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THE ECONOMIC OUTLOOK AT MIDYEAR

TUESDAY, JULY 23, 1991

CoNGRESS OF THE UNITED STATES,
Jomnt Economic CoOMMITTEE,
Washington, DC.

The Committee met, pursuant to notice, at 10:00 am., in room
SD-628, Dirksen Senate Office Building, Honorable Paul S. Sarbanes
(chairman of the Committee) presiding.

Present: Senators Sarbanes, Kennedy, and Smith; and Representatives
Hamilton, Solarz, Mfume, and Armey.

Also present: Stephen Quick, Exccutive Director; William Buechner;
Chad Stone; Doug Koopman; Susan Lepper; and Rick McGahey; profes-
sional staff members. -

OPENING STATEMENT OF SENATOR SARBANES,
CHAIRMAN

SENATOR SARBANES. The Committee will come to order.

This moming, the Joint Economic Committee begins its review of the
economic and budget outlook at midyear. For much of the past year, the
cconomy has been experiencing a significant recession. While there are
now some signs of recovery, both the strength and the permanence of the
recovery remain very much in doubt. It is for these, and other questions,
that we are very pleased to have as our witnesses this moming the
Chairman of thc President’s Council of Economic Advisers, Michael
Boskin—Michacl, nice to have you here—and his colleague on the
Council, Dr. John Taylor.

I think there is a vacancy on the Council at the moment; is that
correct?

Dr. Boskin. That is correct.

SENATOR SARBANES. When is it going to be filled?

Dr. BoskiN. Someone will be arriving to undertake some of the duties
of Dr. Schmalensee in the first week of August. That nomination will be
coming up in the Senate sometime in the next few weeks.

SENATOR SARBANES. Do we know who it is going to be?

Dr. Boskin. Yes, Dr. David Bradford.

(B
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SENATOR SARBANES. Today’s hearing will focus on two issues: the
severity of the recession and the prospects for recovery.

In the Mid-Session Review of the Budget, the Administration
characterized this recession as "short and shallow,"” a term which might
suggest that the recession is not a very serious matter and that the
problems of those who have been hurt by it do not need to be addressed.

I am very frank to say to you that I have rebelled against the
Administration’s use of this phrase, "short and shallow,"” which you have
applied to the recession, from the very outset. I think it seriously
misrepresents the severity of this recession and hampers our ability to
develop responsible and compassionate policies for dealing with the
human and social consequences, which the recession has brought to
families and communities all across the country.

We have a chart that compares this recession with the average of
previous recessions (see chart on following page). This is the Nonfarm
Payroll Employment, the percent change from the peak. It shows that this
recession has roughly tracked the average of the five previous recessions.
I have a great deal of difficulty, given this chart, in understanding the
Administration’s insistence on characterizing it as short and shallow, and
I hope you will address that.

I gather that part of the case for claiming it is short and shallow rests
on the fact that the unemployment rate has not risen above 7 percent.
Three features of the current recession, however, make the unemployment
rate—in my judgement—a poor indicator of economic hardship and a
very poor guide for the need for policies to address this hardship.

First, the labor force has grown only half as much as normal during
this recession, in terms of the predictions, and that has artificially
depressed the unemployment rate. Apparently, a lot of people have not
come into the labor force because job prospects have been so poor.
Earlier this month, Commissioner Norwood of the Bureau of Labor
Statistics testified that the unemployment rate, if we had normal labor
force growth during the past year, would be at 7.5 percent.

Second, the decline in the number of jobs during this recession has
been just as severe- as in the average of previous post-war recessions.
Since last July, payroll employment has fallen by almost 1.5 million,
which is in line with the' post-war average. That is what is indicated by
this chart in terms of the drop in payroll employment.

Third, there is a lot of hardship that doesn’t show up in the official
unemployment rate. A broader measure of unemployment, which includes
discouraged workers—people who have become so discouraged about
their job prospects that they have given up looking—and people who are
working part-time because they can’t find full-time jobs, reached 10
percent in the second quarter of 1991-—10 percent. That is a comparison
of what we call the official rate versus the comprehensive rate. I think,
under current circumstances, the comprehensive rate may be a better
indicator of the kind of suffering that exists out there.
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All of these figures point to the reality that the current recession is
taking a heavy toll on the jobs and incomes of American workers. Yet,
despite this hardship, the programs we have designed to help provide
support in hard times simply are not doing their jobs.

More than 2.3 million workers have exhausted their regular unemploy-
ment benefits over the past 12 months without finding a new job, and
another 1.4 million are within a fcw weeks of running out of benefits. In
past recessions, thc number of long-term unemployed has continued to
rise for several months after the official trough of the recession. If this
paticmn holds—and there is every reason to assume it will—then the
number of long-term unemployed will continue to rise in the months
ahead, even if the economy has tumed the comer from recession to
recovery.

If you disagree with that, T would be very much interested if you
would expound on it in your testimony. Previous experience has shown
that even after you tum the comer on the recession—and it is not yet
clear that we are there, although some will arguc that we are, and I
assume you will probably arguc as much this moming. First of all, you
are going to say it is short and shallow; and, second, we are coming out
of it, I assumc.

But look what happened. In this chart, the red lines mark the trough
of the recessions. Even after we start to come out of the recession, the
long-term unemployed continues to go up, which means you continue to
face this unemployment problem and particularly in the unemployment
insurance program, which is the last point I want 10 tum to.

Our safety-net programs have failed to do their jobs in this recession.
Because of outdated formulas, few states have triggered on for the
payment of extended benefits for the long-term unemployed. Recently,
several states that had been receiving extended benefits have been
removed from the program, despite unemployment rates well above 8
percent. :

The Senate Finance Committee is now developing a proposal to
address this problem by providing additional extended benefits to those
who have exhausted their regular unemployment benefits, an effort which
I very strongly support.

Let me just show you this chart (see chart on following page). This is
"Persons Receiving Extended UI Benefits," which is on top of the 26
weeks—the standard program. Of coursc, the recession now has run more
than 26 weeks, well above 26 weeks. Anyone who lost their job at the
beginning of the recession, or ¢ven some months into it, who was
drawing unemployment insurance on a rcgular program, would now have
exhausted it; would no longer have unemployment benefits; and would be
searching for a job in a job market that actually has gotten worse than
when they lost their job, since the 7 percent unemployment rate that was
reported last month was the highest during this recession. It has gone
from 5.3 to 7 percent, and the 7 percent is the worst we have experienced
in four years time.
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As you can see from the chart, hardly anyone is getting unemployment
insurance benefits in this recession. Concem for fixing the unemployment
compensation system is heightened by the possibility that any recovery
will be weaker than average, leaving persisting 1abor-market problems for
a long time in the future.

A number of economists hold the view that the recovery from this
recession will be anemic by historic standards and some have commented
that it will be hard to distinguish the recovery from the recession. The
Administration forecast, which was released last week, is somewhat more
optimistic but still projects less than usual economic growth for the rest
of this year and next.

This is the final chart I want to show, Chairman Boskin, and I really
hope at some point that you will address this (see chart on following
page). Employers pay money into an Extended Benefit Trust Fund to pay
extended benefits for unemployment insurance. Now, on October 1 of last
year, that fund had $7.2 billion in it. It is building up a surplus this year
right in the course of a recession. Unemployment has gone up. Workers
are exhausting their benefits. Yet, the Trust Fund to pay extended benefits
continues to accumulate a surplus. Now, I can’t think of any rationale that
justifies that procedure. You build up the surplus ostensibly in good times
to use it in bad times to provide a safety net for workers who have lost
their jobs and for their families, and to provide some countercyclical
stimulus for the economy.

Of course, we are not doing any of that in this instance, and this
uncmployment trust fund will add better than a billion dollars to its
surplus in the course of a recession year. It has been my very strongly
held view that this is a problem that we need to address and need to
address promptly, and we would be interested in hearing your comment
about that.

With that, I will tum to Congressman Armey, the ranking member of
the Committee, and then we will go to Senator Kennedy, Senator Smith,
and Congressman Hamilton.

REPRESENTATIVE ARMEY. Thank you, Chairman Sarbanes.

I do have a prepared statement that I'd like to put in the record and
then, at this point, I'd like to welcome Dr. Boskin and Dr. Taylor.

Dr. Taylor, I understand you're going to retreat to the Ivory Tower—a
safe and more secure world, I'm sure.

Dr. Tayior. That’s right, Congressman Amney. I've been on leave
from Stanford University, where I'll be returning in a couple of weeks.

REPRESENTATIVE ARMEY. I wish you godspeed.

I know it is a much more pleasant environment, but let me again
remind you that politics is much more nasty in the university than you'll
find in Washington.

Dr. TayLOR. I can attest to that.



Extended Benefit Trust Fund Balance*

In Millions of Dollars

$10,000

$9,000

$8,000

$7,000

$6,000

$5,000

$4,000

$3,000

$2,000

$1,000

$0-

1980 1982 1984 1986 1988 1990 1992
Fiscal Years

* Excludes transfers to loan account.




7

REPRESENTATIVE ARMEY, Woodrow Wilson said that the politics in a

university arc so nasty because so little is at stake. I will let it g0 at that.
Thank you.

[The prepared statement of Representative Armey follows:]
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WRITTEN OPENING STATEMENT OF REPRESENTATIVE ARMEY

Mr. Chairman, I am pleased to welcome Dr. Michael Boskin and Dr. John Taylor
of the President’s Council of Economic advisors to testify before the Joint Economic
Committee. It is good to see both of you again.

1 especially want to take notice that this is Dr. Taylor’s last appearance before the
committee, at least in his present capacity. I understand that he is going back to the
security of the "ivory tower” at Stanford University. Dr. Tayler, I wish you the best
of luck.

As someone trained as & microeconomist and who taiight ecoriomics, I am
skeptical of macroeconomic questions and predictions. They oftén seem little more
than shots in the dark. I admit that it would be nice to have an accurate picture of the
future state of the economy. It seems to me that it is better to focus our energy on the
microeconomic question of how real people respond to real incentives. However, I am
certainly willing to lerm the magic of macroeconomic forecasting.

It appears that economic recovery has returned, in—in my view—of Congress’
best efforts to extend the recession by higher taxes and increased government
regulation. Tax increases do not encourage economic growth; on the contrary, most
taxes discourage savings, investment and work. Higher taxes do not automatically
translate into higher revenues. Rather, they often have the opposite effect of reducing
revenues because they discourage productive economic activity. I believe the length
of the recent recession was extended by new disincentives passed in last year’s budget
Reconciliation Act.

A tax cut now would be good economic policy. I support a lower capital gains tax
rate and a reduction in social security payroll taxes. Unfortunately, our current revenue
estimating process prevents pro-growth tax cuts from being analyzed under dynamic
models. I would appreciate comments from the witnesses on the way Congress and
the Administration score tax proposals. For example, the luxury acted last
Fall—especially the boat tax-—have obvious and severe negative economic conse-
quences. I have recently seen compelling evidence that their repeal would not only
benefit workers and tax-affected industries, but would actually end up gaining revenue
for the Treasury.

I am also interested in the Council’s view of monetary policy. I understand that
the Administration believes that the inflation monster has been tamed, if not slayed,
and that there is some disagreement between the Administration and the Fed on
monetary policy. I would like to hear more on this dispute from Dr. Boskin.

Again, I want to extend a warm welcome to Drs. Boskin and Taylor.
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SENATOR SARBANES. Senator Kennedy, pleasc proceed.
OPENING STATEMENT OF SENATOR KENNEDY

SenaTor KENNEDY. Thank you very much, Mr. Chairman.

This is a very important hearing on a subject of vital concem to
citizens across the country, especially those in states like Massachusetts
that have been the hardest hit by this recession.

Although we keep hearing from the economists that the recession is
over, I can tell you that it doesn’t look that way when you get out of
Washington and start talking to working men and women and the owners
of businesses who are hurting.

For the past months, I've been going to different parts of Massachu-
setts, chairing a scries of hearings on the recession and its impact on the
work force. And at those hearings, I've heard eloquent and somber
testimony from working families, business and labor leaders, and policy
and economic experts. And not one of them has testified that they see an
end to this recession. Most of them see things getting worse, with little
or no relief in sight.

So, I'm glad to have the opportunity to hear from Dr. Boskin and Dr.
Taylor on their view of the economy.

The policymakers in this Administration should hear firsthand about
what people are going through. Perhaps, then they would not be so
complacent.

Lou Marani is the President of Vanessa Manufacturing in New
Bedford, which makes women's jackets. In recent years, he has done
everything that a small business should. He has sought out new, high-
value business niches; he has invested in new technology and, in
cooperation with his workers and their unions, instituted training
programs.

Mr. Marani testified that, because of the credit crunch that is choking
small businesses throughout New England, he cannot obtain financing for
his firm. He was planning to take a second mortgage on his home and
invest those funds in his business. If his firm goes out of business, people
will lose their jobs and the local economy loses the payroll. You can’t tell
Lou Marani that the recession is over.

Other businesses are suffering t00, In New Bedford, Freestone’s
Restaurant has been operating successfully for 20 years. They are an
anchor in the town’s historic district, and they’'ve always paid their bills
and been successful—never missed a bank payment in 20 years. Now,
they cannot find credit no matter how hard they try. This is a business
that has a stellar record of operation. They cannot get credit. Don’t tell
the owners of Freestone's that the recession is over. _

Dr. Paul Harrington of Northeastern University in Boston presented a
report showing that Massachuseits has lost 9 percent of its jobs in two
years, the worst losses suffered by the state since the Great Depression.
Dr. Harrington sees no tumaround in sight.
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Another economist testified that unemployment in Massachusetts could
hit 11 percent this year. These experts don’t think the recession is over.

And finally they should hear the eloquent testimony of working men
and women who have lost their jobs and see no real hope on the horizon.
They are proud men and women who have worked all their lives at blue
collar or white collar jobs. Now, they cannot find work and fear that they
will not be able to provide for their children and their families.

There are people like Dick and Joan O’Neil, a family from Lawrence
with eight children. Dick O’Neil was laid off from a computer firm. They
lost their home; they lost their health insurance; they were homeless for
five weeks. They were placing their children in different homes for a
period of five weeks. They are constantly looking for new jobs but
nothing is available.

There are families like Ed and Carol Rlley from Swansea. Ed Riley
was employed for 18 years at a sailboat building firn, working his way.
from an entry-level job to a quality-control position. His unemployment
benefits have expired; they have no health insurance and they’re in danger
of losing their home. And their little girl told her mother that she no
longer prayed to God because her father cannot find a job.

There are people like Octavio Mattas, a Portuguese immigrant from
Angola, who couldn’t speak English when he first came to Fall River.
He’s now a citizen who testified in his new land about the trouble he now
faces. His unemployment insurance is running out. He fears that he will
lose his home. He told me, "My American dream is tuming into a
nightmare."

And they include Craig Harbour, who was called to active duty for
Operation Desert Storm, and has now retumed and is unable to find work.
Mr. Harbour is a stellar employee, who has a long history of working in
the medical supply industry, making $55,000 a year.

He was called up in Desert Storm. Now, his family has exhausted their
savings. He’s constantly looking for work and can’t find it. He testified
that he didn’t have it as hard in Saudi Arabia as he now has it here in the
United States.

These people are not isolated-examples. The hearing record that has
been compiled is full of such stories. And at every hearing, other people
come and ask to be heard.

So, I look forward to the testimony of Dr Boskin and Dr. Taylor. 1
want to know, and the people of the Nation want to know, when will this
economy improve? Can we do more to help turn the economy around and
assist the innocent victims of this recession?

I'm particularly concemed about the credit crunch that continues to
strangle our small businesses, the failure of the Federal Reserve to follow
adequate antirecessionary policies that can lead to a sustained expansion.

And T continue to be concemed that after one full year into this
recession we have not provided decent help to the unemployed. The
national unemployment rate is at its highest level in five years. Some
states are approaching double-digit unemployment. The Federal Govemn-
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ment, as the Chairman has pointed out, accumulated billions of dollars of
surplus in the Unemployment Trust Fund. Yct, workers in Massachusetts
and other states are seeing their benefits cut off.

Our national policy on unemployment benefits makes no sense.
Congress is entitled to know whether the Administration supports
extending unemployment benefits to deserving workers and their families,
both as a matter of simple justice and as a way of getting more spending
power back into the economy.

This has never been a partisan issue. Those extended and supplemental
benefits were made available by President Kennedy, President Nixon,
President Ford, and President Reagan. What does this Administration
know that the other Republican and Democratic Presidents didn’t know?

We have had such programs during previous rccessions, and it’s
irresponsible not to enact such a program now.

I look forward to the testimony from our witnesses. I hope that the
Congress and thc Administration will work more closely together to ease
the burden of thc recession.

[The written opening statement of Senator Kennedy follows:]
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WRITTEN OPENING STATEMENT OF SENATOR KENNEDY

This is an important hearing, on a subject of vital concern to citizens across the
country, especially those in states like Massachusetts that have been the hardest hit
by this recession. For although we keep hearing from the economists that the
recession is over, I can tell you that it doesn’t look that way when you get out of
Washington and talk to working men and women and the owners of businesses who
are hurting.

For the past month, I have been going to different parts of Massachusetts, chairing
a series of hearings on the recession and its impact on the work force.

At those hearings, I have heard eloquent and somber testimony from working
families, business and labor leaders, and policy and economic experts. And not one
of them has testified that they see an end to this recession. Most of them see things
getting worse, with little or no relief in sight.

So, I am glad to have this opportunity to hear from Dr. Boskin and Dr. Taylor on
their view of the economy. The policymakers in this Administration should hear
first-hand about what people are going through. Perhaps then they would not be so
complacent.

Lou Marani is the President of Vanessa Manufacturing, in New Bedford, which
makes women'’s jackets. In recent years, he has done everything that a small business
should. He has sought out new, higher-value business niches. He has invested in new
technology. And, in cooperation with his workers and their unions, he has instituted
training programs.

Mr. Marani testified that, because of the credit crunch that is choking small
businesses throughout New England, he cannot obtain financing for his firm. He was
planning to take a second mortgage on his home, and invest those funds in his
business. If his firm goes out of business, people lose their jobs, and the local
economy loses the payroll. You can’t tell Lou Marani that the recession is over. .

Dr. Paul Harrington, of Northeastern University in Boston, presented a report
showing that Massachusetts has lost 9 percent of its jobs in two years, the worst
losses suffered by the state since the Great Depression.

Dr. Harrington sees no tumaround in sight. Another economist testified that
unemployment in Massachusetts could hit 11 percent this year. These experts don’t
think the recession is over. :

And finally, they should hear the eloquent testimony of working men and women
who have lost their jobs, and see no real hope on the horizon. These are proud men
and women who have worked all their lives, in blue collar or white collar jobs. Now
they cannot find work, and they fear that they will not be able to provide for their
children and their families.

They are people like Dick and Joan O’Neill, a family from Lawrence with eight
children. Dick O’Neill was laid off from a computer firm. They lost their home. They
lost their health insurance. They were homeless for five weeks. They constantly look
for new jobs, but nothing is available.

They are families like Ed and Carol Riley from Swansea. Ed Riley was employed
for 18 years in sailboat-building firms, working his way from an entry-level job to a
quality control position. His unemployment benefits have expired. They have no
health insurance. They are in danger losing their home. And their little girl told her
mother that she no longer prays to God, because her father cannot find a job.

They are people like Octavio Mattas, a Portuguese immigrant from Angola, who
could not speak English when he first came to Fall River. He is now a citizen, who
testified in his new language about the troubles he now faces. His unemployment
insurance is running out. He fears that he will lose his home. He told me "My
American dream is turning into a nightmare."
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Arnd they include Craig Harbour, who was called 10 active duty for Operation Desert
Storm, and has now returned and is unable 1o find work. Mr. Harbour is a skilled
employee with a long history of working in the medical supply industry. His family
has exhausted their savings. He constantly looks for work, but camnot find it. He
testified that he did not have it as hard in Saudi Arabia as he now has it here in the
United States.

These people are not isolated examples. The hearing record that has been compiled
is full of such stories. And at every hearing, other people and business owners come
and ask to be heard.

So, I look forward to the testimony of Dr. Boskin and Dr, Taylor. I want to know,
and the people of the Nation want to know, when will this economy improve? Can’t
we do more to help tum the cconomy around, and-assist the innocent victims of this
recession?

I am particularly concerned about the credit cunch that continues to strangle our
small businesses, and the failure of the Federal Reserve to follow adequate
antirecessionary policies that can Icad to a sustained expansion.

And I continue to be concerned that, one full year into this recession, we have not
provided decent help to the unemployed. The national unemployment rate is at its
highest level in five years. Some states are approaching double digit unemployment.

The Federal government is accumulating billions of dollars in surplus in the
uncmployment trust fund. Yet workers in Massachusetts and other states are seeing
their benefits cut off. Our national policy on unemployment benefits makes no sense.

Congress is entitled to know whether the Administration supports extending
unemployment benefits to deserving workers and their families, both as a matter of
simple justice, and as a way to get more spending power back into the economy.

We have had such programs during previous recessions, under both Republican
and Democratic Presidents, and it is irresponsible not to enact such a program now.

T lock forward to the testimony from our witnesses, and I hope that Congress and
the Administration work more closely together 1o ease the burden of this recession.
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SENATOR SARBANES. Thank you very much, Senator Kennedy.
Senator Smith, please proceed.

OPENING STATEMENT OF SENATOR SMITH

SeENaTOR SMmiTH. I'd like to welcome and once again look forward to
hearing the testimony. And, I think, I'll just briefly pick up on what
Senator Kennedy said in his opening remarks.

We've been through recessions before, the dips and curves, if you will,
of recessions, but it’s the worst that I've ever seen in the New England
area. And I think that there are two factors that make it worse—as I see
it—than it otherwise would be.

One is the total lack of confidence in banks and banking due to the
bank failures in New England. And the second is the whole savings and
loan issue, with the tremendous portfolios within the state that are being
piled up in the RTC, and with, what I perceive, has been very little effort
to get rid of it, at least not from the focus I'm getting.

So, I would hope that you might, in your testimony, respond to that.
There are two of us on the panel from New England and if you might
respond specifically to New England.

In any case I look forward to your testimony.

Thank you.

SENATOR SARBANES. Thank you very much, Senator.

Congressman Hamilton.

REPRESENTATIVE HAMILTON. Thank you very much, Mr. Chairman.

I just want to say a word of welcome to Chairman Boskin and thank
Dr. Taylor for his service to the Council and to the Nation and wish him
well as he retums to Stanford.

DRr. TAYLOR. Thank you very much.

REPRESENTATIVE HAMILTON. Usually, you have three members on the
panel, Chairman Boskin. Are you going to be all by yourself when Dr.
Taylor leaves? ‘

Dr. BoskiN. No. There will be people coming on board. The nomina-
tions will be sent up within a couple of weeks.

REPRESENTATIVE HAMILTON. We look forward to your testimony.

Thank you.

SENATOR SARBANES. Thank you very much.

Chairman Boskin, we are happy to year from you.

Dr. Boskv. Thank you. )

I'd appreciate it if the full written remarks could be placed in the
record. I'll summarize and then ask Dr. Taylor to say a word or two. And
then of course we’ll be prepared and happy to answer any questions.

SENATOR SARBANES. The full statement will be included in the record.
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STATEMENT OF MICHAEL J. BOSKIN, CHAIRMAN
PRESIDENT’S COUNCIL OF ECONOMIC ADVISERS

Dr. Boskin. As always, Chairman Sarbanes, I am pleased to have the
opportunity to appear before the Joint Economic Committee to discuss the
Administration’s economic outlook with you and your colleagues.

There have been a number of changes in the U.S. economy since I
appearcd before the Committee in February, but they have occurred
largely as had been anticipated.

In February, I repeated 1o the Joint Economic Committcc what I've
been saying for some time, a phrase that I know you may not care for:
the Administration expected the recession to be relatively brief and
relatively mild.

I should say that the term relatively was not at all meant to be
disrespectful to the parts of the country that were harder hit or to the
people who have become unemployed. It was meant purely as a
comparison to previous post-war recessions, a point you raised and one
that I'll retumn to.

We expected real GNP to decline in late 1990 and early 1991, to level
off in the Spring, and then to improve in the second half of this year. In
February, I spoke of various preconditions for ¢conomic rccovery. Many
of those preconditions did indeed fall into place: oil prices retumed to
where they were prior to Irag’s invasion of Kuwait; consumer and
business confidence have increased since the beginning of the year; and
interest rates have declined.

The evidence continues to mount that the recession appears to have
ended in the second quarter: housing starts and building permits have
increased and industrial production, real incomes, and total production
work hours are increasing,

And, while the United States remains the world's most prosperous
Nation, the country still faces serious challenges in both the short and
long run. The most important challenge that the Nation faces is to begin
growing strongly again and to generate sustained increases in our standard
of living by raising the Nation’s long-run productivity growth.

Mceting this challenge will require sound economic policy. I'd like to
statc a few words about that,

First, we need a pro-growth fiscal policy that substantially reduces the
multiyear, structural budget deficit. Chairman Sarbanes, you properly drew
attention to the counter-cyclical nature of the automatic stabilizers in the
budgcet.

Second, we need a monetary policy that promotes growth with low and
stable inflation.

Third, we need a trade policy that promotes growth through opening
markets worldwide, importantly through a comprchensive Uruguay Round
agreement. Dr. Taylor will have more o say about that in a moment.

And fourth, we need a regulatory policy that promotes growth by
avoiding unnecessary burdens on business and consumers. Those are our



16

basic policy objectives and our policy principles. We will try to work
with the Congress, the Federal Reserve and others to pursue them.

The Administration’s revised economic projections, which were
reported—as you indicated, Mr. chairman—in the Mid-Session Review,
were developed by the Council of Economic Advisers, the Treasury, and
OMB, commonly called the Troika. The projections embody, in our view,
the best available forecasting methods, informed judgement and basic
economic principles. In preparing the projections, the Administration
routinely consults with private sector economists and other analysts in the
business and labor communities.

Ecoromic forecasting is an imprecise science. Human behavior is
complex and difficult to predict. Human beings don’t always respond in
the same way or to the same extent to a changing economic environment,
such as changes in oil prices or interest rates, as they have in the past in
their roles as consumers, workers, and employers.

Further, unforeseen events, from unusual weather to foreign political
developments, such as Iraq’s invasion of Kuwait, make forecasting the
course of the economy even more difficult. So, you should view the
projections as our most likely scenario.

But, as I always say before this Committee and anytime I discuss an
economic outlook anywhere, there are factors that could well cause the
economy to perform better or worse than projected. Dr. Taylor and I will
mention a few of those factors in a moment.

Thus far, as I mentioned, the Administration’s forecast used for
preparing the President’s FY 1992 Budget has been accurate.

We thought that the bulk of the hit to the GNP from the oil shock
would be in the fourth quarter of 1990 and the first quarter of 1991.

Last November and December, we prepared a forecast that predicted
real GNP would decline for those two quarters. That information was
conveyed to the Congress in early January in order that they could be
notified of our intention to put the forecast in the budget the following
month. This was done to follow the procedure in the Budget Law that
requires, I believe, the Senate, and allows the House, to vote on tempo-
rary suspensions of some of the features of the Budget Law.

The Administration’s forecast for real GNP is thus far, according to the
available data, within one-tenth of 1 percent of the actual value.

Most private forecasters expect GNP to be up slightly in the second
quarter. Even if, hypothetically, it was flat, the decline in real GNP in this
recession would be 1.1 percent, slightly under one-half the average
decline for all previous post-World War II recessions.

Likewise, the decline in payroll employment in percentage terms was
slightly less than one-half as much as the average change for post-war
recessions. The unemployment rate, which is a lagging indicator of the
economy, has risen in percentage points about one-half the post-war
recession average, not for comparable periods—because we think the
recession appears to have ended and recovery has started—but for the
duration of the previous recessions.
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After its longest peacetime economic expansion, thc economy entered
its ninth recession of the post-World War II period in the third quarter of
last year. There were numerous reasons to believe that the recession
would be shorter and milder than those that followed the two oil shocks
in the 1970s.

Let e spend a moment on the factors that led to the recession.

In my view, the direct effect of the oil price shock, which resulted
from the fact that higher priced net oil imports by the United States
transferred income to oil exporting countries, combined with the very
large decline in consumer and business confidence and the uncertainty
about when the Gulf crisis would end, when superimposed on an already
sluggish economy, drove the economy into recession.

There were séveral reasons for the sluggish growth. Both Senator
Kennedy and Senator Smith alluded to one of the most important.

First, there were the lingering effects of the Federal Reserve’s tight
monetary policy in 1988-89. As you recall, the Fed was trying to engineer
a so-called soft landing to ease some of the incipient inflationary pressure
out of the economy.

Second, there were unexpectedly tight credit conditions—the so-called
credit crunch—which, as I will note below, remains a major concem, in
my view, with respect to the length and strength of the recovery.

Several factors contributed to the credit crunch—obviously, regional
real estate problems, particularly in the Northeast. Those have since
spread down the East Coast and to California. There also was without a
doubt some overly zealous regulations by bank examiners, perhaps
reacting to the savings and loan problems. The Administration has sought
safe, prudent, pendulum-right-in-the-middle regulation and oversight of
financial institutions all along. But I think it is clear from what used to be
called anecdotal evidence—but when you have 12,000 independent
anecdotes, it’s no longer anecdotal—that the pendulum has indeed swung
too far and credit is being unnecessarily constrained. And, in my view,
that continues to be a problem. There are some people who think it’s
begun to improve; I believe it remains a serious problem.

At the end of 1990—and this will happen again at the end of
1992—new intemational capital standards for banks went into effect.
These standards have been set up by the central banks for the major
industrialized countriecs—the Federal Reserve, the Bank of England, the
Bank of Japan, the Bundesbank, and so on. These capital requirements
were both designed to be set at a reasonably high level and to harmonize
the ratio of cquity to assets—so-called capital ratios—of banks across
countries.

At a time when it was quite difficult to raise new equity—the
numerator of that ratio—many banks met the higher ratios either by
shrinking lending or, in many cases, by shifting out of assets in what were
required to be high-risk catcgories, by the mechanical formulas used in
these agreements, such as commercial and industrial loans, and into low-
risk govemment securities. This shift out of high-risk assets ~isted the
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composition of these banks’ assets to what was viewed by this mechanical
formula as lower-risk, whether in fact it was or not, and without raised
equity, raising their capital ratios.

Finally, there was a worldwide increase in long-term interest rates early
in 1990. Our own analysis indicates that an important factor in this rise
was the anticipated increase in demand for capital associated with
developments in Eastern Europe, especially the unification of Germany.

Gemmany’s budget shifted from a surplus to a deficit of 2 percent of
GDP in 1990. The deficit is expected to be higher in 1991, and I think
most people in the financial markets expect the deficit to continue for
many years 0 come.

Their deficit put upward pressure on interest rates in Germany and,
through the exchange rate mechanism, on interest rates throughout
Europe. This in tum placed upward pressure on U.S. long-term interest
rates because of the linkage in international capital markets.

Some of the preconditions for recovery began to fall into place earlier
this year. As I indicated, oil prices retumned to their pre-invasion levels
fortunately within a few hours of the successful launch of the air war in
mid-January, as it became clear that the oil supply and the transportation
system were safe.

With the end of the war, consumer and business confidence rebounded.
It’s retreated a bit since then—there was sort of a post-war euphoria—but
it remains substantially higher than prior to that period last year and early
this year. :

Short-term interest rates have come down, in part due to the Federal
Reserve’s easing of monetary policy early this year. Long-term interest
rates fell and then rose partially back to where they were at the beginning
of the year. They now remain somewhat below their levels of last Fall.

All of these factors—the decline in interest rates, the decrease in oil
prices, and the restoration of consumer and business confidence—have
contributed to the economic recovery that now appears to be underway.

In addition to its well-known index of leading indicators, the Com-
merce Department calculates and publishes an index of coincident
indicators that is designed to measure the current state of the economy
rather than predict the future course of the economy, as the leading
indicators are designed to do.

The components of this index—real personal income less transfer
payments, industrial production, real manufacturing and trade sales, and
payroll employment at nonagricultural establishments—are among the key
items that economists use to date business cycle peaks and troughs,
including those of the the National Bureau of Economic Research
(NBER), a private organization that officially dates business cycles.

These indicators provide evidence that the recession appears to have
ended earlier this year, although the NBER has not yet dated the trough
and probably won’t for some months to come. The coincident index
reached its low in March and April. The components all bottomed out
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between February and April. I won’t bore you with the details that are in
the written testimony. |

It is important to understand that, while the overall economy appears
to be in recovery, some regions and sectors still lag bchind. Indeed, as
I’ve said often to this Committee and elsewhere, even when the economy
is doing well, some regions and sectors grow slower than average; and
when it does poorly, some regions and sectors still do reasonably well.

During the recession, the automotive, real estate, and construction
sectors, in particular, were hit very hard. Regions such as New England
cspecially, Michigan heavily and, more recently, Califomia declined more
than the national average.

During the 1980s, the media often claimed that "the coasts are
recession proof," while the middle of the country experienced serious
problems. There was never an economic rationale for such a simplistic
observation. :

During the recent recession, the geographic distribution of the decline
in economic activity has been markedly different than during the last
recession. New England was hit earlier and much harder than average,
and much of the remainder of both coasts has dcclincd more than
proportionally. '

On the other hand, most of the Midwest—with the marked exception
of Michigan and thc automotive industry—the Mountain states, and the
oil patch have done much better than the national average. Imporntantly,
our cxporis have continued to increase during this recession and certain
regions have benefited as a result.

In fact, the severity of the recession for the economy as a whole was
reduced substantially as a result of the improvement in our trade balancc.
This is one of the major differences between this and the previous
recessions.

By way of comparison, during the 1981-82 recessions, real net exports
measured in 1982 dollars fell by over $30 billion at an annual rate,
representing roughly 30 percent of the decline in real GNP during that
recession.

Conversely, since the third quarter of last year, real net exports have
actually risen by $53 billion at an annual rate. This represents 1.3 percent
of real GNP. Without this strong trade performance, the recession would
have been much worse.

Legitimate questions remain, Mr, Chairman—as you and your col-
leagues have indicated—about the strength and durability of the recovery.
While the economy appears to have stabilized in the second quarter,
uncertainty remains about whether GNP increased during that period.

Inventory liquidations could offset other incrcases in the second
quarter, and there are some other technical issucs that may have the
second quarter official GNP number fluctuate between a slight negative
number and a small positive number.

We do expect to retumn to more solid growth later this year and into
1992.



20

The serious problem of the availability of credit in the United States
is probably the single biggest threat to a sustained recovery. This is
particularly a problem for small- and medium-size businesses that
nomally rely on banks for their funds.

Many large firms have direct access to the commercial credit market
and have for many years—increasingly in recent years—gone directly to
the commercial credit market rather than to financial intermediaries for
their funds.

Fiscal problems at the state and local government level also are a cause
for concem. The total surplus of the state and local government sector
generally increases during economic recoveries. However, tax and
spending adjustments needed to reduce apparently secular state and local
budget imbalances could be a drag on recovery. That is, the decline in
state and local government fiscal positions has gotten worse secularly over
time, and the recession is being superimposed on it.

Recent improvements in our trade balance could reverse if exports
were to fall due to declines in worldwide growth beyond what has been
experienced and expected.

Inflation, as anticipated, has declined significantly in the first half of
this year from the relatively high levels of last Fall. Looking at six-month
periods, consumer price inflation was 2.7 percent at an annual rate for the
six months through June. The peak came in November 1990 at a 7.2
percent annual rate for the preceding six months due to the oil price
increases. :

The underying rate of inflation has been on a downward trend since
the Winter, including wage inflation or using the traditional Consumer
Price Index, excluding food and energy.

The recession has caused significant dislocations for workers, which
should not be underestimated. And several of you in your presentations
did not indeed underestimate it.

Nonfarm payroll employment has fallen by 1.6 million from June 1990
to June 1991, and the unemployment rate has risen from 5.3 percent to
7.0 percent over the past 12 months.

However, it is important to note that, following large increases in the
first three months of this year, the level and rate of unemployment have
risen only slightly in recent months. Average weekly hours for manufac-
turing, production, and non-supervisory workers have risen. And that
usually precedes an upturn in employment.

The Administration’s projections, especially those concerned with the
long-term—as 1 have said over the years to this Commitice—are
conditional on the Administration’s economy policy proposals. If these
policies, or their economic equivalent, are not implemented, the projec-
tions would not be our best judgment of future economic conditions.

However, there were some slight changes in the Administration’s
projections, and let me summarize those very briefly: these projections
basically incorporated the small differences between what we had
expected to happen in the economy last November and December when
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the forecast was prepared, put into the Budget in January, and released in
carly February, and what’s actually occurred over the intervening seven
or eight months.

Real GNP is projected to grow 0.8 percent in 1991 and 3.6 percent in
1992, as the recovery continues.

Consumer spending, business spending on new equipment and
inventory rebuilding are likely to be the driving forces behind real GNP
growth.

We have strengthened our forecast for the second half of 1991 very
slightly. The level of GNP in the fourth quarter of 1991 is now projected
to be slightly higher than our earlier estimate for that quarter.

The unemployment rate is projected to average 6.6 percent in 1991 and
6.4 percent in 1992, This is down very slightly from our earlier forecasts.
The unemployment rate has increased this year but not quite as much as
we had expected in our earlier forecasts.

Inflation has come down a little bit more than we had anticipated, and
we have therefore revised down our inflation forecast for the total year.
The CPI-U is expected to be 3.5 percent in 1991 and remain under 4
percent in 1992.

Short-term interests rates have fallen further than expected so far this
year and so we have lowered our projection for 1991, accordingly. Long-
term rates were down from their levels of last Fall but not quite as far as
we had expected.

The longer term outlook for 1992 through 1996 is pretty much as had
been reported to this Committee earlier this year. For the 25 quarters from
the third quarter of 1990--the beginning of the recession—through the
fourth quarter of 1996—the end of the projection period—the Administra-
tion projects that the growth rate of real GNP will average 2.7 percent at
an annual rate.

By way of comparison for the same period, the Congressional Budget
Office’s projection is 2.4 percent, three-tenths of a percent lower than
ours.

There have been eight previous business cycle peaks in the post-World
War II era. In the 25 quarters following those peaks, real GNP has grown
slightly over 3 percent on average at an annual rate.

We believe that the unemployment rate will decline steadily and be
back down to the S percent range in the next several years.

Significant progress in implementing growth-oriented policies,
consistent with steady reductions in inflation, are expected to lead to
gradual declines in both real and nominal interest rates through 1996. A
more stable economic environment would be likely to wring out inflation
and some of the uncertainty premiums in interest rates.

Table 4, attached to my prepared statement, compares the Administra-
tion’s forecast with those of private forecasters. The Administration’s
forecast is very similar to the Blue Chip consensus, which is really not a
consensus but a mathematical average of a wide range of forecasts among
the Blue Chip private forecasters.
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I might say a word about the role of the economic assumptions in the
budget projections and in our conclusions.

Budget outlays and revenues depend on many factors, including the
state of the economy. The minor changes we have made in our economic
assumptions account for a minute part of the change in the projected
federal deficit for 1991 and 1992. The bulk of the changes, as has been
well-documented in the deficit projections reported in the Mid-Session
Review of the Budget, results from changes to the estimates of outlays for
Operation Desert Storm and deposit insurance and to technical reestimates
of receipts conditional on the state of the economy, resulting from any
given set of economic assumptions.

In conclusion, last year I concluded my remarks to this Committee by
stating that economic expansions do not end on their own; they end as a
result of external shocks to the economy, economic imbalances that have
to be worked off, or inappropriate economic policies.

- The economic expansion that ended last year did so as a result of an
external shock—the Iragi invasion of Kuwait—superimposed on a fragile
economy already growing sluggishly because of the lingering effects of
tight monetary policy and the credit crunch. .

The economic recovery appears to be underway. We expect the
economy to continue to expand in the second half of this year and to
continue to grow in 1992 and beyond. :

But the Nation cannot take economic growth for granted. Unless sound
policies are followed, there is no guarantee that American living standards
will continue to rise substantially from one generation to the next or that
the United States will remain the world’s leading economy.

The Nation must choose between sound policies that will promote
long-term growth and policies that will reduce economic flexibility, stunt
incentives, and place its economic future at risk. :

Mr. Chairman, this concludes my prepared statement. I'd like to ask
Dr. Taylor to make some brief comments and then turn to questions.

[The prepared statement of Dr. Boskin follows:] .
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PREPARED STATEMENT OF HONORABLE MICHAEL J. BOSKIN

Chairman Sarbanes, Vice Chairman Hamilton, and other distinguished Members
of the Committee, | am pleased to have the opportunity to appear bcforc you to
discuss the Administration's economic outlook.

There have been a number of changes in the U.S. economy since 1 appeared
before this Committee in February, but they have occurred largely as anticipated. In
February, I repeated to you what I had been saying for some time: the Administration
expected the recession to be relatively brief and relatively mild. We expected real
GNP to decline in late 1990 and early 1991, to level off in the Spring and then to
improve in the second half of this year. I spoke of various preconditions for economic
recovery. Many of those preconditions did indeed fall into place: oil prices have
retumed to where they were prior 1o Iraq’s invasion of Kuwait, consumer and
business confidence have increased significantly since the beginning of this year, and
interest rates have declined. Now I can report that evidence continues to mount that
the recession ended in the second quarter: housing starts and building permits have
increased, and industrial production, real incomes, and total production hours worked
are increasing.

The United States remains the world’s most prosperous nation, but the country still
faces serious challenges. The most important economic challenge that the Nation faces
is to begin growing strongly again and to generaie sustained increases in our standard
of living by raising the Nation’s long-run productivity growth.

Meeting this challenge will require sound economic policy: (1) a pro-growth fiscal
policy that substantially reduces the multi-year, structural budget deficit (2) a
monetary policy that promotes growth with low and stable inflation; (3) a trade policy
that promotes growth through opening markets worldwide, importantly through a
comprehensive Uruguay Round agreement; and (4) a regulatory policy that promotes
growth by avoiding unnccessary burdens on business and consumers.

The Administration’s revised economic projections, reported in the Mid-Session
Review, were developed by the Council of Economic Advisers, the Treasury, and
OMB (the Troika). In our view, the projections embody the best available forecasting
methods, informed judgment, and basic economic principles. In preparing our
projections the Administration routinely consulted with private-sector cconomists and
other analysts. '

Economic forecasting is an imprecise science. Human behavior is complex and
difficult to predict, and peoplc don’t always respond in the same way or to the same
extent to a changing economic environment, such as changes in oil prices or interest
rates, as they have in the past Unforeseen evens—from unusual weather to foreign
political devclopments, such as Iraq’s invasion of Kuwait—make forecasting the
course of the economy even more difficult. The projections should be viewed as a
"most likely" scenario. The economy may well perfoxm better or worse than projected.

The forecast of the Administration used for preparing the President’s 1992 Budget
has thus far been very accurate. Early last Fall I argued that the bulk of the hit to
GNP from the oil shock would be in the fourth quarter of 1990 and the first quarter
of 1991. The Administration's forecast, prepared last November and December,
predicted that real GNP would decline for those two quarters. The Administration’s
forecast for real GNP is thus far within one-tenth of 1 percent of the actual value
based on the most recent data.

Most private forecasters expect GNP to be up slightly in the second quarter. Even
if, hypothetically, it was flat, the decline in real GNP in this recession would be 1.1
percent, slightly under one-half the average decline for all previous post-World War
IT recessions. (See Table 1.) Likewise, the decline in payroll employment in
percentage terms was slightly less than one-half as much as the average change for
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post-war recessions, and the unémployment rate thus far has risen in percentage points
about one-half the post-war recession average.

Recent Economic Developments

" After the longest peacetime expansion in the history of the Umled States, the
economy entered the ninth recession of the post-World War II period in the third
quarter of last year. There were numerous reasons to believe that the recession would
be shorter and milder than those that followed the two oil shocks in the 1970s. To
understand why, it is important to examine the factors that led to the recession.

In my view, the direct effect of the oil price shock—together with the indirect
effect via the sudden decline in consumer confidence and the uncertainty about when
the Gulf crisis would end—when superimposed on an already sluggish economy,
drove the economy into recession. There were several reasons for the sluggish growth.
First, there were the lingering effects of the Federal Reserve’s tight monetary policy
in 1988-89. As you recall, the Fed was trying to engineer a so-called soft landing to
ease some of the incipient inflationary pressure out of the economy.

Second, there were unexpectedly tight credit conditions—the so-called credit
crunch, which, as I will note below, remains a major concemn. Several factors
contributed to the credit crunch. There were problems in real estate markets in certain
regions of the country, particularly the Northeast. There also was without doubt overly
zealous regulation by bank examiners, perhaps reacting to the savings and loan
problems. Moreover, at the end 1990 new international capital standards in banking
went into effect. These new standards, which had been set up by the central banks of
the major industrialized countries, harmonized the ratio of equity to assets—so-called
capital ratios—of banks across countries. At a time when it was quite difficult to raise
new equity, many banks met the higher ratios either by shrinking lending or sthtmg
out of assets in high risk categones—such as commercial and industrial loans —into
low-risk government securities.

Finally, there was the worldwide increase in long-tenm interest rates early in 1990.
Anlmponamfactormthlsnsewastheannclpatedmcreasemdemandforcapltal
associated with developments in Eastern Europe and the unification of Germany. (In
fact, Germany’s budget did shift from surplus to a deficit of about 2 percent of GDP
in 1990, and the deficit is expected to be higher in 1991.) This put upward pressure
on German interest rates, and because interest rates in the U.S. are influenced by
developments in world markets, there was upward pressure on U.S. interest rates as
well. Although long-term interest rates have been relauvely stable recently, I remain
concemed that future world capital demands and uncertamty about them may keep
upward pressure on world interest rates.

Some of the preconditions for a recovery began to fall into place earlier this year.
Qil prices returned to their pre-invasion levels within a few hours of the successful
launch of the air war in mid-January, as it became obvious that the oil supply and
transportation system was safe. With the end of the war, consumer and business
confidence rebounded. Short-term interest rates came down, in part due to the Federal
Reserve's easing of monetary policy. Long-term interest rates initially fell and then
rose, but now remain below their levels of last Fall.

All of these factors have contributed to the economic recovery which now appears
to be underway. In addition to its well-known index of leading indicators, the
Commerce Department also calculates and publishes an index of coincident indicators
thatmdm1gnedmmeasuxethecunemstateoftheeconomymﬂ1ermanpmd1ctme
future course of the economy. The components of this index—real personal income
less transfer payments, industrial production, real manufacturing and trade sales, and
payroll employment at nonagricultural establishments—are among the key items that
economists use to date business cycle peaks and troughs, including the National
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Bureau of Economic Research (NBER), a private organization that officially dates
business cycles, These indicators provide evidence that the recession appears 1o have
ended earlier this year. (The NBER not yet dated the trough). The coincident index
reached its low in March and April. The components all bottomed out between
February and April. Real personal incomne less transfer payments reached its recent
low in February; industrial production and real mamifacturing and trade sales are up
from therr March lows; and, payroll employment at nonagricuitural establishments
appears to have hit its trough in April

It is important to understand that while the overall economy appears to be in
recovery, some regions and sectors still lag behind. Indeed, even when the economy
is doing well, some regions and sectors grow slower than average; and when it does
poorly, some regions and sectors still do reasonably well.

During the recession, the automotive, real estate, and construction sectors in
particular were hit very hard. Regions such as New England, Michigan, and
California, declined more than the national average. During the 1980z, the media often
claimed that "the coasts are recession proof,” while the middle of the country
cxperienced some serious problems. While there was never an cconomic rationale for
such a simplistic observation, during the recent recession the geographic distribution
of the decline in economic activity has been markedly different. New England was
hit earlier and mmch harder than average, and much of the remainder of both coasts
has declined more proportionally. On the other hand, most of the Midwest, with the
marked exception of Michigan and the automotive industry, the Mountain states and
the oil paich have done much betier than the national average. Importantly, our
exports have continued to increase during this recession and certain regions have
benefitted as a result.

In fact, the sevmtyofmerecessxonformeecmmmy as a whole was reduced as
a result of the improvement in our trade balance. By way of comparison, during the
1981-82 recession, real net exports measured in 1982 dollars feil by $30.4 billion at
an annual rate, representing roughly 30 percent of the decline in real GNP during that
recessions. Conversely, since the third quarter of last year, real net exports have risen
by $53.6 billion at an annual rate. This represents 1.3 percent of real GNP. Without
this strong trade perfmmaxx:e the recession would have been much worse.

Legitimate questions remain about the strength and durability of the recovery.
While the economy appears to have stabilized in the second uncertainty
remains about whether GNP increased during that period. Inventory hqmdauon could
offset other increases in the second quarter, Also, on a more technical note, as U.S.
oil companies’ eamings abroad move back to a more normal level, investment income
from abroad will fall back from higher levels, temporarily reducing measured GNP
growth. We expect a return to more solid growth later this year and into 1992, We
then expect the economy, if sensible policies are followed, to be poised for a
sustained expansion.

The serious problem of the availability of credit in the United Siates is probably
the single biggest threat to a sustained recovery. This is particularly a problem for
small and medium-size firms that normally rely on banks for their funds. Fiscal
problems at the State and local government level also are a cause for concern. The
total surplus of the State and local government sector generally increases during
economic recoveries. However, tax and spending adjustments needed to reduce
apparently secular state and local budget imbalances could be a drag on the recovery.
And, recent improvements in our trade balance could reverse if exports were to fall
due to declines in worldwide growth,
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Inflation, as anticipated, has declined significantly in the first half of this year from
the relatively high levels of last Fall. Looking at six-month periods, consumer price
inflation was 2.7 percent-at an annual rate for the six months through June. The peak
came in November 1990 at a 7.2 percent annual rate for the preceding six months.
While much of the decline in inflation can be attributed to the 40 percent decline in
oil prices from October of last year, the decline is widespread. The underlying rate
of inflation—excluding food and energy—has been on a downward trend since the
winter. Wage inflation, as measured by the Employment Cost Index (ECI) and is
lower than it was a year ago.

The recession has caused significant dislocations for workers, which should not
be underestimated. Nonfarm payroll employment has fallen by 1.6 million from June
1990 to June 1991, and the unemployment rate has risen from 5.3 percent to 7.0
percent over the past 12 months. However, it is important to note that, following large
increases in the first three months of this year, the level and rate of unemployment
have risen only slightly in recent months, and average weekly work hours for
manufacturing, and of production and non-supervisory workers, have risen.

The Projections

The Administration’s projections—especially the long-term—are conditional on
the Administration’s economic policy proposals. If the policies or their economic
equivalent are not implemented, the projections would not be our best judgement of
future economic conditioris. In light of developments during the first-half of 1991, the
Administration has slightly revised the economic projections for 1991 through 1996
as follows:

The Near-Term Outlook: 1990-1992

Real GNP Growth. The Administration’s forecast for the remainder of this year
and 1992 projects renewed growth of the U.S. economy. Real GNP is projected to
grow 0.8 percent in 1991 and 3.6 percent in 1992. (See Table 2.) Consumer spending,
business spending on new equipment, and inventory rebuilding are likely to be the
driving forces behind real GNP growth. The growth projections have changed very
little from those we presented in the FY92 budget: 0.9 percent growth for 1991 and
3.6 percent growth for 1992. The decline in real GNP in the fourth quarter of last
year was less than we had previously forecast. This meant that there was a larger base
on which 1991 growth was calculated. We have strengthened our forecast for the
second half of 1991 slightly, and the level of real GNP in the fourth quarter of 1991
is slightly higher than our earlier estimate for that quarter. As before, growth is
expected to rebound during the second half of this year and into 1992.

The Unemployment Rate. The unemployment rate is projected to average 6.6
percent in 1991 and 6.4 percent in 1992, down slightly from our earlier forecast. The
unemployment rate has increased this year, but not quite as fast as would have been
consistent- with the earlier forecast. ’

Inflation. Inflation, as measured by the rate of increase GNP implicit price
deflator, is projected to be 4.2 percent in 1991 and to fall to 3.8 percent in 1992,
almost exactly the same as our earlier forecast. For consumer prices, measured by the
CPI-U, inflation is expected to be 3.5 percent in 1991 and 3.9 percent in 1992.
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Intcrest Rates. Short-term interest rates have been lower than expected so far this
year, and we have lowered our projection for 1991 accordingly. Three-month Treasury
bill rates are projected to average 5.7 percent in 1991 and 5.9 percent in 1992. Despite
recent increases, long-term rates are down from their levels of last fall. Because they
are higher than we had expected, the Administration raised its projection of the
average level of long-term interest rates for 1991, We still expect long-term rates to
decline into 1992. Ten-year Treasury notes are projected to average 8.0 percent in
1991 and 7.8 percent in 1992.

Longer Term Outlook: 1992-1996

For the 25 quarters from the third quarter of 1990, the beginning of the recession,
through the fourth quarter of 1996, the end of the projection period, the Administra-
tion projects that the growth rate of real GNP will be 2.7 percent growth at an annual
rate. (Sec Table 3.) By way of comparison, for the same period the Congressional
Budge: Office’s projections average 2.4 at an annual rate. There have been 8 previous
business cycle peaks in the post-World War I era. In the 25 quarters following those
peaks, real GNP has grown at slightly over 3 percent on average at an ammual rate.
The Administration also projects that the unemployment rate will decline steadily and
reach 5.2 percent in 1996.

Significant progress in implementing growth-oriented policies consistent with
steady reductions in inflation are expected to lead to gradual declines in both real and
nominal interest rates through 1996. A more stable economic environment would be
likely to wring out inflation and some of the uncertainty premium in interest rates.

Comparison to Other Projections

Table 4 compares the Administration forecast with those of private forccasters.
The Administration’s forecast for real growth for 1991 of 0.8 percent is very close
to the average Blue Chip forecast of 0.9 percent. For 1992, the Administration
forecast of 3.6 percent growth is somewhat above the Blue Chip average of 2.8
percent. The Administration also forecasts slightly lower interest rates than the
average Blue Chip forecast.

The Role of Economic Assumption in the Budget Projections

Budget outlays and revenues depend on many factors including the state of the
economy. The minor changes we have made in our economic assumptions account
for a minute part of the change in the projected Federal deficit for 1991 and 1992.
The bulk of the changes in the deficit projections reported in the Mid-Session to
Review of the Budget results from changes to the cstimatcs of outlays for Operation
Descrt Storm and deposit insurance and to technical reestimates of receipts conditional
on the state of the economy resulting from a given set of economic assumptions.

Conclusion

Last year, I concluded my remarks to this Committee by stating that economic
expansions do not end on their own; they end as a result of external shocks to the
economy, economic imbalances that have to be worked off, or inappropriate economic
policies. The economic expansion that ended last year did so as a result of an external
shock (the Iraqi invasion of Kuwait) superimposed on a fragile economy already
growing sluggishly because of the lingering effects of tight monetary policy and the
credit crunch. The economic recovery appears to be underway. The Administration
expects the ecconomy o continue to expand in the second half of 1991, and then
continue to grow in 1992 and beyond.

But the Nation cannot take economic growth for granted. Unless sound policies
are followed, there is no guarantee that American living standards will continue to rise
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substantially from one generation to the next, or that the United States will remain the
world’s leading economy. The Nation must choose between sound policies that will
promote long-term growth and pohcm that will reduce economic flexibility, stunt
mcennvw, and place its economic future at risk.
Chanman,thmconcludmmypreparedswemmx.lamnowprepaxedto
answeranyqlmnonsymorotlmManbusoftheConnnmeemayhave.
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TABLE 1
CONPARIBONS OF RECESSIONS

Changas From Peak to Trough

. Postwar
1981-82 = 1990-91" 9 Aversge
Real GNP (percent)
NBER Peak to Trough? -3.2 —— -2.2
Actusl Peak to Trough® -3.4 ~1.1 -2.6
Payreoll Bmployment (percent) -3.1 -1.2 -2.7
Unemployment Rate, Civilian
(percentage points) 3.6 1.3 3.0
Industrial Production
{percent} -8.2 -4.9 -8.9

! Changes are from third quarter 1590 to first quarter 1991

{assumed trough) for real GNP and from July 1%%0 to March 1991
for other series.
2 changes based on real GNP values at business cycle peak and
trough quarters as determined by the National Bureau of
Economic Research.
3 Changes based on real GNP values at actual peak and trough

quarters for the GNP series.

50-586 0 - 92 - 2
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TABLE 2
ADMINISTRATION NEAR-TERM OUTLOOK
(Calendar Years)

1991 1992
(Percent Change, 4th Quarter to 4th Quarter)

Real GNP

Mid-Session Review 0.8 3.6

FY1992 Budget 0.9 3.6
GNP Implicit Price Deflator

Mid-Session Review 4.2 3.8

FY1992 Budget 4.3 3.8
CPI-U

Mid-Session Review 3.5 3.9

FY1992 Budget 4.3 3.9

Unemployment Rate (Total)

Mid~Session Review 6.6 6.4

FY1992 Budget 6.7 6.6
3-Month Treasury Bill Rate

Mid-Session Review 5.7 5.9

FY1992 Budget 6.4 6.0
10-Year Treasury Note Rate

Mid-Session Review 8.0 7.8

FY1992 Budget 7.5 7.2
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ADXINIBTRATION BCONOXNIC PROJECTICEE

TABLE 3

(Calendar Years)

Actual

Real GNP
Mid-Sesaion Review
FY19%2 Budget

GNP Implicit Price Deflator
Mid-Session Review
PY1992 Budget

CPI-U
Mid-Session Review
FY1992 Budgat

Unemployment Rate {Total)
Mid-Session Review
FY1992 Budgat

3-Month Treasury Bill Rate
Mid-Session Review
PY¥1992 Budget

i0-Yaar Treasury Note Rate
Mid-Session Review
PY1992 Budget

Projections

1990 1991 1232 1323 1334 1333 3336

{Percent Change, 4th Quarter to 4th Quarter)

0.5

4.0

(=R

L

-
. .
wun

o n L K]
Py Py
=~ ~N

~N o

W (™ ) [N
[ N

w o

N O
Py
o b

o
0w

~
N o

W
..
-~

W
P
o0~

N~

3.
3.

- X3
v .
N W

wmua
o o
¢ 0

o~
o s
o a

W
. .
(SR N

ww
L]

3.
3.

0
[

“ o
o

W
..
w W

3.3
3.3

[LRY
oY}

(LTS
Py
L Gl

o O




32

TABLE 4
COMPARISONS OF ECONOMIC PROJECTIONS
(Calendar Years)

(Percent Change, 4th Quarter to 4th Quarter)

1991 1992

Real GNP .
Mid-Session Review (7/91) 0.8 3.6
CBO (1/91) 1.3 3.4
Blue Chip Average (7/91) 0.9 2.8

GNP Deflator

Mid-Session Review (7/91) 4.2 3.8

CBO (1/91) 4.1 3.6

Blue Chip Average (7/91) 3.9 3.6
CPI-U

Mid-session Review (7/91) 3.5 3.9

CBO (1/91) 4.0 3.5

Blue Chip Average (7/91) 3.5 4.0

E

Real GNP .
Mid-Session Review (7/91) -0.2
CBO (1/91) 0.0
Blue Chip Average (7/91) -0.1
Blue Chip Top 10 (7/91) 0.4
Blue Chip Bottom 10 (7/91) -0.5

HWNWW g
" e 0 e
oY WN

GNP Deflator
Mid-Session Review (7/91) 4
CBO (1/91) 4
Blue Chip Average (7/91) 3.
Blue Chip Top 10 (7/91) 4
Blue Chip Bottom 10 (7/91) 3

CPI-U
Mid-Session Review (7/91) 4
CBO (1/91) 4
Blue Chip Average (7/91) 4
Blue Chip Top 10 (7/91) 4
Blue Chip Bottom 10 (7/91) 4
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TABLE 4 (Cont‘'d)
COMPARISONS OF ECONOMIC PROJECTIONS
(Calendar Years)

Percent, Annual Averages

Unemployment Rate (Total)

Mid-Session Review (7/91) 6.6 6.4
CBO (1/91) 6.8 6.4
Blue Chip Average (7/91) 6.6 6.4
Blue chip Top 10 (7/91) 6.8 6.9
Blue Chip Bottom' 10 (7/91) 6.4 5.9

3-Month Treasury Bill Rate

Mid-Session Review (7/91) 5.7 5.9
CBO (1/91) 6.6 7.0
Blue Chip Average (7/51) 5.8 6.1
Blue Chip Top 10 (7/91) 6.1 6.7
Blue Chip Bottom 10 (7/91) 5.6 5.5

Long-Term Interest Rates

Mid;Session Review’ (7/91) 8.0 7.8
CBO” (1/91) 7.9 7.7
Blue Chip Averag?s {(7/91) 8.9 9.0
Blue Chip Top 10> (7/91) 9.1 9.6
Elue Chip Bottom® 16 (7/%1) 8.6 8.4

Blue Chip total unemployment rate, which is the published Blue

Chip civilian rate less 0.1 percentage point.

? j0-Year Treasury Bond Rate.

* corporate Aaa Bond Rate.
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SENATOR SARBANES. We'll be glad to hear from him.

STATEMENT OF JOHN TAYLOR, MEMBER
PRESIDENT'S COUNCIL OF ECONOMIC ADVISERS

Dr. TayLOR. Thank you very much, Mr. Chairman.

And thanks also to the members, especially those who had some fine
remarks about my near-term departure and my service in Washington.

It’s a pleasure to be here today, as it has been in the previous times
I've appeared before this Committee. I hope this testimony is as pleasant
as the previous four or five have been.

I want to mention two or three points related to our forecasts.

The first has to do with the strength of the recovery. Our forecast, as
Dr. Boskin has indicated, is for what would be called a moderate
recovery; very similar to what many private forecasters have predicted.
It’s somewhat less strong than previous recoveries, but that relates to the
fact that the recession we have been through has been shorter and
shallower than previous recessions.

And while there are risks—as Dr. Boskin indicated—with forecasts, I'd
like to just mention some of the issues on the other side, suggesting that
we might have an even stronger recovery than forecasted. :

In particular, inventory developments could very well lead to more
rapid growth in the next couple of quarters than we are forecasting. Less
liquidation of inventories or perhaps even the beginning of some
inventory accumulation could actually bring rather rapid growth for a
quarter or two in the latter part of this year.

Moreover, 1 think it’s important to remember that there was a
considerable amount of capacity gap created during the period right before
we went into recession. We had a period of economic growth that was
below what most economists estimate to be our potential for several
quarters before the recession began, thereby creating more room for
recovery than I think many economists are predicting.

In measuring the level of the economy’s potential, economists call on
many factors. It's very difficult to project the level of the economy’s
potential. I believe the gap between where we are now and our potential
is quite a bit larger than the simple 1.1 percent decline that we’ve had in
this recession. Therefore, we have more room to grow than many
economists indicate.

The second point I'd like to refer to is our longer term forecast. Dr.
Boskin indicated that our longer term forecast for the mid-1990s is for the
economy’s potential to be growing at around 3 percent. That’s larger than
many private forecasters project.

One of the reasons that it’s larger is that, as we emphasize so strongly
in our forecast, it’s conditional on the implementation of President’s pro-
growth policies.

I would say our forecast is about a half a percentage point higher in
the mid-1990s than that of many private forecasters. I think that this half
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a percentage point is of tremendous importance for the future of our
country. It’s very important that we achieve that cxtra half percent.

In the 1990 Economic Report—the first Report we put together as a
Council—we indicated, as an example, that Italy began, in the latter part
of the last century, with a per capita GNP only 40 percent of that of the
UK. And, with a half percent higher growth rate than the UK since then,
it has achieved a per capita income even higher than the UK's.

I can’t emphasize more strongly that these pro-growth policies are
essential to achieving a strong growth, which is so important for our
country and for our children in the 1990s.

I worked on trade policy during my term on the Council of Economic
Advisers, and I think trade policy is a crucial component of our pro-
growth policies. We've estimated that successful complction of the
Uruguay Round could increase the economic growth rate by 03
percentage points over the next ten years, taking into account many of the
additional factors that could affect growth by lowering our trade barriers.

We have a number of other trade initiatives: the North American Free
Trade Area; the Enterprise for the Amcricas Initiative; and the Structural
Impediments Initiative with Japan. Wc cven have a trade enhancement
initiative with Eastern Europe. Each of these initiatives would reduce
trade barriers and help increase our growth rate.

We have proposals on the domestic side as well. I would begin with
the Budget Act passed last ycar that has put a mechanism in place that
will reduce the structural federal deficit by a substantial amount compared
to what it otherwise would be.

I also would focus on the proposed capital gains tax reduction and its
anticipated stimulus to entrepreneurship, saving, and investment, which
arc so essential for long-term economic growth.

And finally, I would note the proposal to create family saving accounts
to stimulate private saving, which needs to bc increased if we are to
achieve a higher growth rate.

Finally, Mr. Chairman, let me conclude on a more technical note about
our forecasts. ’

Most of the discussions of economic forccasts focus on the growth of
output and inflation. There’s another part of the forecast that is very
important for budget analysis and that’s the growth rate of income.

I'm happy to say that our forecasts for the income side of the
accounts—profits, wages and salarics, personal income—have also been
very accurate since the budget was submitted. They therefore require very
linle adjustment. In fact, we are adjusting somewhat upward our forccasts
for profits, reflecting a somcwhat higher growth rate for the economy.

Our projection is now that profits will rise to 5.3 percent of GNP in
1991, and 5.6 percent of GNP in 1992.

I should note that this projection for the income side of thc accounts
is much like that of private forecasters. I think it’s credible; it’s reason-
able, and perhaps more reasonable than the income side forecasts that
have appeared in previous Administration forecasts.
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Thank you, Mr. Chairman.

SENATOR SARBANES. Thank you very much, Dr. Taylor. We will now
£0 1o questions.

Chairman Boskin, let me say to you very candidly that I am distressed
by this statement that you have submitted this moming. I listened to it
very carefully, and I have gone through it very quickly. As best I can
find, there are only two or three references to the unemployment situation
and the problem of the unemployed.

On page ten you say: "The recession has caused significant disloca-
tions for workers, which should not be underestimated.” That is cold
comfort to the millions of Americans who are out of work and have
exhausted their unemployment benefits.

On page 13 of your prepared statement, you say: "The Administration
also projects that the unemployment rate will decline steadily and reach
5.2 percent in 1996," but I think as you delivered it, you said it would go
down to 5.2 percent in the next several years.

By your own projections, the unemployment rate is going to be 6.4
percent in 1991—that’s next year—6.3 percent in 1993; 5.9 percent in
1994, which is still well above the unemployment rate a year ago, just
before the recession began.

Dr. Boskin. Well, a year ago in July it was 5.5 percent, up from 5.3
percent, which it had been for about 18 months.

SENATOR SARBANES. So, it was at 5.3 percent.

Now even by your own predictions, you are still going to have it
above 6 percent thmugh all of 1992 and 1993. That means anyone who
has Jost his job and is looking for a job—even by your own predictions—
is going to be operating in a more difficult job market than when they
lost their job. The unemployment rate in November of last year was 5.9
percent, correct?

Dr. Boskn. 1 believe so. '

SENATOR SARBANES. And you don’t project getting back to 5.9 percent
until 1994; is that correct?

Dr. BoskiN. Well, with a minor technical proviso, we actually get there
in late 1993, early 1994, A

SENATOR SARBANES. Well, I'll keep that in mind. But the point still
stands. -~

Now, what are we going to do about these long-term unemployed—do
you contest the analysis that indicates that the long-term unemployed
continues to rise after a recession ends? That’s been the previous
experience and it’s reasonable to assume it will be the current experience.

Dr. Boskin. Yes, for a short period after the recession ends, certainly
unemployment will—-

_ SENATOR SARBANES. Now, what are we going to do about these
unemployed people?

You have 2.3 million workers who have exhausted the regular
unemployment benefits over the past 12 months during this recession and
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have not been able to find a job. They’re now trying to find a job in a job
market that is more difficult than when they lost their job.

The unemployment benefits have not carried them through a period
that has seen the economy start up again, so they’re now trying to find a
job in a less favorable job market; it’s a tougher job market than when
they lost their jobs. And you have another, almost 1.5 million, who arc
within a few weeks of running out of their benefits.

We are talking about people who were working, supporting their
families, making a contribution. They lost their jobs; they are entitled to
unemployment benefits; they started drawing unemployment benefits; they
ran out after 26 weeks.

Now, in every previous recession, the Administrations—as Senator
Kennedy indicated—Democratic, Republican, and the Congress, provided
additional unemployment benefits. Why have we not done it in this
recession?

Dr. Boskin. Well, I can't speak for the Congress, sir, but I can say
that, as a technical matter, which I realize is not a help to those who have
been unfortunate enough to lose their job in this recession, the labor
market situation started from its best situation in 16 years. And while it
has deteriorated, and we’re concemned about that deterioration, and we
want it to improve as rapidly as possible, it is still somewhat betier than-
the rate that we entered the last recession. Indeed, the unemployment rate
is somewhat lower than when the extended unemployment benefits that
were adopted—I believe it was in September 1982 during the last
recession—were removed in 1985, They were removed when——

SENATOR SARBANES. What comfort does that give to an unemployed
person who may be watching this hearing; who had a job; lost it; drew
his unemployment benefits and has now exhausted the unemployment
benefits and is going to lose his home and can’t support his family? I
mean what are we going to do about these people?

It’s not as though we don’t have money in the Trust Fund. I want to
ask you, what is the justification for having an Extended Benefit Trust
Fund balance that continues to build up during a recession? Under what
theory would you justify building up the surplus of the Extended Benefits
Trust Fund during a recession, instead of using that money in order to pay
unemployment benefits?

Dr. BoskiN. Well, I think it would depend some on the severity and
expected length and duration of the recession, sir. I also think one would
want 1o look at the stance of total fiscal policy to get an 1dea of what the
fiscal picture was doing to the economy.

SENATOR SARBANES. Massachusetts has an unemploymem rate of 9.5
percent—9.5 percent; Michigan has an unemployment rate of 9.1 percent,
and they have just been cut off of Extended Benefits for unemployment
insurance. Do you think we ought to have unemployment levels that high
and not be paying Extended Benefits?
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Dr. BoskiN. I wouldn’t make a particular statement with respect to
either of those states. As I said in my testimony, they’ve been hit far
worse than the national average.

One could try to contemplate readjusting the formulae, as suggested in
some proposals. Those are states that have been hit probably harder than
almost any other. Their situation——

SENATOR SARBANES. Well, shouldn’t Extended Benefits be paid in those
states if they have unemployment rates at those high levels?

Dr. Boskn. I think the formulae in the program anticipated not just the
level but the rate at which it was changing. I was not here and was not
a participant in any of the programs that were developed earlier, but I
believe that the original rationale was that as the unemployment rate
stopped deteriorating the programs would kick off.

SENATOR SARBANES. S0, you are just telling these unemployed it’s
tough turkey. Nothing is going to be done, even though there is more than
enough money in the Trust Fund?

The employers are paying this money into the Trust Fund ostensibly
to pay unemployment benefits. In fact, we have been hearing complaints
from employers, who pay these unemployment taxes for the purposes of
their workers receiving unemployment benefits when they are laid off.
The employers are saying to us that the system isn’t working the way it
is supposed to be working. They pay these taxes in order for them to be
used in a recession so that their workers could receive unemployment
benefits. Instead, they are being used to build up the surplus in the Trust
Fund, and the workers, having exhausted their 26 weeks, find themselves
in a personally, incredibly difficult situation.

What do you say to those employers? Isn’t that an abuse of the use of
their tax money that was directed for this purpose?

DRr. BoskIN. I centainly agree that there are a substantial number of
long-term unemployed and that number has risen in the recession, and
that it’s likely that it will rise for another few months before it turns
around. But we expect this trend to tum around over the next few months
and to improve steadily thereafter.

Some states—the two you mentioned in particular—have been hit very
hard. But we started from, as I indicated, the best labor market situation
we’ve been in since the early 1970s.

With respect to paying taxes into the extended fund and what is done
with those, I would again get back to placing this into the context of the
stance of our overall fiscal policy and the impact that it has had on the
economy. And I would not currently support spending increases that
weren’t accompanied by other spending cuts.

SENATOR SARBANES. So, you would tell an unemployed worker, who
has run out of the benefits: you started from a very nice position in terms
of what the unemployment rate was and you sunply have to bear that
burden; is that it?

Dr. BoskN. No. I would——
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SENATOR SARBANES. Well, what arc you going to tcll him?

Dr. BoskiN. I would start by saying that I think if the Congress is
desirous of extending unemployment benefits and so forth, then it should
seck cuts in other spending programs.

SENATOR SARBANES. Where does your counter-cyclical policy go with
that approach?

Dr. Boskiv. Well, we're relying on the current automatic stabilizers in
the budget, as applied by the existing set of instructions.

SENATOR SARBANES. Do you disagree with Paul Samuelson, when he
told this Committee two weeks ago, that the unemployment insurance
system is not performing the stabilizing role that it has in the past?

Dr. BoskiN. I would take some exception with that. He is comect that
if one looks at the fraction of covered unemployed to total unemployment,
while that has risen substantially over the last 18 months, it is lower than
it was many years ago, primarily because states have changed their
eligibility requirements. I think we have to go back to why they did that.
I think that’s one reason the states are in some fiscal problem now.

SENATOR SARBANES. Well, my time has expired. I'll come back on a
second round.

Congressman Armey.

REPRESENTATIVE ARMEY. Thank you, Mr. Chairman.

Thank you, Dr. Boskin and Dr. Taylor, for your excellent testimony.

I hope that you will take time later in the day when you have time to
read Senator Gramm’s extremely impressive editorial in today’s Washing-
ton Times. 1 always, of course, expect outstanding work from the Senator
but he really outdid himself today.

The gist of his editorial is that the reason we have enjoyed such
incredibly low unemployment rates during the last eight years, relative to
what we experienced in the old days of stagflation and malaise, was that
the Reagan Program was consciously and assertively a program of
growth.

He points out that there are some people that frankly and surprisingly
have a political agenda of no-growth for the country, and they were of
course frustrated by that success and desire to discredit it. So, it's a
fascinating job.

I was fascinated with——

SENATOR SARBANES. Will the Congressman yield for me just to make
one point?

REPRESENTATIVE ARMEY. YCs.

SENATOR SARBANES. This [indicating] is the payment of Extended
Benefits under the Reagan Administration when we had our last recession,
just to put that in context. This [indicating] is what we are experiencing
in this recession.

Dr. Boskmv. May I make a point?

SENATOR SARBANES. Sure.
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Dr. BoskiN. Which is, that the peak you just pointed to occurs in a
period when the unemployment ratc was almost 11 percent.

SENATOR SARBANES. That’s fine.

Dr. BoskiN. Thank you, Mr. Chairman.

REPRESENTATIVE ARMEY. Mr. Boskin, you make a really very reassuring
comment on page two. I have to tell you, as you know, Dr. Boskin—I
don’t know if you know, Mr. Taylor—that I was a practicing academic
economist for 20 years before I decided to come to the real world and
come to Washington. And I remember teaching my students in macroeco-
nomics, when I was forced to teach the course——

[Laughter.]

REPRESENTATIVE ARMEY. ——that in Washington they have very
sophisticated models, very elaborate databases, and complicated stepwise
regression models and econometric gimmicks by which they make all
these projections.

Now, as you might guess, I was sorely disappointed in my naivete
when I got here and saw what we really did in this town.

But, Mr. Boskin, you reassure me when you say on page two: "... the
projections embody the best available forecasting methods, informed
judgement, and basic economic principles."

Now, it strikes me that perhaps the most basic—certainly among the
most basic economic principles and certainly among the most irrefutable
of basic economic principles—is what we used to call the law of down-
ward sloping demand. I see no exception to it, including the alleged
"Giffen good,” which is only a matter of a super inferiority in the income
effect as opposed to the substitution effect—and I won’t get into that. I've
found very few people as fascinated with the "Giffen good" as I am.

But to go on, you always say: "Human behavior is complex and
difficult to predict." I couldn’t agree more.

When we were in the Budget Summit last year and there was such a
searching for a tax in this town, I had a lot of fun trying to evaluate it.

Let me just give you my truck driver’s evaluation of some of the
taxes. The gas tax, I thought, was an incredibly bad idea because of the
high linkage effect of gasoline prices, which I felt was a clear precursor
of the stagflation days of the 1970s, which you referred to as the oil
shock recessions; stagflation was a simultaneous occurrence. So, I put that
at the top of my worst list.

. The income tax would have perverse employment effects but would be
very difficult to pin down and to document. I considered those, as pure
employment effects, would be more perverse than even the tax but
without the stagflation effect.

The luxury tax, I said, would probably have the least worst-employ-
ment and inflation effect because of the low linkage effect on prices, but
it would be most tractable.

Congress, in its misjudgment, opted for the luxury tax and got the
tractability that’s embarrassing us so much now, precisely because the
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Joint Tax Committee and the Congressional Budget Office, having
acknowledged that "human behavior is complex and difficult to predict,”
chose a model that assumed there would be no human behavior when we
imposed these taxes. That is to say, they felt it was better to be clearly,
absolutely, and definitively wrong than risk being approximately correct.

As a fellow who tried to guide young minds into understanding that
there is some wisdom hidden somewhere in the cracks and comers of
Washington, I find this a very disappointing thing to have to point out to
young people. I'm sure you will have that unpleasant task.

Now, as you have mentioned, Mr. Boskin, our recessions were the oil-
impact recessions of the 1970s; we are currently in a similar recession. I
noticc Michigan where luxury automobiles may be produced because of
the luxury tax on automobiles; I notice Massachusetts, which I'm certain
had a thriving boat industry in the past, is less thriving today because of
a luxury tax on boats, both having taken a good microeconomic hit from
our Tax Committee.

The Tax Committee now, I understand, is talking about a gas tax.

Now, do you suppose it would be possible for us to convince the Joint
Tax Committee and the Congressional Budget Office, in light of what
must be their certain embarrassment over the perverse employment and
revenue effects—that the Federal Govemment is now losing—it is
estimated by people who do take human behavior into consideration—five
dollars for every dollar it’s taking in through the luxury tax and destroy-
ing thousands of jobs.

In light of that embarrassment, do you think it’s possible we could
require the Joint Tax Committee or the Congressional Budget Office to
use a somewhat more sophisticated model, perhaps one that approximates
that which you will demand of your sophomores when you go back to
academia, before we jump into this gasoline tax?

Is there any way that, perhaps in your function on the Council of
Economic Advisers or in your function in academics, you could either
cajole or embarrass our Joint Tax Committee or our Congressional Budget
Office into trying to be as smart as we require the average college
sophomore to be. That’s probably my bottom-line quesuon?

Dr. BoskiN. Well, we centainly oppose a gasoline tax increase. We
think it would be very bad for the economy. And we also-do believe that
it would, certainly in the current stage, be unproductive.

With respect to your analysis of the luxury tax, as we’ve said, we
would be receptive to possible amendments to those parts of it that could
be clearly demonstrated to have been counter-productive.

With respect to CBO and the Joint Tax Committee, they have had their
failures as well as their successes over the years. They sometimes seem
to use estimates, or basic economic grammars, with which the Council
and I do not agree. But the ability to cajole or embarrass them, as you
indicate, I think, depends in part on the receiving end as well as the
transmitting.
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And to that, I'll have to defer to Dr. Taylor, whom I think knows them
better than I do in terms of the receiving end.

DRr. TaYLoR. I think one of the things that we can do about the
methodology of assuming that the economic response to any tax policies
will be minimal or nonexistent is to do it right ourselves in our analysis.

By way of example, there are many cases, I think, that will be coming
up in the future, where it’s going to be mandatory to have a more
accurate assessment of the effect of tax change. -

One such case is the trade policy area where we’re thinking about
changes in tariffs that will affect revenues. If there’s not an intelligent
analysis of the trade response and volume that will come from those
changes in tariffs, we’ll be getting it wrong. So, I think it’s very important
to try to get it right and get the system on the right track.

REPRESENTATIVE ARMEY. Thank you. And I, too, would like to come
back to the trade issue later.

Thank you, Mr. Chairman.

SENATOR SARBANES. Senator Kennedy.

SeNATOR KENNEDY. Mr. Chairman, I join with those who believe that
the Administration’s economic policy has been one of standing by while
the economy has been staggering.

First, they denied that we were going into a recession. They minimized
what the economic impact was going to be in terms of working families.
And now they are prematurely giving us their observations that we’re
getting out of the recession.

Listening to their explanation reminds me of the patient whose
temperature goes from 98 to 101 in one day. And then it goes from 101
to 102 in two days. And people say, you're getting better because you’re
getting sicker slower.

And that is what I'm hearing from the Administration when they’re
talking about the 9.5, 9.6 percent unemployed not even including those
who have given up looking for employment, in my state.

The testimony this moming was almost as though Massachusetts, New
England, California, Michigan, and West Virginia were islands; they don’t
really belong to America. There are a few areas here, and they have some
problems but they really don’t matter.

I always thought we were one country with one history and one
destiny. When we had problems in different parts of this Nation, which
all of us know happens over the economic history of this Nation, we
bring together some attention, some focus, some effort, and some energy..

Now, the Congress of the United States is going to pass an extended
unemployment benefit program. What’s your recommendation to the
President—to veto it, or to sign it?

Dr. BoskiN. My recommendation, under the current situation, would
be, if it was passed without offsets, in violation of the Budget Act, would
be to veto it.
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SENATOR SARBANES. Well, it’s not a violation of the Budget Act if the
Administration regards it as an emergency.

You come in here and ask for an emergency to give lots of moncy
overseas, and you won't find an emergency to help uncmployed workers
in America.

SenaTorR KENNEDY. We have seen, as the Chairman has pointed out,
that therc is a surplus in that trust fund.

How much has the Administration requested as an emergency, outside
of the budget, for the period of the last 12 months for overscas aid?

Dr. Boskin. I couldn’t give you an exact amount.

SeNaTOR KENNEDY. It’s hundreds of millions of dollars.

Dr. Boskiv. Hundreds of millions of dollars.

SenaTor KeENNEDY. It’s hundreds of millions of dollars.

And, just by your answcr now, you're saying that you would
recommend a presidential veto, even though this Administration in the
period of the last 12 months has requested hundreds of millions of
dollars—over a billion—in terms of foreign aid?

Now, that’s the reality. That’s what you’re saying up here,

And Mr. Taylor talks about trade policy. We’re debating trade policy
right over on the floor of the United States Senate with regard to most-
favored-nation status for China.

You responded earlier about future employment resulting from the
Canadian agreement, what we might expect in terms of Canada. You
talked about the Uruguay Round and what that is going to mcan.

The Administration has a foreign trade policy. When are you going to
have a jobs policy of putting people back to work in this country? That’s
what people are asking in communities all over this Nation.

There's a new poor in this country—men and women who have
worked their lifetime and now find that they are unemployed. And 30,000
of them this past month in my own state have just gone off extended
unemployment benefits. They just don’t know how they’re going to feed
their families or how they're going to make ends meet. They are proud
men and women who have been a part of this whole process.

And you're saying that we have had better economic conditions going
back a few years, and now those people are out there, and we just don’t
really understand why we're not getting the credit for that.

You bet you're not getting the credit out there, but what have you
been doing about it? You say we have some problems, some "overzealous
regulators.” None of us are saying regulators should not be efficient, not
protect the consumers’ interest, and not protect the deposits. But where
are you saying what you’re doing?

Recently, Secretary Brady came up and gave pious comments about
what the Administration planned to do by way of instructions to
regulators. But go into any community in New England and talk to any
small businessman or woman, any Republican or Democrat, whoever it
is, and ask them whether there’s been any change? None. Virtually none.
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So, how can we listen to this and believe it’s relevant to what is really
happening in community after community across this country? It seems
to me that you have a real responsibility—if these characterizations are
true that have been made by my other colleagues from New England and
others on this Committee—to ask you why you’re not bringing attention
and focus to these issues, and why you do not have some recommenda-
tions or demonstrated concem, because this testimony leaves it blank.

Mr. Chairman, I had hoped that we were going to have a response
from this Administration. When we hear from Mr. Boskin, the unemploy-
ment situation is going to get even worse; it’s just going to get worse in
the next few months. People are falling off the cliff, in terms of unem-
ployment compensation, and unemployment’s going to get worse.

And we still have nothing from the Administration, other than the
comment that basically things are getting better, generally.

I yield to your years of academic experience in terms of the economy,
but it just doesn’t answer what’s happening out in the real world on Main
Street, in my part of the country and in many other communities.

My time is up.

SENATOR SARBANES. Thank you very much, Senator Kennedy. Senator
Smith.

SENATOR SMITH. Thank you, Mr. Chairman.

Dr. Taylor, I'll bet you wish you’d started off to Stanford a little
earlier.

(Laughter.]

Dr. TAYLOR. I commented on how I was hopmg that this testimony
would be as pleasant as the previous four or five. :

SeENaTOR KENNEDY. Well, it’s very unpleasant for a lot of other people
out there.

DR TAYLOR. Yes, sir.

SENATOR SMITH. With all due respect to some of the comments of my
colleagues,” I realize that there are a lot of people hurting out
there—there’s no question about it—but I think if you look at it there’s
enough blame to go around.

Just on the issue of the luxury tax alone—you get differences of
opimon on the estimates—that cost 9000 jobs. And that’s not much of a
dent in 5.5 million unemployed but it is 9,000 people who have lost their
jobs.

As I was listening to Senator Sarbanes and Senator. Kennedy, I am
reminded of the time of the eight years of the Reagan Presidency when
the economy was very good, at least in the last six years of the Reagan
Presidency. And I am reminded of some of the comments at that time that
it wasn’t the Reagan policies that was giving us 2 to 3 to 4 percent
unemployment, and 2 to 3 percent inflation, and the benefits they were
yielding; rather, it was the low cost of oil or some other excuse.

Then my mind goes back to the late 1970s, when the other party had
control of the Senate, the House, and the Presidency, we had 13 and 20
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percent interest rates, and unemployment at 8, 9, 10 percent. So, I think,
with all due respect, to come down as far as you have this moming,
gentlemen, on Mr. Boskin is a little bit out of line.

As I see it, unless we're willing to deal with what I believe is the
number one crisis facing this country, and that is the budget debt—the
National debt—which is now fast approaching four trillion dollars on a
fast track. Unless we're prepared to deal with that, not only are jobs going
to be eliminated, but, to me, there will be no benefits left—the benefits
that my collcagues speak of.

In the very near future, interest on the National debt is going to
surpass what we spend on National defense; that’s coming, perhaps by the
end of this century. So, I think that’s really where the problem is.

Let me bring it into focus on something I'd just appreciate your
response to, either one of you gentlemen. And it’s something that I've felt
was a problem for a long time.

You addressed four points, Mike, in your testimony.

One is pro-growth fiscal policy. The point is that the pro-growth fiscal
policy of the United States of America is not controlled by the Adminis-
tration; it’s not controlled by the Congress. There’s a tremendous
difference, by at least a majority of members of Congress, with the
Administration on the pm-growth policies and what the pro-growth
policics arc. And I'm going to quickly touch these four and ask you to
respord.

Second, the monetary policy is out of -both of our hands. We've
created an independent agency—it doesn’t have to answer to anybody for
setting monetary policy. You certainly have your disagreements with it;
I do; others do for different reasons.

Third, trade again was back in the conﬂxct between the cumrent
Administration and the Congress on what good trade policy is.

And, fourth, regulation, again going back to the conflict between the
Congress and the Administration.

And recapping, I think we regulate too much. I think we tax too much.
I think we spend too much. And these are conflicts between some of us
here in the Congress, and then that conflict takes on a new life with the
conflict with the Administration.

So, I don’t see how, with the current structure being the way it is, that
we’'re ever going to get out of it. You essentially have a monetary policy
controlled by an independent agency and tremendous philosophical con-
flicts—basic, fundamental philosophical conflicts—between the Congress
and the President on how to deal with it.

We could sing loud on one particular thing or another, whether it’s
unemployment—unemployment certainly is part of the problem, but
unemployment results from, in my opinion, bad fiscal policy. It results
from too much regulation and from too high taxes in this country. And
it results also from the fact that the Federal Government has to be the
whercwithal, the catchall, the do-it-all entity that’s somehow going to
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solve all these problems, when in fact every time it gets involved in it, it
screws it up.

The Federal Government is out there competing with every single
businessman and woman in this country for borrowing money; competing
big time. So I'd just like, in a general sense, a comment on the structure,
whether there’s any recommendations you might have or perhaps you, Dr.
Taylor—since you’re leaving—can throw something out, maybe as a
parting shot.

But what ought to be done structurally about that? I certainly support
separation of powers. I'm not in any way advocating doing away with
that. But I think, in terms of the independent agency part of it, number
one, I'd appreciate a comment on the gold-backed bonds.

There’s an opportunity, if you want to try something dramatic—and
I think we are in a dramatic situation. What about gold-backed bonds?
I’'m not saying gold standard. What about selling gold-backed bonds? You
* can get them out at 2 or 3 percent interest; we pay 8 percent interest now.
There’s a tremendous whack we could take out of the deficit.

But anyway, just those two or three points, I'd like some comments on
that.

Dr. Boskin. Well, let me start, sir, by saying that I basically agree with
your major point, which is the deficit and debt is a very serious problem,
and that we need to make sure we try to get spending under the best
control. We cannot overtax nor overregulate; we can only tax and regulate
where necessary, and do so where we have to and as efficiently as
possible.

And while some improvements have been made over the years, for
example, in lower marginal tax rates after 1981 and 1986 Tax Reforms,
and in some slowdown in the explosion of regulation in the 1980s, we
still have a long way to go to get to sensible policies.

I think we do overregulate. We have a variety of social goals. And 1
think the tendency to regulate and to mandate on the private sector has
grown. With the budget agreement, and previously with Gramm-Rudman,
it’s going to become more difficult to reach some of the social goals
through direct government spending.

I think that overregulation is imposing a very large burden on our
businesses as they try to compete intemationally; in some cases, it’s
caused loss of employment.

With respect to independence and independent agencies, while I have
had my differences with the Federal Reserve, I do think that it is an
empirical fact that those countries, which have relatively independent
central banks, have had lower inflation. They may not have done as well
in other dimensions, but they have lower inflation than countries that had
central banks that were under more direct political control.

So, I guess I'm a little nervous about thinking about radical change in
the structure or independence of the Federal Reserve. But I do believe that
the Fed had a monetary policy, which in 1988, when the economy was
booming, the unemployment rate was historically quite low, and capacity
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was rising, correctly, in my view, worried about an incipient increase in
inflation; which, thereafter, to wring out, would require still tighter
monetary policy.

But I think they probably, certainly with a bit of hindsight, went a
little too far and eased too slowly. That was certainly one of the things,
as I indicated in my testimony, that lead to the economy being in a rather
fragile condition at the time the oil shock hit.

But I certainly would not favor changing the independent status of the
Federal Reserve. I know that Congressman Hamilton has had some
suggestions (o make some changes in the relations between the Federal
Reserve and the other parts of the Govemment.

I think Secretary Brady phrased it pretty well when he said that, while
he respects the Fed'’s independence, it has to be part of the team. And if
the Congress and the Administration are doing what they can to control
the deficit and spending, and do other things, the Fed has to chip in in its
regard. I think it did make a significant improvement in monetary policy
in late 1990 and early 1991.

With respect to this sort of inherent conflict, I think some improve-
ments were made in the Budgei Act in terms of putting in pay-as-you-go
provisions; putting in caps on spending with automatic sequesters;
requiring super majoritics on a sct-aside to stem various of these features.

Most academic economists, I think, are very sympathetic to notions
like super majoritics and other such policies designed to eliminate
logrolling and things of that sort. But I think that we go back to these
disputes. I'd rather not try to partition blame between Congress, the
Administration, and the Fed.

For all the successes and for all the failures, we are, after all, despite
the recession, the wealthiest economy in the world, with a comer on the
world's economy and the highest standard of living. A lot of success is
shared.

But I appreciate the point that I think is not often enough appreciated,
when one assigns credit or blame to the President, or the Administration,
or the Congress, or to anybody else, there are a lot of other factors
involved in how the economy performs, some outside the control of any
economic policy.

But the economic policymaking possibility is quite diffuse in our
system, much more so than in other countries, which have, in some cases,
unicameral legislatures and parliamentary systems with the central bank
as pan of the Treasury, where you have a tremendous concentration of
economic authority,

I suppose that the founding fathers, on the fiscal side, and thc Congress
and the Executive Branch, when the Federal Rescrve Act was passed in
the carly part of this century, thought that, despite somc¢ problems that
would result, there was some desirability of having less of a concentration
of economic policy authority than cxisted in other countries.

Dr. TayLor. With regard to the philosophical conflict that’s getting in
the way of formulating policy, I just have two comments.
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One, and perhaps this reflecis too scholarly a position, it seems to me
that discussions of the idea, like we’re having now, and more informal
discussions, like they have at the Federal Reserve, is really the way to get
at the heart of some of the philosophical differences. Sometimes these
differences are technical.

There have been various proposals to try to bring the Congress and the
Administration together on estimating revenues for different types of tax
changes. :

It seems to me that you can go a long way in resolving some
philosophical differences just by getting the facts on the table and get
together reasonable people who disagree in a room to discuss them.
There’s a lot to be said for that.

The budget deal puts constraints on the totals and incorporates a
serious, bottom line discussion: if we want to raise this, we have to lower
that. If we want more in one program, some other program has to be
looked at. This forces the discussion on the merits of the issues. It seems

-that such a discussion is also very healthy.

The second point I would mention relates to deals. You are, I think,
the experts with respect to getting one program passed and getting
someone else’s program passed in terms of making a deal.

By contrast, our trade policy actually focuses on trying to balance .
different interests. Some interests think that this is more important; other
interests feel that something else is more important. The trade package,
which you put together in the nature of fast-track legislation, tries to bring
into one package something where some gain, some gain less, and some
even lose. The package tries to reflect these differences that way.

SENATOR SMITH. Mr. Chairman, my time has expired. I just want to
make one statement in conclusion.

It just scems to me that we have an economic and a tax policy in this
country—and, as I say, there’s enough blame to go around—that throws
people out of work. And then we spend a great deal of time in this
Committee and other places debating how we can compensate those
people when they’re out of work. It seems to me that it makes better
sense to not throw them out of work and to have a better economic
policy.

There’s nothing compli