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HEARING ON ECONOMIC CHALLENGES
FACING MIDDLE CLASS FAMILIES

WEDNESDAY, JANUARY 31, 2007

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,
Washington, DC.

The Committee met, pursuant to notice, at 2:07 p.m., in room
1100, Longworth House Office Building, Hon. Charles B. Rangel
(Chairman of the Committee) presiding.

[The advisory announcing the hearing follows:]
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ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS

FOR IMMEDIATE RELEASE CONTACT: (202) 225-1721
January 24, 2007
FC—4

Chairman Rangel Announces a Hearing on Eco-
nomic Challenges Facing Middle Class Families

House Ways and Means Committee Chairman Charles B. Rangel today an-
nounced the Committee will hold a hearing on the economic challenges facing mid-
dle class families. The hearing will take place on Wednesday, January 31, in the
main Committee hearing room, 1100 Longworth House Office Building, beginning
at 2:00 p.m. It is the fourth and final in a series of hearings the Committee is hold-
ing on the state of the American economy.

In view of the limited time available to hear witnesses, oral testimony at this
hearing will be from invited witnesses only. However, any individual or organization
not scheduled for an oral appearance may submit a written statement for consider-
ation by the Committee and for inclusion in the printed record of the hearing.

FOCUS OF THE HEARING:

In the decades after World War II, standards of living for middle-class families
grew along with the American economy. Millions of American families moved into
larger and more modern homes. Many consumer goods like telephones, televisions,
and automobiles became commonplace items. Educational opportunities expanded,
opening new doors to the children of middle-class and working families. Retirement
became a real option for most workers rather than a luxury enjoyed only by the
wealthiest Americans or an economic hardship forced upon those no longer able to
work. Employer-provided health insurance became widespread.

In recent years, middle-class families have found their economic circumstances in-
creasingly precarious. Many workers face wage stagnation, or even prolonged unem-
ployment, and fewer workers have guaranteed pension benefit plans, causing many
to worry about retirement. All of this uncertainty comes at a time when families
face increasing costs for education, health care, and energy. This hearing will exam-
ine these challenges and related pressures facing middle-class families and their
economic future.

In announcing the hearing, Chairman Rangel said, “Many American families are
finding it harder and harder to hold on to the American dream. Too often, we hear
about parents worried that their children will not be able to build on their success
and create a higher standard of living for themselves. We need to take a deeper look
at what is driving these concerns so we can build and maintain an economy that
works for all Americans.”

DETAILS FOR SUBMISSION OF WRITTEN COMMENTS:

Please Note: Any person(s) and/or organization(s) wishing to submit for the hear-
ing record must follow the appropriate link on the hearing page of the Committee
website and complete the informational forms. From the Committee homepage,
hitp:/ [waysandmeans.house.gov, select “110th Congress” from the menu entitled,
“Committee Hearings” (http://lwaysandmeans.house.gov/Hearings.asp?congress=18).
Select the hearing for which you would like to submit, and click on the link entitled,
“Click here to provide a submission for the record.” Once you have followed the on-
line instructions, completing all informational forms and clicking “submit” on the
final page, an email will be sent to the address which you supply confirming your
interest in providing a submission for the record. You MUST REPLY to the email
and ATTACH your submission as a Word or WordPerfect document, in compliance
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with the formatting requirements listed below, by close of business Wednesday,
February 14, 2007. Finally, please note that due to the change in House mail pol-
icy, the U.S. Capitol Police will refuse sealed-package deliveries to all House Office
Buildings. For questions, or if you encounter technical problems, please call (202)
225-1721.

FORMATTING REQUIREMENTS:

The Committee relies on electronic submissions for printing the official hearing record. As al-
ways, submissions will be included in the record according to the discretion of the Committee.
The Committee will not alter the content of your submission, but we reserve the right to format
it according to our guidelines. Any submission provided to the Committee by a witness, any sup-
plementary materials submitted for the printed record, and any written comments in response
to a request for written comments must conform to the guidelines listed below. Any submission
or supplementary item not in compliance with these guidelines will not be printed, but will be
maintained in the Committee files for review and use by the Committee.

1. All submissions and supplementary materials must be provided in Word or WordPerfect
format and MUST NOT exceed a total of 10 pages, including attachments. Witnesses and sub-
mitters are advised that the Committee relies on electronic submissions for printing the official
hearing record.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing.
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material
not meeting these specifications will be maintained in the Committee files for review and use
by the Committee.

3. All submissions must include a list of all clients, persons, and/or organizations on whose
behalf the witness appears. A supplemental sheet must accompany each submission listing the
name, company, address, telephone and fax numbers of each witness.

Note: All Committee advisories and news releases are available on the World
Wide Web at http://waysandmeans.house.gov.

The Committee seeks to make its facilities accessible to persons with disabilities.
If you are in need of special accommodations, please call 202—-225-1721 or 202—-226—
3411 TTD/TTY in advance of the event (four business days notice is requested).
Questions with regard to special accommodation needs in general (including avail-
ability of Committee materials in alternative formats) may be directed to the Com-
mittee as noted above.

————

Chairman RANGEL. The Committee on Ways and Means will
come to order.

This is the third broad-based hearing that we have had on taxes,
poverty and now on the economic challenges that are facing the
middle class. We are not looking immediately for legislation to
come out of these hearings, but we want the Members to have a
broader base as to areas where we do have jurisdiction and wheth-
er or not they should receive some type of priority as we set our
legislative calendar up.

So, I would like to yield at this time to the Ranking Member, Mr.
McCrery, for any statement he would like to make.

Mr. MCCRERY. Thank you, Mr. Chairman. I have a written
statement that I would offer to the Committee.

Just a few brief remarks. This is an important topic to all of us
in this country, as we are certainly aware of our Nation’s proud
history of having a strong, vibrant middle class; and, indeed, the
middle class makes up the vast majority of the people in this coun-
try. So, we are all concerned about learning of anything that might
be threatening that history and the future of the middle class. So,
it is certainly appropriate to investigate this matter.
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I would submit just briefly that one of the areas that has come
up in our other hearings, and I think we ought to devote more time
to it at some point, is the issue of health care, health insurance,
health benefits and how the increase in the cost of health care and
the increase in premiums for health insurance plays a role in this
feeling among some in the middle class that they are being
squeezed because, to some extent, their wages are not as high as
they otherwise would be because of the tremendous increases in
health care costs.

So, I would submit that that is one of the things we should ex-
amine further at some point, and I include in my written statement
a little further explanation of my concerns with respect to health
care as part of this question.

Thank you, Mr. Chairman.

Chairman RANGEL. Thank you.

[The prepared statement of Mr. McCrery follows:]

Opening Statement of The Honorable Jim McCrery, a
Representative in Congress from the State of Louisiana

Thank you, Mr. Chairman.

Today’s hearing deals with a broad topic, the economic challenges facing the mid-
dle class. I would like to focus on one area—the rapidly rising cost of health cov-
erage—and what it illustrates about the larger reforms we need.

For several decades, the employer-based system has been the primary means of
providing health insurance. That model is showing serious signs of strain. We must
adopt better ways of organizing our health insurance system, so that potential in-
creases in middle class wages are not siphoned off by ever-higher health costs.

The employer-sponsored health care system is a historical accident, born of wage
and prices controls during World War Two. Though it was never intended to be per-
manent, it served us well for a time. But now many of the economic assumptions
it was based on have changed. For example, workers today rarely work for one com-
pany their entire lives. Instead, it is not uncommon for individuals to change jobs—
and even occupations—several times during their lives.

Last Fall, the Bureau of Labor Statistics released a study finding that the average
person born between 1957 and 1964 held an average of more than ten jobs from
ages 18 to 40. In an era with this more mobile workforce, our goal should be a
health insurance system tied to the individual, not to the employer.

In addition, when employees receive their health care for “free” from their em-
ployer, they have no motive to shop for the best price, or to seek out cost-effective
preventative care. That is one of the many factors fueling the increase in health
care costs, which rose up 6.9 percent in 2005 and 7.2 percent in 2004.

Though American workers often fail to realize it, the “free” health coverage they
receive from employers has real and substantial costs—generally in the form of lost
wages or other benefits. That point bears repeating: wages for working Americans
would clearly be higher if it were not for the rapid increase in health care costs.

As the CEO of General Motors has noted, each of his company’s vehicles produced
in North America includes an average embedded cost of $1,525 in health care bene-
fits. That makes GM the world’s largest private provider of health care benefits.
Former Chrysler CEO Lee Iacocca has observed, “it is a well-known fact that the
U.S. automobile industry spends more per car on health care than on steel.”

It is no surprise that the Employee Benefits Research Institute found the percent-
age of adults getting health insurance through their employer declined from a high
of 68.7 percent in 2000 to 63.8 percent in 2005. The erosion in employer-sponsored
coverage was steady each year, even as unemployment rates rose and then fell over
the past 6 years.

The situation is particularly difficult for low-income Americans. If they do not re-
ceive employer-sponsored health coverage, they are likely to find themselves com-
pletely priced out of the individual insurance market. They will join the 43 million
Americans with no health insurance at all.

The current tax code is clearly part of the problem, because it provides large sub-
sidies to employer-sponsored plans, but practically nothing for those in the indi-
vidual market.
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President Bush has put forward a creative and bold revision of the tax treatment
of health care. I do not agree with every detail. For example, I would prefer to pro-
vide assistance to the low-income individuals through a tax credit rather than a de-
duction, and the proposal should be combined with market reforms to address the
affordability and availability of insurance in the individual market. But I believe his
proposal should get us thinking about ways the tax code could be modernized to bet-
ter reflect today’s market realities.

We see a similar situation with respect to pensions. Old-fashioned defined-benefit
plans make sense for workers who are going to stay with one employer for many
years. But in the modern economy, mobile workers are better served by defined-con-
tribution plans.

Last January, EBRI quantified the dramatic shift from defined-benefit to defined-
contribution plans. The percentage of workers whose primary retirement plan was
a defined benefit had declined from 56.7 percent in 1998 to just 40.5 percent in
2003. In that same five-year period, the percentage of workers whose primary retire-
ment plan was based on defined contributions rose from 35.8 percent to 57.7 per-
cent.

There are greater risks, as well as greater rewards, in a defined-contribution sys-
tem, and we should protect workers from some of those risks. By including provi-
sions in the pension bill last year expanding the ability of individuals to obtain in-
vestment advice from their 401(k) provider, the Congress took an important step to-
ward helping workers make more informed choices about how to save for the future.

Similarly, I am pleased the Congress last year, as part of the pension bill, made
permanent the savings and investment tax incentives that were developed with the
strong input of two former Members of this panel, Rob Portman and Ben Cardin.
Both have gone on to bigger, if not necessarily in our minds, better places.

Nevertheless, more needs to be done to help promote retirement security. And
that includes all three legs of the stool, personal savings, employment-based plans,
and Social Security.

The challenges we face, as a nation, are particularly acute with respect to the fu-
ture financing of Social Security, and I am hoping that we can work, on a bi-par-
tisan basis, to address the long-term solvency of the program. The longer we wait,
the more difficult the solutions become. And if we do nothing, we will soon see dou-
ble-digit cuts in Social Security benefits or massive tax increases. THAT would
“squeeze” the middle class.

Mr. Chairman, there are many challenges facing American families. Some, like
those I mentioned, are within this Committee’s jurisdiction. I look forward to the
discussion today, and the dialogue to come, as we examine ways to ensure the tax
code is responsive to our changing workforce.

Thank you, and I yield back the balance of my time.

[The prepared statement of Mr. Weller follows:]

Opening Statement of The Honorable Jerry Weller,
a Representative in Congress from the State of Illinois

One of the topics being discussed today is income inequality. When most people
hear “income” they think of earnings. But it’s more than that, and includes for
many families other income sources such as pensions, government benefits, and so
on.
During testimony today before the Joint Economic Committee, Dr. Richard
Vedder, a visiting scholar at the American Enterprise Institute, noted that “the con-
ventional measures that are typically cited to denote greater inequality are fun-
damentally flawed and grossly overstate inequality in this nation, and the growth
in it over time.” (p. 1)

He goes on to point out that Medicaid benefits, food stamps and housing sub-
sidies, among other benefits, are ignored in such calculations. He suggests that “Any
comparison of income levels or income inequality today with, say what existed in
1960 using published income data will tend to overstate any reported rise in in-
equality, and understate any estimate of income gains for lower income Americans.”
(p- 2)

This is the same dynamic we saw in last week’s poverty hearing—the “official”
poverty rate does not include data on all the anti-poverty benefits the government
provides, which has the effect of making poverty seem deeper and more widespread.
The same goes for income inequality—by not counting as “income” many of the gov-
ernment benefits designed to raise the wellbeing of low-income families, inequality
seems worse than it really is.

Consumption data suggests more of the same. Dr. Vedder noted that instead of
looking solely at income inequality, “what we should truly be interested in is the
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economic well-being of Americans, and a far better measure of that economic well-
being is consumption spending.” He goes on to note that “Roughly speaking, conven-
tional measures show consumption inequality is at least one-third less than for in-
come inequality.”

I commend Dr. Vedder’s testimony to the Committee, as it provides much-needed
context related to the well-being of all families, including middle class families.

TESTIMONY BEFORE THE JOINT ECONOMIC
COMMITTEE OF CONGRESS, JANUARY 31, 2007

Economic Growth, Economic Justice, and Public Policy
By Richard Vedder

Visiting Scholar, American Enterprise Institute
Distinguished Professor of Economics, Ohio Univeristy

Good morning Senator Schumer and Members of the Committee. The JEC has
just completed 60 years of existence, and during those six decades it has assisted
importantly in the making of economic policy, and I am pleased to be part of today’s
proceedings. My distinguished colleagues on this panel have painted a somewhat
pessimistic and perhaps mildly alarming picture of the American economy. We learn
that many Americans have not shared in our nation’s rising prosperity. The income
and wage gap between the rich and the poor is growing. We are told we are becom-
ing a more economically divided nation.

My message is somewhat more optimistic and skeptical of the analysis suggesting
that vast portions of the American populace are languishing economically. Let me
very briefly touch on three points. First, the conventional measures that are typi-
cally cited to denote greater inequality are fundamentally flawed and grossly over-
state inequality in this nation, and the growth in it over time. Second, even if one
accepts the proposition that America has insufficient equality of economic condition,
history tells us that public policy efforts to deal with the problem often are ineffec-
tive. Third, some policies that conceivably might lower inequality as conventionally
meailsulred would, if adopted, have serious adverse consequences to the economy as
a whole.

Turning to the first point, looking at conventional statistics on income distribu-
tion, three factors lead us to overstate inequality. First, and probably least impor-
tant, those statistics are traditionally based on money income, excluding a variety
of in-kind, non-cash payments that primarily benefit lower income persons—Med-
icaid benefits, food stamps, and housing subsidies are three good examples. Any
comparison of income levels or income inequality today with, say what existed in
1960 using published income data will tend to overstate any reported rise in in-
equality, and understate any estimate of income gains for lower income Americans,
since non-cash payments have become relatively more important in the intervening
time period.

A second factor is that what we should be truly interested in is the economic
wellbeing of Americans, and a far better measure of that economic well-being is con-
sumption spending. Dollar for dollar, people derive more joy from what they spend
than from what they earn. As many elementary economics textbooks point out in
the first chapter, the ultimate purpose of economic activity is consumption.

We know that in any given year consumer spending is far more equally distrib-
uted than income. Comparing the income distribution statistics derived from the
Current Population Survey with the BLS’s Consumer Expenditure Survey is reveal-
ing.

For example, the poorest one-fifth last year earned only slightly over 7 percent
as much income as the richest one-fifth in 2002, but they consumed more than 24
percent as much. Using the most recent data for 2005, we see the richest one-fifth
of the population earned 3.47 times as much as the middle quintile, but consumed
only 2.31 times as much. Roughly speaking, conventional measures show consump-
tion inequality is at least one third less than for income inequality.

The third point relating to the overstatement of inequality relates to the remark-
able income mobility of the American people. For example, at the request of this
Committee, the Treasury Department in the 1990s provided data suggesting that
the overwhelming majority of persons in the bottom quintile of the income distribu-
tion were in another quintile a decade later, and a large percent even moved up or
down the distribution from one year to the next. Researchers at the Urban Institute
and other organizations have made similar observations. This phenomenon helps ex-
plain the narrowness of the distribution of consumption spending relative to the dis-
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tribution of income, as observed decades ago by the late Milton Friedman and in
a different context by Albert Ando and Franco Modigliani. Failure to consider the
income mobility of people contributes to the inadequacies of traditional measures of
income distribution and also leads us to create some inequities and inefficiencies
when devising tax policies based on single year definitions of income.

While we are talking about measurement problems, they are particularly preva-
lent in our discussions of changes in earnings over time. Go to page 338 of the 2006
Economic Report of the President. We learn that average weekly earnings of work-
ers in private nonagricultural industries in 2005 were over eight percent less than
they were in 1964, the year Lyndon Johnson announced his Great Society initia-
tives. Yet turn the page, to page 340. Looking at real compensation per hour in the
non-farm business sector for the same time period, we learn it has risen 75 percent.
Page 338 is consistent with a Marxian or even Malthusian interpretation of the
economy—a tendency for wages to fall to near subsistence, and evidence of mass ex-
ploitation of the working proletariat by exploitive capitalists. Page 340 is consistent
with the view that with economic growth, the earnings of workers have risen sharp-
ly, and also consistent with national income accounts data that shows per capita
real consumption has increased about two percent annually.

Yet even the data on page 340 suffer from deficiencies. We learn that productivity
per hour in the non-farm business sector in 2005 was 2.28 times as great as in 1964,
yet compensation rose only 1.75 times, a pretty big difference that is inconsistent
with the neoclassical economic theory of factor prices and suggestive that owners
of capital are indeed deriving extraordinary profits as a result of paying workers
less than what they contribute to output at the margin. This should have resulted
in a significant decline in compensation of workers as a percent of national income.
Yet the national income data taken from pages 314 and 315 of the same source
show a radically different story.

Compensation of employees actually rose from 60.75 to 61.51 percent as a percent
of the national income. The share of national income accounted for by corporate
profits fell slightly in the same time period.

I am making two points here. First, interpretations of economic data can be ex-
ceedingly misleading. Second, the analysis of broader measures of economic perform-
ance suggests that workers as a group have shared in our national prosperity of the
past several generations. The original wage data I cited suffer from two enormous
deficiencies. First, they fail to take into account non-wage forms of compensation,
particularly health care and retirement benefits. These have soared in magnitude
over time. Second, the calculation of changing values in constant dollars is fraught
with peril, and the Consumer Price Index used in these calculations very signifi-
cantly overstates inflation in the eyes of virtually every mainstream economist, lib-
eral, conservative, vegetarian, Presbyterian, what have you. Similarly, analysis of
wage changes by wage or income category suffers not only from these problems, but
from the aforementioned phenomenon of the rapidly changing economic status of in-
dividual members of our opportunity society over time.

You don’t need a Ph.D. in economics to observe that never has a society had a
middle class more used to what once were considered goods and services available
only to the upper rich. Middle income Americans live in larger homes, buy more
gadgets like IPODS and cell phones, live longer, are more if not better educated,
and take nicer vacations than either their parents did or do and their counterparts
in any other major nation. I returned two days ago from a two week cruise in the
Caribbean, traveling less with top business executives or even elite Ivy League pro-
fessors than with equipment salesmen, butchers, and teachers—ordinary folk. That
simply did not happen even 30 years ago.

My second major point relates to public policy dealing with economic inequality.
Time does not permit a detailed exegesis of past efforts. But a reminder of some
historical experiences is sobering. Policy can come from the tax, spending or regu-
latory side. I will ignore regulatory matters in the interest of time, although I would
hasten to commend Senator Schumer for recent statements showing his concerns
about the abusive use of the tort system as a growth-impeding way of redistributing
income. Looking at taxes, attempts to make the system more progressive often have
unintended effects. For example, sharp reductions in top marginal tax rates in the
1920s, 1960s, and 1980s, viewed by some as favoring the rich, actually led to sharp
increases in the tax burden of the rich relative to the poor. I worked for this Com-
mittee during the 97th Congress in 1981 and 1982 in a political environment much
like today with divided government, with the Republicans controlling the Executive
while Congress was more under Democratic control, yet the two branches managed
to work together to fashion a more growth oriented tax policy with lower marginal
tax rates that contributed mightily to the boom that has followed. I hope the 110th
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Congress is capable of similar accomplishments. Taxes have behavioral con-
sequences.

The CBO greatly underestimated revenues that would arise from the reducing in
the top capital gains rate to 15 percent, for example. Falling rates unlocked billions
in unrealized gains that have helped fund our rapidly expanding government. Simi-
larly, sharp reductions in the number of estates subject to death taxation as a result
of reform in those laws has not led to a sharp decline in revenues from that source,
as some had expected. It would be a tragedy to reverse the positive effects of the
tax reductions of the past few years that, like the Kennedy tax reductions of the
1960s, have had a positive impact on economic activity.

On the spending side, history again shows disappointing results of many initia-
tives to help the poor or middle class. As the January 20 issue of the Economist
notes, government job training programs have internationally been largely failures.
Spending initiatives in the areas of education, medical care, and public assistance
have usually brought about disappointing results. Despite spending far more in real
terms per student than a generation or two ago, American students do not appear
to be learning much more, and the education for lower income students is particu-
larly deficient. A tripling of federal aid to college students since 1994 has been ac-
companied by a decline, not an increase, in the proportion of students from the low-
est quartile of the income distribution attending and graduating from our finest uni-
versities, which are increasingly becoming taxpayer subsidized country clubs for the
children of the affluent. While Medicaid has brought some increase in medical care
for the poor, it has done so at an enormous cost to society, and the cost pressures
of a highly inefficient system are leading companies to cut back on health care bene-
fits for working middle class Americans. As to public assistance, it is far greater
today in real per capita or per poor person terms than in 1973, yet the current pov-
erty rate is higher. The welfare reforms of the 1990s were an important achieve-
ment, but the overall picture is, at the very least, mixed.

Speaking of public assistance, I have to make one statement that may sound a
bit callous or insensitive to some, but it is an important but often neglected truism.
Comparing the rich and the poor, it is worth noting that the rich work a lot more.
Of those persons in poverty, only a tiny minority work full-time. We have relatively
few working poor in America. And it is worth noting that employment creation is
greatest in periods when the government allows the incredible job machine gen-
erated by the competitive private sector operating in a market environment to work.
The job creation of the 1980s was stimulated by a halt to the growth in govern-
ment’s share of GDP characterizing earlier decades, and by tax reductions that stim-
ulated the spirit of enterprise. The job creation of the 1990s was stimulated by an
unprecedented decline in government expenditures as a percent of GDP for eight
consecutive years—a reverse crowding out phenomenon that propelled an enormous
outpouring of American creative and entrepreneurial endeavor.

Turning to my final point today, there is a temptation to do things in the interest
of protecting middle and lower income Americans that might have highly undesir-
able effects on the economy as a whole. In this regard, the rise in protectionist senti-
ment in Congress is appalling, particularly as is largely centered in a party which
historically has favored free trade, a policy that has brought prosperity to almost
all Americans while at the same time has contributed enormously to eliminating
global disparities in the distribution of income and wealth. I hope the intelligent
wing of the Democratic Party, represented by able persons such as those who pre-
ceded me on this panel, will be able to prevent a return to policies reminiscent of
that old Democratic bete noire, Herbert Hoover. The Smoot-Hawley Tariff and rising
taxes were a factor, along with Hoover’s inane wage policies, for the Great Depres-
sion of the 1930s. Let us not repeat that today. I hope the Democratic Party will
try to emulate Franklin D. Roosevelt, John F. Kennedy and Bill Clinton in the area
of trade policy, not Herbert Hoover.

At a macro level, I believe the biggest single factor in the modest slowdown in
growth rates in this decade relative to the 1980s and 1990s is the sharp increase
in government expenditures. From fiscal year 2001 to fiscal year 2006, total federal
outlays rose by 42.4 percent, or $790.1 billion. By the way, the overwhelming major-
ity of that was for non-defense or national security purposes. This was nearly double
the percent growth in GDP. Receipts rose well over 20 percent or roughly equal to
the growth in GDP, so the burgeoning deficit reflected a spending binge that re-
sulted in some crowding out of private economic initiatives. Dollar for dollar, the
evidence is crystal clear that private spending has more productivity-enhancing ef-
fects than public spending because of the discipline that competitive markets impose
on market enterprise. The tax cuts largely corrected for the natural tendency for
taxes to rise relative to national output. Raising taxes again would reduce the def-
icit, but would have direct unfortunate disincentive effects on human economic be-
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havior and would also reduce the political costs to Congress of incremental spending
initiatives, which almost certainly would have severe economic effects. I hope some
early indications of spending constraint are maintained in the months and years
ahead. While I am not the financial guru that Secretary Rubin is, an analysis that
I have conducted with Lowell Gallaway for this Committee in the past suggests that
the two best determinants of the growth of wealth as measured in equity prices are
the rate of inflation and government spending as a percent of GDP. Rising govern-
ment spending is associated with falling market values and wealth, with all the ad-
verse consequences that has for pensions. And stable prices are much better than
inflation. The Fed has done a pretty good job on the inflationary front, but the Con-
gress and the Executive are guilty of having shown insufficient constraint with re-
spect to federal expenditures.

Again, I praise the JEC for providing a needed forum for the analysis of policy
possibilities informed by factual evidence. I hope the next 60 years are as successful
for this Committee as the last 60 have been.

Thank you.

———

Chairman RANGEL. Let me say to the gentleman that I agree
with you, and I think in putting together our hearings that, in talk-
ing with you, I would hope that this would be an early priority for
the Committee to at least set the groundwork to see how we can
move forward in this very serious area.

Peter Orszag, or Dr. Orszag, who is the Director of the Congres-
sional Budget Office (CBO), first, let me congratulate you for your
appointment as well as the CBO that we rely on so much for non-
partisan views for serious issues that come before this Committee.
Once again, I thank your office for your past contributions; and I
look forward to your testimony.

STATEMENT OF PETER R. ORSZAG, PH.D., DIRECTOR,
CONGRESSIONAL BUDGET OFFICE

Dr. ORSZAG. Thank you very much, Mr. Chairman, Mr.
McCrery and Members of the Committee. I appreciate the invita-
tion to participate in today’s hearing and very much look forward
to working with all of you throughout my term to provide you with
timely and high-quality analysis of economic and budget issues.

My testimony today examines both macroeconomic volatility and
household income volatility. Macroeconomic volatility, that is the
ups and downs of overall economic growth in inflation, has declined
and is now relatively low. In particular, year-to-year fluctuations in
the economy have become smaller than in the past.

The first chart just shows you the growth rate in Gross Domestic
Product that is in the size of the economy. That is kind of hard to
read, but if you look at the size of the change from year to year
in a standard measure of that variation, it is now much lower than
it was during the fifties, sixties, seventies and early eighties,
roughly half as large. The same decline has occurred in inflation
rates in terms of their variability.

Several potential explanations have been put forward for this so-
called great stabilization. Among the leading explanations are that
a more flexible economy, itself reflecting developments such as im-
provements in production processes and investments in information
technologies, have made it possible for the economy to adjust much
more smoothly to changes in the availability of goods and services.
As a result, the macroeconomy can adapt more easily to shocks
without large changes in output or large jumps in inflation.
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A second potential explanation is that financial innovation since
the seventies have provided alternatives to lending by banks,
broadened opportunities for various types of financial intermedi-
ation between borrowers and lenders and enhanced risk manage-
ment. The result has been more stable financing for both busi-
nesses and households and more resiliency in the financial system
which has also helped to stabilize the macroeconomy.

The second main point of the testimony, though, is that, despite
the relatively modest volatility in the overall economy, workers in
households still experience substantial variability in their earnings
and income from year to year. CBO undertook new empirical anal-
ysis to explore this earnings and income volatility. Between 2001
and 2002, for example, and after adjusting for inflation, one in four
workers saw his or her earnings increase by at least 25 percent
over that short time period, while one in five saw his or her earn-
ings decline by at least 25 percent.

You can see in this chart that you have very significant portions
of workers—for example, 11 percent of workers saw their earnings
decline by at least half, which is the far left bar. That is a very
substantial amount of volatility.

Workers with less education tend to experience more volatility in
their earnings than do workers with more education, which is illus-
trated on this chart. For example, 16 percent of workers without
a high school education had their earnings decline by 50 percent
or more, compared with just 10 percent with more than a high
school education; and we give you the figures here for declines or
increases of 25 percent or more. Such fluctuations can result from
many sources, including job changes, job losses, job gains and vol-
untary exits from the labor force, such as to care for children or
other family members.

It is also worth noting that these figures are for before-tax earn-
ings and income. The tax system can help to smooth fluctuations
in income so after-tax income can vary less from year to year than
before tax income does. That potential role of the tax system in
smoothing income fluctuations can be quite important and I think
is worthy of further scrutiny.

Given the high current levels of volatility at the worker and
household level, an important question is whether over longer peri-
ods of time earnings in income volatility has risen. According to
most studies on the topic, earnings now fluctuate more on a per-
centage basis than they did in the seventies. Relative to other top-
ics, though, the trend in earnings and income volatility has re-
ceived relatively little research attention. More research is there-
fore needed before firm conclusions about the precise time trend in
earnings and income volatility can be reached.

A final section of my testimony involves job transitions which can
contribute to volatility at the worker and household levels. Each
year, millions of people become unemployed and find a new job;
and many others change jobs without any intervening unemploy-
ment. Recent estimates demonstrate the extent to which workers
move in and out of jobs. Over the 12 months ending in November,
2006, for example, an average of almost 5 million workers were
hired by firms each month, and 4% million workers per month
quit, were laid off or for other reasons left their jobs. So, almost
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5 million or 4%2 million workers leaving and entering new jobs each
month, which is a significant amount of volatility.

Over the past several decades, the percentage of unemployed who
remain out of work for long periods of time has increased. About
one in six workers who were unemployed in late 2006 had been un-
employed for 27 weeks or longer, which is illustrated on this chart,
even though the unemployment rate is low, at less than 5 percent
of the labor force.

One part of the explanation for the rise in long-term unemploy-
ment may be an increasing share of job losses that are permanent
separations rather than temporary layoffs. Moreover, research sug-
gests that the adverse consequences of losing a job because of slack
work, a plant closing or a position being abolished have increased,
which may be one factor contributing to the relatively high level