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THE BUDGET AND ECONOMIC OUTLOOK:
FISCAL YEARS 2013-23

TUESDAY, FEBRUARY 12, 2013

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

The Committee met, pursuant to notice, at 10:24 a.m., in Room
SD-608, Dirksen Senate Office Building, Hon. Patty Murray,
Chairman of the Committee, presiding.

Present: Senators Murray, Nelson, Sanders, Whitehouse, War-
ner, Merkley, Coons, Baldwin, Sessions, Grassley, Enzi, Crapo,
Portman, Toomey, Johnson, Ayotte, and Wicker.

Staff Present: Evan T. Schatz, Majority Staff Director; and
Marcus Peacock, Minority Staff Director.

OPENING STATEMENT OF CHAIRMAN MURRAY

Chairman MURRAY. This hearing is coming to order, and I want
to apologize to members. We are starting a few minutes early be-
cause we have a number of votes coming up on the Senate floor.

In the beginning, I want to start by just welcoming everybody to
this first Senate Budget Committee hearing of the 113th Congress.
We have a number of new members. We welcome all of them. Sen-
ator Baldwin is here; Senator Kaine, Senator King, and Senator
Wicker are joining us as well. Good to have you all on the Com-
mittee. I want to thank our witness, Dr. Doug Elmendorf, for being
here, as well as my Ranking Member, Senator Sessions, and all of
our colleagues who are joining us today.

As we begin the budget process here in the Senate, I am hopeful
that this Committee can be a place where we can come together to
tackle our fiscal and economic challenges in a balanced way that
works for the families and communities that we all represent.

Budget issues have received a lot of attention over the past few
years, but the conversation is too often focused on abstract num-
bers and the partisan back-and-forth. Budgets, however, are about
a lot more than this. They are reflections of our values and our pri-
orities and our vision for what our Government and our country
and our economy should look like now and into the future.

Budgets are not about us here on this Budget Committee. They
are not about our colleagues across Congress or in the administra-
tion. They are about the families across America whose lives will
be impacted by the decisions that we make. They are about their
jobs and their children and their future, and we owe it to them to
make sure they have a voice in this process and that their values
and perspectives are heard.
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So I see today’s hearing as the first part of a two-part opening
examination of our Nation’s fiscal and economic challenges. Today
we will hear from Dr. Elmendorf about the budget and economic
outlook for fiscal years 2013-23. Tomorrow we will hear from mem-
bers of the public and experts to learn more about the impact of
budget decisions on families and communities.

Over the coming weeks and months, as we put together a pro-
growth, pro-middle-class budget resolution, I am going to continue
making sure the voices of the American people are heard loud and
clear throughout this process and that their values and priorities
are being represented.

As we start this hearing on the budget and economic outlook, I
think it would be helpful to do a quick review of how we got to
where we are today, because a look ahead is only valuable in the
context of where we have come.

I have served on this Committee now for 20 years, and in the
time since I arrived our country went from having a serious deficit
and debt problem to running surpluses and being on track to pay
down the debt, to 8 years later being in an even worse position
than we were before, to today when we are starting to turn the cor-
ner but still have a very long way to go.

All of us remember the early 1990s. In 1992, the year before
President Clinton came into office, the same year I was making my
first run for the U.S. Senate, the Federal Government was taking
in revenue equaling 17.5 percent of GDP while spending 22.1 per-
cent of GDP. That was a deficit of 4.7 percent. When he was sworn
in, President Clinton promised to tackle the deficit while con-
tinuing to invest in jobs and the middle class.

I bought into that vision, and I was proud to help make it a re-
ality. When his bill to raise the tax rate on the highest-earning
Americans passed the Senate and House without a single Repub-
lican vote, the top Republican on the Senate Budget Committee at
the time said it would “devastate the economy.” Others predicted
calamity along similar lines.

But as we all know now, it did not work out that way. The unem-
ployment rate went from 7.3 percent at the beginning of 1993 to
3.9 percent at the end of 2000. Over the course of those 8 years,
22 million jobs were created, and the economy grew at an average
rate of 4 percent. And the deficit? Well, revenue increased from
17.5 percent of GDP to 20.6 percent, and responsible spending cuts
brought Federal spending down from 22.1 percent of GDP to 18.2
percent. So a 4.7-percent deficit was turned into a 2.4-percent sur-
plus in 8 years, and our Nation was on track to completely elimi-
nate the Federal debt by 2010.

Now, I do not think the revenue increase under President Clin-
ton was the sole cause of economic growth, but I do think our re-
sponsible fiscal and economic stewardship played a role in keeping
interest rates low and giving markets and small businesses the
confidence they needed to expand and create jobs.

Our work in the 1990s proved that calling on the wealthy to pay
their fair share is not incompatible with strong economic growth.
In fact, it is strongly associated with the kind of broad-based
growth that helps the middle class prosper and expand.
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In 2001, many of us Democrats saw the surplus as an oppor-
tunity for our country to free ourselves from debt and invest in na-
tional priorities. But President Bush and his administration had
other ideas. They saw it as a blank check to cut taxes and increase
spending. President Bush and Republicans in Congress imme-
diately worked to pass two sets of tax cuts that were heavily
skewed towards the rich. When his first Treasury Secretary, Paul
O’Neill, tried to warn that the second round of tax cuts would blast
a hole in the deficit, Vice President Cheney informed him that,
“Deficits don’t matter.” Not too long after, O’Neill was fired.

When Federal Reserve Chairman Alan Greenspan testified in
front of this very Committee in support of the 2001 tax cuts, my
colleague Senator Sarbanes predicted these tax cuts would “put us
on the glide path to dissipate this hard-earned fiscal restraint.” He,
like many of us at the time, was ignored.

President Bush took us into two wars without paying for them.
He enacted Medicare Part D, a program that is estimated to cost
taxpayers $60 billion this year alone without paying for that either.
While he was President, more Americans lost jobs than got new
ones. Inequality grew as the wealthiest Americans benefitted from
the tax cuts while the middle class stagnated. By 2008, Federal
revenues had plummeted back down to 17.6 percent of GDP.
Spending had shot up to 20.8 percent. We were back to a deficit
of 3.2 percent. And all those projections about the national debt
being eliminated were tossed out the window.

When President Obama came into office, our country was losing
over 700,000 jobs a month. He was desperately working to staunch
the bleeding from the Wall Street collapse that threatened to push
our country into a depression. Federal revenue plummeted even
further. Middle-class families and the most vulnerable Americans
were losing their homes, struggling to put food on the table, and
worrying about what the future would be like for their children.
But at the very time when we needed to be investing in our fami-
lies and in our economy and focusing on growth, many of my col-
leagues went back to their file cabinets and dug out those talking
points that they used back in the early 1990s. All of a sudden, they
were telling us deficits were the most important issue to address
and cutting spending was once again a new priority—not jobs, not
the middle class, not economic growth, but deficits—forgetting
what we did in the 1990s to get our country back on track, ignoring
what happened during the Bush administration, and acting like
the world was created on the day President Obama was sworn in.
This narrow and short-sighted approach was wrong back in the
early 1990s. It is just as wrong today, and it is not just Democrats
who say so.

Right now, the economy is still struggling. Millions of workers
are looking for too few jobs. Aggregate demand is still far below its
potential, and at the moment, the Federal Government is bor-
rowing at historically low rates. Experts and economists across the
political spectrum agree it makes sense to invest in job creation in
the short term, while putting ourselves on a strong path to respon-
sible and sustainable deficit and debt reduction over the medium
and long term. And poll after poll shows that is what the American
people support as well.
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Federal Reserve Chairman Ben Bernanke put this idea well in
a speech he gave in August of 2011 when he said, “Although the
issue of fiscal sustainability must urgently be addressed, fiscal pol-
icymakers should not as a consequence disregard the fragility of
the current economic recovery.” And he said, “Fortunately, the two
goals of achieving fiscal sustainability, which is the result of re-
sponsible policies set in place for the longer term and avoiding the
creation of fiscal headwinds for the current recovery, are not incom-
patible. Acting now to put in place a credible plan for reducing fu-
ture deficits over the longer term while being attentive to the im-
plications of fiscal choices for the recovery in the near term can
help serve both objectives.”

I think that is exactly right. I will work with anyone to tackle
our debt and deficit responsibly. But as I have told my Ranking
Member, Senator Sessions, and others, I feel very strongly that it
does not make sense to replace our budget deficits with deficits in
education and infrastructure and research and development. If we
cut our budget deficit by giving up on the investments we need to
compete globally in the 21st century economy, then we will not
have done right by our economy today and certainly not for genera-
tions to come.

So we absolutely need to tackle our debt and deficit in a respon-
sible and sustainable way, but our top priority needs to be jobs and
economic growth. And as we saw in the 1990s, those two go hand
in hand.

Which brings me to our witness today, and I am pleased to wel-
come back to the Committee the Director of the Congressional
Budget Office, Dr. Douglas Elmendorf. The members of this Com-
mittee know Dr. Elmendorf well. He has appeared before us on nu-
merous occasions and, of course, I want to thank you and your staff
on behalf of this Committee for all the hard work and profes-
sionalism you provide to us and to Congress. I think it is fair to
say the report you delivered to us last week on the state of the
budget and economy over the next 10 years is a mixed bag, as it
contains some hopeful signs but also highlights some real chal-
lenges for our Nation.

In terms of the economy, on the one hand, we are starting to see
the effects of the housing and financial crisis fade following the
work we did in Congress to support the recovery. We are clearly
not out of the woods, and far too many workers are still struggling
to get back on the job. But housing prices and the stock market are
rising, and that is certainly some welcome news.

On the other hand, your report makes clear the economy still
faces significant headwinds in the short term, particularly from the
tightening of Federal fiscal policy. The sequester that is set to
occur on March 1st is not the only policy action that is contributing
to this fiscal drag, but it is a major factor. And in total, the impact
of the fiscal tightening, including the March 1st sequester, is to de-
press economic growth by about 1-1/2 percentage points. That
translates into about 2 million jobs by the end of this fiscal year.
Leaving the sequester in place would lead to massive, self-inflicted
damage that would hurt middle-class families, those already strug-
gling in this economy, as well as our national security and future
global competitiveness. But replacing it the way House Republicans
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have proposed with even more cuts to programs families and sen-
iors depend on and without calling on the wealthy to pay even a
penny more would be more damaging in the long run. That is why
I believe very strongly that we should replace the sequester with
a balanced package of responsible spending cuts and revenue from
the wealthiest Americans. That approach makes sense for the Fed-
eral budget, and it makes sense for American families, particularly
when we are talking about so many jobs and an unemployment
rate that remains stubbornly high at near 8 percent.

In terms of the budget outlook, we see some slight improvement.
The deficit is expected to total $845 billion this year, the first time
it will be below $1 trillion in 5 years. To put that number in per-
spective, relative to the total size of the economy, it is expected to
equal 5.3 percent in 2013. Now, that remains too high, but it is
progress. And, in fact, in 2009 the deficit was almost twice as large
at just over 10 percent of the economy. Unfortunately, CBO expects
this downward trend in the deficit as a share of the economy to
continue over the next few years, falling and remaining below 3
percent through 2018, and this is even with the end-of-the-year
budget deal.

We also got what I believe is some good news in the area of
health spending. As I was reading through the report, one section
really got my attention, which was the discussion of the change in
health spending in recent years. In fact, I stopped and underlined
one statistic because I found it so surprising. The statistic is that
CBO has lowered its estimate of Federal spending for Medicare and
Medicaid to such a degree that spending for 2020, one year, just
one year, is now $200 billion lower than CBO thought back in
2010. That is an improvement of 15 percent. And let us be clear.
That improvement has occurred since the enactment of the Afford-
able Health Care Act.

Dr. Elmendorf, I know you have heard a lot from Senator
Whitehouse and other Senators regarding their belief that current
budget conventions and estimates miss the mark in the area of in-
novation and delivery reforms, and I will be interested in hearing
your thoughts on what has led to this downward trend in health
care spending.

Of course, as with the economy, the news on the budget is by no
means all good. As I mentioned earlier, we got hit at the end of
the last administration with the confluence of a financial crisis,
housing crisis, and deep recession. Largely as a result of those con-
ditions, the debt skyrocketed in a very short period of time. The
debt was equal to roughly 36 percent of the economy in 2007. It
will soon be at about 76 percent. And if we do not tackle that re-
sponsibly, it will begin rising again by the end of this decade, par-
ticularly with the retirement of the baby-boom generation and in-
creasing health care costs.

So even with some good news, we have our work cut out for us
as a Committee and as a Congress. This is a tough Committee with
a tough mandate, and I look forward to working with all of my col-
leagues on both sides of the aisle to meet the challenge and address
the budget in a way that is fair, works for the middle class and
most vulnerable families, and invests in long-term and broad-based
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economic growth. We did it in the 1990s. I am confident we can do
it again.

And, with that, let me turn it over to Senator Sessions for his
opening comments, and then we will hear from Dr. Elmendorf. Sen-
ator Sessions.

OPENING STATEMENT OF SENATOR SESSIONS

Senator SESSIONS. Thank you, Madam Chair, and thank you, Mr.
Elmendorf, for appearing before the Committee today. We value
what you do. It is important to us to help us have honest numbers
that we can work with, and honesty in our financial situation is ab-
solutely critical at this point in history.

I would also like to welcome the new members to the Committee,
and I look forward to a productive year. We absolutely face some
very serious challenges. And, of course, the reason Chairman Mur-
ray indicated that deficits have become the topic of the day is be-
cause we have never had such systemic deficits as we have today.
They exceed anything the Nation has ever had, and we are on a
systemic course that continues those deficits. And as the report
that was given to us shows, they get worse in the out-years. We
cannot continue on this course. Bowles and Simpson told us in this
very room that this Nation has never faced a more predictable fi-
nancial crisis.

So that is why we have to talk about this, and we have to ask
some fundamental questions. The Chair has set forth the Presi-
dent’s, the Democratic majority’s narrative. We reject that nar-
rative. We have serious differences with that narrative. We will not
go quietly on that because we believe some of the real problems
that are being caused today are because of this kind of incorrect
economic thinking.

So it has been now 4 years since the Democratic-led Senate pro-
duced a budget. As the law requires, the Senate not only has a
legal but a moral duty to present the taxpayers with a plan on how
they will spend the Nation’s money. So it is a tragedy that under
Senator Reid’s leadership we have not engaged in that kind of open
public financial discussion that the American people deserve. Ma-
jority Leader Reid even said it would be foolish to have a budget.

By contrast, the GOP House, in accordance with law, has laid out
a budget plan each year. That plan will change the debt course of
America. We may not all like everything that is in it, but it would
put us on a positive path. And they will do another budget this
year.

So I am glad that we have had a relenting and are going to have
a budget this year, else I wonder what our Committee might find
itself having to do without a budget and whether we even need the
Committee.

So we look forward to meeting the Committee deadline of April
1st to publicly produce a resolution and then April 15th on the Sen-
ate floor, including the statutorily mandated 50 hours of debate
and a guaranteed vote.

Madam Chairman, I stand ready to work with you and the staff
to produce a budget that we can talk with the American people
about. I believe that budget should balance. We should balance it
at least within 10 years. It is something that we can do, and I
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think the report Mr. Elmendorf has given us shows us some of the
ways that we can get there, and it is not a hopeless situation, but
it is a very dire situation.

The picture CBO paints of the next 10 years is immensely dis-
turbing. Our gross Federal debt after rising $6 trillion in the last
4 years will rise another $9 trillion by 2023. CBO’s report also sug-
gests that then things only get worse outside that 10-year window,
remain continuing up on an unsustainable financial path. And if it
is unsustainable, that means we have to change it. Now this, de-
spite the fact that CBO is projecting revenues to be well above the
average of the last 40 years. Revenue will be up, according to
CBO’s numbers.

The top economists agree, including a recent study from the
International Monetary Fund, that total debt over 90 percent of
GDP weakens economic growth. Federal Government debt is now—
gross debt—is 103 percent. In other words, our job-crushing debt
not only threatens to collapse the economy through a financial cri-
sis, as Simpson-Bowles predicted, but it is already destroying jobs
and growth today. We are not receiving the growth today we
should have as a result of the drag of this debt.

CBO also projects that we are entering a future in which our
debt is so great that our fastest-growing item in the budget will be
interest payments. According to CBO, annual interest costs will
quadruple, totaling $5.4 trillion over the next 10 years—$5.4 tril-
lion. By 2020, just 7 years from now, interest costs are expected to
exceed the cost of national defense. And I just left the Defense
Committee hearing talking about the sequester and how damaging
that will be to the Defense Department because half of the cuts fall
on one-sixth of the budget, the Defense Department. And that is
too severe for them. It needs to be spread out across the entire
spending panoply.

Interest payments, which help no one, build nothing, will crowd
spending on the rest of the budget, and I think it will damage our
economy in the meantime right now.

And while we talk of cuts and frugality, total spending is ex-
pected to go up 67 percent over the next 10 years. No one is pro-
posing a real cut in the actual amount of money spent. It is the
growth in spending that we have to confront.

Primarily alarming is the finding in an additional CBO report
prepared at my request. Spending on just the ten largest welfare
programs, means-tested and poverty programs, will increase even
more—76 percent over 10 years. There are roughly 80 welfare pro-
grams that overall comprise the single largest item in the Federal
budget, larger than Medicare, Social Security, or defense. Improv-
ing these things would do a lot more than just saving money. Like
1996 that helped put us on a path to a balanced budget, smart re-
forms of welfare will help more Americans rise out of poverty—that
is what I want to see; I want to see more people out of poverty—
and will strengthen the institutions of family, charity, and commu-
nity. We must talk honestly and with compassion about these
issues.

In that vein, I would also like to take a moment to address some
comments, Senator Murray, that you made recently, that Repub-
licans are committed to “protecting the rich above all else” and are
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only interested in “starving programs”—I am quoting now—“that
help middle-class families and the most vulnerable Americans.” So
that hurts my feelings. That is not what I believe in. I believe we
have to have an economy that is growing, creating prosperity, that
we need to help poor people get jobs and move forward in their
lives, not be dependent, ever dependent on more and more Govern-
ment checks, handouts, and programs. That would be the way to
save this country, in my opinion. That is the way to help poor peo-
ple, and I resent the fact that people suggest that those of us who
have a different view of how to help poor people somehow do not
care about them. Compassion and help for the poor and struggling
amounts to more than just borrowing money and sending out more
money in the form of checks.

So my goal is to help working Americans from the social and eco-
nomic harm that is caused by policies, I think, of this President
and the Senate majority. These programs have not worked. In
places like Baltimore, a great city, they are producing poverty, de-
pendency, crime, and joblessness. That is what those programs are
producing. One in three residents in Baltimore are on food stamps.
One in three youth in Baltimore are living in poverty. There are
solutions to these problems, and we can do better. We have to do
better. We cannot continue on this course.

So compassion demands change. Our goal must be to help more
Americans find gainful employment and the opportunity to finan-
cially support themselves and their family and to prosper.

Before closing my remarks, I would like to address the serious
challenge we will be facing in the coming days. We are going to
have to consider the immigration question. Studies show that the
proposals for amnesty and legalization could add another $2.5 tril-
lion to the national debt, or more, and we have to watch carefully
that program.

So I look forward to addressing these and other issues during to-
day’s hearing. We have no higher obligation as lawmakers than to
protect the financial security of the Republic. And with regard to
our present posture and state of the economy, the last big systemic
challenge I think maybe our Nation faced was when Volcker and
Reagan dealt with a continually surging inflation rate. They broke
that rise and put us on a path to 20 years of growth. We are now
on a systemically dangerous path of debt. It threatens our future.
We are going to have to confront that with the same clarity and
courage that they did at that time.

And I came in 16 years ago, and I remember that Bush did spend
more money than he should, and I was a critic of that. But I have
to say that hardly a bill that came up that President Bush maybe
proposed more spending that our Democratic colleagues did not
complain because he did not spend enough, and I had to cast vote
after vote after vote to try to contain the growth of spending, and
it was usually every single Democratic colleague was voting to
spend more and Republicans were taking the lonely position of try-
ing to be responsible.

So those are the issues that we face. Our debt course is one that
we have to confront. But looking at it, Madam Chair, I do think
based on the numbers in this report, which include the Budget
Control Act control and the $650 billion tax increase that just
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passed, if we do some other things in a responsible, effective way,
we can put this Nation on a sound course. We can remove the debt
cloud, the drag that this debt has over us, and put us on the path
to prosperity. That is what we have to do. We have no choice.

I thank you.

Chairman MURRAY. Thank you very much.

With that, I will turn it over to Dr. Elmendorf for his opening
statement, and for the Committee members, we are going to have
a series of votes called. We will work our way through 5 minutes
each, and hopefully people can come back and forth between votes
as much as we can so that we can allow everybody who would like
to ask questions to be able to do that.

Dr. Elmendorf, thank you.

STATEMENT OF DOUGLAS W. ELMENDORF, DIRECTOR,
CONGRESSIONAL BUDGET OFFICE

Mr. ELMENDORF. Thank you, Senator Murray and Senator Ses-
sions. To all the members of the Committee, I appreciate the oppor-
tunity to be with you today and to discuss CBO’s look for the budg-
et and the economy over the next 10 years.

Our analysis shows that the country continues to face very large
economic and budget challenges. Let me discuss the economy first,
and then I will turn to the budget.

We anticipate that economic growth will remain slow this year
because the gradual improvement that we see in underlying eco-
nomic factors will be offset by a tightening of Federal fiscal policy
scheduled under current law.

The good news is that the effects of the housing and financial cri-
sis appear to be finally gradually fading. We expect that an up-
swing in housing construction, rising real estate and stock prices,
and increasing availability of credit will help to spur a virtuous
cycle of faster growth in employment, income, consumer spending,
and business investment during the next few years.

However, several policies that will help to bring down the budget
deficit will represent a drag on economic activity this year. The ex-
piration of the 2-percentage- point cut in the Social Security payroll
tax, the increase in tax rates on income above certain thresholds,
and the cuts in Federal spending scheduled to take effect next
month will mean reduced spending by both households and the
Government. We project that inflation-adjusted GDP will increase
about 1-1/2 percent this year, but that it would increase roughly
1-1/2 percentage points faster were it not for the fiscal tightening.

Under current law, then, we expect the unemployment rate will
stay above 7-1/2 percent through next year. That would make 2014
the sixth consecutive year with unemployment so high, the longest
such period in 70 years.

We expect that growth in real GDP will pick up after this year
to about 3-1/2 percent in 2014 and the following few years. But the
gap between the Nation’s GDP and what it is capable of producing
on a sustainable basis, what we call “potential GDP,” still will not
close quickly. Under current law, we expect output to remain below
its potential level until 2017, almost a decade after the recession
started in December 2007.
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The Nation has paid and will continue to pay a very high price
for the recession and slow recovery. We estimate that the total loss
of output relative to the economy’s potential between 2007 and
2017 will be equivalent to nearly half of the output produced in the
country last year.

Let me turn now to the budget. Under current laws, the Federal
budget deficit will shrink in 2013 for the fourth year in a row. At
an estimated $845 billion, the deficit would be the first in 5 years
below $1 trillion, and at 5-1/4 percent of GDP, it would be only
about half as large, relative to the size of the economy, as the def-
icit was in 2009.

Our projections based on current laws show deficits continuing to
fall over the next few years before turning up again by the end of
the decade and totaling nearly $7 trillion for the decade as a whole.

Federal revenues are projected to reach 19 percent of GDP in
2015 and beyond because of both the expanding economy and
scheduled changes in tax rules. That 19-percent figure compares to
an average of about 18 percent over the past 40 years.

At the same time, Federal spending will fall relative to the size
of the economy over the next several years and then rise again.
The decline can be traced to the caps on discretionary funding and
the drop-off in spending that goes up when the economy is weak,
such as unemployment benefits.

But later in the decade, the return of interest rates to more nor-
mal levels will push up interest payments to nearly their highest
share of GDP in 50 years. And throughout the decade, the aging
of the population, a significant expansion of Federal health care
programs, and rising health care costs per person will push up
spending on the largest Federal programs. By 2023, spending
reaches about 23 percent of GDP in our projection compared with
a 40-year average of 21 percent.

What does this mean for Federal debt? We project that debt held
by the public will reach 76 percent of GDP this year, the largest
percentage since 1950. And under current laws, we project that
debt in 2023 will be 77 percent of GDP, far higher than the 39-per-
cent average seen over the past 40 years; and it will be on an up-
ward path. Such high and rising debt relative to the size of the
economy is a significant concern for several reasons.

First, high debt means that the crowding out of capital invest-
ment will be greater; that lawmakers will have less flexibility to
use tax and spending policies to respond to unexpected challenges
like a recession or a war; and that there will be a heightened risk
of a fiscal crisis in which the Government would be unable to bor-
row at affordable interest rates.

Second, debt would be even larger if current laws were modified
to delay or undo certain scheduled changes in policies. For exam-
ple, if lawmakers eliminated the automatic spending cuts sched-
uled to take effect in March but left in place the original caps, pre-
vented the sharp reduction in Medicare’s payment rates for physi-
cians scheduled for next January, and extended the tax provisions
that are scheduled to expire, without making any other offsetting
changes in budget policy, then budget deficits would be substan-
tially larger than in our baseline projections. And debt held by the
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public would rise to 87 percent of GDP by 2023 rather than the 77
percent under current law.

Third, debt might also be larger than in our projections because
even the original caps on discretionary funding in the Budget Con-
trol Act would reduce such spending to just 5.8 percent of GDP in
2023, a smaller share than for any year in at least the past 50. Be-
cause the allocation of discretionary funding is determined, as you
know, by annual appropriation acts, lawmakers have not yet de-
cided which specific Government services and benefits will be con-
strained or cut to satisfy those caps, and doing so might be quite
difficult.

Fourth, projections for the 10-year period covered in this report
do not fully reflect long-term budget pressures. Because of the
aging of the people and rising health care costs, a wide gap exists
between the future costs of the benefits and services that people
are accustomed to receiving from the Federal Government, espe-
cially in the form of benefits for older Americans, and the tax reve-
nues that people have been sending to the Government. It is pos-
sible to keep tax revenues at their historical average share of GDP,
but only by making substantial cuts relative to current policies in
the large benefit programs that benefit a broad group of Americans
at some point in their lives.

Alternatively, it is possible to keep the policies for those large
benefit programs unchanged, but only by raising taxes substan-
tially for a broad segment of the population. Deciding now what
combination of policy changes to make to resolve the budget imbal-
ance would allow for gradual implementation, which would give
households and businesses time to adjust their behavior.

Thank you.

[The prepared statement of Douglas Elmendorf follows:]
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Chairman Muiray, Sendtor Séssions, and Memihers of the
Committee; thank you for inviting me to testify on the
Congressional Budget Office’s (CBO') most recent anal-
ysis of the outlook for the hudget and the ecotiomy. My
starernent suminarizes CBO’s new econemic forecast and
baseline budger projections, which cover fiscal years 2013
t0-2023. Those estimatés were released last week in the
report titled The Budget und Economic Qutlook: Fiscal
Years 2013 v 2023,

Economic growth will remain slow this year, CBO antici-
pates, as gradual improvement in many of the forces that
dtive the economy i offset by the effects of biidgetary
changes that-are scheduled to eccur under current law.
After this year, economic growth will speed up, CBO
projecis, causing the unemployment rate to decline and
inflation and intetest rates to eventually rise from their
current low levels, Nevertheless, the unemployment rate
is expected o reffiain above 7% percent throtgh nexe
year; if that happens, 2014 will be the sixth consecutive
year with unemployment exceeding 7¥2 percent of the
fabor force-—the longest such period in the past 70 years.

If the current laws thar govern federal taxes and spending
do not change, the budger deficit will shrink this year to
$845 billien, or 5.3 percent of grass domestic product
(GDPY, its smallese size since 2008, In. CBO’ baseline
projections, deficits continue to shrink over the next few
years, Falling to 2.4 percent of GDP by 2013, Deficits are
projected to increase later in the coming decade; however,
because of the pressures of an aging popiilatior, rising
health care costs, an expansion of federal subsidies for
health insurance; and growing interest paymenis on fed-
eral debt. As a résulr, federal debe held by the public is
projected to remain historically high relative o the size of
the ecanomy for the next decade. By 2023, if current Jaws
remain in place, debtwill equal 77 percent of GDP and
be on-an tipward path, CBO projects {see Figure 1).

Such high and rising debt would have serious negative
CU“SEunnCCSI W}len interest rates rose Lo more noﬂﬂﬂl
levels; federal spending on interest payments would
increase substaritially. Moreover, because federal borrgw=
ing reduces national saving, the capiral stock would be
smaller and total wages would be lower than they would
be if the debt'was reduced. In addition, lawmakers would
have less flexibility than they night ordinarily to use

fax and spending policies to respond 1o unexpeeted
challenges. Fimally; such a jarge debt would increase the

risk of a fiscal ciisis, during which investors would lose so
much confidence in. the government’s ahility to manage
its budget that the government would be unable to
borrow at affordable rares.

Under Current Law, Federal Debt
Will Stay at Historically High Levels
Relative to GDP

The federal budger deficit, which shrank as a perceritage
of GDP for the third year in a row in 2012, will fall again
in.2013, if current laws remain the same, Avan estimated
$845 billion, the 2013 imbalance would be the first defi-
cit i five years below §1 trillions and av 5.3 pércent of
GDB it would be only abour half as large, relative to thie
size of the'economy; as the deficit was in 2009, Never-
theless, if the laws that govern taxes and spending do-not
change, federal debr held by the public will reach 75 per-
cent of GDP by the erid of this fiscal yeur, the largest
percentage since 1950,

With revenues expected. to risé more rapidly than spend-
ing i the next few years undér current faw; the deficit is
projected 16 dipas low as 2.4 percent of GDFE by 2015
(see Table 1). In later years, however, projected deficits
rise steadily; reaching almost 4 percent of GDT in 2023
For the: 2014-2023 perivd, deficits in CBO's baseline
projéctions total $7.0 trillion. With such deficits, federal
debe would remain abiove 73 percentof GDP-far higher
than the 39 percent average seen over the past four
decades. {As recently as the end of 2007, federal debr
eqiialed just 36 percent of GDPR)Y Moreover, debt wetild
be increasing relative to the size of the economy in the

second half of the decade.

Those projections are nor CBO's predicrions of future
outcomes. As specified in law, CBO's baseline projections
are constructed wnder the assimption that currént laws
generally remain unchanged, so thar they can serveas a
benchmark against which potential changes in law can
be measured.

Revenues

Federal revenues will increase by roughly 25 percent
berween 2013 and 2015 under current law; CBO pro-
jects, That increase is expecred to resule from arise in
income because of the growing economniy, from policy
changes that are scheduled o take effect during thac
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Figure 1.
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petiod, and from policy changes that have already taken
effect but whose full impact on révenues vill not be felt
unti afier this year (such as the recent increase in tax rates
on ificome above certain thresholds)y.

As a result of those factors, revenues are projected rogrow
froim 15,8 percent of GDP in 2012 to 19.1 percent of
GDP in 2015—compared with an average of 17.9 per-
cent of GDP over the past 40 yeass. Under current favw,
reverues will remain ar roughly 19 percent of GDP from
2015 through 2023, CBO estimates.

Dutlays

In-CBO's baseline projections, federal spending rises over
the mext few years in dollar térms bur falls relative to the
size of the economy. During those years, the growth of
spending will be restrained both by the strengzhening
economy {as spending for programs such a5 unemploy-
ment compensation drops) and by provisions of the
Budget Control Acr of 2011 {Public Law 112-25).
Althougb ourlays are projected to detline from 22.8 per-
cent of GIIP in 2012 1o 21.5 pércent by 2017, they will
still exceed their 40-year average of 21.0 percent. {Oue
Jave peaked ar 23.2 percent of GDI in 2009 but have
fallen relative to' GDP in the past few years,)

After 2017;1F current laws remain in place; outlays will
start growing again as a percentage of GDP. The aging

af the population; inereasing health care costs, and a sig-
nificanit expansion of eligibilicy for federal subsidies for
health inswrance will substanitially boost spending for
Social Security and for major health care programs refa-
tive to the size of the economy. At the same time, rising
interest rites will significantly increase the governmenty
debr-service costs, In CBOYs baseline, outlays reach abour
23 percent of GDP in 2023 and are on an upward
trajeciory.

Changes froi CBO's Previous Projections

The deficits projected in CBO’s current baseline are
significantly larger than the ones in CBO's baseline of
August 2012, At that tine, CBO prajected deficits roval-
ing $2.3 willion for the 2013-2022 periad; in the current
baselinie, the total deficir for that period has risen by
$4.6 tillion. Thar increase stams chiefly fram the enact-
ment of the American Taxpayer Relief Act of 2012

{PL. 112-240}, which made-changes o rax and spending
laws that will boast deficits by a votal of $4.0 willion
{excluding debt-service cosws) between 2013 and 2022,
aceording to-estimates by CBQ and the staff of the Joint
Comnrittee on Taxation, CBO's updated baseline also
takes into account other legistative actions since August,
as well as 4 new economic forecast and some technical

revisions fa its projecrions.
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CBO’s Baseline Budget Projections

Total
Actual, 2014- 2014~
2012 2013 2014 2015 2016 2017 2018 201% 2020 2021 2022 2023 2018 2023
in Billions of Dollars
Revenues 2449 2,708 3003 33 3501 375 3937 4101 4279 4498 4734 461 17669 40,241
Outlays 3538 3,553 3618 3803 4007 4300 4542 4811 5078 5350 569% 5939 20330 47,199
Deficit - yor Surplus  ~1,089 -B45 -616 -430 -476 ~-535 ~605 -7 -798 -854 -957 -978 -2,661 -6,958
Of-budget -L151 872 630 433 476 333 598 693 -783 799 B78 872 %7 6,675
Off-budget” 62 7 14 3 * Z 4 <17 -35 55 79 -106 9 28
Dabt Held by the Pubiic
at the Bid of the Year 1,280 1229 12937 13462 14025 14547 15316 18097 16957 17876 18902 19,944 A na
As a3 Percentage of Gross Domestic Product
Revenues 158 169 180 juks 19.1 8.9 188 87 187 189 9.0 181 188 189
Outtays. 28wz A7 A6 pika 25 A7 8D 22.2 229 229 218 2.1
Deficit -7.0 -53 37 -24 -25 ~-27 -2% 32 -35 36 -38 38 -28  -33
Debt Held by the Public
4t the End of tha Year 25 B3I A7 3 TG 74 731 WS A2 50 760 70 . na,

Source: Cangressional Budget Office.

Note: * = hetween ~§500 million and:zéro; nia. = Hot applicable.

a. Off-budget surpluses or deficits comprise surpluses or deficits in the Social Security frust funds and the net cash flow of the

Postal Service,

Looming Policy Decisions May
Have a Substantial Effect on the
Budget Qutlook

Current faw leaves many key budger issues unresolved,
and this year, lawmakers will face thice significant
budgerary deadiines:

B Automatic reductions in spending ate scheduled to be
implemented av the beginnirig of March; whin that
happess, funding for many government activities will
be rﬁduCed by S pﬁrﬂeﬂr OFf more.

B The continuing resolution that currently provides
opetational funding for much of the government will
expire in late March. If no addivonal appropriations
are provided by then, nonessential functions of the
governmnt will have to cease operations.

B A sratitory Emit on federal debt, which was cemporar-
ily removed, will rake effectagain in mid-May. The

“Treasury will beable to eontinue borrowing for a shore
tifiie afet thar by using what are known as extraosdi-
nary measures. But to avoid a default on the govern-
ment’s obligations, the debt limit will need to be
adjusted biefore those medsutes are exhausted later in
the year.

Budgerary curcomes will also be affecred by decisions
sbout whether to continue cerrdin policies that have béen
in effect in recent yeass. Such policies could be contin-
ued, for example, by extending some tax provisions thar
are scheduled to-expire (anid that have routinely been
extended in the past) or by preventing the 25 percent cut
in Medicare’s payment rates for physicians that is due to
oceur in 2014, If, for instance, lawmakers eliminated the
automatic.spending cuts scheduled to rake effecr in
March (but left in place the original caps on discrerioriary
funding set by the Budget Control Act), prevented the
sharp reduction in Medicare’s paymeni rates for physi-
clans, dnd extended the tax provisions that are scheduled
to expire at the end of calendar year 2013 (or, in some
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Figure 2.
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Notes: Potential gross domestic product {GOP} is.CBO’s estimate of
the maximum sustainable fevel of output of the economy.
Data are quarterly. Actual data are plotted through the third
quarter-of 2012, Projections are ploftad through the fourth
quarter of 2023.

cases, i later years), budger deficits would be substan-
tially larger over the coming decade than in CBO's
baseline projections. With those changes, and no offser-
tng reductions it deficits, debr held: by the public would
tise to 87 percent of GDP by the end of 2023 tather-than
to 77 percent.

In addition to those decisions, lawmakers will continue o
face the longer-term budgetary issues posed by the sub-
stanpial federal debr and by the implications of rising
Fealch care costs and the aging of the populatan,

Economic Growth Is Likely to

Be Slow in 2013 and Pick Up in

Later Years

The U.S. econemy expanded modestly in calendar year
2012, continuing the slow recovery seen since the reces-
sion ended in mid-2009. Although economic growth is
expected to remain slow again. this year, CBO anticipates
that underlying factors in the economy will spur a more
rapid expansion beginning next year.

TESTIMONY

Even so, under the fiscal policies embodied in current
law, output is expected to remain below its potential

(or maximum sustainable) level until 2017. By CBO's
estimates, in the fourth quarter of 2012, real {inflation~
adjusted) GDP was ahout 5% percent below its potential
tevel, Thut gap was only modestdy smaller than the gap
berween actual and potential GDP thavexisted at the end
of the recession {see Figure 2) because the growth of aut-
put since then has been only slightly greater thar the
growth of potential cutpue. With such a farge gap
beeween actual and potential GDP persisting for so-fong,
CBO projects that the roral loss of cutput, relative ro the
economy’s potential; between 2007 and 2017 will be
equivalent to siearly half of the ourpur that the United
States produced last year.

The Economic Outlook for 2013

CBO expects that econanic activity will expand slowly
this year, with real GDP growing by just 1.4 percent
{see Table 2), That slow growth reflects a combination
of engoing improvement in underlying economic factors
and fiscal tightening that has already begun ar is
scheduled o pecur—including the expiradan of a 2 per-
centage-point cur in-the Social Security payroll tax,
increase in tax rates on incomme above certain thresholds,
and scheduled avtomatic reductions in federal spending,
That subdued economic groweh will limit businesses’
need to hire additional workers, thercby causing the
unernplovment rite © stay'near 8 pereent this year,
CBO projects. The rate of inflation and interest rares
are projected to remain low.

The Economic Outlook for 2014 to 2018

ARer the economy adjusts this year te the fiscal righren-
ing inherent in current law, underlying economic factors
will fead to more tapid grawth, CBO projects-—3.4 per-
cent in 2014 and an average of 3.6 percent a year from
2015 through 2018, In particular, CBO expects that the
effects of the housing and financial crisis will continue
o fade and thar an wpswing in housing construction
(though from a very low level), rising real estare and stock
prices, and increasing availability of credic will help to
spur a virtuous cycle-of faster growth in employment,
income, consumer spending, and business investment
over the nexe fow years.

Nevertheless, under current law, CB{Y expects the
unemployment rate to remain high—above 7% percent
thraugh 2014before falling to 5% percenit at the end of
2017, The rate-of inflation is prejected o rise slowly after
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Table 2.
CBO’s Economic Projections for Calendar Years 2012 to 2023
| Forecast Projected Annual Average
2012 2013 2014 2015-2018 2015-2023.
: Fourth Quarter to Fourth Quarter {Percentage change)
Rea! Gross Domestic Product 19 1.4 34 3.6 22
Iriflation
PCE price index 15 13 18 1.9 24
Core PCE: price index® 1.5 15 19 2.0 20
Consumer price index” 19 15 20 2.2 23
Core-consumer price index* 19°* 18 2.0 2.2 2.3

Fourth Quarter Level {Percent)
Unemployment Rate 78¢ 80 7.6 5579 52°¢

Calendar Year Average (Percent}
Interest Rates
Tiwee-month Treasury bills 01°® 0.1 0.2 22 40
Ten-year Treasury notes 18° 21 2.7 45 5.2

Source: Congressional Budget Office. {Actual values for 2012 are from Department of Labor, Bureau of Labor 'Statistics; Federal Reserve.}

Notés: The mimbers shown here do-notreflect the vallies for GDP and related series released by the Commerce Department’s Buread of
Economic Analysis on January 36.

PCE = personal consumption éxpenditures.
2. Excludes prices for food and energy.
b. The consumer price index for all urbas corisumers,
¢, Actual value far'2012.
d. Valuve for 2018.
€. Value for 2023,

this year: CBO estimates that the annual increase in the maximuni sustainable level. On that basis, CBO projects

price index for personal consamption expenditures will that both actuial and potential real GDP will grow at an
reach dbout 2 percent in 2015, The interest rate on average rate of 2% percenta year between 2019 and

3-miotith Treasuty bills—which has hovered near zero for
the past several years—is expected to climb to 4 percent
by the end 0f 2017, arid the rite on 10-year Treasury
niotes is projected to. rise from 2.1 percent in 2013 o

5.2 petcexit in 2017,

2023, That pace-is much slower than the average growth
rate of potential GDP since 1958. The mhain reason is
that the growth of the libor force will slow down because
of the rerirément of the baby boomers and an end to the
long-standing increase in women's participation in the

The Economic Outlook for 2019 to 2023 labor force, CBO also projects that thie unemplayment
For the sccond half of the coming decade, CBO does not fate-will fall to 5.2 percent by 2023 and chas inflation
atrempt to predict the cyclical ups aid downs of the and interest rates will stay atabout their 2018 Jevels

econamy; father, CBO assumes that GDP will seay at it throughour dthe 2019-2023 period.



18

Chairman MURRAY. Thank you very much.

We will now do rounds of questions, and I am going to do my
best to keep everybody at 5 minutes here so somebody has a
chance.

Mr. Elmendorf, I really want to begin with the question of se-
quester. I believe our focus should be on jobs and the economy, not
on arbitrarily creating pain for American families. In your report
and in comments you have made since, two things got my atten-
tion. The first is that, even with Congress having eliminated some
of the so-called fiscal cliff, we still have in place enough fiscal tight-
ening that growth this year will only be about half of what it
should be. And the second is that the loss in economic growth
translates into about 2 million jobs.

Now, to be clear, the fiscal tightening is more than just the se-
quester, as we all know, but the sequester is a major part of it, and
it is a piece that both sides I think agree is harmful to our econ-
omy, to our families, and our national security.

It seems obvious to me that the answer is to replace the seques-
ter with a phased-in approach that includes an equal amount or
more of smart and sustainable spending cuts and additional rev-
enue.

So my question for you this morning is: Given that CBO notes
that it expects a substantial slowdown in economic growth this
year because of fiscal tightening, would it not be preferable to re-
place the sequester with a package of savings that is better tar-
geted, that is programmatic rather than across the board, and that
is phased in so it occurs when the economy is on a stronger footing?

Mr. ELMENDORF. Yes, Senator. If the sequester were replaced
with a comparable amount of deficit reduction that was phased in
more gradually, that would be better for the economy in the near
term.

The matter of what the composition of that fiscal tightening is
I think can affect the economy, as we have done analyses over the
past few years of different ways of spurring economic growth and
jobs. We talked about the different sorts of effects the different
components of taxes and spending policies can have on the econ-
omy. But, of course, the composition also bears very importantly on
what you and your colleagues think the Government should and
should not be doing and where our public resources should and
should not be devoted. So as you know, there are important issues
in the budgetary choices in addition to the economic effects.

Chairman MURRAY. Okay. And, for the record, it is my recollec-
tion that you, like many people, have advised Congress that there
are better and smarter ways to deficit reduction than through arbi-
trary, across-the-board cuts that are going to occur under seques-
ter, correct?

Mr. ELMENDORF. Well, Senator, we do not make recommenda-
tions about policy. I think we have noted, as others have, that an
across-the-board cut does not give you and your colleagues the
chance to choose where you think the Government should be
spending money on behalf of your constituents. I think that is a
matter of—that is not a matter of economic analysis. It is a matter
of allowing you and your colleagues to set the course of the Federal
budget.
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Chairman MURRAY. Okay. In my opening comments, I talked
about the improvement in health spending in CBO’s projections,
and I noted that since March 2010, lower health spending has re-
sulted in revisions that lowered estimates of Federal spending for
Medicare and Medicaid by $200 billion, about 15 percent, in 2020.
The Centers for Medicare & Medicaid Services have reached some-
what similar conclusions showing national health care expenditure
growth rates at recent historic lows below 4 percent, levels well
below those seen prior to 2009. Those are really encouraging signs,
and we are hearing from providers and even your predecessor, Dr.
Orszag, that significant innovation is already underway.

I alluded in my opening statement I would give you a chance to
comment on this improvement, and I was wondering if you could
explain what led CBO to make those revisions.

Mr. ELMENDORF. Yes, Senator. There has been a marked slow-
down in the rate of growth of health care spending across the
health care system. We see this in private insurance costs. We see
this in Medicaid; we see this in Medicare. And within Medicare, we
see it in Part A, which basically pays for hospital services, and Part
B, which basically pays for doctors’ services, and in Part D, which
pays for prescription drugs.

So it is a very broad-based slowdown. It has been underway now
for several years. We are working intensively, as are many other
people, to try to understand better the sources of that slowdown,
the causes of that slowdown.

Our current assessment is that a part of that comes from the fi-
nancial crisis and recession, which reduced the income and wealth
that people have to spend on health care. But we think that a sig-
nificant part is more structural in nature and involves underlying
changes in the way that health care is practiced and delivered.

The challenge for us and for others is to understand how much
of those structural factors represent a transient phenomenon and
how many represent a more enduring phenomenon, and we really
do not know at this point. So what we have seen is that the spend-
ing in Medicare and in Medicaid in 2012 was about 5 percent below
what we thought it would be in early 2010. We have extrapolated
some of those slower growth rates over the coming years so that
we have, as you noted, Senator, marked down Medicare and Med-
icaid spending by about 15 percent in 2020 because of these rea-
sons. Of course, there are other factors, legislative factors and eco-
nomic changes, that matter for our projections as well. But because
of what we see happening in the health care sector, we have
marked down growth—marked down the level of spending by about
15 percent. We have also over the past 2 years—

Chairman MURRAY. I am going to have to cut you off because I
am going to have to limit everybody to 5 minutes. So I appreciate
that response very much, and I will turn it over to Senator Ses-
sions.

Senator SESSIONS. Thank you.

Thank you for your insightful report and comments. They are
very important to us. I know CBO has worked hard in projecting
growth rates. That is a big part of how you try to evaluate the im-
pact of a budget and what we will be able to do financially over
the next several years. We accept that as a reasonable way to do
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business, not perfect but reasonable, and I guess it is fair to say
that you worked very hard to create an accurate picture.

Mr. ELMENDORF. My colleagues and I do, Senator.

Senator SESSIONS. We just had a $616 billion tax increase, aver-
aging about $60 billion a year extra income, and we are having re-
covery from the recession, the slowest in a decade but some recov-
ery, and that results in a lower deficit, as you have reported to us.
By 2015, the deficit is projected to be $430 billion, the lowest you
project over 10 years. That is slightly below the highest deficit
President Bush ever had in his 8 years. And you have GDP growth
projected at 3.9 percent. Last year, we were at 2.2 percent, I be-
lieve. So that gives us some perspective.

But after 2015, 3 years from now, the deficit starts a relentless
rise again, increasing every single year almost 10 percent a year
and would more than double over the following 8 years to $978 bil-
lion—is that correct?

Mr. ELMENDORF. Yes, Senator, that is right.

Senator SESSIONS. And you do not see, unless something
changes, any improvement in the out-years, but your report would
indicate that the upward trajectory, as you said, we would still be
on that upward trajectory?

Mr. ELMENDORF. Yes, Senator, that is right.

Senator SESSIONS. And would you say that is an unsustainable
path?

Mr. ELMENDORF. Yes, Senator. As we and many others have said,
the debt cannot rise indefinitely as a share of GDP, and our projec-
tions under current law show debt rising relative to GDP in the
back half of this coming decade.

Senator SESSIONS. And it also increases the risk, as Erskine
Bowles and Alan Simpson told us, of a fiscal crisis that might
occur.

Mr. ELMENDORF. Yes, Senator.

Senator SESSIONS. They said it was inevitable if we do not
change this unsustainable path. Would you agree with that?

Mr. ELMENDORF. Well, in the longer-term projections that we
have done, in the past years, we have shown debt rising relative
to GDP under what had been current policies. We have not up-
dated those projections, but, yes, if one extrapolates what we show
at the end of the decade, then debt would continue to rise as a
share of GDP.

Senator SESSIONS. Well, under your analysis, you conclude that
the revenues are growing each year. You show solid increases. And
your growth rate of revenues for the Government basically runs in
harmony with the GDP increase. As the economy increases, people
pay more taxes and revenue increases. If it declines, revenue would
decline. Is that fundamentally correct?

Mr. ELMENDORF. Yes, Senator.

Senator SESSIONS. So even if tax increases were enacted—let me
just ask this. I think this is important for us to understand. If tax
increases were enacted that were large enough to balance the
budget by 2015, not just leave us with a $430 billion deficit, is it
not a fact that under your analysis and assumptions, a deficit
would begin to return that year or the next year, and it would in-
crease each year over that 10-year budget?
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Mr. ELMENDORF. I think it depends, Senator, on the trajectory of
the tax increase that you have in mind. So if the tax increase is
a fixed number of billions of dollars per year, then, yes, the other
factors will continue to push up—

Senator SESSIONS. Right, well, fundamentally, is it not true that
the deficits continue to rise and rise steadily because they are in-
creasing faster than economic growth?

Mr. ELMENDORF. Yes, Senator. In our projections, spending is
above—

Senator SESSIONS. Excuse me. Spending is increasing at a rate
higher than you project the economy to increase. Spending would
be increasing around 6 or so percent; whereas, growth—and I will
use your average, about 2 or so. And it is substantially less.

Mr. ELMENDORF. Yes, Senator. So we show spending continuing
to rise—after the middle of this coming decade, we show spending
continuing to rise as a share of GDP. Although we have not up-
dated the longer-term projections, there is no reason to expect that
to turn around because the fundamental drivers are the rising
number of Americans collecting through these large benefit pro-
grams and the rising costs of health care per beneficiary.

Senator SESSIONS. So, to my colleagues, this is the reason I think
it is accurate to say we have fundamentally a spending problem
rather than a tax problem, because if your revenue is not going to
keep up with the spending because we are on an automatic course
through entitlements and other programs and all our desires to
spend more, then you are not going to get the country on a sound
path.

Mr. Elmendorf, debt, I believe, can slow the economy. Back in
2009, you wrote Senator Gregg stating that $850 billion stimulus
would have an economic boost in the short term, this pushing out
of stimulus money, but the cost of borrowing that money would in-
evitably become a drag on the economy, you told us. In fact, you
said that by even next year—2014 I believe is what you projected
back then—the benefits of the stimulus spending would be com-
pletely gone and there would be left a drag permanently on the
economy. And so since there is no prospect of paying down that
debt, we will have some drag—how much, we could dispute— per-
manently as a result simply of that debt. Is that not correct?

Mr. ELMENDORF. Yes, Senator. If cuts in taxes or boosts in
spending that stimulate the economy in the short run are not offset
by some later tightening of fiscal policy, then the extra debt that
is accumulated will be a drag in the long run.

Senator SESSIONS. Thank you, Madam Chair. I have gone over
my time limit. And the other debt we are adding also becomes a
permanent drag on our growth, threatening the future of employ-
ment for millions of Americans.

Chairman MURRAY. I would like to inform the Committee mem-
bers that the way we are going to work in this Committee on recog-
nizing Senators is, as in past traditions, by seniority before the
gavel is hammered and order of arrival after the gavel, so we will
begin with Senator Sanders.

Senator SANDERS. Thanks very much, Madam Chair, and, Mr.
Elmendorf, Dr. Elmendorf, thanks very much for being with us.
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Just a few questions, and if you can give me some brief answers.
Is it fair to say that one of the reasons we have the deficit today
has to do with two wars that were not paid for; huge tax breaks,
much of which went to the wealthiest people in this country; the
Medicare Part D program that was not paid for; and a Wall Street-
caused recession which resulted in significant declines of revenue?
Would you say that that is one of the reasons we went from a sur-
plus at the end of Clinton’s administration to where we are today?

Mr. ELMENDORF. Yes, Senator.

Senator SANDERS. All right. The second question is: In terms of
unemployment, the number roughly 7.8 percent is often thrown
out, but would you agree that if you looked at real unemployment,
people who have given up looking for work, people who are working
part-time when they want to work full-time, that we are really
looking at maybe 14 percent? Is that a fair statement?

Mr. ELMENDORF. Yes, Senator.

Senator SANDERS. All right, the point being that we are in the
midst of a major, major recession.

Now, the debate that is taking place in the Congress right now
is many of my Republican friends believe that the answer to the
deficit problem, which all of us agree is a serious problem, is to cut
Social Security, is to cut Medicare, is to cut Medicaid, is to cut pro-
grams for children. And that is true. That is one way you can go
forward. But some of us believe that we have to take a look at rev-
enue and the fact that at 15.8 percent of GDP, revenue today is the
lowest point that it has been almost in 60 years.

Some of us also believe that we have to take a hard look at huge
corporate loopholes, that before you cut a woman in Vermont who
is living on $15,000 a year Social Security, you may want to end
some of the loopholes that enabled the Bank of America to stash
their money in the Cayman Islands and not pay any taxes at all.
And that is kind of what the debate is about.

So let me ask you this, just confirm if my information is right.
In 1952, 32 percent of all revenue generated in this country came
from large corporations. Today that number is 9 percent. Does that
sound accurate?

Mr. ELMENDORF. I am sorry, Senator. I just do not know that
fact.

Senator SANDERS. Okay. In 2011, corporate revenue as a percent-
age of GDP was just 1.2 percent. Madam Chair, you remember
many of our corporate friends coming here and how they were over-
taxes. 1.2 percent of GDP happens to be, as I understand it, lower
than any other major country in the OECD. So when people come
in and say, “Oh, we are paying 35 percent,” everybody here knows
there is no corporation that pays 35 percent. If they do, they have
to get rid of their accountants, that, in fact, the number on profits
is 12 percent. Is that true?

Mr. ELMENDORF. So, Senator, certainly right that the statutory
tax rate in the corporate tax code and the average share of profits
paid in tax by companies are quite different, but I do not know the
numbers, and I do not know the—

Senator SANDERS. Okay. Let me see if you know this one.

Mr. ELMENDORF. —OECD countries.
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Senator SANDERS. In 2011, my understanding is that corpora-
tions paid just 12 percent of their profits in taxes, the lowest since
1972. How is that?

Mr. ELMENDOREF. I think that sounds about right, Senator.

Senator SANDERS. So, again, the choice that we face, do you real-
ly in the middle of a recession want to cut Social Security benefits
and Medicare benefits when corporations today are paying 12 per-
cent of their profits in taxes, the lowest since 1972? Or do we think
it might make more sense to ask our friends in the corporate world
to pay a little bit more?

Another question. My understanding is that one out of four
major corporations, profitable corporations in this country, in 2005,
the last statistics I have seen—I am sorry I do not have closer
ones—paid zero in taxes. Does that sound right to you?

Mr. ELMENDORF. I am sorry, Senator. I just do not know offhand.
We can look these things up, but I do not carry them around in
my head.

Senator SANDERS. All right. My understanding is that we are los-
ing—and we have introduced legislation to remedy this—about
$100 billion a year in revenue, a year, by companies’ offshoring
their profits in the Cayman Islands, Bermuda, and paying zero in
taxes.

Mr. ELMENDORF. Again, Senator, I do not—

Senator SANDERS. All right. I know that, but do you think it is
a legitimate area to pursue, the fact that we have companies like
Bank of America and virtually every major corporation stashing
their money in the Cayman Islands, paying zero in Federal taxes?
Is that something that you think would be a worthwhile pursuit?

Mr. ELMENDORF. Well, I think that it is certainly a legitimate
issue for the Congress, and we released a report last month that
reviewed the pros and cons of alternative ways of changing the tax
system applying to multinational corporations.

Senator SANDERS. Okay. Madam Chair, I would just conclude by
saying we have a great philosophical difference in this room, and
some of us think that when the wealthiest people are doing phe-
nomenally well, when corporate profits are at an all-time high, we
might want to ask those folks for more revenue rather than cutting
back on the needs of some of the most vulnerable people in this
country.

Thank you, Madam Chair.

Chairman MURRAY. Thank you.

Senator ENzI.

Senator ENZzI. Thank you, Madam Chairman.

I want to thank you for this great book. As an accountant, it has
a lot of numbers in it; I love that. It does lead to a lot of technical
ﬁuestions, though, and I would rather submit those than ask them

ere.

Mr. ELMENDORF. Yes, Senator. We are happy to respond that
way.

Senator ENzI. I still have a few questions, though, and Senator
Sanders brings up one. Are we paying out more in Medicare than
we are taking in at the moment?

Mr. ELMENDORF. Well, as you know, Senator, the dedicated taxes
for Medicare cover the Part A, or are designed to cover Part A, the
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hospital spending, and the Hospital Insurance Trust Fund is, in
fact, losing money every year. The other parts of Medicare have no
dedicated financing. They are funded by beneficiary premiums and
by general revenue transfers.

Senator ENzI. How are we doing on the difference between what
is paid in for Social Security and what is going out monthly or an-
nually?

Mr. ELMENDORF. So the dedicated taxes collected for Social Secu-
rity are less than the benefits that are being paid out for Social Se-
curity.

Senator ENzI. Is there anything in sight where that is going to
change?
| Mr. ELMENDORF. No, Senator. That will continue under current
aw.

Senator ENzI. Thank you.

Now, in the CBO report, you indicate that revenues are projected
to increase by roughly 25 percent between 2013 and 2015, and, in
addition, growth of the economy is expected to be just one and four-
tenths percent in 2013 but accelerate to three and four-tenths per-
cent in 2014. I want to ensure that we all do not leave this hearing
thinking that there is a direct link between increased revenues
through tax hikes and increased economic growth.

In that regard, to what extent do the increased taxes that were
recently enacted and that pull money out of the hands of both em-
ployers and employees have a negative impact on your economic
growth projections?

Mr. ELMENDORF. So, Senator, we think the increases in taxes is
part of the fiscal tightening that is slowing the economy this year,
just as the planned reductions in spending are slowing the economy
this year. That and other sorts of deficit reduction are good for the
economy in the medium run and long run, and that is one of the
difficult trade-offs that you and your colleagues face.

Senator ENzI. Thank you.

The CBO report also indicates that after the economy adjusts
this year to the fiscal tightening inherent in current law, under-
lying economic factors will lead to more rapid growth— you project
three and four-tenths percent in 2014 and an average of three and
six-tenths percent a year from 2015 through 2018. Can you walk
us through your analysis leading to the conclusion that the econ-
omy will adjust this year and not over a longer period of time due
specifically to the tax increases that were enacted earlier this year?

Mr. ELMENDORF. Yes, Senator. So there are two factors here.
There is a growth of the underlying potential of the economy, and
then there is some catch-up from the current level of output, which
is below that potential, which amounts to putting unemployed
workers back to work making better use of the factors and offices
that we have. And both those factors are at work in the growth we
see over the next half-dozen years.

We think that the underlying forces driving the economy are fi-
nally—after long, lingering effects of the financial crisis and the
housing bubble, we think those underlying forces are strength-
ening. We think those are going to help to pull the economy back
up toward its potential output to put people back to work, but only
gradually over the next 4 or 5 years.
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The tightening of fiscal policy is reducing deficits, and the low-
ered debt that will result will be good for the economy later on. It
is also true that the higher tax rates that will be in place because
of the expiration of tax cuts on higher-income people, those higher
tax rates will represent some drag on the economy, and we incor-
porate those factors in our baseline projections and in our analysis
of the effects of alternative policies. We look at the effects of both
debt on the economy and the effects of tax rates in distorting incen-
tives to work and to save.

Senator ENzI. Well, I will have a few more follow-ups on that
one, but, slightly different, the President recently said that in the
absence of a larger budget deal, Congress should pass a smaller
package of spending cuts and tax reforms that would delay for a
few months the sequester slated to go into effect. It is anticipated
those tax reforms mean closing what the President perceives as
loopholes. And it would have the effect of simply raising taxes.

To what extent would raising taxes to offset a portion of the se-
quester have a negative impact on economic growth?

Mr. ELMENDORF. So I think the biggest issue to think about in
terms of the effects of this fiscal policy on the economy in the near
term is how quickly deficit reduction occurs, how much tightening
occurs this year. But it is also true that the composition of the fis-
cal tightening, how much comes through certain sorts of spending
cuts or certain sorts of tax increases can matter for economic out-
comes, but the effect depends a lot on the specifics. When we have
looked at different ways to boost the economy, we have found very
different effects of different sorts of spending increases and very
different effects of different sorts of tax cuts.

So I do not want to make any very general statements because
it really depends on what provisions of the Tax Code would be
changed.

Senator ENz1. I will follow up on that.

Senator ENzI. My time has expired. Thank you.

Chairman MURRAY. Thank you.

Senator WHITEHOUSE.

Senator WHITEHOUSE. Thank you, Madam Chair.

Welcome back, Dr. Elmendorf.

Mr. ELMENDORF. Senator.

Senator WHITEHOUSE. Two quick things. The first is that—I
think it is relevant to the topic you were just discussing. Europe
has gone on an experiment in austerity as a solution to the reces-
sion, and it does not seem to be working very well. Spain’s economy
shrank 1.4 percent in 2012 and is projected to contract another 1.4
percent in 2013. Greece’s economy shrank 6 percent in 2012 and
is projected to contract another 4.2 percent in 2013. Italy’s economy
shrank 2.3 percent in 2012 and is projected to contract another 0.3
percent in 2013. Portugal’s economy shrank 2.3 percent in 2012
and is projected to contract another 0.3 percent in 2013. Unemploy-
ment is in double digits in all of those countries. So although we
are not recovering well, we are certainly recovering, and we see
GDP growth. And if you look at some of the people who are close
to this and looking at it, the conservative Daily Telegraph, Jeremy
Warner, who supported this austerity program, has recently writ-
ten about Britain that they are in a “truly desperate state of affairs
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that demands swift and decisive action. We seem to have the worst
of all possible worlds, with nil growth, some very obvious cuts in
the quantity and quality of public services, but pretty much zero
progress in getting on top of the country’s debts.”

The IMF, which had argued for austerity, now has corrected
itself and says—the chief economist Olivier Blanchard said, “We
find that forecasters significantly underestimated the increase in
unemployment and the decline in domestic demand associated with
austerity.”

The Wall Street Journal, recently discussing Spain and its aus-
terity program, said that it “threatens to create a vicious cycle as
mass layoffs to meet budget targets spark a deeper contraction, re-
ducing tax revenue and increasing welfare costs, as well as damp-
ing consumption.”

Now, Robert Frank, who is a well-regarded American economist
at Cornell, has said, “The cuts that are scheduled in the sequester
are not a way to run a rational government. Cuts of any kind at
this time are not a good idea. It is recessionary. It would slow
growth for sure and put people out of work.”

In that regard, the more conservative American Enterprise Insti-
tute, John Makin and Daniel Hanson said, “An abrupt spending se-
quester scheduled to begin March 1st could cause a U.S. recession.”

Do you recommend an austerity path at this point? What should
we be doing that is different than the European austerity experi-
ment that appears to have ended so badly for them?

Mr. ELMENDORF. So, Senator, we have not studied each of those
European countries carefully, and as you know, there are many fac-
tors that affect their economic performance. But I think that the
recessions and economic contractions that have occurred in coun-
tries that have pushed for very rapid contractions of fiscal policy
are entirely consistent with the analysis that we have been offering
to the Congress for many years now that raising taxes and cutting
spending at a time when the economy is already weak and the Fed-
eral Reserve is limited in its further options to support the econ-
omy will tend to reduce output and reduce jobs relative to what
would occur if fiscal policy were not tightened in those ways. And—

Senator WHITEHOUSE. And you are predicting a more than 1-per-
cent difference in GDP as a result of that if we do not manage the
sequester properly, correct?

Mr. ELMENDORF. So we say that without any of the fiscal tight-
ening that is occurring this year, GDP growth would be 1-1/2 per-
centage points faster. The sequester itself we think represents
about six-tenths of one percent of GDP growth this year and would
mean a difference of roughly 750,000 jobs by the fourth quarter of
this year.

Senator WHITEHOUSE. Okay. And one last point, a different
point. I make it virtually every time we have a hearing, and so I
now will give the abbreviated version here, and the Chairman was
kind enough to mention my interest in this. But when we have a
health care system that is spending 50 percent more than our least
efficient international competitor, when everybody from the Presi-
dent’s Council of Economic Advisers to the Institutes of Medicine
say that there is over $700 billion every year to be saved in the
American health care system, when companies like, in Senator
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Johnson’s home State, Gundersen Lutheran, in Senator Toomey’s
home State, Geisinger, are actually showing the ways to reduce
costs by providing better health care, I look forward to being able
to work with my colleagues on the other side of the aisle to focus
on that. I think when we look at Medicare benefits as the solution
to our health care cost problem, we are fundamentally
misdiagnosing the problem. When we misdiagnose a problem, we
put the wrong cure on it. It will do harm, not good. And we really,
I think, as a Congress can focus in bipartisan fashion on trying to
make the American health care system at least as efficient as our
least efficient international competitor rather than paying a 50-per-
cent inefficiency penalty on that compared to the rest of the world.

Chairman MURRAY. Thank you.

Senator JOHNSON.

Senator JOHNSON. Thank you, Madam Chairwoman, Director El-
mendorf. Let me first agree with Senator Sessions. I actually think
we all share the same goal here. We all want a prosperous Amer-
ica. We want every American to be able to have the opportunity to
build a good life for themselves and their family. It is a matter of,
you know, how do we go about doing it, and it is really through
economic growth.

Director Elmendorf, in general, don’t tax increases harm eco-
nomic growth?

Mr. ELMENDORF. I think it depends what the alternative is, Sen-
ator. I am not trying to—

Senator JOHNSON. I am just talking about—

Mr. ELMENDORF. —be difficult here.

Senator JOHNSON. I am just talking about—

Mr. ELMENDORF. If the alternative is to run large deficits indefi-
nitely, if the only available policy lever were a change in tax rates
or some other change in the Tax Code, I am not sure what the an-
swer to that question is.

Senator JOHNSON. Let me point out a couple facts about eco-
nomic growth. Even with the meager growth we have had since
2009, Federal revenue has increased by $388 billion per year since
that time period, correct?

Mr. ELMENDORF. I will take your word for that, yes, Senator.

Senator JOHNSON. If we would just return to a normal economy,
which we had in 2007, when revenue generation was 18.5 percent
of our economy, that would add an additional $435 billion per year.

Mr. ELMENDORF. Again, we certainly think that when the econ-
omy is—the growth we have in the economy is an important factor
pulling up tax receipts.

Senator JOHNSON. Now, the tax increase, the punishing of suc-
cess in the fiscal cliff piece of legislation, that in

2014, according to the Joint Committee on Taxation, would raise,
I believe, $41 billion in 2014. Is that about right?

Mr. ELMENDORF. That sounds plausible, Senator, yes.

Senator JOHNSON. So increasing taxes on the rich is a tenth as
effective if we would actually just return our economy to a normal
economy. Is that about correct?

Mr. ELMENDORF. That particular policy, yes, Senator.

Senator JOHNSON. Now, in your projections, you are taking us—
and you pointed out that the 40-year average is 18 percent of rev-
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enue compared to GDP, and your projections now are saying you
are going to somehow get 19 percent out of the economy. I would
like to point out over the last 62 years, we have only had 13 in-
stances where revenue actually hit 19 percent. Three of those, it
actually peaked 20 percent. But I would like to just quickly show
a chart here. We have had a wide variety of top marginal tax rates,
I mean the attempt to punish success, which I think is the wrong
way to go, of as high as 91 percent, 70 percent, 50 percent, 28 per-
cent under Ronald Reagan, I would like to point out. For a brief
moment in time, we were actually 72 percent free, then 35, 39.6
percent, we are pushing that top marginal tax rate up to 40 per-
cent. But it is amazing how incredibly tight the average around
that, in my case, 18.1 percent over 50 year averages, what makes
you think that we can actually extract over the next 10 years about
19 percent of revenue when we have not been able to do it regard-
less of how we have tried to punish success?

Mr. ELMENDORF. Well, Senator, as you know, there are a lot of
other features of the Tax Code besides the top marginal rate, and
one could draw pictures like that that showed the rates that ap-
plied to people at other points on the income distribution. There
are a set of changes that have been made to what sort of income
is taxed, what deductions and credits are available. So our projec-
tion is that under current tax law revenue will reach roughly 19
percent of GDP. That is not really hard for us to imagine given the
way current tax law works.

One factor, of course, is—another factor you know is that at
points where tax receipts have moved up to be a higher share of
GDP, Congress has often stepped in and made some change in the
tax law to bring them back down. And you may do that again, but
that is not what our baseline projections are—

Senator JOHNSON. Okay. Let me quick answer Senator Enzi’s
question about how much more we are going to be paying out in
benefits, and these are according to your schedules here. Between
2014 and 2023, we will pay out $5 trillion more in benefits to So-
cial Security recipients and Medicare than we are taking in in
terms of tax revenue and premiums on Medicare. Now, that $5 tril-
lion compares to $9 trillion of total additional debt, it is almost 60
percent. If you are going to actually try and address the debt and
deficit issue, wouldn’t you actually have to try and propose a plan
to save those programs for future generations? Wouldn’t that be
one of the first places you would look?

Mr. ELMENDORF. I think it is very difficult, Senator, if you look
at our projections, to see how one can put the budget ultimately on
a sustainable path without making significant changes in either of
those large benefit programs or in the taxes paid by a broad cross-
section of Americans.

Senator JOHNSON. Okay. Well, let me also ask just about interest
payments, because we will be paying about $5.4 trillion in interest
expense, and by the end of the period, we are about 5.2 percent of
a 10-year Treasury note. I just want to put another chart up here.
Over 30 years from 1970 to 1999, the average interest rate the
Federal Government paid on its debt was 5.3 percent. We have
been keeping that artificially low, 1.5 percent, to accommodate all
this deficit spending. If we just reverted to that mean, that would
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be more than $600 billion per year for increasing our interest rates
by 3.8. Isn’t that largely correct?

Mr. ELMENDORF. So as you noticed, Senator, our own projection
has the 10-year Treasury note rate going to 5.2 percent in the sec-
ond half of the coming decade, and that is the reason why we show
such a large increase in Federal interest payments.

Senator JOHNSON. That is something we really need to be con-
cerned about. What makes you think that we will not hit that 5.2
percent a little bit quicker?

Mr. ELMENDORF. Because the weakness of the economy has kept
down the private demand for credit and has led the Federal Re-
serve to keep interest rates low. In addition, there are serious eco-
nomic and financial problems in Europe that have led people to put
money in this country, and I think in general an aversion to taking
financial risk given the events of the last half dozen years. We
think those factors will persist for a while and then wane.

Senator JOHNSON. Aren’t seniors on fixed incomes the biggest
victims of these artificially low held interest rate?

Mr. ELMENDORF. I do not know, Senator. We have not analyzed
that. It is true that the people who are dependent on receiving in-
terest payments are receiving lower payments because interest
rates are low.

Senator JOHNSON. Thank you.

Chairman MURRAY. Senator Baldwin.

Senator BALDWIN. Thank you, Madam Chairwoman, and I have
to tell you, it is a delight to have my first budget meeting. I am
delighted to have Director Elmendorf here. And since you only get
your first hearing once, I wanted to say a couple of things.

I appreciated your opening remarks, Chairman Murray, about
the fact that budgets truly are a statement of our values and our
priorities as Americans. And for me, that means developing a budg-
et that strengthens the essential pillars of our economy and eco-
nomic security, especially for the middle class. Quality education,
affordable health care, a good-paying job, retirement security are
things that we really on to have a strong middle class. So I want
to see us develop a budget that truly holds true to the belief that
iI}ll America everybody gets a fair shot and everyone does their fair
share.

I believe—and many have echoed this sentiment—that our coun-
try faces twin challenges: the challenges of getting our economy or
economic recovery, seeing it through, job creation, and particularly
in the private sector, and confronting our debt and deficit. And I
believe that we have to face both of these challenges head on and
address them in a bold yet balanced way.

In the past 2 years, we have made significant strides in achiev-
ing a $2.5 trillion bipartisan deficit reduction, but we obviously
need to do more. But that is the trick, that is the challenge, that
is the hardest task, is how do we forward a set of policies that
helps us achieve both of those twin challenges without frustrating
the other.

So, Mr. Elmendorf, I would like to begin by asking you how we
approach these twin challenges, these parallel challenges of job
growth and deficit reduction. You highlighted in your testimony
that there is a large gap between potential GDP and actual GDP,
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and that gap is almost as large as it was during the worst of our
recession. This means that there is a shortfall in consumption, in
Government spending and/or investment. Additionally, we have
record low financing costs right now and unemployment levels of
above 16 percent in the construction sector.

In terms of economic multipliers, isn’t it true that one of the best
ways to increase growth in the future is to invest in infrastructure
today?

Mr. ELMENDORF. Yes, Senator. Investments in infrastructure, if
done in an intelligent manner, can provide a real boost to economic
activity, not just today when the investment is occurring but over
time as the investment yields returns.

Senator BALDWIN. And along those lines, what do you view as
the other best economic multipliers strategies at this point? What
gives us the most leverage?

Mr. ELMENDORF. Well, Senator, the most effective way that we
know for the Congress to boost economic growth this year is to
defer some of the fiscal tightening that is scheduled in current law.
But I want to be clear that if that deferral occurs without some off-
setting tightening of fiscal policy later, then that will make eco-
nomic outcomes worse in the medium term and long term.

Senator BALDWIN. The dual twin challenges. You want to attack
one without frustrating progress on the other.

You stated in your testimony that this fiscal tightening that we
are talking about would restrict GDP growth by 1.5 percent and
cost us 2 million jobs. In your testimony, you also stated that our
unemployment rate would remain above 7.5 percent for the foresee-
able future through 2014. I have a chicken-versus-egg question for
you. I know they are challenging. But in your view, to what extent
is high unemployment a cause of weak economic growth as opposed
to the effect of weak economic growth? And if high unemployment
is, in fact, a cause of slower growth, what effect would direct Gov-
ernment action to lower our unemployment rate have on our over-
all fiscal situation?

Mr. ELMENDORF. So, Senator, we think that the high unemploy-
ment rate is primarily the effect of businesses not hiring, which is
primarily an effect of their not seeing the demand for their prod-
ucts, and that policies that would boost the demand for business
services would encourage businesses to hire more, and that would
tend to bring down the unemployment rate.

There are also policies that could be directed specifically at un-
employed workers. We wrote a report last year on ways of respond-
ing to persistently high unemployment, and we talked in that re-
port about some of the broad macroeconomic policies, but also
about more targeted policies to help train workers, help connect
workers to available jobs. Our view in that report was that those
policies could be very helpful for certain people in certain cir-
cumstances but would be very difficult to implement on a national
scale quickly enough to change, significantly change the trajectory
of the overall unemployment rate over the next few years.

Senator BALDWIN. Thank you.

Chairman MURRAY. Thank you.

Senator WICKER.
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Senator WICKER. Thank you, Madam Chair, and thank you, Mr.
Budget Director.

The President a few days ago proposed a balanced approach to
pay for sequestration in another way involving revenue increases
and a different approach to making the budget savings. What
would be the score of the President’s proposal in this regard?

Mr. ELMENDORF. So, Senator, we have not seen a specific pro-
posal, so I do not know what it—

Senator WICKER. You know, I have not seen a specific proposal
either,?so it is hard to score that speech that the President made,
isn’t it?

Mr. ELMENDORF. Yes, Senator.

Senator WICKER. Now, on the other hand, the House last year ac-
tually proposed legislation and passed legislation to deal with the
sequestration. Is that correct?

Mr. ELMENDORF. Yes, Senator, that is right.

Senator WICKER. Okay. Did you have an opportunity to score
that?

Mr. ELMENDORF. We did, Senator, but I do not remember the es-
timate that we provided. But we provided the cost estimate.

Senator WICKER. All right. And the Chair suggested earlier in
this hearing that we avoid sequestration by restructuring the cuts
to let them take effect a little more gradually that involve revenue
there. Have you had an opportunity to score that proposal by the
Democrats on this Committee?

Mr. ELMENDORF. No, Senator. We have not received a specific
proposal of the sort that you are describing, and if we received—
if such a proposal were made public and we were to do an estimate
of it, then you and all of your colleagues would see it.

Senator WICKER. Okay. Well, I think that would be very helpful
because it is frustrating to me because, on the one hand, our broth-
ers and sisters at the other end of the building, at least if they
have taken the hit, proposed specific solutions to sequestration.
They have been scored. They have been passed. They sat over here
in the U.S. Senate all last year with no action, and yet we have
suggestions by the President, suggestions by our friends on the
other side of the aisle, but they cannot be scored, and we cannot
have any idea what CBO would think about those.

Let me just say this: There is a lot of revisionist history when
it comes to this period that I participated in as a Member of the
House of Representatives where we actually had budget surpluses
at the Federal level. You would think from the Chair’s opening
statement that President Clinton came into office in 1993, proposed
balanced budgets, got those balanced budgets, and we had 8 years
of relative fiscal sense here in the Federal Government. The fact
is, is it not, that President Clinton in 1993, in 1994, and in 1995
proposed in all of those years deficit spending as far as the eye can
see? Is that correct?

Mr. ELMENDORF. I think that is right, Senator, but my recollec-
tion of the specifics of those budgets is not perfect.

Senator WICKER. That is my recollection, too. As a matter of fact,
in the 1995 budget proposed by President Clinton, who takes credit
for the surpluses later on, it proposed over $200 billion in budget
deficits as far as the eye could see. And then what happened is in
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the 1994 election the people of the United States elected a Repub-
lican majority in the House and a Republican majority in the Sen-
ate. And I know you do not get involved in politics, but let me just
observe that Chairman Kasich was directed by the Speaker of the
House to come up with a very tough budget bill, and, in fact, the
Republican majorities in the House and in the Senate got the
President of the United States to buy into reconciliation, to buy
into welfare reform, and on a bipartisan basis after Republicans
took control of the House and Senate majorities, that is when we
had budget surpluses. That is when the budget surpluses began.
They were never proposed before then by President Clinton.

Now, also, I do not recall President Bush getting us into a war
in 2001. I recall Osama bin Laden and al Qaeda getting us into a
war in 2001. And as I recall, it was

passed unanimously in the United States Senate that we would
retaliate in Afghanistan and go into war. It was not a Bush war.
It was something that we all did and all Americans supported it—
one dissenting vote in the House of Representatives. So I think it
is disingenuous to have revisionist history when, in fact, we did
have this war. We were in an economic recession in 2001. What
would a tax increase have done to us in 2001 to pay for that war
in Afghanistan? It would have been a huge drag on an already ten-
uous economy, would it not have?

Chairman MURRAY. Dr. Elmendorf, I am going to ask you to sum
that up really quickly, or there are several of us who are going to
miss a vote.

Mr. ELMENDORF. An increase in 2001 would have had that effect,
yes, Senator.

Senator WICKER. Thank you very much, Doctor.

Chairman MURRAY. I am going to recess and go over and vote at
the end of this vote and the top of the next one and come back.
If any members want to come back and ask questions of Dr. El-
mendorf, I will do it between the third and fourth vote, and I will
be here.

We will take a quick break.

[Recess.]

Senator MERKLEY. [Presiding.] The Committee will come back to
order, please. And as soon as my colleagues return, we will return
to the regular order of questioning, but for now I am the only one
here, so I will take advantage of that moment.

Thank you. Good to have you here.

Mr. ELMENDORF. Thank you.

Senator MERKLEY. And I appreciate so much the third-party, bi-
partisan analysis the CBO brings to our discussions. It helps if we
have a common set of analyses to base our discussion and analysis
on here in the Committee, and thank you for providing that.

I wanted to start by asking you a question that may not be re-
flected in the numbers and maybe it cannot be, but that is for you
to respond to, and that is, we have had a series of fiscal cliffs, if
you will, not only the fiscal cliff December 31st, but we have the
upcoming concern over the debt ceiling, the continuing resolution,
and so forth.

It seems like we have been lurching from budget crisis to budget
crisis. Is there any way of measuring that or do you make an at-
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tempt to measure the impact on decisions made within the econ-
omy and perhaps within your models regarding investments and so
forth that might drive economic outcomes?

Mr. ELMENDORF. Senator, we do think that the ongoing uncer-
tainty about Federal budget policy represents a drag on spending
and, thus, on incomes and jobs. But we do not know how to quan-
tify that effect. There is economic research—we have had some of
this presented at our meetings of our panel of Economic Advisers—
that tries to, is starting to build some evidence about the effects
of policy uncertainty on the economy. But that is, I would say, still
in a preliminary stage, and we do not know how important those
effects are.

We think the primary source of uncertainty that is holding back
household spending and business investment and hiring is uncer-
tainty about the income that households will have and the demand
for the products that firms will face. But policy uncertainty is prob-
ably also playing some additional negative role.

Senator MERKLEY. It was interesting to see a series of reports in
December and on into January regarding retail sales, everything
from clothing to other consumer goods, that seemed to show a sig-
nificant change, and one possible explanation was related to the
fiscal cliff and the recognition of what is going to happen in March.
Another was that the payroll tax got changed, and folks had 2 per-
cent less money in their paychecks. Do you have any sense of how
that—was that expected, that turndown? If not, what is the best
explanation or culmination of explanations?

Mr. ELMENDORF. So it is difficult to read too much into the very
preliminary data we have for the beginning of this year. Our expec-
tation had been and remains that the expiration of the payroll tax
cut represents an important piece of fiscal tightening that is good
for the deficit over time but is a negative factor for consumer
spending in the first part of this year. But that is a judgment based
on decades of evidence of other changes in income and how it af-
fects spending, not really derived from what we have seen over the
past month, but we just do not know enough of what is going on.

Senator MERKLEY. So we are looking at another set of decisions,
and right now we are on a course to have a significant drop in de-
fense and non-defense discretionary programs. And one idea that
has been put out there is, well, instead of reducing spending, let
us reduce the spending on appropriated programs, if you will, let
us reduce spending on tax loopholes. And for some, that is reducing
spending; for others, increasing revenue. But largely, if you spend
money on a tax loophole, it has a corollary in the real world, so it
is fair to frame it that way.

Have you all looked at the different impact of whether, say, shut-
ting loopholes that give special payouts to oil companies versus cut-
ting food stamps, just an imaginary comparison, has in terms of
how it reverberates in the economy and affects working people?

Mr. ELMENDORF. So, Senator, we have not looked at particular—
we have not formally analyzed the macroeconomic effects of closing
particular tax loopholes. But we have said many times that the
sorts of spending or tax changes that matter most for the economy
in the short run are those that directly affect the spending by the
Government or by households or by businesses.
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So food stamps are received by people who, as you know, have
very little other income. They will tend to spend a very large share
of any change, spend more if their food stamps go up or spend less
if the food stamps go down. So changes in that way will tend to
be passed through to changes in spending on a nearly one-for-one
basis; whereas, most of the tax revenue is collected from people
who are not living so close to the economic edge and thus will tend
to respond less sharply in their spending for every dollar change
in their after-tax income.

So, in general, changes in food stamps will tend to have larger
effects on the economy in the short term than changes in other
spending programs or tax provisions, but we have not looked at the
specific example you raised.

Senator MERKLEY. Now that we are back in the world in which
Social Security premiums are being paid for directly out of pay-
checks completely, the argument is often made that Social Security,
the premiums go into the trust fund, the trust fund lends money
out to earn a modest return, comes back, and they proceed to dis-
burse it when folks become eligible. And in that sense, is it fair to
say that Social Security does not contribute to the national debt?

Mr. ELMENDORF. I think that is not right, Senator, actually. The
payroll tax receipts, as you know, that are going into Social Secu-
rity are less than the benefits that are being paid out. And the in-
terest payments that Social Security receives are a receipt to that
part of the Government and a payment from some other part of the
Government.

In the work that we do, we tend to look at the Government as
a whole, and on that basis, the dedicated Social Security taxes are
less than Social Security benefits. So on that basis, the program is
actually a drain on the budget today. But even if one includes the
interest payments and looks at the overall Social Security balance,
that is positive today, so the tax receipts and interest payments to-
gether are larger than benefit payments. But that will actually
turn around within the coming decade, by about 5 or 6 years from
now, I think. In our projections, the Social Security Trust Fund,
even counting interest payments, will be running a year-to-year
deficit, that is, it will be starting to draw down on the accumulated
balances in the trust fund.

Senator MERKLEY. It really does depend on how you view that
trust fund, because if you view it as the equivalent of a semi-pri-
vate entity which is truly separate, it would be no more than my
saving money and my spending money out of that account in the
future, and it would be separate from the overall debt analysis. But
I understand that ongoing, eternal question of how you frame that.

Mr. ELMENDORF. Again, sir, I would say that even taking the in-
terest on board, we think that in 2017 the combined OASI and DI
trust funds will be running a deficit, even including the interest
payments that they are receiving. So it is not very far off before
even on that basis the program will be in deficit.

Senator MERKLEY. About roughly 20 years before the trust fund
itself is depleted.

Mr. ELMENDORF. More than that, Senator, yes.

Senator MERKLEY. Let me turn a little bit to the impact of health
care. I believe your summary said that if you look at the current
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deficits, which have dropped significantly over the past couple
years, but they are going to double over the next roughly 10 years,
from $400-plus billion to $800-plus billion, and that health care
costs are the biggest driver as a result of the pressures of an aging
population, one of the things that is common in the Medicare sys-
tem is fee-for-service.

Now, fee-for-service basically says the more services you provide,
the more profit you make. So whether you are building a piece of
military equipment or running health care, it is an incentive to
spend a lot, not necessarily to spend wisely.

Has CBO done an analysis of the impact of fee-for-service on the
cost of health care and the savings that might result from changing
that structure?

Mr. ELMENDORF. So, Senator, I think there is a widespread view
among analysts that moving away from fee-for-service to paying
providers for handling an overall medical condition rather than for
each individual service they provide, by paying them for providing
that overall bundle of care in a high-quality way, that sort of move-
ment would be a great boon to our efficient use of health care dol-
lars.

In the work that we have done, I think the crucial question is
what the movement is to, is what alternative method is put in
place. So as you know, in the Affordable Care Act there were a lot
of changes made in the fee-for-service part of Medicare, including
a number of changes in how providers are paid, that represent
moves away from a traditional fee-for-service approach. And we es-
timated that some of those changes would indeed save the Federal
Government significant amounts of money. But I think the chal-
lenge now that you and your colleagues face is what other specific
changes in Medicare you might make. And as we work with the
staff of this Committee and others on potential changes in Medi-
care, we and your staffs are looking at different ways of changing
the fee-for-service system. But just what the Federal changes
should be to induce the sort of changes in the delivery of health
care that people have in mind is not so straightforward, and I
think that is a real—that is a fundamental challenge.

Senator MERKLEY. Thank you very much. I think that given your
analysis and that of everyone else, these are going to be the big
drivers. I am sure members will be looking to the details that you
all produce to try to understand the policy options.

With that, our Chair has returned, so I will return the Com-
mittee to Chairman Murray.

Chairman MURRAY. [Presiding.] Well, thank you very much, Sen-
ator Merkley. And we apologize to everybody. There are votes ongo-
ing. Some members I believe are coming back. We are trying to get
an assessment as quickly as possible on which ones are returning,
so if you would not mind being flexible.

I believe that Senator Portman will be arriving shortly. We are
checking right now, and I will turn it over to him the minute he
gets here. I believe Senator Warner also was going to return. If
there are any offices that know whether their Senator is returning,
it would be really helpful to us so that we can conclude this fairly
quickly. Again, we do have votes ongoing.
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While none of my members are here, I will take this opportunity
to ask you several questions, but, again, I will relinquish the
minute someone walks in.

Dr. Elmendorf, a lot of my colleagues attempt to claim that after
the fiscal cliff deal, which raised about $600 billion from the
wealthiest taxpayers, the tax discussion is somehow finished, and
some point to CBO’s new budget outlook, noting that projected rev-
enues will rise above the 40-year historical average of 18 percent
of GDP.

But this argument really ignores some really important facts. It
is true CBO expects revenues to average 18.9 percent of GDP over
the next decade. It is also true that the last five times we have bal-
anced the budget, revenues have been much higher, between 19.5
and 20.6 percent of GDP. Correct?

Mr. ELMENDORF. Yes, Senator, I think that is right.

Chairman MURRAY. Okay. And their argument also actually fails
to take into account for the reality that the baby-boom generation
is entering its retirement years, and I want to paraphrase you, but
you have noted that the past combination of policies regarding Fed-
eral spending and revenue cannot be repeated when it comes to the
Federal budget going forward, which I take to mean that we are
entering a new phase with respect to our fiscal pressures. That re-
ality was recognized by bipartisan budget groups— Simpson-
Bowles and the Senate Gang of Six both did—and they proposed
substantially more in revenue than will be generated by the 2012
fiscal cliff.

So my question to you is this: If we were to hold revenues at an
average of 18.9 percent of GDP, as you estimate, not to ask for a
penny more of contribution from either the wealthiest of Americans
or from some of the most egregiously wasteful loopholes in the Tax
Code, if you could, lay out for this Committee some of the policy
choices that Congress will have to face within a relatively short pe-
riod of time.

Mr. ELMENDORF. Yes, Senator. If tax revenues are maintained at
their historical average share of GDP, or even at the roughly 19
percent that we project for the end of this coming decade, then put-
ting the Federal debt on a sustainable long-run path would require
substantial cutbacks in the benefits and services that people re-
ceive from the Government relative to what would happen under
current law or current policies. The numbers for the increase in
beneficiaries of Social Security and Medicare are just striking. We
estimate that by 2023 there will be about 40 percent more people
receiving Social Security and Medicare benefits than received them
last year. With a 40-percent increase in the number of people re-
ceiving benefits, the total costs will be much higher or the benefits
per person will have to be much lower.

When we look out even over the next 25 years, as we did in our
long-term budget outlook last year, we were clear that the biggest
factor pushing up spending was the aging of the population and the
growing number of people who would be eligible for these benefits
under current law. The rise in health care costs per person in ex-
cess of GDP growth per person is a smaller factor, not an insignifi-
cant one but a smaller factor, actually, than the aging of the popu-
lation.
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So over the past 40 or so years, leaving aside the developments
of the past few because of the recession and financial crisis, but
over the 40 years leading up to that, this country had an expansion
of Social Security and health care programs that was essentially fi-
nanced by a reduction in military spending as a share of GDP.
There was no direct flow of money, but if you looked at the overall
Government budget, the decline in defense spending as a share of
GDP turned out to be essentially the mirror image of the increase
in Federal spending on Social Security and the big health care pro-
grams between about 1970, say, and 2007.

But that is the pattern that cannot be repeated, and it cannot
be repeated because we now have a much sharper increase in the
number of people who are beneficiaries of these programs, so the
underlying forces pushing them up are stronger. We have also re-
duced defense spending to a much smaller share of the economy
than it had been before. So that method essentially of dealing with
the rising costs of these programs is not available at that order of
magnitude. And this is not to say that changes cannot be made, of
course, in defense spending or other things. But something dif-
ferent will have to happen going forward. And under current law,
all Federal spending apart from that for Social Security and the big
health care programs and interest payments, but everything else
the Government does is already on track to become a much smaller
share of the economy than it has been in the past. So even as
things stand in these projections, the role of the Federal Govern-
ment over the next decade relative to the past decade is sharply
different, much more spending on these benefit programs, particu-
larly for older Americans, and relative to the size of the economy
on a track to have less spending on defense but also non-defense
discretionary spending and the mandatory programs apart from So-
cial Security and the big health care programs.

So the share of GDP that we represented by in particular non-
defense discretionary spending, and defense discretionary spending
at the end of the coming decade, will be lower than they have been
at any point in my lifetime, which is the period for which the Gov-
ernment has been collecting data on that basis.

So there is a really profound shift underway, even under the cur-
rent law, which is not enough to put the debt ultimately on a sus-
tainable path. So if you and your colleagues want to put the debt
on a sustainable path, and also if you want to undo some of the
things that are in current law like the sequester, then you will
need to make substantial changes either in those large benefit pro-
grams or in the share of GDP taken up by tax revenue.

Chairman MURRAY. Okay. Let me check with our staff. Do we
know if any members are returning?

[Pause.]

Chairman MURRAY. All right. I will ask one more question, and
I would just like to notify all Senators, you have about 3 minutes
to let me know if you are returning, or your staffs. Otherwise, I am
going to ask one more question and adjourn.

Dr. Elmendorf, I did want to ask about the issue of sustainability
as well as the second report you released last week on macro-
economic effects of alternative budgetary paths. I want to make
sure that this Committee aggressively addresses the fiscal chal-



38

lenges we face, but to do it in a way that protects the recovery,
puts in place sensible deficit reduction, and ensures the middle
class get a fair deal.

The groups like Simpson-Bowles and the Senate Gang of Six
prioritized protecting the economic recovery. They proposed to put
our debt on a stable downward path without making immediate
drastic cuts, and that approach would really allow us to make
smart cuts, smart investments, and ask that everybody pay their
fair share.

Your report suggests that in the near term large spending cuts
would have a negative impact on growth, an effect that would be
concerning given the relatively weak state of our economy today.

How might we avoid that negative impact while still achieving
the benefit to the economy of deficit reduction?

Mr. ELMENDORF. I think, Senator, to provide more support for
the economy in the near term without damping long-term economic
prospects, you and your colleagues could pursue a path of less fis-
cal tightening this year and next, accompanied by greater tight-
ening later in the coming decade. And there are many different
combinations of policies that could be used to achieve that, but I
think that sort of path that had less fiscal tightening now and
more later could be good for the economy in the short term and
also could strengthen the economy in the medium term and long
term.

Chairman MURRAY. Okay. Well, CBO’s analysis of alternative
budgetary paths suggests that budget savings of about $4 trillion
over the next decade on top of the sequester and the savings al-
ready achieved in the last Congress would be necessary to come
close to eliminating the deficit by 2023. What would be the con-
sequences of implementing an additional $4 trillion in deficit reduc-
tion, particularly if certain parts of the budget were to be excluded
by defense or revenue?

Mr. ELMENDORF. Achieving that amount of deficit reduction
would involve fundamental changes in some significant pieces of
the budget, and the more pieces that were taken off the table, the
more significant the changes would need to be in the remaining
pieces. But the precise consequences, of course, on the benefits and
services provided around the economy would depend on the nature
of those cutbacks.

Chairman MURRAY. All right. Let me check with my staff to see
if there are any Senators returning.

Okay. I think the votes contracted everybody’s schedule this
morning, and, Dr. Elmendorf, I know that you will answer any
questions that are given to you in writing.

I do want to thank all of our Committee members for partici-
pating today, and thank you, Dr. Elmendorf, for being here, as well
as all the staff of the Congressional Budget Office. I know the hard
work you put into preparing the budget outlook and helping our
Committee.

For all of our Committee members, I want to remind all of you
that we do have our next meeting tomorrow at 10:30 to hear from
members of the public and experts to learn more about the impact
of budget decisions on families and communities, and as I said ear-
lier, I am committed to making sure that families and communities
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have a voice in this process and that their values and perspectives
are heard.

Finally, for the information of all my colleagues, additional state-
ments and/or questions to Dr. Elmendorf for this hearing record
are due by 6:00 p.m. today to be submitted to the chief clerk in
Room 624.

With that, again, Dr. Elmendorf, thank you very much, and I will
adjourn this hearing.

Mr. ELMENDORF. Thank you, Senator.

[Whereupon, at 12:19 p.m., the Committee was adjourned.]
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CBO’s Responses to Questions for the Record,
Senate Budget Committee Hearing,
February 12, 2013

Senator Grassley

Question 1: The CBO baseline shows that federal revenues, under current law, will rise to
about 19 percent of GDP and stay there for most of the next ten years—higher than the
historical average of aboiut 18 to 18.5 perceént, The baseline also shows that spending will
average above 22 percent of GDP over the next ten years—nhigher than the historic average
of 21 percent. This disparity leads to deficits totaling $7 trillion over the ten years,

Is it correct to state, that based on historical trends of revenue and spending, the primary
driver of deficits over the next ten years is historically high spending?

Answer: Under current law, deficits during the 2014-2023 projection period will average

3.3 percent of GDP, CBO projects, sirilar to the 40-year average of 3.1 pereent. In those
projections, the deficit initially declines from 5.3 percent this year to a low of 2.4 percent in 2015
and follows an upward trend thereafter, reaching 3.8 percent by the end of the prejection period.

CBO projects that revenues will average about 19 percent of GDP during the coming decade
under current law, above their 18 percerit average of the past 40 years. CBO also projects that
outlays will average 22 percent of GDP over the next 10 years under current law, above their
21 percent average of the past 40 years. Thus, both outlays and revenues are projected to be
higher than their historical average shares of the econoniy’s total output.

CBO expects that, under current law, outlays will be above their historical avérage primarily
because the aging of the population, rising health care costs, and a significant expansion in
eligibility for federal subsidies for health insurance will push up spending for Social Security and
the major federal health care programs (Medicare, Medicaid, and the subsidies to be provided
through insurance éxcharges). Such spending is projected to equal 10.9 percent of GDP during
the coming decade, compared with a 40-year average of 7.2 pércent. In addition, with federal
debt held by the public much larger relative to GDP than it has been in the past, net interest
paymients are projected to equal 2.5 péreent of GDP, compared with a 40-year average of

2.2 percent.

Other broad categories-of spending are expected to represent smaller shares of GDP than they
have been in the past: Mandatory spending other than for Social Security and the major health
care programs I8 projected to average 2.6 percent of GDP, compared with a 40-year average of
3.0 percent; defensé spending is projécted to average 3.0 petcernt of GDP, compared with a 40-
year average of 4.7 percent; and nondefense discretionary spending is projected to average

3.0 percent of GDP, compared with a 40-year average of 4.0 percent.
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Question 2: Some have argued that to close the deficit over the next decade, we should
simply bring revenue up to about 21% of GDP, from the present level of around 18.5%. An
increase in effective tax rates to collect revenues at 21% of GDP would vesult in a tax
increase over the next ten years of abeut $3-4 trillicn. And, that’s on top of the $600 billion
tax increase enacted as part of the fiseal ¢liff deal,

Do you think raising taxes by $3-4 trillion is the right approach to reduce deficits and
balance the budget over the next ten years? What would a tax increase of that size do to
economic growth? Finally, what’s better for our fiscal stability long-term — a $4 trillion tax
increase or increased revenué s a result of economic growth?

Answer: Choices about public policy inevitably involve cerfain sorts of value judgments that
CBO does not and should not make. To ensure that CBO’s analysis is objective, impartial, and
nonpartisan, the agency does not make recommendations about what policies the Congress
should enact.

The eeonontic effects of & tax increase would depend on how taxes were raised—including, i
particular, the extent to which statutory tax rates were raised versus the extent to which the tax
base was broadened. In the shott run, a tax increase is likely to reduce economic output below
what it would be otherwise by reducing after-tax income and therefore demand for goods and
services. In the Jonger run, & tax increase would have competing effects on the economy: The
poticies that raise tax revenues might decrease people’s incentives to work and save, but the
smaller budget deficits and lower federal debt would boost national saving, investment, and
income. The net effect on output would depend on the details of the policies underlying the tax
increase.

Question 3: Following the enactment of legislation to cut spending and increase taxes, some
of our colleagues and outside commentators, including Paul Krugman, have argued that
we're essentially on the cusp of victory regarding our debt problem. He stated in a column
recently that the budget deficit isn’t our biggest problem, and it’s a problem that is
already, to a large degree, solved. He argues that an economic recovery will stabilize
deficits.

Do you agree with this assessment, or is it important to put the debt-to-GDP ratio on a
downward path? Is simply stabilizing it at the historically high level of 77 percent of GDP
enough? What are the economic consequences of such high and rising debt?

Answer: By 2023, if current laws remain in place, debt will equal 77 percent of GDP and be on
an upward path, CBO projects. Such high and rising debt will eventually have serious negative
consequences:

e  When interest rates rise to more-normal levels, federal spending on interest payments will
increase substantially (as shown in CBO’s baseline projections).
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¢ Because federal borrowing reduces national saving, the capital stock will be-smaller and
income will be lower than they would be if the debt was smaller.

s Lawmakers will have less flexibility than they would otherwise to use tax and spending
policies to respond to unexpected challenges.

»  Sucha large debt will increase the risk of a fiscal crisis, during which investors would
lose so much confidence in the government’s ability to manage its budget that the
government would be unable to borrow at affordable rates. It is impossible to predict with
any confidence whether or when a fiscal erisis might occur in the United States; in
particular, there is no identifiable level of debt relative to GDP that indicates that a crisis
is likely or imminent. At any given time, the risk of such a crisis depends not only on the
debt fevels and economic conditions in the United States and other countries 4t the time
but also on expectations about budgetary and economic developments in the future, All
else being equal, however, the greater the amount of federal debt, the greater the risk of a
fiscal crisis.

Question 4: Your report indicates that interest rates will be higher in the second half of the
decade due to the high debt-to-GDP ratio. I presume there is a negative consequence to
economic growth of higher interest rites and Iower private investment,

Will higher interest rates, caused by high debt levels, reduce long-term economic output?

Can you characterize the impact of higher intevest payments and federal borréwing on
national saving and wage growth?

And, what does this niean for America’s poor and most valnerable?

Answer: CBO forecasts that iriterest rates will average 4.0 percent on 3-month Treasury bills
and 5.2 percent on 10-year Treasury notes over the period from 2018 to 2023, Those rates are
cansistent with the historical relationships among interest rates, inflation, federal borrowing, and
the factors that underlie the growth of potential GDP. In particular, the rate on 10-year Treasury
notes, adjusted for inflation, is piojected to equal abeut 3 percent from 2019 to 2023—higher
than its long-run historical average, primarily because CBO forecasts a higher-than-avérage ratio
of federal debt t0 GDP during that period. With increases in federal debt and interest rates over
the next decade, the federal government’s net interest ¢osts aré projected to iricréase from

1.4 percent of GDP in 2013 to 3.3 percent of GDP in 2023, contributing to the increase in federal
debt. The rise in debt is projected to crowd out investment, reducing the nation’s output and
wages for Americans in all income categories.
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Question 5: It is my understanding from the work of the Congressional Budget Office that
health care will become the single largest spending provision of the federal government,
exceeding Social Security, as of 2015. ¥ further understand from your work that over the
next 25 years health care entitlements will nearly double as a share of GDP growing to 10%
of GDP.

Given those two facts, if we are serious about spending, we have to be talking about bealth
care. If we are going to reduce spending in health care, we have very few options, We can
cither increase the amount beneficiaries pay or reduce what we pay providers. If we want
aur health ¢are system to be more efficient; we are going to have to make structaral,
delivery system reforms to our health care system.

Do you disagree with any of this statement?

Axiswer: Under cifrent law, the aging of the population, risihg health caré costs, and a
significant expansion in eligibility for federal subsidies for health insurance will substantially
boost federal spending on Social Security and the government’s major health care programs,
relative 1o GDP, for the next 10 vears and in decades thereafter, In particulat, in CBO’s baseline,
outlays for the federal government’s major health care programs—Medicare (net of receipts from
premiums), Medicaid, the Children’s Health Insurance Program, and subsidies offered through
new health insurance exchanges and related spending—are projected to rise from 4.7 percent of
GDP in 2012 to 6.2 percent in 2023, Spending for Secial Security will also be rising as a share of
GDP. In total, outlays for the major health care programis will exceed spending for Social
Security by 2015 and will be 13 percent greater by 2023, CBO projects.

Unless the laws governing Social Security and the major health care programs are changed-—or
the increased spending is accompanied by corresponding reductions i other spending,
sufficiently higher tax revenues, or a combination of the two—debt will rise sharply relative to
GDP after 2023,

Major changes & current tax or spending policies will be necessary o-put the biidget ot a morg
sustainable path, but such changes will require significant trade-offs between deficit reduction
and other policy goals. If lawmakers want to reduce federal spending for health care relative to
what it would be under current law, then increasing the share of health care costs borne by
beneficiaries and reducing payments to providers are among the key alternative approaches.
Some versions of those approaches—as well as other possible changes in federal programs—
might also lead to changes in the delivery of health care that would increase the efficiency of the
health care system. Policy ¢hanges that align the interests of patients, providers, and payers may
have the greatest potential to coritrol costs, although they may be complex to design and can
have uricertain effects.
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Senator Warner

Question 1: Starting with the Simpson-Bowles report, over the last couple years expert
groups on solving long-term deficits havé told s that in order fo gét our debt to GDP ratio
to a sustainable level we need about $4 trillion in deficit reduction over 10 years to get our
debi-to-GDP ratio to a sustainable level. How much deficit reduction would we need over
10 years to have the same effect that a 34 trillion package (constructed line in Simpson-
Bowles) would have had in 20117

Answer: The National Commission on Fiscal Responsibility and Reform (often called the
Simpson-Bowles Commission) estimated that, under its plan (released in December 2010 and
covering the years between 2012 and 2020), debt held by the public at the end of that period
would stand at about 65 percent of GDP and be on a slightly dowriward trajectory. By contrast,
under CBO’s most recent baseline (which covers the years between 2013 and 2023), debt held by
the public would equal 77 percent of GDP at the end of the period and be on a slightly upward
trajectory. Undet an illustrative path developed by CBO in which baseline deficits would be
reduced by a fotal of $2.4 trillion (including the effects on debt service and on the economy),
debt would decline to 67 percent of GDP in 2023, in the vicinity of the debt that the Commission
projected for 2020 under its plan (although its plan did not take potential economic effects into
account). A second illustrative path developed by CBO in which deficits would be reduced by a
total of $4.8 trillion over 10 years (refative to CBO’s current baseline) would put debt held by the
public on a steeper downward trajectory and bring it to 59 percent of GDP in 2023,

The amount of debt considered “sustainable” is unclear, Achieving relative stability in the debt
—as would ocour in CBOs projections under current law-—would be 4 welcome development
after the sharp upward surge in debt during the past several years, but such debt would still equal
a gredter percentage of GDP than in any year between 1952 and 2010. Even stabilizing debt
closer to 60 percent of GDP would still be a higher level than in nearly all years during that
period. Debt that was high by historical standards weuld have significant consequences,
including higher net interest costs and lower national saving, teading to less domestic investment
and income relative to what they would be otherwise: In addition, policymakers’ ability to use
tax and spending policies to respond to unexpected challenges could be constrained, and the
likelihood of a fiseal crisis would be higher.

Question 2: Are there benchmarks in terms of unemployment and GDP growth where
allowing deficit reduction to take place will have a less dramatic effect on unemployment
and GDP?

Answer: Deficit reduction would tend to have a smaller negative impact on GDP in the short run
when the economy was stronger and monetary policy was less constrained in its ability to
confront economic headwinds. Ordinarily, the Federal Reserve can seek to offset a tightening of
fiscal poliey by lowering shott-term interest rates. But in the eurreiit economic énvironment, with
output so far below its potential {maximum sustainable) level, the Federal Reserve has kept
short-term interesi rates near zero. As a result, the Federal Reserve would be unableto further
reduce short-ter interest rates to offset the negative short-run effects on GDP of tax increases or
spending cuts. CBO currently projects that after outpul moves closer fo its potential, the Federal



45

Reserve will begin to raise short-term interest rates above zero in 2016. As we near that time,
CBO expects that fiscal tightening would have a smaller effect on unemployment and GDP than
it would have this year or next year.

Question 3; Today, looking at what we have done in terms of new révenue for the next ten
vears and making an apples to apples comparison with baselines—how much revenue has
the Congress raised compared to what Simpson-Bowles, which had bipartisan support,
proposed that Congress raise in order to address our fiscal challenges?

Answer: The National Commission on Fiscal Responsibility and Reform proposed that federal
revenues total 19.3 percent of GDP in 20135, 20.0 percent in 2017, and 20.6 percent in 2020,
Under the assumpticn that the laws governing taxes do not change; CBQ projects that federal
revenues will equal 19.1 percent of GDP in 2015, 18.9 percent in 2017, and 18.7 percent in 2020,
Thus, under current law, federal revenues would be below the commission’s proposed amounts
by about 1 percent of GDP in 2017 and about 2 percent of GDP in 2020,

Question 4: Sequester is scheduled to hit in just 17 days. Thesé cuts were made to bé so
stupid that nobody would want them to happen. But, as the days go by, and we do
nothing, it is seerns more hikely it will go into effect. What is immensely frustrating is that
it seems like under the guise of trying to save money through sequester, we are going to
end up paying more on many contracts due to termination fees and other associated
costs. For éxamplé, with many pentagon maulti-year contracts, we get cost savings by
“"huying in bulk"”. The preblem is, if we miss a payment due to sequester, the contract
will be cancelled and the taxpayer will be hit with huge charges for termination costs,
and then end up paving more at the single quantity price. One tangible example is the
USS Abraham Lineoln was scheduled to begin 2 44 month overbaul on this mosth; but
the Navy doesn’t have funding for that project due to the CR, so it's tied the Lineoln up
to a pier and it's going to cost the taxpayers $10M/month to sit there {with a 1,000
persen overhaul crew ready to go-but nio funding), not to mention derailing the Navy's
tightly coordinated carrier overhaul schedule.

Is CBO accounting for these types of potential cost increase, and how are You measuring
them?

Answer: When departments and agencies cannot plan and execute their budgets because of sharp
changes in funding or uncertainties about funding, their operations will often be less efficient.
For example, uncertain budgets have led some federal agencies to lease buildings rather than
purchase them cutright, which may have resulted in higher total costs ever the long term.
Uncértain budgets have also led federal agencies to postpone updating computet and
communications systems, which may have reduced the productivity of their employees.

However, the efficiency of the operations of federal departients arid agencies does not affect
CBO’s baseline (currént-law) projections for discretionary spending. With ¢aps on discrétionary
spending in place, CBOs projections of overall defense and nondefense discretionary funding
are equal to the cap amounts. Hence, the inefficiencies that may result from sharp changes in
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funding or uncertainties about funding do not affect the amount of discretionary spending that
CBO projects. Rather; such inefficiencies reduce the quantity or'value of the goods and services
that the government can acquire and produce with that spending, and they may make it more
difficult to constrain spending in the future,
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Senator King

Question 1: Federal tax expenditures have grown substantially over the last decade, almost
doubling from $508 billion in 1988 to $1.025 trillion (in 2010 dollars). In a 2012 report from
the Joint Committee on Taxation, the committee lists tax expenditures at over $1 trijlion
dollars, constituting a larger part of the budget than Medicare, Medicaid, Social Security,
or National Defense. Given this Congress’ responsibility to address our fiscal challenges in
a balanced way, reforming tax expenditures in order to achieve credible deficit reduction
should be prioritized before cutting federal discretionary spending,

Could you provide insight on the sustainability of the growth of federal tax expenditures as
a share of the federal budget?

Answer: Under current law, tax expenditures will continue to grow in coming years. For
example, the staff of the Joint Committee of Taxation recently éstimated that, under current faw,
total tax expenditures in the individual income tax will increase from about $1.0 trillion in 2012
to about $1.4 trillion in 2017, a rise of about 40 pereent.' Some tax expenditures (such as ones
related to health care) will grow at a faster pace, and some (such as the tax expenditure for the .
child tax credit) will grow more slowly, By way of comparison, CBO projects that, under current
law, receipts from individual and corporate income taxes combined will increase by about 70
percent between 2012 and 2017,

Question 2: A series of bipartisan deals enacted in 2011 will cut federal discretionary
spending by appreximately $1.5 trillion for Fiscal Years 2013-2022, In the Budget and
Economic OQutlook: FY 2012-2023 report, the Congressional Budget Office projects that
with the original caps on discretionary budget authority from just one of the deals — the
Budget Control Act ~ discretionary spending will equal 5.8% of GDP in 2023, This would
be the lowest level for discrétionary spending as a sharé of the economy in more than fifty
years, sinking discretionary spending to a new historic low.

Could you provide insight on the following: How have cuts in federal discretionary
spending enacted under the 2011 series of Continuing Resolutions and the 2011 Budget
Control Act affected the economy; and, as this Committee seeks to address upcoming fiscal
challenges, such as the sequester, the budget, and the debt Hmit, how would further cats in
federal discretionary spending affect the U.S, economy?

Answer: CBO has not séparately analyzed the econormic effects of the limits on discretionary
spending imposed by the Budget Control Act of 2011 and the various continuing resolutions
enacted by lawmakers in recent years. In general, reductions in federal spending tend to lead to
lower output and income in the short run because they subtract from the economy’s demand for
poods and services; but they tend to lead to greater output and incame in the longer run because
the resulting smaller budget deficits and lower federal debt boost national saving and investment.
That positive long-run effect on output would be offset to some extent if the reductions in federal

! Joint Committee on Taxation, Estimates ¢/ Federaf Tax Expenditures for Fiscal Years 2012-2017; JC8-1-13
(February 1, 2013), www.jct.gov/publications.itm].
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spending came from cuts in spending on productive government investment, such as carefully
chosen infrastructure projects.

Question 3: It is undeniable that America’s infrastructure is in decay. The American
Society of Civil Engineers estimated in 2011 that we must invest $1.7 trillion between now
and 2020 to rebuild roads, bridges, water lines, sewage systems, and dams that are reaching
the ends of their planned life cycles. In Maine, the Federal Highway Administration
estimates that 342 Maine bridges are structurally deficient (14.24 percent of the 2402 total)
and in need of repair. We need to reinvest in and rebuild America’s infrastructure system.

Could you provide insight on the following: How do targeted infrastracture invesbments
effect economic growth? Are there investments Congress could make that would have
greater economic impact than rebuilding our nation’s public infrastructure?

Answer; In the current economic environment, with significant unused eapacity, additional
federal spending on infrastructure could increase employment and output. In addition, evidence
suggests that spending on carefully selected infrastructure projects can contribute to long-term
economic growth by increasing the nation’s capital stock and raising productivity. If that
spending on infrastructure resulted in greater federal debt, the negative effects on private
investment and output from that higher debt would be offset to some extent by the positive
contributions of the additional infrastructure itself. CBO has discussed infrastructure invesiments
in a number of reports and testimonies, including Spending and Funding for Highways (January
2011), www.cho.gov/publication/22003; Public Spending on Transportation and Water
Infrastructure (November 2010}, www.cbo.gov/publication/21902; and fssues and Oplions in
Infrastruciure Investment (May 2008), www.cho.gov/publication/19633.

Other government investaients that could enhance productivity in the long run include increases
in the quality and quantity of public education and increases in research and development.
However, the effectiveness of investments in those areas is very difficult to project, and
outcomes would depend eritically on the specifics of the policies.
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Senator Enzi

Question 1: The CBO report indicates that revenues are projected to increase by roughly
25 percent between 2013 and 2015. In addition, growth of the economy is expected to be
just 1.4 percent in 2013 but accelerate to 3.4 percent in 2014.

To what extent do increased taxes that were recently enacted and that pull money out of
the hands of both employers and employees have a negative effect on your economie
growth projections? Would you please quantify the amount?

Answery CBO estimates that eéconomic growth in 2013 would be roughly 1% percentage points
faster than the agency now projects if not for the fiscal tightening projected for this year. About
1s percentage points of that effect come from automatic reductions in federal spending
established by the Budget Control Act of 2011, the expiration of the cut in payroll tax rates, and
the increase in tax rates on income above certain thresholds; the spending changes and the
combined tax changes account for about equal pertions of that amount. (The remaining Y%
percentage point comes from other, smaller changes in spending and taxes.)

Question 2: The CBO report indicates that “after the economy adgusts this year te the
fiseal tightening inherent in current law, underlying economic factors will lead to more
rapid growth, CBO projects—3.4 percent in 2014 and an average of 3.6 percent a year
from 2015 through 2018.”

Would you walk us through your analysis leading to the conclusion that the economy will
“adjust” this year, and not over a longer period of time, due specifically to the tax increascs
enacted earlier this year.

Answer: CBO’s analysis indicates that the economy gained momentum in 2012, and will
continue to do so in 2013, but that GDP growth will be constrained this year by the tightening of
fiscal policy that is now under way. Were it not for that tightening, CBO’s forecast for real GDP
growth in 2013 would be about 3 percent, or about 1% percentage points faster than our forecast
under current Jaw,

CBO expects that the effect of the fiscal tightening on the rate of growth of output will occur
primarily in 2013 because the tax increasés and spending cuts will reduce private and
government purchases of goods and services fairly quickly. After that occurs, the underlying
momentum of the economy appears to be strong enough to return growth to more than 3 percent
in 2014. Nevertheless, output will remain lower than it otherwise would have been for several
years, CBO estimates. In the longer run, the impact of the fiseal tightening on output will reflect
the balarice between two forees: People’s ircentives to work and save will be reduced because of
higher marginal tax rates, but smaller budget deficits and lower federal debt will boost national
saving and investment.

Question 3: In each of the past four years, the CBO has projected that a rapid recovery was
only two yéars away, but that has net yet ocearred. Your report indicated that the effects of
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the housing and finaneial crisis will continue to fade and that an upswing in housing
construction, rising real estate and stock prices, and increasing availability of credit will
help spur economic growth.

‘Would you explaiu to us why these past projections were incorrect and how the estimations
of economic growth in this yedr’s report took thoseé previous inaccuracies into account?

Answer: CBO regularly evaluates the quality of its economic forecasts by comparing themy with
the economy’s actual performance and with forecasts by the Administration and the Blue Chip
consensus—an average of about 50 private-sector forecasts. The most recent comparison,
CBO's Fconomic Forecasting Record: 2013 Update, www.cho.govipublication/43846, was
published in January 2013.

The economy has been weaker for a longer period of time than we and most other forecasters
had anticipated. CBO recently published a report on the factors behind the slow recovery-—What
Accounts for the Slow Growth of the Economy Afler the Recession? (November 2012),
www.cho.gov/publication/43707—which includes a discussion of the performance of different
sectors of the economy. Compared with past recoveries, this recovery has seen especially slow
growth in four components of demand for goods and services: purchases of goods and services
by state and local governments, purchases of goods dnd services by the federal government,
residential investmerit, and ¢onstimer spending.

In 2009 and 2010, we marked down our forecast as we reassessed the effect that the financial
crisis and recession were having on the economy. More recently, our forecast has been affected
by such factors as weakness in Europe’s économiies and fifiancial markets, and uncertainty about
and anticipation of changes in fiscal policy. CBO's current forecast for the economy over the
next few years reflects strengthening momentum as well as restraint from significant fiscal
tightening that is projected to hold down growth this year. If niot for that fiscal tightening, CBO’s
forecast for GDP growth in 2013 would be considerably stronger.

Question 4;: Compared to the report issued last August by the CBO, the report issued last
week shows that corrent faw no longer puts our debt on a downward path. Would taking
action sooner rather than later to reduce our 816 trillion (and growing) debt impose less
pain, both financially and economically, on the nation and the taxpayers? For example, if
we were to enact legislation fike the Penny Plan (8. 1316, the One Percent Spending
Reduction Act of 2011, introduced in the 1127 Congress) that cuts spending by one percent
across the board each year for several years to achiéve a balanced budget, could the long-
term benefits (in terms of economic growth and fiscal sustainability) of such a plan
outweigh any potential short-term consequences?

Answer: Reductions in federal spending tend to lead to lower output in the short run because
they subtract from aggrepate demand for goods and services, and they tend to0 lead to higher
output in the longer run becauge smaller budget deficits and lower federal debt boost national
saving and investment,
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How much the deficit is cut in the next few years will have a number of cousequences. The
longer that significant deficit reduction is deferred, the larger the government’s accumulated debt
will be (with its associated costs and risks), the greéater people’s doubts might be about whether
long-term deficit reduction will actually take place, and the greater the policy charniges will need
to be when deficit reduction begins. Conversely, the sooner that the deficit is cut, the less time
that households, businesses, and state and local governments will have to plan and adjust their
behavior, In addition, the timing of the steps taken to put fiscal policy on a sustainable course
will affect ditferent generations differently and will have a substantial impact on the ¢conomy.
CBO analyzed the economic effects of waiting to implement policies that would stabilize the
ratio of federal debt to output in Economic Impacts of Waiting fo Resolve the Long-Term Budget
Imbalance (December 2010}, www.cho.gov/publication/219359.

Lawmakers could enact a wide range of policy changes with a wide range of timing for
implementing those changes. Households, businesses, state and local governments, and
parti¢ipants in the financial markets would be more likely to believe that the deficit reduction
would truly take effect in the future if the future policy changes were specific and widely
supported:

Question 5: Would you please explain why the number of individuals projected to lose their
employer-based or non-group insurance coverage has increased by more than 4 million
since your previous estimate in August? Would you please explain what the effects of this
increased loss of private insuranee coverage will be on the federal government spending?

Answer: Appendix A of CBOs report The Budget and Economic Outlook: Fiscal Years 2013 to
2023 (February 2013), www.cbo.gov/publication/43907, includes a section explaining the
changes related to projected insurance coverage under the Affordable Care Act (ACA). As the
report notes, rediced marginal tax ratés are one of the niain factors that explain the increase of

4 million people shifting out of employment-based coverage. The American Taxpayer Relief Act
loweraed marginal tax rates (compared with the rates that were seheduled to be in effect under
prior law), thus reducing the subsidy for health insurance provided by the tax exclusion for
employment-based coverage, (The value of that subsidy is equal to the amount that a firm pays
for héalth insurance premioms multiplied by the marginal tax rate of the employee.) CBO
anticipates that with a smaller government subsidy for employer-based eaverage, less of that
coverage will be provided and more people will enroll in the riew insurance exchanges tharn CBO
and the staff of the Joint Committee on Taxation (JCT) had previously estimated. That effect
accounts for 2 million to 3 million additional peaple shifling out of employment-based coverage
in the February 2013 baseline compared with prior estimates.

CBO also made a technical improvement to its models regarding how people’s income is
projected. As CBO stated in a March 2012 report onemployment-based health insurance
coverage under the ACA-—CBO and JCT s Estimates of the Effects of the Affordable Care Act
on the Number of People Obtaining Employment-Based Health Insurance,
www.cbo.pov/publication/d43082-—employers’ decisions about whether to offer healtlt insurarnice
will depend in part on how many of their workers are eligible for Medicaid or exchange
subsidies. In the February 2013 baseline, as a result of modeling improvements, slightly more
people are now projected to have income that will make them eligible for Medicaid or significant
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subsidies in the insurance exchanges. That increases the likelihood that some of those workers or
their employers may make decisions that move those workers out of employment-based
coverage.

Another technical change incorporated in the February 2013 baseline is an improvement in
CBO’s projections of insurance coverage in the absence of the ACA (shown as “prior law”
coverage in CBO’s tables). That change has made employment-based health insurance coverage
slightly more sensitive to the amount of unemployment and slightly less gensitive to growth in
health insurance premiums. As a result, CBO now estimates that there would have been

166 million people enrolled in employment-based caverage in 2020 in the absence of the ACA,
compared with 161 million in the August 2012 baseline. With more people estimated to have had
such coverage in the absence of the ACA, there will be a slightly greater reduction in
employment-based coverage due to the ACA. Nevertheless, because of that higher starting point,
CBO and JCT now project that, after the reduction stemming from the ACA, about 158 million
people will obtain coverage through their employers in 2020, compared. with the estimate of

157 million in the August 2012 baseline.

Question 6: CBO has projected that 7 million people will lose their employer-sponsored
health insurance coverage over the next ten years. However, other actuarial estimates have
placed the number at twice that amount or higher. Would you please explain how CBO
arvived at this estimate; and what sources you consulted in estimating the number of
employees who will lose their employer-sponsored health insurance?

Answer: In March 2012, CBO and the staff of the Joint Committee on Taxation (JCT) published
a lengthy report titled CBO and JCT's Estimates of The Effects of the Affordable Care Act on the
Number of People Obtaining Employment-Based Health Insurance,
www.cbo.gov/publication/43082. That report explained in detail how CBO and JCT estimate
changes in employment-based coverage stemming from the Affordable Care Act (ACA). As the
repert nates:

Some observers have expréssed surprise that CBO and JCT have not expected a
much larger reduction in the number of people receiving employment-based
health insurance in light of the expanded availability of subsidized health
imsurance coverage that will result from the ACA. CBO and JCT's estimates take
account of that expansion, but they also recognize that the legislation leaves in
place some financial incentives and also creates new fimancial incentives for firms
to offer and for many people to obtain health insurance coverage through their
employers. CBO and JCT have estimated that many workers and their families
will not be eligible for Medicaid, the Children's Health Insurance Program . .., of
substantial subsidies for the purchase of health insurance through the exchanges
and that most employers will continue to have an economic incentive to offer
health insurance to their employées. . . . Other analysts who have carefully
modeled the nation’s existing health insurance system and the changes in
incentives for employers to offer insurance coverage created by the ACA have
reached conclusions similar to those of CBO and ICT or have predicted smaller
declines (or even gains) in employment-based coverage owing to the law. Surveys



53

of employers regarding their plans for offering health insurance coverage in the
future have uncertain value and offer conflicting findings. One piece of evidence
that may be relevant is the experience in Massachusetts, where employment-based
health insurance coverage appeared to increase after that state’s reforms, which
are similar but not identical to those in the ACA, were implemented. (pp. 1-2)

CBO and JCT’s current estimates reflect our assessment of employers™ and employees’
responses to the set of opportunities and incentives under the ACA. In particular, the estimates
reflect the view that workers generally want to obtain health insurance coverage at the lowest
possible cost, taking info account both the price charged and any changes in tax payments or
government subsidies that apply. CBO and JCT continue to expeet that the ACA will lead to 2
small reduction in employment-based health insurance. That projection arises from the ageneies’
modeling of the many changes in oppertunities and incentives facing employers and employees
under the ACA and is consistent with the findings of other analysts who have carefully modeled
the nation’s health insurance system.
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Senator Johnson

Question: In the Budget and Economic Qutlock: Fiscal Years 2013 to 2023, CBO projects
slower growth in health care spending than bas historically been the case. Please provide
detailed information about the assumptions used by CBO in the adjustment of its current
projections for Medicaid and Medicare, inclading the details on actual spending for 2012,
Please provide specifics about what the Affordable Care Act’s policy changes do to either
achieve savings or increase costs, as well as the technieal changes made to the CBO’s
assumptions pertaining to Medicaid expenditures.

Answers In recent years; health care spending has grown much more slowly, both nationally
and for federal programs, than historical rates would have indicated. For fiscal year 2012,
federal spending for Medicaid was $251 billion, and federal spending for Medicare (net of
beneficiaries” premiums and other offsetting receipts related to the program) was $466 billion.
Those amourits are about 5 percént below the amounts that CBO had prejected in March 2010,
In resporise to that slowdown, over the past several years CBO has made a serigs of downward
technical adjustments to its projections of spending for Medicaid and Medicare. For example,
from the March 2010 baseline to the current baseling, technical revisions (mostly retlecting the
slower growth in the programs’ spending in recent years) have lowered CBO’s estimates of
federal spending for the two programs in 2020 by a total about $200 billion—by $126 billion
for Medicare and by $78 billion for Medicaid, or by roughly 15 percent for each program.

For the 2013-2022 period, CBO’s latest projection of Medicaid spending is nearly $240 billion
(or about 5% percent) lower than its estimate in August 2012, That revision reflects both lower
anticipated enrollment in Medicaid and lower expected costs per persoi.

CBO now estimates that enroltment in 2022, for example, will be about 84 million, compared
with the 85 million it projected last Angust. Although CBO has increased its estimate of the
number of people who will enroll in Medicaid for the first time because of the Affordable Care
Act's expansion of the program, the agency’s projection of the number of people who would
have been covered by Medicaid in the absence of that law has declined by a greater amount.
Lower estimated Medicaid enrollment among those other groups is, in part, the result of
improvements in CBQ’s methads for forecasting the number of people with insurance. More
peopleare now expected to obtain insurance through other sources (primarily employers),
resulting in lower projected enroliment in Medicaid. In addition, fewer people are now
expected to enrol in the Supplemental Security Income progran;, and because peaple who are
enrolled in that program automatically qualify for Medicaid, that-change inn turn reduces the
projected number of Medicaid enrollees.

CBO’s current haseline also shows lower spending per person in the Medicaid program than
was shown in August, primarily because of adjustments to account for the slowed growth in
Medicaid spending. The agency also expects that per-person costs will be lower than it
anticipated in August because a larger share of the people who will be covered under the
Medicaid program will be children and healthier adults, whose medical costs tend to be lower
than these of less healthy adults. Because of those and other factors, CBO now estimates that
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Medicaid spending per person in 2020 will be about 6 percent lower than it projected in
August.

For the 2013~2022 period, CBO has reduced its 10-year projections of outlays for Medicare by
about $140 billion (or about 2 percent) mostly for technical reasons—in particular, because of
data on actual spending for 2012, the third consécutive year in which spending was
significantly lower than CBO had projected. In past baselines, CBO had begun to reflect the
stowing growth in spending for Medicare™s Part A (Hospital Insurance) and Part B (Medical
Insurance); the largest downward revision in the current baseline is for spending for
Medicare’s Part D {prescription drugs).

You also asked for specifics about what the Affordable Care Act’s poliey changes do 1o either
achieve savings or increase costs. For the most recent estimate we have completed for the
budgetary effects of the changes made by the Affordable Care Act, see Congressional Budget
Office, letter to the Honorable John Boehner providing an estimate for H.R. 6079, the Repeal
of Obamacare Act (July 24, 2012), www.cbe.gov/publication/43471.
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Senator Whitehouse

Question: In CBO’s review of the causes of slowing growth in health care spending, what
types of evidenice will you consider? How will you determing whether changes in health
eare spending are temporary or structaral?

Answer: CBO continually reviews patterns of growth in health ¢are speading to inform our
projections. Whenever changes in those patterns are observed, we try to determine—through cur
own analysis and through discussions with outside analysts and practitioners—ithe extent to
whiich the changes result from government policies, economic circumstances, demographic
shifts, or changes in the nature of health care and the delivery of that care.

We are currently analyzing data on Medicare spending, Medicare beneficiaries, economic
conditions, and ather factors to determine what portion of the slowdown in Medicare spending
can be attributed to changes in the prices paid for health care services under current law and
changes in the cemposition and health of the Medicare population. In addition, we are examining
which types-of medical care experienced sharpet slowdowns in growth than cther types.

To help assess the extent to which changes in Medicare spending might be the temporary
consequence of the weak economy, we are also exploring whether the use of health care services
by beneficiaries who were affected the miost by the financial crisis and recession grew at a slower
rate than the use of services by beneficiaries who were less affected.
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Seaator Crapo

Question 1: It is my understanding that the Secial Security Disability Insurance (§SDI)
program is currently projected to be insolvent by 2016, that the Medicare program is
projected to be insoivent by 2024 (just one year beyond the current J-year budget
window), and the Social Security program is projected to be insolvent by 2033. Is this all
correet?

Answer: CBO projects that the Social Security Disability Insurance Trust Fund will exhaust its
balances sometime in fiscal year 2016. Based on current law in 2012, CBO estimated that the
Old-Age and Survivors Insurance Trust Fund would be exhausted in 2038 and that the combined
balances of those two trust funds would be exhausted in 2034. (The trust funds are legally
separate but are often combined for estimating convenience.y CBO has not yet updated its long-
ferm baseline to reflect changes in law since 2012. For Medicare, CBO projeécts that the trust
fund for Part A (the Hospital Insurance Trust Fund) will exhaust its balances sometime in fiscal
vear 2023.

Question 2: There has been much receinit discussion about the composition and effects of
recent deficit reduction efforts, particularly the Continuing Resolution, the Budget Control
Act and the recent Fiseal Cliff agreement. I know there are sone modest Medicare savings
currently projected to be a part of the sequester. Outside of those modest savings, which
have yet to actvally take effect, is it not correet that, regardless of the significance that one
may apply to the overall deficit-reduction effects of those pieces of legislation, those
measures have not kad any measurable effect on improving the solvency of any of these
important programs?

Answer: The Budget Control Act provided adjiistments to the diseretionary spending caps for
increased activities related to program integrity in the Disability Insurance program. Even if the
Congress-had provided the maximum amount allowed under the adjustment (it provided less than
the maximum in 2012), CBO does not expect that the decrease in benefit outlays resulting from
those activities—less than §2 billion cumulatively through 2016—-would have a significant effect
on the balances in the Disability Insurance Trust Fund, which will have a shortfall of about

$15 billion in 2016.

None of that recent {egislation significantly affected the solvency ot the Hospital Insurance Triist
Fund.

Question 3: I have spent much of the last 3 years focusing on ways to contain our ever-
expanding deficit and entitiement problem. Sitting on the President’s Fiscal Commission,
the Gang of 6 and Gang of 8, my colleagues and I continued to go back to the same old
reform ideas because we couldn’t get any new ideas to save money, While we have heard
dbout many different idesas from my colleagues on both sides of the aisle to reform our
nation’s Medicare program, CBO hasn’t always been able to put a dollar amount to how
much money these ideas would save,
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Donald Berwick, a Center of American Progress senior fellow and former administrator of
CMS recently stated that CBO’s scoring rules are “much too much embed in the status
quo. They require levels of certainty about the costs and benefits that defy many forms of
innovation. They don’tinvite the kind of ambitious thinking that the country really needs
right now, and unfortunately it does increase the risk of cuts.”

We all know that CBO has previously acknowledged certain policies in Medicare reform
that get away from the status quo are difficult to score—this includes those that will impact
consumer or business behavior, prevention and eare coordination,

Does CBO plan to make any changes to its current scoring rules to account for the
innovation that is needed to reform the antiquated Medicare program to sustain it in the
long run? And to sustain it without making blanketed cuts that will do nothing to bend the
cost curve or address solvency?

Answer: The procedures that CBO follows in producing baseline projections and cost estimates
for legislative proposals are procedures that the budget committees and others i the Congress
have found most useful over time, CBO aims to provide estimates of the budgetary impact of
proposals that reflect its best judgment, based on available data and information, about what
would geeur if those proposals were implemented. Because the budgetary effects of proposed
policies are alimost always uncertain, however, those estimates should be viewed as CBO’s
assessment of the middle of a distribution of possible outcomes.

Such estimates are particularly challenging for proposals that are more innovative, which tend to
ha