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REASSESSING THE ECONOMIC OUTLOOK

WEDNESDAY, JUNE 27, 2001

U.S. SENATE,
COMMITTEE ON THE BUDGET,
Washington, DC.

The committee met, pursuant to notice, at 10:01 a.m., in room
SD-608, Dirksen Senate Office Building, Hon. Kent Conrad, chair-
man of the committee, presiding.

Present: Senators Conrad, Sarbanes, Wyden, Nelson, Stabenow,
Clinton, and Domenici.

Staff present: Mary Ann Naylor, Majority Staff Director; and G.
William Hoagland, Staff Director.

OPENING STATEMENT OF CHAIRMAN CONRAD

Chairman CONRAD. Why do we not bring this hearing to order.
First of all, I want to welcome our witnesses. Thank you. I think
we have a very distinguished panel this morning. We appreciate
very much your taking time to be with us on an important subject.
This is the first of two hearings this week to assess the current
state of the budget.

Today, we will look at how the economic outlook has changed
since CBO made its baseline projections in January, with an em-
phasis on how uncertain that outlook remains, particularly with re-
spect to the long-term trend in productivity.

Tomorrow, we will focus on the available surplus. We have now,
in looking back at CBO’s January baseline, we see that there were
some signs that the economy might be slowing after a period of
very rapid economic growth. Nevertheless, most economists at the
time believed that the longest economic expansion on record still
had plenty of room to run. The CBO baseline budget projected $5.6
trillion of surpluses between 2002 and 2011, based on a relatively
favorable short-term and long-term economic outlook.

In the short-run, CBO assumed the economy would experience a
mild slowdown in 2001 and a recovery in 2002. Growth in real
GDP, they indicated, would fall from an estimate 5.1 percent in
2000 to 2.4 percent in 2001, with a bounce back to 3.4 percent in
2002.

CBO’s long-term growth projection reflected an upward revision
in the estimated rate of potential productivity growth to about 2.7
percent a year over the 2002 to 2011 period. Taking into account
the moderation of growth in 2001, actual productivity growth was
estimated to be somewhat less, but a still robust 2.5 percent per
year. This projected rate of productivity growth was well above the
1.5 percent achieved in the 1974 to 1995 period, but a little less
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than the very strong growth we saw from 1996 to 2000. In large
measure, CBO accepted the view of many economists that trend
productivity had increased after 1995.

Subsequent developments: We will hear testimony today that the
economic situation, in the short run, is certainly looking somewhat
worse than CBO was projecting in January. Dr. Baily, you have an
interesting chart in your testimony that shows how the blue chip
forecast for 2001 has deteriorated over the course of the year. In
January, the blue chip—and do we have a chart that shows that?
In January, the blue chip consensus was 2.6 percent, when CBO
was estimating 2.4 percent, but the June blue chip forecast is now
down to 1.8 percent, as we can see on the chart.!

A short-term slowdown obviously hurts the surplus for a few
years, but if the economy bounces back quickly, the long-term im-
pact does not have to be that significant. What matters for the long
term is the economy’s sustainable growth rate. That is really one
of the things we want to focus on today, which is based on produc-
tivity and labor force growth, with productivity being the key un-
known and what we really want to focus on today.

Back in January, economists seem to be coming around to the
view that trend productivity had rebounded from two decades of
rather sluggish growth. Federal Reserve Chairman Greenspan tes-
tified before this committee that productivity was holding up re-
markably well, even as the economy showed signs of slowing, and
he was confident of the longer term outlook. I wonder what he
would have said if he knew that productivity growth was falling as
he was speaking and that productivity would fall in the first quar-
ter by 1.2 percent at an annual rate. We have a chart that shows
that as well.

Productivity Growth 1996-2001

Is 1st Quarter Decline Cyclical or a Lower Trend?
5%

4%

3%

2%

1%

0%

1%

2%

1996 1997 1998 1999 2000 2001

We saw very handsome gains in productivity in the late 1990’s,
but in the first quarter of 2001, that reversed, and we saw produc-
tivity actually fall 1.2 percent. All of us, I think, need to be warned
that quarter-by-quarter numbers are not all that critical, but this
may be an indicator that we are seeing a slowing in productivity
growth.

The implications for the budget. I think one of the most impor-
tant things that can come out of this hearing is a renewed respect
for the uncertainty—I want to put the frame on that—the uncer-
tainty of long-term economic and budget forecasts. This, after all,

1CHART NOT AVAILABLE AT PRESS TIME.
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is a 10-year forecast. The famous CBO fan chart that showed esti-
mates of uncertainty based on CBO’s past forecasting records
should have warned us that there was nothing certain about a pro-
jection of $5.6 trillion of surpluses over the next 10 years. Now, of
course, the baseline is smaller because we have enacted a tax cut,
and we have, as a result, updated the CBO fan chart——

Welcome.

Senator DOMENICI. Thank you. Oh, I am on the wrong side.
[Laughter.]

Chairman CONRAD. Welcome, Senator Domenici. We are glad you
are here.

Senator DOMENICI. Thank you very much, Mr. Chairman. I am
glad to be here.

Chairman CONRAD. We have put up the new fan chart that just
shows the uncertainty of the CBO forecast. And in the year 2006,
shows a variance of anywhere from a negative $250 billion to a
positive $1 trillion in that sixth year alone. The uncertainty in the
fan chart is based on CBO’s past forecasting record. This is their
own analysis of what has happened over this period.2

Now, today, we are going to have a chance to hear from a distin-
guished panel of witnesses, and we really do have I think an out-
standing group. We are going to limit opening statements to the
chairman, our former chairman, and myself, then we are going to
go to the witnesses. We are going to limit them to 7 minutes each,
ask them to include their full statements as part of the record.
Then we will go to a questioning round with each Senator having
7 minutes for a statement and questions, however they choose to
divide up the time.

With that, I just want to, again, acknowledge our witnesses, and
I will introduce them after our ranking member has a chance to
make whatever opening statement he would like to.

We will turn to Senator Domenici, my very able colleague, who
has served this committee, and the Senate, and the country in a
very distinguished way over a long period of time.

Senator Domenici.

Senator DOMENICI. Thank you, Mr. Chairman.

Senator Clinton, it is good to be with you. I was sorry I was late.
I had to be at two places at once and, frankly, you know what? I
should not have tried because the other event I could not stick
around long enough to do it, so I just spent my time walking back
and forth in order to not be too late here. So that is not a very typ-
ical senatorial set of events, but I might as well confess it.

I am glad to have these three distinguished witnesses. The way
I see it, they are going to make an effort to give us some short-
term evaluations on where things are. I want to, since I hear you
commented about Alan Greenspan’s thoughts regarding produc-
tivity, he just recently spoke last week, and he said when the 2.5
productivity growth estimate came out, a lot of people thought it
was overly conservative. What one may readily argue at this stage
is that it is less conservative than it was at the time that it was
done, but I do not see anything in the data, per se, at this par-

2CHART NOT AVAILABLE AT PRESS TIME.
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ticular point, which should lead one to make any major revisions
of the current surpluses.

So you said you would like to know what he said, and my staff
remembered that he just said it. So we thought we would—we even
knew you were going to ask that question. [Laughter.]

Senator DOMENICI. Anyhow:

Chairman CONRAD. I am glad you did.

Senator DOMENICI. I would just like to say to the chairman this
is his first morning presiding as chairman, and I wish him well.
I cannot say I wish him extreme longevity as chairman
[Laughter.]

Senator DOMENICI [continuing]. But he understands if that hap-
pens to be the fate of the Senate, we could surely do an awful lot
worse. You will do a good job as chairman, and I look forward, in
the foreseeable future, working with you. We might disagree on fis-
cal issues or tax issues, but I believe we do understand, with a
great deal of civility, and we do have good will between us, and
that counts for a lot around here.

Now, having said that, I think it is useful on the record here
quickly to remind the members of the committee and our witnesses
that this assessment that we are talking about here this morning
is already underway at the Congressional Budget Office, as re-
quired by the Budget Act, and that their estimates, and those of
the administration, will be up here on the Hill and publicly con-
sumed and available in July or early August.

So you all are going to be talking about some things. We are
going to see how close to what they say—they are a little more offi-
cial than you, but not necessarily more right than you. I hope you
know that. And nobody can deny that the economy has slowed
down in the first half. However, again, I think it is important to
point out that the budget we worked from assumed a dramatic
slowdown in the economy from 5 percent growth rate last year to
2.4 this year.

That is one of the assumptions that they made, which puts them
on the side of being pretty observant with reference to what was
happening. And even with that projected slowdown, and with the
enactment of the tax cut directed by our budget resolution, and
even with the technical updates in May, Mr. Chairman, you re-
ceived a letter from CBO last week that estimates a budget surplus
of $200 billion for the current fiscal year. And excluding the Social
Security and Medicare surplus and whatever we have already obli-
gated, there is still a surplus estimated to be over $16 billion this
year.

Now, nobody, even these distinguished economists, can predict
the course of the economy with precision, particularly at this time.
There is always uncertainties in any economic forecast, and surely
they would acknowledge that here today. I will not even ask the
question, I will just assume it.

So I think this is sort of a short-term review for us. It may be
helpful. Certainly, it will not be harmful. And in the short term,
there are some interesting complications for the forecasters, and I
would just put them forward. What will be the impact on the econ-
omy of the $70 billion in tax credits and checks that are going to
be issued in the next few months? Now, even if one says that can-
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not have a big macroeconomic impact, I wonder what it will do to
the consumer confidence issue, which has been turning up a little
more positive of late and moving in a positive direction.

How will the Fed’s 250-basis-point reduction in interest rates and
the possible future reductions affect the economy in the coming
months? And I note that the interest rates on 3-month T-bills are
nearly 100 basis points lower today than what we assumed when
we prepared the resolution, Mr. Chairman. As for me, I believe
both the monetary and fiscal policy stimuli put in place since the
CBO economic forecast last winter will have some positive effect.
How much? Clearly, I am not smart enough to know, but some I
am certain.

Clearly, there will be offsets to these economic stimuli, mostly on
the global front. We cannot do much about that. We try very hard,
but weakness in Europe, and Asia, and growing trade intervention-
type attitude such as the EU blocking a G.E.-Honeywell and a lot
of other big noises from trading partners, clearly, all of those would
indicate that things may not be as good as we would like.

Let me conclude on one last point. Much of today’s discussion I
assume will be about productivity. That is an interesting subject,
and I think we both worked on the assumption last year that Alan
Greenspan was correct, that we had a new economy and produc-
tivity was substantially more than it had ever been in the past.
The chairman of the Fed has repeated twice that he still believes
that kind of set of differences do apply in this economy and that
it will come back and the new economy will bring productivity back
strong.

It is a volatile statistic that we are talking about. During the last
period of rapid productivity growth, that is, from 1948 through
1993, productivity growth averaged 2.9, but was often negative. It
was 2.9 average, but it was often negative, if we knew what we
were doing. I am wondering whether we know how to measure pro-
ductivity. But let us say, to the extent that we are all doing it, we
kind of think we know.

So I look forward to the testimony this morning, Mr. Chairman,
and I look forward to tomorrow’s, and I hope I can be with you for
the whole session tomorrow also.

Thank you very much.

Chairman CONRAD. Thank you very much, Senator Domenici. As
always, you have observations that are useful to all of us, and we
appreciate very much your participation.

We really have two things going on here: One is we know there
is some slowdown in the economy. It appears now, what the con-
sensus forecast, the economic growth is below that what was pro-
jected early by the Congressional Budget Office, and then we have
this longer term question, the question of productivity growth.

One of the reasons we thought it was important to have this
hearing is there was a very thought-provoking article in The Econ-
omist, in the May 12th edition, suggesting that the productivity
growth that undergirds the long-term forecast may be overly opti-
mistic. Certainly, it is a much higher rate of productivity growth
that is in the forecast, and we saw in the 20 years from 1974 to
1995, but it is lower than the productivity growth we saw in more
recent years.
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One of the questions that we really need to probe today is what
can we expect, reasonably expect, in terms of productivity growth
over the next decade? Because it has enormous implications for the
Federal budget. About every one-tenth of 1-percent change, one-
tenth of 1-percent change in productivity growth, alters our pro-
jected budget surplus by over $200 billion. So this has enormous
implications for the budget going forward, and that is the reason
we thought it would be useful to have this hearing today.

We have a very distinguished group of witnesses, starting with
Dr. Baily, who is with the Institute for International Economics in
Washington. He is the former chairman of the Council of Economic
Advisers under President Clinton; Dr. Bill Dudley, who is with us,
as well, who is director of the U.S. Economic Research Group at
Goldman Sachs and was named the managing director there in
1996. He is responsible for the economic and interest rate forecasts
for the United States; and Mr. Wesbury, Brian Wesbury, who is
vice president and chief economist of Griffin, Kubik, Stephens &
Thompson.

We welcome you all. This is a distinguished panel of witnesses,
and we will start with Dr. Baily. We would ask if you would sum-
marize your testimony in about 7 minutes, and then we will go to
the other witnesses and then have time for questions.

STATEMENT OF MARTIN N. BAILY, SENIOR FELLOW,
INSTITUTE FOR INTERNATIONAL ECONOMICS

Mr. BaiLy. Thank you. Thank you, Mr. Chairman, Senator
Domenici and members of the committee. It is a great privilege for
me to have the opportunity to testify here.

You know, Harry Truman said he did not like two-handed econo-
mists—on the one hand, on the other hand—but I am going to be
one, I am afraid, because I think the theme of my own testimony
is that there is a tremendous amount of uncertainty, and I am
echoing, Mr. Chairman, what you said earlier.

I am basically pretty optimistic about the U.S. economy. I think
it is going to recover either toward the end of this year or in early
next year from its cyclical problems. And I am also pretty opti-
mistic about productivity growth going forward, thinking that it
will probably be in the 2- to 2.5-percent range, which is a bit below
what we had in the last 5 years, but substantially better than what
we had over the 20-year period.

But at the same time—and in the Economic Report of the Presi-
dent that we issued in January 2001, we did talk about a new
economy—but at the same time, there is a tremendous amount of
uncertainty around that. And with the benefit of hindsight, I wish
perhaps in the report we might have been a bit more forceful in
saying that the term “new economy” really carries no guarantee of
a continuation of economic growth at the same pace in the years
to come that we had, and we tried to make that clear, but I am
perhaps a little concerned that the term “new economy,” that not
only I use, but obviously a lot of other people, conveyed a little bit
more certainty than actually exists and certainly more certainty
that was maybe justified by the evidence or our intention.

And I note that Chairman Alan Greenspan, while he has indeed
commented on the strength of productivity and been a supporter of
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the new economy, he has also, I think, in his statements, talked
about the uncertainty and made the same point that we do not
know how long this rapid rate of productivity growth will go on.

So why is there so much uncertainty? In my testimony—and I
would ask that my written testimony be introduced into the record,
if that is permissible—there was a sort of view of the economy that
came up I think during the days of Kennedy and Johnson, a men-
tor of mine, Arthur Okun, developed this notion of potential output.
And that said we had a fairly predictable view of what the long-
term growth of GDP was going to be, and underneath that, of
course, was a view of productivity growth and labor force growth,
and some fairly stable view of what kind of unemployment rate the
economy could operate at.

And that meant that 10-year budget forecast, you know, maybe
things were going to be less than you expected this year, but you
would bounce back and maybe be a bit better than expected next
year, and you would sort of bounce around this fairly stable trend
of potential output growth.

I think, unfortunately, we have learned over the last 25 years or
so that it “ain’t” that simple, and there is much more uncertainty
in trying to predict that potential growth than we had ever
thought. We had this problem in the early 1970’s. The forecasters
at the time, careful forecasters, kept thinking we were going to go
back to the period of rapid productivity growth, rapid potential
GDP growth, and we kept missing the mark. And so there was a
lot of overoptimism about growth in the 1970’s.

There was also overoptimism in the 1980’s. I think there were
some, perhaps, views that the supply side effect of tax cuts were
going to be larger than those that actually materialized, and so
again we got some overoptimistic views of growth, and we ended
up with large deficits in the 1980’s.

So I think we have learned that the errors can go either way, but
there is really no such thing as a stable growth of potential output
that we can count on. That means, I think, from the point of view
of this committee and from Congress, generally, that you have to
plan the budget sort of around that uncertainty, recognizing the ex-
istence of that uncertainty, and making sure that the plans that
you make are going to be consistent with either strong growth or,
perhaps, somewhat weaker growth.

In my testimony, then, I talk about a sort of good news scenario.
As I said, I am basically an optimist. I think we will bounce back,
and I think we will get solid productivity growth, but perhaps the
bad news about the good news scenario is that it is pretty much
built into the existing CBO estimates, and you mentioned this al-
ready; that they had built in a 2.7-percent potential growth rate or
a 2.5-percent actual growth rate of productivity and a cor-
responding pretty strong growth of GDP. Now, that led them to a
$3.1-trillion estimate of the on-budget surplus over the 10-year pe-
riod. Now, given that we have passed a tax cut, so that baseline
would come down to something like $1.7 trillion.

Now, what I mention in my testimony is supposing, and I think
I am going to echo something you said earlier, Mr. Chairman, that
if we even drop to 2-percent productivity growth, which would still
be pretty good, it would still be a lot better than we had for 20
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years, that would take the estimate of the surplus down by about
a trillion dollars. So just a few tenths, just a half a percentage
point lower productivity growth would end us up with really much
lower surplus.

Now, the other thing that I talk about is, if things, if we don’t
get the good news scenario, if, in fact, productivity growth does
slow, perhaps slows a little bit more than 2 percent, there are a
lot of things that potentially could come unraveled as a result of
that; that the low unemployment, the low inflation, the strong dol-
lar, the strong stock market, all of those things, in some sense,
have been the result of this very strong productivity growth per-
formance. So, if that starts to weaken, a lot of those things could
come unraveled. We could get some return to the stagflation period
that we had in the 1970’s, when productivity growth slowed down.

Again, I am more optimistic than that, but I do not think we can
rule this possibility out at all. After all, we had 1.5-percent growth
for about 20 years. I certainly do not think we can rule out a re-
turn to that. And if that is the case, the whole budget situation
changes dramatically.

CBO, in their January forecast, pointed out that a pessimistic
scenario, which meant in their case a return to 1.5-percent produc-
tivity growth and some somewhat more conservative views of the
revenue collection would take the $3.1-trillion on-budget surplus
down to a deficit of over $500 billion. Now, given that we have had
a tax cut, we would get something, $1.8/$1.9-trillion deficit under
that more pessimistic scenario.

So, to wind up, and I realize that I am out of time here, in some
previous testimony that I gave to the House, I outlined my view fa-
voring fiscal discipline over large tax cuts. I think there are a num-
ber of reasons that I give that we should look ahead to the prob-
lems of the Social Security and Medicare system and the need that
they will have to deal with the baby boom generation. I mention
the fact that having a large tax cut at a time when we are running
a current account deficit of about 4.5-percent of GDP seems to me
a move in the wrong direction. We need to increase national sav-
ing, not to decrease national saving.

And, after all, the new economy that developed, developed in an
environment of fiscal discipline. So, you know, if it worked, let us
kind of keep that fiscal discipline going.

And, finally, I think some of the surplus projections may not be
realistic on the spending side, and I know both parties want to
keep spending under control, but I think there is a question of
whether the spending projections really are realistic, given the
need, on the defense side, and for health care, and education, and
environmental investments.

So, again, this testimony focuses on the economic uncertainty
that you drew attention to. I am basically an optimist, but I don’t
think we can necessarily plan our budget just on the basis of that
optimism. We have to think of both sides and both possibilities.

[The prepared statement of Mr. Baily follows:]
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Summary

U.S. economic performance was extraordinary in the 1990s, particularly after 1995. Real
GDP grew at 3.6 percent in 1996 and over 4 percent in each year from 1997 to 2000,
Growth actually exceeded 6 percent from the middle of 1999 to the middle of 2000.
Unemployment reached the 4 percent level and inflation remained restrained, aside from
the impact of rising energy prices. A key reason for this strong performance was a shift
to faster productivity growth after 1995.

Unfortunately, this recent strong period provides no guarantee of a continuation of
economic growth at the same pace in the years to come. On page 28, the January 2001
Economic Report of the President states:

The fact of a shift in the trend of structural productivity growth does not
tell us how permanent that shift will turn out to be.....We could be
observing not a long-term shift to a faster productivity growth rate but
simply a shift to a higher level of productivity, with faster growth for a
while followed by a return to the pre-1995 trend.

Over the past 25 years our ability to predict the growth of GDP and to predict the long-
term fiscal position of the economy has been poor. An important reason for this is the
uncertainty in the productivity trend. Good news about trend productivity not only adds
to GDP growth directly, it also generates a virtuous cycle of good news about inflation,
unemployment, budget surpluses, interest rates, the stock market, and investment. Once
the ball gets rolling it gathers speed. On the down side, the pattern works in reverse. A
return to slower productivity would unleash a cycle of problems that could end up
eliminating the projected budget surpluses. Slower productivity growth would worsen
inflation and weaken the dollar. It would lower real wage growth and trigger a worsening
of the wage price spiral. And of course there would be less GDP and less tax revenue.

CBO, in its January Budget and Economic Outlook, forecast an on-budget surplus of $3.1
trillion for 2002-2011. Since then a $1.35 trillion dollar tax cut has passed, bringing this
projected surplus down to $1.75 trillion. If productivity growth were to be 2.0 percent a

year, going forward—slower than CBO’s forecast, but still a pretty strong performance--
this would reduce the surplus by about $1 trillion, to around $750 billion.

CBO considers a pessimistic scenario with 1.5 percent productivity growth and lower
revenue collection (Table 5-3). In this case the 33.1 trillion on-budget surplus is
transformed into a deficit of 85235 billion—a $1.88 trillion deficit counting the tax cut.

I remain optimistic about the economy and believe it reasonable to expect productivity
growth of 2 to 2% percent per year once renewed expansion is underway. But the current
risks in the budget forecast are mostly on the downside and sound budget planning should
recognize these downside risks and should not use up surpluses we do not know we have
and that may never materialize. Maintaining fiscal discipline is a top priority.
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Getting Perspective on the New Economy

In the Economic Report of the President published in January of this year, we described
the extraordinary economy of the 1990s, and particularly the spectacular performance
since 1995. Real GDP grew at 3.6 percent in 1996 and over 4 percent in each year from
1997 t