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THE BUDGET AND ECONOMIC OUTLOOK:
FISCAL YEARS 2005-2014

TUESDAY, JANUARY 27, 2004

HOUSE OF REPRESENTATIVES,
COMMITTEE ON THE BUDGET,
Washington, DC.

The committee met, pursuant to call, at 2:09 p.m., in room 210,
Cannon House Office Building, Hon. Jim Nussle (chairman of the
committee) presiding.

Members present: Representatives Nussle, Shays, Portman,
Schrock, Brown, Wicker, Hulshof, Tancredo, Vitter, Bonner, Gar-
rett, Diaz-Balart, Brown-Waite, Spratt, Moran, Moore, Neal,
DeLauro, Edwards, Scott, Thompson, Baird, and Emanuel.

Chairman NUSSLE. Good afternoon, the Budget Committee will
come to order. Welcome everybody on the committee back for a new
year and for a new budget season. We have invited the CBO Direc-
tor Doug Holtz-Eakin here today to ensure that we have a clear un-
derstanding of our Nation’s fiscal picture. We are here today to en-
sure that we have a very clear picture and understanding of our
Nation’s fiscal situation. It is critical for us to understand just what
the bottom line is, so to speak, and so we have invited the Congres-
sional Budget Office Director Doug Holtz-Eakin to provide us with
that.

The resource that we use as a starting point is the report that
was released just yesterday from the Congressional Budget Office,
which gives their estimations of the budget and economic outlook
for the coming decade.

Director Holtz-Eakin is here not only to discuss with us the hard
and fast numbers of this report but to explain just what all these
numbers mean and to put them into some context; in other words,
how did CBO arrive at these estimates and what are some of the
key variables that could affect our economic and budgetary future.

And again to be clear, the purpose of today’s hearing is not to
guess what will be in the President’s budget or to even for that
matter begin writing our budget, but to get a solid understanding
of where we are right now so that we can have a better idea of
where we should go from here.

Next Monday the President will introduce his budget and we will
begin a series of hearings, at which time it will be appropriate to
discuss what should or for that matter what should not be in next
year’s fiscal budget.

That said, let’s get this process started by taking a look at what
we have got. First, this report tells us in one very important re-
spect that we are in a pretty similar situation or position as we
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were back in August when we received these projections. We have
large deficits in the near term, $477 billion in fiscal year 2004, and
then $362 billion in fiscal year 2005, with deficits declining over
the next decade according to this estimation.

This is really not a surprise. We have these deficits because we
intentionally spent—and I say intentionally spent—at an extraor-
dinary pace to react to extraordinary circumstances ranging from
terrorist attacks and conflicts in Iraq and Afghanistan to an eco-
nomic recession.

Now, does that mean these deficits are unimportant? Of course
not. I have said that the spending driven deficits are an issue that
we do need a get a handle on, we are going to get a handle on this
information today because we are going to have a lot of serious dis-
cussion and have to make a whole lot of tough choices in the next
few weeks to try and figure out where we need to go from here.

Before I turn this over to Director Holtz-Eakin for his expla-
nation of the report, I would like to stress a couple of key points
that I noticed in looking through the report. First, last year at this
time we made it clear that we needed to invest in our economy to
get it growing again. Those investments have clearly paid off. From
GDP growth to retail sales we are seeing record highs; and most
important, the economy has begun to create jobs again. Not as
quickly as we would like, but it is moving in the right direction and
faster than just about anybody predicted a year ago today.

In fact, to quote the report, “The economy should continue to
grow at a healthy rate over the next 2 years for a recovery appears
to have taken hold.” There should be no question that the economy
has begun to recover and that the tax cuts that we installed are
working.

That said, I believe our starting point for the budget is really dif-
ferent in two cases. First, CBO’s baseline assumes that Congress
will raise taxes or that in fact the tax cuts will not be made perma-
nent. This assumes that expiration of a whole range of tax relief
provisions, including increasing the marriage penalty, reducing the
child tax credit, resurrecting the death tax, increasing taxes on
capital gains and stock dividends and increasing taxes on small
businesses, for that matter increasing taxes on every American
who pays income taxes, will occur.

That is not an assumption that anyone should make as we move
forward. This will not happen as far as I am concerned in this
budget or under our watch. In fact, I would be willing to wager
that we might even have a few Democrats who might be willing to
support it in that regard. So I think you can safely rule out that
part of the assumption.

Second, the baseline assumes that the $87 billion of the Iraq sup-
plemental that we spent last year will continue to be spent every
year for the next decade. I think that also we can presume, barring
extraordinary emergencies, that that will not also be the case.

So with that context and that understanding, we need to turn to
the report and to get the wisdom of the Director of the Congres-
sional Budget Office. Before we do that, let me turn it over to Mr.
Spratt for any comments that he would like to make.

Mr. SPRATT. Thank you, Mr. Chairman. Dr. Holtz-Eakin, we wel-
come you back. As always, you have done an excellent job as the
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Director of the Congressional Budget Office, and we welcome you
today even though you are not exactly the bearer of good tidings.
You have got some very sobering news for us about the budget.

Your projections show that deficits loom far into the future, that
we are not going to grow out of them and somehow glide effort-
lessly to the conclusion we all want, which is a balanced budget,
and frankly I think they cast grave doubts on the Bush administra-
tion’s claim that it will be able to cut the deficit in half over the
next 5 years.

In particular, the first chart that I would like to call up here
gives you a summary of the deficit for this year and the decline in
that deficit over 3 short years. January 2001, CBO projected we
would have a unified surplus of $397 billion. Instead, we have a
unified deficit this year of $477 billion.

Next chart. This shows the cumulative surplus or deficit over the
period of 10 years, a deterioration from $5.6 trillion to 10-year esti-
mated surplus between 2002 and 2011 and a cumulative deficit as
CBO now sees it. That is a swing of about $8.5 trillion in the wrong
direction.

Next chart. And tax cuts add to the problem. We are not here
to advocate the nonrenewal of the child tax credit or the expansion
of the 10 percent bracket or the 15 percent bracket, but we are
here to call attention to the fact that the whole agenda of the Bush
administration is tax cuts if they are extended aggravate the bot-
tom line significantly. They increased the January 2004 baseline.
With the expansion of the tax credits, the cuts come out to $4.150
trillion.

Next chart. This is the only budget surplus, excluding Social Se-
curity, which I think we should do and which Congress has dic-
tated we should do in putting Social Security off budget. Back out
Social Security, and you will see the debt accumulation between
2005-14. If you do the tax cuts, if you renew them all, we will be
$7.177 trillion. That is what we will add to our national debt over
that period of time.

Next chart. Now, the Bush administration is apt to say in the
face of forecasts like these this is why we need pro-growth policies.
We couldn’t agree more. We would love to grow out of it, but the
truth of the matter is that CBO is assuming pretty robust growth,
4.8 percent for 2004, 4.2 percent for 2005, tapering off to 3 percent
and then dropping slightly below 3 percent, but substantial robust
growth for the next 10 years and particularly in the near term.

Next chart. If you look at pages 92 and 93, that is the only place
where the small print is big enough to read, you will see that if
you do extend the tax cuts, you will add $2.3 trillion to the deficit
over 2005, between 2005-14, that 10-year period of time.

All that is going to the bottom line. In 2001 when it appeared
that we had a surplus of $5.6 trillion, some may have felt that a
tax cut of $1.350 trillion was defensible, but now we know we don’t
have a surplus. We have a deficit, and the renewal of these tax
cuts when they expire will add $2.3 trillion to that deficit. There
is no way around it.

Next chart. Now, it is also said by the Bush administration fre-
quently we have got to rein in spending, and in that regard they
mean discretionary spending, which is in the 13 different appro-
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priation bills that we pass every year. But if you look where the
increases in spending over and above current services have come
over the last four fiscal years, you will see that the lion’s share of
it, 90-95 percent, has gone to defense, homeland security and our
response to 9/11 for New York City and for the airlines relief. Nine-
ty to 95 percent of it has gone there.

I would like to think we could rein in some of that, but I don’t
think we can. In truth, I think you will probably see when the
budget comes up an increase in homeland security because there
is a fairly common feeling that we are standing on thin ice and
barely funding that at an adequate level.

Next chart. So a couple quotations there that ended up. We have
got a serious problem on our hands. I don’t know whether we will
get down to brass tacks in dealing with it this year or not but soon-
er or later we will have to deal with it.

One particular statement you made in the report today—a couple
of them struck me, Dr. Holtz-Eakin. First of all, you noted that if
we allowed the tax cuts to expire as scheduled and held discre-
tionary spending to the rate of inflation, then the budget would
balance itself over this period of time of 10 years. That is the way
I read your report.

On the other hand, you said if you renew all of the tax cuts that
in 2014 we will have a deficit of $484 billion. There on the eve of
the retirement in big numbers of the baby boomers we will still
have a huge deficit which will aggravate the problem of supporting
the retirement programs that the baby boomers are looking for-
ward to. That is the gravity of the situation we find ourselves into,
and there is no way out of it except a budget plan that comes to
grips with the different elements of it. It has got to include taxes,
it has got to include spending, it has got to include all of these ele-
ments because this is a big intractable problem, it is not going
away, and we can’t grow out of it.

We will look forward to your testimony.

Chairman NUSSLE. Director Holtz-Eakin, thank you for coming
back to the committee and for your work. Your entire report will
be made a part of our record here today, and you may proceed as
you wish to give us the details of the report. In addition, all mem-
bers will have 7 days to enter statements for the record.

[The information referred to follows:]

PREPARED STATEMENT OF HON. MARIO DI1AZ-BALART, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF FLORIDA

Thank you, Mr. Chairman. Today’s hearing marks the first in a series of hearings
leading up to the debate over the fiscal year 2005 budget. It is important to not only
review the current economic state, but also evaluate the projections for the next 10
years.

Over the last 4 years, the U.S. economy has experienced significant hardship due
to the 9/11 terrorist attacks, corporate accounting scandals and the wars in Iraq and
Afghanistan. These events have greatly contributed to the sharp increase in spend-
ing and, ultimately, the current deficit levels.

Fortunately, the third quarter highlighted a strong recovery in the economy at-
tributed to the growth from the tax relief passed last year and the return of investor
confidence. It is now our responsibility to create policies that will not only extend
this growth, but foster greater growth in the future.

It is clear that the major source of recent growth has been the tax relief passed
by Congress and signed into law by the President last year. In fact, estimates show
that the combined tax relief between 2001-04 amounts to nearly $600 billion (or
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about 6 percent of gross domestic product). Additionally, 2.1 million more Americans
would be out of jobs without the tax cuts and the unemployment rate would be
around 7.5 percent rather than the current 5.7 percent.

As we enter a period of growth, I strongly believe that our economic path should
be focused on adhering to the concept of fiscal discipline. We must—in every way
possible—help Congress restrain spending and work on eliminating wasteful spend-
ing that is hamstringing the Federal Government and greatly burdening the Amer-
ican taxpayer.

I look forward to working with my colleagues on the Budget Committee to ensure
that the fiscal year 2005 budget not only represents a restraint on spending, but
also a clear path to economic recovery.

Thank you.

STATEMENT OF THE HON. DOUGLAS HOLTZ-EAKIN,
DIRECTOR, CONGRESSIONAL BUDGET OFFICE

Mr. HoLTZ-EAKIN. Thank you, Mr. Chairman, thank you, Con-
gressman Spratt, members of the committee. I appreciate the
chance to be here today to talk about the CBO provisions for the
budgetary and fiscal and economic outlook for fiscal years 2005-14.

We have submitted our entire report for the record. There is a
short extract of it that serves as a written testimony. I will provide
an even shorter version in my oral remarks so that we can turn
to any questions that you might have on the material.

Briefly, the facts are as follows. CBO projects that the Federal
budget deficit will be $477 billion in fiscal year 2004, will diminish
to $362 billion in 2005, $269 billion in 2006, and then will steadily
diminish thereafter until the budget reaches balance at the end of
the budget window.

These deficits, while large in dollar terms—$477 billion is the
record in dollar terms—are 4.2 percent of GDP in 2004, dropping
to 3 percent of GDP and 2.1 percent by 2006. So relative to the na-
tional income and the economy, these are not the largest deficits.

Over the 10-year budget window, as the slide shows, we have a
cumulative deficit of $1.9 trillion. Because the budget is largely in
balance roughly after 2011, the 5-year total is the majority of that
$1.4 trillion.

A different way to look at the situation—a different fiscal barom-
eter—is the cumulative effect of deficits or debt relative to GDP in
the economy, and in these projections we see debt relative to GDP
rising from about 38 percent at the beginning of the budget window
and hitting between 40 and 41 percent, where it stays until after
2011 and then diminishes to about 45 percent.

Now, since the projections that we put out in August two things
have happened. The first is that the economy has performed better
than we projected it at that time. The third quarter is much
stronger than we had expected. And indeed, we have altered our
near-term economic assumptions accordingly and it may be the
case in fact that the fourth quarter, which the data are not yet
available, is stronger yet than what is included in the projections
that you see before you today.



@ CBO's Baseline Budget Outlook

Total, Total,
Actual 2005- 2005-
2003 2004 2005 2006 2009 2014

In Billions of Dollars

Total Revenues 1,782 1,817 2,049 2,256 11,840 28,004
Total Outlays 2158 2,204 2,411 2,525 13,282 29,807
Total Deficit 375 -477  -362  -269 1,443 -1,893

As a Percentage of GDP
Total Deficit -3.5 -4.2 -3.0 21 2.2 -1.3

Debt Held by the Public at
the End of the Year 36.1 38.3 39.5 39.9 n.a. n.a.

Nevertheless, these economic growth rates will simply bring the
cyclical recovery on more quickly and get us back to full employ-
ment. Our estimate of the capacity of the economy to produce has
also been moved up since August. We have seen rapid productivity
growth, and we have tried to adjust for that in our projections. And
I can come back to that in a second.

The second major innovation is legislative. Since August, over
the 2004-13 budget window, the one we used last year, we have
seen an increase of $1 trillion in the cumulative deficit. That
change comes from $700 billion roughly—about $680 billion more
precisely—in legislation, largely the Medicare prescription drug bill
but also concurrent receipts, the Air Force’s Boeing tanker acquisi-
tion, appropriations and then roughly $300 billion from economic
and technical sources, roughly evenly divided. And I can talk about
the details of that.

As has been noted, the CBO projections assume current law pre-
vails over the baseline projection period. On the tax side, that as-
sumes that tax law has the sunset of the 2001 and 2003 tax cuts
as scheduled, and that is included on the outlay side. It also as-
sumes that we have an ever-increasing reliance on the alternative
minimum tax in the collection of our individual income tax re-
ceipts. So both of those are built into our baseline.

On the outlay side, the notable features is that we assume the
current programs on the mandatory side, but we also for discre-
tionary spending include all appropriations on the books, including
the $87 billion supplemental, and we inflate those only at the rate
of inflation. So discretionary spending rises at 2.5 percent in these
projections.

Now, what I thought I would do in conclusion is to touch briefly
on those three topics and then take your questions—first the eco-
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nomic forecast, then the pattern of receipts and then the pattern
of outlays.

@ Actual and Potential GDP (Trillions of chained 2000 dollars)

12 7
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On the economy, we do expect a robust cyclical recovery, and if
we can go to the next chart, the key features are represented in
this graph of actual versus potential GDP. The actual course of the
economy is the light blue line, and we anticipate that economic
growth will be rapid over the next 2 years, at 4.8 percent, and 4.2
percent, and this will bring us back to potential and at the same
time we will see the unemployment rate diminish as the economy
comes closer to utilizing its capacity fully.

To the extent that the economy grows faster over that period
than we projected, it will close that gap more quickly, but in the
long run the capacity of the economy to produce and the long-run
revenue potential that it will deliver is driven by the dark blue
line, which is the potential GDP. And there the big news has been
productivity in the U.S. economy.

As we detail in the report, we have experienced a recent period
of very rapid productivity growth of origins not well understood,
and in the interest of acknowledging the increased potential for
production in the U.S. economy, we have raised the potential for
GDP, but we haven’t really changed its long-run growth rate. So
we get a one-time increase in the level. That gives us more room
to grow quickly and our projections assume that we will. They as-
sume that we can grow quickly without large amounts of inflation,
and our projections include a modest inflationary environment,
both over the near term and over the long term where we have low-
ered our long term rate of inflation modestly.

As it turns out, the budgetary impact of these various changes
is on balance a little bit negative. In the near term, the faster eco-
nomic growth is a good piece of news from a budgetary point of
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view. Over the longer term, the combination of higher health costs
lowers the fraction of compensation that comes in the form of tax-
able wages, and lower inflation on net has a modestly downward
impact on the budget. And as a result, we get a net negative, which
is really not quite substantial from our economic assumptions.

Total Revenues and Qutlays as a Share of GDP,
1962 to 2014 (Percentage of GDP)

|
Outlays Actual | Projected

Average Outlays,
22 1962-2003

Average Revenues,
1962-2003

1962 1972 1982 1992 2002 2012

In the next slide, receipts are shown as the dark line at the bot-
tom. The bottom dotted line is the historical average in the United
States from 1962 forward, about 18 percent of GDP collected in
revenues by the Federal Government. These projections have reve-
nues rising rapidly at a rate of something in excess of 7 percent.
The economy is growing, including inflation, growing at 4.7 per-
cent. So we are seeing revenues rise faster than GDP in these pro-
jections.

As a result, revenues rise from 15.8 percent of GDP this year,
which is a low number, the lowest number we have seen since the
1950s, to 20.1 percent in 2014. That growth in revenues comes
from two sources. One source is the expiration of various tax provi-
sions, first the partial expensing provision at the end of 2004, then
the provisions in EGTRRA and JGTRRA, and with those we see
the sunsets raising revenues. That contributes to about 2.3 percent-
age points or a little over half of that rise.

The remainder comes from other sources. It comes from the fact
that real growth in the economy raises real incomes and moves
people into higher tax brackets. That is one source of revenue
growth. It comes from the presumption in these projections that we
will see capital gains realizations return to closer to their normal
relationship with the economy, and we will get more capital gains
tax receipts as a result.

During this period as well, we will begin to see the retirement
of the baby boom population and with that will come the cashout
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of tax preferred savings accounts like IRAs and 401(k)s. That will
contribute as well to receipts into the Federal coffers.

And finally, as I mentioned earlier, the alternative minimum tax
will become increasingly important both as a revenue source and
in the number of taxpayers that it affects. We have a discussion
in chapter 4 of the report pointing out that under our baseline pro-
jections the number of individuals affected, the number of tax-
payers affected by the AMT, rises from about $3 million to close to
$30 million at the peak. Depending on how things proceed, those
receipts could become as important as 7 percent or so of individual
income tax receipts.

On the outlay side, the light blue line at the top, we assume that
current law will deliver a growth in mandatory spending that is
about 5.5 percent a year over the budget window. That is going to
increase largely because of the effects of Social Security, Medicare,
and Medicaid to the point where in the last year, 2014, the growth
rate will be 6.5 percent. And that is the beginning of a long-run
interaction between rising health care costs in the U.S. economy
and an aging population that will lead Social Security, Medicare
and Medicaid, the latter two programs in particular, to demand an
increasing fraction of budgetary resources, or indeed national in-
come, on the current track.

On the discretionary side, as I mentioned earlier, we include the
$87 billion supplemental increased at the rate of inflation. If one
were to remove that $87 billion for each of the 10 years and the
inflation and the debt service associated with it, it would lower the
baseline projected deficit by $1.1 trillion over this 10-year period;
so the inclusion following baseline rules contributes $1.1 trillion in
these projections. And as well, I would note that the assumption
of growth at 2.5 percent is at odds with past growth rates, which
have been much higher, and we present in the report as a result
some broad brush alternatives that would lead to different budg-
etary outcomes.

I think the fair message of the report is that it anticipates cycli-
cal recovery. It gets the economy back to potential. It is an econ-
omy that grows at a relatively rapid rate, and our productivity
growth assumptions are laid out in the report. As a result, policy
choices will matter for where we actually end up.
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The Budgetary Effects of Policy Alternatives Not
Included in CBO's Baseline (Billions of dollars)

Total, Total,
2005- 2005-
2009 2014

Policy Alternatives That Increase the Deficit or Reduce the Surplus

Extend Expiring Tax Provisions -553 -2,230
Reform the Alternative Minimum Tax -161 -469
Increase Discretionary Appropriations by the Growth Rate of Nominal GDP

After 2004 -374 1,618
Increase Discretionary Appropriations by 6.9 Percent a Year After 2004 -641 -3,157

Policy Alternatives That Reduce the Deficit or Increase the Surplus

Increase Discretionary Appropriations (Excluding Supplemental

Appropriations for 2004) by the Rate of Inflation After 2004 421 1,108
Freeze Total Discretionary Appropriations at the 2004 Level ($876 billion) 280 1,320
Memorandum:
Total Deficit in CBO's January 2004 Baseline -1,443 -1,893

And in the final slide and in the report, we sketch the ones that
stand out in most discussions. The impact of expiring tax provi-
sions is laid out in considerable detail in a table in chapter 4. This
includes not only the provisions of EGTRRA and JGTRRA but all
expiring tax provisions. We include an impact of the reform of the
alternative minimum tax. Here reform should be taken as a loose,
stylized reform in which we index the alternative minimum tax for
inflation so that no one ends up paying the AMT unless he is really
rich. The effects of inflation alone don’t put you on AMT. And the
consequences there, about $4.5 billion over 10 years, are shown.

Finally, some outlay projections for discretionary spending that
are both faster and slower than the baseline. At the top increasing
discretionary spending at its historical rate would have a con-
sequence of about $3.2 trillion over the 10-year budget window,
whereas removing the effect of the supplemental, as I mentioned,
would be worth $1.1 trillion, or an absolute freeze would reduce the
10-year budget deficit by $1.3 trillion.

Those I think make clear that the range of budgetary outcomes
is considerable from the perspective of policy decisions that the
Congress and the administration might make, and we also try to
display in Appendix A the range of budgetary outcomes that might
come from simple uncertainty over the future path of the economy
and the technical assumptions associated with it.

So with that I would close. These are our baseline projections
constructed according to the standard procedures. We have also
displayed the economic uncertainty and some of the policy uncer-
tainty that surrounds them, and I will be happy to go through it
in any way that you might desire and look forward to your ques-
tions.

[The prepared statement of Douglas Holtz-Eakin follows:]
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PREPARED STATEMENT OF DOUGLAS HOLTZ-EAKIN, DIRECTOR, CONGRESSIONAL
BUDGET OFFICE

Chairman Nussle, Congressman Spratt, and members of the committee, thank
you for giving me this opportunity to present the Congressional Budget Office’s
(CBOQ’s) budget and economic outlook for fiscal years 2005-14. CBO projects that
under current laws and policies, the Federal Government will incur a total budget
deficit of $477 billion this year and $362 billion in 2005 (see table 1). Such a deficit
for this year would set a record in dollar terms, but at 4.2 percent of the nation’s
gross domestic product (GDP), it would represent a smaller share of the economy
than the deficits of the mid-1980s and early 1990s. In the absence of further legisla-
tive changes, deficits would diminish after their peak in 2004, although outlays
would continue to exceed revenues for most of the next 10 years. Deficits are pro-
jected todtotal $1.4 trillion for the 5 years after 2004 and $1.9 trillion for the 2005—
14 period.

By statute, CBO’s baseline projections must estimate the future paths of Federal
revenues and spending under current laws and policies. The baseline is therefore
not intended to be a prediction of future budgetary outcomes; instead, it is meant
to serve as a neutral benchmark that lawmakers can use to measure the effects of
proposed changes to taxes and spending.

New legislation can significantly affect the budget outlook. For example, laws en-
acted since CBO’s previous baseline projections were published in August have in-
creased spending by an estimated $681 billion (0.5 percent of GDP) between 2004
and 2013.1 Much of that total stems from the Medicare Prescription Drug, Improve-
ment, and Modernization Act of 2003 (Public Law 108-173). The outlays resulting
from that law will steadily increase between 2006 and 2013, totaling nearly $400
billion over the 2004—-13 period (not including debt-service costs).

The baseline projections reflect CBO’s forecast of robust economic growth for the
next 2 years. By late 2003, stronger investment by businesses, a weaker dollar, and
a rising stock market—augmented by expansionary monetary and fiscal policies—
were spurring economic activity. CBO forecasts that real (inflation-adjusted) GDP
will grow by 4.8 percent in calendar year 2004 and by 4.2 percent in 2005 and that
the unemployment rate will fall to 5.8 percent in 2004 and 5.3 percent in 2005. Be-
tween 2006-14, the annual rise in real GDP will average 2.7 percent, CBO projects.

Even if economic growth turns out to be greater than projected, however, signifi-
cant long-term strains on the budget will start to intensify within the next decade
as the baby boom generation begins to reach retirement age. Federal outlays for the
three largest retirement and health programs—Social Security, Medicare, and Med-
icaid—will consume a growing share of budgetary resources

even under moderate assumptions about the programs’ growth, rising from over
8 percent of GDP in 2004 to more than 14 percent in 2030. Such increasing de-
mands on spending will exert pressure on the budget that economic growth alone
is unlikely to alleviate.

THE BUDGET OUTLOOK

CBO projects that if current laws and policies remain unchanged, Federal deficits
will begin to decline after this year. In the ensuing years, under CBO’s baseline,
deficits drop as a percentage of GDP, from 4.2 percent in 2004 to 3.0 percent in 2005
and 1.7 percent in 2010. After 2011—if the tax cuts enacted in the Economic Growth
and Tax Relief Reconciliation Act of 2001 (EGTRRA) expired as scheduled, growth
in discretionary spending continued to be limited to the rate of inflation, and other
policies stayed the same—the budget would essentially be in balance.

Over the 2004-14 period, outlays are projected to grow at an average annual rate
of 4.7 percent and to remain near 20 percent of GDP. That level would be slightly
?elow t};e average share of the economy devoted to Federal spending since 1962 (see
igure 1).

The constant share of outlays as a percentage of GDP, however, masks opposing
trends in mandatory and discretionary spending. Under the assumption that no
changes in policy take place, spending for entitlements and other mandatory pro-
grams is projected to grow by 5.5 percent a year—faster than the rate projected for
the economy as a whole. Such growth is driven largely by spending for Medicare
and Medicaid, which is projected to rise at average rates of 9.0 percent and 7.2 per-
cent a year, respectively, from 2004 through 2014. Toward the end of that period,
Social Security spending is also expected to grow faster than the economy as the
baby boom generation begins to retire.

1That estimate includes the increased interest payments on Federal debt attributable to legis-
lative changes.
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CBO projects discretionary spending as specified in the Balanced Budget and
Emergency Deficit Control Act of 1985 (using the GDP deflator and the Employment
Cost Index for wages and salaries). The combined rate of growth of those factors
is about half of that projected for nominal GDP. As a result, the baseline projection
for discretionary outlays falls from 7.8 percent of GDP in 2004 to 6.4 percent in
2014. If instead such spending kept pace with the growth of GDP (and the other
assumptions incorporated in the baseline remained the same), discretionary outlays
would maintain a share of about 7.8 percent of GDP throughout the projection pe-
riod and the deficit in 2014 would be 5323 billion, or 1.8 percent of GDP (compared
with a small surplus for 2014 under the baseline’s assumptions). 2

Revenues are projected to total 15.8 percent of GDP this year—about 2.5 percent-
age points below the average since 1962 (18.2 percent). As the economy continues
to improve and certain tax provisions expire, revenues will increase to 16.9 percent
of GDP in 2005, CBO projects. In 2006 through 2010, rising income and the expira-
tion of more tax provisions will push revenues up to about 18 percent of GDP, by
CBO’s estimates. In the baseline, projected receipts rise more rapidly after the
major provisions of EGTRRA expire at the end of 2010, reaching 20.1 percent of
GDP in 2014. If those provisions—together with the expiring provisions of other tax
laws—were instead extended and all of the other assumptions underlying the base-
line were held constant, receipts would be 18.1 percent of GDP in 2014, and the def-
icit would total $443 billion, or 2.4 percent of GDP.

Debt held by the public (the most meaningful measure of Federal debt in terms
of its relationship to the economy) is anticipated to equal 38 percent of GDP at the
end of this fiscal year. Under CBO’s baseline, that debt will stabilize at around 40
percent of GDP through 2011, at which point the Federal Government’s diminished
need to borrow will reduce the growth of such debt.

Since CBO last issued its baseline (in the August 2003 Budget and Economic Out-
look: An Update), the cumulative deficit over the 2004—13 period has increased by
nearly $1 trillion, or 0.7 percent of GDP (see table 2). About 70 percent of that total
results from new legislation, such as the Medicare law. Another $171 billion stems
from economic factors—mainly the decline in CBO’s forecast for inflation, which re-
duces estimates of both revenues and outlays (although the effect on revenues is
moderately larger). Changes in projections of the unemployment rate, real GDP, and
other variables also play a role. Technical revisions to CBO’s baseline—mostly on
the revenue side of the budget—account for another $134 billion of the addition to
the cumulative deficit over the 2004—13 period.

Chairman NUSSLE. Thank you. Thank you for your testimony,
and we appreciate the professionalism that the report was put to-
gether in and all of the folks who work at CBO should be com-
mended for their work on this, because I know it is quite a job get-
ting this all together for us. We appreciate it.

I wanted to make a couple of comments before I start. I basically
have only a couple of questions. First of all, just to let the com-
mittee know and to let those that are listening know that deficits
do matter. I said that last year. I said that the year before. I will
open it again by saying that the deficits that we are hearing about
again today from the Director—and we will continue to hear about
for some time—do matter in the overall scheme of things.

This committee has led the effort, and we produced a very aus-
tere budget last year, led the effort to pass the budget, and with
very few exceptions stuck to that budget. It wasn’t the budget that
in final analysis we passed out of this committee, but I think we
should always remember that we have led the effort when it comes
to controlling spending on this committee, and I am proud of that.

Let me just say as we set the table for the coming year we will
do it again. The President is certainly ready to present his budget
on Monday, and I have been hearing different things about it, and
I am increasingly impressed at the level of interest that we are

2That projection includes an extrapolation of the $87 billion in supplemental appropriations
for 2004 enacted in November 2003 to fund defense spending and reconstruction in Iraq and
Afghanistan.
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hearing from the administration on controlling spending. I hope
that they hear even more between now and Monday, when the
1]E)ludget is presented, because that is a message that they need to
ear.

We need the President to lead that effort to control spending. It
cannot only be done from this committee and be successful. We will
do it if no one else takes the lead, but we hope that as the Presi-
dent presents his budget on Monday and as we ask for testimony
from his OMB Director coming up next week that the administra-
tion will lead the effort on controlling spending, because these are
spending-driven deficits, and that is the first question that I want-
ed to get to.

There are some—I hear the arguments—I heard them in Iowa of
all places. I don’t know what necessarily was so special about Iowa
over the last few months, but I have heard in Iowa this issue about
how Republicans have squandered the surplus, and if you would
parachute into the committee room today and having not known
much about the last 3 or 4 years of history, I could see how you
might come to that conclusion, but since we all have subscriptions
to newspapers and know exactly what had been going on with the
war and Iraq and Afghanistan, the global war on terrorism, 9/11,
the economic recession that the President inherited from the pre-
vious administration, et cetera. I would hope there would be a bet-
ter understanding of exactly how we got here.

But just in case we need a refresher course—and judging from
the media reports that I saw yesterday, I think it probably would
bear repeating—would you please review for us once again the
largest factors in reducing the $5.6 trillion surplus and led us to
today’s point in time in borrowing, what the different amounts or
what the different factors would be or percentages would be that
got us to this particular point in budget history?

Mr. HoLTz-EAKIN. Well, certainly. If one were to compare, for ex-
ample, the 2004 projection, the $477 billion, with the projection of
a surplus made in 2001, 40 percent of that decline would be from
economic and technical factors. The remaining 60 percent would be
equally divided between legislative initiatives on the receipts and
legislative initiatives on the outlay side.

If one were to extend the 2002-11 budget and look at the whole
thing and do the same kind of a decomposition of where the sur-
plus went, one would find 40 percent came from economic and tech-
nical factors: recession, equity market fall-off, and associated de-
clines in receipts. Then on that longer horizon, 30 percent can be
traced to legislative initiatives on the receipt side and 70 percent
to the legislative initiatives on the outlay side.

Chairman NUSSLE. I have actually—we can use that chart too,
but why don’t you go to the next one. No, you were there, right
there—No. 4.

This is the chart we have been using. We have now added to it
based on numbers that CBO has provided for us in your report. Is
this what you are referring to? I think you were just explaining the
last line there, the last column for fiscal year—were you explaining
fiscal year 2005, or was that——

Mr. HovLTz-EAKIN. The example I gave was fiscal year 2004, 40
percent economic and technical and the remainder equally divided.
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And then for the budget window as a whole, 2002-11, if you go
back and look at what went on and do the same kind of decomposi-
tion, it is 40 percent economic and technical, 30 percent on the leg-
islation on the receipts side, 70 of the remainder, 30 and 70 on the
receipts and outlays sides respectively.

Chairman NUSSLE. And, again, this is right out of the CBO re-
port and these are numbers that are readily available, but I don’t
want anyone to either bury their head in the sand or to forget
where we have come from. There certainly is a portion of this that
was done to stimulate the economy. In fact, it was done in some
respects in a bipartisan way. Again, a lot of the spending to sup-
port the global war on terrorism, the war in Iraq, a lot of the rest
of the spending was done in a bipartisan way. In fact, we were able
to add up the amount of proposals of reconciliation—excuse me,
motions to recommit that were offered by the Democrats this year,
and we have about $900 billion of extra spending just through mo-
tions to instruct and motions to recommit. So certainly a lot of the
spending was deliberate.

I think the factor that was certainly out of anyone’s control was
the economic impact, and that is that—the bottom shaded portion
there, which was as much as 68 percent in 2002 and now as you
said 40 percent in 2004 and 2005.

The second question I had for you is: I do hear that the tax cuts
themselves caused the deficits, that there weren’t any other factors.
I am interested if you would tell us how much of the total deficit
was caused by tax relief. The way I have it added up, even without
tax cuts, even without tax relief, we would still be in deficit. We
would still be running deficits even without the tax relief packages
that were passed. In fact, they may even be deeper as a result of
the fact that the economy would not have recovered. I know that
is difficult to play the guessing game on what would have hap-
pened without tax relief vis-a-vis economic growth but just from a
dollar amount, the way I have read it the tax cuts not only did not
cause the deficit, we would be in deficit anyway even without the
tax cuts.relief packages caused the deficits?

Mr. HovLTZ-EAKIN. Certainly. There are two different questions,
one of which is simply the budgetary math in the absence of eco-
nomic feedback. And as I said before, for 2004 the revenue decline
on the legislative front is $268 billion. So if that were not present,
we would still—on just budgetary math—be below zero: take $260
[billion] back from the $477 [billion].

The deeper question of what would have been the path of the
economy in the absence of tax cuts is not something I have a ready
and simple answer to. But it is, I think, pretty much the case that
if one looks back at the impact of the fiscal policy, the entire pack-
age of a swing from surplus to deficit, roughly 6 percentage points
of GDP over a 3-year period in the presence of the economic head-
winds that we faced, the equity market fallout, in which we saw
the stock markets fall; a sharp decline in business fixed invest-
ment; terrorism events; war in the Middle East; corporate scandals
and the necessity of Sarbanes-Oxley legislation the fiscal policy
served to support the economy and support demand at a time when
the economy was relatively weak. So in that sense certainly deficits
matter and they matter in different ways, and in an economy that
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is weak, they support a demand. The shift from national saving to
national spending was beneficial. Going forward, it might be a very
different story. If you had a full-employment economy, you wouldn’t
need that kind of support for demand and the shift from saving to
spending would not be as beneficial and indeed could have eco-
nomic consequences that were not particularly desirable.

Chairman NUSSLE. Thank you. Mr. Spratt.

Mr. SPRATT. Dr. Holtz-Eakin, the recession was over in Novem-
ber of 2001, according to the National Bureau of Economic Re-
search I believe. Growth surged in the third quarter of this year,
this past calendar year, and still the deficit picture has deterio-
rated radically, dramatically since last January when you were
here presenting the same report.

If you look at the same time frame, 2004—13 for last year’s re-
port, during that period of time last year you foresaw on the as-
sumption that there would be no policy changes a cumulative sur-
plus of about $1.350 trillion.

Now if you look at the same time frame in this year’s report, 1
year later, there is a cumulative deficit of $2.350 trillion. Basically,
there is a swing of about $3.6 [trillion], $3.7 trillion over a 1-year
period of time. How do you account for that?

Mr. HoL1z-EAKIN. Well, as I mentioned, if one goes from the $2.4
trillion back to the August number, which was a deficit of $1.4 tril-
lion, that $1 trillion swing is composed of roughly $700 billion in
legislation, including debt service and $300 billion in economics
and technicals.

If T recall correctly, in going from January to August last year,
that swing, which was $2.7 trillion, consisted of—I forget the exact
amount, which was economic and technical—probably $700 billion
or so, and probably $1 trillion—ballpark—on legislation. Some of
that was the tax cuts in the spring that was much at the front end
of the budget window, so that was a legislative initiative on the tax
side, and then a larger amount was outlays, including supplement-
als, which were carried forward in the baseline. But I think that
contributed to the large majority of the swing, from $1.3 trillion in
surplus to the $1.4 [trillion] in deficit.

Mr. SPRATT. All those factors, legislative initiatives taken here in
the Congress, principally the surplus deteriorated, got worse by
$3.65 billion, or $3.7 trillion over the last—over that time frame
just in 12 months time.

Mr. HoLTZ-EAKIN. It is largely legislative, yes.

Mr. SPRATT. Going back, as you did with your bar chart a minute
ago, to January of 2001, when we received the first forecast from
OMB and CBO, is what the expected cumulative surplus would be
between 2002—11, the number from CBO I think was $5.6 trillion,
a slight difference between the two.

Yesterday I asked your staff when they presented the budget
how much have you made in the way of economic and technical ad-
justments that reduce that original $5.6 trillion surplus. In other
words today, knowing what you know, what would you project the
surplus for that period, 2002—11, to be? I was told it was $3.4 tril-
lion in economic and technical adjustments.

Mr. HoLTz-EAKIN. That looks about right.
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Mr. SPRATT. That means that we didn’t really have a surplus of
$5.6 trillion on which these big tax cuts were predicated. It was far
less than that over that same period of time. It was more like $2
[trillion], $2.3 trillion, something like that. Is that correct?

Mr. HoLTZ-EAKIN. That is what it looks like today, yes.

Mr. SPRATT. And all of that was Social Security, was it not? The
Social Security surplus was $2.4 [trillion], $2.5 trillion. Once you
adjust for economic and technical, there was no surplus over and
above Social Security, was there?

Mr. HoLTZ-EAKIN. I am not familiar with the Social Security
number, but we will stipulate you are right.

Mr. SPRATT. Let me also get clear what was said earlier, because
I may have written it down wrong when I read your book last
night, but it is my understanding that you say in this book, this
presentation, that if the tax cuts are not renewed and if discre-
tionary spending is basically kept at current services baseline, the
budget will just about balance over the next 10 years by itself.

Mr. HoLTz-EAKIN. That is the baseline projection, yes.

Mr. SPRATT. So the tax cuts are a critical—if they weren’t re-
newed, then this situation would go away in 10 years?

Mr. Hovurz-EAKIN. If all the aspects of this policy package were
adhered to for 10 years.

Mr. SPRATT. I will let you clarify that, because there is a chart
in the Washington Post today that omits one of the critical assump-
tions that goes along with this, and that is that discretionary is
held to no more than inflation over the next 10 years. Those two
factors together, then the budget would be in balance in 10 years’
time?

Mr. HoLTZ-EAKIN. Yes. That is the baseline projection.

Mr. SPRATT. By the same token, I read that—or conversely, 1
read that if the tax cuts were not renewed—if they were allowed
to expire as scheduled according to their own original legislative
terms, then we would have in the terminal year, the last year of
your forecast here, 2014, a deficit of I think $484 billion, something
in that range.

Mr. Hovurz-EAKIN. I think it is a little smaller but it is close to
that.

Mr. SPRATT. So we wouldn’t be able to cut the—according to your
projection here, unless you take other actions, you would not be
able to cut the deficit—today’s deficit of $477 [billion] in half, even
over the next 10 years, if you renew the tax cuts.

Mr. HoLTZz-EAKIN. If you just do that policy from the baseline,
yes.

Mr. SPRATT. Let me also mention one thing, because it is—I un-
derstand was a subject of discussion in the other body this morning
when you testified before the Senate Budget Committee. You have
included, as the law requires you to include, the supplemental for
defense and international affairs of about $87 billion adopted in
2004, because you are required by law to put that in the baseline
for the next year, and therefore when you extend it out over a 10-
year period of time you have got—I think you told us—$880 billion
for that addition, plus interest, which is $227 billion I believe—
about $1.1 trillion.
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Could I show you a little chart and ask you to take it back and
let your staff work on it and let us know if it comports with your
own analysis? Because what we have done is taken another anal-
ysis from CBO, namely on the defense budget, and used those
numbers. The argument being that if you remove the $800 billion
for the supplemental, most of which went to the deployments in
Iraq and Afghanistan, if you remove that, you have got to put
something in that place, because then you don’t have anything in-
cluded for the likely continuation of those deployments or anything
included for international aid which we are still providing to Af-
ghanistan, still providing to Iraq. We won’t be—you can remove
that, but you are left with an unrealistic baseline. This thing is not
exactly self-explanatory. That is the best I can do to hand it out.
If I put it up on the screen, you would never be able to see it.

But basically we went back to your study on the defense budget
in which you essentially said once you allow for contingency costs,
that is, for the worldwide—or that was not in your study, but there
ought to be some allowance made here for the global war against
terror, and we have got, included starting at this year’s level, 51
bills down to 31, down to 30, down to 20 and tapers off in the low
to mid $20 billion a year to maintain that effort, and I don’t think
t}ﬁat is an unrealistic effort. But you don’t have to comment on
that.

The other three items, the risk, cost risk in weapons systems,
procurement and development now underway was a number that
you developed for your study based on historical experience with
the defense budget. The next was benefits based upon the experi-
ence we have had recently and the things that are on the agenda,
the risk of personnel costs going up significantly due to various pol-
icy changes like TRICARE for life.

Finally the total for that comes over a 10-year period of time to
$700 billion if you add all of those things. Fifty declining to 24 for
the global war against terror. The items that you included in your
defense study as risk over and above the budget. And in addition
there is another factor. You take what we are spending on defense
this year and each year you adjust it by inflation, and yet that
amount, your current services baseline projection of defense spend-
ing, is less than the so-called FYDP, the Future Years Defense
Plan, in the Department of Defense. We know more or less what
is in that budget and we know it is more than what you have got
in current services.

So if you also adjust for the DOD’s, Department of Defense,
FYDP, what they have got as opposed to what you get automati-
cally by simply adjusting every year for inflation, there is another
item to be added. That is the item of A, and it adds up to about
$447 billion, the difference between current services and the FYDP
for the period of time we are talking about.

And then if you assume that if we are going to be in Afghani-
stan, we are going to be in Iraq, we are going to be doing the
things we are doing, we are probably going to have a larger budget
for international affairs as a small plus-up in international affairs.
On top of that you don’t have to include it to get to $1.1 trillion.

What I am suggesting is that when you take that $87 [billion]
out on the basis that it was arbitrarily included to comply with
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black letter law and put something in its place, what you put in
its place is pretty close to what you get anyway by extrapolating
forward the $87 billion over the 10-year period of time.

Would you care to comment on that?

Mr. HoLTZz-EAKIN. Well, certainly we would be happy to go back
and go through this and make sure we come up with the same
kinds of costs for this particular policy scenario. Indeed, this simply
constitutes another future scenario for the course of policy. The
baseline is meant to be a neutral benchmark against which policies
are measured, and this would be one. I would be happy to go back
and make sure that these numbers, which strike me as quite close
to our original estimates, are still good estimates, and we will get
back to you on it.

Mr. SPRATT. We very much appreciate your response to it, and
thank you very much.

[The information referred to was subsequently provided to the
House Budget Committee Democratic staff.]

Chairman NUSSLE. Mr. Brown.

Mr. BROWN. Thank you, Mr. Chairman. Mr. Holtz-Eakin, we cer-
tainly appreciate you coming today and sharing all this information
with us, and I was just going to follow up on John’s [Spratt] ques-
tion, if I may. The $87 billion is factored in through the—I guess
the 10-year cycle, and I was just wondering if there are other
items, these nonrecurring items, which also could be identified as
factors through this cycle too. Do you have any kind of an estimate
of what those numbers might be?

Mr. HovLTz-EAKIN. In principle, that is possible. I can’t think of
anything else major that would enter into these projections.

Mr. BROWN. I was just thinking of building battleships, aircraft
carriers, or some of the other large initiatives that are actually
there.

Mr. HoLTZ-EAKIN. As the Congressman mentioned, there is a Fu-
ture Year Defense Program, which lays out the administration’s
initiatives in that area, and we have in a separate analysis at-
tempted to look at the budgetary consequences of that. That is
slightly different than the discretionary baseline you will see here,
and it is different again from including one-time events, which you
might plausibly argue wouldn’t continue. So the baseline includes
all appropriations which are on the books at the end of 2004 and
extrapolates them in a fairly mechanical fashion.

Mr. BROWN. One other question. I serve on the Transportation
Committee, and we are in the process of trying to get the reauthor-
ization bill. What dollar figure are you using in these figures?

Mr. HoLTz-EAKIN. I think we have in this baseline $480 billion
over 10 years, and that represents a continuation of the extension
that was passed last fall.

Mr. BROwN. OK.

Mr. HovLTz-EAKIN. I will get the precise number with my staff.

Mr. BROWN. Somewhere less than $300 [billion]—I guess—let’s
see. It would be $48 billion a year. Right?

Mr. HoLTZ-EAKIN. A little under $300 billion for the 6-year reau-
thorization window.
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Mr. BROWN. Right. What I think we are looking at in the Trans-
portation Committee is some $375 billion, and so this would change
our numbers too if in fact that was passed.

Mr. HoLTZ-EAKIN. Yes, to the extent that there was a new policy
beyond the continuation, that will be priced the next time in Au-
gust.

Mr. BROWN. Thank you.

Chairman NUSSLE. Mr. Moran.

Mr. MORAN. Thank you, Mr. Chairman. Let’s go back over the
current deficit. You estimate it to be $477 billion for the current
fiscal year.

I heard you say earlier that $268 billion was attributable to tax
cut legislation in 2004.

Mr. HoLTZ-EAKIN. That is right. If I read my notes right.

Mr. MORAN. OK—$268 [billion] is more than 40 percent of $477
[billion]. So I understand the 40 percent is over a 10-year period,
but clearly for the current budget deficit the tax cuts were the pre-
dominant factor?

Mr. HoLTZ-EAKIN. The number I gave was as a measure of the
swing from surplus to deficit, which is larger than the deficit itself.
So that is the difference there.

Mr. MORAN. But I still think it bears out a contention that the
tax cuts were the principal factor in the current year’s deficit. Is
that not accurate?

Mr. HovLTZ-EAKIN. The number I gave was the swing from sur-
plus to deficit, and the tax cuts contributed about 30 percent of
that spending legislation; economic and technicals, the rest.

Mr. MoRAN. Well, the point when you add the tax cuts with the
war in Iraq, both of which were an issue of the prerogative of the
President, it was certainly up to the President to decide whether
or not to cut tax cuts. That was not essential, and as we are find-
ing out more clearly every day, the Iraq war was a war of choice,
not of necessity. And I think when you consider that, that these
deficits were not inevitable, that they were the result of decisions
made by this administration and the majority, although a bare ma-
jority of this Congress.

In the outlook volume that you presented to us, Dr. Holtz-Eakin,
it says that CBO has conducted detailed analysis of a sample of tax
returns, which is to suggest that some of the decline in receipts
which was believed to be temporary last summer is likely to be per-
manent. I would like to get a sense of whether as a result of that
there is any real hope for achieving the President’s objective stated
in the State of the Union Address that he plans to cut the deficit
in—was it the deficit or the debt, because either one is impossible,
certainly improbable, within 5 years. Given the fact that he wants
to make permanent all of the tax cuts and the fact that there has
been this permanent reduction in tax receipts, do you see anything
that would confirm the assertion of some who have said that over
the last 2 years cutting tax rates would increase tax revenues to
accomplish the President’s stated objective?

Mr. HoLTz-EAKIN. Well, I can’t speak to the President’s objec-
tives, and we will certainly analyze his budget when it is delivered.
I know that when we do each projection we start it at the ground
and work up all the details, and in scrubbing the revenue numbers,
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there are always gaps left between what we think we should be
getting in terms of receipts given the state of the economy and the
structure of the tax code and what it looks like will be coming in,
a}rlld those gaps are called technicals. And what goes in are various
things.

Mr. MORAN. I don’t want to interrupt but I know we are going
to run out of time. You said that the traditional revenue is about
20 percent of GDP, I understand, and if the tax cuts were made
permanent it would be about 15 percent, 15, 16 percent.

Mr. HoLTZ-EAKIN. That is not quite

Mr. MORAN. No?

Mr. HoLTZ-EAKIN. No. The average has been about 18 percent of
GDP. If you go to the end of the budget window, these projections
have receipts of 20.1 percent of GDP.

Mr. MORAN. But that is assuming that the tax cuts are not per-
manent, that the President does not achieve his objective of making
them permanent. And the point I am getting to is that if we were
to follow through on the President’s legislative priority of making
permanent the tax cuts, then the receipts would be considerably
less and in fact it would negate the achievement of his other objec-
tive, which is to eliminate the deficit within—halve the deficit in
5 years. Is that not accurate? I think that is supported by all of
your numbers.

Mr. HoLTZ-EAKIN. The numbers that I know—I again can’t speak
for the President, but of the rise in receipts, 2.3 percentage points
comes from sunsets. So if you took that out mechanically, you
would be at 17.8 percent of GDP, and that would be what I would
refer to as a very conventional budgetary static estimate. In our
baselines we try to incorporate the impact of the tax law on the
economy in the numbers that we talk about in terms of what it
would cost to make tax cuts permanent things. We don’t have any
economic feedback at all.

Mr. MORAN. As Mr. Spratt pointed out in your table, it is 2.3 tril-
lion, is the cost of making permanent the tax cuts. I am just fac-
toring that in and suggesting that the two objectives of halving the
deficit in 5 years or making permanent the tax cuts, they are mu-
tually exclusive, and I think your numbers support that.

Mr. Hovrtz-EAKIN. Well, what policies people pursue are clearly
not something that I can decide, but I want to just make sure that
it is clear that the table in chapter 4 has all expiring tax provi-
sions, not simply those that can be traced to 2001, 2003, and the
difference will depend on which ones are chosen.

Chairman NUSSLE. Mr. Wicker.

Mr. WIckER. Thank you.

Mr. Chairman, I notice that my friend, Mr. Spratt, and my
friend, Mr. Moran, have asked questions about what, in theory,
would happen if the tax cuts were allowed to expire on time. Then
I think I listened carefully and I think I heard Mr. Spratt say that
he did not advocate a full return to the higher taxes that we had
earlier. For example, I believe he said he did not advocate doing
away with the additional child tax credit or the new 10 percent in-
come tax bracket, things of that nature. I was glad to see him say
that, Mr. Chairman, because that is something he and I can agree
on; but it creates a problem in asking these questions about what
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would happen if we did certain things that I do not think very
many of us in this room want to do.

To me, when you take away a child tax credit, that is a tax in-
crease; and when you eliminate a 10-percent tax bracket and push
someone up to 15 percent or higher, that is a tax increase; and
with what we have seen in the economy and where we need to go,
I do not think we need to do that. When you eliminate partial ex-
pensing on small business, that is a tax hike, and I do not advocate
that.

When you go back to a higher marriage tax penalty, that is a tax
increase, so I hope that when we are doing assumptions we can
rule out some of these assumptions that we have asked questions
about, because they are not realistic in terms of where we need to
go with the American people. But let me ask you, Mr. Holtz-Eakin,
about where we have been in the economy since the income tax
cuts and other tax cuts that have been enacted.

You would think, listening to some people, that we have gone to
hell in a hand basket, but, actually, the economy is pretty good, in
terms of the recent news.

* Real GDP grew at a rate of 8.2 percent the third quarter of
last year, back down to between 4 and 5 percent in the last quar-
ter, but projected to be in that range for the entire coming year.

» Manufacturing reached its highest pace of activity in 20 years
at the end of last year.

» Housing starts at their highest pace in 20 years.

e Industrial production at a 6 percent annual rate of increase.

* Real fixed business investment again growing faster than it
has in years and years, and the Dow Jones Industrials up 26 per-
cent.

It is clear to me, and I think it should be clear to an objective
observer, that the economy is coming back, and we do not need to
do anything to dampen what seems to be a real good recovery from
this recession which we inherited in the year 2000, 2001.

In your opinion, Mr. Holtz-Eakin, do not you agree that this is
good economic news and that we are going to see more of it and
that a great deal of that is as a result of our actions in this Con-
gress in reducing the tax burden on American families?

Mr. Hovrtz-EAKIN. Well, I certainly agree that we were surprised
by the strength of third quarter. We certainly did not anticipate
that in August when we put together our projections.

As you have seen in our projections, we do anticipate that the cy-
clical recovery will continue, and continue robustly, returning us to
potential output in the U.S. economy. As I said earlier, I believe
that the swing from surplus to deficit, when viewed looking back-
ward, did tend to support the economy at a time when private de-
mand was quite weak. We do not have a decomposition of that, but
there is evidence to support that, yes.

Mr. WICKER. Thank you, Mr. Chairman.

Chairman NUSSLE. Mr. Neal.

Mr. NEAL. Thank you very much, Mr. Chairman.

Thank you, Mr. Holtz-Eakin.

In response to my friend, Mr. Wicker: I know that the Massachu-
setts unemployment rate caught the national average for the first
time in many, many years. At a meeting that I had with construc-
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tion people yesterday, they tell me it is the worst it has been in
memory, so perhaps something is happening in Mississippi that is
not happening in the northeastern part of the country.

Mr. Holtz-Eakin, let me talk to you about an issue that I know
the chairman would tell you that I have been consistent on, even
in my work at the Ways and Means Committee, and that is fixing
the alternative minimum tax.

The President’s budget I assume is going to call for a short-term
fix, and could we not argue that the tax cuts during the last 3
years have only exacerbated the problem in the sense that, on the
one hand, we give tax cuts to people and, on the other hand, they
get hit with the AMT and that revenue ends up going back to the
Treasury.

Mr. HoLTZ-EAKIN. You can certainly see the interaction between
the AMT and the tax cuts in chapter 4. There is a box—Box 4-2—
which you can read at your leisure—that shows at the end of the
projection window, when the tax cuts sunset, the sharp drop in
AMT payers because their regular income tax liability will be high
enough to keep them off the AMT.

Mr. NEAL. Right. You estimated there will be 23 million tax-
payers who will be subject to the AMT by the year 2014.

Assuming that the Bush tax cuts expire and no other AMT fixes
are enacted, can you estimate for me how many taxpayers will be
subject to the AMT if the Bush tax cuts are extended, as he has
requested, without any fix in the AMT?

Mr. HoLTZ-EAKIN. I do not have the number off the top of my
head. I would be happy to work with you about it.

Mr. NEAL. That is part of the problem. Everybody is happy to
work with me on it. We just cannot get it resolved.

Mr. HoLTz-EAKIN. I will get you an estimate.

[The information referred to follows:]

LETTER FROM MR. HOLTZ-EAKIN IN RESPONSE TO MR. NEAL’S QUESTION REGARDING
THE ALTERNATIVE MINIMUM TAX (AMT)

CONGRESSIONAL BUDGET OFFICE,
WASHINGTON, DC 20515,
February 6, 2004.
DEAR MR. NEAL: At my testimony on January 27, before the Committee on the
Budget regarding CBO’s budget and economic outlook, you asked how many tax-
payers would be subject to the alternative minimum tax (AMT) in 2014 if the recent
tax cuts were extended without any change to the AMT. We estimate that, under
those assumptions, about 40 million taxpayers in 2014 would be subject to the AMT.
Under our baseline assumptions, the number would peak at about 29 million in
2010 and then drop in 2011 after the tax cuts expire. If instead the tax cuts were
extended, the number would continue to rise beyond 2010.
If you wish further details on this estimate, we will be pleased to provide them.
Sincerely,
DoucGrAas HoLTZ-EAKIN,
Director.

Mr. NEAL. That is different than getting it resolved.

Thank you for qualifying that.

Do you not think that people that advocate tax cuts and that
have been consistent and even at moments vociferous in their sup-
port of tax cuts, do they not have some responsibility to those that
are about to get bumped into an AMT situation that it would be
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appropriate for the tax cut advocates to do something about it,
rather than leaving it to future generations to foot this bill?

I mean, in deference again to the gentleman from Mississippi, he
talked about how the tax cuts have been important here, and he
does not want this tax increase, does not want that tax increase,
and I understand that, but let’s remind people that the deficits be-
long to them, too, and that the debt belongs to them. But this no-
tion that has become popular that will let future sessions of the
Congress and future administrations deal with this AMT issue,
does not that mean that we are also suggesting that we ought to
let future generations of Americans deal with it as well?

Mr. HoLTZ-EAKIN. I can tell you that I will leave it to the com-
mittee to assign the standards for public responsibility in assessing
public policy, and you can ascribe the deficit only to the cumulative
of net policies, and I could not parcel it out to net pieces in any
scientific way.

Mr. NEAL. Well, do you think we are going to tackle AMT in a
serious way this year?

Mr. HoLTZ-EAKIN. I would prefer not to speculate.

Mr. NEAL. Let me take you to another favorite topic of mine,
these U.S. corporations that go to Bermuda.

The joint tax has estimated that we can collect $5 billion. We
have 134,000 troops in Iraq, we have 12,000 troops in Afghanistan
and at the cost of $1 billion a week; and we all know after the elec-
tion there will be a request for another supplemental, tens of bil-
lions of dollars for Iraq. Wouldn't it be very helpful that if we were
to go out and collect the $5 billion that we could for these corpora-
tions who enjoy the protection of the American military and enjoy
many of the other nice things that come along with being an Amer-
ican citizen except on tax day for these folks?

Mr. HoLTZ-EAKIN. Again, which path for policy the Congress and
the administration should take is really not something that I can
speculate on.

The joint committee, I think, has taken a good crack in making
that estimate; and certainly it is one policy option available to the
committee and the Congress as a whole.

Mr. NEAL. Would it ease your projections if we were to collect the
$5 billion?

Mr. HoLTz-EAKIN. If we added $5 billion in receipts it would
lower the deficit $5 billion other things being equal.

Mr. NEAL. Thank you very much.

Chairman NUSSLE. Mr. Bonner.

Mr. BONNER. Thank you, Mr. Chairman.

Dr. Holtz-Eakin, I would like to just seek your definition as an
economist. Our friends talk about tax cuts not being renewed, and
I was hoping that the tax cuts would not expire.

The way we think in my district in south Alabama, letting the
tax cuts expire or not having the tax cuts be renewed would be
equivalent to a tax increase, so, from your perspective, if this Con-
gress or future Congresses does not make permanent if the tax cuts
of 2001 and 2003 and those tax cuts do expire, is that a tax in-
crease on the American people?
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Mr. HoLTZ-EAKIN. I would not be a professional economist. I
could not give you two answers to that question. Let me give you
two answers to that question.

I think if you consciously attempt to raise more tax revenue from
the same base, that is a tax increase; and that seems fairly
straightforward to me. A key part of this would be—expectations
in the private sector are the second thing. If people expect those
tax cuts to be permanent, they would perceive their expiration as
a tax increase. I think that is fair, and we have actually, in doing
our projections, tried to think hard about how to handle that.

Certainly, we build into our projections, the economic projections,
the budget law on which they are based; and this tax law has lots
of sunsets in it, so people will behave based on what they expect.

We do not know if they expect the tax cuts to be permanent, ex-
pect them to sunset, or expect something in between, but it is gen-
erally consistent, and, as a result, the economic behavior in these
projections is based on that. And what will happen actually when
we get out to 2010, 2011, I do not know.

Mr. BONNER. As a follow-up, because I have friends in Massachu-
setts and I have friends in Mississippi——

Mr. NEAL. Would the gentleman yield?

Mr. BONNER. Be happy to yield.

Mr. NEAL. You have a friend right here in Massachusetts.

Mr. BONNER. I am looking at him, yes, sir.

Mr. NEAL. You know that.

Mr. BONNER. But to the constituents that you represent and to
the constituents that I represent who have had difficulty getting
jobs in the last few years, I guess my question again is to your
background as an economist: Is there anything in the history of
this country that would suggest that increasing taxes on people
who are already struggling to find jobs is going to enhance their
ability to find jobs? Will it be healthy for the economy if we in-
crease taxes?

Mr. HoLTZ-EAKIN. The correct answer to that, the scientific an-
swer, is: It depends what you do along with that. If you do it in
isolation, you bring budgetary resources into the budget.

Mr. BONNER. So it will be the government’s money.

Mr. HoLTZ-EAKIN. You know, a fair answer involves asking both
parts of the policy package. If the money comes in and you spend
it, we can analyze that. If the money comes in and you buy back
debt, we can analyze that. So that is a careful answer.

It would also depend on the state of the economy, quite frankly.
As I have said to the chairman in the past, deficits certainly mat-
ter, but their impact differs, and it differs in this economy which
is very weak, but we anticipate it will recover quite nicely.

Mr. BONNER. Mr. Chairman, I yield back.

Chairman NUSSLE. Mr. Edwards.

Mr. EDWARDS. Mr. Chairman, these alarming deficits should be
a wake-up call for the country and the Congress. For the second
year in a row, we will have the largest deficits in American history,
adding $852 billion to the debt on the backs of our children and
grandchildren in just simply 24 months. These deficits are a cancer
that will eat away at the long-term economic growth in America
and put our children’s future at risk. They can also undermine So-
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cial Security and Medicare benefits for present and future seniors
and will likely force cuts in vital programs for homeland security,
education, defense, and health care.

I believe the dirty little secret about these historic deficits is a
country such as China had been purchasing this year and last
enormous amounts of U.S. debt, so they now have a knife at our
economic throat. So, if some future administration wants to nego-
tiate, for example, a tough, fair trade deal with China or Japan,
they can threaten the American economy by simply saying maybe
it is time for them to turn in that debt, back to the United States,
and doing so could devastate our economy.

To put in perspective for those who might minimize the size and
historic nature of these deficits, Dr. Holtz-Eakin—and I think you
can answer this yes or no—prior to this administration, was not
the largest single deficit in American history $292 billion in 19927

Mr. HoLTZ-EAKIN. Yes.

Mr. EDWARDS. So, in actual dollar numbers, the fiscal year 04
deficit will be $185 billion higher than the deficit was in the largest
single deficit year prior to this administration. That is a 63 percent
increase and the largest deficit in American history in any one
year.

Now, I am going to assume 4 percent costs of funding this $852
billion debt that we have added to our children and our grand-
children. I think your assumptions assume 4.5 percent. I am going
to assume we will get a little cheaper money, but 4 percent times
$852 billion, Mr. Chairman, is $34 billion a year that our children
and grandchildren will pay in interest on the national debt from
these 2 years of deficit spending; and they will pay those taxes
until the day they die.

Now, to put that amount in perspective, since $34 billion goes
over the heads of most of our family budgets, the United States
Federal budget only puts $29 billion a year on all education pro-
grams, from Head Start, to kindergarten, through the 12th grade,
so the deficit interest costs from 2 years, without that, we could
have doubled our commitment to education and still had money left
over.

Now, to put it in more family budget terms, I would like to put
in the record Mr. Chairman, that, using administration numbers
and CBO, the Democratic staff of this budget committee estimated
by 2013 a family of four will be paying $9,493 for their share of
interest on the national debt.

Perhaps those that talk about what is a real tax increase ought
to look at the honesty of those numbers.

Now in terms of the myth that we can solve these historic high
deficits by simply being a hawk on cutting spending, Dr. Holtz-
Eakin, am I not correct that in three of the five largest programs
of the thousands of Federal programs, five of them represent 70
percent of every Federal dollar spent, defense, Social Security,
Medicare, Medicaid, interest on the national debt?

Now, am I correct, Dr. Holtz-Eakin, that the Bush administra-
tion actually wants to increase defense spending, Medicare, and is
increasing interest on the debt, and three—even from this budget-
hawkish administration, three of the five largest programs in the
entire Federal budget that make up the vast majority of Federal
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spending, this administration is asking we spend more and not
less? Is that correct, Dr. Holtz-Eakin?

Mr. HoLTZ-EAKIN. We have not yet seen the President’s budget,
and we will be back to discuss it. We will be happy to.

Mr. EDWARDS. Let me say for fiscal year 03 the administration,
while talking about being tough on spending, actually requested in-
creases in three of the five largest Federal programs—and, frankly,
I supported them in some of those increases—but let’s do away
with the myth that spending alone is going to keep our grand-
children from being drowned in a $7-trillion sea of national debt.

Thank you, Mr. Chairman.

Chairman NUSSLE. Mr. Garrett.

Mr. GARRETT. Thank you, Mr. Chairman.

You know, it is encouraging to sit on this side of the aisle and
find out that we do have some commonality on some of the issues
that we are discussing here, that, just as we would see that a tax
increase is a burden on the individual, so, too, that an increase in
borrowing today is a burden that is going to be placed maybe not
on people today but on future generations.

I do recall, Mr. Chairman, sitting here a year ago and heard your
statement as you reiterated today at the outset of this meeting that
deficits do matter. I appreciated your comment, back then, as a
freshman member of this committee, to stress the importance of us
to address the issue; and I think we need to continue that as well.

To the gentleman from New England, I hear the same things to
some extent back in my district in New Jersey as well when we
hear, gee, we do hear some good economic news. But we have cer-
tain pockets in certain areas where people are not exactly where
they want to be economically, for one reason or another. But I will
tell you this, that I concur with the comments of Mr. Wicker, that,
overall—and I say this each time I go out to a town hall meeting—
that, overall, the economic indicators are certainly positive and en-
couraging economic indicators, whether you are talking about the
manufacturing numbers, up to the best numbers in 20-odd years;
housing starts, best and largest in 20-odd years.

Maybe that is one of the conundrums that we have in New Jer-
sey, that, on the one hand, the economic numbers are so good, that
housing starts are so great. But, on the other hand, I go back to
my constituents and they talk to me that, if they are so great, we
have suburban sprawl. The housing is so great that they are build-
ing too many houses and that we actually have an environmental
issue that things are going so well back in our State that we have
to address it.

So what I hear from my constituents is we do have certain areas
we have to address economically, but, in the long term, things are
improving and that what they do not want to have is an additional
burden on them in the future, which would be a deficit today, nor
do they want an additional burden on them today, which would be
increases in taxes, which would be the result of us not continuing
the tax cuts that we passed in the years in the past.

My questions to you, though, still sitting here somewhat as a
freshman, I will say this: When I was here at the beginning of last
year I was amazed at the projections and how accurate I thought
they could all be 10 years down the road. Now I know I was a little
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naive in that. I read through your report, and I see that maybe we
are not even that accurate 5 years down the road.

I look in the details that you have, I think, in your report. Is it
correct to assume that the numbers that we are looking at today
in the short term are usually more optimistic as to where our def-
icit is going to be and in the long term that they are going to be
more pessimistic?

Mr. HoLT1Zz-EAKIN. Actually, in one of the appendices, we walk
through in fairly great detail and show the historic range of uncer-
tainty that surrounded budget projections.

Certainly, the near-term ones are more accurate than the longer-
term ones. The more time you have in the future, the more likely
you are to not anticipate things; and not just for the CBO but for
economists in general, at the turning points, the same would be
true. We have not experienced a large number of business cycles
that would allow us to get projections around turning points as
well as I would like, but that is a weakness that we will face now.

I would also point out that in this particular business cycle, one
of the things that the CBO as well as the economic profession has
really worked to try to understand is the labor market and how it
hasn’t quite picked up, its inconsistency with the pace of overall
economic activity. We can talk about that more if you want to, but
it does show up in the budgets, because the incomes haven’t picked
up as much as the production and output have. There is a little bit
of a mismatch at the moment, and that affects the budget as well.

Mr. GARRETT. Is it better to err on reigning in spending today
than to continue on either the flat line or a slight increase in budg-
et expenditures?

Mr. HoLTz-EAKIN. We do not have a particular bias that we at-
tempt to introduce in the numbers; let me be clear about that. I
think when you look at the appendix and look at the fan chart, it
is out to 5 years, which is the horizon that we can analyze at all
carefully. The central forecast is for deficits, and there is a very
small likelihood that, just through the course of economic events,
everything breaks to the upside.

In an economic technical fashion, you end up in surplus. The
chan};:es of that are much thinner than the chances of being further
south.

Mr. GARRETT. Thank you.

Chairman NUSSLE. Mr. Baird.

Mr. BAIRD. Thank you, Mr. Chairman.

We have about 8 percent unemployment in our district, so when
my good friends talk about the economy getting better I just came
from a lot of unemployed workers who sure do not feel it is getting
better, and when Mr. Bonner talks about taxing people who are
looking for work, I think that is disingenuous.

Those folks who are looking for work are not paying income tax,
and when we have the opportunity to help them by extending un-
employment benefits we do not do so, and when we have the oppor-
tunity to help them by extending the child tax credits to help their
children, this Congress refused to do so.

We spoke some time back in this Congress—most of us ran for
Congress on a premise of a thing called the lockbox, and I asked
the distinguished gentleman last year: How much will we be bor-
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rowing from Social Security over the next 10 years in your esti-
mates from the trust fund?

Mr. HoLTZ-EAKIN. In the CBO projections, we have a on-budget
deficit of $4.3 trillion over the 10 years and an off-budget surplus
of $2.4 trillion over the 10 years.

Mr. BAIRD. So if I were to tell the average citizen how much we
have taken out of the lockbox that we promised to lock up, what
figure would I give them?

Mr. HoLTZ-EAKIN. With the stipulation that I do not believe we
actually have a budgetary lockbox, the accounting is such that, in-
stead of $4.3 [trillion], we have $1.9 trillion, and the difference is
the 2.4.

Mr. BAIRD. So we all ran for office saying we would not touch the
Social Security Trust Fund, we would put it in a lockbox, but yet
we are borrowing about $2.4 trillion from that lockbox over the 10
years so that we can make this budget deficit look smaller.

Do we have a viable plan to pay back what we borrowed from
the Social Security Trust Fund?

Mr. HoLTZ-EAKIN. There are budgetary plans, and then there is
the future path. The future path is that all budgetary responsibil-
ities, all outlays, come from the economy in the end, and the Social
Security Trust Fund does not contain any real economic resources.
It is an intragovernmental accounting device that keeps track of
particular transfers from the Treasury general fund to the Social
Security Administration and vice versa. So in the end, the obliga-
tions that are out there for Social Security and other entitlements
will be paid for out of the economy, and those resources will come
into the government by taxes or borrowing, and they will go out in
the form of benefit payments.

Mr. BAIRD. When people talk about lowering the deficit by half
in the next 5 years, my reading is that we are going to lower the
deficit but we are not going to count the borrowing from Social Se-
curity and Medicare. If we actually did count that in any feasible
way, would we actually see the deficit reduce by half?

Mr. HovLTz-EAKIN. Again, I do not know what people have in
mind when this target gets tossed around. I have heard dollar val-
ues. I have heard as a fraction of GDP.

You would like, it sounds like, to count it in strictly the on-budg-
et portion. Again, the baseline projections show the deficit going
from 4.2 percent of GDP to 2 percent of GDP in 2 years. So as a
fraction of GDP on a unified basis, that is in the baseline projec-
tion. That is a particular policy. You could choose another policy
which counted it using only the on-budget portion; and again for
dollar values—it would be without taking advantage of the GDP
growth, it would be a different policy.

Mr. BAIRD. I appreciate that.

I just find it a little ironic that we run for office on one policy
and then we defend our actual actions based on a different policy.

One of the things that always puzzles me is the tendency for cor-
relation causation reasoning, and it goes something like this: There
were tax cuts passed, the economy got better, ergo it got better be-
cause of the tax cuts.

Seems to me lower interest rates have something to do with that,
and neither I nor my friends on the other side of the aisle are re-
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sponsible for that, but I can tell you a lot of folks invested in their
business.

Have you attempted to look at what percentage of the economic
recovery and the resulting reduction in deficit has been the result
of lower interest rates versus tax cuts?

Mr. HoLtz-EAKIN. No, we have not done a decomposition of all
the potential factors that led to recovery from the recession.

I think as a matter of trying to relive an alternative history, you
are exactly right. The path of monetary policy and the path of fiscal
policy are intertwined; and if one had chosen another path, one
would have gotten a different answer.

Mr. BAIRD. I raise that because, as we look toward the possibility
of extending the tax cuts, one might want to decide whether or not
we deserve crediting those tax cuts with a recovery and recovery
of jobs productivity, et cetera, or whether lower interest rates may
be more responsible. If deficits drive those interest rates up, we
could have an unpleasant surprise.

I thank the gentleman for his commentary.

Chairman NUSSLE. Ms. Brown-Waite.

Ms. BROWN-WAITE. I have a couple of questions, they are not re-
lated but totally disjointed, but they are questions that I have as
a result of listening to some of the other testimony.

As a freshman, I need to ask this question: Is borrowing from So-
cial Security, the Social Security Trust Fund, new? I mean, was it
done long before these projections whenever there was a deficit?

Mr. HoLtz-EAKIN. Certainly there is no economic division be-
tween the Social Security deficit and the on-budget deficit, and so
to the extent that we have run unified surpluses smaller than the
Social Security surplus, the same kind of math applies.

Ms. BROWN-WAITE. OK. And following up on Congressman Wick-
er’s point, if we were to increase taxes, would we not risk it having
a negative effect on the economy, especially in light of the fact that
things do seem to be economically turning around?

Mr. HoLTZ-EAKIN. Again, in the absence of a particular pro-
posal—it depends if you mean right now, if you mean in 2011, and
what else you might do with that. When we did, for example, our
analysis of the President’s budget last year, I tried to take pains
to explain that you cannot look at one piece of the fiscal policy in
isolation. Indeed, the entire budget has consequences for the econ-
omy. So specifying the whole policy is actually the key, and if the
policy involves tax cuts or tax increases, there has to be some other
part to it. You have to figure out what would be done with those
revenues—would they be spent? Would they be used to retire debt?
And that package has to be analyzed. You cannot look at one piece
in isolation.

Ms. BROWN-WAITE. OK, but if we look at the tax breaks that
went to businesses, particularly small- and moderate-sized busi-
nesses, particularly the accelerated depreciation, would not that
have somewhat of a stagnating effect on the economy?

Mr. HoLTZ-EAKIN. The question is magnitudes.

In our baseline, we anticipate that the partial expensing goes
away at the end of 2004. That provides a tax base incentive for
firms to move their investment expenditures from 2005-14. We ex-
pect they would take advantage of that, and we have an increase
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in our business fixed investment in 2004 from that fact alone. But
that is by no means the only reason that we expect an investment
recovery: The return of the stock market to higher levels, increased
profitability, some increase in foreign demand because of the
growth in the international economy. So it is true that the expira-
tion of partial expensing is there, but it is not the only part of the
decision-making, and, in this case, I would think that the timing
issue is far the most important one in terms of the economy.

Ms. BROWN-WAITE. OK. The last question that I have, I come
from an area of west central Florida with a very high percentage
of veterans; and, obviously, the veterans’ budget has mandatory
spending. I just would like to know what kind of projections that
your baseline assumes about veterans spending, both discretionary
and mandatory.

Mr. HoLTz-EAKIN. Well, for the discretionary, the baseline projec-
tions would follow the usual rules of inflating at the appropriate
price index, the discretionary appropriations that we have in 2004,
the omnibus.

For the mandatory programs, I confess that I am not intimately
familiar with the details, but we can easily show those numbers to
you.

Mr. WICKER. I wonder if the gentlelady would yield in her final
minute?

Ms. BROWN-WAITE. Yes.

Mr. WICKER. In terms of assuming that tax cuts will be extended
beyond their repeal or deadline, I assume that your office is re-
quired to assume that the law will be followed and does not take
into account the fact that many of the repealers were placed in
there simply for parliamentary reasons, to comply with the budget
rules, particularly in the U.S. Senate, that did not allow us to have
the tax cuts be permanent as we intended.

Are you able to take into consideration at all the fact that almost
all of the debate surrounding these tax cuts has assumed that they
would be permanent?

Mr. HoLTz-EAKIN. I will repeat something I said earlier. I will
try to say it more clearly. As a budgetary matter, we assume cur-
rent law, and in figuring out receipts, we assume that tax cut sun-
set when we do our calculation.

In doing our economic projection, we are forced to forecast the be-
havior of the private economy, and people will behave based on
what they believe will be the tax law. It could be made permanent,
and the private sector could believe it will sunset, or the private
sector could believe on a provision-by-provision basis that some
things stay, some things go.

We do not know exactly what those beliefs are. So into our base-
line, we assume that the private sector believes that the tax cuts
will sunset as written in law and our economic forecast and me-
dium-term projections are consistent with that. So, in particular,
when the tax cut sunset in 2011 and there are higher marginal tax
rates, that will have incentives for labor supply and other economic
incentives. We did show a modest negative impact on GDP as a re-
sult of that sunset, and so we have taken it into account in doing
our baseline projections.

Mr. WICKER. Thank you very much.
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Chairman NUSSLE. Mr. Emanuel.

Mr. EMANUEL. Thank you, Mr. Chairman.

I look at this record of $477 billion and I think it underscores the
point that it is almost impossible to finance three wars with three
tax cuts. I am reminded of the Vice President’s comment in the re-
cent book that is out that deficits do not matter, and I think the
$477 billion almost underscores that point.

Now I actually believe, and I have had discussions with friends
on both sides of the aisle, a growing economy should reduce the
deficit. I am struck by all those who claim that the economy is
growing at record pace and yet we have a record deficit when, in
fact, the net result should be of a growing economy, should be of
reducing deficit, not one that is growing.

Last year we had a record number and now this year we surpass
last year’s number, so I am struck both by what should happen is
not happening.

I understand you are not willing to enter into some policy dis-
putes and get yourself caught in the crossfire, but I do understand
that, as I read your report, that you seem to think deficits are man-
ageable. But yet when I read the IMF’s report about the danger of
the U.S. deficit to the economy, the two different tones, tenors, and
also conclusions, one is we believe our deficit is not a problem to
either our economy or the world’s economy and their conclusion in
the IMF, that, in fact, the biggest danger to the American economy
today is the American deficit and the permanence of it. If you look
at the size of the deficit and the way the economy is growing, we
are going from a cyclical to a structural deficit, and once that atti-
tude changes, as Mr. Baird noted, my colleague, interest rates are
going to spike. Everything we have been whistling by, you know,
will catch up with us.

So I do think that deficits matter, having the right foundation
matters, having tax cuts matter, but not all tax cuts lead to the
same economic benefit. Some are stronger, and some are weaker.
Not all spending leads to the same economic growth. Investments
in education, health care, and the environment lead to greater
long-term growth than other types of spending.

So as I read your report and try to look forward both to the cause
of the deficit as well as to future types of spending and you talk
about Medicare and some of the other entitlements, I was sur-
prised. I am asking for a clarification.

You wrote a letter last week to Senator Frist about the ability
of the Secretary of HHS to negotiate prices. In front of this com-
mittee, our chairman had a hearing on waste, fraud, and abuse.
The Inspector General from HHS was sitting there and said, under
their study of 10 drug costs, between veterans and HHS, veterans,
because they negotiate close to $2 billion, $1.8 [billion] to be exact,
in their study and if HHS had that same right on 10 drugs they
could save money, and yet you wrote a letter saying you did not
see that type of savings.

Now either I misunderstood that letter and I took it out of con-
text, and I apologize, but you see the growth in Medicare as a
threat to the long-term economic fiscal structure of the government
and yet not give the Secretary of HHS the ability to create a Sam’s
Club and negotiate lower prices in the same way we give veterans
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the right to do that. Could you please explain why you wrote that
letter and the basis behind that?

Mr. HovL1z-EAKIN. Certainly. The majority leader in the Senate
asked for an understanding of the impact of this language; and in
looking at the Medicare bill as passed by the Congress, signed by
the President, we determined that for the prescription drug plans,
the private sector delivery of the prescription drug benefit, the key
of their ability to manage costs is to have both the incentives and
the ability. Do you give those firms the tools and the incentives to
manage costs?

In the way the bill was passed, those are at risk for cost over-
runs. They have every incentive to control costs for the usual rea-
sons and they indeed are given the tools to do that. So our reading
of the law as written is that those private sector plans would have
tremendous incentives to cut the best deal possible with pharma-
ceutical companies and that, as a result, removing the language,
the noninterference language, would have a negligible influence on
the cost of the bill because they would have done what you would
have. I am not familiar with the Veterans Administration example,
but it has already taken advantage of the best discount prices.

Mr. EMANUEL. Let me share this with you.

The Veterans Administration, since 1992, has the right to nego-
tiate bulk prices, and under this committee in this hearing room
they do far better than HHS on an analysis of 10 drugs used by
seniors on savings. If we can trust the private sector—the last time
I remember we have a responsibility to the taxpayers—we can also
trust the Secretary of HHS.

I have trust in Tommy Thompson. I do not think he is inad-
equate or incompetent. I think he can somehow put together 41
million seniors and get a good deal. I think he is a good negotiator.
I have seen him do it as a governor, and I will send you what the
Veterans Administration does.

I see your economic incentive that you think the private sector
has. My own view is all of us, Democrats and Republicans alike,
as well as this administration, Tommy Thompson is fully capable
of negotiating something because he has an incentive, too, and that
is honoring the taxpayers who are going to be asked to foot $400
billion.

Chairman NUSSLE. Mr. Diaz-Balart.

Mr. DiAzZ-BALART. Thank you, Mr. Chairman.

I am tempted to respond Mr. Moran’s comments on the reasons
of the Iraq war, but I know this is not the appropriate forum, and
it has been covered by the national press. So even though I am
tempted, it is a new year, I will direct my attention to the director.

There are a number of different ways that you can reduce the
deficit. The government can take steps to reduce deficit. You know,
we can increase revenues, we can increase taxes and hope that that
will lower the deficit. We can try growing the economy, and there
are different ways that we can do that. Tax cuts is one of the ways
that this Congress and this President chose to do so, and many will
argue it is working.

We can also reduce spending, and from what I heard today,
spending is one of the large segments of our problem.
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Would it be advisable—and I guess I am allowed to ask advice—
would it be advisable, then, to take steps to further reduce spend-
ing in order to try to reduce the deficit if in fact you believe as I
do, that the deficit is something that does count, as our chairman
continuously reminds us?

Mr. HoLtz-EAKIN. Well, I will say at the outset that it is not my
portfolio to advise on particular policies.

I do think the things that are in the report and that I would
highlight show that to run large, sustained deficits going forward
in the face of a fully employed economy is, among other things, eas-
ily economically detrimental.

The second thing that we have discussed in this committee, as
I testified last August, is that over the long term, government
spending is a good indicator of the overall cost, and that once the
decision is made to spend the monies in the Federal Government,
the next decision is how to finance it.

You can finance it with taxes, or you can finance it by borrowing,
which is simply a decision to defer the taxes. And going forward,
it is clear that there will be a vigorous policy debate on how to do
that financing mix. But certainly over the long term, one of the
messages of both I think this report and some other studies that
we have done is that there are spending demands built into the
government programs that will simply have to be debated and dis-
cussed in terms of how they are financed or whether they will be
mitigated.

Mr. DiAz-BALART. And just a follow-up. So therefore an increase
to that deficit of $900 billion would be, I would imagine, worrisome;
in other words, if this Congress had gone ahead and accepted the
amendments posed on the floor by our friends on the Democratic
side, which would have increased the deficit by about $890 billion,
$900 billion, despite all the rhetoric, that clearly would have cre-
ated a major problem, would it have not?

Mr. HoLTZ-EAKIN. There is no magic line between the correct
amount of a deficit or a harmful or not harmful amount.

The U.S. Federal budget averaged a deficit of 2 percent of GDP
in the 1970s, it averaged 2 percent of GDP in the 1990s. Economic
performance was clearly superior in the 1990s. And so there is no
simple relationship between a level of the deficit and economic per-
formance, in the same way there is not a magic line that separates
a sustainable level of debt from one where investors lose confidence
in your ability to service that debt. So I do not know whether the
$900 billion hits the magic line.

What we do know is that going forward, the economy does not
need this sort of short-term support, and we are running a sus-
tained large deficit that has a negative economic consequence.

Mr. DiAZ-BALART. I understand that you do not know how to find
out what that magic number is; but clearly, you know, close to 500
is better than 500 plus 900. Is that an accurate statement?

Mr. HoLTZ-EAKIN. We are getting the direction squared down.

Mr. D1Az-BALART. OK. So clearly I do not think, at least I am not
comfortable with the deficit we have today and the ways we have
to reduce it, and it seems to me that that plus another $900 [bil-
lion] would be irresponsible. I am not asking you to comment on
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that, but clearly it probably would not be good fiscal policy to add
another $900 billion to that large deficit.

Mr. HoL1z-EAKIN. I think you have exhausted my views on what
the consequences will be going forward. I think we are pretty clear.

Mr. DiAZ-BALART. Thank you, Mr. Chairman.

Chairman NUSSLE. Mr. Thompson.

Mr. THOMPSON. Thank you.

Your report states that about a third of our Federal debt is held
by investors outside of this country, foreign investors. Can you tell
us how much we pay in interest on that portion of the national
debt that is held by foreign investors; in other words, how much
money do we send out of this country to people living in other
countries in regard to paying the interest on our national debt?

Mr. HoLTZ-EAKIN. Our net interest in 2004 is $156 billion. With-
out a detailed knowledge of the composition or holdings, the cheap
answer is to divide by 3, so it is on the order of $50 billion. We
can get you a detailed estimate if you are interested.

Mr. THOMPSON. Fifty billion dollars? Does that have any implica-
tions on our economy, the strength of our economy; say, for in-
stance, in regard to interest rates? Could there be some complica-
tions here at home because of monetary fiscal policy of our coun-
tries that hold the vast amount of our debt?

Mr. HoLTZ-EAKIN. From a strictly economic point of view, the net
issuance of the debt and who buys it, picking out particular buyers,
not matter very much.

The question is, at what market price will they buy the debt?
These particular governments have bought the debt at market
prices, and we can see what they are. There is another layer on top
of it that many people speculate about in terms of the broader po-
litical goals of a government in purchasing U.S. securities. That is
a noneconomic thing. It has to do with their domestic agenda or
their international relations.

Mr. THOMPSON. So their domestic economic policy could have
some spillover, as I think someone mentioned here; in something
such as trade negotiations, could be a leverage point that we could
feel?

Mr. HoLTZ-EAKIN. Perhaps. I am not conversant enough to know
what is going on there.

Mr. THOMPSON. And I heard in response to numerous questions
the fact that you are not interested in getting involved in giving
us policy advice, but——

Mr. HoLTZ-EAKIN. There is actually a law that prohibits that.
| Mr. THOMPSON. So you say you are not interested in breaking the
aw.

Mr. HoLTZ-EAKIN. It is something I did not

Mr. THOMPSON. I do not know how to frame it to sort of keep you
out of trouble, but there has been a lot of discussion about this ef-
fort to reduce our deficit, 50 percent reduction number.

Would it seem plausible that reinstitution of some budget en-
forcement act language, such as PAYGO would be a good tool that
we could rely on to get us there?

Mr. HoLTZ-EAKIN. We actually have a quick review in part of the
report on budgetary mechanisms, and at least my reading of the
historical evidence, PAYGO discretionary caps were very useful in
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supporting the consensus when attempts have been made in the
’80s and ’90s to reduce the deficit.

However, in the absence of the consensus first to do that, such
rules themselves will not bind the Congress. There are alternatives
that can always be imposed on a year-to-year basis. And so the
first step, I think, is to develop a consensus for the fiscal policy
going forward, and then for the Congress to define rules to support
that consensus. But I think the order is most effective if the it
comes that way. Rules cannot come first.

Mr. THOMPSON. There has been some talk today about reaching
that goal. The President mentioned in the State of the Union 50
percent reduction, I think in 5 years, and your data suggest that
our deficit in 2004 is $477 [billion]. To reduce that by 50 percent
in 5 years, our deficit would still be $240 billion in 2009.

In the same speech, and I think it has been supported here by
our friends across the aisle, the President has suggested that we
make permanent the tax cuts. And again your data suggest that
that would be $132 billion cost, including debt service in that fig-
ure. So that means that if you exclude the discretionary spending,
the rate of inflation holds, we are still in 2009, a deficit of 310 bil-
lion; is that right?

Mr. HovLTZz-EAKIN. The number for 2009 for the tax cuts, the
$132 billion, would be the piece that we would have to make sure
we got exactly right. The baseline has the deficit at $268 billion.
That includes the expiration of the partial expensing and some of
the dividend tax in 2008, so we can work on exact numbers, but
certainly that is the kind of calculation we need to do.

Mr. THOMPSON. So can we get to the 50 percent number if we
reinstate the tax cuts or extend the tax cuts? And, if we would,
what sort of policy changes would we be looking at?

Mr. HovLTZ-EAKIN. We can certainly show you the net combina-
tion of making permanent some tax provisions and then whatever
other policies you might need on the mandatory and discretionary
side. Obviously there is an infinite number that will get you to
$240 billion.

Chairman NUSSLE. Mr. Portman.

Mr. PorRTMAN. Thank you, Mr. Chairman, and Mr. Holtz-Eakin,
thank you for your good testimony again. Appreciate your latest re-
port.

We have had a lot of talk today about deficits. Deficits do matter,
but there has been a lot of talk about these being record deficits.
What is the critical measure of the deficit in terms of its impact
on the economy? Is it the percentages of GDP or is it an absolute
actual number?

Mr. HoLTz-EAKIN. I think it’s the percentage of GDP. You should
always measure this relative to the size of the national income
available to service it.

Mr. PORTMAN. I do not know what the percentage of GDP is in
your latest report. I know when I was first elected in 1992, when
I first ran for office, the percentage of GDP was 4.7 percent, which
is not as high as in the ’80s when it was over percent of GDP.

What is your percentage of GDP that you are estimating?

Mr. HOLTZ-EAKIN. For 2004 it is 4.2 percent.

Mr. PORTMAN. It is 4.2 percent. So it is not a record level.
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In terms of the tax cuts, what do you think the impact of the tax
cuts was in terms of business investment and lowering the cost of
capit?al? What impact did they have on the economy over the last
year?

Mr. HoLTZ-EAKIN. We have not done a particular scientific de-
composition by any means. The broad fiscal policy, I believe, sup-
ported the economy when private demand was weak, including the
household sector as well as the business sector.

Mr. PORTMAN. And recent industrial production rose at 6 percent
this year, the fastest in over 3% years, certainly is attributable to
lowering the cost of capital, I would say. And so my friends on the
other side of the aisle say, “Gee, how can you make these compari-
sons and was not it just lower interest rates?”

We talked about adding value to the market. It has gone up
about 25 percent over the last year, which helps everybody invested
in the 401(k), the IRA, and helps the economy, so I do not think
there is any question there is a cause and effect here.

In terms of interest rates, interest rates were high during the re-
cession, is that why we had a recession, because of interest rates?

Mr. HoLTZz-EAKIN. No. I think the Fed moved fairly aggressively
to lower short-term rates. We have seen the rates down as well.

Mr. PORTMAN. Rates have been down over the last few years, so
it helps. But I just think we have to give credit where credit is due,
and when you look at what happened over the last few years, look-
ing at these charts coming up here, was it spending, was it the tax
cuts, was it the economy?

If you believe that it was tax cuts, then you better look at this
chart, because even if you think tax cuts did not help, which I ar-
gued they did, the tax cuts would be roughly 20 percent—when you
add all the tax cuts—of the reason for us going into a deficit posi-
tion. About 30 percent as I read these charts is reduced spending,
so it is bigger than tax cuts, and the biggest cause is the economy.

So the one piece of that that is getting the economy moving is
the tax relief, particularly I would say on the business investment
side, which includes the cost of more tax relief, because that goes
to small businesses, largely those who have subchapter S compa-
nies and sole proprietors and partnerships.

I just think we have to look at the analysis carefully and not say,
“Gee, tax cuts did not help.” And we have to admit that the goal
here is to get the economy moving. That is how we got the surplus
this time. That is how we will do it again. And I appreciate again
some of the testimony you have given as to the impact of the tax
cuts.

Finally, with regard to your analysis, the $87 billion for Iraq
would have been continued through the 10-year period. Why do you
assume that, that there would be an $87 billion supplemental for
Iraq? Is that based on some policy from the administration?

Mr. HoLTZ-EAKIN. The baseline rules as outlined in the Budget
Act can’t ask the CBO to prepare a baseline projection that in-
cludes all appropriations, in this case from the end of 2004, and to
e})l(tend them for the entire projection period, so it is consistent with
the—

Mr. PorTMAN. Under the rules you have to add the $87 billion
supplemental, even though the administration has indicated the
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opposite, that they don’t expect to have another supplemental, the
$87 billion this year, and certainly hope not to have it over the 10-
year period. And that adds, what, about $1 trillion?

Mr. HoLTZ-EAKIN. About $1.1 [trillion], including debt service.

Mr. PORTMAN. I appreciate that clarification, and again, I appre-
ciate your coming to the committee again and giving us some hard-
number analysis. The key is clear to me. It is keeping spending
under control, and the President, I understand, is going to submit
an austere budget on nondefense, nonhomeland domestic spending,
which is a real problem around here.

I hope the Democrats come up with a budget this year. I look for-
ward to seeing it. I am sure there will be a responsible debate be-
cause we will have two budgets to talk about. When you add up
all the amendments from last year, I think we had about $900 bil-
lion of additional spending. Taking Mr. Edwards 4 percent number
into that, which is about $36 billion, not $32 billion, so it is more
than even the additional spending due to the interest on the debt
over the next 10 years.

So the key to me is keeping the spending under control and let-
ting the economy grow; and if we do that, we will get not just half
the deficit reduced, but even more over the 5-year period.

Chairman NUSSLE. Mr. Scott.

Mr. ScoTT. Thank you, Mr. Chairman. Mr. Holtz-Eakin, we have
heard a lot about this budget. The fact is we passed massive tax
cuts in 2001 and 2003, and the economy has been in the tank ever
since. Cause, effect, I don’t know. That is what happened. We
passed the tax cuts. That is what happened. The fact of the matter
is it makes a difference as to which taxes you cut, whether you had
used the money for other stimulus, but the $100 billion, you could
hire 3 million people at $30,000 a piece, and we would have hun-
dreds of billions of dollars.

And you mentioned swings of $500 [billion], $600 billion in terms
of the deficit. We have heard the economy in terms of jobs listed
as good. I think that the fact is it is going to be the worst job-pro-
ducing record since the Great Depression. The stock market is
doing great, yeah, I mean, its average over the last 30, 40,50 years
is about 8, 9, 10 percent a year. It is exactly where it was 3 years
ago. It should be up 8, 9 percent compounded a year, but it is ex-
actly where it was 3 years ago, and that is great.

Let me ask you a couple of questions on policy. You indicated the
budget might be balanced in 8-10 years, but I understand that
whatever you call the—making the tax cuts permanent, the bal-
ancing of the budget would require that we reject making the tax
cuts permanent. Is that right?

Mr. HoLTZ-EAKIN. The projection that we show shows the budget
coming to balance and a modest surplus

Mr. ScoTtT. If we reject the permanent tax cuts?

Mr. HoLT1Z-EAKIN. Under current law.

Mr. ScoTT. Does it have any room for going to Mars?

Mr. HoLTZ-EAKIN. This does not include any new policies.

Mr. ScoTT. Does it include any policy of privatizing Social Secu-
rity and the trillion dollars that that is going to cost?

Mr. HoLTz-EAKIN. It is a projection of current law.
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Mr. ScoTT. So if we make the tax cuts permanent, go to Mars
and try to privatize Social Security, we are back in the ditch; is
that right?

Mr. HoLTZz-EAKIN. We haven’t analyzed that. We can look at it.

Mr. ScoTT. What portion of the Federal budget was paid for with
borrowed money at the beginning of this administration?

Mr. HoLTZ-EAKIN. The historical deficit? I don’t remember the
number off the top of my head, but we have seen it swing from sur-
plus of about 2V2 percent of——

Mr. ScorT. We weren’t borrowing any money. So zero.

Now, what portion of the Federal budget right now are we spend-
ing—are we paying for with borrowed money?

Mr. HOLTZ-EAKIN. It is $477 billion out of total outlays on the
order of $2.3 trillion.

Mr. ScorT. On budget, not Social Security, because that is sup-
posed to be paying for itself? About 37%2 percent of the Federal on-
budget spending paid for with borrowed money?

Mr. HoLTz-EAKIN. Typically, it is defined as going to private
credit markets and raising funds, and that doesn’t include the So-
cial Security part, which is just an intergovernmental transfer. So
it would be the $477 billion, which is how much is actually bor-
rowed.

Mr. ScotT. Plus taking the spending in Social Security surplus
that was in a lock box when this administration came in.

What was the net interest that we are going to be paying in
2014? Net interest, you have at $338 billion?

Mr. HoLTZ-EAKIN. Yes.

Mr. ScOTT. Social Security surplus, $284 billion.

Now, in 2017, the net interest will be a little more than $337
[billion]. Is that a fair assumption?

Mr. HoLTZ-EAKIN. On this—based on the projection——

Mr. ScoTT. About the same, a little more?

Mr. HovLTz-EAKIN. Well, under the baseline, we have gone back
to surplus, so the debt to outstanding will be diminishing, and in-
terest rates are stable in the long-run. So it will start to go down.

Mr. ScoTT. About $300 billion? Would it go down $30 billion?

What is the Social Security surplus in 20177

Mr. HoLT1Z-EAKIN. I don’t know that number.

Mr. ScoTtT. Isn’t it zero?

Mr. HoLT1Zz-EAKIN. I don’t know.

Mr. ScoTT. Doesn'’t it go to zero in 2017?

Mr. HoLT1Zz-EAKIN. I have to check.

Mr. ScorT. Have you heard the joke about the guy falling down
a 20-story building and passing the eighth floor? It says so far no
problem. You have net interest of $300-some billion offset by $200-
some billion in Social Security surplus. The Social Security is going
to go down to zero in 2017, putting a hole in the budget of almost
$300 billion.

Is there anything in this budget proposal—I will just ask it an-
other—is that a problem? I mean, we have all these happy faces
on the budget. It is nice. Do we have a problem?

Mr. HoLTz-EAKIN. I think that to pull any particular piece, Social
Security or Medicare Part A or any subpart of the Federal budget
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out is not revealing. I think that the important thing from the per-
spective of long:

Mr. ScotTT. A $300 billion hole in the budget does not constitute
a problem?

Mr. HoLTZ-EAKIN. I think that without knowing how the rest of
the budget will play out, it is impossible to say. The long-run prob-
lem from the perspective of the entitlements is that they are struc-
tured in a way that regardless of how they are financed, they will
demand ever-increasing fractions of our national income under cur-
rent law, and that is, I think, the fundamental issue that is impor-
tant.

Mr. ScoTT. A $300 billion budget in 3 years, a swing in a budget
is not a problem. Is that your position?

Mr. HoLTZ-EAKIN. In the absence of knowing what the rest of the
budget does, it is impossible to answer.

Chairman NUSSLE. Ms. DeLauro.

Ms. DELAURO. Thank you, Mr. Chairman, and my apologies. I
was chairing a food safety hearing, and so I am sorry I missed most
of the testimony—or all of the testimony. So I guess I have a two-
part question.

What percentage of the GDP was a deficit in the Clinton years?

Mr. HoLTz-EAKIN. Depending on the year chosen, it was dif-
ferent. First there were deficits and then surpluses in the 1990s.

Ms. DELAURO. Looks to me like it was pretty much zero if I look
at the chart that you have listed here.

And does the Bush administration have a plan to get us back
into surplus?

Mr. HoLTZ-EAKIN. I am not privy with the administration’s
plans.

Ms. DELAURO. So you know of no plan that the administration
has to get us back into a surplus position? So in the Clinton years
it was a zero percentage of—the deficit was a zero percentage of
GDP, and we have no plan now to get us back into the surplus.

A lot of discussion on cutting spending in order to reduce the def-
icit. If you take a look at nonhomeland security, which my col-
league, Mr. Portman, mentioned, that discretionary spending has
been virtually frozen for the past 3 years. If the President proposed
only a minimal increase of .9 percent, he would only save about
$4.8 billion. Do you think that this is the most effective way to ad-
dress our projected deficit of $362 billion in 2005?

Mr. HoLTz-EAKIN. Which ever package the Congress and the ad-
ministration choose, no matter their policy preferences, I can tell
you the cost. The programs are chosen for their benefits. The budg-
et reflects the costs, and my goal here today is to illuminate those
costs as clearly as possible.

Ms. DELAURO. Without using the Social Security surplus, the
deficit will be $631 billion. Is it credible to think that we can con-
trol the deficit simply by looking at this small part of the budget?
And which you do have some views, I would think, as to where you
might look to address these issues.

Isn’t it true that we could completely eliminate domestic appro-
priations that aren’t related to homeland security and still be left
with a deficit?
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Mr. HovLtz-EAKIN. Certainly the budget authority for particular
subset of the budget was $341 billion in fiscal year 2004. That is
our projection, and that is smaller than the deficit we project.

Ms. DELAURO. Where would you continue to look for opportuni-
ties to lower the deficit?

Mr. HoLTz-EAKIN. I would say this is Casablanca. You can round
up the usual suspects, you can look at the rest of spending, and
you can look at the remainder of the receipts.

Ms. DELAURO. Well, it is not exactly like Casablanca. Maybe
some of us will get up and sing the Marseillaise. But it is not. This
is a reality, and you make commentary on how you might be able
to handle these significant deficits. And, you know, where do you
look for your biggest bang for the buck here, if you will, to try to
deal with your cost—be able to bring your budget into some sort
of either balance or surplus?

Mr. HovL1z-EAKIN. I hope it has been clear from the outset that
my goal is to inform the committee about the current track of the
Federal budget. Left under current law, that is the neutral baseline
provided by the projections. And to show the budgetary implica-
tions of some broad alternatives, we sketched those in our report
because they are commonly discussed. And indeed, we could ana-
lyze further specific proposals. I do not believe—I hope it is not in-
terpreted that I am providing commentary on the best way to pro-
ceed in fiscal policy. That is not my role here today.

Ms. DELAURO. It may not be your role here today, but you cer-
tainly might have some thoughts that you impart maybe confiden-
tially here to members or to the chairman or ranking member or
to the administration about what they might do or maybe the view
is just a hands-off view of this is it and come what may.

Mr. HorLtz-EAKIN. The CBO works with the Congress. If you
would like to have a discussion about particular ideas that you
might have, I would be happy to pursue that.

Ms. DELAURO. I am happy to do it. Thank you.

Chairman NUSSLE. Mr. Shays.

Mr. SHAYS. Thank you very much for your testimony here. I
think it is fair to say that neither Republicans or Democrats feel
necessarily that you have sided with their position. You have pro-
vided information, and that information is not too pleasant.

A lot of people don’t like deficits on either side of the tables here,
but I didn’t hear hardly any solutions. I heard that we have defi-
cits, and I heard that some wanted to blame the economy, some
wanted to blame tax cuts, some wanted to blame spending, and we
all have our view. I happen to think it is spending. And others
think it may be the tax cuts. But ironically if they think it is the
tax cuts, they don’t want to raise taxes and put them back to where
they were. So they certainly don’t have a solution there.

I just remember when I was on the committee during the early
years, the Bush years and the Clinton years, when President Clin-
ton got elected, he didn’t have a plan to balance the budget either.
It was never in balance under his plan. Republicans were elected
in 1994, took office in 1995, and we had some major debates. And
what we did ironically is we cut taxes and we froze spending, and
ultimately we balanced the budget.

Ms. DELAURO. Would the gentleman yield?
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Mr. SHAYS. No, I won’t.

Ms. DELAURO. Thank you.

Mr. SHAYS. No. I have been here all day. I have been listening
to everybody else, and now it is my turn to talk. And what hap-
pened was that we ultimately balance this budget by freezing
spending over a number of years or at least slowing the growth in
spending. We don’t seem to have the appetite to do that frankly on
either side of the aisle, because when we voted out a budget last
year and sent it to the floor, we couldn’t get any Democrats to sup-
port it, and we couldn’t get enough Republicans to support it. So
we raised spending. And the reality was that we couldn’t get out
of town unless we had President Clinton signing the budgets, and
it always was we had to spend more.

So I don’t know ultimately if we are going to find a solution here,
because I know Republicans are going to be the ones that have to
vote this budget out and we are going to get no help on the other
side of the aisle. What I would like to know, though, is I would like
to know what the impact of these extraordinary productivity
growth gains have been. It strikes me a few things. The economy
grows at 3 percent, and we still aren’t seeing the kind of employ-
ment that we want to see, but it also strikes me that if we get
large productivity growths, that we are likely not to see interest
rates go up all that significantly, because we continue to do a lot
more with not as many resources and not as many people. Tell me
the significance, please, of productivity growth, the pluses and the
minuses.

Mr. HoLTZ-EAKIN. I think the way you characterize it is exactly
right and the way that we handled it in our baseline. Now, cer-
tainly we have seen extraordinary productivity growth measured
over the recent recession and recovery, with some caveats that
often, especially in the recent data, productivity gains are revised
in the data and that coming out of recessions, the economy is capa-
ble of displaying a couple of quarters of very big productivity
growth that aren’t permanent.

But we have seen a period that is really quite remarkable. As a
result, what we have done in the projection that is before you is
raised the economy’s capacity to produce, and that has given us
more room to grow and grow rapidly without placing upward pres-
sure on prices, which would ultimately translate—higher inflation
will translate into higher interest rates.

So the rapid cyclical recovery that you see in our projection—at
4.8 percent and 4.2 percent, and continued low inflation—is in part
a reflection of that productivity growth.

What we have not done is dramatically change our estimate of
the long-run rate of labor productivity. It is still about 2 percent
a year in our projection. To the extent that one were to develop a
sufficient comfort that this was a persistent faster rate of produc-
tivity growth, it would be appropriate to raise that. That would
mean that that extra room would get bigger every year. In our pro-
jections, we have revised the economy’s capcity to produce in a one-
time fashion that is there for all 10 years but we haven’t caused
it to expand. That would provide further room for the economy to
grow with less inflationary pressure, and as a result, less nominal
interest rate pressure as well.
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Mr. SHAYS. Does productivity growth provide ultimately greater
wealth for individuals? How does it impact wealth?

Mr. HoLTZ-EAKIN. Productivity growth, in the long-run, improves
the Nation’s standards of living. You get more national output for
every unit of labor input, for every person in simple terms. It typi-
cally, over the long-run, translates into higher real wages for work-
ers, and the degree to which those higher national incomes are
saved and invested leads to higher national wealth as well.

Mr. SHAYS. Thank you.

Chairman NUSSLE. Thank you.

Are there other members, other questions that—just before we go
into a second round, let me just make it clear that the witness has
been before Congress for 7 hours today. It is going to be questions.
If you want to make a comment, the microphones will be available,
I am sure, for the media to do that, but if you have a question for
the witness as we proceed, I am happy to entertain a very brief,
quick question from those who would like to inquire.

Are there members wish to do that? Mr. Edwards.

Mr. EDWARDS. Thank you, Mr. Chairman. I don’t know of any-
thing else we are going to do the next 2 hours that would be more
important than looking at the largest deficit in American history,
and my question is

Chairman NUSSLE. Do you have a question for the witness?

Mr. EDWARDS. Yes, I do. I keep hearing that, you know, let’s pro-
tect the tax cuts. Those that pushed them in 2001 would have ad-
mitted that wasn’t a $1.3 trillion tax cut if you extend it. Do you
know if you assume that you extended all the temporary tax cuts,
they were part of the $1.3 trillion tax cut in 2001, would have been
more like a $2 [trillion], $3 trillion tax cut, Dr. Holtz-Eakin?

Mr. HovLTZ-EAKIN. I forget the number, to be honest. We could
go back and check.

Mr. EDWARDS. And let me ask you this. I hear a lot about let’s
balance this budget by cutting spending. I want to go back to the
fiscal year 2003 budget and look at the five largest programs in the
Federal budget that represent 70 cents of every single dollar we
spend. Now, in the administration budget request for 2003, was de-
fense spending—was the request to increase it or decrease it?

Mr. HoLTZz-EAKIN. I recall it was an increase.

Mr. EDWARDS. So it was an increase, significant one, I believe.

Social Security, was there any request to reduce spending on So-
cial Security?

Mr. HoLTZ-EAKIN. I don’t remember any proposals for Social Se-
curity at all. It is current law.

Mr. EDWARDS. If we privatize it as proposed, there would be a
trillion dollar hole there. That would be an increase in Medicare—
the recent Medicare prescription drug bill, did that increase or de-
crease out-year expenditures for Medicare?

Mr. HoLTZ-EAKIN. The President’s proposal, when we analyzed
it, was simply an allotment of $400 billion over 10 years.

Mr. EDWARDS. So it increased the Medicare budget, third of the
five largest expenditures of the Federal Government. The adminis-
tration asked for an increase there.

Medicaid, did the administration in fiscal year 2003 ask for a re-
duction in Medicaid spending in 2003?




43

Mr. HoLTZ-EAKIN. The President’s budget had a proposal in Med-
icaid, the details of which I forget. It involved changing the pro-
gram somewhat in the out-years and I forget the net budgetary
consequences.

Mr. EDWARDS. To your knowledge for the 2003 budget year, the
administration did not ask for a decrease in the Medicaid expendi-
tures?

The final one, the interest on the national debt, the administra-
tion didn’t have a choice. It had to ask for a massive increase in
spending. So actually, as we look at spending reductions, the ad-
ministration actually asked for increases in three of the five largest
programs that represent 70 percent of the budget.

One final point and in terms of a question. When we borrow
money—now, this $477 billion deficit we are going to add as a debt
to our children’s future this year, that does not include the money
we are borrowing, the billions we are borrowing, from Social Secu-
rity and Medicare.

Now, do we have as a Nation a legal obligation to repay that
money borrowed from the Social Security and Medicare Trust
Funds? Is that a legal debt?

Mr. HoLTZ-EAKIN. I am not a lawyer, but my understanding is
that the legal implications of the trust fund balance are that bene-
fits cannot be paid unless there are funds in the trust fund. So it
has a triggering mechanism for the benefit payment.

Mr. EDWARDS. So bottom line, that is a legal debt we are incur-
ring. So it is just as real as the $477 billion deficit we are going
to have this year. If you add the Social Security and Medicare
Trust Fund borrowings for fiscal year 2004 to the $477 billion def-
icit you project we will have, what would that deficit be?

Mr. HoLTz-EAKIN. Well, if one took comprehensively all of the
off-budget and trust fund-like activities, then you would have the
$630-0dd billion number that was referred to earlier.

Mr. EDWARDS. So it would be $631 billion deficit that we are, in
effect, adding to the national debt for fiscal year 2004 if you count
the money we are borrowing from Social Security and Medicare; is
that correct?

Mr. HoLTZ-EAKIN. And, again, you can do the accounting for in-
formational purposes any way you like, but from the strict point of
demands on credit markets, the 477 represents the net demand on
credit markets. The remainder is an intergovernmental transfer,
which may have programmatic implications, and I understand that.

Mr. EDWARDS. One last question about the chart. You often said
40 percent of the deficit this year can be chalked up to economic
changes from assumptions that were made. A lot of us said several
years ago those assumptions were never honest. But the fact—
based on your knowledge of American history’s economy, would it
be honest to say and project as a professional economist that you
don’t expect America to ever again have a recession?

Mr. HoLTZ-EAKIN. I think there is no way to rule out the fact
that we would have a recession in the future.—I want to thank the
chairman for acknowledging the efforts of the staff at the outset.
I wasn’t at CBO for that projection, but I take issue with the
phrase “never honest.” This staff does its very best to
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Mr. EDWARDS. No. I am talking about from now forward. I am
not talking about something that was done in the past. What I am
saying is looking from now forward, would it be honest to suggest
to the American people that we will not have a recession in the
next 10 or 20 or 30 years? Would that be consistent? Would it be
honest to suggest that?

Mr. HoLTZ-EAKIN. And no one is suggesting that. Instead, what
we project are near-term business cyclical recoveries

Mr. EDWARDS. I understand.

Mr. HovLTZ-EAKIN [continuing]. Please let me finish. And over the
out-years we project the average performance of the economy in the
face of unknown timing of business cycle fluctuations, and that is
the right way to interpret our medium term projections.

Mr. EDWARDS. Put that into lay terms, and I will finish with this,
Mr. Chairman. The point is we make budget projections, assuming
there will be no recessions. You are required to do that, you know.
I assume that you are required, in effect, to do that. But the truth
is, just like we said 2 years ago when we debated the 2001 tax cut
bill, you can’t assume that we are never going to have an economic
slowdown. So to all of a sudden say oh my gosh, we have an eco-
nomic slowdown, that is why we have the deficit, we should have
been honest with the American people in the first place 3 years
ago.

Thank you, Mr. Chairman.

Chairman NUSSLE. Thank the gentleman. I turned off the clock.
I counted 12 questions. I really am trying to ask if members have
one final brief question.

Mr. Moran.

Mr. MorAN. Thank you, Mr. Chairman. I have a question with
regard to the process. These are all helpful analyses that you pro-
vided us with Dr. Holtz-Eakin, but in many ways as of next week,
they are going to be outdated, given the fact that we will then em-
bark on a legislative struggle, if you will, process with regard to
the President’s legislative initiatives.

And in the President’s budget in the first place, he will give us
defense spending assumptions for Iraq, Afghanistan, and so on. So
that will presumably update the numbers you have for the $87 bil-
lion supplemental repeated on an annual basis with inflation, but
he also has projections for the individual savings accounts as an al-
ternative to Social Security. He will have the long-term revised pro-
jections that OMB does of the effect of the Medicare and prescrip-
tion 1drug changes to legislation. There will be a number of tax pro-
posals.

There is a tax benefit for health insurance, for example, and all
of these combined—and I think it is a reasonable assumption that
most of them are going to get passed, since it is the House and
Senate are of the same party, and the President has had a remark-
able success with the legislation he has proposed.

All of them combined, I think present a very different budget pic-
ture. That plus the fact that you suggested earlier that the num-
bers start changing as to the role of Social Security and Medicare
in the out-years. The proportion of spending on Social Security and
Medicare, because of the dramatic addition of retirees, I guess be-
ginning in 2008, but really accelerating after 2013. Those policies,
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plus the changes in Social Security and Medicare dynamics, it
seems to me, we really ought to be looking at perhaps a 20-year
projection. I don’t know if that is conceivable, but we really need
to look at revenue flow and entitlement demands over the long pe-
riod, particularly with regard to tax policy, because once taxes are
imposed, it is very—or once they are cut particularly, it is very dif-
ficult to reinstate them as we are going to find out.

So I wonder if CBO is considering giving us updated analyses in
that context once the President’s budget is introduced? Will you be
able to give us that kind of updated commentary after next week’s
budget submission?

Mr. HoLTz-EAKIN. Well, certainly we will follow the usual proc-
ess, in that with the receipt of the President’s budgetary proposals,
we will do two things: We will revise our baseline projections, the
ones that you see today in light of information that we receive from
the administration in terms of credit reestimates and a variety of
other aspects of it.

We also have the opportunity to revisit any new information
about the economy and put that in. So we will comprehensively re-
vise these baseline projections as new information indicates we
should. We will then analyze the President’s budgetary proposals
off of that new baseline and give our estimate of their budgetary
implications. We will also, in the standard fashion, take a look at
their economic impact as is necessary. And to the extent that the
Budget Committees are interested in analyses that have a different
duration than the 10-year window, I would leave it to work with
Chairman Nussle and members of the committee so that we pro-
vide the information you need to do your work.

In the end, that would be the key issue, and we would be happy
to work with you on that.

Mr. MoraN. Well, I would, Chairman Nussle, that you might
consider even longer-term projections, at least in terms of the tax
and revenue front given the additional context of Social Security
and Medicare retirees accelerating after 2013. So it really doesn’t
present a different budgetary context. So I would hope you might
consider requesting that of the CBO. Thank you, Mr. Chairman.

Chairman NUSSLE. Mr. Scott, do you have a question?

Mr. ScorT. Yes. Thank you, Mr. Chairman. We have a chart that
is going up.

Mr. Holtz-Eakin, are you familiar with this chart?

Mr. HoLTZ-EAKIN. I have seen it.

Mr. ScorT. Well it is a budget deficit—on-budget deficit over the
last few years. In 1993 when President Clinton came in, he passed
a budget. That is right when the green starts—with no Republican
votes. You are aware in 1994 the Republicans campaigned against
those votes, and in 1995, came in control of the House and the Sen-
ate and passed—are you familiar with the massive tax cuts that
were in the bills that they passed? Anyway, they were vetoed by
the President. We closed down the government because President
Clinton would not sign those massive tax cuts, and the green con-
tinued.

In 2001, are you aware that budgets were passed by the Repub-
lican Congress similar to the ones that were vetoed in 1995, only
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these were signed by President Bush? And you will see the red ink
flowing after that. Is that an accurate——

Chairman NUSSLE. Does the gentleman have a question for this
witness?

Mr. ScorT. Is that an accurate description of what happened?

Mr. HoLTZ-EAKIN. I can go back and look at the bills. I am not
intimately familiar—you were there.

Chairman NUSSLE. Is this a chart that is written by CBO or is
this written by whom?

Mr. ScotT. It is the CBO numbers. It is written by the Demo-
cratic staff, but that little uptick there is really assuming that we
reject the President’s initiatives, otherwise it will be going down off
the chart.

One other question. You had indicated to my colleague from
Texas about the Social Security. In 2017, we do have a problem.
My colleague from Virginia also indicated that a 20-year budget
would be important, because we have a severe crisis with Social Se-
curity running instead of huge surpluses. They start to run huge
deficits.

Wouldn’t one solution to this problem be just to repeal Social Se-
curity? Would that be legally permissible?

Mr. HoLTZ-EAKIN. The Congress could choose to alter any pro-
gram, and Social Security is one of them.

Mr. Scort. And if we are not ready to pay for it, that probably
would be what we would end up having to do, wouldn’t it? Unless
we get the budget straight now.

Thank you, Mr. Chairman.

Chairman NUSSLE. If there is nothing else to come before the
committee—does the gentlelady have a brief question?

Ms. DELAURO. Yes, I do. I have a brief question. Thank you. It
is a question that has to do with your opinion as a professional
economist, and that is we are talking about—my colleague from
Connecticut talked about productivity. It is all about economic
growth. It is about job creation. We talked about productivity.
There hasn’t been any real job creation, but the fact of growth, and
in the future that if—if your professional opinion, that if we con-
tinue to have tax cuts that are deficit-financed, in your view, will
that lead to higher growth in the United States?

Mr. HoLTZ-EAKIN. Other things equal—again, the important stip-
ulation—productivity growth comes either from technological inno-
vation or providing workers with more of those new technologies—
capital deepening. So we save, invest, provide capital to the future.

To the extent the fiscal policy in a noticeable fashion detracts
from our ability to save as a Nation and invest, that will affect pro-
ductivity growth.

Ms. DELAURO. Thank you.

Chairman NUSSLE. I thank the witness for your testimony. We
will certainly be in touch, I am sure, throughout the year on a
number of different items. We appreciate your work and your
staff’s work in preparing this report, and we look forward to work-
ing with you again this year.

Mr. HoLTZ-EAKIN. Thank you.

Chairman NUSSLE. If there is nothing more to come before the
committee, this committee stands in recess.
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[Whereupon, at 4:31 p.m., the committee was adjourned.]
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