not really have long-term impact, and that is where I
want to take a little exception, just to mention a couple things, and
then I am going to get into my questions, because, what I have
learned over the years, if you let stuff kind of keep out there in the
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media world or cyber world, it becomes fact when it is not necessarily fact. I will give you these three or four projects, and I am
talking through you to the broader folks that are listening.
In Alaska, we received one of the two Indian Health Services’
hospital projects to construct a $170 million hospital in Nome,
Alaska. Yes, it is true, when the project is done, the stimulus
money has been spent. But the end result is we are going to have
several hundred people working there for many, many, many,
many, many years to come, providing health care—to provide better health care to people, who then have more productive lives,
which then in turn work longer, pay taxes, produce product. It has
an impact. The problem is CBO, which I have my own problems
with CBO, never will analyze that because they do not believe in
that. That is not part of the equation. But that is the reality.
Or a small road construction project, an intersection that was the
most jammed up intersection in Anchorage, Alaska, now because of
stimulus money is completed, it has had—it is the most improved
intersection for traffic flow in the city. Why is that important? The
less time someone is sitting in a car burning up fuel and burning
up time they should be at work or taking their kid to the doctor
or whatever it might be, they become more productive. Again, CBO
will never score that. But that is a long-term impact to those kind
of dollars that we have put out there.
Or GCI, a telecommunications company, build broadband
through western Alaska which had no broadband, had no capacity
to enter this new world we live in. Well, because that is done, more
businesses and individuals will be productive and bring product to
market; more people, more kids will have education through the
Internet which they cannot get currently, and a variety of other
things. So, again, CBO will never score that.
So every time I hear from people who say—and I am not saying
you, but some of my colleagues that say the stimulus did not do
anything long term, it is just flat out wrong. I can go from project
to project. The problem is in this fantasy land of Washington, DC,
you cannot score those things; you cannot analyze those things because they do not want to hear about that. So that is my rant for
a second here.
There was an article—and if I pronounce your last name wrong,
Joel, I apologize. But you had a good quote, and I thought it was
interesting, you called the 54,000 jobs a ‘‘surge’’ for small business
hiring, on a conference call with reporters, and so forth, a small
business surge in the unemployment numbers and what is happening there. As someone who comes from the small business
world, still in it, to me that is a very important indicator because
small business people who hire people—it does not matter what
time of the year—they are not hiring to fire. They are hiring to
keep, versus a larger company at Christmastime they hire them,
then they fire them, or lay them off. But small business people do
not do that. They are hiring to keep. And I thought your comments
here were very interesting.
If you can give me some additional feel on that of what you think
and how the small business community is starting to play a role
in this recovery.
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Mr. PRAKKEN. The number you are talking about is part of the
ADP National Employment Report—
Senator BEGICH. Yes.
Mr. PRAKKEN. —that we partnered with ADP to produce.
Senator BEGICH. Right.
Mr. PRAKKEN. It shows that small business hiring, which many
economists think of as the engine of economic growth, has accelerated over the last several months. That is certainly a good development.
That data in itself does not tell us much more about Southern
Managements, but a very interesting regular survey done by the
National Federation of Independent Businesses routinely asks
small businesses how they are doing on a variety of different
fronts, including questions like, ‘‘What is your number one challenge? What is your biggest challenge?’’ And the answers to those
questions actually are surprising given the rhetoric that one reads
in the paper about what problems confront small businesses.
The number one problem that they say they have to deal with
is right now lack of demand. They do not say access to capital.
They do not say burdensome regulation is their number one problem. They say their order books are thin.
And, this gets to the point about, can Government somehow
stimulate the economy, short run, in return for a long-run deficit
reduction that could be really helpful. And I think, I agree with
that one, that that is something we should start to think about.
Now, I also like your point about the ongoing return to some
forms of Federal spending. Look, the Federal Government can borrow at negative interest rates right now. Are you telling me there
are not some worthwhile social projects that have rates of return
that are not higher than that?
Senator BEGICH. Right.
Mr. PRAKKEN. I mean, now, you have to pick them carefully, and,
there is obviously the opportunity for squandering the funds. But
to think that there are not social investments that have rates of
return higher than the current costs that the Government faces
when it enters capital markets I think is to cut off a variety of policy options that could have long-run benefits.
Senator BEGICH. Very good.
Did you want to add to that? Then I have one broader question
on housing.
Mr. BLINDER. I would just like one sentence. I agree with what
Joel just said. CBO has tried for the most part to stay away from
dynamic scorekeeping because it can be easily abused. CBO has in
the past studied the returns on infrastructure spending, and a request from this Committee would generate a CBO study, either
with specificity or generality, however the request was made, on
the economic returns, not to mention the social returns on infrastructure.
Senator BEGICH. Yes, I just have a broader issue with CBO that
I think they have to change the way they do their business, because the way we—I am from the small business world. Some of
the ways they do their stuff just do not make sense, but I will leave
that there.
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Let me ask a quick question on housing, and I want to follow up
on what Senator Cardin talked about. I am not one of these ones
to necessarily support principal knockdowns. I think that is not
necessarily the right approach. The real approach to me seems logical. There is a proposal out there that some folks have talked
about, and I think it is a good idea, and that is, if you know for
the last 2–1/2 years someone who has underwater property but
they have made their payments on time, they have done it even
though their rates are higher than what the current market is
maybe by a point, two, in some cases three points higher, doesn’t
it make sense just to create a financial instrument that says you,
even though your property is underwater, we do not care whether
it is underwater, because obviously you are staying in that home
because of several factors, probably job, probably kids in school,
neighborhood, a variety of things. Someone who comes from the
real estate market, that is what people buy for. Why not just lower
the rate? It is an enormous stimulant into the economy. When I
say—it might be a Government-backed, but the idea is let us just
do it, because we will lower the risk that they will go into foreclosure because we give them more cash flow and it will stimulate
the economy, and we do not care what the bankers say because all
we are doing is creating another instrument that if you want to refinance, you go over here and go get it done, and then they pay off
the bank and that is the end of that story.
Tell me your thoughts on this. It just is so simple, and everyone
has all these grand plans that make no sense, and this is all you
need to do.
Mr. BLINDER. I would like to jump in on that very quickly. There
is no one magic fix in housing, as Joel said.
Senator BEGICH. Correct.
Mr. BLINDER. There are many things. One of them is exactly
what you just said. Exactly. And a major—the easiest way to get
that done is through Fannie, Freddie, and the FHA, which are basically the only players left in town.
Senator BEGICH. Correct.
Mr. BLINDER. And that comes back to the remark I made earlier.
Fannie and Freddie via their regulator are hamstrung by the law.
I think they are not quite as hamstrung as they are acting. I do
not—
Senator BEGICH. But we write the law.
Mr. BLINDER. You wrote the law. You can change the law.
Senator BEGICH. Right.
Mr. BLINDER. No, but you can change the law.
Senator BEGICH. I am with you.
Mr. BLINDER. I do not believe any Member of Congress back in
2008 wanted to make life more difficult for the American taxpayer.
That is the effect now of the law written in 2008, and this is the
body that has the ability to change it. Fannie and Freddie cannot
change the law.
Senator BEGICH. Very good. Thank you, Mr. Chairman.
Chairman CONRAD. Senator Sessions, back to you.
Senator SESSIONS. I yield my time to Senator Portman. We appreciate Senator Johnson and Senator Portman as new members of
this Committee. They both add great talent and expertise.
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Senator PORTMAN. Thank you. I appreciate it, Senator Sessions,
and I appreciate your letting me take the time ahead of time.
Just on stimulus, I cannot help myself. You know, Dr. Blinder
was talking about infrastructure, and if you look at sort of the classic definition of infrastructure, probably it was 4.5 percent of infrastructure in the stimulus package. And to Dr. Prakken’s comments
about how inexpensive it is for Government to borrow, so shouldn’t
we be borrowing to spend more, I mean, it is true that we are borrowing more than we should be, of course, and at the Federal level
we are now borrowing about 40 cents for every dollar that we
spend, and so there is an impact that goes beyond the obvious,
which is what the interest rate is. At some point we cannot just
keep spending more than we take in and not expect to have an economic impact. So I just have to throw that out.
Also, to throw out the fact that economists, including folks who,
Dr. Blinder, were your successors at the Council of Economic Advisers in this administration, of course, predicted that the stimulus
is going to work in ways that it has not, and, they predicted, as
unemployment would be under 7 percent, and now we are looking
at 8.5 percent, and actually it would be 8.7 percent over the last
2 months if we had not had so many people leave the workforce.
So we all hope the economy is improving. I certainly see some
positive signs. But I also see some really troubling signs. But you
cannot say that the expectations that were set by those who supported this have been met. So I wish there had been more infrastructure in that legislation since it passed, and I certainly wish
that we would have seen a better impact from it.
I am curious, if I could go back to the health care debate, because
I think all three of you—and I am sorry I did not get to hear your
testimony, Dr. Blinder, but I know how you feel about it. All three
of you understand the important role of health care in dealing with
our fiscal crisis as well as our economic crisis. In other words, this
incredibly slow growth we have seen in this recovery compared to
other recoveries, really a true jobless recovery. In 2001 and 2002,
we called it the jobless recovery. At this point, 48 months after the
recession, we have net about 350,000 new jobs. Here we are down
about 6.1 million jobs. In 1981 and 1982, the deeper recession, we
were up over 6 million jobs at this point in the recovery, and here
we are down 6. So I think health care is playing a role, not just
in the long-term problems that we face but also in some of the uncertainty you talked about. And I liked what you said, Dr. Prakken,
about the fiscal landscape being cluttered with uncertainty, and in
your 30 years you had never seen such uncertainty as you see now.
I think a lot of it is these huge unfunded liabilities in health care.
So you were starting to go there in response to Senator Johnson’s
question, and I wonder if you could talk about that. And the first
part of your response was that we are focusing too much on the discretionary spending side, as I read it, and I thought you were going
to follow that with something about the need for us to focus on the
long term.
Mr. PRAKKEN. The real issue in health care is—there are two
parts to it. One is the population is aging, and as you get older,
you require more medical attention. And the second is that the
prices of medical services are rising faster than overall prices.
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The issue philosophically that we must address as a society is:
Do we think our elderly are somehow entitled to the best available
care irregardless of the cost? And if the answer to that is yes, then
the resulting game is just one of shifting the cost. Who is going to
pay for that? Is it going to be the Government? Is it going to be
the private sector? Is the Government going to shift the cost to the
private sector?
The other issue is, well, maybe we are just going to tell these
folks, these aging folks, that they really are not necessarily entitled
to the best medical care that money can buy under all circumstances. And until we really wrestle with that sort of fundamental philosophical debate, it is just hard to see how we are going
to make progress on health care.
Now, look, the health care circumstances do not change that
much from one year to the next. It cannot be why growth is slower
this year than last year. It does not change fast enough. The demographic projections do not change fast enough. The financing terms
of health care do not change fast enough for that to explain shortrun movements in GDP growth. It just does not make sense that
that would be the case. Is it a long-run issue? Could it undermine
our standard of living down the road? Sure. But that is not why
our forecast is 2.3 percent for next year instead of 3 percent? It is
simply not.
Senator PORTMAN. Dr. Prakken, let me, because you talked about
not being a micro economist, or at least your firm does not specialize in that. Let me give you a micro example that might counter
what you just said.
Mr. PRAKKEN. Okay.
Senator PORTMAN. When I am business roundtables—they had
another one in Ohio last week—and health care costs come up all
the time, of course. It is a cost of doing business. And so a manufacturer tells me, ‘‘Rob, we are getting a little more business, a little tick-up in the business. I am not going to hire somebody, and
the reason is health care costs. Instead I am going to go with overtime,’’ so somebody is, getting overtime, but it is not as cost effective, of course, for that business and you are not hiring somebody
new. ‘‘We are out bringing in some more part-time people.’’ So this
notion that, our current health care uncertainty—and obviously the
cost increases, which exceed inflation, as you talked about, are not
impacting the GDP—and you talked about demand earlier. You
know, how do you get demand going? You know, part of it is to add
some certainty on the health care side. Dr. Brannon talked about
it earlier in terms of, what the health care legislation has done to
make it worse. I totally agree with you on the long-term impact,
but I think we forget that it is impacting today’s economy, too, because it is a cost of doing business. It makes—
Mr. PRAKKEN. But you do need to be careful about this. You
know, I am a managing director of a small business, 20 people. Before I left and got on the plane, I went to my CFO, and I said,
‘‘How is health care affecting us right now?’’ And he said, ‘‘Well, we
pay very generous health care benefits, so we are going to be
slapped with this Cadillac tax. Otherwise, it is not an issue because
we are basically exempt from it.’’
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So, I mean, I do not make any hiring or firing decisions based
on health care costs within our firm. Maybe bigger firms that have,
different circumstances do. But—
Senator PORTMAN. But if you are self-insured, as a lot of big companies are in Ohio, including manufacturers, if you have a health
savings account, which a lot of them do, and those tax benefits are
made less valuable through this legislation, but there are lots of
impacts and, as you say, just a lot of uncertainty.
Dr. Brannon, health care—
Mr. BRANNON. Yes, I think the example you stated is not uncommon. There is a lot of what we call labor hoarding out there, and
there has been for a while. Firms are very reluctant at the beginning to lay off workers when a recession comes because they are
not going to save all that much. They will have to pay health care
costs for a while. But then once they lay them off, they really do
not want to bring them on. We just want—ideally we want an employment and a labor market where we do not have high fixed costs
of hiring people, and that is one of the things that high health care
cost does.
Senator PORTMAN. What I hope we would get to—and my time
is done—is a consensus among the three of you, which I am just
going to stipulate it is there, which is we have to deal with these
costs. And the Chairman and Ranking Member have been leaders
on this saying you are not going to get the budget under control
until you deal with the biggest part of the budget, which is the
mandatory side, and the fastest-growing part, which is health care.
So I’d hope that that is one of the conclusions we can all agree with
and maybe disagree on some of the issues.
One thing I just have to say is I think the way you put it, Dr.
Prakken, is probably accurate in terms of some of the difficult
choices we have to make with regard to health care for the elderly,
but what you did not talk about is the fact that we need to restructure the way we deliver health care. So it is not just making a
tough choice between price and quality and saying how do you get
away from the fee-for-service model and a third-party payer model
and have very good quality health care but at lower cost by changing the structure.
Mr. PRAKKEN. Because restructuring can bend the cost curve.
Senator PORTMAN. And also improve outcomes and quality rather
than focusing on volume and input.
Thank you, Mr. Chairman.
Chairman CONRAD. I just want to say how much I agree with
Senator Portman’s last statement. If there is one thing that is clear
in hundreds of hours of hearing on health care, it is we have to
change the way we pay for health care. I mean, we create incredible incentives for waste in our current system. I think virtually everyone is in agreement on that score, so hopefully that could lead
to us taking action.
Senator Merkley.
Senator MERKLEY. Thank you very much, Mr. Chair. I wanted to
ask about the availability of credit to small businesses. We had the
Small Business Lending Fund, which in Oregon many banks applied and not a single one was granted access to it to expand their
base and be able to leverage additional loans to Main Street, which

49
was the whole goal. It is still not clear why so many banks that
met the CAMELS ratings and so forth were denied lending, but
this was one strategy. We had a second strategy with the Small
Business Lending Fund sustaining the 90-percent guarantee. Some
banks have started to increase their lines of credit and help restore
some funding there, but I would like to know from your perspectives whether that has actually been a significant change. We spent
a couple years having businesses come to my town halls and talk
to me about their lines being cut in half or eliminated. And, of
course, small business, if they cannot borrow on their credit card
and they have no equity in their house to borrow on and they cannot get loans from a bank, they basically are still in the water and
cannot even manage inventory ups and downs that go with the
course of a business year.
So credit to small businesses, any insights?
Mr. PRAKKEN. I think one thing that I have observed is the segment of the small business community that is particularly prone to
these credit issues are the ones that somehow have exposure to
real estate. They are either real estate companies themselves or
own assets that were used to collateralize their small business
credit lines that have declined sharply in value given the housing
bust. And, there I think is a legitimate argument that there is a
segment of the small business community that cannot refinance
their positions or cannot get access to credit without recapitalizing
their businesses.
I will give you an example of this that occurred in St. Louis, at
an auto dealership in St. Louis, very successful, there for 30 or 40
years, never missed a payment, blah, blah, blah, blah. They could
not refinance their credit line 3 years ago, and the reason that was
stated was the market value of the properties that they owned had
fallen so significantly, and those properties were used as collateral
against the loan, that, yes, you could have the credit, but you had
to either put in more equity yourself or you would have to hold a
million-dollar line of compensating balances at the bank, essentially raising the cost of the credit.
So I think we need to be careful about distinguishing the kind
of companies that have exposure to the real estate boom and bust
that is impeding their access to capital and other kinds of businesses.
The banks that I talk to in the Midwest are actively looking for
quality opportunities to lend. Now, I think their definition of a
quality opportunity is tighter than it was 4 or 5 years ago. But,
again, if you look at the survey responses for large numbers of
small businesses, they do not rate credit availability even close to
the top of their list of significant problems. They rate thin order
books as their number one issue.
Senator MERKLEY. Any other comments?
Mr. BLINDER. Yes, I am aware of the fact that the SBLF has not
worked in the sense that not nearly as much money as was hoped
for was put out from it. I do not know why, although I suspect
what Joel just finished on is part of it. But here is something we
do know from one program after another, going back to entitlements, to HARP, to HAMP, to almost everything. There needs to
be outreach. Believe it or not, people that are entitled to entitle-
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ments do not always claim them. They do not know. They are too
busy. They have 100 other things to attend to. So if you really want
to push something out, it requires quite a bit of outreach. It is not
enough to say—just put it on the table and say a certain class of
people or a certain class of businesses are eligible for this. I always
have a suspicion that when take-up rates on programs are low,
that is a major reason.
Senator MERKLEY. Yes. Well, let me just be clear with SBLF. The
issue was not banks’ not reaching out and applying to the program.
They had a huge incentive to apply, only if they intended to lend
those funds out the door, because there was a 1-percent versus 7percent differential based on whether lending increased proportionally for the bank. The issue was the Treasury turning down their
application, and we have not had much of an explanation or analysis of that from Treasury.
I want to get a brief comment, and then I want to switch gears.
Mr. BRANNON. So I am from a small town near Peoria, Illinois,
called Mossville, and we have a hometown bank, and the president
of the hometown bank was calling me last year almost on a weekly
basis asking me when Treasury was going to initiate this. Again,
it is part of the problem with the bureaucracy. It just took Treasury so long to kind of get their act together to finally issue that
before they could actually—before they announced the rules and
issued that money out the door. It really would have been a lot
more help had they done this a year before they actually ended up
doing it.
Senator MERKLEY. And was that bank eventually accepted into
the program?
Mr. BRANNON. Eventually it was, after 4 or 5 months of waiting
for that money.
Senator MERKLEY. So that is a real positive because in Oregon
not a single bank was accepted that applied.
And, Mr. Brannon, you note the issue of changing the ability of
bankruptcy judges to modify the terms of the primary residence.
This is actually an issue that the President pledged to champion
right before he took office. That did not happen. And, indeed, there
was a huge pushback on this issue.
You also note that you can do it for second homes; judges can do
it on boats and on planes and every other mortgage contract. A lot
of concern that has been expressed is that this would have a significant impact on mortgage interest rates in the future, but that
has been countered by saying let us do it looking backwards and
also by looking at the impact on second houses now where the
power exists, and we do not see that large discrepancy.
So why is it so hard for folks to entertain the concept that you
have advocated for?
Mr. BRANNON. So I think the biggest problem is that people see
that there would be certain people who would be unjustly benefitted from such a thing, people who made basically a real estate
bet and they lost it and they are still going to get bailed out. I
think far more common is the person who took out a loan for
$500,000 for maybe a house that was worth $550,000 and then the
price fell to $300,000. And I just think that person is not going to
pay—if they are a rational person, they are not going to pay
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$500,000 for that house. They are going to walk away if they do
not get some kind of loan modification. And I just think that what
we should do is we should acknowledge that fact and we should
create a situation so people who are willing to undergo Chapter 13
bankruptcy—which is not available to anybody—if you have assets,
you are not allowed to do a Chapter 13 bankruptcy—and set up a
procedure so that these people can basically pay what the mortgage
holder is eventually going to get for that place, anyway, and that
is $300,000.
Senator MERKLEY. Well, I would note that when this power existed in other types of loans, the second homes and so forth, it is
rarely utilized, but it does serve as an instrument—as a lever, if
you will, to encourage negotiation. In this case, we have all these
modifications in which the servicing agency is not very motivated.
But this would create a lot of motivation. Do you both support that
concept as well? Dr. Prakken?
Mr. PRAKKEN. Yes, I think you need part carrot and part stick
to get widespread mortgage modification. You know, the carrot has
not proven very successful. A stick might be helpful.
Mr. BLINDER. I think my honest answer is at this late stage in
the game I am ready to support almost anything that would increase the number of mortgage modifications.
Senator MERKLEY. Thank you very much. Thank you.
Chairman CONRAD. Senator Sessions.
Senator SESSIONS. Senator Thune.
Senator THUNE. Thank you, Mr. Chairman and Senator Sessions.
Thank you all for being here today and providing your insights. We
have not passed a budget resolution here through the Senate in almost 3 years, and I know that the Chairman would argue that we
did deem a budget last year in the Budget Control Act. The fact
is we did set caps, at least caps for 2 years and put them in place.
But we have not passed a formal budget resolution now since 2009,
and I hope that this Committee will find its way to do that this
year.
The main reason for that, the reason that is problematic, in my
view, and Senator Portman mentioned that just previously—is entitlement programs, primarily health care. Medicare and Medicaid
are growing at multiples of the rate of inflation, and we cannot sustain that over time. And so doing entitlement reform, doing something on taxes is absolutely critical if we are going to take on what
I think are the biggest challenges facing the country from a spending and debt standpoint.
But the other reason I think it is so important that we do a
budget is because there is, I think, increasing concern among people out there, investors in the economy, about what Congress is
going to do. There was a study of over 1,600 investors that was released on Tuesday that identified the national debt as being one of
the top concerns on investors’ minds as we head into this new year.
The study also found that a significant number of investors believe
that deficit spending along with uncertainty coming out of Washington and excessive regulation is holding the economy back. Similar polls conducted for the U.S. Chamber of Commerce earlier this
month confirmed that 85 percent of small business executives think
the economy is on the wrong track.
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And so the question I would have, and perhaps, Dr. Brannon, if
you could kick it off, is: Do you agree that a formal budget resolution is important not only because we have to address the issues
of entitlement reform and tax reform to help get deficits and debt
under control, but also because we need to bring certainty to investors and job creators out there? I think there is a direct correlation
between deficits, spending, and the economy and jobs. We all talk
about the economy and jobs. I think everybody in the country is
concerned about that. It strikes me at least that the uncertainty
that comes out of Washington with regard to how we are going to
deal with these long-term problems is complicating the ability of
the economy to get back on track and to create jobs.
Mr. BRANNON. I think I agree with you. I think it would be—having a real budget resolution would be a good first step and a signal
towards investors in small businesses that Congress is really on
their way to addressing the problem. It would not be enough. I
think we need—to have real fundamental reform, it might take
more than that, but it would certainly be a good first step, and it
would be a signal that maybe the gridlock that we have seen the
last year or so might be a thing of the past.
Senator THUNE. Dr. Prakken.
Mr. PRAKKEN. Anything that you can do to make fiscal policy
and, hence, the fiscal environment in which companies are trying
to grow their businesses more stable and more predictable has got
to be helpful. So there is an interesting—it is a young literature,
but it is interesting and it is growing that attempts to measure fiscal uncertainty among other things by looking at how many temporary provisions are in the Tax Code, how valuable they are,
when they are going to expire. And this literature does suggest
that such measures of fiscal uncertainty can be shown to be correlated with slower economic growth.
I think, the logic of this is pretty straightforward. If you do not
know what environment you are going to be working in next year
or 2 years from now, your natural inclination is to delay important
decisions until more clarity is possible. But it is not easy to have
clarity right now.
So it is not just having a budget resolution. I think it is a eliminating the uncertainty for people about what is going to happen at
the end of February when this temporary holiday extension expires. What is going to happen in 2013 when you can have a fiscal
drag equal to 5 percent of GDP if everything goes badly? I mean,
to me that is a huge element of uncertainty that overhangs anyone’s willingness to make long-run economic decisions.
So, I think on paper we know what we have to do. We have to
reform the Tax Code and make it permanent, we have to address
the unfunded liability entitlements, and we have to adopt a process
for assessing the value of Government programs so that we do not
propagate into the future programs that are unproductive.
Senator THUNE. What level of deficit reduction do you think is
necessary? The Budget Control Act had $2.1 trillion provided,
and—
Mr. PRAKKEN. That is not sufficient.
Senator THUNE. Right. And Simpson-Bowles said $4 trillion.
What is your—

53
Mr. PRAKKEN. Yes, I would put it at between $4 and $5 trillion
over the next 10 years. We did a study of this a little while back
and showed that if you just continue on the current path willynilly, within a decade you will see inflation-adjusted interest rates
starting to move up and that the amount of deficit reduction that
would prevent that from happening and stabilize the debt-to-GDP
ratio at the end of the decade should be between $4 and $5 trillion,
and that would actually be enough that, when projected beyond
that, you would make a significant improvement in the unfunded
liabilities that really otherwise would start to grow quite rapidly
after that period.
So I was heartened by the formation of the Super Committee. I
was disappointed that it failed. I am hopeful that it will reconvene
in some form this year and get back to the task of coming up with
the $2.4 trillion. But, actually, that is not enough. It is only going
to be the opening gambit in what will have to be actually a considerably larger fiscal contraction.
Senator THUNE. Any number, Dr. Brannon?
Mr. BRANNON. So I am not a forecaster. I am not going to try
to pull a number out, but I will say this: I think we are underestimating the growth in entitlement spending. I think not only do
we have, as Dr. Prakken pointed out, not only do we have the
baby-boom generation reaching retirement age, but as I mentioned
previously, longevity, especially for people from age 65 on, is increasing by leaps and bounds. And I am not sure anybody at Social
Security or CBO is capturing that.
It is kind of interesting. People think, oh, longevity in the United
States is not changing all that much if you look at the aggregate
number. For people like you and me, men between the ages of 40
and 60, longevity actually has not changed at all in 30 years. The
things that kill men—cirrhosis, accidents, suicide, certain acute illnesses—we have not gotten any better at fixing those. But we
haveten a lot better at heart disease, at treating cancer, the things
that normally befall people at age 65 and on. And that is what is
really, I think, going to exacerbate this entitlement problem going
forward.
Senator THUNE. I see my time has expired. Thank you, Mr.
Chairman.
Chairman CONRAD. I thank the Senator. The Senator was not
here when I opened and said we will go to a markup in this Committee. You know, last year we sort of got ‘‘Big Footed’’ here—my
terminology—by negotiations that started early in the year, frankly
above our pay grade. We are not in that situation this year.
For the knowledge of members, in terms of the hearings that we
are looking forward to, we are going to have the Chairman of the
Federal Reserve. We are going to have the head of the Office of
Management and Budget. We are going to have the head of CBO.
We are going to have the Secretary of Defense. We are trying to
get the Secretary of Treasury. We are negotiating on dates with
him right now. We are going to have the Secretary of Transportation. We are going to have a hearing on entitlement reform and
a separate hearing on tax reform, because I think there is strong
interest in those areas, and they really are central features of our
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long-term imbalances. And then we are going to have a hearing on
income inequality.
We have had another request for a hearing on energy policy. We
are going to have to see if we can work that in because this year
I think we are going to need to—if we go to the kind of markup
I anticipate, we are probably going to need more time for a markup
than we have seen in recent years. If we are going to take a real
run at doing what members of this Committee have told me individually and collectively they would like to do, it is going to require
a longer markup than we have had in previous years. So that is
going to have to be factored into our thinking as well.
The final point is CBO has not yet told us when we will get the
re-estimates. It initially told us they were shooting for March 9th.
That now, we have been told, has slipped. We do not know what
it has slipped to. So that is a factor we just have to learn about
before we can reach a conclusion.
With that, Senator Whitehouse.
Senator WHITEHOUSE. Thank you, Chairman. I think the Chairman can probably predict what I am going to jump into here, because this discussion of health care is always so frustrating in this
Committee because the focus is always on the cost and the trends,
which are real, but as Dr. Prakken said, based on demographics
and rising prices, and what we always overlook is the fact that we
are running the most inefficient health care system in the world by
orders of magnitude. I mean, we are at 18 percent of gross domestic product that we burn on health care, and the nearest country,
industrialized country to us I think is the Netherlands at 12 percent. Other countries deliver health care that is about as good as
ours, on average, for 10 to 12 percent of GDP. It takes 18 percent.
There is bipartisan agreement from really responsible leaders
that the savings every single year to our health care system could
be somewhere between $700 billion and $1 trillion a year by reforming the delivery system in ways that will actually likely improve the quality of care. So I was delighted that Senator Portman
raised that issue about restructuring the way we deliver care. And
I understand perfectly well that that is a process of innovation and
of learning and of reform, and that for those reasons CBO cannot
score it. But it is unbelievably tiresome to have witnesses come before us panel after panel, day after day, and never mention this
enormous, enormous issue because it is not scorable. Simpson and
Bowles agreed that this was an enormous issue, but they had not
mentioned it because it is not scorable. Rivlin and Domenici agreed
that this was an enormous issue, but they did not discuss it because it was not scorable.
At some point we have to act like grown-ups and look at this as
a real problem, take off the CBO blinders, and get to work on this.
We cannot burn $700 billion to $1 trillion a year in this health care
system and do nothing about it when it is going to pay for things
like hospital-acquired infections that kill tens of thousands of
Americans every year, run up billions of dollars in costs, and are
completely preventable. That is the discussion we need to be having, and I cannot—when we get into this stuff, I just cannot help
but react to that because it is a constant frustration, and there is
so much to be done, and it is such a bipartisan thing that we could
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be doing, and hospital and health care systems from California in
Kaiser to Gundersen Lutheran in Senator Johnson’s State of Wisconsin to Geisinger in Pennsylvania, to Mayo in Florida and Minnesota, all across this country are actually doing it and showing
that it works. They are actually saving money by delivering better
care, and yet we have these budget discussions that operate in the
artificial CBO universe, and we never even take that on.
So vent concluded, but the other—I am sorry. Does the Chairman
want to say something?
Chairman CONRAD. I always enjoy the Senator’s presentation on
this subject, especially since he is right.
Senator WHITEHOUSE. The thing that I wanted to talk about
today was the housing predicament that we have, and for a long
time, I was the Chair of the Subcommittee in the Judiciary that
looked over the bankruptcy system, and it struck me as a pretty
unfortunate anomaly that if a bank is underwater or is having financial troubles and needs to renegotiate with its lender the value
of its headquarters or of property that it owns, the bank will not
hesitate to talk about reducing the principal with its lender as part
of a workout; but that same bank will then turn around and tell
some poor homeowner, ‘‘Nope, we are not going to discuss reducing
the principal of what you owe me on your home.’’ And I know that
Dr. Brannon has talked about this a lot. In fact, I would like to ask
unanimous consent, Mr. Chairman, that Dr. Brannon’s article, ‘‘A
Cure for the Housing Blues,’’ be admitted into the record of this
proceeding, and I have a copy of that for the record.
Chairman CONRAD. That will be included.
Senator WHITEHOUSE. Thank you.
[The article follows:]
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Senator WHITEHOUSE. Could you just talk a little bit about the
value of allowing a homeowner who is in bankruptcy to sit down
with the lender and negotiate a new principal balance for what
they owe in the light of, first of all, if they walk away from it, the
bank is going to be written down a lot anyway through the foreclosure process? My take is they would actually probably get a better number in an organized bankruptcy than they would going
through the foreclosure process with all of its destruction of the
property itself, collateral costs, and so forth.
Mr. BRANNON. Sure. As it stands, my father is actually a bankruptcy lawyer in Peoria, Illinois, so I am well aware that you were
in charge of bankruptcy. My father would love to chat with you
about this. He has many ideas for bankruptcy reform he would love
to run by you. And my idea is simply that I agree with you in the
sense that—this is what I told Senator Merkley in the situation
where somebody owed $500,000 on a $300,000 mortgage, the mortgage holder is not going to get $300,000. I think we need to acknowledge that. We see this all over America where people are
walking away from their mortgages. Whether by law or by custom,
people have almost everywhere a non-recourse loan, and it does not
seem like that is going to change, at least in the near future. So
in my article, I simply said I think we should acknowledge that,
and we should create a system so people who are severely underwater can file a Chapter 13 bankruptcy, which is not available to
everybody. If you have assets, then you are not allowed to file a
Chapter 13 bankruptcy. You are told to go away and allow the
court to negotiate something for them, just like they do with other
assets.
Senator WHITEHOUSE. Do you think that would have—the prospect of that, do you think that would influence behavior elsewhere?
I have lived since the mortgage crisis with innumerable stories
from Rhode Islanders who are on the receiving end of the worst bureaucratic treatment I have ever heard of from the big banks about
their mortgages: never getting the same person on the line twice,
never getting a straight story, up to 19 months in one case of one
of my constituents of simply the runaround. And when you have
your home at stake, you can imagine how infuriating and frustrating never being able to have a sensible discussion with anybody
is. And I think that is one of the reasons that the administration’s
programs have been so unsuccessful, is that the banks are so
unmotivated. We got money into Rhode Island for the hardest-hit
plan, and Rhode Island Housing sat down with the biggest banks
to design the program for how the hardest-hit plan funds would be
distributed. And they agreed on a plan, and then when it came
time to go forward, the big banks said, ‘‘Well, we may have agreed
on the plan, but we are not going to participate,’’ because I do not
think they feel any—there is no alternative. So could you react to
that?
Chairman CONRAD. Let me, if I could, stop the Senator on that
point because we are out of time on this questioning by the Senator. Here is our problem—
Senator WHITEHOUSE. Could I submit for the record—
Chairman CONRAD. Yes, we can do that.
Senator WHITEHOUSE. I apologize.
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[The information referred to follows:]
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Chairman CONRAD. We have been told that the vote is hardwired for noon. We have four—because Senator Sessions and I
have withheld all morning, so we still have four Senators to question, and we only have 12 minutes, so that is a problem.
Senator Sessions.
Senator SESSIONS. Thank you. Well, I remember about a year
ago, or a little over, I was at the home of Al Blanton in Marion,
Alabama, and we had a town hall-type meeting in his house. And
we lost him recently. But everybody talked, and at the last, a man
well in his eighties said, ‘‘Well, I have lived through the Depression. I lived through World War II. I lived through Korea. I lived
through the big inflation and other things that have happened. And
I do not believe our problem is the high cost of living. I believe it
is the cost of living too high.’’
I was at another town hall meeting in Evergreen. An African
American stood up and said, ‘‘Well, my daddy always told me you
cannot borrow your way out of debt.’’
We have talked, Dr. Prakken, about the uncertainty that exists.
Would you agree that if our debt-to-GDP was one-third of what it
is today, there would be less concern and more confidence. We are
so highly leveraged, that this is creating uncertainties that we have
not seen before?
Mr. PRAKKEN. I would rather we had less debt than more debt.
Senator SESSIONS. I n Europe, some are predicting catastrophic
events. Hopefully that will not happen. Our debt is not much better
than theirs. We are on a path in which we went from a $161 billion
deficit to a $450 billion deficit to a $1.3 trillion deficit, I think for
the last 3 consecutive years, and we will be over $1 trillion this
year. It is unprecedented. And you tell us you cannot predict the
future. Mr. Blinder’s friend and collaborate, Dr. Zandi of Moody’s,
predicted 4-percent growth for 2011. It came in at 2 percent.
Dr. Prakken, what was your prediction for 2011?
Mr. PRAKKEN. Too high.
Senator SESSIONS. You do not want to tell us?
Mr. PRAKKEN. Made when, a year ago?
Senator SESSIONS . Yes. Zandi’s was made in January of 2011 for
2011.
Mr. PRAKKEN. Probably close to 3 percent, and then—
Senator SESSIONS. You were a little cautious. So the point is—
so, Dr. Blinder, when you say we ought to borrow another $500 billion, because it will create more growth than uncertainty and damage, it bothers me. I am not saying we need dramatic cuts this
year, but I am saying that we need to be very dubious about borrowing more.
I think this past election was seminal. People were shocked by
the size of our deficit and are prepared to take a little medicine.
It is so disappointing that the President said nothing about our
debt at the State of the Union. His own Chairman of the Joint
Chiefs said the debt is the greatest threat to our national security.
Dr. Brannon, isn’t it a point in time in which this Nation has got
to actually worry about this debt course? Are we facing the most
predictable financial crisis in our Nation’s history if we do not reduce our debt?
Mr. BRANNON. I believe you are correct.
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Senator SESSIONS. Dr. Prakken.
Mr. PRAKKEN. Current fiscal policy is unsustainable, and if we
try to sustain the unsustainable, the inevitable consequence will be
a gradual rise in interest rates and a gradual decline in our standard of living.
Senator SESSIONS. Thank you. Dr. Blinder.
Mr. BLINDER. That is right, but the emphasis needs to be on the
trend, not the level. We have no trouble now financing the level of
the deficit that we have now. In fact, we are paying zero interest
rates at the short end. The trend is totally unsustainable, completely unthinking, and it is almost entirely, as came up in this
hearing, due to rising health care costs. So that is the one thing
that needs to be dealt with in terms of long-term deficit control. If
we could do that—unfortunately, nobody knows how to do that. If
we could do that, almost nothing else would matter.
Senator SESSIONS. Well, Mr. Bowles of the Commission said that
we could be facing a debt crisis in 2 years. That was a year ago
when he made that statement. And you are talking about medical
costs in the next 20, 30 years which are horrendous. But I am worried that the debt is already having an impact on this economy. I
think the Europeans have decided they need to retrench now, even
though it might cause some short-term pain.
Thank you.
Chairman CONRAD. Let me just ask my colleagues, we have three
of us left, the vote is hard-wired at noon. Could we go to 5-minute
rounds? Would that be acceptable? I apologize to my colleagues. In
fact, I will tell you what. Let us do 6 minutes for the two of you,
and I will just either not do a round or have it further truncated.
Senator Wyden.
Senator WYDEN. Mr. Chairman, you are very thoughtful. I am
just going to ask one question. I think I can get under 6.
Dr. Brannon, you have worked on the Hill for a long time, and
I am going to direct this to you. My concern has long been that the
lame duck session of the 2012 Congress would look pretty much
like the lame duck session of the 2010 Congress—big economic
challenges, a real fight over the bush tax cuts—and, frankly, the
2012 session really has a double whammy because, in addition to
the debate about taxes, you have this question of sequestration
kicking in, sort of not really looking to target what you are doing
in spending in a careful kind of way. And I have been looking at
all the possible ways to try to break out of this cycle. For example,
I opposed the Bush tax cuts, but I suggested after the 2010 election, why don’t we extent the Bush tax cuts for 1 year so that Congress on a bipartisan basis would be forced in 2011 to make some
tough choices about tax reform and spending so that both sides
would be under pressure to come together. Obviously, we were not
successful in it. I would have liked to have seen it. As Senator
Coats and I have a bipartisan tax reform plan. There are others
who have ideas on how to approach it. But because the Chairman
is being very gracious about the time, my one question to you is:
What do you think can be done over the next few months to try
to drive this kind of bipartisan agreement around tax reform and
spending reform so that you do not get this kind of lame duck melt-
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down where the choices are only ones that do not really serve the
country’s interest? Just your thoughts on that.
Mr. BRANNON. You know, the discussion we always have—when
I started on the Hill it seemed to happen every 6 months—is how
do you tie the hands of a future Congress or even the current Congress in the future, and I think it is impossible. And that is why
we end up pushing things to the last minute. And when I was on
the staff of the Senate Finance Committee, the last day we were
in session we knew we would be here until 4:00 or 5:00 a.m. because the last negotiations would not take place until everybody
was too tired to do anything.
I will say this: You know, people have talked about the need for
comprehensive tax reform, and people on both sides have acknowledged this, and they say, oh, that takes a year or two to get done.
But if you look at what your predecessor, Senator Packwood, did,
ultimately it took about a month to really get everything through,
and I have talked to him about that. He said if you take much
longer to do comprehensive tax reform, everybody starts figuring
out precisely how much their ox is gored. And so maybe the thing
to do, being an outsider, maybe the thing to do is to try to do comprehensive tax reform in a lame duck session.
Senator WYDEN. Mr. Chairman, thank you.
Chairman CONRAD. I thank the Senator.
Senator Nelson.
Senator NELSON. I happen to agree with you, Dr. Brannon. I
think that might be the way to get it done. Otherwise, we would
get pecked to death on the Finance Committee.
Tell me, if we have a long, drawn-out fight over this 2-percent
payroll tax cut, what is going to be the effect on job creation and
our economic recovery?
Mr. PRAKKEN. Well, let us see. It cannot be too long and drawnout because you only have a month left to make a decision.
Look, the decision is whether the holiday ends at the end of February or whether it is extended through the end of the year, correct?
Senator NELSON. Correct.
Mr. PRAKKEN. In which event the holiday would expire, anyway.
To be frank, that is not going to have all that much effect on the
economy, I mean, moving up 10 months something that is going to
happen at the beginning of next year, anyway. But, it is roughly
$140 billion that would be taken out of the pockets of working men
and women and unemployed people, and they would certainly reduce their spending some if they did not have that, and that would
reduce demand for goods, and that would in turn, prompt some reduction in the production of goods and some job losses.
Is it a lot? No. But is it a negative if you do not extend this beyond February? Yes. It is just simple. If you take spendable money
away from people, they will spend less, and people will produce
less.
Mr. BLINDER. Could I just add, Senator, that I think everybody
viewed—probably including Members of Coverage—a 2-month extension as economically ridiculous. It was the best that could be
done under the political circumstances. And I think there is a very,
very widely shared view, which I hold, that the other 10 months
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are coming. And I think the main—and I think that will happen.
The question is whether you drag it out until after midnight on the
last day, which the Congress might.
I frankly think the main thing that is at stake there is not that
the 2-percent payroll tax cut is going to happen. It is the reputation of the Congress. It just starts looking ridiculous to people.
Mr. PRAKKEN. And I agree with that one. There is that expectation. But there is uncertain about how and over what time period
it will be paid for. If the insistence is made that it be paid for
quickly, that then mutes the stimulative effect of extending the holiday. If it is paid for gradually over a number of years at a time
when the economy is stronger down the road, you have a more favorable outcome.
Mr. BRANNON. And I just do not believe all that much that fiscal
stimulus does a whole lot. I think the Congress is better served
thinking about long-run changes in taxes and spending, that the
permanent changes that contribute to long-run economic growth
and not worrying about the short-term variations in the business
cycle, because I do not think they can do that much about it.
Senator NELSON. Tell me what you think is going to happen in
Europe, and according to what you think, if you think it is going
belly up on the banking system, tell us how bad that is going to
affect us. Dr. Blinder?
Mr. BLINDER. Yes, glad to. I alluded to it a little bit in the testimony. I think the best guess—and ‘‘guess’’ is the right word here—
is that they continue to manage to muddle through, kicking the can
down the road a little further at each stage. They have been remarkably successful at that. This has been going on, in an acute
phase, since the spring of 2010, and they keep kicking the can
down the road doing just enough to get by. I think that is the best
guess for 2012.
The downside risks which you were asking about are enormous.
If there is the financial equivalent to Lehman Brothers that starts
in Europe, I think that is a recipe for a worldwide recession, starting in Europe but not staying in Europe. And as I suggested in the
testimony, the potential to knock down U.S. GDP growth, which
might otherwise be, say, 2.5—or pick whatever number—let me not
even do a forecast. To knock down U.S. GDP growth by 2, 2.5 percentage points from whatever it would have been in a worst-case
scenario.
Senator NELSON. Any different point of view?
Mr. PRAKKEN. Agree with everything Alan said. Hopeful that the
ECB’s decision to lend 3-year money to banks in the EZ so that
they can either acquire some of this troubled sovereign debt or not
sell the assets that they have in a fire sale to recapitalize themselves seems to have worked so far very well, and I think it increases the chance of the muddle-through scenario.
But one of the things that makes putting together forecasts so
difficult now is that Europe is the single biggest threat, and you
can imagine two or three different scenarios, all of which have
roughly equal probabilities of occurring—the muddle-through is
one; disaster is another. And either one probably has a 35 or 45
percent chance of occurring. It just makes it very hard to have a
base case view of what is the impact on the U.S.
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Senator NELSON. Thank you, Mr. Chairman.
Chairman CONRAD. I thank the Senator. We have 7-1/2 minutes
left in this vote now, so I am going to forgo my questioning round.
This is really management by the Chairman. I lose my chance to
question the witnesses. But I had an extensive statement at the beginning.
I deeply appreciate the contributions of the witnesses here today.
You have certainly helped the work of this Committee.
With that, we will stand adjourned.
[Whereupon, at 12:06 p.m., the Committee was adjourned.]
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THE OUTLOOK FOR THE EUROZONE
WEDNESDAY, FEBRUARY 1, 2012

UNITED STATES SENATE,
COMMITTEE ON THE BUDGET,
Washington, D.C.
The Committee met, pursuant to notice, at 10:01 a.m., in Room
SD–608, Dirksen Senate Office Building, Hon. Kent Conrad, Chairman of the Committee, presiding.
Present: Senators Conrad, Merkley, Johnson, and Thune.
Staff Present: Mary Ann Naylor, Majority Staff Director; and
Marcus Peacock, Minority Staff Director.
OPENING STATEMENT OF CHAIRMAN CONRAD

Chairman CONRAD. The hearing will come to order.
I want to welcome everyone to the Senate Budget Committee
today. Today’s hearing will focus on the outlook for the eurozone
and its potential impact on the U.S. and global economy. We have
three really distinguished witnesses with us this morning. I want
to thank them each for being here.
First, we have Dr. Simon Johnson, senior fellow at the Peterson
Institute and professor of entrepreneurship at MIT’s Sloan School
of Management. Dr. Johnson has testified
before this Committee on several occasions, and we welcome him
back this morning.
We also have Dr. Fred Bergsten, director of the Peterson Institute for International Economics. I would note that Dr. Bergsten
recently announced that after 31 years of ably leading the Peterson
Institute, he will be stepping down as director and focusing more
of his time on research and writing. I want to commend Dr.
Bergsten for his years of leadership at the institute and wish him
well in his future endeavors. And, of course, Dr. Bergsten has testified many times before the Budget Committee as well.
We also have with us this morning Dr. Adam Lerrick, a visiting
scholar at the American Enterprise Institute, someone who is deeply knowledgeable on European affairs, having spent the last 2
years there. We look forward very much to your testimony and welcome you to the Senate Budget Committee this morning as well.
I would like to begin by just very briefly reviewing the situation
as I see it in Europe. To be clear, what is happening in Europe has
ramifications across the globe, certainly including the United
States. Here is the front-page story in the Washington Post last
week: ‘‘IMF fears European crisis poses risk of major recession.’’
The article highlights the International Monetary Fund’s concern
(69)
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that the turmoil in Europe could have serious consequences for the
global economy.
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Yesterday we saw reports that European leaders had agreed to
new measures to address the debt concerns in their countries. Here
was the New York Times headline on the agreement: ‘‘European
leaders agree to new measures to enforce budget discipline.’’ I
would very much like to hear the views of our witnesses on this
agreement and whether it is the right answer for Europe at this
moment.
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Most economists believe the eurozone is already in recession. We
can see the Blue Chip forecast shows eurozone economic growth
falling from an anemic 1.6 percent in 2011 to a negative fourtenths of 1 percent in 2012. At the same time, European nations
are saddled with large and growing debts that impact their ability
to respond to the downturn. We can see that Greece and Italy both
face debts well above 100 percent of GDP. Of course, our own circumstance, we now face a gross debt of more than 100 percent of
our GDP.
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The threat to the U.S. economy is clear. Here is how economist
Alan Blinder, the former Vice Chairman of the Federal Reserve, described the situation in his testimony before the Budget Committee
last week: ‘‘My rough outlook for U.S. GDP growth in calendar year
2012 is about 2.5 percent. The biggest threat to the economic is financial contagion from Europe. If we get a worst-case scenario, a
European financial blowup that looks somewhat like Lehman
Brothers, I think most, if not all of that putative 2.5-percent
growth could just evaporate in a worldwide recession.’’

I hope people are listening. If Europe implodes, the risk to our
economy is serious. We need to remember that almost one-quarter
of U.S. exports go to our European trading partners, so what happens to the European economy could have a very real impact on
U.S. manufacturers and U.S. workers.
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With that, we will turn to Senator Johnson, who is filling in for
Senator Sessions this morning, for his opening remarks. Then we
will turn to our witnesses for their testimony. And, again, I want
to thank Senator Johnson for filling in for Senator Sessions this
morning. I would just say to colleagues, there are many competing
meetings of other committees this morning, including markups in
some, which means that colleagues who would like to be here simply cannot be here and participate in the work of other committees
on which they serve. So we understand that this is a meeting in
which there are many competing priorities for members of this
Committee.
Senator Johnson.
OPENING STATEMENT OF SENATOR JOHNSON

Senator JOHNSON. Well, thank you, Mr. Chairman. Obviously, I
am here because this is my top priority. I think this is—certainly
the greatest threat that does face our Nation is our debt and deficit
issues, and it all is tied into our need to really achieve economic
growth, and that is, of course, what the threat of Europe poses to
the U.S.—how is that going to affect our economic growth?
I just want to thank you for your comments at our last Budget
meeting where you certainly indicated your desire to work toward
passing a budget resolution out of this Committee and one that
would hopefully reduce our deficit by as much as $5.5 trillion. I
think that is a great goal. It is one I certainly want to work with
you to try and achieve.
I think one of the things we have to do if we are going to achieve
that goal is we have to be mindful of our obligations under the
Budget Act from 1974 and be mindful of those dates. Of course, the
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President in terms of following that law should be presenting a
budget on the first Monday in February. We will probably miss
that by a week. Okay. Let us not let any other deadlines slip. This
Committee has an obligation to pass a resolution by April 1st, and
then the Senate should be acting on a concurrent budget by April
15th. I think we really need to hold our feet to the fire to get that
done because I think it is the minimum amount—the minimum requirement that the American people should expect from the Senate, is to actually pass a budget so they understand what the plan
is, so they can see it on a piece of paper and they know the direction that the Senate will take.
Chairman CONRAD. If I could just interrupt the Senator on that
point, one unknown that we still have to deal with is when we will
have CBO’s re-estimate, and they have not given us an answer on
that question. So that is the one unknown that is out there. I agree
with you entirely. I would like to get this done as soon as possible.
Obviously, we have a hearing scheduled to conclude, which is important, because we are hearing from the head of OMB, the head
of CBO, the Secretary of Defense, the Secretary of Treasury, and
the rest—the Secretary of Transportation. But the one thing that
is out there that is an unknown for us as a Committee is when
CBO will provide the re-estimate.
Senator JOHNSON. I guess we have Director Elmendorf here. We
should ask him that question and keep his feet to the fire as well,
so I will help you do that.
But, Mr. Chairman, you have done such a good job since I have
been here of providing graphs, so I guess, I think, imitation is the
greatest form of flattery, so I brought a couple graphs here today
that certainly I have been showing in Wisconsin to basically describe what I think is the problem facing our Nation in terms of
economic growth and our debt and deficit situation.
Certainly, as I was reviewing the testimony that will be given to
us here today, my concern is that we are trying to address a problem of fiscal mismanagement with monetary solutions, and I think
we are seeing that in Europe, and it just simply is not working that
well.
One of the charts that I showed to groups in Wisconsin—I turned
smiling faces into frowns—is I describe the history of our debt. And
I like using this one because it shows in 1987 our total Federal
debt was $2.3 trillion. It took us 200 years to accumulate $2.3 trillion worth of debt, and we just entered an agreement last year to
basically, give the President the authority to increase the debt ceiling by $2.1 trillion. We will blow through that limit in less than
2 years. That is a little depressing.
The next chart will show total spending. I know an awful lot of
people use the shorthand version that we are cutting spending or
we are proposing cuts. Quite honestly, nobody is proposing cuts.
This also is kind of a jaw-dropping chart when I show it to groups
in Wisconsin because it shows that 10 years ago our Federal Government spent $1.9 trillion. Last year, we spent $3.6 trillion. We
have doubled spending in just 10 years. And the argument moving
forward is, according to President Obama’s last budget, he was proposing spending $5.8 trillion in 2021. The House budget would
have spent $4.7 trillion, and I think the graph is pretty visual from
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a standpoint we are not talking about cutting the size of Government, we are just trying to reduce the rate of growth.
Another way of looking at spending is on a 10-year spending
level. If we put the next one up, in the 1990s we spent $16 trillion
over a period of 10 years. The last 10 years we spent $28 trillion.
And, again, the argument moving forward is, according to the
President’s last budget, he was looking to spend $46 trillion in the
next 10 years; the House budget would have spent $40 trillion. If
you have heard about that $6 trillion in draconian cuts, that is
what we are talking about, is the difference between $46 trillion
versus $40 trillion. But, again, I am an accountant. I can do the
math pretty easily. Neither 46 nor 40 is less than 28. We continue
to grow Government.
The next to the last chart—this is the really eye-popping one—
compares the total liabilities of the United States to the total net
assets, private assets. These are last year’s figures. I have not revised the chart. I will tell you what the new numbers are. But last
year, according to the trustees, according to the balance sheet of
the United States, the total Federal liabilities—the unfunded liability of Medicare, Social Security, our total debt, and the liability to
Federal retirees—was $99 trillion. Now, that is an incomprehensible figure, but if you relate it to the size of our asset base—and
that is household assets, large and small businesses—it is $79 trillion. That is the definition of a huge problem right there.
Now, the latest balance sheet of the United States that came out
shows the liabilities as $72 trillion. They have revised the estimate.
They have made some actuarial adjustments. They are taking a
look at the health care law and actually making the assumption
that the health care law will reduce health costs. And I guess the
point I would like to make is in many of our estimates here, we
are simply deluding ourselves. I do not think it is rational to really
believe that the health care law is going to lower health care costs.
The other assumptions we are making, CBO just released their
latest baseline, and in that baseline they are assuming that we are
actually going to let these tax cuts expire, all of them. That is a
$5 trillion bet. I do not think that is going to happen.
The true cost of health care, I have worked with Douglas HoltzEakin on this, I have written some op-eds on it, I have taken a look
at it. Again, we are deluding ourselves to think that this thing is
going to be deficit neutral. It will not be. It will add trillions of dollars to our debt and deficit over the next 10 years.
I think the other thing we have to worry about is the economic
growth assumptions that are put in these baselines. We have seen
a couple studies. The CBO itself says to the extent that we miss
our growth targets by 1 percent, that adds $3 trillion to our debt
and deficit. We need to be concerned about that.
I think the final thing we need to be concerned about is we are
trying to close the deficit. Again, I think in my graphs I pretty well
described a spending problem, and I would just caution anybody
that wants to increase tax rates. I want to raise more revenue by
growing the economy. I want to raise more revenue by significant
tax reform that is pro-growth. But if we just raise rates, I think
we delude ourselves to think that we will actually have the revenue
increases by doing that. I think it would harm economic growth.
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In the end—I think that is what we are going to hear in our testimony here today—the solution in Europe is trying to enact governmental policies that will promote economic growth. In the
United States, we have the exact same dynamic. We have to make
sure that nothing we do here in Washington detracts from economic growth.
So, with that, I just have one final chart. It speaks to the U.S.
Government in relationship to the European economies, and to me
this is an incredibly key metric. I am a business guy, I am a manager, I am an accountant. So I am looking at key metrics. Certainly, the size of our debt in relationship to our GDP is an important metric, but I think this is even more important.
When you take a look at the Federal Government, its size in relation to our economy, it is right now 24 percent. You add in State
and local governments, and total Government is 39.2 percent,
which means 39 cents of every dollar that our economy generates
filters through some form of Government.
Now, Government does a number of wonderful things, but it is
not particular effective, it is not particularly efficient at many
things. I think it is a very bad metric when you compare it to European-style socialist nations. You know, congratulations, America.
We have arrived. We are at the lower level of European-style socialism. Norway spends 40 percent of government of its GDP, 40
percent. Greece—I think we are going to be hearing about Greece,
and Italy. Greece is 47 percent, Italy is 49 percent, France is 53
percent. That is a metric that I believe we need to manage; we
need to start reducing the size of Government.
So, with that, Mr. Chairman, I appreciate the indulgence here
and turn it over to the witnesses.
Chairman CONRAD. Good. Look, there are lots of things you said
there I agree with, some that I do not. I think my sharpest area
of disagreement would be the new health care law because CBO
has told us that that will reduce deficits and debt by more than $1
trillion in the second 10 years. And I believe that is the case. I
know you do not share that view. That is what makes our democracy vibrant. We have disagreements.
But there is much I agree with, and what I most strongly agree
with is that we are on an unsustainable course. And I think it is
undeniable that we are on an unsustainable course.
We have had the head of the Congressional Budget Office testify
before this Committee that we are on an unsustainable course. We
have the head of the Office of Management and Budget so testify.
We have had the Chairman of the Federal Reserve testify we are
on unsustainable course. We have had the Secretary of Treasury
testify we are on an unsustainable course. I think it is undeniable,
and it is really the central thrust of your argument as I hear it.
And I think you are entirely right about that.
We have an obligation—we have an obligation on this Committee, we have an obligation in this Senate, the House has an obligation, the President does—to try to get us on a more sustainable
course. And, it does not take that much to get us to balance. I have
said, without advocating it, a 6-percent increase in revenue from
what is currently scheduled, a 6-percent reduction in spending
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from what is schedule, would save us $6 trillion over 10 years and
balance the budget.
Now, I do not think it should be an even split, revenue and
spending, and every body in which I have served—the Fiscal Commission, Group of Six—we have weighted it heavily on the spending cut side of the equation. But I personally believe we do need
additional revenue, but as you describe, not with an increase in tax
rates. I think that would be counterproductive to our competitive
position in the world.
And so, there are places where there is agreement on both sides
here. My fondest hope is that we find a way this year to actually
make substantial progress. I am leaving after this year. I would
like nothing better than to leave behind a legacy of getting America
back on track.
Now, one of the things facing us, obviously, is external issues.
We are discussing, I think—one of the biggest threats to our economy and deficits and debt is the European economic challenges.
Another is what could happen with respect to military engagements around the world. We will be dealing with that at a later
hearing.
Let us go to our witnesses this morning. We will start with
Simon Johnson. Dr. Johnson, thank you again very much for being
here. Please proceed. We will go right through the witnesses, and
then we will open it up to questions. We will do 7-minute rounds,
and, again, thanks to all the witnesses for being here.
Dr. Johnson, please proceed.
STATEMENT OF SIMON JOHNSON, PH.D., SENIOR FELLOW, PETERSON INSTITUTE FOR INTERNATIONAL ECONOMICS, AND
RONALD A. KURTZ PROFESSOR OF ENTREPRENEURSHIP,
SLOAN SCHOOL OF MANAGEMENT, MIT

Mr. JOHNSON. Thank you, Senator Conrad and Senator Johnson,
and thank you also for placing the conversation today in the context which you just did of the U.S. budget and our unsustainable
situation. I think that is absolutely correct, and I would like to
frame my remarks very much to respond to that. Let me make
three points.
First of all, the eurozone has already failed. The eurozone was
established as a bastion of stability and prosperity in the world. It
was designed to further cement the European Union and to build
a larger, more powerful economy, but this has not worked.
As you said a moment ago, Senator Johnson, fiscal mismanagement lies at the heart of their problems, and I completely agree.
They are trying to solve those fiscal problems through—I think you
called it ‘‘monetary solutions.’’ I might call it ‘‘monetary innovations,’’ even a less positive word. I do not think this is going to end
well for them or for us.
And with regard to your question about the new agreements, the
latest rounds of agreements, Senator Conrad, I think this is very
small steps—in the right direction but very small steps relative to
their problems and relative to what they need to do. So I think we
should encourage them to do more, but it is not just a fiscal problem. It is a fiscal problem on top of a competitiveness problem on
top of an unsustainable balance of trade within the eurozone and,
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of course, on top of debt levels, as you well know, in Greece. And
I am afraid also now in Portugal and I think in Ireland, correctly
calculated, and arguably also in Italy, these debt levels are not sustainable under their current arrangements.
Now, even my more optimistic colleagues from whom you will
hear in a moment I think will agree that the outcome in Europe
is going to be deep recession, austerity. That is the good scenario,
that you have high unemployment, low growth, and that is not
good news for our situation.
The downside scenario that I would emphasize, my second point,
is much worse. The spillovers from their sovereign debt problems
to their financial system and from their mega banks that, frankly,
are very badly run, have far too little capital, those issues were
clear already in 2007–08 when I was the chief economist at the
IMF, that they have not addressed those issues, they have not
made the system safer. It is a dagger pointed directly at our financial system.
And in terms of what you both care about, in terms of the direct
negative impact on our economy and on our budget, this is a huge
risk. It is a risk that we can take steps to mitigate. We cannot
solve the Europeans’ problems for them. That would be an illusion,
and it would be extreme arrogance on our part to presume. But we
can build better protections for ourselves first and foremost around
the ability of our financial system.
Now, the Financial Services Roundtable has a report out this
morning claiming that all is well in our banks, including in our big
banks, and that we have so-called fortress balance sheets in those
banks. It is not true. That is not an accurate depiction of the level
of capital, the level of equity financing relative to debt, to buffer
against losses that we have in our banks.
The Federal Reserve is well aware of this. You showed us the remarks of former Vice Chair Blinder. I am sure that Mr. Bernanke
and his colleagues share those sentiments in private with you.
They must, however, take the logical step of suspending bank
dividends. It makes no sense in this environment to allow the
banks to pay out that capital. They should keep it on their balance
sheet, and they should build up their equity relative to the losses
they could face, for example, if the euro swap market were to collapse, which I would stress is a very real possibility, and I go into
this in my written testimony and other materials I have shared
with your staff. If that market were to collapse, we need as much
of a buffer as possible in our banks, and the suspension of bank
dividends ordered by the Federal Reserve applying on a blanket
basis would stabilize and help strengthen our financial system.
Secondly, we should be scoring—this is directly to your point,
Senator Johnson. We should be scoring, the CBO should be scoring
for you the fiscal impact of financial calamity, and particularly the
dangers posed by a financial system that is run irresponsibly. They
do score for you important contingent liabilities including, as you
showed us, Medicare. That is a contingent liability. We do not
know exactly what will be Medicare costs in 20, 30, or 50 years,
but we can have a view, and the CBO I think takes a pretty hard
look at that and gives you a sensible baseline read. They should
do the same for our financial structures as exposed to Europe, what
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would happen if there were a serious sovereign debt problem, for
example, for Italy, how would that impact our banks? How would
that affect our real economy? Even assuming the Dodd-Frank principle holds of no direct costs from bailouts, it would still cause a
massive recession. You would still lose a lot of tax revenue. That
would still presumably push up the borrowing at the Federal level
and at the State and local level, to the extent that that is possible.
We should be scoring that. You should be looking at it.
Now, I am not proposing you hold up this year’s budget on that
basis, but when you talk to Mr. Elmendorf directly and in private,
I think you should impress upon him—I am on the CBO’s panel of
economic advisers. I made this point to them. I think they will be
receptive if Congress pushes them hard in that direction. There are
serious unfunded liabilities for us in this area.
Third, and finally, with regard to the International Monetary
Fund, the IMF should be working to build a firewall—not within
the eurozone. They should not lend more money into the dangerous
and counterproductive situations we now see in the eurozone. The
Europeans run a reserve currency, the euro. They are perfectly capable of sorting out these problems for themselves. They have not
done it yet, I grant you. They need a lot of encouragement, and
they are getting some of that from the executive branch. Mr.
Geithner I think has been quite good on this of late. More encouragement from Congress through all available channels would no
doubt be helpful. But, most importantly, the IMF should focus on
protecting other countries. Build a firewall outside of the eurozone,
protect the innocent bystanders. Let the Europeans sort out their
situation for themselves but help other countries with whom we do
a lot of trade who also have financial systems that are intertwined
with ours, help those countries buffer themselves against calamity
that may arise in the European situation.
Now, the IMF leadership has taken this up. They have issued a
paper to their membership. Unfortunately, it was a secret paper.
The details have been poorly communicated. They have created
conflicting opinions, and I strongly advise you to bring senior IMF
staff in for a private briefing. I understand they cannot do hearings, but they can brief you in private, and they can communicate
their intent. And I would urge you and your staff to impress on
them at every available opportunity, build a firewall outside of the
eurozone, not attempt to fix the eurozone. The Europeans should
do that for themselves.
Thank you very much.
[The prepared statement of Mr. Johnson follows:]
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Chairman CONRAD. Thank you for, once again, excellent testimony.
Dr. Bergsten, welcome back. Please proceed.
STATEMENT OF C. FRED BERGSTEN, PH.D., DIRECTOR,
PETERSON INSTITUTE FOR INTERNATIONAL ECONOMICS

Mr. BERGSTEN. Thank you, Mr. Chairman, kind remarks on my
stewardship of the Peterson Institute for International Economics,
in fact for 30 years, but I am not leaving. I am stepping down as
director. I will stay on as a senior fellow, and I hope to continue
to participate in activities like this. One of the great privileges I
have had over that period has been to work many times with you,
this Committee, and I thank you for the opportunity to do so again.
I share the view that Simon, you, and Senator Johnson have expressed, that Europe is in deep economic difficulty. There is no
doubt it is headed for a prolong recession. Europeans have failed
to get ahead of the crisis and restore market confidence.
However—and here is what passes for optimism these days—I
take the view that none of the apocalyptic forecasts will, in fact,
be realized. I disagree with Simon that the eurozone has failed. I
do not think there will be serial defaults. I certainly do not think
the euro will break up. Greece might drop out or be kicked out, but
I do not think there will be any widespread defections from the
eurozone. In fact, as I will indicate, Europe is going to come out
of the crisis stronger and over time will restore its position as a key
pole of the world economy.
I say that for three reasons. I have watched the evolution of the
whole European integration project for the last 50 years. Everyone
has faced a series of crises, frequently existential, that have threatened the continued existence of Europe. It has overcome every one
and, indeed, come out of them stronger and moved forward.
Secondly,every time the current crisis reached a pivot point,
where there was much commentary that Europeans it is going to
collapse if it did not shape up, every time that has happened, they
have done enough to avoid the apocalypse. They have kept going
forward. They have built new institutions. They have built a firewall. They have avoided financial disaster. And I think that will
continue, for a very simple reason. The overwhelming imperative
in all European countries is to hold the European Union together,
and that now means holding the eurozone together. That has become for all practical purposes the definition of Europe. They know
that the future of Europe is wrapped up in sustaining the euro,
and I am confident they will do it. And there are two simple reasons for that. One is the ghastly history of Europe. Remember why
they created the European Union in the first place: to overcome the
previous millennium of slaughter within Europe, most dramatically
the first half of the last century. I happened to visit the Holocaust
Museum again. If you have done that recently, it gives you plenty
of memory of why the Europeans have pulled together to avoid letting Europe again explode into the kind of holocaust and disaster
that they experienced. So they are going to hold Europe together.
But in addition to that, they have an overwhelming economic interest. Germany, which is the pivotal country, has a nirvana economic situation in Europe in the euro. Germany is the world’s larg-
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est trade surplus country, and it bases its whole economy on an export-led growth model.
In the old days, when they had their own deutsche mark, it
would rise sharply in value when those surpluses rose, choke off a
lot of their competitiveness, and frustrate the Germans. I always
used to debate this actively with Helmut Schmidt when he was
chancellor. Now the Germans have the world’s largest trade surplus and a weak currency, which for them is the perfect outcome.
And every German knows it, and they are going to continue it, and
virtually any price would be worth paying for them to keep that
situation together. If you went to a new deutsche mark, it would
explode upward in value, and the whole German economic
progress, which has been so impressive in these last few years,
would collapse.
So the bottom line is both Germany and Europe as a whole have
huge, huge interest in holding the eurozone together. And so my
conclusion—and it is, I think, supported by the evolution of the
current crisis—is that Germany will pay whatever is necessary to
keep the eurozone together. The European Central Bank will put
in whatever amount of resources is necessary and will play lender
of last resort even though they cannot say it.
Now, there is one problem with this scenario. Neither the Germans nor the European Central Bank nor the Europeans more
broadly can say that they are going to do what I am confident they
will do. Why not? First, it would be the epitome of moral hazard
if the Germans pronounced that they were going to rescue everybody no matter what the cost. That would take the pressure off.
Mario Monti is coming and speaking at our institute a week from
Friday. He is going to lay out the Italian adjustment program.
Mario Monti wants to keep the pressure on his country so that the
domestic politics will support the reform program that they all
know they need. So the Germans and the ECB cannot say they will
provide all the resources, even though I am confident they will.
Secondly, there is the usual juggling among the creditors. There
are four groups of creditors: Germany and the other successful
Northern Europeans; the European Central Bank; the private
banks, who are now negotiating the haircut in Greece; and the
International Monetary fund. They are all trying to fob off shares
of the rescue packages to the others and preserve their own negotiating position to do so; therefore, none of them wants to say he or
she will take care of the whole problem even though, in fact, they
will.
So the result is a situation very unsatisfactory for the markets.
The markets want to hear assurances and firm words of rescue.
Those cannot be given even though I am confident that those rescues will take place. And, therefore, the market situation is likely
to remain unsettled and volatile even though I am confident that
the outcome will be successful in the sense of successful financial
engineering to avoid financial breakdown. But that is not getting
to the recession and the underlying economic problem, which is
still there.
I want to draw just two or three major conclusions for the United
States, and then I am happy to answer more questions on the European situation per se.
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First, as you said, Mr. Chairman, the United States has a huge
interest in this situation being resolved successfully, so we have to
do whatever we can to support a successful resolution of the European problem. I agree with my friend Simon that the Europeans
themselves should provide the bulk of the resources to do that, and
they have certainly got the wherewithal. But I disagree with him
that the International Monetary Fund should not be available, if
necessary—we do not know yet—to lend more to help resolve the
problem. The IMF did pick up one-third of the original support
packages for Greece, Portugal, and Ireland. I think that was very
helpful, not so much in terms of the resources but bringing the
IMF conditionality into play and helping promote the necessary adjustment in the debtor countries.
And, incidentally, when I say necessary adjustment, I do not
mean just fiscal austerity, which has to be part of it, but structural
reforms which are necessary to restore growth. What Italy, Greece,
and all the debtor countries need in order to restore growth, which
we all would say is the priority objective, is structural reform of
their labor markets, their uncompetitive private sectors, their own
financial systems. All those structural reforms are needed, and the
IMF is very helpful in promoting that given its experience and also
the resources it can bring to bear.
So I believe the U.S. should support, if it turns out to be necessary, additional IMF financial contributions to the European
problem on a minority basis, maybe the one-third that was done in
the previous cases, maybe less, but certainly it could be significant.
And I, therefore, think the United States should support the current efforts of the IMF to create a new fund, $500 to $600 billion,
which in conjunction with the funds the Europeans are raising
would take the firewall to beyond $1 trillion, which should convince
the markets that there will be enough there to avoid any significant financial disruption, even from Italy or Spain. So I think the
U.S. should support that.
However, I do not think the United States itself should contribute. The funding the IMF needs should be borrowed from the
big surplus and creditor countries—China, Japan, Korea, Singapore, Hong Kong, Brazil, Russia, Mexico. Many of those countries
have already said they will lend. They should, in fact, be tapped.
They have big surplus, big foreign exchange reserves, so we should
support the effort, but we should not put in our money.
A final point. The U.S. really does need to take this as a wakeup
call itself, and you suggested that, Mr. Chairman. If you take those
CBO realistic projections—and I would say even add a little more
dose of realism—you have U.S. budget deficits exceeding $1 trillion
a year, more than 5 percent of GDP for the decade to come, and
then it gets worse because of aging. So if you project the numbers,
our debt and deficit numbers within 10 years look like Greece’s did
as it entered into its crisis.
Now, the European crisis has shielded us from our own follies because Europe’s weakness meant that foreign capital, global capital,
moved into the dollar, pushed our interest rates lower despite our
inability so far to put our own house in order. But remember that
only 3 or 4 years ago Greek interest rates were at the same level
as German interest rates because the omnipotent markets that we
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like to extol the virtue of got it totally wrong. The markets thought
that Greek debt was as good as German debt because Greece was
part of a eurozone led by Germany. And then all of a sudden they
realized that was wrong, and Greek interest rates went to triple
the level of Germany’s.
The United States is very happy at the moment to have very low
interest rates, in large part because Europe and Japan are so
weak, and so the other financial markets do not attract the capital.
But that worm could turn very fast, very viciously, and if the European crisis teaches us anything, it is that we have to learn from
that example and not simply delight in the fact that we have some
more time but, rather, use that time.
This Committee has played a major leadership role in trying to
deal with that. With your lead, Mr. Chairman, I urge and implore
you to take the time that is now available to do that. If not, we,
too, 2 or 3 years from now, certainly within the next 5 to 10 years,
could go the way of some of the Europeans whose travails we now
bewail.
[The prepared statement of Mr. Bergsten follows:]
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Chairman CONRAD. Thank you very much, Dr. Bergsten.
Dr. Lerrick, thank you for coming, and we look forward to hearing your testimony.
STATEMENT OF ADAM LERRICK, PH.D., VISITING SCHOLAR,
AMERICAN ENTERPRISE INSTITUTE

Mr. LERRICK. Thank you, Mr. Chairman. I think, first of all,
since there are so many lessons to learn from what is happening
in Europe for our economy, I would like to just recapitulate sort of
what happened.
First, Europe’s crisis is not a currency crisis. The euro has maintained its value. It is now about $1.3. That is within its historic
range of 85 cents to $1.60. Europe has a fiscal crisis compounded
by a failure to take corrective action that has just destroyed its
credibility in the capital markets.
It is a self-inflicted crisis. The European Monetary Union set out
rules that limited deficits to 3 percent of GDP and debts to 60 percent of GDP, and the markets accepted this as a fiscal performance
guarantee. They thought that homogenized the credit risk throughout the union. You saw the interest rates on Greece’s debt fall from
8 percent above Germany’s to less than a quarter of 1 percent
above Germany’s with the access to the union. But these rules were
never enforced. By 2007 you had 7 of the original 12 members over
the debt limit. By 2010 it was 10 of the members. What had happened was weak governments had used massive borrowing to offer
their citizens a standard of living their productivity could not deliver.
And so what you now have, when the crisis really started in
Greece in 2009, Greece just announced, ‘‘Our deficit is 2 times what
we told you a few months ago,’’ and the markets recognized there
was a problem. What should have happened 2 years ago is Greece
should have defaulted on its debt, and the other countries should
have just tightened up their budgets.
The fundamental problem in Europe really is that European policymakers do not understand markets, do not like markets, and
think they can dominate markets. And that is why you have seen
a mess over the last 2 to 3 years.
The inability of Europe to address its crisis stems from a fundamental disagreement over the responsibilities of members of the
eurozone. Without a fundamental agreement, all you have seen is
a series of political compromises that have only further eroded
market credibility because they failed. Germany leads the North.
They believe that the cause of the crisis is simply a lack of discipline in the South. Profligate members should cut their spending,
lower their wages, increase their productivity, which is the exact
path that Germany took approximately 10 years ago, and that is
the source of Germany’s current prosperity.
Under the German view, each member is responsible for its own
fiscal well-being and growth. If markets see credible action, interest rates will fall and the crisis will end.
Southern Europe believes that their troubles are actually caused
by Germany’s success, that if Germany had not done so well, they
would be in good shape. It is an interesting way of accountability,
but that is their view. They think that union solidarity requires
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massive transfers from the strong members to the weak and that
what they need is a collectivized euro bond which will lower their
financing costs and reduce the adjustment pain.
What is interesting is the role France has played in this. France,
instead of siding with the other AAA countries, has decided to be
the head of the South. The reason for this is they see this as the
way of gaining political leadership of Europe while leaving the
costs of bailouts with Germany. As one of the Germans told me, the
French are very bad at economics but very good at diplomacy.
The great danger is that you now have a conflict within Europe.
Germany wants immediate fiscal correction by the individual governments. The rest of Europe and the Obama administration want
the European Central Bank to simply print up 2 trillion euros and
buy every weak government bond in sight to drive interest rates
down to 4 percent. They believe that the real problem of Europe
can be dealt with later. This is basically mimicking the Federal Reserve’s policy of just driving interest rates down and flooding the
economy with cash. Germany disagrees. If a long-term solution is
not offered, there is no amount of money that will solve this problem, and I believe that if Germany capitulates, as my colleague Mr.
Bergsten believes they will, you will wind up with a currency crisis
on top of a fiscal crisis.
The issue then becomes what is the next level of Europe. Germany has a clear view of what the future of Europe is going to be,
and they have now found two tools that will force union fiscal discipline after 2 years of reasoning, threatening, and pleading had no
effect on their fellow members.
First, they see that market forces can prevail where diplomacy
has failed, that if you keep painfully high interest rates on the politicians, that will compel them to make the difficult choices that
need to be made.
The second step they have done is they have removed the unanimity requirement on all major eurozone decisions. Before, the
weak members—a single weak member could stop any adjustment
throughout the euro with a veto right. And, therefore, they have
set up a system where there will be no access to emergency funding
unless a member agrees to the fiscal compact. And what will happen is the fear of being left behind without support is going to force
submission to this fiscal reform.
And so what you will see over the next 2 to 3 years is Germany
will drive the eurozone toward a fiscal union with central control
over national budgets and strong automatic sanctions against
spending offenders. This is a difficult path. The greatest danger is
that a crisis will loom in the interim, that what you are seeing is
a very difficult process, and that there are going to be missteps,
there are going to be obstacles, and what you will see is that the
markets will become frightened. And the great danger is that the
politicians will confuse the end of their world with the end of the
world and rush out and bail out every government and bank in
sight, and you will set back economic stability by a decade.
So what really should happen is the ECB should act as a support
for this difficult path to adjustment as the Europeans go toward a
fiscal compact, and this way they will maintain stability in very
fragile markets. What the ECB has to do is not just flood the mar-
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ket. What they should do is announce a rule of intervention that
removes the risk of financial panic but preserves the incentives for
governments and for investors and safeguards their inflation-fighting credibility.
The great problem in Europe is not a problem of deficits or debt.
Europe has a much more serious long-term problem. You can solve
the debt easily. You write it off. You can solve the deficits easily.
I am saying economically, not politically. You cut spending. The difficult problem is that Southern Europe’s populations expect a lifestyle their productivity cannot supply. Greeks do not have to be
Germans, but they cannot expect to be paid like Germans. And so
you have a 25-percent gap between Southern Europe and German
labor costs that can only be closed by nominal deflation because devaluation is not possible within the eurozone. This is a long, painful process that will precipitate a 5- to 7-year recession in the
Southern European countries, and there you are talking about
close to 40 percent of Europe’s GDP.
The only other alternative is a long-term transfer from Europe’s
productive North to the South. The reunification of Germany posed
the same problem of differing productivity. What the Germans decided was they proposed a solidarity tax imposed on West Germany
to bring East Germany up to West German standards. It was envisaged as a temporary transition mechanism. It has been in place
for 20 years, and there is no concept of withdrawing it even at this
stage. What you are going to see is a transfer from Northern Europe through taxes and payments and aid directly, and indirectly
through higher inflation, in order to reduce Southern Europe’s
debt.
One point that both you, Mr. Chairman, and you, Senator Johnson, raised is: Can this happen in the United States? Absolutely.
And the fact is if we do not take corrective action, it is going to
happen. You raised the concept of unsustainable trends. One of the
Nobel Prize winners had a famous quote about unsustainable
trends: ‘‘They end.’’ And the fact of the matter is the only reason
we have not had a crisis so far is because of the U.S. dollar’s role
as the reserve currency in the world. But that cannot go on. The
reason it has not ended is because it is very difficult to replace a
reserve currency.
The only other alternative right now would have been the euro,
and the Europeans have their own problems, so that saved us. But
there is a compact when you are the reserve currency. There is a
privilege, which is that the rest of the world gives you television
sets, lends you money to buy cars and houses at very low interest
rates, in return for pieces of paper you print up in the basement
of the Federal Reserve. The agreement is you have to maintain the
value of those pieces of paper by sound fiscal and monetary policies. We have not kept up our end of the bargain. So over time you
will the world withdraw from the reserve currency. When that happens, U.S. dollar interest rates will start rising very quickly. The
U.S. dollar will start falling very quickly. And we will have a problem very similar to what the weak European countries have right
now.
Thank you.
[The prepared statement of Mr. Lerrick follows:]
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Chairman CONRAD. Thank you. Terrific, all three. I really appreciate your contributions to the Committee.
Let me ask this: What is your assessment how the Basel rounds
impact the European response to the current crisis? What is your
assessment of what those changes require and how that interacts
with what is currently happening? Dr. Johnson?
Mr. JOHNSON. Senator, I presume you are talking about the
Basel accords on capital requirements for the banks.
Chairman CONRAD. Yes. Just so the reason I ask the question,
we have had a lot of commentary among colleagues asking the
question: What are the effects of the increased capital requirements? Are they sufficient? Are they insufficient? What effect are
they having on the current challenges?
Mr. JOHNSON. Thank you, Senator. It is a very good question and
highly appropriate to ask it and keep asking it at this moment.
Unfortunately, the problem with Basel is not just the latest
agreement, not just this increase in capital requirements, which I
think is insufficient. There is a much deeper problem with the way
that Basel and this international agreement between major governments, the way they have agreed to think about how much capital
you need. They use a concept of risk-weighted assets, and riskweighted assets means that if you are holding something that is
AAA, you do not have to have a lot of equity relative to that position.
Well, what is a AAA asset in the European context? Sovereign
debt, including Greek debt, and as Mr. Lerrick laid out for you,
people were convinced—and Mr. Bergsten said the same thing.
People were convinced, the markets were convinced that Greek and
German debt were very, very similar in their credit risk. Well, they
are not. They are fundamentally different, and we are looking at
a situation where there is real credit risk across a wide range of
European sovereign debt.
So the entire approach in Basel is deeply flawed. Not only that,
Senator Conrad, but the way it is being implemented is very problematic. The French and the Germans by all accounts are backing
away from even what they signed up to in Basel.
Now, this does not necessarily limit what we do. I would argue
strongly that we should go further, and the Federal Reserve has for
systemically important financial institutions indicated that there
will be some so-called surcharge. But that is not enough relative
to the losses that we potentially face.
Chairman CONRAD. And remind us, what the capital requirements in the Basel round?
Mr. JOHNSON. Well, it depends on exactly—it is a very complex
arrangement. It depends on exactly what kind of financial institutions you are talking about. The headline number is between 10
and 12 percent relative to risk-weighted assets, but I would say the
devil is in the risk-weighted assets, in the risk weights. And if the
risk weighting is so fundamentally flawed that they miss completely the sovereign debt crisis and the true risks that all these
European banks face and that our banks face because they are exposed to the European banks, and to the extent that any American
bank tells you to hedge this risk, they have hedged it through some
offsetting derivative contract, such as a credit default swap, the
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counterparty risk in that swap is probably with the European
Bank, at least in part. How big is that? How profound is that risk?
We do not know.
I talk to the senior regulators on this issue. I am a member of
the FDIC’s Systemic Resolution Advisory Committee that met most
recently last week. I do not know the regulators would tell me even
if they knew, but I am pretty confident they do not know. And that
should give us all pause. That is why we should not be—I am not
saying move everyone immediately to 20-percent capital requirements. You cannot do that politically. I understand that. You can
suspend dividend payments, absolutely, across the board as an
emergency measure given the European situation. That would be
well received. That would bolster financial stability and growth
prospects in the United States. It would not be a negative in this
environment if it is applied across the board because of the risks
posed by Europe and the uncertainty that we all agree still looms.
Chairman CONRAD. Dr. Bergsten, what is your assessment of
Basel and the capital requirements? Sufficient? Insufficient? Do
you share Dr. Johnson’s view of this?
Mr. BERGSTEN. Yes, I very much share his view. I do think capital adequacy is at the heart of restoring financial stability here,
Europe, everywhere else, and we should err on the side of caution,
going to higher rather than lower capital requirements in order to
achieve that outcome.
There is a fascinating implication from the events of the last 3
or 4 years we should keep in mind. This last crisis, of course, was
rooted in financial instability in the United States and Europe. It
turns out there was very little spillover to the emerging markets
and developing countries. They got some effect from the recession
and the weakening of trade flows, but their financial system stood
up much better than ours. Why was that? Well, they had crises in
the past. The Asians had crises in the late 1990s, the Latin Americans in the 1980s, and in response to those, they did to a large extent get their acts together. They opted to have financial systems
that were not as exotic and high-flying and maybe as innovative as
ours. They explicitly and determinedly opted for more risk-averse
systems, including much higher capital requirements. And that
paid off.
Chairman CONRAD. What is their level of capital requirements?
Mr. BERGSTEN. It differs from country to country. Simon, do you
know? But the numbers are much higher than ours. They were all
put in place after those earlier crises as a lesson from those crises
and seem to have paid off very heavily.
Chairman CONRAD. Simon, do you know the answer?
Mr. JOHNSON. Twenty percent is not an unusual level of capital
in these conservative systems that have previously faced serious
crises.
Chairman CONRAD. And 20 percent measured—do they measure
on a risk-weighted asset basis as well?
Mr. JOHNSON. Yes. That is a deep methodological problem across
all these systems, but they are much more careful, have been much
more careful about what they will count as risk-weighted assets.
The Europeans made a huge mistake on sovereign debt. Of course,
we made a huge mistake relative to—
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Chairman CONRAD. We just had a company go down in part because of bets on sovereign debt.
Dr. Lerrick.
Mr. LERRICK. First of all, I echo Simon’s comments about the
Basel rule. I would raise two points.
First, there is one true law of economics that was first enunciated by a governor of the Bank of England in the 19th century,
and that is, every regulation will be circumvented. So when you
start setting out very precise rules, you are setting in motion an
entire system of people who are certainly spending their lives
thinking about how to circumvent them. And, remember, regulator
are always one crisis behind. They are always thinking about the
last crisis. They do not know where the next crisis is coming from.
And they are paid far less, work far less hard, and are not as highly skilled as the people that are attempting to get around the regulations. So you must keep in mind that when you set out clear regulations, you have a problem.
The second is, I saw an old photograph of a bank that had been
closed back in the 1920s, but the window front was very interesting. Before the Federal Reserve, in the 1920s, on the front window of every bank it said, ‘‘Capital, $10 million,’’ or $12 million or
$5 million. Now when you look at a bank, it says, ‘‘FDIC Insured.’’
That is a fundamental problem. You have a system where very few
people pay attention to the capital of banks.
Simon raised that the levels are much higher in developing countries, many emerging market countries. Look at Switzerland. Switzerland is the developed country that has the greatest interest in
preserving the integrity of its banking system. The Swiss economy
lives off its banking system. They proposed, before anyone else,
raising capital standards to 16 percent and probably will go higher
in order to establish the absolute credibility of their banks in the
world, and that is one of the key issues. Banking should be a boring business. It should not be a high-flying business where you
take risks, where you trade, where you do all these things. It is a
boring business, very similar to a utility. They are supplying payments, they are supplying checking, they are supplying loans to
small businesses. This is not an exciting business. It is not a highly
profitable business, but it is a fundamental business for the economy. And the job of the Government is to make sure that banks
are not in danger, and that is why you should make it a boring
business.
Chairman CONRAD. Thank you very much.
Senator Johnson.
Senator JOHNSON. Thanks, Mr. Chairman.
This was fascinating testimony. I am new here, so let me quick
ask a question on the Asian banks and what they did to solve their
problem.
When we passed Dodd-Frank—I am a great believer in not reinventing the wheel—did we take a look at what regulations or what
new rules the Asian banks put in place as we designed DoddFrank, and whether that made sense and does it still make sense
to do so if we have not?
Mr. JOHNSON. Senator, you would have to ask your colleagues
what they did and did not look at. My impression, as somebody
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who followed it closely and who testified to Congress on a number
of occasions, is that we were very taken with the exceptional nature of the United States, and there were, of course, various lessons we could have also drawn from Scandinavia with regard—Mr.
Lerrick hit the nail absolutely on the head. Make banking boring,
absolutely. And the Scandinavians have come through this crisis in
relatively good shape from a fiscal point of view and from a growth
point of view, in part because they had terrible problems with their
banks in the 1990s, got completely out of control, just like emerging markets had this problem, and they cleaned them up and they
made them much more conservative and much more careful, including much higher levels of capital.
So I fear that we either did not look enough at international experiences or did not draw in this dimension the right lessons.
Mr. BERGSTEN. Senator, there is a great irony here. What the
Asians and other emerging markets adopted after their financial
crises was an idea called ‘‘an international banking standard,’’
which was actually invented by one of our staff at our Peterson Institute for International Economics, Morris Goldstein. And the idea
was then picked up and heavily promoted with the emerging markets by the U.S. Government, by the International Monetary Fund,
and by all right-thinking people who wanted greater global financial stability.
But we viewed it as they are kind of adopting our ideas, and the
implication, as Simon said, was our systems were fine and should
be the model. And then over the succeeding decade or so, whether
or not our systems were fine back then, our systems certainly eroded and failed to keep up with the technology in the industry. The
regulatory zeal dropped sharply. Everything was fine, we were exceptional. But it was actually the U.S. and the West with its more
sophisticated financial systems that developed, promoted those
ideas, and then, as often happens in history, the people that adopted them got well ahead of the curve.
Senator JOHNSON. We turned our backs on them, basically.
Again, the question I am asking: Would we be smart to look at
those and adopt those?
Mr. BERGSTEN. Certainly, you should look at it carefully, and
Simon rightly mentioned there are some other high-income countries, including European countries, which have actually done this
quite well, and Sweden and Finland are two cases in point where
they had incredibly deep financial crises in the early 1990s, put
their houses in order, dramatically reformed their economies. You
know, we used to think Sweden, the socialist economy, how could
it ever succeed? Sweden has been the star in the whole—even more
than Germany, in this recent European economic situation, which
has come through this current crisis not totally unscathed because
the neighborhood is rough, but largely unscathed, doing very, very
well. And their Finance Minister has been voted Finance Minister
of the Year around the world, et cetera.
And so having gone through a crisis, taken a serious reform in
your financial system and your macro policy, pays off heavily when
you then get hit again. And my fear, just to reiterate the obvious—
we have all said it—is that the U.S., which has so far escaped that
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existential crisis, may be lagging badly and may wind up paying
a very heavy price as a result.
Mr. JOHNSON. Senator, a specific suggestion for you. I can connect your staff with the relevant people in Singapore. They have
a relatively large financial sector. They know they live in a dangerous world. They are extremely careful with regard to how they
operate. They learned a lot of hard lessons along the way. They
think the way we operate—they will tell you in private. They are
not going to say this in public. They think the way we operate our
system is reckless and irresponsible and poses big dangers to ourselves and to everyone else. And, remember, Singapore in terms of
fiscal prudence is a model that we should all aspire to, even though
it would be pretty hard for us to get there. So if you want those
connections, I am happy to provide them.
Senator JOHNSON. I cannot help but ask the question: How many
pages was their piece of banking legislation?
Mr. JOHNSON. That I would have to get back to you on, Senator.
There is no question, though, that they have a very tough, skeptical body of regulators who are absolutely not captured by the financial sector. In fact, it is the one place in the world where the
regulators are paid as much as the people who work in the private
sector and work harder. I am not suggesting you would want to go
there for the United States, but it is a model—
Senator JOHNSON. No, obviously bank regulators do not have the
incentive that the bankers have in terms of circumventing.
Dr. Bergsten, I was fascinated by your assessment of Europe,
and the thought that kept going through my mind was that past
performance does not guarantee future results. I hope you are
right. But I am assuming Dr. Lerrick and Dr. Johnson probably are
in agreement with you in terms of what I guess I would call a rosy
scenario. Dr. Lerrick, do you want to comment on Dr. Bergsten’s—
Mr. LERRICK. Oh, I think I am actually more optimistic than Dr.
Bergsten because I believe the Germans are going to drive Europe
to a stable fiscal union. It will take a number of years. We were
debating before the conference whether this was the 17th summit
and the 19th Republican debate, Republican Presidential candidate
debate, or the 19th summit and the 17th Republican Presidential
candidate debate.
We have many more summits to go, but they will get there, I believe. But there is a large risk. One of my colleagues at AEI, John
Makin, uses an analogy. He said, ‘‘This is a dangerous operation.
You could have the most skilled surgeon in the world, but things
can go wrong.’’ And so something could go wrong.
I believe that the Europeans will manage this process. I think
the Germans have now found the tools to do that, which are just
to keep interest rates really high on all the politicians of the weak
countries, and that will force them to do what German threats and
pleading and reasoning did not succeed in doing for 2 years. And,
secondly, the new strategy, which is if you agree, that is great and
you will get our support; if you do not, go with God, you are on
your own.
Senator JOHNSON. And that is basically the same discipline that
will be imposed on the U.S. Our creditors will increase our interest
rates to force us to do what we need to do.
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Mr. LERRICK. Hopefully we will do—yes, that will be what will
happen in the end.
Senator JOHNSON. Okay. Thank you.
Chairman CONRAD. Can I just take a moment, Senator Merkley?
Not on your time.
I do not want to miss this chance. I am going to turn to Senator
Merkley immediately, so I do not want to go through your answers
at this point. I just want to put on the table, I would like for you
to tell us what Sweden did, because my recollection is they did
something with getting the toxic assets off the books of their banks,
and I cannot remember what it was. But at the time we were going
through our TARP, I was very intrigued by what Sweden did. So
I do not want this moment to slip.
Senator Merkley.
Senator MERKLEY. Thank you, Mr. Chair, and I am going to ask
you all to be very brief because I have to leave in 5 minutes.
Mr. Johnson, you highlighted the unknown nature of the derivative exposures, and there has been a lot of discussion about this.
Every expert I have talked to has said we really have no idea of
how the dominoes are lined up. It is an incredible thing that just
in this European and American sector we cannot quite get our
hands around who is underwriting, who is holding, and what happens if companies have to perform on those insurance contracts.
In that context, there has been a lot of discussion in Europe
about the banning of naked shorts, that is, not being able to buy
a credit default swap unless you own the underlying investment.
I believe that one step in that direction was taken back in October,
and if the proposal is ratified, I think it would go into effect in November of this year, something like that.
Can you bring us up to date on that? And there is a fierce argument going back and forth as to whether that is valuable or not.
Mr. JOHNSON. It is a good question, Senator. I would like to come
back to you on the very precise details and the latest information.
I can do that quickly. My understanding is that some financial entities in Europe are still banned from shorting sovereign debt.
Senator MERKLEY. Sovereign debt, yes.
Mr. JOHNSON. And particularly the Europeans obviously have
hedge funds in their sights.
I think, to be frank, it is a somewhat misguided approach. A lot
of people in financial markets want to be able to ensure against
risk, and they want to be able to use the credit default swap market to that end. If this were a transparent market, if you could
trace through underlying exposures both on a gross and net basis
in real time, I think from a systemic stability point of view we
could become more comfortable with it. It is a lack of transparency
around derivatives. It is the ability of mega banks, as to quickly
take proprietary trading positions, for example, betting the house.
Senator Conrad made a reference to MF Global, which, of course,
failed because of bets made by senior management.
It does not have to be through a naked short position or through
CDS contracts necessarily. There are other ways to do it. I think
that we should move toward transparency in all these markets
rather than banning this or that financial instrument because you
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just shift the risks into other ways that are more murky and that
we live to regret.
Senator MERKLEY. Well, and in that context, under Dodd-Frank
we are setting up a more transparent derivatives market in the
United States. Are there parallel efforts underway in Europe to
create both an exchange and a clearinghouse?
Mr. JOHNSON. Not at the level and for the instruments that
would really matter. There is a lot of cross-border trading. There
is a lot of trading we have not talked about. The United Kingdom,
they are dragging their feet on key parts of this. And so, for example, take the euro swap market, interest rate swaps. There is over
$300 trillion in total exposure there. No one can tell you who exactly owes what to whom, either on a gross basis, which is what
really matters when there is a failure, or on a net basis, which is,
the bare minimum that you should be able to report.
So the lack of transparency in this huge market that has become
actually the basis for much of the European financial system, that
is deeply, deeply troubling, and if that is not keeping the regulators
in this country awake at night, then they are not paying close attention.
Senator MERKLEY. And I think it does highlight a point that the
U.S., to the degree possible, needs to be involved in a discussion
that helps establish that transparency and that trading regime, if
you will, in Europe as well as in the United States.
Mr. Bergsten.
Mr. BERGSTEN. I just wanted to add one point. A fundamental
problem in the European financial regulatory context is that they
still do it largely at the national level. They still have not been able
to get the European Monetary Union to encompass European-wide
financial regulation. And so the problems that we have, as you are
describing, are compounded in the European case by their failure
to add that dimension across borders.
Senator MERKLEY. Yes.
Mr. BERGSTEN. Now, there is a similar global problem because
the derivative trading in particular and all these exotic financial
instruments really do cry out for international regulation, and that
is what Basel tries to do, but it has been very inadequate. And so
one of these days we have to take the big leap to do a globalized
Dodd-Frank because, without it, the kind of slipping around the
controls that Adam Lerrick mentioned takes place across borders,
and you have another escape hatch from whatever domestic regulatory regime is put in place.
Senator MERKLEY. Yes. I have to dash away, so I apologize for
that. I just wanted to close by saying it has been a great discussion. I hope we can really continue to wrestle with these issues of
international monetary strategies and institutions. And I wanted to
mention, Mr. Lerrick, that it was a number of years ago that I remember an article in which Warren Buffett was re-placing his investments to be denominated in foreign currency because of his
very expectation that the dollar was no longer going to be held as
a reserve currency. That threat is out there and could have profound consequences, both enormous shocks but it is also an instrument or a change that would have an impact on the cost of our
goods to the world, to the degree the dollar becomes weaker, mak-
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ing them more affordable to the world. So that is another interesting conversation I would love to have, and I am sorry I am going
to miss the Sweden solution, but I look forward to hearing about
it.
Thank you.
Chairman CONRAD. Thank you, Senator Merkley.
Senator Thune, would you like to take questioning time now or
would you want to withhold for a moment and we can come back
to you?
Senator THUNEIt is up to you. If I can ask a couple quick questions, it will not take long, if you want.
Chairman CONRAD. Okay. Then we are going to go to a second
round, so if you are prepared, go ahead.
Senator THUNE. Thank you, Mr. Chairman, and thanks for holding the hearing. I think this is a really important subject. This ongoing crisis in the eurozone is something that is critically important to our country both in terms of the impact on our economy but
also helping us to recognize the fiscal challenges that we face in
the long term as well.
I would like to get your perspective, if I might, on the panel to
something that has been reported, and that is that many of the
U.S. banks and money market funds have significantly cut their
exposure to eurozone bank debt in recent months, which I believe
is a positive sign given the ongoing crisis that we see in the
eurozone, but there is significant exposure that remains. And I am
curious to know what your estimate is of the current total U.S. exposure to the European banking system and what level of reduction
do you believe is necessary in order to protect financial institutions
in this country.
Mr. JOHNSON. That is a great question, Senator, and I think the
honest answer is I do not know, and I do not know anybody else
who knows. I spent time with officials at the FDIC, the New York
Fed, and other bodies recently. I am not convinced that they know.
You are right that the mutual funds have cut back their exposure, and that, of course, is part of the reason why the European
banks have wanted to draw on the Federal Reserve indirectly
through credit provided to the ECB in order to get dollar funding.
So that part I think we should worry about a little bit less.
I would focus on the derivative transactions, on the counterparty
risk, on U.S. bank exposure, for example, to the interest rate swap
market in euros—it is a huge market—direct exposure and indirect
exposure. And I would urge you strongly, in public, or in private
if you prefer, to bring the relevant regulators before you and discuss this as a matter of top priority for the budget, because this
is a huge fiscal risk that you are facing.
So I cannot give you a number, and that is not because I do not
follow this closely. I follow it very closely. Those numbers are not
public. If the regulators have them, they should be sharing them
with you on some basis. And if they do not have them, if they do
not know how to calculate that, you should be asking, I would suggest, very, very hard questions to them: Why not? What would it
take to figure this out? And perhaps you can also ask the big banks
to come in and testify about this as well. What is their exposure?
How do they think about their exposure? How do they model it? We
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still give them enormous authority to handle their own risk management. I am very skeptical that they have a handle on this at
all.
Senator THUNE. Does anybody else want to comment on that? Is
there anybody who knows—I suspect you are right, that that
maybe cannot be quantified without bringing them in. I would hope
that they would have some idea about that, but does anybody else
care to comment on that?
Mr. LERRICK. Well, first, Senator, those numbers are not public,
certainly. As Dr. Johnson said, it is unlikely even our regulators
know for sure. I would say two things, though.
One, the U.S. financial system exposure to European sovereign
debt is not very great. The exposure—or the mutual funds. They
have cut back. The exposure is through the banking systems, either
their credit lines, their swap lines. One thing that the Europeans
have announced publicly is that each national government will
stand behind its large banks no matter what; and, secondly, if a
national government is not capable, that guarantee will move to
the eurozone itself. They have actually made that statement a few
months ago.
The issue that Mr. Johnson raised about derivatives is an important one and comes back to a question that Senator Merkley raised.
One issue about CDS which is everyone is very disturbed about—
and the Europeans, because I think they do not understand how
markets work, are trying to ban naked CDS—is that, first of all,
it is very good that CDS should be in centralized depositories so
we know where they are. It is very good that people should have
to account for them correctly. Three important aspects.
First, CDS, unlike bonds—which is one of the big problems for
eurozone banks—are marked to market every day, so that you
could have—for instance, up until very recently, you had banks in
Europe carrying their Greek bonds at 100 cents on the dollar even
though in the market they were quoted at 40. However, the CDS
had to be marked to the 40. So every day that is reflected in real
time.
Secondly, 90 percent of CDS contracts are collateralized by other
securities or cash for the counterparty risk.
And, third, what is important in CDS, the way the CDS market
works is you have the gross amount of CDS and then you have the
net amount. And the way the net amounts are calculated is institution by institution. So if an institution has sold $100 million of
CDS but has bought back $80 million of CDS, the net number is
only 20, their exposure. And the way the CDS market works, in addition to the collateral, is there is bilateral netting so that if a
CDS—if one of the issuers, meaning Greece or Italy, defaults, what
happens is the institutions go to each other one by one, and they
net it against each other. That eliminates to a large extent the danger of cascading through the system. There is not, however—what
would be very good—multilateral netting, which would mean that
you would be able to net out the entire system across many institutions, and then the next exposure would be your only concern. But
the bilateral netting does reduce the risk substantially.
Mr. JOHNSON. Senator, could I interject two things?
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First of all, I agree with Mr. Lerrick, the Europeans have promised to take over some of these national commitments to the banks.
But I think we would agree that the Greek banks are about to default. In other words, they will not be guaranteed in full. That is
the information that I have seen. The eurozone is not going to back
the Greek banks. Therefore, why do you think they would necessarily back Portuguese, Irish, or Italian banks as the circumstances evolve?
The second point is on the netting, which I think is hugely important. Remember that—I do not want to get too much into the
weeds, but if you and I both have contracts and I fail and you do
not, you get to accelerate typically across CDS contracts and other
derivative contracts, so I have to pay you immediately. But I do not
get to accelerate my contract on you because you have not failed.
And that is why—and, again, you can bring in the people from the
FDIC who are very good on systemic resolution. They stress gross
exposure through derivatives because at the moment of systemic
weakness, the gross can actually cascade through. You should have
the system that Mr. Lerrick emphasized. There are ways ex ante
agreed to net it out properly. That is not in place within Europe.
It is not in place across borders. It is not, according to my FDIC
colleagues in the public hearing we had last week, in place fully
for the United States, and that is a major weakness in the financial
system that, again, will spill over and have fiscal risks for you.
Senator THUNE. If I could ask one quickly—and I know I am out
of time, but, you know—
Chairman CONRAD. Go ahead, Senator. We have been very—
Senator THUNE. We have seen countries like Spain, Italy, and
Portugal that have enacted significant fiscal consolidation packages
to balance their budgets and have enjoyed, in some of the sovereign
bond auctions recently some pretty significant demands relative to
what people would have expected, suggesting that these austerity
steps and measures were the right approach. And their debt-toGDP ratios are over 100 percent in some cases; Greece is 143. We
are at over 100 percent. And we have had ample warning about
where we are and what we need to do. What level of debt reduction
do you think is necessary over a 10-year period to get our country
back on a more sustainable path?
Mr. BERGSTEN. Well, lots of people have tried to analyze that. We
have published a lot of work at our institute, including by Carmen
Reinhart, who is one of the great experts on this. The conclusions
depend a lot on the method of analysis, but the bottom lines are
that if your national debt-to-GDP ratio exceeds 60 percent, you are
at risk. If it exceeds 90 percent, you are almost certainly going to
take a significant hit to your long-term growth. Her database,
which goes back a long way, shows that countries whose debt-toGDP ratios get beyond 90 percent—
Chairman CONRAD. Gross debt.
Mr. BERGSTEN. Gross debt beyond 90 percent leads to growth
rates 1 to 1.5 percentage points per year lower. And if your baseline is 2.5 to 3 like ours, that means you are cutting it in half and
getting to a level that is almost what we have tended to call a
growth recession, certainly not one that keeps the unemployment
rate from rising.
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So somewhere in that range—you cannot be too precise, but
somewhere in that range, 60 to, say, 100, you clearly do not want
to be beyond that. We are already beyond it. All the trajectories
take us just off the charts beyond that, and that is why your basic
point is so right.
Mr. JOHNSON. Senator, I have actually written a book that is
coming out in April that partly addresses this question. I would
suggest you aim for 50 percent debt-to-GDP by 2030. That is a
total—
Chairman CONRAD. Gross debt or publicly held?
Mr. JOHNSON. Held by the private sector, so excluding the trust
funds, which is—
Chairman CONRAD. So that would translate into 80 percent gross
debt.
Mr. JOHNSON. That is right, and there is a little problem with
the way that you compare these numbers across countries. Again,
we can go to the technical details afterwards. In some countries,
such as Japan, you should look at the gross number. In the United
States, we should look at the net debt held by the private sector,
which is what the CBO emphasizes. And I think that is a fiscal
goal that is entirely achievable, and that is the right time frame,
and that would not cause massive problems for the economy and
I think is consistent with sustaining growth, 50 percent of GDP.
But on the Spain, Italy, and Portugal point you made, I would
suggest that the slightly lower yields of late have not been particularly because they have done fiscal adjustment. Actually, they have
done very little. Senator Johnson before you came in, I think,
coined a great phrase for what is actually happening: monetary innovations or solutions to deal with fiscal mismanagement. It is the
ECB providing cheap credit to the banks and the banks then buying up the debt with a lot of arm twisting because the Government
is running or pushing the banks very hard, the quid pro quo. It is
not a solution. It is, the cliche is, kicking the can down the road.
That is what they are doing with monetary policy. As if you let
monetary policy become subservient to fiscal policy and fiscal mismanagement, it will end in high inflation and many other problems
that we have experienced in all these countries before. So I do not
think Spain, Italy, and Portugal are on a more stable path.
Mr. LERRICK. Senator, I think Mr. Johnson raised a very simple
point. The reason yields are down in the peripheral countries is
being the ECB has given unlimited 3-year funding at a highly subsidized interest rate. That is why you are seeing the interest rates
on the short-term bills and bonds come down much more than long
term because they can buy out to 3 years, have no mismatch, and
do fine.
I would raise two other points to the question you raised, Senator. The level of debt depends on two other factors; that is, first
the question is: What is sustainable? That depends on what the
savings rate of the economy is. It makes a very—Japan and Italy
are very different than the United States. They can support much
higher debt levels because their private sector saves a much higher
level of their income. That does not mean it is good. It just means
it is sustainable. You will have lower growth. It will be very bad.
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You are diverting resources from the private sector to the inefficient public sector. But it is sustainable.
The second issue is what percentage of the debt is held by foreigners. In this country, a large percentage of the debt is held by
foreigners. That means that every day an increasing share of every
American’s life is spent working to pay the Chinese, is effectively
working for the Chinese. That is what we are doing. And as our
debt increases, as the interest expense goes up, that money is just
shifted out of the economy. If that debt was held by other Americans, you would just be transferring money from one group of
Americans to another group of Americans, but it would stay in the
U.S. economy. But when it is owned by foreigners, you are basically
taking all that economic output and just sending it abroad. And
that makes it even more unsustainable—that makes it
unsustainable, and it means that our standard of living is going to
fall unless we correct that.
Mr. BERGSTEN. I just want to add one caveat on the Italy-Spain
point. My colleagues have both tended to denigrate—or implied
they were denigrating the European Central Bank’s money creation
to in part push down the yield on those bonds. I think that is a
good thing. I think that is avoiding the apocalyptic outcome we
talked about before. It is also buying time for those countries to put
adjustment programs into place. They cannot be just austerity programs. They have to be economic reforms, structural change to get
reasonable economic growth going again. But they cannot do it
overnight in the best of worlds, and so the fact that the European
Central Bank is in this way acting as a lender of last resort I think
is a good thing to be applauded, and it is actually part of the scenario I spelled out in my opening statement why I think that the
apocalypse will not happen because, among other things, the European Central Bank will play that role.
Senator THUNE. Thank you.
Thank you, Mr. Chairman.
Chairman CONRAD. Let us go to a second round now and ask the
witnesses to continue. We appreciate that. It has been incredibly
valuable. I hope other members’ staffs are here listening because
there is a lot of educating going on here today that is important
to us.
I would like to go back to what Sweden did, if you could remind
us of the steps that they took that have proved so effective. Dr.
Johnson?
Mr. JOHNSON. Yes, Senator. Of course, this is the route not taken
by the Obama administration. Remember, it was considered in January and February, perhaps into March of 2009. The Swedes took
over the banks. People use the word ‘‘national.’’ That is a Swedish
word that we do not like to use here. I would say they resolved
them. They did an FDIC-type takeover, and they liquidated the
banks, make them bankrupt in a government-managed process.
They took what we would call the ‘‘toxic assets’’—the bad loans—
out of the balance sheets of those banks. They created asset management companies, just like we had the Resolution Trust Corporation after the S&Ls in the 1980s. The job there is recover some
value over 3 to 5 years, sell the assets, get rid of them.
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They launched three cleaned-up banks, new balance sheets, new
management, new owners. Of course, the old owners were wiped
out as part of the deal, and they privatized them. They sold them
back to the private sector. The government never wanted to run
the credit system.
So the word ‘‘nationalization’’ I think was misunderstood and
misused somewhat in our debate. It was an FDIC-type resolution
process that went pretty well. You end up with banks that are not
encumbered by bad loans or by litigation around those loans. That
all gets stuffed into the asset management company, which does its
best to recover value for you.
But the main point in terms of what Fred Bergsten was emphasizing earlier is that they came out of this with a totally different
approach to the financial system, a much tougher regulatory approach, not 1,500 pages—you are probably right on that, Senator
Johnson, but a much more skeptical view of the bankers. They got
rid of the previous powerful interests that had controlled those
banks, that had captured the hearts and minds of regulators, had
been allowed to take on egregious risk, totally shifted the balance
of power relative to the bank system.
Swedish banking became boring, super-boring, which is Mr.
Lerrick’s advice here. I think it is extremely good advice. If you are
a young, aggressive Swedish person and you want to go into the
risk-taking financial sector, you go to London or New York. You do
not do it in Stockholm.
Chairman CONRAD. Let me go to another set of questions. If, God
forbid, we would have another financial crisis, would our Federal
Reserve have the ability along with the U.S. Treasury to take over
AIG the way they did in our crisis?
Mr. JOHNSON. Well, my understanding of the precise legal situation and where the FDIC and other regulators are in terms of developing their relevant authorities is that you cannot bail out individual companies in the way that AIG was bailed out. You cannot
put taxpayer money at risk in the same way that was done for
AIG. However, there is a broad authority to deal with any systemically important financial institution, including, I presume, institutions that you did not think were systemically important until 4
o’clock on a Friday afternoon you realize they are about to fail and
you need to do something by Monday.
So there are greater powers now to take over and liquidate such
institutions—not run them, not run a conservatorship. I think this
is an important misunderstanding sometimes. You can liquidate
that institution. You can liquidate it in an orderly manner, and you
can buffer the rest of the financial system against the consequences
of that liquidation.
Now, whether those mechanisms are sufficiently detailed, sufficiently credible, I have my doubts, and on the Systemic Resolution
Advisory Committee I might stand out as one of the skeptics about
what the FDIC had put on the table so far. But they are moving
in the right direction. The ability to credibly threaten to bankrupt
such a company without necessarily using the bankruptcy code because that is part of what can lead to the cataclysmic post Lehmantype consequences, that is a very sensible goal. If the markets believed really that Bank of America, Citigroup, Goldman Sachs, and

137
other mega banks could fail like MF Global failed, then those mega
banks would not be able to borrow so cheaply. They would not be
able to take on these big risks. They would not be able to build
these massive, dangerous exposures across borders.
We are not there yet. We are moving in that direction. I think
we need to expedite it. I think we need to have much more capital
in the system. We should not be bound by this sort of lowest-common-denominator approach of Basel and the way they negotiate
capital standards. That is absolutely a blind alley.
Chairman CONRAD. So just to be clear, if we had—and I will
never forget as long as I live being called to a meeting in the Leader’s office. There were the leaders of the House and the Senate, Republican and Democrat, the Chairman of the Federal Reserve, the
Secretary of the Treasury. They informed us they were taking over
AIG the next morning. They told us they believed if they did not
that there would be a global financial collapse in days. That is
pretty sobering. But if we had a repeat scenario, the Federal Reserve and the Secretary of Treasury would not have the ability to
do what they did with AIG. They have a new authority which allows them to liquidate a systemically risky enterprise.
Second question: If, God forbid, we had a second crisis, would the
Federal Reserve operating with the Treasury have the ability to
guarantee money market funds, as they did in 2008?
Mr. JOHNSON. The Federal—
Chairman CONRAD. Stop a run?
Mr. JOHNSON. That is a good question on the money market
funds. I believe—I think your description of—the first part of your
description around liquidating—what the options are for AIG and
the liquidation of systemically risky enterprises or failing enterprises is—I believe that is absolutely correct.
On the guarantee of money markets, the use of the Federal Reserve energy powers, the so-called 13(3) under the Federal Reserve
Act, are now much more constrained. And the view that I get from
talking to officials—they can speak for themselves, obviously, but
this is my impression—is that they would feel much more constrained on the use of those powers relative to the fall of 2008, but
they do say, both former officials and current officials in private
will say that, when needed, we will come in and save the day,
which I think would include guaranteeing money markets.
Chairman CONRAD. Let me just say to you, the Chairman of the
Federal Reserve told me yesterday—the Chairman of the Federal
Reserve—that he does not believe they would be able to guarantee
money market funds as they did in the 2008 crisis. He does not believe.
Mr. JOHNSON. I am sure that is what he believes. Of course,
there is the problem or the issue that we have a very powerful and
resourceful country with extremely smart people running the executive branch, which is what you want. If there is a deep enough
crisis, there are many innovations that they would be able to come
up with, and the key to any credible ability to manage failure in
our system is we have to be able to have individual banks or maybe
a small group of banks fail, be liquidated, without that massively
damaging the rest of the system and bringing down the real economy and massively worsening our budget.
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If you can credibly threaten that to yourself, to everyone, to the
markets, then you are in relatively good shape because the markets
will understand and they will price risk in a more appropriate
manner.
If you get into a situation where they think there is going to be
a bailout and you are playing chicken with them, well, I would submit to you that the very smart people who will then be running the
Fed and the Treasury and the White House will propose to you,
Congress, that they find some emergency powers to provide unanticipated forms of bailout in order to prevent a global collapse. And
if they give you the choice of a 20-or 30-percent decline in GDP or
some innovative interpretation of their legal powers, I am not sure
which way you will go, but I suspect you do not want the 30-percent collapse in GDP.
So all of this should be moving much faster towards making failure possible. Capitalism without failure is not capitalism. It is a
form of socialism—it is a really bad form of socialism, to be frank,
and that is what we have with regard to the mega banks and certain other humongous financial institutions in our economy.
Chairman CONRAD. Dr. Lerrick.
Mr. LERRICK. Senator Conrad, no matter what the regulations
say, no matter what law Congress has written, no matter what Executive order has been published, when they call the Secretary of
Treasury and the head of the Federal Reserve and the President
and the leaders of the Congress into a room and say, ‘‘If you do not
do this, it is going to be the end of the world,’’ you will do it. The
rule of law—one thing I have learned looking at financial crises
over the last 15 years in person is that when push comes to shove
and the danger is great enough, every government will forgo the
rule of law and change the law and change the rules right then and
there. It is a sad fact. We all like to think we live by the rule of
law. And the only difference between a banana republic and a stable democracy is how big the danger has to be before the government rewrites the rule of law.
Mr. BERGSTEN. Let me—
Chairman CONRAD. Well, I think—
Mr. BERGSTEN. I just want to add one sentence.
Chairman CONRAD. Dr. Bergsten.
Mr. BERGSTEN. I am not sure you would even have to ignore the
law because there are laws that sometimes are not even mentioned
in this context that could be invoked. The International Economic
Emergency Powers Act, which applies in principle to U.S. international financial and economic involvement but is often invoked
for much broader purposes and would be directly relevant if there
was a currency dimension to the crisis, any international dimension, that law can be invoked, in fact, to do almost anything. And
so it was the successor of the old Trading with the Enemy Act,
which was changed in the 1970s. I happened to be involved. But
it does give authority to an executive branch to do almost anything
under the guise of dealing with an international economic emergency, which the situation you hypothesized would certainly be.
So whether one has to violate the law or come up with creative
interpretations of existing law, I think Adam is right.
Chairman CONRAD. I hope Adam is right.
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Mr. LERRICK. Well, Senator, we have an example in this country.
When you had the Chrysler bankruptcy, the Government rewrote
the bankruptcy code in terms of priority of creditors, putting unsecured creditors ahead of secured creditors.
Chairman CONRAD. Let me say that before we ever get there, my
hope is that we take steps necessary to prevent ever getting in that
spot again, which is really in large part what this hearing is about.
Let me go back to each of you. If you had the power to take a
series of steps to protect the United States, given the risks that are
known and those that are unknown, what
would be the advice that you would give to this Committee on
what we should do to protect the United States?
Mr. BERGSTEN. I think it is conceptually simple and actually doable politically. You should prepare for enactment right after the
elections later this year, in 2013, a budget plan which simultaneously provided some support to economic growth in the short run
by continuing, for example, the payroll tax cuts for another year or
so, but—and that is the huge ‘‘but’’—put into place concrete, tangible measures that would reduce the budget deficit to achieve the
50 or 60 percent debt-to-GDP ratio over the next 5 to 7 years. And
I do not mean procedures like you did last summer where you commissioned certain deficit reduction that is supposed to going on
now, set up a super committee, and put in place sequestration.
What that did was put in place procedures, not budget correction.
So I think you need to actually vote two or three major measures
that would phase in over a 5- to 10-year period and concretely reduce the budget deficit to the targeted limit over that time.
For example, Social Security reform, where you would change the
indexation formula, increase the retirement age, maybe one or two
other elements to that, which would, by definition, phase in over
a number of years, which is what you want, but would take 1 to
1.5 percent of budget deficit—of GDP off the budget deficit over
that time, which is what the markets want to hear. That is one.
Secondly, if you could agree on some revenue increases, which I
think will be necessary as part of the package, then you come up
with the kind of tax change that is necessary to do that and phase
it in over 10 years so it has a gradual impact on the economy, can
be accommodated by the private sector, not disrupt either growth
or their business transactions because it is phased in, but get to
an endpoint which has a significant impact in reducing the budget
deficit. If you could find similar measures on the health care side,
obviously it would be desirable to do that, the point being, however,
to actually vote substantive, tangible, concrete measures, put them
in law, that sets you on a path to phase in the budget correction
over the desired time period. That, it seems to me, squares the
short term with the longer term, and I think only that will avoid
the risk to our country that continuing to kick our can down the
road otherwise generates.
Chairman CONRAD. Dr. Johnson.
Mr. JOHNSON. I agree that making progress on the budget would
be huge, particularly in this context. The extent of fiscal adjustment that you would need to hit if you are roughly going to a 50percent debt-to-GDP target by 2030 is about a six percentage point
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fiscal adjustment. It is pretty large by historical standards, large
relative to what the U.S. has managed to do before.
The one step that—and I think there are many ideas on the
table, and I do not see a lot of political traction for any of them
at the moment, which is a good reason to be concerned. The one
thing that you may do, depending on how circumstances evolve, is
you might not extend the so-called Bush era tax cuts—perhaps we
should start calling it ‘‘the Bush-Obama tax cuts’’—because that
obviously requires agreement between both House of Congress and
the President in order to extend them. I understand you do not
want to go there at this point, but if you were to do that, that
would be huge. If you look at that relative to the fiscal adjustment
the United States needs to make, this would take the issue off the
table. It is about half—depending on if you really do not extend
any of them, slightly more than half the fiscal adjustment you
would need to make.
It is not the whole story. Fred is right. There are other things
that would need to be considered. I would go after many of the tax
expenditures and phase them out over a decade, totally responsible.
But the question is: Can you communicate politically, can you communicate to the markets that I think we all agree will be looking
increasingly skeptically at the United States in the future that we
can do some fiscal adjustment? We did it in the 1990s in the
United States. We did it in the past, but the somewhat distant
past. The markets are going to question us, and I agree also with
what both my colleagues have said, that when the markets wake
up and start pushing us around, that comes very quickly. We do
not get a letter saying in 90 days the markets will turn against
you. Absolutely not. They turn against you very, very quickly, and
we should get ahead of that. Otherwise, we will be forced into precipitous and self-defeating austerity, which is where the Europeans
are.
Chairman CONRAD. Let me just say, the CBO told us yesterday
that if we were to let all the Bush era tax cuts lapse and if we were
to allow sequestration to proceed, as is currently in the law, economic growth in this country would drop dramatically, that we
would go from, 2.2-, 2.5-percent growth this year to just over 1-percent growth next year. So that kind of precipitous change to me
does not make sense.
What does make sense is to have—Fred, I like what you described, Dr. Bergsten, which is something in the short term that
gives additional lift. By the way, I personally believe we should
look at infrastructure. I know economists have resistance to that
because of the time necessary. I tell you, if you told the States of
this country there was going to be priority funding available for
projects that have national importance in the transportation infrastructure of the United States and you gave them a certain amount
of time to obligate those funds, it would happen, but only—only—
if simultaneously you put in place a policy that made the adjustments to entitlement and, yes, revenue that to me—I like the goal
of balancing in 10 years, because that would take us a long way
in the direction to getting to a debt-to-GDP that is sustainable.
Dr. Lerrick, your recommendation to us?
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Mr. LERRICK. First of all, Senator, I think that the U.S. Government is lulled into a false sense of security by how low interest
rates are on our debt.
Chairman CONRAD. Right now.
Mr. LERRICK. Right now. It is driven by basically three factors:
one, the mess in Europe, so there is no other place for international
investors to place their funds; two, the fact that the dollar is a reserve currency so foreigners are forced to buy huge amounts of our
treasurys; and, finally, that the Federal Reserve is buying so many
of them themselves. You have very few private investors in the
United States buying U.S. treasurys.
I think, going back, what is lacking in this country from a Government policy standpoint is a simple program that answers five
questions. Those questions are: What are you trying to do? How are
you going to do it? Why is it going to work? How much is it going
to cost? And where are you going to get the money?
Congress has not answered that question. The administration
has not answered that question. The markets are waiting for an
answer to that question. The great innovation in economic science
over the last practically 50 years has been the role of expectations
in how people in the economy and financial markets work. If the
U.S. Government were able to announce a program that answered
those five questions, the markets would immediately—and it was
credible—the markets would immediately take that expectation of
future stability and give us stability today. And until we answer
those questions, any stability will be short-lived and could vanish
at any moment, as Mr. Johnson said.
Chairman CONRAD. Thank you.
Senator Johnson is recognized for the equivalent of the amount
of time as I just consumed.
Senator JOHNSON. I will be quick because your line of questioning covered an awful lot of what I wanted to talk about.
We are obviously talking about structural reform here, and we
have talked about Carmen Reinhart and the book they wrote, ‘‘This
Time Is Different.’’ The question, as I was reading that book, that
popped into my brain, past history, nation states that haveten to
high levels of debt by and large got themselves out by inflating
their currency and devaluing the debt. Our debt, though, is structural in terms of entitlements, our liabilities that are tied to inflation. I just kind of want to—from my standpoint, we cannot really
inflate our way out of this debt. That is the question I am asking.
I would just kind of like your comments on are we in a bigger pickle than past nations that could inflate their way out of the debt.
Dr. Johnson, you are shaking your head, so I will go to you first.
Mr. JOHNSON. No, I think it is—I was nodding my head, actually,
but we are certainly in a big pickle. There is no question about
that. And I like your point that you cannot inflate your way out
of some of the liabilities. You can try to inflate your way out of
some of the debt obligations, but also remember our debt maturity
is pretty short. The average period is about 4 years. The U.K. is
about 14 years. The U.K. has much more incentive to inflate in the
classic Reinhart way than we do.
Ultimately we need to look at the liabilities and the revenues
that we are willing to raise to back those, and clearly there is an
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imbalance. We have a huge advantage potentially relative to other
countries, countries in the Reinhart and Rogoff book, which is we
are the reserve currency, we are able to borrow internationally, we
have a credit line unsurpassed by anything any country has ever
had, and we earned that credit line.
However, we are in the process of wasting that credit line. We
are not investing in productive assets. We are not upgrading our
education system. We are not boosting growth in other ways you
might prefer to boost it. We are just spending that, borrowing to
finance consumption in excess of our income. And that will absolutely end badly.
So the pickle we are in could well end up being a very large one
and may be bigger than what other countries have had. We have
an opportunity to fix it, an opportunity that the Europeans do not
have right now. The Europeans are in a different place from us, in
a much, much tougher place, and we should take that as a cautionary tale and use that to fix our own budget today. So I think
we are all on the same page with regard to your general point, Senator.
Senator JOHNSON. You touched on my next point I wanted to
ask, which is about the reserve currency. I know some countries
are talking about maybe a basket of currencies. How long do we
have? I realize you really cannot answer that, but, I mean, is there
really a concerted effort to move away from the U.S. dollar?
Mr. BERGSTEN. I wrote a book on that a long time ago, so I try
to keep close to it. It is critical to remember that the reserve currency role is a two-edged sword. It buys us more time, as colleagues have said, but that also means we tend not to have the
pressure that we need to adjust. So even in sort of fundamental
terms is it a good thing in the national interest, it is ambiguous.
But once the worm does turn, if it inevitably does as we all
think, then the reserve currency role can be a huge Sword of Damocles. There are about $25 trillion of foreign-held dollars floating
around the world economy. That is the sum of the accumulation
over the years that let us run the deficits that we are talking
about. But we used to call that a dollar overhang, which implies,
correctly, that it could come cascading down.
And so if the worm turned and the markets began to look
askance at what we are doing, then the great reserve currency role
of the dollar provides additional huge ammunition to intensify the
pressure on us as people around the world sell those dollars that
they have accumulated over the past decades.
Now, whether that happens depends on two things: A, is there
an alternative to the dollar? In underlying structure terms, the
euro certainly is one. It is a bigger economy. It has got deep financial markets. It meets all the criteria. Right now it is not an attractive alternative, but if they do get their act together, get their
house in order, 2 or 3 years out they certainly could be.
And comes China, which is going to be the biggest economy, is
going to have by far the world’s largest trade and foreign investment flows. Once they decide to move off capital controls and make
their currency convertible, that is another alternative.
So we are headed toward at least a three-part global monetary
system. Call it a multiple currency system, dollar and euro and
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RMB, over different time periods. But if we are thinking even 5
years, certainly the euro is in the picture. If we think 10, the RMB
probably is in it, too.
And so the non-alternative that Adam rightly pointed to now
does become very different. So even in an annual flow sense, people
are not going to be compelled to put their money in dollars. And
to the extent the reserve currency role is an asset, as it certainly
is in the short run, that, too, will be fading. And then, as I say,
if the worm turns, it could become a huge liability.
So I would never really very much on that one to deal with the
sustainability of our situation over any reasonable period of time.
Mr. LERRICK. Senator, I spent 5 years in Argentina on their debt
restructuring. Every Argentine school child knows—because the
ones that do not know this have been killed off by Darwinian survival. Every Argentine school child knows there are only three solutions to an overly indebted economy: you write down the debt,
you raise the surplus to pay the debt, or you inflate the debt away.
There are no other solutions. We have learned that after 200 years.
The question of the reserve currency, you asked the question of
should there be a basket as an alternative.
Senator JOHNSON. No, I am saying they are talking about it.
Mr. LERRICK. Talking about it. Every person in the world can
create their own reserve basket. If you think that you like a basket
of reserves that is 20 percent yen and 40 percent euros and, 30 percent dollars, and throw in the Brazilian real, you can create that
yourself. Central banks do that all the time. The idea of creating
an ‘‘official’’ reserve currency basket, such as the SDR, the special
drawing right, at the IMF was supposed to be, that is a very inefficient outcome because that is saying we have decided what the optimal basket is, we have set the weights, the percentage of each
currency. Well, I may like those weights. Fred may think, ‘‘I do not
like those weights. I want a different basket.’’ And Simon may say,
‘‘I want a third basket.’’ The markets can create their own basket.
There is no purpose in creating a basket currency today.
Finally, as Fred pointed out, the reserve currency can change
very quickly. What has held us up and what has taken the pressure off the U.S. Government to actually make the decisions it
should have made years ago is because there has been no viable
alternative. The euro was viable alternative. It now is not for the
moment, but as Fred said, if over the next 3 years, as I believe,
they do actually put in place a stable system, then it will be, and
you will see massive flows. The only thing that will surprise you
more than the size of the flows as they move out of the dollars into
the euro will be the speed with which it will take place.
Senator JOHNSON. I would just beg your indulgence for one more
question.
Chairman CONRAD. Absolutely.
Senator JOHNSON. This is about taxes and the effect on growth.
During my lifetime the highest marginal tax rate has been 90 percent, 70 percent, 50, 28, 31, 35, 39.6, 35. For the last 50 years,
prior to 2008, the average amount of revenue generated or extracted from the economy has been 18.1 percent, and the variation
has been really pretty tight around that mean. If it goes up too
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much, you end up with a recession. I am not sure what the cause
is, but just looking at the data, very tight around that 18.1 percent.
I am not sure what causes that. You know, I realize tax policy
drives it, and when you have high marginal rates, you have all
kinds of deductions. But I have a suspicion as well that just like
with capital gains taxes, when you raise them higher, people expose less of their income to that capital gains tax.
So I am highly concerned if we raise taxes we are going to harm
economic growth, and I really do sincerely believe that the number
one component of a solution is economic growth.
So if you could just sort of speak to the effect of marginal tax
rates, the ability of the United States Government really to extract
much more than that 50-year average over any kind of long period
of time and really speak to increasing tax rates basically to try to
drive more revenue. I know that is kind of a big subject, but in 30
seconds or less.
[Laughter.]
Mr. JOHNSON. That is a huge and terrific subject, Senator, and,
again, I take this on in this new book that is coming. I think you
and I may disagree on how to read the evidence and on the ability
at the Federal level to raise revenue.
I take your point, though, you are absolutely right that there has
been a stability around Federal revenues for a long time prior to
the crisis, and we should reflect on that. Of course, there is not stability to our future medical costs, and that is the big collision if you
look over a 20-or 30-year time profile. If you are really going to cap
Federal revenue at 18 or 19 percent, that has major consequences
for what you are able to pay in terms of the health care costs of
elderly Americans. And I think we should have that conversation.
I would go on the side of covering more of those health care costs,
personally. We should also control the costs, obviously, but those
are tough to control, and demographic changes and technological
changes mean those costs are going to increase. And the CBO, by
the way, relative to the Europeans, the European Commission,
CBO is very honest about what those future costs are going to be.
The Europeans not so much. So at least that is on the table.
But I would go a little bit more towards allowing revenue to increase, and I think there are ways to do that over the medium
term. I take Senator Conrad’s points about the dangers of precipitous austerity. But I think over the medium term we can do that
without damaging growth. We can actually do that in a way that
is pro-growth and also quite reasonable. But I do not expect that
you and I will agree on that in the end, Senator. I think that is
fine. I think now is a good year to have that discussion and to get
these issues out in the open and to show people what is the
menu—in our book we lay out a menu of options. We give you a
house recommendation from the menu, but you can also pick whatever you want off the menu, as long as you get on to what I think
all of us today have agreed on is a path to fiscal sustainability and
a debt-to-GDP level that is under control.
Senator JOHNSON. Does everyone agree with me?
Mr. BERGSTEN. Well, just partly. Two one-sentence responses.
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One, I think it is more important to get the overall budget into
sustainability balance than it is to avoid an increase in Government revenues as a share of the economy.
Point two, I think we can get a contribution to that outcome with
higher Government revenues without raising marginal tax rates,
which you stressed, getting rid of a lot of tax expenditures, and
finding a lot of base broadening to go along with maintaining or
even possibly cutting, like in the corporate case, some of the tax
rates.
So I think there is a perfectly doable package here that addresses
at least what seemed to be your main concern, marginal rates, at
the same time increasing revenues as part of an overall budget
package, which to me is the most important priority.
Mr. LERRICK. Senator, I think your concern about tax rates is
very well focused. I think two things.
One, we are going to have to pay for what we have wasted over
the last 30 years. Your chart showed our debt has gone up, our
deficits have gone up. Someone has to pay for that, right? It was
a mistake. We all agree we should not have done it, but we have
to now pay for it. That is going to require a rise in tax revenue—
not in tax rates. Fred is absolutely right. And the fact of the matter
is if you raise marginal tax rates, especially on high-income people,
you are not going to generate the revenue—first, there is a question of how much more revenue you will generate, and you will certainly not generate anywhere near the amount of revenue you need
to close the gaps significantly. So you have to think of how do you
broaden the tax base and how do you broaden the tax base without
affecting economic growth or with minimal impact on economic
growth, and that is the key issue.
Raising marginal tax rates can be politically attractive. It can be
politically popular. In this country 50 percent of U.S. voters do not
pay any Federal income taxes; 60 percent receive more from the
Government than they pay in income taxes. So raising taxes on the
remaining 20—the highest 20 or 30 percent can be politically expeditious. But I think you have to broaden—any meaningful reduction in the deficit is going to require a broadening of the tax base.
Raising tax rates will not help it.
Mr. JOHNSON. But even though people do not pay what is called
‘‘Federal income tax,’’ they pay payroll taxes, and it is a historical
accident, actually, that we make this distinction between payroll
taxes and income taxes. Most other countries do not make that distinction. You are funding Social Security, you are funding Medicare
out of the payroll taxes. That is an important Federal tax obligation that most voters actually do pay.
Mr. LERRICK. I would raise one quick point on that. I view Medicare and payroll taxes, those are pension funds and health care
costs. Those are not taxes to pay for general government expenditures.
Senator JOHNSON. I agree.
Chairman CONRAD. Let me just make this point, because this is
where we have a disagreement. When I look back at the 5 years
we have balanced the budget in the last 30 years, tax revenue was
close to 20 percent of GDP—19.7 one year, 19.8, 20.6. So the years
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we have actually balanced the budget, tax revenue has not been
18.1. It has been close to 20 percent of GDP.
We have the additional problem of the demographics of the country changing, an aging population. So my personal belief is we have
to be in the high 19 percent of GDP range to get a package.
I agree entirely that the way to do that is not raising marginal
tax rates, and, if you look at somebody like Martin Feldstein, a
pretty credible conservative he says do not raise marginal tax
rates, broaden the base, reduce and in some cases eliminate tax expenditures—I do not want to put words in his mouth. He says you
ought to focus like a laser on tax expenditures because it is just
spending by a different name. And some of these tax expenditures,
now we are running over $1 trillion a year in tax expenditures. We
are spending more money through the Tax Code than we are
through all the appropriated accounts, and it gets almost no attention. I am on the Finance Committee, and I can tell you, we do not
pay—we pay much less attention to expenditures through the Tax
Code than we do through the appropriated accounts.
Now, I do not for a minute suggest that means we do not have
to cut the appropriated accounts, and we certainly have to have as
part of any serious package a focus on entitlements, because, 30
years ago the share of our budget going for mandatory spending
was the smallest share. The biggest share was the appropriated accounts. Now it has flipped. We are over 60 percent the mandatory
accounts—Social Security, Medicare. The discretionary accounts
are now the smaller share.
Senator JOHNSON. That is one my charts.
Chairman CONRAD. Yes. You know, it is strange the way we operate around here, because when we look at a solution, nobody
wants to kind of talk about the elephant in the room. Nobody
wants to talk about the entitlements. We want to focus on discretionary spending, which I would argue is much less the problem.
But, we all understand politics.
Senator Johnson.
Senator JOHNSON. I just want to add one caution in terms of percentage of GDP and revenue during boom times. That is when your
percentage of revenue is going to increase, and obviously in tough
economic times it goes down 15 percent. So it is not necessarily
that we balanced our budget because we increased taxes to that
level. It is because the economy was booming and allowed that
much revenue to be extracted from the economy. Again, it is all
subject to debate, but that would be my caution.
Chairman CONRAD. You know, here we are in a situation in
which our spending right now is over 24 percent of GDP. Our revenue is between 14 and 15 percent of GDP. So spending as a share
of the economy is at or near a 60-year high. Revenue is at or near
a 60-year low. No wonder we have record deficits. And, really, I do
not know which one of you mentioned—maybe it was you, Dr.
Lerrick. If you look at the 10-year outlook here, I think on a realistic basis we are looking at trillion dollar deficits as far as the eye
can see.
Mr. BERGSTEN. I said that.
Chairman CONRAD. You said that, Dr. Bergsten. Okay. I always
like to attribute to the right place.
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Thank you all. I know we committed to ending at noon. Somebody has got to make a plane. But we appreciate very, very much
the testimony. I think this has been an outstanding hearing.
Senator JOHNSON. Yes. Thank you very much.
Chairman CONRAD. Thank you.
[Whereupon, at 12:05 p.m., the Committee was adjourned.]
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OPENING STATEMENT OF CHAIRMAN CONRAD

Chairman CONRAD. The hearing will come to order.
I want to welcome everyone to the Budget Committee today. Today’s hearing will focus on CBO’s new Budget and Economic Outlook, which was released on Tuesday. Our witness is CBO’s Director Doug Elmendorf, I might say a very distinguished Director. And
I want to say how much I appreciate the work of the Congressional
Budget Office, how credible I find it to be, how transparent I find
it to be. And, look, sometimes they strenuously disagree with me.
I remember very well on health care, my major initiative CBO
critiqued very heavily. So that is the way it should be—not that my
proposal should have been critiqued as heavily as it was, but that
is the way it works. That is why they have credibility, and they
have credibility on both sides because they tell it the way they see
it. And that is really absolutely critical to the process. We have to
have some independent scorekeeper here.
Are they always right? No. This is the work of men and women,
and none of us are perfect. So, no, their work is not perfect. It
would be impossible to have any entity on matters of this complexity be completely right every time. But they are independent,
they are credible, they are serious people, and they are doing very
important work for all of us.
So, Director Elmendorf, welcome back to the Committee. I want
to thank you again for the outstanding work that you and your
team have been doing and with an extraordinarily heavy workload—really extraordinarily heavy. I believe you are leading CBO
in an incredibly challenging time and have absolutely risen to the
occasion.
(149)
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As I said, many times I disagree. I make my disagreements
known. Sometimes you react to that. Most of the time you do not,
and that is fine. And I think Senator Sessions would say the same
thing, that you guys play it straight.
I want to begin by highlighting what I believe are the key findings in CBO’s report. This first chart depicts the 10-year budget
outlook under CBO’s new alternative fiscal scenario. It shows the
deficit falling to $1.1 trillion in 2012, continuing to fall through
2015, and then rising through the latter half of the decade, reaching $1.5 trillion in 2022.
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We cannot permit that to happen. Please, colleagues, let us find
a way to get this country back on track. We can do better than this.
We are better than this, and we have an absolute obligation to try
to find a way to come together to get this country back on track.
It is important to note that most of the increased deficit over the
next 10 years under CBO’s alternative fiscal scenario can be attributed to tax policies, not spending policies. Specifically, we can see
that $6.4 trillion of the increased deficit under this scenario can be
attributed to the extension of the 2001 and 2003 tax cuts, alternative minimum tax relief, other tax extenders, and related debt
service.
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In comparison, only $1.5 trillion of the increased deficit under
this scenario can be attributed to spending policies, including extending the so-called doc fix—that is the reimbursement rate for
doctors who treat Medicare patients—reversing the sequester required by the Budget Control Act, and, again, related debt service,
that is, the interest savings that applies to those policies.
Under the alternative fiscal scenario, gross Federal debt is expected to reach 103 percent of gross domestic product this year and
then continue rising to 120 percent of GDP by 2022. Let me just
indicate Greece is about 140 percent of GDP on their debt, their
sovereign debt. Many economists regard anything above the 90-percent threshold as the danger zone, and as disturbing as those nearterm deficits and debt are, the long-term outlook is even more dire.
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In addition to our budget outlook, I look forward to Director
Elmendorf’s views on the state of the economy. I believe there are
some positive signs we are now seeing for the economy. For example, we have experienced 22 consecutive months of private sector
job growth. That is good. The unemployment rate has come down.
That is good. We have seen 10 consecutive quarters of real GDP
growth. That is good. Housing starts are up 25 percent since December of 2010. Consumer confidence is showing signs of improvement. U.S. auto manufacturers are returning to profitability and
reported very strong sales in January. And State revenues are
showing modest signs of improvement.

But we cannot become complacent. Please, let no one take my
reference to some positive indicators that we have solved these
problems. There are serious risks out there to fuller economic recovery. Unemployment remains far too high and threatens to undermine consumer confidence. Housing continues to pose a threat,
as we heard in yesterday’s hearing, with too many homes still in
foreclosure or underwater, with people owing more on the house
than the house is worth.
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The political deadlock in Washington could block key measures.
Federal, State, and local budget cuts could add to the near-term fiscal drag. And the European debt and fiscal crisis is creating uncertainty and threatening U.S. exports and threatening to pull us into
recession as Europe heads into recession. And I hope Director Elmendorf will comment on these positive signs and the risks to the
economy in his testimony.
I believe we need a policy that stresses both the fragility of the
near-term economy and the need for long-term debt reduction. Let
me say that again. My personal strong belief is we have to be able
to walk and chew gum at the same time. We need to take steps
now to give additional lift to the economy. What I am hearing from
business is the problem with their deploying the $2 trillion on their
balance sheets is a lack of demand. A lack of demand: thin order
books.
So the Federal Reserve Chairman made very clear in his
testimony before the Joint Economic Committee last fall—and let
me quote from it: ‘‘Our crucial objective is to achieve long-run fiscal
sustainability. The Federal budget is clearly not on a sustainable
path at present. A second important objective is to avoid fiscal actions that could impede the ongoing economic recovery.’’

158

So in the short term, we need more steps to strengthen the economy. In the medium and longer term, we need credible, serious action to address the debt threat.
The first two objectives are certainly not incompatible, although
to some people’s ears they sound incompatible. ‘‘Putting in place a
credible plan for reducing future deficits over the longer term does
not preclude attending to the implications of fiscal choices for the
recovery in the near term.’’
That, again, is a direct quote from the Chairman of the Federal
Reserve. I believe he has it right. We must find a way to come together on a comprehensive and balanced plan to put our long-term
fiscal house in order. That is critically important. At the same
time, we must be careful not to take steps that could create additional fiscal drag in the near term, pushing us toward recession.
That would make our deficit and debt situation worse, as our
friends in England are finding out, where they put austerity measures in place and their economic growth is slipping, and slipping
markedly, and making their deficit and debt situation worse. Let
us not repeat that mistake.
That is why I believe it is so important that we extend the payroll tax cut, emergency unemployment benefits through the rest of
this year, and perhaps even more important, that we engage in a
Rebuild America plan to strengthen the infrastructure, because we
not only have fiscal deficit, we have an infrastructure deficit in this
country, and anybody who does not believe it, just go out in I–95
here in Washington, D.C., after 3:30 in the afternoon.
That is why I believe it is so important we extend, as I said before, the payroll tax cut and emergency unemployment benefits and
put together a Build America plan to invest in infrastructure.
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By the way, Chairman Bernanke has made clear that he believes
we ought to be thinking seriously about additional investments in
infrastructure at this time. It is a two-fer. Not only do you get increased demand at a time of weak demand, but right now you can
get very good prices. And it improves the competitive position of
the United States. We have had report after report that our infrastructure will not allow us to be fully competitive. And if you doubt
that, go to China and see what they are doing with infrastructure.
With that, we will now turn to Senator Toomey. Senator Toomey
is here filling in for Senator Sessions. Senator Sessions could not
be with us at the early part of this morning, so Senator Toomey
is filling in for him. Welcome. Good to have you here.
OPENING STATEMENT OF SENATOR TOOMEY

Senator TOOMEY. Thank you very much, Mr. Chairman, and I
apologize for getting here a little bit late. I was reminded of how
challenging it can be to extricate oneself from the prayer breakfast,
but it was a terrific event. I think Senator Sessions will be joining
us shortly.
Dr. Elmendorf, thank you for being here, and if I could just take
a brief moment, Mr. Chairman, I would like to thank Dr. Elmendorf and his staff for their terrific cooperation and support during
the work of the Joint Select
Committee on Deficit Reduction. That was a difficult and frustrating experience for me, but not because of your doing, and I just
want to commend you and your staff for the really very, very professional, prompt, and thorough and thoughtful work that you provided and the responsiveness that you gave us.
Chairman CONRAD. Could I just interrupt and ask, did you find
that Director Elmendorf was always in agreement with your assessment on these matters, or did you have the experience like
mine that I often find he does not agree with my position?
Senator TOOMEY. It was my experience that in the most civil and
diplomatic way, he expressed his disagreement.
[Laughter.]
Senator TOOMEY. But I appreciated his candor and his help. Just
a few thoughts, if I could, Mr. Chairman.
First, I would suggest that comments have been attributed to you
that suggest that you may be considering pursuing a budget resolution within the Committee, and you and I have not had a chance
to discuss that, but I would just want to encourage you as strongly
as I possibly can. I think that is something the Committee should
take up. I hope we will. And then I hope very much that we will
take this up as a full body, and I have to say I am very, very disappointed that we are going into our third year without a budget.
And I think that is a failure to accept the
responsibility that the United States Senate has. I hope we will
at least remedy that for this year and going forward.
I understand that the Budget Control Act does provide, as a substitute in certain respects but it is certainly not a full substitute,
for a budget resolution, and I happen to be a fan of establishing
discretionary spending caps, and that legislation, as does that. But
there are many other things that a budget resolution sort of
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uniquely addresses, and I hope that we will take it up in Committee and then the full body will.
Chairman CONRAD. If I could just answer you on that point, Senator Toomey.
Number one, I believe the Budget Control Act has put in place
for 2 years a deeming resolution, which has been used in the past,
to set budget aggregates, and that is in place, and it is the law.
It also provides the enforcement mechanism. It also provides, as
you indicated, 10 years of spending caps.
I am committed to going to markup in this Committee. I think
it is important. The only year we did not do it was last year when,
in effect, we got big-footed by negotiations above our pay level with
leaders of the House and the Senate, Republican and Democrat,
and the White House. And I look very much forward to our trying
in this Committee to find agreement.
You have struggled with this. I did on the Fiscal Commission
and have in the Group of Six. I think it would be healthy for the
body, healthy for the country, and I am looking forward to it.
One of the things we need to establish today is when we might
get the re-estimates from CBO because that could affect the timing
of when we go to markup in the Committee. I hope that is one
thing that we can learn today what the best estimate of the Director is.
Senator TOOMEY. Thank you.
Chairman CONRAD. I do not want this to interrupt Senator
Toomey’s time.
Senator TOOMEY. Well, I will not take up too much more time.
We have other members who want to speak, so let me just say a
couple of points that I think are worth stressing.
One is I think it is very hard to overstate the fiscal danger we
haveten ourselves into, the severity of the challenge that we face.
2012 will be the fourth straight year with a $1 trillion plus deficit.
Under any scenario, we are going to add trillions of dollars of additional debt over the coming years. Under any plausible scenario, it
certainly looks like our debt-to-GDP ratio will continue to worsen
in the absence of structural reform of the big programs that are
driving this program. And I would suggest that the debt-to-GDP
ratio is probably the single most important metric we should be
looking at from the point of view of our budget.
We are on a path such that by the end of this fiscal year, this
administration and the Congress, working together or not, will
have added nearly as much to our Nation’s debt as all the previous
administrations in the history of the Republic.
A quick observation. I know we all know this on the Committee,
but I think it bears reinforcing the point that the current law baseline is not meant to be any kind of a prediction. It is a yardstick,
in a way; it is a measuring tool—that is the way I look at it, anyway—against which we compare policy alternatives. And I think
that is important because if you look at that, at some level one
might take a quick glance and suggest that it suggests a relatively
benign outlook. In fact, the outlook is anything but benign. It is
very, very serious and very, very troubling, and even the current
law baseline projection shows in the latter years of this 10-year
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window an accelerating size of deficits and mounting debt and a
trajectory that becomes all the more worrisome.
The alternative fiscal scenario is also not really meant to be anybody’s prediction of the future, I think it is fair to say, but it is
probably a somewhat closer approximation to what is more likely
to occur. And when you look at that picture, of course, it is very
grim indeed. By 2022, under the alternative fiscal scenario, spending exceeds $6 trillion. It is 24.4 percent of GDP. This is a postwar structural high. It has the debt reaching 94 percent of GDP,
and as with the current law scenario, the deficits are accelerating.
They are ramping up, they are trending up in the latter years.
And, frankly, that is the case regardless of what set of assumptions
you use because in the absence of structural reform of the big entitlement programs, that is exactly what is going to happen.
It is my view that the problem that we have is a spending problem. It is more specifically a mandatory spending problem. It is interesting to note that if you look at these scenarios, over time discretionary spending actually drops considerably as a percentage of
GDP. And despite that we have huge spending, a huge deficit, huge
debt problems. There is only one possible explanation, and that is,
it is being driven by the mandatory spending side. And I would
say, to be more precise, it is health care spending that is the real
driver of this problem.
The President himself said, and I will quote: ‘‘Our long-term debt
and deficits are caused primarily by escalating health care costs
that we see in Medicare and Medicaid that is putting huge pressure on the overall budget.’’
The President also said, and this is a quote: ‘‘If you look at the
numbers, Medicare in particular will run out of money, and we will
not be able to sustain that program no matter how much taxes go
up.’’ I think that is a very important observation. I think it is exactly correct, and I think it is very unfortunate that he has, nevertheless, failed to give us a proposal that would change the architecture of these programs in a way that makes them sustainable and
viable for the budget and also for future generations of Americans
that will need it.
The fact is Medicare is growing at several multiples of the rate
of economic growth. Medicaid is growing faster than that. And no
significant program can grow faster than the economy for an extended period of time. It is just arithmetically not possible to sustain that. So I hope we will use this occasion to reinforce the need
to pursue in a bipartisan fashion the kind of architectural reform
to these programs that is needed.
The last point I would just make is that—and I think this is consistent with some of the things the Chairman said, although we
have different views of how to get there, and that is just the importance of maximizing economic growth. It is, of course, primarily important to maximize growth because this is how we create jobs and
elevate the standard of living of the people that we represent, the
people across America. But, of course, it is also enormously important from a budgetary point of view.
The CBO estimates on page 108, I think, of the report that a
one-tenth of a percentage point increase in economic growth, in
GDP growth, over the 10-year period of time generates in their es-
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timate over $300 billion of additional revenue. I know this is not
purely linear, but let us just roughly say that means that 1 percent
of economic growth, sustained stronger growth, is worth about $3
trillion in deficit reduction. There is no better way to reduce the
size of our deficits and help to contribute to a sustainable path
than through stronger economic growth. So I certainly hope that
we will pursue the policies that will maximize growth and change
the architecture of the programs that are fundamentally driving
our deficits.
With that, Mr. Chairman, I will yield the balance of my time.
Chairman CONRAD. Thank you, Senator.
Let me just say, one place where we are in strong agreement is
economic growth has got to be the cornerstone of any policy that
we advance. That has got to be the goal because that helps us with
deficits and debt more than any other thing we could do. If we do
not have growth, our deficits and debt become more dire, more serious.
So I think one place we might agree with respect to economic
growth is we have a tax system that was never designed with that
in mind. We have a tax system that was designed when, frankly,
we did not have to worry about America’s competitive position.
Now we do. And so I would put high on the agenda the need for
fundamental tax reform with economic growth in mind as well as
fairness, but also with an understanding that we are in a different
world. It is a global economy, and we have real competition. That
is a place I think we might find agreement.
Let me just say, the place where I disagree is this is just a
spending problem. As I look at our current condition, our spending,
yes, is a problem, without question. We are at or near a 60-year
high as a share of GDP on the spending side. But on the revenue
side, we are at or near a 60-year low. So I do not know, if one is
concerned about the gap between spending and revenue, how one
can just focus on one side of the equation. I think we have to focus
on both sides of the equation, and I think we have to find ways to
generate more revenue without increasing tax rates, because that
would hurt our competitive position.
I think the place we ought to look is tax expenditures, which are
running now well over $1 trillion a year. We are spending more
through the Tax Code than we are spending in all of the appropriated accounts, and we give it much less review. I am on the Finance Committee, and one thing that just strikes you is how wasteful some of it is.
So, look, I think we have a charge here. Yes, we have to get
tough on the spending side of the equation. Yes, entitlements I believe have to be reformed. I agree entirely with your analysis.
Health care is the 800-pound gorilla in the room. But it is not just
the Federal accounts. It is health care expenditures across the
economy. We are now spending 18 percent of our GDP on health
care, one of every 6 dollars. So we have a big societal challenge.
With that, Director Elmendorf, please proceed with your testimony, and then we are going to go to questions. And, again, thank
you for your service.
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STATEMENT OF DOUGLAS W. ELMENDORF, DIRECTOR,
CONGRESSIONAL BUDGET OFFICE

Mr. ELMENDORF. Thank you, Mr. Chairman, Senator Toomey,
and thanks to both of you for your kind words about the work of
my colleagues. I am very lucky to have this opportunity to lead
such exceptionally talented and dedicated public servants. All of us
at CBO are very appreciative of the support that you, Mr. Chairman, Senator, Toomey, Senator Sessions, and all the members of
the Committee have shown for our work, and we will continue to
do our very best to give you and the rest of the Congress the information that you need in making the very important decisions the
country faces.
I will be referring this morning to the charts in front of you. Let
me begin by noting—and Senator Toomey said this quite eloquently—that our baseline economic and budgetary projections are
conditioned on current law, not because we expect there will be no
changes in law but because this approach provides a benchmark
against which potential changes can be measured. What we are
presenting is a benchmark, not a forecast, and that distinction has
important implications in reading our projections.
What is our assessment of the economic outlook? The pace of the
recovery has been slow since the recession ended 2–1/2 years ago,
and we project that it will continue to be slow for the next 2 years,
reflecting both the lingering effects of the financial crisis and recession and the fiscal restraint that will arise under current law.
Specifically, current law fiscal policy will reduce the growth of
output slightly in 2012 and significantly in 2013 through a combination of large tax increases and large spending cuts. Our projections incorporate the upcoming expiration of the payroll tax cuts
and emergency unemployment benefits; the expiration of the tax
cuts enacted in 2001, 2003, and 2009, as well as other expiring tax
provisions; the constraints on spending imposed in last year’s
Budget Control Act; and the winding down of the budgetary effects
of the 2009 Recovery Act. Taken together, those policies will generate a sharp fiscal contraction.
In addition, the excess number of houses, loss of wealth, run-up
in debt, and other legacies of the economic downturn are continuing to weigh on household and business spending.
If you look at the first chart in the packet, we project that real
GDP will grow by only 2 percent this year and only about 1 percent
next year. We expect economic activity to quicken after 2013 but
real GDP to remain below the economy’s potential through 2017.
According to our projections, the economy is only about halfway
through the cumulative shortfall in output that will result from the
recession and its aftermath.
The costs associated with that persistent output gap are immense, and they are borne disproportionately by people who lose
their jobs, who are displaced from their homes, or who own businesses that fail. In particular, the labor market has a great deal
of slack, mainly as a consequence of continued weakness in demand
for goods and services.
You can see in the second picture in our forecast the unemployment rate remains above 8 percent both this year and next. As economic growth picks up after 2013, the unemployment rate declines
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in our projection, but remains above 7 percent until 2015, before
dropping to 5.25 percent by the end of the coming decade. While
the economy continues to be weak during the next few years, inflation and interest rates will remain low.
Let me turn now to our budget projections. In the next slide,
under current law we expect that this year’s deficit will be about
$1.1 trillion. At 7 percent of GDP, that is nearly 2 percentage
points less than the deficit recorded last year, but still larger than
any deficit between 1947 and 2008.
Over the next few years, projected deficits in our baseline narrow
sharply, averaging 1.5 percent of GDP and totaling about $3 trillion between 2013 and 2022. With deficits small relative to the size
of the economy, debt held by the public drops a little as a share
of GDP but remains quite high. Much of the projected decline in
the deficit occurs because under current law revenues will rise considerably. In particular, between 2012 and 2014, revenues in our
baseline shoot up by more than 30 percent because of the recent
rescheduled expirations of various tax provisions and new taxes
and other collections that are scheduled to go into effect.
Federal spending in the baseline declines modestly relative to
GDP in the next few years as the economy expands and statutory
caps constrain discretionary appropriations. Later in the decade,
spending turns up again relative to GDP because of increasing expenses generated by the aging of the population and rising costs for
health care, and because the accumulation of debt and rising interest rates will cause a surge in the Government’s interest costs.
Of course, these baseline projections are heavily influenced by
the changes in tax and spending policies that are embodied in current law, changes that in some cases represent a significant departure from recent policies.
To illustrate the budgetary consequences of maintaining some
tax and spending policies that have recently been in effect, CBO
developed projections under an alternative fiscal scenario. Look at
the next slide. That scenario incorporates the following assumptions:
First, that all expiring tax provisions other than the payroll tax
reduction are extended;
Second, that the alternative minimum tax, or AMT, is indexed
for inflation after 2011;
Third, that Medicare’s payment rates for physician services are
held constant at their current level rather than dropping by 27 percent in March and more thereafter, as scheduled under current
law;
And, fourth, that the automatic spending reductions required by
the Budget Control Act in the absence of legislation from the Joint
Select Committee on Deficit Reduction do not take effect, although
this scenario assumes that the original caps on discretionary
spending would remain in place.
The next slide shows under that alternative fiscal scenario deficits the 2013–22 period would be far higher than in the baseline,
averaging 5.5 percent of GDP rather than 1.5 percent, and totaling
$11 trillion rather than roughly $3 trillion. And the following slide
shows the debt held by the public would climb on an unsustainable
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path under that scenario, reaching 94 percent of GDP in 2022, the
highest figure since just after the Second World War.
I want to emphasize that this scenario, like the baseline, is not
a prediction or a recommendation. We put it together just to illustrate for you the effects of an alternative set of policies.
Under that scenario, the economy would be noticeably stronger
during the next few years than under current law, but noticeably
weaker later in the decade. The report presents estimates of those
effects using ranges of numbers to reflect the uncertainty involved.
The midpoints of the ranges for the end of 2013 show GNP that
is 2 percent higher and an unemployment rate that is 1 percent
lower—1 percentage point lower than would be the case under current law. However, the midpoint of the range for 2022 shows GNP
that is almost 2.5 percent lower than under current law because
with the crowding out of investment that would be caused by the
escalating debt.
It bears emphasis that projecting economic outcomes for any
path of fiscal policy and the budget outcomes that would result is
very difficult. Many things could happen to cause the economy and
the budget to turn out better or worse than we project. However,
there is no plausible economic outcome under which the policies of
the alternative fiscal scenario would lead to a sustainable budget
outcome.
The fundamental fiscal challenge, as both Chairman Conrad and
Senator Toomey have noted, remains the aging of the people and
rising costs for health care. The number of people age 65 or older
will increase by one-third in the coming decade, substantially raising the costs of Social Security, Medicare, and Medicaid. In addition, the Affordable Care Act will significantly increase the number
of non-elderly people receiving assistance through Federal health
care programs.
Furthermore, CBO projects that the costs per enrollee for Social
Security and especially the major health care programs will continue to rise both over the coming decade and beyond. Because of
these forces, the set of budget policies that were in effect in the
past cannot be maintained in the future.
If we turn to the next slide, we offer one way to think about the
problem using CBO’s projections under the alternative fiscal scenario, which, as I have said, represents a continuation of many recent and current policies.
In this bar chart, each pair of bars represents a broad component
to the Federal budget as a share of GDP, with the left pair of the
bars showing the average during the past 40 years and the right
bar our projection for 2022 under this alternative scenario.
In that scenario, outlays for Social Security and the health care
programs, the first set of bars, would be much higher than in the
past—5.5 percent of GDP higher on average during the past 40
years. Outlays for all other Federal programs—meaning both defense and nondefense discretionary spending and all entitlements
except for the particular large ones in the first set of bars—outlays
for all those programs together are projected to be much lower than
in the past but 8 percent of GDP. That is below any year in the
past 40 years and well below the 11 percent of GDP that such outlays have averaged over that period.
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Yet the budget deficit under this scenario, shown on the far
right, is projected to be 6.1 percent of GDP. As I have shown under
that scenario, debt rises rapidly relative to GDP. To keep debt from
rising relative to GDP, the deficit would need to be about 3.5 percent of GDP smaller in 2022 than we project under this scenario.
That is $900 billion in 2022 alone relative to this scenario. Therefore, to put the Federal budget on a sustainable path, policymakers
will need to allow Federal revenues to increase to a much higher
percentage of GDP on average over the past 40 years or make very
large changes to Social Security and Federal health care programs
or pursue some combination of those strategies.
Let me close by highlighting the consequential choices that you
and your colleagues face this year.
On the one hand, if policymakers leave current law unchanged,
the Federal debt will probably recede slowly relative to the size of
the economy, as shown in our baseline. That will occur because of
a large increase in revenues and sharper strains on Federal spending apart from the particular programs I have highlighted.
However, both of those changes from historical patterns will have
significant economic and social effects. Moreover, the sharp fiscal
restraint will markedly slow the economic recovery.
On the other hand, changing current laws to let current policies
continue would boost the economy and allow people to pay less in
taxes and benefit more from Government programs and services in
the next few years, but would put the Nation on an unsustainable
fiscal course. If policymakers wanted to achieve both a short-term
economic boost and medium-term and long-term fiscal sustainability, they would need to enact policies that leave deficits significantly wider than our current law baseline during the next few
years but significantly narrower than under our alternative scenario by later in the decade.
In conclusion, how much and how quickly the budget deficit declines over the coming decade will depend in part on how well the
economy does. Probably more critical, though, will be the choices
made by you and your colleagues as you face the substantial
changes to tax and spending policies slated to take effect this year.
Thank you. I am happy to take your questions.
[The prepared statement of Mr. Elmendorf follows:]
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Chairman CONRAD. Thank you, Director Elmendorf. Let me start
out, if I could, by saying you have said repeatedly your report
shows that we are on a budget track that is unsustainable. Deficits
are too high, too much debt. But you also say in this report that
if we let the tax cuts expire, as is provided for in current law, and
if we impose the spending cuts required by current law, economic
growth, according to your analysis, will actually plunge.
Now, we started out with Senator Toomey and I agreeing on one
thing, that we have to have policies that strengthen economic
growth. And yet you are saying that current law, which ends the
Bush era tax cuts at the end of this year, and current law also imposes spending cuts, sequestration that is in line, that would cut
economic growth about in half. Is that correct?
Mr. ELMENDORF. Yes, that is right, Mr. Chairman.
Chairman CONRAD. So, I think it is very confusing to people because it sounds like double-talk to them. How can it be that, on the
one hand, we are saying deficits and debt are a big problem, but
on the other hand, if we cut spending and raise revenue, which
over time will reduce deficits, that if we did it now, it will dramatically reduce economic growth and make our economic situation
worse? How can both those things be true?
Mr. ELMENDORF. As Mr. Chairman, it is not double-talk, but it
is complicated. In the short term, especially given the state of our
economy today, the constraint on output and jobs is really the demand for goods and services, which plummeted in the financial crisis and recession and is only slowly coming back.
Over the medium term and long term, the constraint on output
in this economy is not particularly the demand for goods and services; it is the ability of the economy to supply those goods and services. It is the size and skill of the labor force, the quantity of capital with which they work, the productivity with which the labor
and capital are combined to produce output.
This is actually a consensus part of economic thinking that in the
short term, in economies that have a lot of underused and unused
people, factories, houses, and so on, that efforts to boost the demand for goods and services can help put people back to work, but
that over time the bigger issue is whether people are doing enough
saving, whether there are people who are coming to work who can
find jobs.
And so what countries have found is that very rapid imposition
of fiscal constraints tends—not always, but tends to slow economies
in the short term.
Now, some countries have no choice. I am not trying to secondguess the decisions made by policymakers in Europe. When countries cannot sell their debt or fear that they may not be able to sell
their debt tomorrow, then they sometimes need to make drastic
changes in fiscal policy overnight. And in our issue brief on the risk
of a fiscal crisis in this country a few years ago, we highlighted the
fact that if one waits to address fiscal problems until the creditors
will not lend you money anymore, that often happens right when
the economies are weakest and it is hardest to address the problem. So once countries haveten to that point, sometimes they have
no choice but to make that sort of overnight change. But if one can
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plan ahead, then it helps households and businesses and State and
local governments to adjust to the change in policies.
I want to say this is not in any case an argument for deferring
decision making. There really is not a downside to Congress deciding how it wants to put the country on a sustainable fiscal path.
The issue is, given a plan, how quickly should the pieces take effect, and there are reasons for waiting, which I am laying out.
There are also, of course, for not waiting too long. We have written
a lot and talked a lot about the dangers of the escalating debt. But
there is a balancing act in how quickly the policies take effect.
Chairman CONRAD. So why wouldn’t one conclude from what you
have said here that the best policy in the short term would be to
extend tax cuts, at least some significant part of the tax cuts, and
defer some of the spending cuts, for example, part of the sequester,
for several years, but right now agree to a plan that will raise revenue and cut spending so that at the end of the 10 years we have
dramatically reduced deficits and reduced the growth of debt?
Mr. ELMENDORF. I do not want to speak to a specific combination
of policies that the Congress might choose to extend or let expire.
That is a decision for you. As we have done analysis of the stimulative effects for output and employment of particular sets of policies,
and we can talk about that if you would like. But on your general
point, I think agreement about how the country’s budget will be
put on a sustainable path would be a good thing for the economy
in the short run because it would give people some confidence that
they knew where policies were headed, which is very hard to have
in the current environment. And if a set of policies was put in place
that put the country on a sustainable fiscal path and people believed that those policies would be allowed to take effect when they
were scheduled to do so, then I think that would be a good thing
for business investment in hiring and for consumer spending and
would help to boost the economy right away.
Chairman CONRAD. But wouldn’t the logical conclusion of the testimony you have provided be that in the short term we should take
steps that might actually increase the deficits and debt if that was
married with a longer-term plan that credibly substantially reduced deficits and debt?
Mr. ELMENDORF. Well, yes, I think so, if I understand you right.
The policies that would widen the deficit relative to the very sharp
fiscal restraint in our current law baseline, relative to that benchmark, the policies that widen the deficit for a few years would be
beneficial for the economy over that period if they were—especially
if they were, as you say, combined with a plan that later narrowed
deficits relative to the current policy projections that we have
shown you here. Combining those pieces is important because people might otherwise interpret short-term widening of the deficit as
simply a precursor for further widening down the road. And so the
proposal that you mentioned about having those pieces together I
think would be the strongest—provide the strongest boost to economic activity in the short term.
Chairman CONRAD. But those longer steps to deal with deficits
and debt would have to be credible and there would have to be an
assurance that they were put in place.
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Mr. ELMENDORF. Yes. I think we have written and I have said
in previous testimonies that to make intended future actions matter for people’s behavior today, they need to be credible. Part of
that is they need to be specific, and they need to have, I think, reasonably widespread support so that people did not think that they
would be quickly overturned down the road.
Chairman CONRAD. Senator Toomey.
Senator TOOMEY. Thank you very much, Mr. Chairman.
I think one of the problems with the solution along the lines of
what you have described arises from the fact that, of course, the
only Congress we control is the one that we are a member of, and
it—
Chairman CONRAD. And we are not so sure about that.
Senator TOOMEY. And we are not so sure about that. So the idea
of widening the deficit on the promise that it will be narrowed in
the future is one that would be challenging for me to accept that
we have a good reason to believe that it will actually be carried
through.
Having said that, statutory changes in the architecture of the
programs driving this that passed with bipartisan support and
were signed into law, those would tend to be enduring. And I think
that we could have some reason to be confident that such changes
that would go into effect, not tomorrow or even next year but years
down the road, could, in fact, solve the problem and would be credible if they were done that way.
Just quickly on this vein, though, in this discussion that you had
with the Chairman, I think sometimes there is a suggestion that
from the point of view of economic growth Government spending
and lower taxes are somehow equivalent because, from a sort of
Keynesian demand side, they both provide a stimulus that generates economic growth. And I understand that analysis, but I
would suggest—and I do not know if you agree or not, Dr. Elmendorf, but my own view is there is one very important way in which
they differ and in which lower tax—specifically lower marginal tax
rates and lower taxes on investment have an effect on economic
growth, a positive effect that spending does not have, and that is
in the incentive component, the extent to which lower marginal
rates encourage more work, more savings, more investment, more
risk taking, in a way that more Government spending does not;
and that, therefore, while I can acknowledge the Keynesian argument that they are somehow equivalent from a demand side, they
are not equivalent on the supply side.
I do not know if you share that view or have a different view.
Mr. ELMENDORF. I think you are correct, Senator. Even on the
demand side, in the analysis we have done for this Committee, presented in testimony last fall, different sorts of specific changes in
tax policy or spending policy could have very different effects, we
estimate, on the economy in the short run.
Senator TOOMEY. Right.
Mr. ELMENDORF. So even within one of those categories, not everything is alike, and I think you are right to emphasize the importance of the incentive effects of the changes in tax rates for medium-term and long-term growth.
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Certain aspects of Government spending can matter as well, like
infrastructure spending and so on, but you are right to emphasize
the importance of tax rates.
Senator TOOMEY. Now, earlier the Chairman challenged my assertion that what we have is a spending problem, and he observed,
correctly, that revenue is at a relatively low point, a multi-year low
as a percentage of GDP. But the tax regime that we have in place
has been in place now for almost 10 years, and it seems to me that
the low revenue number that we have as a percentage of GDP is
a function of a weak economy—slow growth, lesser output, far more
people unemployed, therefore not paying taxes—and that that is by
far the main driver of why we do not have greater revenue coming
from the current rate structure.
Is it your view that the economic slowdown has been a big driver
of the decline in revenue as a percentage of GDP?
Mr. ELMENDORF. Yes, the economic slowdown has been the principal factor. Of course, for a given set of—for higher tax rates, one
might collect more revenue from our given tax base.
Senator TOOMEY. Yes.
Mr. ELMENDORF. But you are right about the sharp decline in
taxable income.
Senator TOOMEY. Right. And the other point that I would make
is that if you look at your alternative fiscal scenario in which you
assume that all the current rates remain in place, in fact, revenue
returns to its historical norm, and really within a few years actually it exceeds the 18 percent of GDP that has been the historical
average. So in that sense, we are on a course with the current tax
rates for revenue to be normal again, at least normal as measured
by America’s history.
What does not revert to normal is spending. Spending stays at
an elevated percentage of GDP indefinitely, and then it gets worse,
it accelerates. Do I have that right?
Mr. ELMENDORF. Yes, that is right. And I show in the bar chart
particular—and you have highlighted particular types of spending.
Senator TOOMEY. So that is why, if you believe that fundamentally spending needs to be and ought to be a greater share of our
economy and taxes ought to be a greater share than historically
they have been, okay, that is a perfectly legitimate point of view.
But that is a departure from what has been the norm in this country for decades.
The last point I would make in this is that as recently as 2007,
the current tax regime generated more than 18 percent of GDP in
revenue to the Government and a deficit of only 1.2 percent of
GDP, a deficit that was adding to the debt at a rate slower than
the economy was growing and, therefore, establishing that goal
that I think should be our goal of debt-to-GDP, that would be declining.
Mr. ELMENDORF. Yes.
Senator TOOMEY. I will yield, Mr. Chairman.
Chairman CONRAD. Let me pick upon the point, because I think
it is hugely important, and this is where we have a difference of
opinion.
Average revenue over 40 years, about 18 percent of GDP, I think
18.1 percent. The problem with that is there have been only five
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times we have balanced in the last 30 years, and every time we
have balanced, revenue was not at 18 percent or 19 percent. Revenue was at 19.6, 19.7, 19.8, 20.6. And that is before the demographic time bomb that is going on in this country, the aging of the
baby-boom generation, and that is not a projection. Those people
have been born. They are alive today. They are going to be eligible
for Medicare and Social Security. And so that to me has got to be
taken into account on what kind of revenue level we need to
achieve to take on this debt threat and have the kinds of Medicare
and Social Security programs that the vast majority of Americans
say they support.
I entirely agree with the Senator that spending is going to have
to come down, in nominal terms, in real terms, because it is at or
near a 60-year high. But I personally do not believe we are going
to bell this cat or that we are going to achieve agreement to make
changes on entitlements if we do not also make changes on the revenue side. And I for one am ready to deal with entitlements. It is
entirely clear to me that what we have been doing so far is trying
to solve this on the discretionary side of the equation. The Senator
quite appropriately mentioned what is happening there. That
spending is actually going down, and going down quite markedly.
But we have not been able to deal with the entitlement side.
Senator Stabenow.
Senator STABENOW. Well, thank you very much, Mr. Chairman,
and thank you as always for your thoughtful perspective. And, Mr.
Elmendorf, we thank you and your team for their work.
Mr. ELMENDORF. Thank you.
Senator STABENOW. I think over and over again what you are
saying is we needed the super committee to work, we need to have
a long-term plan that both deals with the short term in terms of
what is happening around jobs. We know we will never get out of
debt with 13 million people out of work, but we also have to focus
on the long term. So I want to thank you for that.
I also want to say, Mr. Chairman, just to reiterate, thank you for
your work on the Budget Control Act and, in fact, it may have been
a little different process, but we did pass a budget last year, just
for the record, and I think there has been a manufactured political
issue around whether or not it was done in the normal process or
through something called the Budget Control Act, but it certainly
was done with budget caps, and we can go further this year. But
we certainly have put in place both a budget framework and appropriations.
Within that, let me also just say for a moment that we in Agriculture did our part, and just because we did a lot of hard work
together with CBO, I want to thank you very much for burning the
late-night candles, the people who were in your shop working with
us around the clock. We made a commitment, Chairman Lucas and
I and Senator Roberts and Congressman Peterson, to come up with
a bipartisan, bicameral deficit reduction proposal. We did that. We
are very proud that we did that. Agriculture is slightly less than
2 percent of Federal outlays, and the $23 billion that we recommended with CBO scoring and legislative language was slightly
less than 2 percent of the cut required. So we met our fair share,
and I want to thank your staff for all of their efforts in that effort.
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Mr. ELMENDORF. Thank you, Senator. I will pass that along.
Senator STABENOW. Yes. There are a couple of other things and
I want to ask a question, but let me also say that when we look
long term, I think it is important for us also to look at the fact that
we have begun to tackle some things. Within the Affordable Care
Act, we tackled overpayments on Medicare Advantage. Some said
it would not work. I am very pleased to see the numbers that have
just come out for 2011 that premiums are down 7 percent, even
though enrollment is up 10 percent. So we are beginning that projection that came from your shop of $143 billion over 10 years in
reduction in health care costs. It looks like it is beginning to happen. The second decade I understand was accorded to a half a percent of GDP, which translates to about $1.3 trillion. So I am
pleased to see that at least in part there is more that needs to be
done, but what was done under the Affordable Care Act certainly
has moved us in a direction of bringing down costs, and I am
pleased to see that.
I would like to ask you about the economy and certainly in the
short run. You know, coming from Michigan, we have had the biggest swing. Three years ago we were tapped out at 15.7 percent unemployment. It is now 9.3 percent, certainly the biggest drop in the
country, but still way too high. And I wonder if you might just talk
more about the importance of creating jobs and the impact on the
deficit and the economy, because what you have been talking about
on the demand side, that is jobs. That is people having money in
their pocket so they can buy things, care for their families. And it
is so critical, I think, that we focus immediately on jobs and the
economy if we are going to get out of this deficit hole. If you could
speak more to that.
Mr. ELMENDORF. So, Senator, stronger economic performance is
very good for the Federal budget, mostly because it increases tax
receipts—people have more income on which they pay tax—also because it reduces spending for unemployment benefits and other
things.
It is separately the case that certain sorts of reductions in taxes
or increases in Government spending can spur economic growth,
and we have provided this Committee and others with estimates of
that.
One should not, though, put those pieces together and assume
that, therefore, some lower taxes or higher spending will boost the
economy so much that that will raise tax revenue enough to pay
for the entire extra fiscal costs. That is not the case. So there is
some benefit to the Federal budget of budgetary actions that spur
the economy, but in almost every case not enough to pay for the
direct costs of those actions.
We have provided, both in an appendix to this report and in a
letter we wrote to Congressman Van Hollen in October, some more
specific estimates of how certain amounts of improvement in economic performance would benefit the budget, and we would be
happy to talk with you about those more carefully if you would
like.
Senator STABENOW. I appreciate that. Thank you very much.
Thank you, Mr. Chairman.
Chairman CONRAD. I thank the Senator.
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Senator Johnson.
Senator JOHNSON. Thank you, Mr. Chairman.
Mr. Director, thanks for your testimony. I agree with you that if
we are really going to move ourselves in the direction of economic
growth and heal this deficit, we need a credible and specific plan.
And, of course, the first step in that is going to actually have the
Congress pass a budget and specifically the Senate pass a budget.
Unfortunately, we are going to be starting a week late in terms
of the timetable set out in the
Congressional Budget Act of 1974. The President is going to be
1 week late in submitting his budget. I certainly want to keep this
Committee’s feet to the fire to try and get our work done with our
budget proposal submitted by April 1st. In talking with Chairman
Conrad, he said one of the problems that might hold us up there
is CBO’s re-estimation of the budget. So can you give me some sort
of timeline and give me assurances you will not hold up our work
here?
Mr. ELMENDORF. Well, Senator, just as you want to hold the
Committee’s feet to the fire, this Committee and the House Budget
Committee are holding our feet to the fire. We are starting a week
late, as you said.
Senator JOHNSON. Right.
Mr. ELMENDORF. We will push along just as fast as we can. In
conversations that we have had with the Budget Committees, we
have said that we are aiming to release our March baseline and
our analysis of the President’s budget by the middle of March.
Senator JOHNSON. Okay.
Mr. ELMENDORF. Whether we can keep to that depends importantly on what turns up in the budget, which we have not seen,
and how hard it is for us to do the analysis of it. It also depends
on what else Congress demands of us. We have made a tour of the
leadership in the Democratic and Republican sides in the Senate
and the House and pleaded for forbearance in doing estimates of
other sorts of legislation over the next month and a half so we can
focus on providing this new baseline, which is crucial for your legislative work of the year and our estimates.
Senator JOHNSON. Well, I appreciate that, and, of course, I did
not make a demand, but I did have a request that we spoke about
earlier.
Mr. ELMENDORF. Yes.
Senator JOHNSON. I am certainly concerned and want to ask you
in general about the risks to the budget that you see. In addition
to the baseline, what are the risks? You know, certainly from my
standpoint—and we have had this discussion—I am highly concerned about what the true cost of the health care law is. Specifically, we had conversations about, I believe, credible evidence that
this is underestimated in terms of the number of employees that
will lose their employer-sponsored care. It sounds like your office
has been working on that. Can you just give me an update in terms
of when we might have a reassessment of that estimate?
Mr. ELMENDORF. Yes. The first thing is that this outlook does not
include a comprehensive re-estimate of the coverage provisions of
the Affordable Care Act. That will be part of our March baseline.
It is a very involved process. We actually get more health data this
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time of year. So it is not in here. It will be in the March baseline.
So you will see in that our assessment, our best assessment at that
point, of the effects of the law.
We are also separately working on an analysis that is well along
but not yet finished of the consequences for the budget if we are
wrong in our assessment of the effects of the legislation, and we
are looking at a range of alternative parameter values of some of
the crucial assumptions. Each of those requires us to do a whole
separate set of estimates, essentially, so it takes some time. But we
are pushing hard on that, and as soon as that is done, we will give
that to the Congress. A number of people have asked—
Senator JOHNSON. I really would encourage you to take a look at
a realistic worst-case scenario because we are far, far from that
with the million-person estimate right now. Douglas Holtz-Eakin
talked about 35 million—I would argue far higher—having bought
health care and making those decisions, so, again, I encourage you
to really take a hard look at that.
Mr. ELMENDORF. I understand, Senator.
Senator JOHNSON. In terms of risk to the budget, from my standpoint the cost of health care, interest rate risk—I am looking at
your interest rate assumptions—they certainly do not take into account should we hit a European-style debt crisis. Speaking of Europe, I do not see anything—or I am certainly concerned about
what could happen, budgetary effects of European contagion. We
had an excellent hearing here yesterday to that effect, and the suggestion really was from those witnesses have CBO take a look at
that as potentially an alternate scenario, and then just growth projections.
What is, by the way, the last 50 years, the average growth rate
of the U.S. economy?
Chairman CONRAD. Senator Johnson, could I just stop you on
that point?
Senator JOHNSON. Sure.
Chairman CONRAD. Because Senator Johnson has said something
and I do not want to let this moment pass by without riveting the
point. I do not want it to just kind of float by here.
What he is saying is exactly correct with respect to yesterday’s
hearing, and they suggested that we ask CBO to take a look at
what we might expect if we have a further erosion in Europe. And
I think that is absolutely critical because it is one of the biggest
risk factors that we face out there. I want to make sure this does
not come off Senator Johnson’s time so restore his time.
Senator JOHNSON. That took about 5 minutes, by the way.
[Laughter.]
Senator JOHNSON. Thank you, Senator Conrad. That is important, so just getting back to my primary point, I have just listed
four things. I would encourage CBO to really take a look at what
are significant risks and give us some sort of feedback on that.
Mr. ELMENDORF. As Senator, these projections that we make are
fraught with uncertainty and the uncertainty is very wide. In particular, projections of the deficit are projections of the difference between two very, very large numbers, and one does not have to be
off by very much in the projection of revenues or the projection of
spending to be off by a large multiple of the projected deficit.
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We work very hard to have projections that are in the middle of
the distribution of possible outcomes. It is not our objective, as described by the Congress, for us to deliver the worst-case projection,
but we do think about alternatives.
We were not able in this report to illustrate the effects of alternatives quantitatively. We have, as in the appendix a table that
looks at some rules of thumb, but we did not go all the way from
what particular things happen in Europe or elsewhere, how would
that matter.
For what it is worth, the projection is conditioned on what we
say is a shallow recession in the eurozone. I think that is consistent with the current consensus forecasts of what is going on in
Europe.
The effects of Europe on the U.S. economy or the effects of a European financial implosion on the U.S. economy are, of course, very
complicated. Part of that—you mentioned this earlier, Mr. Chairman—is the effect on our next exports. If they are out of work, buying less, one place they will buy less from is here.
But we think a more important channel of transmission from
their problems to us is actually through the financial system. We
have had a number of conversations on this topic with our Panel
of Economic Advisers in the past several meetings, and their view
is that it is really on the financial side.
I think the current understanding is that U.S. financial institutions do not have a lot of direct exposure to the most troubled
economies in Europe. But as we saw in the financial crisis here,
the dangers come not just from sort of the one link away; it is two
links or three links away in this very interconnected financial system.
Senator JOHNSON. Okay. Let me sneak one last point in here.
Currently, a huge debate really is about the expiration of the Bush
tax cuts and differentiating them between the wealthy and the less
well off. What is the effect of the Bush tax cuts expiration on the
top $250,000 income earners? How many dollars is that per year
over a 10-year window versus the rest of the tax cuts?
Mr. ELMENDORF. I do not have a precise number, but roughly,
from the last time I have seen estimates of this
sort from the staff of the Joint Committee on Taxation—who are
the people who do those estimates—about one-fifth of the total
amount of revenue related to the extension of the 2001 and 2003
and so on tax cuts is attributable to the top tax rates and fourfifths is attributable to all the other—
Senator JOHNSON. Put some numbers on that. What are the top
tax rates and how many dollars are we talking about?
Mr. ELMENDORF. So the total number that we show in the outlook is about $4.5 trillion for extending certain income tax and estate and gift tax provisions and indexing the AMT for inflation. So
a fifth of $4.5 trillion is about $900 billion.
Senator JOHNSON. Okay. And—
Mr. ELMENDORF. And then there is some debt service that—
Senator JOHNSON. And when you say top income tax rates, that
is income earners over—what is the cutoff point?
Mr. ELMENDORF. I do not remember the exact cutoff, to be honest. Again, these are estimates that the staff of the
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Joint Committee on Taxation does. They do not come directly
from us. I do not have those numbers in hand.
Senator JOHNSON. Okay. Thank you. I appreciate it.
Chairman CONRAD. Thank you, Senator.
Senator Begich.
Senator BEGICH. Thank you very much. Thank you for being
here.
Let me first ask kind of—it is interesting as I am sitting here
listening. I have now been here 3 years. It is kind of deja-vu, the
debate that we are going to have here, and the real question is:
How do we craft the right package? And you have given some scenarios. Let me ask it in a question. Do you believe to move this
economy forward, get better revenue streams, reduce the deficit,
create the right kind of mix, can you cut your way out of this?
Mr. ELMENDORF. Well, in the—
Senator BEGICH. If that is the only scenario you have, that we
are just going to cut the budget.
Mr. ELMENDORF. So our estimates say that if you were to have
sharper cuts in spending than those already embodied in current
law, then we would come back to you with—
Senator BEGICH. And that means the automatic caps.
Mr. ELMENDORF. Then we would come back to you with a lower
projection of economic growth in the next few years. Depending on
what happened to those policies over time, we might have different
sorts of answers to the effect on the economy later in the decade.
It depends whether those policies were sustained, what other
changes might be made in the budget. But in the next few years,
further cuts in spending beyond those in the Budget Control Act
or increases in taxes beyond those in current law would lead to
even weaker economic growth.
Senator BEGICH. Would impact economic growth in a negative
way?
Mr. ELMENDORF. Yes.
Senator BEGICH. Let me ask you also, where we are today—and
I actually went back and got the last two—the testimony you have
done the last two times, which is always interesting. You know, I
am sure you review it and you kind of go, ‘‘Did I really estimate
that? But it is interesting. You have a pattern and a trend, which
I kind of like, what I am going to cite to you, and that is, when
you do your baseline budget outlook tonight—and I noted your
comment. You said these are benchmarks, not forecasts. But, the
problem with that is, of course, when you see an article and it says,
‘‘CBO projects’’ in the headline, and then it says, ‘‘There are much
dimmer forecasts.’’ And I understand the difference. There is a
clear difference between these. But in your documents—and I am
going to use your words—you actually talk about forecasts. That is
the phrase you use. So we have to help us help you make sure that
people understand there is a big difference between forecast and
saying here is a benchmark, because a benchmark is just what it
is based on the information you have at that time and some assumptions. Forecasts are using all kinds of other methods to get to
that. But when you read the document that says forecast, help us—
as you do your reports—
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Mr. ELMENDORF. I see the problem. It is just very hard. We use
the word ‘‘project’’ or ‘‘forecast’’ about 50,000 times in those 150
pages.
Senator BEGICH. Right.
Mr. ELMENDORF. And it is hard to say in every case the parenthetical of ‘‘conditional on current law.’’
Senator BEGICH. Right, and the benchmark is a very important
differentiation. But this is interesting. In 2010, in your report 2
years ago, you said projected 2010 deficit, $1.3 trillion; actual $1.29
trillion. And then last year you projected deficit for 2011, $1.48 trillion; actual deficit, $1.29.
Now, there are variations. Revenue went up, and we actually
spent less. We actually had a combination of the two that are moving us.
So I have great hope as you project out this next year at 8.9 that
it is going to be about half a point less on—the deficit is going to
be less than what you project, a little over $1 trillion. But also your
unemployment projection was always about half a point off lower,
which, again, I think is great because anytime you overproject and
it goes down it is good news.
So help me—I mean, I assuming you take probably a much more
middle conservative view on these numbers because we are a very
unpredictable group here, and you have to bank that, right? Is that
a fair—
Mr. ELMENDORF. Well, so in terms of what you and your colleagues—
Senator BEGICH. You can criticize us. It is okay.
Mr. ELMENDORF. —will do, we simply follow current law.
Senator BEGICH. I understand.
Mr. ELMENDORF. So we make no attempt to guess what you and
your colleagues might do. It is just simply based on current law.
Senator BEGICH. Right.
Mr. ELMENDORF. For all the other things that we do in our projections, we try to be in the middle of the distribution of possible
outcomes.
Senator BEGICH. Right.
Mr. ELMENDORF. We are not trying to be conservative. I am not
even sure quite what that means all the time in this context. We
see a range of possibilities. We want to give you a sense about
what the middle of that distribution is. And I hope everybody understands that the distribution is very wide, and lots of things
could happen.
The unemployment rate, for example, rose a little more than one
would have expected given the weakness of GDP earlier in this
downturn, and that has been reversed. That is part of why the unemployment rate came in a little lower than we thought it would,
say, at the end of last year.
Senator BEGICH. Right, and the year—actually, in all three of
these projections, you were half a point too high. I am just looking
off of your documents. I am not—
Mr. ELMENDORF. I have not checked all of them, and I am glad—
Senator BEGICH. 10.1 was one of your projections, and then it
was—that is good news. I am just saying I like the way you project
because my view is your trend line is the right trend line, and I

184
think that is a good point, that your projections may be higher
than what may happen. That is my opinion, so I just want to put
that out. But here are—
Mr. ELMENDORF. I am rooting for good news, too, Senator.
Senator BEGICH. We are all rooting for good news. Let me ask
you just a couple quick things, and that is, have you done an analysis—there is this discussion, which I oppose, and that is domestic
BRACs. In other words, again going through this whole process of
what could happen with domestic bases. I oppose it. I think there
are a lot of folks, bipartisan, who oppose it.
Have you done any analysis now or are you planning to in the
future to give us an impact what that might do to the economy if
these are implemented over a period of time? Or is it worth it? Let
me ask it that way, I guess.
Mr. ELMENDORF. I am not aware of any work we are doing on
that specific topic. It depends how many changes the Government
makes and how large those changes are. We have a very large
economy even—
Senator BEGICH. Right.
Mr. ELMENDORF. Although not as large as it could be at the moment.
Senator BEGICH. But military is a sizable amount of the—
Mr. ELMENDORF. It is a sizable amount. But what would be important would be the magnitude of changes that such a process
would consider, and also just what those changes were, I mean, the
extent to which—
Senator BEGICH. Are they—
Mr. ELMENDORF. —closing bases and people do not have jobs in
the military anywhere, or are you closing bases and moving people
to jobs at other locations? That is the sort of thing we would have
to look at.
Senator BEGICH. But if somehow this materializes, you have the
capacity to analyze that based on information you are given, if
there is enough information?
Mr. ELMENDORF. We can look at some of that. Again, it depends
whether—
Senator BEGICH. There are a lot of variables, I guess, in this.
Mr. ELMENDORF. Yes, and whether the macroeconomic analysis
is appropriate depends on the scale of the activity. We did an analysis a few years ago of the way that the military manages its arsenals today, which involves some complicated public-private interactions, and we were asked but were not really able to provide an
answer to the overall economic effects because there were too many
unknowns and we did not have really an ability, we thought, to do
the sort of analysis that we would have liked to do.
Senator BEGICH. Very good. I will end there. I do have some
questions regarding impacts on natural resource development, obviously oil and gas, and what that could mean as my State and the
Chairman’s State have a huge growth potential, job potential, and
actually revenue stream for the Federal Government. So I will hold
that. I will give it to you in writing so we can get a little more detail of what that impacts—
Mr. ELMENDORF. We are happy to speak to that, Senator.
Senator BEGICH. Thank you very much.
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Chairman CONRAD. Thank you, Senator.
Senator Portman.
Senator PORTMAN. Thank you, Mr. Chairman.
Dr. Elmendorf, thank you for your testimony today and all the
work you did in relationship to the so-called super committee,
which turned out to be not that super, but we really appreciated
the work of your team, some of whom are with you today. We did,
as do a lot of good analysis that I think can be helpful going forward. As you said in answer to the Chairman’s question and the
Ranking Member’s question, the confidence that people are looking
for in this economy would be helped enormously by having a plan,
and part of that plan, of course, is what the super committee was
not able to arrive at, but what we still have to do. The problem
does not go away. It gets worse. And in my view, part of that plan
includes tax reform, not just tax increases. And so in the context
of that, let me ask you a couple questions about the tax side.
First, with regard to your report this week, which was very helpful, the alternative baseline, as shows that the tax extension basically would save jobs, and you apparently, looking at your testimony, referred to that.
Basically, as I look at it, you are saying that under your Table
2.2, which is the alternative baseline, if you let the tax cuts expire
it will play a significant role in having economic growth be reduced
substantially. And in essence, when you look at it, because you are
projecting unemployment rates of 8.9, 9.2, and 8.3 percent over the
next few years, you are saying that with growth about 3 points
higher in 2013 and unemployment a full percentage point lower
with the tax cuts continuing, the tax cuts really played a lead role
in costing about 1.5 million jobs. And, admittedly, there are other
factors here. The BCA sequestrations were canceled the Medicare
doc fix continues, but the tax cuts are by far the largest part of
that.
Can you comment on that? And, also, since you have calculated
the growth impacts of keeping the tax cuts—which, again, I think
is helpful work—why didn’t you incorporate those growth effects
into the estimated cost of keeping the tax cuts? Clearly, those
growth effects would created feedback revenues and thereby lower
the cost of keeping the tax cuts. Did you think about including that
as well as the growth impacts of keeping them?
Mr. ELMENDORF. So two quick points, Senator. The first, as from
this table, we talk about the economic effects in 2013 and also the
economic effects in 2022. You have highlighted the effects in 2013,
in which case extending the expiring tax provisions and to implementing all the cuts and spending under current law would provide
a boost in 2013. And our estimate of the tax part of that alone is
that it would add—extending those provisions would add between
half and 2.5 million full-time equivalent jobs in 2013.
But in 2022, the effects are quite different. In 2022, this alternative scenario has significantly lower GNP than in the baseline,
and that is because the accumulating debt weighs on the economy
more than the lower tax rates boost the economy, in our estimates.
On the matter of why we did not do an estimate of the alternative fiscal scenario that incorporated its economic effects, I think
that is basically—the answer to that is, as a practical matter, in
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the time we have to put this outlook together, to do an entire second set of budget estimates on a different economic baseline is just
too complicated. As you know even better than I perhaps from your
experience at OMB, there are an awful lot of accounts in the Federal budget, so we do a very detailed job of looking at each of those
as part of our baselines on a single set of economic assumptions.
And then we try to illustrate the effects of alternatives, but it is
just not possible to do all that original work again on a second set
of economic assumptions.
I think you are right to say that in 2013 that stronger economy
would itself make the budget a little better off. It is also true,
though, that in 2022 the weaker economy will make the budget a
little worse off than we are showing here. So it is not the case that
we are systematically on one side. It depends what year you look
at. It just illustrates the complexity for us of trying to do this sort
of analysis on two—the full analysis on two distinct economic baselines.
Senator PORTMAN. Okay. Well, I appreciate that. I do think it is
obviously a significant impact. You are talking about 500,000 to 2.5
million jobs in 2013 alone, which is something that we ought to be
cognizant of as we look at these tax cuts, and in particular the progrowth ones. And I would say the 2003 tax cuts might be different
in kind. As you talked about earlier, not all spending is equal; not
all tax cuts are equal. And that is something that this Committee
needs to be looking at as we talk about the budget going forward
because it is a huge impact on jobs at a time when, as you say,
short term we need a boost. And clearly the tax cuts provide that.
We talked earlier about times at which the spending was at 20
percent and times at which the taxes as a percent of our GDP were
at 18 percent, and the Chairman talked about the fact that we
have not had a balanced budget when the revenue was a historic
level, which is about 18.3 percent of GDP. I would say that in
2007—again, I happened to be at OMB at the time, but that is
where we were. And although we had a budget deficit, it was 1.2
percent of the economy, which many economists would view as
minimal. So we have had times like that where we have had
growth in the economy and were able at 18.3 percent to achieve at
least very close to a balanced budget. And the fact is, we had a 5year plan to get to that balance.
The tax cuts are often blamed for fiscal woes notwithstanding
that, and when I look at your analysis, of course, it shows that
even if all of the current tax relief, 2001 and 2003, continued, we
would get back up to that 18.3-percent level.
On the flip side, the current policy baseline shows us spending
at 23.2 percent of GDP by 2022, which is about 3 percent above the
historic average. So this notion as to what the issue is, spending
or taxes, based on the historic average, obviously the spending is
going higher and the taxes are back to the historic level.
So, in a way, the reason the deficit is going to be about 3 percent
of GDP higher than average is because spending is about 3 percent
of GDP higher than the historic average. And there is no long-term
revenue decline at all. It is really all from the rising spending.
So, again, I am supportive of tax reform, but I do think we need
to take that into account, and since my time is up, I look forward
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to your response to maybe other folks on that issue. But I think
through tax reform you can generate more economic growth and,
therefore, more revenue, and that would be the better way to go
rather than looking at raising taxes at a time of a tough economy.
Thank you, Mr. Chairman.
Chairman CONRAD. Thank you.
Senator Whitehouse.
Senator WHITEHOUSE. Thank you very much, Chairman. Dr. Elmendorf, welcome back.
Mr. ELMENDORF. Thank you, Senator.
Senator WHITEHOUSE. First a comment, then a question. The
comment is that as we face these issues, the problem of our health
care system remains enormous. You and I have discussed beforehand the scoring problems of addressing delivery system reform,
and I appreciate and I understand those. I just hope that as you,
as an important voice in this debate, go around and talk about this,
that you do not become the captive of your methodology and avoid
discussing the potential benefits to our economy of delivery system
reform simply because it is not quantifiable by the metrics of your
organization.
I think that we have two separate questions here. One is what
you can score, and the other is what is the right thing to do. And
I hope that you will point out as often as you can that solving the
excessive cost in our health care system by improving the quality
of care is a very good thing to do, even if OMB cannot score it—
CBO cannot—
Mr. ELMENDORF. Or CBO.
Senator WHITEHOUSE. CBO cannot score it.
Mr. ELMENDORF. Yes, Senator, of course, there is a tremendous
distinction between things that we estimate and the effects we estimate and the set of issues that you and other of our elected leaders
should take into account in making decisions. I think it is a universal view among analysts of the U.S. health care system that improvements in the delivery of health care are critical to our getting
greater value for our dollar. And I would certainly not speak
against that point at all.
The harder question for us which specific sorts of Government
policies that are brought to us to analyze would have what effects
on the delivery system, and those are—and we do a lot of work, as
to try to learn all we can to make the best estimates that we can,
but it is a very uncertain business.
As we just released an issue brief with two backup working papers reviewing some of the recent Medicare demonstration projects
on coordinating the delivery of care and on paying providers not
just for the quantity of services but paying them for doing a good
job. So we are studying that literature very carefully and talking
with practitioners all the time.
Senator WHITEHOUSE. Let me switch to a different topic, which
is the so-called Buffett Rule. The President spoke about it in his
State of the Union. I have been working on a statute, a bill, for a
while now that we have just filed. There is obviously a direct revenue effect when, to use one of the examples, the 400 highest-income earners in the country who earned on average over a quarter
of a billion dollars each during that reported year turned out to
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have paid net 18.2 percent on average in total Federal taxes. And,
you look at what middle-income people pay, and it is very often
higher than that. So there is an upside down quality for certain
people in our supposedly progressive Tax Code, and when you
bring them up closer to the nominal level with a minimum, the
way the Buffett Rule would, obviously that will create additional
revenues for the Government that can be used to address the deficit and other issues. We have a request in to the Joint
Committee on Taxation right now on that, and we will find out
what that number is.
The argument against it is that the folks who are involved in
these hedge funds and so forth are such magnificent job creators
that we should indulge the favored treatment in the Tax Code in
favor of that job creation that they create. I am wondering if that
is an issue that you look at, if there is an offset of some kind that
is appropriate to the revenues based on diminished job creation
when folks like that have to pay a 30-percent instead of a 15-or an
18-or a 14-percent or, I guess in Mr. Buffett’s case one year, an 11percent tax rate. How do you evaluate those two priorities? And
what kind of an offset should we be thinking about in terms of diminished job growth when these so-called job creators are no longer
treated so munificently under the Tax Code?
Mr. ELMENDORF. Senator, I think we would be very hard pressed
to provide any analysis of the effect of a tax change as narrowly
targeted as the one that you seem to be discussing. The evidence
that economists have collected on the effects of changes in tax rates
and other features of the Tax Code and people’s behavior generally
involves fairly broad swaths of the population. In an average data
set, you do not get a lot of people who are in the top 400 in the
country.
So I think as the tax policy focuses more and more in your example on a smaller and smaller group, then our ability to analyze the
economic effects of that become increasingly attenuated. So I do not
know what we could do on that topic at all.
Senator WHITEHOUSE. As a practical matter, does it make a lot
of sense to think that somebody who was making $270 million a
year, which was the average number in the 400 for the last reported year, would significantly change their behavior because
their tax rate moved from 18 to 30 percent?
Mr. ELMENDORF. I do not know; I just do not know, Senator. I
mean, what is often noted is that some people have a lot of flexibility in how they arrange their financial affairs so that taxable income can be more sensitive than underlying work behavior or saving behavior. But it also means it is hard to disentangle from tax
return data how much of the changes that one might see reflect underlying economic behavior versus accounting changes. I do not
envy our colleagues of the staff of the Joint
Committee on Taxation to try to estimate the revenue effects,
and I do not know what we can do beyond that. I am sorry.
Senator WHITEHOUSE. Thank you, Chairman. Thank you, Doctor.
Chairman CONRAD. Thank you, Senator.
Senator Sessions.
Senator SESSIONS. Thank you, Mr. Chairman. I would yield. I believe Senator Thune is next and then Senator Ayotte.
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Chairman CONRAD. I thank Senator Sessions.
Senator Thune.
Senator THUNE. Thank you, Mr. Chairman, and thank you, Mr.
Elmendorf, for being with us today.
I want to ask you some questions about what is perhaps the biggest news on the health care front, and that is the CBO decision
to remove the CLASS program from the January 2012 baseline.
Despite that development, there was no mention of CLASS in your
testimony, and as in the final cost estimate of the health care legislation, which was issued March 20, 2010, CBO projected that
CLASS would save $70 billion in its first decade. Those savings
represented nearly 60 percent of the total and 75 percent of the onbudget deficit reduction shown in CBO’s estimate of the health care
law over the 10-year window.
CBO’s estimate of CLASS in subsequent baseline updates did not
take into account the substantial risk that the program would be
insolvent and workable, even though a significant amount of evidence suggested that that was the likely outcome. And as recently
as the last baseline update in August of 2011, you stood by CBO’s
original CLASS estimate; that is that in August you only assumed
that the program’s implementation would be delayed by about a
year.
On September 22nd, the CLASS actuary indicated that the
CLASS office at HHS was closing. On October 14th, the Secretary
of HHS, Kathleen Sebelius, officially notified Congress that there
was no viable path forward to implement the CLASS program. And
then on October 17th, CBO responded to the administration’s announcement by indicating that it would remove CLASS from its
baseline in January.
My question is: Why did CBO’s estimate of CLASS during the
health care debate fail to account for the significant risk that the
program could not be made solvent or workable?
Mr. ELMENDORF. So, Senator, I respectfully disagree with the
premise of the question. The estimate that we made for the CLASS
program, and for all the pieces of the health care legislation, recognized that there was substantial uncertainty. And in the multiple
letters that we wrote about the CLASS program over the course of
its evolution into law, we emphasized the uncertainty around that.
The challenge for us, when faced with uncertainty, is to try to
determine what a reasonable middle point is in the range of possible outcomes. We recognized there was some risk the program
would never get off the ground. There was some chance the program would get off the ground and would later crumble. There was
some change the program would get off the ground and would not
crumble.
And so for us to have actually said in our estimate that the effect
would be zero on the budget, we would have had to have great confidence that the program not only would ultimately fail but that it
would be recognized before it started that it would fail. And I do
not think that actually was the middle of the distribution of possible outcomes.
Now, obviously, after the fact, it was not a good estimate. After
the fact, it turned out that the thing could not be made viable. And
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I wish we had known that going in, but I do not think it is actually
reasonable to say that we should have known that.
For example, the Office of the Actuary at CMS, who also spoke
about the—Rick Foster spoke about his concerns about the viability
of the program, but their estimate of the effects of the legislation
showed about $40 billion of net receipts for the Government in the
first decade from the CLASS program. That is less than our seventy-something. So they were closer to the ultimate answer of zero.
But they did not put down zero at that time either because—I do
not know. I have not talked with Rick about this. I do not want
to put words in his mouth. But my guess would be that they, like
we, were not sure what was going to happen. And so since zero was
sort of one end of the possible distribution over the first decade,
that was not the middle of the distribution.
Also, as we are very clear in these letters to emphasize that the
program would turn around later in time, and that if one looked
over a longer time horizon, it would ultimately become—even if it
were working in the sense in which it was intended to work, it
would ultimately become a drag on the budget. And we emphasized
that in the letters that we wrote to a number of your colleagues
when that process was going on.
Senator THUNE. What was the evidence that CBO used in determining its key assumptions in designing the CLASS model? Because I understand what you are saying about, of course, in the
early years when you are getting premium income in, you are going
to show positive, perhaps, cash flow. But it was abundantly clear
from the statements of the Actuary that when you got into the second decade and beyond, this thing was a sure loser. And he made
that very clear. He said, ‘‘In 36 years of actuarial experience, I cannot come to any other conclusion but that this thing is going to
fail.’’ That is what Foster said at the time.
And so, the score, because of the front-loading of this, I understand, how you came up with the score. But it seems to me at least
that there should have been some suggestion to the Congress, at
least, that this thing was likely to fail. That is what the Actuary
was saying. So what were your assumptions in determining—
Mr. ELMENDORF. Again, Senator, I do not have them in hand, but
I think if you go back to the letters that we wrote to a number of
Senators over the course of that period, we deliberately emphasized
that the cash flow of the program in the first decade was not representative of what it would be in subsequent decades, that it
would, in fact, turn around. We took some pains to explain why
that was the case, even in a program that was actuarially working,
because, as you say, the money comes in up front and is paid out
later. So we took some pains to emphasize that point.
When we constructed the estimate, we talked with outside—we
have some expertise in long-term care issues a little, but we also
talked a great deal with outside actuaries and other experts. I
think all of them raised concerns that it might not work. But as
we talked with people, we did not get a—I think we had very few
people who were convinced it would be so obvious it would not
work that it would never be started and I think a fair number who
thought it would be started but then would ultimately fail. So we
had a range of views. And, again, we tried in the writing we did
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to explain that this was a very uncertain part of what we were
doing.
In retrospect, it was not a good estimate. I am not trying to—
I am not saying we had the right number. Obviously we did not.
But I do not think it is so obvious that we should have known that
much better then. And, again, I emphasize that the Actuary—not
to hold out—not to try to pull him in with us, necessarily, but just
to say that for all the skepticism that Rick Foster expressed—and
he did that clearly—they themselves did not view zero, apparently,
as the best middle-ground estimate to provide.
Do I wish that we had known more then? Yes, no doubt. I do not
take lightly projections of ours that turn out to be wrong. But I also
think that it was not so obvious at the time we were making that
estimate that the program would never be launched.
Senator THUNE. Good. I see my time has expired. Thank you.
Thank you, Mr. Chairman.
Chairman CONRAD. Could I just say on this point to my colleague, in the original iteration of the CLASS Act, I called it a
‘‘Ponzi scheme.’’ I think the Senator quoted me on the floor.
Senator SESSIONS. More than once.
[Laughter.]
Chairman CONRAD. I remember quite often those words coming
up. And part of my analysis was based on CBO analysis and the
Actuary’s analysis that told me in the early years it was cash flow
positive because premiums come in, but that that worm turned, especially when you got to the second 10 years. It was very clear to
me that it would not work.
But, I mean, I must say part of my analysis was based on what
CBO provided us, I think a number of us, in writing, acknowledging, yes, you get money on the front end, but then that worm
turns, and the work of the Actuary.
Senator SESSIONS. Mr. Chairman, I congratulate you and thank
you for that courageous statement, actually. I think it was an important thing for you to say.
Also, my prior colleague here, Judd Gregg, got in language that
required the Secretary to certify that it would be sound over a long
period of time, and she could not certify it. So hopefully we have
avoided this result.
I would just say one thing, and Mr. Elmendorf knows this. There
are a lot of very, very skilled people in this town that know how
to read your reports, and it, taken out of context or improperly, allowed the debate to continue on the floor of the Senate and the
President to assert that this was a program that was going to
make money for the Government. And that was not accurate.
Senator Thune led the battle on it to try to point out that it was
not going to make money for the Government, but that surplus
that CBO scored was used to reduce the costs of the President’s
plan. In the short run, maybe it would have if it had been implemented, but in the long run it would have been a cost. We do need
to figure out how to use your scores more objectively.
Thank you.
Mr. ELMENDORF. We work hard to try to explain ourselves and
explain our numbers in a way that makes the most possible people
understand them and the fewest possible people misuse them. But
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as you know—and I do not think that we always get that language
just right, but we work very hard at it. And we are at least as
bothered as anyone else if we think that numbers we have done
and an analysis we have done are being used out of context to convey things that we have not said.
Senator THUNE. Mr. Chairman, I have a bill to repeal that, so
I am happy to have you on board as a cosponsor, if you would like.
Chairman CONRAD. You know, I am always interested in the legislative offerings of my colleague from South Dakota. At some point
we are going to have a hearing on the history of North and South
Dakota before this Committee.
Senator Wyden.
Senator WYDEN. Thank you, Mr. Chairman.
Dr. Elmendorf, you essentially lay out these two scenarios in
your testimony:
First, the Congress does nothing to change current law, the Bush
tax cuts sunset, AMT patch collapses, and the Budget Control Act’s
in effect spending cuts kick in. Bad for the economy, good for the
deficit is essentially where you go.
The second one is your alternative scenario: Congress extends
the Bush tax cuts and the AMT patch, while it blocks most of the
spending cuts required by the Budget Control Act. Something like
this, according to your analysis, makes the deficit much worse, but
it is better for the economy.
So that leaves us with these two scenarios that are singularly
unappealing and probably compounded by the fact that if the Congress does nothing, you have this kind of meltdown in the lameduck session of 2012, much like the lame-duck session of 2010. So
it will not surprise you I want to ask you about the third scenario
and pick up on Senator Portman’s point with respect to tax reform.
On this, I understood your answer, and respect it, that you could
not do a full kind of quantitative analysis of a third approach. So
I want to start by picking up on statements you have made that
are on the public record that ought to be encouraging for those of
us in this kind of third space where we would like to have progrowth of tax reform.
For example, I was very pleased that in the discussion that came
up in connection with the super committee that you said it was
possible to write a pro-growth and progressive tax reform that
would generate revenue for the Government. You were asked that
at the super committee. Again, absent the details, that was something that was useful for those of us that have tried to constantly
come back to this third path between the sort of parade of
horribles.
So let us pick up on that. Are there any reasons, for example,
that you can give us based on the analyses that you have done thus
far that would suggest that pro-growth tax reform would be a problem? You and I have talked about the outcome in 1986 when a big
group of liberal Democrats and Ronald Reagan got together and we
created 6.3 million new jobs in 2 years.
So let me steer clear of you having to give an quantitative analysis of a third path. Let me note the fact you said something that
was pretty encouraging to tax reformers in the context of the super
committee where you said it could actually score revenue, a view
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that I share. Are there any factors that you know of based on the
work you have done thus far that would suggest that the kind of
pro-growth tax reform where you clean out the special interests
breaks, hold down rates for everybody, and keep progressivity, that
that would be problematic if we can muster the support for this
third kind of path?
Mr. ELMENDORF. So, of course, depending on the specifics, Senator, I think analysts would widely agree that reform of the Tax
Code that broadened the base and brought down rates would be a
positive force for economic growth, both in the short term and over
a longer period.
Senator WYDEN. And with respect to any kind of warning signals—I mean, it would seem to me, for example, precipitous action—Chairman Conrad and I have talked about this. If you had
poorly drafted transition rules, for example, as part of a tax reform,
and Chairman Baucus is certainly going to be very sensitive to
this, as would Senator Hatch. I mean, I cannot see any kind of
warning lights other than those kinds of issues which I think there
would be a lot of sensitivity on both sides of the aisle. Any other
kind of warning lights? And, again, we respect yon the absence of
being able to do a quantitative analysis, like what you said in the
super committee. Any warning lights?
Mr. ELMENDORF. Well, again, so it is not just the quantitative
analysis. Even the qualitative statement does depend on the specifics, as I said carefully at the beginning of my last sentence. But
I think in general it is quite possible to design a reform of the Tax
Code that would have the characteristics of broadening the base
and lowering rates with appropriate transition rules. That would
make the economy stronger. It is also possible to do it badly and
end up making the economy worse off. But your presumption
seemed to be that it would be done in a sensible fashion.
Senator WYDEN. Well, my hope is that you get asked to do the
quantitative analysis of this third path sooner rather than later,
because I think this has been very helpful today to have you lay
out the two alternatives, both of which should strike any reasonable person, regardless of their political views, as unacceptable for
the country, unacceptable; and particularly given the challenges in
Europe, I mean, these two paths are bad news for America. And
there is a path, and I have been encouraged about what have had
to say in the past, and I hope you are going to get asked for that
quantitative analysis by people whose pay grade is above mine, because I think history and the psychology of the country seeing
something big and bipartisan—and, by the way, I think Senator
Whitehouse has made a number of good points, ironically, with respect to the Buffett Rule, I was struck—in talking about tax reform, Senator Coats and I have a top rate which is lower than the
rate—excuse me, that is higher than the rate that Senator
Whitehouse has been talking about. So there are plenty of opportunities here for some common ground, and I look forward to continuing the discussion.
Thank you, Mr. Chairman.
Chairman CONRAD. I want to just take this moment to recognize
once again the remarkable amount of serious work that Senator
Wyden has produced without the benefit of a committee chairman-
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ship on fundamental tax reform and on health care reform. And I
just want to thank him for it. You know, I think it is an enormous
contribution.
Senator Sessions.
Senator SESSIONS. Senator Ayotte. And while she is preparing, I
would join in that. It is a tremendous amount of effort that it
takes, and, Senator Wyden, I appreciate your leadership. And all
of us in the Senate are watching your work, and we appreciate it.
Chairman CONRAD. Senator Ayotte is recognized.
Senator AYOTTE. Thank you, Mr. Chairman. Thank you, Senator
Sessions.
Dr. Elmendorf, I understand that you testified before the House
committee yesterday that we can get to 2013 without raising the
debt ceiling again or without additional extraordinary measures. So
my question to you is this: We are at a point where we have—the
President has requested and the Congress has allowed the debt
ceiling to go to $16.4 trillion. Our total debt right now is about
$15.3 trillion and surpasses the size of our economy. It is a huge
number.
You have issued this estimate that we will not have to have another increase of the debt ceiling before 2013, and I simply have
this question for you: What could further balloon our debt? And
what keeps you awake at night when it comes to the issues you are
most worried about in terms of having our debt get out of control
and also further increasing in a way that you have not been able
to estimate?
Mr. ELMENDORF. So, Senator, what I said yesterday is that we
think, given our current projections, that the Government can get
to 2013 without needing to raise the debt ceiling. I also emphasized
a great deal of uncertainty about what will happen in the economy
and tax collections and spending over the coming year, as well as,
of course, actions the Congress may take that may lead to additional Government borrowing. So nobody should think that that estimate is somewhat cast in stone. It is at the very least conditional
on current law and on our current economic outlook.
A lot of things keep me awake at night worrying about the State
of the Federal budget. You are paying me partly to do that. I think
a particular risk over the coming decade is that interest rates will
rise further and more sharply than we have in the projection. I do
not think the risk on interest rates is one-sided. Our projection of
interest rates over the second half of the decade is actually well
above the interest rates that are implicit in the current prices of
Treasury securities being traded in financial markets. So there is
downside risk as well, but I worry about the chance that creditors
or potential creditors of the United States Government will become
concerned about the trajectory of the debt and concerned about
whether policymakers are willing and able to confront the challenges and change course. And I think when you see other countries that have encountered fiscal crises, it is not just that something special happens in the numbers, although sometimes that is
the case, but also it can be because investors’ perception of the ability of a government to manage its finances can turn very rapidly
and in ways that are very hard to predict.
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Beyond that, the budget projection we have, under either of the
scenarios for policy choices, could be way off because the economy
could rebound more quickly than we think. This has already been
a very long downturn by historical standards. Progress is being
made, we think, in clearing out some of the problems that have
been hanging over the economy. The economy could grow more rapidly. It is also true, though, that in economies that have suffered
from financial crises of the sort that ours did, some countries took
many more years to finally climb out of the hole their economies
fell into than we have in this projection. So there are uncertainties
on both sides.
Senator AYOTTE. Can you help me in terms of when we talk
about the rise in interest rates, just to give us a sense of a number?
So let us say the interest rates increase 1 percent. What does it do
in terms of what we have to pay back? You know, and I understand
this is an estimate, but if you can give me a sense, just so people
in the public understand. There is an urgency to us addressing our
debt because when the interest rates rise, what we have to pay
back is so much greater, and we have scuffles around here—last
March, we had a scuffle around here over $60 billion in reductions
and just 1 percent in increase in interest rates. If you can give us
a sense of that, I think it puts in perspective that our scuffles are
really minor compared to the issue we have to address.
Mr. ELMENDORF. So we do, in fact, show in the outlook a table
of how certain economic changes might affect the budget, and our
estimate is that if interest rates were 1 percentage point higher
throughout the coming decade, that would add nearly $1 trillion to
the cumulative deficit over the decade.
Senator AYOTTE. It really puts it into perspective when we are
fighting over cutting, reducing spending by $60 billion, that we
have to do a lot better around here in terms of the decisions that
we have to make, and—
Chairman CONRAD. Senator Ayotte, might I just interrupt, and
not on your time, to ask the Director to repeat that? Because I
think the question you have asked is so important that that message be understood by those listening, our colleagues, staffs, and
people who might be listening via television. If you would repeat
the point.
Mr. ELMENDORF. So our estimates are that if the Treasury interest rates were 1 percentage point higher throughout the coming
decade, that would add about $1 trillion to the cumulative deficit
over the decade.
Senator AYOTTE. It is really staggering, and it points out the urgency of us going forward with a debt reduction, a bipartisan debt
reduction plan that addresses where we are going and the sustainability of our debt. And I have been a supporter of the efforts—and
I know the Chairman has been as well—to go big and really address this issue head on.
I want to ask one other quick question, which is: What is your
view on the impact of what is happening in Europe? And how could
that impact here in terms of our fiscal health?
Mr. ELMENDORF. So the situation in Europe has—there are some
cross-currents on how it affects our economy. If European econo-
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mies suffer from a worse recession than we are projecting, that will
reduce their demand for our goods and services, reduce our exports.
It is also true that if their financial system suffers from yet larger problems, that could affect the health of financial institutions in
the United States and thereby affect the flow of credit to private
borrowers, businesses and households, in the United States.
At the same time, though, the concerns of investors about the situation in Europe has so far led them to invest more in the United
States and in U.S. Treasury securities. So one of the factors that
has pushed down the interest rates the U.S. Treasury is now paying is actually fear of what is happening in Europe, and investors’
desire to come to a place that they think is in better shape.
So if the situation in Europe were to worsen, there would be
some important factors that could be very bad for our economy.
There are also some channels through which in a perverse sort of
way we would be better off because we would be viewed as being
relatively a better investment than Europe would be.
I think we do worry about the risks to the U.S. economy of a
worse outcome in Europe. I think that is a topic we have discussed
a number of times on our Panel of Economic Advisers. We have
built into this projection a shallow recession in Europe, which is
consistent, I think, with the latest consensus forecasts. We did not
find a way to quantify a particular alternative European scenario,
and part of that is that we are very unsure what the financial connections are, and just how a particular sort of financial debacle in
Europe would reverberate on U.S. financial institutions is a very
hard thing for us to know.
Senator AYOTTE. Thank you.
Chairman CONRAD. I thank the Senator
Senator Sessions? And I want to thank Senator Sessions for his
courtesy. Knowing that I need to leave here at noon, I appreciate
very much how he held off in his round in case we needed the time.
I appreciate that.
Senator SESSIONS. Thank you, Mr. Chairman, and, Mr. Elmendorf, I appreciate CBO’s work. I think you do very valuable work.
You missed the GDP this year. I think you were at 2.7 predicting
it, and it came in at 1.7. But Mr. Zandi at the great Moody’s was
at 4 percent, and it came in at 1.7, so I give you credit for being
a bit more accurate than some of the other experts.
I would just say that all of us need to understand that the challenges we face with regard to debt and the unsustainable fiscal
course we are on is that debt creates risk throughout the system
and puts us in a more dangerous area if some unexpected shock
occurs. Would you agree with that?
Mr. ELMENDORF. Yes, absolutely, Senator.
Senator SESSIONS. Things that you cannot predict, you just cannot predict them, but periodically history shows do happen.
Mr. ELMENDORF. Yes, and that is one of the costs of higher debt
that we highlighted in our issue brief, as on the risk of a fiscal crisis.
Senator SESSIONS. So I think we need to get that debt dow. We
need larger margin between what the maximum debt this Nation
can possibly carry and our actual debt level so we are in a position
to avoid shock.
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You know, you cannot borrow your way out of debt. We are living
beyond our means. Bill Gross at PIMCO was quoted recently that
we are at a 5-to 15-year period of below-normal growth because of
deleveraging, and he says that families will have to use more of
their income than they used to in order to pay down their debt
rather than consume. The Government has taken on huge amounts
of debt, which has to be reduced.
Would you agree that the deleveraging process is going to take
many years? And will that deleveraging process pretty inevitably
mean that whatever economic growth would have otherwise been
if people continues to consume as they had in the past, growth
would instead be somewhat lower?
Mr. ELMENDORF. Yes, Senator, we think that the deleveraging
process is holding down consumer spending now, and that is part
of why the recovery is proceeding slowly.
How long it will go on for is very difficult for us to know. We
have a project underway trying to examine the causes of the slow
economic recovery, and we are doing that partly just to inform you,
but partly to inform ourselves so our future economic forecasts will
benefit from a better understanding of just what has been going on
in the past few years.
It is difficult to know. As I mentioned to Senator Ayotte, if you
across countries that have experienced financial crises, they tend
to have very slow recoveries. But they differ a lot in what happens,
and they differ partly because of Government policies and partly
because of underlying economic conditions. So we are trying to extract lessons from that, but it is a challenge.
Senator SESSIONS. Well, I am worried about it. The Europeans
seem to have decided and entered a compact recently that they
were going to bring down their spending and their debt. That is the
correct approach. But in the U.S. the Presidents approach is to borrow more and spend more so the economy will not get weaker. I
think that is a dangerous policy.
On the defense situation, I missed yesterday’s, Budget Committee hearing Mr. Chairman, because of the Defense Department’s
major briefing to the Armed Services Committee, of which I am a
member. Because of enactment of the Budget Control Act, the Defense Department is planning to reduce spending by about $489
billion compared to the levels in the President’s 2012 budget request. The President sort of indicated in his State of the Union indirectly that that may be all, that is all they are planning to cut.
But if the sequester occurs, that is almost another $500 billion.
The way we calculate it, Mr. Elmendorf, if I am off—or if you can
give an opinion, I would appreciate it. The way we calculate it,the
sequester in inflation-adjusted real dollars, would result in about
a 20-percent cut to DOD compared to the President’s request for
2012-2021. Does that sound correct to you?
Mr. ELMENDORF. So I do not know the precise numbers, Senator.
As the Budget Control Act exempted Social Security and Medicaid
from the sequester, and in some other programs limited the sequester ability for Medicare. Our estimates are that defense spending
would come in about—over the decade would come in about 10 percent—under the sequester relative to what would have been our
traditional baseline projection of spending growing with inflation,

198
I think the gap between that traditional projection and the effects
of the sequester is about 10 percent in terms of defense spending
over the coming decade.
Senator SESSIONS. It sounds like we were using the President’s
budget for defense and you are using a baseline number.
Mr. ELMENDORF. That is a complication in considering these
costs. We show this in Table 3.5 in the report, so if I have my math
wrong—
Senator SESSIONS. If you do that, you probably would show even
greater growth—I do not know what you would show in the other
programs. But I guess Medicare and Social Security today represent about 48 percent of the total budget. Is that right?
Mr. ELMENDORF. I am not sure. It is very large share. That
sounds about right.
Senator SESSIONS. The reason I say that, Mr. Chairman, is that
the share of entitlement programs in the budget is growing. But
there are other entitlements. There are pension plans. The fastest
growing entitlement is food stamps. It has gone from $20 to $80
billion in 10 years. That is the fourth largest entitlement program.
Some of the Pell grants are entitlement programs. So you put all
the entitlements together, it is about close to 60 percent.
I guess from that you would say, would you not, to get this country on a sound fiscal path, we would need to address the entitlement programs?
Mr. ELMENDORF. I think the combination of past policies regarding entitlements and taxes are not sustainable in combination in
the future, particularly because, as I emphasized earlier, the aging
of the population and rising costs for health care are ballooning the
costs of certain Federal programs.
Senator SESSIONS. Not only are we having medical costs going up
for Medicare, but more people are coming on the program demanding their benefit that—
Mr. ELMENDORF. And that latter fact is actually especially important over the coming decade. There will be a one-third increase in
the number of Social Security beneficiaries and the number of
Medicare beneficiaries over the coming decade.
Senator SESSIONS. This is one of these—
Chairman CONRAD. That is not a projection. They have been
born.
Mr. ELMENDORF. Well, I cannot be precise, but they are out
there, and they—
Chairman CONRAD. They are born. They are alive.
Mr. ELMENDORF. Yes.
Senator SESSIONS. So I guess I would conclude. The matter is
that I do think that the Chairman and others who have said it are
correct. We will have to address entitlements and discretionary
spending. Defense is the only area that is taking substantial cuts
at this point, and it cannot sustain, in my opinion, the full sequester. We are going to have to revisit the defense spending sequester
without giving up on the total reductions in spending that the sequester called for.
And I would say I do express disappointment that in the State
of the Union address the President talked not at all about those
huge issues facing our country.
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I went over. Thank you.
Chairman CONRAD. Thank you, Director Elmendorf. Thanks to
all of the colleagues for participate in an excellent hearing. We
have more hearings next week. I hope colleagues will come and
participate. We have a lot of discussion that needs to occur in this
Committee to see if we cannot find a way to come together.
Again, I thank the Director. The Committee stands in adjournment.
Mr. ELMENDORF. Thank you, Mr. Chairman.
[Whereupon, at 12:05 a.m., the Committee was adjourned.]
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UNITED STATES SENATE,
COMMITTEE ON THE BUDGET,
Washington, D.C.
The committee met, pursuant to notice, at 10:01 a.m., in Room
608, Dirksen Senate Office Building, Hon. Bill Nelson, presiding.
Present: Senators Nelson, Wyden, Whitehouse, Warner, Merkley,
Begich, Sessions, Grassley, Enzi, Cornyn, Thune, Portman,
Toomey, Johnson, and Ayotte.
Staff Present: Mary Ann Naylor, Majority Staff Director; and
Marcus Peacock, Minority Staff Director.
Senator NELSON. Good morning. Senator Conrad is in bed with
the flu and he has asked me to chair today for him for the first
part of the hearing. Senator Sessions, thank you, as the Ranking
Member.
We want to welcome the Federal Reserve Chairman, Ben
Bernanke, back to this committee. This is the fourth time that you
have testified before the committee and we are very, very pleased
to have you again. This is timely for your appearance because of
the nature of the recovery.
I will, without objection, insert the full remarks of Senator
Conrad’s opening statement.
Senator NELSON. I am going to turn to the Ranking Member for
his statement before mine. Senator Sessions.
OPENING STATEMENT OF SENATOR SESSIONS

Senator SESSIONS. Thank you, Mr. Chairman. I hope Chairman
Conrad feels better, I value his leadership in this committee, as I
know you do.
Good morning, Chairman Bernanke. I thank you for joining us
today. I am eager to hear your thoughts about our financial situation.
The Congressional Budget Office’s new outlook confirms that our
deficit will top $1 trillion for the fourth consecutive year. We have
never seen anything like that. In just three years, we have accumulated almost $5 trillion in gross debt, during which time the total
number of Americans actually working has decreased by 1.2 million
people. So we have fewer people working today than we did 11
years ago. That goes across administrations of both parties.
The deficit we face over the next decade, is even more daunting.
Federal spending in real dollars has increased 53 percent in ten
years, while real wages for the average American have declined
(209)
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seven percent. The government is getting bigger and the middle
class is getting smaller.
The problem I have, the concern I am wrestling with, is that
even our financial experts are often very wrong as to the danger
facing the American people and our economy. Yet some in Washington and on Wall Street tell us we should delay reforms and not
take action now.
In 2006, as America was on the verge of a massive housing meltdown, now-Secretary Geithner, then President of the New York
Federal Reserve, told his colleagues that, quote, ‘‘We just do not see
troubling signs yet of collateral damage and we are not expecting
much.’’ Two months later, he was announcing that, quote, ‘‘The
fundamentals of the expansion going forward still look good.’’
Janet Yellen, President of the San Francisco Reserve Bank, was
perhaps even more enthusiastic. When Chairman Greenspan left,
she beamed, quote, ‘‘It is fitting for Chairman Greenspan to leave
office with the economy in such solid shape. The situation you are
handing off to your successor is a lot like a tennis racket with a
gigantic sweet spot.’’
I also recall in 2001 then-Chairman Greenspan testifyed before
this committee that we were looking at more than a decade of projected surpluses and he wrestled with the question of what we
would do after we have completely paid down our debt.
We are not always as good at predicting the future as we would
like to be. The minutes show that you were also wrong during some
of these periods. Common sense tells us, at least me that more borrowing and more debt will make us weaker, not stronger. As the
last financial crisis proves, the future is hard to predict. While we
cannot predict when a debt crisis will erupt or what unknown
event might set it off, we do know that we are on a collision course
with reality. The longer we wait to change that course, to develop
a plan for a sensible financial future, the graver the danger becomes.
Yet our Majority Leader has closed the ship’s bridge and locked
the wheel. He says the Democratic Senate will decline to offer a
budget resolution on the floor for the third straight year. Not once
has this occurred since the Congressional Budget Act was passed
in 1974.
So I am glad that Chairman Conrad has indicated he will mark
up a budget in committee, but the mark-up will be a doomed exercise if your own Majority Leader, decrees that the budget process
will be shut down. Majority Leader Reid has effectively declared a
Senate Democrat budget and the President’s budget dead on arrival. If we do not have a different approach, then the majority
party is failing in the fundamental requirement of leadership and
basically asks that their leadership be taken from them.
The President’s budget submission on Monday will also be a defining test. Either the President will rise to the occasion or he will
again shirk his duties and accelerate our dangerous debt course.
The choice is his. I find it beyond imagining that the President at
this critical time in our nation’s economic life will not lay out a serious budget plan for a future that will get us off this
unsustainable debt path, a path to decline. But he did not even
mention this in his third State of the Union Address, the danger
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of the debt, what his Chairman of the Joint Chiefs, Admiral
Mullen, called the greatest threat to our national security.
Alice Rivlin in Kiplinger’s recently was very critical of the President’s lack of leadership. Real change will not occur without the
leadership of the President. And he has not only not led, but he attacked those like brilliant Congressman Paul Ryan who has led, or
tried to lead. We must hope the President’s proposal, his budget,
will lay out a plan to change our unsustainable debt course. Based
on history, I am not optimistic.
So we face a difficult challenge. I am hopeful that the President’s
budget will do what a budget should do, lay out a sound course for
America’s financial future. It has not yet. Last year’s budget did
not do that. But I hope he will this year but I am not confident.
Mr. Chairman, thank you for letting me share those remarks.
We, Chairman Bernanke, value your opinion and you can help us
work our way through the most dangerous systemic debt challenge
I believe the nation has ever faced. Thank you.
Senator NELSON. Thank you, Senator Sessions.
Senator Sessions, I am optimistic. You said you are not optimistic. I am optimistic.
Senator SESSIONS. About the budget the President submitted?
Senator NELSON. About the overall economy.
Senator SESSIONS. Oh, okay. That is different. I said I was not
optimistic he would lay out a plan to get us off an unsustainable
debt course.
OPENING STATEMENT OF SENATOR NELSON

Senator NELSON. Well, I am optimistic and the President’s budget that is going to come out, I think, is going to reflect the overall
optimism that is rising in the country with regard to the economy,
and I think it is all summed up in this chart.
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This is private sector jobs, and you can see for about a year and
a half, there were massive job losses in the private sector in each
of the months. Of course, this only starts in January of 2009 on
this chart. You can take it back even further into 2008 and that
is when the crisis started, in the fall of 2008. And this tells us
along about March of 2010, the jobs picture dramatically changed
and there is the trend line, to the point at which it is now 257,000
in this past month on job increases. That, to me, shows a trend
that is, I think, reflecting the optimism that is starting to bubble
up across America.
Mr. Chairman Bernanke, your job has been very tough over the
last few years with the consumer confidence that has been shaken,
the events in Japan and Europe threatening to derail our economy,
and, of course, the partisan bickering that we have seen on the national stage and even on State stages from time to time. And I
truly believe that when the history of this period is written that
you, sir, are going to be remembered as a critical figure because
your role has been so prominent in helping avert the complete collapse of our financial system. And for that, we are enormously
grateful.
We continue to have major fiscal challenges facing the country,
a long-term budget crisis brought on primarily from the rising cost
of health care, an outdated tax system, and years of political expedience and a near-term economic challenge of a slow recovery, as
the chart indicates, from that 2008 financial crisis which, if it had
not been for, by the way, the bipartisan cooperation after September of 2008, when we nearly went into a financial death spiral,
and the cooperation of an outgoing Republican administration with
the incoming Democratic administration, the two of them working
together to reverse that death spiral.
Now, CBO’s report last week shed some new light on the longterm budget challenge. Under their estimates, if we continue on
our current path without letting current law come into effect, gross
Federal debt is expected to reach 103 percent of GDP this year and
will then rise to 120 percent of GDP by 2022. As for the economy,
it is clear that we have come a long way from the depths of 2008
and 2009 and the recovery has recently shown these signs of the
upward trend of strengthening. But it is a long and difficult road
back.
This is a frustratingly slow pace of the recovery. The economists
have testified here that they have found that recessions found by
or accompanied by a severe financial crisis like we have had, and
in particular a crisis steeped in the housing sector, which is ours,
tend to last longer and require a greater amount of recovery efforts
than typical recessions.
And so I think not only that this chart has shown the positive
signs that we are seeing, we are also seeing the unemployment rate
coming down. We have seen ten consecutive quarters of real GDP
growth. Consumer confidence is showing signs of improvement.
U.S. auto manufacturers are returning to profitability. And State
revenues are showing signs of improvement. It is amazing to me
how a two-minute commercial during the Super Bowl can generate
such political controversy when it is, in fact, celebrating the fact of
the recovery of Detroit and the auto manufacturers.
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So in all of these good signs, we cannot become complacent.
There is serious risk. Certainly, unemployment remains too high.
Housing continues to pose a threat. And time after time on things
that have been tried, they have only been partially successful, at
best. Too many homes are still in foreclosure or underwater. Obviously, the political deadlock that we have here, that many of us on
this dais have tried to break by coming together in a bipartisan approach, in what a lot of us urge the super committee to do, and by
the way, Senator Sessions, there was a Budget Act and that was
in the Budget Control Act and that set the course for ten years of
caps and had a disciplined process which was the super committee,
which we had desperately hoped would work. But the deadlock was
there.
There is an imbalance of budget cuts that could be a drag on this
economy. And then, of course, the situation in the Middle East
could result in a disruption of oil supplies. The European debt and
fiscal crisis. And all of these elements are uncertain elements that
could disrupt the recovery.
Two of the most important steps that we could take to shore up
the recovery would be to extend the payroll tax cut and the emergency unemployment benefits for the remainder of this year, and
then in the process seriously move to redo the tax code and to reform this bloated tax code. And we should also reconsider efforts
to rebuild the country’s infrastructure.
And so, Mr. Chairman Bernanke, in looking forward, it is clear
that we have to pursue policies that both strengthen the near-term
economic recovery and address the long-term fiscal imbalance.
These policies are not incompatible. In fact, the CBO Director who
testified here last week, this is what he said, and I quote. ‘‘A policy
that widened the deficit for a few years would be beneficial for the
economy over that period, especially if it were combined with a
plan that would later narrowed deficits relative to the current policy projection. Combining those pieces is important. Having those
pieces together would provide the strongest boost to economic activity in the short term.’’ That is CBO Director Elmendorf’s words.
And so, Mr. Chairman Bernanke, we want to hear your views
and I hope you will speak further about what Director Elmendorf
said.
STATEMENT OF THE HONORABLE BEN S. BERNANKE, CHAIRMAN, BOARD OF GOVERNORS, FEDERAL RESERVE SYSTEM

Mr. BERNANKE. Thank you very much, Mr. Chairman.
Acting Chairman Nelson, Ranking Member Sessions, and other
members of the Committee, I appreciate this opportunity to discuss
my views on the economic outlook, monetary policy, and the challenges facing fiscal policymakers.
Over the past 2–1/2 years, the U.S. economy has been gradually
recovering from the recent deep recession. While conditions have
certainly improved over this period, the pace of the recovery has
been frustratingly slow, particularly from the perspective of the
millions of workers who remain unemployed or underemployed.
Moreover, the sluggish expansion has left the economy vulnerable
to shocks. Indeed, last year, supply chain disruptions stemming
from the earthquake in Japan, a surge in the prices of oil and other
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commodities, and spillovers from the European debt crisis risked
derailing the recovery. Fortunately, over the past few months, indicators of spending, production, and job market activity have shown
some signs of improvement; and in economic projections just released, Federal Open Market Committee participants indicated
that they expect somewhat stronger growth this year than in 2011.
The outlook remains uncertain, however, and close monitoring of
economic developments will remain necessary.
As is often the case, the ability and willingness of households to
spend will be an important determinant of the pace at which the
economy expands in coming quarters. Although real consumer
spending rose moderately last quarter, households continue to face
significant headwinds. Notably, real household income and wealth
stagnated in 2011, and access to credit remained tight for many potential borrowers. Consumer sentiment has improved from the
summer’s depressed levels but remains at levels that are still quite
low by historical standards.
Household spending will in turn depend heavily on developments
in the labor market. Overall, the jobs situation does appear to have
improved modestly over the past year: Private payroll employment
increased by about 160,000 jobs per month in 2011—not counting,
of course, the first month of this year; the unemployment rate fell
by about 1 percentage point; and new claims for unemployment insurance declined somewhat. Nevertheless, as shown by indicators
like the rate of unemployment and the ratio of employment to population, we still have a long way to go before the labor market can
be said to be operating normally. Particularly troubling is the unusually high level of long-term unemployment: More than 40 percent of the unemployed have been jobless for more than 6 months,
roughly double the fraction during the economic expansion of the
previous decade.
Uncertain job prospects, along with tight mortgage credit conditions, continue to hold back the demand for housing. Although low
interest rates on conventional mortgages and the drop in home
prices in recent years have greatly improved the affordability of
housing, both residential sales and construction remain depressed.
A persistent excess supply of vacant homes, largely stemming from
foreclosures, is keeping downward pressure on prices and limiting
the demand for new construction.
In contrast to the household sector, the business sector has been
a relative bright spot in the current recovery. Manufacturing production has increased 15 percent since its trough, and capital
spending by businesses has expanded briskly over the past 2 years,
driven in part by the need to replace aging equipment and software. Moreover, many U.S. firms, notably in manufacturing but
also in services, have benefited from strong demand from foreign
markets over the past few years.
More recently, the pace of growth in business investment has
slowed, likely reflecting concerns about both the domestic outlook
and developments in Europe. However, there are signs that these
concerns are abating somewhat. If business confidence continues to
improve, U.S. firms should be well positioned to increase both capital spending and hiring: Larger businesses are still able to obtain
credit at historically low interest rates, and corporate balance

216
sheets are strong. And though many smaller businesses continue to
face difficulties in obtaining credit, surveys indicate that credit conditions have begun to improve modestly for those firms as well.
Globally, economic activity appears to be slowing, restrained in
part by spillovers from fiscal and financial developments in Europe.
The combination of high debt levels and weak growth prospects in
a number of European countries has raised significant concerns
about their fiscal situations, leading to substantial increases in sovereign borrowing costs, concerns about the health of European
banks, and associated reductions in confidence and the availability
of credit in the euro area. Resolving these problems will require
concerted action on the part of European authorities. They are
working hard to address their fiscal and financial challenges. Nonetheless, risks remain that developments in Europe or elsewhere
may unfold unfavorably and could worsen economic prospects here
at home. We are in frequent contact with European authorities,
and we will continue to monitor the situation closely and take
every available step to protect the U.S. financial system and our
economy.
Let me now turn to a discussion of inflation. As we had anticipated, overall consumer price inflation moderated considerably over
the course of 2011. In the first half of the year, a surge in the
prices of gasoline and food—along with some pass-through of these
higher prices to other goods and services—had pushed consumer
inflation higher. Around the same time, supply disruptions associated with the disaster in Japan put upward pressure on motor vehicle prices. As expected, however, the impetus from these influences faded in the second half of the year, leading inflation to decline from an annual rate of about 3–1/2 percent in the first half
of 2011 to about 1–1/2 percent in the second half—close to its average pace for the preceding 2 years. In an environment of well-anchored inflation expectations, more stable commodity prices, and
substantial slack in labor and product markets, we expect inflation
to remain subdued.
Against that backdrop, the FOMC decided at its recent meeting
to maintain its highly accommodative stance of monetary policy. In
particular, the Committee decided to continue its program to extend the average maturity of its securities holdings, to maintain its
existing policy of reinvesting principal payments on its portfolio of
securities, and to keep the target range for the Federal funds rate
at 0 to 1/4 percent. The Committee now anticipates that economic
conditions are likely to warrant exceptionally low levels of the Federal funds rate at least through late 2014.
As part of our ongoing effort to increase the transparency and
predictability of monetary policy, following its January meeting the
FOMC released a statement intended to provide greater clarity
about the Committee’s longer-term goals and policy strategy. The
statement begins by emphasizing the Federal Reserve’s firm commitment to pursue its congressional mandate to foster stable prices
and maximum employment. To clarify how it seeks to achieve these
objectives, the FOMC stated its collective view that inflation at the
rate of 2 percent, as measured by the annual change in the price
index for personal consumption expenditures, is most consistent
over the longer run with the Federal Reserve’s statutory mandate;
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and it indicated that the central tendency of FOMC participants’
current estimates of the longer-run normal rate of unemployment
is between 5.2 and 6 percent. The statement noted that these statutory objectives are generally complementary, but when they are
not, the Committee will take a balanced approach in its efforts to
return both inflation and employment to their desired levels.
In the remainder of my remarks, I would like to briefly discuss
the fiscal challenges facing your Committee and the country. The
Federal budget deficit widened appreciably with the onset of the recent recession, and it has averaged about 9 percent of GDP over
the past 3 fiscal years. This exceptional increase in the deficit has
mostly reflected the automatic cyclical response of revenues and
spending to a weak economy as well as the fiscal actions taken to
ease the recession and aid the recovery. As the economy continues
to expand and stimulus policies are phased out, the budget deficit
should narrow over the next few years.
Unfortunately, even after economic conditions have returned to
normal, the Nation will still face a sizable structural budget gap
if current budget policies continue. Using information from the recent budget outlook by the CBO, one can construct a projection for
the Federal deficit assuming that most expiring tax provisions are
extended and that Medicare’s physician payment rates are held at
their current level. Under these assumptions, the budget deficit
would be more than 4 percent of GDP in fiscal year 2017, assuming
that the economy is then close to full employment. Of even greater
concern is that longer-run projections, based on plausible assumptions about the evolution of the economy and the budget under current policies, show the structural budget gap increasing significantly further over time and the ratio of outstanding Federal debt
to GDP rising rapidly. This dynamic is clearly unsustainable.
These structural fiscal imbalances did not emerge overnight. To
a significant extent, they are the result of an aging population and,
especially, fast-rising health care costs, both of which have been
predicted for decades. Notably, the CBO projects that net Federal
outlays for health care entitlements—which were about 5 percent
of GDP in fiscal year 2011—could rise to more than 9 percent of
GDP by 2035. Although we have been warned about such developments for many years, the time when projections become reality is
coming closer.
Having a large and increasing level of Government debt relative
to national income runs the risk of serious economic consequences.
Over the longer term, the current trajectory of Federal debt threatens to crowd out private capital formation and thus reduce productivity growth. To the extent that increasing debt is financed by borrowing from abroad, a growing share of our future income would
be devoted to interest payments on foreign-held Federal debt. High
levels of debt also impair the ability of policymakers to respond effectively to future economic shocks and other adverse events.
Even the prospect of unsustainable deficits has costs, including
an increased possibility of a sudden fiscal crisis. As we have seen
in a number of countries recently, interest rates can soar quickly
if investors lose confidence in the ability of a government to manage its fiscal policy. Although historical experience and economic
theory do not indicate the exact threshold at which the perceived
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risks associated with the U.S. public debt would increase markedly,
we can be sure that, without corrective action, our fiscal trajectory
will move the Nation ever closer to that point.
To achieve economic and financial stability, U.S. fiscal policy
must be placed on a sustainable path that ensures that debt relative to national income is at least stable or, preferably, declining
over time. Attaining this goal should be a top priority.
Even as fiscal policymakers address the urgent issue of fiscal
sustainability, they should take care not to unnecessarily impede
the current economic recovery. Fortunately, the two goals of achieving long-term fiscal sustainability and avoiding additional fiscal
headwinds for the current recovery are fully compatible—indeed,
they are mutually reinforcing. On the one hand, a more robust recovery will lead to lower deficits and debt in coming years. On the
other hand, a plan that clearly and credibly puts fiscal policy on
a path to sustainability could help keep longer-term interest rates
low and improve household and business confidence, thereby supporting improved economic performance today.
Fiscal policymakers can also promote stronger economic performance in the medium term through the careful design of tax policies
and spending programs. To the fullest extent possible, our Nation’s
tax and spending policies should increase incentives to work and
save, encourage investments in the skills of our workforce, stimulate private capital formation, promote research and development,
and provide necessary public infrastructure. Although we cannot
expect our economy to grow its way out of its fiscal imbalances, a
more productive economy will ease the tradeoffs that we face and
increase the likelihood that we leave a healthy economy to our children and grandchildren.
Thank you, sir.
[The prepared statement of Mr. Bernanke follows:]
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Senator NELSON. Thank you, Chairman Bernanke.
On page 4 of your statement, you testified that the ‘‘current estimates of the longer-run normal rate of unemployment is between
5.2 and 6 percent.’’ How does that compare, for example, to unemployment during the go-go years of the 1990s? And do you think
we are destined to have higher unemployment than in the 1990s?
Mr. BERNANKE. Well, unemployment did reach levels below that,
not only in the 1990s but earlier in the 2000s as well. We are concerned that over the past few years there has been some modest
increase in the sustainable long-run rate of unemployment. One of
the factors contributing to that is the fact, as I mentioned in my
remarks, that about 40 percent of the unemployed have been unemployed for 6 months or more; and those folks lose skills, they
lose attachment to the labor force, and it is more difficult for them
to find steady employment in the longer term.
I would like to emphasize that in estimating that sustainable
long-run rate of unemployment, we in no way are saying that this
is a desirable state of events, state of circumstances. We are only
saying that monetary policy really cannot do much to bring unemployment in a sustainable way below those levels based on our current information.
However, other policies affecting workforce skills, the structure
of the labor market, fiscal policy, trade, all kinds of other policies
could affect and bring down that sustainable rate of unemployment, and I hope Congress will consider ways to address that problem.
Senator NELSON. We have started to see a revival of the manufacturing sector: 50,000 jobs added last month. Tell us, is there
anything that you would suggest that we do to hasten the return
of the manufacturing jobs?
Mr. BERNANKE. Well, the recovery of the manufacturing sector
has been an encouraging development. Manufacturing has led this
recovery very significantly. One reason it is doing so is that American manufacturers have become increasingly competitive on the
global stage, and as emerging markets in other countries grow
quickly, they represent a source of demand for our manufactured
goods as well as some of our services. So, clearly, maintaining open
trade with other countries and maintaining those markets is an important step.
I think another area that is important is trying to ensure that
the U.S. remains a leader in advanced education, research and development, technology, and the like because many of our manufacturing firms, for example, high-tech firms, which are often clustered around universities, are producing the most sophisticated,
most technologically advanced products. That is where we have a
comparative advantage in the United States, and maintaining our
technological leadership would certainly be a boost to our ability to
export.
Senator NELSON. You know the decisions that we will have to
make with regard to budgetary policy coming up, and you know
that there were all these attempts to get agreement between the
White House and the Congress last year that did not make it.
There was one plan that a number of us were—even held a press
conference, I think some 40 of us in the Senate—wanting the super
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committee to go big with a $4 trillion cut in the deficit over the
next 10 years.
Would you recommend going forward, since all of that failed,
steep cuts that only hit at a handful of the safety net programs?
Or do you believe that we should place more on reducing future
deficits over the long term in a more broad way while being fiscally
conscious of the recovery efforts in the near term?
Mr. BERNANKE. Mr. Chairman, I was supportive of being aggressive last summer. A number like $4 trillion was the CBO’s estimate
of what would be needed to stabilize debt-to-GDP ratios over the
next decade, which is an important objective, obviously. But I
would like to urge the Committee not to be solely attentive to the
10-year CBO window. Most of the problems in our fiscal path arise
after the next 10 years, going out 15, 20, 30 years as our population ages, as health care costs rise, and so on.
So what I would advocate is,having a broad-based discussion, but
in particular looking at sustainability over the long run. And I
think that is going to take a lot of work on the part of Congress.
It is really not my place to make detailed recommendations about
specific components of the budget, but I do urge the Congress—and
I heard many people on this Committee express the same sentiment—that we need a long-term plan to put our debt-to-GDP ratio,
our overall fiscal burden on a sustainable path.
Senator NELSON. Thank you.
Senator Sessions.
Senator SESSIONS. Thank you, Mr. Chairman. And Chairman
Bernanke, thank you. Your remarks have been very insightful, and
we all have different opinions, but I think you are pretty close to
what we need to be doing, and we value that.
I would yield to Senator Grassley at this time.
Senator GRASSLEY. First of all, I want to compliment you on your
movements toward transparency, and I think even the more you
can do of that, and do it not just for the sake of letting people know
about the economic impact of your policies so that there is not the
obscurity that has existed, but to do it for the purpose of educating
the public more about the important role of the Federal Reserve,
is positive. You are too important for people to think that there is
some conspiratorial aspect of everything the Federal Reserve does,
and this comes up not often, but it comes up too often in my town
meetings. I think the more you can tell people about what your role
is, it is very important.
My question is based upon, first of all, if Congress fails to act on
January 1, 2013, our Nation is going to see the largest tax increase
in the history of the country. People do not understand this, but
that is going to happen without even a vote of Congress. The Congressional Budget Office has estimated the economic impacts of
this $3.5 trillion tax increase along with a few other policies. CBO
estimates that the unemployment rate at the end of 2013 could be
as much as 2 percentage points higher and that the GDP growth
could be as much as 3 percentage points lower.
Do you agree with CBO that the failure to prevent this tax increase will have a serious negative impact on our economy in terms
of GDP growth and unemployment? And, secondly, if so, at what
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point in 2012 will the uncertainty of the tax increase begin to
hinder economic growth?
Mr. BERNANKE. Senator, first, thank you for your comments on
transparency, and on the role of the Federal Reserve. I have agreed
to give a series of lectures at George Washington University next
month as part of a class, and I will be talking exactly about that
issue.
I agree basically with the CBO’s analysis. If no action is taken,
on January 1, 2013, between expiration of tax cuts, sequestration,
and a number of other measures, there will be a very sharp change
in the fiscal stance of the Federal Government, which by itself with
no compensating action would indeed slow the recovery. CBO predicts a 1.1-percent growth and an increase in unemployment in
that year, and that is based entirely on their current law assumptions, so they are assuming that contraction will take place.
I want to be very clear that I am in no way stepping back from
my strong advocacy of maintaining fiscal sustainability in the
longer term. It is critically important, whatever actions are taken
to mitigate the short-run impacts of some of these changes, that
they be combined with a credible plan for a longer-term return to
sustainability. But there is a concern there that this very sharp
change in the fiscal position in a very short time might slow the
recovery.
I do not know exactly when the uncertainty would become a factor, but surely as we get closer to January 1st and Congress has
not given a clear road map for how it plans to proceed, that would
certainly affect planning, business decisions, household decisions as
they look ahead to the next year.
Senator GRASSLEY. Okay. My second question will have to be my
last one. You recently announced that the Federal Open Market
Committee’s goal of an inflation target of 2 percent. Core inflation
currently stands above the Fed’s target at 2.2 percent. Separately,
you also announced that the Federal funds rate will likely be held
near zero through 2014. This question comes from the point of view
that you said if there is a tradeoff between decision making on unemployment and on inflation, at least as I read it, unemployment
would have a higher priority.
Is the Fed sending a signal that keeping inflation in check is a
secondary priority to achieving full employment? And to what extent is the Fed willing to act should inflation continue to rise?
Mr. BERNANKE. Well, Senator, it is true that a 12-month backward look shows inflation a bit above 2 percent. But as we look forward and as energy price increases of early last year have not reoccurred, our projections are that inflation is going to remain very
subdued, probably below our 2-percent target, going into 2012 and
2013. Because monetary policy works with a lag, we have to think
about where inflation is going to be, not where it has been in the
past. Inflation has averaged about 2 percent a year over my tenure
as Chairman, and we expect it to be at 2 percent or below in the
next couple of years. So we think that is entirely consistent with
a policy of accommodative policy.
Now, I want to disabuse any notion that there is a priority for
maximum employment. We say very explicitly and we take a balanced approach. Congress gave us a dual mandate. We work to
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bring both sides of the mandate back towards the target. The main
goal of that statement was not to announce any change in policy.
The main goal was to give greater clarity about how we define
these long-run objectives. But we are certainly going to be working
to bring both parts of our mandate towards desired levels.
Senator GRASSLEY. I think it is good you are going to George
Washington University, but if you would want to come to the grass
roots of America, the University of Northern Iowa, I would help arrange it for you.
[Laughter.]
Mr. BERNANKE. Thank you. It will be streamed online, so it is
open.
Senator GRASSLEY. Okay. Thank you very much.
Senator NELSON. Thank you, Senator Grassley.
Senator Wyden.
Senator WYDEN. Thank you, Chairman Nelson, and thank you,
Chairman Bernanke. I want to ask you a little bit more about the
shocks to the economy that you have been discussing. You talk
about the pace of the recovery being slow, and particularly for the
millions of people who are hurting, unemployed, underemployed,
and that all of this really comes together as part of a sluggish expansion that has left the economy vulnerable to shocks. So I can
see plenty of shocks: the payroll tax debate bogging down into a
quagmire, talking about 2 months or another short-term effort. We
mentioned Europe as another one, mentioned the question of sequestration, and, to me that alone puts a very negative spectacle
out because it would mean that in a lame duck session in the 2012
Congress you would see, again, the same sort of flailing that you
did after 2010.
So my first question to you on the shock issue is: Doesn’t it serve
to shock our economic system just to have all this delay and week
after week of bickering and inability to get decisions on payroll
taxes or others? Isn’t that in and of itself a shock to the system in
terms of what it does to business confidence and predictability and
certainty?
Mr. BERNANKE. Well, policy uncertainty is certainly one of the
things that businesses complain about. It makes it harder to plan.
You know, we face the same issue as regulators with regulatory
uncertainty, and obviously to the extent that greater clarity can be
provided, it would be helpful to the economy.
Senator WYDEN. And is it fair to describe that as yet another
shock to the system? Because, to me, everything I have been trying
to—I am going to you about tax reform here in a minute—has been
to try to figure out how to force action early, because when you do
not, what you are most likely, at a time when you have this sluggish expansion, to see these shocks and a reduction in confidence
and predictability and the like.
So is it fair to say that delay in this kind of climate, when it
comes to getting the payroll tax issue worked out and others, that
that in and of itself is a shock to the system?
Mr. BERNANKE. Well, I would cite the example of the debt ceiling
debate last summer, which was clearly a shock and very probably
affected consumer confidence and financial markets. More generally, loss of confidence that agreement will be reached or uncer-
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tainty about what agreement will be reached is a negative for confidence.
Senator WYDEN. Let me ask you about the question—I mean, to
me the antidote to economic shocks are the cushions, the kinds of
cushions that start us on the road to predictable, more certain
kinds of opportunities to promote economic growth, and tax reform
strikes me to be right up at the top of the list. And as the super
committee—we have Senator Portman here who has done very
good work on this, did it in the super committee. A lot of that work
has been done now. There are tough, tough political calls to be
made, of course, to address tax reform, but the principles are pretty
clear, much of what was done in 1986, clean out a lot of the junk,
the special interest breaks, to hold down rates and keep progressivity. Wouldn’t long-term predictable tax reform be the kind of
cushion that would help address the shocks that you are concerned
about for the economy?
Mr. BERNANKE. Predictability is good, and also a good Tax Code
in itself promotes growth. I think most economists agree that a
simpler, fairer, broader-base Tax Code would be constructive for
growth, yes.
Senator WYDEN. And on the converse of it all, wouldn’t piecemeal
changes, where, again, we go through another round of temporary
credits, temporary extensions, modifications to this provision, that
provision, wouldn’t that contribute to the uncertainty and the lack
of predictability that would make it hard for us to grow?
Mr. BERNANKE. Well, Senator, as you fully appreciate, politics is
complicated, and sometimes not everything is feasible from a political point of view. But from an economic point of view, obviously
the more comprehensive and clean the tax reforms or spending reforms can be, the more likely they will be good, efficient from an
economic point of view, and the more likely they will reduce uncertainty.
Senator WYDEN. I think your points are well taken, Mr. Chairman. My concern is, absent the kind of comprehensive reform that
I think would be a stronger cushion to the shocks that you are talking about, I just hope that the country will see how important it
is to steer away from yet more piecemeal kinds of changes that
make this broken tax system even more dysfunctional and do not
give businesses and the consumers the predictability they need to
generate the growth that you are talking about.
Thank you, Mr. Chairman.
Senator NELSON. Thank you, Senator Wyden.
Senator Johnson.
Senator JOHNSON. Thank you, Mr. Chairman. And, Chairman
Bernanke, thanks for coming here to testify.
I do not envy your task. It seems to me that you have been given
the task of trying to address fiscal mismanagement with monetary
solutions, and it just does not work long term. I think we are seeing that starting to collapse in Europe as people have tried to come
to the rescue of Greece, and I am just not sure how far we are behind Greece.
The argument here in terms of getting our fiscal house in order,
the long-term sustainability, seems to certainly break down between how much revenue can we raise and how much do we spend.
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And to me it is just clearly a spending problem. Ten years ago, we
spent $1.9 trillion. Last year, we sent $3.6 trillion. And according
to the President’s budget, in 10 years he would like to spend $5.8
trillion.
And I am concerned that we delude ourselves in thinking that
we can actually increase revenue by potentially raising tax rates,
or trying to get us up above the 50-year average of 18.1 percent of
revenue extracted from this economy. Our long-term spending is
20.2 percent, so over the last 50 years, we have just run this 2.1
percent structural deficit.
There is an interesting article in the Wall Street Journal today
about Maryland’s attempt to tax millionaires. When they did that
back in 2007, they estimated they would raise $330 million by
doing that. In fact, a study was just produced that said that they
raised about $120 million, about 36 percent of the raised revenue.
So I would just kind of like to get your comments on the Federal
Government’s ability to extract more than that 50-year 18.1-percent long-term average in revenue.
Mr. BERNANKE. Well, first, on the broad question of spending and
taxes, there is a deep philosophical debate about the appropriate
role of the Government, the appropriate size of Government, and
you are obviously quite aware of that. And that is something Congress is going to have to work out. That is what the people elected
you to do, to figure out the right role of Government in the economy.
I think it is true that beyond a certain point higher taxes impose
costs on the efficiency of the economy, and those are tradeoffs that
Congress has to consider. So in particular in a situation like a
State where millionaires could easily cross the border and live in
Virginia instead of in Maryland, it is clear that much of the gain
could be lost simply by legal avoidance practices.
Senator JOHNSON. As an accountant, as a business manager, I
am always looking for the root cause of problems, and I am also
looking for key metrics, and you mentioned one earlier: the size of
our debt in relationship to GDP. I think an even more fundamental
one really speaks to the root cause of the problem, which I would
argue is the size, the scope, all the control, all the intrusion of Government into our lives, all the regulation, the cost of Government.
We have increased that from that 20.2 percent average over 50
years to 25 percent in 2009, and 24—it is projected, according to
the Heritage Foundation, to increase to 35 percent by 2035. In the
end, socialism and communism is a number, and the number is the
size of Government in relationship to the economy.
Do you think 24 or 25 percent and higher as a metric of the size
of Government in relationship to the economy, do you think that
is a healthy metric?
Mr. BERNANKE. Senator, under the current plans, if there is no
change to our entitlement programs, then the demand for spending, the amount of spending that the Government is committed to,
is going to rise even beyond that level. So at some point, Congress
is going to have to make a tradeoff between, what its spending programs are and what taxes it is willing to raise.
I have often said that I am in favor of the law of arithmetic. If
you want a low-tax economy which has benefits from an efficiency

233
perspective, you have to make the tough decisions on the spending
side. And vice versa, if you want to spend more, you have to figure
out how to raise taxes and raise the revenues.
So I mainly try to urge Congress to make sure they are looking
at both sides so that there is a balance between the two.
Senator JOHNSON. Of course, those touch decisions really do
begin with Presidential leadership. I am new to this town. I have
never seen anything really accomplished in Washington without
very strong Presidential leadership, and I am afraid President
Obama has just been phoning it in here the last couple of years in
terms of our debt and deficit issue.
One question I would have is—I probably do not have a whole
lot of time for it. In terms of the uncertainty caused by not—the
Senate passing a budget—and I realize that in the Budget Control
Act we have deemed a few numbers. But can you just speak to the
last of an actual plan that makes sense to certainly business people, to consumers? Can you speak to how harmful that is in terms
of economic growth?
Mr. BERNANKE. Well, Senator, I am not going to comment on
parliamentary maneuverings, but Senator Wyden asked exactly the
same question: Is uncertainty about the future of the Tax Code and
Government programs and so on a negative for growth? I think it
is because firms like to have certainty, like to be able to plan. And,
again, I would take on the same responsibility as a regulator, that
we need to make regulations as clear and as effective as possible.
Senator JOHNSON. Thank you.
Thank you, Mr. Chairman.
Senator NELSON. Senator Begich.
Senator BEGICH. Thank you very much, Mr. Chairman.
Thank you very much, Mr. Bernanke, for being here, and thank
you for the conversation we had on the phone several weeks ago
in regard to transparency. I agree that there are efforts, and I am
excited to see that you are going to be out on the circuit, and I will
be anxious. I might even tune in to one of those to see how they
go.
Senator Johnson brought up a point. I want to make sure there
is equal treatment. I am new here, too. I appreciate—I am not here
to defend the President at all, but we are all to blame for this dysfunctional Washington, D.C. It is not just the President. It is Congress that is also part of the problem here. That is what I hear
when I go back home. And because of that—and you kind of answered it, and I think I want to clarify or make sure I hear what
you are saying. That is, because of the inability for this body to figure out and compromise and figure out pathways that have longterm certainty, it does have an impact to the consumer confidence
and the business confidence of this country. Yes?
Mr. BERNANKE. Yes.
Senator BEGICH. So, what I have learned in this legislative
body—but I have been an executive, I have been an assembly member, and now in this legislative body—is that legislative bodies love
to blame the executive, the executive loves to blame the legislative
body. But at the end of the day, on the Senate side, there are a
hundred of us out of 308 million people here to make some decisions. So it is incumbent upon us, if we intend to move this country
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forward, to be more certain about our long-term decisions. True?
That is important, because I know as a small business person from
the age of 16 that indecision does not create certainty, and this
body has a great habit of indecision or push it off. So I just want
to make sure—we are all equal in this. There is on one body or another. So I am kind of going through you, two comments on the
other side.
Second, I heard—and I want to get your comment to make sure
I am clear on this—your response to Senator Grassley in regard to
the Bush tax cuts that may expire at the end of the year and what
might happen. But, also, isn’t there another problem to this that
we did not pay for them so it had a long-term problem, which is
what your opening statement alluded to, that it is good, these
short-term things, but the long-term brick wall is coming. So when
you have these schemes that have a tax scheme that costs $4 trillion and you do not pay for it today, you are going to pay for it tomorrow, and you are going to pay with interest. Isn’t that also a
problem to this equation? As you deal with tax policy, you have to
pay for it, right?
Mr. BERNANKE. Yes, Senator. I was not endorsing any particular
component.
Senator BEGICH. No. I agree.
Mr. BERNANKE. I was just saying that the cumulative effect of all
these different things—expiration of the payroll tax, the sequestration, expiration of the Bush tax cuts, and other things collectively—would be a fairly sharp change in the near-term fiscal position.
Senator BEGICH. Correct.
Mr. BERNANKE. I am not saying do not pay for it. I am just saying do it over a longer period of time, but do it seriously. I agree
with Senator Sessions’ concern, that we just push it off manana.
You do not want to do that. You want to make a credible, strong
plan, but one that phases in over a period so that the economy will
not hit a huge pothole.
Senator BEGICH. Right, and that is why I just want to make sure
that is kind of in this discussion because I was one of those that
supported the $4 trillion. I think we need to be aggressive about
this. But we also have to balance against what we are trying to do
today, because if you get an imbalance, you are going to have a direct impact. And there are good signs. I mean, I read your latest
piece—I do not know if it was written by you or you were interviewed by Bloomberg in regard to how the economy is moving. It
is going to be a slow drag on this economy for some time. But it
is actually moving in certain areas. Manufacturing, as you indicated, I think has surprised a lot of people, and that is a good sign.
Consumer confidence to me is a pretty important piece of the equation here because if they are not confident, they are not—I mean,
it is amazing how many are still not refinancing today at 3.75 interest rate. It just boggles the mind, because I think they are just
not confident yet. And part of our job is to help make them know
that we have a plan at least, or something to help the confidence
level.
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Do you think consumer confidence is an important part to this
long-term equation? Consumer and, I should say, business confidence, the combination of how they feel.
Mr. BERNANKE. Surely consumers make their spending plans and
their employment plans and retirement plans, everything, based on
what they see in the future, how they expect the economy to evolve
and their own opportunities. If you look at the consumer confidence
surveys, people are saying they do not expect to see their real incomes grow. They expect that their financial conditions are going
to be flat down in the next few years, and that is not a situation
that encourages people to buy a house or—
Senator BEGICH. Refinance.
Mr. BERNANKE. —start a business or anything like that.
Senator BEGICH. Right. Let me ask you one last question because
my time is up. Obviously, I come from an energy State, oil and gas,
and you had alluded to a couple issues that, the activities in the
Middle East could have impact to our price of fuel energy here. Can
you maybe just elaborate a little bit? Obviously, I am a big believer
that we need to do more domestic production so we have less of
those shock treatments from other sources that are out of our control. Can you give me just any additional comment on that?
Mr. BERNANKE. Well, first, as we saw in a modest way early last
year, a significant increase in oil prices can be very disruptive both
because it creates inflation and also because it acts like a tax on
consumers, makes them less able to spend on other goods and services. A major disruption that sent oil prices up very substantially
could stop the recovery.
That being said, one of the more encouraging things of the last
few years is the fact that with new processes and approaches, the
U.S. is becoming a much more prolific producer of fossil fuels and
is also making progress on non-fossil forms of energy. So for the
first time in some time, there is a chance that we can move in the
right direction in terms of reducing our exposure to foreign supply
disruptions.
Senator BEGICH. Thank you very much, and Alaska wants to be
part of that equation, so thank you very much.
Senator WHITEHOUSE. [Presiding.] Thank you, Senator Begich.
Senator Enzi.
Senator ENZI. Thank you. Wyoming wants to be a part of that,
also.
[Laughter.]
Senator ENZI. I want to thank the Chairman for all of the information you gave at the repeated appearances that you have to do
before all the different committees of both the Senate and the
House. It is all very helpful, and I know that everybody hangs on
pretty much every word that you say, which has to be pretty
daunting.
I appreciate the emphasis that you have placed on the BowlesSimpson deficit report. I still think that if that had been broken
into parts, everybody could have voted against the part they did
not like, and all the parts would have passed. Then it could have
come to the Senate, and I think in six parts we could have passed
it, too, and averted a lot of this. But it was an austerity program,
which makes it pretty tough. But to avert a fiscal catastrophe,
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most of the European governments enacted austerity programs
that actually reduced government spending, and recently, sovereign
bond auctions by fiscally troubled eurozone countries enjoyed surprising demand, which resulted in yields well below expectations.
The New York Times suggested that these auctions are a sign
that the austerity measures have comforted investors and lured
them back into the eurozone bond. Despite the passage of the
Budget Control Act, the U.S. Federal spending is expected to grow
in 2012. Compared to the budgets of the eurozone countries, do you
believe the U.S. really has entered a period of austerity, as some
have suggested?
Mr. BERNANKE. Well, first, in the European case, I think that
some progress in some of the troubled countries toward fiscal balance has been encouraging to investors, but there are other important factors, notably the European Central Bank’s large loan to
banks that has helped stabilize the financial system, and many
banks in turn have used that money to buy short-term government
sovereign debt from countries like Greece and Portugal and Ireland. So that is a fairly complex situation.
Senator ENZI. Well, let me ask, if they had not passed some austerity budgets, do you think there would have been this—
Mr. BERNANKE. Well, I think that countries like Greece and Portugal have really no option. They could not borrow. They are excluded from the private market. They are relying now already 100
percent on the IMF and European Union for funding, and in order
to qualify for that funding, they have to show they have a plan to
restore fiscal balance. So they really have no choice, and they are
working to try to get to that position.
I would say in terms of the United States—I have already described my concerns about 2013. Right now I would say that overall
fiscal effects on our economy are roughly neutral at this point. And,
clearly, from a long-run perspective, we have not yet taken any actions to put the Government debt on a sustainable path.
Senator ENZI. Thank you.
Switching a little bit here, the Federal Reserve, like any bank,
takes in deposits as liabilities and lends out those funds by purchasing Treasury securities as assets. And the Federal Reserve
then remits those profits to the Treasury, and those payments are
classified as Government receipts or revenues in the Federal budget. Remittances more than doubled since 2008, and CBO estimates
the Federal Reserve will remit $77 billion in 2012. I am curious as
to whether that is after the Consumer Protection Bureau’s 10 percent comes out or not. And they estimate that it will be $511 billion
over the next 10 years.
What are the Federal Reserve’s major sources of revenue? And
why have the earnings gone up since 2008?
Mr. BERNANKE. The Federal Reserve in the last 3 years has remitted about $200 billion to the U.S. Treasury. I think that does
not—I think that includes the money paid to CFPB. I will double
check that for you.
Senator ENZI. Thank you.
Mr. BERNANKE. The reason that our remittances to the Treasury
have gone up by so much—prior to recent years, we rarely remitted
more than $20 or $25 billion in a year—is that as part of our mone-
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tary policy, we have, as purchased Treasury securities, longer-term
Treasury securities, and mortgage-backed securities, agency mortgage-backed securities. The return on those securities comes to the
Fed, and then we take it and pass it back to the Treasury. So that
is where the profit is coming from.
In addition, the various programs we undertook during the crisis
have all turned out to be profitable, and we have put that money
back to the Treasury as well.
Senator ENZI. Thank you. And switching again, how effective do
you think Japanese efforts were to stimulate the economy during
the 1990s? I do not think their economy has recovered, and we
place all the emphasis on Europe, but I think Japan deserves some
real consideration.
Mr. BERNANKE. Japan has had a difficult two decades, certainly.
There are some important differences between Japan and the
United States. One that I would particularly stress is that Japan
has had deflation, falling prices, now for quite a long time, and
combined with interest rates that cannot go below zero, that creates financial tightness in their economy, which prevents to some
extent investment and growth.
Also, the Japanese were not as quick as the U.S. to recapitalize
their banks as we did in 2009. They were the first into the situation. They did not have the benefit of seeing others deal with it,
grapple with it. We learned from them. They continue to provide
monetary policy support.
I think it is important to note that yet one other difference is
that Japanese demographics are quite different from the U.S. The
workforce is actually beginning to shrink because they have very
low birth rates and low population growth rates, and that is certainly going to be a factor that is going to keep their growth down
in the period to come.
Senator ENZI. Thank you. My time has expired.
Senator WHITEHOUSE. Senator Merkley.
Senator MERKLEY. Thank you, Mr. Chair, and thank you for your
testimony.
I wanted to start with the unemployment insurance and the conversation that is going on, and this is one of those kind of set of
things that you referred to as changing on the near horizon, and
the conversation is going on about whether to sustain the 79-week
standard.
How do you see that piece of the puzzle fitting into the issues
that would affect the economy?
Mr. BERNANKE. Well, unemployment insurance is multifaceted.
On the one hand, obviously, it provides some support for people
who are unemployed or who have unemployed family members,
and those people in turn also will be more likely to spend, which
will add to demand in the economy.
It probably on the margin leads people to wait a little longer,
that the spells of unemployment may be a little bit longer because
of unemployment insurance, but that, too, is a mixed blessing because in some cases the extra time allows people to find a more appropriate job with a higher wage instead of taking the very first
thing that they see.
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There are a lot of interesting ideas out there for redesign of unemployment insurance. Are there ways, for example, to create incentives for more training, skill building during the period of unemployment through the way in which the unemployment insurance is paid? So I think as you discuss it, it would be useful to look
at the design and ask whether or not, for example, part of the payments could be used for training or for skill building.
Senator MERKLEY. Thank you. As there are many other proposals
out there for redesign that may be more about stopping the continuation of unemployment insurance than actually improving the
way it works, so that is a real concern in this conversation. What
I gather from your point is that it plays a significant, substantial
role, particularly during periods of high unemployment, in creating
a foundation for demand and the workforce readjusting to the skills
of the changing economy.
I think I am restating what you just said, but I wanted to make
sure I read—
Mr. BERNANKE. Yes, it helps on those dimensions. It has to be
said that in Europe, for example, there are some countries where
unemployment insurance is so generous that it creates a permanent unemployed class, which we certainly do not want to do. So
there are balances you have to strike, but those are some of the
considerations.
Senator MERKLEY. Thank you. Turning to homeownership and
the housing market, you have noted that an excess supply of vacant homes stemming from foreclosures depresses housing demand
and has an impact on—and you have sent a white paper to Congress laying out a number of ideas, many of which my colleagues
and I have been discussing over the last 2 years and made less
progress on them than we had hoped. One of those concepts is proceeding to try to enable large groups of homes that are sitting vacant and driving down prices to re-enter the rental market, and I
would add to that anything we can do to get homeowners back into
those homes as well. But it seems like on both fronts, helping individual homeowners and, when that is not possible, getting those
homes out of vacancy would be a strong strategy to stop the decline
in values and start to restore the housing market.
If you want to add any comments or thoughts on that?
Mr. BERNANKE. Well, yes, I think it is an interesting direction,
and we provide some analysis of it, as you say, in the background
paper that we circulated. Right now we are seeing house prices still
either flat or falling. They are down more than 30 percent in nominal terms. Meanwhile, there is a shortage of rental housing, apartments, rents beginning to rise, so there is an imbalance there. And
to the extent we can move housing from single-family to rental, I
think that is positive. The GSEs have announced a trial program,
an experimental program with the details to be worked out.
The related point I think you alluded to is that there are very
heavy costs to leaving homes unoccupied for long periods of time.
Vandalism and neglect will cause the house value to decline significantly. It will hurt the neighborhood and so on. So efforts to maintain continuous occupation by an owner or a renter is also a positive. REO to rental programs do that, but so potentially might alternatives to foreclosure, like rent-to-own or other—short sales,
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deed in lieu, other things that maintain continuous inhabitation of
the house.
Senator MERKLEY. Thank you.
Senator WHITEHOUSE. Senator Cornyn.
Senator CORNYN. Mr. Chairman, good to see you. Thank you for
being here.
The unemployment rate in America for the fourth quarter of
2012, according to the CBO, they project it at 8.9 percent for the
fourth quarter of 2012. Do you agree with that?
Mr. BERNANKE. 2012 or 2013?
Senator CORNYN. 2012.
Mr. BERNANKE. No. Our forecasts are for unemployment to continue to decline moderately. We see growth at something close to
potential, which under normal circumstances would mean that we
are creating enough jobs to employ new entrants to the labor force
but not making sharp improvements on the unemployment rate.
Senator CORNYN. Well, I realize the hazards of economic forecasting. I think Christina Romer, when the stimulus was first proposed, said that unemployment would be down around 6 percent
the first quarter of 2012. Obviously, that was not correct. But let
me just ask you some things that might affect the unemployment
rate.
First of all, 8.3 percent unemployment, but what does the Federal Reserve project the real unemployment rate to be including
people who have given up looking for jobs and people who are underemployed? What would that rate be?
Mr. BERNANKE. We do not make projections specifically of those,
but I take your point. It is very important to look not just at the
unemployment rate, which reflects only people who are actively
seeking work, but there are also a lot of people who are either out
of the labor force because they do not think they can find work, and
that is a significant number of people. There are also a lot of people
who are working but part-time, and they would like to be working
full-time but they cannot find full-time work.
So the 8.3 percent no doubt understates the weakness of the
labor market in some broad sense. But, on the other hand, all these
various measures of unemployment have been improving, though,
these broader measures are definitely higher.
Senator CORNYN. Let me ask you about what is happening in Europe. Is Europe in a recession right now?
Mr. BERNANKE. Well, certainly the southern countries, including
the ones that are under a lot of fiscal pressure, have been contracting. And, generally speaking, Europe as a whole was growing
essentially at a zero rate in the second half of last year. So certainly parts of Europe are in recession. Whether the whole
eurozone goes into recession remains to be seen. The ECB itself has
predicted a mild recession, and it has warned that this might
occur. So, we think that is a possibility, but the severity and length
of it remains at this point uncertain.
Senator CORNYN. And that is an important question or issue because Europe buys a lot of exports from the United States, which
is an important part of our gross domestic product, correct?
Mr. BERNANKE. We have already seen some decline in exports to
Europe, although exports to Europe are about 2 percent of our
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GDP, and so it is not totally make or break, but it is obviously an
influence.
Senator CORNYN. In addition to exports, which gives an indication of what our economic growth will be and job creation, you
would also have to calculate in real consumer household income,
which is actually down, I think the lowest since 1995. Is that correct, to your recollection?
Mr. BERNANKE. Well, as I mentioned in my testimony, real
household income was basically flat, very close to flat over 2011,
and households are quite pessimistic about their future income.
Senator CORNYN. And they have actually, because they have actually seen increased costs of goods through commodity prices, food,
fuel, things like that, they have seen slight increases in taxes—if
you combine State, local, and Federal taxes, they have seen higher
health insurance costs. All of those things have a depressing effect
on consumer spending and on the growth of GDP, don’t they?
Mr. BERNANKE. Yes, that is correct, although the real income
numbers I gave take into account all of those things except for the
health care expenses.
Senator CORNYN. And then there is well-intentioned Government
policies, and I will mention briefly the 100 percent depreciation
that expires in 2011 for capital investment. Isn’t it reasonable to
conclude that businesses that could make that kind of capital investment would take advantage of that 100 percent depreciation,
which expires at the end of this year, which would make it less
likely we would see an increase in capital investment next year because businesses would have already taken advantage of that policy in 2011?
Mr. BERNANKE. We would expect to see some time shifting up,
and this is one more element of this very big change in fiscal
stance that takes place in 2013 that I mentioned.
Senator CORNYN. So all of those things taken together—lower
capital spending, lower consumer spending growth, declining exports, and spending drag from all levels of Government—all those
would tend to have a negative impact on unemployment projections. In other words, it would make it tougher for the economy to
grow and create jobs rather than easier. Correct?
Mr. BERNANKE. That is why we continue to forecast a moderate
recovery as opposed to one that would, quickly undo the damage
of the recession.
Senator CORNYN. Thank you.
Senator WHITEHOUSE. Senator Warner is up now, and just by
way of preview of coming attractions, I am going to follow the Sessions rule and save myself until the end. So it is then going to be
Senator Toomey, Senator Portman, and Senator Ayotte. Is that all
right?
Senator Warner.
Senator WARNER. Thank you, Mr. Chairman. And good to see you
again, Chairman Bernanke. Thank you for your service.
I want to continue some of the line that my colleagues have
asked, and I want to echo what Senator Enzi said, and I appreciate
your support for the notion of going big and recognizing we have
to have a comprehensive deficit reduction plan.
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I personally believe that we should confound conventional wisdom and not punt this until after the next election cycle. I still find
it—as a business guy, it would be hard for me to explain to my
shareholders if my company was in dire financial traits and I said
to them, ‘‘We have a plan, and I am going to get back to you in
the spring of 2013,’’ when none of this is self-corrective in the
meantime.
I guess what I would like to follow up on, though, are the comments made about Europe. I would add that—well, Senator Enzi
made the point that a number of them have austerity plans. I believe every one of those countries, while they have had cutbacks,
have also included increased revenues in their mix. That is correct,
is it not?
Mr. BERNANKE. Yes.
Senator WARNER. But what we have seen, as somebody personally who has been very interested, for example, in what has gone
on in the U.K., do you have any advice for us, lessons learned, if
we were to put a plan in place, on a phasing in of whether it is
revenue increases or dramatic cutbacks on spending? Are there
metrics we should look at on how we phase those in? Should they
be phased in over a time frame or based upon economic recovery
metrics?
Mr. BERNANKE. Well, that is a judgment. I think the important
thing is to recognize this is a very long term problem. It does not
have to be done all today. On the other hand, gesturing towards
the future without taking any concrete or credible steps is not
going to be effective either. So I think the more you can demonstrate a will and commitment to sustainability over the longer
term, by which I mean at least 10 years but beyond that if possible,
the more flexibility there will be to address near-term concerns relating to the recovery and so on over the next 2 or 3 years. But
you need both. You need both.
I think once again I agree with Senator Sessions that just simply
promising, future action risks at least an adverse market reaction,
adverse reaction in terms of confidence, and so on. It is the combination which I think could be effective.
Again, in the near term, we are looking still at a couple more
years of recovery. But,there is nothing that stops us from very soon
also laying out in some detail and with some commitment what the
longer-term plan is to address the fiscal problem.
Senator WARNER. In advance of us passing that long-term plan,
one thing that would be at least helpful to me, it might be easier
for you to comment about what those benchmarks ought to be, regardless of whether it is revenue increases or spending cuts, when
they ought to be phased in.
Let me follow up on a line Senator Cornyn raised about unemployment, and I agree we have to do more things. I think one of
the interesting points we have right now, it seems like America’s
rallying cry a little bit right now is, ‘‘At least we are better than
the EU,’’ which does not exactly stand in terms of, ‘‘Give me liberty
or give me death’’ as an American statement. But one of the things
that we have by this kind of unique circumstance, even with our
challenge is, obviously, enormous capital coming into our system
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where we are close to zero or even negative real rates of return for
that capital coming in.
Have you given any thought—one area that I think there is bipartisan consensus on is that we have been dramatically underestimating—or underinvesting in our infrastructure, broadly based,
and that is, what used to be a competitive advantage is turning
into a competitive disadvantage, and with private foreign capital
sitting on the sidelines. Have you or your entities looked at all at
any of the infrastructure bank proposals out there? We have a bipartisan one that does not create additional grants—it is not a
next-generation GSE; it is more a loan support modeled after
OPEC or Ex-Im—that might be able to get some of the capital that
is rushing in off the sidelines into what would help on both the employment standpoint and long term.
Mr. BERNANKE. No, I have not looked at the infrastructure bank
in detail, and I am, again, a little bit leery of taking positions. But
I would make the following point, which is that much of the deficit
discussion has been about total revenue and total spending. That
is only the first cut. Beyond that, we have to ask ourselves: Is the
Tax Code efficient and effective, fair, simple, et cetera? And on the
spending side, are we spending in ways that are effective? You
know, we do not want to build useless monuments. We want to
make investments, whether it is in people or in infrastructure or
whatever, that are going to pay a return.
Senator WARNER. You have to have a growth component. You
cannot cut—
Mr. BERNANKE. Take it from a business perspective. You are
much better off making productive investments.
Senator WHITEHOUSE. Senator Toomey.
Senator TOOMEY. Thank you, Mr. Chairman, and, Chairman
Bernanke, thank you for being with us once again and for your
time and your patience. I appreciate it.
Let me start by echoing the comments of Senator Grassley. I
want to compliment you on the decision you have taken to enhance
the transparency of the Fed’s activity and operations. I know you
have put a lot of thought into this and advocated this for a long
time. I have long shared your view that it is better for our economy, it is better for everyone involved, if the Fed does operate with
greater transparency. Specifically, I like the fact that you have articulated an inflation target. We could have long and interesting
discussions about exactly what that should be, but the fact that you
are specifying a number I think is very constructive, and so I want
to thank you for that development.
I want to talk a little bit about the dual mandate that you have
to contend with and then these combined simultaneous objectives
of promoting full employment and maintaining price stability. You
have said, I think, if I have it right, that the Fed essentially
through monetary policy can control inflation over the long run but
cannot control unemployment over the long run. Is that a fair characterization?
Mr. BERNANKE. Yes.
Senator TOOMEY. So the thing that I am concerned about—and
I am not asking you to criticize the dual mandate. I know you are
going to live with the law of the land as it applies to you, and I
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fully understand that. But isn’t there a real possibility that these
objectives will at some point not be complementary? In other
words, it seems to me very likely, for instance, that the unemployment rate is going to stay above the optimal full employment level
for a number of years. And it also strikes me that at almost any
time inflation could kick up above the targeted level that you have
set. It has very recently. It could, as I said, at almost any time.
If that were to happen, it seems to me you have this tension between these two simultaneous objectives. You have described, quite
sensibly, that you would take a balanced approach to dealing with
this. But doesn’t that necessarily mean that in that scenario where
unemployment remains persistently high and the inflation rate
kicks up above the target, wouldn’t you necessarily have to back off
that targeted level or pursue a policy that would tolerate higher inflation than your own target?
Mr. BERNANKE. So, again, this, is a dual mandate-oriented approach, as you understand, and we thought the main benefit of
being clear was to provide more information about what our longrun objectives were, to get more quantitative information about
that. The situation you are describing, just to be clear, is hypothetical. It is not currently the situation. Inflation looks to be at
or near the target going forward.
Senator TOOMEY. At this precise moment, yes.
Mr. BERNANKE. Let me be clear about one thing. We are not
going to seek higher inflation in order to advance employment. It
is possible that because we do not control in the short run perfectly, obviously, inflation and employment, that you could have
shocks that would drive both objectives away from their target, in
which case in a very symmetrical way we would be returning both
parts of the mandate toward the target, but we would have to take
account of the other part of the mandate. So, it could affect the
speed at which we return inflation to target. But by the same
token, if inflation is high, it could affect the speed at which we return employment to the target. There has to be some interaction
of those two things, and it is fully balanced and symmetrical in
that respect.
Senator TOOMEY. That is roughly what I thought you would have
to say. Let me try a different approach. It seems unlikely, to me
anyway, that the Fed would pursue such an extremely accommodative monetary policy as it has been pursuing and is pursuing if it
were not for the employment mandate. I am concerned about some
of the unintended consequences of maintaining zero interest rates,
negative real interest rates, and I wonder if you would comment on
some of these. I just think about some of the implications. Savers
are being punished for this at least twice: once by virtue of the fact
that after sacrificing their whole life to accumulate savings, they
get no return; and then the very real possibility that the value of
those savings will be eroded. Secondly, we are encouraging excessive risk taking. Thirdly, it seems to me this drives a misallocation,
certainly has the potential to drive a misallocation of investment
and, I would argue, the risk of creating bubbles. In fact, it is hard
not to see the U.S. Treasury market as a bubble right now. And,
lastly, doesn’t this enable the excessive deficits that we are running
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here, in part because they are funded at artificially low interest
rates?
So these are some of the concerns that I have from this policy,
and I wonder if you would just comment on them.
Mr. BERNANKE. I do not know if I can cover all of them. Let me
just first say that our single mandate, central banks like the Bank
of England and the ECB, which have policies very similar to the
Fed, given that inflation is close to target, I do not think we would
be doing radically different things if we had a single mandate at
this particular in time. We are quite aware of these costs and risks.
I have talked about them in speeches, and it is one of the reasons
that we discussed the efficacy and the risks associated with the
policies as part of the overall discussion.
With respect to, say, savers, it is true that low interest rates reduce the return that savers get on their saving, but I would make
the general point that savers just do not necessarily hold, say,
Treasury bonds. They also hold corporate debt and stocks and a variety of other securities, and the returns on those securities depend
very importantly on the strength of the economy. So by trying to
strengthen the economy, we are helping to improve the returns to
savers.
To some extent, on risk taking, part of the reason for the policy
is to move people away from very conservative liquid positions
slightly more into riskier positions that involve investment and
lending and so on that would help promote and strengthen the
economy. We do not want to go too far, and we are very attentive
to that. And we have greatly expanded our ability to monitor the
financial system and to watch out for problems and to try to address them. And I have been in many conversations with insurance
companies, pension funds, and so on.
On misallocation, we are trying to get the economy back to a
more full employment situation. When you are this far away from
full employment, it is not obvious that the investments that are
being made are the right investments. They may be insufficient, for
example, because there is not enough demand for product.
You asked me before about deficits, and I understand that concern. But I think that the effects of Fed policy, independent of all
the other factors, on Treasury rates is modest, and in any case,
rates will rise eventually. And if investors were to lose confidence
in U.S. Federal fiscal policy, there is nothing the Fed could do to
prevent those rates from rising.
So I trust that Congress will understand that, independent of the
Fed’s policy here, which is aimed at strengthening the economy,
which also helps deficits, that it is extremely important to be looking ahead and making appropriate plans for stabilizing the deficit.
I would be happy to talk with you at some other time more at
length if you would like.
Senator WHITEHOUSE. Senator Portman.
Senator PORTMAN. Thank you, Mr. Chairman, and to Chairman
Bernanke, thanks for your insights today. As usual, I want to join
my colleagues in commending you on the increasing openness and
transparency at the Fed. In that spirit, I am going to ask for your
openness and transparency on some questions on the economy.
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You talked a little about the fact that you see some signs of improvement, especially in manufacturing. Those are certainly welcome. But you also cited a number of troubling aspects. You talked
about the long-term unemployed and said that over 40 percent of
people have now been unemployed for more than 6 months, which
is twice what it was in the last recovery. I would add to that that
this recovery is not like any previous recoveries, certainly going
back to the Depression, which you are student of, in the sense that
the jobs are not coming back the way they have. We are over 5 million jobs down still 48 months after the recession. At this time,
after the 1981 recession, which was the deepest recession in recent
times, we had 6 million jobs that had been created as compared to
over 5 million down. And even in the so-called jobless recovery of
2001, as at this point, 48 months out, we were up at least 350,000
jobs. Something is going on that is very different.
I also think that the labor participation rate issue is a key issue,
and it is part of your mandate. You did not talk about that in
depth, but my understanding is you said earlier the 8.3 percent is
understating unemployment. But if the participation rate were
simply where it was prior to the recession, which makes it about
66 percent participation versus 64 percent, our unemployment
number would be over 10 percent. And so I think we have a more
serious structural problem than perhaps just another business
cycle. And if you agree with me on that, then I would love to hear
what you think about what we should do in terms of structural
changes. I would add to that, by the way, what you cited on the
fiscal side. You in essence said that we are at an increased probability of a fiscal crisis, as I read your testimony, because of crowding out higher debt payments, but also the possibility of, as what
has happened in southern Europe, a sudden spike in interest rates.
So my question to you is, on the tax side, on the regulatory side,
on the health care side, on the energy side, as you talked about
briefly, in the area of health care costs, worker retraining, don’t we
need sort of a reset of the economy and a more aggressive structural change to our economy? And if so, if you agree with that,
along what lines would you suggest?
Mr. BERNANKE. Well, first of all, I think that there is still a substantial cyclical component in what is happening. Our estimate of
long-run unemployment of 5.2 to 6 percent is still quite far below
8.3, of course. So it remains important to try to continue to support
the recovery. There are a number of forces that are slowing the recovery, and I talked about housing and financial markets and credit markets in my testimony.
All that being said, good policy is good policy anytime. There are
lots of things where the U.S. would benefit from structural reforms.
I have talked frequently about the Tax Code. I know you are very
interested in budgeting and Tax Code issues. That would be very
constructive. We have very important needs on education and
workforce skills. R&D continues to need support. Health care is a
major, major issue both because of the Federal fiscal situation—
this is the major force driving the long-run deficits, or a major
force—but also because these high costs are bad for the efficiency
and the living standards of the economy in general.

246
So those are all areas that, when you and I were colleagues in
the previous administration, we talked about some of those issues.
You have worked on trade, which is also an area where I think
progress can still be made. So all of these structural reforms should
not be put on the shelf just because we are still recovering from
a deep recession.
Senator PORTMAN. I would just suggest that, back in those days
you talked about, I was OMB Director in 2007, as and we had 4.5
percent unemployment. We had a debt that was 1.2 percent of
GDP. Things seemed like they were going pretty well. Obviously,
they were not. There were some underlying problems in the economy. But the fact is I think we need more of a sense of urgency,
and I think from your position and one of credibility and respect
on the monetary side but also on the fiscal side, I think that sense
of urgency is needed. I really believe that we are looking at something different this time, and I think if we do not begin to make
these serious changes, we are going to be in trouble.
You mentioned tax reform as an example. In the last two decades
every one of our OECD partners, meaning the developed countries
in the world, have reformed their tax code to attract investment
and capital. You talked about the need for us to change our Tax
Code to encourage working, to encourage savings and investment
and capital formation. Everyone has done it except us, and we continue to fall behind as a result, in my view. And this I think can
be played out in these other areas we talked about, certainly including on the regulatory side and health care, as you said, and as
you say, health care will bankrupt the country unless we do something about it.
So I thank you for your testimony today, and I look forward to
your continued advice on the structural changes we need in our
economy to truly deal with the second part of your mandate and
to get this economy and jobs back on track.
Mr. BERNANKE. Thank you, Senator.
Senator WHITEHOUSE. Senator Ayotte.
Senator AYOTTE. Thank you, Mr. Chairman.
Chairman Bernanke, I appreciate your hard work. I wanted to
ask you in a follow-up to what Senator Portman framed in terms
of the concerns about the fiscal outlook of this country and where
we are obviously with over $15 trillion in debt, rising health care
costs, a situation where if you are relying on entitlements like
Medicare, the trustees have said that will go bankrupt in 2024, and
then looking farther out, Social Security in 2036.
What is it, when you think about the fiscal state of this country
and your responsibilities as the Chairman of the Reserve, that
keeps you up at night?
Mr. BERNANKE. Well, I have tried to stay away from individual
programs and taxes, but I feel it is within my remit to talk to Congress about the overall fiscal situation. I think it is very clear—and
I am sure Doug Elmendorf made a very clear presentation—that on
current reasonable expectations about policy, the U.S. Federal deficit will become unsustainable within 15 or 20 years at the most,
and that possibly some of those effects will be even brought forward by markets, for example.
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So we clearly need some major changes in our fiscal planning, in
our fiscal path going forward, and I would want to emphasize these
are concerns which are not just about our children 20 years from
now, but they could have effects much sooner if markets began to
lose confidence in our Nation’s ability to stabilize our debt burden.
Senator AYOTTE. And in follow-up to what Senator Portman said,
do you believe that here in the Congress we need a greater urgency
in addressing these issues, these structural issues?
Mr. BERNANKE. Certainly you do. In fairness to the hardworking
people here, I would say there is a lack of clarity to some extent
among the general public. I think people have conflicting views
about, what they want, and everyone wants a lower deficit, but nobody wants to lose their own program or their own tax cut. So it
is difficult, I understand, but absolutely, I think we would all benefit from action to credibly and strongly articulate a plan that
would bring our fiscal situation into sustainability over the next
couple of decades.
Senator AYOTTE. And does that need to happen immediately, in
the next year or two?
Mr. BERNANKE. As soon as possible, certainly.
Senator AYOTTE. Thank you.
I wanted to follow up on questions that Senator Toomey had
asked you about some of the risks that we see with our monetary
policy right now. Yesterday, Charles Schwab wrote a piece in the
Wall Street Journal. I do not know if you had a chance to look at
that piece, but in addition to the issue that you already addressed
to Senator Toomey, which was the issue of the risk of keeping interest rates low with respect to savers, he also noted that there is
also a concern that—he described it this way: We have also seen
‘‘a destructive run of capital out of Europe and into safe U.S. assets
such as Treasury bonds, reflecting a worldwide aversion to risk.’’
And, ‘‘New business formation is at record lows....There is still insufficient confidence among business people and consumers to
spark an investment and growth boom.’’
‘‘In short,’’ he says, ‘‘the Fed’s actions, rather than helping, are
having the perverse effect of destroying the confidence of businesses and individuals to invest and the willingness of banks to
loan to anyone but those whose credit is so strong they do not need
loans.’’
Can you respond to that?
Mr. BERNANKE. I disagree with that completely. I think, first of
all, one of the goals of our asset purchase program is to take safe
Treasurys out of circulation and push investors into situations
which are appropriately risky, that is, making loans, buying corporate debt, and taking actions, hiring, investing that will expand
the economy. So obviously beyond a certain point you do not want
to create excessive risk, but going from a situation where people
are very hunkered down to a slightly riskier position is positive for
the economy.
Moreover, when banks and others are making decisions about
whether to lend, they have to ask what is the alternative. The alternative now is very low yielding Treasury securities. So making
only 2 percent on a 10-year Treasury, that is a very low bar for
making a 10-year loan to a new business, and that encourages
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lending rather than discourages lending. So our policy is strengthening the economy, and that reduces uncertainty and increases the
willingness of firms to hire and invest.
Senator AYOTTE. Thank you. I know that my time is up. I would
also see the risk as well in terms of the booming of interest rates
to our debt and having to address that issue right away.
Thank you.
Senator WHITEHOUSE. Next is Senator Thune.
Senator THUNE. Thank you, Mr. Chairman, and thank you for
calling the hearing to talk about monetary policy and fiscal policy,
both of which impact our economy. The economy is the issue that
is on the forefront of the minds of the American people, and I want
to thank you, Mr. Chairman, for making time to be with us today
to talk about your views on that.
I am sure this has probably been asked in some form today, but
I want to get at the level of exposure that the U.S. banking system
has to eurozone banks. My understanding is that overall exposure
has come down. I am concerned that there is significant derivatives
exposure that remains, and if the situation of the eurozone were
to deteriorate, we could see a crisis on a par with what we saw in
2008 and 2009 in this country. I am wondering if the Federal Reserve keeps records of total exposure that our U.S. banks have to
the European banking system.
Mr. BERNANKE. Well, we do. As supervisors, we ask banks to provide the information to help us analyze their exposures. They are,
particularly to the direct sovereign debts of the weaker countries,
much reduced. The banks still are exposed, of course, to their European counterparts, but they have also reduced that exposure and
hedged it to some extent.
I would like to point out that we also look at the quality of the
hedges. A credit default swap is no better than the bank or the
counterparty who wrote it, and so we have been looking at that as
well. So we think banks have made progress in protecting themselves against problems in European sovereign or bank debt, but
I would agree with your final observation, which is that if there is
a very substantial crisis or similar problem in Europe, because
there are so many channels in which that would flow through the
financial system, I think our banks would still be and our whole
financial system would still be significantly affected.
Senator THUNE. But you do have a way of calculating or quantifying that exposure, and you are confident that risk is being reduced by banks in this country to a level that you would say is sufficient?
Mr. BERNANKE. Well, it is being reduced. It is, of course, difficult
to ask banks to completely eliminate their exposure to a major part
of the world economy, which is Europe, but, yes, there has been
progress made both by banks and by money market mutual funds
in reducing exposures and improving hedging. But, again, I do not
want this to be interpreted as a complacent statement. I think that
if there were a major problem in Europe, the risk aversion, the volatility, the uncertainty, all those things would have a powerful impact on our financial system.
Senator THUNE. Broadly speaking, is the United States currently
in a fiscal position to withstand another economic crisis?
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Mr. BERNANKE. That is an interesting question. Ironically, the
U.S. dollar strengthened and U.S. interest rates went down during
the worst parts of the crisis because the U.S. is viewed as a safe
haven and it is where a lot of investors want to go, when the rest
of the world is uncertain. So in that respect, that actually helps us.
On the other hand, if we were to have a significant further downturn in the economy that reduced down tax revenues and greatly
increased deficits, that would certainly increase the stress on an already stressed situation.
Senator THUNE. And with regard to that, one of the responsibilities of the Federal Reserve Board is to have regular contact with
the President’s Council of Economic Advisers and other key economic officials. As Chairman, you also meet from time to time with
the President. In those discussions, in your contact with the President and his advisers, have you underscored the necessity of entitlement reform in order to get the country back on a sustainable
fiscal path?
Mr. BERNANKE. That issue is well recognized and I have certainly talked about it, yes.
Senator THUNE. Okay. One of the concerns that many of us have
had is that there has not been—in the President’s budget submissions, at least, and we are going to get another one here this next
week—any real focus on those issues and a willingness to confront
what we think are very serious fiscal challenges with regard to
these unsustainable costs driven primarily by the big three, if you
will, Medicare and Medicaid and Social Security. I assume that you
agree entitlement reform cannot wait. That is something that we
need to be focused on.
Mr. BERNANKE. I think, inevitably, that is going to be part of
broad fiscal reform. It does not mean that the system has to change
tomorrow, because, after all, people who are already receiving those
benefits deserve, not to be shocked by radical changes in their benefits, and I think most people would agree with that. But one could
take action now to propose longer-term changes.
I think it is interesting that the Commission that looked at Social Security in the early 1980s and proposed a phase-in of the retirement age, that phase-in is still going on today—
Senator THUNE. Right.
Mr. BERNANKE. —30 years later. So doing things well in advance
actually makes it politically and economically much easier to adjust
to.
Senator THUNE. Okay. I see my time has expired. Thank you,
Mr. Chairman.
Senator WHITEHOUSE. And we saved the best for the last, the
Ranking Member, Senator Sessions.
Senator SESSIONS. Well, thank you, Mr. Chairman, for your patience and sharing your views on the economy with us. I would just
add that there are dangers out there. We cannot always predict
what they are, and I believe we are running a debt at a level so
high that it could cause problems that we cannot foresee.
Charles Schwab is not an insignificant figure in American economics, and he is not totally happy with the Fed. I would say if
we asked you in 2006, did you agree with Nouriel Roubini, you
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probably would have disagreed. But sometimes dark prognostications, unfortunately, come true. I am worried about our future.
You have talked about the dangers our entitlements impose. Do
you have any concerns that the size of our debt presents a threat
to our economy, both as some sort of financial crisis that Erskine
Bowles predicted and as drag on current economics growth.
Mr. BERNANKE. Well, Senator, you just pointed out that it is very
hard to forecast, and then you asked me to forecast.
[Laughter.]
Senator SESSION. You have basically said you do not foresee any
danger in the next few years—
Mr. BERNANKE. No, I did not say that. I think—
Senator SESSIONS. Well, what would you say the dangers are in
the next few years?
Mr. BERNANKE. I would say the following, which is that my
sense—and it is just my sense—of markets is that they are not reacting to the current level of debt. What they are attentive to is
the process. In other words, if you think about the S&P downgrade
of U.S. debt last summer, they cited what they felt was the inability of Congress to actively work together to achieve meaningful reductions in the debt profile.
So my sense is, and, of course, I do not know for sure, but my
sense is that a strong demonstration by Congress and the administration that they understand these issues and that they have a
plan for attacking them, I suspect, would go a long way to maintain confidence in the bond market. But that is just my judgment.
Senator SESSIONS. It is an uncertain world.
Mr. BERNANKE. Of course.
Senator SESSIONS. Do you agree with the idea Rogoff and
Reinhart developed in their book that when a nation’s debt reaches
90 percent of GDP, that it could pull down growth from one to two
percent? Do you think that is a sound theory or do you reject that?
Mr. BERNANKE. I do not think there is a fixed number. But I did
say in my testimony that as debt gets higher, particularly as the
economy gets to full employment, it will tend to raise interest rates
and crowd out investment and affect productivity growth. So it is
certainly a negative. I do not think that was even in their book.
I think that was in some separate work that they did.
Senator SESSIONS. That is—
Mr. BERNANKE. But in any case, I do not think there is a magic
number. But certainly, the higher the debt-to-GDP ratio—
Senator SESSIONS. What would you consider to be the debt-toGDP ratio today? What is the valid—
Mr. BERNANKE. What is it today? Well, the Federal debt held by
the public relative to GDP is somewhere around 70 percent. If you
add State and local obligations, it might be closer to 90 percent.
Then you have to ask, how do you deal with unfunded liabilities
way out in the future.
Senator SESSIONS. You are talking about Social Security and
Medicare.
Mr. BERNANKE. Social Security and Medicaid that is unfunded,
and that would put you over 100 percent. So there are different
ways of looking at it. Certainly, the main concern I have, again, is
not the level at a given moment in time but just the fact that we
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are on a path that is not going to be sustainable, where the amount
of debt will cause higher interest rates, which will cause higher
deficits and will continue to move into the stratosphere and that
has to be addressed before it happens, obviously.
Senator SESSIONS. At a coffee shop in Davos last week, Mr.
Rogoff was quoted in the Financial Times. The interviewer said
when a State’s debt exceeds 90 percent of GDP, it will reduce the
economic potential for that country. And then the reporter said, I
suggested that the United States is still comfortably short of that
level, but I am swiftly corrected. If you count the Federal, State
debts crucially and add in unfunded debts and the Social Security
system, the matters you just mentioned, the Rogoff thinks America’s debt level is well over 120 percent of GDP. And their paper
is based on exhaustive study of financial crises.
Thank you for sharing with us. I do believe you are correct to advise us that we should move forward with reform on all fronts
sooner rather than later. We disagree about exactly when we ought
to start some of the reductions in spending. I believe that we
should not go a day with inefficient, wasteful government spending.
Every bit of that should be eliminated sooner rather than later.
Thank you, Chairman Bernanke, and thank you, Mr. Chairman,
for your courtesy. I hope our permanent Chairman feels better
soon, or our quasi-permanent Chairman.
Senator WHITEHOUSE. We wish Senator Conrad well, who is beleaguered with an infection today.
Mr. Chairman, I would like to review a discussion we had in our
earlier meeting because I think it is helpful to put the spotlight on
the issue, and it is the question of health care, which is the most
significant part of the discussion about so-called entitlements.
I would begin with the observation that we have very significant
Medicare liabilities out into the future, but we also have very significant Medicaid liabilities that are going up. We have private
health insurance whose costs are going up at least as fast if not
faster. It is a little hard to judge because they take away benefits
to offset costs. But it appears to be going up faster, in my view.
You have the Veterans Administration and the defense budget both
suffering from increases in health care costs. Indeed, Secretary
Gates said, ‘‘Health care costs are eating my budget alive,’’ talking
about the defense budget.
When you stack all of those different elements of the American
health care system together, we burn 18 percent of our Gross Domestic Product on health care costs. Our nearest, our most inefficient, our least efficient industrialized competitor is at about 12
percent, which puts us 50 percent worse than the least efficient
country in the world on health care delivery among our industrialized competitors. And very responsible views about what the savings are per year are as high as a trillion dollars a year, which is
a big deal for the economy.
And sitting on this Budget Committee, I have the recurring frustration that there is a tendency to overlook the solution to that
health care problem, which is actually very well underway in the
private sector already in places like Geisinger and Gunderson Lutheran and Kaiser and Mayo and Intermountain and others, which
is to, to quote the Ranking Member, turn our system, our health
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care system, from one that is—he used this in a different context,
but inefficient and wasteful to something that is healthy, lean, and
productive.
And because that is a cultural transformation, because it requires turning a few corners, because it requires an element, as
Atul Gawande said, of experimentation and innovation, it is not
something that lends itself to scoring, and scoring is always the
coin of the realm in these budget discussions.
So what I urged you in our off-the-record meeting and what I
would urge you again here today is that as you are discussing this
problem, please do not overlook that element of a potential solution, which would not only help with Medicare and Medicaid costs
into the future, but help with health care costs across the board
which are burdening our export industries, which are burdening
our families, which are just a huge burden on the entire American
economy.
That is my worry. Because you cannot score it, because it is a
reform of a systemic nature, we tend not to talk about it. Simpson
and Bowles came here. They agreed. Yes, absolutely critical. You
are right. We did not talk about it because you cannot score it.
Rivlin and Domenici came here. Yes, you are right. This is critically important. We did not talk about it because you cannot score
it. Please do not let the Fed be a place in which this message gets
lost simply because you cannot score it. Chairman.
Mr. BERNANKE. Well, Senator, I actually spoke about health care
costs as a major factor in my testimony today and I agree with everything you said. We have a system which is excellent in some dimensions and is less than excellent in others, but certainly costs
an awful lot. And finding ways to control those costs is absolutely
essential, not just for the Federal budget, although it is critical for
the Federal budget, but as you say, for the broader economy.
We have had a number of meetings at the Fed where we brought
in health economists to talk to them about various approaches,
and, of course, there are not any, simple approaches. But I guess
one principle worth might set the stage for discussion. One way of
looking at our system today is we have a fee-for-service system and
third party pay. So there is really, in some sense, nobody who is
making the economic decision about the effectiveness of care and
that is an essential element, I think, of an effective system. There
are many ways to address that, but that is one of the issues.
Senator WHITEHOUSE. Thank you. I appreciate your coming in
today. I know you have a hard stop at noon and we are now two
minutes over, so we will let you go, but—
Senator SESSIONS. Could I have two minutes more?
Senator WHITEHOUSE. Absolutely.
Senator SESSIONS. I would like to show some numbers that go
back two administrations. The numbers indicate that even though
the unemployment rate looks like it is moving down, we still have
fewer people working today than in 2001 and that is pretty significant since the population of the working age has increased. I think
all of us need to ask ourselves, how can we have more growth in
productivity and job creation in the country.
Mr. BERNANKE. I could not agree more.
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Senator SESSIONS. And then the other chart is the labor participation rate, which is looking at the percentage of people in the
working age cohort who are working, and that is a steady downward trend. All of us need to be thinking about that.
I think one factor we have talked about is debt. It may be crowding out growth. But if we can think of ways to increase productivity
without increasing our debt, would you not agree that would help.
If these trends continue, it would indicate that the United States
is weakening as a nation economically.
Mr. BERNANKE. Well, some of these trends are demographically
related one way or another, but clearly, if we increase opportunity,
more people will want to come back out of being out of the labor
force and come back into employment.
Senator SESSIONS. But the number of people who have dropped
out is significant, and these figures show that. That number right
there is based—considers the demographic and age factors. It says,
within the cohort of people that should be within the working age,
we have fewer working, and all of us need to focus on that. I think
it is one reason the middle class is feeling a lot of pain right now.
Mr. BERNANKE. Well, let us do reflect on the fact that although
there is a long way left to go, we have gone from an economy that
was losing over 700,000 jobs a month when the administration took
office to one that gained nearly a quarter-million in the last report.
So there is a lot left to do, but we are adding jobs, not losing them.
Senator SESSIONS. Well, I like adding some jobs.
Mr. BERNANKE. Thank you.
Senator SESSIONS. How many jobs does the economy need to create to okeep up with population growth.
Mr. BERNANKE. Oh—
Senator SESSIONS. The number—
Mr. BERNANKE. Normally, you need to grow two to two-and-ahalf percent, somewhere around 100,000, 110,000 jobs a month just
to keep stable in terms of the unemployment rate. So at least the
last numbers—
Senator SESSIONS. We are above that—
Mr. BERNANKE. —the 240,000—
Senator SESSIONS. We are above that—
Mr. BERNANKE. —is above that.
Senator WHITEHOUSE. Thank you very much, Chairman. We appreciate your testimony.
Mr. BERNANKE. Thank you.
Senator WHITEHOUSE. The hearing is adjourned.
[Whereupon, at 12:06 p.m., the committee was adjourned.]
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Questions for The Honorable Ben S. Bernanke, Chairman, Board of Governors of the Federal Reserve System, from Senator Sessions:
Over the last three years, the Federal Reserve has lent out trillions of
dollars at fixed interest rates won’t be paid back for long periods of time.
At the same time the Fed borrows money at changing interest rates over
short periods of time.
1. What will happen if interest rates go up?
See response to question 2.
2. Won’t the Fed lose money?
In response to the financial crisis that emerged in the sumer of 2007, the Federal
Reserve implemented a number of lending programs designed to support the liquidity of financial institutions and foster improved conditions in financial markets.
After conditions in financial markets improved, however, these programs were
wound down, and almost all of the loans have been repaid. Thus, Fedeal Reserve
lending is unlikely to be a source of concern of income in coming years.
Beginning in late 2008, the Federal Reserve has purchased longer-termed securities in an effoirt to ease overall financial conditions and to support a stronger economic recovery. These purchases have resulted in an increase in the quawntity of
reserve balances in the banking sector. (When the Federal Reserve purchases a security, it credits the account of the bank of the entity from whom it purchased the
security, thus increasing reserve balances.) Because the rate earned on the Federal
Reserve’s securities holdings is above the rate the Federal Reserve pays on reserves,
Federal Reserve income has increase significanly as its securities holdings have increased. After covering its costs and making adjustments to capital, the Federal Reserve remits its income to the Treasury. Over the 2009-11 pweriod, such remittances
totaled more than $200 billion, well above the usual level of remittances prior to
the financial crisis.
As discussed in the minutes of the June 2011 FOMC meeting, at the appropriate
time, the Federal Reserve will begin to remove policy accomadation and normalize
the size and composition of its balance sheet. As part of this process, the Federal
Reserve will likely raise the rate it pays on reserves to put upward pressure on
short-term interest rates and also sell securities at a gradual pace over time. As
short-term interesy rates mover higher, the Federal Reserve’s interest expense on
reserve balances will rise and the possibilty of some realized losses on sales of securities could lead to lower Federal Reserve net income. Nonetheless, the odds are
strong that the Fed’s assest purchase programs, both through their net interest
earnings and by strengthening the overall economy, will help reduce rather than increase the federal deficit and debt.

ASSESSING INEQUALITY, MOBILITY, AND
OPPORTUNITY
THURSDAY, FEBRUARY 9, 2012

UNITED STATES SENATE,
COMMITTEE ON THE BUDGET,
Washington, D.C.
The Committee met, pursuant to notice, at 10:00 a.m., in Room
SD–608, Dirksen Senate Office Building, Hon. Kent Conrad, Chairman of the Committee, presiding.
Present: Senators Conrad, Wyden, Nelson, Whitehouse, Merkley,
Sessions, Thune, and Johnson.
Staff Present: Mary Ann Naylor, Majority Staff Director; and
Marcus Peacock, Minority Staff Director.
OPENING STATEMENT OF CHAIRMAN CONRAD

Chairman CONRAD. The hearing will come to order.
First of all, thanks, everyone, for being here today. Really an outstanding panel of witnesses and colleagues who will be joining us.
As this is the Thursday before a long weekend, and there is a great
deal of other Senate business transpiring today, so we will have
colleagues coming and going throughout the hearing. We apologize
to the witnesses for that, but we hope you understand that on a
Thursday before a long weekend there are many competing demands on the time of Senators.
Today’s hearing will focus on income inequality, economic mobility, and opportunity in our country. We have five really distinguished witnesses: Dr. Jared Bernstein, a senior fellow at the Center on Budget and Policy Priorities; Dr. Heather Boushey, senior
economist at the Center for American Progress. Am I pronouncing
that correctly?
Ms. BOUSHEY. It is ‘‘Boo-shay.’’
Chairman CONRAD. I apologize. Heather Boushey, senior economist at the Center for American Progress; Ms. Sarah Anderson,
Global Economy Project director at the Institute for Policy Studies;
Dr. Scott Winship, fellow at the Center on Children and Families
at the Brookings Institution; and Dr. Mark Warshawsky, a member
of the Social Security Advisory Board.
Dr. Warshawsky, am I pronouncing that correctly?
Mr. WARSHAWSKY. Yes.
Chairman CONRAD. Thank you. Thanks to all of you for being
here. You all have really come here highly recommended.
It is clear that income inequality, coupled with a lack of economic
mobility and opportunity, is a significant challenge for our country.
We have seen the rich getting much richer. Nothing wrong with
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that. We applaud success in this country. But we are concerned
when we see the middle class have their incomes stagnate. It has
become increasingly difficult for middle- and lower-income Americans to move to the next rung on the ladder.
The growing gap between the very wealthy and everyone else has
serious ramifications for the country. It hinders economic growth,
it undermines confidence in our institutions, and it goes against
one of the core ideals of this country that if you work hard and play
by the rules, you can succeed and leave a better future for your
kids and your grandkids.
This first chart shows the growing income disparity between the
wealthiest 1 percent and everyone else. This chart is really very
dramatic. Going back to 1979, you can see what has happened. If
you look at the 80 percent who are at the lowest income levels of
our society, their incomes have gone up only modestly. They have
largely stagnated. The top 1 percent have skyrocketed during that
period.

To help put these income levels in perspective, here is a breakdown of U.S. taxpayers by income group. You can see the average
pre-tax household income in 2011 for the top 1 percent was $1.5
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million. In comparison, the average income for the middle quintile
was $45,000.

Now, when my staff showed me this chart, I challenged it because I remember seeing repeatedly that the top 1 percent starts
at about $370,000 a year. And that is true. That is where the top
1 percent starts. But if you look at their average income for the top
1 percent, in 2011 it was $1.5 million.
We also have an economic mobility challenge in this country.
This is a recent article that appeared on the front page of the New
York Times. It is titled, ‘‘Harder for Americans to rise from economy’s lower rungs.’’ The article notes that Americans enjoy less economic mobility than their counterparts in Canada and much of
Western Europe.
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One of the most significant factors blocking economic mobility is
the rising cost of education. We have seen the cost of college education soaring. All of us who are grandparents know this. I compare what it cost for me to go to school and what it cost for my
daughter to go to school and what it is costing for our grandson to
go to school, and it really is dramatic. And this is having an enormous effect on families across the country.
The cost to attend a 4-year public college has risen from 12 percent of median family income in 1979 to 26 percent of median family income in 2009. So that is a doubling in the share of median
family income going to pay for a typical 4-year public school. Higher education is simply getting too expensive for many middle-and
lower-income families to afford. I think we are hearing that from
families all across the country. I am certainly hearing it from my
constituents.
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Unfortunately, our tax system is contributing to income inequality. The Bush era tax cuts in 2001 and 2003 were particularly notable for how much they were tilted to benefit those who are the most
fortunate among us. If we look at who would benefit from extending all of the 2001 and 2003 tax cuts, we can see that millionaires
would receive an average tax cut of about $100,000. Meanwhile,
those making less than $100,000, constituting the vast majority of
taxpayers, would receive an average tax cut of about $850.

Those earning over $1 million, average tax cut about $100,000;
those making less than $100,000, constituting the vast majority of
taxpayers, would receive an average tax cut of about $850.
The effective tax rate for the wealthiest in this country, the rate
actually paid after factoring in exclusions, deductions, credits, and
other preferential treatment, has fallen dramatically. In fact, the
effective tax rate for the 400 wealthiest taxpayers fell from almost
30 percent in 1985 to 18.1 percent in 2008. This trend was highlighted in an article in Tax Notes last year. The article used IRS
data to compare the average effective tax rates for the residents of
1 Park Avenue building in New York City where the average income is more than $1.1 million a year to the average effective tax
rate for a typical New York City janitor, their average income
about $33,000. The data shows the average effective tax rate for
the building residents was 14.7 percent. The rate for the janitor
was 24.9 percent. That is just not right.
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In a speech in Kansas late last year, President Obama summed
it up well in talking about the reasons for income inequality. He
said, and I quote: ‘‘This kind of inequality’’—excuse me just a
minute. I am still recovering from this—whatever Senator Sessions
gave me.

Senator SESSIONS. I know you have it, but we are glad you are
back.
Chairman CONRAD. I am glad to be back, but the doctors tell me
I am no longer infectious. I did not want to impose this on others.
I stayed away.
The President said in his speech, ‘‘This kind of inequality, a level
we have not seen since the Great Depression, hurts us all. When
middle-class families can no longer afford to buy the goods and
services that businesses are selling, when people are slipping out
of the middle class, it drags down the entire economy. Inequality
also distorts our democracy. It gives an outsized voice to the few
who can afford high-priced lobbyists and unlimited campaign contributions, and it runs the risk of selling out our democracy to the
highest bidder. But there is an even more fundamental issue at
stake. This kind of gaping inequality gives lie to the promise that
is at the very heart of America: that this is a place where you can
make it if you try.’’
I think the President has it about right. We need a society where
everyone rises and falls based on their own hard work, skills, and
ingenuity, not as a result of their family or the class that they were
born into. We need to do a better job of removing barriers to economic mobility, such as the high cost of education. And we need to
reform our Tax Code to make it fairer and less skewed to benefit
the most well off.
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With that, we will turn to Senator Sessions for his comments,
and then we will turn to our distinguished panel of witnesses.
OPENING STATEMENT OF SENATOR SESSIONS

Senator SESSIONS. Mr. Chairman, this issue of income inequality
is important. We need to talk about it. I have talked about it a
good bit in my speeches. I am concerned about it. But I think we
will hear from our panel today that some of the numbers that have
been floated out there are distorted, and the best thing we can do
to help those in middle and lower incomes in America is create
growth, create more jobs, so businesses have to pay more to get
better workers and more workers.
I would also say that Monday is the day the President is scheduled to submit a budget for the United States of America. As Mr.
Bernanke told us yesterday, we have too much uncertainty. When
asked should we have a Senate budget plan, he said about uncertainty—‘‘Is uncertainty negative for growth? I think it is.’’
So we will have this hearing today, but the most important thing
the Budget Committee needs to be doing is to be figuring out how
to develop a long-term plan for America that will create growth to
benefit all Americans. And some say we cannot begin to cut spending now, but I believe that the debt itself is a detriment to growth.
According to the Rogoff-Reinhart study, we may already be seeing
a decline in growth based on the fact that the gross debt is equal
to 100 percent of GDP—above their number.
I was at a luncheon yesterday with the German, French, and
Spanish ambassadors. The French ambassador, when asked, ‘‘Well,
can you cut spending in France now that the economy is fragile in
France?’’ His immediate answer: ‘‘We have no choice. We had no
choice. We have to cut spending.’’ He said, ‘‘What we are doing is
focusing on growth. You are familiar,’’ he said, ‘‘with the French
bureaucracy. It would take months to start a business. We have
started 600,000 new businesses in France, and now you can register a business online in 15 minutes.’’
The German ambassador said this: ‘‘You cannot fight a debt crisis with more debt.’’ So I think that is the message this country is
ready to hear, and they need to see a plan from the President that
helps us get there.
Now, with regard to the hearing today, the Bush tax cuts shifted
more of the tax burden to the rich than existed before those tax
cuts occurred. The rich are paying a larger percentage of the total
tax burden after the tax cuts than before. Senator Johnson, Senator Toomey, and others have indicated they are openly and aggressively willing to eliminate loopholes and things that allow people to avoid the taxes they ought to be paying.
The tax rate you showed of 24 percent, we have to remember
that you are counting in that tax rate the pension payments workers make for their Social Security retirement plan that will benefit
them the rest of their lives, and for the lower-income workers it is
a particularly healthy pension plan and a disability insurance plan
also. And I think that we need to focus on how to get the economy
growing.
A couple of things I would mention. When measured by narrow
definitions of household annual income, there is little disagreement
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that the gap between the wealthy and poor has increased. But it
is a narrow definition. According to a recent CBO report, the
growth in income inequality has been driven largely by the gains,
some surging gains, in the top 1 percent of people in America. And
there are some things that give false impressions of inequality,
making it look worse than it may be, and we will hear Dr. Winship
and Dr. Warshawsky talk on some of the other factors that are at
work here.
But significant changes in tax law have fundamentally altered
what is reported as income, artificially making income inequality
appear larger than it is. Growth in the tax-favored, tax-protected
savings plans such as 401(k)s removed income that people were
showing on their tax returns as taxable income, and now does not
show up in the numbers.
We do not properly consider in these numbers mobility. The defining characteristic of the U.S. economy is upward mobility. Comparing snapshots of income distribution at points in time misses
this important dimension and, therefore, can be somewhat misleading. Research shows that the distribution of lifetime income is
more equal than what a one-time snapshot would show, Mr. Chairman. Research has generally found that about one-half of those in
the bottom quintile—one-half in the bottom quintile—moved to a
higher quintile in 10 years.
A study by an economist at the Federal Reserve Bank of Minneapolis found that nearly half of the families in the lowest-income
quintile in 2001 had moved up, lowest fifth, had moved up within
6 years. Over the same period, more than a third of those in the
highest quintile had moved down. A lot of the people that are making high incomes, those are one time or good years that often can
turn sour in a hurry.
Research conducted by the Pew Economic Mobility Project on
intergenerational mobility showed that two-thirds of 40-year-old
Americans live in households with larger incomes than their parents had at the same age, even adjusted for higher prices and inflation.
A separate Pew study showed that four out of five adults today
are better off than their parents were at the same age. We would
like to have them all better off, and I am worried about some of
the things that are happening. But we need to look at the numbers
honestly.
Overlooked in the 2011 CBO report on income inequality is the
acknowledgment that incomes rose for all groups over the study period: an 18-percent increase for households in the lowest quintile,
20 percent; an average of a 60-percent increase for households in
the 21st through the 80th percentiles; and 65-percent increases for
those in the 81st through the 99th percentile. That top 1 percent
had greater growth. Just look at the bonuses football players and
baseball players get.
Evidence shows that immobility among one segment of the population, men at the bottom fifth of earners, is especially intractable.
Low education and unwed motherhood tend to exacerbate poverty
in this demographic, which is particularly acute among racial minorities.
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Executive pay has risen, but correlation is not causation, especially when the number of highly compensated CEOs is small in
number and cannot explain the differences, mathematically.
Health insurance represents a significant and growing portion of
worker compensation, includidng Government transfer payments
like Medicare, Medicaid, CHIP. Because health insurance provided
by an outside entity allows households to consume more health
care without giving up income, without impacting their income, it
is appropriate to include that in household income. But as the 2011
CBO report points out, many analyses of household income omit
the benefit of health insurance. And Mr. Warshawsky concludes in
a report that over half of the lag in wage growth among low-income
workers is attributable to the rapid increase in the cost of employer-provided health insurance. A 2011 CBO report agrees that
if you consider health care, Medicare, Medicaid, CHIP, the inequality distribution would not be as great.
So, Mr. Chairman, this is an important issue. I think we should
air it out. I am really worried about our financial future. This Committee needs a budget. I know you believe in having a budget. But
I am aware that the Majority Leader said we are not going to have
one this year. The President apparently said just a day or two ago,
maybe yesterday, that he was not going to ask the Senate to move
forward with one. So I assume we will not move forward.
We need a financial plan for America that creates a framework
for growth, prosperity, higher wages, and more jobs, and we need
to consider some things like immigration and how a large flow of
workers illegally in our country can indeed pull down the wages of
American workers.
Thank you. I look forward to the hearing.
Chairman CONRAD. I thank the Senator, and I would like to just
address for a moment the last issue that you raised because we do
have a difference of opinion on this. We do have a budget. The
Budget Control Act passed in August of last year, an overwhelming
bipartisan vote in the Senate, passed the House, signed by the
President into law, that established the budget for this year and
next, set 10 years of spending caps. That is, I think, unprecedented
in the time I have been in the Senate, 10 years of spending caps.
It set up a procedure to give a special committee the ability to deal
with revenue and entitlements, which, unfortunately, they were
unable to agree on.
But with respect to the question of whether we have a budget,
we do. In fact, the appropriators have been told to proceed to write
their appropriations bills to the spending levels provided for in the
Budget Control Act.
Where I would agree with the Senator is I think it would also
be useful to have a longer-term plan. I believe we really need a 10year plan. That is a place where we have agreement because we
do have to act on this debt threat, and we need a longer-term plan
to do it. That is where we have agreement.
Senator SESSIONS. Beyond 10 years, too. Is that what you are
saying?
Chairman CONRAD. I actually—
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Senator SESSIONS. Mr. Bernanke yesterday said the 10-year window is artificial. It would help our economy if we could show that
in the long term we are on a sound path.
Chairman CONRAD. I agree with that entirely. In fact, I told my
staff after the session we had separately with Chairman Bernanke,
all of the members of the Budget Committee, he said to us repeatedly, Do not be a slave to the CBO 10-year budget window. Our
problem, of course, in writing a longer-term plan is there is no scoring, there is no independent scoring of what the savings would be.
But I think we really do need to think how could we write not only
a 10-year plan but a longer-term plan.
Now, there is an additional place—I think we have to be brutally
honest with each other. We have a difference on the short term.
You believe we need to take austerity measures right now. I believe
we need to take austerity measures right now but that do not kick
in until the economy is somewhat stronger. In other words, I believe we need to write a 10-year plan and a plan beyond that would
fundamentally reform our tax system, reform our entitlements, also
take on other aspects of spending, and a credible plan to reduce
deficits and debt. In fact, I would like to balance the budget in 10
years.
Short term, we have a disagreement because virtually every expert that has come before us has said do no harm. The Chairman
of the Federal Reserve said be careful about tax increases and
spending cuts right now when the economy is weak. Put them off.
Do them, but do them when the economy is stronger. I believe that
is good advice. This is where we have a difference.
Senator SESSIONS. Well, as I told Mr. Bernanke yesterday—he
shared thoughts of that nature—we could work with that. I am
willing to acknowledge that if we could get a 10-year improvement
in our debt course, perhaps it would be better—and it would be better insofar as we can—to ensure that it occurs over a period of
time. But I just would quote to you what the German ambassador
said when they were confronting it, and they basically got their
budget in balance: ‘‘You cannot fight a debt crisis with more debt.’’
So we need to begin to alter that soon.
Secondly, we are going to look at the President’s budget Monday,
and we are going to ask, ″Does he have a change in the debt course
over 10 years?″ The Joint Select Committee did not reach an agreement that touched the entitlement programs, which Mr. Bernanke
and every witness has told us have to be dealt with.
Will the President propose a realistic solution to that, or is he
afraid to do so because he wants to go into the election attacking
those who have the gumption to stand up and say changes have
to occur? That is the real challenge. You have been willing to say
we have to make changes. Let us see what the budget that gets
proposed Monday. Last year it did not do that. I do not believe we
are going to be able to pass anything historic that the President
does not support. And apparently he would rather attack the rich
throughout this campaign and thinks he can win by proposing to
take more money from the rich, and that is somehow going to create jobs and wealth and prosperity for working Americans. I doubt
it will. That is not my vision of where we should heading with
America.
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So this is a big, big matter. I think this is an important issue
we are dealing with today. This is a good panel, and I am glad you
are feeling better, and I will try to hush for a while and hear from
our panel.
Chairman CONRAD. Well, let me just say to my colleague, I believe the President has had it about right. I believe absent the
steps the Federal Government took to climb out of the deep ditch
that this President inherited—this economy was cratering when he
came into office. We were losing 800,000 jobs a month. Now we are
gaining 200,000 jobs a month. That is a dramatic turnaround. And
I think the policies that he pursued are largely to be credited, and,
by the way, it was not just this President. It was at the end of the
previous President that we started with the TARP, that we started
with stimulus. I think those steps were absolutely essential, and it
is not just my opinion, but we have the work of Mark Zandi, who
was one of the top economic advisers in the McCain campaign, and
the work of the former Vice Chairman of the Federal Reserve, who
concluded that the Federal actions that were taken prevented a
second Great Depression, and that if those steps had not been
taken, we would have had 16-percent unemployment today, 8 to 10
million more people unemployed.
So I think the President will get quite high marks for what he
has done so far. The question that is fairly raised is: Where do we
go from here? The place where you and I have an agreement is the
need for a longer-term plan to get us back on track. That is what
I hope that we are able to take up in this Committee. And I know
the difficulties. I absolutely understand Senator Reid saying, look,
we have a budget. Why would we spend time taking another budget to the floor when there is so little prospect of succeeding given
the great divide both in this body and the divide between this body
and the House? I understand that. I really do. I understand we
have very few days available for floor activity on these issues, and
so what are the prospects of getting another budget passed that
really succeeds at taking on this long-term debt threat.
To me, it is worth the effort, but we have to be able to demonstrate here that we can find agreement because, otherwise, a
waste of time to go to the floor.
I would just say this to you: I am committed personally to try
to find a way if we can reach across the aisle in this Committee
and put together a longer-term plan. But it would have to be a
compromise. Neither one of us would get our own way, that is for
sure. It would take an ability to find a way to come together. And,
I must say I am not talking about the two of us now, but I am talking about the larger body. It has been hard to find a way forward.
I was on the Fiscal Commission; 11 of the 18 of us there did agree,
5 Democrats, 5 Republicans, 1 Independent. The Group of Six, I
have spent hundreds and hundreds of hours there. We did reach
a framework agreement there. We have to show, if we really want
to convince our leaderships that it is worth floor time, that we can
come together. And I hope we do.
Senator SESSIONS. Well, I would just say that the Budget Control
Act caps on numbers was done by a secret committee, and it was
half what every witness told us we needed to reduce the debt by,
$2.1 trillion. They said it should be at least 4 trillion. Most people
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think we should do much more because we are going to add $13
trillion to the debt in the next 10 years. A $2 trillion reduction to
$11 trillion in debt is not enough. It is just not enough. And so I
am worried about that.
I will just say this: I would just say that if I have the opportunity
and I think the Republican leadership has the opportunity a year
from now to write a budget, we are going to write a budget. It is
going to be a budget that the House and the Senate agree to. It
is going to change the debt course of this country, and it is not
going to continue this cloud over our future that, as Mr. Erskine
Bowles said, is leading us—and as you have said, as we have all
said, leads us to the most predictable debt crisis in America’s history.
Thank you, Mr. Chairman.
Chairman CONRAD. Let me just say this is a place where we do
agree. I tried to convince the Fiscal Commission to do a $6 trillion
plan. I tried very hard to convince them. I tried pretty hard to convince the Group of Six to do a $5.6 trillion plan.
Senator SESSIONS. Which is hard.
Chairman CONRAD. It is hard. But it is doable.
Senator SESSIONS. It is doable.
Chairman CONRAD. It is doable. Well, let us go to our witnesses.
We apologize to you, but this is an important discussion. We have
to have it. We have to be honest with each other. And I think Senator Sessions and I have been honest with each other.
Dr. Bernstein, welcome. Please proceed.
STATEMENT OF JARED BERNSTEIN, SENIOR FELLOW, CENTER
ON BUDGET AND POLICY PRIORITIES

Mr. BERNSTEIN. Thank you, Chairman Conrad and Ranking
Member Sessions. I am honored to testify before you today.
My testimony focuses on the urgent importance of the issues at
hand, but first, let me lay out the facts as they are widely agreed
upon by most analysts. I have tried to use the most comprehensive
income sources, ones that include the value of employer-provided
health care, income and near-income transfers, realized capital
gains, as well as sources that make adjustments for factors like
changing household sizes over time, all of the factors, Senator Sessions, that you raised in your concerns. All of these adjustments
are made, actually, by the Congressional Budget Office in their income series. My Figure 1 happened to be the same as your Figure
1, so I do not need to show it.
Senator SESSIONS. But some of the numbers that have been cited
publicly do not consider all those factors.
Mr. BERNSTEIN. Agreed. Agreed. But in my testimony, I focus on
the ones that do.
One reason the incomes of the wealthiest households have surpassed the rest is because of the concentration of non-wage income,
like capital gains and dividends. Figure 3 from my testimony shows
the concentration of capital income by income class. Eighty-six percent of all capital incomes accrue to the richest fifth of households.
A subset of that 38 percent goes to the 120,000 households at the
very tippy-top of the income scale, the top one-tenth of one percent.
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The fact that this income receives extremely favorable treatment
through our tax code—it is currently subject to a top rate of 15 percent instead of the 35 percent top rate on ordinary income—is one
reason for its prominent role in the national inequality debate underway right now, a discussion motivated by the comparatively low
rate of taxation on some prominent persons of phenomenal wealth.
So how does this play out in our inequality trends? Figure 5 from
my testimony shows that the percent change in a measure of income concentration, again, using the comprehensive CBO data,
comparing market or pre-tax income with incomes after taxes,
shows that the increase in inequality was ten percentage points
higher—higher—when taxes and transfers are included. So let me
underscore this point. Income inequality, according to the CBO,
rose ten percentage points more quickly after taxes than it did before.
I now turn to linkages between the topics of today’s hearing, inequality, opportunity, and mobility. Senators, I am deeply concerned that too many American families, particularly the poorest
among us, are stuck in a vicious cycle where high levels of inequality are preventing economic growth from reaching them as it did
decades ago. And, Senator Sessions, I refer that point to your comments because growth in a climate of such inequality is not enough
if it is not reaching middle-and lower-income families.
It is not just income growth, however, that they are missing out
on. It is opportunity. Reduced opportunity, say less educational access for children from lower-income families, both reinforces high
levels of inequality and diminishes economic mobility, making it
harder for poor families to climb up to the middle class. This negative feedback loop is particularly likely to occur when inequality diverts overall growth from low-income families, leading to high and
persistent child poverty. Causally, this chain of events is likely to
operate through everything from diminished access to quality education, starting with preschool, to inferior public services, like poor
quality libraries and parks, to lack of health care, inadequate housing in underserved communities, and even a polluted physical environment.
My testimony cites numerous studies that strongly suggest this
negative loop is already underway, particularly as regards the impact of poverty in early childhood. I can think of nothing sadder
and more wasteful than the inability of children to realize their potential, yet that is the threat of this reinforcing negative loop, from
higher inequality to diminished opportunity to immobility.
Let me suggest the policy implications of the evidence I have presented. I am well aware of and support this committee’s and its
Chairman’s commitment to putting this nation on a sustainable
budget path. But in the interest of avoiding further damage to the
ability of disadvantaged families to escape the vicious cycle I elaborated, we must not seek to get on that path by spending cuts alone.
Spending cuts will be part of the mix. Thus far, they have been the
only ingredient in the mix.
In this regard, I urge policy makers to be guided by principles
put forth by both the Bowles-Simpson Commission and the Gang
of Six. These deficit reduction efforts recognize that key Federal
programs, like Food Stamps, now called SNAP, and the EITC
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would increase poverty and hardship and both decisively ruled out
such cuts. In fact, discretionary programs that serve low-and moderate-income families, programs like Pell Grants that play a role in
the upward ladders against stagnant income mobility, have already
been the target of budget cuts. Head Start, Title I, and job training,
programs that can also help families overcome mobility barriers,
these, too, are at risk. In the spirit of breaking the cycle of inequality, diminished opportunity, and immobility, Congress should avoid
these cuts.
Turning very briefly to tax reform, allowing the high-end Bush
tax cuts to expire at the end of this year as President Obama has
proposed is consistent with the balanced approach I advocate above
and the reduction of after-tax inequality. Ending the preferential
treatment of income from capital gains and dividends is also consistent with the goals of both deficit reduction and moderating inequality.
In closing, I reiterate two points. First, by protecting those parts
of the budget that offset poverty and promote opportunity, members can push back on the negative cycle I described in my testimony.
Second, through expiration of the high-end Bush tax cuts and
ending preferential treatment of capital incomes, members of this
committee can return progressivity to a tax code that has become
considerably less effective as a levee against rising inequality.
Thank you.
[The prepared statement of Mr. Bernstein follows:]
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Chairman CONRAD. Thank you, Dr. Bernstein.
Dr. BOUSHEY.
STATEMENT OF HEATHER BOUSHEY, SENIOR ECONOMIST,
CENTER FOR AMERICAN PROGRESS

Ms. BOUSHEY. Thank you. Thank you, Chairman Conrad and
Ranking Member Sessions and members of the committee, for inviting me here to testify today.
A strong middle class is a necessary condition to establishing a
vibrant, competitive, and stable economy. My colleagues here on
this panel will discuss how high inequality in the United States
has become and how the rungs on the ladder upwards have become
farther apart. In my brief comments, I want to lay out how a
strong middle class actually encourages and supports improved
productivity and investment as well as the kinds of institutions
that lead to broad-based economic growth.
Lower inequality is associated with sustained economic growth,
which is, as we have certainly learned in recent years, critical for
sustaining economic opportunities for millions of American families. In short, to support economic growth, I encourage you to focus
on the policies that support the middle class.
First, high inequality means that everyone does not get a fair
shot, which drags down our nation’s economic productivity. A
strong middle class is positioned to make investments in education
and incubate the next generation of high-skilled workers, inventors, and entrepreneurs, which pushes up long-term economic
growth.
However, the data is increasingly showing that we are a country
where your parents’ earnings, not a child’s skills or merit, are paramount in determining their children’s future earnings. And new research is bringing to light the importance of the years before a
child even enters schools for their future earnings.
A strong middle class creates the capacity of ordinary people to
become entrepreneurs or to follow up on an invention or an innovative idea. More than 70 percent of U.S. entrepreneurs come from
the middle class. A strong middle class also encourages firms to
make productivity-enhancing investments and fosters the kind of
trust that improves workplace productivity.
Second, a strong middle class is a source of stable demand, which
creates the incentive to invest. Having a deep market with demonstrated demand from a strong middle class is how businesses receive signals as to profitable opportunities for investment. A successful business owner, Nick Hanauer, explained in Bloomberg
Businessweek, quote, ‘‘Only consumers can set in motion a virtuous
cycle that allows companies to survive and thrive and business
owners to hire.’’
The lack of such signals continues to plague the U.S. economy at
present. Yet, growing inequality affected demand even before the
economic crisis. Families borrowed to make ends meet, to cover
health care costs, to put a child through college, and to purchase
a home in a neighborhood with good schools. The financial sector
was only too happy to oblige. Increasingly unencumbered by regulation and flush with cash, Wall Street created a variety of new
ways to extend credit. Yet, as we have learned over the past few
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years, this economy was unsustainable and the crash was devastating to millions of families.
Third, high inequality does damage to our nation’s institutions,
which hinders economic performance. There is evidence that higher
campaign contributions from the financial services industry have
been associated with an increased likelihood of voting for legislation that transfers wealth from taxpayers to that industry. Further,
as finance has grown in its importance to the U.S. economy, economic policy has shifted to meet the needs of Wall Street rather
than Main Street. For example, maintaining an uncompetitive dollar and a large U.S. trade deficit hurts U.S. manufacturing and
U.S. workers but benefits the financial sector, while trade agreements have often pushed new rights for financial investors over domestic manufacturing industries.
Inequality has also been shown to affect the ability of people to
find common ground in governance and to take action on pressing
policy issues that benefit the majority. As American society has become wealthier, a larger segment can opt out of public goods, such
as public education, Social Security, public parks, or even municipal policing. On the other hand, greater immigration and incarceration mean that larger shares of lower-income groups are outside
the electorate. The increased polarization has curtailed new legislation with dramatic effects on social and tax policy, such as falling
real minimum wages and less progressive taxation.
The middle class is the engine of growth, but it is threatened by
dwindling public investments, a tax system increasingly rigged to
the benefit of the wealthy, a fraying safety net, and assaults on
what should be the bedrock guarantees of Medicare, Medicaid, and
Social Security. The budget should boost critical investments and
take steps toward rebalancing the tax code so that everyone pays
their fair share.
The United States remains one of the wealthiest nations on the
planet. The notion that we cannot afford to fix our economy is,
quite simply rubbish. We can if we have the political will. Thank
you.
[The prepared statement of Ms. Boushey follows:]
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Chairman CONRAD. Thank you.
Ms. ANDERSON. Ms. Anderson, I should repeat, is Global Economy Project Director at the Institute for Policy Studies. Welcome.
STATEMENT OF SARAH ANDERSON, GLOBAL ECONOMY
PROJECT DIRECTOR, INSTITUTE FOR POLICY STUDIES

Ms. ANDERSON. Thank you, Chairman. Thank you so much for
this opportunity.
I do believe that inequality is the pressing issue of our time and
I really applaud the committee for giving it this level of attention.
And I want to begin by emphasizing what I see as the good news,
which is that we have tackled this problem before. A century ago,
we had very high levels of inequality comparable to those we are
seeing today, and yet over several decades, policy makers were able
to use fair taxation and effective social programs and build the
world’s biggest middle class, and I think we have a lot to learn
from that experience.
At the Institute for Policy Studies, we have particular expertise
in one of the key drivers of inequality that has not been mentioned
yet today and that is executive compensation. For nearly 20 years,
we have been tracking the upward spiral of CEO pay and I have
a lot of indicators in my written testimony, but let me just point
out that, for example, the ratio between CEO and worker pay has
gone up from 42-to-one in 1980 to about 325-to-one in 2010, and
the average pay for S&P 500 CEOs now is about $11 million a
year.
Beyond contributing to inequality, excessive executive compensation is a problem because the chance of hitting these massive jackpots gives executives an incentive to do behaviors that might bump
up their short-term profits and expand their own paychecks, but
undermine our nation’s long-term economic health.
In our Annual Executive Excess Reports, we have looked at corporate behaviors, like tax dodging, like massive layoffs, like risky
financial activities, like offshoring jobs. All of these appear to boost
CEO pay. But, of course, they have delivered a body blow to the
American middle class.
Policy makers should also be concerned about excessive executive
pay because extreme inequality within firms is simply bad for business. It is well documented now that when you have extreme gaps
between top and bottom earners that it hurts worker morale and
productivity and can increase turnover rates.
Now, Congress has recently taken some steps to address CEO
pay and I want to highlight a couple of them. The first is the provision in the Dodd-Frank law that requires companies to now report
their CEO-to-worker pay ratios within their companies. I think this
could help encourage corporate boards to narrow these gaps. Unfortunately, there has been a very intense backlash by lobby groups
representing CEOs and the SEC has delayed implementation of
this transparency measure.
The second executive pay reform I wanted to mention is a rather
little known provision in the TARP legislation that set a cap on the
tax deductibility of executive pay at $500,000. There is a similar
provision in the health care reform bill just applying to health insurance companies. And I think if we could extend that kind of tax

305
deductibility cap across all corporations, we could get rid of a loophole that now encourages excessive executive pay, because as it is
now, the more companies pay their CEOs, the more they can deduct.
Beyond the issue of executive pay, we clearly need a broader
agenda to tackle extreme inequality, and I think if you look back
at the previous era, it is clear that progressive taxation was one
of their most important tools. In my written testimony, I have
three charts that look back over the past century and they show
that the decades when we had the highest top marginal tax rates
were also the decades that had the lowest levels of inequality and
the highest levels of economic growth.
I end with seven reforms that I think could help get us back to
a healthier level of inequality and I would like to highlight just one
that I do not think has gotten enough attention here on Capitol
Hill and that is the idea of putting a very small levy on each trade
of stocks and derivatives and other financial instruments. A financial transactions tax like that could generate massive revenues
while also discouraging the short-term speculation that has been
driving up pay in the financial sector but adding little to the real
economy.
And so in conclusion, I want to acknowledge that this is going
to be a long-term challenge for this country, but we have transformed a highly divided nation into a more stable and equitable
one before and we can certainly do it again. Thank you.
[The prepared statement of Ms. Anderson follows:]
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Chairman CONRAD. Thank you very much.
We will go to Dr. Winship. Again, Dr. Winship, thank you very
much for being here to testify and please proceed.
STATEMENT OF SCOTT WINSHIP, FELLOW, CENTER ON
CHILDREN AND FAMILIES, BROOKINGS INSTITUTE

Mr. WINSHIP. Chairman Conrad and Ranking Member Sessions,
it is a pleasure and a privilege for me to testify before you today
on the important issues of inequality, mobility, and opportunity.
I want to note at the outset that while I am a fellow at the
Brookings Institution, my testimony today is solely on my own behalf. Brookings does not normally take policy positions as an institution.
Let me first briefly summarize the facts around income mobility
in the United States. I would characterize mobility in America as
alive as well, but would emphasize an important caveat. We have
too little upward mobility out of poverty.
To start with, the evidence on trends in mobility points to very
small changes since the mid-20th century, small enough that we do
not have the technical requisites to detect them confidently or consistently. The exception to this pattern is that upward mobility in
the absolute sense of being better off than one’s parents almost
surely has risen. That is, even though the ability of poor and middle-class children to end up more highly ranked on income than
their parents were, even though that has not improved, successive
generations of poor and middle-class kids have ended up better off
in absolute terms.
The U.S. tends to have less mobility than other industrialized
nations when aggregate measures are used. However, evidence suggests that we are unique in a very specific way. We have no more
downward mobility from the middle than other nations, no less upward mobility from the middle, and no less downward mobility
from the top, nor do we have less upward mobility from—
Chairman CONRAD. Can I stop you there and just have you repeat that, because I think you are saying some very important
things there, and if you repeat it—I want to make sure I get into
my head what you are saying there.
Mr. WINSHIP. Sure. So again, when we look at aggregate measures of mobility, the U.S. tends to come out looking worse than
other nations do, but research that has dug behind these aggregate
measures tends to show that the way that the U.S. is unique is not
that we have less upward mobility from the middle or more downward mobility from the middle or that we have less downward mobility from the top. It is specifically that we have less upward mobility from the bottom. And even more specifically, that is specific
to men. So we do—
Chairman CONRAD. Can I ask you, when you say the bottom, are
you talking about the bottom 20 percent?
Mr. WINSHIP. That is right. That is right. The bottom 20 percent,
the bottom quarter. So interestingly, though, if you look just at
women, we tend to do just as well at moving women from the bottom 20 percent out of it.
Chairman CONRAD. So it is largely the place where we do not do
as well is on the male side.
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Mr. WINSHIP. That is right.
Chairman CONRAD. And we have two women here testifying.
[Laughter.]
Chairman CONRAD. We have three men. Perhaps we should have
had another woman testify?
Mr. WINSHIP. So long as I was not the one bumped out—
[Laughter.]
Mr. WINSHIP. So the last basic way of assessing the extent of mobility in America is to use the criterion of former Supreme Court
Justice Potter Stewart, who said of a very different sort of problem,
‘‘I know it when I see it.’’ That is, apart from the question of
whether things are getting worse or how we compare to other countries, we may just feel like there is not enough mobility in the U.S.
That is a difficult case to make if the question is one of sufficient
absolute mobility, being better off than your parents were. It turns
out, as Ranking Member Sessions noted, 80 percent of 40-year-olds,
before the recession, anyway, were better off than their parents
were at the same age.
However, the picture, I would argue, changes if we consider the
sufficiency of upward mobility in terms of where one ranks. Research conducted by my Brookings colleagues Julia Isaacs, Isabel
Sawhill, and Ron Haskins for my former colleagues at the Pew Economic Mobility Project shows that children starting out in the bottom fifth of incomes have only about a 17 percent chance of ending
up in the top two-fifths, what I would call the upper middle class
and where I suspect most of us have ended up or will by mid-life.
To be sure, even failure to reach the top two-fifths may still
translate into significantly higher living standards if economic
growth is significant. But poor children face long odds if they want
to be able to grow up to be whatever they want to be, to use an
expressed aspiration that many of us, I suspect, heard from our
own parents.
Many on the political left have argued that the opportunities of
middle class and poor Americans have been hurt by rising inequality. However, the evidence of such an impact is exceedingly thin,
I would argue. In part, that is because only one kind of inequality
has risen markedly. If you look within the 99 percent, inequality
has grown only modestly, if at all, as I describe in my written testimony. Inequality between the 99 percent and the top one percent,
on the other hand, has risen a lot, but there is very little evidence
to suggest that the gains at the top have come at the expense of
other Americans.
Economist Stephen Kaplan has shown that income concentration
at the top fell quite a bit during the Great Recession. But if that
translated into gains for everybody else, it is, shall we say, not obvious. Why, then, should increases in income concentration necessarily translate into losses for everyone else?
Consider that Mark Zuckerberg, founder of Facebook, stands to
make $5 billion cashing out stock options this year. How would the
typical American end up better off if Zuckerberg could not exercise
those options? Will a typical worker be better off in 2013 because
Zuckerberg will not realize the windfall he did in 2012?
American inequality levels are viscerally bracing, but one still
has to make the case that they are undesirable. Consider two men,
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one of whom makes 200 times the other. Should we be concerned
about the poorer man? Well, if I told you that the two men in this
example are Zuckerberg and Mitt Romney, who made just $22 million in 2010, would that change your answer? Romney, to be clear,
made over 400 times the typical American household in 2010.
Should we be concerned about that household? What really matters
for answering this question is how the poor and middle-class are
doing and how much opportunity they have.
Income growth has slowed, but as I indicate in my testimony, the
poor and middle-class are quite a bit better off than they were 30
years ago, when the numbers are analyzed correctly. That does not
mean that the living standards of the poor are comfortable, but if
their circumstances are problematic, that is a problem of poverty
rather than inequality.
I will close just by saying policies to promote opportunity must
recognize the differences between good and bad mobility and between good and bad inequality. Some upward immobility reflects
behaviors we want to discourage and some downward immobility
behaviors we want to encourage. Some degree of inequality is vital
for rewarding hard work and risk.
So I would argue, in closing, that we ought to be focused on economic growth as the best anti-poverty policy we have, the best path
to a prosperous middle class. I would agree with Ranking Member
Sessions and Chairman Conrad that that is going to involve reducing deficits in the longer term. I would also agree that we want to
get to that soon, but not jeopardize the fragile recovery that we
have. And I would also argue that we should not forget the limited
upward mobility that we have at the bottom, a point that Governor
Mitch Daniels has made, calling upward mobility, ″the crux of the
American promise.″
Thank you for this opportunity to testify this morning.
[The prepared statement of Mr. Winship follows:]
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Chairman CONRAD. Thank you, Dr. Winship.
We will now go to Dr. Warshawsky, a member, again, of the Social Security Advisory Board. Welcome, and please proceed with
your testimony, sir.
STATEMENT OF MARK J. WARSHAWSKY, MEMBER, SOCIAL
SECURITY ADVISORY BOARD

Mr. WARSHAWSKY. Thank you very much. Chairman Conrad,
Ranking Member Sessions, and members of the committee, I appreciate the opportunity to share my research findings and other information with you on recent trends and causes of earnings inequality.
There is a large misunderstanding in the public on the difference
between earnings and compensation. A major theme reflected in recent government policies and politics and media coverage is a great
concern with the perceived increased inequality of the distribution
of resources in the United States over the last few decades. This
phenomenon is usually measured in terms of household income or
worker earnings. By these measures, inequality appears to have increased.
This limited view of the data has launched any number of
redistributionist policies and proposals, especially focused on tax
and entitlement programs. What many analyses ignore or downplay, however, are the insidious effects on earnings of rapidly growing costs of health care benefits.
Using standard economic assumptions, if the cost of employerprovided health benefits are growing at a faster rate than total
compensation, then take-home earnings, which is compensation
less the cost of health and other benefits, must grow slower for
those at the lowest levels of compensation than for those at the
highest levels.
Chairman CONRAD. Can I stop you right there—
Mr. WARSHAWSKY. Sure.
Chairman CONRAD. —and have you repeat that sentence, because that is very important and it is a little complicated to grasp
just hearing it once. So I think it is a very important—
Mr. WARSHAWSKY. I will be glad to. If the costs of employer-provided health benefits are growing at a faster rate than total compensation, then take-home earnings, which is compensation less
the costs of those benefits, must grow slower for those at the lowest
levels of compensation than for those at the highest levels.
This simple math means that the inequality of earnings would
increase with fast-growing health care costs. This will be true even
while the overall distribution of compensation and inequality measured according to compensation remains essentially unchanged.
Data in studies support the hypothesis that rapid growth in
health care costs lead to an increase in earnings inequality with no
change in compensation inequality. I had access to data from SSA
and from the BLS that supports this view.
From 1999 to 2006, the average hourly earnings increased about
29 percent. But hourly compensation, which also includes the costs
of benefits, increased more quickly, about a 32 percent increase.
This growth differential is explained mainly by the fact that the
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cost of benefits increased at a much faster pace than compensation.
Health insurance in particular increased almost 74 percent.
And I would note a study a BLS economist that found no change
between 1997 and 2007 in the fraction of jobs for which the employer made some contribution toward their employees’ health insurance coverage. That there was little change in employee access
to health benefits makes sense because of nondiscrimination requirements in the tax code that prevent an employer from favoring
the higher paid. Also, employers desire to avoid adverse selection
in the health plans and therefore want to encourage younger,
healthier workers, who are generally lower paid, to enroll.
As a share of compensation on average across all workers, health
insurance rose from 5.8 to 7.6 percent of compensation. Looking
across the earnings distribution, according to the Bureau of Labor
Statistics, the share of compensation going to health benefits increased notably for those in the lower-and middle-class percentiles.
The growth in share was highest for those in the 30th percentile,
from 6.5 percent to 12 percent, and was also higher for the 60th
percentile, middle-income workers, from almost seven percent to 11
percent. But at the top percentile, the share in compensation going
to health care only increased slightly.
The cost of health care essentially drove an ever-widening wedge
between the growth of take-home earnings and compensation, and
we find this exactly and precisely in the data. Earnings grew about
27 percent for those in the 30th to 60th percentiles, about 30 percent in the 80th the 90th percentiles, and about 35 percent in the
95th to 99th percentiles. But compensation growth at 35 percent
was essentially evenly distributed across earnings levels. In fact, it
grew the fastest at the lowest decile, at 41 percent.
Because the rapid increase in the cost of health insurance is a
prominent long-run feature of our economic environment over the
last 50 years, it has likely played an important role in the longerterm trends in earnings inequality, as well, and indeed, several
studies have found this link over longer time periods.
There are important policy implications of these research findings. Because total compensation growth has been essentially the
same across earnings groups, the hand-wringing over inequality
has been largely shooting at the wrong target. Either we were satisfied that we were getting value for the rapid increase in spending
on health care and there is no inequality problem because compensation is growing evenly, or we are concerned that we are not
getting value and the poor and middle-class workers are particularly bearing the deadweight loss of health care, of inefficient
health care.
In the latter case, this suggests that the most effective policy tool
to address perceived inequality would be to slow the growth of
health care costs in the economy. In this regard, it is my judgment
that the Affordable Care Act is likely on net to make matters
worse. Slowing the growth in health care costs is admittedly a challenging structural and political problem, but that just argues for
more policy effort and political courage there. Just treating the
symptoms of the inequality problem with tax and entitlement polices will have harmful side effects on overall economic growth and
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lose the opportunity to control budget deficits by lowering health
care costs.
Members of the committee, thank you for your time and attention.
[The prepared statement of Mr. Warshawsky follows:]
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Chairman CONRAD. Thank you, sir.
We are going to go to Senator Whitehouse first for questioning.
Senator Whitehouse has been especially diligent with respect to
these issues and especially diligent with respect to health care and
how that affects these issues. Senator Whitehouse.
Senator WHITEHOUSE. Thank you, Chairman, and let me just express my appreciation to both you and to the Ranking Member for
the courtesy you have shown all of your members by reserving your
questions towards the end and letting your members go ahead of
you, as you have just done for me today.
Two questions. The first is for Ms. Anderson. As you have recognized, the Wall Street reform bill requires members of a compensation committee to be so-called independent directors, and I think
that was a fairly good step. I had also proposed that, in addition
to the compensation committee members being independent, that
the compensation consultants on whom the directors rely meet
some kind of an independence standard. It strikes me that there
is a circularity in which compensation consultants are paid a lot of
money to tell CEOs that they should be paid a lot of money and
that is a loop that does not have a lot of light shone on it.
Let me ask you first, as somebody who looks at this, anecdotally,
have you ever heard of a compensation consultant recommending
lower CEO pay? You laughed when I said that.
Ms. ANDERSON. No. What they tend to do is recommend that
they should be paid above the average among their peer group, and
what this contributes to is the Lake Wobegon theory, everyone is
above average, and it just ratchets up pay. And as you mentioned,
some of these consultants are hoping to get other kinds of work for
the company and so, of course, they are not going to deliver a report that would upset the CEO, and so there may be a conflict of
interest there.
Senator WHITEHOUSE. You agree that it is an inherently biased
system and that some independence requirement on the part of the
compensation consultants would be a step in the right direction?
Ms. ANDERSON. It would definitely be a step in the right direction, and you could go further by requiring more independence on
corporate boards, for example, taking some of the lessons from Europe where they have worker representatives sitting on corporate
boards, and that is pointed to as a factor in why CEO levels are
lower in Europe than in the United States.
Senator WHITEHOUSE. Franklin Roosevelt said once that, ‘‘We
have always known that heedless self-interest was bad morals; we
know now that it is bad economics.’’ Let me ask each of you, starting with Dr. Bernstein: On the bad morals part, I think that has
been widely known. Go back to ‘‘Tale of Two Cities’’ where there
is the unforgettable scene of the French marquis running down the
child in his carriage and throwing the gold coin out the window because, after all, it was only a child and not nobility that mattered
and they had gold coins to spare. That was sort of emblematic of
the bad morals part of President Roosevelt’s equation.
Can you tick off specific ways in which income inequality is, in
fact, bad economics and what the trigger points are at which it becomes bad economics to the extent that the scientific study of this
supports that?
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Mr. BERNSTEIN. Sure, Senator. Let me start with an observation
that the Chair of the Council of Economic Advisers who spoke
about this recently made on this very point, suggesting that if income inequality had not risen as much as it did, middle-class families would have higher incomes. In my testimony I show that if instead of incomes growing so quickly at the top and stagnating at
the middle and bottom, if they grew on average across, middle-class
families would have about $3,000 more say this year than would
otherwise be the case.
Now, those families have a higher propensity to consume. We are
70-percent consumption economy. The economy would grow more
quickly—and this was one of Dr. Boushey’s points—if income were
more broadly distributed and less concentrated at the top.
And then I want to tick off four things very quickly, and here I
am in disagreement with Dr. Winship, who argued that there was
not good evidence on the relationship between inequality and diminished opportunity.
In my testimony I cite four—well, actually, I cite about eight
studies that contradict that, particularly regarding low-income
kids. Future earnings and hours of children from low-income families are significantly more responsive to extra income than children
from higher-income families. Worse adult outcomes, less educational attainment, premarital births, worse employment histories
occur for children who experience multiple years of poverty compared to those who did not.
Another study finds growing gaps between children from lowerand higher-income families in college entry and graduation. And
there are neighborhood effects as well associated with negative outcomes for kids and youth, including reduced cognitive development,
less education, less educational attainment, and worse health outcomes.
All of those are associated with higher levels of inequality, less
growth reaching poor people, more persistent child poverty.
Senator WHITEHOUSE. So in a nutshell, if you have a family earning $30,000 a year and a family earning $30 million a year, the last
dollar that the family earning $30,000 a year earns is going to have
a lot more impact on their children’s success, education, and upbringing than the last dollar of the $30 million that the other family earned?
Mr. BERNSTEIN. Correct.
Senator WHITEHOUSE. Okay. Dr. Boushey, did you want to add
to that? I am afraid I am going to run out of time.
Ms. BOUSHEY. Yes, certainly, just a few quick things.
I think there is a growing body of economic evidence that shows
that the kind of high inequality that we have here in the United
States today is actually having a negative effect on economic
growth and will continue to through some of the things that Dr.
Bernstein talked about. Our future productivity depends on kids
today having access to education that makes them high-skilled
workers and can, push our economy forward. Because of today’s
high inequality, millions of children are being prohibited from getting the kind of education or having access to the kind of resources
where they could be an entrepreneur or move forward. Then that
will have a long-term downward effect on our productivity.
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One example—
Senator WHITEHOUSE. Let me jump in and ask you a very specific example of this, which is the minimum tax, the so-called
Buffett Rule. We actually had Mr. Buffett speak to us last night,
and he laughed out loud. He said, ‘‘In all my experience I have
never had anybody turn away from a good deal that will make
them money because their taxes would be a little higher on it. It
is either a good deal or it is not,’’ he said, ‘‘and that is the end of
the equation.’’
So from his point of view, it does not have an effect. From your
point of view, if you applied the Buffett Rule so that income over
$1 million were taxed at a rate equivalent to what plumbers and
police captains might pay, is there evidence that that would depress economic activity and that hedge fund folks would no longer
allocate capital or do what they do and that that would drive the
economy downward?
Ms. BOUSHEY. I do not think so. Let us look at the past 10, 15
years. We saw an economy where we cut tax rates for the wealthiest, and that led to a decade where we saw the lowest rate of employment growth, income growth, and investment growth in the
2000s of any economic recovery in the post-World War II era. So
we economists like to look for the natural experiments, right? So
we cut taxes on the wealthy. The logic was that that would lead
to a strong and vibrant economy, and it did not. That is the evidence in front of us. And, in fact, not only did it not lead to strong
growth or strong investment growth, but it actually set up the conditions that led to the economic crisis which put our economy in the
mess that we have now and leading us to have these very serious
conversations about the debt that we have to repay because of the
steps that we took many years ago.
So I think, we do not have to look that far to see strong evidence
that that is not going to pull our economy down, and then we could
go back to the 1960s and 1950s and say, hey, we had higher tax
rates on those at the very top and we had stronger economic
growth over time than we do today.
There is also evidence from other countries that those countries
that have less inequality have more sustained and stable economic.
Again, economic crises are devastating to our economy and to our
families, and so making that connection I think should be a critical
piece of policymaking.
Senator WHITEHOUSE. Thank you. My time has expired. Thank
you, Chairman, and I thank the Ranking Member.
Chairman CONRAD. Thank you.
Senator Sessions.
Senator SESSIONS. Mr. Chairman, I would yield to Senator
Thune. I am glad he was able to join us. I know he is busy, part
of our leadership.
Senator THUNE. Thank you, Mr. Chairman, and thank you, Senator Sessions, for yielding, and thank you for calling the hearing
and the opportunity to ask some questions. Thank you to our panelists for being here today.
Dr. Warshawsky, your research indicates that growing earnings
inequality is largely a function of the rising cost of employer-sponsored health insurance, that higher health care costs impede
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growth in the wage component of employee compensation. So it
would seem to me that we should be focusing on slowing the rate
of growth in health care costs, and yet the Congressional Budget
Office tells us that the President’s Affordable Care Act does not
bend the cost curve at all. And, in fact, President Obama stated repeatedly that under the Affordable Care Act you can keep what you
have, but the only way that this is possible is if employers continue
to offer pricey health insurance to their employees, which, according to your research, will further suppress wage growth and exacerbate income inequality. And since the President supports raising
taxes to help reduce the income inequality and provide health insurance for all, doesn’t that policy combination merely create sort
of a vicious cycle of rising inequality and higher taxes?
Mr. WARSHAWSKY. I think there is very strong logic and agreement for what you are indicating. It is my view on the Affordable
Care Act that there will be a very large increase in health care demand that comes from the act but very little increase in supply, at
least initially. And, therefore, in 2014 and 2015 there will be a very
large increase in health care costs because of the act, which will
lead exactly to the cycle that you have indicated.
Senator THUNE. And in terms of just how that bears on the
whole issue of income inequality, the assumption that I made
would you consider that to be an accurate one, that if you have rising health care costs because you are trying to cover everybody,
you have, higher taxes going into effect of on a lot of income earners in this country, that that would further this trend toward inequality and, frankly, at the same time impose higher taxes on the
very people that you are hoping are going to create the private sector opportunities that will provide good-paying jobs for people in
this country?
Mr. WARSHAWSKY. Senator, I think that what people fail to recognize is how expensive health insurance is although sometimes
people talk about these numbers, but I do not think they really
have assimilated them. An average employer-provided a health insurance policy for a family, in terms of the employer cost, is
$10,000. So when you are talking about an income of $30,000, that
is a very, very substantial cost, and it has to be covered out of the
compensation budget of the employer. And when you look at it at
a national level, the percent of GDP that is going to health care
in this country is approaching 18, 19 percent. So it has to affect
income—the numbers that are that large and rates of growth that
are as rapid as what we have seen over the last 15, 20 years have
to have enormous consequences for a lot of relationships and certainly to have consequences for inequality.
Senator THUNE. And you talked about the costs of health care,
rate of growth in health care costs going up. Have you modeled exactly how much you see that going up year over year, at least in
the early stages you said when the demand will outstrip the supply?
Mr. WARSHAWSKY. I have not done formal modeling of that, but
it is really a simple, logical impression that the health care reform
act, while massive and complicated, will in its essence provide insurance to about 30 million people who currently do not have insurance. We know that people who do not have insurance spend
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about 50 percent less on health care, so we are going to increase
by those numbers health care demand when they are provided insurance. And, again, we are not increasing supply; therefore, there
is going to be an immediate increase in costs because of the increase in demand.
There are some provisions in the act that claim that they will
lower costs way out in the future, but I think there have been a
lot of studies recently that show the difficulty of doing so. The Congressional Budget Office indicated that those type of experiments
and those type of policy changes, nine out of ten, have not succeeded.
So I think what we have in the health care act is certain increase
in demand and increase in costs and a very, very speculative, way
out in the future, decline in cost.
Senator THUNE. Okay. Dr. Boushey, you had mentioned in your
remarks, that the rich ought to pay their fair share, so my question
would be: What are the criteria in practical terms of a fair share?
How do you know when a fair share has been reached? I hear that
term used a lot please translate that for me.
Ms. BOUSHEY. Well, so a couple of things come to mind. A few
things come to mind.
First and foremost, as actually Dr. Bernstein talked about in his
testimony and shows some charts on, we should be taxing capital
gains income at the same rate that we tax regular income. It does
not make sense that you have this gap—that we privilege certain
kinds of income in the Tax Code in the way that we have when all
of that income typically goes to folks at the very top of the income
distribution.
Second, we should be making sure that those folks that—the
hedge fund guys that currently are not paying the same rate of tax
as everybody else are paying the same personal income tax rates.
But I think a bigger question is, over the past few decades we
have seen this long-term decline in the tax rates at the very top
of the income distribution, and yet we have not seen commensurate
with that the kind of increase in economic growth or employment
growth or creation of good jobs that folks were promised when we
started going down this path of reducing tax rates at the top.
Many decades ago, the line was, supply-side economics was that
if you limit tax rates for those on the top, the economy will grow
better, we will see a stronger middle class, and this will benefit all
of us; it will trickle down. We now have decades of evidence that
shows that that is not the economy we have become. We have become an economy that is increasingly unequal. We have become an
economy where the middle class is being squeezed. So I think going
back to a time where we used to have higher taxes at the top and
the economy performed better, I think going—that to me would be
the threshold.
Senator THUNE. And if you had to make a suggestion about how
we could reform the Tax Code today, you mentioned taxing capital
gains and dividend income at the ordinary income rate and doing
away with carried interest. Is that what you recommend?—
Ms. BOUSHEY. Right.
Senator THUNE. You did not say it that way, but what would you
suggest in terms of a rate structure in a Tax Code then?
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Ms. BOUSHEY. I do not have the exact rate structure in my head
at this time, but I am happy to follow up with some written remarks on that.
Senator THUNE. Okay. Well, I just think that doing this under
any circumstance is difficult. I was a staffer here 25 years ago
when the last tax reform bill was debated and voted upon, and
there was a significant amount of economic growth coming out of
that. And, in fact, when the capital gains tax rate was lowered in
2003, there was a tremendous amount of growth in the amount of
tax revenue that came in from that tax at the time, too, because
people were taking realizations, they were paying taxes, and they
were reinvesting. There is an incentive toward investment, I think,
and there is certainly a rationale, an economic rationale, for why
you would take investment income differently.
But, anyway, I appreciate your response and—I see my time has
expired. Thank you, Mr. Chairman.
Chairman CONRAD. I thank the Senator.
Let me just say I personally believe that if we had fundamental
tax reform, we could enhance economic growth. I think the previous tax reform, as the Senator asserted, did help us do that. And
if there was ever a wealth of opportunity, it is in the current Tax
Code, because I believe if somebody were to design a Tax Code
today, in light of global competition, you would never write the Tax
Code we have. This Tax Code was written and designed at a time
we did not have to worry about global competition. The United
States was completely ascendant, completely dominant when this
Tax Code was written. And you did not have to worry about our
competitive position when this Tax Code was written, in large
measure. Now, there have been lots of tax changes since, but honestly—I am a former tax commissioner. I used to be chairman, before I came to the Senate, of the Multi-State Tax Commission, and
I have spent a lot of time dealing with the reality of the Tax Code.
And, honestly, I cannot imagine one that is more complicated, more
anticompetitive than the one that we currently have.
So I think there is a wealth of opportunity to broaden the base,
actually lower rates, especially on the corporate side, to help America be more competitive, and to raise some additional revenue to
help on the deficit. I think there is a wealth of opportunity.
Let me just ask—I go back to this chart, which to me is so incredibly striking. This chart shows at 20-percent increments, the
bottom 20 percent are in orange; the next 20 percent are in purple;
the next 20 percent are in green; the next 20 percent are in blue.
So that is 80 percent of the population has shown basically very
little growth from 1979 to 2007. But look at what has happened to
the top 1 percent.
Look, I have nothing against the top 1 percent. My family is in
the top 1 percent. So, I am in a very fortunate situation. But I really do not know how anybody can look at that and say this is a
healthy development. I just do not know how anybody can conclude
this is a healthy development.
Let me just go down the line and ask, Dr. Bernstein, what is
your reaction to this chart? What does it tell you? And do you think
it is a concern?
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Mr. BERNSTEIN. Well, I very much think it is a concern, but I
think it is a concern largely for—and I am not contradicting you
at all—that clump of lines below the top 1 percent. The problem
that we face is if you look at the increase in median family income,
if you look at the increase in the income of the lowest-income families, it is not that it has gone down. You would not expect that in
an economy where productivity has grown 70 percent over the period that you just showed. I think it sometimes is a canard to say
everything is okay because some of these families got some income
growth over 30 years. Of course they did. The question is: In an
economy with that level of productivity growth, how have families
done relative to average growth? And that is the problem. It connects that clump of lines at the bottom to the one that shoots up
at the top. If growth were more equally distributed, the middle
class would not be facing the kinds of economic constraints I mentioned, particularly germane for the poor.
One final point about that graph. It is a little hard to see in
those numbers—and Dr. Boushey emphasized this point as well—
if you actually look at the 2000s, there is where you see a particularly sharp increase—you see that line is just rising asymptotically
for the top 1 percent.
Chairman CONRAD. ‘‘Asymptotically,’’ that is a good one.
Mr. BERNSTEIN. It is just going straight up.
[Laughter.]
Chairman CONRAD. Okay.
Mr. BERNSTEIN. It is rocketing straight up.
Chairman CONRAD. I thought I knew what you meant, but I was
not sure.
Mr. BERNSTEIN. Sorry.
Chairman CONRAD. I love that word, though—‘‘asymptotically.’’
Mr. BERNSTEIN. But, anyway, if you actually look at what median incomes or low incomes did in the most recent period, they
were quite flat. What you can also kind of see in that clump is in
the 1990s it was quite different. There you had a tight job market
that delivered some of the benefits of productivity growth to middle-and lower-income families, not nearly as much as the top 1 percent, but I think it is the combination of the soaring at the top and
the far less growth at the lower rungs that I get from that picture.
Chairman CONRAD. Well, it is interesting that you say that because if you study that chart clearly, the bottom 40 percent during
that period from 2000 to about 2006 actually went down.
Mr. BERNSTEIN. And I would also stress that this includes Dr.
Warshawsky’s caveat there. This includes the value of employerprovided health coverage.
Chairman CONRAD. Dr. Boushey.
Ms. BOUSHEY. Well, this is quite a stunning chart, and I think
that, one of the things that we have been thinking a lot at the Center for American Progress about is what does it mean for the economy. You know, clearly it has implications for families, for whether
or not there is economic opportunity for those families at the bottom. But how does that actually affect how our economy works?
And there is just some really fascinating and a growing body of research out there.
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For example, there is an economist at the IMF named Michael
Kumhof who has been doing some modeling looking at this, showing that, as those families at the very top get wealthier and
wealthier, they had to have something to do with that money,
which was recycled, of course, into the loans that we saw increasing during the 2000s, the increase in the subprime mortgages and
the expansion of debt. That money came from somewhere. It came
primarily from—there is a connection between this high inequality
and the kind of debt-driven economy that we had over the 2000s.
Not only did those families in the middle not see their incomes rise
very fast and so they took on a lot of debt to sort of make ends
meet and to keep their standard of living, but there was a lot of
surplus funds available to make those loans possible. And that, of
course, is a very unstable system. This is the kind of thing that we
typically have seen happen in other countries, not the United
States.
So that is just one of the—and my testimony goes through a ton
of new evidence of the pernicious effects that inequality has on our
economy and our economic stability, so that there are real problems
with having this vast pulling apart for the overall economy.
The second thing—and then I will pause—are, of course, the effects that economists have been looking into on our institutions and
our political process. These economists at the Chicago Booth School
of Management—I think I am mangling the name a little bit—were
looking into, okay, well, what happens at the top when you have
this growth in the financial sector? What happens? And they found
that actually, those folks in finance had been taking more and
more funds and putting them into politics, and that has, of course,
happened alongside with the deregulation of the financial industry,
which, of course, was related—the Financial Crisis Inquiry Commission found was a key factor in the economic crisis that we had
in the 2000s. So making those connections between inequality and
its effects on demand and consumption and economic stability is
something that we also need to be thinking about alongside whether or not those children at the bottom, poor families, are able to
make ends meet and to move up the ladder.
Chairman CONRAD. Ms. Anderson?
Ms. ANDERSON. Yes, I do not think we would be having this conversation today if people felt like the individuals represented by
that red line there, the top 1 percent, had gotten where they were
purely on the basis of their hard work and their talent. I think
there is the widespread sense that many of them got there because
they rigged the rules. And I would like to go back to that chart that
Chairman Conrad raised before about the decline in the effective
tax rate. People feel like the 1 percent has exploded because of the
tax preferences for wealthy because many of them are hiding
money in tax havens, because they have made a killing off of risky
financial activities that have harmed the rest of the economy. I
think that is what is driving right now the concern about inequality and why it is so critical that we reform our Tax Code to bring
it back to a fair level.
Chairman CONRAD. Let me just say, my time has expired, but we
will have a chance to come back—
Senator WHITEHOUSE. Mr. Chairman?
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Chairman CONRAD. Yes?
Senator WHITEHOUSE. May I ask you a question about the graph
that is up behind you?
Chairman CONRAD. Yes, just briefly.
Senator WHITEHOUSE. I am sorry. Just the bottom lines that represent the lower 80 percent, does that include the cost of health
care in that?
Chairman CONRAD. Yes.
Senator WHITEHOUSE. It does. So that is built in. It is embedded.
Chairman CONRAD. It is embedded. This looks at all elements of
income in the period 1979–2007. By the way, these trends continue.
We have not got them on the chart, but we did look to 2011, and
the data is very much the same pattern.
Senator Sessions.
Senator SESSIONS. Well, I am not sure that health care was included in there. The CBO report says that incomes for all groups
rose during the period and an increase of 18 percent in the lowest
20 percent. So I do not know what you are including in there, and
there was an increase of 60 percent for those in the 21st through
the 80th percentiles. So I do not know, that chart, how accurate it
is.
Also, it does not, I assume, include the income taxes that the
higher-income people pay. I know it says ‘‘pre-tax.’’ And I would
say it rose just as fast during the 1990s. It plummeted during the
recession of early 2000s and went back up. If you drew the line
from the peak before the recession, then it would be pretty much—
actually slowing down a little bit in the last couple of years.
Let me see. Dr. Winship—
Chairman CONRAD. Can I just respond on that point?
Senator SESSIONS. All right.
Chairman CONRAD. I have from CBO what they included, and
they say this very clearly: ‘‘In the main analysis of this study, CBO
counted the full value of health insurance premiums paid by employers as income.’’
Senator SESSIONS. Okay. Well, all I am saying is CBO showed
that it was not flat earnings growth, like that chart shows. They
said it was 18 percent for the bottom quintile and 60 percent for
the next three quintiles. So somehow that chart does not properly
reflect everything, it seems to me.
Dr. Winship, one of the things that it seems to me we ought to
focus on is the inequality that exists—and that is not a pejorative
term; it is just an inequality, some people making more than others—does not mean there is no mobility, does it? And that the
gains at the top do not subtract from the bottom? Would you agree
with those principles? I think that is sort of what you said in some
of your statement.
Mr. WINSHIP. So let me address your second point first, which is
whether gains at the top come at the expense of others, and I
think, pretty much everything that Dr. Bernstein just said in response to Senator Whitehouse kind of elides that question, right.
So poverty causes disadvantages. I would not dispute that at all.
The question is whether the poor would be richer if the rich were
less rich, and I think that is where I guess we disagree and that
I feel like there is essentially no evidence that shows that.
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The two big periods of growth in the U.S., we can think of the
golden age of the post-war period when inequality was low and not
increasing, but also in the late 1990s when inequality was rising.
There is just no evidence across countries. Dr. Boushey cited one
study that argued that there was a link between how fast countries
recovered from the recession and their inequality levels. There is
other research. Christopher Jencks at Harvard University has
looked at the association across countries between their rates of
economic growth and their inequality levels and found basically no
relationship.
So I think the key question here underlying whether we ought
to be worried about this very striking chart has just sort of been
assumed away by a lot of folks. So I do not think that the evidence
is there to say that if Mark Zuckerberg somehow did not cash out
his stock options this year, that somehow that $5 billion would go
to other people. So what has happened is that investors, from
around the world, by the way, are interested in investing in
Facebook and he has been exercising these options which were arranged years ago.
If that opportunity for Mr. Zuckerberg went away, it is just completely unclear to me where that $5 billion goes and how does it
end up in the pockets of people in the middle or people at the bottom. I just think no one has told a convincing story about that.
Senator SESSIONS. Dr. Warshawsky, you have listened to all of
this. Do you have any comments to add?
Mr. WARSHAWSKY. Yes. I appreciate the opportunity to respond
to a couple of items which have been raised.
With regard to the chart that was discussed, it is a little hard
for me to see the footnotes, but if it is what I think it is from the
CBO study. I did have a conversation with the CBO analyst about
the reflection of health care costs in their study. They used some
very old data from the Commerce Department which I argued with
the analyst that really was not the best methodology. The data that
I use is much more recent from the Bureau of Labor Statistics
which tells a different story, what can I say, and that the earnings
inequality is there, but if you reflect it in terms of compensation,
it is not there, and that is largely a story of health care costs. Now,
that was over a shorter period of time. It was over 1999 to 2006,
but I think that is in that chart, as well. So I simply can say it
looks like there is a disagreement and I prefer the BLS data as
more accurate and comprehensive.
I did want to respond to something else which Dr. Boushey has
mentioned. I think in economics, causality is very difficult to ascertain, and my opinion is that the causality goes in a very different
direction from what she has indicated. If the growth, the real
strong economic growth that we saw in the 1950s and 1960s—and
that was when health care costs were much lower and much less
significant than they are now—that is what led to the earnings
growth for all across the earnings distribution, because when labor
markets are tight, unemployment is low, of course, people who are
workers are going to get bigger wage increases, and that is what
we experienced in the Golden Age in the 1950s and 1960s. And so,
really, in addition to the health care cost issue, I think economic
growth is the best solution for earnings inequality.
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Senator SESSIONS. I could not agree more. One reason that lowskilled men are not doing as well and realizing the growth in their
wages that I would like to see them receive is because we have had
a massive inflow of illegal immigrants, of people who take those
jobs and pull down those wages. Now, some can try to dispute that,
but I think it is indisputable. You bring in large amounts of lowskilled labor, it will reduce wages just like more cotton imported
into America will pull down the price of cotton, and that is a factor.
Another factor is—I guess my time is running out, but I would
just say another factor is we are, indeed, more technologically advanced and there is less repetitive work out there. So that is a systemic problem that I worry about. I want the average, honest,
hard-working American to have their incomes increase. I think we
need to defend them on the world stage trade-wise. Ms. Anderson,
I think you mentioned that, or Ms. Boushey.
I think we are not adequately defending legitimate manufacturing in America from unfair trade practices and that is impacting
our workers. The CEO in the Wall Street suites moves his plant
to China and he thinks, fine, there is not a problem here. He is utterly unconcerned about the number of people that may have lost
their job as long as he can make the same profit margin, maybe
more.
I think there are some things that we can talk about, but raising
capital gains taxes will clearly reduce the number of transactions
that occur. And when transactions are reduced, less capital gain
taxes are paid. And experience shows that when the tax rate was
cut, you actually had an increase in revenue. I do not think that
would be sustained forever, but you are not going to get a great
deal of income increase, in my opinion, by raising capital gains
taxes to the income tax rate.
I see you have the hammer out. I had better hush.
[Laughter.]
Senator SESSIONS. Senator Wyden, thank you for coming, and I
yield.
Chairman CONRAD. Let me just go back to this chart for a
minute because I do not want to leave a misunderstanding. This
chart is directly from CBO. This is their chart. It is not my chart.
It is their chart.
I think the difference between what you are seeing is a matter
of scale. That is, there are increases here in the bottom 80 percent
of the population. You know, if you look from 1979 to 2007, there
is an increase there. The thing that is so striking is the difference
between the income increase for the 80 percent of the population
that is at the lower end and the top one percent. That is what is
so stunning. So—
Senator SESSIONS. But CBO says in their report, the number in
their report is that the three mid quintiles showed 60 percent increase, and that—
Mr. BERNSTEIN. Could I make a comment about that, Senator?
Chairman CONRAD. Yes.
Mr. BERNSTEIN. I actually—in my Figure 1, I have exactly the
numbers that I believe you are citing, because you said the 18 percent for the bottom. For the next three quintiles, it increased 38
percent, not 60 percent, just to be clear.
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Senator SESSIONS. Okay. Well, that is better than that chart—
Mr. BERNSTEIN. But that is not zero. I agree with you.
Chairman CONRAD. No, it is not, but it does not take away from
the relationship. The relationship that is in the CBO chart that is
in Dr. Bernstein’s chart—I do not know if you got that from CBO,
as well—
Mr. BERNSTEIN. Yes, it is the same—
Chairman CONRAD. It is the same chart. It is the disparity that
is so striking.
Senator WYDEN.
Senator WYDEN. Thank you, Mr. Chairman. It has been an excellent hearing.
I want to talk for a minute about one way in my view that our
country can address this income inequality issue and do it in a way
that Democrats and Republicans will support, that we can actually
see some real coming together around, and I want to start with
you, Dr. Bernstein. I know you are one of the advisors to somebody
who is part of my little cross-section of economists, Mark Thoma
at the University of Oregon. Let me start with you, if I could.
One of the fastest growing parts of the Federal Government are
the tax expenditures. We are upwards of a trillion dollars today.
And what is clear—you see it with progressive folks, you see it on
the conservative pages of the Wall Street Journal—is that, disproportionately, tax expenditures go to the folks who are best off
in America.
So it seems to me that if you clean out these tax expenditures
that Democrats and Republicans now correctly have concluded disproportionately benefit the folks that are best off and use those
very same dollars to broaden the base of the tax system, we would
be in a position in our country to help grow the economy, create
good-paying jobs—that is what happened after progressive Democrats and Ronald Reagan came together in the middle 1980s—we
would be in a position to grow the economy and make a real dent
in terms of income inequality. I mean, you could almost legislate
what amounts to a pay hike for middle-class folks because you
would be broadening the base and putting them in a better position
to keep up with costs, and they have not had a pay raise for a decade.
Dr. Bernstein, any quarrels with that kind of analysis?
Mr. BERNSTEIN. I very much agree with the broad architecture
of your thinking there, and I do view this as somewhat of a holy
grail for tax reform and I think that is fairly widely agreed upon
by folks on both sides of the aisle. Now, the devil is in the details,
and when you start going after people’s tax expenditures, they get
a little sensitive. But one that I mentioned in my discussion today,
and I even cited a tax expenditure cost from the Joint
Committee on Taxation, was the benefits we provide in that part
of the code to capital gains and dividends, which amount to $450
billion in terms of its cost to the Treasury over five years.
But I would say this, two things. One, the distribution of expenditures is skewed, as you suggested. Not that many go to the middle
class. The main one is the mortgage interest deduction, and that
is not trivial, but that, again, largely benefits those in the top
few—in the upper percentiles.
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I would also say that where there is also some important tax expenditures that I had argued in my testimony
that this Committee on the Budget should protect are refundable
credits that help to support the income, and I would argue the opportunities, of our lowest-income families. Two particularly important ones, because they were expanded in the Recovery Act and
have been, I think, smartly, renewed at the end of 2010, was the
refundable credit on the Earned Income Tax Credit and the Child
Tax Credit. Those are tax expenditures that I think actually are
very consistent with improving the opportunity and dampening,
moderating the inequality that we have talked about so far.
Senator WYDEN. I want to let your colleagues get into it. I just
wanted to, again, highlight the prospects, and your response to my
question, I think, reaffirms this, the opportunity for bipartisanship
in this area. For example, Senator Coats and I have introduced the
first bipartisan approach really in 25 years, since the Reagan proposal. Senator Coats, to his credit, keeps the refundable credits
that you are talking about, so we retain those.
And then with respect to capital gains and essentially investment income, we put that on a progressive scale, as well, so as to
really, again, try to bring this base-broadening approach to essentially the entire economy. I mean, there is no reason why it cannot
be applied to investment income, as well. Essentially, under our
approach, we put a certain amount off limits and then everything
above that we put on a progressive scale. So, yes, somebody who
makes all their income just on investment will pay a bit more, but
we have talked to people who work in that area and they say they
can live with that.
And we broaden the base so as to bring a whole lot of additional
people—
Mr. BERNSTEIN. Can I make one more quick point about this,
sir—
Senator WYDEN. Of course. Certainly.
Mr. BERNSTEIN. —is it is very important not to view—I fully support everything you just said, but I think it is very important not
to view this as solely revenue neutral, as if you would want to essentially return all of the tax expenditures that you get back from
broadening the base in lower rates. Some of it needs to be reserved
to reduce the deficit and to offset some of the deep spending cuts,
particularly the ones that threaten opportunity and mobility.
Senator WYDEN. It is not fair if I respond to everything that you
have said. I want to get everybody into
it. Our bill was actually scored by the Joint Committee on Taxation. They essentially give informal analyses as generating revenue. And then, of course, again, on both sides of the political spectrum, Brookings folks who have been on the progressive side, Heritage folks on the other side, also highlight the fact that this kind
of pro-growth approach to tax reform, whether it will produce exactly what we had in the 1980s, the principles are still the same,
and given the fact that we have this growing income inequality in
the United States and all sides, all across the political spectrum,
people say tax expenditures have played a role in it, this is a
chance to bring, I think, Democrats and Republicans together and
we are going to go prosecute the case.
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Would any of you other four who have been very patient like to
add anything on the question of tax expenditures and income inequality? You are not required to.
Ms. BOUSHEY. Well, if nobody else is going to, I wanted to add
one thing on the issue of taxes and the potential for some sort of
alliance. There was a new poll that just came out from the Small
Business Majority that asked small business owners about whether
or not millionaires are paying their fair share in taxes and it has
some really interesting new findings, so I would encourage you to
look at it because it is connected to that logic. A majority of small
business owners favor letting the Bush tax cuts lapse for those
making more than $250,000 a year. So I think there is some opening there to at least talk about the folks at the high end.
Senator WYDEN. Any others?
Mr. WINSHIP. Yes. Thank you for the opportunity, Senator
Wyden. I would not disagree with some of the principles that you
have articulated. I think it is not completely clear to me that it
would have a big impact on the sort of striking charts that we were
just looking at. I think, and maybe Dr. Bernstein will correct me
if I am wrong, the difference between his chart and the chart in
the back is that his is after tax and I think the one that has been
presented up front was before tax. So I am not sure that it will
have the direct visual impact on these charts.
What I do think is unfortunate about the tax expenditures is because the benefits do tend to flow to folks who have already accumulated assets, it tends to subsidize asset purchases that would
have been made anyway, which is inefficient but which also has
the effect of bidding up the price of these assets and so it puts
things like home ownership—
Senator WYDEN. Take a look, and Chairman Conrad has been
good enough to let me just wrap up with this point. Take a look
at some of the increases in income that middle-class people would
have under what Senator Coats and I are proposing. I mean, I am
not here speaking for him. He is a conservative Republican. But,
for example, we triple the standard deduction. That means for a
middle-class family that is making $10,000 a year in income, that
means $30,000, they make $50,000, $60,000 is put off limits. So we
are talking about putting thousands of dollars into the pockets of
middle-class folks by broadening the base, doing it in a bipartisan
way, by getting out this tax expenditure issue which is so tilted,
according to all philosophies, and giving people that relief permanently. So take a look at those numbers and I would be interested
in your thoughts.
Mr. Chairman, thank you for the extra time.
Chairman CONRAD. Yes. I apologize to colleagues.
Senator MERKLEY.
Senator MERKLEY. Thank you, Mr. Chair, and thank you all for
your testimony.
I wanted to start—Mr. Winship, in your testimony, you note that
the way to speed up the recovery is to facilitate efforts to put overleveraged homeowners back in the black, to restore consumer demand, detoxify problematic mortgage-backed assets, rejuvenate
lending, and to do so in a way that does not undermine personal
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responsibility on the part of the borrowers. As you write those
words, what is the policy strategy that you are thinking about?
Mr. WINSHIP. Thank you, Senator. The specific strategy I have
in mind is one that has been advocated, I think, both on the left
and the right, which is shared equity mortgages. So this has been
championed by Ben Bernanke, by Ken Rogoff, who I think was
mentioned earlier, and I believe by Larry Summers in the current
administration. But the idea would essentially be to facilitate
through mostly regulatory efforts, I believe, the refinancing of
mortgages that are currently troubled in such a way that lenders
would essentially be able to get a portion of the capital gains that
accrue when the seller eventually sells. And so the idea is—
Senator MERKLEY. I am going to stop you there. I am well familiar with it, and what you called shared equity is often called shared
appreciation mortgages. So I just—there are a number of possibilities and that is one of them and one that I have cosponsored a bill
on.
I am also very interested in the challenge of folks who are not—
their loans, almost through the luck of the draw, if you will, whose
loans are not insured already by Fannie and Freddie and therefore
do not benefit from the HARP 2 program, a similar ability to refinance to lower interest rates. It seems like just something is fundamentally wrong when we can do massive bailouts for large financial institutions and extend very low-cost credit in unbelievable levels, but we cannot enable people to refinance because they happen
to have a non-Fannie or Freddie rather than a Fannie or Freddie
loan.
I will just leave that there and say I think measures that should
have been taken two to three years ago, we are still arguing about
the perfect way to do it. There is no perfect way. But what seems
very clear is the recovery is going to be modest, at best, if we do
not address this huge debt overhang that you identify in your testimony.
I wanted to switch, Dr. Bernstein, to your thoughts about how
unequal access, the political process, can worsen income inequality,
certainly, a huge issue that folks back home already knew about
through the Citizens United decision is now becoming—if they did
not know about that, now it resonates as the super PAC problem.
In short, the money from the one percent, if you will, drowns out
the voice of the people.
There was a political cartoon recently that had a picture of the
Supreme Court, and instead of ‘‘We, the people,’’ it said, ‘‘We, the
powerful.’’ Indeed, it is a fundamentally different notion about
what we envision our nation to be when the voice of the people is
drowned out.
And so I thought I just might ask you to comment, your thoughts
about this issue, the disproportion of power and resources and
what we need to do to address it.
Mr. BERNSTEIN. Thank you, Senator. I actually do not have a lot
to add to the way you put it. I thought that was exactly the right
dynamic.
I would suggest—I thought Dr. Winship made a good point when
he said if someone has a very, does a great IPO and comes away
with billions of dollars, that does not hurt middle-or poor-income
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people. That just helps them. And as a first order proposition, I
think that is true. But when you then think about the political influence that those kinds of resources buy, I am extremely struck
by the national amnesia on these issues regarding the meltdown
that occurred in 2007–2008. You mentioned the housing bust and
its role there. Economists since Adam Smith recognize that financial markets are inherently unstable and we have always had to
regulate them.
I think where you really see the distortionary traction of the dynamics that you raised in your question is around this issue of financial re-regulation, and Ms. Anderson was talking about this, as
well. Money in politics is trying to de-fang, as we speak, financial
reform in such a way that will assuredly get us right back here
again with another financial bust. And if that IPO or dollars flow
back into the power dynamics that we have described, it is very
much going to boost inequality and diminish the opportunity of the
lowest-income families, as I presented in my testimony.
Senator WYDEN. Thank you very, very much. It is certainly a
concern to me, as the chart that the Chair put up a short while
ago, and I think a similar chart was in your testimony, a slightly
different way of framing the statistics. It does say to the American
people that the economy is working very well for the very few and
very poorly for everyone else. My colleagues talked a few moments
ago about the fact that immigration affects the labor supply within
the economy and has an impact.
I would also point out that when we extend the framework of our
economy, it has a huge impact. And indeed, what we did from
World War II through the mid-1990s is we incorporated other developing nations—or, excuse me, developed nations—into our economic circle, if you will, and what we have done recently is to create a circle for our economy that involves billions of folks who live
at a very much lower level, standard of living, and who operate
under rules that are very different for the labor force and for the
environment. And that, too, has an enormous impact on lowering
the standards for what Americans can be paid within our economy.
It is particularly a large factor because China has a three-tiered
industrial policy. The first is related to paying low wages and low
environmental enforcement. And the second level of this policy
really is about pegging its currency that creates a tariff on our
products and a subsidy to theirs. And the third is related to direct
subsidies, and recently we had 200 postings by our Trade Representative that outlined subsidies within the Chinese economy for
things that are being exported. And it showed a famous brand
strategy, a renewable energy strategy, a paper strategy, and then
miscellaneous other. And if I might add a fourth, it is not extending the rule of law to involve things that involve the theft of intellectual property.
We, therefore, do not have, if you will, a level playing field within
this new economy, economic structure we have created, and we are
getting taken to the cleaners. We have lost five million middle-income jobs in factories over the last ten years. And it is happening
parallel to why that chart is showing enormous growth, and the
distinction between these circumstances of working Americans and
those who are at the top.
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So I throw that out there as a major factor that we must wrestle
with as a nation if we are going to have middle-class Americans
able to have living wages. Does anyone wish to comment on this?
Yes, Ms. Anderson.
Ms. ANDERSON. I agree with your comments. I just wanted to add
another point that is part of China’s strategy, which is denying
basic labor rights. I see that also as an issue with the immigration
situation in the U.S. That is one reason why people might bring
down labor standards is because they do not feel like they have
basic rights. And so I think that focusing on how do we strengthen
and protect basic rights to organizing independent unions and
other basic labor rights needs to be part of that discussion.
Senator MERKLEY. Okay. I see I am over my time, so I will defer
to the Chair as to whether I should ask anyone else if they have
comments.
Chairman CONRAD. I need to end the hearing. I have been called
to another committee hearing. I apologize for that, but that has actually begun already and I absolutely have to go to it.
I want to thank all of the witnesses, all of our colleagues who
have participated. I think it has been a very useful hearing.
Thanks to all of the witnesses.
The hearing is adjourned.
[Whereupon, at 12:04 p.m., the committee was adjourned.]
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THE PRESIDENT’S FISCAL YEAR 2013 BUDGET
PROPOSAL
TUESDAY, FEBRUARY 14, 2012

UNITED STATES SENATE,
COMMITTEE ON THE BUDGET,
Washington, D.C.
The Committee met, pursuant to notice, at 10:00 a.m., in Room
SD–608, Dirksen Senate Office Building, Hon. Kent Conrad, Chairman of the Committee, presiding.
Present: Senators Conrad, Murray, Nelson, Stabenow, Cardin,
Whitehouse, Warner, Begich, Sessions, Grassley, Enzi, Crapo,
Graham, Thune, Portman, Toomey, Johnson, and Ayotte.
Staff Present: Mary Ann Naylor, Majority Staff Director; and
Marcus Peacock, Minority Staff Director.
OPENING STATEMENT OF CHAIRMAN CONRAD

Chairman CONRAD. The hearing will come to order.
I want to welcome Acting Director Zients back to the Budget
Committee. Director Zients testified before the Budget Committee’s
Task Force on Government Performance in 2009 in a hearing
chaired by Senator Warner. He was there in his role as the administration’s Chief Performance Officer, so we want to welcome you
back.
Today we will be examining the President’s Fiscal Year 2013
Budget Proposal, which was sent to Congress yesterday. I believe
the President’s budget would continue to move the Nation in the
right direction.
According to the administration, under the President’s budget,
the deficit as a share of the economy would fall from 8.5 percent
of GDP in 2012 to 2.8 percent in 2022. That represents real
progress.
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It is important to remember the economic crisis that the President inherited. I think all of us remember back to 2008 and 2009
when we experienced the worst recession since the Great Depression. The economy actually contracted, it shrunk, at a rate of almost 9 percent in the fourth quarter of 2008. We lost 800,000 private sector jobs in January of 2009 alone, and unemployment was
surging. Those are the conditions the President inherited. They
were not of his making. He was asked to come in as the cleanup
crew.
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He also faced a housing market that was in crisis, with home
building and home sales plummeting and a record level of foreclosures. And we faced a financial market crisis as well that threatened to set off a global financial collapse.
We have come a long way since then. The Federal response to
the crisis, including actions taken by the Federal Reserve—and, to
be fair, in the final days of the Bush administration they took important actions, the Obama administration did as well, and Congress participated. Those actions successfully pulled us back from
the brink, and President Obama, I believe, deserves considerable
credit for avoiding what could have been a second Great Depression.
As I noted earlier, in the fourth quarter of 2008 the economy
shrunk at a rate of almost 9 percent. Positive economic growth returned in the third quarter of 2009, and we have now had ten consecutive quarters of economic growth.
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We see a similar picture in the private sector jobs market. In
January of 2009, the economy lost more than 800,000 private sector jobs. Private sector job growth returned in March of 2010, and
we now have had 23 consecutive months of growth, with the last
month over 250,000 jobs being created in this economy.
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I think all of us would like to see even stronger economic growth
and more job creation, but although unemployment is still too high,
it has certainly come down substantially.
The pace of this recovery is somewhat predictable because the
best scientific evidence we have now is that after a financial crisis,
it takes longer to recover and weak unemployment continues for a
longer period of time.
Looking forward, I believe we need to remember that we really
face two critical problems in this economy, one short term and one
longer term.
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Short term, we are still recovering from the worst recession since
the Great Depression, and that was not the result of the policies
of President Obama. He inherited that condition. Although the
economy is improving, we still have relatively weak demand for
goods and services, which is holding back even stronger economic
growth.
Longer term, we face a debt threat. Job one is to improve economic growth with steps to strengthen demand. Simultaneously,
we need to enact a credible plan to bring down our debt. Our Republican colleagues I believe have completely overlooked the first
problem of weak demand and would actively make that problem
worse by imposing fiscal austerity right now. They have focused
solely on the longer-term debt threat. As a result, their policy proposals of imposing fiscal austerity now would only further weaken
demand, which would lower economic growth, kill job creation, and
choke off the recovery.
I would just say to my colleagues, I believe they have it half
right. Absolutely we have a long-term debt threat. We have to cope
with that. But in the short term, what we have is weak demand,
and we also have to cope with that.
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The Republican proposals for immediate fiscal austerity would fit
a circumstance in which we saw rising interest rates. But we do
not see rising interest rates. In fact, interest rates are at a record
low. The problem we have right now is weak demand.
Here is how another leading economist, Dr. Joel Prakken, the
chairman of Macroeconomic Advisers, described the problem in his
testimony before this Committee just weeks ago. He stated, ‘‘The
number one problem that small businesses say they have to deal
with right now is lack of demand. They do not say access to capital.
They do not say the burden of regulation. They say their order
books are thin.’’
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That is what we hear in every corner. The Chairman of the Federal Reserve has told us that. The head of CBO has told us that.
And that is why companies are not hiring as fast as they might
otherwise do, even though they have record profit levels and $2
trillion sitting on their balance sheets. But we do need to address
the second problem of rising debt, and this is where I agree with
our colleagues on both sides who have made that a critical issue.
And we should not wait to respond, but not by imposing fiscal austerity right now, but by adopting a plan that phases in fiscal discipline as the economy strengthens. We really need an economic
two-step:
First, we need short-term strengthening of demand by investments in infrastructure. That would put people to work and make
America more competitive.
Second, and simultaneously, we should adopt a credible and serious plan that puts us back on a sounder, long-term fiscal course
by fundamental tax reform, by reforming the entitlements, and by
cutting wasteful spending. All of that is required.
In his testimony before the Senate Budget Committee last week,
Federal Reserve Chairman Bernanke addressed the need for this
kind of two-step approach. He testified, and I quote: ‘‘Even as fiscal
policymakers address the urgent issue of fiscal sustainability, they
should take care not to unnecessarily impede the current economic
recovery. Fortunately, the two goals of achieving long-term fiscal
sustainability and avoiding additional fiscal headwinds for the current recovery are fully compatible. Indeed, they are mutually reinforcing.’’
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To address the short-term lack of demand, the President’s budget
includes a number of proposals that include:
One, extending the payroll tax cut and unemployment insurance
benefits through 2012. I welcome the fact that we seem to have a
breakthrough, at least on the payroll tax cut front;
Second, providing $50 billion in up-front infrastructure investment for the construction of roads, bridges, rail, and airport facilities;
Third, extending the 100-percent business depreciation deduction
for new investments. I can just say, as a small business participant
myself, I can testify to the value of that;
Provide $30 billion for school modernization;
Provide $30 billion to help States and localities retain and hire
teachers and first responders establishing Project Rebuild to create
jobs by restoring distressed communities;
And, finally, creating a new tax credit for small businesses that
add jobs and increase wages.
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So my own evaluation of this budget is that it moves in the right
direction. It does substantially reduce the deficit as a share of
GDP, cutting it by two-thirds over the budget period. It reduces
discretionary spending—let me put that slide up, if we can—to the
lowest levels of share of our economy in 50 years—actually, in 60
years. You can see discretionary spending drops. Its previous high
was 13.6 percent. This brings it down to 5 percent of our national
income. That is a substantial change.
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This budget also indicates the need for additional steps, but for
additional steps to be taken, it is going to take all of us to find
some way to come together.
I very much hope that even though this is an election year, we
will come together on the longer-term challenge that we confront.
With that, we will turn to Senator Sessions for his remarks, and
then we will go to the testimony of our witness, and then go to
each of the members for their questions.
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OPENING STATEMENT OF SENATOR SESSIONS

Senator SESSIONS. Thank you, Mr. Chairman, for your good leadership, and we appreciate the opportunity to work together.
Mr. Zients, thank you for appearing before the Committee. I wish
it were in better circumstances and we had more money. The President of the United States, in my view, has no higher duty, no
greater responsibility, than to protect the American people from a
clear and present danger. Every expert and every witness that has
testified before this Committee, they have said that we are on an
unsustainable financial course that can lead to major deficits, a financial crisis.
Those appearing before our Committee have often called for a
minimum of $4 trillion in 10-year deficit reduction. Many of us, including Chairman Conrad, would like to achieve savings beyond
that figure. Really, what we are trying to do and should do is lay
out a plan to balance this budget over a period of years. Ten years
would be a good goal, in my opinion.
We are not attempting through a massive austerity program to
balance the budget this year. That cannot be done. That is not realistic, and that is not what I or Republicans would propose. Yet in
the face of an existential economic threat, President Obama has
submitted a budget yesterday which makes no alteration in our
debt course.
Under the President’s budget plan, using the White House’s own
numbers, the total Federal debt will hit approximately $26 trillion,
an increase of 75 percent from 2011. A 75-percent increase in total
debt. Interest costs—interest costs—will rise from $225 billion this
year to $850 billion annually, and the spending will increase.
Spending overall will not be cut but will be increased by more than
60 percent by your own budget submission. This year’s deficit will
be the fourth consecutive deficit in excess of $1 trillion.
Meanwhile, Medicare and Social Security, for which the President proposes no reforms, will continue on the path to insolvency.
But if this were not bad enough, no serious solutions to serious
problems, the White House has deliberately misrepresented their
budget to the American people. The intent seems to be to lull them
into complacency. The President claims his proposal would achieve
$4 trillion in deficit reduction over the 10 years. I guess we should
all relax.
This is false, and I hope you will not repeat that number. Under
the President’s proposal, we will accumulate $11.2 trillion in new
debt. Under the debt limit agreement that we achieved as part of
the debate over the debt limit last August, under current law—that
is the law today—we will accumulate $11.5 trillion to the gross
debt over 10 years. At most, there is $300 billion of deficit reduction in the President’s budget, reducing debt to $11.2 trillion, despite an almost $2 trillion in job-killing tax increases.
So I would like to put to rest the argument that your predecessor, Mr. Jack Lew, now the White House Chief of Staff, made
about avoiding short-term cuts in favor of long-term savings. So
that is the mantra, and the Chairman mentioned it. But there are
no spending cuts, short or long, in this budget.
Mr. Lew, now the President’s Chief of Staff, made another false
claim this weekend, saying that the Democratic Senate is not doing
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a budget for the third straight year because it requires 60 Senate
votes. The law is clear. It only takes 51 votes to pass a budget. If
the Republicans are given the honor by the American people to
lead this chamber next year, we will pass a budget, and it will be
an honest budget, and it will change the debt course of America.
By contrast, the President sadly uses accounting tricks to conceal
his budget’s true cost. For instance, the White House repeals $1.2
trillion in the Budget Control Act cuts we made just last summer.
He does not count that as new spending, repealing the cuts we
agreed to in law. They rightly—your budget rightly stops the
planned cuts to Medicare providers, the doctor cuts, but without
any money to pay for it.
The budget takes credit for discretionary caps, spending limits
that are already in law, not part of this budget. And the budget
pretends that war spending will continue at higher levels so that
long-planned reductions in borrowing magically produce free money
that can be spent somewhere else.
The war costs were not paid for by a dedicated stream of money.
They were paid for by borrowed money. There is no money there
to harvest.
So, Mr. Zients, I hope that we can have a candid discussion
today. I hope we can move past election year rhetoric and convenient sound bites and talking points. The American people have a
right to expect honesty, transparency, and accountability from the
elected people. They deserve a budget that takes them off the
unsustainable debt course Washington spenders have put them on.
Your budget does not do so, and I look forward to the discussion
today, and perhaps we can reach some agreements, even in this
election year, that would at least modestly alter the course we are
on.
Thank you, Mr. Chairman.
Chairman CONRAD. Thank you, Senator Sessions.
Director Zients, please proceed with your testimony, and then we
will open it up for questions from the members.
Mr. ZIENTS. Great.
Chairman CONRAD. And, again, welcome to the Committee, and
thank you for your service. This is a very tough job at a difficult
time, and I for one, and I think all members of the Committee, appreciate your service.
STATEMENT OF THE HONORABLE JEFFREY ZIENTS, ACTING
DIRECTOR AND DEPUTY DIRECTOR FOR MANAGEMENT, OFFICE OF MANAGEMENT AND BUDGET

Mr. ZIENTS. I appreciate being here, and I want to thank you,
Mr. Chairman and Ranking Member Sessions and other members
of the Committee.
Before I joined OMB 3 years ago, I had spent all of my time,
about 20 years, in the private sector, and one thing that I found
was that it was often helpful to boil things down to a few key
graphics. So I am going to use some graphics here on the screen
to walk through the highlights of the President’s 2013 budget.
I am going to cover four topics: first, the current policy baseline;
second, the key elements of deficit reduction; then an overview of
our investments in the areas that are critical to our future competi-
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tiveness and growth; and, finally, the bottom line of the President’s
budget and how it puts us on a sustainable path.
First, the baseline. We believe we have a baseline that accurately
reflects current policy. In essence, in business we would think of
this as ‘‘business as usual.’’ The baseline includes the extension of
the 2001 and 2003 tax cuts, estate and gift taxes; the permanent
extension of the AMT and the SGR; the presentation, we believe,
is more honest than patching these year after year; enforcement of
the BCA caps and Joint Committee sequester; and accounting for
future disaster costs rather than ignoring them. The baseline results in an annual deficit of 4.7 percent of GDP at the end of the
budget window in 2022. This is where we start out before our policy takes effect.
Let me now turn to our deficit reduction policies. Last April, the
President put forward a framework to achieve more than $4 trillion
in deficit reduction. You can see it here. I am going to take a few
minutes to walk through this.
He maintained the $4 trillion commitment in his proposal to the
Joint Committee last September, and this year’s budget is very
similar to the September proposal, with the addition of a year to
the budget window. As you can see on the far right in the green
bar, the budget actually includes over $5 trillion of total deficit reduction with the addition of this extra year to the budget window.
Let me walk you through the critical elements. I am going to go
from left to right to build up to the $5 trillion.
First, you will see on the far left $676 billion in savings from the
appropriations bills enacted last year, including both the 2011 appropriations in April and the OCO savings from the 2012 appropriations.
Next, over $1 trillion in reductions in discretionary spending consistent with the caps in the BCA. There are $362 billion in reduction from Medicare, Medicaid, and other health programs that will
make these programs more effective and more efficient. Then $272
billion in savings from reforming non-health mandatory programs
in areas such as agriculture, Federal civilian worker retirement,
the PBGC. These costs are net of the cost of new mandatory initiatives.
The next category, $1.5 trillion of revenue for deficit reduction,
including the expiration of the 2001 and 2003 tax cuts for the highest earners, and the elimination of inefficient and unfair tax
breaks. The $1.5 trillion number is a net number as we further cut
taxes for the middle class and for small businesses.
Next, $617 billion in net savings from capping OCO and investing in a 6-year surface transportation reauthorization. Capping
OCO, importantly, closes the back door on security spending.
Then there is another category. It is a net savings of $141 billion.
It is a bit of a catch-all. This includes disaster adjustments, program integrity, and the general fund transfers for transportation
that are no longer necessary given that we are paying for them in
the previous bar. As a result of these proposals, debt service costs
decrease by a total of $800 billion.
Finally, in that small pink bar, there are $176 billion of investments in short-term job initiatives that actually cut the other direc-

387
tion. These are investments. This is the remainder of the $354 billion of job initiatives that are not spent in 2012.
I want to be clear that we do not count the sequester in our total
deficit reduction. We believe that the sequester is bad policy, and
we propose that it be replaced by this larger, more balanced package of deficit reduction. The bottom line is these efforts represent
a total of more than $5 trillion in net deficit reduction.
Even as we achieve this deficit reduction, we continue to make
key investments in priority areas. These include: short-term measures for job growth totaling $354 billion; tax breaks for the middle
class and small businesses, amounting to $352 billion; and continued investment in our long-term priorities. These include education
and training for American workers, innovation in R&D, clean energy, and infrastructure. We make these investments in a budget
that abides by the very tight spending caps and makes hard tradeoffs.
Let me pull this all together now. On the left, I have compared
the adjusted baseline we discussed in the first slide with the results of the President’s policies. As you can see, in 2022 deficits
from the President’s policies are below 3 percent of GDP compared
to 4.7 percent in the baseline. Furthermore, debt as a percent of
GDP is stabilized from 2018 on. This is important for maintaining
a strong investment environment.
The President’s budget replaces the sequester with a balanced
approach to deficit reduction, with $2.50 in spending cuts for every
$1 of revenue increases. We have made tough choices, and we all
need to work together to maintain this balanced approach.
In closing, as a business person and now as Acting OMB Director, I believe the President’s budget makes the right investments
to make us even more competitive in the global marketplace, and
achieving declining deficits and stabilizing our debt are critical for
business confidence and investment. This is good for business, good
for the middle class, and good for America.
I look forward to taking your questions.
[The prepared statement of Mr. Zients follows:]
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Chairman CONRAD. Thank you, Director Zients, for that testimony.
Let me start out by saying that I have seen the President criticized for not cutting the deficit in half in his first term. What was
the deficit of the share of GDP that he inherited? Do you recall?
Mr. ZIENTS. It was over 9 percent.
Chairman CONRAD. I believe that first year it was 10.1 percent.
In 2013, what will the deficit be as a share of GDP?
Mr. ZIENTS. 5.5 percent.
Chairman CONRAD. So that is pretty close to being cut in half.
What will it be in 2014?
Mr. ZIENTS. It will achieve the cutting in half. The exact percent
I can get for you, but by 2014 we will cut it in half.
Chairman CONRAD. All right. The second question I would have
is the question of revenues. Under the President’s plan, revenues
will average what share of GDP over the budget period?
Mr. ZIENTS. A little below 20 percent.
Chairman CONRAD. A little below 20 percent. I would just say,
the Fiscal Commission, which has been lauded for reaching a bipartisan agreement, had a level of 20.3 percent at the end of its
budget period. During the Clinton years, revenue averaged about
19.4 percent. So the level of revenue that the President is calling
for is completely in keeping with what the bipartisan Fiscal Commission members recommended and what we saw during the Clinton years, which as the longest period of uninterrupted economic
growth in the Nation’s history.
Let me ask a second question—a third question. The Ranking
Member has said that the President over the 11 years that is included in his calculation increased spending 62 percent. Do you
know how much President Reagan increased spending in the 8
years of his administration?
Mr. ZIENTS. I believe that was 69 percent across the 8 years from
1981 to 1989.
Chairman CONRAD. And can you tell us how much President
Bush increased spending in his 8 years? I am talking about Bush
44.
Mr. ZIENTS. Yes, from 2001 to 2009, 89 percent.
Chairman CONRAD. So the fact is those Republican Presidents
over shorter periods of time increased spending much more than
this President is proposing. So I just think those facts are important.
Again, President Reagan in just 8 years increased spending 69
percent. President Bush, George W. Bush, increased spending 89
percent over 8 years. This President is being criticized for increasing over 11 years, a longer period, 62 percent, which is less than
either of the others.
With respect to the question of Mr. Lew’s statement of a budget
requiring 60 votes, I assume he was referring to the Budget Control Act that we passed last year that did require 60 votes. Is that
your understanding?
Mr. ZIENTS. Absolutely.
Chairman CONRAD. You know, that is different than a budget
resolution. A budget resolution does only require a simple majority.
But a budget resolution never goes to the President for signature.
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Mr. ZIENTS. Right.
Chairman CONRAD. Last year, we passed a Budget Control Act
that is a law. That passed not only the House and the Senate—
and, of course, required 60 votes in the Senate—but was signed by
the President. So it is the law.
Let me ask one other question, if I could, because I am running
out of time. The hard reality here is that budgets and what we do
with fiscal policy is inextricably linked to the economic outcomes
that this country experiences. And if we look back at what this
President walked into, isn’t it true that the economy was shrinking
at a rate of almost 9 percent in the final quarter of the previous
administration?
Mr. ZIENTS. Yes, it was.
Chairman CONRAD. And isn’t it a fact that the economy is now
growing in the most recent quarter at a rate of about 2.5 percent?
Mr. ZIENTS. Yes.
Chairman CONRAD. So that is a turnaround that is really quite
remarkable, from the economy shrinking at a rate of 9 percent to
an economy growing at a rate of 2.5 percent. I believe the President
deserves some credit for helping engineer that turnaround.
The same is true with respect to jobs. Isn’t it true that in the
first month of 2009 that we lost 800,000 jobs in the private sector?
Mr. ZIENTS. Unfortunately, yes.
Chairman CONRAD. Of course, that was not a result of this President’s policies. He did not take office until two-thirds of the way
through that month. And now, in the most recent report, the most
recent monthly report, we gained 250,000 jobs in the private sector.
Isn’t that the case?
Mr. ZIENTS. Yes.
Chairman CONRAD. So it appears to me the President should be
able to ask the American people to support a policy that has
brought us back from the brink, and I assume that it is his intention with this budget to try to further the economic recovery and
further help create jobs in the private sector. Is that the underlying
strategy?
Mr. ZIENTS. I think you captured it well in your opening statement, that it is a two-step: it is to make sure that we continue this
recovery, starting with making sure that we extend the payroll tax
holiday so 160 million Americans do not have a tax increase; doing
the types of investments, the $50 billion that you mentioned in infrastructure, the $30 billion to modernize our schools; and at the
same time start to put ourselves on a path towards deficit reduction that by 2018 has debt as a percent of GDP stabilized with our
deficits coming down each year.
Coming back to the figure for 2014 that you mentioned, by 2014
we are down to 3.9, which is not where we want to go but a heck
of a lot better than the 10.5 percent that you referenced that the
President inherited up front.
Chairman CONRAD. I thank you.
We are going to do 5-minute rounds this morning. Hopefully we
will get to a second round. Senator Sessions certainly may consume
the time I did.
Senator SESSIONS. Thank you, Mr. Chairman.
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Well, putting us on the path to deficit reduction—sometime in
the future we will have deficit reduction—is not achieving deficit
reduction, and the President surged spending the first two years of
his time in office, which the Chairman did not refer to when he
talked about how much the proposed growth of 62 percent would
include. It would be a lot more if you included the surging of
spending, including the stimulus and the 24 percent increase in
two years in discretionary non-defense spending.
But I would say that Mr. Lew, on his CNN program, said, ‘‘You
cannot pass a budget in the Senate of the United States without
60 votes,’’ close quote.
Mr. Zients, is it not true that based—that the current law, which
included the Budget Control Act, the legislation that passed as part
of raising the debt limit, that your budget spends more money than
Congress proposed to spend through the Budget Control Act process over the next ten years?
Mr. ZIENTS. As I said earlier, we have $5 trillion of deficit reduction—
Senator SESSIONS. No, do you propose to spend more money over
the next ten years—
Mr. ZIENTS. I think what we have—
Senator SESSIONS. —than the Budget Control Act—
Mr. ZIENTS. I think what we have—
Senator SESSIONS. —would cause us to spend?
Mr. ZIENTS. I think what we have is a much more honest baseline, a baseline that has SGR, AMT, not patched year over year,
but extended through the period.
Senator SESSIONS. You do not pay for the SGR, the doc fix. That
is not paid for. But let us go back to the simple question I asked
you. Does your plan spend more money over the next ten years
than the agreement in current law that we reached just last August?
Mr. ZIENTS. The baseline is—
Senator SESSIONS. Yes or no.
Mr. ZIENTS. What we are doing—I think what we have to focus
on here is the bottom line and we are taking deficits down to 2.8
percent of GDP.
Senator SESSIONS. But you are not answering my question. I
asked a simple question. You are the Director of the OMB. Does
your budget call for spending more money—
Mr. ZIENTS. Actually, our budget is a more honest budget that
looks at what is happening, business as usual, basis—
Senator SESSIONS. Mr. Chairman—
Mr. ZIENTS. —each year we are passing the AMT—
Senator SESSIONS. Will the witness not answer the simple question?
Mr. ZIENTS. Each year, we are passing—
Senator SESSIONS. I just asked a simple question.
Mr. ZIENTS. It is a more accurate reflection of what we are going
to spend and it—
Senator SESSIONS. Will it spend more or less?
Mr. ZIENTS. It will spend—it will actually spend less money because of the deficit reduction that we have and a baseline that reflects the current policy.
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Senator SESSIONS. Because of deficit reduction, it could only be
assumed that is caused by increased taxes. But let us go back to
that question. When you propose—your budget proposes eliminating the sequester, the $1.2 trillion in spending cuts we all
agreed to last year, difficult as it was. That is a $1.2 trillion increase in spending, is it not?
Mr. ZIENTS. No, it is not. I think that is—
Senator SESSIONS. Well, why is it not? We agreed to—current
law is the cuts reduced the projected spending rate by $1.2 trillion.
You eliminate that. That means you intend to spend that, do you
not?
Mr. ZIENTS. I think this is a very important point. The President
is not proposing that the sequester go away. The sequester is a
very important forcing function for us to do deficit reduction. So the
sequester will be replaced with a balanced approach to deficit reduction—
Senator SESSIONS. You are replacing the sequester—
Mr. ZIENTS. The sequester itself is bad policy. The sequester is
bad policy on the defense side, $500 billion of required—
Senator SESSIONS. Mr. Zients, we have looked at the numbers in
your budget—
Mr. ZIENTS. It is bad policy—
Senator SESSIONS. Your budget increases spending by $1.5 trillion more than the budget agreement last year, and it is in a lot
of different places. You do make cuts in some places out there, but
your net is to increase spending more than the current law and
that is not the path we need to be on. And the increase in taxes
you propose, almost $2 trillion, is used to pay for that spending.
Mr. ZIENTS. So I want to be crystal clear here. We are complying
by the BCA. There will be $2 trillion of deficit reduction from the
BCA. You brought up taxes a few times. We absolutely believe in
a balanced approach.
Senator SESSIONS. Well, let me ask you this—
Mr. ZIENTS. This was—
Senator SESSIONS. If you are incorrect in saying that you do not
increase spending more than current law, would you consider resigning your office?
Mr. ZIENTS. Let me go back to the balanced—
Senator SESSIONS. We looked at the numbers.
Mr. ZIENTS. The balanced—
Senator SESSIONS. Are you that confident in your projection?
Mr. ZIENTS. I am confident that with our baseline, which accurately reflects current policy and business as usual, that we have
deficit reduction of more than $4 trillion, and we do it in a balanced way. For every $2.50 of spending cuts, there is a dollar of
revenue. That is a good, balanced approach.
Senator SESSIONS. Mr. Zients, there is no spending cuts in this
budget. This budget increases spending. Surely you know that. It
increases taxes. So to say you cut $2.50 in spending for every dollar
in tax increase is beyond the pale.
Mr. ZIENTS. Well, we have $360 billion of cuts from health care.
We have $270 billion of cuts from other mandatory programs. We
have savings from OCO that CBO scores. In total, it is $2.50 of
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spending cuts for every dollar of revenue. That is a balanced approach—
Senator SESSIONS. That is—
Mr. ZIENTS. —and that is the approach that we should have.
Senator SESSIONS. Mr. Chairman, this budget taxes more and it
spends more. It does not alter the debt course of America and I am
disappointed that we cannot get an honest response to these difficult questions at this important time in our history.
Chairman CONRAD. I thank the Senator for his questions.
Senator MURRAY.
Senator MURRAY. Yes. Director Zients, thank you so much for
your service to our country. We all really appreciate it in this difficult time.
You know, as we all know, budgets are about choices and they
are about priorities. They are about making investments in our
workers and our families and our future. They are about making
some tough decisions about how we pay for those investments and
reduce our debt and deficit.
I spent a lot of time tackling those issues on the
Joint Select Committee on Deficit Reduction. We didn’t get the
result that we were all hoping for, but I think our work really highlighted the deep divisions on this issue and the sharp contrast between the two parties on the path forward today.
I feel very strongly that deficit reduction should not simply be
put on the backs of the middle class. I believe that the wealthiest
Americans and the biggest corporations should contribute their fair
share as well as we try to work our way out of this. I do believe
that we need to cut responsibly where we can, and I think we all
need to remember that we have, including a trillion dollars that we
have cut in the Budget Control Act.
But that cannot be all. A balanced approach is what every single
bipartisan group that has tackled this has advocated for and it is
what all of our constituents expect and they deserve.
So as we work on the potential changes to bipartisan sequestration process, I believe we cannot simply add to the burdens of the
middle class again. They have paid a lot. I think the only fair way
to change this process is through shared sacrifice and a balanced
approach.
So it is that important budget value, balance, that I want to start
off with today in asking you about the President’s budget proposal.
My question to you is how does your budget tackle this issue of balance and fairness for the middle class, and what are your specific
proposals to make sure that as we tackle the goals of jobs, investment in the future and deficit reduction we are also calling on everyone to share in the sacrifice, not just the middle class and most
vulnerable.
Mr. ZIENTS. Well, I think you are right. I mean, a balanced approach has been central to everybody’s recommendation here, including the Simpson-Bowles recommendation, and it is central to
the President’s budget. And asking the wealthiest Americans to
pay their fair share, that $1.5 trillion comes from that and from
ending some corporate tax loopholes and unnecessary corporate tax
expenditures like not taxing carried interest at ordinary income,
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corporate jets, et cetera. Asking everybody to pay their fair share,
raising revenue, is a central part of that.
At the same time, there will be no tax cuts for the middle class.
So no family earning under $250,000 will have any tax increase—
I am sorry—
Senator MURRAY. Increase—
Mr. ZIENTS. No tax increase. In fact, there will be tax cuts, including the AOTC and extending that. We also are investing—
Chairman CONRAD. But for those listening, and we use these
acronyms here. People listening—
Mr. ZIENTS. Yes—
Chairman CONRAD. —have no idea what—
Mr. ZIENTS. Okay. Let me explain.
Chairman CONRAD. What is an AOTC?
Mr. ZIENTS. The American Opportunity Tax Credit, which allows
families to get up to $10,000 of tax relief for college, and making
college affordable is a central emphasis in this year’s budget, continuing Pell Grants at their higher level. Encouraging colleges and
universities to stop their year over year tuition increases. All important for the middle class.
The President has done about $300 billion of tax cuts for the
middle class. So central to this budget is a balanced approach. I
talked about the $2.50 of spending cuts for every dollar of revenue,
making sure that the wealthiest Americans do their fair share, and
making sure that we give the middle class a fair shot.
Senator MURRAY. Well, I thank you very much for that principle.
I think it is really important for America today, where so many
families have really been hit hard in the last two or three years
with their house prices going down, and their jobs being cut, that
they feel and have contributed to trying to get this economy back
on track. We need to make sure that we have a fair and balanced
approach and I really appreciate the President’s emphasis on that
value.
I did want to ask on the issue of sequestration and cuts to spending, I believe that the VA medical care spending is exempt from future cuts, but there is some ambiguity, apparently, between the
Budget Act and existing law. I am concerned that by not settling
this issue now, we are failing to provide our veterans today with
the clarity they deserve. So I wanted to ask you, when can we expect OMB to weigh in on that issue?
Mr. ZIENTS. Well, first of all, I want to emphasize that this year’s
budget absolutely recognizes the importance of our veterans and
veterans’ families—
Senator MURRAY. Correct, and I thank you for that.
Mr. ZIENTS. In terms of the sequester, it is bad policy. It is bad
policy all around. It would lead to cuts on the defense side that go
across the board or indiscriminate totaling $500 billion. We have
similar cuts of a similar magnitude on the discretionary side and
elsewhere which are not appropriate. So, overall, the sequester is
bad policy. Right now, we are focused on replacing the sequester
with balanced deficit reduction. If, unfortunately, we reach a point
where we need to do more planning for the sequester, we will address issues like the one you raised. But right now, we are very fo-
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cused on this is bad policy and it should be replaced by balanced
deficit reduction.
Senator MURRAY. Well, I appreciate that, but as soon as you can
let us know on that, we would really appreciate it.
Mr. ZIENTS. Will do. We will do.
Chairman CONRAD. I thank the Senator.
Senator CRAPO.
Senator CRAPO. Thank you, Mr. Chairman, and Mr. Zients.
I want to go back to an issue that has been discussed here and
in many places regularly and it is this notion that it is not time
yet to start controlling the spending side of the equation. We still
need to keep stimulating the economy. We still need to keep the
government spending going so that we can generate jobs. The twostep approach that the Chairman mentioned and that you have
confirmed is the approach taken by this budget.
I have a concern about that. As I am sure, I served on the President’s Commission, on the Bowles-Simpson Commission, and that
Commission report adopted that same two-step approach. This was
in December of 2010. And we agreed in that Commission report
that we would delay the caps on spending and the spending restraints for a year or two to allow for this stimulative impact on
the economy that was claimed to be needed.
The concern I have, that it is now time to prepare the 2012 budget and we still hear that it is not time yet for us to begin the austerity part of controlling spending at the Federal level but we still
have to engage in the spending side. We are not there. My question, rhetorically—I will not ask you to answer this, but my question rhetorically is, when will we ever get to step two?
The question I do want to ask you is about this budget. I have
seen a lot of budgets in Congress and I have analyzed a lot of Congressional budgets and one of the biggest problems that I think we
have that we overlook every year is that you have a budget, in this
case a ten-year budget, that makes all kinds of proposals over a
ten-year period of time, but it is only the first year of the budget
that really counts. It is only the first year of the budget that Congress will operate from in this year. And it seems that in the first
year of almost every budget I have seen Congress establish, there
is just more taxing and more spending, but the control of spending
does not happen.
And I note that that is happening again in this budget, and this
is the question I want to refer to you. Two years ago, the President’s budget claimed billions in savings by freezing non-security
discretionary spending in fiscal year 2013 at $446 billion. One year
ago, the President in his budget proposal claimed even additional
savings in that same non-security discretionary spending category
for fiscal year 2013, saying that in fiscal year 2013, we should get
to an even lower level of $397 billion.
Now, we are looking at fiscal year 2013. It has arrived. And the
President proposes not the 446 that he said in his budget two years
ago, not the 397 that he said in his budget one year ago, but 501,
if I read the numbers correctly. And so the same dynamic that I
am describing has occurred again in this circumstance. In previous
budgets, we say, well, in the future, we will fix things and here is
how we will fix them. And then we get to the future budgets and,
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lo and behold, the fix is gone and the spending is back in place.
Could you respond to that?
Mr. ZIENTS. Yes. I think that on the discretionary side, we are
abiding by the BCA caps, which, as control discretionary spending.
If you look at DOD as an example, they have put together a budget
that follows a new strategy, and the budget as a result of that
strategy actually results in a one percent decrease in DOD spending, not counting OCO. With OCO, it is down five percent. If you
look across agencies beyond DOD, half of our agencies have flat or
negative spending in 2013 versus 2012. So this is a budget that I
would argue has a lot of spending control.
And at the end of the day, the bottom line, as I mentioned earlier, is that we are down in 2013 to 5.5 percent of GDP. And then
in 2014, 3.9 percent of GDP. So—
Senator CRAPO. But you have—
Mr. ZIENTS. —not where we need to go. We need to get those
deficits lower. We need to have debt stable as a percent of GDP.
But we are on the right path in this budget.
Senator CRAPO. But you have adjusted the baseline, which is
what allows you to make the claims that you are making in a number of contexts here.
And let us forget about the baseline. Let us forget about the percentages and all of the arguments that have been made about how
we are going to be reducing percentages of spending. Is it not accurate to say that the President proposes in this budget for 2013
more spending than he proposed for this same 2013 budget last
year and the same 2013 budget the year before?
Mr. ZIENTS. I think you have to go back and benchmark those
numbers. I do not have them in front of me. What I can tell you
is this is a very tight budget and certainly a budget that abides by
the BCA caps, which has us making a lot of trade-offs. I think the
most powerful datapoint here—
Senator CRAPO. Except the sequestration is eliminated in the
President’s proposal.
Mr. ZIENTS. The sequestration—I want to be very clear on the sequestration. It is not eliminated. The President believes that it is
a very important forcing function. In the fall, Congress was not
able to come up with a proposal—
Senator CRAPO. I thought you said it was—I think your word was
‘‘replaced.’’
Mr. ZIENTS. Well, it is—the $1.2 trillion that the sequestration
would require through what we think is bad policy—in the DOD
area, a $500 billion across-the-board cut on top of the efficiencies
we have already realized is bad policy. On the discretionary side—
Senator CRAPO. So it will be replaced.
Mr. ZIENTS. —bad policy. It will be replaced with balanced deficit
reduction. We will have that $1.2 trillion. It is mutually assured
destruction. We have to get it. No one wants to sequester—
Senator CRAPO. But you are replacing it—
Mr. ZIENTS. —and it will be replaced—
Senator CRAPO. —with a $1.2 trillion tax increase, are you not?
Mr. ZIENTS. A combination of revenue raisers and spending cuts.
Overall, $2.50 of spending cuts for every dollar increase in revenue.
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Senator CRAPO. Well, I can tell you, I do have the numbers, and
two years ago, it was 446. One year ago, it was 397. This year, it
is 501. The same thing is happening. The budget proposals go up
in the year that we really are doing the budgeting.
Chairman CONRAD. Let me just say that I served with Senator
Crapo on the Fiscal Commission, served with him in the Group of
Six. I have spent hundreds of hours with him. He is a serious person. In the Group of Six, we devised an enforcement mechanism
that has never been used before, in part to get at the underlying
issue that he raises, which I think those of us who have served on
the Budget Committee for many years—whatever the merits of the
current budget or the demerits of it, the underlying dynamic that
he is stressing here, he stressed in many, many hours, I can tell
you, in the Fiscal Commission and the Group of Six, and he is right
that enforcement mechanisms have almost always had loopholes in
them. And I will tell you, Congress is genius at getting through
loopholes.
Senator CRAPO. Mr. Chairman, I appreciate you saying that. I actually wrote the Gang of Six enforcement mechanism on my pad
here because I would love to see the President endorse at least that
much of some of the work we have done here.
Senator SESSIONS. I would just say that that Gang of Six proposal, the strength of it was good enforcement. But one of the
things that we know, if you pass a sequester that requires a $1 trillion reduction and you waltz into the Congress less than a year
later and propose to eviscerate it, it does not give confidence that
anything we ever do will be followed through.
Mr. ZIENTS. If I may—
Senator SESSIONS. I know what you are suggesting—
Mr. ZIENTS. If I may—
Senator SESSIONS. —that you have other cuts, and I know you
have other tax increases. But you have walked away from those
cuts and replaced them with, fundamentally, tax increases, as the
Senator just said.
Mr. ZIENTS. Well, I do not think we have seen a specific proposal
as to how to achieve the $1.2 trillion that is anything other than
the sequester itself, which is bad policy, and I think we could all
agree that is bad policy. What we are proposing here is to replace
it with a balanced approach and the President’s budget has more
than the $1.2 trillion of spending and revenue to replace the sequester.
But I want to be crystal clear. The President believes the sequester is very important as a forcing function to make sure that we
achieve at least that level of deficit reduction—
Chairman CONRAD. Well, we cannot ad hoc this. We have to—
Senator Cardin is waiting. Senator Cardin.
Senator CARDIN. Thank you, Mr. Chairman.
I think we can learn from our past experience, Mr. Chairman,
and that is in the 1990s, when we had a serious budget problem,
we had a balanced approach to deal with it. We enhanced revenues, we did, for deficit reduction and we reduced spending. And
we were able to get our budget not only under control, we got our
budget balanced and we saw economic expansion in this country
and job growth and everyone benefitted from that.
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So I think the Chairman’s exchange with the Director as to getting our budget and deficit manageable should be our goal. And if
we can, in fact, reduce the deficit by one-half as a percentage of our
economy, that is progress. That is real progress that is being made
and that will be reflected in the growth of our economy and we all
will benefit from it. So I think that is an extremely important point
and I appreciate the fact of how you are trying to balance the revenues and the spending over this period of time.
I want to talk about the revenues for one moment because I understand that there is going to be a lot of comment about it. But
if we were to use current law as it relates to revenues, the previous
tax cuts, allowing them all to expire and not extending the Alternative Minimum Tax, what would be the revenue impact versus
what you have in your budget over the ten-year window? Do you
have those numbers?
Mr. ZIENTS. I am sorry, sir. You are suggesting if we were to
allow the middle class tax cut—
Senator CARDIN. I am suggesting if we were to compare this to
current law rather than current policy—if we were to allow current
law to take effect rather than continuing current policy as it relates
to the revenue issues.
Mr. ZIENTS. Right. I believe CBO has done that work. We do not
spend time on that because we believe that no family with less
than $250,000 of income should have any tax increase. In fact, we
believe there is opportunity for further tax cuts. We believe that
the tax cuts should expire for the wealthiest two percent, that that
is central to having this balanced approach—
Senator CARDIN. And I support you on that, and I think the point
that Senator Murray made about the middle class is extremely important.
Mr. ZIENTS. Yes.
Senator CARDIN. The middle class needs help, and they need help
as far as the amount of taxes they pay. They need help on college
expenses, and I strongly support what the administration is trying
to do and continuing the Pell Grants, hopefully expanding the Pell
Grants because college costs are becoming greater.
My point is this. When we look at the revenue number, it is my
understanding that the revenues that you are bringing in would actually—if we allowed current law to take effect, we would actually
have more revenue coming in—
Mr. ZIENTS. Yes.
Senator CARDIN. —to the Treasury than what the President’s
budget is proposing.
Mr. ZIENTS. Absolutely.
Senator CARDIN. So I am not—and I agree. None of us want to
see that happen. But I think the point is this, that we need to come
together in order to make sure that our tax policies are sensible.
We would all like to see reform. But the revenue part of what the
President has in his budget is actually less revenue coming into the
Treasury than if we were to allow current law to take effect.
Mr. ZIENTS. That is right. That is right, and it returns us to a
point for the wealthiest two percent that brings us back to that period of time that you were talking about in the 1990s. Tax rates
would be very similar. Having been in the private sector during
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that period of time, I can tell you that there is plenty of incentive
to be an entrepreneur, to grow a business, to make investments,
and it is essential to this balanced approach that we are talking
about, that we have an appropriate amount of revenue. That $1.5
trillion allows a balanced approach and, I think, is good for America. It is good for the middle class.
Senator CARDIN. And I would just add one more lesson from the
1990s, when we were able to get the budget under control and actually have a surplus. We gave predictability to the private sector
that they knew that they had confidence that the budgets would
be there and that government policy would be there. And again, it
allowed for the expansion of our economy.
I think it is critically important that we act, that we do not let
current law take effect—
Mr. ZIENTS. Yes.
Senator CARDIN. —because of the impact it has on middle income
families. But I think the President has given us a balanced approach. Learning from history, I think that if we allow that to take
effect, we will see the type of progress in our economy that everyone will benefit from and I think that is what we are all trying to
do.
Mr. ZIENTS. I think we need to achieve what this budget
achieves, which is to stabilize debt as a percent of GDP. That will
allow us to continue to be the place for American businesses and
global companies to invest.
Senator CARDIN. Thank you. Thank you, Mr. Chairman.
Chairman CONRAD. Senator Graham.
Senator GRAHAM. Thank you, Mr. Chairman.
There is much being said about a fair share, that people need to
pay their fair share when it comes to taxes. What is a fair share?
Can you put a number on it?
Mr. ZIENTS. I think, rather than putting a number on it, let us
look at empirical data and—
Senator GRAHAM. Well, my question is, let us put a number on
it.
Mr. ZIENTS. Okay. So I think the number that the President has
in the budget—and again, the President prefers to do tax reform—
Senator GRAHAM. Right.
Mr. ZIENTS. —but tax reform takes time. So having the Bush tax
cuts expire—
Senator GRAHAM. Wait. Whoa, whoa, whoa. The President prefers to do something. Why does the President not lead? I mean, you
have people on this committee who have led. They got their brains
beat out, but I admire them all of the Gang of Six. So I just do not
buy the idea that the President cannot lead. Why did the President
not have a budget that led on tax reform?
Mr. ZIENTS. Well, the President has very specific proposals in
this budget, to answer your question, which would take the top
rate from 35 percent back to 39.6 percent—
Senator GRAHAM. Okay. Is that—
Mr. ZIENTS. —which was a level that existed in the 1990s—
Senator GRAHAM. Is that a fair share?
Mr. ZIENTS. —the last time we—
Senator GRAHAM. Is that—should it be higher than 39.6?
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Mr. ZIENTS. I think that the $1.5 trillion, which is raised here
primarily through individual taxes, somewhat through corporate
taxes, represents a fair share. The ratio I have talked about—
Senator GRAHAM. So the President believes and you believe that
the number that we should be shooting for is 39.6, not 35?
Mr. ZIENTS. That is right.
Senator GRAHAM. Now, what does that do to our long-term fiscal
outlook? If we told everybody in America we have now found the
fair number, 39.6, can I go home and tell people we have solved
our budget problems?
Mr. ZIENTS. Let me explain the tax reform piece. This budget has
very specific proposals, 35 going to 39.6, capping deductions for
Americans with more than $250,000 of income to 28 percent. At the
same time, the President has put forward principles for tax reform
which would simplify the tax code, lower rates—
Senator GRAHAM. So when we say a fair share, we really need
to reform the tax code to have a fiscal impact.
Mr. ZIENTS. That is right.
Senator GRAHAM. Okay.
Mr. ZIENTS. We need to have tax reform—
Senator GRAHAM. So when people tell me, you have to pay your
fair share, really, what you need to be saying is, no, you need to
reform the tax code in a way that gets us to where we need to go
as a nation, and 39.6 versus 35 is not going to solve the nation’s
problems—
Mr. ZIENTS. I think that 39-point—the specific proposal has us
return to where we were, which was a successful system—
Senator GRAHAM. Okay. Let us talk about what got us into $15
trillion worth of debt now and in the future. Do you agree that the
Social Security Trust Fund is going to be exhausted in 2036?
Mr. ZIENTS. According to the actuaries, it is solvent through
2036.
Senator GRAHAM. Now, I am not beating up on you because we
have all failed in the area of entitlement reform. I am just trying
to express what I think is the elephant in the room, and the Gang
of Six and others, Bowles-Simpson, actually did try to do something
about this. Is there anything in the President’s budget that adjusts
the age for retirement?
Mr. ZIENTS. No.
Senator GRAHAM. Is there anything in the budget that adjusts—
means tests Social Security benefits?
Mr. ZIENTS. No. The President does not believe—
Senator GRAHAM. Is the—
Mr. ZIENTS. —our immediate problem is Social Security—
Senator GRAHAM. Well, but—
Mr. ZIENTS. At the same time, the President has put forward—
Senator GRAHAM. Would he—
Mr. ZIENTS. —principles for Social Security reform, and it, too,
needs to be done—
Senator GRAHAM. Right.
Mr. ZIENTS. —in a balanced way.
Senator GRAHAM. Okay. If we do nothing with Medicare, Social
Security, and Medicaid, how much of the revenue stream in the future do those three programs consume?
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Mr. ZIENTS. Well, across this budget window, which is the next
ten years, what the President’s budget achieves is a deficit below
three percent and a stabilization of the GDP—
Senator GRAHAM. Does the President’s budget do anything to
save Social Security from going bankrupt?
Mr. ZIENTS. Social Security is solvent through 2036—
Senator GRAHAM. Okay.
Mr. ZIENTS. —and I believe the President—
Senator GRAHAM. Is he against personal accounts? Does he oppose personal investment accounts?
Mr. ZIENTS. The President looks forward to sitting down with
Congress and making fundamental Social Security reform—
Senator GRAHAM. In his budget—
Mr. ZIENTS. —want to emphasize this is not our immediate problem.
Senator GRAHAM. Does a millionaire under this budget receive
subsidies from the government when it comes to their Medicare
premiums?
Mr. ZIENTS. The President has, through the ACA—
Senator GRAHAM. Well, I asked a simple question. If you are a
millionaire receiving Medicare benefits, you have a million dollars
of income, do you receive subsidies from the Federal Government
under this budget?
Mr. ZIENTS. You are entitled to Medicare.
Senator GRAHAM. I mean, do you get a subsidy from the General
Treasury to pay the premium?
Mr. ZIENTS. You pay a large portion of—
Senator GRAHAM. Are there any subsidies coming to millionaires
under this budget for Medicare premiums, from the General Treasury?
Mr. ZIENTS. The Medicare compact with seniors is maintained.
Senator GRAHAM. So the compact is that we are going to let millionaires be subsidized forever? Is that the compact we all signed?
Mr. ZIENTS. That is the compact that we have—
Senator GRAHAM. Well, count me out. If AARP is watching—
Mr. ZIENTS. —pay a higher share of premiums, yes—
Senator GRAHAM. —I did not sign that compact. I do not believe
that. I think millionaires—I think I should be paying the full premiums, but anyway, thanks for coming.
Chairman CONRAD. Thank you.
Next, Senator Warner.
Senator WARNER. Thank you, Mr. Chairman, and I appreciate
Director Zients’ being here. I do concur with my friend, the Senator
from South Carolina, that we do need to take on a comprehensive
approach to the long-term deficit issue. I think one of the—a lot of
statistics are thrown around, but if there is one takeaway that I
think constantly I come back to, it is that in the last couple of
years we have seen spending close to 24, 25 percent of our GDP,
an all-time high. We have seen revenues in that 15-percent range,
a 75-year low.
If you look at any time over the last 75 years, anytime there has
been anything close to balance, it has been when revenues and
spending have been in that basically 19-to 21-percent range. And
I guess the feeling I have is that while it will require us to take
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on changes to the engagement programs—and I do wish we would
have seen more—it will also take us looking at the revenue half of
the ledger as well.
I guess one of the things I want to take a moment on—and I understand the administration and the President’s reluctance and
need to phase in appropriately long-term deficit reduction. I think
we have seen in the press today the U.K. potentially being put on
credit watch because they may be moving too quickly on an austerity path only.
But one of the questions I would like your comments on is: What
should be the economic indicators and the growth numbers, GDP
numbers, jobs numbers, what have you, that would allow us to
start phasing in more dramatic and comprehensive deficit reduction?
One of the things I am concerned with, Mr. Chairman, I understand—and I think probably both sides of the aisle do—that the
payroll tax cut at this point, while quite popular, does also have
some current stimulative effects. I am afraid at times we may be
hoisted on our own language at some point, that eliminating that
would then be viewed as a tax increase at some point into this year
going forward. I personally would like to see, if the economy continues to improve, that automatically phase out.
I am concerned as well that it looks like the House leadership
now, after a great deal of talk about fiscal responsibility, may decide to try to extend that without paying for it at all. I think that
is totally irresponsible and against the grain of everything that this
Committee, both the Chairman and the Ranking Member, has been
about. I personally would be opposed to that. If we are going to do
it, we ought to pay for it.
But I guess, Mr. Zients, what I am asking is: What should we
look at as the metrics on economic growth that would allow us to
take on deficit reduction with both the revenue side increases and
the entitlement side reductions to get us back in greater balance?
Mr. ZIENTS. So a few reactions, Senator Warner.
First, on revenue, you talked about the 19-, 20-percent range.
That is exactly where our budget is, so at the end of the budget
window, we hit 20.1 percent, and we are in that 19-percent range
through the window. So that, we agree, is a historical range that
has worked and one that we need to get back to.
Second, I want emphasize that the budget does have declining
deficits year over year. We get below 3 percent in 2018. That gets
to the point where we stabilize the debt as a percentage of GDP.
On payroll tax, let me answer that one specifically. We think it
is essential. You cannot have a tax increase on 160 million Americans at this point in time. We are starting to recover. Unemployment is at 8.3 percent, which is better than where it was but not
where we need to go. I think we feel, absent any major shock to
the system, that once it is extended through the end of the year,
that is it.
Senator WARNER. Paid for?
Mr. ZIENTS. You know, I think that the most important thing is
that it be extended. I know there are conversations that many of
you are involved in. I think it is important that we have unemployment extended, UI extended, and the SGR, and that that package
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should get done as soon as possible. It is not a period of time when
we can afford any delay. The President looks forward to signing
that bill.
Senator WARNER. I did not hear the answer of whether it would
be paid for or not. The other question I would have is: What are
the indicators of when we can either phase that out—you are saying end of the year—or other economic metrics that would allow
us—
Mr. ZIENTS. Yes, I think continued decrease in unemployment. I
think we believe that if the President’s policies are enacted, a year
from now we will be below 8 percent. We look forward to GDP
growth in the mid 3s or higher, and at that point we can begin to
pivot toward deficit reduction.
Senator WARNER. Thank you, Mr. Chairman.
Chairman CONRAD. I thank the Senator.
Senator Portman is next.
Senator PORTMAN. Thank you, Mr. Chairman. And welcome, Mr.
Zients. A couple quick questions for you.
Senator Reid has recently said we do not need to bring a budget
to the floor this year. Do you agree with that?
Mr. ZIENTS. I think that the most important thing is that—
Senator PORTMAN. Just say yes or—
Mr. ZIENTS. —Congress act and that we pass the President’s policy as we did with the BCA.
Senator PORTMAN. So yes or no, do you think we should take a
budget to the Senate floor? Yes or no.
Mr. ZIENTS. I think the mechanics and the process are not my
area of expertise. What I do know is the President’s policy—
Senator PORTMAN. I will take that as a no, which is consistent
with what the White House has said. I find it pretty amazing that
the Director of the Office of Management and Budget—
Mr. ZIENTS. I will note that the BCA, as the Chairman said—
Senator PORTMAN. Second question. What do you think is the
most significant policy issue facing the country in terms of our fiscal policy? What is the single most important thing in terms of our
fiscal posture?
Mr. ZIENTS. I think it is actually two things, a short term and
a long term. Short term is continuing this recovery, and we need
to make sure that payroll taxes I talked about and other initiatives
like transportation, schools, rebuilding our—
Senator PORTMAN. Okay. What is your long term?
Mr. ZIENTS. And the second is driving down those deficits to a
sustainable level, and I think we make serious progress here—
Senator PORTMAN. But in terms of policy areas, what is the area
that troubles you the most in terms of our fiscal posture?
Mr. ZIENTS. I think it is getting a balanced approach. If you look
at the revenue right now, our revenue is much below where Senator Warner says, and I would agree with him, it needs to be. And
we need to continue to bring down our spending.
Senator PORTMAN. Okay. I was hoping for something a little
more specific. It is funny. I have asked that question of a lot of
folks, including the CBO Director who sat in your seat, and the
question usually gets answered with, one policy area, which is
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health care and entitlements. I know you come from the management side, and welcome to this Budget Committee—
Mr. ZIENTS. Well, I do have some background in health care from
the private sector, and I think it is important—
Senator PORTMAN. Yes, well, I think if you look at the budget,
I think it is difficult not to see the entitlement side, the mandatory
spending side, and health care is our number one problem. Look,
we are borrowing about 40 cents of every dollar spent at the Federal level. We have had trillion dollar deficits the last several
years. We are looking at another one this year. We have already
had a downgrade. As was mentioned earlier by Senator Warner, we
are looking at a fiscal crisis on our doorstep, a $15 trillion debt,
historic levels. We are spending more than we ever have in this
country, as a percent of GDP spending more than we ever have
since World War II. So, I would just like to suggest, having heard
a lot of the conversation today, that there does not seem to be the
urgency that I would hope for, particularly with regard to the mandatory spending side.
As a percent of spending to GDP on the mandatory side, this
year it is about 65 percent. In 1971, it was 42 percent. At the end
of your budget window, do you know what the percent of GDP will
be on the entitlement spending, mandatory spending? This includes
Social Security, Medicare, Medicaid, and interest on the debt. So 42
percent in 1971, about 65 percent now. What will it be at the end
of the 10-year window?
Mr. ZIENTS. I do not have the figure in front of me.
Senator PORTMAN. It is 78 percent. So think about the budget.
I mean, you have some interesting graphs and charts here, and
when you look at this—I am sorry. This is as a percent of the budget, not as a percent of GDP. It is a percent of the budget.
Mr. ZIENTS. Got you.
Senator PORTMAN. So as a percent of the budget, we have gone
from 42 percent in 1971—and I use 1971 because that included, of
course, the Great Society programs and so on, so there was a big
expansion. Back in the 1960s, it was in the 20s. Then we get to
the mid-60s now. We are going to 78 percent. And yet in this budget, when you look at it, there is nothing, as Senator Graham indicated, on Social Security. Nothing, even though we are in cash deficit in Social Security, and we have this huge growth.
On Medicare, what is there in Medicare on the benefit side during the next term of whoever is President? So during the next 4
or 5 years, what is there in Medicare on the benefit side?
Mr. ZIENTS. Let me start with health care, and then I will—
Senator PORTMAN. Well, let me answer that question for you because I am not going to get an answer from you, it sounds like, but
nothing. You know, you have a little means testing, which I applaud you for, and Republicans have been willing to get out front
and talk about the need to get entitlements under control, as has
Senator Warner and some other Democrats, as has the Chairman.
You have nothing. What you do is actually after this President’s
term.
So, look, I appreciate your testimony today. I look forward to
talking to you on the management side where you have a lot of
background and expertise, and I would hope on these other issues
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that, when someone asks you what the top issue is, it is not a balanced approach or more taxes, but we have really got to get this
mandatory spending and entitlement spending under control. And
this budget is an interesting political document, but it frankly does
nothing to move the country forward on what is the most urgent
issue facing our Nation on the fiscal side. And if we do not, I fear
we are heading down the road of our Southern European allies,
and it will have an enormously negative impact on our economy
and on jobs.
Thank you for coming in. I look forward to talking to you more
about these and other issues, particularly on the management side.
Mr. ZIENTS. Thank you.
Senator PORTMAN. Thank you, Mr. Chairman.
Chairman CONRAD. Senator Toomey. Let me just say that, in
fairness to witnesses, if we ask a question, we have to give the witness a chance to answer the question.
Senator Toomey? Oh, no, I am sorry. Senator Whitehouse and
then Senator Toomey. I apologize. Senator Whitehouse is next.
Senator Toomey, you will be next, then Senator Begich, then Senator Johnson.
Senator SESSIONS. We would ask that the witness answer the
question. Many of these are simple questions, and—
Chairman CONRAD. Well, he has got to be given the chance to—
Senator SESSIONS. —he ought to answer the question—
Chairman CONRAD. Well, let me just say, let me just say, when
we ask a question here, a witness deserves the chance to answer.
That is the way this Committee will be conducted—for anyone.
Senator Whitehouse.
Senator SESSIONS. And—
Chairman CONRAD. Senator Whitehouse is recognized.
Senator SESSIONS. —the witness should give a straight answer to
the question.
Chairman CONRAD. Senator Whitehouse is recognized.
Senator WHITEHOUSE. Welcome, Mr. Zients.
Mr. ZIENTS. Thank you.
[Laughter.]
Senator WHITEHOUSE. For as long as there has been discussion
about Medicare, there has been opposition to Medicare, and there
has been resentment that Medicare exists. The forces that opposed
Medicare initially and that have resented it since are still out
there. There is enormous value to certain sectors in the private sector of turning Medicare over to private control. Giving people
vouchers and sending them off into the private health insurance industry, for instance, would be a significant windfall, I expect, for
the private health insurance industry. So I think it is important
that we recognize that political fact and recognize that the debt
and deficit problems that we have can be used to become a
leveraging vehicle for this longstanding opposition to and resentment of Medicare and a desire to try to disable or change that Government program.
We saw dramatic and I think very unhelpful changes to it proposed and actually passed by the Republican House of Representatives just recently, and I think the American people responded to
that with a very negative point of view. And the next thing that
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appeared out of the Republican House was something called ‘‘cut,
cap, and balance,’’ which was even worse for Medicare than the
original budget which had been so immediately rejected.
So I think we have to face the fact that there is the fact that the
American people really count on Medicare, the fact that people in
Rhode Island, I know, are, some of them, a year or two out from
Medicare and they are forgoing health care, when they finally get
to Medicare it is safe harbor at last after years of storm and uncertainty, that that program remains under constant attack, and we
have to, I think, do our level best to defend it.
As I believe very strongly that there is an efficiency problem, a
quality problem, an information technology problem, and an incentives problem that runs throughout our health care system. Medicare is seeing its costs go up, but the defense budget, Secretary
Gates just testified that health care is ‘‘eating his defense budget
alive,’’ I think was the phrase that he used. The private sector is
getting clobbered with health care cost increases. The VA is seeing
its costs go up in health care.
There is a systemic cost problem that does not just land in Medicare. It touches on all of the different elements of our health care
system.
Mr. ZIENTS. Yes.
Senator WHITEHOUSE. We burn 18 percent of our gross domestic
product as a country on health care. The next least efficient industrialized country, a competitor of ours, is at 12.
Mr. ZIENTS. Yes.
Senator WHITEHOUSE. We are 50 percent more inefficient at delivering health care than our most inefficient industrialized competitor. And when you put Commonwealth Fund measures of how
good the care is that we are getting, what the outcomes are, we are
not better than they are. We are actually worse in some areas.
So there is a huge opportunity here, I think, that I believe the
administration needs to seize. I think that a lot of good work has
been done already. I am working in the HELP Committee to try
to put more focus on the administrative implementation of the reforms that need to be done.
But here is my question to you. You are now in charge of OMB,
and you are an important emissary and member of this administration. I understand perfectly well from discussions with CBO over
many years, from hearings with OMB over many years, that because of the nature of the reform that is required, it is not something that is actuarially scorable. It is hard to calculate a score for
this. In certain very well developed areas like hospital readmissions, we have been able to calculate narrow sort of pinpoint scores.
But as a general proposition, we are embarked on what Atul
Gawande called ‘‘an experiment in innovation,’’ and it is hard to
see around corners of innovation.
The fact that you cannot calculate a score does not mean that
you cannot set a goal, and I will continue to urge this administration to move beyond the standard it has set for itself of bending
the health care cost curve, which to me is a metric-free standard,
and try as the different elements in the Affordable Care Act get implemented, as we learn more about this, as success out of Kaiser
and Intermountain and Geisinger and Gundersen Lutheran and
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Palmetto and private health organizations across the country prove
this proposition with real savings from improved care, that you all
push to—as I have said, I appreciate you cannot calculate a score.
You can set a goal.
Mr. ZIENTS. Yes.
Senator WHITEHOUSE. And you can set a firmer goal than this
bending the cost curve business. Could you talk about that in the
30 seconds I have left you in my inordinately long—
Mr. ZIENTS. Well, first of all, we do have a compact with our citizens on Medicare, and we have to live by that compact, and
voucherizing Medicare is not—
Senator WHITEHOUSE. Is not in the program.
Mr. ZIENTS. Is not in the program, so the Republican House bill,
which actually would shift $6,400 to seniors as an additional expense is completely unacceptable to the President.
Having spent time in the private sector on health care, there are
inefficiencies. You have places where costs are higher and outcomes
are actually lower, so you do not have the correlation between costs
and outcome. In essence, the productivity gains that have been
made across the private sector outside of health care, 1.5 percent
year-over-year productivity gains, productivity gains are both cost
decreases and quality increases happening at the same time. We
need to do more of that in health care. Technology is central to
that; best practices, making sure that we understand what is working at Intermountain that we can import across—take across the
country, because, again, there is a correlation between lower-cost
care and higher-quality care, that we need to find that intersection
and stamp that out across the country.
Senator WHITEHOUSE. Thank you.
Mr. ZIENTS. So we need to have those productivity gains in
health care. I could not agree more.
Chairman CONRAD. Senator Toomey.
Senator TOOMEY. Thanks, Mr. Chairman.
Acting Director Zients, thanks very much for being here.
Mr. ZIENTS. Thank you.
Senator TOOMEY. You have a tough job. I appreciate your time.
A couple quick questions here.
The President has talked a lot about fairness, obviously. In your
judgment, in the interest of fairness, what percentage of the American people should pay no net income taxes at all?
Mr. ZIENTS. I think that is a hard thing to put a percentage on.
What we want to do is we want to grow the middle class, and as
we grow the middle class, more and more people will pay—
Senator TOOMEY. But it is about half right now, and this budget
would increase that number. So I can only infer that the belief is
that a fairer system is one in which more than half of all Americans pay no net income tax at all.
Mr. ZIENTS. Well, we have a situation where wealth is very concentrated in a few percent of people, and what we are asking is for
that top 2 percent to pay their fair share, which is a share consistent with the share they paid in the—
Senator TOOMEY. That is not all you are asking for, but I have
another question. Do you agree with White House Chief of Staff
Jack Lew that it takes 60 votes to pass a budget in the Senate?
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Mr. ZIENTS. It takes 60 votes to pass a budget like the BCA,
which was passed.
Senator TOOMEY. No, no. That is not a budget. You know—it is
a budget resolution.
Mr. ZIENTS. A budget resolution is 51 votes.
Senator TOOMEY. It is 51 votes, okay. So the clear and unambiguous fact is that the Democrats who control the Senate could pass
a budget without a single Republican vote if they chose to exercise
the leadership of actually pursuing a budget.
Mr. ZIENTS. Well, I would say that there was a lot of leadership
involved in passing the $2 trillion of deficit reduction which was included in the BCA which passed—
Senator TOOMEY. Well, I want to commend our Chairman, who
has indicated an interest in marking up a budget in this Committee. I welcome that. I think that is the responsible thing to do.
I will be extremely disappointed if the Democratic majority chooses
to go yet another year without laying out the case to the American
people of how much money they think we should spend and on
what and in which categories and where the revenues should come
from.
Mr. ZIENTS. But I would say just one thing. I would say beyond
process, the most important thing here is getting outcome, getting
policy enacted in law—
Senator TOOMEY. So—
Mr. ZIENTS. —like the BCA. There is now an—
Senator TOOMEY. Yes, okay—
Mr. ZIENTS. —opportunity to do balanced deficit reduction, so we
look forward to the President’s policies being put into law.
Senator TOOMEY. Well, part of the problem is that we have not
addressed the big policy issues that we ought to, and Senator
Portman addressed this. You know, when I look at just a few categories of Federal spending—Social Security, Medicare, Medicaid,
and interest on our debt—do you know how much they grow in the
President’s budget over the 10-year window, just those items? I
would not expect you to have the number off the top of your head.
It is almost 8 percent per year compounded. It is 7.9, to be precise.
Now, as your own forecast for GDP, which is quite ambitious
given the very anti-growth policies you have in there, but nominal
GDP growth is not anywhere near that level. So my question for
you is: Is it even arithmetically possible to sustain indefinitely
growth in big Government programs that is consistently—in fact,
always higher than the economy grows?
Mr. ZIENTS. Let me take it piece by piece. On health care, the
President and Congress put forward and passed the Affordable
Care Act, which CBO scores at $100 billion of savings in its first
decade, $1 trillion in its second. This budget puts forward $360 billion of additional health care savings.
On the Social Security side, it is not our immediate problem. At
the same time the President stands ready to address Social Security. At the root cause of much of what you are talking about are
our demographics, our baby boomers retiring, and we view this
budget as a very important milestone, real progress.
At the end of the day, more needs to be done. Let us get this
chapter under our belt—
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Senator TOOMEY. Well—
Mr. ZIENTS. —let us achieve this level of deficit reduction, and
then we can look up and talk about more.
Senator TOOMEY. Well, I just have to say, this is an extremely
disappointing approach to this. What you ran through does not—
it is fully reflected in the numbers that I am citing, and despite
whatever savings you attribute to the programs the President is
proposing, these programs are still growing far faster than anything that is sustainable. And everybody who has looked at this
honestly and every bipartisan commission and group comes to only
one conclusion—in fact, the President has acknowledged that mandatory health care spending is the problem, and this President refuses to propose a solution. I think this is extremely irresponsible,
and what you are doing with the huge tax increases jeopardizes
economic growth while not addressing the fundamental driver of
our deficits. I just think this is a huge absence of leadership.
Chairman CONRAD. Senator Begich.
Senator BEGICH. Thank you very much, Mr. Chairman. It has
been somewhat entertaining today, and thank you for surviving the
first several rounds of conversation.
Let me first give just more of a statement, because people who
watch this and watch us engage, their assumption is somehow
magically even if we had a budget here, we would vote for a budget, then it would go to the floor, it would be voted on. In theory
the appropriators would follow that budget, and then the President
would go for it. That is fantasyland. That is not what happens
here. The President’s budget is more—I am talking through you to
the people who are watching because they think somehow magic
occurs here and there will be this budget process that will lay out
the expenditures of the Federal Government. Actually, the President proposes the budget. We set it aside. We write our own budget. Then the appropriators set it aside. And then we appropriate
money, and then the President must spend toward the appropriations. Is that a fair—
Mr. ZIENTS. Yes.
Senator BEGICH. So it is great, all this ‘‘show-and-tell’’ that is
going on here, but it is not reality. And the poor folks that are
watching us believe that we have a budget, we will take the President’s budget, we will amend it, we will add, we will delete, we will
vote on it, the appropriators will follow it, then they have a budget.
That is not how it works. And it is really somewhat appalling.
I know the Chairman has been working on trying to align these
things, when the President prepares a budget, then we follow it. So
just for the education of the folks that are watching, it is great
‘‘show-and-tell’’ today, but the fact is at the end of the day it is a
whole different process. So I just wanted to make sure in a nutshell. Thank you for that very decisive answer you gave on that,
so let me hold you there.
Second, I would like to ask you for a document if you can produce
it for us. We have done one, but I would like to get it because I
think it is very interesting, what we have already seen. The President’s budget—over the last several years, when the President proposes a budget, then there is a deficit built into it under the last
administration, under this administration. Then CBO, the Congres-
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sional Budget Office, goes in some room, magically comes up with
another number that they project. And then there is reality at the
end of the year. Let me give you an example.
In 2008, not under this administration—and I am going to give
you one under each one—a $2.9 billion budget proposed; deficit,
$240 billion proposed. CBO says $226 billion is really going to be
the deficit, and actually it was $459 billion. CBO off half, the administration off half.
Then just take the following year, $3.1 trillion budget, deficit requests $400 billion. CBO says it is going to go down, 342. Actually,
it went to $1.4 trillion.
So, I want to make sure—and I want to get a chart, if you could
produce it, with those lines. I want to know exactly at the end of
the day—we have the numbers, but I want them to be confirmed
by OMB, the actual expenditure rate.
Mr. ZIENTS. We can provide that.
Senator BEGICH. Okay. All the way through, go back to 2006
through today. What is interesting, when you check the difference,
because I heard the comment earlier, surge in spending. I heard
that. When I look at the actual budgets, I see—and I will just use
these last 3 years since I have been here—$3.5 trillion, approximately $3.8 trillion, $3.7 trillion, $3.77 trillion. They have actually
slid a little bit. Now, ‘‘surge’’ usually means—I have seen surges.
Mr. ZIENTS. Right.
Senator BEGICH. When you have a tsunami, it is a surge. It
wipes out things. This is slight increases, and, yes, a couple of
those—one of those years, we had a pretty big one because we were
in the worst recession in this country’s history. But put that all
aside.
So if you can show me—because I think the American people
need to understand what we are talking about. We use a lot of
words around here because it gets headlines, and Politico will write
something tomorrow, and The Hill and Roll Call and all that. So
if you could produce that, that would be very important.
And just to clarify, you are not replacing the automatic budget—
or you are suggesting another route, if budget cuts do not happen,
here is another suggestion. If the budget cuts happen because we
are unable to act, they are happening, right?
Mr. ZIENTS. Absolutely. It is a terrible policy, but the President
is clear that that forcing function remains.
Senator BEGICH. Right. But if we do not do something, your
budget will have to adjust to reflect that.
Mr. ZIENTS. Yes.
Senator BEGICH. And in some ways you have tried to do that
through another means. But at the end of the day, if we do not act,
we do not have the money, you do not spend it. Is that fair?
Mr. ZIENTS. You are speaking of the sequester.
Senator BEGICH. Yes.
Mr. ZIENTS. Yes.
Senator BEGICH. I like to say ‘‘budget cuts’’—
Mr. ZIENTS. I think it would be a terrible outcome if that is how
we did the spending cuts, but the President is committed to the sequester.
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Senator BEGICH. Okay. I like to say ‘‘automatic budget cuts,’’ because no one understands who is watching TV the other words we
use around here.
Let me say this: Under the 2011 Budget Control Act—this is just
for your staff, if you could follow up—under Section 255, the Veterans Administration was exempt from these automatic budget
cuts, but then Section 256 establishes a process for them to be reduced. Can you send us some clarity of what—are they part of—
Mr. ZIENTS. Right, this question came up earlier.
Senator BEGICH. Okay. I missed it. I apologize.
Mr. ZIENTS. We are hopefully not at a point where any of that
matters because we have replaced those automatic cuts, but we will
work on that answer for you.
Senator BEGICH. Okay. And last—and thank you, Mr. Chairman,
for letting me go on a little bit here. Last, has OMB done an assessment or an analysis of if there is a military BRAC put into
place, the employment impact or any of the economic impacts? And
can you do that if that comes down to reality?
Mr. ZIENTS. Let me have my staff follow up.
Senator BEGICH. Okay. Thank you.
Thank you, Mr. Chairman.
Chairman CONRAD. Thank you.
Senator Johnson.
Senator JOHNSON. Thank you, Mr. Chairman and Mr. Zients.
Senator Begich, I think I have a graph that will show you that
surge in spending. And also, to answer Senator Sessions’ question
to you outcome, in fact—
Senator BEGICH. I will look to OMB to give me that, no disrespect to my friend.
Senator JOHNSON. I will use OMB’s numbers. This comes right
out of Table S–1 from President Obama’s budget last year and then
Table S–1 from President Obama’s budget this year. It is called
‘‘Total Outlays for 10 Years.’’
You can see in the 1990s, the go-go 1990s, we spent $16 trillion
over 10 years. The last 10 years, we spent $28 trillion. Last year’s
budget showed spending at $46 trillion. This year’s budget, in the
tables in President Obama’s budget, shows spending of $47 trillion.
So, again, I am just doing you a favor in answering Senator Sessions’ question for you. This budget spends more than last year’s
budget and spends more in the baseline.
I actually have a question for you, though. You are claiming $4
trillion in deficit reduction, but, again, going back to your budget,
last year in Table S–14, it shows total gross Federal debt in the
year 2021, and it showed a figure estimating or projecting it $26.3
trillion. This year’s budget, Table S–15, shows total gross Federal
debt, for 2021, same year, at $25 trillion. Now, that is a reduction
of $1.3 trillion, but didn’t we pass as part of the Budget Control
Act $900 billion in the first tranche? That kind of uses up that $1.3
trillion. Where is the other $4 trillion in deficit reduction?
Mr. ZIENTS. Well, the $4 trillion of deficit reduction is the sequester money, which we believe should come through a balanced approach. And then there’s $2 trillion more—
Senator JOHNSON. Well, Mr. Zients, I realize those are your segmented talking points, but if you take a look at the growth in debt,
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one year versus another for 2021, the baseline last year would have
had debt at $23.6 trillion. This year’s budget shows it at $25 trillion in 2021—
Mr. ZIENTS. We have a much more honest baseline. We have a
baseline that assumes the patch—
Senator JOHNSON. But we are not reducing the deficit by $4 trillion, because if you were, that debt level would go from $26.3 trillion minus $900 billion for the Budget Control Act, so then you
would be at $25.4 trillion. And then take away 4, we should be
about $21.4 trillion, shouldn’t we? If we were really reducing the
deficit by $4 trillion—
Mr. ZIENTS. What we are doing here is we are taking into account what is truly business as usual, using a baseline that includes—
Senator JOHNSON. So what we are not—
Mr. ZIENTS. —the annual patching of SGR—
Senator JOHNSON. What we are not doing—
Mr. ZIENTS. —and the annual patching of AMT.
Senator JOHNSON. What we are not doing is reducing the deficit
by $4 trillion. That is smoke and mirrors. It is not being reduced
by $4 trillion. Not even close.
Mr. ZIENTS. It is being reduced by $4 trillion versus the businessas-usual approach of patching things like SGR and AMT.
Senator JOHNSON. Okay. Well, anyway, just so everybody understands, we are not reducing the debt and deficit by $4 trillion in
this budget. It is not happening.
It was interesting. In response to what is a fair share, you quote
a couple figures. On the one hand, you said it would be fair, a fair
share and then you would be satisfied, Democrats would never
come to us again going, ‘‘The rich have to pay a little bit more,
their fair share,’’ at 39.6 percent. I did not come prepared to put
this on a chart, but Congressman Paul Ryan has done a pretty effective job showing that with the health care law, marginal tax
rates are going to rise to about 44.5 percent. So that would be
above the fair share, wouldn’t it?
Mr. ZIENTS. I am sorry. I am still focused on your prior question.
Then I—
Senator JOHNSON. No, no, because I want to move on. So, anyway, you said that 39.6 percent top marginal tax rate would be the
fair share.
Mr. ZIENTS. That is what the President is proposing in this budget.
Senator JOHNSON. But with the health care law, already things
in place—and Congressman Paul Ryan has laid this out—we are
at 44.5 percent. So that is above the fair share. The 44.5—
Mr. ZIENTS. Well, we are talking about ordinary income rates.
There are different taxes, obviously. I am talking about in the
President’s budget—
Senator JOHNSON. You load up some more, okay.
Mr. ZIENTS. The President is suggesting that the 35 percent,
which was enacted in 2001 and 2003, go back up to where it was
in the Clinton era, which is 39—
Senator JOHNSON. And then some. And then with Obamacare
knock it up to 45 percent. Now you are thinking that is fair.
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Another way you said it would be fair is if we went back to the
share that the top 1 percent paid during the 1990s, during the
Clinton administration. The average over the Clinton administration’s 8 years was 32.8 percent of the total income tax burden was
paid by the top 1 percent—32.8 percent. Under Bush, it was 36.7
percent. And in 2007, the top 1 percent paid 40.6 percent, which
was a larger share than the entire bottom 95 percent.
Now, again, you are saying that is not quite enough, that is quite
a fair enough share yet—
Mr. ZIENTS. But, Senator Johnson, the root cause there is the
tremendous wealth accumulation by a few and the fact that our
middle class is not growing, is not benefiting—
Senator JOHNSON. But, again, we have a very progressive tax
rate. Very progressive. It is actually one of the reasons when we
have recessions we have such a fall-off in revenue, because we have
such a progressive tax rate. But, again, that is just not quite fair
enough that the top 1 percent in the best years paid more than 40
percent and paid more than the entire 95 percent bottom part of
the income—
Mr. ZIENTS. I think it is fair that we are in a situation where
we need deficit reduction and that that deficit reduction should
come in part through revenue. The President is proposing $2.50 in
spending cuts for $1 of revenue. That is a fair share—
Senator JOHNSON. I know that is—
Mr. ZIENTS. —and that the wealthiest 2 percent should pay their
fair share, and that we should have no tax cuts whatsoever on families earning under $250,000.
Senator JOHNSON. Thank you, Mr. Chairman.
Chairman CONRAD. Senator Nelson.
Senator NELSON. Good morning.
Mr. ZIENTS. Good morning.
Senator NELSON. Senator Hutchison from Texas and I have had
quite a round with OMB and the two of us having responsibility
for passing the NASA bill back in 2010 and then going through the
process of getting it funded. And basically, not until the head of
OMB came and met with us, OMB had stonewalled the NASA
budget, and since you are now the Acting Director, I think the constructive dialogue that we have with Mr. Lew having come and met
with the Congress and continued the discussion on NASA funding
so that there was some certainty in the program, I would like to
know what your attitude is about continuing those discussions.
Mr. ZIENTS. Well, as it is a difficult budget environment. NASA
is held about even in this budget environment, and what we have
done in this budget is to honor the 2010 discussions around the appropriation with a balance between things like the heavy-lift rocket
and the International Space Station. I would love to continue those
dialogues.
Senator NELSON. I believe that you have, and I think that the
budget was basically a flat-line budget, and given the cutting-edge
agency of research and development that it is, it has to have some
certainty in those programs. But when there is a complete lack of
dialogue when OMB, that is what makes it difficult. And I want
to raise that issue to you. That has been the case in the past, and
until it finally got to the point that Mr. Lew, as the Director, un-
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derstood that we were going nowhere, we finally had a meeting of
the minds between OMB, the White House, and the Congress.
Mr. ZIENTS. Well, let us make sure that we continue those dialogues.
Senator NELSON. Very good. All right. I want to ask you about
housing.
We have tried a bunch of programs. We have tried the Home Affordable Modification Program, HAMP; we have tried the Home Affordable Refinance Program, HARP; and then the Hardest Hit
Fund. What makes this most recent attempt to help homeowners
different?
Mr. ZIENTS. Well, I think that this is obviously a hard problem,
and the housing market is starting to stabilize but is still mixed
and needs a lot of work. I think the settlement of last week is an
important settlement. That will get money out to approximately 2
million homeowners, much needed money to help with modification
and refinancing.
The program that the President just announced, which takes advantage of one of those charts that we talked about earlier, the historic low interest rates, we have too many homeowners who are
paying interest rates that are above the current rates. They are
stuck. Yet they are responsible payers of their mortgages. They are
current. And the President’s program, which he announced a week
or so ago, will allow those folks, both GSE—those mortgages that
are owned by Fannie and Freddie—and also non-GSE holders to refinance and take advantage of what are historic low rates.
Senator NELSON. I applaud you for this. What is the source of
revenue that you are going to use to basically fund what is the underwater mortgages so that people who are current on their payments but their mortgage is way underwater and they could never
have a chance getting the bank to refinance it? You are going to
come in with a fund that is going to basically make up the difference.
Mr. ZIENTS. Yes.
Senator NELSON. So where is that money coming from?
Mr. ZIENTS. It is estimated to be $5 to $10 billion, and that will
come from a tax or a fee charged to the recipients of TARP. That
will be recouped through the TARP Financial Responsibility Fee.
Senator NELSON. And that is going to—
Mr. ZIENTS. So at no expense to taxpayers.
Senator NELSON. That is going to be pursuant to us passing legislation that would allow you to enact that?
Mr. ZIENTS. Yes. We do need Congress to act.
Senator NELSON. Do you have any flexibility administratively in
case Congress is wound around the axle and cannot get it done?
Mr. ZIENTS. Well, I think we are pushing as hard as we can administratively on programs like HAMP and HARP. We need Congress to act on this refinancing proposal that the President recently
announced. We will continue to push as hard as we can administratively, but on the refinancing and the back-up of the fees being
paid through the Financial Responsibility Fee, we need Congress to
act.
Senator NELSON. Do you need that same revenue for refinancing
the underwater mortgages in Fannie and Freddie?
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Mr. ZIENTS. That money goes primarily to the FHA, which will
be the vehicle to refinance the non-GSE mortgages.
Senator NELSON. So do you need a source of funds to fund that?
Mr. ZIENTS. Yes. That is the $5 to $10 billion.
Senator NELSON. So it is the same as in the mortgages that are
not—
Mr. ZIENTS. It will allow us—the $5 to $10 billion paid for by the
Financial Responsibility Fee will allow for the whole program
across the GSEs and the non-GSE-held mortgages.
Senator NELSON. Thank you.
Chairman CONRAD. Senator Ayotte.
Senator AYOTTE. Thank you, Mr. Chairman. I want to thank the
witness for being here today. I appreciate it.
You know what is astounding to me about the President’s budget
as I reflect upon it is he manages to propose the largest tax increase close to the history of our country while still having a $1.3
trillion deficit in 2012 and bringing our national debt to $26 trillion
in the next 10 years, while again proposing this huge tax increase.
I mean, it is like the worst of both worlds. It is staggering to me.
I guess I have a fundamental question for you, which is: The
trustees of Medicare, an independent group, not Republicans, not
Democrats, have said that Medicare is going to go bankrupt in
2024, and so what is the President’s plan to preserve Medicare?
Mr. ZIENTS. I think just to come back to your first comment, I
think we have to look at the bottom line here. The bottom line is
is that by 2018 deficits as a percent of GDP are below 3 percent
and debt as a percent of GDP is stabilized. So I think it is wrong
to focus on our current and instead to look at the deficit reduction—
Senator AYOTTE. Am I missing something, though—
Mr. ZIENTS. —takes us to a—
Senator AYOTTE. —or if we look 10 years forward, is our national
debt not close to $26 trillion under the proposal?
Mr. ZIENTS. It is if you look at it on a gross basis, and a lot of
that is what the President has inherited in terms of unfunded 2001
and 2003 tax cuts and unfunded, unpaid-for Medicare Part D, wars
that were not paid for. So the President inherited a lot and an
economy, as Senator Conrad said up front, which was in a great
recession.
Senator AYOTTE. But he did add during his Presidency close to
$5 trillion to the debt, did he not?
Mr. ZIENTS. So to pivot back to your question on Medicare—
Senator AYOTTE. Well, just to be clear, just so we are clear, because you were coming back at me in terms of what the President
inherited, but during his Presidency we have added close to $5 trillion to the debt.
Mr. ZIENTS. I think the key here is the bottom line. The bottom
line is we get below 3 percent of GDP, and we get debt as a percent
of GDP to a stable—
Senator AYOTTE. Well, just so we are clear, did he add close to
$5 trillion to the debt?
Mr. ZIENTS. I would want to confirm that.
Senator AYOTTE. Well, 4.9.
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Mr. ZIENTS. The situation that the President inherited—if you
look at root cause—
Senator AYOTTE. So you do not know the answer—
Mr. ZIENTS. —the root cause problem here—
Senator AYOTTE. —to that question.
Mr. ZIENTS. The root cause problem here is what the President
inherited in terms of unfunded Medicare Part D, unfunded Bush
tax cuts. We are now putting ourselves on a much more sustainable path, one that results in debt as a percent of GDP of less than
3 percent—
Senator AYOTTE. But if we owe $26 trillion in the coming—if our
national debt goes to $26 trillion in the coming 10 years, I just—
how are my children going to repay $26 trillion?
Mr. ZIENTS. I think the important thing here is that this is a
major step forward, and the President has shown a lot of leadership, starting back in April, leadership around the debt ceiling
talks in the summer, leadership in September around the proposal
to the super committee, leadership here with this budget. This
budget represents a major milestone. It is not the end stage, but
it is a major milestone. It is a big step forward, and we should
work together to make it law.
Senator AYOTTE. I just want to be clear. So it is your testimony
that a budget that increases our national debt to $26 trillion, close
to, in the next 10 years is a mark of leadership by this President.
Mr. ZIENTS. A budget that ensures that we continue this economic recovery, create jobs, brings down unemployment, gets us to
a situation where the deficit as a percent of GDP is below 3 percent, where debt as a percent of GDP is stabilized, is a major milestone and step forward. There is obviously more work ahead.
Senator AYOTTE. Well, you and I disagree on what a major milestone is, but can I get back to my original question? By 2024, Medicare is going to bankrupt. What is the President’s plan to save
Medicare?
Mr. ZIENTS. So the Affordable Care Act saves over $100 billion,
according to CBO, in the first decade, more than $1 trillion in the
second decade. In the President’s proposal is $360 billion of health
care savings. These are all steps forward—
Senator AYOTTE. Is that going to save Medicare so can I go home
to my seniors and say that is going to be enough to preserve Medicare so that my grandparents in 2024 will not have to worry that
it is going away?
Mr. ZIENTS. Medicare needs to continue to increase, as we talked
about earlier, its productivity, decrease the variation in care which
leads oftentimes to poor outcomes and higher costs. We need to just
keep going after Medicare in terms of making sure that we preserve the compact that we have with our citizens, and at the same
time continue to drive down the costs.
Senator AYOTTE. Well, my time is up, but I do not see anything
in this budget that is going to preserve the compact we have with
seniors which would require real strong leadership to preserve
Medicare, which very shortly in 2024 is going bankrupt, which is
a huge driver of our budget issues. And I just wanted to point out
that, as critical as you have been about the tax state and blaming
that for the $5 trillion of debt that the President has added, it was
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the President who signed an extension of those tax provisions into
law in 2010. So I appreciate your being here today, but I do not
agree that putting our national debt to $26 trillion in the next 10
years is the mark of leadership of the type of fiscal responsibility
we need to address the debt crisis our country faces.
Chairman CONRAD. Senator Enzi.
Senator ENZI. Thank you, Mr. Chairman. We appreciate this opportunity.
In the 2013 budget, there is a variety of proposals to eliminate
any tax preferences for oil and gas and the coal industry, whether
they call them preferences or incentives or expenditures or whatever. But repealing those tax preferences in one year will eliminate
a lot of small businesses who will not have the cash to be able to
pay what has accumulated over a period of time, and I worry about
the transition on any of these tax preferences. But this proposal is
like a broken record. It has been in the budget every year. It never
moves forward. And yet we continue to claim the savings as though
it moved forward.
Isn’t it disingenuous to claim savings from this proposal when
you are unable to pass it when Democrats even had total control,
the President, 60 votes in the Senate, and the majority in the
House? That has never been done.
Mr. ZIENTS. Is that a specific question around the oil and gas?
Senator ENZI. Yes.
Mr. ZIENTS. So we are at a point of record or near-record production. Our imports are the lowest they have been. Oil companies are
making a lot of money. They do not need this subsidy. And it has
been a good idea to get rid of it, and it continues to be a good idea
to get rid of it. So we would encourage—
Senator ENZI. I want to emphasize that transition. Again, with
your small businessmen, if you impose those elimination of taxes
instantaneously instead of putting them over a small period of
years, you put a lot of small businessmen out of business. You do
not put those big companies that you always like to refer to—
Mr. ZIENTS. Right, but as you have suggested, we have been signaling that we think this is good policy for some time. People have
the time to plan for it. There is plenty of profit in this industry,
and we should be investing in clean energy, reducing our dependence on foreign oil, and improving our efficiency through CAFE
standards, through—
Senator ENZI. I think even all of business would agree with you
on that with the transition. I have some other questions here.
There are some trust funds that get delved into in this budget.
I thought we had a policy that we were not going to take away any
trust funds.
Mr. ZIENTS. What are you referring to specifically?
Senator ENZI. Well, the one I am mostly concerned about is the
Abandoned Mine Land program, which was a massive compromise
that deals with health care for orphan miners, which are ones
where the mines already went broke, and it accelerated the rate at
which we would reclaim mines in States that had very little revenue coming in, and it would repay money from the trust fund that
some of the other States had paid in that they had never been able
to get, primarily those west of the Mississippi.
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I am just hoping that that does not become a policy of this administration or any other administration to delve into trust funds.
There is already little enough trust in the trust funds, like the Social Security Trust Fund, which is mostly bonds, which means we
would have to put money in in order to take money out. There is
a feeling by the people of this country that there is money in trust
funds.
Mr. ZIENTS. Yes.
Senator ENZI. And there is not money in trust funds, and I did
not find out about it until I went into the Abandoned Mine Land—
Mr. ZIENTS. Well, Social Security certainly is a trust fund, and
it is functioning as a trust fund. As to your specific question on the
mining, I will make sure my staff gets back to you.
Senator ENZI. Thank you.
I have some questions on the interest. What is the composite interest rate that we are paying on our debt right now?
Mr. ZIENTS. As interest rates are at a very low level. What we
have in our assumptions is that interest rates return to their historic levels. I can get you those numbers.
Senator ENZI. Which would be?
Mr. ZIENTS. I think it is around 4 percent, but let me get you the
exact numbers.
Senator ENZI. Okay. I think I have that chart here.
Mr. ZIENTS. It is S–14.
Senator ENZI. So right now we are paying about one-tenth of 1
percent?
Mr. ZIENTS. Hold on one second.
Senator ENZI. S–14.
Mr. ZIENTS. If we used—it depends whether you want to use the
91-day Treasury bill note, which obviously is going to be a lot
lower, or the 10-year Treasury note. The 10-year is currently in the
2013 budget year assumed to be 3.5, and it goes up to the low 5s,
which is consistent with its historic average.
Senator ENZI. Looking at your Table S–5, I was not able to get
the net interest that we are paying to ever match up with the interest rates that you are showing in your other chart. But I did notice—
Mr. ZIENTS. It is hard math to do real time, but I can certainly
have my staff follow up with you to make sure that everything
squares there.
Senator ENZI. I would appreciate that, because I noticed that,
again on Table S–5, the deficit increases every single year in actual
dollars. I understand the GDP stuff, but I do not think America understands the GDP stuff. They do not get to pay their bills based
on their GDP and holding down—getting a continual loan to cover
so they just have to pay the interest rate. They actually expect us
to pay something down at some point in time.
Mr. ZIENTS. Right.
Senator ENZI. And this shows accumulation of dollars, and that
means an accumulation of interest. And I am really worried about
the international situation now and the rate of interest at the
international and what is going to happen to that. I think these estimates may all be low, which means we are going to be spending
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$850 billion a year in interest rate. That has to come out of somewhere.
Mr. ZIENTS. Well, Senator, as we know, right now the interest
rates here are very low, which reflects our standing in the world.
Make no mistake. If we do not get our deficit issues under control
and get on a sustainable path of deficit reduction and stabilize debt
as a percent of GDP, as the President’s budget does, then interest
rates could go higher. In a situation where we get our house in
order and we do the deficit reduction we are talking about, I think
the assumption that interest rates will return, as GDP growth
kicks in, to their historic levels is a good, sound, conservative assumption. But I could not agree more in terms of the need to get
our house in order, decrease deficits and get us on a sustainable
path.
Senator ENZI. I hope your assumptions are correct. I do not think
they are.
Chairman CONRAD. I thank the Senator, and I thank all Senators for participating today. I thank Mr. Zients for being here. We
appreciate it very much.
You have heard here, we have different views, strong views. That
is a healthy thing. That is the strength of our democracy. And we
will have a hearing tomorrow with the Secretary of Treasury. I
hope colleagues will attend and participate—no, the Secretary of
Transportation tomorrow. I am sorry. Secretary of Transportation
LaHood tomorrow, and I hope Senators will participate then as
well.
Senator SESSIONS. Is it possible that some of our Senators might
have another question, Mr. Chairman?
Chairman CONRAD. I cannot because I have a presentation at
caucus that I have been asked to do, and so I have to close at noon.
But we will have two more hearings this week with administration
witnesses, so there will be lots of additional opportunity. And, of
course, Secretary Geithner is coming, so there will be lots of opportunity for additional questions.
I thank my colleagues.
[Whereupon, at 12:00 p.m., the Committee was adjourned.]
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THE PRESIDENT’S FISCAL YEAR 2013 BUDGET
REQUEST FOR THE U.S. DEPARTMENT OF
TRANSPORTATION
WEDNESDAY, FEBRUARY 15, 2012

UNITED STATES SENATE,
COMMITTEE ON THE BUDGET,
Washington, D.C.
The Committee met, pursuant to notice, at 10:00 a.m., in Room
SD–608, Dirksen Senate Office Building, Hon. Kent Conrad, Chairman of the Committee, presiding.
Present: Senators Conrad, Whitehouse, Merkley, Begich, Sessions, Johnson, and Ayotte.
Staff Present: Mary Ann Naylor, Majority Staff Director; and
Marcus Peacock, Minority Staff Director.
OPENING STATEMENT OF CHAIRMAN CONRAD

Chairman CONRAD. The hearing will come to order.
I want to welcome everyone to the Senate Budget Committee this
morning. Our hearing today will focus on the President’s transportation budget request. Our witness is the Secretary of Transportation, Ray LaHood. This is Secretary LaHood’s third appearance
before the Budget Committee. We are delighted that he could be
with us this morning.
Before we begin, Mr. Secretary, I want to note my thoughts are
with your son, Sam LaHood. Most of us I think know that Sam is
one of the 16 American nongovernmental organization workers currently banned from leaving Egypt. Sam is with the International
Republican Institute.
One of my constituents, Staci Haag, from Fargo, is also among
those barred from leaving. Staci is with the National Democratic
Institute.
Both the IRI and the NDI were created by Congress to foster and
strengthen democratic institutions around the world. The fact that
Egypt has taken this action is beyond the pale. It is completely unacceptable. These young people are doing important work, work
that is supported directly by the Congress of the United States to
support constitutional governments, to support democracy. There
could be no higher calling. And for the Egyptian Government or
Egyptian authorities to trump up these really farcical charges—I
was on the phone with Staci the day before yesterday, just after
they received the formal charges. She read them to me. They are
farcical. I do not know any better way to put it.
So I just wanted to say to you, Mr. Secretary, I have reached out
to the Egyptian Ambassador to express my concern about these absurd charges. I urged the Egyptian leaders to drop them against
Staci, against Sam, and all of their colleagues. We will be taking
additional steps in the days ahead to register our very serious concern about these actions that are absolutely outside the boundaries
of the relationships between countries that respect each other.
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So I wanted to begin that way. Now I want to turn my attention—
Senator SESSIONS. If I could respond?
Chairman CONRAD. Senator Sessions, anything that you would
want to say?
Senator SESSIONS. Yes. Mr. Secretary, this is a very troubling
matter. Your son and the others that are held there are in Egypt
to try to help Egypt, to help them and work with the people, and
it is deeply distressing that this is have a nation that I have supported relationships with, believe that it has been good for Egypt
and the United States. We want to see Egypt prosper and do well.
And they have had some traditions of freedom and liberty in Egypt,
and to see this happen now is very distressing.
I was briefed on this subject yesterday, and I take it very seriously. If I have the opportunity—and maybe I will—in the days to
come to raise that in different forums, I will be looking forward to
doing so. But I take it very seriously. It is personal because it is
your son, and we know and respect and like you, but it is also a
matter of national interest to the United States that our young
people officially part of our Government institutions being detained
like this is not acceptable. And we just have to make that clear,
and we will not accept it.
Thank you, Mr. Chairman.
Chairman CONRAD. Thank you, Senator Sessions, for your very
clear statement as well. We hope people are listening and they understand how seriously we take this.
I graduated from high school from an American air force base
right next door in Tripoli, Libya, North Africa, Wheelus Air Force
Base, so I lived in that part of the world for several years, and I
know Senator Sessions may be traveling to that region in the days
ahead. I hope that in a combined effort we can send a clear message of what is acceptable behavior and what is completely unacceptable. It is completely unacceptable to be detaining young people
who are there to try to help the people of Egypt.
With that, I want to go to our hearing this morning, which focuses on transportation. I believe the strength of the Nation’s
transportation infrastructure is one of the most important factors
that will determine our future economic success. Transportation infrastructure is really the foundation for our economic growth, and
it is critical to our ability to keep up with our global competitors.
So even as we look to cut spending to bring down the deficit,
which we must do, we need to ensure that transportation funding
remains a priority. Yes, we have to cut spending, but we have to
be smart about it. We cannot afford to cut areas that are vital to
future growth. That would be counterproductive and would ultimately worsen our long-term budget outlook as well as our longterm competitive position.
Investment in transportation can also play an important role in
strengthening the economy and creating jobs in the near term, so
I am pleased the President has called for a significant up-front investment in infrastructure as part of his economic recovery effort.
Investing in infrastructure right now also provides a good value to
the American taxpayer because interest rates are low.
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In my State of North Dakota, investment in our transportation
infrastructure is not keeping pace with our growing needs. Mr. Secretary, you have been to my State. I appreciate your going there.
We have an energy boom that is unparalleled in the United States.
The Bakken formation, which has now made North Dakota the
fourth largest oil producer in the country—we are very close to a
time in which we believe we will be the second largest oil producer
in the country. That has created a demand on infrastructure that
is truly staggering. I have just been in that region of my State in
the last several weeks. For every well that is drilled, it takes 2,000
truckloads for equipment, for water, and for mud—2,000 truckloads
for every well.
Now, Mr. Secretary, the major highways in that part of our State
are two-lane roads. We have chaos.
I met with law enforcement throughout the region just weeks
ago. They showed me what has happened to accidents, what has
happened to waiting times, what has happened to people trying to
get on the highway to get from their farm or ranch to the town.
I had a guy come and tell us that there have been times that he
had to wait an hour at his road getting onto the main highway because of truck traffic. No stop sign, no stoplight.
So we have an absolute critical need that really is a national priority because developing this resource is a national priority. Our
road network simply cannot handle the extraordinary increase in
truck traffic as a result of energy development.
So our vast energy reserves can only benefit the Nation if significant investments are made to upgrade our roads. I believe there
needs to be a national energy corridor funding as part of the next
transportation bill. There are places that are simply a national priority, and we have to make them a national priority.
It is clear there is a tremendous need for infrastructure investment throughout the country. The American Society of Civil Engineers created a report card on America’s infrastructure. They gave
our infrastructure a grade of ‘‘D’’—‘‘D’’ as in dumb. That is dumb,
because infrastructure is really the foundation for our competitive
position.
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According to the World Economic Forum’s Global Competitiveness Report, the United States ranks 24th in the world in the quality of its overall infrastructure. We even rank behind countries like
Barbados and Oman. And I would note we have fallen one spot
from our ranking last year when we came in 23rd.
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U.S. investment in infrastructure has been falling as a share of
the economy. According to the Congressional Budget Office, total
Federal, State, and local spending on transportation and water infrastructure has fallen from 3.1 percent of GDP in 1961 to 2.4 percent in 2007. We risk falling behind our chief global competitors.
Already we see China and Europe are investing far more in infrastructure as a share of their economies than we are as a share of
ours.
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According to the Economist Magazine, China is spending 9 percent of its gross domestic product on transportation and water infrastructure. Europe is spending 5 percent of GDP. As I noted, the
U.S. is half that amount at 2.4 percent of GDP.
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There is, I think, widespread and bipartisan agreement on the
need for further infrastructure investment. Last July, the Carnegie
Endowment completed a study on the Nation’s infrastructure. The
study was spearheaded by former U.S. Senator Bill Bradley, former
Homeland Security head Tom Ridge—somebody you know well—
and former U.S. Comptroller General David Walker, somebody who
has testified before this Committee many times. They concluded in
their report the following:
‘‘Integrated, efficient, and cost-efficiency transportation networks
that provide timely access to goods and services are the foundation
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of a 21st century economy. If America is to remain a global economic power while advancing our common aspirations for a better
quality of life, we need to reinvest in America, especially in our
transportation infrastructure. If living within our means includes
good husbandry of our existing system, we need more, not less, investment in transportation. That means more revenues that are
wisely spent to meet our obligations for ourselves and our future
generations.’’

I hope people take a look at this report. Senator Bradley, Secretary Ridge, and Comptroller General Walker make, I think, a
compelling case.
Here is what the Obama administration has proposed in its
budget for transportation: first, $50 billion for an up-front infrastructure investment in 2012 to boost economic growth and create
jobs.

465

Let me just say parenthetically that when we were in the debate
over a recovery package, I argued strenuously for a $200 billion
package for infrastructure. That did not happen. I regret that it did
not. The chief argument that was made against it was that it
would take time for that infrastructure money to get into the economy. Well, it would be coming at the right time. It would be coming
at the right time.
Beyond that, I would say—I asked those who opposed it, ‘‘How
long did it take to build the Pentagon?’’ Well, they were not sure.
It took 9 months. We built the Pentagon in 9 months. I said, ‘‘We
have to get back to that American spirit.’’ They said, ‘‘Well, we
have a lot of regulations.’’ You know, I said, ‘‘There are times when
regulations need to be waived.’’
I understand the need for regulations. I think all of us do. But
there are times when you have urgent demands and needs when
there has got to be some common sense applied. And I hope very
much we are able to find a way to do that.
The second piece of the President’s proposal is $476 billion for a
6-year surface transportation reauthorization. That 6-year reauthorization includes $318 billion for roads, bridges, and improving
safety; $108 billion for transit; $47 billion for high-speed rail; and
$3 billion for TIGER grants, which are grants to States and localities to fund high-priority transportation projects. And I must say
we were the recipient of a TIGER grant in North Dakota for Minot,
North Dakota, which is right in the heart of the energy boom, to
have a bypass for that city, and it is going to make a world of difference—an absolute world of difference. That is the same community, by the way, that was hit by the devastating floods. We had
4,000 homes destroyed in that town. This bypass, you should know,
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Mr. Secretary, not only did it make a world of difference for energy
traffic, it is going to help the recovery of the town from the devastating floods because it is one of those things of serendipity. That
bypass is going to make the recovery for that city go much more
efficiently. It is almost as though, some greater power were looking
down and got you to make that TIGER grant for that particular
intersection and bypass at just the critical time. It is a godsend.
The President’s budget proposes to pay for the 6-year transportation reauthorization with savings from reduced overseas contingency operations, that is, from capping war costs. Look, that is controversial. We all know that is controversial. We need to talk about
it.
The budget also calls for reclassifying transportation spending as
mandatory, subjecting it to PAYGO rules, which is a proposal the
administration offered last year. There are people on this Committee who are strongly opposed to that. They are, unfortunately,
not going to be here this morning to register their views, but I am
sure they have registered those with you directly.
I look forward to hearing more from the Secretary about these
proposals.
With that, I turn to Senator Sessions, and, Senator Sessions, I
have taken a fair amount of time here. Feel free to consume a like
amount of time in your statement.
OPENING STATEMENT OF SENATOR SESSIONS

Senator SESSIONS. Well, thank you, Mr. Chairman. We have a
spirited Committee, but you have presided fairly. You have treated
us right. If we cross the line sometimes, the Chairman has the
right to get us in line. And I appreciate that, and I appreciate your
fairness.
Thank you, Secretary LaHood, for joining us today as we examine the President’s budget and his transportation funding request.
First, I just would repeat that your family is in our prayers, and
we intend to be as helpful as we possibly can in that situation.
As America is faced with a growing fiscal crisis. We are borrowing 40 cents of every dollar we spend. We are facing our fourth
straight annual deficit in this country, annual deficit in excess of
$1 trillion. We have never had this kind of debt path before.
All across the country families are tightening their belts. Cities
and counties and States are doing that. The Federal Government
has got to do the same. Our severe fiscal challenges present an opportunity to make Government leaner, more productive, and less
expensive to achieve more more efficiently and effectively.
As the Chairman said, we have to set priorities. Priorities mean
making choices. I am prepared to support and choose transportation as a high priority. Unlike so much of what Washington does
with taxpayers’ money, good roads are tangible, long-term, quality
of life improving matters that make the Nation more productive;
not just for 1 year or 2 years but for decades. It creates American
jobs, and virtually all of the matters that go into those highways
are American produced, and they cannot be produced in a foreign
country. It is here. So I think it is a way to create jobs and permanent improvements in productivity.
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Now, the tragedy is that there was a great opportunity, as you
alluded to, Mr. Chairman, to advance our highway system as part
of the President’s stimulus package. Instead, nearly $1 trillion of
borrowed money was frittered away on failed proposals that succeeded only in sinking our Nation deeper in debt. I do not believe
it made a significant improvement in our economy, although you
and I would disagree, and good people can disagree on that. Certainly more people are out of work today than when that bill
passed.
But the President said his stimulus would be used to repair our
Nation’s crumbling infrastructure. It was sold on that basis. Repeatedly we were given stories that our infrastructure is crumbling. At the last minute, I noticed how little of that money was
actually going to infrastructure. It went to State aid and it went
to social programs. It went to all kinds of things.
Here in the Los Angeles Times, just a few days ago, ‘‘Taxpayer
money used to maintain million-dollar yacht.’’ The yacht of the city,
over $500,000 went to that.
Now, we have those kinds of stories time and again, but too little
of it went to roads and bridges and crumbling infrastructure.
Now the President’s budget will further undermine America’s future by using foreign loans for costly and unnecessary projects in
this infrastructure. The President’s budget includes another $47
billion for high-speed rail, which Congress has already declined to
fund. We cannot justify a massive nationwide high-speed rail system at this time. There may be specific projects that are justified
in special areas but not nationwide, not the kind of program that
would utilize $47 billion. And it lumps Amtrak now into the Highway Trust Fund where it would further destabilize the fund that
has already been weakened through a lot of gimmicks and difficulties we are having here in making it funded.
The President’s highway reauthorization proposal increases
spending $231 billion above incoming revenue. That is a lot—$231
billion above the revenues we have been operating under for the
trust fund.
Last year, the President proposed to pay for a similar increase
in transportation spending with this famous ‘‘not gas tax’’ tax—a
tax that somebody was supposed to pass, but it would not be a gas
tax because people might not like that. And, of course, no tax of
any kind was passed to fund the highways. CBO scored it to bring
in zero dollars, and they were correct. It brought in zero dollars,
this mystery tax.
This year, the President offset the cost of this new spending program through imaginary money that would be obtained from longplanned reductions in our military operations abroad.
Now, I think we should talk about that. There is no dedicated
source of funding for the war. The war was funded with borrowed
money. We talked about it. We debated it. Some people said there
should be a tax to pay for the war. But no tax was raised to pay
for the war. It was borrowed money. And so when the war comes
down, we simply do not have to borrow as much.
So I was taken aback at the State of the Union when the President said we are going to use half of the war savings to fund infrastructure. There is no money there. It just means we are going to

468
borrow, continue to borrow half as much as we were borrowing before, if you assume his assumption is right.
This is the kind of gimmick that has put America in this fix. We
know there is no money there. We know what you are saying is—
when you say we are going to spend OCO money, war money, we
know you mean you are going to borrow the money for the road
program. We need the road program on a sound financial basis, not
on borrowed money. We have to reduce that tendency to borrow
money.
Ultimately, as we have established, the President’s budget is a
big gimmick. It is not going to save $4 trillion. It is just not reducing our deficit $4 trillion. But it does raise taxes by almost $2 trillion, and to my knowledge, none of the $2 trillion in new taxes—
$1.9 trillion—is spent on roads. So if it is a priority, why don’t we
use some of the new tax revenue at least for roads? In truth, if we
raise taxes, they should be used for reducing our deficit, not for
new spending.
So if we are to strengthen America, we need to create growth and
productivity in America, create American jobs. We have to grow the
economy fundamentally and not grow the Government. We have to
prioritize and control Federal spending and create an environment
where hard-working taxpayers can thrive in their own private sector jobs and where their livelihoods come from. A smart road program, however, can be an asset to that. I think it can help the
economy grow and create some jobs, real jobs in the short term.
So I look forward to discussing this matter. I am just deeply disappointed, Mr. Chairman, in the bill that is moving today. I think
there are some gimmicks in it. The Finance Committee, Senator
Baucus, I supported the bill in Committee. It is on the floor today.
We were promised that there would be legitimate pay-fors and this
bill would be on a sound basis. I am afraid that is not entirely accurate. And we are looking to get $6 or $12 billion—that is what
the shortfall is—to make the fundamental program sound. And
now we waltz in, and we are just going to borrow another 250 billion out of thin air to spend on infrastructure without any source
of income. And now we are also talking about, what 250 or 300 billion borrowed for this tax holiday, which really does not pay your
pension, Social Security pension, and the Government in effect
gives a person making $300,000 a $2,000 check, and, by the way,
we do not have to pay for that either, not in the short term, not
in the long term.
So I am really worried that our people have not gotten the message that this world is dangerous. Our financial world is dangerous. The Chairman served on the Debt Commission, and came
back a little worried, were you not? And I still think our Congress
thinks business as usual here, we will just borrow, borrow, borrow
for new programs and new programs, when cities, counties, and
States are acting differently, and it goes—I like to blame the President, but we have some things going on in both parties that are
not as good as they should be, that is for sure.
Thank you. I appreciate the opportunity, Mr. Chairman.
Chairman CONRAD. Yes, sir. Thank you, Senator Sessions.
I noticed, Mr. Secretary, that you have Chris Bertram with you.
Chris is the Assistant Secretary for Budget and Programs and the
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Chief Financial Officer for the Department, as you so well know.
Until August of 2009, Mr. Bertram, was here as a senior professional staff member of the Senate
Committee on Commerce, Science, and Transportation, and I
know in his previous career he also was at the FAA in an important position and also served as staff director for the House of Representatives Subcommittee on Highways and Transit. He certainly
comes with a tremendous background and is somebody who is respected here, so we are delighted that he is with you at the witness
table.
Mr. Secretary, please proceed.
STATEMENT OF THE HONORABLE RAY LAHOOD, SECRETARY,
U.S. DEPARTMENT OF TRANSPORTATION; ACCOMPANIED BY
CHRISTOPHER P. BERTRAM, ASSISTANT SECRETARY FOR
BUDGET AND PROGRAMS/CHIEF FINANCIAL OFFICER

Secretary LAHOOD. Mr. Chairman, Senator Sessions, and Senator Whitehouse, thank you for the opportunity to testify on President Obama’s 2013 budget proposal for the Department of Transportation, but as importantly, thank you for the kindness and your
kind words about my son and what is happening in Egypt and your
interest in that. We appreciate that very much.
As transportation has been in the news a lot lately, and that is
a good thing. This week, both the House and Senate will debate
long-stalled legislation, and as I am sure you have heard, President
Obama and I are strong supporters of the Senate’s bipartisan approach, and I congratulate Senator Boxer and Senator Inhofe and
those who serve on the EPW Committee for the work that they
have done, and also to Senator Baucus for working very hard to
find the pay-for.
At the same time, on Monday, the President detailed his plan for
a 6-year surface transportation reauthorization proposal which is
part of his blueprint for an America built to last, and here are the
facts. Our budget proposal has three broad goals: number one, creating jobs by investing in our infrastructure; number two, spurring
innovation across our transportation systems; and, three, maintaining our laser focus on safety, our number one priority. And all of
this would be fully paid for.
President Obama is proposing to cap the funding for the overseas
contingency operations over the next 10 years, thereby saving hundreds of billions of dollars. Then we would use half of those savings
to pay down the debt and the other half on a 6-year transportation
bill that lets us do some nation building at home. So let us take
these goals one at a time.
Number one, an America built to last needs a strong transportation infrastructure. That is why the President’s budget will improve America’s highways, railways, and transit networks and will
continue to ensure that these systems are safe.
Of the President’s $476 billion proposal, $305 billion would fund
road and bridge improvements, a 34-percent increase over the previous authorization. The President’s plan also will modernize and
simplify the highway program structure by consolidating more than
55 programs into 5 programs.
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Of course, investing in our transit systems is another critical
need. The President’s budget includes $108 billion over 6 years for
transit, a 105-percent increase. It will prioritize projects that rebuild and rehabilitate existing transit systems and include an important new $45 million transit safety program, which we believe
is critical. We have been talking to all of you about that for the last
couple of years, and the President’s budget provides $2.5 billion in
2013 as a part of a $45 billion 6-year investment to continue the
support of inner-city passenger rail, including the construction of a
national high-speed rail network.
Second, innovation. As we rebuild, we can no longer afford to
continue operating our transportation system the same way we did
50 years ago with outdated processes and financial tools that were
made for yesterday’s economy. The President’s 2013 budget will invest in research and technologies that our children and grand children will need to boost America’s economic competitiveness.
For example, the Federal Aviation Administration, as you all
know, is in the midst of the largest transformation of air traffic
control ever. The 2013 President’s budget requests $15.2 billion to
support FAA programs. More than $1 billion of these funds will be
used to advance the modernization of our air traffic system through
NextGen, the next generation of air traffic control technology,
which we have all talked about for a long time, through the use
of satellite surveillance and new methods of routing. Pilots, planes,
and landing procedures NextGen will change how Americans fly,
significantly reducing travel times and delays.
Our proposal also will elevate the vital role research plays in
transportation decision making by moving our Research and Innovative Technology Administration, RITA, into a new Office of the
Assistant Secretary for Research and Technology under the Secretary’s office. This change will provide a prominent centralized
focus on research and technology, which is very important to the
President, which will improve collaboration and coordination
among the Department’s operating administrations and their research programs.
Third, and finally, keeping our transportation system safe will always be our top priority. Consistent with this commitment, President Obama has proposed a record level of investment in safety. In
fact, the President’s proposal will provide $7.5 billion over the next
6 years to the National Highway Traffic Safety Administration,
NHTSA, our safety organization, to promote seat belt use, get
drunk drivers off the road, and reduce distracted driving; and this
will help ensure that traffic fatality numbers continue dropping
from the current historic lows.
In addition, we will nearly double the investments in highway
safety infrastructure by promoting $17 billion to Federal Highway
Administration safety construction programs. The budget also will
dedicate $4.8 billion to Federal Motor Carrier Safety Administration. These dollars will ensure that commercial trucks and bus
companies maintain high operational standards, and our dedicated
safety professionals can get high-risk trucks and bus companies
and their drivers off the roadways.
Finally, our safety focus must also include the transportation of
hazardous materials in our network of pipelines. That is why the
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President’s 2013 proposal requests $276 million for the Pipeline
and Hazardous Material Safety Administration to help ensure that
families, communities, and the environment are unharmed by the
transport of chemicals and fuels on which our economy relies.
So, with that, Mr. Chairman, again, thank you for the last 3
years for allowing us to come and talk about our budget. It is a
privilege always to do that, and not every Committee affords us
this opportunity. So we are grateful to your Committee for that.
[The prepared statement of Secretary LaHood follows:]
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Chairman CONRAD. Well, look, we think it is an absolute priority.
I think Senator Sessions and I are joined in that, that transportation has got to be a priority. It is good for the economy. It is good
for jobs and good for the competitive position of the United States.
Let me go right to that question. I have heard a number of rules
of thumb for how many jobs are created for each $1 billion of transportation investment, investment in transportation infrastructure.
Do you have a rule of thumb that you apply, number of jobs created in the United States for every $1 billion of investment?
Secretary LaHood. Let me just say this: You all gave us $48 billion in the economic recovery plan—$48 billion. We spent every
penny of that, and what we did, we created 65,000 jobs with 15,000
projects. We started the high-speed rail initiative that the President wanted. We started the TIGER program. We gave $28 billion
to roads and bridges, $8 billion to transit, and all the money was
spent the way Congress said it should be spent. You have not read
any bad stories about any of the $48 billion that we spent. But
what we did, we put 65,000 Americans to work building roads,
bridges, and transit systems around America.
Now, if you use that as a gauge, you can—
Chairman CONRAD. How much could you have spent effectively?
Secretary LaHood. A lot more.
Chairman CONRAD. Let me just tell you, I argued strenuously—
strenuously—for $200 billion. We had done a great deal of due diligence on how much money could be spent, and it would not have
ended when it did. We would have actually spread it—it would still
be going right now.
Secretary LaHood. Sure.
Chairman CONRAD. But we believed that we could have absolutely spent $200 billion more effectively than some of the money
was spent. You know, we all know that package was put together
as the President was coming into office. Actually, a lot of it was put
together before he was ever in office, so he was at a distinct disadvantage.
But I remember that debate so clearly and the arguments being
made; it would take too much time. My argument was if you tell
the States there is this money and right now with the economic
downturn there was a lot of contractors available at very favorable
rates—did you find in that $48 billion that you got very good—
Secretary LaHood. We got bids below what we anticipated, which
gave us additional money and, also, jobs done way ahead of schedule also, because there was a pent-up demand with contractors and
availability of workers and the great partnerships that we had with
the States, whether it is the Governors or the State DOTs or the
commissioners ready to go. And it worked very well. It really did.
And like I said, not one bad story written about any money, any
boondoggles, any earmarks—none of that.
Senator SESSIONS. Well, I just would join you in saying that I
made several speeches, and one of my prime concerns about the bill
was that it did not do enough for highways. Our basic bill is about
$40 billion a year. So to have $200 billion could have been a transformation, a transformative act for our infrastructure. But nobody
would listen. They moved forward as they did. But I thank you.
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You did say that at the time, Mr. Chairman, and I thought you
were right.
Chairman CONRAD. Well, I appreciate that. You know, as I look
back, it is one of the things I regret the most, that I was not able
to persuade certain people who had this idea. And I know the
economists, I mean, I have heard it 100 times, it takes too long to
get infrastructure into the bloodstream.
The second question I wanted to ask you about was: Do you have
any measures for how improved transportation strengthens America’s competitive position?
Secretary LaHood. Well, we know now that we are being
outcompeted—your chart shows that—by a lot of other countries.
China is right now building roadways, airports, runways, highspeed rail, transit systems. I mean, 10 years ago that would not
have been the case. Today it is. We are being outcompeted by lots
of other countries.
You look what is going to be happening in Brazil, particularly in
Rio, what they are going to be doing there with their infrastructure. And we need to keep pace. We do not keep pace by extending
the transportation bill. We keep pace by passing a 5-or 6-year bill,
which is a blueprint for what we do to put Americans to work:
build roads, build bridges, build transit systems. And that is what
America has always done. Congress has always done that.
Chairman CONRAD. I want to go back to my first question because you gave an answer—the thing that is in my head is I have
been told many times for every $1 billion of road expenditure, it
creates 18,000 to 20,000 jobs. Is there some rule of thumb like that
that you apply?
Secretary LaHood. Yes, you know what, Senator? I will get that
for the record. I would rather do that than say a figure that may
not be accurate.
Chairman CONRAD. Okay.
Chairman CONRAD. Let me go to the next point on my list, which
is high-speed rail. You have $47 billion for high-speed rail. What
is the status of high-speed rail? Where is it being taken up? What
are the prospects? What does that offer us in terms of enhanced
competitive position, jobs, economic opportunity? Give us your view
of this expenditure of $47 billion.
Secretary LaHood. Well, we start from the premise that anybody
that has ever gone to Europe or Asia and ridden the trains over
there comes back and says, ‘‘Why don’t we have this kind of transportation in America?’’ Because we have never had anybody with
the vision or the willingness to put the money into it. President
Obama stepped up real early in his administration, put $8 billion
in the economic recovery plan, which jump-started our opportunity
to implement high-speed rail, which, by the way, many of the
States were way ahead of the Federal Government on. California
has been working on high-speed rail for two decades. We know
along the Northeast corridor people have been using passenger rail
for decades.
And so what we did, we took the $8 billion and did like we do
with all of our partners. We partnered with groups around the
country that have been working on high-speed rail.
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So we have invested $3.5 billion in California. I just spent a
week in California. I met with the Governor. He is totally committed. He is on board. I met with stakeholders. I met with people
in agriculture. I met with small business people. They have a good
plan.
In the Midwest there is a good plan. The Governor of Michigan,
Governor Snyder, has accepted almost $1 billion for a connection
to fix up the tracks between Detroit and Chicago. The Governor of
Illinois and the Governor of Missouri have a very good plan. We
have invested more than $2 billion in the Midwest. We just made
significant investments in the Northeast corridor, not just between
Washington and New York but further north in other States that
want to get into the high-speed rail business.
So the President had a vision. He put the money in the economic
recovery. You all gave us some additional money. So totally we
have invested over $2 billion, but the important point to make here
is there are a number of companies that were building high-speed
rail in Europe and Asia, in California, in Illinois, along the Northeast corridor that want to make investments.
I have said all along that there is not enough money in Washington to do all we want to do with high-speed rail. We need private investment, and the private investors are in America. They
are in California, they are in Illinois, they are along the Northeast
corridor, making investments, partnering with States in order to
make the kind of investments to get—this is the next generation
of transportation for the next generation. This is what we are doing
for our next generation. The last generation left us a state-of-theart interstate system. Thank goodness they did. It took us 50 years
to build it. What we are going to do for the next generation is leave
them the next generation of transportation, which is passenger rail.
Chairman CONRAD. Well, I personally believe we do need highspeed rail in this country. I have seen what other countries are
doing. I have seen what Japan has done. I see what China is doing,
and I see what Europe has done. And we cannot fall behind in that
area either. You know, anybody who travels in the Northeast corridor knows we are way, way behind.
Let me just briefly go to the question of funding. You mentioned
overseas contingency operations. There is a fair amount of skepticism here with respect to that as a pay-for, and let me try to capture why there is skepticism.
There are many of us that believe that while we understand
CBO says this is a savings—we understand that, but here is what
troubles me. It just strikes me that what we commit in terms of
war funding has very little to do with what we write down in a
budget table. What we commit to war funding as a Nation is guided by the national security interests of the United States, and it
is very unpredictable when you are going to have conflict and what
that conflict is going to be and what it is going to cost.
And so I understand, that CBO says if you cap overseas contingency operations because we are drawing down in Iraq and Afghanistan and that registers savings, I understand that.
I have always been reluctant to use overseas contingency operations to pay for something. I have always kind of considered, well,
that is a bonus in terms of bringing down deficits and debt. But
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I have always been very reluctant—in fact, in the Commission and
the Group of Six, we did not use OCO as an offset. What is your
position?
Secretary LaHood. My position is this: The last 2 years that I
have appeared before Congress, I have taken a heap of criticism for
bringing proposals forward that are not paid for. That is over. You
know, the idea that the President did not want to pay for these
things over the last 2 years, we were criticized royally for that by
a bunch of people here on this side of the Capitol and a bunch of
people on the other side.
So the President came up with a pay-for. Debate it. Talk about
it. Figure it out. But no more excuses about no pay-fors. We have
one. We take the Highway Trust Fund, which is $230 billion, and
we take half of the money from the Iraq/Afghanistan fund, and we
pay for what we are talking about here.
I am proud of that. I am proud the President came up with that.
And I am also very happy that nobody around here can criticize us
for not having a pay-for.
Chairman CONRAD. All right. I have exceeded my time.
Senator Sessions.
Senator SESSIONS. Well, you do not have a pay-for in any realistic sense, and Mr. Elmendorf basically told us that at the hearing, that there is no real money in the war. But the way CBO
scores matters, if you had $100 billion for the war last year, they
assume it is going to continue for 10 years. And if you reduce that
trend, then you have saved money under their scoring. But it is unrealistic in terms of the debt of the United States. It is totally unrealistic because there is no money there. There is no fund of
money there. And it is not paid for.
This money that you are saying is going to be paid for from the
war funding is going to be borrowed. It is money we are no longer
borrowing for the war. Instead of being able to take a deep breath
and relax because we did not have to borrow that money, you propose to spend it, or half of it, on the roads. And that is just not
commonsensical, and it is the reason the country is going broke.
I remember asking Mr. Elmendorf on the eve of the health care
vote, Christmas Eve, when the vote was the night before, weren’t
we double-counting $500 billion to justify the health care bill and
make it look like it is going to make money for the Government instead of cost money for the Government. He said, ‘‘Yes, you are
double-counting.’’
I asked him would he put it in writing, and he works for us, he
said, ‘‘I will put it in writing.’’ So he put it out the next morning.
He said, ‘‘We are double-counting the money even though’’—and I
am quoting here—‘‘the conventions of accounting would suggest
otherwise.’’
So I would say to you that you may say you have paid for this,
but it is because—but it is not reality even though the conventions
of accounting might suggest that it is.
All right. Well, and this is important. You indicated in your remarks that the road, bridge improvements and construction represent a 34-percent increase over the previous authorization. That
is a pretty substantial increase at base level, is it not, at a time
the country is suffering—
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Secretary LaHood. Senator, America is one big pothole right now.
We have not paid attention to our roads and bridges. We have not.
Senator SESSIONS. Well, I know that. I know that.
Secretary LaHood. I am going to submit for—what I would like—
Senator SESSIONS. If we stopped buying motors for yachts, we
could fill a lot of potholes.
Secretary LaHood. I agree with you. I am going to submit for the
record how far deficient we are in fixing up our roads and bridges,
because it is significant. It is billions of dollars. We are way behind.
Senator SESSIONS. And with regard to California, I see now the
numbers are coming in that instead of the early estimates of $30
billion for this plan, it is going to be $100 billion more. This is a
program that is being rejected by Governors all over the country,
and we are not going to start out a massive nationwide high-speed
rail program. It is dead on arrival. It is not going to happen. We
do not have the money. And we are not going to see—and we are
not seeing any numbers that would justify—the traffic count would
justify such a massive program. There may be some areas of the
country that could certainly benefit from high-speed rail, and they
will need to be justified item by item.
With regard to consolidating the 55 programs, I think that is a
good step, but it is mainly your headquarters and your administration, as I understand it, that would be improved and that could
save money, and I think that is important. But what I am hearing
is the real problem out there is the long, arduous, expensive regulatory Federal planning processes that are driving up costs for our
State, county, and local officials when they try to execute a project
that is now, from planning to cutting the ribbon, as much as 13
years. The Chairman made reference, I think, to some of that.
How can we reduce that time? Do you have any plans that you
believe could actually reduce that time and any statistics that
would back that up?
Secretary LaHood. Yes, sir. On the highway side, we have a program called ‘‘Every Day Counts,’’ which was implemented by our
Administrator, Victor Mendez. It was implemented more than 2
years ago, and it does speed up highway projects. We have had lots
of compliments and kudos from our partners around the country on
that program.
The Transit Administrator, Peter Rogoff, just announced a way
to speed up New Starts program. It is on our website. We reduce
the amount of time dramatically from which somebody submits a
New Starts to when it is approved and when we so-call cut the ribbon. Both of those programs are—certainly Every Day Counts has
been in place. The New Starts is just being implemented, and I believe it will speed up dramatically the time within which we—
Senator SESSIONS. We certainly have seen roads take too long, I
think. Some of that may be unwise management by certain State
and local governments. But I do hear a lot of complaints, and I am
glad that you are focusing on that. I think it would be a great way
to get more highway capability sooner at less cost, and that is one
of the things that would make the taxpayers happy instead of just
spending more money.
On the high-speed rail, Wisconsin, Florida, and Ohio have given
back their money, realizing it is too costly for them to participate.
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In Florida, the Tampa-to-Orlando project, $2.4 billion, was rejected
by the Governor, and they calculated there could be cost overruns
as much as $3 billion. Governor Kasich in Ohio rejected $385 billion for a passenger rail line to connect Cincinnati and Columbus
and Cleveland. The Governor of Wisconsin rejected $810 million to
connect Madison and Milwaukee. It would be a $50-per-head
round-trip. An 80-mile trip would cost twice as much as driving.
In California, the 800-mile line to connect San Diego to Sacramento, $5 billion was awarded for the first segment to connect
Madera, population 56,000, to Bakersfield, population 388,000, basically in the California desert. Estimated costs have grown from
$33 billion in 2007 to as much as $100 billion, as estimated by the
State Review Board. And the ridership numbers, according to the
Review Board, to justify the projects were overblown and costs for
alternative to the line were wildly exaggerated to make the line
look better.
So I know it sounds good to have a nationwide high-speed rail
project, but at this point in history, we do not have the money and
we do not have the possibility of anything close to paying for that
plan. I just would say to you that I think that is the reality you
will face in Congress. But we do understand that there are traffic
jams in cities. Some cities could use mass transit. Some cities could
use improvements to their interstates. Most of them could use
high-speed interstate improvements throughout.
I will give you a chance to respond to that. Thank you for your
commitment to the program. We should have a person in this office
that is committed to transportation. But I have to tell you, when
you are talking about these kinds of increases and these kinds of
programs, when we are running the largest deficits in history, you
have to understand Congress is not going to be able to agree to everything.
Secretary LaHood. Well, having served in Congress for 14 years,
I know that. I am proud that during the 14 years, 5 of those years
we had balanced budgets thanks to the work of Senator Conrad
and others. And we still had priorities. You have priorities. One of
the priorities is to pay down the debt. That is what we did during
that 5-year period. But we still had priorities.
One of our transportation priorities is implementing passenger
rail. When Florida turned back $2.3 billion, we had $10 billion
worth of requests. Some of that came from Republican Governors,
one in Michigan that we just gave almost $1 billion to so he could
fix up the tracks from Detroit to Chicago so people can get little
higher speeds. We have invested in the Northeast corridor, which
a lot of people in this town use from Washington to New York, to
get to higher speeds, to fix up the catenary. And we are going to
continue to make these investments because this is what America
wants. They want the next generation of transportation.
Chairman CONRAD. To fix up—you said to fix up the?
Secretary LaHood. Detroit to Chicago?
Chairman CONRAD. No, in the Northeast corridor.
Secretary LaHood. We have invested about $1 billion just recently.
Chairman CONRAD. And what will that do?
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Secretary LaHood. It will get new catenary, buy new cars, and
get the tracks in a position where they can go higher speeds.
Chairman CONRAD. ‘‘Catenary,’’ that is what—
Secretary LaHood. That is the electrification.
Chairman CONRAD. I see.
Senator SESSIONS. Well, fixing up tracks, identifying systems
that are cost-effective, I say do that and report to us, and we will
see if it can be justified.
Secretary LaHood. Good.
Senator SESSIONS. But what you are talking about is major rail
systems, new ones across Florida or some of these other areas, Governors are running the cost totals, and the costs are coming in
much higher than projected. The ridership and the income is below
what is projected, and it would be a massive, colossal error to try
to build a nationwide system right now when it cannot possibly be
justified in my view.
Mr. Chairman—
Secretary LaHood. Mr. Chairman, can I just say one thing?
Chairman CONRAD. Yes.
Secretary LaHood. America has always been about vision, particularly when it comes to transportation. Now, I am glad that
when President Eisenhower signed the interstate bill there were a
few visionaries here in Congress and in subsequent administrations because what they did, they built large chunks of concrete
that did not really connect for a while, but there was a vision to
connect America. Fifty years later, we have a state-of-the-art interstate system because of visionaries like Eisenhower and like Members of Congress. That is the kind of vision that President Obama,
some Governors, some people in America have for getting to the
next generation of transportation, for connecting our kids and
grandkids so they can get out of cars, so they can get out of congestion, so they can ride in a comfortable train that goes a decent
speed.
If we do not have that vision, we are going to really short-circuit
our ability to get what other generations did for us.
Senator SESSIONS. Well, you have a vision. It is just not connected sufficiently to reality, in my opinion.
Thank you, Mr. Chairman.
Chairman CONRAD. Thank you. Senator Whitehouse.
We are doing 7-minute rounds today because we have fewer
members here, so we can do 7-minute rounds and still get done by
noon, which we have promised to do with the Secretary.
Senator WHITEHOUSE. Thank you, Chairman, and thank you,
Secretary LaHood, for being here. I join the Chairman and the
Ranking Member in extending our best wishes to Sam and to your
family.
Secretary LaHood. Thank you.
Senator WHITEHOUSE. We are delighted he is safe in the embassy
and hope he comes home safe and sound and soon.
Secretary LaHood. Thank you.
Senator WHITEHOUSE. I appreciate very much your energetic support of the rail initiatives. We were one of the States that was able
to put rapidly to use some of the $2.3 billion that Florida declined.
That will, in fact, expedite the speed of trains coming through
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Rhode Island and serving our Boston and New York markets. The
Northeast corridor does go north of New York and I appreciate that
you recognize that. And I think that the Boston to Washington corridor is an area that is heavily used and should be a national priority to bring it up to speed, and there are still many areas in
which the rails need improving. I know you are working on it, but
I wanted to express my appreciation for that.
I also know that you are coming up to Rhode Island in a couple
of weeks to speak at Brown University. We will probably be stuck
here, so I will not be able to welcome you in person, but if you have
a free moment, I would love to have you go and take a look just
down the hill from Brown University at the Providence viaduct,
which is a quarter-mile long bridge that goes through the middle
of Providence right by the big Providence Place Mall where people
come to shop and enjoy the wonderful new shopping mall that we
have. It was built in 1964, and when you go underneath it, you
look up and you see there are planks across the I-beams. Those
planks are there to keep the road, which is falling in, from landing
on the cars driving underneath it to go into the mall. And if you
go to where Amtrak shoots by underneath the highway there, same
thing. They have the planks under the highway across the I-beams
to keep the road that is falling in from landing on the track or from
landing on trains.
So this is a really important project to get rebuilt. It is way overdue. Rhode Island is a small State with significant budget issues.
There is zero shot that the State is going to be able to pay for it.
The bill that came out of the Environment and Public Works
Committee has a provision for Projects of National and Regional
Significance. I would submit to you that the I–95 corridor going
through Rhode Island is a project of regional and national significance and I have no doubt that we will be able to compete successfully for the funding in that authorization, but we do not presently
have funding for it.
So I would urge your assistance, if you could, request your assistance in trying to locate funding for that Projects of Regional and
National Significance program.
Secretary LaHood. Well, first of all, I will be happy to visit the
bridge and—
Senator WHITEHOUSE. We will arrange that. It is very close to
where you will be.
Secretary LaHood. We will work with your office on that, and I
will also be happy to work with you and your staff on maybe some
opportunities to jump-start this project. So we will pay attention to
it when we go there.
Senator WHITEHOUSE. Good. Well, I appreciate that, Mr. Secretary. Let me also just say that I think the Budget Committee reflects a variety of different economic views. My economic view is
that when home, corporate, municipal, and State economies are
shrinking and collapsing, that is a good time for the Federal Government to spend countercyclically to avoid adding to the negative
economic cycle and worsening the situation. I have seen reports
that say that if we had had a Balanced Budget Act of the kind that
is being proposed now and it had been in place in the recent meltdown that we would have lost, I think, 17 percent of GDP and we
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would have been in a serious cataclysmic depression rather than
just a recession.
So I do not think it is so easy to throw Keynesian economics completely over the side and pretend that there is absolutely no truth
to it and that austerity is the way to help people when an economy
is in recession. And in particular, it seems to me that it makes
sense to invest in infrastructure at that point, because unlike
spending that goes out the window, you are left with something.
You are left with a hard, tangible asset. And if you have been
smart about it, America is actually richer for having an asset—
some assets are more valuable once they are built than the amount
of money that went into them. That is how people make money investing in tangible assets.
I think the notion that if it is spending, that is the only thing
we can possibly look at and we should never look at the positive
side of the balance sheet where you end up with a highway system
so that everybody can get to visit their grandmother, to get their
goods to market, to travel safely and smoothly, to have a modern
train system that can be at least the equal of what is being developed in Asia and in Europe. I think it is a misguided economic theory, both with respect to the countercyclical value of spending and
with respect to the national value that solid infrastructure creates.
And we have not talked about it, but one other place to look at
is water and wastewater. I know that is less your purview, but we
have $600 billion worth of water and wastewater infrastructure
needs in this country. That is clean drinking water for people. That
is proper disposal of sewage. That is reaching to meet the growth
in our population and we are simply way behind the ball on that.
I think the Recovery Act—I agree with the Chairman about this—
I think we have $6 billion in water and wastewater in the Recovery
Act out of $600 billion that we need, one percent of the need.
So thank you for your continued emphasis on infrastructure, particularly transportation infrastructure. Thank you for agreeing to
make that stop in Rhode Island.
Secretary LaHood. We will do it.
Senator WHITEHOUSE. And again, my very best wishes to you
and to Sam.
Secretary LaHood. Thank you, Senator.
Senator WHITEHOUSE. Thank you, Chairman.
Chairman CONRAD. Thank you, Senator Whitehouse.
Senator AYOTTE.
Senator AYOTTE. Thank you, Mr. Chairman.
Secretary LaHood, I also wanted to share in the sentiments of
my colleague from Rhode Island. We are all praying for your son
and appreciating what he has done for democracy—
Secretary LaHood. Thank you.
Senator AYOTTE. —and hoping he comes home soon.
Secretary LaHood. Thank you.
Senator AYOTTE. I wanted to ask—to follow up on the questions
about the high-speed rail funding. Can you help me? In other areas
of the world where there is high-speed rail, including where we
have rail in the United States, has it been able to sustain itself?
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Secretary LaHood. Well, certainly, on the Northeast corridor, it
has. Last year, Amtrak made money. Ridership is way up on Amtrak this year.
Senator AYOTTE. But between Washington and Boston, does it
make money?
Secretary LaHood. Amtrak on the Northeast corridor—I will put
this in the record and I will be happy to share it with you—Amtrak
on the Northeast corridor, ridership was way up and they made
money last year.
Senator AYOTTE. So you do not—
Secretary LaHood. And ridership is up this year.
Senator AYOTTE. So just to be clear, that will sustain itself without any Federal subsidy?
Secretary LaHood. It is subsidized by the Federal Government
up to about 43 percent.
Senator AYOTTE. Well, that is my question. Can you tell me
where we can sustain rail based on what people pay to use the rail
so that we do not have to continually provide Federal subsidy support.
Secretary LaHood. But we subsidize a lot of forms of transportation.
Senator AYOTTE. But my question to you is simple. We are—
Secretary LaHood. We subsidize transit. We subsidize highways.
Senator AYOTTE. My simple question to you is, can you tell me
where we have rail where we do not have to continuously provide
Federal subsidies to sustain it, where it can pay for itself. Does
that happen anywhere?
Secretary LaHood. No.
Senator AYOTTE. Because to my knowledge, there—
Secretary LaHood. No, it has not.
Senator AYOTTE. There are only two lines in the world where
that happens, and that is actually in Tokyo and Paris, where you
can actually have the rail to pay for itself, but nowhere else in the
world can it pay for itself once you build it.
Secretary LaHood. You are right about that.
Senator AYOTTE. And so just to be clear, when we build these,
we are going to have to continuously subsidize them going forward.
Secretary LaHood. Just like we do transit and just like we do our
highways.
Senator AYOTTE. I just want people to understand.
Secretary LaHood. Got it.
Senator AYOTTE. And you cited California as an example, a productive example of where we should build high-speed rail, and yet
the estimated cost for the program, which would be the line, as I
understand it, to connect Madera to Bakersfield, the costs have
grown from a $33 billion estimate when that question was put before the voters of California in 2007 to at least a $100 billion estimate in 2012. So, therefore, the costs of building it have tripled
three times of what it was estimated when this issue was put to
the voters of California.
And I would just point out that there are serious questions that
have been raised by California, by independent individuals who
have looked at it, including the State auditor who had said that the
California Bullet Train Project has become increasingly risky be-
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cause of fiscal issues with it. Even the first phase, they are concerned about it. And with respect to California, the California
High-Speed Rail Peer Review Group, which is an expert body mandated by State law, not a Federal group, expressed serious doubts
about it and concluded that it cannot at this time recommend that
the California legislature approve appropriations for the bonds of
it because the project, quote, ‘‘represents an immense financial
risk.’’
Why would we designate additional Federal dollars for something
that in California itself in looking at it has designated it an immense financial risk?
Secretary LaHood. Because the Governor supports it. Because
the elected leaders there support it. I just met with the President,
which is called the Pro-Tem, of the Senate, and also the Speaker
of the House. I just met with the Governor. I just met with the two
U.S. Senators from California. This is what the elected officials in
California would like to do for the next generation. They would like
to have passenger rail in California because California is one big
traffic jam.
Senator AYOTTE. So you are asking—
Secretary LaHood. They want to get people out of cars and into
passenger trains.
Senator AYOTTE. You are asking the rest of the country to put
up billions of dollars for something that has been described as an
immense financial risk based on the officials of one State. Well, we
have to look at the entire whole and I do not think that we should
provide taxpayer dollars to something that we are going to have to
continuously provide Federal subsidies for, number one. Second,
where we are taking on immense financial risk.
And so that is really the issue, I think, with high-speed rail, and
also, I think if you look at the bills that are up right now, one in
the House, one in the Senate, neither body included money for this
purpose. So Congress is concerned about, I think, this issue, as
well, in terms of what is the financial measurement. What are the
outcomes that we are going to get from the investment we put in
high-speed rail. So I think the fact that it is in neither bill, neither
the House or the Senate, speaks volumes in terms of where we are
on this issue, and that is my concerned with it.
I do have a question for you. Does the President believe that we
are going to be fighting the wars—well, we have taken ourselves
out of Iraq. Does he believe that we are going to be fighting in Afghanistan for the next ten years?
Secretary LaHood. Look, fighting wars is not in my portfolio. I
have never talked to the President about this.
Senator AYOTTE. Okay.
Secretary LaHood. What I know is that we provided a pay-for in
our budget this year. The criticism for the last two years from this
committee and committees on the other side of this Capitol was,
where is the pay-for? We provided one.
Senator AYOTTE. But you have assumed that we are going to be
fighting a war or wars for the next ten years, and in the absence
of some indication that that is really going to happen, let us just
call it for what it is.
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Secretary LaHood. Well, we are not in Iraq, so we have that savings.
Senator AYOTTE. Well, we were not planning on being in Iraq.
How is that? So the notion that we were going to be somehow having a full contingency in Iraq for the next ten years, I do not think
by anyone who has looked at that war would come to that conclusion. But particularly in Afghanistan, this notion that you are
going to use savings for something that we were not going to spend
in the first place—groups that have looked at this, including Maya
MacGuineas for the Committee for a Responsible Federal Budget,
called it to take credit for a policy that was already intended as
stretching the definition of budget savings. This is such a glaring
gimmick at such a serious moment.
I understand that you took some heat for not having a pay-for,
but the fact that the pay-for that is in this budget is a budget gimmick does not solve the problem, and to take credit for savings that
were never going to happen, I cannot go home and tell my constituents with a straight face that this is paid for.
So I hope that we will be working on a real way to pay for the
funding, and I know that you said that we are certainly facing a
situation where you are concerned about the infrastructure in this
country, and I respect that and I think that is very, very important. And we also have great fiscal challenges here, as well, so we
have to look at these things in a very serious fashion. So thank you
for appearing today.
Secretary LaHood. Thank you.
Chairman CONRAD. Senator Begich.
Senator BEGICH. Mr. Chairman, thank you very much.
Mr. Secretary, thank you, and thank you—
Secretary LaHood. Good morning.
Senator BEGICH. —coming to Alaska, as you did.
Secretary LaHood. Of course.
Senator BEGICH. And as you know—we have had conversations—
I wish your son the best.
Secretary LaHood. Thank you.
Senator BEGICH. As my brother has been doing work over there,
also, for the secular group to try to create stability there. He has
been there, I think, five times now, and so as we think about your
son, we hope it all works out.
Secretary LaHood. Thank you, Senator.
Senator BEGICH. Absolutely. I am listening to the discussion. I
am assuming, because I came in a little late here, so I apologize,
I mean, the pay-for is OCO, which CBO has scored.
Secretary LaHood. Yes. The pay-for is the Highway Trust Fund—
Senator BEGICH. Right, and also—
Secretary LaHood. —in addition to the Iraq money.
Senator BEGICH. Right, which CBO has given a score on.
Secretary LaHood. That is correct.
Senator BEGICH. Right. So this body has a habit, if you do not
like CBO, then you say—I have a lot of problems with CBO, but
when they score something, they score something, so that means
there is a value to it. Now, maybe we could argue what that total
value is, but they at least assume there is a value.
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So I am all for the pay-for. I have no interest in being in Afghanistan for ten years with combat troops. That is a poor policy and
I am glad 2014 is a target, and if we get out by 2013, great on that,
because I think they are moving forward in the right direction.
But again, I want to make that point that CBO has scored
OCO—
Secretary LaHood. That is correct.
Senator BEGICH. —helps pay for the project.
Secretary LaHood. That is correct.
Senator BEGICH. Now, I missed it, but my staff told me—I liked
your phrase, as a former mayor, the country—I may paraphrase—
is one big pothole. I agree with you, and there is no better investment than the infrastructure of this country. I know when I was
mayor, in five-and-a-half years, we built more roads than the last
20 years of mayors, and you got to drive on some of them—
Secretary LaHood. That is right.
Senator BEGICH. —when you were there. Also, the work we did
on the Recovery money, we always hear the body here, it did not
do anything. Well, I can show you, and you saw some of it, where
we put that money to work building roads, roads that you cleaned
up congestion, which in turn made people more productive, because
they could get to work on time or school or whatever it might be,
saving fuel, a win-win as a long term. Of course, CBO never scores
that, but that is the value when you improve the infrastructure of
this country, just from my perspective of roads. You know, I am a
builder. I love to build everything, roads, verticals, whatever it
takes to improve an economy, so I think it is important.
Let me ask you, specifically within your testimony, you noted the
integration of the unmanned aircraft into airspace. In the defense
authorization bill, an element we offered—I sit on that committee—
was making sure there is language in there that we start designating these areas. FAA has a role to designate.
My first question is, I am assuming the two are coordinating—
Secretary LaHood. Absolutely.
Senator BEGICH. Excellent.
Secretary LaHood. Yes.
Senator BEGICH. Second, of course, being biased, there is no better airspace in the country than what sits in Alaska. The military
will tell you that. Open airspace, especially for unmanned aircraft.
So what is your timetable, or maybe for the record you can get
it to me, kind of the timetable that FAA is looking at to kind of
say, okay, here are the two sites, four sites, six sites that will be
analyzed—
Secretary LaHood. Yes. We hope to be able to name those sites
this year. I do not—I will get it for the record, but—
Senator BEGICH. Just a schedule.
Secretary LaHood. Yes, absolutely.
Senator BEGICH. That would be great. Of course, I am biased. I
think the University of Alaska at Fairbanks is doing some incredible research around this UAS and we have an enormous amount
of airspace that no one competes against and no neighbors to complain.
Secretary LaHood. Right.
Senator BEGICH. And so I will just leave that for that schedule.
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The second thing is, and I know we have had this discussion, the
Senate bill on the FAA reauthorization did not have the $100 fee.
I know we have had this discussion on general aviation. I think
general aviation, and I want to differentiate between Lear jets, big
jets and small general aviation, but generally, most general aviation folks that I talk to, they understand they have to participate.
But creating a new permit system or a $100 fee does not seem logical to them when they have the tax, which they have all volunteered in the past to adjust, that basically that is a better mechanism to deal with revenues than another system.
And I will 100 percent agree with them, because I tried this
when I was mayor, got my head kicked in and realized, that is not
a good system to do this. And I worked with the general aviation
folks and we came up with a better solution on existing structures
they already had in place.
Do you have any comment on that, not the fee but the method,
a $100 fee versus deal with the tax on the gas? Any comment on
that, or maybe you want to give it to the record. Either way.
Secretary LaHood. Our CFO—I am just going to have him comment just on the process.
Senator BEGICH. Okay.
Mr. BERTRAM. In terms of the $100 fee, that was never proposed
to be applied to sort of the propeller general aviation. That was
really sort of for commercial aviation and for sort of high-end business jets. We never proposed that for sort of the lower-end jet.
Senator BEGICH. So your budget that you proposed does not have
that. Can you get something for the record just to—
Mr. BERTRAM. Sure.
Secretary LaHood. Absolutely.
Senator BEGICH. We will probably still have some issues on the
additional fee on the small, but we can have that conversation another time.
In the transportation bill that we are now starting, in theory, to
move through, as I was one of just a few that voted against moving
it forward and there is a reason. The Indian road component literally takes Alaska roads and cuts them in half in the amount of
money coming through this formula, Map 21. I am very concerned
because it is hitting the most impoverished areas of this country
which can have the least ability to afford the development of infrastructure.
We are working now with the Chairwoman of the committee and
others to try to get something rational here. We recognize that
budgets are tight, but a 50 percent reduction is severe for our system within Alaska, as you experienced.
Secretary LaHood. Sure.
Senator BEGICH. And so I am just putting that on the note. It
is more in our camp right now, but I am sure your folks will be
asked a lot of questions about the distance and the variety of other
things that calculate—
Secretary LaHood. Sure. Is that in Senator Boxer’s bill?
Senator BEGICH. Senator Boxer’s bill, and we have made note to
that.
Secretary LaHood. Yes. Good.
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Senator BEGICH. We are working with them, but it is, as you can
imagine—and now we understand the folks from—the tribes in
Minnesota are now concerned. They are doing the formula and realizing there is a problem here.
Secretary LaHood. Sure.
Senator BEGICH. We know there is some reform that needs to be
there—
Secretary LaHood. Right.
Senator BEGICH. —but we have to do it on the right kind of glidepath. So I just want to—
Secretary LaHood. Well, we will get in touch with the committee
and try and provide some technical assistance on that, also.
Senator BEGICH. Excellent. And let me just close and say, Mr.
Chairman, just to make sure, and I have some views on high-speed
rail and the efficiency of it, but putting that aside, your point, and
I want to emphasize it again, is we subsidize roads big time. I
mean, I know all the bonds that I passed but the rest of the community paid and my city when I was mayor of Anchorage for a road
that might be in a small little area. But the objective was to create
a system, a network that moves people, for commerce, transportation for individuals, and so forth. Very important.
So I understand the Senator’s concern about high-speed rail, but
the point that we—do we subsidize? We subsidize all of it, transit,
roads, ferries, ports. You name it, we subsidize it because it is good
for business if we do it right, and that is why when we get goods
delivered in volume, it is because we pay for some of those ports
with Federal dollars.
Secretary LaHood. Thank you for that.
Chairman CONRAD. Senator Johnson.
Senator JOHNSON. Thank you, Mr. Chairman, Ranking Member
Ayotte, Secretary LaHood.
Secretary LaHood. Good morning.
Senator JOHNSON. I also want to express my concern for your
son.
Secretary LaHood. Thank you.
Senator JOHNSON. It sounds like you have a contingent of some
pretty capable individuals going over there to hopefully resolve the
situation—
Secretary LaHood. Thank you.
Senator JOHNSON. —but until that time, certainly your son, you
and your family will be in our thoughts and prayers.
Secretary LaHood. Thank you very much.
Senator JOHNSON. I also want to—
Secretary LaHood. Congratulations on your bridge, by the way.
Senator JOHNSON. Well, I was just going to thank you for that.
Thank you for your help in kind of breaking the logjam.
Secretary LaHood. Absolutely.
Senator JOHNSON. Hopefully, we can get that done in the House.
Secretary LaHood. Absolutely.
Senator JOHNSON. And that really is a prime example of how important infrastructure is, and I will just start out with that. I
mean, I certainly understand government is the only entity that
really can provide certain types of infrastructure. In the case of
Stillwater Bridge, though, we had to break through a logjam, and
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the question really is who should pay for the infrastructure. Should
it be the Federal Government? Should it be the State and local governments? In the case of the Stillwater Bridge, that is largely funded by the State of Minnesota and the State of Wisconsin, so they
have skin in the game.
And when we talk about subsidizing, whether it is high-speed
rail versus highways, what Senator Begich said is if we do it right,
and I think that is the main question. Who is making the choice
of subsidizing things when we are running a $1.3 trillion deficit?
I think these are very legitimate questions.
I just kind of want to throw that open to you. First of all, in
terms of highway spending—again, I am new to this, so these are
legitimate questions—what is the percent that the Federal Government provides in funding for basic infrastructure versus State and
local governments?
Secretary LaHood. Chris, do you know that percent?
Mr. BERTRAM. I do not know the current percent. I am not sure
of the current percent, but I believe, generally, off the Interstate,
the majority of the funding actually comes from State and local
governments, not the Federal Government. Most of the Federal
money gets really spent on the Interstate and the National Highway System. But we can get that for you.
Senator JOHNSON. I mean, part of the concern, and Senator
Ayotte raised it, too, is when we make these funding decisions,
these subsidy decisions, we really are subsidizing one region of the
country or one State at the expense of others. How efficient, how
effective do you think that has been going on over the years?
Secretary LaHood. Well, it has helped, I think, build an Interstate system. We did not start in all 50 States.
Senator JOHNSON. Right.
Secretary LaHood. You know that. And so was one State disadvantaged over another when they started in New York but not
in my home State of Illinois? Well, maybe temporarily, but over 50
years, we ended up with a state-of-the-art Interstate system.
If you look at transit systems in America, every community has
some form of transit, whether it be buses or light rail or in some
communities streetcars. A lot of that was subsidized by Federal
taxpayers. Now, when one community got one and another one did
not have one, does that mean one was disadvantaged? Over time,
I think it has pretty much evened out.
The fact that some things start ahead of other things, eventually,
I think the country has benefitted from a national transportation
view which almost every President has had and, really, Congress
has had. When I served on the Transportation Committee for six
years, we passed two transportation bills with over 400 votes in the
House and over 80 votes in the Senate. It was bipartisan.
Senator JOHNSON. And truthfully, though, a lot of that was bipartisan pork going into different areas, to be honest about it.
Again, I do not want to be contentious. Let me—in terms of Wisconsin, for example—
Secretary LaHood. But it did help—
Senator JOHNSON. I understand.
Secretary LaHood. —develop good transportation systems for
America.
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Senator JOHNSON. I am a supporter of infrastructure. I really
am.
Secretary LaHood. I know you are.
Senator JOHNSON. In terms of Wisconsin, it is high-speed rail.
The question came for Governor Walker, and really, certainly as I
traveled around the State, a great deal of support for this position,
the annual operating cost would be about $16.5 million. The estimate was that you cover about $9 million of that by fees and by
fares, so leaving about $7.5 million per year to be subsidized by the
Wisconsin taxpayer and they just rejected it. And I think that is
the question.
When you take a look at the articles I have read on the California high-speed rail, we have airlines and we have already invested in that infrastructure. Air travel can take care of some of
that. So again, I just have a real question of how long government
can subsidize operations of something that will never, ever be economically viable.
A highway system is different than a high-speed rail system. You
know, there are some real questions as to whether or not those will
ever be economically viable and should they be subsidized by taxpayers long-term.
Secretary LaHood. Well, I mean, Governor Walker decided he did
not want high-speed rail, probably for the reasons that you just
stated. But other governors have said they want it. Governor Snyder decided he wanted it in Michigan—
Senator JOHNSON. Elected officials do like bringing bacon home
to the State, and I think that is part of this as opposed to real, honest economics—
Secretary LaHood. Well, I mean—
Senator JOHNSON. —because they are not going to be around to
be paying the bills in four or eight or 12 years sometimes. Their
term is over. So they just like bringing the—I think that is just a
basic fact.
Secretary LaHood. My point is this, Senator. We did not shove
high-speed rail down anybody’s throat. We did not. When Governor
Scott and Governor Walker and Governor Kasich made their decisions, we said, fine. You are the ones that got elected.
Senator JOHNSON. We would have liked to have seen—
Secretary LaHood. But there is a pent-up demand in America, as
I said. For the $2.3 billion in Florida, there was $10 billion worth
from governors—
Senator JOHNSON. For bringing home the bacon—
Secretary LaHood. —not from Ray LaHood, from governors.
Senator JOHNSON. And I would say for bringing home the bacon
also to districts, and irrespective of how economically viable those
projects will be long-term. Certainly from Wisconsin, we would
have liked to have seen that $810 million go toward deficit reduction. I mean, that is certainly where I would have liked to have
seen it go.
But let us just talk about, in general, this transportation bill that
we are arguing over right now in terms of the level that the gas
tax is not funding. Just to kind of restate, what is that amount
that is being covered by the OCO?
Secretary LaHood. Half. About half. Just generally, about half.
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Senator JOHNSON. Which is about how much?
Secretary LaHood. Two-hundred-and-thirty billion.
Senator JOHNSON. Part of the—as I have come to town here realizing, part of the reason our gas tax revenue is down is because
fuel efficiency is up. And, of course, it is politically poisonous to
even think about increasing the gas tax to refill that revenue
stream. Why not look more seriously at utilizing energy resources
as a funding mechanism, more drilling in the Gulf, opening up
ANWR? I just—
Secretary LaHood. Well, I assume—when we put out—when the
President puts out a pay-for, I assume that is what the debate is
going to be about, Senator. That is what they are debating over in
the House now. They have had to split their bill up into three bills.
One of them is transportation. One of them is energy, because they
are trying to figure out a pay-for.
Senator JOHNSON. Well, I was just asking your opinion. Do you
think that is a good idea?
Secretary LaHood. I like the idea the President put out. I like
the idea of half of it Highway Trust Fund and half of it Iraq
money. I think it is a pretty good formula.
Senator JOHNSON. Okay. Well, I appreciate it. Thanks.
Secretary LaHood. Yes, sir.
Senator JOHNSON. Thank you, Mr. Chairman.
Chairman CONRAD. I thank all Senators who have participated.
I thank the Secretary very much for being here. As I have said
many times, you ought to give seminars on how to testify.
Secretary LaHood. Thank you, sir.
Chairman CONRAD. You know, I have been here 25 years. I do
not think I have ever seen a more able witness—
Secretary LaHood. Thank you.
Chairman CONRAD. —than Secretary LaHood.
Secretary LaHood. Thank you.
Chairman CONRAD. With that, I want to thank our colleagues.
We have another hearing tomorrow. It is an important hearing. I
hope colleagues will participate.
[Whereupon, at 11:30 a.m., the committee was adjourned.]
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THE PRESIDENT’S FISCAL YEAR 2013 BUDGET
AND REVENUE PROPOSALS
THURSDAY, FEBRUARY 16, 2012

UNITED STATES SENATE,
COMMITTEE ON THE BUDGET,
Washington, D.C.
The Committee met, pursuant to notice, at 10:04 a.m., in Room
SD–608, Dirksen Senate Office Building, Hon. Kent Conrad, Chairman of the Committee, presiding.
Present: Senators Conrad, Nelson, Sanders, Whitehouse,
Merkley, Begich, Sessions, Graham, Thune, Portman, Toomey,
Johnson, and Ayotte.
Staff Present: Mary Ann Naylor, Majority Staff Director; and
Marcus Peacock, Minority Staff Director.
OPENING STATEMENT OF CHAIRMAN CONRAD

Chairman CONRAD. The hearing will come to order.
I want to welcome everyone to the Senate Budget Committee
today. Today’s hearing will focus on the President’s budget and revenue proposals. Our witness is the Treasury Secretary, Tim
Geithner.
Mr. Secretary, welcome back to the Committee. Always good to
have you here. We look forward to your testimony.
I want to begin by noting how far the Nation has come over the
last few years. It is important to remember the fiscal and economic
disaster that President Obama inherited. We were losing more
than 800,000 private sector jobs a month when the President took
office. We are now gaining more than 200,000 private sector jobs
a month. That is a dramatic turnaround by any measure. The
President deserves, I think, considerable credit for that success.
And I would note that Secretary Geithner deserves credit for the
part he has played in that performance as well.
In the fourth quarter of 2008, the economy contracted at a rate
of nearly 9 percent. Positive economic growth returned in the third
quarter of 2009, and we have now had 10 consecutive quarters of
economic growth.
We see a similar picture in private sector job growth. As I noted,
in January of 2009, the economy lost more than 800,000 private
sector jobs. Private sector job growth has now seen 23 consecutive
months of growth, and, of course, we would like to see even stronger growth. But, nonetheless, we have seen a dramatic turnaround.
I believe the President’s budget would continue to move the Nation in the right direction, but I think we all know that we have
more that needs to be done in terms of dealing with our long-term
debt.
According to the administration, under the President’s budget
the deficit as a share of the economy would fall from 8.5 percent
of GDP in 2012 to 2.8 percent in 2022. That represents real
progress. In terms of revenue, the President’s budget actually calls
for a lower revenue level than we reached during the Clinton ad-
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ministration and a lower revenue level than called for in the final
year of the bipartisan Bowles-Simpson plan, which I was part of.
Revenue reached 20.6 percent of GDP in 2000 during the Clinton
administration when we were experiencing the longest period of
uninterrupted growth in our Nation’s history. That ought to tell us
something.
The Simpson-Bowles plans called for a revenue level of 20.6 percent of GDP in the final year of its plan. In comparison, the President’s budget calls for a revenue level of 20.1 percent of GDP in
its final year of 2022.
Some of my Republican colleagues have argued that revenue
should not exceed 18 percent of GDP, but on the five occasions
when the budget has been in surplus since 1969, revenues have
ranged between 19.5 percent of GDP and 20.6 percent of GDP. We
will likely need an even higher revenue level in the future because
the country now faces an unprecedented demographic situation
with the retirement of the baby-boom generation.
Let me just say I am part of that generation. I am going to be
retiring. I am going to be eligible. I am not going to be taking Social Security anytime soon, but, nonetheless, I am part of the generation that is going to be retiring, and that is not a forecast. These
people have been born. They are alive today. They are going to retire, and they are going to be eligible.
The fact is we are also facing growing income inequality in this
country. We have seen the wealthiest among us become much
wealthier, and we have nothing against people becoming wealthy.
I think we all hope that as many people as possible will be successful and become well-to-do. That is a good thing.
But what the share of the burden is in our society is not fair.
This chart shows that since 1979 the pre-tax household income for
the top 1 percent has grown about 240 percent. Over the same
time, the income for the middle quintile, the middle 20 percent, has
grown about 19 percent, less than one-tenth as much. And our tax
system is certainly contributing to this income inequality.
The Bush tax cuts for 2001 and 2003 were particularly notable
for how much they were tilted to benefit those who are the very
best off. The effective tax rate for the wealthiest people in this
country, the rate actually paid after factoring in exclusions, deductions, credits, and other preferential treatment has fallen dramatically. The effective tax rate for the 400 wealthiest taxpayers in
America dropped from about 30 percent in 1995 to 18.1 percent in
2008. Certainly we can have a more fair distribution than that.
As the Fiscal Commission and the Group of Six proposed, we can
make the Tax Code simpler and fairer. We proposed additional revenue, but not by raising tax rates but by reducing tax expenditures, broadening the base, using some of that revenue to actually
reduce rates to make the country more competitive, but to do it in
a way that maintained the progressivity of the system—actually
improve the progressivity of the system in the case of the Fiscal
Commission and the Group of Six.
Adopting comprehensive tax reform will spur economic growth
and allow us to compete better in the global marketplace. Here is
how the Congressional Budget Office Director described the economic benefit of tax reform in his testimony before this Committee.
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He said, and I quote: ‘‘I think analysts would widely agree that reform of the Tax Code that broadened the base and brought down
rates would be a positive force for economic growth, both in the
short term and over the longer period.’’
I recognize the difficulty of considering comprehensive tax reform
in an election year. I am a realist. But I am also hopeful, because
I think if we are honest with each other, we know we are on an
unsustainable course as a country.
I applaud the President for the blueprint he has laid down. It is
a step in the right direction. I also believe deeply that we have to
do more, and we really need an economic two-step—in the shortterm steps to increase demand to strengthen the economy, but over
the longer term we need a comprehensive plan of tax reform, entitlement reform, and going after wasteful spending to take on this
debt threat. If we do not as a country, at some point we will face
very severe consequences.
With that, I will turn to Senator Sessions for his opening remarks.
OPENING STATEMENT OF SENATOR SESSIONS

Senator SESSIONS. Thank you, Mr. Chairman. I appreciate your
leadership. And, Secretary Geithner, I appreciate your appearing
before the Committee today and hope that we can reach some
measure of agreement on the plain facts regarding the President’s
budget proposal. This is about the President’s budget proposal and
how it affects our future, and the taxes under it are to go up, and
in one sense it is just a question of how much would be taken from
the American people and sent to the Government in Washington.
That is what the tax debate is fundamentally about.
You are a capable and respected loyal member of the administration, but more fundamentally, you are a servant of the American
people. You have an opportunity today to help us understand both
the dangerous unsustainability of our fiscal path, as the Chairman
has said and you have warned us about previously, and the depth
of change needed to right our course. It will be hard, but I am totally confident it is doable if we begin to take action today. And we
do not have to make dramatic changes in spending this year, but
we need to have a clear, firm, relentless course to alter our debt
path.
On Tuesday, the Acting Budget Director offered some of the most
misleading testimony I have heard in my time in the Senate.
Should America suffer a debt crisis as a result of our recklessness,
Mr. Zients’ testimony would provide future generations with a useful illustration of how America failed to prevent what has been described to us by the Debt Commission as ‘‘the most predictable economic crisis in our history.’’
In the words of Michael Tanner from the Cato Institute, President Obama’s latest budget proposal should be hailed as the ‘‘da
Vinci of fiscal obfuscation.’’
Well, Federal Reserve Chairman Bernanke testified before this
Committee last week. He was explicit about the danger ahead.
‘‘Having a large and increasing level of Government debt relative
to national income runs the risk of serious economic consequences.
Over the longer term, the current trajectory of Federal debt threat-
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ens to crowd out private capital formation and, thus, reduce productivity growth. To the extent that increasing debt is financed by
borrowing from abroad, a growing share of our future income would
be devoted to payments on foreign-held Federal debt. High levels
of debt also impair the ability of policymakers to respond effectively
to future economic shocks and other adverse events.’’ Those were
his words last week.
In your own testimony before the Senate Finance Committee yesterday, you seemed to suggest that the President’s budget achieves
fiscal sustainability. At the time Chairman Bernanke issued these
warnings last week before the budget, our Nation’s gross debt was
projected to reach $26 trillion. This week, the President’s budget
did not change that number or our course. It did not. The gross
public debt had already risen above 100 percent of GDP during this
President’s term, the highest since World War II, and will remain
above 100 percent of GDP every year under this budget.
Chairman Conrad I know believes, as I do, that debt-to-GDP is
an important metric. We could have—well, I will not call that chart
up today, but we are in the danger zone of debt-to-GDP. There is
just no doubt about it. And this budget does not call for us to get
out of it.
Thus, it is clear the President’s budget proposal has made no improvements to the long-term fiscal outlook of America as it relates
to the agreement we reached last year. It did not reduce deficits
by $4 trillion over current law. Debt spending and taxes all increase dramatically. So you will forgive me if I do not see sustainability here.
During Chairman Bernanke’s recent appearance, I recall comments that he and you and other officials made at the Federal Reserve meetings in the run-up to our last fiscal crisis. At that time
you were president of the New York Federal Reserve. It is clear
from those remarks that you and your colleagues failed to see the
growing and nearing financial danger.
People like Mr. Roubini were mocked as prophets of doom, warning of the danger. In fact, the Federal Reserve policy was a central
component in helping form the housing bubble. I say that just to
say it is difficult to predict the future. I am not blaming you for
missing that. Most people missed it. But we have to understand
there are dangers there.
History will judge our conversation today. Do you believe the
President’s budget provides a solution to our fiscal problems? Do
you believe that $11.2 trillion in new Federal debt, annual interest
payments approaching $1 trillion a year, and a budget where
health care spending grows twice as fast as our economy is a sustainable future?
We do not know the day, the time, the hour when a debt crisis
might erupt. We have been wrong before. We cannot predict what
event might set that in motion. But we do know that we are on a
dangerous course. The longer we wait to change that course, the
graver the danger becomes. The debt cloud over our economy I believe is already depressing growth. We have not bounced back as
much as we would like. I think the cloud of debt is a factor in keeping that growth bounce-back so low.

509
This Nation needs a more optimistic future, one with less debt,
leaner Government, and a thriving private sector that provides
good, high-paying jobs for everyday Americans. I know we can get
there. But there is a definite lack of confidence in the marketplace
today. It cannot be altered by fine speeches. That day is past, if it
ever existed. A definite course change founded on sound, mature
action is required. Sadly, this budget says we are not going to get
it.
I hope we are on a recovery today and that the millions of Americans out of work will soon find jobs, and I hope we are about to
see a rebound that can continue. But experts have told us that the
largest threat to our economic and national security is our debt,
and that is something we are responsible for. The Government is
responsible for the Government’s debt. This administration had in
its last year of its term an opportunity to put forward a budget
plan that would have changed the debt course of our country. Yes,
it would have required some belt tightening, some pain, but nothing this Nation could not handle. The American people are ready
to stand together to make the tough choices. Instead of leading, our
President has attacked even those who had the integrity and courage to make realistic proposals that would actually work.
So I look forward to your testimony today, Mr. Geithner, and I
respect your efforts on behalf of our country.
Chairman CONRAD. I thank my colleague.
We will turn now to Secretary Geithner’s testimony, and then we
will go to rounds of questioning. Again, welcome to the Committee,
Secretary Geithner. Thank you for your service and please proceed.
STATEMENT OF THE HONORABLE TIMOTHY F. GEITHNER,
SECRETARY, U.S. DEPARTMENT OF THE TREASURY

Secretary GEITHNER. Thank you, Mr. Chairman and Ranking
Member Sessions. I appreciate both your comments, and nice to be
before you and your colleagues today to talk about the President’s
budget.
I want to make four basic points: first, about the economy because, of course, you have to start by looking at the challenges we
face as a country, the economic challenges we face as an introduction to a discussion about a budget and fiscal priorities.
Our economy today is gradually getting stronger, but we have a
lot of tough work still ahead of us. Over the last 2–1/2 years, despite the financial headwinds from the crisis, despite the severe
cutbacks by State and local governments, despite the crisis in Europe, despite the rise in oil prices earlier last year, despite the tragedy in Japan, despite all those shocks and headwinds, the economy
has grown at an average annual rate of 2.5 percent. Private employers have added 3.7 million jobs over the past 33 months—23
months. Private investment in equipment and software is up more
than 30 percent. Productivity growth has improved. Exports across
the American economy from agriculture to manufacturing are expanding rapidly. Americans are saving more and bringing down
their debt burdens. The financial sector is in much stronger shape,
helping to meet the growing demand for credit and capital.
Now, these improvements are signs of the underlying resilience
of our economy, the resourcefulness of American workers and busi-
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nesses, and the importance of the swift and forceful actions that we
took with the Federal Reserve to stabilize the financial system and
to pull the economy out of the worst economic crisis since the Great
Depression. But I want to emphasize that we still face very significant economic challenges, particularly for the average working family in the country today.
Americans are still living with the acute damage caused by the
crisis. The unemployment rate is still very high. Millions of Americans are living in poverty, looking for work, suffering from the fall
in the value of their homes, struggling to save for retirement or
pay for college. As the Chairman said, we have said seen an enormous, alarming rise in inequality, and for a country this rich, we
have alarming, unacceptable, shameful levels of poverty.
For these reasons, the President’s budget calls for substantial additional support for economic growth and job creation alongside
longer-term reforms to improve economic opportunity and to restore fiscal responsibility.
Second point: I want to commend the congressional leadership
for the progress we have seen reported towards an agreement on
extending the payroll tax cut and emergency unemployment insurance. These measures are terribly important, critically important,
to providing support to the millions of Americans still suffering
from the crisis. But I just want to make it clear: Do not stop there.
Let us try to build on this bipartisan moment of cooperation on
something good for growth and move beyond that to do things that
will help get construction workers back to work with investments
in infrastructure, help Americans refinance their home, and
strengthen the incentives we create for companies to invest here in
the United States.
Now, beyond these immediate steps—and this is my third
point—the President’s budget lays out a long-term strategy to
strengthen economic growth, to improve economic opportunity,
while reducing our deficits to more sustainable levels. I know the
conventional wisdom in Washington is that the debate that we are
having this week does not matter because Congress is too divided
to legislate in this election year. But this is a very important debate. It matters because it is a fundamental debate about economic
priorities, how to increase growth, as I said, how to strengthen
health care and retirement security, how to reform our Tax Code,
how to live within our means. We govern with limited resources,
and we have to make some hard choices about how to use those
resources more wisely, particularly given the millions of Americans
that become eligible for Medicare and Social Security over the next
few decades, and particularly given the sets of difficult challenges
posed at the end of this year by the expiry of the Bush tax cuts
and the possible imposition of the sequester.
Now, any strategy to address these challenges, these economic
challenges and these fiscal challenges, has to answer a few key
questions: How much do we have to cut these deficits? Which programs should be cut, expanded, or protected? And how should we
share the burdens of deficit reduction? So let me just explain briefly how we in the President’s budget answer those questions.
The President’s budget would reduce projected deficits by roughly
$4 trillion over 10 years, or roughly $3 trillion on top of the con-
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trols and caps legislated in the Budget Control Act. Overall, the
President’s plan would lower the deficit from just under 9 percent
of GDP last year to around 3 percent of GDP in 2018. That would
stabilize the overall level of debt-to-GDP in the second half of the
decade, putting us back on a path towards fiscal responsibility and
in better position to confront the remaining challenges, still very
significant challenges we will face and that build on future decades, as millions more Americans retire.
Now, in this budget discretionary spending is projected to fall to
its lowest level as a share of the economy since Dwight Eisenhower
was President, and the President’s plan would also significantly
slow the rate of growth of spending in Medicaid and Medicare
through both the Affordable Care Act and additional reforms proposed in the budget.
But as we reduce spending—and I want to emphasize this: As we
reduce spending, we have to protect investments that are critical
to expanding economic growth and opportunity, and that is why
the budget proposes a series of targeted investments in education,
innovation, and manufacturing and infrastructure.
Now, in order to achieve this balance, significant savings with
crucial investments, we are proposing to raise a modest amount of
additional revenue through tax reform. The President’s plan includes $2.50 of spending cuts for every $1 of revenue increases.
Our tax reform proposal would raise taxes by roughly 1 percent of
GDP. These revenue proposals are focused on the top 2 percent of
Americans, not the remaining 98 percent. Focusing these revenue
proposals on the top 2 percent of the income distribution, those
who have fared the best in the past few decades, is a more fair and
a better way and better for our economy than an equivalent magnitude of cuts in Medicare benefits, in infrastructure spending, in
national security programs, or other programs to help the poor and
the most vulnerable.
We propose tax reforms that raise revenues because we do not
believe it is possible to meet our national security needs to preserve
a basic level of benefits, health care and retirement benefits, or to
compete effectively in the global economy without revenue increases as part of a balanced fiscal consolidation plan.
Now, although we illustrate in the budget a range of specific tax
proposals that could be added on to the present tax system to generate the necessary increase in revenue, we think the best approach to get there, as the Chairman said, is through comprehensive tax reform. We have laid out a broad set of principles for tax
reform to make the system more simple and more fair and better
encouraging investment in the United States. And as I said earlier
this week, we plan to lay out in the next couple weeks a more detailed framework with elements for corporate tax reform to encourage more investment here in the United States.
I just want to conclude, though, by emphasizing the following: I
know there are Members of Congress who are critical of these proposals and would prefer a different strategy, and you should judge
these proposals against the alternatives. So let me just conclude by
highlighting where I think we disagree the most.
I think we agree that our fiscal deficits are unsustainable. We
agree they need to be brought down to a sustainable level if we are
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going to grow in the future. We agree that the commitments we
have made in Medicare and Medicaid are unsustainable.
Let me describe where I think we disagree. There are some who
have suggested we cut deeper and faster with more severe austerity now. But that approach, in our judgment, would damage economic growth, reverse the gains we have achieved in getting more
Americans back to work, and would push more Americans into poverty. You cannot cut your way to growth, and in the current economic circumstance we face, severe immediate austerity is not a
growth strategy.
Some have suggested we try to restore fiscal balance without
raising any additional revenue from anyone or even by cutting
taxes further. But to do that, to try to restore fiscal sustainability
without any revenue increases, would entail deep cuts in benefits
for retirees or for low-income Americans, cuts in investments in
education and infrastructure that would hurt growth, or cuts in defense spending that would damage our national security interests.
So for those reasons, we will not support those alternative strategies.
Now, this is a plan that includes very tough reforms, but with
a balanced mix of spending cuts and tax reforms. It preserves room
for us to make some important investments that will increase opportunity for Americans, help make growth stronger in the future.
It protects our basic commitments to retirement security and
health care for the elderly and the poor, and it provides substantial
immediate help for the average American alongside reforms to restore fiscal sustainability over the medium term.
This plan will not solve all of the Nation’s challenges, but it will
put us in a much stronger position to meet those challenges.
Thank you. I would be happy to take your questions.
[The prepared statement of Secretary Geithner follows:]
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Chairman CONRAD. Thank you, Mr. Secretary.
Just to rivet the point, what was happening to economic growth
in this country in the last quarter of the previous administration?
Secretary GEITHNER. Well, you said it well at the beginning, Mr.
Chairman. The economy was shrinking at an annual rate of more
than 8 percent. We were losing three-quarters of a million jobs a
month. We were in the midst of a shock larger than the shock that
caused the Great Depression. And within 6 months, really remarkably quickly, but because of the scale of the force we put behind
trying to rescue the economy from this financial crisis, growth resumed in the summer of 2009. And as you said, we have now had
more than 2–1/2 years of straight, positive, moderate economic
growth. We want it to be faster. We think it should be able to be
moderately faster. But I think it is unrealistic to judge that growth
record against recoveries that followed much milder types of crises,
because when you come out of a crisis caused by a huge build-up
in debt, a huge increase—excess investment in housing and construction, growth by definition is weaker than we would like. And
as we have had a series of pretty adverse shocks to the economy—
oil, Japan, Europe, not to mention the damage to confidence caused
by the debt limit fight.
The economy is getting gradually stronger, but I want to emphasize, as I know you all are aware, that we have a lot of tough work
ahead of us still. It is still going to take time to heal the damage
caused by the crisis, and that is why as we think about the longterm fiscal challenges we face, we have to make sure we focus right
now still on how to make sure we are healing the damage caused
by the crisis, making growth stronger in the short term.
Chairman CONRAD. So in the last quarter of the previous administration, the economy was shrinking at a rate of almost 9 percent.
What has been the economic growth in the most recent quarter?
Secretary GEITHNER. Well, the economy over the last quarter,
two quarters, three quarters, has averaged something closer to 2
percent. Most people look at the economy now and think we are
growing at somewhere between 2 and 3 percent. We started stronger, but growth moderated a bit for the reasons I said, which is oil,
Japan, Europe, the fiscal drag at the local level. It was a very substantial set of adverse shocks to the economy. But growth looks like
it is gradually getting stronger, and, of course, our job is to make
sure we are reinforcing that.
Chairman CONRAD. And you mentioned private sector job growth.
The first month of 2009, we lost 800,000 jobs.
Secretary GEITHNER. That is right, more than three-quarters of
a million jobs. And job growth has been averaging now slightly over
200,000 jobs a month, which is not surprising given the fact the
economy is growing at roughly 2.5 percent. We have had 3.7 million private sector jobs since job growth started. Job growth is actually more rapid than it has been following the last two recessions,
the recession of the early 1990s and the first Bush recession, a little more rapid than in those recoveries.
And, if you look at any other measure of business health outside
the construction industry, if you look at profits, they are higher as
a share of GDP than before the crisis, overall profits higher than
they were in 2008, private investment up 30 percent, as I said, pro-
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ductivity growth pretty good, balance sheets in the corporate sector
really very strong, no credible argument that the broader health of
the business sector is not dramatically stronger today than it was
when the President took office.
Chairman CONRAD. Well, let me go to the next question that I
have, which is the revenue proposal that you have brought to us.
What would revenue be as a share of national income at the end
of this budget period under the President’s proposal?
Secretary GEITHNER. Roughly 20 percent of GDP, which I think,
as you correctly noted, is lower than the peak in the end of the
Clinton administration when, as you said, we had a remarkably
strong record of economic growth and job creation and investment
and productivity growth, and somewhat lower than proposed in the
Simpson-Bowles Commission and, I think, in the bipartisan Senate
Six process, as well, and I think probably in Rivlin-Domenici, as
well.
Chairman CONRAD. Let me just make that point. As I read your
proposal, you would have revenue at the end of this period just
over 20 percent of GDP. You would average during the ten-year period about 19.2 percent of GDP. At the end of the Clinton administration, the revenue rate was 20.6 percent of GDP. And averaged
over the ten years, 19.4 percent of GDP. And that was the longest
period of uninterrupted economic growth in this nation’s history, is
that not the case?
Secretary GEITHNER. That is the case, Mr. Chairman, and I think
it is very important to emphasize this. For the reasons you said,
we do not believe that these—tax reform that would generate revenues in the manner we propose would have a material adverse impact on economic growth relative to trying to get an additional
equivalent amount of savings through, for example, cuts in benefits
to middle-income Americans. In fact, you could make an argument
that if you tried to find the same amount of savings cutting the defense budget or cutting infrastructure or cutting basic benefits for
middle-class Americans, those would do more damage to growth
and income over the same period of time.
Chairman CONRAD. I thank you. My time is expired.
Senator SESSIONS. We are going to do six-minute rounds this
morning given the number. We can have a little more time for each
Senator this morning given the number of Senators who are here.
Senator Sessions.
Senator SESSIONS. Thank you. Thank you, Secretary Geithner.
This is a hearing about the President’s budget and the question
is, does the President’s budget put us on a path to sustainability
fiscally for America? This is his fourth year. He has had time to
observe. We have dealt with the debt crisis that blew up and, hopefully, we are beginning to move out of that. So I am not asking for
severe austerity today. I think that is a false choice. But the question is, is this administration proposing any reductions or is it proposing more increases in spending?
So with regard to the President’s budget and the question I
asked to Mr. Zients the day before yesterday, is it not true that
this budget spends more money than the current law that was
passed last August?
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Secretary GEITHNER. Well, let me try and answer it this way. We
propose to reduce the deficit to below three percent of GDP over
the budget window, and that achieves a critical measures of fiscal
sustainability, meaning it is the level you need to stop the debt
from growing as a share of the economy and start to bring it down.
Now, as I said in my opening remarks, that does not solve the
nation’s fiscal challenges.
Senator SESSIONS. Well, could I—
Secretary GEITHNER. Let me start with that one.
Senator SESSIONS. Well, I just asked the question because I
would like to know, as we deal with the crisis before us, does the
President propose to spend more money than the Congress agreed
to spend last year, six months ago? And we agreed to make some
cuts. Our two members here, Senators Toomey and Portman, were
on the committee. They agreed to cut $2.1 trillion. It had $1.2 trillion in sequestered cuts. It appears to me, would you not agree,
that the sequester cuts were eliminated under the President’s
budget?
Secretary GEITHNER. No—
Senator SESSIONS. No, no, on spending, not taxes, pay-for. The
spending levels under the budget, were not they—was not this sequester eliminated?
Secretary GEITHNER. Good question. Let me try to respond to
that. We propose $4 trillion over ten years in deficit reduction.
That is $3 trillion on top of the discretionary cuts and caps enacted
last summer. The balance of that $3 trillion is a mix with roughly
50–50 between additional spending cuts on top of the $1 trillion in
discretionary cuts and caps and another $1.5 trillion in revenues.
The sources of those spending cuts that we propose, which would
replace the sequester, are roughly $350 billion in cuts in Medicare
and Medicaid, roughly $275 billion cuts in other mandatory programs, a modest amount of the savings we get—and these are real
savings from winding down the wars in Iraq and Afghanistan, and
a series of other modest spending reductions. Together, those add
up to an additional $1.5 trillion in spending cuts on top of the $1
trillion that were enacted in the Budget Control Act.
Senator SESSIONS. Well, the war spending was part of the agreement that Senators Portman and Toomey and the Committee of 12
agreed on. They did not claim another $1 trillion in war savings
when they reached their agreement to cut spending $2.1 trillion.
Neither did the Debt Commission that Senator Conrad served on.
They knew that was not a legitimate number.
However, I would ask you to look at, if you have it, maybe not
before you, page 206 of your table, Table S–2, that shows $1.195
trillion in the effect—additional expenditure as an effect of replacing the Joint Committee Enforcement of the 2012 budget deficit reduction proposal. There is no doubt that this—you marked to the
budget caps that were, in effect, not considering the sequester.
Secretary GEITHNER. We counted the—
Senator SESSIONS. You marked to the caps, but you did not mark
to the sequester number.
Secretary GEITHNER. We—I think what I am about to say is completely fair—we took credit for the cuts and caps on discretionary
spending and we propose additional spending measures so that we
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could replace the sequester, which none of us would like to see go
into effect. But those additional savings are larger than was proposed—would occur in the sequester.
Senator SESSIONS. Well, let me hold up this little chart I had
here, a hand-made chart. This is what the document shows. We
have looked at it very hard. It is on page 206 of your budget. It
is on page 206. It indicates clearly you did not honor the sequester.
It shows $1.195 trillion.
Secretary GEITHNER. We do not want to honor the sequester. We
want to replace it.
Senator SESSIONS. You repeal the sequester. That has added
$1.12 trillion in spending. You had a $350 billion unpaid stimulus
bill. You had a $500 billion doc fix that was in the baseline but not
paid for, as you well know. And that totals up $2 trillion. You had
$600 billion, as you have referred to, to cuts in mandatory programs. It is a net new spending. Can you not agree with that?
Secretary GEITHNER. I do not agree with that. But—so let us go
through the basic things again.
Senator SESSIONS. Even if you count the war—bogus war savings—even if you count them, there was no source of money for
that war. There was no money there that you can spend. You have
to borrow that. So—
Secretary GEITHNER. Senator, I know that we disagree—
Senator SESSIONS. My time is running out, but I do not think it
is a disputable matter.
Secretary GEITHNER. Well, maybe this is helpful to just end, but
I am sure we will have a chance to come back to this. By any measure—and CBO—one good thing about our country is that we will
debate how to count these kind of things, but CBO will decide for
you, and CBO will show—although their assumptions about growth
might be slightly different than ours—they will show that the savings we proposed, if enacted by the Congress alongside these tax
reform measures, would reduce our deficits to below three percent
of GDP so we can save on the debt burden at an acceptable level.
And we propose savings that go significantly beyond those in the
discretionary caps complemented by a set of tax reforms to raise
revenue.
Now, you are right to emphasize—and I commend you for it—
that even if Congress were to enact this budget, we would still be
left with, in the outer decades as millions of Americans retire, what
are still unsustainable commitments in Medicare and Medicaid,
and we are going to have to find ways to come together and make
progress on those commitments. But if Congress were to enact this
budget, these reforms, we would be in a dramatically better position, much closer to a sustainable position, and to give us some
time to figure out how we resolve our major differences and how
to make sure we reform Medicare and Medicaid in a responsible
way.
Senator SESSIONS. Well, it is deeply distressing that the cuts we
agreed to six months ago, you have eliminated in this budget—
Secretary GEITHNER. No, the only ones—
Senator SESSIONS. —and you are not marking to them and you
increase spending. And even when you count the war savings,
which are bogus—the CBO will technically agree with that, but we
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know the other committees have not counted those—you will have
an increase in spending.
Secretary GEITHNER. Can I say one more thing about the war
savings thing? I am sure we will have a chance to do this. But I
feel like we are being responsible in how we treat—and I am confident we are—the savings from the wars.
Just as one comparison, the Republican budget, some people call
it the Ryan budget, included $1 trillion in savings, OCO savings,
from the wars as part of that framework. We count less than that,
in fact, in that context. So you are right, some people disagree
about how to count them, but we think we are doing it in the responsible way, certainly consistent with the way the Republicans’
budget treated them. And so I would not look to that as a source
of differences between us.
Our differences are really fundamentally about what to do for
growth, what to do to Medicare, what to do with low-income programs.
Chairman CONRAD. We have to—
Senator SESSIONS. We will not agree that they counted war costs.
Chairman CONRAD. Senator, we have to go on. You are way over.
Senator SESSIONS. Thank you.
Chairman CONRAD. Senator Whitehouse.
Senator WHITEHOUSE. Thank you, Chairman. Welcome, Mr. Secretary.
I can recall sitting in this room, looking for the war funding in
the Bush budgets. It was not there. We were actually at war and
they did not put the number in. They waited to treat it later as
an emergency. So it is interesting to see this sudden desire for
budget specificity with respect to war costs.
But my topic is different. My topic is foreclosures and mortgage
modifications and the continuing weight that that puts on the economy. I think we can agree that the HAMP and the other programs
have been less successful than the administration had hoped. Only
ten months remain in HAMP, as I understand it, and we need to
figure out what is going to happen going forward. Is there money
left in there? What happens to it when it expires? How does it integrate with the settlement that has just been reached?
As you know from our lengthy correspondence and conversations,
and you were kind enough even to come to my office at one point
to hear me and Senator Merkley and Senator Reed out on this subject, I remain, I guess I would say, disturbed and distressed that
the administration is not doing more to put pressure on the banks
to comply with the terms of the HAMP and to lift the administrative and bureaucratic burden off of people who are struggling
through this process which is so bedeviling to ordinary Americans.
Your home is at stake. You cannot get a straight answer. For a lot
of people, they have not even gone to the one point of contact rule.
There continue to be problems with short sales, being stepped on
and foreclosed on by their own banks. And there is a really high
human cost behind all that bureaucratic incompetence and I think
the administration is in a position with all that it has going on, not
only through Treasury but through the Fed and through the administration, to push harder to get this. It has been years now of
this. So if you could respond to those points, I would appreciate it.
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Secretary GEITHNER. think you are right in what you characterize as the state of the housing market and you are right to express concern and disappointment in it, and we share that very
much, about the extent of challenges deserving homeowners still
face in getting their banks to modify their mortgages to a more sustainable level.
Now, we are going to extend the deadlines for the HAMP program so we have more time to reach as many people as we can,
and so we preserve the flexibility, continue to find ways to reach
more people. And HAMP is going to be part of that solution, but
it is not the only solution to it.
I think the settlement is going to be very helpful in providing additional relief on top of that to a substantial fraction of other
households. We are working very closely with the GSEs to try to
get them to do more on a number of fronts. We are encouraging
Congress to make it easier for Americans to refinance, to take advantage of low interest rates. We propose significant amounts of
spending to help support neighborhood stabilization. This is going
to require a multi-front effort and it is going to require several
more years of effort. Generally, on this kind of challenge, you have
to keep at it. You cannot give up on it. And we need to see this
through. We cannot stop prematurely on it.
Now, we will continue to do everything we can to get banks to
do a better job of this, and we are trying to put enormous pressure
on them to do so and to expose directly in the public eye how they
are doing on basic measures of performance in these things in the
hope that that encourages them to put much more resources than
they have been into this stuff.
I am happy to continue to work with you on how best to do this,
but we are not going to let the HAMP program end prematurely
and we want to make sure we can preserve the ability to use the
resources we have remaining in the most effective way we can.
Senator WHITEHOUSE. Well, whether you are using the GSEs or
the bully pulpit or your ongoing discussions with the financial community on a variety of issues and using all that for leverage, I really think it is important that you do this. My experience has been
that the HAMP program, however well intentioned, simply—I do
not think, frankly, this is the administration’s fault. I think the
banks have dropped the ball. The administration’s fault is not putting enough boot to them when they drop the ball to get them to
pick it up and get back to work again.
The same with HARP. The Hardest Hit Fund in Rhode Island,
our Rhode Island Housing actually negotiated with the big banks
how the program would work, and they sat down and they agreed
together on it and then the banks refused to comply with the program that they had agreed to and the only thing that they would
go for is the part of the Hardest Hit plan that provides money to
pay the banks the mortgage as if it were the—well, I mean, basically, everybody is going to accept that. But in terms of where it
required the banks to move towards an agreement and a modification, they walked away from the agreement that they had reached.
So it seems to be local. It seems to be national. It seems to be
that you can talk to these people and agree with them and then
they just walk away. And so it is very frustrating, as my long cor-
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respondence with you and our long conversation on this subject reflects.
So I will continue to urge you to put the pressure on. I think you
have the capacity as the Secretary of the Treasury to ramp up this
pressure, and I hope you do because it is inexcusable. This is bureaucracy at its worst. And, frankly, it is the banks and the shareholders and the people who own these notes who are often suffering, because when you cannot keep somebody in their home who
is willing to pay a good price and you chuck them out and it goes
into the foreclosure market and the property loses $100,000 in
value, that is no big win for the banks. I mean, they have a stake
in this, too, but they do not seem to be responding to that.
Secretary GEITHNER. I completely agree with you and I very
much share your disappointment and your concern and it sounds
like I should come and see you again soon and we can talk through
the remaining challenges.
Senator WHITEHOUSE. If it would help. Thank you.
Chairman CONRAD. Thank you, Senator.
Senator Graham is next.
Senator GRAHAM. Thank you, Mr. Chairman.
Secretary Geithner, I really appreciate your service to our country. I know it has been difficult times in which you have served as
Treasury Secretary and you could be doing other things, but you
have tried to serve your country well and I appreciate that.
Is this budget for the 2013 cycle by the President substantially
different than the budget submitted last time?
Secretary GEITHNER. It is different in two ways. I am not sure
they are ways you would agree with, but it is different in two important ways. One is, unlike last year’s budget, we have included
more than $500 billion in reforms to Medicare, Medicaid, and other
mandatory programs, very detailed reforms, some of them very
painful, many of—all of them very unpopular changes. But we also
include a substantial amount of additional investments in infrastructure, for example, and—
Senator GRAHAM. Would that be spending?
Secretary GEITHNER. Yes. I am sorry. You could call it spending,
although that kind of spending, I think, is—most economists—
Senator GRAHAM. It is not that I oppose the idea of infrastructure spending. I just do not want to make people think that it is
not their money.
Secretary GEITHNER. Okay. I will call it spending.
Senator GRAHAM. Okay. And it may be smart, but I guess the
point I am trying to make, last year’s budget was defeated 97 to
nothing, and if that happened to a document I produced, I think
I would have been up here saying, what happened? Have you come
up here to talk to Republicans and Democrats and say, why did everybody vote against this budget and what can we do better next
time?
Secretary GEITHNER. Well, as Senator, first of all, like I said, this
budget is substantially different, but we spent—
Senator GRAHAM. Well, when you say ‘‘substantially different,’’
was it as a result of getting input from us to see what we would
like to have different, or you all just did things on your own?
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Secretary GEITHNER. Oh, absolutely. In fact, we spent—as we
spent, I would say—
Senator GRAHAM. Who did you talk to on the Republican side to
change the President’s budget this time around?
Secretary GEITHNER. We spent four solid months negotiating
with the leadership on the Republican and Democratic side—
Senator GRAHAM. No, wait a minute. Wait a minute. I am talking about the budget.
Secretary GEITHNER.No, but that is exactly what I am referring
to. But in the discussions that Vice President Biden shared that included Senator Kyl on your side—
Senator GRAHAM. Did one member of Congress say that if you
made the two changes you just suggested, I will vote for the budget?
Secretary GEITHNER. Uh—
Senator GRAHAM. Have you picked up one vote by increasing
spending and infrastructure and taking $500 billion in entitlement
reform?
Secretary GEITHNER. We—
Senator GRAHAM. Has anyone said that that does it for me?
Secretary GEITHNER. Well, if you look at the shape of the mandatory reforms we proposed in this budget—
Senator GRAHAM. No. My question is, you are proud of what you
did. I may agree, I may not. But from a political exercise, have you
taken the time to say, if I make these two changes, will you now
vote for the President’s budget?
Secretary GEITHNER. Well, Senator, maybe I could try it this
way. On infrastructure, there is very broad bipartisan support on—
Senator GRAHAM. Yes, but did you say that, okay, if we do this
on infrastructure—have you tried to grow the vote?
Secretary GEITHNER. Oh, absolutely, and again, the—
Senator GRAHAM. Well, how do you grow the vote if you have not
talked to anybody and said, my vote will change if you do these two
things?
Secretary GEITHNER. Senator, I mean, you know this world better than I do. But we did spend four months negotiating with the
Republican leadership on these—
Senator GRAHAM. Well—
Secretary GEITHNER. —and many of the changes in this budget
reflect those conversations—
Senator GRAHAM. I am just suggesting, quite honestly, that there
is plenty of fault to go around here. I am just suggesting that this
budget was not a result of negotiations with the Congress in a serious way to go from 97 to nothing to 80 to 20. This is just a document produced by the President that is more political than it is trying to solve the problems. And I am not saying people on our side
do not do that. I am just saying that the country is ready to move
on, which gets me to my next topic.
There have been members of Congress who have rejected the
model of political posturing through budgets—the Gang of Six, the
Simpson-Bowles Commission—and when they—do you agree that
tax policy affects job creation?
Secretary GEITHNER. I agree that—yes, I do, and I agree, tax reform done well would help.
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Senator GRAHAM. Okay. Well, let us talk about tax reform done
well. I think the Gang of Six and Simpson-Bowles said, let us not
raise rates. Let us lower rates but eliminate deductions across the
board in a dramatic way. Do you agree with that?
Secretary GEITHNER. I do. I absolutely agree, and—
Senator GRAHAM. Then why did you not do it?
Secretary GEITHNER. Well, as I said in my remarks, Senator, we
have laid out—
Senator GRAHAM. Is there anything in this budget—would the
Bowles-Simpson say, if you asked them about the President’s budget, this is pretty well mirroring what we did? Would any Gang of
Six member say, that is sort of the template that we had?
Secretary GEITHNER. In the broad balance of taxes and spending—
Senator GRAHAM. No, the way you do—
Secretary GEITHNER. Absolutely.
Senator GRAHAM. Yes, the way you do tax reform.
Secretary GEITHNER. Oh tax reform, as I said—can I finish my
comment on this?
Senator GRAHAM. Please.
Secretary GEITHNER. On tax reform, we very much support, and
I think this is what is going to have to happen, broad-based comprehensive individual tax report—
Senator GRAHAM. What was the top rate in Bowles-Simpson?
Secretary GEITHNER. It was not specified. There was an illustrative example. The key thing in Bowles-Simpson, though, Senator, was that they proposed $2 trillion in revenue increases over
ten years.
Senator GRAHAM. Right. Okay. They did this by eliminating deductions, did they not?
Secretary GEITHNER. Well, no. They do it by lowering rates,
broadening the base.
Senator GRAHAM. Right.
Secretary GEITHNER. But the effective tax rate goes up for the
most affluent Americans in their proposal, as it would under any
proposal—
Senator GRAHAM. So what would the top rate be under BowlesSimpson? Would it be more than 39.6?
Secretary GEITHNER. No, but the—but, Senator, I am agreeing
with you. If the—
Senator GRAHAM. Well, your budget has a 39.6 top tax rate.
Secretary GEITHNER. No. What our budget says is if you are
going to raise revenues on top of the current tax system we have
today, then you should do some—
Senator GRAHAM. If we enacted your budget, what would be the
top tax rate in this country?
Secretary GEITHNER. We restore the top marginal tax rates in
the top brackets for the top two percent to where they were in the
Clinton administration—
Senator GRAHAM. Did—did—
Secretary GEITHNER. —and we go beyond that.
Senator GRAHAM. Did the Gang of Six do that? Did Bowles-Simpson do that?
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Secretary GEITHNER. Senator, I do not know if I could say it differently, but I am not going to convince you, but we showed you
in some ways paths—
Senator GRAHAM. Well—
Secretary GEITHNER. —two paths—
Senator GRAHAM. —my point is, with all due respect, you have
not showed me anything. You have not done anything. You have
not showed me anything. You have not done the hard, heavy lifting
that our colleagues in the Gang of Six have done, plenty of blame
to go around. You have not followed Bowles-Simpson. You asked
the committee to be formed and you basically did not follow their
model. This is not—
Secretary GEITHNER. Well, I do not—
Senator GRAHAM. —tax reform. These tax increases, this is class
warfare. This is more spending. There is no entitlement reform
here.
Secretary GEITHNER. Senator, I—
Senator GRAHAM. We are going to have an election—
Secretary GEITHNER.Right. We are.
Senator GRAHAM. —Mr. Secretary, and you punted. You got no
votes last time. You send us the same formula up here this time.
You are not going to get any more votes this time. And the country
has got its back against the wall and I wish you would take the
Gang of Six product, the Bowles-Simpson product, and say, that is
mine. Let us start talking. Let us get this done. You would not only
do the country some good, you would do the President some good,
and a lot of us would cheer you. Thank you.
Secretary GEITHNER. Could I respond just—
Chairman CONRAD. Yes, certainly.
Secretary GEITHNER. You and I agree on this more than you fear,
more than you think.
[Laughter.]
Senator GRAHAM. Just put it in your budget.
Secretary GEITHNER. But I want to say—and I welcome your support for the Simpson-Bowles strategy or the Gang of Six or Domenici-Rivlin—if you are willing to come and join us on a tax reform
that raised $1.5 to $2 trillion in revenue, then we would have the
basis for substantial improvements in our long-term fiscal position
with reasonable changes to the path of Medicare and Medicaid and
Social Security and defense. We go deeper on discretionary spending than Bowles-Simpson has proposed. We do not go deeper on defense spending than Bowles-Simpson for reasons I think you understood and support. We have more detail on Medicare and Medicaid
than is in the Bowles-Simpson plan. So—no, we have more cuts on
health care mandatories than are laid out in the—
Senator GRAHAM. So you believe you have done a better job than
Bowles-Simpson—
Chairman CONRAD. Whoa, whoa, whoa, Senator. We have gone
way over now.
Look, colleagues, I do not know what is happening to us here,
but maybe my good nature is being kind of used against me here.
You know, I am willing to be—I try to be very fair. We set six minutes. I try to let everybody go about a minute over. But now, come
on, guys. We are going two minutes over. It is not fair to others
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who are here to wait, on both sides. So, please, I am—as we have
a good flow going on, which we did, those are excellent questions
and we had good discussion, but we have to have some kind of limits.
Senator SANDERS.
Senator SANDERS. Mr. Chairman, thank you, and welcome, Mr.
Secretary.
I always—the reason I enjoy being on the Budget Committee is
I always find it extremely amusing about who poses as great deficit
hawks. Many of the loudest voices about the serious crisis of deficit
reduction and the national debt are people who have, more than
anybody else, grown our deficit. So as a deficit hawk, unlike people
on the other side, I did not vote for the war in Iraq. How much is
that going to cost us, Mr. Secretary?
Secretary GEITHNER. Oh, I do not have those numbers now, but
it is hundreds and hundreds of billions of dollars.
Senator SANDERS. No, it is more than that. By the time you take
care of the last veteran, it is probably in the trillions of dollars. I
did not vote for that, but the deficit hawks voted for that. I do not
recall one question, Mr. Chairman, how much is that war going to
cost? Do you recall that? I did not hear it coming from the other
side.
The way I do arithmetic is if you give a trillion dollars in tax
breaks to the wealthiest people in this country, you do not offset
it. You know what? It results in a significant deficit. Mr. Chairman, do you recall anyone saying, gee, if we give tax breaks to the
very rich, it is going to result in a deficit? I did not vote for that.
I am the deficit hawk. But my friends over there, I did not see that.
The Chairman often shows—I do not know if you have that famous chart of this building in the Cayman Islands where we have,
what, 18,000 corporations—18,000 mostly American corporations in
one building who are avoiding about $100 billion a year in taxes.
Some of us think that that is insane, an insult to the American
people. Some of us want to eliminate that. But my so-called deficit
hawk friends, I do not hear very much coming from them on that
issue.
Medicare Part D, Medicare does not negotiate drug prices with
the pharmaceutical industry, wasting billions of dollars a year.
So my point is, I consider myself far more of a deficit hawk than
many of my Republican friends, but I have to admit, I do have to
admit, that some of them are very serious about the deficit because
their response about deficit reduction is to give even more tax
breaks to the wealthy and large corporations and then at the same
time slash Social Security, Medicare, Medicaid, education, and the
other needs of working people.
So I would suggest that there is a strong element of hypocrisy
for those people who are willing to spend on wars, tax breaks for
the rich, but then they really, really get tough in the middle of a
recession on the elderly, the children, the sick, and the poor.
Mr. Chairman—Mr. Secretary, let me ask you this question,
changing subjects a bit. I have voted against these payroll tax holidays because I worry very much about the future of Social Security. We are diverting hundreds of billions of dollars from the Social Security Trust Fund and the political argument is that if you
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do not vote for this, you are voting for a, quote-unquote, ‘‘tax increase.’’ Now, we did that the last two years. What will—you guys
are saying that this is the last year you are going to do that. But
why would I suspect that somebody there, somebody here, somebody in the administration next year is going to say, hey, if you do
not continue that payroll tax holiday, divert more and more money
from Social Security, you are voting for a tax increase on the middle class. Can you be very specific in responding there?
Secretary GEITHNER. Well, I understand your concern, and you
always have to worry, can people give up and commit themselves
to give up a tax break that exists. We have a lot of experience with
people unwilling to give this up. But this has to be a temporary tax
cut. I do not see any reason to consider supporting its extension.
But it poses no risk to the Social Security Trust Fund, because as
the way the law is written, that temporary tax cut gets replenished
by general revenues.
Senator SANDERS. I do know that, but when we have a $15 trillion national debt and when some of our friends want to decimate
every social program out there, I do worry about it. But I want it
very specifically. Are you telling us right now this is absolutely, if
Obama is reelected, absolutely the last year you will ask for an extension of this payroll tax holiday?
Secretary GEITHNER. That is my judgment based on everything
we know today, yes. And I do not foresee and would not—could not
consider supporting a rationale for extending. Now, we have some
other tough things to deal with at the end of the year, you know.
We have the expiry of all the Bush tax cuts. We have the sequester
to deal with—
Senator SANDERS. If I could, please. I am sorry. Let me ask you
another question. One of the issues—I am pleased that in the last
year or two, probably because of the efforts of Occupy Wall Street,
there has been growing discussion about income and wealth inequality in America, which is a huge issue. I want to ask you this
question. Right now, we have 400 individuals who own more
wealth—I am not talking about income—who own more wealth
than the bottom 150 million Americans, 400 and 150 million. That
is the most unequal distribution of wealth in the entire world, certainly in the modern history of the United States of America. We
have six banks—six banks—that have assets equivalent to twothirds of the GDP of the United States, about $9 trillion.
Do you believe that it is healthy long-term for our economy when
so few individuals own so much wealth, when so few banks, a halfa-dozen banks controlling—having assets equivalent to two-thirds
of the GDP? Do you think, from a competitive point of view, from
an economic point of view—forget the moral point of view—do you
think that is healthy for the future of our economy?
Secretary GEITHNER. I think you understand the problems associated with the rise in inequality, not because you do not understand
them—you understand them better than anybody—but it is the
combination of alarming increase in inequality with alarmingly
high rates of poverty, very low growth in the median wage for the
average family, combined with very diminished prospects for mobility, for intergenerational mobility. It is the combination of those
two things that we should be most worried about as a country, and
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I think that every time we think about our fiscal priorities, we
have to keep in mind the fact that this country, despite our enormous wealth, is living with, I would say, shameful levels of poverty, inequality, and diminished prospects for the average—
Senator SANDERS. You are absolutely right, and when we talk
about the future of this country, every single person in this room
should be terribly ashamed that we have, by far, the highest rate
of childhood poverty, somewhere around 22 percent, of any major
country on earth. Now, how do we expect to be going forward as
a great nation when so many children are living in terrible poverty
and not getting the education, among other things, or the health
care that they need?
With that, Mr. Chairman, I yield the floor.
Chairman CONRAD. I thank the Senator.
Senator PORTMAN. Thank you, Mr. Chairman, and Mr. Secretary,
thank you for being here again and for your service.
I just have to make a quick comment on my colleague’s comments. The way to do it is to increase economic growth, and that
is one of the serious challenges that we have, and I want to talk
to you a little about that, because the Treasury plays a big role in
economic assumptions and because economic assumptions play a
key role in what these budget numbers really mean. A year ago at
this same hearing, I asked you about your numbers, saying that I
thought that they were too rosy and that it had a big impact on
what your deficit reduction claims were. I noted that the private
sector estimates represented by the Blue Chip forecast were more
pessimistic than yours. Your answer at the time I think was to say,
‘‘Well, Portman, you were Budget Director 5 years ago, and you did
the same thing.’’ And I was kind of shocked you answered—
Secretary GEITHNER. No, I do not think I said that that way.
Senator PORTMAN. Well, you did but—so I went back and looked
because I did not know at the time. Actually we did follow Blue
Chip, FYI, but it turns out that it was even worse than, we all had
hoped, because you look at 2011, last year under your budget you
projected 3.1 percent growth in 2011, and it ended up being, as everyone knows, 1.7 percent growth last year. And, incidentally, your
budget this year has lower estimates for 2012, 2013, and 2014 than
your budget did last year. But even so, you are significantly above
Blue Chip. On average, you are over half a point above. And it does
matter. I mean, you look at this, rule of thumb might be each year
about half a percent of GDP is about 200 billion bucks, so we are
talking about $600 billion less in deficit reduction over the next few
years if you follow Blue Chip. That is conservative. This Blue Chip
is actually a little bit lower than that.
So I just point that out again because Treasury plays a key role
in looking at those. I hope that in these budget documents you
guys can look at Blue Chip and CBO, which, as CBO is far less optimistic than you are, too.
Given that you have about $2 trillion in tax hikes in this proposal and that, we have been off on the estimates in the past in
your budgets, why do you think the continued rosier scenario is appropriate?
Secretary GEITHNER. You are absolutely right that we are somewhat above Blue Chip. You are also right that growth was weaker
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in 2011 than we forecasted, and it was weaker for the reasons I
said. You know, we had a substantial oil shock, the Japan disaster,
and Europe, not anticipated at that time, and it goes to what Senator Sessions said. It just reminds us how uncertain these things
are.
I think that you have to be very careful that when we budget we
budget on a realistically conservative assumptions about the future
growth, inflation, interest rates. We have tried to do that, but,
again, one of the great strengths of our country is, it will be CBO’s
things that govern in this broad context. They are probably, I
think—I am not sure exactly where they are going to be. I agree
with you they are probably going to be more modest in the short
term, but I think if you look over the longer budget horizon, I do
not think we are going to be that far off of them.
Senator PORTMAN. They are more pessimistic, as over the next
few years, and they are indicating that unemployment is going to
rise. In fact, your own budget says unemployment is going to go up
next year under your proposals.
Secretary GEITHNER. No, that is not quite true, Senator. As the
Chief Economist said the last few weeks or so, the unemployment
forecast in the budget was done—I do not know—5 or 6—
Senator PORTMAN. Yes, I understand. I am just saying if you look
at your budget, it has a higher forecast, and CBO, the Congressional Budget Office, has come out with their forecast—
Secretary GEITHNER. Only because it was done in November,
that is all.
Senator PORTMAN. Quickly, on entitlements because this was
talked about a lot today, and a lot of people on this Committee
have spent a lot of time and effort on it, and a bunch of us have
voted for what you called the Ryan budget earlier, which was a
budget that most members of this
Committee on the Republican side supported, which did deal
with the issue of Medicare in a very difficult political way, but in
a way to actually get costs down through competition and through
dealing with the unsustainability of a fee-for-service, third-party
payer system.
Just to make a point here on your budget, mandatory spending,
which is now the biggest part of the budget—it is 64 percent of the
budget, which includes Medicare, Medicaid, Social Security, interest on the debt—rises in your 10 years, as I look at it, from 64 percent of the budget—and, again, the fastest-growing part of the
budget—to 78 percent of the budget. So when my colleague from
Vermont talk about slashing, we are crowding out obviously the
rest of the budget increasingly by not taking on this issue. And you
do not touch Social Security. Medicare, you do have some means
testing on the beneficiary side, but it happens, interestingly, after
the next Presidential term. And, again, the growth is 64 to 78 percent.
Secretary GEITHNER. But, Senator, just on that one thing, in the
Republican budget that was passed by many—or supported by
many over the last year, none of the Medicare changes hit within
the 10-year window.
Senator PORTMAN. That is correct. You would not know that
from—
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Secretary GEITHNER. And there were no Social Security reforms
in that budget. And—
Senator PORTMAN. But let me be clear. If the administration
were to put a Medicare reform proposal in the budget and say that
it is not going to affect those who are currently 55, therefore, it
would occur in the 11th year, I am sure that you would get a lot
of support from this side of aisle. Certainly you would from me.
And I think you would agree that that was a politically difficult but
an important step forward. So that is—
Secretary GEITHNER. And we did propose—
Senator PORTMAN. That is what we are looking for.
Secretary GEITHNER. We do propose $350 billion of Medicare and
Medicaid changes within this budget window.
Senator PORTMAN. Yes, and that is—again, the means testing I
applaud you for. I think it is appropriate. I think there are ways
you can do more there, which I would be happy to talk to you
about. But the rest of it all comes out of the provider side, as you
know.
Final question on comprehensive tax reform. You have talked
about the need for lowering rates and broadening the base. Can
you talk about why you think that is so important, particularly
with regard to corporate tax reform?
Secretary GEITHNER. Okay. I think in general on both sides that
is true, that you have a more efficient system, better for growth,
fairness, simplicity, if you lower rates and broaden the base.
On the corporate side, the single most important imperative for
how you think about a principle to guide reform is how to improve
the incentives for people who are going to design and create and
build things here in the United States. And what you want to do
is reform the system so that you are shifting those incentives in
favor of the American company or the foreign company building
that next plant here. That requires lowering the rate. It requires
cleaning up a bunch of the less efficient distortions in the current
Tax Code, and it is going to require some changes on the international side, too, so we are not encouraging people at the margin
to build that next plant or shift their investment income outside
the United States.
Senator PORTMAN. Thank you, Mr. Chairman.
Chairman CONRAD. I thank the Senator.
Senator Begich.
Senator BEGICH. Thank you very much, Mr. Chairman. Mr. Secretary, thank you for being here.
Before I start with some of my questions, I always am starting
in a lot of my Committee work that I do here or elsewhere, I want
to make sure we echo what I think is happening out in the economy, and there is good news, a lot of good news. It is not perfect.
It is not what we all would hope and dream for in the sense of a
robust economy. But it is incredible news. I know the Chairman
talked about GDP, and I do not have a big chart. I have just a
small sheet of paper, but the colors tell the story, and it is what
you talked about, Mr. Chairman. The red is bad, green is good, and
you can see what is happening.
Now, it may not be a perfect trend line, but the most important
part—and I am kind of talking through you to, again, the folks that
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watch us here and try to understand all this language we use here.
We have had very positive growth. Now, it is not as strong as we
would like, but it is positive growth.
The other chart, which I think is interesting, a little smaller to
see, but, again, the red lines show the loss of private sector employment, and you can see how deep it gets, 600,000 at one point per
month. And then as you actually made a slight error in your testimony, you said 22, then you had to correct yourself, 23 consecutive
months, not 22, now 23, which is, again, a good sign. Again, not
as robust.
When you look at today’s news, just the stuff that is on the line
today, U.S. housing starts climbed more than expected in January.
That is off of CNBC: ‘‘Jobless claims keep falling; inflation pressure
still low.’’ Again, not me saying that. It is what we are seeing in
the market and what is happening. That number is very important
because that is the underlying number to the unemployment as we
see that consistently below 400,000 number, it is 381, or whatever
it is today—or 361.
The other telling number under here—and I think you might
echo this—is the small business component here. That is the backbone of this economy. And when in January unexpectedly unemployment went down, honestly, as a small business person, that did
not surprise me one darn bit, because if you looked at the December numbers, it was small business people hiring. They do not hire
for surges. They hire because demand is starting to increase, and
they have been pent up. I know this because I have been in small
business for a long time.
Also, this one I always love because—this is again today: ‘‘GM
posts record profits 2 years after bankruptcy’’—because the work—
and it was risky, I will say that. The work we did here with you
folks and a slim margin, to say the least, at the end of the day incredible. ‘‘Production at U.S. factories on the rise.’’ You know, the
good news is there. But we spend a lot of time here looking for the
bad news because that gets better headlines and that is what is
great to talk about and gets people fearful.
‘‘Market is up double since May of 2009.’’ Why is that important?
Because so many people are tied with their retirement funds, education funds, all those things that matter to their long-term health.
Is it better—can it be better? Yes. No one disagrees with that, to
my colleagues on the other side. But we have done incredible
things. And your deficit projection, which was one point—I know
people always throw the 10-year numbers, as my colleague did yesterday. Ten years of projections. I am talking about reality. Reality
was 1.4 trillion, now down by over $200-plus billion, maybe $300
billion when finally done. That is reality. That is actual. The 10year projections are all what they are—projections, mythical numbers that CBO, we all—we put charts up, but it is actual that
makes the difference. And so it is not perfect, but we sure have
come a long way.
I want to make sure I understood your debate with Senator
Graham, and that is on statutory rate versus effective rate, because the statutory rate, again, is a mythical number. Example A,
former Senator Santorum, if I look at his tax return, has a 35-percent rate. If I look at Romney, 35-percent rate. But their effective
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rates: Santorum, 27 percent; Romney, 15 percent, even though they
are both in the 35 percent. So that is what your point—correct me
if I am wrong—was trying to talk about effective rate. The effective
rate of the top 2 percent will go up under your plan. But the overall statutory rate will come down.
Am I hitting that right?
Secretary GEITHNER. If we do tax reform—
Senator BEGICH. If we do tax reform. I am sorry. Yes. But your
basic question was, before you get to tax reform, there has to be
an understanding by all sides here that the number we need to get
to in new revenue is about $1.5 trillion. Did I hear that right? If
you can answer that question, then it is just putting the pieces together. But everyone wants to argue about the pieces because they
never want to answer the first question, because that is how you
are going to solve this, between cuts, revenue, and growth.
When I was mayor of Anchorage, 40 percent of my new tax revenue was from growth. But I cut and I adjusted revenue streams.
I had kind of a list. I am actually just going to submit my questions for the record, but it is frustrating because what we should
be doing here is agreeing that we are going to hit some of these
things and do them. Tax reform, there are two things I would love
to get your comment on—not now but for the record. There is a bill
that I support on tax reform that Senator Wyden, Senator Coats,
and I have put together. I would be anxious and interested—also
Senator Isakson have a piece of legislation regarding reforming
Fannie Mae and Freddie Mac, which I think is the right thing to
do. It takes some of your guys’ ideas, some of the Republican and
Democratic ideas and kind of meld them in the housing industry.
I would be very curious. I think that is something where we can
recoup $100-plus billion of taxpayer money and put it back into
helping draw this deficit down. So I would be very interested in
that.
And then the last one for the record, if you could, how confident
are you regarding TARP? I know at one point it was a projected
$340 billion taxpayer bill by the past administration, but today it
is $68, $78 billion. If you could, again, for the record—or if you can
do it in 5 seconds—give me the answer to that. I will leave it at
that, Mr. Chairman.
Secretary GEITHNER. Let me just answer quickly on the TARP
question. You are right that at the beginning the estimates were
$350 billion or more in terms of losses on TARP.
Senator BEGICH. Losses to taxpayers.
Secretary GEITHNER. Losses to taxpayers. And the latest estimates from CBO are somewhere between $30 and $40 billion. We
carry a higher number, a more conservative estimate than the
CBO. But my own view is it will be lower than both those estimates, and—
Senator BEGICH. Very good. Thank you, Mr. Chairman—oh, I am
sorry.
Secretary GEITHNER. It is important to recognize that the investments in the banks that were such a source of understandable outrage and anger are likely to generate a very substantial positive return to the taxpayer.
Senator BEGICH. Very good.
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Thank you, Mr. Chairman.
Chairman CONRAD. Senator Johnson.
Senator JOHNSON. Thank you, Mr. Chairman. Mr. Secretary, welcome.
I would like to talk about actual, I would like to talk about reality, and the reality situation is this is the President’s fourth
budget, and this is the fourth year in a row that he is not addressing Social Security, and he is really not in a meaningful way addressing Medicare, which we all realize are the real drivers.
I agree with Senator Sanders. I am highly concerned about why
anybody would propose defunding America’s retirement plan, not
only just 1 year but 2 years in a row, and when is that ever going
to stop. Because the chart behind me shows that by the year 2035
we will run a cash deficit of $6 trillion, and that is a real concern.
Again, I want to talk about—I want to kind of cut through the
poll-tested Washingtonspeak that I think is so much of the explanation behind this budget and get to some facts.
First of all, let us talk about actual spending, getting to what
Senator Sessions was talking about. Spending does increase compared to your last year’s budget. On Table S–1, you projected 10year outlays of $46 trillion. Now, that—because we are not cutting
spending. If you take a look at the last 10 years, we spent $28 trillion over 10 years. Your projection was for $46 trillion in your last
year’s budget. You are projecting this year $47 trillion. These are
correct numbers. Am I right?
Secretary GEITHNER. I do not think those help you at all explain
the choices we face.
Senator JOHNSON. Those are correct numbers out of your budget.
Last year, you projected 10-year spending of $46 trillion. This year,
you are projecting $47 trillion. Correct? I just want—those are correct, right?
Secretary GEITHNER. You know this very well. Millions of Americans are retiring, becoming eligible for Medicare and Medicaid. So
what that means is—
Senator JOHNSON. Okay—
Secretary GEITHNER. —that those spending grows over time.
Senator JOHNSON. Are these numbers accurate or not? This is
your budget from last year and this year in terms of outlays, correct? It is 46 versus 47.
Secretary GEITHNER. I know you want to cut deeper than we are
proposing—
Senator JOHNSON. No, no—okay, let me move—
Secretary GEITHNER. I understand—
Senator JOHNSON. I am not going to get an answer. Let me move
on to my next question. I would think most Americans, when they
hear that you are going to reduce the deficit by $4 trillion, would
think you are going to reduce the debt by $4 trillion as well. Correct?
Secretary GEITHNER. I think I could save you time by saying I
know you want to cut deeper faster. I got it—
Senator JOHNSON. No, no. I just want to cut through—I want to
cut through the fiction that this budget is. So according to your
budget last year, you were estimating in Table S–14 that the total
debt in the year 2021 would be $26.3 trillion. Take away the $900
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billion. The thing that we should compare it to is $25.4 trillion.
Right now in this budget you are estimating $25 trillion for 2021.
So the only thing I can come up with is that the total deficit reduction is $400 billion, which, Congressman Ryan arrived at about the
same number a different way. So we are not seeing $4 trillion of
deficit reduction, are we?
Secretary GEITHNER. Those are—3 days I have heard and listened to that argument, and it has no value as a way to expose the
choices we face in this context. We—
Senator JOHNSON. I am just trying to cut through the fiction.
Isn’t it true, if you are really going to cut the deficit by $4 trillion,
you should be reducing the projected debt? Isn’t that true?
Secretary GEITHNER. Senator, I think I can save you some time
on this. Ask CBO what happens to the deficit if you were to enact
our policies, and they will tell you the deficit falls dramatically as
a share of GDP. That is the test of fiscal responsibility. What we
differ on is whether we should cut more than that faster and how
we should get there.
Senator JOHNSON. You are not answering my question. Let me
just ask you another one. I have heard repeatedly over the last
year that the President was for the grand bargain. Again, I know
that is poll tested. You know, it sounds grand. It sounds like a real
bargain. You know, I will bet you it is even balanced. What was
it? What was the grand bargain? Was it ever on a piece of paper?
Did the American people ever see the entitlement reform that the
President was actually supposedly agreeing to?
Secretary GEITHNER. Senator, I spent, as the President did,
months and months with the senior leaders of the Republican
Party and Democrats—
Senator JOHNSON. Did Americans ever see what the President’s
proposal was to reform entitlements? Because he keeps talking
about that he actually had a plan. What was the plan?
Secretary GEITHNER. We proposed in April of last year, in September of last year, and in this budget reforms to entitlement
spending. They are in the budget. Now, you can disagree with
them. You—
Senator JOHNSON. Is there a plan? How do you reform them?
How do you reform Social Security? How do you save Social Security over the next 35 years?
Secretary GEITHNER. On Social Security, you are absolutely
right, we have not proposed a plan to reform Social Security. We
have not. Nor have you. Nor has your side.
Senator JOHNSON. But, again, the President said he is for the
grand bargain that actually reformed entitlements. What was the
plan? Can you provide it to my office so I can see a detailed plan
of entitlement reform?
Secretary GEITHNER. You can see the detailed plan in the budget
on Medicare and Medicaid, much more detailed.
Senator JOHNSON. For Medicare, $350 billion.
Secretary GEITHNER. Medicare and Medicaid together, $350 billion cut off the expected baseline over 10 years.
Senator JOHNSON. And Social Security, you are doing nothing to
address the $6 trillion deficit?
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Secretary GEITHNER. No. On Social Security, we have left, as you
have, a broad commitment to work to strengthen it, but we are not
willing to come to where you are on how to do that because, frankly, your side wants to cut the benefits deeper.
Senator JOHNSON. Let me move on. When I was questioning
Chairman Bernanke, certainly I realized it is the level of uncertainty because we do not have a plan. Americans are taking a look
at these deficits as far as the eye can see, the fact that this President is not leading, is not proposing real tax reform, is not proposing any kind of—nothing to propose saving in Social Security
and entitlements. And I asked, ‘‘Is that a problem?’’ Chairman
Bernanke said, ‘‘Yes. That harms economic growth.’’ The White
House—their answer was, ‘‘We have no opinion whether this body,
the Senate, should pass a budget.’’
Do you basically agree with that? You have no opinion whether
we should actually show a plan for how we save America financially?
Secretary GEITHNER. Good question, so let me try to respond.
Senator JOHNSON. Sure.
Secretary GEITHNER. My view is, as you have heard me say many
times, that if Congress and this country, this city, this capital, this
building, does not find a way to begin to make progress, more
progress than we did in the summer, putting our deficits on a sustainable path, then it will be bad for the country. Growth will be
weaker. That will be damaging.
However, if you look at any measure we have today of the risk
that those concerns about the future are hurting growth, I do not
believe you can find evidence to support that, and let me just say
in support of that the following things—
Senator JOHNSON. Are you going to press Senator Harry Reid to
bring a budget to the floor of the Senate to actually vote on it?
SecretaryGEITHNER. That is really a better question addressed to
my colleagues, but I want to just finish this one thing. To borrow
at 10 years now, we pay less than 2 percent. There is no evidence
in any measure in financial markets today of concern about fiscal
sustainability, about inflation risk, other things, in any measure of
financial markets you can test every day. It does not exist today.
Now, if we do not act on this, it will happen and it will hurt us
but not today.
Now, again, if you look at any measure of the basic health of the
American business sector outside construction today, profits, very,
very high. Expected profit—and their stock prices are way above
where we came in. And they are spending on investment and
equipment and software and on employment at levels that are pretty healthy given where we are and where we are going.
So you are right to say that we cannot sit here and do nothing
about these problems. We have to do more. We just started that
process. It is going to take some time. It will hurt us if we do not
get there, but there is not, I do not think, strong evidence today
to suggest that you—the fact that you are not willing to move on
it now, we cannot close our gap right today, is having a material
impact on growth now.
Chairman CONRAD. Senator Toomey.
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Senator TOOMEY. Thank you, Mr. Chairman, and, Mr. Secretary,
thanks for being back. I guess this is your last time through for
this purpose, for the budget.
Secretary GEITHNER. You can have me come back if you want. I
am happy to come back.
[Laughter.]
Senator TOOMEY. I am referring to the annual ritual. You have
been in the hot seat a number of times. I thank you for your service, as much as I disagree with you on many things.
But I did want to follow up on a couple—one thing I think you
just said that I actually think is dangerous and I worry about, and
that is, suggesting that long-term Treasury yields are somehow
anything we could take any comfort from and that we should infer
from a sub-2 percent 10-year, which I think is very abnormal, and,
in fact, probably suggests that there is something deeply wrong
when a 10-year Treasury has a yield that is lower than the rate
of inflation. The negative real interest rates that far out the curve
ar deeply disturbing to me.
I would also point out that it is even more dangerous, since we
have chosen to shorten the average life of our borrowings, increasing our risk of refinancing—okay, well, then, that has been my understanding.
And the last thing I would just say on this topic is for an extended period of time, Italy could borrow money at about the same
rate that Germany could, routinely, and then one day they could
not. And I am convinced that we are on a path to go through a
similar type of experience.
The problem is we do not know when and we do not know how
severe, but it could happen at any moment. So I take no comfort
from the fact that we have—by the way, I think you could also
make at least the argument that a Federal Reserve that keeps interest rates at zero, thereby allows people to have a carry trade on
longer-dated securities, promises that they will keep rates at zero
for an extended period of time, and then goes out and buys huge
quantities Treasurys, all of these things could very well be contributing to these very strange, very low rates, and so we really should
not draw any comforting conclusions from them.
Secretary GEITHNER. I do not draw too much comfort, and I agree
with you on much of what you said, so let me just clarify one thing.
First of all, we are gradually extending the maturity of our debt.
It—
Senator TOOMEY. You did shorten it, though, for—
Secretary GEITHNER. But only in the crisis for reasons that you
understand better than most people. But since then we have been
successful in gradually extending maturity, which makes sense and
is prudent.
You are also right to say that the current interest rates reflect
lots of different factors.
Senator TOOMEY. Right.
Secretary GEITHNER. But I was just trying to say—and you are
right that we should not live here with the expectation the market
would look past inertia on the fiscal front for a long period of time.
I do not share that view. I do not agree with that. That would concern me if people take too much comfort from that.
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What I was just saying is that you cannot see today in those
rates evidence of concern that this country does not have the ability to deal with these problems and come to it. Most people expect
us as a country to do what we have done in the past, which is to
look past our political differences and come together and fix—
Senator TOOMEY. And I certainly hope we will do that. I am simply suggesting that what you choose not to see in the current rate
structure should not be a source of comfort because of so many
other—
Secretary GEITHNER. Yes, and I do not take too much comfort. I
really do not. What I am just saying is you cannot find evidence
of the opposite, which is—
Senator TOOMEY. I understand. You have on several occasions
pointed out that you in this budget propose $350 billion in reductions in Medicare and Medicaid. You pointed out, correctly, that
that is from the projected levels of spending. It is not actual cuts
but from projected levels. But I think it is very important. First of
all, about 300 of that I think is on the Medicare side, of which
about 90 percent of that is just further ratcheting down reimbursements to the people who provide health care. A small portion of it
is means testing, but most of it is provider cuts. And all of those
proposed cuts are reflected in the numbers that you then project,
which still grow, Medicare and Medicaid, at an average rate of
about 7.3 percent per year over the 10-year period.
Your GDP number is about 5 percent. The CBO is about 4.7. The
Blue Chip guys are lower than you guys are. So my point is that
even your relatively optimistic growth numbers are easily eclipsed
by a significant margin by the growth in these programs, and that
is why I believe that the President is failing us by not laying out
a specific plan that makes these programs sustainable. As I think
you will acknowledge, it is not possible for these programs to continue growing at a rate greater than our economy, and yet that is
exactly what this budget proposes. I think that is a failure in leadership to provide the concrete plan that is an alternative.
Secretary GEITHNER. Well, as I have a different view, and I do
not claim—we are not claiming too much for this in the sense that
our view is that the combination of the Affordable Care Act reforms, which CBO scores as substantially reducing the out-year
deficits, combined with these additional modest savings in Medicare and Medicaid help restore or move these programs to a more
sustainable path, but they do not solve it. I totally agree with you
on that context.
But I think our difference is a bigger difference than that. Our
difference is how we do it, and our concern with the approach that
your side has embraced is that we think you put too much of the
burden in cuts on middle-class beneficiaries, and the reason why
you do that is not because you want to do it, I do not think. It is
because you do it because you so far have been unwilling to contemplate modest amount of additional revenues as part of the plan.
Senator TOOMEY. Okay, I am sorry, that—no. I do not think that
is a fair characterization at all. We disagree about how we go forward with reform. My own view is that the only way we are going
to solve this problem is to change the architecture of the plan, and
if we continue to go with an open-ended fee-for-service plan, we
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will never get the dynamics right; we will never get the incentives
right; we will never get the market forces bringing competition and
price—some way of price controls. I believe that can be done without in any way jeopardizing an important safety net for people who
really need it.
But I want to make another point, if I could. On page 7 of your
testimony, you talk about how businesses ought to compete based
on the products and services they provide, not the tax breaks that
they can collect. I could not agree more with that. But when I look
through this budget, we find case after case where this budget proposes the creation of new preferences, new tax credits, new subsidies. We are asking taxpayers now to spend not $7,500 for every
Chevy Volt someone buys but $10,000. You have a new 18-percent
deduction for companies that can get themselves classified as advanced technology. You create a HOMESTAR rebate for energy-efficient retrofits but that are not economically efficient. And the list
goes on and on and on. Yet you suggest that, it is better for companies to compete on products and services, not tax credits and special favors.
You know, I think that this runs contrary to Americans’ understanding of fairness when you guys decide that certain industries
and certain businesses within industries are going to get special favors. And I think it impedes economic growth, and I would like
your comments.
Secretary GEITHNER. Again, you may find us more in agreement
on this than you fear, and we will have a chance to talk about this
in the coming weeks. We are going to lay out in the next couple
weeks a broad framework for proposals for corporate tax reform,
and you are going to see in that context that we think it would be
a better system for the country for us to eliminate dozens and dozens of the special preferences in the corporate Tax Code today,
which is one reason why the rate is so high.
We are going to make the case in that context, though, for as we
eliminate those, preserving and reforming a much narrower targeted set of measures that will focus on a much more specific set
of objectives, generally within the context of encouraging investment in the United States.
I agree with you that if you look at our corporate tax system
today, some industries pay very, very low effective tax rates. Others pay much closer to the average. And that is not a sensible way
to try to run an economy. That is really inefficient. It is deeply unfair. Those that enjoy the very low effective tax rates are doing so
just because other people are paying higher tax rates. And it would
be good for us if we can find a way to clean that up. s
Chairman CONRAD. Senator Thune? And let me just say to colleagues that I had committed to the Secretary that we would get
him out of here at quarter of. He has got obviously some serious
responsibilities, and I think people have had good time here, good
time allocated to questions and answers.
Senator Thune, thank you.
Senator THUNE. You might want to ask the Secretary if he has
had a good time here, Mr. Chairman.
Secretary GEITHNER. I have had a pretty good time.
Senator THUNE. Thank you, Mr. Chairman.
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Mr. Secretary, welcome. I appreciate you being here and we had
a chance to discuss some things at the Finance Committee the
other day. I did want to touch on one point that we—you and I discussed at that hearing. That has to do with the tax rates going up
next year under the President’s budget on people over $200,000
and your assertion that that would not have, you did not think, significant impact on the economy.
I would just point out, I mean the Joint Committee on Taxation
has said that half of flow-through business income would be taxed
at those top two rates. It strikes me, at least, that there is going
to be some significant impacts on the economy if you are taxing,
if you are raising taxes on 50 percent of the business income, at
least the income that is flow-through.
Secretary GEITHNER. Can I just clarify one thing, Senator, really
quickly? What I tried to say is it is all relative, relative to what?
And if—again, if you try to replace the cost of those tax cuts to the
top 2 percent with say, for example, equivalent cuts in Medicare
payments or infrastructure spending or other types of transfers,
then the impact on growth would be worse.
Senator THUNE. I am just—yes, your statement about the impact
of those tax increases was—I think the quote was very modest. So
I understand it is in the context of a bigger discussion about all
these budgetary issues, but I think, assuming for a minute just
simply because it is only impacts what you characterize, I think,
as 3 percent of the people, it does impact a tremendous amount of
the income, business income in this country if you are going to
start taxing half of that at a higher rate.
Secretary GEITHNER. I disagree with that. Again, I think it is
very—I mean, you know this as well as anybody. You need to look
at the effective tax rate. Now, it is true that under our proposal
it will go up modestly. But it is really remarkably low now, relative
to almost any other point in history, even for those past 2 percent
of small businesses, you call small businesses will be affected by it.
So I guess what I keep trying to come back to is these things are
about alternatives. The question is if you do not want to do that,
who do you want to bear the burden of that, of the cost of those
cuts? I think if you put that burden on other people, like below the
2 percent threshold, then I think that would be less fair. And I do
not think it would be better for growth.
Senator THUNE. Well, it is—it may be 2 percent, but it is 750,000
small businesses who would be impacted. And if you think about
what that means in terms of job creation in this economy, I do not
know how you cannot conclude that it is not going to impact economic growth in a negative and adverse way.
Secretary GEITHNER. Relative to what, is the alternative? I think
we both agree you cannot go borrow $1 trillion to afford to extend
those for 10 years. We cannot do that. Then the question is, the
question is is who do you want to bear the burden of that and what
impact would that have on economic growth?
The other alternatives available to us, I think, are again you cut
infrastructure, you cut transfer payments, the biggest drivers of
our deficits. I think you will more impact on demand, negative impact on demand, probably in a way that is worse, on balance, for
those companies who are trying to get people buy their products.
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That is the choice we face. And again, one more point, the effective tax rate, even with these proposals, I think looks pretty favorable compared to where it was in the late 1990s, which was a very
good period for the small businesses you are seeking to—and again,
using your definition, a lot of the people you capture in that definition are partners in law firms, in hedge funds, and lobbying firms
because of the definition we use in that context. And a huge part
of that 2 percent, half of the 2 percent of small business employers
affected by this are small businesses who, after expenses, earn
more than $1 million a year.
So these are not—these are taxes that affect a small fraction, the
people in the best position to absorb it. And if you do not do that,
you are probably going to do something that is going to be worse
for demand for their products.
That is the choice we face, I think.
Senator THUNE. It is a small portion of the 750,000 small businesses, all of whom have potential, I think, to create jobs and who,
if faced with higher tax burdens at the Federal level because of increasing rates, are probably going to have less capital to invest in
their businesses.
Secretary GEITHNER. But if you cut demand for their products—
Senator THUNE. Well, but I am not suggesting you cut demand.
I think that you could, if you accompanied what— if we did entitlement reform and made reforms, you are assuming that is a dollar
for dollar cut. And we do not assume that—if you get—one of the
best things that we can do to get out of the mess that we are in
is to get the economy expanding and growing again. And your assumptions on economic growth, which are in the 2.5 to 3 percent
range, are much higher than what the CBO and a lot of outside
forecasters are assuming is going to happen.
But I think that those assumptions about economic growth are
at great risk and great jeopardy if they are accompanied by tax increases on the people who are going to create jobs out there.
Secretary GEITHNER. We disagree on that, but I think you are
right to point out that the choice of how you reduce deficits should
be significantly about what is a better outcome for growth. Of
course, I understand and appreciate your views on that question.
Senator THUNE. Let me just ask you quickly—I do not have a lot
of time left. But the current debt limit ceiling is $16.394 trillion
which, at the time that the Budget Control Act was passed, was
expected to keep the government funded through November of this
year. In the President’s budget, Table 6.2 of analytical perspectives
shows the government will be just $60.1 billion below the debt ceiling at the end of the fiscal year in 2012, which will be September
30th.
So I guess the question is do you plan to institute extraordinary
measures to avoid the debt limit being reached prior to the November elections? And how does the potential payroll tax holiday extension through the end of the year not being paid for affect that calculation?
Secretary GEITHNER. I think even with the agreement and prospect on the payroll tax, we still do not expect to hit the debt limit
until quite late in the year, significantly after the end of the fiscal
year but before the end of the calendar year. Now those estimates
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have changed. It is a long way away and you know those estimates
change a lot. We do, as you point out, still have or Congress has
given us a set of extraordinary measures we can use to give Congress more time to act.
But we do try and do is update those estimates regularly, transparently, and we will keep doing that as we have in the past.
Senator THUNE. My time has expired. Thank you.
Chairman CONRAD. I thank the Senator. Senator Ayotte.
Mr. Secretary, I apologize to you. We are going to go a little over
what I had promised you, but Senator Ayotte is here and she is on
the list and I think, in fairness, we need to give her time.
Secretary GEITHNER. Happy to do that.
Senator AYOTTE. Thank you, Mr. Secretary, I appreciate it.
I wanted to ask you, why did the President ignore the SimpsonBowles Commission? And why did he not take any steps to push
Congress to act on it? It was his commission and I am certainly
proud that my predecessor served on it.
Secretary GEITHNER. A good question, I am glad you raised it.
The President, in April of last year and then in September and
now in the budget, has laid out a set of reforms on the spending
side and the tax side that are very similar in broad magnitude.
We go deeper on discretionary—non-defense discretionary than
Simpson-Bowles did. We are not as deep on defense as SimpsonBowles was. We do not have Social Security in there and they went
deeper on benefits than we are prepared to do. And we have a set
of reforms on Medicare and Medicaid that are in the range of what
they proposed.
But we did not, at the time Simpson-Bowles came out, because
of the Social Security side of it and because of the defense piece of
it, felt we could embrace it in its details to that point. But in the
broad outlines of strategy, a balance between revenues and expenditures, the President’s proposals are comfortably within that neighborhood.
Senator AYOTTE. But yet the President has taken a very different
tax reform—he has not embraced, in my view, in the proposals he
put forward, the type of tax reform that Simpson-Bowles embraced.
Secretary GEITHNER. Actually, that is not quite fair. What we did
in the budget is say that if you need to get the revenues—like, for
example, we propose about $1.5 trillion on individuals over 10
years, 1 percent of GDP. Simpson-Bowles is $2 trillion.
We say in the budget that if you want to do that in the current
tax system we have, here is one way to do it. But we would prefer
to do it, like in Simpson-Bowles, by lowering rates and broadening
the base. But in the broad—
Senator AYOTTE. But that is not what is in this.
Secretary GEITHNER. No, we do not propose in the budget a comprehensive individual tax reform thing. But we say, as the President said in the State of the Union, that in broad principles, lower
rates, broaden the base. We would support that basic approach.
What—
Senator AYOTTE. But here is—I do not want to interrupt you because I know we do not have a lot of time, but here is what—it
is one thing to say something. It is another thing to do something,
in terms of leadership. And certainly, the President can say a lot
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of things. But in terms of putting forward a tax reform proposal
that is one that broadens the base, obviously lower rates, he can
talk about it but that is not what is in this budget.
Secretary GEITHNER. Maybe it would reassure you if I reminded
you that we spent between two and four months last summer negotiating with the Republican leadership in the House on a broad
comprehensive framework of tax reform and entitlement reform.
And as we found the gap quite large, too large to bridge at that
point.
Senator AYOTTE. Can I share something with you as just a member of the Senate? I never saw anything. Nobody ever gave me—
I actually told my constituents I would read this stuff down here.
Secretary GEITHNER. Did you see what the Republicans proposed
to us?
Senator AYOTTE. Well, where is the President’s proposal?
Secretary GEITHNER. You have our proposals in the—that is why
we are having this debate. You do not like them, I know, but you
have the proposals in the budget.
Senator AYOTTE. It is not that I do not like them. It is just that
you are saying that somehow he has embraced tax reform and that
there were these two months of discussions last year about it, but
we never saw a proposal on paper from those, from which we could
judge it, the American people could judge it.
It is sort of like when he introduced his budget last year and
then talked also about changing the budget. We never saw another
budget introduced.
So it is very difficult, as a member of the Senate, to judge something that you have not seen on paper.
Secretary GEITHNER. You are right, Senator, that we have not
proposed a comprehensive individual tax reform plan. You are absolutely right. We did not propose it last year. We have not proposed it this year. What we said is here are some broad principles,
much like Simpson-Bowles did, and here are some specific proposals—
Senator AYOTTE. You cannot pass broad principles. You can only
pass a written proposal. So if you want us to do tax reform, what
I am saying to you is there seems to be people around here that
are interested in tax reform, that leadership, it seems to me, would
be putting it on paper rather than talking about broad principles.
Secretary GEITHNER. I welcome a chance to do that and maybe
we can find some common ground. But I think we have to be able
to answer—
Senator AYOTTE. Could we get that soon? Because it would be
something I think that would be very interesting for this committee
to take up.
Secretary GEITHNER. Maybe I can put it back this way, are you
willing, on your side, to embrace the broad balance of SimpsonBowles, revenues and expenditures? Because if you are, there is a
lot of common ground.
Senator AYOTTE. Well, it takes leadership. It takes a President
willing to put forward a written proposal. And I will tell you this,
that if we are going to be in a position to look at something like
Simpson-Bowles, then we cannot continue to spend more money
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rather than apply the change in revenue to the debt. And I think
that—
Secretary GEITHNER. I am touched by the affection you are showing for Simpson-Bowles but my understanding is, the last 12
months of this, is—
Senator AYOTTE. I think there is a lot for both parties not to like
in Simpson-Bowles, let us be clear. But the bottom line is this: the
President commissioned a group of talented individuals, including
my predecessor, to serve on Simpson-Bowles. Simpson-Bowles came
out with a report. You did not have to like everything in it. But
we did not see any presidential leadership from him, in my view,
of championing that report or modifying it and bringing it forward
to Congress in a way.
What we saw was it sat there on the shelf.
Secretary GEITHNER. We tried to give them the best compliment
we could, which is in April of last year, in September of this year,
and in this budget, laying out a framework very, very similar in
broad terms of the one they embraced.
Senator AYOTTE. Without fundamental tax reform, though, as
you have admitted.
Secretary GEITHNER. I do not think that is fair. Now again, let
us think about the difference. In the budget your side likes, you are
$2 trillion away from them on revenues. $2 trillion. You are at zero
and they are $2 trillion more revenues. We are at $1.5 trillion in
additional revenues.
So if you can embrace that basic principle of balance—
Senator AYOTTE. The budget I have before me, of course, increases—it is amazing to me the budget I have before me because
you manage to propose the largest tax increase in the history of the
country, still run a $1.3 trillion—
Secretary GEITHNER. Less than Simpson-Bowles.
Senator AYOTTE. You still manage, though, to run a $1.3 trillion
deficit this year, close to $1 trillion deficit next year, and to bring
our national debt up to $26 trillion in the next 10 years—
Secretary GEITHNER. And we bring our deficit down—
Senator AYOTTE. Without, you know—essentially large with a
large tax increase.
Secretary GEITHNER. And we bring—
Senator AYOTTE. You have managed to have the worst of both
worlds in this proposal.
Secretary GEITHNER. No, we have substantial deficit reduction
with more modest tax increases, higher levels of defense spending
than in Simpson-Bowles. And if Congress were to embrace those reforms, we would be in a much better place today.
Senator AYOTTE. Well, I certainly do not agree that substantial
deficit reduction would equate to bringing our national debt to $26
trillion over the 10-year trajectory.
Secretary GEITHNER. Those numbers, they are the most misleading way to think about this problem. We are a $14 trillion
economy today. The right way to measure what is affordable and
sustainable for the country is to say relative to all the income we
produce each year, what is a sustainable deficit? And we achieve
that with these proposals.
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Now your side can say let us go deeper, faster, sooner and without revenues and I understand that, but we would not support that
approach because we think it would be worse for growth and not
necessarily better for fiscal sustainability. But it is not clear or accurate to say that what stands between us and more fiscal responsibility is the minor gaps between us and Simpson-Bowles.
Senator AYOTTE. With all respect, what I think stands between
you and fiscal responsibility—the Administration meaning collectively—and fiscal responsibility is actually leadership and courage,
particularly since we left most of the entitlements off the table.
And I know my time is up and we could have this debate for a
while, but I understand—
Secretary GEITHNER. Okay, and we will.
Senator AYOTTE. —you have to go somewhere.
Secretary GEITHNER. We will. We will have this debate for a long
time.
Chairman CONRAD. If you want to respond, feel free.
Secretary GEITHNER. No, I think I agree with the Senator that
we are far apart on what the right strategy is but we would be
much closer if you would be willing to embrace the balance in that
plan that you show so much affection for. We would still have some
differences in how we get there but it would be a start.
Chairman CONRAD. I think the Secretary.
Let me indicate to colleagues, when we return on February 28th,
we will have Secretary Panetta here. I hope you will ask your
staffs to prepare for that hearing because it is obviously a very important hearing. The first time the Secretary of Defense has been
before this body in a very long time.
On February 29th, we will have a panel on health care. I hope
colleagues will have their staffs prepare for that as well, because
it is going to be critically important as we go into markup that we
have options on health care.
On March 1st, a panel on tax reform, the issue that was just
being raised. It is going to be obviously, as we go into markup,
what are our options with respect to tax reform.
And finally, on March 6th, something we have added, a panel on
defense to plumb down with respect to where we could get additional savings without endangering national security. And we will
have a wide array of viewpoints on that day.
So I hope very much colleagues will aks their staffs to prepare
now for those hearings so they can be as productive as possible.
With that—
Senator SESSIONS. Mr. Chairman, thank you. I think we have
had a good hearing today. I wish it could have continued longer.
I know the Secretary has got a lot to do.
I would like to just say that I do not think I haveten an answer
yet as to did the budget you submit increase spending over the current law or did it decrease spending? Did it spend more than current law, that was passed last August, or spend less?
Secretary GEITHNER. Maybe we should do this some other time
in more detail and I would be happy to respond in writing if you
would like. But we have tried to meet a test that this country did
not meet for a long time, which is to say that we are going to propose not just how to get the deficits down but how to make sure
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where we think we need to do something more, like for example
more infrastructure spending and for education, that we pay for it.
Senator SESSIONS. Well, I appreciate that and I would just say
that you spend more, so far as I can tell, and it is disappointing
that you are not willing to acknowledge that. So we cannot say to
the American people we cut $2.50 in spending for every dollar of
tax increases when you do not have any spending reductions.
Secretary GEITHNER. Mr. Chairman—
Senator SESSIONS.—have spending increases.
Secretary GEITHNER. Could I spend one more minute on this? Because I think it is important. I think we are using slightly conflicting ways of thinking about how you judge deficits.
Let me try to respond this way. If you use what I think is your
measure, if I understand it, if I understand the way you are approaching it—
Senator SESSIONS. Any fair measure and the budget you submitted.
Secretary GEITHNER. Let me try this way, if we use your measure, as I understand it, then let me say why I think that is misleading. It would mean that during the eight years of the Reagan
Administration, spending increased by 70 percent. During the eight
years of the Bush Administration, spending would have increased
by 89 percent. Nobody, I think, in this committee or who served in
that administration would have judged their spending records by
that basic metric.
So the metric that we all use together is a way of looking at not
just spending relative to current law or current policy but relative
to GDP. And we propose to reduce spending quite substantially relative to GDP, in a different way than your side would. But I think
we are using a conservative, accepted, responsible definition that
I think is consistent with the way most people would judge things
in the past.
Now we do some things significantly—
Senator SESSIONS. Mr. Secretary, you spend more money than we
agreed to last year. That is all I asked. Did you spend more or less?
I believe it is crystal clear you spend more. You undermined and
gave away the cuts that were already in law just six months ago
and you did not have any other cuts to wipe that out.
Secretary GEITHNER. No, I do not agree with that and I do not
think it is a fair characterization.
Senator SESSIONS. Well—
Chairman CONRAD. Let me say this, we have kind of gone beyond. Senator Sessions made his point. You have made your point.
Let me just say this to you, I will make my point. The fact is
we are spending now over 24 percent of GDP. Under this proposal,
spending will be taken down to 22.8 percent of GDP. So the way
I look at spending, I think the best measure, virtually every economist will say, is as a share of GDP. That factors out inflation.
We are, it is true, we are right now at almost a 60 year high on
spending. We are almost at a 60 year low on revenue. Under the
proposal before us, spending will be taken down from over 24 percent of GDP to 22.8 percent of GDP, I think is the point the Secretary is making.
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The larger truth is, to me, the larger truth is we are on a course
as a nation that is unsustainable. The Secretary has agreed with
that. I think virtually every one of us believes that is the case.
Now the question is can we find a way to come together to actually get this debt threat under control? Every bipartisan group that
has tackled this has come to the conclusion it is going to take more
revenue and it is going to take entitlement reform, which means
less in expenditure over time than is currently programmed.
And the question before us is do we have the collective courage
to actually do something about it? You know what? I hope we do.
And we are going to have a test. The test is going to start right
here. I just say I hope we all show the courage that is required.
I thank the Secretary.
[Whereupon, at 11:59 a.m., the Committee was adjourned.]
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THE PRESIDENT’S FISCAL YEAR 2013 BUDGET
REQUEST FOR THE U.S. DEPARTMENT OF
DEFENSE
TUESDAY, FEBRUARY 28, 2012

UNITED STATES SENATE,
COMMITTEE ON THE BUDGET,
Washington, D.C.
The Committee met, pursuant to notice, at 9:34 a.m., in Room
SD–608, Dirksen Senate Office Building, Hon. Kent Conrad, Chairman of the Committee, presiding.
Present: Senators Conrad, Murray, Wyden, Nelson, Sanders,
Whitehouse, Warner, Begich, Sessions, Grassley, Enzi, Graham,
Thune, Portman, Johnson, and Ayotte.
Staff Present: Mary Ann Naylor, Majority Staff Director; and
Marcus Peacock, Minority Staff Director.
OPENING STATEMENT OF CHAIRMAN CONRAD

Chairman CONRAD. The hearing will come to order.
I want to welcome everyone to the Senate Budget Committee. Today’s hearing will examine the President’s defense budget request.
Our witnesses today are the Secretary of Defense, Leon Panetta;
General Martin Dempsey, the Chairman of the Joint Chiefs of
Staff; also joining them at the witness table is the Under Secretary
and Comptroller of the Department of Defense, Robert Hale.
I want to particularly thank Secretary Panetta for being here
today. It has been some time since the Secretary of Defense has appeared before the Senate Budget Committee. As a former OMB Director and a former House Budget Committee Chairman, Secretary
Panetta understands the important role of the Budget Committee,
and we especially appreciate his willingness to appear here today.
Secretary Panetta gave me a commitment that he would come,
and I very much appreciate his keeping that promise. We look forward to his testimony as well as that of General Dempsey and
Comptroller Hale. We also very much understand the time constraints that you are under. We recognize that you have many
issues on your plate, especially with what is happening in Syria
and Iran and the Middle East, and, of course, North Korea and
China and Russia, and on and on it goes. So we do recognize the
heavy burden that is on your shoulders, and we will keep our commitment to get you out of here as expeditiously as possible.
I want to begin by highlighting the budget crisis facing the country. Despite the progress in last summer’s Budget Control Act, we
remain on what is fundamentally an unsustainable course. Admiral
(597)
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Mullen, General Dempsey’s predecessor as Chairman of the Joint
Chiefs of Staff, described the national debt as our ‘‘biggest national
security threat.’’ I understand General Dempsey may not share
that exact assessment but I think, nonetheless, recognizes this is
a key challenge facing the country.

We simply will not be able to remain a global superpower if we
fail to stop the explosion of debt, and we are now at a gross debt
100 percent of GDP. What is of even greater concern is where we
are headed, because the Congressional Budget Office tells us if we
stay on our current course, we are headed for a debt well over 230
percent of GDP.
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Under CBO’s alternative fiscal scenario, gross Federal debt will
reach 103 percent of GDP this year, well above the 90-percent
threshold that many economists believe is the beginning of the
danger zone. And it will continue rising to 120 percent by 2022 and
well beyond that in the years beyond 2022.
The reality is that defense spending, both in the core defense
budget and in war costs, has grown dramatically and has been a
factor in contributing to recent deficits.
In 1997, we spent $254 billion on the Department of Defense. In
2012, when we include war costs, we will spend about $645 billion
on the Department, which is down slightly from the peak in 2010.

600
All of the decline from 2010 to 2012 came from a reduction in war
costs. The core Department of Defense budget has been about flat
since 2010 but remains at a very high level.

If we compare recent overall defense spending in budget function
050 to recent nondefense discretionary spending, we can see that
overall defense funding has remained at about $554 billion since
2010, not including war costs, while nondefense funding has fallen
from $540 billion to $489 billion in 2012. So of the discretionary
pot, basically defense is level, nondefense down slightly.
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Looking forward, the President is proposing a small reduction in
Department of Defense funding in 2013, bringing it down from
$530 billion in 2012 to $525 billion in 2013.
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Over the next 10 years, the President’s Department of Defense
request would roughly match the levels set in the Budget Control
Act, not including the sequester. As we can see from the blue line
on this chart, the President’s request would provide a steady increase in the defense budget from 2013 on. The red line on this
chart shows what would happen to Department of Defense funding
if the sequester were implemented. We would see a much steeper
drop in 2013, but then steady growth after that. I believe the steep
drop in 2013 required by a sequester would be a mistake, but I also
believe further reductions beyond the Budget Control Act levels
must be considered.
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The green line represents the proposed Department of Defense
funding under the so-called Simpson-Bowles plan, which would provide a smaller drop in 2013 than the sequester, but slower growth
in funding after that.
Obviously, all of these have to be reviewed in light of the defense
threat that we face at the time decisions are made. All of us understand budgets are taken at a point in time, and we all understand
that there are threats facing this country that are unpredictable.
As I noted, war costs have started to come down. Overall war
funding dropped from $159 billion in 2011 to $115 billion in 2012.
The President’s budget provides $86 billion in 2013 for war costs
and then includes a plug number of $44 billion a year for the remainder of the 10 years.

604

This next chart puts our defense spending in a historical perspective. We can see that even with the drop in war costs included in
the President’s budget, defense spending would remain very high
by historical standards, near the peaks of the Korean War, the
Vietnam War, and the Reagan defense buildup during the Cold
War. Defense spending came down more dramatically following
those conflict periods.
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Now, we all understand none of these periods can just be easily
compared because we face a different threat environment now than
we faced after those conflicts.
I want to conclude with a quote from the former Defense Secretary Robert Gates. In an interview on CBS’ ‘‘60 Minutes’’ last
year, he said this: ‘‘The budget of the Pentagon almost doubled during the last decade, but our capabilities did not particularly expand. A lot of that money went into infrastructure and overhead
and, frankly, I think a culture that had an open checkbook.’’
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Well, we cannot afford an open checkbook anymore. I recognize
the administration has already taken steps to eliminate some inefficiencies in the Defense Department and to end some unnecessary
or wasteful programs, and we applaud that. But we know that we
are going to have to do more.
I have always been a very strong supporter of defense spending
because I believe providing for the national defense is the Government’s core responsibility. And make no mistake, Congress will
continue to provide our troops everything they need to complete the
missions that they are assigned and to keep them safe.
And we have to, of course, recognize that we still face very serious potential new threats. I mentioned some earlier. I want to
focus on Iran, Syria, the Middle East, Pakistan. These are all of
deep concern to members of this Committee. I know they are of
deep concern to you, Secretary Panetta, and your entire defense
team.
But given the fiscal crisis that we confront, we are going to have
to find more savings in the core defense budget. We cannot rely
solely on declining war costs for savings, and we need to ensure
that every dollar going to defense is essential to promoting the
country’s national security.
With that, we will turn to Senator Sessions for his opening statement. Then we will go directly to the Secretary for his remarks,
and then we will open it to questions.
OPENING STATEMENT OF SENATOR SESSIONS

Senator SESSIONS. Thank you, Mr. Chairman.
Secretary Panetta, we are honored to have you with us today.
And, General Dempsey, it is a pleasure to see you again. I had the
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opportunity and honor to visit you as you were deployed in Iraq on
more than one occasion and to work with you in your new position
here. Mr. Hale, we are delighted to have you.
America is blessed with the greatest military the world has ever
seen. We must ensure that it remains so. I know you are honored,
Mr. Secretary, to lead such a magnificent force. Defense is a core
function of Government, and the continued dominance of our military deters threats and encourages peaceful resolution of conflict.
I fear, however, that the Budget hearing today may not be a good
use of your time. The Senate Democratic leadership is refusing for
the third straight year to bring a budget plan to the floor. Has the
Democratic majority forgotten the warning that Admiral Mullen
gave us, our former Chairman of the Joint Chiefs, who told us that
the debt is the greatest threat to our national security? How will
we be able to defend this country when we are broke?
General Dempsey, the sequester I know you feel is too draconian
on the Defense Department. I agree. But it is a direct result of
unsustained debt, and it does threaten our national security if we
do not break that cycle.
America leads the Western world in per person Government
debt. Amazing. At $44,000 for every man, woman, and child, America’s per capita Government debt is worse than Greece. But the
President has submitted a budget plan that will continue the
unsustainable course and increase our gross Federal debt by another 75 percent over the next 10 years, from about $15 trillion to
$26 trillion in 2022.
The President’s budget also raises taxes by almost $2 trillion,
those taxes not to reduce the deficit but to pay for a $1.6 trillion
spending increase above that that we just projected above what we
reduced spending just a few months ago. In other words, he is
spending $1.6 trillion more than the level we agreed to in the August debt deal.
Almost as shocking is the administration’s unwillingness to tell
the truth about our situation to the country. I sent a letter to the
President’s budget chief, Jeffrey Zients, asking him once again
whether their budget plan increases spending relative to current
law—a very simple question. I received a response last night that
once again refused to answer this simple fact, this simple matter.
If the administration thinks they can sweep this under the rug,
they are wrong. Congress and the White House committed $2.1 trillion in spending reductions, about a 3-percent reduction in the expected growth, not a reduction in spending but a reduction in expected growth over the next 10 years, resulting in $45.5 trillion
spending through 2022, total spending. This is the new ceiling on
how much we can spend and the starting point for much needed
reductions.
Now, after just a few months, the President is proposing abandoning even those small cuts. This does not mean we should not
reorganize where the initial $2.1 trillion in cuts falls. Under the
Budget Control Act, the defense spending—one-sixth of the budget
defense spending is—we will experience a 20-percent reduction in
real dollars over 10 years. If this sequester stays in real adjustedfor-inflation dollars, the Defense Department will take a 20-percent
reduction over the President’s budget over 10 years. Nondefense
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spending, the other five-sixths of the budget, will experience a 50percent real-dollar increase over that same 10-year period.
So it is critical that we reorganize the Budget Control Act, but
also we must not reduce the size of the total cut we promised the
country just a few months ago, thereby increasing spending over
the modest reduction that was agreed to. Instead, we should be
taking thoughtful actions to place this Nation on a sound fiscal
path. The first step in the process is to dispense with some common
myths about the defense budget.
Senator Conrad made some points, and they provide insight. I
would like to provide some points that I think also provide insight
into where we are.
Myth one: The defense spending is at an all-time high. The truth:
During the war on terror, it has averaged about 4 percent of GDP,
around half the post-World War II average. Fifty years ago, national defense made up 48 percent of the budget while entitlement
spending accounted for 26 percent. Next year, entitlements will be
60 percent and defense will amount to 19 percent of the total budget.
Myth two: We can balance the budget by steep cuts to the Pentagon. The truth: Over time, entitlement obligations will consume
an ever larger share of Federal spending. In 2030, amazingly—this
is just 8 years outside our budget window. In 2030, entitlement obligations will be as much as 6 times greater than defense spending,
rising from there. Even eliminating defense in its entirety would
not come close to balancing the budget if you eliminated it entirely.
Myth three: Defense spending has seen the fastest growth of any
item in our budget. The truth: While the Pentagon’s base budget
has increased 10 percent since 2008, 3 years—it has increased 3
percent a year—nondefense discretionary spending increased 24
percent, not counting the stimulus, during just the first 2 years of
President Obama’s Presidency. So the cuts that showed in the nondefense discretionary are impacted, the part of the Budget Control
Act agreement that are projected out there, but it is from accelerated levels of spending that surge.
Over the last 3 years, Medicaid has increased 37 percent while
the Defense Department has increased 10 percent. Spending at the
Department of Education grew 70 percent over 2009 through 2011
compared to the previous 3 years of education spending. Food
stamps have seen a 300-percent increase since 2001.
Myth four: The wars in Iraq and Afghanistan have been leading
contributors to the deficit. While the war on terrorism has imposed
substantial costs, this year’s deficit alone, $1.3 trillion, equals the
entire cost of the wars in Afghanistan and Iraq. War spending represents only 4 percent of the total Government outlays in the last
10 years.
So I share these numbers because it is essential that Washington
engage in fact-based budgeting. Every department, every agency,
every part of Government will have to experience reductions, including defense. I know you are working on that now, and it is a
very important priority for
you and for the United States Congress.
But these decisions should be guided by an honest assessment of
facts, and the fact is that the only thing the President seems will-
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ing to cut significantly is defense. The rest of the budget will continue to surge out of control. By the year 2030, nearly every penny
of revenue the Government receives will go to the entitlement and
interest payments, leaving no money outstanding for defense, education, highway, and other matters.
So we should chart a different course: Control the growth of Government and empower the private sector and maintain a strong,
cost-effective national defense. If we do this, we will create growth,
good-paying jobs, reduce surging health care and energy costs, and
pass a better future to our children.
Thank you, gentlemen, for your service to your country, and I
look forward to an important discussion today.
Chairman CONRAD. Let me just say, in the interest of, I think,
providing balance, I agree with many of Senator Sessions’ observations. I think that was very useful; going through some of the
things that people think about defense spending and providing an
additional perspective, I think that was very useful. But I think we
should also remind ourselves the Budget Control Act passed Congress. We all voted for it to have almost $500 billion of savings out
of defense. That was passed in the Budget Control Act. I understand some did not vote for it, but the fact is the vast majority of
the Senate did: 74 votes in the Senate for that. The House passed
it. It was signed by the President.
The Budget Control Act also provided for special powers to the
special committee to deal with entitlements, to deal with revenue.
They did not succeed.
So that leaves us with the sequester, which was also passed as
part of the Budget Control Act, that says we have to cut an additional, General Dempsey tells me, $535 billion, or roughly that
amount, over the next 10 years on top of the other almost $500 billion of savings out of defense.
The other thing I think we should remind ourselves is when we
talk about cuts in Washington, cuts relate to a baseline. I think
this is sort of the point that you were—part of the point that you
were getting at, Senator Sessions. Cuts relate to a baseline. A baseline is inflated by historic experience. And so, I think most people,
when they think about cuts, think that you are going to get less
money than you got the year before. Other than this next year,
what we are seeing is increases are being slowed, increases in
spending being slowed rather than actually getting less money
than you got the year before.
Now, in the case of defense, for the next year we actually do see
a $5 billion reduction in the President’s proposal, $5 billion less
than they got the previous year.
So, with that, Mr. Secretary, welcome back to the budget wars.
I know you have spent a lot of time in this room. I have spent a
lot of time in this room. I do not think anybody has given more distinguished service to this country in so many different roles than
have you. I think you were outstanding as the Chairman of the
House Budget Committee. You were outstanding at the Office of
Management and Budget. You were outstanding as the President’s
Chief of Staff, President Clinton, played a key role in getting us to
balanced budgets in those days—the last time we have had any
balanced budgets around here was when you were at the helm and
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I was a very willing ally in your efforts—and then at the CIA
where you did really such an outstanding job and now here. We
have a lot of confidence in you, but we also know you have tremendous challenges facing you. Please proceed.
Senator SESSIONS. Mr. Chairman, just if you would not mind, I
think you gave a nice summary of what the situation is that we
are facing. The Defense Department is looking at almost $500 billion in cuts. They are working hard to achieve that. They saluted,
yes, sir, we are going to do this. And that would put you in the
leading part of the entire Government in reducing spending.
However, the sequester, the language that was put in at the last
minute without any real debate, driven by the President, I guess,
the Democratic negotiators, added another $500 billion in cuts, as
you noted, to it. It is that cut that I think is risky, and I believe
the Secretary believes it would be devastating, as he said, to the
defense budget.
And what I would say is we agreed to the cuts. There was really
no debate about where they would occur. I just truly believe that
we should not give those up and say just because they cannot be
placed additionally on the Defense Department that the remaining
five-sixths of the Government—about half of it totally protected
from any cuts—I do think we need to look at maintaining the level
of spending we agreed to in the Budget Control Act and not back
away from that.
So maybe we are in agreement, maybe we are not, but I see that
as the challenge we face today.
Chairman CONRAD. You know, I think, Senator Sessions, you and
I, we may not be in agreement exactly how to accomplish it, but
I think we are very much in agreement that we have to maintain
that level of savings. We have to find that level of savings.
All right. Mr. Secretary, please proceed.
STATEMENT OF THE HONORABLE LEON E. PANETTA, SECRETARY, U.S. DEPARTMENT OF DEFENSE, ACCOMPANIED BY
ROBERT F. HALE, UNDER SECRETARY OF DEFENSE (COMPTROLLER), AND CHIEF FINANCIAL OFFICER, U.S. DEPARTMENT OF DEFENSE

Secretary Panetta. Mr. Chairman, Senator Sessions, members of
the Committee, I want to thank you for the opportunity to have a
chance to appear before you to discuss the President’s budget request for fiscal year 2013 for the Department of Defense.
As pointed out, as a former Chairman of the House Budget Committee and a former OMB Director, I have a very deep appreciation
for the important role that is played by this Committee, having
spent a lot of time in this room on budget conferences over the
years. And your basic role is to try to achieve fiscal discipline and
help set the Government’s overall spending priorities.
As you know and as you pointed out, Mr. Chairman, I had the
honor of working on most of the budget summits and proposals
during the 1980s and 1990s that ultimately helped produce a balanced Federal budget. Believe me, I know firsthand what a very
tough and critical job you have, particularly given the size of the
deficits that, unfortunately, face our country again.
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It is no surprise that there is a vigorous debate in Washington
about what steps should be taken to try to confront these challenges. We went through many of the same debates in the 1980s
and the 1990s. Thankfully, the leadership of both parties were willing to make the very difficult decisions that had to be made in
order to reduce the deficit.
Today you face the same difficult choices, and while I understand
the differences, there should be consensus on one thing: that the
leaders of both the legislative and executive branches of Government have a duty to protect both our national and fiscal security.
I know that as elected Members of Congress, particularly the members of this Committee, you take that duty seriously, as I do as
Secretary of Defense.
I do not believe, I fundamentally do not believe that we have to
choose between fiscal discipline and national security. I believe we
can maintain the strongest military in the world and be part of a
comprehensive solution to deficit reduction. The defense budget
that we present to the Congress and the Nation seeks to achieve
those goals.
The fiscal year budget request for the Department of Defense
was the product of a very intensive strategy review conducted by
senior military and civilian leaders of the Department under the
advice and guidance of the President. The reasons for this review
are clear: First, we are at a strategic turning point after a decade
of war and after substantial growth in defense budgets. And, second, Congress did pass the Budget Control Act of 2011, imposing
spending limits that reduced the defense base budget by $487 billion over the next decade.
We made the decision that the fiscal situation that was presented to us also gave us the opportunity to establish a new defense strategy for the future. We developed a strategic guidance before making any budget decisions to make sure that budget choices
reflected the new strategy. We were driven by strategy, not simply
by budget reductions. We agreed that we are at a key inflection
point. The military mission in Iraq has ended. We are still in a
very tough fight in Afghanistan, but 2011 did mark significant
progress in trying to reduce violence and transitioning to an Afghan-led responsibility, and we and our NATO allies have made a
strong commitment to continue this transition through the end of
2014.
Last year, there were successful NATO operations that led to the
fall of Qadhafi, and we have had very targeted counterterrorism efforts that significantly weakened al Qaeda and decimated its leadership.
But even though we have had these successes, unlike past
drawdowns when threats receded, we still face an array of security
challenges. The Chairman referred to a number of those. We are
still at war in Afghanistan; we still confront terrorism, if not in the
Fatah, in Somalia, in Yemen, in North Africa, and elsewhere.
There is still a proliferation of weapon of mass destruction in the
world. Iran and North Korea continue to undermine stability in the
world. There is continuing turmoil in the Middle East. Any one of
those events in the Middle East could be thrust upon us in the future. There are rising powers in Asia and growing concerns about
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cyber intrusions and attacks. We must meet these challenges, we
must meet these threats if we are to protect the American people.
And at the same time as we try to protect the American people,
we have a responsibility to fiscal discipline. This is not an easy
task. We made the decision that we did not want to repeat the mistakes of the past. We have gone through drawdowns in the past in
the defense budget. We decided to be guided by these guidelines:
Number one, we wanted to maintain the strongest military in the
world.
Number two, we did not want to hollow out the force, and in the
past when defense cuts were made across the board, in effect what
you did was you weakened every area of defense, and that is what
resulted in hollowing out the force.
To not have that happen, we have to take a balanced approach
to budget cuts and look at every area in the defense budget and
put everything on the table.
And, lastly, of course, we did not want to break faith with the
troops and their families, those that have had to be deployed time
and time and time again over 10 years of war.
The President’s budget requests $525.4 billion in fiscal year 2013
for our base budget and $88.5 billion to support the war efforts. In
order to be consistent with Title I of the Budget Control Act, our
budget request had to be roughly $45 billion less than we had anticipated under last year’s budget plan. Over the next 5 years, defense spending will be $259 billion less than planned for that we
had in the fiscal year 2012 budget, a difference of nearly 9 percent.
And over the 10 years starting in fiscal year 2012, it will be reduced by $487 billion.
To meet these new budget targets and our national security responsibilities, we had to fundamentally reshape our defense spending priorities based on our new strategy.
The Department of Defense has stepped up to the plate to meet
its responsibilities under the Budget Control Act, but with these
record deficits, no budget can be balanced on the back of defense
spending alone. For that matter, no budget can be balanced on the
back of discretionary spending alone.
Based on my own budget experience, I strongly believe that all
areas of the Federal budget must be put on the table, not just discretionary but mandatory spending and revenues. That is the responsible way to reduce deficits and the responsible way to avoid
sequester provisions contained in Title III of the Budget Control
Act. The sequester meat ax, as pointed out, would cut another
roughly $500 billion over the next 9 years. These cuts would, in
fact, hollow out the force and inflict severe damage to our national
defense.
The President’s budget does put forward a plan to try to avert
sequestration and reduce deficits by $4.3 trillion over the next decade. Whether you agree or disagree with these proposals, I encourage this Committee to look closely at the President’s approach and
to hopefully adopt a large balanced package of savings that de-trigger sequestration, reduce the deficit, and maintain the strongest
national defense in the world.
The $487 billion in 10 years savings that we have proposed come
from four areas of the defense budget: efficiencies, force structure
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reductions, procurement adjustments, and compensation. Let me, if
I can, summarize each of those areas.
First of all, efficiencies, more disciplined use of defense dollars.
On top of the $150 billion in efficiencies that were proposed by my
predecessor as part of the fiscal year 2012 budget, we added another $60 billion, primarily from streamlining support functions,
consolidating IT enterprises, re-phasing military construction programs, consolidating inventory, and reducing service support contractors. As we reduce force structure, something that Secretary
Gates pointed out has increased as a result of large budgets over
the last 10 years, we have a responsibility to provide the most costefficient support for the force that we are going to need. For that
reason, the President will request the Congress to authorize the
Base Realignment and Closure process for 2013 and 2015.
Now, look, as somebody who has been through the BRAC process
and I had it happen in my district in California; we lost Fort Ord,
the Fort Ord Reservation, which constituted 25 percent of our local
economy. So I have been through BRAC. I know what it means and
the impact it has on people as well as your local communities. At
the same time, I do not know of any other effective way to achieve
infrastructure savings in the long term, and that is the reason we
ask you to consider that.
Achieving audit readiness is another key initiative that will help
the Department achieve greater discipline in the use of defense dollars. As I have directed the Department to achieve audit readiness
by the end of calendar year 2014.
But efficiencies are not enough to achieve the necessary savings
that were mandated. Budget reductions of this magnitude require
significant adjustments to force structure, to procurement investments, and, yes, to compensation. The choices we made reflected
five key elements of the defense strategic guidance that we developed at the Department with the support of the Service Chiefs, the
Under Secretaries, and the Secretaries.
Let me describe the key elements of that strategy and the decisions that followed—some of the decisions.
One, the force of the future will be smaller and it will be leaner.
That is a fact. But at the same time, it should be agile, it should
be flexible, it should be ready, and it should be technologically advanced. We knew coming out of these wars that the military would
be smaller. We would be doing a drawdown in the military.
But in order to ensure an agile force, we made a conscious choice
not to maintain more force structure than we could afford to properly train and properly equip. We are implementing force structure
reductions consistent with the new strategic guidance for a total
savings of about $50 billion over the next 5 years. We are gradually
resizing the active army. We are going from 562,000 to 490,000 by
2017. That is a level that is slightly higher than where we were
prior to 9/11. We are doing the same thing with the Marine Corps,
going from about 202,000 to 182,000 marines by 2017.
We are reducing and streamlining the Air Force’s airlift fleet. In
addition, the Air Force will eliminate seven tactical air squadrons
but retain a robust force of about 54 combat fighter squadrons and
enough to, obviously, maintain air superiority and strategic airlift
that we need.
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The Navy, while it will maintain and protect some of our highestpriority and most flexible ships, it will retire seven lower-priority
Navy cruisers that have not been upgraded with ballistic missile
defense capability.
The second area in our strategy was that we wanted to rebalance
our global posture to focus on emphasizing Asia-Pacific and the
Middle East. Those are the two areas where obviously we could
confront challenges in the future.
The strategic guidance made clear that we have to do everything
to project power in the Asia-Pacific region and in the Middle East.
So to this end, the budget does maintain our current bomber fleet.
It maintains our aircraft carrier fleet. It maintains the big-deck
amphibious fleet that we need. And we do enhance our Army and
Marine Corps force structure presence both in the Pacific as well
as in the Middle East.
Thirdly, we have to with our responsibilities elsewhere in the
world as well, so to do that, we recommend building innovative
partnerships and strengthening key alliances and partnerships in
Europe, in Latin America, and in Africa. This strategy makes clear
that even though Asia-Pacific and the Middle East represent areas
of growing strategic priority, the United States must work to
strengthen its key alliances, to build partnerships, and one of the
things we are doing and recommending is the development of innovative ways to have rotational deployments by the Army, by the
Marines, and by Special Operations to sustain a U.S. presence elsewhere in the world.
Fourthly, we wanted to ensure, as we must, that we can confront
and defeat aggression from any adversary anytime, anywhere. This
fourth area means that we have to have the capability to defeat
more than one enemy at a time. In the 21st century, we have to
recognize that our adversaries are going to come at us using 21st
century technology. This is the world we live in, and we have to
be able to respond with 21st century technology as well. So we
must invest in space, in cyberspace, in long-range precision strike
capabilities, and in special operations forces to ensure that we can
still confront and defeat multiple adversaries even with the force
structure reductions that I outlined earlier.
Even with some adjustments to force structure, this budget sustains a military that is the strongest in the world, that is capable
of quickly and decisively confronting aggression wherever and
whenever necessary.
And, lastly, our strategy was to protect and prioritize key investments. This cannot just be about cuts. It has to be in what do we
want to invest in for the future and our capacity to be able to grow,
to adapt, and to mobilize. So we have made recommendations to invest in science and technology and basic research, in special operations forces and unmanned air systems, and in cyber. At the same
time, we recognize that we have to be able to look at our modernization needs and make decisions about those that can be delayed. This budget identifies about $75 billion in savings resulting
from canceled or restructured programs. They include $15.1 billion
from restructuring the Joint Strike Fighter, $13.1 billion by
stretching investment in the procurement of ships, $2.5 billion from
terminating what we considered one expensive version of the Glob-
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al Hawk, $2.3 billion from terminating a redundant weather satellite program.
The key to this strategy is making sure that as we do this we
maintain a very strong Reserve and a strong National Guard. They
have been one of the very important factors in our ability to conduct war over the last 10 years. The National Guard and the Reserve have fought right alongside the active duty, and they have
done a great job. They have gained tremendous experience. I want
to be able to maintain that for the future so that we can mobilize
quickly if we have to, and I also want to maintain a strong and
flexible industrial base.
Finally, the most fundamental element of our strategy and our
decision-making process is not our technology or our weapons systems or our force structure. It is our people. They, far more than
any weapons system or technology, are the great strength of our
military. We are determined to sustain the programs that help our
families, that help the troops, that help our wounded warriors and
that meet their needs. And yet to build the force needed to defend
this country under existing budget constraints, cost growth in military pay and benefits has to be put on a sustainable course.
That part of the defense budget, by the way, has grown by nearly
90 percent since 2001. So for that reason, we felt an obligation to
look at how could we control costs in this area.
Well, on military pay there are no pay cuts, and we will provide
pay raises these next 2 years. We will try to limit those pay raises
in the out-years. We have also looked at ways to try to increase
fees to pay for TRICARE costs. Health care in the military is costing me close to $50 billion right now. There have to be ways to try
to control those costs as well.
And as we have recommended a retirement commission to look
at that area for savings, although we do want to grandfather those
that are serving so that they do not lose the retirement benefits
that were promised to them.
So that, in summary, is the package. This has not been easy.
This is a tough process, and obviously we need your support to review the proposals we have made and to give us your best guidance
as well. I am a believer, as someone who comes from the Congress,
that we need your partnership in order to try to implement this
strategy. And as this Committee in particular, this is a zero-sum
game. If you are going to restore cuts, you have to find places to
cut it. And there is a very narrow margin here for mistakes. If you
are going to restore funding in one area, then you have to cut more
in force structure. If you are going to restore compensation, you
have to cut more in weapons systems. That is the process we went
through.
Also, make no mistake. There is no way I can reduce the defense
budget by half a trillion dollars and not have it impact on all 50
States. That is a reality. In addition to that, I cannot reduce the
budget by half a trillion dollars and, frankly, not increase risk. The
bottom line is we think these are acceptable risks, but there are
risks. We are going to have a smaller force. We are going to depend
on mobilization. We are going to depend on the development of new
technologies. But we have to meet the needs of troops as they return home, find jobs, find support systems in their communities.
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So as I said, there is no margin for error here, but Congress
mandated, as has been pointed out, on a bipartisan basis that we
reduce the defense budget by $487 billion, and that is what we
have done. In many ways, this is going to be a test. Everybody
talks a good game about deficit reduction. Everybody talks about
cutting costs. This is a test of whether or not this is about talk or
about action and whether or not we do this right or whether we
walk away from that responsibility.
Mr. Chairman and members of the Committee, as a former member and Chairman of the Budget Committee, this Committee must
never cease being the conscience of the Congress when it comes to
fiscal responsibility and doing what is right for this Nation. I look
forward to working with all of you closely in the months ahead to
do what the American people expect of their leaders: to be fiscally
responsible in developing the force of the future, a force that can
defend the country, a force that will support our men and women
in uniform, but, more importantly, a force that is and always will
be the strongest military in the world.
Thank you, Mr. Chairman.
[The prepared statement of Secretary Panetta follows:]
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Chairman CONRAD. Thank you, Mr. Secretary.
I understand, General Dempsey, that you have a statement. We
would welcome you to make that statement at this point, and then
we will go to questions. First of all, I want to thank you, General
Dempsey, for your service. It is distinguished service. I very much
appreciated the visit you paid to me several weeks ago. I think that
was about as frank and forthcoming a discussion as could be had,
and that is what has to happen. We are all going to have to be part
of a solution if we are going to actually produce one.
So, welcome, General Dempsey, and please proceed.
STATEMENT OF GENERAL MARTIN E. DEMPSEY, USA,
CHAIRMAN, JOINT CHIEFS OF STAFF

General DEMPSEY. Thank you, Chairman Conrad and Senator
Sessions, and I assure you that it is a great honor to put the uniform of our nation on every day, and I do commit to you to continue
to have those frank conversations as we collectively try to do what
is right for our nation.
This budget represents a responsible investment in our nation’s
security. It strikes a purposeful balance between succeeding in today’s conflicts and preparing for tomorrow’s. It also keeps faith
with the nation and with the source of our military’s greatest
strength, which as you heard Secretary Panetta say moments ago,
are America’s sons and daughters who serve in uniform.
As we sit here, they are out there well beyond our shores doing
everything that our nation asks them to do. In just this past year,
our soldiers, sailors, airmen, and marines further crippled our enemies, al-Qaeda. They shifted more responsibility onto Afghan
shoulders. They protected the Libyan people from near certain
slaughter. They helped Japan recover from a tragic disaster. And
they brought to a close more than 20 years of military activities
over and in Iraq. And behind the scenes, they defended against
cyber threats, sustained our nuclear deterrent, and partnered globally to prevent conflict.
What is even more remarkable is that they have been doing this
for the past ten years—is the way they have been doing this for
the past ten years during what I think we would agree has been
one of the most searing periods in our nation’s military history.
They do it with uncommon professionalism and pride. They do it
with moral courage backstopped by unsurpassed skill. And they do
it with the unassailable support of their families, so it really is
truly a privilege to serve with each and every one of them. They
are our nation’s pride and it is our responsibility to keep faith with
them, and I think our budget does that.
One way the budget keeps faith is by being strategy-based. Our
new defense strategy draws on the lessons of the past ten years of
war. It also acknowledges a new fiscal reality. It anticipates a dangerous and competitive security environment. And it affirms our
need for a joint force that is always ready and always dominant.
This budget helps us build just such a military. It restores
versatility at an affordable cost. It retains our conventional overmatch while mainlining emerging capabilities like cyber. It puts us
on a path for a joint force in the year 2020 that is global and
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networked, versatile and responsive, and that preserves options for
the nation.
We also keep faith by reducing risk. Risk is inherent in all strategies and in all budgets that resource them. In my judgment, the
risk here lies not in what we can do, but how much we can do and
how often we are asked to do it. This budget helps buy down that
risk. It does this in part by preserving a strong reserve component
and developing the joint capabilities we need for an uncertain future.
More importantly, this budget continues to invest in our people.
It ensures our troops have the best equipment, the best training,
and the best leadership. To me, this is a non-negotiable strategic
imperative for the nation. It is how we win wars.
In order to do all this, we had to achieve the right balance among
force structure, modernization, operations, training, pay, and benefits, not just within each service, but overall. So what I want you
to know is that this budget is a budget for a joint force, not the
aggregate of individual service budgets. Changes not informed by
this joint context risk upending that balance and could compromise
the entire force. And indiscriminate changes, such as the cuts looming on the horizon through sequestration, would cause self-inflicted
and potentially irrevocable wounds to our national security.
Finally, this budget honors our commitments by providing our
military family with the compensation and care they deserve.
There are no freezes or reductions in pay, as the Secretary mentioned. There is no lessening in the quality of health care for active
duty members and in particular for our medically retired and
wounded warriors. Family support and child care are safeguarded.
But we cannot ignore hard realities. Pay and benefits are now
roughly one-third of defense spending. We simply had to act to slow
this growth. So pay raises slow over time and retirement reform
gets a look, and we adopt modest increases in health care fees for
retirees. We must act now to make our health care system sustainable. If we do not, its very viability will soon come into question.
I know there are concerns about these changes and about others,
and believe me, I have heard those concerns. Our troops, our veterans, their families, and you have my personal commitment to
continue to work on these, to keep looking for ways to be more innovative, affordable, and equitable, to make sure we recruit and retain the very best.
In closing, I offer my sincere thanks to this committee and to the
entire Congress. Thank you for keeping our military strong. Thank
you for continuing to take care of our military family. Thank you
for supporting those who serve, who have served, and, importantly,
who will serve. I know you share my pride in them and I look forward to answering your questions.
[The prepared statement of General Dempsey follows:]
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Chairman CONRAD. Thank you very much for that excellent
statement.
We are going to go to questions. We are going to do five-minute
rounds today, given the number of people and given the need for
the Secretary and the Chairman to leave here at an appropriate
hour.
First of all, this is a challenge for all of us. We face a circumstance in which we are borrowing 40 cents of every dollar we
spend. Our revenue is at or near a 60-year low in terms of share
of the economy. Our spending is at or near a 60-year high in terms
of a share of our spending. Our gross debt is now 100 percent of
our Gross Domestic Product. These are hard facts.
Secretary Panetta, having worked with you before, as I indicated
earlier, being an ally in your efforts to get a balanced budget before, and the last time we have actually seen success in accomplishing that, I think better than almost anyone in this town,
maybe almost better than anyone in this country, how really hard
it is to get the job done. What is always interesting to me is how
many speeches are given, how many brave statements are made,
when the hard choices are made, how few people are left at the
table because it is not popular. I mean, the hard reality is doing
what has to be done to reform entitlements—it is not popular, to
reform the revenue system—that creates its own challenges, and to
face up to costs in every part of the Federal Government. There is
a constituency for every dollar. Nobody knows that better than you
do.
So let us start with this question. The Budget Control Act asked
for $487 billion of savings over ten years. That is in the President’s
budget. That is in train. The Budget Control Act also called for a
sequester if the Special Committee did not come up with a specified
level of savings. The Special Committee failed. That is the hard reality we are left with. They did not succeed. And so we are left with
a sequester which calls on additional savings out of defense of—I
think General Dempsey used the number of $535 billion. Our number is slightly different than that, but almost the same.
The question is this. And we have heard you loud and clear, sequester goes too far. Is there a place in between? And I say this,
and I know you do not want to negotiate against yourself. I understand that. I was part of the Simpson-Bowles Commission. It had
overall savings almost as big as the sequester amount in addition
to the other savings in the Budget Control Act. Other bipartisan
commissions, in trying to bell this cat, have called for a similar
level of savings. And I understand, again, loud and clear, we hear
you, that that, from your perspective, goes too far.
But let me understand, is there no additional savings that can
be derived beyond those that are imposed in the first tranche of the
Budget Control Act requirements?
Secretary PANETTA. Mr. Chairman, having been through this
process a great deal, the $487 billion, almost a half-trillion dollars,
is the largest amount ever included in any budget agreement or
summit that I have ever worked on, and it is a big number, and
yet I thought it was very important to be able to work with the
service chiefs and others to develop a strategy that would be able
to implement those savings in a way that would still protect the
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kind of force we need for the future, and I think we have done that.
We have tried to do this in a responsible way.
And I guess what I need to have in order to make this work,
frankly, is a degree of stability with regards to the defense budget
and as to where we are going over the next ten years, particularly
in light of the threats that we are confronting. I mean, this is not
like the past. We have some very significant threats that are still
out there in the world, any one of which could have us immersed
in a new conflict, and any one of which demands that we have a
presence in the world.
So my view is that what we have presented here is a strong
budget. It is fiscally responsible. It sets the right path for the future. If at some point in the future threat is reduced, if there are
areas of efficiencies that we could gain additional savings, of
course, we will look at those additional savings. But for now, what
we have put in place, I think, represents an important step that
we should stick to.
Chairman CONRAD. All right. Let me just say to you, I mean, I
want to be very honest and direct, I do not know how to write a
budget that achieves the kind of deficit and debt reduction that we
need—and by the way, I would go further than what the President
has presented. I actually would go further than Simpson-Bowles. I
tried to convince Simpson-Bowles to do $6 trillion of deficit reduction because we could balance the budget with that amount. There
was not support on that Commission for going that far. So I think
you know where I am coming from.
I would very much like to achieve a balanced budget at the end
of ten years, given the level of debt that we have. And I do not
know a way to do that without fundamentally reforming entitlements, without fundamentally reforming the tax system and asking
those who are the best off among us who enjoy certain tax preferences to give them up. And I do not know any way to do it without asking for additional defense savings.
Let me ask this. Before the Simpson-Bowles Commission, top defense analysts appeared. I asked them about their assessment. One
of the things they reminded us of is 51 percent of all Federal employees are at the Department of Defense. And they also reminded
us that did not count contractors. When we asked them how many
contractors there are, they said, well, we cannot give you a number. I said, well, what is the range? And they said, one to nine million—one to nine million. Can you give us a better assessment
today of how many contractors there are at the Department of Defense?
Mr. HALE. Yes. I am not sure where the one to nine came from,
Mr. Chairman. We do have limited data on the number of full-time
equivalents, but it is more like 300,000 contractor full-time equivalents. I am not sure where the—the one to nine may be including
multiplier effects in the budget. I am not sure. But that is our
rough estimate now.
Chairman CONRAD. Can you tell us, what is the cost per soldier
to maintain a soldier for a year in Afghanistan?
Mr. HALE. Right now, about $850,000 per soldier. And I would
be careful with that number because there are some fixed costs
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that are built into that number and the decisions you make about
those fixed costs are going to affect it. But it is—
Chairman CONRAD. No, we understand that. I just say this to
you. When people back home ask me and when I give—the number
I have had previously was $600,000, so it kind of takes my breath
away when you tell me it is $850,000. When I tell them $600,000,
it takes their breath away. Can you help us understand why that
cost is so—you are talking about $850,000 a year per soldier?
Mr. HALE. Let me try. The major component of the extra costs
in Afghanistan are higher operating costs for our weapons. When
you are in a war, you are operating at a much higher tempo. That
is a good part. That is probably 50 percent of the budget. There are
some special pays and allowances. And then there are all these enabler costs, for example, the JIEDDO costs for improvised explosive
devices. We have some coalition support payments. All of those are
amortized into the $850,000. The $600,000 might be closer to a
variable cost if you just looked at an operating cost. It is mainly
you are operating at a very high tempo in a war zone and we need
to support that.
Chairman CONRAD. I think it did reflect the variable cost.
Let me just say, I have gone over the five minutes, but we will
go to Senator Sessions. I just want to conclude this round on my
part by saying I think at the end of the day, before we are done,
it is not going to be possible, absent some other thing happening,
and goodness knows that could happen tomorrow, so we all understand that, but budgets have to be based on what we know at the
time we write them, that we are going to have to have additional
savings if we are really going to deal with the debt threat confronting the country.
Secretary PANETTA. Mr. Chairman?
Chairman CONRAD. Mr. Secretary.
Secretary PANETTA. Could I just comment on that? Look, this
Congress proposed as part of the Budget Control Act a trillion dollars in savings off the discretionary budget. You cannot meet the
challenge that you are facing in this country by continuing to go
back at discretionary spending. That is less than a third of Federal
spending. Now, if you are not dealing with the two-thirds that is
entitlement spending, if you are not dealing with revenues, and you
keep going back to the same place, frankly, you are not going to
make it—
Chairman CONRAD. Well, I—
Secretary PANETTA. —and you are going to hurt this country.
You are going to hurt this country’s security, not only by cutting
defense, but very frankly, by cutting discretionary spending that
deals with the quality of life in this country.
Chairman CONRAD. I could not agree with you more. I mean, I
do not know what could be more clear. And, of course, Leon, you
understand it because you have actually written budgets around
here, as have I, and it is not possible. In fact, it is almost bizarre,
is it not, what the strategy has been so far. The strategy so far is
to go after discretionary spending that is the part of spending that
is going down as a share of GDP. And we do not go after the part
of spending that is going up as a share of GDP, and going up markedly. Those are the entitlements. We have to be honest with people
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and we have to help them understand what is the place where
spending over time is really rising dramatically. It is in the entitlement accounts. And on the revenue side, the fact is, the revenue
is the lowest it has been in 60 years. This is reality talking. I am
glad you gave a dose of it here.
Senator SESSIONS.
Senator SESSIONS. Thank you.
Mr. Secretary, thank you, as we wrestle with these challenges.
I would just say that the discretionary spending this country has
embarked on, non-defense has grown substantially. It grew 24 percent in the first two years of the President’s tenure, and not counting the stimulus package that was almost a trillion dollars in addition to that. We are over a trillion in the other stimuluses we have
since. So we are spending a lot of money there.
I would also note that Food Stamps is an entitlement. It has increased 300 percent. There is a lot of fraud, abuse, and waste in
that program. Medicaid increased 37 percent in three years. The
Defense Department base budget is up ten percent while the war
costs have been dropping over those years. Medicaid is a huge
growing program. Medicaid, Social Security, Medicare increasing at
almost eight percent a year, whereas our economic growth is projected to be about three percent over the next ten years. That is
why that is unsustainable.
Would you agree, Mr. Panetta, that is an unsustainable path?
Secretary PANETTA. There are a lot of unsustainable paths—
Senator SESSIONS. It is an unsustainable path. So I guess what
I would say to my colleagues, and I hope that we understand this,
that Food Stamps, Medicare, Medicaid, Social Security were exempted from any cuts under the sequester, not a dime. So the cuts
fell dramatically on other discretionary and the defense. And defense has not had as much increase prior to these cuts taking place
as the other discretionary did. So I think, defense being a core
function of government, this is a dangerous path for us to be in.
We have to get off of it.
Mr. Secretary, we talk about the money shortfall. Admiral
Mullen has said that threatens our national security inevitably,
just as crunching it down as we—do you agree that it does threaten
our national security?
Secretary PANETTA. I do.
Senator SESSIONS. With regard to the sequester and the situation
we are in, the President’s budget calls for almost $2 trillion in new
taxes. As a reality, that is not going to happen. He also basically
abandons the sequester and increases spending about $1.6 trillion
over where we were with the sequester in place. So I am worried
that we may not reach a conclusion of this satisfactorily before you
face a financial challenge of great significance.
Do you have plans now to deal with the eventuality that perhaps
an agreement will not be reached and you might have to go forward with the sequester reductions?
Secretary PANETTA. Senator, we are not and we have not made
any plans with regards to sequester. The problem is this, that sequester has this kind of ‘‘meat-axe’’ approach and formula for cuts
across the board that, frankly, you cannot do a hell of a lot of planning for. Secondly, it would truly be a disaster. I would have to
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take the strategy I just presented to you and throw it out the window if a sequester did happen. And for that reason, I urge the Congress to come together. We will work with you to try to develop
some approach that can de-trigger sequester before it happens.
Senator SESSIONS. I will work with you on that. I believe that is
what we have to do. We have multiple threats around the world.
I just returned from a trip with Senators McCain, Blumenthal,
Graham, and Hoeven on Afghanistan, Egypt, Libya, Tunisia, Israel,
and you never know what danger will break out next. There is still
a lot of tension in that area of the world. Then we have our obligations in the Pacific. That is very significant. There are just things
that a core defense budget, I believe, has to be maintained sufficient to meet the challenges we face.
And I do believe that the remaining five-sixths of the budget, almost half of it not touched at all with any reduction in spending,
have to be—a little more than half—that is really just a challenge
to us. We just cannot balance this budget on the back of the Defense Department. And if we break faith with those fabulous men
and women who have been deployed repeatedly, away from their
families, placing their lives at risk, if they see what we have done
as disproportionately targeting them for the wasteful Washington
spending that has been going on, we would have broken faith with
the best people this country has produced.
I hope and pray, somehow, Mr. Chairman, we can work this out.
I know you share those concerns.
Chairman CONRAD. Thank you.
Senator SANDERS.
Senator SANDERS. Thank you, Mr. Chairman, and Mr. Secretary
and General Dempsey and Mr. Hale, thanks very much for being
with us today.
I am going to pick up on a slightly different tangent than my
friend from Alabama and suggest to you that everybody understands that our country faces huge economic challenges. Our middle class is collapsing. We have more people living in poverty than
probably any time in the modern history of this country, which is
one of the reasons that Medicaid is up, one of the reasons that
Food Stamps are up. We have 50 million people who have no
health insurance and millions of families are struggling to send
their kids to college or to pay for child care. So how we deal with
every aspect of the budget, including the military, impacts on every
other.
Now, the reality is, as I understand it, and somebody correct me
if I am wrong, military spending has tripled since 1997—tripled.
Not exactly ignoring the military. And we now spend more on defense, as I understand it, than the rest of the world combined. So
I want to start off by asking you, Mr. Secretary, my understanding
is that the United States still operates 268 military installations in
Germany and 124 in Japan. Now, in Germany, people all have
health care. In Germany, their kids go to college, without having
to pay for it, as a matter of fact. So I am kind of interested to know
why we have 268 military bases defending Germany when I
thought that war was won a few years ago. Can somebody help me
out on that one?
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Secretary PANETTA. I will also yield to General Dempsey on this.
First of all, that 268 number sounds very high. We have cut almost
140 bases out of Europe over the last few years, and as a result
of bringing down to additional brigades out of Europe, we will
bring down that infrastructure even more.
Senator SANDERS. Mr. Secretary, I may be wrong, but that is the
best information we have. But by the way, why are we—World War
II has been over for a few years. Why are we—who are we defending? The Soviet Union does not exist. Why do we have that kind
of presence in Germany when we have 50 million people in this
country who have no health insurance?
General DEMPSEY. Well, I cannot answer the latter part of your
question, Senator, but I will say that I am an advocate of maintaining our relationship with NATO. NATO gets maligned on occasion.
They have done some great work around the world. They have a
$300 billion budget in the aggregate. If we go to war tomorrow,
who are the first people we are going to ask—
Senator SANDERS. But who are we going to war with in Europe,
do you think?
General DEMPSEY. No, no. That is not the point, Senator. If we
go to war tomorrow, the first people we will ask to go with us are
Europeans.
Senator SANDERS. But does that answer the question why we
have that type of—268 military installations—
General DEMPSEY. Well, Senator, I will have to give you the—I
will get you the data. I have spent 12 years in Germany. I cannot
imagine—I have never counted up anywhere near 268 installations,
but we will take that one for the record.
[The information follows:]
The Department currently operates 14 installations* in Germany.
Each installation is comprised of one or more discrete sites (parcels of land), of
which there are a total of 202 in Germany. Sites are grouped together under a single installation for administrative purposes and can range in size from communications relay stations of less than one acre ro maneuver training ranges of over 50,000
acres.
US Amry Garrisons Heidleberg and Mannheim are in the process of closing and
consolidating at US Army Garrison Wiesbaden. Upcoming force reductions in Europe will likely lead to additional closures.
U.S. global defense posture is the fundamental enabler of U.S. defense activities
overseas. It is central to both communicating our strategic interests to Allies, partners, and rivals, and to projecting power globally i support of U.S. foreign policy objectives.
*
1. Ramstein Air Base.
2. Spangdahlem Air Base.
3. US Army Garrison Ansbach.
4. US Army Garrison Bamberg.
5. US Army Garrison Baumholder.
6. US Army Garrison Grafenwoehr.
7. US Army Garrison Heidelberg.
8. US Army Garrison Hohenfels.
9. US Army Garrison Kaiserslautern.
10. US Army Garrison Mannheim.
11. US Army Garrison Schinnen.
12. US Army Garrison Schweinfurt.
13. US Army Garrison Stuttgart.
14. US Army Garrison Wiesbaden.
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Senator SANDERS. I want to pick up on another question, a question that the Chairman asked about defense contractors. My understanding is that, in the past, the DOD has estimated that we have
some 500,000 to 600,000 people who are military contractors, and
that the GAO has estimated that number at 900,000.
Mr. HALE. You know, I think I would need to see the definitions
of what we are including. Are we including private sector contractors who are supporting others, the multiplier effects—
Senator SANDERS. I suspect we are.
Mr. HALE. The numbers I am giving you, and I will agree they
are rough in number, are the portion—the full-time equivalents
that we believe we are paying, and it is around 300,000.
Senator SANDERS. I had an interesting experience. I was in Afghanistan maybe a year and a half ago and we were being taken
around by two fellows in an armored car. One was with the U.S.
military. One was a private contractor. They were both doing basically the same work, but the guy who was the contractor was making substantially more than the fellow who was in the Army. Does
that make sense? Could you talk about that?
Secretary PANETTA. Let me just say, Senator, that the area you
have pointed out is an area that, frankly, needs attention at the
Defense Department. One of the reasons we are looking at $60 billion in trying to make the place more efficient is going after contractors and trying to reduce those numbers. So I just wanted to
assure you that I am aware of the problem.
Secretary Gates at one point basically said he did not know how
many contractors he had at the Defense Department. It is a large
number. Frankly, it is too large and we need to do what we can
to reduce it.
Senator SANDERS. I appreciate that answer.
The last question I would ask, Mr. Chairman. My office has gotten involved a little bit in terms of fraud. You are dealing—you
have a huge budget dealing with thousands and thousands of defense contractors, et cetera. My understanding is that the top three
defense contractors—that is Boeing, Lockheed, and Northrop
Grumman—paid over a billion dollars of fines over this ten-year
period to settle fraud allegations. That is just the top three. There
is massive amounts of fraud going on in terms of defense contractors dealing with the DOD. Are we moving aggressively to try to
address that issue?
Secretary PANETTA. That is part of our effort to—two ways. One,
to be able to go after those kinds of fraudulent activities in the various contracts that we have to try to achieve savings there, but in
addition to that, the auditing—I mean, we are a Department that
still cannot audit all of our books. That is crazy.
Senator SANDERS. That is crazy.
Secretary PANETTA. We need to do that and—
Senator SANDERS. I would just say—and I thank you for raising
that point. We hear people talking about we need more money, and
what you have just told us is we do not even know what we are
spending and how we are spending it.
Secretary PANETTA. Well, we do not have auditability, and that
is, frankly, something we owe the taxpayer.
Senator SANDERS. I would think so. My last—
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Chairman CONRAD. No, we have to stop there because we are a
minute over, and with the number of Senators we have, if we do
not impose that discipline, we will not get done in time for the Secretary to meet his requirements.
Senator ENZI.
Senator ENZI. Thank you, Mr. Chairman, and I want to congratulate you on this historic hearing. I think this is one of the few
times that the Secretary of Defense has appeared before the Budget Committee, and I really appreciate you doing that. I know you
have been here in a number of other capacities. And, of course, I
come from Wyoming, which is a very patriotic State. It probably
has the highest percentage of people that are serving or have
served in the military. And there is a rumor—it is attributed to the
President—that there would be one base in each State eliminated.
In Wyoming, we only have one base. It is by Cheyenne, and it is
an integral part of the—that is our biggest city of 56,000, so it is
a big part of that city, and the two work together. And I appreciate
the military doing a number of tests of intra-military cooperation
there, which have been very successful.
So I appreciated your comments that you would be going through
a BRAC process. We have no problem with the BRAC process and
know that it has been difficult but fair in the past, and those people—so I just want your reassurance that that is the process you
will be using.
Secretary PANETTA. That is correct.
Senator ENZI. Thank you very much.
Also, as a co-founder of the Air Force Caucus and a former member of the Air National Guard, I noted your comments about the
reduction in strategic airlift. Am I correct in assuming that that
will rely more on Air National Guard units then who are very efficient at providing that? Would that be a fair assumption?
General DEMPSEY. The Chief of Staff of the Air Force, of course,
who is responsible for two of the legs of the triad, are looking at
the balance of capabilities, both active Guard and Reserve. I do not
have the answer committed to memory on how it will affect the
Guard, but I am sure we can get you that answer, sir.
[The information follows:]
Senator Enzi, thank you for your question. The new DoD Strategic Guidance
″Sustatining US Global Leadership: Priorities For 21st Century Defense″ directs the
services to build a force that will be smaller and leaner, flexible, ready and technologically advanced. Analysis consistent with the scenerios in the new DoD Strategic
Guidance demonstrated that the Air Force could reduce some strategic airlift with
acceptable risk. As such, the Air Force has asked that the strategic airlift floor be
reduced to 275. Of the 27 C–5A’s, 11 aircraft are assigned to the Air National Guard
and 16 aircraft belong to the Air Force Reserve. The affected Air Force Reserve unit
will be backfilled with more advanced C–5M aircraft, while the affected AIr
Nationalo Guard unit will receive C–17 aircraft. The Air Force will continue ti use
its Total Force assets in the most effective manner possible to optimize the movement of cargo and personnel via strategic airlift in support of Joint warfighter.

Senator ENZI. Again, I hope you will take a look at the cooperative efforts that we have had of combining regular Air Force and
Air National Guard in Wyoming.
My third concern, I mentioned that we only have one base in Wyoming. It happens to be a missile base, and Senator Conrad and
I share another caucus that worries about the nuclear capability of
this country, and we are wondering if—there are rumors that the
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Department is preparing unilateral reductions in nuclear force beyond the requirements of START. So is that what the future is for
the ICBM force? And are there really any significant budget savings from ICBM reductions?
Secretary PANETTA. Senator, one of the things in our budget is
to maintain the triad, the nuclear triad, and the deterrence that we
have. We think we need to maintain our missiles, we need to maintain our submarines, we need to maintain our bombers that are
part of our deterrent, and we will continue to do that.
The one thing you are referring to is a review that was being
conducted, I think pursuant to legislation from the Congress, to review our nuclear stockpile and nuclear issues, and there were, a
number of options that were discussed. There have been no decisions on that, and, frankly, one of the options that was presented
was maintaining the status quo.
Senator ENZI. I appreciate that. Particularly in light of what is
happening in Iran right now, some deterrent may be absolutely
necessary.
My final area of concern, because I got a letter just this week
from a man in the military who is about to retire, and his family
has been a part of TRICARE and he appreciates that, but he has
heard these comments about how the cost for TRICARE, the participation, was going to have to go up. And the reason he wrote me
is because he has a sister that is on welfare, and his sister pays
nowhere near the costs that he does, and so he is not sure that the
military is such a good deal compared to welfare. That seems to me
to be a terrible comparison.
Is that something that is going to be taken into consideration as
you are looking at these additional costs?
Secretary PANETTA. Well, in the recommendations we do base it
on income levels with regards to retirees and what they are asked
to provide in additional fees. The problem we have, Senator, is that
the costs in health care have grown dramatically, as they have
elsewhere. I have about $50 billion in the defense budget that goes
for health care. So we were looking for ways to try to see if we
could provide some additional cost control, and increasing these
fees is one of the recommendations that we have made. And we do
it still recognizing that the TRICARE program is a much more—
in terms of cost, is much less in cost than the private sector in
terms of those same health care benefits. So it is still a pretty good
deal that we provide for retirees, even those we are asking for
these additional fees.
Senator ENZI. I appreciate the brevity of your answers and the
clarity of them.
Thank you, Mr. Chairman.
Chairman CONRAD. Thank you, Senator.
Senator Nelson?
Senator NELSON. Mr. Secretary, thank you for your long and distinguished record of public service, even when I had the privilege
of serving with you when we were both young Congressmen, and
you were the head of reconciliation in the Budget Committee in the
House. And nobody understood what reconciliation was, and you
were trying—and here we are some three decades later still talking
about reconciliation. So thank you.
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I want to call to your attention a subject matter not directly in
your jurisdiction, but I have filed what the administration has requested, a Veterans Conservation Corps for unemployed veterans
to bring them into the Federal employ for 1 year—these are veterans coming home that are unemployed—to do projects helping
the environment, teachers’ aides, et cetera, and give these veterans
a chance to get over the hump. And that indirectly affects you, certainly, even though it is going to be run through the Department
of the Interior, and with the concurrence of the Department of Veterans Affairs.
I wanted to ask you about this sequester. Now, let us remember
what the sequester was. It was an attempt to try to create a guillotine that would hang over the heads of the super committee so that
the super committee would have a significant incentive in order to
come to agreement. And, of course, the super committee did not, on
a vote of 6–6, and now we are having to deal with a sequester
which is law unless we change the law.
And so what do you do? You talk about what you need is certainty in budgeting for the Defense Department, and yet you have
this guillotine hanging over the head of the Defense Department
that would go into effect in January of 2013.
How do you deal with this in your budgetary planning?
Secretary PANETTA. Well, Senator, it is very unfortunate because,
frankly, it sends a very dark cloud over the Defense Department
and, frankly, our Defense Department contractors that worry about
the possibility of sequester and what it means for their employment force as well. So there are a lot of very concerned people looking at the prospect that it may happen, and for us, as I said, obviously, we are not planning—we have made no plans for sequester
because it is a nutty formula and it is goofy to begin with, and it
is not something, frankly, that anybody who is responsible ought
to put into effect.
Senator NELSON. Thank you.
Secretary PANETTA. It was designed as a gun to the head.
Senator NELSON. Yes, it was.
Secretary PANETTA. And I was disappointed that the super committee failed in its job.
I have to tell you, having been in the budget process for a long
time, there was a time when we had to be in a room negotiating
with the administration on budget reductions, and, frankly, we
were not allowed to leave that room until we had resolved the
issue, and that is what should have happened here.
Senator NELSON. It should have and—
General DEMPSEY. Chairman, could I add my voice to that? I
know I am taking up your time, sir, and I apologize. But I feel that,
we showed—Chairman Conrad, you showed the chart—or maybe it
was Senator Sessions—at times in the past when we have done
drawdowns, and you mentioned a moment ago we should plan for
what we know. Well, one of the things we know is that this drawdown is occurring not in an era of peace and stability following conflict but in an era that is actually more dangerous than the era we
are just leaving. That is a big difference in terms of how we deal
with this.
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Secondly, on sequestration and our ability to plan for it, we
would have to change the strategy, without question.
And, third, the thing you need to understand is some of the variables that we can affect are fixed, so our manpower, we are already
off-ramping 120,000, 125,000, notably, soldiers and marines. We
cannot speed that up much, so that is a fixed variable. Infrastructure is fixed because even if Congress decides on another round of
BRAC, it will take some time to implement. Therefore, there are
four places we are going to go for money if we have to go for more
money: operations, maintenance, training, and modernization. That
is it. There is no place else to go.
And so were you to ask me, ‘‘Can I go back and look for more
money in those four accounts?’’ no, sir, not in this environment.
Senator NELSON. A quick question, Mr. Chairman, on another
subject. Mr. Secretary, your Secretary of the Navy has stated the
policy of the Defense Department given the fact of the lessons of
Pearl Harbor, how you need to spread the assets of ships, that
there be the spreading of those assets, as they have always been
of the carriers on the Atlantic coast, just like they are spread in
three home ports on the Pacific coast. Is that what you understand
to be the policy of spreading the carrier assets on the Atlantic to
two ports?
Secretary PANETTA. That is correct.
Senator NELSON. Thank you.
Chairman CONRAD. Senator Johnson?
Senator JOHNSON. Thank you, Mr. Chairman. And, General
Dempsey, Secretary Panetta, Mr. Hale, thank you for your service,
and I mean that sincerely.
I would like to reinforce a couple points that Senator Sessions
made earlier with a couple graphs. The first one, I think it is—I
would like to dispel the notion, contrary to popular belief, that the
wars in Iraq and Afghanistan have been the primary cause of our
deficits. It is just not true. Over the last 10 years, we have spent
a total of about $1.3 trillion, and this graph just shows the spending on the wars in blue and the deficit is in red. Just to make that
point because I think, so many people believe that it is the war
spending that has caused our deficits and it is simply not the case.
Last year, we spent about $115 billion on those wars, and we had
a $1.3 trillion deficit. So that is the first point.
Secondly, I am new to town here, and I am an accountant, and
I do like looking at history and numbers, and I was really surprised when you take a look at the average spending on defense
over the last number of decades during my lifetime how it has declined. We have gone from an average of about 8 percent in the
1960s down to 5.6 percent in the 1970s and 1980s, to 3.8 percent
in the 1990s, 3.6 percent the last decade—really a record low during my lifetime. And now the last 3 years it has been about 4.8 percent as well as if you take a look at defense spending as a percentage of the total budget that went from 43 percent in the 1960s to
28, 25 percent, basically in the last few decades it has been 18, 18,
and 19 percent, and now the fiscal year 2013 budget would have
it at 16 percent.
So to me, I believe—and it just makes common sense—that the
defense of the Nation is really the top priority of Government, and
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it looks like that our Federal Government has changed its focus
from really defending the Nation to really protecting entitlements.
Let me just start out first by asking, why is it the case that
President Obama—and it just seems like, an awful lot of Democrats pick out defense first for adjusting the fiscal situation. I
mean, that is the first thing they want to cut. I do not understand
that. Do you have any explanation on that?
Secretary PANETTA. Well, Senator, first of all, that is not true.
The fact is that it was the Congress through the Budget Control
Act that mandated the reductions in defense that I am implementing. I am following the law, and the Congress passed that law.
Senator JOHNSON. Weren’t the defense cuts really pushed by the
Democratic side and by the President? I mean, let us face it, that
was the hammer over the Republicans’ head to come to the table,
was defense sequestration, which, by the way, you referred to as
‘‘mindless’’ and I agree with that.
Secretary PANETTA. My understanding is that you came up, however you did it, with about $1 trillion in discretionary savings. The
Congress made a decision that you were going to fence those funds
for national security as well as nondefense discretionary. That
automatically established a number of close to $500 billion that we
would have to reduce defense. So I think it is unfair to say that
somehow the Democrats were pushing for it. It was basically a bipartisan deal.
Senator JOHNSON. Next question, then. I think as the Chairman
pointed out and I think you agreed with, the entitlement spending
is really what is driving our deficits, especially long term. Can you
explain why the President has not proposed any kind of reform for
saving Social Security and Medicare? There has just been no proposal whatsoever. Secretary Geithner even admitted there is absolutely no plan to try and save Social Security. Why is that?
Secretary PANETTA. Well, if I was an OMB Director, I could engage with you on that, but I am the Defense Secretary, and that
is what I focus on. But I am sure that the President has indicated
that if there is a willingness to come together and look at all elements of Federal spending, including entitlements, that there
would be a willingness to be able to put together the kind of comprehensive solution that I have always been a part of in my budget
history that needs to happen now.
Senator JOHNSON. Okay. I understand comprehensive, I understand balance, but the fact is everybody recognizes it is Social Security and particularly Medicare that is driving our deficit problem,
and there has been no proposal—it is just used as a political football. That is basically true, correct?
Secretary PANETTA. Well, it is the old game. You know, on the
one hand—
Senator JOHNSON. And that is the problem. It is a game. That
is the problem.
Secretary PANETTA. That is unfortunate. It is a game, because on
one side people, will defend not touching revenues, which need to
be part of the deal. On the other side, there are those that will defend not touching entitlements, which have to be part of the deal.
If you want to deal with the size deficits that this country is facing, you better put everything on the table.
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Senator JOHNSON. One just quick question. When we are asking
the military to increase their contribution to TRICARE, we are not
asking any other Government employee to do that. Why is that?
Why ask the military and not maybe, I guess, unionized members
of the Federal workforce?
Secretary PANETTA. Well, I mean, look, I am dealing with the defense budget. I am not dealing with other elements of the budget.
And we felt that in order to control our health care costs, this was
one way to try to do that.
Senator JOHNSON. Okay, Thank you, Mr. Chairman.
Chairman CONRAD. Senator Begich.
Senator BEGICH. Mr. Chairman, thank you very much. Before I
ask my questions or comment, I always like to give a little bit of
good news. I do this on a regular basis because we get intense
around here.
You know, where we were 3 years ago, where we are today, I will
just read you headlines from just yesterday: U.S. stock rises on
home sales data. Housing trends make Home Depot a buy. Why?
Because people are now remodeling, spending in the homes they
live in. Pending home sales rise to a new 2-year high. Economy
moving in the right direction. The National Association for Business Economics say forecasters have raised their expectations for
employment, new home construction, and business spending. Why?
Again, because the economy is moving in the right direction. Consumer confidence up in February for the sixth straight month.
Along with that, today, if I recall the numbers, unemployment
claims are at the lowest level—or most consecutive level—lowest
level since March 2008.
Why I like to do that is because this is a Budget Committee
meeting and we want to talk about not only cuts but where we are
in this economy.
Is it where we want it to be? No. Can it be better? Yes. Is it better? Absolutely. So I want to put that into context here.
I do want to say, to my colleague on the other side, I can answer
your question on insurance premiums. Not that I want to see any
military premiums increase, but they pay a lower premium, a lower
co-pay than folks who work in the Federal Government as a civilian worker. That is just a fact. That is why there is probably an
adjustment. But I do not—without the chart, I just want to make
sure that is clear.
The other thing I want to make a point, the chart was interesting about the military expenditure, but we have to include the
State Department, the CIA, Ag, and, oh, by the way, VA—the VA—
which will be trillions to the expense of these wars. We cannot forget that. I know I serve on the Veterans’ Committee. I know a couple of my other members here do. That is an ever growing cost to
us that we must bear, and we are responsible to do. They served
our country. They did it at our call. We can argue over the wars,
but the VA must be taken care of, and the veterans must be taken
care of. So I want to make sure when we talk about these numbers
everything is included today and into the future, because it is important that the public who watches us or who are subjected to
watch us in this opportunity here, they get the facts.
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I want to ask you specifically—I want to be a little parochial, but
I do want to follow up on one question that was asked earlier, and
it leads to my question about Eielson Air Force Base in Alaska. But
first, before I do that, I cannot have the details. I know there was
some debate over how many bases in Japan, how many bases in
Germany and so forth, but there are over 600 military bases overseas, and I guess my concern is as we look at the realignment, especially now that we have identified Asia-Pacific as an important
asset that we need to protect and be engaged in—of course, I am
biased here. Alaska by air and by sea is the closest, other than Hawaii, despite how they put Alaska down by California all the time,
no disrespect to your State, but they get a little confused on the
map. But we are closer in a lot of ways.
So I am a little confused on why we have these 600-plus bases
with limited—I understand now you are thinking about two brigades now. Two years ago we asked for this. I know you were not
there 2 years ago. W e asked for this. Now there is some discussion. Eielson Air Force Base, which seems to be in the right location, the F–16s they are planning to move, was the same debate
we had when we did the BRAC—the exact same debate. We are not
doing the BRAC now. The folks are just doing it.
So the first question is: Did the Department of Defense’s Legal
Counsel look at this and how it conforms or not conforms to what
BRAC may require, if there is a BRAC? In other words, this seems
to be kind of going around the system.
Secretary Panetta. Senator, I think the reason the President
would be requesting a BRAC is to basically go through the process
of what infrastructure should we reduce in this country, and so
that is the process that I would expect we would go through.
Senator BEGICH. But Eielson is already—here is what they have
done. This is what gets me very concerned. They have said we are
going to move these F–16s, and now the Air Force is now doing the
analysis if it is going to save money, versus the Army, which I will
use Fort Wainwright and other forts in Alaska, they are actually
going through a process before they determine what they are going
to do. I do not get this, to be very frank with you. It is almost like
they have picked a location—many locations, I will say, some of my
colleagues here in their States, but they are now starting the analysis. Does that seem—and yet this is the same debate we had on
BRAC on the same location.
Secretary PANETTA. I strongly urge that you talk with the Air
Force Chief and—
Senator BEGICH. We have.
Secretary PANETTA. —the Air Force Secretary.
Senator BEGICH. General Schwartz—we have had him up in
Alaska, and I still have the same questions. That is why you are
here today, and that is why I am asking you today.
Secretary PANETTA. Well, and I guess I have to ask him the same
question.
Senator BEGICH. Okay. So can I look forward to having a response back on that.
[The information follows:]
The Air Force must achieve spending reductions in the current budget cycle regardless of whether additional Base Realignment and Closure (BRAC) rounds may
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ultimately be authorized. The Air Force is therefore making adjustments to its force
structure, and the transfer of the Aggressor squadron from Eielson Air Force Base
(AFB) to Elmendorf AFB is among them. The BRAC round provided that acrion
does not trigger the thresholds established in 10 U.S.C. 2687. Section 2687 specifies
that the Department cannot take any action to effect or implement the closure of
any military installation at which at least 300 civilian personnel are authorized to
be employed, or the realignment of any such installation involving a reduction of
more than 1,000, or by more than 50 percent of the number of civilian personel,
whichever is less, unless and until certain requirements set out in the statute are
met.
The actions at Eielson do not trigger the thresholds specified in section 2687. Specifically, Eielson AFB is not being closed, and the realignment will not relocate either 1000 or 50 percent of the permanent DoD civilian positions at Eielson to Elmendorf AFB. Were the triggering thresholds of the statute to be exceeded, the Air
Force would have to report on the proposal, provide certain specified analyses, and
wait a prescribed period of time before implementing the action.
Finally, it is important to note that if Congress does authorize the requested
BRAC rounds, the Air Force’s currently proposed force structure changes do not presuppose and will not prejudice an installation during a BRAC analysis.

Secretary PANETTA. Yes, indeed.
Senator BEGICH. That would be very important.
The last thing I will just say, I would—and we will put it in for
the record, on MEADS, it was in this Committee a year ago and
it was through the work of the Chair bringing folks here in front
of us that we discovered some expenditure that we think is not the
best use of the money. I need more definition of why you are funding that again. And I have some other questions. I will submit
them to the record in keeping with my time as the Chair restricted
us.
[The information follows:]
The Administration has requested funding in the FY2013 budget not only to complete our international obligations under the Medium Extended Air Defense System
(MEADS) Design and Development Memorandum of Understanding (MOU) as
agreed with the other participants - the German Federal Ministry of Defense and
the Italian Ministry of Defense - but also to obtain the meaningful data and results
of the 9-year Design and Development effort for the U.S. DoD and our partners.
FY2012 and FY2013 funds from the U.S. DoD and the balance of the the German
and Italian funds are required to complete development and testing of MEADS elements, which would provide the program participants with a useful data package
for future missile defense activities.
In accordance with the requirements of section 235 of the National Defense Authorization Act for FY2012, the Department has consulted with the German and
Italian particpants regarding development of a plan to restructure the program further in the event that Congress does not authorize or appropriate FY2013 funding
for these purposes. We have informed the German and Italian participants that
there is significant risk that FY2013 funding may not be made available by the Congress. In response, the German and Italian partcipants have informed the Department that they remain fully committed to their MOU obligations and expect that
all three participants will provide funding in 2013 to complete ongoing MEADS
Proof of Concept efforts. Although we have engaged with the other MOU participants to seek to complete MEADS MOU efforts using only FY2012 funding, we cannot force them to agree to this course of action.
More broadly, although the Department shares your commitment to ensure that
we are careful stewards of taxpayer funds, we also note that failure to meet our
MEADS MOU funding obligations for FY2013 could negatively affect our Allies’ implementation of other current transatlantic projects and multinational cooperation
efforts in which we are engaged with them - as well as their willingness to join future cooperative endeavors with the United States - that are strongly supported by
the Administration and Congress. In fact, we are concerned that the ramifications
of failing to provide funds for this program after FY2012 could affect our relationship with our Allies negatively and on a much broader basis than just future cooperative projects.
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Secretary PANETTA. No, I appreciate that, and we will get a full
response back to you. But I think the problem with MEADS is if
we do not meet our funding requirement, the obligation that we
made, we will incur an even larger fine for not putting up that
money, and that is a problem.
Senator BEGICH. Except I will end on this: Every contract you
sign, any department signs, is subject to appropriation. That is how
the contractor signs it, knowing that this body, meaning the Senate—
Secretary PANETTA. I understand that.
Senator BEGICH. —could not appropriate—we never exercise
that. It is like a fake clause. Well, let us just not give the money.
No fines then, because they signed the contract with that obligation.
Secretary PANETTA. I understand, and Appropriations ultimately
makes those decisions. You know, one way or another, we will pay
a price here if we do not meet that obligation.
Senator BEGICH. Okay. I will leave it at that.
Chairman CONRAD. Senator Ayotte.
Senator AYOTTE. Thank you, Mr. Chairman. Thank you, Mr. Secretary. Thank you, Chairman. Thank you Secretary Hale.
Chairman Dempsey, I have great respect for you and your service to the country and the important role that you play, but I have
to ask you about the interview that you gave with CNN because
I need to understand it.
When you were asked by Fareed Zakaria about what we were
counseling our Israeli partners with respect to Iran, you said that
you were counseling them not to attack Iran, and then you also
said that you believed that—the administration believes, I assume,
that the Iranian regime is a rational actor. Can you help me understand, why you would have said that, particularly in a public interview, about one of our closest allies? And I am really concerned
that in doing that, we are sending the wrong signal to Iran. Can
you help me with that?
General DEMPSEY. Actually, thanks for asking, Senator, and you
beat Senator Graham to the punch. No, honestly, I want to clear
up some things.
First of all, I did not counsel Israel not to attack. We have had
a conversation with them about time, the issue of time, and that
will require a much longer conversation. But on the issue of rationality, look, I agree that Iran is a regime that is dangerously misguided. Look at its behavior. It protects itself. It loathes its neighbors. It interferes with its neighbors. It threatens its neighbors,
and it disregards its own citizens.
So, none of that is acceptable to us or to our way of thinking and
our way of being rational, but it does fit their pattern of thinking
and a 30-year history of conduct.
So my view of this is we cannot afford to underestimate our potential adversaries by writing them off as irrational. That is kind
of the juxtaposition of the phrase. And I personally do not mistake
Iran’s rhetoric for a lack of reason. I think the issue here for us
all is that we have to decide what global pressure, including the
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use of force if and when necessary, can turn that regime away from
its nuclear ambitions, its nuclear weapons ambitions.
So thanks for letting me clear that up.
Senator AYOTTE. But as I understand your testimony, you would
not take force as an option off the table.
General DEMPSEY. Absolutely not.
Senator AYOTTE. And one of the things I am concerned about
when you think about with the description as the way it came
across in the interview with CNN is describing Iran as a ‘‘rational
actor’’ is this issue that if they acquire a nuclear weapon, it is not
just about their using it, but also the possibility they are a great
state sponsor of terrorism that they could provide that nuclear
weapon to let others use it on their behalf. Is that not a real risk
with Iran?
General DEMPSEY. That is a real risk, as is the risk of nuclear
proliferation among others who, feeling threatened, would seek to
acquire their own nuclear weapons.
Senator AYOTTE. And I think when we hear those types of possibilities, when we have just heard today that that is a real risk if
Iran acquires a nuclear weapon, that most of us think that cannot
be a rational act from our perspective of terms of looking at it and
the world and the number of innocent lives that could be lost if a
terrorist group acquires a nuclear weapon and Iran provides it to
a terrorist group. You would agree with me that I understand that
maybe by their calculations it is rational, but by ours it would not
be?
General DEMPSEY. I think that is exactly the point, and as we
seek to influence their behavior, we have to understand their way
of thinking. That was the only point I was making.
Senator AYOTTE. Okay. I appreciate your testifying about that
today.
I would ask you, Secretary Panetta, just a follow-up to the question that Senator Johnson asked, it really is this, the bigger question: In the President’s budget, you are recommending increases to
our active duty and veterans in terms of health care costs. But it
does not seem the President is proposing really any increases, as
I can see it, effectively none to the civilian workforce. I think that
is a hard ask of our military when they are already making so
many sacrifices when we are not making sacrifices on the civilian
side, too. Do you think that is fair? And do you think that really
we should also—including myself, by the way. Members of Congress have what the civilians have. I think all of us should be sacrificing. I worry that we are asking them to go first, understanding
that I know that health care costs are a big issue.
Secretary Panetta. Senator, again, if I was an OMB Director, I
think I would give you an answer that dealt with the entire budget
that the President presented. But as Defense Secretary, I had to
deal with what I was responsible for, and that is why we approached it based on where we thought savings could be achieved.
Senator AYOTTE. I just worry about your ability to go to our military and to ask them to do this, to make the sacrifice, when civilian
employees of the Federal workforce, including Members of Congress because we have the same health plan, are not making a
similar sacrifice, and you as the leader of the Department of De-
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fense, I just worry about what message we are sending to our military with that. So that is where I worry, and I worry about you
as a leader and having to go and sell that.
Secretary Panetta. I understand, but, one of the great things
about our men and women in uniform is they go where they are
told to go and they do what they are supposed to do and they salute and do the job. And that is what they are doing here.
Senator AYOTTE. But we have a responsibility—
Chairman CONRAD. Senator.
Senator AYOTTE. —for them.
Chairman CONRAD. Senator.
Senator Whitehouse?
Senator WHITEHOUSE. Thank you, Mr. Chairman.
Mr. Secretary, welcome. We are gearing up towards another
BRAC round, maybe two, I gather. The last BRAC round, as I understand it, only addressed American bases. You have just said
that the question in the upcoming BRAC round would be what infrastructure should we reduce in this country.
Is there a way to and should we include in the next BRAC round
both domestic and overseas bases, particularly given the extent to
which so much of what is done can now be done from a remote location because of our electronic capabilities? We fly aircraft from
remote locations far away from theaters of operation, for instance.
Secretary Panetta. Senator, we have the authority that we need
to close bases abroad. We have closed about 140 bases in Europe.
We are looking at another 40 to 50 bases that will be closed. So
we do have the authority to look at the infrastructure abroad and
try to reduce that. When it comes to this country, the only way we
can do it, obviously, is with the approval of the Congress and that
is why the BRAC process was developed.
Senator WHITEHOUSE. And I get that. There is a political difference between your executive ability to close an offshore base and
the requirement that Congress approve of or tolerate a decision to
close a domestic base. But nevertheless, when you are looking at
our posture as a military and trying to figure out where the most
effective basing is, is it not a bit artificial to have the BRAC process only look at American bases and not overseas bases? Should it
not include, to an effect, a global BRAC?
Secretary Panetta. Well, I think Congress certainly, if it proceeds
with a BRAC process, has every right to ask the administration
and this Department to present our rationale for what we are
doing with regards to infrastructure abroad and how that fits the
larger picture. I agree with that.
Senator WHITEHOUSE. Okay. Let me jump to cyber security. If I
understand it, your testimony says there is $3.4 billion for cyber
command, which I applaud, which I think is necessary. I think,
frankly, we are a little bit behind the curve and we are in a race
and the threat vector is developing at a far greater rate than our
defense capability is growing against it.
Could you speak a little bit about military supply chain security
against planted cyber threats? We have supply chain security for
textiles, thank God, for Rhode Island industries, and yet we have
aircraft flying around that have components that are built overseas. Do you need more resources, now that this cyber threat has

657
become more great, to make sure that our supply chain is protected
against cyber intrusion?
Secretary Panetta. You know, it has been pointed out, we are
seeing increasing attacks, cyber attacks, not only in the public sector, but the private sector, as well, and I think this country has a
responsibility to develop the defenses that have to be there in order
to ensure that this country is not vulnerable to those kinds of attacks.
The money that we dedicated in our budget tries to improve our
technologies, our capabilities within the Defense Department, within NSA, but I would suggest that part of that consideration has to
be, what do we need to do to make sure that the equipment, the
technology that we are getting, all of that has adequate protections
against cyber attack.
Senator WHITEHOUSE. Let me make a request for the record, if
I may, since my time is starting to run out—two requests for the
record. One is that if you could break out for me what in your
budget is related to supply chain security—
Secretary Panetta. Sure.
Senator WHITEHOUSE. —and to the extent that you can make
that specific to cyber attacks and specifically from the Chinese, if
you go that far—
Secretary Panetta. We will do that.
[The information follows:]
The Department’s FY2013 budget request includes $24.4 million dedicated to supply chain risk management efforts. This includes supply chain threat analysis and
institutionalization of supply chain security practices across the DoD.
DOD’s supply chain security program, called Trusted systems and Networks, does
not single out threats from any particular country, but incorporates this aspect of
risk through supply chain threat information. Accourdingly, wer cannot break out
a specific portion dedicate to China.

Senator WHITEHOUSE. —I would like to get that.
The second thing I would like to do is to have a discussion with
whoever in the Department of Defense is focusing on health care
reform for the Department of Defense. You are a very big buyer.
I think you said $50 billion in health care. A lot of that gets delivered overseas, but a lot of it gets delivered here. That is the kind
of money that can make a difference in how people behave, and
there is a significant reform movement that is taking place and I
just want to be connected with whoever is engaged in that for the
Department of Defense.
Secretary Panetta. Yes. No, I will have our Under Secretary responsible for the health care area get in touch with you and go
through the issues that we are dealing with there to try to—
Senator WHITEHOUSE. That would be great. I appreciate it.
Thank you, Mr. Secretary. Thank you three gentlemen for your
service.
Chairman CONRAD. Thank you.
Senator PORTMAN. Thank you, Mr. Chairman. I am going to start
with Under Secretary Hale. I do not know if he has gotten too
many questions today, but first to thank him for working with us
on ensuring that CFOs around government have the standing they
deserve. I appreciate his conversations with me in that regard and
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ensuring that that legislation kept them as confirmed individuals
in their various departments and agencies, including DOD.
Auditing—as we begin this downsizing, it seems to me the most
critical thing is to make sure we are doing it right, whether it is
this first $487 billion or whether we have to go to something beyond that, and I am concerned that we still do not have the kind
of sound audit that we would like to have of the Department. Can
you give us a status report on that and what you are doing to accelerate the auditability of DOD, given the huge sacrifices that DOD
is being asked to make.
Mr. HALE. I can. First, thank you for your help on the CFOs. I
appreciate it.
We have a plan that we set up a couple of years ago to move toward auditable statements in a cost effective manner. We are focusing first on the information the Department most uses to manage, particularly budgetary information and accounts and location
of our assets. At Secretary Panetta’s direction, we have accelerated
particularly the budget statement portion of it because it is a key
one, seeking audit readiness by 2014, with all of the statements
being audit-ready by 2017 as the law requires.
We have set aside a fair amount of resources. We have a governance process. As I mentioned, we have a plan and we have some
near-term successes. The Air—the Marine Corps, I should say, is
going through an audit process now for its budget statement. They
are close in terms of getting an opinion, and a variety of other appropriations receive, which is our funds distribution process, got a
clean opinion last year. We are trying to do near-term things that
show progress both, frankly, to ourselves and to the Congress.
We are not there yet, but we are committed to it. I think Secretary Panetta’s support is a golden opportunity for us and I want
to leverage it in every way I can to move forward in this important
area.
Senator PORTMAN. Great. Thank you. I appreciate it, and just
know we are watching and I appreciate your efforts, and having a
former OMB Director as head kind of helps to get some attention
on it.
By the way, finally, one OMB Director made good. Congratulations, Leon, for continuing to exceed expectations of OMB Directors.
Quickly on this whole issue of the sequester, this first stage, you
said, and I was here earlier listening to your testimony, that it creates risks, and that is the $487 billion. You also said those were
acceptable risks and explained why. This must mean that there are
additional steps with step two, which was an additional $535 billion. How would you describe those risks that would be entailed
should we move forward with a sequester as currently planned?
Secretary Panetta. They would be devastating because the cuts
would be made, as according to that formula across the board. So
it would come out of force structure. It would come out of readiness. It would come out of, I assume compensation would be on the
table, as well, and it would come out of every area of the defense
budget. And the danger is that when you do it that way, you automatically hollow out the force because what you are doing is you
are weakening every area of the defense budget by some kind of
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blind formula, and it means that even though we will have a smaller force structure as a result of those cuts, they will be ill-equipped,
ill-trained, and ill-prepared to be able to—
Senator PORTMAN. Mr. Secretary, when do you need to start
making the changes? In other words, January 1 next year is when
a sequester goes into effect, but when would you have to start making changes at DOD?
Secretary Panetta. I am waiting for OMB guidance on that, but
I would assume sometime in the summer, we would have to do
that.
Senator PORTMAN. In the summer. So you are looking for at least
something from Congress prior to the summer.
Secretary Panetta. That is correct.
Senator PORTMAN. We are now into the spring and we would
need to act very quickly.
You talked about health care earlier. Let me give you a statistic
that I have. I hope it is not right, because it is scary. Seventeenpoint-four billion is what you spent on health care in 2000, and you
said earlier they are spending $50 billion today. Is that correct?
Secretary Panetta. That is right.
Senator PORTMAN. So you have seen a huge increase in your
health care expenses—
Secretary Panetta. True—
Senator PORTMAN. —and it is the biggest increase in your budget, as I understand it. Do you think you are doing enough on health
care in this first stage, and what more can be done?
Secretary Panetta. It is the first step. I think there are probably
other steps that we have to look at as we look at kind of health
care costs generally. But we thought that probably the first step
would be to try to increase these TRICARE fees and then continue
to kind of look at health care delivery in the future.
Mr. HALE. May I add to that?
Senator PORTMAN. Yes, sir.
Mr. HALE. We are actually doing a number of things in the
health care area. It is not just the TRICARE fees. Trying to improve the quality, and again, I think our Under Secretary of Personnel and Readiness could address this better, but we have looked
at provider costs. We sought and received authority, for example,
to use Federal pricing schedules for pharmaceuticals, which has
significantly reduced our cost, to use Medicare payment rates for
our outpatient payments, which also significantly reduced our cost.
We really did a number of those things before we looked at the
TRICARE fees last year, and in this proposal we have made this
year. So we are looking across the board at health care and trying
to hold down costs while maintaining the quality of the care, which
is critical.
Senator PORTMAN. General.
General DEMPSEY. Could I just add one thing on sequester,
please, Mr. Chairman. It is already beginning to have an effect on
our defense industrial base. Although we can wait until the summer, there are some corporations in our defense industrial base
who with the specter of sequestration hanging over them are already making some decisions about their workforce. And so this is
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an immediate problem for them that will become a problem for us
eventually.
Senator PORTMAN. Well, I thank you, and I know my time is up,
but the audits are critical as we are downsizing to make sure it is
done right. We have to be sure we are dealing with these health
care costs because that takes away from readiness and operations.
I know the Chairman has talked about putting a budget together.
We would have to do something pretty quickly here, it sounds like,
to avoid eroding further the industrial base and having DOD making decisions that would be detrimental and as devastating as the
Secretary said.
Thank you, Mr. Chairman.
Chairman CONRAD. Senator Murray.
Senator MURRAY. Thank you, Mr. Chairman.
Secretary Panetta, as I spent a lot of time
last year on the Joint Select Committee on Deficit Reduction
working with Democrats and Republicans to tackle some of the
issues that you are talking about today. All of us went into that
committee knowing that sequestration would be a terrible outcome
and we understood that across-the-board cuts to these programs, as
well as middle-class families and most vulnerable Americans depend on, would be bad policy. That was really the point of the bipartisan triggers that Senator Reid and Speaker Boehner agreed
to. They were supposed to be painful to push us towards a compromise.
So I was really disappointed that despite the fact that we put a
lot on our side, some pretty painful cuts out, we could not get to
an agreement because we could not come to that shared sacrifice
moment. I am still willing to make those compromises needed to
get to that. I hope everyone on both sides are because I think we
are all really concerned about where that is going to go.
But I did not want to focus on that today on my time. I wanted
to ask you a question about an issue that has become very important and recently come to light. At Madigan Army Medical Center
in my home State of Washington, a number of soldiers had their
behavioral health diagnosis changed from PTSD to other behavioral health disorders that did not come with the same level of benefits. However, following, as you may know, an independent review
at Walter Reed, a number of those diagnoses were then changed
back to PTSD. Obviously, this is really troubling. But what is even
more troubling to me and to many service members and their family members in my home State and a lot of people I have been talking to is the allegation that the decision to strip those soldiers of
a PTSD diagnosis came from a unit at Madigan that seems to have
been taking the cost of a PTSD diagnosis into account when they
were making their decision.
Now, there is an investigation going on into this, but really, to
me, one of the things that is clear is that oversight within the
Army and then at the departmental level allowed this break from
standard diagnosis process to go unchecked. So I am really concerned about how the services handle non-PTSD behavioral health
conditions like adjustment disorder, where service members are administratively separated instead of going through the physical disability process, and I wanted to ask you, given that an adjustment
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disorder is compensable by VA and DOD is required to use the
VA’s rating schedule, what is the reason for DOD treating adjustment disorder differently?
Secretary Panetta. Well, I was very concerned when I got the report about what happened at Madigan and I think it reflects the
fact that, frankly, we have not learned how to effectively deal with
that and we have to. We need to make sure that we have the psychiatrists, the psychologists, and the medical people who can make
these evaluations because these are real problems.
I have met with men and women who have suffered this problem. I just met with a couple last night. And they had to go
through hell in order to be able to get the diagnosis that was required here, and that should not happen.
So we are investigating, obviously, what took place, but I have
directed our Personnel Under Secretary to look at this issue and
to correct it because it is unacceptable now to have the process we
have in place.
Senator MURRAY. Well, I appreciate the attention given to this.
It is going to take a lot of work, and I am deeply concerned. When
someone comes home from war and they have to go through a diagnosis like this, it is hard enough after you have been told to ‘‘man
up’’ during your time of service to then face the fact that you have
PTSD, and then to have that reversed and changed back and then
told there is nothing wrong with you is just devastating to these
men and women and their families. So this is something I am going
to be following very closely. I want your personal attention on it.
And I think that the issue that was raised at Madigan really needs
to have a more—shows us that we need to have a more clear, consistent guideline for clinical practices for diagnosing and treating
PTSD.
Secretary Panetta. I agree with that. Absolutely. You are absolutely right.
Senator MURRAY. And I never want to hear anybody in any service say, we are not going to give you a diagnosis of PTSD because
we have a budget problem.
Secretary Panetta. That is for sure.
Senator MURRAY. Okay. Thank you very much.
Chairman CONRAD. Senator Thune.
Senator THUNE. Thank you, Mr. Chairman. Mr. Secretary, thank
you for being us. General, Mr. Hale, thank you for being here, and
I also want to recognize Colonel Toliver, who commanded one of
the finest bases in the country, Ellsworth Air Force Base in Rapid
City, South Dakota.
Mr. Secretary, I think you have touched on this once already, but
I just want to maybe put a fine point on it. But you recommend
in your budget that Congress enact two more BRAC rounds and it
seems like that a lot of that excess capacity among domestic bases
could be filled by closing overseas bases, particularly in Europe,
and bringing troops home from bases back to bases back in the continental U.S., and particularly given the fact that it seems that we
have had a military presence in Europe for a long time, obviously,
but it seems to make abundant good sense to get some of these
folks home. So if you could just kind of elaborate on why you have
not recommended closing overseas bases in this budget, especially
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in parts of the world where it is perhaps no longer necessary to
have that kind of military footprint.
Secretary Panetta. Well, we have made recommendations with
regards to reduced infrastructure abroad. It is an area where we
have the authority to be able to make those reductions, and as I
pointed out, we have closed about 140 bases abroad. We are going
to close additional bases, particularly as a result of reducing the
number of brigades in Europe from four down to two.
But at the same time, I do have to tell you that operations, particularly in the Middle East, have required some of the key bases
in Europe to be important launching points for our Air Force and
for travel and for supplies to that area. So there is a need, A, to
try to maintain those basic areas, and in addition to that, obviously, our NATO requirements and our partnership require that we
engage in exercises and in a rotational presence there to work with
NATO so that we can build up that partnership to make it capable
of dealing with its responsibilities, as well.
But having said that, we are in the process of looking at additional reductions abroad. When it comes to the United States and
the kind of infrastructure reductions that have to take place here,
frankly, there is no other way to do it than through the BRAC
process.
Senator THUNE. Mr. Secretary, the President has said that he
would veto any attempt by Congress to prevent the effects of sequestration on military spending, and I want to share with you
some things that you said, for example, at the Munich Security
Conference last month, that you and the President, quote, ‘‘are not
paying attention to sequester,’’ ‘‘sequester is crazy.’’ You also said
that you ‘‘strongly urge Congress to be able to come forward and
try to detrigger that amount because, frankly, it is not the amount,
it is also the way it would be done. The formula is built in the sequester. It would cut across the board, and as I said, it would certainly virtually devastate our national defense,’’ end quote.
Now, so essentially—I am trying to figure out, because a conflicting message is coming out. You are urging the Congress to do
away with the sequester at the same time the President has said
that he would—he has threatened to veto legislation that would do
away with it. So how do you sort of reconcile or square those—
Secretary Panetta. Senator, I think what the President stated
was that if there were just an effort to detrigger the defense part
of sequester, that he would oppose that, that he thinks that sequester across the board, both on defense and non-defense, is severe
enough that both areas ought to be addressed in trying to detrigger
sequester.
Senator THUNE. There is a question, too, about whether or not,
if there were a sequester in the defense, how it would be applied,
and Section 302 of the Budget Control Act speaks of sequestration
of budget enforcement in terms of accounts. It does not dictate that
sequester cuts must be applied in equal percentages to each program, project, and activity, as you claimed in a letter November 14
to Senators McCain and Graham on the effects of sequestration.
For example, you could choose to apply the amount to be sequestered from the Navy procurement account entirely to one activity
within that account.
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So how would you approach this issue in terms of the flexibility?
You are suggesting that this would be applied in a very—
Secretary Panetta. Across the board.
Senator THUNE. —indiscriminate way across the board.
Secretary Panetta. Let me ask our Comptroller to—
Mr. HALE. We are trying to work with OMB to understand. This
is an arcane law. It goes back to the 1985 Budget Impoundment
and Control Act. Our lawyers believe that it would be at that low
level of detail that would be in that letter. I think that we need
to work with the OMB lawyers to see exactly what would be the
case. But make no mistake, I do not think anybody questions that
at the account level, Army O&M, Navy shipbuilding, that would
have to be equal in percentage terms, and I think that fits the
meat-axe description pretty well if you have to do it every account
by the same percent. So this is a bad idea. It is bade policy and
I really hope that the Congress will take the steps to detrigger it.
Senator THUNE. All right. I see my time has expired. I am getting the gavel, so thank you, Mr. Chairman. Thank you all.
Chairman CONRAD. I thank the Senator. We are trying to adhere
closely to the five because we promised the Secretary to get him
out of here by noon.
Senator WYDEN.
Senator WYDEN. Thank you, Mr. Chairman, and thank you, Mr.
Secretary and your colleagues, and let me get right to it.
I wanted to talk, Mr. Secretary, first about the Guard and Reserve. You and I have talked about this in the past. In my view,
their unique expertise and particularly their ability to adapt rapidly to mission requirements is one of the reasons we ought to be
especially careful in this time of making touch choices with respect
to what happens with the Guard and Reserve.
Now, this year, you all are going to get four separate studies that
are going to provide in-depth analysis of the cost comparison between Reserve component military members and those on active
duty. And what the studies are going to find—all of them, because
we had a chance to hear about them—is strong evidence about how
much less expensive the Guard is compared to the active duty.
So the question, Mr. Secretary, for you this morning is would it
not make more sense to wait until you have an accurate model to
compare costs before you go forward with disproportionate cuts to
the Air Guard. What we have tried to do is look at the Air Force,
tried to look at the Guard, and it just seems to me, while all the
choices you have in front of you are tough ones, I mean, there is
not an easy one there, would it not make more sense to hold off
until you get those four studies before there would be disproportionate cuts made to the Air Guard?
Secretary Panetta. Senator, first of all, I strongly agree that we
have to depend on a strong Reserve and a strong National Guard
to assist us, particularly when it comes to mobilization. And as we
reduce the force, frankly, we are going to need to have that backup. And that is why, frankly, when it comes to numbers in the National Guard and in the Reserve, we pretty much maintain the
force that we have now and will continue to maintain it.
The one area where there were reductions was in the Air Guard
Reserve and it was done pursuant to the recommendations of the
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Air Force Chief, and the basis for that was, in the past, we have
reduced airlift in the active force, but we did not touch the Reserve
force, and he felt in order to achieve the savings that we had to
achieve under this Budget Control Act that there were areas in the
Reserve where he could achieve some savings by reducing some of
the airlift capability that was not multi-mission, and that is why
the decision was made to reduce those areas.
Now, at the same time, I have to tell you, I met with the Governors yesterday. They have the same concerns you have. And I indicated to them that we would work with them to determine
whether we can try to do this in a way that can achieve the same
savings but provide some ability to relieve some of the impact that
some of this would have.
Senator WYDEN. Well, thank you on that point, Mr. Secretary.
Just if you will stay open on that and we can continue to have
some discussion on that, I think as we look at those four separate
studies—and that, frankly, Mr. Secretary, what you have done on
this is to try to make this a data-driven debate. That is what has
really swung us. If we can continue that discussion, I would appreciate it.
One area I want to get into, and that is energy. You all at the
Department of Defense are one of the largest single users of energy
in our country, and sometimes it just takes your breath away when
you think through the implications. On a recent tour when we were
in Afghanistan, we heard about the fact that it costs in some instances hundreds of dollars, in effect, to get a gallon of gas out to
some of the forward operating kind of bases. So what do you envision, Mr. Secretary, in this budget as actually getting accomplished
in terms of making us more energy independent?
Secretary Panetta. I am going to have General Dempsey speak
to the particulars of what you just pointed out. Energy is a very
important element in driving our national defense. But at the same
time, we have made strong improvements in trying to develop energy efficiency, particularly in the Navy as well as in other elements, and here, the goal is to try to continue the investment in
energy efficiencies because it does save money in the long run to
be able to do that. But let me ask General Dempsey.
General DEMPSEY. Yes. I mean, we are seized of this, Senator.
For me, it is part efficiency and part effectiveness. The better we
can do it, becoming self-sustaining at the point of need, the less we
put soldiers and sailors, airmen and marines on road networks. So
there is a real operational requirement here. I mean, look, there
are places in Afghanistan where you cannot get anything by way
of resupply except by air dropping it. That kind of drives the cost
of that commodity up when that is the condition in which we place
our armed forces.
So to the Secretary’s point, we are seized with it. We have a commitment in the budget. We have some plans, milestones, and we
are working toward it.
Senator WYDEN. Thank you, Mr. Chairman.
Chairman CONRAD. Senator Grassley.
Senator GRASSLEY. Senator Wyden brought up the issue that I
was going to start with on the Air Guard, so I do not expect you
to say any more than what you said to him, but I would like to
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make a little comment about your answer, and that would be this,
that you probably correctly quoted the Secretary of the Air Force
that it was—that the active duty had taken probably as much as
they can and so something had to come from the Guard. But we
got the distinct impression with our meeting of the Iowa delegation
in regard to the Des Moines 132nd Fighter Wing being removed
that—well, the last time they went through cuts, the Air Force did
it and now it was the Guard’s turn, as opposed to being what Senator Wyden said, having data driven.
So we asked for a lot of this data but we are not getting anything. And we heard from the National Guard Bureau of which
fighter wing to cut after the decision had been made to take the
cut out of the Air National Guard. So we are looking for the statistical basis, the data basis, whatever it is, and we are having a hard
time getting it and we would like to have it, and not just Chuck
Grassley but the whole delegation.
My second point would be to read a statement and not have you
comment because I gave you a letter that is going to have the basis
of what I want to talk about, but just so you know that this is not
something that I give little concern to. For the last three years, we
have—in my office, we have read each year 120 audits done by the
Inspector General, and you want to remember, we pay about $100
million a year in this area. So my letter is about just 16 of the 120
audits of the last year.
We have uncovered egregious waste and misconduct at DOD.
These reports were issued by the Office of Inspector General last
year. I discovered them during the course of my ongoing oversight
review of audit quality, where I am about to issue my third annual
report. If I had to use two words to characterize what I found in
these 16 reports, these words would be ‘‘scandalous’’ and ‘‘disgraceful.’’ This is some of the worst that I have ever seen. These 16 reports tell me two things. First, all the wasted money needs to be
recovered, and second, responsible persons held accountable.
You have said that you want to save $500 billion. Well, the Acting Inspector General is serving up some savings on a silver platter, close to a billion dollars’ worth. Unfortunately, without highlevel intervention, I fear all the good audit work and all potential
savings will go for naught. I fear the accountability and recovery
of wasted money not likely to happen any time soon.
All the information I see tells me the hard-hitting recommendations contained in these reports are being slowly and quietly
ground down to nothing by Pentagon bureaucracy. So I respectfully
ask that you take a moment, read the summaries of those 16 reports that I picked out of the 120, which you will find in my letter,
and then tell me whether you are disturbed or angered by what
you read.
If you see what I see, then please initiate a top-level review of
all allegations laid out in these reports. Please urge those assigned
that task to search for a reasonable path forward on all the unresolved recommendations. For audits, recommendations are a point
of the spear. They are the bottom line and they are about to fall
through the cracks.
May I remind you that these audits cost, as I said, $100 million.
Given the strength of the evidence that I presented, I believe it is
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incumbent upon all of us to act on the waste, and I will just use
one example and only one sentence from my letter.
One of these reports calls for a review of the actions of officials
responsible for approving PV projects that were not cost effective
and take administrative action as needed. Now, this is what the
Navy’s response was to it in e-mail of January 17 this year. It stated, quote, ‘‘It is not necessary to take administrative action against
officials responsible for selecting the projects and considers the recommendations closed.’’
I will close with this. I want to compliment—on another issue,
I want to compliment the Defense Department for reopening the
Project Flicker investigation. Project Flicker was supposed to examine allegations that government employees, including DOD personnel, have perused child pornography on government computers.
Some of those involved were reported to have sensitive security
clearances. After learning that the Defense Criminal Investigation
Service had arbitrarily shut down this investigation, I wrote your
predecessor, Secretary Gates, on November 5, 2010. I wanted to
raise questions about why the Flicker investigation was allowed to
go dead. I have recently learned that, after review, cases are now
flowing from DCIS to the courts for prosecution. That is very good
news and I hope DOD employees purchasing child pornography
while on the job are held accountable.
Thank you.
Secretary Panetta. Senator Grassley—
Senator GRASSLEY. You can respond if you want to, but you do
not have to.
Secretary Panetta. No, I understand, but I would like to. First
of all, I want to thank you for your leadership on these issues. You
and I have known each other a hell of a long time, going back to
our days on the Agriculture
Committee on the House side, and I have always respected your
work in going after waste in the Federal Government.
I want you to know a couple things. Number one, on those IG
reports, I do not take those lightly. I think they are seriously done
and my direction to my Department is that we will implement the
recommendations contained in those reports. And I get a report on
that, and I am happy to share that with you, as to what progress
we are making in implementing those recommendations. I have required, when an IG makes that kind of report, makes those recommendations, we do not just put it in a drawer. We have to implement those recommendations. That is something I believe in.
Secondly, our ability to develop our own audit capability, I hope,
will give us the ability to get ahead of this game rather than behind it, where we are now.
Senator GRASSLEY. Well, I thank you very much and I know you
are very sincere about it and I appreciate your following through.
Chairman CONRAD. Thank you, Senator.
Let me put this chart up because, Secretary Panetta, you gave
a serious charge to this committee in your earlier testimony, saying
that we have to be the conscience of the Congress in these committees in the House and the Senate. You certainly were that when
you were Chairman. I have tried. I must say, I do not feel I have
had great success in convincing my colleagues to face up to these
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matters. I was proud to be part of the Fiscal Commission. I was
proud to be part of the Group of Six. I think we made serious, responsible suggestions to do things on a—in a balanced way. Yes,
discretionary spending has to be addressed. Yes, we have to reform
the entitlements. Yes, we have to address revenue, as well.
But as I have listened here this morning, I hope the conclusion
is not that there is no additional savings that can be derived from
defense, not another nickel, because I do not believe it. I mean, I
have spent a great deal of time looking at places we could save responsibly and I do not think we are going to, at the end of the day,
have an alternative here. In fact, if we do not find a way to come
together around a comprehensive plan, to have additional savings,
what is ultimately going to happen here, it is going to be forced on
us. And it will be forced on us at the worst possible time, when we
are in crisis. I cannot think of a worse outcome for this country.
And the problem is, none of these things are very popular with
the American people. The truth is, reforming entitlements, over 70
percent say, no, do not touch them. Revenue, about 65 percent say,
no, do not do that. Further savings on program after program that
have already had significant savings, looking ahead over the next
ten years, people say, oh, no, do not do any more there.
About the only thing they support on the spending side is cutting
foreign aid. Well, Mr. Chairman, Mr. Secretary, former Mr. Chairman, you know that is not going to do it. That is less than one percent of the budget. And about the only thing they support on the
revenue side is taxing those who have incomes of over a million
dollars, and there is no question in my mind, we are going to have
to ask some of them to do more.
But when I look at—here it is. Here is the spending in dollar
terms. Under the President’s budget, there is this little dip, but
then it goes up over the remainder of the budget period. So when
people say, well, it is being cut to the bone, really? It is being cut
to the bone? There is more spending every year beyond this next
year than we have had. Every year, more spending.
And I compare it to the sequester. Boy, that is harsh. I do not
think this is a wise course. Certainly not. I absolutely agree with
you that this trajectory under the sequester is too sharp a cut, and
the means of doing it—across-the-board cuts, by the way, we share
your view, if that is what would have to be done, that really does
not make sense.
Simpson-Bowles, that is the only place we have had a bipartisan
agreement around here, more savings initially and more savings
overtime than the President’s budget, but not the kind of abrupt
cut that we see in the sequester.
So I would just say this to you: I hope that we do not conclude
or that it is not your testimony here today that there is not another
dime of savings to be derived in defense. I just had an analyst
briefing that was talking about the way we manage our Navy and
that we keep crews tied to ships, and that means when a ship is
deployed and the crew comes back, the ship comes back. There has
been analysis done that if we kept the ship deployed and shared
crews, that we could derive significant savings.
I do not know if that level of detail is something, Mr. Secretary,
you have looked at, but I would be very interested. Do you believe
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or have you looked at the notion of having crews share ships so
that we would not have to, when a crew returns, return the ship?
Secretary Panetta. Mr. Chairman, I am not sure that is the case
anymore because I think there was a concern about just what you
have pointed out, and let me get back to you to make sure that
that is the case. But I agree that that is an area that we need to
review.
[The information follows:]
We currently rotate crews on our Mine Countermeasures and Patrol Coastal class
ships. We also plan to employ rotating crews for Littoral Combat Ships as the force
grows. We have recently initiated a study on the benefits and costs of expanding
the use of rotational crewing.

Chairman CONRAD. All right. Contracting. Last year, the Department’s testimony here was, ‘‘We do have a contracting issue. We do
have to better manage our contracting. We do have to derive savings there.’’ Is that still the view of the Department, that we have
legitimate savings that could be derived from better managing of
contracting.
Secretary Panetta. Yes.
Chairman CONRAD. All right. Senator Graham has returned.
Senator Graham has been trying to get his questions in. He has
another hearing going on. That is why he has had to shuttle back
and forth. I am going to stop right now to give him a chance so
that he has his opportunity.
Senator GRAHAM. Thank you very, very much. This is not a
budget question, but it does relate to what is going on in Afghanistan. There are 3,044 prisoners under American control under the
Law of Armed Conflict, General Dempsey, Secretary Panetta. I am
going to ask of you today to provide a detailed analysis of what
they are being held for, how many of them are IED makers, how
many of them engaged in violent attacks against American troops.
And do you believe that the Afghan legal system has the capacity
to administer justice in these cases by March 7th?
General DEMPSEY. No, sir, I do not believe they do, and as General Allen has a plan to build their capacity over time.
Senator GRAHAM. Right, but do you agree with me, General
Dempsey, if we released these prisoners to the Afghan legal system
as it exists today, a lot of them would go back out on the streets
and try to kill Americans?
Secretary Panetta. That is trouble.
Senator GRAHAM. That is trouble. Do you agree with me, Secretary Panetta, that of all the military strategies we have employed
in Afghanistan, night raids produced a lot of good results?
Secretary Panetta. Absolutely.
Senator GRAHAM. And they have been reformed, and the Afghans
are more in the lead than ever?
Secretary Panetta. That is correct.
Senator GRAHAM. But from a military point of view, they need
to continue?
Secretary Panetta. Correct.
Senator GRAHAM. Okay. Do you support a strategic partnership
agreement with the Afghan Government?
Secretary Panetta. I do.
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Senator GRAHAM. And they need to step it up if they want one.
Do you agree with that?
Secretary Panetta. That is correct.
Senator GRAHAM. Okay. Now, when it comes to the budget, you
were asked about TRICARE premiums. General Dempsey, when
you retire, would you be willing to pay more in premiums for your
TRICARE?
General DEMPSEY. Yes, and I have made that clear in other testimony.
Senator GRAHAM. Well, I keep asking you, so I know your wife
probably would like me to stop. But the reason I do that is because
we have not had a premium adjustment since 1995. If a means test
is to be applied, I think that is smart.
Secretary Panetta, the entitlement part of the DOD budget
health care cost is competing with the guns and weapons systems.
Is that correct?
Secretary Panetta. Correct.
Senator GRAHAM. And you cannot sustain this. This is what you
are telling the Congress.
Secretary Panetta. That is correct.
Senator GRAHAM. If we do not like the way you have adjusted the
premiums, I would just ask the Congress, because we have not
done anything with Social Security, we should, I am for means
testing. I am for a longer retirement age. I would support working
until you are 70 for younger workers, but giving you plenty of notice. I am willing to do the hard things, but when it comes to the
Department of Defense budget, because we have not done these
other things is no reason to put DOD in such a bind. It is absolutely essential you get control of your health care costs. Is that
correct, Secretary Panetta?
Secretary Panetta. That is correct.
Senator GRAHAM. If you have a better way of adjusting premiums, let me know, but it has to change.
Secretary Panetta. I am open.
Senator GRAHAM. This is a better deal than you will ever get in
the private sector. It should be a good deal, but it is an
unsustainable deal.
Now, when it comes to BRAC, I am in the camp that if we are
going to look at trying to save $480 billion, whatever the number
is, we should put everything on the table. Do you believe it would
be prudent to take another look at our basis?
Secretary Panetta. You are in the right camp because you have
to look at everything.
Senator GRAHAM. Well, I just think we cannot say not in my
back yard.
Now, when it comes to sequestration, you say it is the dumbest
idea you have heard lately, right?
Secretary Panetta. That is right.
Senator GRAHAM. And you are competing against a lot of dumb
ideas, so that is really—
[Laughter.]
Senator GRAHAM. So that is really a big prize. So would you be
willing to consider resigning if you were ordered to implement sequestration in protest?
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Secretary Panetta. Well, I am not going to go there because I—
Senator GRAHAM. Well, I would not want you to. I would not
want you to because I think you have been one heck of a Secretary
of Defense. But the way you communicate—General Dempsey,
much to your credit, you are telling us, without any nuance, we
will destroy the military if we cannot fix this problem, and I promise you, we are not going to let the military be destroyed.
Now, when it comes to budget threats, budgets and threats, do
you believe the Iranians are trying to develop a nuclear weapon?
Secretary Panetta?
Secretary Panetta. I think they are developing nuclear capability.
Our intelligence makes clear that they have not made the decision
to develop a nuclear weapon itself.
Senator GRAHAM. Do you feel confident that we have the ability,
if necessary, militarily to deal with the threat that Iran faces?
Secretary Panetta. Yes.
Senator GRAHAM. Okay. And if we implemented sequestration,
that ability would be greatly reduced?
Secretary Panetta. That would hurt us.
Senator GRAHAM. Okay. Now, at the end of the day, General
Dempsey, you are being tasked to take $450 billion out of the military budget. We are being pushed to do that. But if you do more,
$600 billion on top of that, that would be a no-go for you?
General DEMPSEY. We would have to go back and look at—we
would have to redo our strategy, and we would not any longer be
a global power.
Senator GRAHAM. Okay. When it comes to Afghanistan, Secretary
Panetta and General Dempsey, is it worth it? What is winning?
What are the benefits of winning? What is the cost of losing? Could
you describe that as briefly as possible?
Secretary Panetta. The reason we are there, Senator, is because
our mission is to dismantle, destroy, and defeat al Qaeda and their
terrorist allies. And that means that our ultimate goal here has to
be an Afghanistan that can control and secure itself and make sure
that it can never again become a safe haven where terrorists can
plan attacks—
Senator GRAHAM. Do you think that is possible?
Secretary Panetta. I do.
Senator GRAHAM. That would be winning?
Secretary Panetta. That is correct.
Senator GRAHAM. What is the cost of losing?
Secretary PANETTA. The cost of losing is that the Taliban, without question, would regain control there, that terrorist allies would
again come together, and their sole goal is to attack this country.
Chairman CONRAD. I thank the Senator. I thank the witnesses.
I especially thank—we are a little beyond time. I apologize for that.
You have been extremely generous with your time. This is an important hearing for this Committee. We are delighted, Mr. Secretary, that you were here in person. General Dempsey, thank you
very much for your testimony and for your service. Thank you, Secretary Hale, for yours as well, and we will—
Senator SESSIONS. Mr. Chairman, just let me thank the witnesses also for your testimony and for your service to your country,
and we know—and the military has accepted larger cuts already
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and are working diligently to achieve those in the most effective
way than other departments have been asked to achieve. In fact,
many of them have been asked to achieve not any cuts, zero, and
I think that is important.
With regard to the chart that you were showing, Mr. Chairman,
I think that is probably not—that is probably in dollars not adjusted for inflation. Adjusted for inflation, I think if we continued,
you would not see a growth. I think the relative growth pattern you
showed in that chart is probably accurate between the three different proposals.
Chairman CONRAD. Yes, well, you are right. It is in
Senator SESSIONS. But you adjust it for inflation, and energy
costs go up, material costs go up somewhat over the years.
So I think that sequester represents a greater threat than we
would like to admit, and the way to fix it is not to give up the reductions in the total number, but to look at the other aspects of the
Government, as Senator Graham mentioned, and see if we can
maintain a healthy Defense Department, making sure that our
men and women in uniform know that, yes, they had to take some
cuts and reductions, but we affirm them, we believe in them, and
we are not breaking faith with them. That can be done, and I think
we share that common ideal.
Chairman CONRAD. Yes, we share that view. I think that is a
very good summary statement for what we have to try to achieve
here. I think one thing that should go out as a message clear from
this hearing on both sides here, we do not believe the sequester
ought to go forward. It is terrible policy, certainly for the national
defense of our country. So let us not have that be a result.
At the same time, we understand we have to deal with this deficit and debt threat, as difficult as it is. And, Senator Graham,
thank you for your questions. Right on point.
We will stand in adjournment.
[Whereupon, at 12:08 p.m., the Committee was adjourned.]
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PUTTING HEALTH CARE SPENDING ON A
SUSTAINABLE PATH
WEDNESDAY, FEBRUARY 29, 2012

UNITED STATES SENATE,
COMMITTEE ON THE BUDGET,
Washington, D.C.
The committee met, pursuant to notice, at 10:01 a.m., in Room
608, Dirksen Senate Office Building, Hon. Kent Conrad, chairman
of the committee, presiding.
Present: Senators Conrad, Wyden, Nelson, Whitehouse, Merkley,
Sessions, Thune, Johnson, and Ayotte.
Staff Present: Mary Ann Naylor, Majority Staff Director; and
Marcus Peacock, Minority Staff Director.
OPENING STATEMENT OF CHAIRMAN CONRAD

Chairman CONRAD. The hearing will come to order.
I want to welcome everyone to the Senate Budget Committee
today. Our hearing is titled, ‘‘Putting Health Care Spending on a
Sustainable Path.’’ We will focusing on possible further reforms to
the nation’s health care system.
We are delighted to have three outstanding witnesses here today.
They are Dr. David Cutler, Professor of Economics at Harvard University; Dr. Len Nichols, Professor of Health Policy and Director of
the Center for Health Policy Research and Ethics at George Mason
University; and James Capretta, Fellow at the Ethics and Public
Policy Center. I note that Mr. Capretta worked as a staff member
on the Budget Committee with Senator Domenici, and Senator
Domenici is somebody that I am still in frequent contact with, so
it is especially good to have you here, Mr. Capretta.
Although the health care reform law adopted in 2010, I believe,
made progress in changing health care incentives and bending the
cost curve on health care, rising health costs remain the single
largest factor contributing to the nation’s long-term fiscal imbalance. So it is the 800-pound gorilla. We believe we need to build
on reforms already in place and find further savings in health care.
As we build a budget for the next ten years, it is essential that we
find additional savings in every part of the budget. I even had the
Secretary of Defense here yesterday and the Chairman of the Joint
Chiefs and talked to them about the same requirements. Every
part of the budget has to be scrubbed when you are borrowing 40
cents of every dollar that you spend.
According to the Congressional Budget Office, Medicare, Medicaid, and other Federal health care spending could grow to more
than 13 percent of GDP by 2050. It is important to remember that
rising health care costs are a problem in the private sector, as well.
Let us keep that chart up, if we can, for a minute, because I really
want to focus our attention. In 1980, these elements of the budget
were less than two percent of GDP. In 2010, tripled, up to six percent, and it is going to double again by 2050 on the current trend
line.
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Now, what is absolutely imperative for all of us, for the private
sector, for the Federal Government, for State government, for local
government, for our families, is that we do not let this trend line
develop or continue. It has already developed.
I know some of my Republican colleagues have called for repealing the health care reform enacted in 2010. I believe that would be
a mistake. It would take us, I believe, in the wrong direction. Reversing health care reform would be costly. Here is what the Congressional Budget Office concluded when it examined a Republican
proposal last year to repeal health care reform. CBO estimates, and
I am quoting from them, the Congressional Budget Office—it is
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nonpartisan—estimates that enacting health care repeal would increase Federal deficits in the decade after 2019 by an amount that
is equal in the broad range around one-half of one percent of Gross
Domestic Product. For the decade beginning after 2021, the effect
of health care repeal on Federal deficits as a share of the economy
would probably be somewhat larger, they say, and would probably
continue to increase budget deficits relative to those under current
law in subsequent decades. Just to clarify, one-half percent of GDP
in the second decade equals roughly $1.3 trillion. So anybody that
is talking about repealing health care reform is talking about adding, according to the Congressional Budget Office, about $1.3 trillion to the debt.
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One of the most important aspects of the 2010 health care reform
is that it laid the foundation for even more long-term health care
savings by including critical delivery system reforms. These are reforms designed to reward quality instead of the quantity of care.
They included Accountable Care Organizations, primary care payment bonuses, readmissions, hospital value-based purchasing, comparative effectiveness research, a CMS Innovation Center, an Independent Payment Advisory Board, and payment bundling.
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By the way, I was in all the hearings in the Finance Committee,
all the hearings in this committee. Virtually every idea brought to
those bodies by analysts from whatever political persuasion were
put into health care reform.
Senator Gregg, the Ranking Republican on this committee, and
I wrote a letter to the Congressional Budget Office and asked them,
what are the things that could be done that would give us the biggest bang for the buck in controlling health care costs. The response that we received from the Congressional Budget Office went
into significant detail with respect to things that could help hold
down exploding health care costs. We put virtually every one of
those ideas into health care reform legislation.
Despite these positive aspects of health care reform, many of my
Republican colleagues remain determined to dismantle that legislation and, I believe, undo progress that is being made. Let us remember the key elements of last year’s House Republican plan for
health care. They would fundamentally end Medicare as we know
it, replacing the program with a voucher system and reopening the
prescription drug doughnut hole. That means seniors would pay
more for their prescription drugs. They would block grant Medicaid, which would shift costs onto seniors, children, the disabled,
and States. This would also end the countercyclical nature of the
program which protects individuals and the economy when we face
an economic downturn. They would also defund health care reform,
eliminating the new exchanges, the affordability tax credits, and
the expanded coverage. This would increase the number of uninsured by at least 34 million people.
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There may be some evidence health care reform is having an impact on slowing Medicare spending already, although most of
health care reform has not yet been implemented. Here is what
former Office of Management and Budget Director Peter Orszag
wrote last summer in a Bloomberg column. ‘‘And now for some good
news,’’ he wrote. ‘‘Medicare spending growth has been slowing noticeably. So far this fiscal year, expenditures have actually declined
slightly, according to the Congressional Budget Office. We don’t yet
have enough data to tell for sure what is causing the recent deceleration in Medicare spending or whether it will last, but some evidence suggests that maybe a shift toward value in the health care
sector. Various hospital executives have told me they have already
begun to prepare for less generous reimbursements from Medicare
as the new Federal health care reform law takes effect and there
is a greater focus on value. They are, therefore, trying to become
more efficient now.’’
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If Dr. Orszag is right, that would be a positive sign for the budget and health care outlook. However, it is still clear we are going
to need to find additional health care savings.
Look, I have been here 25 years, and over and over, I have
heard, hopeful sounds about health care. And over and over, we
have been disappointed. So I just say, count me as a skeptic with
respect to us having turned the corner.
I do believe—I am not a skeptic about things that were put in
the health care reform legislation to attempt to slow down rising
health care costs. There are a whole series of experiments in that
legislation, again, ideas that were brought to us from every point
on the political spectrum, from the most conservative to the most
progressive.
By the way, the number one thing that Senator Gregg and I were
told from the Congressional Budget Office in our request for what
would get us the biggest bang for the buck in slowing down health
care cost explosion, number one recommendation—and by the way,
the number one recommendation of analysts from the most conservative to the most progressive—was change the tax treatment of
health care. It was the number one recommendation of CBO. It was
the number one recommendation of analysts, again, from every political perspective. You have to change the tax treatment of health
care because you are encouraging over-utilization.
The second thing they told us, you have to change the way you
pay for health care because you are paying for procedures, and
when you do that, obviously, you incentivize procedures, whether
they are helping people become healthier or not.
So I think all of us know how difficult this is. This is now onesixth of the economy of the United States—actually, more than a
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sixth—more than a sixth of the economy of the United States and
far more than any other country.
Here are some possible options for further reforming health care
to control costs. I want to be clear, this is not an exhaustive list.
We could further transform payment policies in Federal health programs. This might include accelerating adoption of bundled payments to providers so that we are not just paying for procedures,
expanding Accountable Care Organizations, because all of the evidence before the committees of jurisdiction was the one place that
is really working in our system in terms of controlling costs are Accountable Care Organizations, or reforming cost sharing so that
purchasers, consumers, have skin in the game.

And I know that is controversial, but I personally believe in cost
sharing. I had a doctor come to me who had practiced in India,
practiced in England, practiced in North Dakota. He said, ‘‘Senator,
the one thing I have learned, consumers have to have skin in the
game.’’
We could further reform health-related tax expenditures. This is
what I mentioned earlier. For example, we could modify the tax exclusion for health care or modify the deduction for Health Savings
Account and Flexible Spending Account contributions. This is
something that the Simpson-Bowles Commission adopted as a centerpiece of their health care reform.
We could take further steps to reduce administrative inefficiencies because we know there is way too much money spent in administration. My own brother is a doctor—brother-in-law, a doctor,
sole practitioner in Richmond, Virginia, 10,000 patients on his
rolls, so pretty amazing for a sole practitioner. He had ten other
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employees, five of them doing nothing but chasing insurance companies.
I will share one story with my colleague. My brother-in-law one
day called me out of just sheer frustration. He said, ‘‘Ken, I have
just got to share with you an experience I just had. I had a patient
that needs urgent surgery. I am not a surgeon. I am not going to
do it. I am not going to benefit from the surgery being done. My
patient is going to benefit. The insurance company refused to pay.
I personally called up the insurance company. I was put on hold
for 45 minutes. At the end of the 45 minutes, a person came on
and said, ’Doctor, you should not have called this number. You
should have called this other phone number.’’’ They gave him the
number, and at that point, my brother-in-law, who is Italian, very
expressive, got fairly agitated because he told them, ‘‘That is the
number I just called. That is how I got you.’’ And again, they denied the procedure. He had a patient that was in pain. He said
there was absolutely no question in a medical sense of the need for
this to be done. So there are a lot of frustrations out there in the
medical community.
And we could further improve health information technology utilization. I note the first two bullets on this chart, reforming payment policies and health-related tax expenditures, were described
by CBO in a letter to me and former Ranking Member Gregg as
the two most effective measures that could be adopted to bend the
cost curve on health care.
I look forward to hearing more from our witnesses.
I turn to Senator Sessions for his opening commentary and then
we will go to the witnesses for their testimony, and because we
have fewer members here today, that means we are going to be
able to have more time for each member to have exchanges with
the witnesses.
Senator SESSIONS.
OPENING STATEMENT OF SENATOR SESSIONS

Senator SESSIONS. Thank you, Chairman Conrad, and thank you
for this hearing. I think the title, ‘‘Putting Health Care Spending
on a Sustainable Path,’’ is a valuable topic for us. It really is, and
we have to be serious about it.
I would note that it is critically important that we have honest
talk about honest numbers, about real projections and what is
going to be happening in the future and what is happening today.
In 2009, in his inaugural budget, President Obama promised to
reduce health care costs for both families and the Federal Government. Yet after the President’s health care law was enacted,
Christmas Eve, a few days before Scott Brown would take office,
who would have killed it had he been allowed to take office first,
that health care law, according to the Congressional Budget Office
Director Douglas Elmendorf, he concluded this. Rising health care
costs will put pressure on the Federal budget during the next few
decades and beyond. We all agree with that. And he goes on to say,
quote, ‘‘In CBO’s judgment, the health legislation does not substantially diminish that pressure.’’
In 2007, the President made a campaign pledge to cut the cost
of a typical family’s premium by $2,500 a year. That is $200 a
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month. But by the end of the President’s first term, health insurance premiums for a typical family with coverage through the
workplace will have increased by more than $2,400.
Before a Joint Session of Congress in September of 2009, the
President stated, ‘‘I will not sign a health care plan that adds one
dime to our deficits either now or at any time in the future, period.’’ However, the legislation that became law included numerous
budget gimmicks to hide its true cost. These included double-counted Medicare savings—double-counted Medicare savings—premiums
from now defunct class act program scored as a surplus, and hiding
the cost of the doc fix. In fact, when the gimmicks are added up,
the President’s health care costs added $700 billion to the deficit.
This chart indicates that. The claim was that it would save money
and reduce the deficit, but when properly accounted, it increased
the deficit. This is one of the largest, most dramatic misrepresentations of financial conditions in America I suppose has ever been
made.
Former CBO Director Douglas Holtz-Eakin estimated that in the
following decade, the second decade, the health care law will likely
increase the deficit by nearly $1.5 trillion while the President contends it was going to save over a trillion dollars during that period.
The President’s health care law delays most of the spending until
2014, but begins tax increases and spending reductions earlier, relying on ten years of offsets to pay for six years of spending. The
true cost of the new health entitlement over a full ten-year period
is $2.6 trillion. That is how much will be spent. Our income did not
increase to pay for that. It adds to the deficit. It does not add to
the surplus. It does not reduce the deficit.
Over the next 75 years, the President’s health care law substantially increases our unfunded obligations for health care programs.
In other words, health care reform was not entitlement reform.
Look at this chart. This is a dramatic thing because we were told
if we would adopt this health care plan, we were going to change
our debt trajectory. We were going to get off the unsustainable
path we are on. And I would say, the facts are quite clear. It makes
it worse, does not make it better. It did not change the cost curve,
as we were promised, except to make the cost curve worse.
Our national debt per person today is nearly $45,000 per person,
man, woman, and child, more than Greece. The President’s budget
plan sent to Congress would grow our total debt by another $11
trillion over the next ten years. By the end of ten years, interest
payments will be $850 billion annually—interest payments. That
means that we will spend $200 billion more on interest than we
will be spending on defense.
Similarly, the President’s health care policies, rather than tackle
the long-term drivers of debt like Medicare, simply raided that program to pay for the new entitlement spending and puts the entire
budget on an even more dangerously unsustainable path. In fact,
today marks the fourth consecutive year the President has defied
the legal requirement in the United States Code to submit a Medicare—as a result of the Medicare trigger—to submit a legislative
proposal to Congress that addresses Medicare’s coming insolvency.
This is not only a requirement of law, it is a requirement of a leader. When your Medicare program is going out of control, we passed
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legislation that when that happens, the President should submit a
plan to help fix it. He ignores that for four consecutive years.
The President admitted in the introduction of his budget that
health care is the major driver of our future deficit growth. But
where is his plan to avert the disaster? His budget shows no leadership in addressing the cost of health care entitlements now or in
the future. His budget increases health spending over the next ten
years and does nothing to alter the unsustainable Federal health
care spending over the long term.
By 2030, just eight years past our budget window, nearly 100
percent of Federal revenue will be consumed by entitlement obligations and debt interest payments. Under the President’s budget
plan, our debt remains permanently above 100 percent of GDP.
Meanwhile, in the midst of the crisis, our Senate Democratic colleagues refuse to even do a budget for the third consecutive year.
President Obama and Senate leaders say that they want to help
the middle class, but their health care law has dealt a hammer
blow to working Americans. Their premiums have gone up. And
their refusal to control our surging debt threatens the American
people with economic disaster.
As a GAO report yesterday proves, our government is filled with
waste, but we just keep on spending. The President’s budget even
hikes taxes almost $2 trillion to pay for a new $1.6 trillion spending increase. All the while, he says his budget cuts spending when
it increased spending by $1.6 trillion.
This is the kind of thing that is causing the American people to
be angry with Congress. We say we are putting this country on a
sound path. The President repeats it time and time again and it
is not so. President Obama’s budget would bleed this nation dry,
keeping us on an unsustainable course, taking from the private sector to fund the public sector until both have been led to financial
ruin.
I choose a more optimistic future. We can do better, a future
where we empower the private sector so that millions of Americans
can get back to work and that we can leave our children with a
brighter future, not one clouded by a mountain of debt.
Mr. Chairman, thank you for the hearing. I know this is a contentious subject. We have some disagreements, obviously, but
thank you for allowing me to share these thoughts.
Chairman CONRAD. Well, I think it is important. Look, there are
places where we agree. Certainly, on our long-term debt situation,
I think you and I are largely in agreement how serious a threat
that is to the country. I think you and I are in agreement that we
absolutely need a long-term plan, one that does reform entitlements, one, speaking for me, I believe we need to reform the tax
system. We have a tax system—I think you probably share this
view—that is just totally out of date. We also have to further address discretionary spending, have to have more savings there. So
those are areas in agreement.
We obviously have disagreement. We have disagreement on the
effect of the Affordable Care Act. We have a fundamental disagreement on whether we have a budget or not. You know, I believe very
clearly, the Budget Control Act that passed last year both Houses
of Congress, signed into law by the President, provided a budget
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for this year and next. It also provided ten years of spending caps,
something we rarely do in a budget resolution, and it is the law.
It is not just a budget resolution. As we all know, a budget resolution never goes to the President for signature. The Budget Control
Act not only passed both Houses of Congress, it was signed into
law by the President, and it sets the budget for this year and next
and sets ten years of spending caps. It also provided the enforcement mechanisms for this year and next. And it also provided what
was, in effect, a reconciliation process to deal with entitlements
and revenue.
Unfortunately, the Special Committee could not come to an
agreement, and it was one of the—honestly, I have to tell you,
maybe the greatest disappointment of my entire 25 years here, that
the Special Committee that was given extraordinary power to come
up with a plan to reform entitlements and reform revenue. They
could have brought legislation to the floor of the Senate and the
House that could not be filibustered and that could have taken on
these things that absolutely have to be done. They could not reach
agreement. I think that was one of the great lost opportunities that
I have seen.
I served on the Simpson-Bowles Commission. At least 11 of the
18 of us there did reach agreement, five Democrats, five Republicans, and one Independent, and boy, it was hard, because I did
not like it. As I told my colleagues, the only thing worse than voting for it would be voting against it because at least it made
progress. It did not do as much as I wanted to do. It did $4 trillion
of deficit and debt reduction. I tried to persuade the Commission
to do $6 trillion, and why did I pick that number? Because with
that amount of deficit reduction, we could have balanced the budget in ten years. And that is what I truly believe should be our goal.
Well, we appreciate the witnesses being here. Dr. Cutler, thank
you so much for being here. Please proceed with your testimony,
and then we will hear from the other witnesses and then we are
going to have—we can do seven-minute rounds today. We can have
additional time with the number of members that are here. Dr.
Cutler.
STATEMENT OF DAVID M. CUTLER, PH.D., OTTO ECKSTEIN
PROFESSOR OF APPLIES ECONOMICS, HARVARD UNIVERSITY

Mr. CUTLER. Thank you, Chairman Conrad, Ranking Member
Sessions, and members of the Committee. Thank you for inviting
me here. My name is David Cutler. I am a professor of economics
at Harvard University, and for about 20-some-odd years, I have
worked mostly in the areas of health economics.
The issue of health care sustainability which you are discussing
today is a central to our economy and our Federal budget, both
given our national needs and the opportunities that are available
to us. Most experts believe that at least one-third of medical spending is not associated with improved health, implying waste of about
$750 billion annually and Medicare excessive spending of over $100
billion annually.
Just to put this in perspective, the $750 billion is roughly the
cost of the TARP legislation and near the cost of the stimulus bill
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that was passed in 2009, making the total amount of excessive
spending roughly on the order of those commitments.
The question that faces all of us is, therefore, Where can money
be saved while simultaneously improving the quality of medical
care? And, fortunately, the health policy literature suggests several
ways for achieving these cost savings.
The biggest one is poor care delivery; that is, the provision of unnecessary services, inefficient provision of necessary services, and
inadequate prevention opportunities, missed opportunities. It is estimated that the costs of poor care delivery are about $400 billion
annually in the health care system.
Second in importance would be administrative costs. The estimate, as the Chairman said, are about $200 billion annually in administrative costs that are not contributing to an improved health
care system. Beyond that are prices that are too high and some
amount of fraud and abuse, which together add up to about a third
of medical spending. So the question then is: How can we address
these areas?
We know several things about this excessive spending. First, it
is not a result of a few bad apples; that is, it is not that there are
a few physicians or hospitals or other care providers who are poor
and if we just got rid of those we would solve the problem. Rather,
it is a structural problem built into the medical care system, and
so it is going to require a structural solution. And, second, these
problems cannot be solved without coordination, and that coordination has to come from the biggest actor in the system, which is the
Federal Government through the Medicare and Medicaid programs.
So let me offer you some specifics on what I believe can be done.
To address the costs of inefficient care delivery, what we need to
do is follow what the best provider organizations do. As the Chairman mentioned in his introduction, there are organizations which
are efficient, they are lower cost, they are higher quality, and they
do several things well. First, they use information technology very
aggressively. That is a hallmark of all businesses in any industries
that are doing well.
Congress started on this path with the HITECH Act, and it
should be complimented for both that act and the way that it has
been followed through. But we need to go the next step. Every
health care organization that is successful has in essence removed
itself from the fee-for-service payment system and has said, ‘‘We
will not pay our providers on the basis of what they do but instead
how well they do it.’’ This Congress has an opportunity to follow
that by committing to a path of replacing fee-for-service payment
in Medicare, replacing it entirely or very substantially entirely
within a period of time, say 5 to 7 years.
Such a policy would start by expanding on the demonstration
programs that have been shown in the CBO evaluation to be successful in the recent Accountable Care Organization Program and
extend those methodologies to all conditions and providers within
a set period of time. This would provide the backbone and the impetus for the market commitment that is needed to make this
change.
In addition, Congress could do quite a good deal on administrative costs. Administrative costs, as I mentioned, are about $200 bil-
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lion a year. The difficult thing or the frustrating thing about administrative costs is that it is not even associated with additional
care provision. What it is really buying is frustration.
For the typical doctor in the United States, office-based physician, there are 2.2 administrative workers. By the way, that is
twice the number of most other countries. Congress can do several
things to address these administrative costs. The recommendations
that I have come in two forms. First, it should require specific actions that are generally widely agreed to in the provider and payer
community but are not done because of difficulties coordinating
them. These include integrating clinical and administrative systems, electronic interchange of information, and centralized
credentialing systems. Just on the last point, every doctor has to
get credentialed by every insurance company in every setting in
which they work annually, and it requires an enormous amount of
effort just to keep up with all the different credentialing forms that
doctors have to go through. There is absolutely no reason why it
has not been standardized except—there is no technological reason.
It has been lack of will power and lack of authority to do so.
On the issue of authority, I propose that this Congress establish
an administrative simplification agency within the Department of
Health and Human Services that would have at its sole mission realizing administrative cost savings. I recommend a specific target
of one-third or more in the next 5 years. That amount would be
about $60 billion annually.
The precedent for this is the Office of the National Coordinator
of Health Information Technology, which was given the mandate to
make health information technology ubiquitous in the health system. This Congress set it up with that mandate, and it oversees the
fulfillment of that mandate, and it is working very well. There is
no reason why this could not be applied to an equally technically
challenging but important issue like administrative simplification.
Together, policies that would reduce the extent of poor care delivery and harmonize administrative rules and reduce administrative
costs would significantly slow the growth of medical spending,
eliminate about a third of costs over the next few years, and provide significant relief to the Federal budget.
Mr. Chairman, thank you for inviting me, and I would be pleased
to answer any questions that you have.
[The prepared statement of Mr. Cutler follows:]
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Chairman CONRAD. Thank you. Thank you for your excellent testimony.
Dr. Nichols, welcome. Please proceed.
STATEMENT OF LEN M. NICHOLS, PH.D., PROFESSOR OF
HEALTH POLICY, AND DIRECTOR, CENTER FOR HEALTH
POLICY RESEARCH AND ETHICS, COLLEGE OF HEALTH AND
HUMAN SERVICES, GEORGE MASON UNIVERSITY

Mr. NICHOLS. Thank you, Chairman Conrad, Ranking Member
Sessions, Senator Wyden.
Thank you, Senator Conrad—it is a real pleasure to be here
again—Ranking Member Sessions, Senator Johnson, and Senator
Wyden. It is an honor to offer my thoughts on sustainable health
spending before you today. My name is Len Nichols. I am a health
economist, professor of health policy, and director of the Center for
Health Policy Research and Ethics at George Mason University.
My other relevant affiliations are in my written testimony, but I
do want to make crystal clear at the outset that my testimony and
spoken views are mine and mine alone. I do not speak for any organization, public or private, nor for any other person, living or dead.
[Laughter.]
Mr. NICHOLS. To state the punch line at the beginning, we cannot afford the health system we have, and it is that system that
casts doubt on our most sacred Medicare and Medicaid promises.
Therefore, any sustainable Medicare solution must be centered
around on systemwide reform, and that is why the Affordable Care
Act is such an essential step in moving us toward a sustainability
health system.
The phrase ‘‘structural reform,’’ of Medicare in particular, has become a rallying cry and litmus test of those who judge all things
by the metric of deficit reduction. We are all in favor of deficit reduction, but the problem with this phrase is that it too often means
limiting public spending by shifting all financial risk to beneficiaries, providers, private plans, and employers.
To some prominent commentators today, if you are not for fixed
growth rates for Medicare spending, guaranteed no matter what
else happens, then you are just not serious about health reform,
about Medicare reform.
Nothing could be further from the truth. The what I call ‘‘spread
sheet health economics proposals’’ of some structural reform zealots
would essentially hire health plans to fix our health care woes by
containing the financial risk to the Government. This approach
acts as if our only serious health care problem is the financial risk
of keeping our promises to the elderly and the poorest among us.
This approach does nothing to change the fundamental structure of
the delivery system and its currently counterproductive incentives.
Therefore, it cannot and will not work since providers with market
power, which exist quite widely, will simply shift the cost of the uninsured and the public program underpayment to private insurers
and self-insured employers, thus worsening, not improving, our
international competitiveness.
Structural reform should mean addressing the fundamental problem with our health care system, and that is, of course, our underlying incentive structures are all wrong. Today health plans make
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bigger profit margins segmenting the healthy from the sick than
from finding and coordinating high-quality care options for all enrollees. At the same time, fee-for-service payment arrangements
and byzantine layers of opaqueness when it comes to device and
drug costs have long encouraged volume growth and penalized the
very coordinating care we now know can improve care and health
while lowering the cost of care.
So structural reform ought to mean changing the underlying incentives of insurers, physicians, hospitals, and patients to align
their self-interests with our common interest in reducing cost
growth per capita while expanding access to high-quality care.
The good news is structural reform of and incentive realignment
within our health care system is actually what the ACA is all
about.
Imagine a health care system in which insurers make more
money helping to coordinate care than in discriminating against
the unhealthy.
Imagine a health system in which every clinician patient encounter has to support its joint decisionmaking complete information on
the patient along with current best practice information about options for that kind of patient with those symptoms and family history.
Imagine a health system in which primary care physicians make
more money seeing fewer patients per day than they do today as
teams become co-managers with the patient of specific pathways to
health restoration.
Imagine a health system in which specialists and hospitals actually cooperate with primary care teams and patients to reduce unnecessary utilization while improving quality.
This would be a health system that had been structurally reformed, and this would be a health system in which we can afford
to strengthen Medicare and Medicaid going forward while extending access to health insurance for all Americans.
This is the health care system that the Affordable Care Act, with
help from the information technology David talked about, and
meaningful use investments pursuant to the ARRA is trying to give
us the tools to create.
These tools include new market rules that will convert private
insurers from risk selectors into value seekers. In anticipation of
this happening in 2014, the really good news is the private sector
is already doing the same sorts of thing. Karen Ignani reported in
October an amazing set of survey results of private sector innovation using the exact same payment models that we have in the Affordable Care Act: accountable care organizations, medical home,
bundling, all that stuff. And together they signal that that is indeed the way all payers are moving.
So the structural reforms that matter most for families and governments alike are smarter incentives for providers within the delivery system as a whole, and here the ACA takes a multipronged
approach we have already talked about. The overarching goal now
in sight is a three-part aim: better health, better care, and lower
cost.
At the end of the day, there are only four ways to reduce health
spending: we can reduce utilization, lower prices, have better qual-
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ity, or better underlying health of the population. We need to pursue all of them. They all are pursued in the ACA. There are no silver bullets, contrary to wishful thinking.
But we are not going to get any of them without realigning incentives. The hard job of policy and really what you are called upon
to do is to help develop incentives that will link provider and patient self-interest to our social interest in each of these targets, and
that is, in my view, exactly what the ACA does with the payment
reform pilots we talked about.
To me the most exciting is the innovation challenge grants which
have turned up an amazing amount of interest in basically telling
CMS this is the proposal we think will work for us where we live
and work. And we do not have final counts yet because they will
not release them, but I know when you apply they tell you where
you are in the queue. And I know folks that did apply. Over 7,000
letters of intent were filed, over 2,000 applications to become innovation challenges around the country, which says something about
the scope of folks who are thinking in these similar ways.
But the ACA is far from perfect. It needs at least three additional features to smooth our transition to a better system. The
first two I put together, and I will not belabor the point, but I think
you know exactly where I am coming from: malpractice and SGR
reform. It may seem like an odd pairing, but the truth is nothing
could do more than get more physicians convinced that the Federal
Government actually wants to be a partner. Nothing could do more
than get physicians engaged in the reform enterprise than taking
care of those problems. I know they are not easy, but I am telling
you, it will be well worth the cost.
But the final tool I want to mention today is to direct the CMMI,
the Medicare and Medicaid Innovation Center, to create a new initiative or grantmaking window of opportunity on community-wide
payment and delivery reform. You could call it an accountable care
community program. A precondition would be what Rochester, New
York, and Grand Junction, Colorado, have demonstrated: the ability to assemble all relevant stakeholders, including consumers, at
the planning table. You have all payers, all hospitals, all physician
groups basically agreeing on how to do multipayer payment reform,
the best hope by far in transforming our system. What these communities and others like them want and need is for Medicare to be
a partner with them and to basically join the party.
So what I am trying to convey in this testimony is basically this
final point. If we want to reform the system, we have to get the
incentives right. It is far better to get the health care system
growth rate you are willing to incentivize by empowering clinicians
and patients and by inducing plans to help them rather than to try
to hit an arbitrary growth rate you could try to force with rigid
budget caps on payments to health plans alone. The latter will not
work, and the former is the only sustainable path.
Thank you very much.
[The prepared statement of Mr. Nichols follows:]
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Chairman CONRAD. Thank you.
Mr. Capretta, welcome back to the Budget Committee.
STATEMENT OF JAMES C. CAPRETTA, FELLOW, ETHICS AND
PUBLIC POLICY CENTER

Mr. CAPRETTA. Thank you, Mr. Chairman. It is a real pleasure
to be here. I appreciate you saying that.
Chairman CONRAD. Please proceed with your testimony, Mr.
Capretta.
Mr. CAPRETTA. Thank you. Mr. Chairman, Ranking Member Sessions, and members of the Committee, thank you for the opportunity to participate in this very important hearing. My name is
Jim Capretta, a fellow at the Ethics and Public Policy Center. As
the Chairman noted, I was very privileged to work for Senator
Domenici on this Committee for a decade. I also served as an associate director for health programs at OMB from 2001 to 2004. I
want to make three points today.
The first is: Why do we have budget problems today, not just in
the future but actually today? It is sometimes argued that we have
budget problems because of discrete tax or spending decisions made
over the last decade or so. This line of argument relies entirely on
what might be called the fallacy of the uncontrolled baseline. As I
indicate in my testimony, a longer-term perspective clearly indicates that entitlements are the problem, and most especially the
health care entitlements. Over the past 40 years, Federal tax collection has averaged about 18 percent of GDP annually. Meanwhile, back in 1972, the Federal Government spent 4.4 percent of
GDP on the big three entitlement programs—Social Security, Medicare, and Medicaid. So there was plenty of revenue left over for
other priorities.
Today we spend 10.2 percent of GDP on those programs, according to CBO. That is an additional 6 percentage points of GDP on
just three programs, more than the entire size of the Defense Department. Over the next 25 years, CBO expects spending on these
programs to go up another 6 percentage points to 16 percent of
GDP.
My second point is that the health care law made the budget outlook worse, not better.
Chairman CONRAD. Jim, could I just stop you on that? Because
people who are listening may hear your 16 percent and they saw
my chart that had 13 percent. We actually have the exact same
numbers, I think. The only difference is you have included something more than was on our chart.
Mr. CAPRETTA. It is the difference between time periods. I went
out 25 years. Your chart goes to 2050. I also have added in Social
Security.
Chairman CONRAD. Yes.
Mr. CAPRETTA. So mine is Social Security, Medicare, Medicaid,
plus the health care law entitlements out to 2035. Yours is out to
2050 just for the health care entitlements.
Chairman CONRAD. Yes. So I think that is very important for
people to understand. We do not have a disagreement here. In fact,
we have an agreement. His numbers include Social Security, mine
do not, and we have a different time frame. So I just wanted to
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make sure that people do not think, gee, right away these guys are
disagreeing on the extent of the problem, or not.
Mr. CAPRETTA. Thank you. Thank you for the clarification.
During the debate over the health care law, it was often argued
that the added Federal cost of the coverage provisions would be
more than offset by other tax hikes and spending cuts. But this
perspective rests entirely on how one accounts for the Medicare
taxes and cuts that were enacted in the law. There are other
issues, as Ranking Member Sessions, Senator Sessions, indicated,
but I want to focus on the Medicare HI trust fund.
The Medicare HI trust fund, like Social Security, has generally
been funded with dedicated taxes. When it is projected to run short
of funds, the only remedy is to increase revenue or cut back spending from the trust fund.
Prior to enactment of the health care law, the HI trust fund was
in exactly this situation and needed to be shored up. Thus, some
changes were needed.
If those changes had been enacted entirely on their own, it is unquestioned that the budget outlook would have been improved very
substantially by the fiscal consolidation of bringing the trust fund
into balance.
But that is actually not what happened because, unlike Social
Security, changes to Medicare HI not only shore up the trust fund,
they also count under what is called ‘‘PAYGO’’ for budget
scorekeeping purposes. Thus, the large spending cuts and tax increases associated with Medicare were spent twice under the bill.
They were spent to pay future Medicare obligations, and they were
spent to stand up a new entitlement.
Some argue that while this may be true, it is the longstanding
practice of Congress. That is true, also, but of course, the magnitude here is much, much bigger. In a forthcoming paper from the
Mercatus Center, Charles Blahous, the public trustee for the Medicare program, estimates that the deficit impact of this and other
provisions of the health care law is about $340 billion and perhaps
more over the period 2012 to 2021.
Over the long run, the difference between the unfunded liability
before and after enactment of the law is about $10 trillion over a
75-year period on a present-value basis. That $10 trillion that has
now supposedly shored up the trust fund is actually also being
spent on the new health care entitlement. So our fiscal position is
really not better off; it is actually worse off because that $10 trillion was going to have to be saved and dedicated entirely to Medicare if we had not put it toward the health care law.
My third point is that in terms of putting health spending on a
sustainable path, we need to focus very much on Medicare. Medicare is a big part of the problem, and the solution is not actually
more Government micromanagement, but actually a functioning
marketplace.
The key question health reformers must answer is this: What
process is most likely to succeed in bringing about continual and
rapid improvement in the productivity and quality of patient care?
Because the only way to slow the pace of rising costs without compromising quality is to actually make the sector more productive;
more health bang for the buck.
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Now, Medicare’s role in this problem is very much sometimes
overlooked. It is often said that American health care is characterized by extreme fragmentation and lack of coordination, much duplication and waste, an overemphasis on procedure-based medicine,
and a lack of accountability for the all-too-frequent cases of lowquality care. That is all true. But why is it this way? The main reason—not the only reason but the main reason—is that Medicare is
run today as a traditional fee-for-service program.
Medicare is the largest purchaser of health services in most markets. Four out of five enrollees are in the traditional program.
Medicare pays a pre-set rate to any licensed provider for any service rendered on behalf of a program enrollee, with essentially no
questions asked. Nearly all Medicare beneficiaries also have supplemental insurance, from their former employers or the Medigap
market. Thus, they pay no more at the point of service. This kind
of first-dollar coverage provides a powerful incentive for additional
use of services. Whole segments of the U.S. medical industry have
been built up around the incentives embedded in these arrangements. Moreover, all of the various providers of services have their
own Medicare fee schedule and can bill the program separately
from all the others when they render services.
Congress and Medicare’s administrators have tried for many
years to change this dynamic through payment rate reductions, all
to no avail. The health care law relies on much more Government
engineering, what I would call engineering, of the delivery system
to try to change this basic dynamic. I do not think they will work.
A recent CBO study has already indicated that many, many years
of demonstration efforts in this area have essentially failed. This
has been going on now for 20, 25 years. It is not a new effort to
try to change the basic dynamic of how Medicare fee-for-service operates.
The alternative to centralized cost control is a functioning marketplace. In 2003, Congress built such a marketplace for the Medicare drug benefit. It was predicted at the time that it would not
work, that costs would go up, that no one would participate in the
program, that premiums would rise very rapidly. All have proved
to be wrong.
Yesterday, at a hearing before the House Budget Committee, the
Chief Actuary for Medicare, Richard Foster, testified that in every
year of the drug benefit’s operation, seniors have migrated from
high-cost, low-efficiency plans to low-cost, high-efficiency plans in
each and every year.
The result has been an incredible record of success. In 2012, the
average beneficiary premium is just $30 for seniors. When the program started in 2006, it was $26. That is a $4 increase in 6 years.
Finally, just one last note. I know I am over my time.
Chairman CONRAD. I interrupted you, so you are fine.
Mr. CAPRETTA. Thank you, Mr. Chairman. I am finishing up.
At yesterday’s hearing, Mr. Foster was also asked very directly
by Chairman Paul Ryan if competitive bidding as part of premium
support could help alleviate cost pressures in the rest of Medicare,
like it has in the drug benefit. His very direct answer was, yes, it
could, and he based this response on the evidence he sees in the
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drug benefit, other parts of Medicare, and modeling work his office
has done over many years.
Thank you very much
[The prepared statement of Mr. Capretta follows:]
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Chairman CONRAD. Thank you. Thank you for your very good
testimony, Mr. Capretta. We appreciate it.
In terms of the questioning, we are going to allow 7 minutes because of the number of colleagues who are here. I think we can do
that and still get done by noon. I am going to start on our side with
Senator Wyden, and I do this because nobody on our side has spent
more time more focused on health care reform and actually coming
up with substantive, serious proposals for that purpose. Senator
Wyden?
Senator WYDEN. Well, thank you, Mr. Chairman. And I think
you know how much we are going to miss you next year. I would
almost like to anchor you to that chair, because if we are going to
deal with these issues, your voice and your influence is key, and
I thank you for all your courtesies over these many years.
Gentlemen, I am going to start with Medicare because the rights
of senior citizens have been my overriding passion in terms of public service, and we better be darn passionate about this subject, because protecting the Medicare guarantee, especially right now
when the trustees have said that Medicare is not going to be able
to pay the bills in 2024, means that we are going to have to have
some bipartisan action here on Capitol Hill, and soon.
And it seems to me that getting that bipartisan action is going
to require accepting some key facts about how the program actually
works today.
For example, when you hear Medicare discussed in the media—
TV and elsewhere—Medicare is often described as solely a Government program. Now, the facts show otherwise. In my home State,
for example, almost 60 percent of the senior citizens secure their
Medicare guarantee through the private sector. This is Medicare
Advantage and private Medigap plans.
So the first challenge is to get an agreement on some of these
key facts, and then the question is really how should we go about
securing the future of the program. And I would like to start with
you, Dr. Nichols—you have done good work on this in the past—
and ask your thoughts about what I think are the three key principles for strengthening Medicare for the future.
The first is keeping traditional Medicare for all time as a robust
option so that then you would have the Government’s purchasing
power and private sector innovation making each other better.
That is principle number one.
Principle number two is guaranteed affordability and choice for
everyone on Medicare by requiring that the Government’s contribution for their Medicare provides the same benefit that they get
today. I am not interested in providing any senior citizen in this
country with a coupon, and I have always rejected it. So with principle two, we can make sure that does not happen.
Principle three is ironclad consumer protections that stop cold
anybody who tries to fleece a senior or tries to game the system.
And that also means you kick somebody out when they are trying
to cut corners and are not complying with the rules.
So the question for you, Dr. Nichols, is: Regardless of what you
call this—and you have correctly said there area lot of ways you
can name this. Regardless of what you call this, are those the kind
of core principles of a Medicare future in your view that can actu-
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ally work, be bipartisan, protect the Medicare guarantee, and get
us on top of this challenge?
Mr. NICHOLS. Well, Senator Wyden, I think we might have
talked about this in the past, and I have said this in public. Both
God and the devil are in the details here, so it really does depend.
I know you are in favor of this. If you add risk adjustment to
those principles to make sure that the competition is on a level
playing field—and I know you are for that—then it would indeed
be, in my view a linchpin of how—what you might even call ‘‘probeneficiary competition,’’ to throw a new word out there because we
haveten so confused about the other ones, because it would indeed,
in my view, as you put it in the first principle, enable the private
sector’s innovation and creativity to be buttressed by the public sector’s guarantees and, indeed, its own innovation.
You know, my colleague Jim here talked about how Medicare is
the biggest buyer. That is actually in some ways an advantage because Medicare can drive, therefore, an incentive realignment. Yes,
Medicare’s payment schedule is what is out there, but private
plans adopted it because it was more efficient for them to have the
fee-for-service schedule come from Medicare than to develop their
own.
So, in fact, when Medicare does innovation on paying hospitals
or now paying physicians differently, we get progress that way. The
private sector can benefit from that, and that is exactly the kind
of dovetailing I think you are talking about.
But the principle of pro-beneficiary competition where you maintain those provisions, to me that is about as good as we are going
to get.
Senator WYDEN. Well, thank you very much, and I am very
pleased that you also mentioned the risk adjustment factor. That
is absolutely key in any approach that, in effect, tries to play side
by side Government’s purchasing power and the innovations that
come from the private sector because if people are going to, in effect, be empowered to have that choice, you are going to have to
have vigorous risk adjustment. And I really appreciate your pointing that out as well. And you are right, you can call this a variety
of different things, and we hear all these names essentially slung
around almost indiscriminately, and that is why I appreciate your
saying that those core principles—and I think those are the kinds
of things Democrats and Republicans can talk about together—are
what is needed for ensuring the Medicare guarantee for the future.
One question for you, Dr. Cutler, and I have long admired your
work, as you know: Senator Grassley and I have introduced a bipartisan proposal to open up the Medicare database. This, of
course, is the database that ensures that the procedures for which
providers and doctors are reimbursed, that that database would be
available to the public so that the American people, in effect, could
go online in a fashion that would protect the privacy rights of each
senior citizen, but that information would be made available to the
public. Would you be in support of the kind of effort Senator Grassley and I are making there?
Mr. CUTLER. Thank you for the kind words, and the very short
is, yes, absolutely. It is fundamental that we be able to understand
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what is happening. Or to put it another way, no business ever got
better without knowing what it was doing.
Senator WYDEN. You are being logical.
Mr. Chairman, thank you for the time and, again, for all your
courtesies on this issue and so many others.
Chairman CONRAD. Thank you for your extremely hard work. I
appreciate it very much.
Senator Sessions?
Senator SESSIONS. Thank you, Mr. Chairman. I would just echo
that. Senator Wyden is one of a handful of the most knowledgeable
people in this Senate. He is spending a tremendous amount of
time. He works across the aisle. He works to achieve a better
health care system, and I appreciate that.
Mr. Chairman, I would yield to Senator Johnson. He just a year
or so ago was in private business dealing with health care for his
employees, and he came here to make a difference.
Chairman CONRAD. I will recognize Senator Johnson for 7 minutes.
Senator JOHNSON. Thank you, Mr. Chairman and Senator Sessions. And that is right. I have been a business person. I actually
have faith in the free market, and I think that is really the fundamental disagreement we have here over the health care law. The
only reason I ran for
the United States Senate, by the way, is because they passed the
health care law. And I really think it is the greatest single assault
on our freedom in my lifetime. I think it is going to bust a hole
in a horribly broken budget.
Certainly what I found out about the free market system operating in it for 31 years, it guarantees the best possible price, the
lowest possible cost. As economists, I think you would probably—
I hope you agree with that. I hope they are still teaching free market economics at Harvard.
It also guarantees the highest possible quality and the highest
possible level of customer service. Isn’t that what we want, really,
with any good, but isn’t that what we want with health care? I
have no idea why anybody has faith that a command economy, that
Government can actually do a better job than what the free market
can do in terms of health care?
Dr. Nichols, you talked about information. I have been here a
year. All I hear is the information technology debacles in the Government. Where has Government ever controlled administrative
costs? Where has Government provided the highest-quality service,
the highest possible level of customer service? I just do not see it.
And so I do not share that same faith.
One of the things, as I have been listening to these hearings, for
example, Mr. Capretta, you talked about the fact that we are not
addressing the main drivers of our deficit—Social Security, Medicare. We had Secretary Geithner here. He fully admitted there is
no plan—after 4 years, there is no plan by this administration to
save Social Security and Medicare.
Yesterday we had Senator Panetta, who I truly admire, I really
respect, but he basically said it is the same old game. We are playing games here in Washington rather than fixing our problems,
and I think a classic example of this is Obamacare. I think the
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American people were sold a bill of goods. There were three guarantees I remember in the private sector made about Obamacare.
First of all, it would reduce premiums on an annual basis by
$2,500 per family. In fact, the Kaiser Family Foundation says, no,
premiums have increased by $2,300.
If you like your health care, you can keep it. Yet we have granted
1,200 to 1,700 waivers for 4 million Americans.
They also said not one dime would be added to the deficit, and
that is what I really want to zero in on. I have had discussions
with Director Elmendorf about CBO’s estimate that only 1 million
people would lose their health care coverage, their private insurance, and get dumped on the exchanges at highly subsidized rates.
Now, I bought health care for 31 years. The decision is going to be
very linear. It is going to be—and, again, as economists, I want you
to confirm this because I think this is true. Somebody in a business
is going to look at it and say, listen, I could pay $15,000 for a family plan, or I can pay the $2,000 penalty. And I am not throwing
my employees to the wolves. I am not exposing them to financial
risk. I am going to make them eligible for huge subsidies in the exchanges, $10,000 if you have a $64,000 household income.
Now, the McKinsey Group has already conducted a study; 30 to
50 percent of employers are already indicating they are going to
drop coverage. The CBO estimated only 1 million individuals out
of the 180 million that get health coverage from their employees
are going to drop coverage.
Now, I just want to ask that question. First of all, Dr. Cutler, let
me ask you, I believe it was your 2008 memo that claimed or
formed the basis for President Obama’s assertion that we would be
saving $2,500. How could you possibly write anything that would
assume that we would be saving $2,500 4 years after the passage
of Obamacare?
Mr. CUTLER. Let me answer your question directly. What I was
talking about then was the implications for the typical family and
all of their medical spending over some period of time after the act
was implemented. So it is very difficult to take something that was
enacted in 2010 and ask about savings very early in—
Senator JOHNSON. So did President Obama just misrepresent
what you had written for him?
Mr. CUTLER. No, actually—no. I believe he stated accurately
what he—I will not attribute any motives to him. What I heard
him say accurately reflects my view.
And I just want to come back to one thing that the Chairman
said in the introduction to the hearing, which is that already medical cost increases are coming in well below expectations, not all of
which is the recession, part of which is very low growth in Medicare due to direct provisions of the Affordable Care Act, those having to do with the payments to Medicare Advantage plans, the hospital—
Senator JOHNSON. Okay. As economists, Dr. Nichols, do you believe that 1-million-person estimate of people being dropped out of
employer coverage, do you think that is even close to accurate?
Mr. NICHOLS. Well, Senator Johnson, it is a very interesting
question, and I would take you to an economics discussion and look
at what happened in Massachusetts. But the logic, before we get
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to the specifics, is today there is no penalty for not offering, and
we see a lot of firms offering. Tomorrow there is a penalty for not
offering. Why do we think they would all drop? And it does come
down to—and I think you are right. It comes down to—
Senator JOHNSON. There will be an incentive to drop because it
is a $2,000 penalty, but you are making your employees eligible for
$10,000 in subsidies.
Mr. NICHOLS. Well, it depends on—
Senator JOHNSON. And, by the way, it is not a penalty because
you are still paying insurance at the rate of $12,000 to $15,000 a
year, only paying $2,000 for a penalty. So we have created the incentive—
Mr. NICHOLS. But today there is on penalty—
Senator JOHNSON. A huge incentive.
Mr. NICHOLS. With respect, sir, today there is no penalty for not
offering. But what I am trying to get to here is—
Senator JOHNSON. But there is an incentive to have market rates
for your employees. That is why people provide it now. They do not
want to expose their employees to financial harm. That goes away
with the health care law.
Mr. NICHOLS. I believe they provide it to compete for labor in a
competitive labor market. We agree with that, right? And, fundamentally, as you know quite well since you were a businessman,
it is part of the total compensation package. So if it were to be the
case that firms would indeed do the calculus as you are suggesting
and they would drop, they could not just send the worker over
there. They would have to give the worker higher wages. Fundamentally, the compensation packages would adjust.
Senator JOHNSON. No, they would not.
Mr. NICHOLS. Well, my—
Senator JOHNSON. They just do not have to do that.
Mr. NICHOLS. That would be—
Senator JOHNSON. Again, we—
Mr. NICHOLS. Then what you are saying is today’s compensation
levels are silly because, in fact, today’s compensation levels are the
function of incredibly competitive markets, and why would they
give them this insurance today if they do not have? They have to,
to compete for those workers.
Senator JOHNSON. Mr. Capretta, I would like to hear your
thoughts on that, the 1-million-person estimate versus the 180 million people that will be exposed to that possibility.
Mr. CAPRETTA. An analysis done by the Urban Institute, economists at the Urban Institute, indicates that the—the point I think
you are trying to make is that the benefit moving to the exchanges,
if an employer drops and someone goes into the exchange, they will
get a new Federal subsidy in the exchange. If that Federal subsidy
exceeds the subsidy they would haveten in an implicit subsidy
through an employer-paid premium that they get through their
former employer, they unquestionably would be better off in the exchange rather than the old employer plan. In other words, the Federal Government is going to be giving them more money to go into
the exchange than they would haveten if they had stayed in the
employer plan.

906
There are a large number of Americans basically below about 250
or 300 percent of the poverty line who are in that category and are
currently getting job-based coverage today. I believe that the drop
rate will be well above what CBO indicated in their estimates, but
I do agree with Len that we have to understand that labor markets
are competitive and so the total compensation package is likely to
be the same for a worker when they are working with an employer.
The employer, if they do not want to give them tax-free health benefits, they will give them cash. But the question is: Will they be
better off in the exchange rather than the employer-based plan?
And I think there are a lot more workers, many more than 1 million, who will be better off in the exchange than in the employerbased system, and one way or another, we know the iron law of entitlements is that people find their way to the money. And so when
the Federal Government is putting a large subsidy structure out
there that says, here, if you come into the exchange, we are going
to subsidize you at six, seven, eight, nine, ten thousand dollars in
your premiums, and if you stayed in the employer plan your subsidy was going to be $4,000, yes, there is going to be migration into
the exchanges. It may not happen in year one, but it will happen
over time, and people will sort themselves out. High-wage workers
will stay in the employer-based system because they will be better
off there, and low-wage workers will all eventually find their way
into the exchanges.
Senator JOHNSON. Well, my final comment is I do not think very
many people can be turning down thousands of dollars worth of
subsidies, but thank you, Mr. Chairman.
Chairman CONRAD. Senator Merkley.
Senator MERKLEY. Thank you, Mr. Chair.
Just to follow up on this, Dr. Nichols, the best information we
have is from the Romneycare pilot project, if you will. What can we
glean from this about this core issue of migration in and out of exchanges?
Mr. NICHOLS. You know, it is a great question, and it is a nice
national experiment for us. We love that in economics. And the
truth is in Massachusetts employer coverage actually went up,
firms offering actually went up, so they did not follow the kinds of
rules we are talking about.
I think it is extremely important to remember the way the mandate is structured, both in Massachusetts and in the Federal law,
and that is, if you have access to an employer-sponsored plan and
the out-of-pocket premium does not exceed a certain threshold,
then the mandate requires you to take the employer-sponsored
plan. It turns out a lot of folks who were not taking coverage had
it offered to them, and they had been basically free-riding on the
rest of us, and when they got sick, they went to the hospital, and
we basically all paid for that. And now they are going to have to
pay their fair share. A lot of what the mandate is about is about
making people pay their fair share, and so, in fact, in Massachusetts what we found was firms did not drop, they indeed expanded
employer coverage. So that is the one national experiment observation we have.
Senator MERKLEY. It is kind of fascinating because when the
issue first came up, I think there was very much the argument
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that we have been discussing as to why employers would migrate.
And I think if I had been asked, I would have said, yes, it sounds
like they would. And trying to really understand why they are not
is a valuable insight here, so thank you for that.
I wanted to switch to some other things. One of the really big
issues in health care, as far as I can see, is that our doctors and
nurses and physician’s assistants are retiring as part of the babyboom generation, and we have all of us as baby boomers who need
a lot more health care. An entire title of the Affordable Care Act
was dedicated to trying to expand the supply of health care practitioners, but I think it only really moved the needle a little bit. I
do not think any of you in your testimony commented on this fundamental supply-demand problem. Any quick insights as to what
Congress should be thinking about or doing?
Mr. NICHOLS. Well, I would jump in; I am sure my colleagues
have thoughts as well. But it seems to me I would suggest you consider both a short-and a long-run strategy. In a short-run strategy,
I think we need to figure out how to leverage the resources we
have now, and that would mean everything you can do—and you
can do a lot—to encourage scope-of-practice revision so that we indeed use so-called mid-levels—those are below physician degrees—
use them far more efficiently. There are a lot of ways you can
change Medicare and Medicaid payment policy to make that indeed
the reality.
Second, in the longer run, I think you are going to have to acknowledge that we need to change the incentives for going into primary care. It is kind of interesting. A lot of folks have decided primary care is the solution, but there are nowhere near enough primary care docs today. So we need, I would say, very targeted loan
forgiveness programs and other kinds of things that might indeed
induce the—
Senator MERKLEY. So we have some of those in the Affordable
Care Act. Is it too soon to evaluate them?
Mr. NICHOLS. Sir, we do not have any for physicians. We took
them out in the name of, I would say, penny-wise, pound-foolish.
And so we have to think hard about putting that kind of investment back in.
Senator MERKLEY. Okay. Thanks.
Mr. CUTLER. If I just can add one thing, I agree with Len’s comments entirely. There is an enormous amount of the clinical personnel that is actually wasted doing administrative transactions
now. So when people follow nurses around the hospital with a stopwatch recording what they do all day, the most common thing that
a nurse does is document things, typically taking electronic output
and writing it on paper so that it can then be re-entered in a different computer.
And so when we were talking about the administrative simplification earlier, amongst other things, in addition to saving the
money, it would free up the resources that could be used to have
people provide more direct primary care.
Senator MERKLEY. Thank you. My wife is a nurse, and I can say
this is an enormous frustration, if you will, and a source of inefficiency.
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One of the issues that was voted on by the House but not by the
Senate was getting rid of the antitrust exemption in the medical
world. Any thoughts on whether that actually would have a positive impact? And, by the way, I think over 400 Members of the
House voted in favor of that bill, huge bipartisan support to get rid
of that antitrust exemption.
Mr. CUTLER. The antitrust issues are extremely important here
because one of the things we want to do—everyone on the panel
agreed with that—is to allow greater integration of care, greater
coordination of care, and that will often have to involve areas
where antitrust has traditionally been very difficult.
I think at minimum we ought to think about for integrated organizations, even if they are not physically the same organization, relaxing many of the constraints on antitrust and kickback rules because the organization will be accepting a total amount of money
and will not be in a position to be charging higher prices, for example.
So I think it is one of the issues that we are going to need to
look at, particularly as we push those kinds of organizations.
Senator MERKLEY. So from your answer it almost sounds like the
assumption you are operating from is that antitrust policies are in
place and a problem for coordinated care. But my understanding is
actually that insurance companies are exempted from antitrust.
The House bill was about getting rid of that exemption. So any
clarification on that?
Mr. CUTLER. I was thinking about the provider side where we
have similar issues. On the insurance side—
Senator MERKLEY. I see.
Mr. CUTLER. Yes, in fact, there has actually been a very big and
worrisome consolidation in the insurance industry, which is actually problematic, because as the insurance industry consolidates
the prices go up.
Senator MERKLEY. So for coordinated care on the provider side,
you might need to relax some of the antitrust provisions.
Mr. CUTLER. That is right.
Senator MERKLEY. But in terms of insurance competition, it
might make sense to get rid of the exemption. Is that—
Mr. CUTLER. That is correct
Senator MERKLEY. That is helpful.
How about in terms of we are talking about the costs of Medicare, and one of the issues that has come up over time is that we
do not have the same power in Medicare to negotiate the price of
drugs we have, say, in the Veterans Administration. I believe that
the estimate for the dual eligibles was something like $60 billion
over 10 years, the savings. I am not sure how much the savings
would be if you expand beyond the dual eligibles. But is this an
issue that should be revisited?
Mr. NICHOLS. Well, I would go back to Jim’s report, which I
think we all agree with, of how well the drug competition has
worked in the program. I do not remember quite the dire predictions you do, but I am happy to see that it is working, and I
think a lot of us did think it would.
So I would say you should probably keep it in your quiver. It
would be a smart thing to have on the table. There is no question

909
countervailing power is going to be necessary in a market context.
But it seems to me your drug project in Medicare is working pretty
well, and you might want to just not mess that up.
Mr. CAPRETTA. Just to follow on that, I would say that the Medicare program has the ability to regulate prices in the rest of the
program today, and it has been—I think my own judgment is that
it has been basically not an effective way of controlling costs.
Just back to your question about physician supply, Congress enacted a way of paying physicians in 1989 that was intended to encourage primary care. This is going to get to your drug benefit
question. But 23 years later, it is the primary cause—not the only
cause, but it is the primary cause for our overemphasis on procedures and procedure-based specialist care and discouraging primary care.
So there are lots of unintended consequences when the Federal
Government regulates prices, and I think in the drug benefit, what
is working does not need to be—you should not be fixing that.
Senator MERKLEY. Thank you. Thanks.
Chairman CONRAD. Senator Sessions.
Senator SESSIONS. I will recognize Senator Thune for my time.
Chairman CONRAD. I will recognize Senator Thune for 7 minutes.
Senator THUNE. Thank you, Mr. Chairman, and thanks, Senator
Sessions, for yielding, and thank you for calling this hearing. I
want to thank the panel for being willing to be here and to testify
as well.
Entitlement spending, as we all know, is the biggest driver of our
national debt. Spending on health care entitlements is projected to
increase significantly in the coming years, and I think it is imperative that this issue be addressed.
I was asked yesterday by some constituents about why it is that
Congress seems unable to deal with the budgetary problems the
country faces and to do it in a bipartisan manner. And I have to
say that if you look at it historically, there are lots of examples of
where divided Government led to solutions where we were able to
do big things and take on big challenges. And you can go back to
1983 with Social Security reform when you had a Republican President and a Democratic Congress, or 1986 with tax reform when you
had a Republican President and a Democrat House; or 1996 when
President Clinton and a Republican Congress did welfare reform
and the following year the first balanced budget in a generation.
So there are lots of examples of where, you can do big things in
divided Government, but you have to have Presidential leadership.
You have to have a President who is leaning into problems and trying to solve them. And the President with his budget that he gave
us a couple of weeks ago is leaning away from these issues. There
is not, in my view, anything materially in a serious way that addresses the serious fiscal problems that we face or takes on these
entitlement programs in a way that allows us to make sure that
they are there for future generations.
But I wanted to ask a couple of questions, if might, and I will
direct this one to whoever wants to respond to it. But one of the
key pieces of the President’s health care law is an unelected, unaccountable board of 15 people know as the Independent Payment
Advisory Board, or IPAB. IPAB’s members can serve for up to two

910
6-year terms. They are charged with recommending changes to the
Medicare program in order to bring spending in line with some predetermined targets. But what strikes me about it is that rather
than making tough choices to improve the long-term sustainability
of Medicare, the President has apparently decided that it is politically expedient to sit on the sidelines of this debate and pass the
buck to this board of unelected, unaccountable bureaucrats to make
these across-the-board cuts in payments to doctors and other providers that can only reduce seniors’ access to quality health care.
I guess my question is, and I come back to the issue of leadership: Is this a responsible form of leadership? Should we not have
a better model of taking on these challenges than to have this
IPAB, again, which is now answerable to anybody in the position
of making big decisions like this?
Mr. CAPRETTA. Well, I agree with the premise of your question.
I think the Independent Payment Advisory Board was a poorly
structured concept that was stuck into the health care law. If you
read the statute, the IPAB really only can do one thing to keep
costs under control.
First of all, it is going to have a very short term focus. Every
year it has got to report to try to hit a budget target the following
year, basically, and the only things it can do essentially are all the
things that have already been done many times over the years,
which is cut provider payment rates. It can go in and say to—for
a while not hospitals, but other parts of Medicare, we are going to
pay you 3 percent less next year than we were otherwise planning
to, and that is how we are going to hit our budget target. And,
again, as you indicated, it is an unaccountable—there is no ability
for the electorate to sort of weigh in through their representatives
in Congress anymore.
So, yes, I think we are moving it in that way. I think it was a
bad idea, and also its mandate is a bad idea. And I think a lot of
people do not realize that the health care law essentially put a
global cap on Medicare spending that the IPAB is now enforcing
through these administrative actions. And potentially, over time,
the truth is that Medicare payment rates are already well below,
in most areas of the program, what private insurance is paying to
access care for seniors. The solution is not further depression of
prices in Medicare. Medicare is already paying well, well below
what everybody else is paying. The problem is that Medicare, because of its fee-for-service structure, is very inefficient, and this
IPAB will not solve that problem.
Mr. NICHOLS. You might imagine, sir, I beg to differ just a little,
and I would offer two observations quickly, if I could.
One, what the IPAB is designed to do is to actually come up with
plans that would hit a specific target, but that is not arbitrarily imposed. It actually goes to Congress and you have six months to
react, or 60 days to react to that, and if you do not like it, you can
do something else. But their charge is to stay focused like a laser
beam on exactly how the various incentives in the private and the
public sector are playing out. With some amendments at the end,
they actually have to focus on total health spending in the country.
They have to think about the levers they can move, which are in
the Medicare program.
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But I would differ a bit with Jim in there is purview in they can
change the way we pay, and that is far more important than the
level. I agree, the level is not the deal. The deal is the incentive
structure that induces the kind of behavior we want. I would submit to you, compared to a formula that fixes the growth rate in arbitrary levels and has no recourse, IPAB is set up to give you expert opinion and then you decide, and that is a much better, in my
degree, of—
Senator THUNE. Mr. Cutler, if I could ask—I have a question for
you, too, in the interest of time—your testimony advocates for the
Accountable Care Organization model for Medicare included in the
President’s health care law and in support of that argument you
cite the CBO’s recent review of value-based payment delivery demonstration projects saying, and I quote, ‘‘The single reform that
demonstrated reduced spending was bundling services,’’ unquote.
Mr. CUTLER. Mm-hmm.
Senator THUNE. However, when CBO looked at four Medicare
value-based payment demonstrations, it found that three of those
programs showed little or no savings from Medicare. CBO also
looked at 30 care coordination programs conducted by CMS over
the last decade and found that, on average, Medicare spending was
either unchanged or increased relative to the spending that would
have occurred in the absence of the program. Why should we think
that payment delivery changes in the President’s health care law
are going to be any different?
Mr. CUTLER. Thank you for the question. What the CBO found
very clearly is that when you take payments not for the person as
a whole but for a particular episode of illness, so, for example, a
very common episode is an elderly woman falls down and breaks
her hip and then there is care provided in the hospital and out of
the hospital and so on, when you bundle all of those payments together, you achieve significant savings, about ten percent savings
there, because the doctors are able to handle that.
What is a little bit harder at the moment is getting organizations
to deal not just with the broken hip or the cardiovascular problem
but with the patient as a whole. There, the demonstrations have
not been so successful. But out in the world, the real world practice, there are a number of organizations that have been extremely
successful at it and where the demonstrations are just sort of getting going.
So it is most people’s belief that we know how to do it for particular conditions and we are learning how to do it for the broader
patient aggregate.
Senator THUNE. Well, obviously, CBO was not getting the—must
not have seen some of the anecdotal examples that you are referring to of where they achieved those. I mean, the conclusions that
they drew are different than yours.
Mr. CUTLER. They saw them. What they tend to do is they see
ten studies and they say, well, three of them were successful, seven
of them were not, therefore, we are going to conclude that this program on the whole was not successful, rather than seeing the three
studies and saying, aha, someone has figured out how to do this.
Therefore, the market, as Senator Johnson was saying, therefore,
the market is really going to move in that direction, particularly
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if you say that that is the way you are going to survive in this market, is by being better and higher quality. And I think that the way
that they have chosen to think of it is fundamentally not based on
the right economic model there. They are sort of assuming that the
folks who have not been able to do it will never figure it out the
way that other folks have.
Senator THUNE. Thank you, Mr. Chairman.
Chairman CONRAD. Thank you, Senator.
Senator NELSON.
Senator NELSON. Well, speaking of that, Dr. Cutler, that is part
of the reason for instituting Accountable Care Organizations.
Would you give us your cut on that?
Mr. CUTLER. Yes. Thank you. The best organizations we know of
across the country are organizations that, in essence, are acting
like Accountable Care Organizations—the Mayo Clinic, the Cleveland Clinic, Intermountain Healthcare in Utah, Kaiser in California. What all of those organizations do is they bring together all
of the providers and they say, our goal is the best care for this patient. And when they do that, what they find is that they eliminate
things that they are doing that are wasteful and very expensive.
So, for example, at Intermountain Healthcare in Utah, they figured out how to cut their caesarian section rate by a third and
have better health outcomes by reinforcing what the doctors told
them, which is that early induced labor in women before 39 weeks
was associated with higher C-section rates and poorer outcomes.
Just by doing that, by standardizing that, you manage to save
enormous amounts of money and improve care quality.
That is what these kinds of organizations—that is what the successful ones do. That is, to come back to Senator Thune’s comment,
the unsuccessful ones have not figured out how to do that, but they
will.
Senator NELSON. Now, as they start to implement the ACOs
under the bill, you are seeing different models. You are seeing
those like Kaiser that you talked about. You see those that are organized around a hospital. And you see those that are organized
by physician practices. I would like any of your commentary about
whether or not a hospital buying up doctors’ practices, which is
happening in Florida, if that is not contrary to what we are trying
to get at with ACOs.
Mr. NICHOLS. Well, Senator, I will say it again. I think you might
not have been here yet. Both God and the devil are in the details
here. I think we really do believe that coordinated care among physicians, hospitals, plans, is going to work out better for everybody.
If we get the incentives right, they will all be aligned to do that.
But you are absolutely right, and trust me, it is not just Florida.
There is a lot of purchasing of physician practices. There are a couple of reasons, and I think they speak to your question. One is a
lot of physicians are, frankly, just tired of the treadmill of trying
to make a living in a small practice, seeing 30 or 35 patients a day
if you are primary care. It is exhausting, and what they can see
is they can have a salary, more guaranteed income, and that is
very attractive to a lot of people, particularly, apparently, among
the younger generation.
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Second, there was a Medicare payment snafu, one of Jim’s, I am
sure, favorite examples, where we basically lowered the payment to
cardiologists in the outpatient setting but not if they were hospital
employees. Well, guess what. Three-fourths of them became hospital employees in about 12 months. So is that good for America?
Well, probably not. It does create the potential for the incentive realignment to occur once they become on salary, but not if to guarantee to make that salary work they have to generate the same
amount or even more work that they were before. So it all depends
on the incentive structure after you get it done.
Senator NELSON. Was that snafu corrected?
Mr. NICHOLS. Not yet.
Senator NELSON. Well, ideally, would it be of ACOs, ideally, that
you would have a physician-based ACO that would coordinate with
the hospital and all the other health care providers to get the best
bang for the buck.
Mr. CUTLER. My guess—
Senator NELSON. Is that the ideal?
Mr. CUTLER. My guess is that is the way the market will go, and
the reason for that is because once you are inside an ACO, inside
any coordinated organization, the hospital is no longer a profit center. It is a loss. It is a cost center. That is, keeping people out of
the institution is much better than putting them in the institution.
And so, in fact, many of the most successful organizations, what
they do is they really, quote, ‘‘starve’’ the hospital. That is, they
just keep people away from it. And it is very hard to see a hospital
running something that says, oh, by the way, I want to keep my
beds empty.
Senator NELSON. I want to go back to Medicare Advantage. The
thought occurred to me as you all were talking about that council
or whatever it is called, IPAB, that looks at the overall spending,
that at least in Florida, I can say that one of the great success stories of the new health care law is Medicare Advantage. Enrollment
is up about 20 percent and premiums are down for seniors 26 percent. As a result, Florida, having had already a third of its seniors
on Medicare Advantage, is moving somewhere around 40 percent
of seniors, and I would not be surprised if it does not get up to 50
percent of seniors on Medicare Advantage. Now, does that not lessen, then, the concerns that you have over here with IPAB. Would
you comment on that, any of you. Dr. Cutler?
Mr. CAPRETTA. I have a comment on that, if I will. I do not mean
to jump ahead of the other two. But I think if you look at what
has happened in Medicare Advantage over the last year, the administration announced and pushed forward a demonstration
project for Medicare Advantage where they essentially created a
quality bonus system, and then they pay basically every Medicare
Advantage plan a bonus. So they were all basically high quality.
So that mitigated—and that was an administration action that was
not required in law, and that mitigated, and the cost, I think—do
not quote me on this—about $6 billion. That mitigated, to some extent, the cuts that were enacted in the health care law.
It is important to note, however, that both CBO and the actuary’s office who look at the Medicare program expect enrollment in
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Medicare Advantage to drop precipitously when the big cuts in
Medicare Advantage take effect in 2013 and beyond.
Senator NELSON. Unless the bonus system works as it was intended, which is to get them into higher quality plans.
Dr. Cutler, you were shaking your head in agreement with what
I was saying. Tell me what you are thinking.
Mr. CUTLER. I think you are correct that people had feared the
program would disappear. In fact, enrollment is way up, even as
the costs are down in the program, and that has contributed to the
lowest growth of Medicare spending since just after the Balanced
Budget Act in 1997. And amongst other things, it means coming
back to the IPAB issue that the implications for out-year Medicare
spending really need to be thought about very hard. Forecasting is
a very difficult issue, but if I had to guess, I would guess that our
current forecasts are too high on what that spending is going to be,
given the data that are coming in.
Senator NELSON. And, Mr. Capretta, I do not mean to in any way
diminish your comments. I think that when we get on down to
2013, 2014, we have to be concerned. But what we are seeing is
insurance companies having an incentive to have higher quality
ratings. That, to me, seems to be a good thing because it is a win
for the patients. It is a win for the taxpayer. And it is a win for
the insurance company. We call that a triple win.
[Laughter.]
Chairman CONRAD. That is good. Let me thank the Senator.
I am going to take my questioning time now and then we will
go to Senator Sessions.
I would like to direct the attention of the panel to a proposal
Senator Wyden has been working on, a bipartisan proposal. I
would be interested, Dr. Cutler, are you familiar with what Senator
Wyden has been working on?
Mr. CUTLER. Yes, I am, sir.
Chairman CONRAD. Dr. Nichols, are you familiar?
Mr. NICHOLS. Yes, sir.
Chairman CONRAD. Mr. Capretta?
Mr. CAPRETTA. Yes, sir.
Chairman CONRAD. If I could ask each of you, in turn, your opinions of what Senator Wyden has been working on, pros, cons, what
could be done to tweak it to make it better. I will start with you,
Dr. Cutler.
Mr. CUTLER. So, first, let me say that I think Senator Wyden has
shown an enormous amount of leadership on this, and as someone
who studies this for quite a lengthy period of time, I am really extremely encouraged to see that.
I think where Senator Wyden started in his question is exactly
right, which is that what we need to think about is how to structure the guarantee for senior citizens that is something that they
can rely upon and that is also something that is going to be associated with cost savings for us. And I guess there are two components to that.
One is setting up a functioning market for individuals to choose.
As we know, as this committee knows, the Medicare Advantage
program has been a mess over time, and so some of what Senator
Wyden is doing is trying to replace the mess with something that
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actually works for people and for the taxpayers, and that is enormously important.
I would then couple that with a management of the traditional
fee-for-service program that turns that from a mess into something
that works, and it comes back to the thought I was having as Senator Thune was asking his question, is we need a way to manage
that program that does not make every single change be an impossibly high hurdle, because as we need to adjust rapidly as the private sector does, we need to be able to adjust rapidly in the Medicare program, as well.
And so where I go with Senator Wyden’s proposal is to say, absolutely, make the competitive part work, do the risk adjustment and
the other sorts of things, and then couple that with a very aggressive look at the traditional program to make that work, and then
really play it out so one does not have to choose either an entirely
traditional program or an entire program without any traditional
program.
Chairman CONRAD. Thank you.
Dr. NICHOLS.
Mr. NICHOLS. Well, the first thing I have to say in relation to
Senator Wyden’s proposal is I applaud the very instinct of bipartisanship. You know, Senator Conrad, and Senator Wyden, too, how
much time I personally spent in trying to make our last conversation more bipartisan as a nation. So I just think the more you all
do that, the better, and we will all applaud.
Second, what I like about the principles the Senator laid out in
his comments this morning and what is there, you define a benefit
package, none of this voucher coupon stuff. You make sure you are
really going to make the government contribution to the fair competition between fee-for-service and the Medicare Advantage type
plans. That competition—the payment is based upon the competitive bidding of the process, and I think we all would agree, competitive bidding is way better than any kind of administrative fiat.
It is going to work, and it has the virtue of reflecting the cost and
the efficiencies achievable in different parts of our country. I know
I do not have to tell you all, it is a big country. It is very diverse.
You are going to have very different levels of what is actually
achievable.
And third, I like the way that the risk adjustment and the consumer protections are emphasized when the Senator talks about it,
and I think that is absolutely essential to going forward.
How I would tweak it is a little bit along the lines David just
said. I would really encourage you all to think hard about reflecting
the regional variation that is out there and think about, what if
you could grant discretion to a piece of Oregon, or maybe the whole
State. I know the Governor there is actually pretty creative about
these matters, as well. Or corners of Colorado, corners of New York
where there are people ready to do essentially what I would call
real competitive action, but they need Medicare to be free of the
rules that have been encumbered upon them.
And so one of the steps is to have data available, but another
step is to let Medicare actually structure something that might be
different in one part of the world as long as they are hitting the
goals you set for the program. I think that is the hallmark, Sen-
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ator. We want to move to a world in which you all set the targets,
you let the real world determine how to reach the targets, and you
keep the beneficiaries protected. That is what you do.
Chairman CONRAD. Mr. Capretta.
Mr. CAPRETTA. Thank you, Mr. Chairman. I hope what I am
about to say does not hurt Senator Wyden in his efforts, but I very
much applaud what you are doing. I think it is exactly the right
direction to go—
Chairman CONRAD. Okay. You are killing him now.
Mr. CAPRETTA. Yes, exactly—
[Laughter.]
Mr. CAPRETTA. Dead on arrival from here on out. The key in
Medicare—the thing to understand is remember there was a famous study about McAllen, Texas, that Atul Gawande put out in
the New Yorker, and the President read it and it was passed
around and it was a very interesting article, very insightful, and
it was all about the over-built system in McAllen, Texas, basically,
procedure-based, heavy over-built system. And the question the article did not address is why in McAllen, Texas, was it so over-built.
And a subsequent analysis later on, basically pinpointed it on
Medicare fee-for-service, that Medicare fee-for-service financed and
underwrote the over-built system in McAllen, Texas.
If you have a competitive system where someone can offer the
Medicare package of benefits on a competitive basis, you will not
have that happen anymore because people will have to pay a much
higher premium to stay in an over-built fee-for-service-driven system like that. Competitive bidding will have the ability to weed
that out of the system.
And I think—so based on many versions of this—this goes all the
back to Breaux-Thomas in the late 1990s and various versions
since—on a bipartisan basis, I think there is general agreement
that the best place to start in Medicare is a bidded system with feefor-service participating because that is the only way we will ever
really figure out what the right price is.
Chairman CONRAD. Yes.
Mr. CAPRETTA. If we try to figure it out on our own, we are going
to either underpay or overpay or probably both.
Chairman CONRAD. Well, I think there is enormous wisdom in
your last observation. I have been here 25 years and I am personally convinced of what you just described.
Final question for me, tax treatment of health care. Dr. Cutler,
keep it the same way, needs to be changed, reasons why.
Mr. CUTLER. We need to change it. It is a mistake both from
health policy to encourage people to spend more and for fiscal policy, for the government’s budget. The one thing I would say,
though, is if for some reason the ACA were repealed or the coverage expansions went away, it would be a huge mistake to do that
because what you would have, you would have a lot of employers
dropping their coverage of health insurance and you would have an
enormous increase in uninsured people. So what I worried about
was major changes in that without building some alternative place
where people can go. Now that you have a place and an ability to
do that, now we really ought to address that.
Chairman CONRAD. Dr. Nichols.
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Mr. NICHOLS. I would concur, especially with the latter point
that as long as we keep the commitment to making sure all Americans have access to decent health insurance in some way, then you
are certainly free, and I would encourage you to improve the tax
treatment issue.
The high-cost plan tax that is in the Affordable Care Act is basically a back-door kind of twist or game way of accomplishing something approximating what we would do if we were in power, and,
of course, we are not and there is a reason we are not. We could
not get elected saying this very much. But there is no question we
should cap it and let Katy bar the door. I do believe it will be easier to do a couple years after the Affordable Care Act is actually implemented in 2014 and beyond because there is going to be much
more science and transparency devoted to the issue of what is the
actuarial value of a given plan. That has always been the bugaboo
in how we implement it. And what ought to happen, of course, is
you set the cap at an actuarial value that you think is the minimum thing we should be subsidizing and let people have more if
they want it. It is America. But they get to pay for it with their
own dollars.
Chairman CONRAD. Mr. Capretta.
Mr. CAPRETTA. I very much concur. I stated in my testimony that
I think we need to move toward a defined contribution health care
system, and that includes the employer-based system. So the tax
treatment needs to move away from an open-ended system to something that is more fixed and defined.
By the way, if you move it toward individual control, a lot of the
portability, preexisting condition problems we see in today’s system
would go away when people actually owned their own insurance
with the government providing oversight.
Chairman CONRAD. Okay. Those were very good answers. I appreciate it very much.
Senator SESSIONS.
Senator SESSIONS. Thank you very much. These are very valuable discussions and I appreciate it.
There are a number of us on our side that feel that the Housepassed reform plan for Medicare was unfairly characterized and
dismissed, leading even the President to criticize Congressman
Ryan right when he was sitting right before him. I salute Senator
Wyden for saying, well, maybe there is some common ground yet
to be found here and pick up the discussion and has carried it further. Maybe that will lead us into a better place. But I just want
to say, there is hard feeling on this side because it seems when it
comes to entitlement reform, the President has made a decision not
to go forward, and anybody who suggests realistic reforms gets
criticized. So that is a problem.
But we do not know where things will come out. I remember, Mr.
Capretta, being, I think, the last vote for the prescription drug bill,
Part D. And I was arguing with Don Nichols and Jon Kyl, our two
superb negotiators, on whether to vote for it or not. And I said, I
do not trust these numbers. I want a firm cap. If it goes above $40
or $60 billion a year, I want the program to cut the expenditures.
They said competition can work, and we cannot get that. We can
get only one of two things. If we get the cap, we will not get the
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competition, and we believe competition is better. I remember
being in the hall, both of them arguing to me this. A lot of people
think our members of Congress are all totally stupid, but this was
a real serious discussion. So I finally agreed that I would vote for
it, and I do not know what the margin was, but it passed with a
pretty good margin. Would you say that Senator Kyl and Nichols
were correct, Mr. Capretta?
Mr. CAPRETTA. Yes, they were. One anecdote there is that in the
Ways and Means Committee when the bill was being considered,
an amendment was offered because of concern of the prices going
up. They were worried about the beneficiary premium going up too
fast. This was an amendment offered from the Democratic side,
and they offered an amendment saying the premium for the beneficiary could be no more than, in this year, $35 per senior. Of
course, now, because of the competitive bidding process, it has
come in at $30. If we had accepted that premium, they would be
paying even more today than they actually turned out to pay.
Senator SESSIONS. The numbers I have are that even this year,
in real terms, premiums went down.
Mr. CAPRETTA. Yes.
Senator SESSIONS. And the cost of Part D is coming in about 45
percent below CBO’s initial estimate.
Mr. CAPRETTA. That is correct.
Senator SESSIONS. Would each of you agree that that is because
competition has worked better than we expected, or many expected
at the time?
Mr. CUTLER. Can I just add—
Senator SESSIONS. Yes.
Mr. CUTLER. —two factors to that. One is that people were mistaken in their estimates of whether the elderly would be willing to
shift to generic medications over branded medications, where people thought they were less willing to do that, and it turns out the
elderly were more willing to do that.
And the second one—
Senator SESSIONS. Of course, the companies push that—
Mr. CUTLER. Yes.
Senator SESSIONS. and advertise it—
Mr. CUTLER. That is right.
Senator SESSIONS. —because it helped them—
Mr. CUTLER. That is right, but even in the sort of—if you look
at what the estimates were at the time, they were off.
But second is something that is a little bit bigger than just the
Medicare drug benefit, which is that pharmaceutical cost increases
have fallen across the board, and part of the reason for that is that
many drugs have gone off-patent. Think about a variety of the cholesterol-lowering medications. And new drugs have not come on in
the amount that we thought they would. So, actually, nationally,
pharmaceutical growth is extremely low, even beyond the Medicare
drug benefit.
Senator SESSIONS. Dr. Nichols, do you think competition played
a role in that?
Mr. NICHOLS. I have no doubt that competition worked and that
a lot of us were for it, and we all thought CBO was pessimistic.
If I remember correctly, the actuary had a lower estimate and for
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some reason that was not in the public domain at the time, but
anyway, I think it finally made it.
Senator SESSIONS. Yesterday, the President missed the deadline
for responding to the funding warning issued last May by the
Medicare Trustees. The warning is required under Section 1105 of
Title 31, U.S. Code, and it arises when general revenues will account for more than 45 percent of Medicare’s outlays for the current fiscal year or any of the next six fiscal years. And the point
of this is that most people think Medicare is an actuarially sound
program, but now, almost half of the funding is coming from the
General Treasury, and this is a troubling thing. So I think Senator
Gregg offered this when he was Ranking or Chairman of the Budget Committee and I think it provides an opportunity for us to examine the program.
Would you advise—I will ask each of you—would you advise the
President to take this opportunity to confront the unsoundness of
Medicare funding and submit a proposal for reform? Mr. Capretta?
Mr. CAPRETTA. Very much so. The reason why the trigger was
put in place, and I think Senator Conrad and others worked on it,
as well, and at the time, was—you have to understand that Medicare has a couple parts to it. Part A, the Medicare HI Trust Fund,
is a real trust fund, and so when that goes broke, it really is a trigger and people have to pay attention.
But there is a huge part of Medicare, Part B, that is paid for out
of a trust fund notionally but has an open-ended tap on the Treasury. That is why this general revenue trigger was put in place, to
say, hey, wait a second. We cannot just have this thing run on
without some view of how much is being taken out of the Treasury
every year to pay for it. And if you do not have something like this,
the Part B program looks like it is permanently solvent even when
costs go up ten, 12, 15 percent a year.
So you needed something that said, hey, we need to take a look
at this to make sure this does not go out of control, and they came
up with the trigger and I think it should be followed.
Senator SESSIONS. Dr. Nichols and Dr. Cutler, if you would comment on that.
Mr. NICHOLS. Well, Senator, I definitely agree that it is time—
past time—to get as many serious proposals about Medicare reform
in the public domain as we can come up with. I cannot speak to
the wisdom of the President doing it tomorrow or next week or,
Lord knows, I would defer to you on the law. I will observe that
the key to all of this, as I think, as well or better than most, is
bipartisan agreement, ultimately, and that mans what we need to
have, I think, is a tripartite discussion between Republicans,
Democrats, and in Congress and the Senate and the President. But
I concur, it is well past time for us to come as a nation to this.
Mr. CUTLER. I agree with that. In many ways, what you are
doing here is trying to lay the foundation for some of that, and that
is something to be quite applauded, that people will try and figure
out the right answer.
Senator SESSIONS. Well, I thank you and thank Senator Conrad.
Senator Conrad supported that, and he and Senator Gregg proposed it together, I guess. So I think that it does provide an opportunity for us to confront things. And with regard to the question
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of whether Republicans voted to end Medicare, those who voted for
the Ryan budget, it was voted the ‘‘Lie of the Year’’ in 2011 by
PolitiFact. It did not end Medicare. It did reform it, and we can disagree about how to do that.
Thank you, Mr. Chairman.
Chairman CONRAD. Thank you,
Senator Whitehouse.
Senator WHITEHOUSE. Thank you, Chairman. Let me first thank
you for holding this hearing. I think this is one of the most important issues that we have to address, and it is a particularly challenging one because of the nature of this problem, and I would like
to ask the witnesses to comment on this aspect of it.
I think that, first and foremost, across our health care system we
have a system cost problem. You look at Medicare, you look at
Medicaid, you look at the Defense TRICARE program, which Secretary Gates said was eating his budget alive. You look at VA
costs, you look at Kaiser, United, Blue Cross. Wherever you go, you
see the same problem, which is rapid cost growth way above other
costs in the system. And that leads me to believe that there is a
system problem in our health care system and that if we just go
at it by cutting Medicare benefits for seniors or lowering their access to care, we are making a terrible mistake. And I am not alone
in feeling that way. George Halvorson, who is the CEO of Kaiser,
says going that way is so bad a decision that it is, to quote him,
‘‘almost criminal’’ and an ‘‘inept way of thinking about health care.’’
We have to address this as a system problem.
And it has a number of components: better electronic information
technology. The Economist Magazine wrote several years ago that
the health care system had the worst information technology support of any industry in America except the mining industry.
Quality improvements, you are not getting those hospital-acquired infections when you go in there. Avoidable. They cost tens
of billions of dollars and tens of thousands of lives.
Emphasis on primary care and prevention so you are catching
disease early rather than waiting until it is really acute and then
treating it like crazy. Reducing the preposterous administrative
costs that bedevil this system. And then payment reform so that
all the participants in the system are motivated to keep you well
rather than motivated to do as much to you as they can.
I think that there is a pretty clear consensus on this. There are
health care organizations that are out there across the country that
have committed—their CEOs have committed their corporations to
following this path. It is everywhere from Kaiser in California to
Palmetto in the South to Intermountain in the West to Gunderson
and Geisinger in Wisconsin and Pennsylvania. I mean, there is a
lot going on, and really responsible actors—I can think of four reports off the top of my head—say that the annual savings from following this method are between $750 billion and $1 trillion a year,
which means in our budget-speak, where we usually multiply by
10, a bigger number.
So here is my concern: If that is the nature of the reform that
would be in our best interest to pursue—and I see a lot of heads
nodding—the problem is that the scoring of it does not work because it is a different kind of process. Atul Gawande said it is a
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process of experimentation and learning. I analogize it to the early
days of the aircraft industry where we have to get the quality right
in the same way that we had to move from wooden aircraft with
canvas frames to precision 747s coming down a tube of decision
support into a runway with 500 people onboard and nobody worried
about a thing. And you do not get there by Government direction.
You do not get there by taking away benefits from people. You get
there by creating the conditions for innovation.
The problem is when that is your mechanism for solving the
problem, it is hard to score. And my great frustration is that we
had Bowles and Simpson here in those seats, we had Rivlin and
Domenici here in this seats. I made this point. They said, ‘‘Yes, you
are right. This is the biggest thing. This is what we have to get
done. This is the most important part of it.’’ But we did not put
it in because we cannot figure out how to score it.
So what are the steps that we could take in Congress or that the
executive branch could take to either, if you cannot score it, perhaps you can simply set goals so that there is some more reality
to it. This business of bending the curve of health care cost to me
is a meaningless metric. And what can we do to put some teeth,
some benchmarks, some actual accountable measurement into getting this done rather than being led, I think, on the inept course
by a bunch of economic folks who are driven to it by the fact that
they can score it?
Mr. NICHOLS. Well, Senator, first of all, that was a very nice
statement. I hope you wrote that down. I would like to use it in
the future because it pretty much sums it up very, very well. I
could not agree more that if we do not get the incentives right, everything else is commentary.
What I would suggest you consider is, first of all, there have been
some successes lately. One of them is the Affordable Care Act, because it has done, among other things—in fact, I would offer the
most important thing it has done is it has sent a signal to the entire stakeholder universe in our Nation. Business as usual is over,
and business as usual is over because we cannot afford it.
Senator WHITEHOUSE. And, by the way, for all the rows that we
have had over the Affordable Care Act, so-called Obamacare, there
has not been quarreling about those provisions. They went through
really without dissent. There has never been any problem with
them. And folks out there who are in the business, who are running corporations, who are CEOs, know that they need to do this
stuff.
Mr. NICHOLS. And I believe Congressman Ryan adopted them in
his budget on the House side. So I think you are right. And the
good news is the providers who are leaders out there, as you just
named a number, get it and they are trying as hard as they can
to figure this out.
I think you can do two things. You can send even more clear signals about the pace at which Medicare as a buyer will move into
this, I will just say, value-based purchasing mode, make it clear,
date certain, by so-and-so you will have—and that I think is really,
frankly, all you need if you also make Medicare a partner. We
talked about some of that earlier. I would be glad to lay it out for
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you, but fundamentally making Medicare a partner in the provision
of more efficiency.
The private sector is already doing similar things. You want to
help marry those two in communities that are ready. I know Rhode
Island has gone a long way in that regard, also.
Senator WHITEHOUSE. Thank you.
Mr. CUTLER. I agree entirely. One of the things that will help is
to go even farther, that is, move—everywhere it says demonstration or pilot or whatever, say, no, within X period of time, 5 to 7
years, we will move that way.
I think the other thing that will be important, since everybody’s
attention has been captured, to think particularly at a regional
level about working with that, so, for example, in Massachusetts
where health costs are an enormously big issue like they are everywhere else, people are sitting around discussing what do we believe
the growth of medical spending ought to be and what can the State
government and the private insurers and the Federal Government
help us to do to achieve that. The number that we come up with
in our State is that we believe medical spending ought not to grow
any more rapidly than the economy for some period of time while
we reduce our share of the $750 to $1 trillion equivalent, and more
or less everybody agrees that that is feasible and that that is something we have to do for the State. And now the question is: How
do we go about making it happen?
So some of it might be taking particularly rancorous discussions
out of a national framework, moving that into a more actionable
local framework with the backstop that, by the way, the Federal
Government is going to change the way that it does business.
Senator WHITEHOUSE. Do you mind, Mr. Chairman, if I get a
third answer?
Chairman CONRAD. No.
Senator WHITEHOUSE. I am over my time. I do not know if others
are waiting.
Chairman CONRAD. Certainly we should give the other witness
an opportunity.
Mr. CAPRETTA. Thank you. Just a couple words about this.
First of all, I very much agree with the way you framed the
issue, which is, how do we get a process in place that allows for
management and integration of care in a sensible way that takes
costs out of the system, someone is overseeing that, does it on a
continuous basis. But I would note a couple things.
Intermountain Healthcare already essentially does this. They
have rigorous protocols. You know, a patient comes in; it is not a
guess what they are going to do with them. If they come in with
these sort of symptoms and this sort of diagnosis, they channel
them a certain way based on longstanding protocols that they developed and refined over decades. They did this despite the Government, not because of the Government. They did it against all odds,
really, because the Government incentives push them in exactly
the other direction.
Senator WHITEHOUSE. The opposite way.
Mr. CAPRETTA. So the question is: What can we do to bring this
about in other places in a more rigorous, ongoing way?
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Just to segue a little bit back to the drug benefit question, how
did we get seniors to move out of branded drugs to generics? It is
because they offered low-premium plans that said if you take
generics, which made all the sense in the world, you are going to
pay a lower premium, and you are going to get it extremely in better care. Okay?
So I think we need to think hard about consumer engagement in
this. What can we do to incent people to want to enroll in Intermountain Healthcare or their similar equivalents around the country and not just assume the Government can engineer it? Because
Government trying to engineer it and force it through, there are a
lot of obstacles to having the Government do it itself.
Chairman CONRAD. I want to thank all of the members who participated. I have to say, this is the most encouraging hearing on
health care I have been part of in probably 5 years. I really think
we are on the brink of finding a way forward, and I am extremely
encouraged by it.
I want to thank each of the witnesses. I think you were all outstanding in your own way. Dr. Cutler, Dr. Nichols, Mr. Capretta,
thank you very much for your participation, and thanks to the
members who participated today as well.
[Whereupon, at 12:04 p.m., the Committee was adjourned.]
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TAX REFORM TO ENCOURAGE GROWTH, REDUCE THE DEFICIT, AND PROMOTE FAIRNESS
THURSDAY, MARCH 1, 2012

UNITED STATES SENATE,
COMMITTEE ON THE BUDGET,
Washington, D.C.
The Committee met, pursuant to notice, at 10:03 a.m., in Room
SD–608, Dirksen Senate Office Building, Hon. Kent Conrad, Chairman of the Committee, presiding.
Present: Senators Conrad, Wyden, Whitehouse, Sessions, Grassley, Thune, Toomey, Johnson, and Ayotte.
Staff Present: Mary Ann Naylor, Majority Staff Director; and
Marcus Peacock, Minority Staff Director.
OPENING STATEMENT OF CHAIRMAN CONRAD

Chairman CONRAD. The Committee will come to order. I want to
welcome everyone to the Senate Budget Committee. I very much
appreciate the participation of these witnesses.
Today’s hearing will focus on tax reform. Our hearing is titled,
‘‘Tax Reform to Encourage Growth, Reduce the Deficit, and Promote Fairness.’’ We have, I think, three really outstanding witnesses this morning.
Dr. Len Burman is the Daniel Patrick Moynihan Professor of
Public Affairs at the Maxwell School at Syracuse University. Dr.
Burman is a former director of the Tax Policy Center at the Urban
Institute, the Brookings Institution, and a former Deputy Assistant
Secretary for Tax Analysis at the Treasury Department during the
Clinton administration.
Dr. Diane Lim Rogers is the chief economist at the Concord Coalition. Dr. Rogers previously served as the chief economist on the
House Budget Committee and the House Ways and Means Committee and has a distinguished background as well.
Dr. Daniel Mitchell is a senior fellow at the Cato Institute. Dr.
Mitchell was an economist for Senator Packwood and the Senate
Finance Committee. I can tell you Senator Packwood is somebody
that I worked with very, very closely. For many years we cochaired a deficit reduction caucus here in the Senate. We met very
faithfully for many years and I think played a constructive role in
the deficit reduction plans that actually produced a balanced budget, and there was no more faithful participant than Senator Packwood. I have never forgotten that. So, Daniel, I do not know if you
staffed him in some of those efforts, but I am forever grateful.
(927)
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Welcome to all of you. We look forward to your testimony. I believe tax reform has to be part of the solution to the Nation’s longterm budget crisis. We need a comprehensive deficit reduction plan.
We need to address discretionary spending. We need to reform our
entitlement programs. We need fundamental tax reform that
makes the Tax Code simpler and more fair, improves U.S. competitiveness, lowers rates, and, I believe, raises additional revenue for
deficit reduction.
The state of the Tax Code is simply indefensible. This current
Code was originally designed in the 1920s when we faced a very
different global environment. It is completely out of date. It is inefficient; it is hurting our ability to compete on a global basis.

In addition, it is, I believe, hemorrhaging revenue from the tax
gap, tax havens, and abusive shelters. It is riddled with expiring
provisions which create enormous uncertainty for citizens and businesses and makes it more difficult for all of us to plan. And by simplifying and reforming the Tax Code, we could actually reduce tax
rates, as Simpson-Bowles recommended, while still raising additional revenue to address our long-term fiscal imbalances.
I believe it is clear we need more revenue. Revenue in 2011 was
about 15 percent of GDP, near the lowest level in 60 years as a
share of our national income. Some of my Republican colleagues
have argued that revenues should not exceed 18 percent of GDP
because that is the historic average. But I would remind them, on
the five occasions when the budget has been in surplus since 1969,
revenues have not been 18 percent. Revenues have ranged between
19.5 percent of GDP and 20.6 percent. We will likely need even
higher revenue levels in the future because the country now faces
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an unprecedented demographic situation with the retirement of the
baby-boom generation.

Adopting fundamental tax reform would also help spur economic
growth and create jobs. Here is how CBO Director Doug Elmendorf
described the economic benefit of tax reform in his testimony before
the Senate Budget Committee last month, and I quote: ‘‘I think analysts would widely agree that reform of the Tax Code that broadened the base and brought down rates would be a positive force for
economic growth, both in the short term and over a longer period.
Scaling back tax expenditures should be at the heart of any tax reform we consider. Tax expenditures are the countless preferences,
loopholes, credits, deductions, and exclusions that have riddled the
Tax Code for years, both for individuals and corporations. Tax expenditures are really just spending by another name.’’
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Much of the complexity of the current Code can be traced to the
proliferation of these provisions, and I can say to you—I am on the
Finance Committee as well—they get very little review. They get
much less review than the appropriated accounts. By scaling them
back, we could simplify the Code, reduce rates, and vastly improve
the economy’s efficiency and, I believe, our competitive position.
The cost of tax expenditures is simply staggering. In 2011, we
spent $1,200,000,000 on tax expenditures. That is almost as much
as we spent on all of discretionary spending and more than we
spent on Medicaid, on Medicare, and Social Security.
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Here is how conservative economist Martin Feldstein described
tax expenditures in an opinion piece in the Wall Street Journal,
and I quote: ‘‘Cutting tax expenditures is really the best way to reduce Government spending. Eliminating tax expenditures does not
increase marginal tax rates or reduce the reward for saving, investment, or risk taking. It would also increase overall economic efficiency by removing incentives that distort private spending decisions. And eliminating or consolidating the large number of overlapping tax-based subsidies would also greatly simplify tax filing.’’
I am just in the midst of working on my own tax return. Anything that would simplify that, hallelujah.
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‘‘In short’’—this is going back to Mr. Feldstein—‘‘cutting tax expenditures is not at all like other ways of raising revenue.’’
I think Dr. Feldstein has it about right. Scaling back tax expenditures also has the benefit of improving the fairness and potentially
the progressivity of the Tax Code. Tax expenditures are clearly
worsening the disparity between how those who are the best-off
among us are taxed compared to everyone else.
If we look at the increases in after-tax income from tax expenditures, we can see that the top 1 percent will receive about $255,000
from tax expenditures in 2012. In comparison, the middle quintile,
the 20 percent that are in the middle of the income distribution,
will receive about $3,200 from tax expenditures.
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One of the results is that the effective tax rate for the wealthiest
in the country, the rate actually paid after factoring in exclusions,
deductions, credits, other preferences, has fallen dramatically. The
effective tax rate for the 400 wealthiest taxpayers fell from almost
30 percent in 1995 to 18.1 percent in 2008. I believe the Fiscal
Commission provided a useful framework for the kind of fundamental tax reform that we need to consider.
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Here are the key elements of the tax reform included in the
Bowles-Simpson plan:
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One, the plan eliminates or scales back tax expenditures and
lowers tax rates.
Two, it promotes economic growth and improves America’s global
competitiveness.
Three, it makes the Tax Code more progressive.
Four, the Commission’s report included an illustrative tax reform
plan that demonstrates how eliminating or scaling back tax expenditures can actually lower rates. Instead of six tax brackets for
individuals, the plan includes just three: 12 percent, 22 percent,
and 28 percent. The corporate rate would also be reduced from 35
to 28 percent. Capital gains and dividends would be taxed as ordinary income. The mortgage interest and charitable deductions
would be reformed, better targeting these tax benefits. The child
tax credit law and the earned income tax credit would be preserved
to help working families. And the alternative minimum tax would
be repealed. Hallelujah again. The Commission’s plan also increased revenues to 21 percent of GDP by 2022.
That is the kind of tax reform framework that I believe we need
to consider. We simply will not be able to solve our Nation’s longterm fiscal and economic problems without fundamental tax reform—tax reform that improves our economic efficiency while also
bringing more revenue. And, again, I want to go back to the fundamental question of economic growth. Economic growth. We need to
focus like a laser on what will help grow our economy, what will
help us be more competitive as a Nation.
With that, I will turn to Senator Toomey, who is filling in for
Senator Sessions this morning. We will go to Senator Toomey for
his opening remarks, and I want to welcome him to the Ranking
Member’s chair.
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OPENING STATEMENT OF SENATOR TOOMEY

Senator TOOMEY. Thank you very much, Mr. Chairman, and I,
too, would like to thank the witnesses for joining us today. I appreciate the fact that you have decided to convene this hearing. I
think this is a very important topic, and I could not agree more
that fundamental tax reform is critical to maximizing economic
growth and solving our really very, very challenging budget deficit
problems. So I am looking forward to this discussion.
I also want to reiterate my appreciation for your interest in pursuing a budget. I very strongly believe that is a fundamental responsibility of not only this Committee but the full Senate, and I
certainly hope we will pursue that.
There are three items, really, that I would hope we can explore
this morning in particular with respect to the Tax Code. One is efficacy, especially from the point of view of maximizing economic
growth, achieving a healthy economy. A second is fairness, which
is something that the testimony from the various witnesses touches
on fairly extensively. And then, finally, some specific reform ideas.
Let me just briefly touch on each of these, if I could.
In terms of a Tax Code that maximize economic growth, we do
have some differences of opinion, and some of them are fairly fundamental. In Dr. Rogers’ testimony, there is a segment where she
suggests that—and I am just going to quote briefly, and I know you
will have a chance to elaborate and comment on this. But you say
that, ‘‘we shouldn’t worry much about higher taxes having large
dampening effects on demand if those tax increases are mostly on
higher-income households with low marginal propensities to consume.’’
I really wonder if that is not the wrong way to look at the challenge that we face, and I say that for several reasons. Number one,
my concern is this fails to acknowledge that a lower propensity to
consume also occurs with folks who have a higher propensity to invest, and I think that it is investment more than anything else
that drives economic growth.
Secondly, I think here sometimes in Washington we obsess about
encouraging demand, which is encouraging consumption. In fact,
prosperity is not equivalent to consumption. If you ask me, prosperity corresponds more to production. And so just as a family or
a business that is having hard times, I think we would seldom suggest the thing to do is go out and borrow a lot of money and spend
it because if you do, you will have more things. But are they more
prosperous? Is that a family or business that is economically in better shape?
No, exactly the opposite. A family or business would be in better
shape if they became more productive, and then they have the ability to consume.
So I think consumption follows production, not the other way
around, and I hope that we will address how we can find ways to
use the Tax Code to create the greater incentives for more productivity, focus more on the supply side than on the demand side.
On the fairness, I think we have some definitional differences. I
rather like Dr. Mitchell’s definition that he offered regarding a fair
tax system as one that treats everyone equally. I think a lot of
Americans would probably find that intuitively reasonable.
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I would suggest another way to look at it, which is not inconsistent, would be that fairness involves earning one’s reward
through honest effort. That is a reasonable way to look at fairness.
We are going to inevitably talk about progressivity, and one of
the things that I hear frequently is that we need a more progressive Tax Code. But I think we should observe that by the most
meaningful measures, the Tax Code has never been more progressive than it is today; and our Tax Code is more progressive than
virtually everyone else in the world. And the most meaningful
measure, I think—and I would like to hear the witnesses’ view on
this—is the ratio of income taxes paid to income earned as a percentage of total income taxes paid and total income earned. I think
that is the most meaningful metric. And by that metric, certainly
the top 10 percent, I think virtually any subset at the high end,
is at an all-time high, or very nearly so, and the trend is unambiguously upward.
At the same time, we have the greatest percentage of Americans
ever, or at least in recent decades, who pay no income taxes whatsoever. And so that combination being the case, it strikes me as
odd that people’s notion of fairness is that we need further concentration, a greater percentage of Americans who pay nothing at
all, and a greater percentage of the total burden concentrated on
the people who are paying the most already. That strikes me and
many people, I think, as a little counterintuitive.
One last point on the fairness is something that I think is really
important, and that is, the income inequality. There is no question
that is real. It has grown. It is big. I think we ought to ask ourselves what is the cause, and it seems to me the biggest contributing factors are a substantial number of Americans who, through
a lack of adequate education and skills and in some cases habits,
simply are not able to fully participate in the economy and are not
able to enjoy the many opportunities that are out there. And we
ought to be asking ourselves what can we be doing to help these
folks fully engage, fully participate, and fully benefit. But it is not
at all clear to me that confiscating more income from productive
Americans does anything to help those folks who are not fully able
to participate.
Lastly, on the specific reforms, I agree with several of the points
that the Chairman made. Certainly maximizing growth with a system that is consistent with most Americans’ idea of fairness, I
think that is probably the most important objective.
I think it is also important for the Government not to be picking
winners and losers, for politicians not to be deciding what activities
should be subsidized and which ones should be favored and which
ones should not.
I absolutely agree that to achieve those things we should be
broadening the base and lowering rates, and in my service on the
super committee, I proposed an approach that was consistent with
what the bipartisan commission looked at and one that would, in
fact, have broadened the base, would, in fact, have lowered marginal rates. And, in fact, I have been a big fan of a mechanism to
reduce the value of deductions to generate offsetting revenue that
was developed by Marty Feldstein and Maya MacGuineas, which I
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think is one of many possibilities but a particularly constructive
way to do it.
So these are some of the things I hope we will be able to develop,
Mr. Chairman. I appreciate the witnesses and I appreciate your
having the hearing today.
Chairman CONRAD. Well, I appreciate your statement. I think it
was thoughtful and serious, and that is what we need more of
around here. It would be a good thing for the entire institution to
have these discussions at this level of seriousness.
With that, we will go to Dr. Burman. Welcome. Good to have you
here. Please proceed with your testimony.
STATEMENT OF LEONARD E. BURMAN, PH.D., DANIEL PATRICK MOYNIHAN PROFESSOR OF PUBLIC AFFAIRS, MAXWELL SCHOOL, SYRACUSE UNIVERSITY

Mr. BURMAN. Thank you, Chairman Conrad and Senator
Toomey. I love talking about tax reform. Actually, listening to the
two of you in your opening statements, it sounds like the divisions
are really not that great. If we could just set up the rules so that
you could just pass something today, we would be in much better
shape as a country.
Senator Conrad, Senator Toomey, Senator Wyden—who is not
here, but who serves on the Committee—you have all had real
leadership on the issue of tax reform and taming the budget, and
I really appreciate your bringing this issue to where it needs to be
on the national agenda.
It is certainly true that the Tax Code desperately needs reform.
That is one thing I think everybody agrees about. It is unfair, it
is inefficient, it is mind-bogglingly complex, and it does not come
close to raising enough revenue to pay for the Government.
The objectives you set out for this hearing are exactly the right
ones. We need to encourage growth, we need to reduce the deficit,
we need to promote fairness. And I would add one more, which is
we need to simplify it so that we do not go crazy at tax time and
we actually can understand how the tax system affects us.
Economists often talk about a trade-off between economic growth
and fairness, and tax reform actually gives you an opportunity to—
in tax reform there is not necessarily a trade-off, and I think Chairman Conrad made this point: that if we can broaden the base and
lower rates, we could raise revenue, which would reduce the deficit,
which is a huge threat to prosperity, and we would improve economic individuals by not picking winners and losers, as Senator
Toomey said.
The other thing is that we do have to be aware of issues of fairness and inequality, and I think extreme inequality, which the
United States has verged towards in recent years, is itself anathema to economic growth. There is a lot of evidence that unequal
economies grow more slowly than ones where there is more equality.
The pro-growth tax reform, eliminate loopholes and preferences,
curtail tax expenditures, lower rates, raise enough revenue to pay
for the Government. The last point is really important, as you are
well aware. The ballooning public debt could do tremendous harm
to the economy. The fact that tiny Greece’s debt crisis roiled the
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world economy is really disconcerting. If the U.S. were foolish
enough to follow in Greece’s path, our collapse would be cataclysmic. We are the richest country in history, and we would bring
down the entire world economy. And you could imagine the depression that would last for a generation.
Talk about things to boost economic growth, and one thing that
the deficit threatens to do in the future—not while the economy is
as weak as it is now but over time—is it will push up interest
rates, and higher interest rates could do more to hurt investment
and economic growth than anything you would do in the tax system, even if you raised marginal tax rates.
Economists like the idea of lower tax rates, but they are not a
panacea, and they can be downright counterproductive if they
produce budget deficits if you cannot do the base broadening to offset the effect of the lower rates.
Studies by the nonpartisan staffs of the JCT, CBO, and Treasury—all who were under Republican appointees at the time—concluded that deficit-financed tax cuts ultimately sap the economy if
they lead to higher tax rates in the future.
There really seems like there should be a bipartisan basis for tax
reform that is associated with deficit reduction for a couple of reasons. One is that ‘‘starve the beast’’—this theory that if you just
constrain Federal revenues, Government would be smaller—clearly
is not working. In the Bush administration, this was the operating
principle, and what seemed to happen was that deficit financing
was contagious. It was not just deficit financing for tax cuts, but
it was deficit financing for wars, a new drug benefit, the Bridge to
Nowhere. Basically the idea was that you do not have to pay for
Government because we are not going to raise taxes. I think if you
actually said that taxes would go up when Government got bigger,
that would be much more of a constraint to the size of Government
than saying, well, we will never raise taxes under any circumstances.
The other issue is tax expenditures, which you both touched on.
Tax expenditures are spending, and so far they have had a really
privileged status in the budget process. If you propose a new
spending program run through the Tax Code, that is a tax cut, and
that is something you can get bipartisan agreement for. If you propose a comparable new spending program, which might be much
more efficient, that is Big Government and that is bad.
I actually made this point at a hearing with Martin Feldstein 10
years ago, and he looked at me and he said, ‘‘So we have really
been complicit in messing up the Tax Code and the growth of Government.’’ And I said, ‘‘Yeah.’’
You know, among economists—not all of them. I suspect Dr.
Mitchell might disagree with me on this. But among economists
there is a lot of agreement that reining in tax expenditures is a
good idea. I have a paper where I try to model the effect of treating
tax expenditures as tax cuts rather than more spending. And what
you end up with is that people perceive tax expenditures as basically Government spending at a discount. And people like things
that they can get for free or that they do not have to pay for, so
you end up with much more in the way of tax expenditures because
people do not actually perceive the full size of Government. You
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might even get more in the way of direct spending, too, because
they do not see that they are actually paying for these things. So
you have bigger Government. It is more inefficient because you
have a lot of things run through the Tax Code that actually ought
to be run through direct spending programs. And this is something
that conservatives ought to care about, and liberals ought to care
about it as well because if tax expenditures have privileged status,
then when you talk about cutting the budget, you are focusing on
things that help lower-and middle-income people a lot more, and
you are leaving out these programs that are more like the mortgage interest deduction, which mostly benefits high-income people
and actually might well be counterproductive.
There is some evidence on taxpayers’ perceptions about these
things. There is a survey by Pew of taxpayers’ views about tax reform. There is some good news. One is that 59 percent of respondents favored a major overhaul of the tax system. They did not ask
what kind. That is, of course, where you run into problems. Fiftyseven percent said that they thought that the wealthy were not
paying their fair share and that that is the top problem.
Senator Toomey talked about progressivity. I guess I do take a
different view of the data. It is certainly true that higher-income
people are paying a larger share of taxes than they have in the
past. But that is because they have earned so much more of the
income than the rest of the population. Their incomes have soared.
A big problem, even if you do not care about equity, just from the
perspective of democracy, is that if 80 percent of people see themselves as not benefitting from economic growth, they see almost all
the gains going to people at the top, ultimately that is
unsustainable, and they will support things that will really sap
economic growth: trade barriers, more regulations, and things like
that.
The income tax is not the whole solution. I completely agree that
we need to deal with underlying causes, fundamentals, education,
other things that are barriers to opportunity. But the Tax Code can
help, and in particular, the Tax Code serves an important role in
helping lower-income people.
There is a chart in my testimony showing poverty reductions
from different programs, and the biggest poverty reduction, especially for children, 4 percentage points, is from the earned income
tax credit. And when you take on tax reform, that needs to be a
major priority.
Actually, I could go on for hours, but my time has expired. I
would be happy to answer your questions, and thank you again for
inviting me.
[The prepared statement of Mr. Burman follows:]
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Chairman CONRAD. Thank you.
Dr. Rogers, welcome. Please proceed with your testimony.
STATEMENT OF DIANE LIM ROGERS, PH.D., CHIEF
ECONOMIST, THE CONCORD COALITION

Ms. ROGERS. Thank you very much. Chairman Conrad, Senator
Toomey, and members of the Committee, thank you for giving me
this opportunity to testify before you today on the topic of tax reform in the context of our larger fiscal and economic challenges. I
am the chief economist at the Concord Coalition, but the views expressed here are my own.
I have recently heard the three tax reform goals in the title of
this hearing—encouraging growth, reducing the deficit, and promoting fairness—referred to as a ‘‘fiscal trilemma,’’ suggesting it
might not be possible to achieve all three.
The good news is that it really is possible to find tax policy
changes that would do well for all three goals. The bad news is
that actually following through on those changes will not be without hard choices.
I wish I could tell you that the idea that we just need to cut tax
rates, to grow the economy, to reduce the deficit, and to lift all
boats is realistic. But, unfortunately, in the real world, we face real
budget constraints and a real scarcity of resources where real
economists know that optimizing means not just maximizing benefits, all the things that make us happy, but weighing benefits
against costs so the benefits net of costs are maximized.
In the context of the real world and our real experiences with tax
policy, this suggestion that we just need to cut tax rates, which
grows the economy, which reduces the deficit, and which lifts all
boats, is, sorry to say, pure fantasy.
I make three main points in my testimony regarding the three
goals of encouraging growth, reducing the deficit, and promoting
fairness, which I can boil down to three impossibility theorems.
Number one, it is impossible to grow the supply side of the economy through continued, seemingly easy deficit-financed tax cuts.
Number two, it is impossible to reduce the deficit without allowing, and even seeking, higher revenues as a share of our economy.
And, number three, it is impossible to promote fairness in the tax
system without being willing to raise tax burdens on the rich.
On the first point, the problem with deficit-financed tax cuts is
that higher deficits immediately and certainly reduce national saving, which is the sum of public plus private saving, dollar for dollar. Deficit-financed tax cuts are not a free lunch. For the deficitfinanced tax cut to turn out to be something good for national saving, we have to hope that the private sector will respond to the tax
cut by increasing their own saving by even more than the cost of
the tax cut, which is the increase in the deficit and the decrease
in public saving, in order for national saving on net, the sum of
public plus private, to rise.
Over the past couple decades, we have learned that national saving tends to move with public saving. When deficits fell in the late
1990s, national saving rose. When deficits rose again during the
Bush administration, national saving fell and even went negative.
Our economy cannot grow over time if we are not saving.
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On the second point about deficit reduction, CBO projections
show economically unsustainable deficits under a business-as-usual
baseline where tax cuts are repeatedly extended and deficit-financed. These deficits do not shrink after the economy has fully recovered because our deficits are largely structural not just cyclical,
and this means we cannot just grow our way out of our deficits.
Tax cut lovers point to the fact that even with extended tax cuts,
revenues as a share of GDP remain around their 40-year historical
average as if where we have been in the past is any guide to where
we need to be in the future. The fascination with the magic 18-percent-of-GDP threshold has always struck me as odd, particularly
when those who want to keep living in the past regarding the level
of revenues might not be willing to cut entitlement spending
enough to match it—an understandable view given the demographic and health cost trends that are driving the growth in
spending, and at the same time are largely impossible to reverse.
Sticking to the historical average level of revenues thus would ensure ever escalating deficits.
On the third point about fairness, the increase in income inequality at the top of the income distribution has clearly been exacerbated by the 2001 and 2003 tax cuts. There seems near universal
agreement within Congress and the administration that the bulk
of these tax cuts should be extended, however, and deficit-financed;
that if we were to allow any of these tax cuts to expire, it should
only be the upper brackets. But given that the rich benefit more
than anyone else from all of the tax cuts, even the lower-bracket
ones, and given that now we are working so hard to find ways to
reduce the deficit, I wonder why policymakers have not asked
themselves more often: Are these tax cuts really worth their cost?
Another way to reduce the worsening of income inequality caused
by the tax system would be to broaden the tax base by reducing
these so-called tax expenditures we have been talking about. That
would be filling in the holes and the dips in the tax base so that
different forms of income are treated more evenly and equitably.
This is a horizontal equity issue, treating those with equal incomes
equally, that turns out to actually have a vertical equity implication as well, because given our progressive rate structure, the rich
in the higher tax brackets benefit the most from the exemptions,
deductions, and preferential rates that are now in the system.
These tax expenditures are clearly upside down subsidies that
ought to be reduced or eliminated if we care about reducing income
inequality and the deficit—and the size of Government, incidentally—at the same time.
In my prepared testimony, I elaborate on why a base-broadening,
revenue-raising, tax-expenditure-reducing tax reform is a first best
way to achieve all three goals: encouraging economic growth, reducing the deficit, and promoting fairness. My ideas for second best
ways usually involve letting the Bush tax cuts expire as scheduled
or at least offsetting the cost of the portions you wish to keep.
I would be happy to take your questions.
[The prepared statement of Ms. Rogers follows:]
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Chairman CONRAD. Thank you very much.
Dr. Mitchell, welcome. Good to have you here.
STATEMENT OF DANIEL MITCHELL, PH.D., SENIOR FELLOW,
CATO INSTITUTE

Mr. MITCHELL. Thank you, Chairman Conrad and members of
the Committee, for the opportunity to testify. My views expressed
here are my own.
Let me just touch on some of the highlights of my testimony. We
have a lot of problems in our Tax Code: high tax rates, biased
treatment of income that is saved and invested, distorting loopholes, worldwide application, corruption, and complexity. And tax
reform does have the potential to reduce or perhaps even eliminate
a lot of these problems, but it could also make them worse depending on what set of principles and guidelines you use when looking
at tax reform. And I would like to suggest a few of them.
Tax rates should be as low as possible for the simple reason that
taxes are a price. It is the price of whatever is being taxed, and
we do not want a high price being imposed on work and entrepreneurship.
We also want to make sure that the tax system does not discriminate against capital formation. As far as I understand, every
single economic theory, even Marxism and socialism, they all agree
that saving and investing are keys to long-run growth and higher
living standards. And so it does not make sense to impose multiple
layers of tax on income that is saved and invested compared to income that is consumed.
Another principle—and Len will be very happy to hear this—is
that we should get rid of all the preferences and penalties in the
Tax Code. We do not want people making economically inefficient
choices solely because the Tax Code is luring them in that direction. That makes the economy less productive.
And then we want territorial taxation. This is what I call the
‘‘good fences make good neighbors’’ approach to taxation. Most
other countries around the world, especially for things like corporate taxation and labor income, practice territorial taxation, and
I just think it creates a much simpler and fairer tax system.
If you look at all those principles and you follow them to their
logical conclusion, the ideal system is some sort of low-rate, consumption-based, loophole-free tax system. The best-known of those
systems is the flat tax developed by Professors Hall and Rabushka
at Stanford University’s Hoover Institution. But the value-added
tax, assuming it is a replacement tax not an add-on tax, also is a
single-rate, consumption-based, loophole-free tax system. And even
in theory, a national sales tax could fulfill the same goals.
All of these tax regimes may have different collection points, but
they all share the low rate, the consumption base, and at least in
theory could be free of loopholes.
Now, of course, any discussion of tax reform, as we have already
seen on this panel, gets into the issue of the deficit. But I think
that is actually a proxy. What we are really talking about is what
you can do on taxes depends a lot on what you do on the spending
side. And I guess my simple analysis is that it is very difficult to
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have a good tax system if you have a very large government, and
I use Sweden as an example in my testimony.
On a per-krona-raised basis, Sweden probably has one of the best
tax systems in the world. But because that tax system is expected
to collect 50 percent-plus of GDP, the overall system becomes rather punitive, and I think it helps to explain why Sweden, which
back around 1970 was one of the five richest countries in the
world, has since fallen a bit and suffered several decades of rather
mediocre growth.
On the other hand, in places like Hong Kong and Singapore, it
is almost impossible to have a bad tax system because the overall
burden of government is only about 20 percent of economic output.
That is why Hong Kong has a flat tax. Singapore has a progressive
system, but the top rate is only 20 percent. And neither jurisdiction
has the pervasive double taxation of capital that we see—no capital
gains or dividends double taxation, and neither has a death tax or
a wealth tax.
Now, of course, our challenge—and as Budget Committee folks,
you all know this more than anybody—is that we already have
seen a big expansion of the size of Government during the BushObama years. When Bill Clinton left office, we were spending 18.2
percent of GDP. Now we are up to 24 percent, but, heck, a couple
of decades down the road, we are going to be looking back upon 24
percent of GDP as some sort of wonderful time because we are expected, based on the CBO long-run forecast—and there is an alternative forecast and a baseline forecast—we could be up over 50
percent of GDP. And that is just the Federal Government alone,
not counting 12, 13, 14, 15 percent of GDP for State and local government spending.
And that is really the challenge of tax reform. If you are going
to have growing Government, it is very, very difficult, even if you
are like Sweden, and even if you put in place a system designed
to minimize the damage per dollar collects to have a good tax code.
If Government is expanding, tax reform is almost certainly a very
challenging exercise.
I have in my testimony two charts looking at the rising burden
of Government spending based on an average of the baseline and
alternative scenario from the CBO long-run forecast. But then, interestingly, I also take an average of the alternate and baseline
scenario for tax revenue, and it turns out that even if all the tax
cuts are extended from 2001 and 2003, because of what is called
‘‘real bracket creep,’’ Federal revenues are going to grow, obviously
over several decades, above that 18-percent average, above the 20
percent that, Mr. Chairman, you were citing in those charts about
when we had a balanced budget. As a matter fact, it will get up
to 25 percent of GDP by the time you get to the end of the 75-year
forecast. And, again, that is an average of the baseline and the alternative scenario.
One other point that I think is very important to mention is that
economic growth does matter, and taxes do affect economic growth.
Now, yes, a lot of people exaggerate. Talk to someone about their
favorite tax cut. You solve all the world’s problems if you do it.
And, yes, there is a lot of exaggeration. But I also put in my testi-
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mony a CBO sensitivity table showing how even very, very small
differences in economic growth can have an impact.
And so I would urge a lot of caution about higher marginal tax
rates. If you are going to raise revenue, which I do not like, I would
agree with everyone else on the panel, it would be better to go after
loopholes.
And then one last thing, since my time is running out, that I
think underscores this issue. My final table in the presentation
looks at what happened to tax revenues from the rich between
1980 and 1988. In 1980, when we had a 70-percent tax rate, people
making over $200,000 a year paid $19 billion to the IRS. By 1988,
when the top tax rate had come all the way down to 28 percent,
those rich people were paying $99.7 billion to the IRS, which is sort
of a Laffer curve on steroids, although obviously there were lots of
other factors going on, including 40 percent inflation, 7 to 8 percent
population growth, other pro-growth reforms, that would have
caused more rich people and more taxable income to appear. But
certainly I think that one bit of evidence from the 1980s is proof—
not to mention the new evidence we just saw from the United
Kingdom where they are collecting less revenue at the new 50-percent tax rate than they collected at the old 40-percent tax rate.
But with that, I see my time is running out. I will be very happy
to answer questions. Thank you.
[The prepared statement of Mr. Mitchell follows:]
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Chairman CONRAD. Thank you. Thank you. I appreciate that.
Let us go right to the questions, and I think we will have to wait
and see what our time per round is. I have just been advised there
is going to be a vote at 11:30, so I think we will probably go to
shorter rounds than I had earlier thought because we would like
to—depending on how members show up, we might be able to get
done by 11:30. If not, we will come back.
Let us go right to the question.
Simpson-Bowles had the top rate at 28 percent, but it also had
dividends and capital gains at ordinary rates in the underlying
numbers.
So how say you, witnesses, on the question of cap gains and dividends at ordinary rates if rates were at 28 percent? Do you think
that is a good idea? A bad idea? Why or why not? Dr. Burman, we
will start with you, and we will go right through the panel.
Mr. BURMAN. Well, I actually wrote a book about capital gains,
and one of the things that struck me in my research is that people
think of low capital gains tax rates as this big boost to growth, and
there are some reasons to think that. It encourages certain kinds
of investments. But the lower capital gains tax rate is a huge bonanza for tax shelter activities, basically designed to make wages
look like capital gains. You have all these people in hedge fund and
private equity businesses who are earning their income taxed at a
15-percent rate rather than at a 35-percent rate, and there are
probably too many people in that line of work just because they are
following that tax subsidy. And a lot of the tax shelters that are
designed to take advantage of the lower capital gains tax rate are
really, really inefficient. The company is doing things for—or individuals are doing things for tax purposes that would make no sense
absent the subsidy.
What is more, a lot of the people who are in the business of inventing these tax shelters could actually be doing socially productive work under other circumstances, like maybe trying to invent
products, American products that people would want to buy around
the world.
Simpson-Bowles, the Bowles-Simpson proposal I think is exactly
the right way to go, and this is what Ronald Reagan did in 1986:
get individual income tax rates low enough that you can tax capital
gains the same as other income, eliminate that huge source of distortion. Tax lawyers say that half of the Tax Code is devoted to policing the boundary between capital gains and ordinary income,
and it is essentially not all that good at it.
You know, obviously, there are issues of double taxation, but the
income tax is a balancing act. There is no right way to tax capital
gains under an income tax. Maybe this is why Dr. Mitchell would
say we should just go to a consumption tax. But if we have an income tax, we should tax capital gains the same as other kinds of
income.
Chairman CONRAD. Dr. Rogers?
Ms. ROGERS. I suspect that—I mean, I largely agree with what
Len said, and that is because I come from a bias of thinking that
the right basis of taxation is income. So, when you talk to Dr.
Mitchell, he is coming at it from the perspective that consumption
is the right basis of taxation, and this is where the disagreement
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is in terms of the incentive effects of taxing capital gains and dividends like labor income or preferentially.
So those who favor a consumption base are going to say that that
is not an even treatment because under a consumption base you
should have a lower rate of taxation on capital income.
I think it is a trade-off, and I think that if you believe in an income tax base as the measure of ability to pay the standard for taxation, then it makes no sense to tax capital income at a preferential rate to labor income.
Distributionally, you get a good result from that. You could think
of under an income tax base capital gains and dividends preferential rates are a tax expenditure, and reducing that tax expenditure by treating all forms of income the same would raise burdens
much more on higher-income households than lower-income households simply because higher-income households get a large fraction
of their income from these forms.
The question then becomes an empirical one. If you worry about
the incentive effects of raising tax rates on capital, you have to
weigh that incentive effect and possibly some decrease in private
capital formation against the cost of not doing so, which is higher
deficits. You know, the benefit you get from raising the tax rate on
capital income is that you get more revenue and you reduce the
deficit and you raise national saving that way.
So that in my opinion is a surer way to raise national saving
than to keep tax rates on private capital low to hope for more private sector capital formation.
Chairman CONRAD. Dr. Mitchell.
Mr. MITCHELL. In tax reform the rate is actually the simple part.
As you are seeing from our discussion here, it is the definition of
income. Do you want sort of the Haig-Simons comprehensive income base, or do you want the Fisher-Ture consumption base? Although I think those terms are misleading because the comprehensive income tax is really a tax on income plus net worth, changes
in net worth, and a consumption base is just a tax on income, but
with income only being taxed one time, whether you are taxing it
once when earned or once when spent with something like a valueadded tax.
I guess one thing I would add to the discussion—because obviously in terms of just the description, I agree with my colleagues
on what these trade-offs are. The one thing I would add is that because of globalization, because the world economy is much more
competitive, and because capital is especially mobile across national borders, I think that really underscores how it is very important to keep tax rates low.
Now, obviously, if we figured out how to have tax rates at 10 percent, then whether you had double taxation would not matter because the overall effective rate, even when you add all the double
taxes, would not be that much. So, yes, if you can keep tax rates
low, double taxation does not matter much. If you keep tax rates
low, loopholes do not matter that much.
Chairman CONRAD. Let me ask the panel this question, and I
have only got about 2 minutes left, so if you could give succinct answers, I would appreciate it.
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In the Commission, we had a series of analysts come in, and it
was interesting how uniform their recommendations were. They,
from whatever philosophical perspective, recommended that we go
to a hybrid system, that we have part a tax on income, part a tax
on consumption. Their argument was that you would improve the
incentives for savings, for investment, and ultimately for economic
growth if you did.
Obviously, the concern is if you have a hybrid system that you
raise more revenue than you otherwise would, but just going to
that fundamental question, I would be interested in the responses
of the panel. Dr. Burman?
Mr. BURMAN. So that is actually basically the Nordic system that
Dr. Mitchell was talking about. There are definitely advantages in
terms of economic growth, and it is a more coherent way to provide
a lower tax rate on capital.
I also have another proposal, which is a value-added tax that is
actually dedicated to paying for health care, and use that as a way
to cut individual income tax rates dramatically. I realize that is a
bigger reach, but it is actually simpler. We know how to—valueadded taxes are used everywhere else in the world, and that would
effectively lower the tax rate on capital relative to labor.
Chairman CONRAD. Dr. Rogers?
Ms. ROGERS. Well, the big reason to go for a hybrid system is because if you went all the way to a consumption base, it becomes
much more difficult to retain the progressivity in the system. So I
think that is the idea that you move toward a consumption base
in one part of the system in order to improve incentives to save and
invest, but you keep some kind of income tax so that you can add
progressivity to the system through the income tax.
Chairman CONRAD. Dr. Mitchell?
Mr. MITCHELL. Well, we already in effect have a hybrid system
today because, with IRAs and 401(k)s we are protecting savings
from double taxation. We have the lower rates for dividends and
capital gains which do the same thing. Obviously, I think anything
that moves us toward this consumption base will be better for
growth.
Chairman CONRAD. You know, it is so interesting. It is really
striking how many people, if you just take the politics out, suggest
that structure.
Senator Toomey?
Senator TOOMEY. Thanks, Mr. Chairman. Let me just follow up
a little bit on this, and then I would like to move to a couple of
other areas.
If you look at the President’s proposal on tax policy, the effect,
in particular on dividend treatment, is really stunning. What the
President is proposing in combination, to treat dividend income as
ordinary income and given what he is proposing to do to ordinary
income rates at the top, it is a tripling of the tax that we currently
have on dividend income from a current 15 to about 45 percent.
And, Dr. Rogers, I think in a comment you made, you made a passing reference to a trade-off that acknowledges if you raise taxes
enough on investment income, it does have an impact on capital
formation.
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If we triple the return on investment on an aspect of dividend
income, an aspect that has already been taxed because a corporation is only dividending after-tax income, and we about double the
tax on capital gains, are you not worried that that could have a
really significant detrimental effect on capital formation which is
critical to economic growth? And maybe each of you could briefly
address that.
Mr. BURMAN. At current tax rates, I think there is something of
a concern, but actually the empirical evidence on the effect of cutting dividend tax rates was that it did not have a very large effect
on corporate payouts, except in companies that were solely owned.
You know, the issue of double taxes is a complicated one because
there are a lot of companies that do not pay any tax at all, and
there are some companies that are taxed at the full rate. The Bush
administration actually had a proposal to target dividend relief to
the actual double taxation. If companies were paying tax—Walmart
pays a 35-percent rate; G.E. pays a rate close to zero. Walmart
could pass on to their shareholders a real break against dividends,
and G.E., the tax would be levied at the shareholder level. And I
think that is actually a better approach.
Ms. ROGERS. The President’s tax proposals suffer from a problem
of trying to narrow the group of people that he is willing to raise
tax burdens on, and the Tax Policy Center actually did an analysis
over a year ago that I cite in my testimony that illustrates the
problem with limiting tax burden increases to a very small segment of the population. Obviously, the narrower the set of the population that you are willing to raise burdens on, the more you have
to raise burdens on those people.
So my complaint about the Obama tax proposals is that there is
a lot of targeting to the $250,000 and up category of households,
and as a result, you are going to get higher increases in marginal
tax rates on those households.
Senator TOOMEY. Dr. Mitchell?
Mr. MITCHELL. Tripling the double tax on dividends is a misguided idea, but I would like to augment that concern with something else. By pushing dividend rates up to close to 45 percent,
when you also factor in what is happening because of the health
care law to the taxation of capital income, and then you compare
that to what is happening with capital gains, which also would go
up under the President’s budget, but they would be split apart with
one rate much higher than the other, and that then causes distortions in terms of retained earnings versus distributed earnings.
So if you are going to have double taxation, at least have double
taxation where you are treating it equally so you are not adding
not only a distortion between income that is saved versus income
that is consumed; you then do not want to have an additional distortion between how the different forms of double taxation are applied.
Senator TOOMEY. Thank you. My second question—and Dr. Rogers in a way anticipated this question, but, everybody so far has
discussed the virtue of broadening the base and lowering rates as
the dynamic, a fundamental dynamic of tax reform. The President
in his corporate tax reform proposal seems to be moving in that direction. But isn’t it true that he is going in the exact opposite direc-

988
tion on individual tax policy where he is calling for a narrowing of
the base on which taxes would apply and an increase in marginal
rates? Isn’t this the exact opposite of what we have all discussed
as the more constructive direction for tax reform?
Mr. BURMAN. I actually share the same concern. Dr. Rogers
pointed out that we are just focusing on a small portion of the population because of a campaign promise. That is why I actually
think your focus on tax reform is really key. We should be looking
at just—instead of just piling onto this clearly broken system, we
should be looking at completely overhauling it and removing as
many distortions as we can and then raising enough revenue to
pay for the Government in a way that is fair and conducive to
growth.
Ms. ROGERS. The President is actually proposing to broaden the
definition of the individual income tax base, but only for households over $250,000. So if you look at his proposal to limit itemized
deductions to the 28-percent bracket, he has expanded that in this
budget to include other tax expenditures like—including the exclusion of employer-provided health benefits. But all of these reductions in tax expenditures would be limited to the households in the
$250,000 and up category.
So in a way, he is broadening the base, but he is only broadening
the base for that narrow group of households.
Mr. MITCHELL. Boy, I hate all this agreement we are having. It
is taking away all the fun.
[Laughter.]
Senator TOOMEY. I have one more question.
Mr. MITCHELL. If you are going to raise revenue—which I do not
think is the problem, but the Simpson-Bowles approach is a constructive way of doing it because in effect you are saying I will give
you $1 of lower tax rates, you give me $2 back of your preferences.
But tax rates at least get lowered.
The President’s plan is really the outlier in terms of the public
policy analysis on this issue, and I assume it is just based on a perceived political benefit of playing the class warfare card.
Senator TOOMEY. Thank you. And my last question. We have
touched on the issue of progressivity several times in several ways.
It is helpful if there is some consensus about what the best metrics
are. So I will suggest that the most meaningful metric, I think
from an objective point of view, is to look at the ratio of total income taxes paid as a percentage of total income earned.
Could each of you suggest whether you think there is a better
metric, a more meaningful metric for measuring the concentration
of the tax burden?
Mr. BURMAN. I think that is right. The right metric is the effective tax rate and how that varies by income level, and by that metric, the tax system has been becoming less progressive over time.
Senator TOOMEY. Not by the metric I just defined. If you—
Mr. BURMAN. Taxes as a share of income?
Senator TOOMEY. No. The metric that I am talking about is the
total taxes paid for a given subset of the population, the percentage
of the total tax burden divided by the percentage of total income
earned. That is a pretty standard metric that is used. We have it
on one of our charts here, and it gets to the fact—it goes to the
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point—because what you—you made a comment, Dr. Burman, that
the reason for the increase in the tax burden in a given upper-income bracket is because of a greater share of income. Well, there
is a way to adjust for that, and that is to look at a ratio of the total
burden—the total taxes paid divided by the total share of income.
And by looking at that ratio, I think that suggests relative shares
of the tax burden in a much more meaningful way.
Mr. BURMAN. I think the basic notion of progressivity that—and,
obviously, there is a lot of disagreement about this, but in public
finance textbooks, the basic notion of progressivity is how does the
tax burden affect—that basically higher-income people should pay
a larger share of their income than lower-income people do. Our
tax system is designed to do that. But by that measure, the proper
measure is taxes as a share of income, and by that metric, the tax
system has been becoming less progressive over time.
Chairman CONRAD. Thanks.
Senator Whitehouse?
Senator WHITEHOUSE. Thank you, Chairman.
Let me ask the witnesses a little bit more about the complexity
of the Tax Code. We have heard, I think fairly frequently, about
the effect of health care costs on some of our export industries, that
an American car overseas carries an extra $1,500 or $2,000 of cost
by comparison to its international competitors because of the way
we have paid for our health care system.
It strikes me that there is a similar situation with respect to our
tax system on trade that countries that basically tax at the point
of purchase and export before that point of purchase send out taxfree goods into the international market, whereas we tax at the
corporate level, that cost gets built into the product, and it carries
that cost out into the international market. I am interested in how
much you think there is a trade disadvantage that ensues from
that, and I am also interested in quantifying a bit your views on
how much of a drag on the economy comes just from the sheer complexity of the Tax Code.
It has been said that Americans spend 6 billion hours a year engaged in compliance with our Tax Code, and presumably there are
more productive ways of devoting those 6 billion hours, as Dr. Burman suggested, than chasing our tail around the complexities of
the Tax Code.
And the third point I would ask each of you about, again relatedly, is there is both the possibility of favoritism from the complexity and the related possibility that the general public, which is
not in a position to take advantage of that complexity, begins to
lose confidence in the whole taxing process, that it is a racket, and
that if you can get your lobbyists in there, you get the special
deals.
So from a point of view of trade, from a point of view of public
confidence, and from a point of view of just sheer burden, weight
on the economy, could you talk a little bit more about complexity?
And to the extent there is data out there that puts any numbers
behind this rather than just general observations, I would be interested in those. Dr. Burman first, I guess, from one side to the
other.
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Mr. BURMAN. So on the issue of trade, it is actually complicated.
People think that a value-added tax, which is common everywhere
else in the world, is a subsidy to trade because it is rebated on exports, and it is imposed on imports. But that actually just makes
it neutral. It means foreign goods are treated the same way as domestic goods.
The big problem we have is that our corporate and individual tax
systems have so many ways in which they tax different activities
at different rates, and this affects trade but in a way that I think
is really hard to measure. It probably hurts us relative to a more
neutral tax system, but I do not know of any particular dollar
measures of that.
In terms of the costs of complexity, Joel Slemrod, who is an expert on this at the University of Michigan, recently estimated that
complying with the tax system cost $215 billion in 2011. That is
an enormous amount of money. Half of that is the cost of time that
people spend learning about the tax system, filling out their tax
forms, recordkeeping, and all of that. If we can simplify the tax
system so we can reduce that, that is a pure gain to the economy.
I think you are exactly right that the complex tax system certainly creates opportunities for people to game the system, and
that creates the perception of unfairness. The other thing is people
just do not understand how it affects them, and it really undermines the support for it. It used to be that people thought the income tax was the fairest system because it is progressive. Now they
think it is much less fair than other taxes, and I think it is mostly
because they do not even understand how it affects them, and that
is a big problem.
Senator WHITEHOUSE. Dr. Rogers?
Ms. ROGERS. I think on the international trade issue, a lot like
other aspects of the economic effects of tax policy, I think all of us
tend to overestimate how much taxes matter and that there are
many other economic factors that swamp the effect of different tax
rates.
On complexity, I do not really have anything to add from what
Dr. Burman said.
Senator WHITEHOUSE. Do you agree?
Ms. ROGERS. I would agree, of course. And the cynicism—I wrote
down ‘‘cynicism.’’ I was not sure if you said that, but I sort of
thought about the complexity of the tax system and seemingly arbitrary nature of who gets what kinds of tax breaks. I think it does
make your average American cynical about the tax system, and everyone assumes that it must be that the rich or someone else other
than themselves pays a much lower tax burden. And I think that
the problem with that is it encourages the tax gap to get bigger,
that people are more inclined to cheat on their taxes because they
think that they cannot get a lower tax burden an officially legal
way, so they are going to try to trim their income or exaggerate
their deductions. And they think that they deserve that because
they think that everyone else must be getting much—
Senator WHITEHOUSE. When they look at hedge fund billionaires
paying lower rates than they do, G.E. paying nothing, and
ExxonMobil getting tax subsidies, it is kind of hard—I mean, that
is not an unreasonable position to—
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Ms. ROGERS. Right. An advantage to lowering, if you can broaden
the base, is you create less of that perception, you also create less
incentive for people to mischaracterize their income or misstate
their income. And it would be good for the tax gap as well as for
general tax reform goals.
Senator WHITEHOUSE. Dr. Mitchell?
Mr. MITCHELL. Your discussion in your question, you mentioned
the cost of health care built into the price of a car, and it just underscored in my mind how important tax reform could be if we
could deal with the health care exclusion and begin to address the
third-party payer problem, that would be a wonderful thing that
tax reform could generate.
In terms of the VAT and trade, I agree with the other people on
the panel. The simple way to think about it is if we impose a VAT,
well, American-produced cars will have a VAT imposed on them
and so will German-produced cars. Just like in Germany today
American-produced cars have a VAT, so do German-produced cars.
I do not think there is a trade benefit to a VAT at all.
In terms of complexity, Commerce Clearinghouse, I think it is,
estimates 72,000 pages of code and regulation. In Hong Kong it is
157 pages, and that is after six decades of having a flat tax. I was
giving a speech in Slovakia at the Economics University of
Bratislava. I mentioned the 72,000-page figure. This professor pulls
off her shelf a magazine and says, ‘‘This is our tax code.’’ I said,
‘‘Wow, that is amazing. Your income tax is only that thick?’’ And
she said, ‘‘No, this is our entire tax code—VAT, excise taxes.’’ She
opens it up and she pulls out like 20 pages: ‘‘This is our 19-percent
flat tax.’’
So, yes, we have enormous complexity, and other countries have
managed to fix it.
Senator WHITEHOUSE. The real cost to the complexity on the
economy.
Mr. MITCHELL. Well, Professor Slemrod, whose son was my intern, has done great work on that, but there are also figures that
OMB has generated. The Tax Foundation is very famous on that
issue as well.
Chairman CONRAD. Thank you.
Senator Grassley?
Senator GRASSLEY. I only have two questions. The first one I will
direct to Dr. Mitchell, and the second one, any or all of you on the
panel that want to deal with it.
We have talked a lot about the dividend tax and the capital gains
tax. I want to come at it from just a little different angle. Dr.
Mitchell, the President in his tax reform framework as well as
many others have expressed concern about how the current Tax
Code incentivizes debt financing over equity. Of course, I have concerns about the distorting effect that this has on business decisions.
The President seems to give lip service to the issue of his tax reform proposals, but his budget proposes more than doubling the tax
rate on dividends and raising the top statutory rate on capital
gains.
Wouldn’t this proposal make the incentive for debt financing
even worse?
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Mr. MITCHELL. Our current Tax Code does make debt more favorable than equity, and I do agree that that causes enormous
problems in that if you have an economic rough patch and the
value of your stock falls, the company does not go out of business.
If all of a sudden your debt payments become unsupportable, then
you have a much, much deeper problem. And, clearly, if you are increasing the tax rate on dividends from 15 percent to close to 45
percent and nothing is really changing, or nearly as significantly
anyhow, in terms of the treatment of debt, then I assume that it
would be just conventional wisdom that, yes, you would be making
that problem worse.
Senator GRASSLEY. Okay. Then, as I said, any or all of you, a big
reason that the current Tax Code incentivizes debt financing is because interest is fully tax deductible. In contrast, dividends are not
deductible to the corporation and at the same time are subject to
a level of taxation at the individual. We tried to correct this bias
in the Tax Code by lowering the rate on dividends. What proposals
or combination of proposals would you recommend for eliminating
the current bias for debt financing?
Mr. BURMAN. Economists’ favorite way to deal with the issue of
double taxation and debt equity is to somehow integrate the individual and corporate taxes, and I mentioned, at least indirectly,
when talking about the Bush administration’s proposal to provide
a dividend break to the extent that companies that already pay
taxes, the ideal thing is to have the corporate tax basically serving
as kind of a withholding tax, just like the wage withholding works
now, and individuals would get a credit for the taxes paid at the
company level. That would be neutral between debt and equity,
and it would guarantee that some—I mean, the income is really
earned by the shareholders. It is not earned by the company. Indirectly they are passing it through.
Chairman CONRAD. Senator Grassley, can I—
Senator GRASSLEY. Go ahead.
Chairman CONRAD. Not on your time. Can I ask you just to repeat what you said? I want to make sure that I understand what
you just said in terms of it would eliminate the bias between debt
and equity by the last proposal you made.
Mr. BURMAN. Well, basically you treat corporations the same as
S corporations or partnerships. The shareholders would be taxed on
the share of earnings the corporation made that was on their behalf, and that is neutral.
Chairman CONRAD. Okay. Let us make sure we restore Senator
Grassley’s time that I used.
Senator GRASSLEY. Did you finish what you wanted to say? Anybody else?
Ms. ROGERS. I just wanted to point out that in the President’s
budget, in his framework for business tax reform, he does talk
about reducing that bias in favor of debt versus equity. But the
way he approaches it is he talks about eliminating or reducing the
deductibility of interest. He talks about this in very general terms,
though, and the administration is very careful to say that that sort
of change, which is a major change, would be necessary in order
to broaden the corporate tax base by enough to support a low marginal tax rate like 28 percent.
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So it is a good illustration of the trade-off, that in order to keep
the marginal rate low, you have to be willing to pare back on some
of these preferences that are in the existing income tax.
Mr. MITCHELL. Just to augment on what Len said, if you did
something like, say, a flat tax, the way that capital income is treated is a withholding tax at the business level. So individuals do not
have to worry about reporting and paying taxes on dividends and
interest because that is all done at the institutional level, I guess
in sort of the same way that our employers withhold our personal
income tax, but in the case of the taxes on capital income, you
would not even need to reconcile it in any way. So the nondeductibility is the way that you would have a neutral treatment in something like a flat tax role. But, of course, if you replace the personal
income tax with a VAT, I assume the problem just automatically
disappears.
Senator GRASSLEY. I yield back my time.
Chairman CONRAD. I thank the Senator.
Senator Wyden.
Senator WYDEN. Thank you very much, Mr. Chairman. I want to
thank all the panel. I know you have spent a lot of time in the tax
reform precincts. Dr. Burman, many thanks for the kind words
that you offered to Senator Coats and Senator Begich and myself
on our bipartisan tax reform proposal.
Let me kind of start with what I think is one of the central concerns about where we are now in the tax reform debate.
As the history of this is every bit of tax reform is absolutely totally and completely impossible until 15 minutes before it comes together. And so every group is inclined to say we better just get ours
now, we better just address what we are concerned about. Let us
say you are concerned about the corporate rate, you are concerned
about one proposal or another. And you see what amounts to a
kind of juggernaut of support for piecemeal reform. And we are seeing that once again. We had the administration’s proposal unveiled
in terms of corporate reform, as Chairman Conrad knows. In fact,
up here with Senator Thune and Senator Grassley, we are all on
the Finance Committee. Secretary Geithner came in. And I tried to
lay out my concerns about piecemeal reform. I think you have to
do corporate reform and individual reform together. And you have
this great history with respect to how 1986 came together.
Is that your sense, that piecemeal approaches to this are not
going to get it done and in many respects make this dysfunctional
mess of a system, as Senator Whitehouse just pointed out on the
complexity issue, even worse if you try to go at it piecemeal?
Mr. BURMAN. I completely agree. If you take on little bits—well,
let us say revenue-neutral corporate tax reform. I do not think
there is much support for that in the business community, and the
problem is that the companies—revenue neutral means some companies are going to pay higher taxes and some are going to pay
lower taxes. The ones paying higher taxes are not going to be
happy about it. I think it makes much more sense to do it in a systematic—basically deal with the whole Tax Code together.
And actually the one area where I differ a little bit with Senator
Wyden—and it is probably because I would never have to run for
elective office—is that I think the most effective tax reform would
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be one that raised revenue and helped to reduce the deficit, and the
reason is any tax reform is going to involve some people paying
higher taxes. And I think if you had the sense that there was
shared sacrifice, instead of thinking of it as paying higher taxes
now, that we are lowering taxes on our children and our grandchildren, something—I mean, I think there is bipartisan support
for children and grandchildren—that would be much more effective.
In the past, people have supported tax increases for things they
believed in, for wars, for example, and I think people would—if
people were convinced that it was being done in a fair way and was
making the tax system simpler—and, Senator Wyden, you have
been so steadfast in your support for simplifying the tax system,
and I think it is really important. Making it simpler and lowering
the burden on our children, I think that would be—that is the best
strategy.
Senator WYDEN. Let me ask all three of you a question that I
think relates to, again, how this can actually get done. My concern
is as of right now the lame duck session of the 2012 Congress will
look pretty much like the lame duck session of the 2010 Congress,
and you will once again see this drumbeat about how you have to
re-up the Bush tax cuts because the economy is still by any kind
of calculus going to be a challenge, and if you do not, come January
1, we will have these increases on businesses and individuals, and
nobody wants to see that happen. And so once again, almost by default, we will just sort of re-up for this broken mess that we have
today.
By my calculation, it is 8 months really until the election, and
for the life of me, after all of these blue-ribbon committees—and it
is really striking. Senator Conrad and I have talked about this.
Paul Volcker chaired a reform committee for President Obama, and
the Volcker Commission put out a release, and I was not even in
town. Senator Gregg, who was my partner in that effort, put out
a press release that I did not even know about—it was wonderful
and wonderfully helpful—saying, oh, my goodness, Paul Volcker
agrees with everything that the two of us have said, and by the
way, it was not all that different than the Bush reform commission
and a variety of other committees that you have talked about.
So the work has been done. What is wrong with saying, particularly now with Chairman Baucus, our Finance Committee Chairman, and Chairman Camp, the Chairman of the Ways and Means
Committee, two good people, we have Republicans who have been
listening, what is wrong with the idea of using the next 8 months
to buckle down, do the hard work in terms of laying out a tax reform proposal, and trying to find a way to do it either in the lame
duck session of the 2012 Congress or early next year so that there
actually is a timetable and a focus for making this happen? Because I think absent that, we will just relitigate the Bush tax cuts.
You will be able to set your calendar by it. You know, you will do
it in the post-2012 election lame duck, and you can do it in 2014
and 2016. You can do it for the rest of your adult life that way.
But it is not going to fix this mess of a system.
So why don’t we just go down the panel and say what would be
wrong—you have good people, Finance, Ways and Means, bipartisan interest. What would be wrong with using the next 8 months
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to try to put this together so that sometime shortly after the election this issue could be addressed? Why don’t we just go right down
the panel. Dr. Burman?
Mr. BURMAN. I completely agree with you, although your optimism is really striking that we could do this in an election year.
Senator WYDEN. Well, remember, I did note that it is always impossible, totally, completely, thoroughly impossible until 15 minutes before it happens.
Mr. BURMAN. One thing that I would really like would be actually President Obama could do what President Reagan did and say,
‘‘I am going to ask my Treasury Department to put together a real
plan for tax reform that basically we will release after the election,
have the Republican opponent agree to a budget that does as much
for the deficit as basically the current law.’’ So presumably President Obama would want more in the way of loophole closing and
tax increases, and his opponent would want more in the way of
spending cuts. Have a comparison of proposals where the numbers
really add up, and do not keep on playing kick the can.
Senator WYDEN. I know my time is up, Mr. Chairman. Can the
other two just answer?
Chairman CONRAD. Yes.
Ms. ROGERS. I do not think the end of 2012 has to turn out like
the end of 2010 did. There are three things that are different now:
The economy is in much better shape right now, so the idea of
actually letting some of the Bush tax cuts go might be more palatable.
Second, we have had these fiscal commissions give us recommendations. We have a lot of good tax policy recommendations,
including your own, on the table now.
And, third, the Presidential election will be over.
So I think that for all those reasons there is much more hope
that we could actually do better the next time around when the
Bush tax cuts come back for renewal.
Mr. MITCHELL. It sounds great in theory. I am all in favor of revenue-neutral tax reform, and I think you are right that it seems
impossible until something happens. I think back in 1986 there
was a story about how tax reform—the logjam was broken because
of pitchers of beer, I think at the Dubliner. So perhaps that might
be an avenue to pursue.
Senator WYDEN. Thank you, Mr. Chairman.
Chairman CONRAD. Thanks.
Senator Johnson.
Senator JOHNSON. Thank you, Mr. Chairman. I would be happy
to go that approach, and I would be happy to work with you, Senator Wyden.
We have been talking about tax reform, but this hearing is also
on reducing the deficit and promoting fairness, so let me just pop
up a couple charts here. Let us first talk about what I view as the
primary problem—spending. The last 10 years, we spent about $28
trillion. According to the President’s budget, over the next 10 years
we will be spending about $47 trillion. So we are not talking about
cutting spending. We are just trying to limit the rate of growth.
That is the first one.
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Mr. Chairman, you have talked repeatedly about the 4 years of
surplus, which was great. That is where we should be.
No, not yet. You are getting ahead of me.
[Laughter.]
Senator JOHNSON. But you are talking about the one side of the
equation when taxes did pop up above 19 and for one year above
20 percent, but I think the real story, the flip side of that is in 1998
spending was 19.1 percent, the following year 18.5 percent, and the
next 2 years 18.2 percent. So I would argue the real reason that
we had surpluses is because spending came in line with historical
revenue, which is about 18.1 percent. And now we are at 24 percent spending, and that is a real problem.
I would also like to dispel the notion—now you can go. During
the Budget Committee hearing on defense spending, I tried to dispel the popular belief that the wars are causing our current deficits. This is a similar type of graph showing that the Bush tax cuts
are not causing our deficits. The final year there in 2012—no, say
2011 where we actually have figures, our deficit was $1.3 trillion.
But the Bush tax cuts accounted for $113 billion of that, less than
10 percent. It is spending that is causing our deficit problem, not
necessarily the Bush tax cuts. I really do not know too many people
that are proposing tax cuts. We are just trying to forestall the possibility of tax increases that we think will harm economic growth.
Let us go to fairness. I guess I would like to ask each of the
panel members just a very simple question: What do you think is
the maximum percentage that the Federal Government should take
out of any worker’s paycheck? Out of any American’s dollar of income, what is the maximum amount the Federal Government
should take out of that dollar of income? Dr. Burman?
Mr. BURMAN. It actually depends on what the Government has
to pay for. Our current rates are very low by historical standards.
We can certainly raise marginal tax rates. I have not—
Senator JOHNSON. Excuse me. Really, it is a very—really, it is a
very simple question, with all due respect. Please, just a percentage. What is the maximum amount that you think the Federal
Government should take out of any American’s dollar of income?
Just the maximum percentage, what do you think? What is fair?
Easy, just a percentage, a number. What do you think?
Mr. BURMAN. But it depends on the base, and, the broad base,
you could actually lower rates.
Senator JOHNSON. But what is the maximum amount that should
be—in terms of fairness, what is the maximum amount? Please,
just a percentage.
Mr. BURMAN. Well, Emmanuel Saez and Peter Diamond had an
estimate that 44 percent was sustainable and was justifiable.
Senator JOHNSON. So you think that would be fair, that would
be the maximum amount, 44 percent.
Mr. BURMAN. If we cannot do anything about the base. That
would not be my preference.
Senator JOHNSON. Which would leave those individuals about 56
percent—
Mr. BURMAN. No, that is the marginal rate—
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Senator JOHNSON. Dr. Rogers, what do you think is the maximum amount that should be taken out of any American’s dollar
of income? The maximum amount, a percentage. A simple question.
Ms. ROGERS. As the marginal tax rate or average tax rate?
Senator JOHNSON. Marginal. Out of a dollar of income, what is
the maximum amount the Federal Government ought to lay claim
to?
Ms. ROGERS. I believe it should be no more than the rate at
which the incentive effects would be bad. So we want to stay below
Laffer curve rates, which, by the way, is 70- to 80-percent marginal
tax rates.
Senator JOHNSON. So you believe that an American making $1
should pay 80 percent, so it would be 20 percent free on that dollar’s worth—
Ms. ROGERS. That is just the last dollar, though. That is the marginal tax rate. An average burden, we can—
Senator JOHNSON. You think that—
Ms. ROGERS. —do a lot better than—
Senator JOHNSON. So you think that would create an awful lot
of incentive to earn that last dollar then?
Ms. ROGERS. No, of course not. You asked a very hypothetical
question about the maximum—
Senator JOHNSON. Well, it is a very basic question.
Ms. ROGERS. Maximum marginal tax rate on any one American?
Like I can pick the richest guy in the country?
Senator JOHNSON. Okay. Dr. Mitchell, what do you think is the
maximum amount that the Federal Government ought to lay claim
on an American’s dollar of income?
Mr. MITCHELL. Well, for much of our Nation’s history, it was
zero. We did not have an income tax. And at the Cato Institute,
we long for the days of a limited central government, and so in my
fantasy world, it is zero.
I will point out that just the other day the Hill did a poll asking
people what the maximum tax rate on the rich should be, and I
think the number was like 30 percent—which, of course, is lower
than the current tax rates and certainly far lower than what the
President is proposing.
I think the academic evidence is pretty strong that if you had tax
rates at 20 percent or below, you would be doing very, very little
damage to the economy.
One key thing to understand about the Laffer curve, the revenuemaximizing point is the point where you are doing so much damage
to the economy that you are losing this much taxable income and
that offsets completely the effect of the higher tax rates. Why
would we ever want to get anywhere close to where we would be
destroying so much private sector income that the Government
does not even collect more revenue? And as I said earlier—I forget
whether it was my testimony or a question—we have already seen
in the U.K. that they are collecting, according to the latest data,
less money at a 50-percent tax rate than a 40-percent tax rate. So
I do not think the revenue-maximizing tax rate—not that I want
to be there. I do not think it is anywhere near 70 to 80 percent.
I think it is much, much lower, especially in the long run.
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Senator JOHNSON. And, of course, Maryland, they had their 2007
millionaires’ tax which they projected would raise $330 million
worth of income, and it raised $120 million, 36 percent.
Dr. Mitchell, you earlier were talking about the difference in revenue raised from 1980 to 1991. Let me just kind of give you some
historical effective tax rates. In 1980, the effective tax rate on the
top 1 percent was 35 percent, and they paid 19 percent of the income tax. In 1991, the effective rate was 24 percent. It had gone
down. They were paying 25 percent of the total income tax burden.
In 2007, which was the record year, the effective tax rate had been
lowered to 22.5 percent. So it went from 35 percent in 1980 to 22.5
percent. The share of the top 1 percent’s income went from 19 percent to 40.4 percent, which, by the way, in 2007—that was the high
watermark—the top 1 percent paid more of the income tax burden
than the entire bottom 95 percent.
I do not know. To me that seems like they are paying their fair
share. And my concern about trying to raise taxes on the rich again
is the minute we do it, the day afterward, our colleagues on the
other side of the aisle will be saying they are not paying their fair
share again. At what point have we gone too far?
That is it. Thank you, Mr. Chairman.
Chairman CONRAD. Thank you, Senator Johnson.
Senator Thune.
Senator THUNE. Mr. Chairman, I would yield to my colleague
from New Hampshire, Senator Ayotte, if she wants to ask questions in the interest of time. We are going to have a vote here pretty soon.
Chairman CONRAD. Thank you, Senator.
Senator Ayotte.
Senator AYOTTE. Thank you so much, Senator Thune, and thank
you, Mr. Chairman. I appreciate our witnesses being here today.
I wanted to ask a particular question about the President’s corporate tax proposal that he has put out recently, and as I understand it, in that proposal he has provided that income earned by
subsidiaries of U.S. corporations operating abroad will be subject to
a minimum rate of tax, though the specific rate is not yet clear.
As I understand it, this would make our tax treatment of foreign
profits unique in the world because most have a territorial system,
and that in my view one of the concerns I have about this is this
will impose higher tax rates on U.S. multinationals. We have a
global economy at a time when obviously our unemployment rate
is not what we would like, and we would like to further create jobs.
And operating abroad relative to our foreign counterparts, that if
we do not have the similar type of territorial system, then we will
be less competitive. And I would like your viewpoint on the President’s approach, and in my view, it just seems to make common
sense that if we develop a different approach than the rest of the
world that disadvantages our corporations, then we are going to
hurt our employment prospects here in the United States of America.
So can you comment on that?
Mr. MITCHELL. I mentioned in my testimony that territorial taxation is theoretically the right approach. We have a worldwide tax
system, but we try to mitigate the effect of the worldwide tax sys-
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tem with a policy known as ‘‘deferral,’’ which means we delay the
extra layer of tax until you bring the money back. That, of course,
creates a perverse incentive for companies to keep money overseas
instead of bringing it back. We try to deal with that with repatriation holidays when the right answer is just going territorial.
The President’s plan would be to actually go more in the direction of worldwide taxation and for U.S. companies competing for
market share in other countries—well, here is a great example. If
an American company is competing against, say, a Dutch or a Canadian company for business in Ireland, the Dutch and Canadian
companies only pay the 12.5 percent Irish corporate tax rate. There
is no additional layer of tax in their home country.
The U.S. company pays the 12.5 percent to Ireland, but then you
have the additional 35 percent U.S. tax rate. You get a credit, but
you still would wind up, even if the credit works fully, which usually or oftentimes it does not, you still have a tax burden that is
almost 3 times as high as your foreign competitors. And with lots
of low-tax jurisdictions around the world, the U.S. really stands out
like a sore thumb with our high corporate tax rate. It is becoming
an increasing problem for U.S. multinationals.
And, of course, one-fourth of our exports are from U.S. companies
to their foreign subsidiaries, so anything we do that reduces the
market share overseas of U.S. subsidiaries overseas is going to hurt
exports and jobs in America. So I think it is a very unfortunate
proposal.
Senator AYOTTE. Any further comment?
Mr. BURMAN. I am not fond of minimum taxes. I have written a
lot about the individual alternative minimum tax. I think you
should decide what income is and just tax it and not have different
rules for different situations.
The problem with the territorial system—and it is true that most
of our competitors have it—is that it creates a huge incentive for
companies to shelter income from U.S. tax. Basically any income
that they can make it look like is earned overseas is completely exempt from U.S. tax. So there is something of that incentive now,
but eventually when the income is repatriated, it is taxable.
So it is just very, very complicated, and there is really a possibility that U.S. companies would have even more incentive to move
their activities overseas because that is the way they can be completely exempt from U.S. tax. And if they go to a place like Ireland,
which has a very low corporate tax, or other tax havens, they can
avoid tax entirely.
You also have this transfer pricing problem that basically the
deal for multinational companies is to have as much of their income go overseas as possible and have as much of their deductions
in the United States. And that is very, very hard to police and
monitor, and it will be harder under a territorial system. So that
is the main concern.
Senator AYOTTE. Can I just say, just as a follow-up—and I certainly want to hear your comments as well. I appreciate it. But
doesn’t that put us in a difficult position when our system is going
to be different than the rest of the world? And I understand the
policing problem. I would rather resolve the policing problem than
make us at a competitive disadvantage that hurts our ability to ex-
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pand and create jobs, particularly where our unemployment rate is.
So, I am not sure I heard you answer that somehow if we keep a
different way of taxing other than the rest of the world that that
somehow is going to not harm our competitiveness. I mean, that is
really the core of the concern.
So I understand the policing problem. I would rather see us resolve the policing problem. But—
Mr. BURMAN. Well, I think it is very hard to resolve the policing
problem, and probably impossible. That is actually where tax reform really becomes a key factor, that if you can find a way to
broaden the base and lower the rates, then it becomes much less
of a factor in companies’ location decisions and where they choose
to engage in economic activity.
It is possible for—the U.S. has had a different system than a lot
of our competitors for a while, and there are a lot of reasons that
companies operate in the United States, primarily because we have
a giant market that they want to be close to. So the tax system is
one factor. It is not irrelevant, but it is not as important as some
of the critics would make it out to be.
Senator AYOTTE. Well, certainly our regulatory climate adds to it
as well.
Go ahead. I am sorry.
Mr. MITCHELL. I agree with a lot of what Len says, and I think
it underscores the importance of the corporate tax rate. Right now,
yes, companies try to declare income in Ireland rather than the
U.S. because we have a 35-percent rate, and so they use transfer
pricing and other things like that, oftentimes, I am sure, very aggressively. But if our rate came down, if we were the low-tax country instead of having the second-highest corporate tax rate in the
world, then companies would be trying to declare income in the
U.S. rather than someplace like Germany or France that might be
higher than us.
So the rate is—just like with individual tax reform, you get the
rates down low enough, and a lot of problems just disappear.
Senator AYOTTE. My time is up, and I know we have a vote. I
just want to say one thing. In my view, the President, with the rate
that he has proposed, it is not low enough because it is going to
essentially, with State and local taxes, only going to put us and
move us from seventh to perhaps fifth among the 6.7 countries, and
it depends on where Japan does their rate. And so I certainly think
that the reform proposal has to be more aggressive, and also I am
very concerned about those that are organized like my husband’s
business, a small business in New Hampshire as an LLC. His proposal is to increase taxes on those businesses, and that makes up
a substantial number of small businesses in this country.
I know our time is up and we have a vote.
Chairman CONRAD. Thank you very much, Senator.
Senator Thune.
Senator THUNE. Thank you, Mr. Chairman.
Let me ask a question about the proposal that the Obama administration put forward was a 25-page framework for corporate tax
reform, and yet, as you know, if you are going to be serious about
corporate tax reform, it seems to me that you also need to have the

1001
individual tax reform integrated into that because of the way that
so many of the business tax returns are filed today.
Do you think it makes any sense to do corporate-only tax reform
given that most business income is today earned by pass-through
businesses? And should Congress consider base broadening that
will raise taxes on those who pay taxes at the individual level in
order to pay for lowering the corporate tax rate? Which is essentially what you would be doing if you just did the corporate side
only.
Mr. BURMAN. My understanding of the proposal is that it is more
than corporate, that there actually are changes that occur at the
individual level, too. My preference would be to do tax reform on
the whole income tax together, probably the estate tax as well, collectively, and fix the entire Code.
There are certainly reasons to want to fix the corporate tax system. Our rates are high relative to the rest of the world, and we
do not raise much revenue. But I think revenue-neutral business
tax reform would be very difficult to begin with, and if we are
going to do tax reform, we should fix the whole thing.
Senator THUNE. Agreed?
Ms. ROGERS. I agree with that.
Senator THUNE. I mean do you agree that it essentially creates
a two-tiered system? If you only corporate, you may have small
businesses that are going to be paying a higher income tax rate
than corporations in this country?
Ms. ROGERS. I think it is better to do tax reform across the board
so that there is a sense of shared sacrifice that Len mentioned earlier. I think that it is very difficult to do this base-broadening reform if you just broaden the base in certain parts of the Tax Code,
because people are going to resist that if they feel like they are
being picked on and no one else is. So I think you need to do the
base broadening both in the individual and in the corporate and
lower overall—keep overall tax rates low.
Senator THUNE. Agree, Mr. Mitchell?
Mr. MITCHELL. If I have heart disease, diabetes, and cancer, I
would want the doctor to cure all three, so I obviously prefer the
comprehensive approach. But if the doctor can only cure one, I suppose that is better than nothing. But, yes, I agree with my colleagues on the panel. If we could fix the entire mess, life would be
good.
Senator THUNE. Yes, it would leave some pretty sick patients,
though, if you only did part of it, I would think.
You know, if you look at some of these proposals in the budget,
in particular to tax dividend income as ordinary income, it really
would be dramatically increasing the tax on investment income. In
fact, it would triple. It would go from 15 percent to 39.6, and then
when the 3.8 percent tax on unearned income comes in for high
earners because of the health care bill, there would essentially a
44-percent top marginal rate on investment income. And plus you
have the whole that income already having been taxed at the corporate level.
There was a recent study by Ernst & Young that found that
when you take into account the double taxation, the top tax rate
on dividends, you would go from 50.8 percent to 68.6 percent,
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which would be significantly higher than the rate of tax on dividends imposed by literally all of the OECD countries, as well as
many of the sort of our major economic competitors in emerging
countries like Brazil, Russia, India, and China.
So when the President rolls that out, it seems to me at least that
it really does have the potential of hurting America’s competitiveness with those around the world with whom we compete. So could
you comment on how that kind of a drastic increase in the tax rate
that would apply to dividend income to a level well above our competitors is likely to affect our economy and economic growth and
our competitiveness?
Mr. BURMAN. I have not seen the Ernst & Young study. It sounds
like they are assuming that the income is fully taxed at the company level, at the corporate level, and part of the problem is that
there is wide disparities in taxation at the corporate level. Only
about half of the income is subject to tax. A better approach is to
try to broaden the base so that you are taxing all the income the
same way and then tax it at a lower rate. But I cannot comment
on that particular study because I have not seen it.
Senator THUNE. Yes.
Mr. BURMAN. And I should also point out that what is being proposed for dividend taxation would still have dividends be taxed at
a lower rate than they have been for most of the history of the income tax back to World War II.
Ms. ROGERS. Again, there are costs and benefits associated with
raising or lowering tax rates, so, obviously the cost to worry about
is when you raise marginal tax rates that high, what are you going
to do to private incentives? The benefit of raising tax rates is you
will raise revenue from that. Even at a high marginal tax rate, it
is still not so high that it is going to actually reduce revenue as
you raise the rate. So it is a trade-off.
Senator THUNE. Dr. Mitchell?
Mr. MITCHELL. I think the Ernst & Young study, the best way
to understand it is that even though, as Len said, effective rates
sometimes at the corporate level can be lower, usually if a company
is earning profits, any additional profits will be at the marginal
rate of 35 percent, and it is the marginal rate that determines incentives for additional expansion, production, job creation, and
things like that. So I look at that Ernst & Young study as being
very worrisome because, as was already mentioned in our discussion, capital mobility in a modern globalized economy is enormous.
And I do worry that we send out a signal that it is better to create
jobs, to expand output in countries other than the U.S.
Now, interestingly, the Obama administration, Gene Sperling the
other day was saying, well, maybe we could solve this by getting
all countries to agree to a minimum corporate tax. That is sort of
like, well, if we all agree to do bad policy, then maybe taxpayers
have no escape. I think that is a very worrisome mentality in terms
of how taxpayers should be treated.
Senator THUNE. Okay. Thank you.
Mr. Chairman, I know we have a vote on, and Senator Sessions
I think maybe wants to get a question in here. So thank you.
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Chairman CONRAD. Let me just say we have about 3 minutes remaining in the vote, so, Senator Sessions, do you want to come
back?
Senator SESSIONS. Well, thank you for having the hearing. I will
not use my time. I was just looking at a recent article from
Bloomberg yesterday about the complexity of the Code. In particular, the President’s Budget would introduce four seperate definitions of income and three different amounts: $250,000; $247,450
and $267,500. One of the people commented that taxpayers just
give their papers to their accountant and say, ‘‘Tell me how much
to write the check for.’’ And then another one said just plug it in
the computer to figure it out.
Would you agree that we have really gone beyond reasonableness
of any rational defense in creating a Code that is too complex?
Maybe three of you can give an answer to that.
Mr. BURMAN. Yes, it is pointlessly complicated and perceived as
unfair, and it is clearly counterproductive. It is not raising enough
revenue to pay for the Government.
Ms. ROGERS. While I love the ability to use Turbo Tax to do
taxes, I actually think it does a disservice to the American people
in that they do not really understand what they are doing in terms
of what they are being taxed on and how much they are paying.
Senator SESSIONS. Dr. Mitchell?
Mr. MITCHELL. I would agree. The complexity is a hidden tax, especially when you factor in the misallocation of talent, resources,
time, and energy that could be much better used for productive
things for our economy.
Senator SESSIONS. Mr. Chairman, I know of one staffer who delayed his marriage for several months, into the next calendar year,
because once he calculated his new tax liability he realized he had
withheld enough. After getting married they would pay another
$6,000 in taxes.
Chairman CONRAD. That is true love.
[Laughter.]
Senator SESSIONS. It is really—the last thing this Government
needs to be doing is taxing and penalizing people who choose to
marry, I think.
But at any rate, thank you for the hearing, and I know the time
is short. I thank all of you for your—I had three different hearings
this morning that were important to me, and I was glad Senator
Toomey and Senator Thune could step in.
Chairman CONRAD. It was very good. I appreciate it very much.
I appreciate the witnesses. Honestly, Senator Thune and I were
just saying, if you were going to design a tax system, it would be
hard to design one that would be a whole lot worse than the one
we have. So, look, we have to do better. We have to do better.
I thank the witnesses. I thank the members for their participation.
[Whereupon, at 11:47 p.m., the Committee was adjourned.]
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PERSPECTIVES ON THE PRESIDENT’S FISCAL
YEAR 2013 BUDGET REQUEST FOR THE U.S.
DEPARTMENT OF DEFENSE
TUESDAY, MARCH 6, 2012

UNITED STATES SENATE,
COMMITTEE ON THE BUDGET,
Washington, D.C.
The Committee met, pursuant to notice, at 10:04 a.m., in Room
SD–608, Dirksen Senate Office Building, Hon. Kent Conrad, Chairman of the Committee, presiding.
Present: Senators Conrad, Sessions, Johnson, and Ayotte.
Staff Present: Mary Ann Naylor, Majority Staff Director; and
Marcus Peacock, Minority Staff Director.
OPENING STATEMENT OF CHAIRMAN CONRAD

Chairman CONRAD. The hearing will come to order.
We want to welcome everyone to the Senate Budget Committee
today. In today’s hearing we will again focus on defense issues.
Last week, we heard testimony from the Pentagon, from Defense
Secretary Panetta; the Chairman of the Joint Chiefs, General
Dempsey; and the Comptroller of the Department of Defense, Mr.
Hale. Today we will hear from three outside defense policy experts.
Our witnesses include Dr. Michael O’Hanlon, senior fellow at the
Brookings Institution; retired Lieutenant General David Barno,
senior advisor and senior fellow at the Center for a New American
Security; and Dr. James Carafano, Director of the Allison Center
for Foreign Policy Studies at the Heritage Foundation.
Dr. Carafano, am I pronouncing your name correctly?
Mr. CARAFANO. Yes, Senator.
Chairman CONRAD. Good. Welcome to all of you. We appreciate
your being here and look forward to your testimony.
I want to begin by emphasizing that I am and always have been
a very strong supporter of defense spending. I think I have supported every dollar that has been voted here during the wars in
Iraq and Afghanistan. Even though I did not think going to Iraq
was a wise decision, nonetheless when troops are in the field, I
have always felt we ought to fully support them with the finances
of the country.
I believe providing for the national defense is the Government’s
single most important responsibility. And make no mistake: Congress will continue providing our troops with what they need to
complete their missions.
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We also have to recognize the country still faces serious threats
in places all across the globe. Iran I think is something that is now
at the forefront of public opinion and discussion here. We have certainly seen that in the last few days. But we have many other pots
boiling as well: Syria, now a call by Senator McCain for air strikes
against the regime there to protect people that are being slaughtered. We also have Iraq and Afghanistan, Pakistan, and many
other points across the globe that are troubling and are hot spots.
But given the long-term fiscal crisis that we confront, every area
of the budget has to come under scrutiny. Every area has to come
under scrutiny. And I believe we are going to have to find more
savings in the core defense budget. We have already agreed in the
Budget Control Act to $487 billion over 10 years. We have a sequester that is in line. It will be pulled, the trigger will be pulled
on a sequester at the end of this year that will call for an additional $535 billion of savings over the next 10 years out of defense.
So now we are talking, the two combined, $1 trillion over 10 years.
That is real money. And the sequester I think is very, very poorly
designed. I do not believe the sequester should go forward as it is.
The cut is much too abrupt at the beginning, and it is done in a
way that is, frankly, ham-handed. It is just across-the-board slashing. We are going to have to be smarter than that as we seek to
save money.
I also believe we cannot rely solely on declining war costs for savings and defense. I do not know how many of you saw the very interesting Walter Pincus article in the Washington Post this morning, very thoughtful, talking about how at the top the Defense Department has exploded in personnel and costs. All of us know this,
and it is something that deserves our review.
The administrative cost at the Department of Defense has mushroomed. The reality is that defense spending, both in the core defense budget and in war costs, has grown dramatically and has
been a factor contributing to recent deficits. In 1997, we spent $254
billion on the Department of Defense. This year, we include war
costs; we will spend $645 billion on the Department.

1009

If we compare recent overall defense spending in budget function
050 to recent nondefense discretionary funding, we see that overall
defense funding has remained at about $554 billion since 2010, not
including war costs, while nondefense funding has fallen from $540
billion in 2010 to $489 billion this year.
Now, let us be clear. Both of those were from a very high base.
Both of those had seen significant runups since 2008. I mean, that
is the reality.
Over the next 10 years, the President’s Department of Defense
request would roughly match the levels set in the Budget Control
Act, not including the sequester. As we can see from the blue line
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on this chart, the President’s request would provide a steady increase in the defense budget from 2013 on. These are in dollar
terms, not inflation-adjusted terms. I understand some will make
the argument, well, you have to factor in inflation here. That is
fair. Nonetheless, in dollar terms we see the budget rising steadily
from 2013. And, again, that is a very high base.

The red line on this chart shows what would happen to Department of Defense funding if the sequester were implemented. Obviously, we would see, as I referenced earlier, a much steeper drop
in 2013, but then steady growth after that. I believe the steep drop
in 2013 required by the sequester would be a mistake. I referenced
that earlier.
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You know, this is a big ship that we are trying to steer here, this
ship of state, and it is hard to make quick turns. Over time, if you
make a relatively smaller adjustment now, you make a big difference down the road. So my personal belief is that is what we
ought to be aiming at here, not these abrupt shifts.
The green line on this chart represents the proposed Department
of Defense funding under the Simpson-Bowles plan, which would
provide a smaller drop in 2013 than the sequester, but slower
growth in funding after that. I voted for Simpson-Bowles, did it
with my eyes wide open. A lot of things I did not like about it. A
lot of things I did not like about it, but it did have a balanced approach. It did cut discretionary spending, both defense, nondefense.
It did reform entitlements, including Social Security and to a lesser
extent Medicare. It did have a revenue component not by raising
marginal tax rates but by broadening the base. I thought it was a
pretty balanced approach, and I was proud to support it.
This next chart puts our defense spending in a historical perspective. We can see that even with the drop in war costs included in
the President’s budget, defense spending would remain very high
by historical standards, near the peaks of the Korean War, the
Vietnam War, and the Reagan defense buildup during the Cold
War. And this is inflation-adjusted. This is in steady 2012 dollars.
So this is, I think, telling us we are at a very high level of defense
spending in relationship to where we have been with respect to the
Korean War period, the Vietnam War period, and the Reagan defense buildup.

1012

One of the biggest drivers of rising spending in the core defense
budget is rising health care costs. In 2001, we spent $19 billion on
the Department of Defense unified medical budget, which includes
TRICARE and other health-related expenses. In 2013, under the
President’s budget, we will spend $49 billion. Look, there is not a
defense analyst that we have talked to that has not said TRICARE
is a runaway train. We have to find a way to reform it.
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The next chart compares the cost of annual health insurance premiums for a typical Federal worker under the Federal Blue Cross
Blue Shield Standard Family Plan. That is the plan many of us
have. That is the plan I happen to have. I think that is the plan
most people who are in Federal service have. Whether they are
Senators or Congressmen or Federal workers in any agency of the
Government, I think that is the option that is most frequently chosen by people—Blue Cross Blue Shield Standard Option.
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So if we look at the comparison, it shows the health insurance
premiums for typical Government workers have been rising steadily just like premiums for private sector workers and will reach
$5,160 in 2012. In comparison, military retirees have seen almost
no increase in their TRICARE fees since the program was created
in the 1990s. Our former servicemembers are now paying one-tenth
the amount paid by the typical Federal worker. They are paying
$520. A typical Federal worker is paying $5,160.
We need to remember that the more the Defense Department
spends on health care, the harder it is to find resources to devote
to improve our warfighting capability. And I want to emphasize
that there is no question in my mind we owe an enormous debt to
those who served in uniform. So their jobs are unlike most civilian
jobs in that they are putting their life on the line for our country
every day. So, clearly, a difference is justified. I do not question
that. I am not suggesting here we ought to have the military go
from $520, which is their TRICARE cost, to $5,160, which is what
the typical Federal Government worker is paying for a family policy. But I do think it raises the question of reform of TRICARE just
as we move to reform other health care programs.
We also know the Department of Defense continues to have serious financial management problems. Here is how the Government
Accountability Office Comptroller General Gene Dodaro described
the situation in testimony just last week, and I quote him: ‘‘Serious
financial management problems at the Department of Defense have
prevented DOD’s financial statements from being audited.’’
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Let me repeat that. ‘‘Serious financial management problems at
the Department of Defense have prevented DOD’s financial statements from being audited.’’
You know, if you have unauditable financial statements, you
have a problem. And, unfortunately, there are other places in the
Federal Government where we have this same problem. Frankly,
that is just unacceptable. We have to have auditable financial
statements for every agency of the Federal Government.
The Comptroller General went on to say in his testimony, ‘‘While
we are encouraged by DOD’s recent plans and efforts to fundamentally transformer its financial management operations, several
DOD business practices, including financial management, remain
on GAO’s list of high-risk programs designated as vulnerable to
waste, fraud, abuse, and mismanagement, or are in need of transformation.’’
While it is good to see there is some progress being made in this
area, it is unacceptable the Pentagon is still incapable of being audited. It is very difficult to weed out waste, fraud, and abuse if we
cannot get an accurate accounting of where defense dollars are
going or any other dollars are going.
It is also troubling that the Department of Defense continues to
spend billions of dollars every year on programs that are later completely canceled. Here is how an article in the Federal Times described the problem last month, and I quote: ‘‘In the budget submitted on February 13th, the Department of Defense proposed canceling or changing production schedules for about 20 major programs.’’
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‘‘Although the costs associated with ending these efforts might
not be that large, the amount of money already spent on them is
substantial.’’
‘‘Over the past 10 years, the Pentagon has spent about $46 billion, using current dollar estimates, on development programs that
were terminated and never entered production.’’
Now, I think we understand how some of this happens, but $46
billion is a huge amount of money, a staggering amount of money.
We simply have to do better than spending $46 billion on things
that are never, ever built.
I want to conclude with a quote from former Defense Secretary
Robert Gates. In an interview on CBS’ ‘‘60 Minutes’’ last year, he
stated, and I quote: ‘‘The budget of the Pentagon almost doubled
during the last decade, but our capabilities did not particularly expand. A lot of that money went into infrastructure and overhead
and, frankly, I think a culture that had an open checkbook.’’
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Well, we cannot afford an open checkbook anymore. The culture
simply has to change. As I said before, we need to ensure that
every dollar going to defense is essential to advancing our national
security interests.
With that, we will turn to Senator Sessions for his opening comments, and then we will go to our witnesses, and then we will open
it to questions. Senator Sessions, thank you for helping organize
this hearing.
OPENING STATEMENT OF SENATOR SESSIONS

Senator SESSIONS. Thank you, Mr. Chairman.
You know, as a percentage of our Government, our Nation’s
GDP, defense spending is maybe half what it was even in the
1980s, and I believe truly, having seen them perform, that our military is the most responsive agency of our Government. General
Barno has been there, but you give the military a mission, they do
it. They do not get paid overtime. They work 12-hour days, 7 days
a week, away from their families in the most difficult conditions,
and that is why we have created a certain contract with them that
we treat them differently than we do normal civilian employees
who, for the most part, can go home at 5 o’clock, and if they have
to work, they get paid overtime and that sort of thing. So I am
pleased to have our distinguished guests today.
In order to comply with the Budget Control Act, the President’s
budget contains historic cuts to the defense budget of $259 billion
over 5 years and $487 over 10 years. Cuts of this magnitude mean
that over the long term DOD’s budget will be flatlined in inflationadjusted dollars and average negative real growth over the President’s budget window of 10 years.
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The President’s budget does not include now, the new budget
that is submitted, the impact of the additional $535 billion in cuts
from the fallback sequestration, which most everyone—with maybe
a few exceptions—including Secretary of Defense Panetta and General Dempsey, believe would be catastrophic to our military and
the security of our Nation.
The sequester spending reductions I believe in general must go
forward. It was an agreement to reduce spending by $1.2 trillion.
But all Government departments and agencies must tighten their
belt, not just Defense. But the President’s budget plan as he just
submitted wipes out the entire sequester, thereby increasing
spending immediately by $1.2 trillion, then spends another $400
billion, and raises taxes by $1.8 trillion.
It increases spending, totally abandoning the BCA sequester reductions, and increases taxes to pay for even more spending. All
the while, the President falsely asserts he is reducing spending.
That was his announcement with the budget. So it is hard for me
to see how a significant budget agreement can be reached when we
are dealing with an administration that far off reality.
In August, we came to an agreement that $2.1 trillion needed to
be cut from our budget, and we need to stick to that goal. We can
do that. But we should accomplish the required cuts with reductions in all areas of spending, not primarily defense.
Today entitlement spending makes up 60 percent of the budget
while defense makes up less than 20 percent. Fifty year ago, 1963,
we spent 48 percent of our budget on defense and 26 percent on
entitlements. We should not allow the prospect of an additional
$500 billion in cuts to national security spending to continue while
automatic entitlement spending continues relatively unscathed.
From 2008 through 2011, while the defense budget increased by
10 percent—that is what the base budget increased from 2008,
about 3 percent a year—spending on food stamps grew 100 percent;
Medicaid increased by 37 percent. Yet defense spending will receive
50 percent of the cuts under the fallback sequester. Food stamps
and Medicaid are totally exempt, not a dime reduced in their
spending. By 2030, the entitlement growth of spending will consume the entire projected revenue of the United States Government.
Compared to last year’s request, the Budget Control Act would
have defense spending, one-sixth of the budget, experience a 20percent reduction in real dollars over 10 years. I think that is a
mature way to analyze it. In inflation-adjusted dollars, how much
will it impact? It will be a 20-percent reduction.
Nondefense spending, the other five-sixths of the budget, would
experience a 50-percent increase over the same time. In order to
bring proportional equity to the cuts, total nondefense spending
would need to be cut an additional $3 trillion over 10 years. At the
same rate, everything else would have to be cut $3 trillion. So we
can all agree that defense can and should contribute to reducing
our deficit, but not disproportionately and not at risk to our national security.
Additionally, from 2009 through 2010, the first 2 years of President Obama’s term, nondefense discretionary education, welfare,
personnel, environment—that spending increased 24 percent while

1019
the base defense budget increased approximately 6 percent over
those 2 years. Thus, the cuts that are falling on nondefense discretionary fall on a surged baseline. Also, the 2-percent cut to Medicare produces approximately $117 billion. Thus, the nondefense
discretionary cut is really not $535 billion but about $400 billion,
and from the record higher levels. And this does not include any
stimulus money. We are not counting stimulus money when we
talk about this.
The point is the sequester cuts I think must be adjusted but not
eliminated because we have to reduce spending. The most dangerous aspect of this budget is it does not alter the growing debt
crisis. We remain on an unsustainable path. Instead, it maintains
our current course and increases our gross Federal debt by another
75 percent over the next 10 years, from about $15 trillion today to
$26 trillion in 2022. By 2018, 6 years from today, our interest payment on the growing debt of the United States will exceed our total
spending on national defense. By 2022, our interest payments will
exceed $850 billion, more than we are spending on defense. We are
spending about $240 billion on interest today. So we are talking
about another $500 billion that will be sucked out of our budget
year after year because we cannot control spending today and continue to run up debt.
Admiral Mullen once said, ‘‘Our debt is the greatest threat to our
national security.’’ This budget is proof of that. Under this budget
the President—our course, I guess where we are heading, is proof
that if you do not get spending under control and entitlements take
up 100 percent of the budget by 2030, we are not going to be able
to provide the defense we need to secure America’s future.
So under the President’s budget, he is ignoring the debt warning,
and the administration is refusing to fight the largest national security threat the country faces, which is the debt.
Thank you, Mr. Chairman. We have an excellent panel, and I
look forward to hearing from them.
Chairman CONRAD. Let me just say, we have places where we
agree, places where we do not agree. I think for the purposes of
this hearing, a place where we do agree is, as I hear you say it,
we need the savings of the sequester, but the way it has been designed, I think we would both agree, on funders makes no sense.
And we have to find a better way.
The other thing, I think, where we agree is long term we have
to deal with mandatory spending. That has got to be a focus of
what we do.
I also believe we have to deal on the revenue side. These are
challenges we must face up to, and I also personally believe we are
going to have to find some additional defense savings beyond what
was in the Budget Control Act. I am not counting the sequester
here. I think the sequester, $535 billion, the way it has been done
there and the amount would just be a mistake.
Senator SESSIONS. Thank you. One thing I am also looking at,
Mr. Chairman, I just have to throw out, is the health care bill, the
President’s health care bill. That is going to cost probably $700 billion more than expected. We have double-counted money. So as I
look at the numbers, we are going to have to confront that. Just
because we do not have the money, no matter whether we like it
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or not, we have to strengthen the programs we have, Medicare, Social Security, put them on a sound basis before we do a new one.
But that is another subject, and let us go to defense.
Chairman CONRAD. Let us do that. Obviously, this is a place
where we have a disagreement. The Congressional Budget Office
tells me with respect to the health care bill that in the second 10
years that reduces the deficit over $1 trillion. So this is a place
where obviously we have a disagreement.
Where we do not have a disagreement is that health care funding
is the 800-pound gorilla, and it has got to be addressed. But today
we are here to discuss defense. We will begin with our distinguished witnesses. Dr. O’Hanlon, thank you very much for being
here. Please proceed.
STATEMENT OF MICHAEL E. O’HANLON, PH.D., SENIOR
FELLOW, THE BROOKINGS INSTITUTION

Mr. O’Hanlon. Senators, it is a great honor to be here and I
would like to talk about some options for additional possible reductions in defense, but again to establish the spirit in which I am laying these forth.
It is similar to what I have heard from both of you Senators so
far in the sense that these are reluctant proposals, if you will. They
are not proposals for additional reductions in defense spending that
I think are somehow inherently desirable because they would make
us leaner or meaner or more efficient per se. I think we are already
seeing that dynamic in effect from the first round, first tranche of
the Budget Control Act.
So these, in a sense, are reluctant proposals. But in the spirit,
as Senator Sessions just said, about how debt itself has become a
threat to our national security, if we get to a point of comprehensive deficit reduction, I think we may need to see more additional
defense cuts of a modest amount. I do not support Simpson-Bowles
or sequestration. I think those levels are excessive. But that is the
spirit in which I want to lay out a few proposals.
In doing so, I would commend the administration for having put
already a floor underneath certain capabilities. I think it was
smart for the administration to say, for example, to friends, allies,
neutrals, and potential rivals in Asia, we are not going to cut from
Asia. Now, that can be read in slightly too technical of a way. I am
not suggesting you have to keep every single Marine on Okinawa
there indefinitely and so forth. But the basic notion of keeping capability in the Western Pacific and also the Persian Gulf, I think
these should be viewed as irreducible, minimal requirements for
our role in the world and we need to make sure that our current
presence and our crisis responsibility remains essential what it has
been, even as we look for other efficiencies. That is perhaps the single most important example that I would put forth of the kind of
irreducible, minimal requirements we have to maintain.
But having said that, let me now, if I could, offer a few suggestions on where we may be able to reduce the programs or the
weapons of acquisition plans or the budgets of the Department of
Defense a bit more—a bit more—than has already been put on the
table.
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I have one more caveat, though, about this, which is that as I
read the Obama budget, it may be slightly too optimistic. I am not
sure that they have made enough program cuts and weapons program cuts to comply with the first tranche of the Budget Control
Act. In other words, the ideas I am about to put forth, and you may
have your own suggestions, of course, as well, some of these additional cuts in forces, in weapons, may be needed simply to comply
with the $487 billion ten-year target of reduction. I am not persuaded the administration has found $487 billion in its ten-year
plan under the reductions that I have seen.
For one thing, just to give an example, they posit the possibility
of $60 billion in efficiency cuts, which they do not explain. And, of
course, these are notion, hopeful, potential reductions, and we always talk this way about defense. Back in the 1990s, we were
going to privatize everything, remember, and that was going to
save us 20 percent. And then look what privatization did. It had
some benefits, but it also did not generate nearly the kind of savings that we hoped for and it had some consequences, as well. So
I think those kind of numbers make me a little suspect that we actually have seen the administration come up with a ten-year plan
that is going to comply with the ceilings.
So some of what I am about to put on the table, and I will now
turn to those six very specific ideas, just tick them off and then
look forward to my colleagues’ presentations and your questions,
some of these may be needed simply to comply with the $487 billion requirement and not get us to any additional budgetary savings. Let me now quickly turn to what I am proposing.
On the ground forces, I think it is good that the ground forces
are not going to be slashed the way that some people ten or 12
years ago were proposing. We could almost envision a post-ground
force way of thinking about future American combat. So I am glad
the cuts are not going too, too far.
On the other hand, the current Obama plan would keep the
Army and Marine Corps in their active duty capabilities larger
than they were in the 1990s, larger than four Secretaries of Defense, two of each party, supported during that period of time at
a moment when Saddam Hussein continued to threaten the region.
We still have plenty of problems in the Persian Gulf, but they have
shifted more towards a maritime and an irregular kind of capability, I think, and less a classic overland invasion, and yet we still
are planning to keep Army and Marine Corps active duty forces
larger than they were in the 1990s.
Now, I am not in favor of huge additional reductions, but I think
we can look to make the Army and Marine Corps in their active
duty capabilities slightly smaller than they were in the 1990s. So
that would be idea number one.
Idea number two, then, looks to the Navy and says the Navy is
doing some wonderful things in terms of being more efficient and
thinking of how they do their forward presence mission a little differently than they have in the past. But I would submit that it is
time to ask the Navy to go to the next level of innovation. And the
Navy itself has come up with these ideas. It is not just some Brookings analyst who is coming up with this concept, but the concept
is called sea swap or crew swap.
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As currently, the Navy likes to have one crew stay with one ship
all the time. They form up a crew. They train a little bit in American waters. They go off and they do some short exercises and then
they finally transit the ocean to spend a total of maybe four months
on station in the Persian Gulf or the Western Pacific and then they
come back home. When you do the mathematics on that, it takes
the Navy about five ships in the fleet to maintain one on forward
station at a time. It is a very inefficient way of doing force sizing.
Now, if you—granted, you can overstate the problem because the
Navy also needs a certain size fleet for possible wars. It is not simply the forward presence mission that drives the size of the Navy.
But they have been less efficient than they could be.
And what is now, I think, feasible and actually necessary is to
start asking more than one crew to share a given ship. And so a
crew could train on a ship in American waters and then fly overseas to relieve a crew that had already done a six-month tour,
which would then fly home. So you would have two crews share
two ships, for example, and the mathematics of this are pretty interesting. You get maybe 35, 40 percent more efficiency in terms
of number of deployed days per ship. I am not suggesting that allows you to make the Navy 35 percent smaller, but it may allow
you to make the Navy five or ten percent smaller and still maintain that capability in the Persian Gulf and in the Western Pacific.
I have four more ideas in 34 seconds, so let me speed up. In fact,
let me just do a couple.
On nuclear forces, I would say the following—
Chairman CONRAD. Let me just say this to you. With the attendance that we have, I would prefer that you give us all the ideas—
Mr. O’Hanlon. Okay.
Chairman CONRAD. —that we get them, and we will provide additional time to the other witnesses, as well. Is that okay? And we
are going to have plenty of time for members, as well.
Mr. O’Hanlon. I will still try to stay crisp, but thank you for the
time.
Chairman CONRAD. I think it is very important we get all the
ideas out on the table.
Mr. O’Hanlon. Let me turn to nuclear forces briefly. I think it is
important that the United States retain strategic parity with Russia and retain a substantial strategic advantage over China in the
coming years and decades. However, I do not think the composition
of just how we deploy those nuclear forces matters as much as it
did in the Cold War. The details of the single integrated operational plan do not matter as much. And I think there are ways
to put 1,550 strategic warheads on a smaller number of platforms
and save money.
I will give one example. As we have already reduced the ballistic
missile submarine fleet from 18 to 14. We took four of those ships
and converted them into cruise missile, special force carrying submarines. We may be able to do the same thing with four to six
more submarines and deploy the Trident subs with the originally
intended 192 warheads per submarine. So you could have eight
submarines maintain the required capability instead of 14. It is the
kind of idea that I would like to see us debate.
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Also, the Lawrence Livermore Laboratory, as has, together with
Los Alamos, been our primary nuclear weapons design laboratory
for several decades, and we have had the idea that it is good to
have competitive laboratories given the importance of this mission.
I actually think that we need a little different approach towards
warhead design these days.
I would do two things. I would actually make Livermore’s role in
nuclear warhead design much less, orient Livermore more
around—or, excuse me, the energy, civilian energy challenge broadly defined, have its role in nuclear forces be less, and partly as a
way to make sure that our force remains dependable and reliable,
I would actually build a new kind of nuclear warhead, but it would
actually not require testing. It would be built conservatively. The
idea would be to have it be something that could reliably be depended upon even without testing.
It goes a little bit back to the debate we had a few years ago
about the so-called reliable replacement warhead. That probably
should never have been termed a new warhead and I probably
should avoid that phraseology myself because that makes people
think we are modernizing. I am talking about building something
simpler and more dependable that does not require testing. And if
you do that and you add that to the portfolio of existing designs,
you can be a little bit more relaxed about pulling Livermore off the
main task. And I think it is actually a prudent way to think about
long-term stockpile stewardship in an era where I doubt we are
going to test again no matter what.
A couple more ideas. On the F35 fighter program, I am a supporter of the F35. I think we need stealthy attack airplanes. But
I think, also, that the last ten years have shown us we do not really need these kind of planes for most of the smaller and weaker
foes that we face. We have so many ways of going against their air
defenses, so many ways of attacking them from standoff range, of
using drones, of using precision strike ordinance. I think the role
for the F35 is less and it is primarily oriented around the possible
China threat. I do not think there is a very high likelihood of U.S.China war, but I think in order to maintain deterrence we do need
to have a big enough F35 program to populate most of our major
bases in the Western Pacific and Southeast Asia if we do wind up
in a serious crisis with China.
But when I do the mathematics of all the different bases I think
we could plausibly put F35s on land or at sea, I do not see a requirement for more than about 1,000 planes in dealing with the
possible China threat. So I would roughly cut the F35 program in
half, broad terms, half, 40 percent, allowing for an attrition reserve, allowing for some capability against an Iranian threat. I am
not suggesting China is the only concern, but it is the major reason
and the major way in which I think we could shape that program
and size it. Really, the F35 program has been sized simply to replace existing airplanes. I do not think that is the best way to
think about sizing a plan in this day and age.
And finally, let me just mention the Littoral Combat Ship. Again,
it is an important program. We need shallow water, green water
capability. I am not suggesting we end the Littoral Combat Ship
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program, but it has been a somewhat troubled program. I think it
has migrated into a more high-end program.
What I would suggest is that instead of buying the intended
number of more than 50, that we buy a more modest number and
view the LCS ships essentially as the central or mother ship in flotillas. That would involve buying a number of the new technology
ships that are out there—I would mention the Stiletto or the Sea
Hawk as a couple—that ride high in the water, that can go 60
knots, that are relatively stealthy, that are more expendable. And
the LCS would then be essentially the mother ship in a flotilla that
would have more capability. You may wind up with more ships, not
less ships, but I think the overall cost would decline.
I think I will leave it at that, Senators. Thank you for the opportunity.
[The prepared statement of Mr. O’Hanlon follows:]
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Chairman CONRAD. Thank you for the good ideas.
General BARNO.
STATEMENT OF LIEUTENANT GENERAL DAVID W. BARNO, USA
(RET.), SENIOR ADVISOR AND SENIOR FELLOW, CENTER FOR
A NEW AMERICAN SECURITY

General BARNO. Mr. Chairman, Ranking Member Senator Sessions, members of the committee, thanks for allowing me to share
some perspectives this morning on the Defense Department’s fiscal
year 2013 budget.
I am going to take a little bit of a different tack than Michael
did, although I would be happy to come around and talk to the
points he has advanced later in questions, I think the majority of
which have a lot of merit, but we can defer that until a bit later.
Today, I think our discussion is, in a way, about a broader issue
facing the people of the United States. When we are evaluating national defense, how much is enough?
This morning, we have an opportunity to comment on one of the
most important national security decision points the United States
has confronted, I think, in the last 50 years. These hard choices in
front of us, as we put it in our Center for a New American Security
Report last October, will shape not only the future of U.S. defense
for decades to come, but in many ways will potentially reshape and
redefine the role of the United States in a changing world of the
21st century.
The current debate that has seized our nation and our political
leadership has to do not only with putting Americans back to work,
reducing exploding debt and annual deficits, about entitlements
and taxes, about living as a nation within our means, but it also
fundamentally has to do with where the United States is going to
fit into this new world.
Despite today’s focus on the defense budget, many of us believe
that the fiscal crisis facing the United States requires the Congress
of the United States to address the deep structural problems of revenue and entitlement reforms that are central to balancing America’s budget. To date, our fiscal liabilities have seemingly been both
too large and too politically contentious to achieve bipartisan consensus on how to best address them. But these hard realities are
going to reshape the U.S. Department of Defense, either by choice
or by default. Our discussion today will address just how they are
going to impact national defense in the near term.
As we look around the world today, we see prospects for a slow
but inexorable relative decline in U.S. global economic power over
the coming decades. At the same time, during this same period, we
Americans will continue to choose our military position in the
world. Today, there is substantial risk that if we make ill-informed
choices in defense spending over the next decade, we will electively
choose to diminish our military capabilities at the very same time
when we are involuntarily facing a decline in our global economic
primacy.
To emphasize, we as a people alone decide our military investments and our strength, and we as a nation have always been willing to pay whatever it takes to secure our people and our freedoms.
Yet today, driven in large measure by fiscal worries, we must ask
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how much should the United States Government spend on defense
to secure our people and how much risk are we willing to tolerate?
Since we published our October 2011 ‘‘Hard Choices’’ report,
which I have submitted today for the record, the administration
has published new strategic guidance in January and submitted its
fiscal year 2013 budget last month. Both of these documents, in my
judgment, are fundamentally sound. Each reflects the realities of
our difficult fiscal position while acknowledging the necessity of
maintaining America’s preeminence as a military power. Notably,
both documents make choices and set priorities for focusing finite
U.S. power and military investments.
[The information of General Barno follows:]
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General BARNO. Looking ahead, I would be very confident in the
ability of the United States to maintain both our long-term highly
successful global engagement strategy and our preeminent military
position with this budget supporting the newly refined strategy.
The debate now focuses, in a sense, upon the trade space between the left limit of $487 billion in defense cuts over ten years
reflected in the fiscal year 2013 POM and the right limit of $1 trillion in cuts mandated by the sequestration provisions of the Budget
Control Act. Whereas I support the planning and strategy reflected
in the $487 billion in cuts, I judge the sequestration outcome, the
right limit, unacceptable in both its size and its arbitrary application. In my opinion, that would place our ability to defend vital
U.S. interests around the world at very high risk. I fully agree with
Secretary Panetta in this regard and urge a speedy effort to revisit
this looming problem.
Is there room for deeper cuts in defense beyond the $487 billion
reflected in the fiscal year 2013 POM? That question cannot be answered simply by assessing the financial costs and benefits of different budget options. Instead, it is a fundamentally strategic question about the level of risk we are willing to accept. We must clearly understand that further cuts—what further cuts could actually
mean to the U.S. military’s capabilities, to our successful engagement strategy, and to our ability to respond to unanticipated national security threats.
This is not simply a numbers game and any sound assessment
will ultimately have to involve a combination of both art and
science, subjective judgment and objective analysis. I look forward
to having that conversation, and I think Michael’s comments and
suggestions this morning are worthy of some serious discussion on
our part.
Finally, I think it is important to close with some thoughts about
the people who will bear the primary burden of these impending
changes in U.S. defense. Hundreds of thousands of young American
men and women have borne the brunt of over ten years of war that
continues still today. Tens of thousands have been wounded and
over 6,000 killed. They will continue to fight at the behest of our
nation for many years to come, going into battle literally every single day in miserable conditions around the world, separated from
their friends, their families, their homes. Hundreds will not come
back alive.
Any changes to the defense budget must keep faith with them,
with their courage, with their sacrifices and their valor. They have
carried the nation’s water while the other 99.5 percent of us back
here at home have gone about our daily lives unmarked and largely
unaffected by these wars. Any defense drawdown must respect
those who have served and continue to serve and both shield and
honor the deep sacrifices that these warriors have made. We as a
nation owe them at least that much gratitude. They have more
than earned it.
Thank you very much for giving me an opportunity to share
some thoughts with you this morning on these difficult choices and
I look forward to some more detailed questions as we get into the
follow-on session. Thank you.
[The prepared statement of General Barno follows:]
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Chairman CONRAD. Thank you, General Barno. And just for
those who are listening, General Barno has a very distinguished
record himself of service, having spent many of his early years in
Special Operations Forces with Army Ranger battalions, including
combat in both Grenada and the Panama invasions. In 2003, he
was selected to establish a new three-star operational headquarters
in Afghanistan and took command of the 20,000 U.S. and coalition
forces in Operation Enduring Freedom and is given credit for devising a highly innovative counterinsurgency strategy with our partners.
So, General Barno, you have a very distinguished record, and
when you said 99.5 percent of us and you said ‘‘us’’—I noticed
that—you could have—should have excluded yourself, because you
have served and we deeply appreciate it.
General BARNO. Mr. Chairman, I should add, I have two sons in
the family business, both Army Captains, one of whom is deployed
right now, so their sacrifices are far more important than any I
have made to date, and so it is a personal effort, as well.
Chairman CONRAD. Well, we appreciate that.
Dr. CARAFANO.
STATEMENT OF JAMES JAY CARAFANO, PH.D., DIRECTOR, ALLISON CENTER FOR FOREIGN POLICY STUDIES, THE HERITAGE FOUNDATION

Mr. CARAFANO. Thank you, sir. As background to my testimony,
I would like to briefly discuss the general principles of defense
planning.
I actually think that the best comparison for thinking about defense planning is insurance. In many ways, they are comparable,
because in insurance, you do two things. On the one hand, you
think about what do you have to do to mitigate risks, much as the
military is really designed to prevent wars and conflict. And on the
other hand, it is based on the value of what you are defending.
And for most of American history, Americans have actually been
very common sense about their approach to defense planning,
much like insurance. Insurance recognizes that we live in the real
world, which is a complex, non-linear place, and that marginal adjustments do not mean very much. And so, for example, you do not
change your homeowners’ insurance because one hurricane season
you do not have a lot of hurricanes because you anticipate that in
the future, you might indeed have hurricanes, and there tends to
be a certain amount of stability there. And I think that is true for
defense planning, as well.
And so when you look over the vast run of American history, for
most of American history, really from the American Revolution up
to World War II, America’s defense commitments are fairly consistent, now, except in wartime, of course, when they increase, but
then after wartime they go back to a fairly common level.
Nineteen-forty-five comes around and America becomes a very
different place after 1945. We were a very, very different country.
We were simply the world’s largest economy. We have—the American flag flies everywhere on the globe. We have global interests,
global interests to protect and global concerns. That happens concomitant, though, with the outbreak of the Cold War, where we do
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something that is absolutely totally unprecedented in American
history. We go to spending, on average, about 7.5 percent of the entire nation’s wealth on defense. We never did anything at that level
in peacetime in our history and we did it for decades, and it
masked the really, really important question, which is what is the
new normal?
America is not the same country it was before 1945, so what is
the normal now? Well, we know it is not 7.5 percent of GDP. Nobody thinks that you need a defense, to have a superpower rivalry
with the Soviet Union. But we did not know what the new normal
was. And so I would submit we spent the 1990s trying to find the
new normal and the answer was less, and we went less and less
and less.
And I would argue, at the end of the 1990s, we really found the
basement. And as an officer serving in the Pentagon, I watched
this firsthand. We had hearings much like this where my chief and
the other chiefs would come in the room and they would talk about
the readiness issues that they had, which were growing and very
significant. We had the lack of modernization, where we had not
really modernized on a grand scale since the end of the Cold War.
The U.S. Army had difficulty responding to even minor contingencies like Kosovo. And we were certainly, certainly not ready for
the challenges that we saw that we had to face in the post-9/11
world.
So my number one concern is this budget and the future budgets
that this President anticipates is basically taking us back to a military of the size and relative capabilities that we had in the 1990s,
a military that we knew then was too small to protect our interests.
And I want to be very clear here. Sequester is not the problem.
I think there is a mood in Washington that if we could just get by
sequester, we will have dodged a bullet. I do not think that is true.
To me, sequester is like the doctor coming in and saying, ‘‘You are
not going to die of a heart attack, but you are going to die of cancer.’’ The military that we have programmed for the future, I do
not believe is adequate to meet our national security needs.
So in my statement today, I try to address five issues. One is I
address these concerns.
Second is I try to highlight where real savings are, and we did
a very, very extensive review and we identified five areas where we
think that there really are potentials for real serious savings in defense. They are in health care and compensation reform; removing
extraneous items from the defense budget; and looking through the
DOD’s plan sufficiency programs and where there are areas where
you could actually make serious reductions, including in the size of
the DOD staff; moving to what is called performance-based logistics, which has tremendous potential savings in defense, far more
than I think than marginal cuts in procurement or marginal cuts
in changes and operating capability; and then, finally, in the area
of auditing, where we do think that if we move towards a best
practices model on private sector auditing systems we could garner
significant savings. We have done detailed reports on these. I
would be happy to submit them to you or submit them for the
record. I have brought them with me here today.
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Chairman CONRAD. We will make those part of the record.
Mr. CARAFANO. The third area that I addressed here is the imperative of investment recapitalization in the military, which has
not gotten much discussed here today.
Fourthly, looking at maintaining capability and where we need
to invest in new capabilities.
And fifth and most important is to come here today to advocate
for your support for a budget that simply takes us in a different
direction. I do think that this country and this Congress and this
President can pass budgets that balance budgets in future years.
I think that can be achieved in as little as ten years. I think it can
significantly cut into the deficit. I think we can do that without
raising taxes. I think we could do that in a manner that would
leave every class of Americans better off than they are today. And
I think we can do that with having sustainable, robust defense
budgets for decades in the future.
Thank you, sir, and I look forward to your questions.
[The prepared statement of Mr. Carafano follows:]
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Chairman CONRAD. Well, let me go right to, Dr. Carafano, the
five areas that you have identified where there could be savings responsibly. Could you give us a couple of sentences, at least, on each
of those areas, things that we should be looking at as a committee.
Mr. CARAFANO. Yes, sir. We were disappointed with the administration’s proposals for adjustments in TRICARE in this budget because essentially what we are getting is marginal adjustments that
are really all pain and no gain. And there is really nothing in it
for the servicemember.
So we would argue that what we really need here is substantial
reforms that move from a defined benefit system to a defined contribution system, and reforms particularly that would make
servicemembers’ benefits, particularly in health care and retirement, portable. We call this kind of the ‘‘rucksack approach,’’ that
somebody ought to be able to move from the National Guard to the
Reserves to the active duty, and the one thing they should never
have to worry about is what is going to happen to their health care,
what is going to happen to their retirement benefits.
I think that is important not just for the potential savings in the
growth of manpower costs, but I think continuum and continuity
of service is going to be the single most robust thing we could do
in order to increase recruiting and retention. We have a very mobile workforce. We have people staying longer, getting older. People
should be able to serve when they want to, at their convenience,
and not have to make difficult economic choices in order to volunteer for military service.
So rather than the past, we kind of incentivized active because
we wanted people to stay for 20 years and we did not want to encourage them to leave and go into the Reserves or in the National
Guard or take a time out in their career. Now, I think we want to
facilitate that, because I think we have enough people in this country that have the propensity to want to volunteer, and if we make
it easy for them to serve, they will come and be there for us when
we need them, and I think we are going to deliver not just reforms
that save DOD money, but we are going to deliver to
servicemembers the kind of benefits that they think—that they are
used to and they are appropriate for and they feel comfortable with
in a 21st century workforce.
On the removing extraneous items, we have a list of what we did
in last year’s budget. We think it is instructive. You note, for example, that the Army R&D budget is 50 percent of that is earmarked.
The Army does not decide what it does in 50 percent of its research
plan, somebody else does. I think that is probably not right.
On the efficiencies, I think you did hit the nail on the head. I
think we have grown DOD staff far too much. We took the concept
of jointness, which was an operational concept, and we tried to
make it an administrative concept. And the notion of having more
jointness driven administratively as opposed to building joint operational capability is, I think, incorrect. I think we went too far. I
think we can divest in DOD staff in terms of both operational and
development of capabilities, divest many things back to the services.
Logistics-based performance is really a kind of a two-part exercise. One is—
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Chairman CONRAD. Can you take a minute and explain to us—
I was very intrigued by your reference there. Can you help us understand what your vision is there?
Mr. CARAFANO. On the defense staff?
Chairman CONRAD. No, logistics base.
Mr. CARAFANO. Yes, sir. So logistics base performance is really
kind of a two-part exercise. The first part is, again, following best
practices in the industry, shifting to metrics that actually measure
valuable deliverables. So the important metric is does the service
person in the field get what they need when they need it to get the
job done. It is not gross terms of how much stuff I move from A
to B. Adopting those kinds of metrics has helped companies like
FedEx become incredibly efficient in how they do business.
The second part of that is really looking at partnerships between
the depots and the private sector industry in managing and participating in dealing with life-cycle costs. So Letterkenney is a very
good case study where they have partnered with industry early on
and where they together manage life-cycle costs and have gained
significant efficiencies.
Then the last area, again, is auditing. I am not an auditing expert, but I do know this: If you audit bad, you get to a bad place
very quickly. So you can impose all kinds of auditing things, but
if you audit like Enron, you are going to get to a bad place. So rather than have a mantra and drumbeat that says let us audit, let us
audit, let us audit, let us audit correctly in a way that enhances
efficiencies and does not detract from them. And, again, we think
a strategy that is based more on private sector best practices will
get us there.
You know, I do have to footnote all of this. We think that procurement in the military, buying the capabilities we need, which
directly then impacts on readiness, so an aircraft, for example,
where 80 percent of the cost of an aircraft is in the life-cycle costs
of the aircraft, modernization and readiness are kind of twin pillars. We think that we have been underfunding that for about $50
billion a year for well over a decade, and we all know that the large
proponents, the increase in the costs in the last decades have gone
for operations in Iraq and Afghanistan and elsewhere. We have
under-recapitalized our force, and that butcher’s bill is growing.
And if all we do is look at current costs and we do not look at the
neglect of the past, we do not really truly understand the cost of
maintaining adequate capabilities.
So we would like to find significant savings. We would like to
plow those back into really getting the modernization accounts
back where they need to be. This administration, this budget has
a 17-percent cut in procurement, which is dramatic considering the
underprocurement that we have done for well over a decade.
Chairman CONRAD. You know, I find myself agreeing with you in
part and disagreeing in part because when I see $46 billion spent
on systems that never were deployed, that is a big waste of money.
Mr. CARAFANO. All right, sir. And let us remember, part of that
is because we canceled them
Chairman CONRAD. Let me just—yes, we canceled them for a
reason. We canceled them because—
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Mr. CARAFANO. Because the Government did not want to fund
them.
Chairman CONRAD. Please. When you are the Chairman, you actually get a chance to make your statement without being interrupted by the witness. So, look, we cannot afford to spend money
on things that we ultimately decide are not valuable to deploy.
With respect to audit, you cannot manage unless you can audit.
You know, I have a business background. I do not know of any
business that can manage without being able to audit.
Dr. O’Hanlon, I would like to go to you. You have given us six
distinct areas where you think savings could be achieved. Do you
have any idea how much could be saved in those six areas, what
dollar amounts?
Mr. O’Hanlon. Thanks, Senator. Yes, I have ballpark estimates
for each. For the ground forces, once phased in, this would be about
a $10 billion-a-year savings. Now, it would take time to phase that
in, and these are above and beyond the reductions that are already
planned. So over a 10-year period, even if we did this and made
the Army and Marine Corps slightly smaller than in the 1990s—
and obviously there is some debate on the panel about whether
that would be advisable, but I think at this point in history it could
be. Nonetheless, the savings are probably going to be $50 to $60
billion over 10 years.
On the same kind of thing with the Navy concept of Sea Swap,
I think the potential savings here are at least $5 billion a year.
But, again, it is going to take the Navy some time to get to this
concept. They are going to have to work out where they can do
overseas maintenance of ships a little bit more than they do right
now, for example. So I might anticipate $40 billion in 10 years savings in a ballpark sense.
With the F–35 and the Littoral Combat Ship, for example, it depends, of course, whether you try to make the savings quickly and
just slow down the rate of production and have it be a slower pace
over a longer period of time, or once the F–35, for example, is up
and running and looking good, do you just go ahead and buy all
1,200 or 1,300 or 1,400 planes and then be done with it? If you do
the latter, you do not save any money in the 10 years. But it is
probably better business practice in many ways because it drives
down your unit cost and improves your chances of having the export markets stay in good shape.
So when I put all this together—and I also acknowledge that,
again, the administration may not yet have generated enough program cuts to satisfy the $487 billion requirement. I think when I
add it all up, I am in the range of $100 billion in additional budget
savings over a 10-year period.
Chairman CONRAD. Let me just say that one place Dr. Carafano
mentioned that I have seen for some time as replacing our legacy
systems, it is real hard to see how we do that with the budgets that
we have going forward. You know, if we look at our tanker, if we
look at our bomber, if we look at our major ships, the time for recapitalizing is unfortunately coming all at once. And my own belief
has been we are going to have to have a different way of financing
the acquisition of major systems, and we are going to have to
spread costs over time. Right now we buy everything cash on the
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barrel head, and there are some very good reasons to do that. But
when you have lots of legacy systems needing recapitalization at
the same time, it is very hard to see how that works.
General Barno, I wanted to give you a chance in terms of what
you have heard here today from the other witnesses, anything you
would want to respond to, something you feel strongly about or
want the Committee to know?
General BARNO. Absolutely, Mr. Chairman, and I would like to
start with some of Michael’s points. But to your last point as well
in terms of recapitalization of legacy systems, one of the things I
worry about as I look at how we are planning to invest some of
these dollars in systems is that we are building for yesterday instead of tomorrow. The tanker fleet might be an example to think
about. Are we building a tanker fleet that is going to be predicated
on having 2,400 F–35s, very short range manned strike fighters
that I have to continue to refuel to get them to the target area as
opposed to investing differently in putting a deeper investment now
in unmanned long-range stealthy strike assets that could fly off of
carriers or fly off of land bases that might not require the size of
that tanker fleet?
So we are at a bit of a cross-point now in terms of what technology, particularly I think in the unmanned submersible and unmanned air systems, is giving us, and yet we are still looking
through the lens of yesterday in a sense as how we buy what might
be the last manned aircraft out there.
You know, to Mike’s point on the F–35 specifically, I would
agree, I think taking about a 50-percent cut in the total number
of F–35s, ballpark, is an acceptable risk if you then invest in accelerating your development and your fielding of unmanned strike
platforms and then perhaps filling in some of those gaps with a
fourth-generation fighter.
So how you decide that mix is extraordinarily important, and I
am concerned in some ways that we are building the best biplane
in 1936 because we cannot see that 10 years later we are going to
have the skies dominated by jet fighters. I see that in ship building, to some extent, and I certainly see that in some of our manned
air platforms.
So to Michael’s points across all those, I would say ground forces,
I think we can go lower. I am not sure we want to go much deeper
than the 1990s levels. That would be about 482,000 in the Army
and about 175,000 in the Marines. I absolutely endorse the idea of
crew rotations in the Navy for smaller vessels. You cannot do that
with an aircraft carrier, but you can certainly do that with DDGs,
destroyers, and things of that nature.
Nuclear forces, I think there is room for maneuver there, within
New START, and there are places for some significant savings in
that arena while maintaining a robust nuclear deterrent.
Then, finally, in Littoral Combat Ship, I also agree with that. I
think that ship was built for a different era. It was built for a belief
we are going to be in the Littorals where the threat would be different. And there have been a number of questions raised by the
test community, some of which have been documented by the Congressional Research Service, on the survivability of the LCS. So
whether we need to buy as many as we originally thought versus
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making some other trade-offs, perhaps investing, in my view—and
I think Mike wrote this as well, and James has written about it.
The national security cutter in the Coast Guard performs a lot of
those kinds of missions that the Navy does not buy because it is
a Coast Guard vessel. Well, from a platform standpoint, it looks
very good as a fit against that niche in the Navy, so we might be
able to do some innovative thinking across two different departments of the Government there.
So those are just some quick thoughts from me.
Chairman CONRAD. All right. Senator Sessions.
Senator SESSIONS. Thank you. I will yield to Senator Johnson.
Senator JOHNSON. Thank you, Senator Sessions and Mr. Chairman. I would like to thank all the witnesses for coming here. It has
been interesting testimony. I would particularly like to thank Dr.
Carafano and General Barno for your service to the country.
General Barno, I particularly appreciate your comments about
the sacrifice of the members of our military, and before I start my
questions, I would like to acknowledge somebody who is in the audience. Out of sheer coincidence, Michael Johnson from Mayville,
Wisconsin—no relationship to me at all—was scheduled to be an
intern in my office, and I have the honor of joining Michael and
his brother, Matt, and sister, Emily, and Andrew and Laura, his
parents, as they laid their son, First Lieutenant David Johnson, to
rest in Arlington on February 22nd. So it goes way beyond the sacrifice of the individual military members. It is the sacrifice of the
families, and they pay a very heavy price. So, Michael, if you would
just stand up and be acknowledged? Thank you.
[Applause.]
Senator JOHNSON. Let me first say, Dr. Carafano, you mentioned
principles, and I think that is extremely important. In any budget
I think you need to establish principles and priorities, and I guess
I would like to ask all the witnesses, first of all, in terms of budget
priorities, where would you place defense, defense spending? Dr.
O’Hanlon?
Mr. O’Hanlon. Thank you, Senator. At the top, not necessarily
the only one at the top, though. As Senator Conrad said, it is the
preeminent obligation of the U.S. Government. I think it is certainly among the top two or three. I certainly think taking care of
the infirm, I certainly think educating the next generation of Americans would be comparably important to me. And then making sure
that our fiscal health is such that future generations can still aspire to the American dream. I do not put those too far behind national defense.
Senator JOHNSON. Okay.
Mr. O’Hanlon. But I am willing to see a lot of adjustments in a
lot of the programs because I think they have gotten out of control.
Senator JOHNSON. General Barno?
General BARNO. Yes, I think it is the preeminent responsibility
of the Government, I would agree with that. And if that goes away,
nothing else can follow, so it is the most important aspect of our
Government spending. How we do that, of course, is the ultimate
question on sorting out our resources.
Senator JOHNSON. Dr. Carafano.
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Mr. CARAFANO. The Constitution does say provide for the common defense. It also gives other—fair enough, it does give other requirements of Government, but if you actually—in the Constitution
there are more enumerated powers on defense for the Congress and
the President than any single other responsibility. So I think it is
very difficult to argue anything other than that defense is the to
priority.
And if I could submit another document for the record, in our
paper analyzing the budget, we do make the argument, and we
have a chart in there which argues that defense becomes by 2017
the last priority of the Federal Government. So entitlements is
higher, other discretionary spending is higher. The deficit in 2017
becomes bigger than the defense budget, and in comparison, everything else the Americans are spending money on, defense will be
their last priority.
[The document follows:]

1174

1175

1176

1177

1178

1179

1180

1181

1182

1183

1184

1185

1186

1187

1188

1189

1190

1191

1192

1193

1194

1195

1196

1197

1198

1199
Senator JOHNSON. Okay. Let me just ask, do any of you disagree
with basically the Chairman of the Joint Chiefs of Staff Admiral
Mullen’s comment about the debt being the number one security
threat? And then Secretary Clinton also said it is the most significant threat—or the most significant threat to our national security
is our debt? Does anybody disagree with that?
General BARNO. Senator, I think it is one of the top couple of
threats. I am not sure I would make it the most important threat
to our national security, looking at the dangerous world we are living in, but it is certainly in the top two or top three.
Senator JOHNSON. So it is right up there. Does anybody disagree
with the fact that our long-term budget deficits and debt is really
being driven by Social Security and Medicare, those entitlement
programs?
Mr. O’Hanlon. I would add the Tax Code, which I think is in poor
shape, but I agree with you otherwise.
Senator JOHNSON. Okay. Then let me go right to the $64 question. I am trying to look at the big picture here, and this is the
fourth year that President Obama has put forward a budget. I am
highly disappointed that in 4 years, four cracks at the apple here,
this President has failed to lead by putting any proposal on the
table whatsoever to reform Social Security and Medicare. Do you
agree with that? Is that something that you would expect out of the
President of the United States after 4 years to put forward a proposal to address the long-term debt and deficits? Dr. O’Hanlon?
Mr. O’Hanlon. If you do not mind, I will take a step back from
the political answer, but simply say I believe—I only support additional defense cuts if they are accompanied by broad deficit reduction, including reform of entitlements, including cuts to entitlements, because I think that for me as a foreign policy strategist,
the case for defense cuts is not that they are good in and of themselves. It is that they are a necessary part of comprehensive sacrifice across the country so our economy becomes stronger over
time, so we can stay a great power. That will not happen unless
entitlements are reformed as well.
Senator JOHNSON. Again, the practical matter of actually doing
entitlement reform, doesn’t it require Presidential leadership? You
know, I have been watching this a long time. Have you ever seen
anything that large, that significant reformed without Presidential
leadership?
Mr. O’Hanlon. I will just say I agree and pass it over to Jay.
Senator JOHNSON. Dr. Carafano?
Mr. CARAFANO. This to me raises a concern, that in many ways
we are repeating the mistakes of the 1990s when there was a tremendous emphasis on balancing the budget in the 1990s. Essentially what we did is we took deep cuts in the defense budget. We
did nothing on entitlement reform, and we did very marginal
things to slow the growth of other discretionary spending. It was
kind of like a heroin fix. It felt good at the time, but it is ephemeral. Essentially, if you look at what has been done in terms of debt
reduction in the 5-year plan, it is very deep cuts in defense, marginal things in other discretionary spending, and nothing to do
with the big bear in the room.
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Senator JOHNSON. I asked Secretary of Defense Panetta why is
it that—it seems like—he disagreed with this, but I think it is
true—that President Obama and his friends on the other side of
the aisle always go to defense first. Would you kind of agree that
is basically their outlook, when you start cutting budgets, you are
going to first go to defense?
Mr. CARAFANO. Well, it is the largest part still of discretionary
spending, and particularly it has been very confusing for Americans to really understand what defense dollars are being spent on
because we relied on OCO, overseas contingency funding, so long,
and the line between what is in the OCO and what is war cost,
what is the base cost, has been so confusing. We have kind of created this impression that somehow there is a huge war savings to
be had, when in many cases OCO funding was funding baseline operations. And in other cases, you were not funding core things; you
were deferring funding on core things. So the notion that somehow
there is a huge war savings to be gained that could be invested
elsewhere in Federal spending is really kind of a Ponzi scheme.
Senator JOHNSON. Let me just quick—this is a broad question,
and I would like to have all of you quick answer it. What is the
number one impediment to intelligent, efficient military spending?
General BARNO. I think my answer to that actually would be bureaucracy. You know, we have not talked too much about headquarters and the headquarters overhead today, but the Defense Department, as it looks at its budget, is constrained by all manner of
bureaucratic obstacles, some legislative obstacles, policies, and
process that have it, really fenced in in terms of how it can spend
those dollars.
I think there would be significant savings found if we were able
to reform a good bit of that, and part of that—perhaps we can talk
about it later—is in headquarters.
Mr. CARAFANO. I would say Congress. Look, the National Defense
Authorization Act has gotten longer and longer every year, and
now it is as thick as a Bible. And there is a direct correlation. The
longer the act gets, the more inefficient DOD gets. And I think
there is something to this. We have tried to micromanage in a
sense rather than doing good business practices of giving people
clear guidance and holding them accountable. And I think that
would be a much more successful approach for the Congress to
take.
Mr. O’Hanlon. Senator, I would simply say that while I do not
disagree with my colleagues, I also think we need to remember we
are not doing too bad of a job with our national defense. I think
the military establishment has been remarkable. It learned in two
wars how to improve tactics that were initially not working. And
the broader point for me here—and I say this to my fellow Democrats as well as Republicans all the time—is that, yes, there is still
fat in the Department of Defense, but it is not easy to identify and
excise. It is marbled into the muscle. It is part of the way we do
business, and it is, therefore, hard to reform it out. So you are not
going to be able to say let us just adopt these three things and we
can cut the defense budget by $200 billion over 10 years. If you cut
by those kind of numbers, you are going to have to cut capability,
too.
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Senator JOHNSON. Thank you.
Thank you, Mr. Chairman.
Chairman CONRAD. Thank you, Senator Johnson.
Senator Sessions.
Senator SESSIONS. Thank you.
General Barno, there has been talk about the theory that we
could reduce our personnel and then surge that. I believe ‘‘reversibility’’ is the phrase that is being used. You have served and led
me in combat. So I guess my question to you is: What are the pros
and cons of that theory? And what concerns would you have? And
repeat again your view about any reductions, if any, in the current
personnel strength.
General BARNO. Senator, on the current strength, my take is
that if we drop the Army and the Marine Corps below about the
levels at 9/11/2001, which were about 482,000 in the Army and
about 175,000 in the Marines, if we drop below that, I think we are
starting to move into the area of high risk in terms of our ground
forces.
The reversibility argument, which actually demonstrated in real
terms here in the last 3 or 4 years, is that we can grow the force
in the midst of a conflict. The Army and the Marines starting in
about 2005, built significant numbers of additional forces by upping
their recruiting numbers, reforming additional battalions, creating
units that did not exist before. The Army added an additional brigade of about 3,500 soldiers onto every one of their divisional-sized
elements out there. And they also reorganized to get more shooters,
more fire power out of the force they had at hand.
The model that is being proposed now is that we can take the
force down to a certain level because we can grow it back based on
that experience here in the last 5 years. It also implicitly suggests—and I agree with this—that the Reserve component is a
much more capable, much more responsive, much more experienced
force today than it was 10 years ago, and we can really on the Reserve component to move into operational missions with higher
confidence than we might have had 10 years ago.
My analogy would be if this was August 2001 and now we are
rating the forces, as an active-duty soldier, I would have said I
think the active Army is at about 0.7, but I think the Guard and
the Reserve are maybe at only about 0.3 or 0.4. Today I think the
active military is about 0.9, and I think the Guard and Reserve are
up at about 0.7. They are remarkable. They have been out in this
fight. They haveten tremendous experience over the last 10 years.
So they are a very different organization than they were 10 years
ago, and I think the active force collectively has a much higher degree, rightfully, of confidence now in the Guard and Reserves. The
idea of reversibility is you can get smaller in your active component, invest some of those capabilities in the Reserve, and be prepared to bring that on board on active duty in the case of a conflict
more rapidly, and then grow the force out of additional enlistments
as well. There is some validity in that outlook in my view.
Senator SESSIONS. And the numbers you gave—was it 482,000
for the military?—that is part of your Army, that is part of your
evaluation of reversibility and how low you could go?
General BARNO. Yes, I think that in the number—
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Senator SESSIONS. Are you saying you could use that doctrine of
reversibility and go even lower?
General BARNO. I would be skeptical. I think that deserves a lot
more analysis. We are using the example of the last few years to
say we can do that. But I do feel comfortable with the risk levels
if we went down a bit lower with the Army and a bit lower with
the Marines to about where we were at the 9/11 levels because of
the capabilities of our Reserve component, frankly because the active component is also much more capable today than they were
back then, and also because we have demonstrated we can grow
this force during a conflict. Those are things we did not know 10
years ago.
Senator SESSIONS. I believe in one of the hearings General
Schoomaker said—well, we were having a broken Army because of
deployments in Iraq and Afghanistan, and his response was, ‘‘We
do not have a broken Army, Senator. I have been in a broken
Army. This is a battle-hardened Army.’’
I would say, would you not, that this is the most capable,
trained, equipped military that knows how to use the equipment
that it has, officers and NCOs who know how to lead men in dangerous circumstances, and women, that that is an achievement
maybe never surpassed in history?
General BARNO. No, I came into that broken Army right after
Vietnam, and I know what that looks like, and the force today
looks nothing like that. And the fact that the Army and the Marine
Corps and the other services are as capable and as resilient and
as healthy as they are today, despite problems, despite stresses, I
think it is the most capable military I have seen in my lifetime.
Certainly I cannot speak to before that.
Senator SESSIONS. And reenlistments remain high, which says
something about the sense of fulfillment that men and women get
in the military. So I think even though we have stressed them, the
reenlistments have held up very well. So I am just proud of that
group, and I worry a little bit that if we draw down these troops
and too many of our soldiers are in fear that they may be RIF’d,
they may be reduced and lose their job and their friends and colleagues losing theirs as part of a substantial reduction, and then
they are talking about benefits being reduced, the quality of that
spirit and morale might be damaged. Do you agree, Dr. Carafano?
Mr. CARAFANO. Yes, sir. I was commissioned in the broken Army,
and then I watched the Army almost go broke in the 1990s. And
I also watched it rebuild in the 1980s. So I have seen them all.
There is a question about how you do this mix going forward,
and it is going to significantly impact on recruiting and retention,
and reversibility is key. Reversibility is a key tenet of the administration’s strategic guidance.
There are two kinds of forces in the military. There is the generating force and the operating force. The operating force are the
guys that go out and kick in doors. The generating force are the
people that put them out there. Reversibility comes from the generating force, and that is not insignificant. It goes from a high of
about 50 percent in the Navy to a low of about 29 percent in the
Army. So if you are going to have a zero-sum game budget, if you
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want to add reversibility, that means that you are going to have
to further cut into the operating force to sustain that.
I will give you an example. The reason why we were stretched
for soldiers and we could not quickly reverse after 9/11 was because
we had just finished at the end of the 1990s cutting the recruiting
workforce in the Army to meet the steady state military that we
were going to need forever. And then after 9/11, when the demand
increased, there was about a 2-year lag where we ran out and recruited all the recruiters to be able to do that.
So we did reverse, but in the meantime, of course, things got
very bad in Iraq and Afghanistan because we did not have enough
forces, and we could not surge until we got the pipeline back up
again.
So if you want to reverse quicker, for example, in this military,
you are going to have to have a much larger recruiting force than
you need to recruit with, and that is going to have to come from
somewhere. So some of the cuts that Mike talked about where we
are probably even going to go lower than this, and not only that,
but, that could mean you are going to have two less brigades if you
want this reversibility.
So reversibility is kind of sold as a cost mitigation measure. We
will get the force if we need it. But it actually could be interpreted
as a cost-imposing measure because the more reversibility you buy,
the less capability you are going to have. And so when problems
flare up, you are not going to have as many firemen to go fight the
fire. The fire is going to have to roar while you go back and rebuild
the fire department.
Senator SESSIONS. Thank you. My time is up. Dr. O’Hanlon, I appreciate your insights, and maybe I will have a chance to ask you
a question or two.
Chairman CONRAD. Senator Ayotte.
Senator AYOTTE. Thank you, Mr. Chairman. I want to thank Michael Johnson for his service to our country as well as Dr.
Carafano and General Barno, and I thank you all for being here
today.
I just wanted to ask a straightforward question. Has the world
become less dangerous, in your view? You are all national security
experts. Are there less dangers out there, less risks for our country?
Mr. O’Hanlon. I will start, Senator, and they can correct my interpretation. I think certainly compared to the Cold War, things
are better. The world we are living in today I think is better than
having a major nuclear-armed, ambitious, aggressive, expansionist
super power rival in the Soviet Union, certainly through the 1960s.
Senator AYOTTE. But what about the 1990s?
Mr. O’Hanlon. I think relative to the 1990s, I would say things
are a little tougher today.
Senator AYOTTE. More dangerous than the 1990s?
Mr. O’Hanlon. Yes.
General BARNO. I would agree, Senator. More dangerous than
the 1990s, very unstable and volatile, and we are not sure what is
going to happen next.
Senator AYOTTE. Dr. Carafano?
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Mr. CARAFANO. Again, as I stated before, I think it is certainly
no less dangerous than it was in the 1990s, and that is why I am
concerned that a force, which was inadequate then, would certainly
be inadequate now.
Senator AYOTTE. All three of you, how good have we been at predicting our next conflict, historically?
Mr. O’Hanlon. People tend to say we are horrible at it. We have
certainly made some big mistakes, which is reason enough to assume we will get it wrong again. We haveten it right sometimes.
We planned for a second war against Iraq for 15 years, and we had
one. We have planned not to have a second war against North
Korea by making sure we stayed ready for it, and we have successfully deterred—
Senator AYOTTE. Well, for example, did we predict the Korean
War?
Mr. O’Hanlon. Not the first time. The first time we almost—
Senator AYOTTE. Or even World War I or World War II, some of
the major conflicts we have been involved in, we have not been particularly prescient.
Mr. O’Hanlon. Yes, I would say less than a 50-percent track
record.
Senator AYOTTE. Yes. What do the other two—what do you—
General BARNO. Absolutely, that is one of the most difficult parts
of military planning, and inevitably we get surprised, and the key
is how quickly can you adapt once you are surprised.
Senator AYOTTE. And so, given that we have at best 50 percent,
I am not sure we have not been very good at predicting the next
conflict. Can you all comment to me? We seem to be shifting our
overall viewpoint that in the past has been a bipartisan viewpoint
of being ready for two conflicts versus a one-plus conflict situation.
And in my view, given our not too great track record of predicting
where we are going to be involved, is that wise?
And the other thing that I think is encompassed in that decision
is one of the things that has troubled me about where we are right
now is before the—I serve on the Armed Services Committee as
well, and Chairman Dempsey testified before that Committee, and
Secretary Panetta, about the 2013 budget and the $487 billion in
reductions. And he has required the Chairman to submit a risk assessment to Congress, and both of them told us you cannot cut half
a billion dollars from the Department of Defense and not take on
risk. Yet we have yet to receive the risk assessment, and I am supposed to make decisions to make sure that we responsibly protect
our country.
So in your view, should we not have the risk assessment, what
risks are we taking on with the initial $487 billion? And I think
it relates to my first question of is it wise really to be in a position
where we are changing what has been our readiness posture for
this country.
Mr. CARAFANO. I think that the two-war construct is often misconstrued. It is often looked at as a strategy when it was never
really intended to be that. It was just a force mechanism; it was
a measure of capacity. And so, again, I can only speak from experience. We are going to go back to a force that is about relative capacity of what we had in the 1990s, and that was an inadequate
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force structure for the end of the 1990s. When Kosovo happened,
I remember very senior officers sitting around saying, ‘‘How are we
going to do this? We cannot do this.’’ And that was a 17,000-man
ground commitment, and nothing like what we did in Iraq and Afghanistan.
So if the 1990s are any measure whatsoever, that force structure
is inadequate for day-to-day business and has nothing to do with—
forget about fighting two wars. We will not be able to do day-today business.
Senator AYOTTE. General, or—
Mr. O’Hanlon. Oh, I am sorry. I will be brief.
Senator AYOTTE. Whichever. Doctor?
[Laughter.]
Mr. O’Hanlon. I think you are asking excellent questions that get
right to the heart of it, and there is no definitive answer because
we do not know exactly how many were the right answer in the
old answer in the old days, we do not know how many today. The
way I would put some perspective on it is to say that the portfolio
of likely risks has shifted I think a little more towards the maritime and irregular domain. So in the 1990s, we had to worry about
an overland threat, again, by Saddam to Kuwait, for example, as
well as a North Korean threat to South Korea. Iraq is still obviously in turbulence, so is the whole region, but the more likely set
of scenarios there now I think is more maritime or irregular
counterterrorist.
North Korea remains a huge menace, and I am not among those
Americans who say that we can sort of reduce our potential role
in a future Korean conflict dramatically just because North Korea
has atrophied, because they have now eight nuclear weapons, perhaps. But the South Koreans have really picked up their role in the
alliance as well, so on balance, I think that peninsula is roughly
comparably demanding to what it had been before.
So I think the portfolio risk has shifted more towards maritime
and irregular domains where we still have to have simultaneous
crisis responsibility for more than one potential problem at a time.
General BARNO. I would just add to that, number one, I think
you are right to ask for the assessment because I think that is critical to make the judgments that you are going to be required to do
here on Capitol Hill.
I think in terms of the new strategy, it does make some choices
and it does rebalance our global portfolio a bit, obviously with a
focus on Asia for the rest of this century, but also recognizing that
the Middle East is going to continue to be a very volatile, dangerous part of the world. We are going to have military forces
prominent in both of those theaters.
What it also does, though, is it says the remaining elements of
the world, our European commitments, should come down, some of
our commitments perhaps in South America should not be as great.
So we are beginning to shift away from some of our Cold War models of how we have forces deployed and what our costs are to focusing on what we now think are the highest priorities for the years
coming up.
Senator AYOTTE. I appreciate all of you, and I think it is really
important we receive a risk assessment so that we can understand
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and explain what risks we are taking on with the initial portion
of reductions.
I know my time is coming up, but this is a very important issue,
and that is sequestration. We passed the Budget Control Act in our
infinite wisdom here, and I can say I voted against it. And I will
tell you this: We left approximately 60 percent of the spending on
the table, and so whether your issues are domestic or military,
those portions are going to take a disproportionate cut.
Sequestration—Secretary Panetta has said it will hollow out our
force, that we will have the smallest Navy since 1915, smallest Air
Force and smallest ground forces since 1940. Do you think it is responsible for us as bipartisan Members of Congress to allow sequestration to go forward?
Mr. CARAFANO. You know, I would just say 75 percent of the cuts
in this budget are capabilities, so that means if you add sequestration on top of that, it is hard to see how it is not all just capability
you are cutting.
General BARNO. The answer is absolutely no, it is irresponsible.
Senator AYOTTE. Thank you.
Mr. O’Hanlon. And I agree, especially because of the implications
in 2013. I am against the magnitude of the savings anticipated regardless, but what would happen to the force in 2013 is particularly unacceptable. And I actually do not like the fact we are going
to spend 2012 thinking about how we would cope with sequestration. It is a waste of time. We have more important things to worry
about.
Senator AYOTTE. Well, I agree. I think it is like we are asking
our Department of Defense to plan their own demise, and that does
not make sense in terms of our national security. So I appreciate
all three of you testifying, and I will actually have some follow-up
questions for you because I have a whole host of additional questions. But I appreciate your expertise in this area.
Chairman CONRAD. I thank the Senator.
Senator Sessions, any last observations?
Senator SESSIONS. Just briefly. I thank all of you for your comments.
Dr. O’Hanlon, as I understood your list, very valuable list of
things that might could be reduced, you net that out about $100
billion over 10 years if those cuts were all made?
Mr. O’Hanlon. Senator, yes, thank you for asking because I want
to be clear. I think if you actually did those six things in their entirety, you would get a little bit more than $100 billion in savings
over 10 years. But I am assuming some of those would be needed
simply to satisfy the $487 billion 10-year requirement, because I do
not think the existing program cuts are deep enough to accomplish
that goal.
Senator SESSIONS. Well, that is a very serious comment you have
made because I think most of us that believe in a strong Defense
Department also—I mean, we support the first cuts, so we want to
do that and pay for that adequately, and we would like to know
exactly how much pain that is going to incur.
With regard to sea swaps, when I first got here, I ended up
chairing the Sea Power Subcommittee, and we talked about that.
The Kitty Hawk, that carrier in Japan, stayed there permanently.
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It was maintained by the Japanese, and they provided free harboring for it, and the crews moved back and forth. I believe submarines today, some of them are being crew-swapped instead of
bringing the ship back.
To what extend do you think we have achieved that? And are
there still—obviously, you think there is more work to be done.
Mr. O’Hanlon. Thank you, Senator, also for what you did in spurring on some of those debates earlier. General Barno I think made
the point I should have made earlier clarifying this concept. I think
it is for the cruisers and destroyers and also Littoral Combat Ships
that we could see the next round of innovation. We are doing this
already with submarines, with mine sweepers, but I think it is the
$1.5 billion ships, the sort of bread and butter of the surface combatant Navy where we can turn next.
Senator SESSIONS. Well, I will just mention the LCS since some
of that might have an interest in my home town where it is constructed. It is a fabulously modern ship. It uses far less fuel. It operates at higher speeds. It has a crew of 40 instead of a cruiser and
destroyer at 200. And it is the kind of modernization that we told
the Navy we wanted them to do back when I was on Sea Power
and had no idea that some of it might be built in my State.
So you may not be counting in the savings on the LCS, not building them, the fact that you could de-commission other ships that
are far more expensive to operate. So all of these have balanced.
And the F–35, I think we will just have to look at that, and maybe
the size of the tanker fleet, we will have to look at that. But I am
willing to look at that. That is an insightful thing. I really believe
the F–35 is critical to our defense. We should go forward with it.
But I think it probably is an open question how many we have to
have, what the minimum number is we have to have.
Thank you, Mr. Chairman.
Chairman CONRAD. Thank you, Senator Sessions. Thanks to all
of our witnesses. We appreciate very much your contribution to the
work of this Committee, and with that, the Committee will stand
adjourned.
[Whereupon, at 11:38 a.m., the Committee was adjourned.]
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