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MR. CoATS, from the Joint Economic Committee,
submitted the following

REPORT

Report of the Joint Economic Committee on the 2016 Economic Report of the
President

CHAIRMAN’S VIEWS

Nearly seven years into the recovery, Americans are still waiting
for a sign of stronger growth in their incomes that would help them
move up the economic ladder. In the final Economic Report of the
President and the Annual Report of the Council of Economic
Advisers (Report) of this Administration, the crux of the Report
promotes “inclusive growth” as a way of addressing income
inequality, which the Administration characterizes as a “defining
challenge of the 21% century economy.” Yet here in America, we
do not have a class system that relegates families to one particular
income group; the American economy is incredibly dynamic and
still harbors great potential for upward mobility.

Instead, America faces two defining challenges today. The first is
slower economic progress over the course of the recovery from the



not-so-recent recession. The second related challenge is the
looming fiscal unsustainability that threatens to devastate what
could be a bright economic future. These challenges will
determine whether we will be able to continue the American
tradition of passing down to the next generation a future that is
more prosperous and full of opportunities than in the previous
generation.

The longer the delay, the more painful the necessary fiscal policy
changes will become. While unequal opportunities, as the Report
highlights, are indeed concerning and a precursor for economic
immobility, many of the Administration’s  policy
recommendations could thwart stronger economic growth and
mobility for the most vulnerable individuals as well as postpone
critical reforms to ensure fiscal sustainability. With the use of
carefully determined metrics to measure Americans’ well-being
and the performance of policies going forward, solutions abound
for stronger economic mobility. These include reforms to the tax,
regulatory, and education systems, and better policy outcomes for
the welfare of the American people in the 21% century.



CHAPTER 1: GROWTH AND MOBILITY IN 2157
CENTURY AMERICA

This year’s Economic Report of the President places emphasis
on “inclusive growth” for the middle class, bolstered by
policies aimed at promoting productivity, participation, and
“equality of outcomes.” However, equality of outcomes is a
potentially dangerous misnomer for the resolution of
“excessive” economic inequality, as it misplaces focus from
the true problem of insufficient economic opportunities as
detrimental to economic mobility and potential for growth.
Moreover, any discussion of economic inequality must
necessarily include economic mobility. While the analysis
highlights the importance of removing barriers to employment
and entrepreneurship that arise from unequal opportunities, its
promotion of unionization and minimum wage increases beget
a word of caution as these policies also present potential
barriers to entry for the most vulnerable workers. Among the
longer-term challenges listed above, high and rising publicly
held Federal debt is unfortunately not among them.

In the final year of this Administration, the 2016 Economic Report
of the President and the Annual Report of the Council of Economic
Advisers (CEA) (ERP, or Report), though quick to point out how
far the economy has come from the recent recession, strikes a more
moderate tone on economic growth going forward than offered in
previous reports. Echoed in the Report, the President argued in
his January 2016 State of the Union address: “The United States
of America, right now, has the strongest, most durable economy
in the world.”? Strength and durability are not synonymous. The
economy has endured, but growth is not strong. Now nearly seven
years into the recovery from the December 2007-June 2009
recession, economic growth can at best be characterized as
moderate.?



Over the course of this recovery, the country has learned hard
lessons on how excessive spending, overzealous regulation, and
overwhelmingly accommodative monetary policy can cause more
harm than good to society. Unfortunately, the resulting low
business investment, labor force participation, and productivity
growth promise to continue for the foreseeable future. Forecasters
now anticipate an era of slower growth than previous decades, and
subdued expectations about economic, population, and labor force
growth have placed additional pressures on Federal budget
constraints. In turn, Federal policies will have a lasting effect on
the labor force and the country’s potential for growth. As the
Congressional Budget Office (CBO) noted in its recent update to
the Budget and Economic Outlook, the potential labor force is
expected to decline in part due to Federal policies, including the
Affordable Care Act (ACA) and real tax bracket creep.?

The first of a “Growth and Prosperity” Series produced by Joint
Economic Committee (JEC) Republican staff in October 1999
entitled, “Economic Growth and the Future Prospects of the U.S.
Economy,” provided prescient caution about Federal policies in
light of anticipated demographic changes:

The United States is at an important crossroads. If
we control government spending during the next
decade, the economy will grow more rapidly and
thereby reduce the burden accompanying the
retirement of the “baby boom’ generation. In
contrast, if the federal government undertakes new
spending initiatives and does nothing to reform
existing health care and retirement programs, the
U.S. will become a big-government, European-
style economy when the baby boomers retire. This
will lead to slower growth and less prosperity... If
we are not sensitive to this situation, the
combination of new spending commitments and
current obligations to future retirees will cause the



U.S. to become a stagnating ““big government™
economy sometime after 2010.4

At that time, baby boomers were in their peak earning years,
providing a positive impact on the Federal budget and the
economy which provided the growth that precipitated the budget
surpluses of the late 1990s. In addition, publicly held Federal debt
as a share of gross domestic product (GDP) stood at a comfortable
38.2 percent and Federal outlays at 17.9 percent.

The failure to take the necessary steps to address these challenges
has resulted in outcomes that are as unfortunate as they were
foreseeable. Health care and retirement programs are expected to
comprise approximately half of Federal spending in fiscal year
2016 as baby boomers begin to retire, up from just over a third in
1999. Federal spending is expected to rise to 21.2 percent of GDP
this fiscal year, and publicly held Federal debt is expected to rise
to 75.6 percent, nearly double the 1999 level and the long-term
historical average of 38 percent of GDP.>

The trajectory for Federal spending obligations, deficits, and debt
are only expected to grow worse over time. In just ten years, 99
percent of revenue will go to mandatory and net interest spending,
crowding out funds for other important priorities like national
defense and medical research.® Deficits are projected to double as
a share of GDP over the next decade while Federal spending rises
to 23.1 percent of GDP in 2026. Publicly held Federal debt is
projected to rise to 86.1 percent by the end of the next decade, and
to 155 percent within three decades—the highest percentage ever
recorded in the United States.’

In his State of the Union address this year, President Obama stated
that he wanted “to focus on the next five years, the next 10 years,
and beyond.”® However, he failed to note one of the most
important issues that America faces in the coming years: the
financial obligations that will come due over those periods. Debt
was not mentioned once in his address, and how to achieve fiscal



sustainability was not among the four questions the President
argued that “we as a country have to answer.”®

Perhaps ironically, in last year’s Report, it was growth in labor
force participation that the President and his advisers were
counting on to tackle deficits and debt posed by “the pig in the
python” baby boomer retirement.'® Analysis from CBO, the
Bureau of Labor Statistics (BLS), and other institutions, however,
paint a very different picture about the ability of the labor force to
stabilize debt. CBO estimates that if lawmakers were to aim for
maintaining debt at 74 percent of GDP by 2040, revenues would
need to increase six percent annually or spending would need to
fall 5.5 percent annually.'! BLS notes that “stabilization is likely
to come at a cost... the need to fund mandatory programs (such as
Social Security and Medicare) while constraining deficits poses an
increasingly large problem for the economy.”2

In mid-2015, the Wells Fargo Economics Group also noted the
dire consequences associated with the current policy trajectory:

Waiting until 2021 to enact tax policy changes to
stabilize the debt-to-GDP ratio at the current 74
percent of GDP would translate into an additional
$570 in taxes per year for a household in the
middle income quintile (making around $66,400
per year)... In the case that Congress and the
administration wait until 2021 and decide to enact
across-the-board spending cuts, the impact on
Social Security benefits for the average individual
would be rather dramatic as well. For example, to
just stabilize the national debt, across the board
cuts to all non-interest spending would reduce the
average annual Social Security benefits for a
median income earner for someone born in 1955
by approximately $1,393 per year.?



The Wells Fargo analysis noted that, on net, the long-run fiscal
and economic benefits of addressing the unsustainable fiscal
policy outlook outweigh the short-term costs.

Rather than address these imposing challenges, this year’s Report
instead focuses on narrower inequality measures. The Report
claims that it “examines the economics and policies that can
strengthen  productivity without exacerbating inequality,
promoting robust and inclusive growth that can be shared by a
broad group of households.” It further identifies inequality as a
“defining challenge of the 21% century economy” that affects both
the United States and abroad, suggesting that “unequal outcomes”
arise from “unequal opportunities.” While unequal opportunities
are indeed concerning and a precursor for economic immobility,
they are not solely to blame for unequal outcomes. The pursuit of
policies that aim for “equality of outcomes” not only fails to
account for the myriad underlying reasons why one American
would pursue one “outcome” over another, but it also implies that
all Americans share the same “American Dream.” Given the
incredibly diverse and vibrant population that makes up modern
America, nothing could be so blatantly further from the truth. The
American Dream has nothing to do with equality of outcomes and
everything to do with equality of opportunity.

ECONOMIC INEQUALITY AND MOBILITY

Metrics

As in last year’s Report, the 2016 Report fails to define the
“middle class.” And as the 2015 Joint Economic Report
(Response) made clear, metrics still matter. Specifically, to set
achievable goals and measure progress, it is necessary to agree on
the metrics:

The [2015] Report itself doesn’t seem clear on that
metric; its reference to the bottom 90 percent of
households and the median household weave
throughout the first chapter, suggesting that the



“lens™ is not quite clear. As it stands, there is no
unified, broad definition of income, let alone a
clear cut definition of “middle class.” Income,
even when clearly defined, is only one measure of
many in determining the welfare and success of an
individual. The “typical” or median household
may make sense when referencing a moment in
time, but is less useful when comparing the median
household over time.*

For example, recent research over the last year suggested that the
middle class has narrowed compared to the growing lower- and
upper-income classes. Pew Research Center (Pew) recently
released an in-depth study on changes in lower-, middle-, and
upper-income households over the past several decades.
Researchers found that the middle class has shrunk compared to
the growing lower- and upper-income classes, down to 50 percent
in 2015 from a 61 percent majority in 1971.%

However, it is important to keep several considerations in mind
when discussing the changes that have occurred in the distribution
of income over time. Income commonly refers to more than just
wages earned, and is one metric among others such as net worth
and consumption patterns, in determining the financial well-being
of Americans. Moreover, such metrics can be measured by
person, household, or even family.'® In the Pew study, income
was measured by household using the Census definition of money
income,!” which excludes certain money receipts, tax payments,
dues and deductions, and benefits like foods stamps, health
insurance, subsidized housing and energy assistance.

Although the recent findings from the Pew study appear to confirm
the Report’s concern that the middle class is shrinking, several
caveats are worth exploring in any discussion relating to the
middle class. The income metric used to determine who falls into
the middle class matters to the entire framing of the discussion.
Different definitions, such as using only the middle-fifth of



income or excluding the top and bottom quintiles, will yield
different results than the Pew-defined size-adjusted households
that fall between two-thirds to double the median U.S. households
income. In fact, middle-income household advancement has been
stronger in the past several decades®® than the oft-cited statistics
indicate because the data tends to overstate increases in the
disparities between the income groups.'®* Many Americans still
identify themselves as middle class, though less so since the
recession.?® Given the cost of living variations across America,?!
what it means to be middle class varies by state and even
metropolitan area.?? In addition, the Pew-defined threshold for
middle income has not only broadened over time, but risen in real
terms, suggesting a rising standard of living.?

Also noteworthy is that the upper-income group grew at a faster
pace than the lower income group. As Pew reported: “From 1971
to 2015, the number of adults in upper-income households
increased from 18.4 million to 51 million, a gain of 177%. During
the same period, the number of adults in lower-income households
increased from 33.2 million to 70.3 million, a gain of 112%.”%
By comparison, middle-income households grew by 51 percent
from 80 million to 120.8 million. The fact that the upper-income
group broadened—meaning that a relatively larger share of
households frequent the upper-income group today than had in the
past—is a positive trend and should ameliorate some of the
concern regarding the “concentration” of income in the upper-
income group. Such concern is misplaced if income mobility
keeps to its historical pace or strengthens.?

Mobility still matters. The makeup of income groups is anything
but static, with people frequently moving among the lower-,
middle-, and upper-income groups.  The distribution of
households in each income group at any given moment is a
snapshot of a dynamic flow (i.e. mobility) of households between
income groups over time. Mobility is most commonly measured
in both absolute terms, whereby a child is better off than his or her
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parents regardless of origin in the distribution, and also in relative
terms, whereby a child moves up or down depending on where in
the distribution they originated (i.e. a child in the bottom group
could still be better off than his or her parents in the bottom group,
suggesting upward mobility in the absolute sense, but immobility
in the relative sense).

Many would likely be surprised to learn that, contrary to recently
developed conventional wisdom, economic mobility in America
has not lagged that of its international peers.?® Relatively new
research delves into a mobility-related measure known as
intergenerational elasticity, which measures the relationship
between a person’s income and that of their parents. The findings
suggest that roughly half of parental income advantages are passed
down to children.?” The Report points out that intergenerational
earnings elasticity of fathers and sons in the United States is lower
compared to most major developed economies, noting: “the higher
the elasticity, the less mobile the society. Such a mobility can be
understood as a measure of the inequality of opportunity.”? This
particular issue for young men in the United States is in fact an
important one that must be addressed. An Organization for
Economic Cooperation and Development (OECD) study also
notes that this is true of France, Italy, and the United Kingdom as
well.?® However, similar research demonstrates that the United
States is out of sync with other countries on intergenerational
earnings mobility only for sons who had fathers in the bottom fifth
of earnings—not exactly a middle-class issue, but rather one of
low-income families looking to move into the middle class. In
fact, the United States falls in the middle of the pack for other
father and child correlations.*°

Young Adults and Mobility in the 215 Century

As noted in last year’s Response, alternative metrics continue to
indicate a shift in the relationship that young individuals have with
the labor market. While previous generations may have faced
tough labor markets as they entered the workforce, as baby
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boomers did in the 1981-82 recession, the labor market recovery
for millennials has been “much less robust” following the 2007-
09 recession.® A Georgetown University Center on Education
and the Workforce study notes that, like those in school in their
late teens and early twenties, the share of people in their late
twenties (26-30 years of age) participating in the labor force has
also declined, down from 88 percent in 2000 to 80 percent in 2012.
This is the lowest rate in the 60 years that data has been collected.
The share of adults in their late twenties working full-time, year-
round jobs has fallen by 15 percentage points for men to 65 percent
from 2000 to 2012. Women have also seen a six percentage-point
decrease over the same time period. The study further suggests
that entering the labor market in a bad economy can have negative
long-term effects on earnings and employment that can last for 10
to 15 years.®> The data further suggest that millennials,
collectively the youngest and largest generation in the workforce
today, are also switching jobs at a slower pace than previous
generations.®

Longer-term trends, however, suggest that the issue was building
even prior to the recession. Between 1992 and 2000, each
successive graduate class of college and post-college degree
holders saw an increase in the likelihood of entering jobs that
require “brains” instead of “brawn” at the start and in the middle
of their careers. However, this pattern began to reverse after 2000,
contributing to the declining job and income prospects young
work entrants currently face. Wages of recent graduates haven’t
been keeping up with previous generations’ starting wages relative
to the median wage. The drag of graduating college during a
recession can have a permanent effect on lifetime income. This
seems to be true of certain college degrees over others. Graduates
with scientific and business degrees see an increase in earnings
graduating into a recession, while arts and social sciences see a
decrease.®* Nonetheless, a 2013 Urban Institute study found that
the average wealth of millennials between 20 and 30 years of age
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in 2010 was 7 percent lower than the average wealth of baby
boomers within that age group in 1983.%

According to Census Bureau data, 15.1 percent of 25- to 34-year-
olds live with their parents, increasing for the fourth consecutive
year. Compared to just 12 years ago when the rate was just above
10 percent, the trend remains historically elevated and continues
to inch higher.*® A household is formed when an adult leaves the
home of another adult and finds his or her own place of residence,
whether owned or rented. However, as the Report also highlights,
two-thirds of the new households created over the year ending in
June were created by Americans between 65 and 74 years old.*’

As mentioned in the 2015 Report, this year’s Report notes that
millennials’ delayed purchase of homes will continue to affect
household formation in the near term, but finds that this will be
remedied in the coming years as graduates pay off their student
loans. Unfortunately, millennials and the generations that follow
them face a number of unprecedented problems that could affect
their mobility going forward, including a record amount of
average student loan debt, elevated underemployment, lower
starting wages than previous generations, and long-term fiscal
challenges originating from entitlement and public pension
programs.®® Recent research from the Federal Reserve Bank of St.
Louis finds that the average per-capita lifetime net benefit from
Federal benefits received minus taxes paid turns from significantly
positive to significantly negative beginning with Generation X,
and only worsens for millennials and post-millennial
generations.®® The longer reform is delayed, the greater the
intergenerational imbalance will grow, and the more painful and
drastic the necessary fiscal policy changes will become.

In addition, with the oldest baby boomers only recently becoming
eligible for full Social Security benefits,*° their retirement is only
just beginning and will span at least the next two decades. In fact,
baby boomers most commonly comprise the upper-income group
because many are still in their highest earning years.** Though
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baby boomers are retiring at a slower rate than previous
generations, as the labor force participation rate for Americans age
55 and older is rising*? while younger age cohorts’ participation is
falling, their retirement will not only leave a lasting impact on the
labor force,* but it also means more Americans will be living on
relatively lower retiree incomes than they made in their working
years.

Economic Inequality, Mobility and Growth

The Report makes the following point that omits a significant
reason for the divergent trends in top 1 percent income shares
between the United States and other G-7 countries:

Until the 1980s, the United States experience was
similar to other countries; as recently as 1975, the
top 1 percent garnered a similar share of the
income in the United States as in other G-7
countries, as shown in Figure 1-1. But since 1987
the share of income going to the top 1 percent in
the United States has exceeded every other G-7
country in each year that data are available.*

The reason, known perfectly well by the Administration, is largely
due to the Tax Reform Act of 1986 which, among other changes,
lowered the top individual tax rate from 50 percent to 28 percent.
This created an incentive for small businesses to file under the
individual tax code since the top marginal corporate income tax
rate was much higher. In fact, the data show a growing share of
U.S. business income has been taxed on a passthrough basis
(Figure 1-1), meaning that a firm’s business income is attributed
to the owner(s) and taxed as individual income, which has further
complicated the process of teasing out income inequality from
existing data.®
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Figure 1-1
The Rapid Growth of Passthrough Businesses
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The Report also notes that technological change has played a role
in increasing wage inequality and job polarization in both the
United States and abroad. Information technology has changed
relative demand for workers with different skill levels, known as
skill-biased technological change (SBTC). Over the last nearly
four decades, SBTC altered demand for different types of labor as
the cost of acquiring and utilizing information technology assets
fell rapidly and U.S. businesses substituted computers and
computerized machinery for workers performing routine tasks. As
discussed at length in last year’s Response, previous JEC research
found that SBTC explained a majority of the increase in income
inequality among U.S. households over the past several decades,
and that SBTC is also driving the increase in income inequality
abroad.*’

As supporting evidence of the growing global attention to
inequality, the Report goes on to highlight Thomas Piketty’s
seminal 2014 book, Capital in the Twenty-First Century.
However, data issues plague the work of scholars like Piketty and
Emmanuel Saez. Specifically, the use of tax return data
(particularly of pre-tax income) instead of after-tax household
income fails to account for government benefits and employer-
provided health insurance. As Manhattan Institute scholar Scott
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Winship states, “they do not account for the main ways in which
we mitigate income concentration via public policy.”*®  This
begets the question: why does it make sense to measure inequality
in a manner that does not account for the effect of the very policies
meant to mitigate it? The answer is simple: It makes no sense
whatsoever. Such a question underscores the importance of
clearly defining the metrics and understanding their underpinnings
before predicating policy changes upon them.

As pointed out in a previous JEC staff analysis, the increase to real
U.S. median income over the past several decades has been far
greater than reported using only pre-tax and pre-transfer income.
Economist Richard Burkhauser noted that, after accounting for
size of households, government transfer payments, taxes, and
employer-provided health insurance, the real U.S. median income
has actually increased 36.7 percent from 1979 to 2007 (pre-dating
the recent recession), as compared to the unadjusted, pre-tax
median income tax unit increase of 3.2 percent (Figure 1-2).
Burkhauser’s numbers compare similarly with CBO, which found
that for the 60 percent of the population in the middle of the
income scale, real after-tax household income growth was just
under 40 percent from 1979 to 2007.%°



16

Figure 1-2

Increase to Real U.S. Median Income, 1979 to 2007
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Despite the issues associated with measuring income inequality,
the Report makes a brief attempt to point out that wealth inequality
is even more unequally distributed, though making the caveat that
wealth inequality is “particularly difficult to measure accurately
because we do not track wealth in the way we do income and
trends in wealth inequality are concentrated among a small
number of households.”® Not only is wealth inequality inherently
more difficult to track, but it is unclear if it is a larger issue than
income inequality. For wealth measurements, age is an even more
important factor (in many cases, young adults have negative net
worth as they pay off student loans, car payments, and mortgages,
while the recently retired may have substantive wealth built over
a lifetime to live off of in retirement), in addition to household
formation (for example, if a married couple divorces and creates
two households with lower wealth than they previously held
combined, is this a policy concern when it comes to how it changes
wealth inequality?), along with a number of other factors
associated with the valuation of wealth as well.

The Report also highlights the 21 percent wage disparity between
the typical woman and typical man working full-time as another
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area of inequality of opportunity. However, there is nothing
typical or accurate about comparing the two averages. Recent
research that uses median hourly earnings and makes adjustments
for education, experience, and job type among workers age 25 to
34 found that all but 7 percent of the wage disparity disappears.>!
Furthermore, a study completed in 2010 using median, full-time
income data at the metropolitan level found that among young
adults age 22 to 30 never-married with no children, women were
out-earning men by 8 percent on average among the metropolitan
areas studied and by as much as 21 percent more. Interestingly,
while women’s earnings appear to benefit from the expansion of
the knowledge-based economy, Silicon Valley was noted among
the “holdout” areas where young men’s earnings still surpass
women’s.>? Adjusting for these factors makes for a better apples-
to-apples comparison by controlling for the choices individual
Americans make which may influence their income disparities and
may have very little to do with their earnings. Once again, the
metrics are extremely important to policymakers’ understanding
of the problems that they wish to address.

The Report further states that inequality is correlated with lower
mobility, trotting out the “Great Gatsby” curve first introduced in
2011. However, evidence of changes in income inequality and
mobility in the United States reveal no such relationship.>
Despite periods of high and rising inequality, including in the
1990s when income was increasingly concentrated within the top
one percent and incomes were rising across the board, recent
research from economist Raj Chetty finds that mobility did not
fall. In fact, the research concluded “measures of social mobility
have remained remarkably stable over the second half of the
twentieth century in the United States.”>*

Ultimately, it is economic mobility that matters more than income
inequality—the fact is that people in the lower-, middle-, and
upper-income groups are always changing over time. Improving
economic mobility, not income inequality, remains a challenge to
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the 21%-century economy. However, as aforementioned,
economic mobility in America is not laggard compared to
international peers, and mobility in America has remained largely
unchanged over the last 20 years. Despite this, income
immobility, the ability to “move to opportunity,” and the
relationship between child and parent earnings will continue to
play prominent roles in the changes to distribution in income over
time, and it remains more important than ever to remove barriers
to opportunity and continue to every effort to improve economic
mobility.

RENT-SEEKING AND THE ROLE OF GOVERNMENT

The Report states: “Rents arise when markets are not perfectly
competitive, such as when uncompetitive markets yield monopoly
profits or preferential regulation protects entities from
competition.”® No market, however, is perfectly competitive.
The Report continues: “Classic examples of such rents include
monopoly profits and the unearned benefits of preferential
government regulation.”®® In fact, there are few better examples
of preferential government regulation that promote rent-seeking
behavior than the politically-designed energy policies pursued by
this Administration, which are discussed in more detail in Chapter
6.

This is also true of increasing market concentration.
Consolidation has become ubiquitous precisely because of
increased regulation brought by this Administration. The sectors
in which the Report cites massive consolidation are air travel,
telecoms, banking, food-processing—a veritable “who’s who” of
overregulation. It is also of particular note that, largely as a result
of the changes in the healthcare landscape brought on by the ACA,
the healthcare sector—especially insurance—has recently
undergone consolidation. In all its zeal, the Administration issued
a record number of 82,036 pages of regulation to the Federal
Register in 2015, amounting to more than 3,378 final rules and
regulations and adding to the near-$2 trillion in lost economic
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productivity and higher prices due to cumulative regulatory
burdens.>’

The Report claims that evidence suggests in many cases that rent-
seeking behavior “exacerbates inequality and can actually impair
growth.”®® Rent-seeking is just political entrepreneurship by
another name, as explained by economist Wayne Brough:

The entrepreneurial calculus may change in
response to institutional changes brought by an
expanding regulatory state. Some entrepreneurs
will focus more on redistributing existing rents
through the political process rather than
innovating for the benefit of consumers... As
political entrepreneurs crowd out economic
entrepreneurs, society shifts from the positive-sum
game of wealth creation to the zero-sum game of
wealth transfers.®

The Report wraps up discussion of problems associated with rent-
seeking behavior by suggesting political reforms to reduce the
influence of regulatory lobbying: “Finally, to the degree that rent-
seeking warps regulations, policymakers should reduce the ability
of people or corporations to seek rents successfully through
political reforms and other steps to reduce the influence of
regulatory lobbying.”®® The implication that the rent-seeking and
regulations relationship is causal in only one direction is puzzling,
as itis equally likely that regulation could incite or re-channel rent-
seeking behavior. As pointed out in economist Bruce Yandle’s
classic “Bootleggers and Baptists” theory of rent-seeking
behavior, the bootleggers—standing to profit handsomely from
new regulation—support, or rent-seek, “tee-totaling” Baptist
politicians to maintain prohibition of the sale of alcohol on
Sundays. Such a relationship exists between interest groups,
politicians and regulators:
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In a democratic society, economic forces will
always play through the political mechanism in
ways determined by the voting mechanism
employed. Politicians need resources in order to
get elected. Selected members of the public can
gain resources through the political process, and
highly organized groups can do that quite handily.
The most successful ventures of this sort occur
where there is an overarching public concern to be
addressed (like the problem of alcohol) whose
"solution™ allows resources to be distributed from
the public purse to particular groups or from one
group to another (as from bartenders to
bootleggers).5*

In fact, Nobel laureate economist Milton Friedman described this
relationship as more of an “iron triangle,” an insurmountable
connection between interest groups, bureaucracies, and politicians
that makes reform particularly difficult, and virtually always fails
the consumer.®? As noted by economist Mancur Olson in his study
of special-interest privileges, nations that allow entrenched
interest groups to grow in power and influence over time engender
the relative decline of those nations.%

Moreover, political reforms that ultimately reduce unproductive
rent-seeking require that government, and the (redistributive)
power of the purse associated with it, necessarily demand that the
target of rent-seeking—government itself, in all of its current
largess—become less tantalizing to seek in the first place. Less
rent-seeking for political favor due to smaller government allows
for a greater ability to address the current unsustainable spending
problem. As discussed in a previous JEC staff study, if fiscal
consolidation and pro-growth reforms are to be successful in the
long term, policymakers must credibly commit to addressing the
multifaceted growth of government, including the size of
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government, the roles of government and how revenues are
spent.%

PRO-GROWTH PoLICY OPPORTUNITIES

Barriers to Entry: Unionization, Occupational Licensing and
Minimum Wage

The Report extensively discusses the issues associated with
barriers to entry into jobs and markets, and offers several policy
solutions including greater support for collective bargaining,
minimum wage, reducing occupational licensing barriers, and
removing restrictive land use regulations. However, for all of the
points that are made about occupational licensing and other
regulations, the Report stops short of connecting these barriers to
entry with the equally significant ones that unionization and
minimum wage present:

First, the employment barriers created by licensing
raise wages for those who are successful in gaining
entry to a licensed occupation by restricting
employment in the licensed profession and
lowering wages for excluded workers. Estimates
find that unlicensed workers earn 10- to 15-percent
lower wages than licensed workers with similar
levels of education, training, and experience
(Kleiner and Krueger 2010). Second, research
finds that more restrictive licensing laws lead to
higher prices for goods and services, in many cases
for lower-income households, while the quality,
health and safety benefits do not always
materialize (Kleiner 2015). Finally, some state-
specific licensing requirements create unnecessary
barriers to entry for out-of-state licensed
practitioners, reducing mobility across state lines
(Johnson and Kleiner 2014).%
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The employment barriers detailed in the Report resulting from
occupational licensing also extend to union membership by: (1)
increasing wages for licensed (union) workers compared to non-
licensed (non-union) workers, and (2) increasing the price of
goods and services, particularly burdensome on lower-income
households.®® In addition, the third and final point with regard to
state-specific requirements is the same concept behind frequent
criticism that the ACA restricts choice by disallowing shopping
for insurance out-of-state.%’

The Report notes that union membership declined consistently
since the 1970s.%®  However, over the same time frame,
occupational licensing was consistently rising. In fact, economist
Morris Kleiner, the very same mentioned by the Report in the
quote above, makes this link in a paper with fellow economist and
former economic adviser to the President, Alan Krueger: as the
prevalence of union membership fell into decline, from nearly
one-third of workers in the 1950s to just above one-in-ten in 2008,
so occupational licensing rose from roughly 5 percent in the 1950s
to nearly 29 percent in 2008. The study additionally notes:
“Indeed, the wage premium associated with licensing is strikingly
similar to that found in studies of the effect of unions on wages.”®°
Though Kleiner and Krueger find that unions reduce inequality
(by way of compressing the wage distribution),”® their research
does not suggest that the “balance of bargaining power leans
toward the firm” ! in absence of greater unionization.

As the Report acknowledges, occupational licensing can too often
be a clumsy solution to ensure customer health and safety.
Consumer health and safety can be prioritized in other ways, such
as voluntary certification, without hurting entrepreneurship and
job creation. The justification for licensing should include why
certification is not enough. States should re-examine their
occupational licensing laws to ensure that they are not serving the
interests of incumbent groups in place of the consumers they are
meant to protect.
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President Obama again included raising the minimum wage
among his list of proposals for the year ahead in his State of the
Union address. In step, the Report misleadingly argues that the
minimum wage is “geared toward workers with the very least
bargaining power.””® However, evidence shows that the minimum
wage is far from a useful tool to help the poor.”* The main effect
of minimum wage increases is a reduction in the number of low-
skill and entry-level jobs.” In fact, CBO projected that a proposed
Federal minimum wage to $10.10 per hour could amount to an
employment reduction of as many as one million workers.’® These
are the very jobs that the most vulnerable workers in the labor
force—those just starting out and looking to get a foothold into
their job paths—rely upon the most. This flies in the face of the
President’s narrative for one simple reason: an unemployed
worker is not an empowered worker.

Over time, the minimum wage gives employers added incentive to
automate, which reduces job opportunities for those with limited
skills. ~ Yet one cannot easily distinguish the advances in
technology that are motivated by artificially increased wage cost
from those that occur independently.  Consequently, the
detrimental effect of the minimum wage on employment likely is
greater than what can be definitively attributed to it.””

In an effort to alleviate the struggle in which many young workers
find themselves in seeking to obtain their first job, President
Obama has proposed a $5.5 billion dollar collective of grants, skill
investment and direct wage payments. As noted by Mercatus
Center scholar Adam Millsap, the fact that the minimum wage has
a negative effect on teenage and young adult employment is a
“glaring omission” from the President’s proposal, especially given
the glut of evidence demonstrating that minimum wages harm the
most vulnerable and least skilled workers.”® Other arguments
against raising the minimum wage include that fact that an
increase creates both winners and losers: those who keep their jobs
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at the new higher wage, and those who see a reduction in hours,
job loss, or fail to obtain a job at all.”

Policy Goals and Full Employment

Despite assertions of being near “full employment,” broader
indicators continue to show significant slack in the labor market.®
The unemployment rate has historically been used to determine
progress towards full employment. However, as detailed above
and in greater detail in the subsequent chapter, labor force
dropouts, discouraged workers, and long-term unemployment
have not fully recovered from the recession, even adjusting for
population changes.

Furthermore, the Report states that the same macroeconomic
policies used to return the economy to full employment can be
used to reduce income inequality introduced by cyclical
unemployment:

Indeed, unemployment or sub-optimal employment
is a form of inequality in itself, resulting in zero or
insufficient labor earnings for a subset of workers.
The same macroeconomic policies usually
employed to boost growth and return the economy
to full employment can unambiguously reduce this
cyclical form of income inequality.!

While Federal law establishes full employment as an official
policy goal as detailed in Chapter 7, blind commitment to full
employment at all costs can be wildly counterproductive. There
are significant tradeoffs associated with using fiscal and monetary
policies to bring the economy back to full employment. Federal
borrowing to meet that goal comes with long-term economic costs
and exacerbates intergenerational inequities.

In fact, the reasons for workers to find themselves jobless or leave
the labor force may suggest a different remedy today than the ill-
conceived stimulative measures initially pursued through fiscal
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and monetary policies during and in the immediate aftermath of
the recent recession. Many economists and policymakers believe
that, at least in theory, using these macroeconomic stabilization
tools as “counter-cyclical” policy can boost economic growth in
times of distress and rein in growth when the economy is perceived
to be overheating (i.e. when growth is occurring at an
unsustainable rate and demand outpaces production, leading to
higher prices). However, the reality is that the appropriate policies
may not be chosen in a timely manner or at all. The stakes are
high: the wrong move may very well yield a worse outcome for
the economy than would have occurred had no action been taken
at all.

Although the Report places the discussion of income inequality in
the specific context of cyclical unemployment (which results from
insufficient aggregate demand), F.A. Hayek argued that not all
unemployment above the natural rate is indicative of insufficient
aggregate demand, and pursuit of full employment through
spending meant to increase aggregate demand risks not only
chronic inflation, but imposes a pervasive mismatch between the
type of labor supplied and the type of labor demanded by
employers. Hayek goes on to note the true problem is to achieve
a distribution of labor with a sustainable level of high employment
without artificial stimulus. However, Hayek cautions that we are
incapable of knowing what that distribution of labor is
beforehand.®2

Federal policymakers have an important role in fostering a free-
market economy in which Americans enjoy ample opportunities
for employment, but government should not and cannot be the
paramount facilitator of the labor market. The private sector is the
true driver of labor market dynamism.

It is quite possible that the recession, paired with longer-term
structural trends in technology and demographics, as well as
policy changes that affect the reward of work, have altered
incentives to participate in the workforce, work more hours, and
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start and grow businesses. Many policies that the Administration
has pursued in the aftermath of the recession are estimated to
negatively affect employment. Examples include the President’s
proposed minimum wage increase, the ACA’s 30-hour full-time
work threshold,® and the pending increase in the Department of
Labor’s income threshold for overtime pay eligibility.®* As
aforementioned, CBO projected that a proposed Federal minimum
wage to $10.10 per hour could amount to an employment
reduction of as many as one million workers.® In addition, CBO
also estimates the implementation of the ACA will cause a labor
force reduction of roughly two million full-time equivalent
workers by 2025.8 Full implementation of the increase in the
Department of Labor’s income threshold of overtime pay could
reduce full-time equivalent jobs by as much as half a million jobs
or more.®” These and other regulations effectively reduce
economic productivity and thwart job growth for the most
vulnerable workers.

Rather than the Administration’s policies, Congress should look
to pro-growth, structural policy measures and reforms, including
changes in spending and tax provisions, and deregulatory
measures that aim to increase the incentives for potential workers
to find jobs, and for businesses and entrepreneurs to hire and train
workers.®88  Above all, in this uncharacteristically slow-growth
environment, it remains more important than ever that the
Administration, Congress and the Federal Reserve avoid taking
hasty action that risks destabilizing an already fickle economy.

Improving Workforce Potential

Overall wage growth was middling for most of 2015, picking up
in the final month of the year. By one measure, the 12-month
change of average hourly earnings, nominal wage growth rose 2.5
percent in December 2015, suggesting long-awaited momentum
for stronger growth had finally arrived, though the average
annualized change for 2015 stood at 2.2 percent.®® However,
nominal wages are still increasing more slowly than the 3.5
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percent rate which the Federal Reserve considers “healthy.”®°
Furthermore, that momentum has a long way yet to translate into
higher household incomes. Real median household income for
2014 (the latest data available) was slightly lower at $53,657 than
in 2013 ($54,462).%

As aforementioned, wage gains for millennials have been much
slower. In fact, other costs typical to a young person—such as rent
and student loan debt— are actually outpacing wage gains. In
addition, the starting wages of recent college graduates since the
beginning of the recent recession have changed very little, and a
gap has grown between recent graduates and overall median
weekly earnings, an occurrence that predates the recent recession
by several years.%? In fact, the aforementioned Pew research on
the middle class found that young adults age 18 to 29 were among
the biggest “losers with a significant rise in their share in the
lower-income tiers.”% Economist Tyler Cowen argues that does
not bode well for our economic future.®* This is particularly
concerning if the economy is giving way to a “Great Reset” that,
in a low-productivity growth environment,®® will offer far less
favorable long-run wage prospects and slower growth in living
standards, borne out most clearly by the young entering into the
workforce. Ultimately, it remains to be seen whether young adults
will surmount the challenges they face today. %

In his State of the Union address, President Obama brought his
proposal for two years of free community college back to the fore,
stating that he will “keep fighting to get that started this year.”®’
However, the Administration’s focus in the realm of education
remains misplaced and the solution offered does little to remedy
the education deficits with which so many students across the
nation are saddled. As mentioned in the Response last year:

Making community college free does not ensure
that students who graduate from said programs
will actually have the skills they need to obtain a
good paying job. Today, many of the classes
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offered at community colleges are remedial,
compensating for deficits in education received at
the high school level. Financially, community
college is not perceived as a chokepoint for many
students, as most low-income individuals are
already able to receive a community college
education for free if they are eligible for Pell
Grants. Furthermore, of the nearly 40 percent that
are able to graduate, their incomes remain scant
above that of workers with only a high school
diploma if they do not go on to complete a college
degree.%®

Recent research from the Federal Reserve Bank of New York
indicates that nearly half of recent college graduates were
underemployed between 2009 and 2013, working in jobs that do
not require a college degree, though these recent graduates are
making more than other young workers of a similar age without a
degree. Only approximately one-fifth of underemployed recent
graduates were in low-skilled jobs, including baristas, bartenders
and cashiers.%

In testimony before the JEC, American Enterprise Institute scholar
Andrew Kelly argued that evidence increasingly suggests that not
only does an affordability crisis exist in American higher
education, but that a value crisis exists as well. This is especially
true in the case of recent college graduates, given that the wages
of recent college graduates have declined over the past decade.
The result is that students are paying more for a lower return to
education.® In the same hearing, former Indiana governor and
current Purdue University President Mitchell E. Daniels noted that
accessibility and affordability of higher education and career
readiness are imperative to economic growth and argued that
universities should have more “skin in the game” to hold them
accountable for student outcomes. %
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CONCLUSION

Nearly seven years into the recovery, Americans are still waiting
for a sign of stronger income growth and resulting economic
mobility. As the JEC marks its 70" anniversary this year, as
discussed in more depth in Chapter 7, it is remarkable that our
nation finds itself continuing to address many of the same
challenges raised in previous years. For instance, in its Response
on the 50" anniversary of the JEC, the Committee noted that
though President Clinton and his CEA were painting a picture of
economic robustness, members were concerned that things like a
booming stock market belied economic fundamentals:

The President wants anxious workers to know that
he ‘feels their pain’ while at the same time
boasting...that this is the best economy in decades.
Economic statistics paint a contradictory picture.
The so-called “misery index” (inflation plus
unemployment) is admittedly quite low (thank you
[Fed Chairman] Alan Greenspan), but this
economic expansion has been unambiguously
poor....The facts are clear. No matter how you
slice it, Bill Clinton’s economic expansion
record—anemic growth of 2.3%—is dismal.%?

Not only did these words make it clear that Members believed
tough times lay ahead (confirmed when the dot-com bubble burst),
they have also proved timeless. One could easily read the exact
same paragraph in today’s paper with a couple of names changed
to reflect different Administrations, and have no idea that it had
been written 20 years ago.

It is only fair to note that although the JEC has a good track record,
the Committee’s Response has admittedly not always been spot
on. For instance, the then-Majority’s 2010 Response set out a
three-point agenda that they claimed would kick start the post-
financial crisis economy:
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An effective, targeted stimulus would include a
portfolio of policies. First, extending
unemployment insurance would have ripple effects
across the entire economy, triggering broad-based
economic growth...Second, federal investment in
small businesses would help jumpstart job
creation....Finally, federal funds for innovation
and basic research play a key role in economy
recovery.!%

After six years of irresponsible spending on programs like these,
the United States remains mired in economic growth barely
topping two percent.1®* Deficits and debt are on the rise and one
in ten people age 16 and older is underemployed or
unemployed.® Furthermore, the likelihood of the United States
slipping into recession has risen to 25 percent according to Bank
of America.'®® Perhaps the Administration should have heeded
the conclusion of the Minority Views at that time:

Despite the daunting challenges facing our nation
and recent steps by the majority in the wrong
direction, we remain confident that the
entrepreneurial spirit and drive of America will
survive and prosper. It will emerge—not with the
interference of an expansive government, but with
the hard work, thrift, and determination of its
people. Harnessing that work, thrift and
determination requires that government help
provide a transparent and fair playing field, but
also requires that government let its working
families and productive enterprises flourish by
allowing them to reap the benefits of their
activities. Higher taxes and expanded government
serves to diminish rewards to entrepreneurial
efforts. 1%
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As discussed in last year’s Response, the Administration should
broadly support policies that promote economic mobility for all
Americans in addition to focusing on individuals who experience
little to no economic mobility, such as those who lack the
necessary skills to compete in today’s workforce.

Furthermore, as longer-term technological trends continue, labor
market polarization'® will continue to affect the types of jobs
demanded in the economy as middle-skill jobs are automated.
Policies that negatively alter work incentives will reduce work
opportunities, flexibility, and hours. Regulatory barriers to
entrepreneurship, specifically the cumulative burdensome
requirements imposed at the Federal level and occupational
licensing laws at the state level, will continue to impede the
creation and development of businesses and the jobs that come
with it.1%°  Altogether, these shifts in technology and policy will
ultimately be reflected in the income earned, the number of
earners, and the hours worked by individuals in these households,
regardless of distribution.

As discussed in the Report, much concern remains over the
considerable slowdown in productivity over the past decade, and
labor productivity in the nonfarm business sector remained fairly
subdued over the course of 2015.1*° Strong growth in productivity
is a key component to output, profit, and wage and income growth.
Yet nonfarm business sector productivity growth has achieved a
mere 0.6 percent average annual rate since the first quarter of
2010, and fell at an annual rate of 3.0 percent in the last quarter of
2015. Thus far, it would appear that the Administration’s hopes
of higher productivity have been dashed, undermining the
Administration’s budget and expected lower future deficits.

In addition, while demographic trends continue to affect the
overall labor force participation rate, the participation rate of
prime-age workers (age 25 to 54) remains 1.8 percentage points
below the recovery start after decelerating during the recession
and reflecting a longer-term declining trend. As mentioned in the
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Response last year, though it is hoped that these trends will
improve, productivity and labor force participation growth alone
cannot address the Federal spending problems that have been
years in the making. Furthermore, if the projected long-term
trends in demographics and participation in the labor force serve
to frame the future labor market, then countries such as the United
States would be wise to ensure their fiscal sustainability to avoid
potentially slower future economic growth.
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CHAPTER 2: MACROECONOMIC OUTLOOK

The Report points out that relatively strong job growth has
been particularly disconnected with slower GDP growth over
the course of this recovery, and labor market “churn” has
continued its long-run, declining trend. Yet whether this is due
to greater job stability or workers’ reduced ability to achieve
wage gains by switching jobs remains to be seen. Despite
presuming a relatively optimistic economic outlook going
forward based upon a budget that presumes debt will at least
“stabilize” over the next 10 years, the Report again fails to
recognize the long-term impending debt crisis that, if left
unaddressed, will hurt the U.S. economy, dampen wages,
threaten our national security, and reduce the Federal
Government’s ability to respond to future challenges.

In the next decade, outlays on mandatory programs and interest
payments on the debt will be the driving forces of increased
spending, consuming 99 percent of all Federal revenues by
2026. Two of the primary trust funds used to provide certain
Social Security and Medicare benefits will be exhausted by
2030 and 2026, respectively. It will cost over $5.9 trillion in
additional spending to preserve scheduled Social Security
benefits for 10 years after its insolvency date, and it will cost
over $2.8 trillion to preserve Medicare services for an
additional 10 years. Another key driver of mandatory outlays
stems from the ACA, the costs of which have been grossly
underestimated. The ACA essentially takes money from
Medicare in order pay for the health law, and the JEC expects
increased spending in the order of trillions will result from the
ACA.
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NEAR-TERM OUTLOOK

Gross Domestic Product

Economic growth continued at a relatively muted pace in 2015.
After yet another slow start in the first quarter of 2015, GDP
demonstrated tepid growth in the second quarter, a relatively
strong third quarter, followed by deceleration in growth for the
final quarter. Despite attaining average real GDP growth of only
2.1 percent over the course of the current recovery, President
Obama’s Fiscal Year 2017 Budget still assumes a relatively
optimistic 2.4 percent average GDP growth over the next five
years, ticking down to 2.3 percent average growth from 2022
through 2026.1'! By contrast, CBO expects a more conservative
average rate of 2.1 percent over the next five years and 2.0 percent
average growth from 2022 through 2026.1*2 A smaller economy
over the next decade would mean less revenue than the Obama
Administration expects to meet ever-growing spending
obligations. This comparison is limited by the fact that the CBO’s
economic assumptions are based on current law, and the
President’s budget is based on a variety of changes to current law
and economic assumptions that differ from the CBO’s analysis.

Real GDP growth in the fourth quarter of 2015 appears sluggish
compared to earlier quarters in the year, though revised up to 1.0
percent. As measured from fourth quarter to fourth quarter, which
is the preferred measurement used by CBO and the Federal Open
Market Committee (FOMC), real GDP growth from the fourth
quarter of 2014 to the fourth quarter of 2015 slowed to 1.9 percent
(Figure 2-1).
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Figure 2-1
Real GDP Growth Slower in 2015 than in 2014

Percent change in real GDP from fourth quarter 2014 to fourth quarter 2015
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Source: Haver Analytics, Bureau of Economic Analysis.
The economy continues to suffer from gaps in economic growth,
private-sector jobs, and real income growth, lagging far behind the
average post-1960 recovery. If real GDP had grown at the average
rate of other post-1960 recoveries, real GDP would be nearly $2.0
trillion (2009 dollars) larger (see Figure 2-2).

Figure 2-2
Real GDP Growth Gap

Nearly $2.0 Trillion Growth Gap Compared to Post-1960 Average Recovery
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The current recovery continues to rank last among post-1960
recoveries in terms of real economic growth. Since the recession
ended in the second quarter of 2009, real GDP has grown at an
average annual rate of 2.1 percent. In other post-1960 recoveries,
real GDP expanded at an average annual rate of 3.9 percent during
the comparable six-and-one-half year period (see Figure 2-3).

Figure 2-3
Growth Significantly Below Past Recoveries

Compared to Other Post-1960 Recoveries
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Source: Haver Analytics, Bureau of Economic Analysis, JEC staff calculations

CBO projected in the January 2016 release of its Budget and
Economic Outlook that real GDP will grow at a much slower rate
during the 2015-2026 period—an average of 2.1 percent
annually—than it did during the 1980s and 1990s, and slower than
its previous August 2015 projection of 2.3 percent annually over
the 2015-2025 period.**® A growth of roughly 2 percent over the
next decade and beyond is significantly lower than the average of
nearly 3.4 percent growth enjoyed over the previous 50-year
period prior to the recent recession, resulting in a smaller economy
than previously anticipated going forward.

Labor Market

The Report highlights the last two years as the best job growth
since 1999 and reiterates that the past year continues to post
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impressive job growth, adding 2.7 million jobs in 2015, bolstering
the slightly stronger gains seen in 2014.1'% However, in today’s
economy, many people would like to work more hours, it takes
longer for the unemployed to find a job, and wage growth remains
tepid. The current economy is marked by slower economic
growth, productivity and entrepreneurship.

The current recovery also suffers from a large and persistent
private-sector jobs gap. Compared to the end of the recession in
the second quarter of 2009, the private-sector jobs gap stands at
6.0 million compared with the average of other post-1960
recoveries (see Figure 2-4).

Figure 2-4

Large Private Sector Jobs Gap Remains

Compared to the Average Growth of Other Post-1960 Recoveries
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A recent Georgetown University Center on Education and the
Workforce study found that the economy would have 6.4 million
more nonfarm payroll jobs than it does today if the recession had
never occurred, achieving more than 155 million payroll jobs in
total based on pre-recession trends. !

For measuring progress on job gains, the Administration typically
focuses on the period since February 2010, when private-sector
payroll employment hit bottom, rather than the June 2009 end of
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the recession. Even on that more favorable basis, the private-
sector jobs gap stands at 2.8 million compared to the average of
other post-1960 recoveries. Over the last six months, the economy
has added an average of 213,000 private-sector jobs per month.
Even if that pace were to continue through the end of 2016, the
private-sector jobs gap measured from the end of the recession
would be 4.6 million compared with the average of other post-
1960 recoveries.

As with the growth gap in real GDP, closing the private-sector jobs
gap by the end of 2016 will require much more rapid job growth
than the Obama recovery has delivered to date. To eliminate the
6.0 million private-sector jobs gap by the end of 2016, the
economy will need to add 630,000 jobs each month over the next
11 months. That mark has not been achieved once during the
current recovery.

CBO and other institutions have continued to revise GDP growth
projections downward to account for demographic trends and for
slower workforce growth in the years ahead, dulling expectations
for stronger growth in the United States. Global growth has also
slowed, and the trends in the United States and abroad kindled
implications of the beginning of a “new normal” of slower
economic growth. CBO’s latest projections demonstrate muted
expectations for nominal GDP growth over the next decade,
revising nominal GDP down by approximately $5 trillion in 2025
compared to August projections.**® In this projected slow-growth
environment, it is estimated that standard of living growth will
slow by half compared to previous growth rates over the past half-
century.*” Growth of real private nonresidential fixed investment
has continued to steadily expand, but taxes, the ACA, and the ever-
increasing accumulation of regulations continue to raise the after-
tax cost of new investment.
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Figure 2-5
Growth in Real Disposable Personal Income

Per Capita, Real Increase in Growth Compared to Other Post-1960 Recoveries
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Source: Haver Analytics, Bureau of Economic Analysis, JEC staff calculations.

The relatively sluggish income growth over the course of the
recovery has left many American households feeling bereft of the
stronger gains seen in previous recoveries and on tighter budgets.
Over the last six-and-one-half years, real disposable personal
income per capita has increased 7.9 percent, or $2,834 (2009
dollars). In an average post-1960 recovery, the per capita increase
would have been 15.6 percent or $5,582 (Figure 2-5). As
aforementioned, median household income, at $53,657 in 2014,
remains 6.5 percent below its recent 2007 peak of $57,357 (in
2014 dollars).118

Payroll Jobs

While jobless claims continued to trend downward over the year,
nonfarm payroll growth averaged 228,000 and private-sector
payrolls averaged 220,000 per month over the course of 2015
(Figure 2-6). The total recovery average is 155,000 for total
nonfarm payrolls and 162,000 for private-sector job payrolls.
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Figure 2-6
Average Monthly Payroll Job Growth
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In addition, CBO projects nonfarm payroll employment to rise by
an average of 196,000 jobs per month in 2016, slowing to less than
75,000 nonfarm payroll jobs added on average per month by
2026.11°

Unemployment

The Report highlights the continued decline of the unemployment
rate, decreasing to 4.9 percent in the latest estimate for January
2016. The unemployment rate continued to decline over the
course of 2015 since its October 2009 peak of 10 percent, but long-
term jobless workers still comprise more than a quarter of the
unemployed. Long-term unemployed (unemployed 27 weeks and
longer) fell from one-third to one-quarter of unemployed persons
in the first six months of the year, and has hovered near that share
for the final six months, still nearly double its 40-year historical
pre-recession average of approximately 14 percent.

Recent research from the Federal Reserve Board finds that the
prospects for the long-term unemployed remain relatively dim. St.
Louis Federal Reserve Vice President Stephen Williamson
suggests that the evidence points to the long-term unemployed
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lacking the necessary skills to attain a job, and that if history is a
guide, many will drop out of the labor force altogether, as “[t]hey
are unlikely to be hired under any conditions.”'? As it stands, the
median and average duration of unemployment remains
significantly elevated in the aftermath of the recent recession at a
median 11 weeks and an average 29 weeks.

CBO estimates that if the unemployment rate returned to its
natural rate and the labor force participation rate equaled its
potential, there would have been 2.5 million more workers in the
fourth quarter of 2015. CBO expects the unemployment rate to fall
below its natural rate from 2016 through early 2019, thus
narrowing the employment shortfall, but the slack between the
labor force participation rate and its potential rate is projected to
fall but not completely disappear over the same time frame. 1%

Labor Force Participation and Employment-to-Population Ratio

The labor force participation rate remains subdued, near a
recovery low, and the share of part-time workers looking for full-
time work remains elevated. The overall labor force participation
rate continued to decline, as did the participation rate for prime-
age workers (ages 25-54). The long-term trends continue to show
steady declines overall and among prime-age workers, which
slightly accelerated during the recession and through the recovery.
While a decline in the overall participation rate was expected well
in advance of the recession, the decline appeared sooner and at a
faster rate than any previous predictions anticipated (Figure 2-
7).122
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Figure 2-7

Labor Force Participation Rate Projections
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After holding steady between 62.7 and 62.9 percent for more than
a year between April 2014 and May 2015, the labor force
participation rate hit a new recovery low of 62.6 percent in June
2015, and remained there for three consecutive months in total
before falling to yet a new recovery low of 62.4 percent in
September 2015. As of January 2016, the labor force participation
rate remains near a recovery low at 62.7 percent, down 3.0
percentage points since the recovery started (Figure 2-8).
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Figure 2-8
Labor Force Participation

Overall and Prime-Age Labor Force Participation Rates
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The workforce is also smaller among Americans in their prime
working years. This is not just baby boomers aging out of the
workforce; as mentioned in Chapter 1, at 81.1 percent, the
participation rate for prime working age Americans remains 1.8
percentage points below its recovery start. As mentioned in last
year’s Response, prime-age workers have also seen their labor
force participation in decline as a group since the early 2000s, and
more rapidly over the course of the recession.*?® While the prime-
age labor force participation rate has fallen 3.5 percentage points
from its high in January 1999, the participation rate for workers
age 55 and older has increased by 8.5 percentage points to 40.0
percent over the same time frame.

More recently, as shown in Figure 2-9, when broken down into
five-year age cohorts, only workers age 60 and older have seen
their participation increase since the start of the recovery. By
comparison, workers age 59 and younger, particularly ages 16 to
19 and men ages 20 to 24, have seen their workforce participation
decline significantly over the course of the recovery.
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Figure 2-9
Labor Force Participation Rate Change by Age Cohort
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According to CBO, growth of the potential labor force is less than
previous estimates. As was discussed at great length at the JEC
hearing, “What Lower Labor Force Participation Rates Tell Us
about Work Opportunities and Incentives,” while many believe
that America has entered a “new normal” characterized by lower
economic growth and workforce participation, and subsequently
requires policies that lessen negative consequences, it is perhaps
too soon to claim that these trends are permanent features of the
American economy. Manhattan Institute scholar Scott Winship
stated in his written testimony, “Policies to help low-income
individuals and families should not presume that the American
job-creation machine is broken, or that our recent cyclical
challenges portend a ‘new normal’ in the coming decades.”*?

In her testimony before the Committee, American Enterprise
Institute scholar Aparna Mathur cited reduced job mobility, the
decline in demand for “middle-skill” labor, and job quality among
the reasons for the decline in workforce participation.'? Winship
testified that Federal disability benefits “increasingly serve as a
shadow long-term unemployment program for able-bodied men
who struggle to find work.”2® For Americans still in their prime-
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earning years, periods spent out of the labor force, underemployed,
and jobless can have far-reaching implications for their well-
being, including lower income, lower lifetime earnings, and less
time to accumulate assets and financial security.

BLS, CBO, and the Social Security Administration (SSA) have
known for some time that labor force participation would decline
in the coming years as baby boomers retired. Yet none of these
institutions predicted that the overall rate would fall this fast and
this soon. Back in 2007, none of them could have predicted the
lasting impact that the recent recession would have on the labor
market, and the extent to which the recession introduced structural
changes as well as cyclical ones remains a subject of debate today.
As Mathur pointed out in her testimony, the fall in participation is
troubling because participation is also declining among younger
generations as well.

The employment-to-population ratio remained relatively
unchanged over the course of 2015. The overall employment-to-
population ratio is 0.2 above the recovery start level, but it is still
3.1 percentage points below its pre-recession level. For prime-age
workers, the employment-to-population ratio is up 0.3 percentage
point since the recovery’s start, but remains 2.0 percentage points
below its pre-recession level. Though the employment-to-
population ratio has continued to show an upward trend, the
January 2016 rate of 59.6 percent still remains well below the pre-
recession level of 62.9 percent (see Figure 2-10). Despite recent
gains in the ratio, it would appear that the return to the pre-
recession peak in the employment-to-population ratio will not
occur in the near term.
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Figure 2-10
Employment-to-Population Ratios

Overall and Prime-Age Employment-to-Population Ratios
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Over the course of the recession and part of the recovery, the
number of Americans between the ages of 25 and 54 actually fell
by roughly a million, before beginning to recover again starting
around the beginning of 2013.  Despite this interesting
demographic turn of events, using the employment-to-population
ratio nonetheless shows the ratio of the population, regardless of
its size, which is working.



47

Figure 2-11
Prime Working Age Employment 2.5M Below December 2007 Level

Actual Number of Employed and Expected Number Using December 2007 Employment to Population Ratio
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As shown in Figure 2-11, even accounting for changes in the
prime-age worker population, there would be approximately 2.5
million more prime-age workers employed if the employment-to-
population ratio for prime-age workers was the same rate as it was
in December 2007, when the recession began.

Full-time and Part-time Employment

For the first time since the recession began, full-time employment
achieved its pre-recession level briefly in August 2015, and
subsequently regained and surpassed that level in October 2015
and beyond. Nearly eight years later, it now stands at 123,141,000
in January 2016. As a share of total employed, however, full-time
employment remains more than a percentage point below its pre-
recession share of employed as part-time employment continues
to gain. Part-time jobs jumped during the recession and remain
elevated by more than 2 million compared to pre-recession levels.
As a share of the employed, part-time work is up 1.3 percentage
points compared to its pre-recession level.
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Figure 2-12
Full-Time Workers
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The share of those working part-time for economic reasons has
fallen considerably over the past year, yet still remains elevated
above its pre-recession average, and as noted in the Report still
contributes to the elevated U-6 unemployment rate of 9.9 percent,
also frequently termed the “real” unemployment rate given that it
captures a broader array of labor underutilization data.

The Effects of the Affordable Care Act on Labor

The Response to last year’s Report outlined numerous negative
effects of the ACA on the supply of labor. The ACA continues to
cast a long-term shadow over the labor market. As
aforementioned, CBO’s most recent projections indicate that the
ACA will reduce the labor supply by 0.86 percent by 2025,
translating to 2 million fewer full-time equivalent workers in the
labor force than if the ACA had never become law.'?” This
projected labor supply reduction is due to various disincentives to
work created by provisions of the ACA designed to subsidize
health insurance coverage, mandate the purchase or provision of
health insurance coverage, and raise revenue through different
taxes and penalties.
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Half of the total labor supply reduction projected by CBO (0.43
percent) is attributable to the health insurance premium and cost-
sharing subsidies available through the ACA marketplace.'?8
Premium subsidies are available to individuals with incomes
between 100 and 400 percent of the Federal Poverty Level (FPL)
who lack access to employer-sponsored health insurance. Because
premium subsidies on the marketplace decrease as income rises,
the result is an increased effective marginal tax on work.?® This
disincentive to work is compounded for individuals with incomes
between 100 and 250 percent of FPL who obtain health coverage
through the marketplace because the effective marginal tax on
work is more pronounced as a result of the sharp phase-out “cliffs”
built into the ACA’s cost-sharing subsidy formula.

Subsidized health coverage is also available to individuals with
incomes below 138 percent of FPL in states that have either
expanded traditional Medicaid as originally envisioned by the
ACA or in states that have expanded coverage through an
alternative model incorporating waivers from Medicaid’s rules.
Because state Medicaid programs generally provide more heavily
subsidized coverage in comparison to subsidies gained through the
ACA marketplace, individuals whose incomes rise above the
Medicaid eligibility threshold are therefore subject to a subsidy
cliff and increased effective marginal tax on work. Individuals
with incomes just above the eligibility threshold also have an
incentive to work less in order to land on the more advantageous
side of the Medicaid eligibility threshold, thereby gaining access
to lower-cost health insurance.

However, the exact design of Medicaid programs vary by state,
largely depending on whether the program is viewed as more of a
temporary bridge to self-sufficiency as opposed to a permanent
entitlement. For example, Indiana’s alternative to traditional
Medicaid, Healthy Indiana Plan, mitigates the subsidy cliff by
requiring personal health account contributions from all enrollees
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who choose the more robust “HIP Plus” plan and from all enrollees
with incomes above the poverty line. The required contribution
amount, 2 percent of income, in fact matches exactly the ACA
exchange premium cap for individuals up to 138 percent FPL.**°
Other Indiana reforms, such as a 6-month “lock-out” period for
non-payment and the absence of retroactive coverage, replicate
standard policies found in the private insurance market as well as
the ACA marketplace. Indiana’s plan also incorporates a
“Gateway to Work” referral program to help participants develop
and hone marketable skills and matches them with prospective
employers, thereby enhancing the participant’s prospects for
upward mobility.

The ACA imposes new taxes on individual income that will reduce
the incentives to work, save, and invest, thereby reducing
employment. Wages and self-employment income over $200,000
(single) or $250,000 (married) are now subject to an additional 0.9
percent Medicare payroll tax. Investment income, such as rent,
interest, dividends, and capital gains, for this same group of
earners is subject to an additional 3.8 percent tax. According to a
Tax Foundation study, these taxes will reduce the number of full-
time equivalent jobs by 0.3 percent. 3!

Small and medium-sized employers with 50 or more full-time
equivalent employees are mandated to offer health insurance
coverage or face a tax, prorated monthly, per each full-time
employee over the first 30 employees. The tax is indexed each
calendar year to the premium growth rate, and in 2016 the annual
tax rises to $2,160. Larger employers offering health insurance
could face $3,240 tax in 2016 for each full-time employee
receiving a subsidy to purchase health insurance coverage through
the marketplace. The employer mandate creates an incentive for
employers to hire less full-time employees and shift some existing
full-time employees to part-time employment. Employers may
also choose instead to reduce wages as an offset to the cost of the
tax. However, in light of the relatively recent imposition of this
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tax, it remains to be seen how exactly employers will alter their
structure and compensation to manage its full costs.

Economist Casey Mulligan, Professor of Economics at the
University of Chicago, estimates that the ACA’s explicit and
implicit taxes will affect nearly half of the working population,
reducing average wages by $1,000 per year, or about four percent
for low-income families and nearly two percent for higher-income
families.’® Mulligan also estimates that, by 2017, the ACA’s
labor effects will translate to roughly three percent less in weekly
employment, three percent fewer total hours worked, two percent
less in labor income, and two percent less GDP compared to the
economy in absence of the ACA.2*®* CBO notes that, when
factoring in labor supply elasticities, it will take some time for
workers to fully adjust to the harmful incentive structures created
by the ACA, meaning that the overall impact of the ACA on the
supply of labor will become progressively worse as time goes
by.13* This also means that it is not too late for Congress to step
in and prevent the bulk of the labor market damage projected to
occur as a result of the ACA’s existence.

Housing Market

The weak recovery of the past seven years has been barely
apparent to middle-class families, whose income growth remains
muted, and to retirees, whose retirement savings earn little interest
as a result of years of low rates driven by Federal Reserve policies.
One of the few financial benefits they have seen is an increase in
the value of their home. The residential real estate market has
achieved steady gains since the recession, and American
households’ balance sheets show higher equity.

The Report finds that the housing market’s recovery is well
underway,**® and net housing wealth is nearing 2008 levels.!3®
However, the Administration has not taken advantage of
improving market conditions to push for reforms that could
strengthen the government-sponsored housing enterprises, Fannie
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Mae and Freddie Mac. As a result, Federal Housing Finance
Agency Chairman Watt is warning that taxpayers may again be
asked to bail out Fannie Mae, as they did in 2008.1%" The
Administration should take immediate action to improve
underwriting, discourage lending criteria that is leading to higher
default risk in an improving market, and protect the taxpayer.

However, several variables present risks to continued residential
real estate market gains. First, the mortgage market remains
dominated by Federal agencies,**® offering consumers a limited
range of mortgage options and “one-size-fits-all” approval criteria
that freeze out would-be homeowners.'3® Second, Federal lending
IS returning to the low-down-payment programs that contributed
to the real estate bubble of a decade ago, and contributed to a
financial crisis that wiped out the equity many homeowners
believed they had.}*® Third, as aforementioned, graduating
millennials have started careers in a weak job market; this slow
start in their independent adult lives means they delay marriage
and purchases of their first homes.'** Federal policy should take
action to mitigate these risks and encourage a thriving private-
market economy that rewards work and innovation, supports
families, and provides a backstop against imprudent borrowing
and lending. Furthermore, if Americans adjust to a “new normal”
lifestyle supported by the two percent real GDP growth rate
characterized by the current recovery, fewer may ever achieve
sufficient income and savings to move up from their “starter
home,” leaving “move-up” homeowners in a market that has fewer
buyers than sellers. 42

Fiscal Policy

The Report repeats the claim President Obama touted in his State
of the Union address that the Federal budget deficit has been cut
“py almost three-quarters.”*** While technically correct, the
Report’s lack of context misrepresents the issue. It is misleading
to emphasize deficit reduction without also noting that the
President’s starting point for such a comparison was one of the
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most expensive years in U.S. history. Due to the coupling of a
weak economy and a large growth in Federal spending from the
stimulus, Federal outlays reached 24.4 percent of GDP in fiscal
year 2009—the President’s starting point. Since 1930, only three
other years have had higher outlays than this starting point: 1943-
1945144

According to CBO and the President’s Office of Management and
Budget (OMB), Federal deficits are actually expected to increase
in fiscal year 2016 from the previous year.!*® Deficits are
projected to continue to rise, even though revenues are expected
to be higher than historical averages. The historical average of
Federal outlays over the past 50 years is 20.2 percent of GDP,
while revenues average 17.4 percent of GDP during the same
time.'*® As shown in Figure 2-13, revenues are expected to hover
around 18 percent of GDP through 2026, whereas outlays will
continue to climb above the historical average and will hit 23.1
percent of GDP in 2026.

Figure 2-13
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Under President Obama, outlays have averaged over 22 percent of
GDP.'" The OMB even expects deficits to be higher than CBO’s
calculations, with OMB estimating a $616 billion deficit in
2016,18 compared to CBO’s $543 billion.'*® Such trends make
the President’s blanket-claim of reduced deficits all the more
dubious, particularly when he and this Report fail to mention the
burgeoning growth of gross and publicly held Federal debt.

The President’s Fiscal Year 2017 Budget, however, seeks to
remove the previously-established budget caps in favor of
additional spending, offset by increased taxes. The President’s
budget would increase Federal spending by $2.5 trillion and raise
taxes by $3.4 trillion over the next 10 years. Even with this
additional $3.4 trillion in proposed taxes, the President’s budget
never balances and would result in $24.7 trillion in debt—an
increase of 30 percent—by 2027.10

The day President Obama was first sworn into office, the total
Federal debt held by the public stood at $10.6 trillion.**! Duetoa
rapid expansion of Federal spending, the debt now tops $19
trillion.*® In fact, President Obama managed to add more to the
Federal debt in his first 7 years of office than during the combined
16 years Presidents Bill Clinton and George W. Bush held
office. 1%

Monetary Policy

In December 2015 the FOMC of the Federal Reserve (Fed) ended
seven years of holding the Federal funds rate at the zero bound.
The Fed raised the target Federal funds rate to a modest 1/4
percent, and maintained this level at the January 2016 FOMC
meeting.’>* Federal Reserve Chair Janet Yellen has stressed that
the rate increase trajectory will be slow and gradual, though recent
data signals that trajectory may be even slower. Important though
this rate hike was, the Fed remains nowhere close to a normalized
monetary policy, evidenced by several factors. These include the
Fed’s elevated balance sheet—which can be the fuel for
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inflation—and the FOMC’s policy of reinvesting, rather than
unwinding, principal from its holdings in agency mortgage-backed
securities.

It is troubling that the Fed has not found a way to normalize
monetary policy in the years following the 2008 financial crisis.
Certainly, the Fed is not alone among its global central banking
peers, and perhaps it should even be commended for resisting the
temptation to engage in further quantitative easing, like the
European Central Bank, or the move to negative interest rates, like
the Bank of Japan. Nonetheless, the current policy has pushed
many, including those on fixed incomes, into equities and other
investments that may not be appropriate for their age and
circumstances. Equity prices have surged in this loose monetary
policy environment, but the recent market volatility, owing
partially to developments in the energy sector and China,
demonstrates that such investments are not without risk.

Moreover, when the economy is flying “low-and-slow” as it has
throughout this weak economic recovery, the effect of external
economic shocks can be much more dramatic. Absent a
normalized monetary policy, the Federal Reserve has no playbook
with tested scenarios to which it can turn. Rather, it must learn as
it goes in an environment where not much separates appropriate
boldness from rash hubris, leading to national fiscal peril. Such is
the case when the ordinary tools of monetary policy have been
exhausted and not reset.

Meanwhile the effects of Administration policies—with respect to
the national debt and deficits, having one of the highest corporate
tax rates in the world, and an ever increasing regulatory burden
such as that imposed by the ACA—weigh on the national
economy and hinder our global competitiveness. In response, the
Fed has directed monetary policy on a course to try and achieve
what monetary policy simply cannot achieve. The Fed would do
well to return its monetary focus to the one thing that it can
achieve—stable prices over the long term—and leave removal of
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fiscal and regulatory obstacles to long-term economic growth and
job creation to their rightful domain, the Congress and the
Administration.

LONG-TERM OUTLOOK

Once again, in this year’s Report, as in last year’s, there is little to
no discussion regarding the dangers of the nation’s increasing debt
burden, despite the fact that CBO expects deficits to begin rising
again in 2016, one year sooner than projected in the Budget and
Economic Outlook released in August 2015. In fact, CBO projects
trillion-dollar deficits will return in 2022, three years earlier than
previously projected, with deficit growth projected to outpace
economic growth by 2019.%% As aforementioned, debt is expected
to reach levels never before seen in the United States, with debt
held by the public rising to 155 percent of GDP within the next 30

years under current law (Figure 2-14).1%
Figure 2-14
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The Risk of High and Rising Debt

The accumulation of such staggering levels of debt are nothing
short of reckless, and this Report does a serious disservice by
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downplaying the impacts of such egregiously high levels of debt.
The consequences of the United States’ unmanageable debt
include reduced private capital in the economy, lower productivity
and wages, and higher interest rates—discussions of which are
noticeably absent in the Report.

Ironically, the Report notes the global economic harm that has
resulted from high levels of debt in other countries, yet the Report
and the Administration fail to extend its analysis to the destructive
consequences of the U.S. Federal Government’s debt. The Report
rightfully mentions that high levels of debt in major advanced
economies—except the United States—has decreased demand and
private investment in those countries, resulting in “persistently
disappointing world growth over the last half-decade,”*®" while
not acknowledging that the United States is following suit.
Instead, the Report claims that long-term debt will stabilize under
the President’s proposed budget, but relies on dramatic tax
increases and unrealistic economic conditions to achieve such debt
stabilization.

For example, the Report emphasizes the “dangers [that] have
materialized in Japan” as a result of unsustainable debt levels, an
aging population, and fewer workers to support pensions. The end
result is a stagnant economy that is expected to persist in the
coming years. The Report also emphasizes the increased
challenges Japan faces in attempts to manage government debt and
finance future government commitments—all of which are having
global reverberations that “are now coming to the forefront of the
global economy.” 158

Interestingly, the Report omits the obvious similarities that the
United States will soon have to grapple with. The number of
Americans age 65 or older is already more than twice what it was
only 50 years ago, and as the baby boomer generation continues
to retire, the number of Americans over 65 is expected increase by
more than 30 percent in the next decade.™® Similar to Japan, the
aging population equates to increased Federal spending for this
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population’s pensions, Social Security and Medicare benefits.
Also like Japan, the labor force participation rate in the United
States has been on a continual decline in recent years and that trend
is expected to continue for at least the next decade.®® Even though
the United States will be in an eerily similar situation to that
currently facing Japan—with remarkably high debt, an aging
population and declining labor force participation—the Report
does not provide a shred of concern for impending consequences
to the U.S. economy and financial burden being placed on younger
generations.

The Congressional Research Service (CRS) has also concluded
that increased Federal debt dampens economic growth and
burdens future generations:

The current consensus view among economists is
that the source of the burden associated with the
national debt is the government budget deficit that
gives rise to the debt. In a fully employed economy,
the deficit “crowds out™ private sector spending,
especially spending on capital goods. Thus, a
smaller private capital stock and a lower level of
output are passed along to future generations and
it is this lower level of output that is the burden of
the national debt. And, itis a burden that is largely
shifted forwarded [sic] to future generations.
Thus, according to the consensus view, the burden
of a national debt is borne by future generations.*6*

The average share of the Federal debt for children born in 2016 is
over $58,800 and that burden is expected to rise to nearly $84,000
by the time they are 10 years old.1%? Forcing children to pay the
price—both financially and economically—for our spending is the
worst kind of intergenerational theft.

Beyond the “crowding out” effect of the Federal deficits and debt,
increased debt would make it riskier to invest in the United States.
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This would deter investors from financing the Federal
Government’s continued deficit spending, unless they receive
substantially higher interest rates from the government. CBO
estimates that interest payments on the debt will account for about
13 percent of Federal outlays in 2026, more than double the 2016
expectations of 6 percent.!®® Diverting potentially even more
money than CBO currently anticipates just to pay for the interest
on the Federal debt, let alone address the principle, will further
contribute to the decline in private capital and economic growth.

Simply put, debt prevents the economy from reaching its full
potential. The Report names employment and economic growth
as key goals in the coming years. However, the “crowding out”
effect of increased Federal outlays makes it virtually impossible to
achieve these goals without reducing our debt burden.

Perhaps the most glaring omission in this Report, especially during
this period of geopolitical unrest, is the lack of discussion
concerning debt’s adverse effects on national security. High levels
of debt increase the likelihood of a fiscal crisis in the United States,
as lawmakers will have less flexibility to respond to unexpected
challenges—whether they be military or fiscal.6

Former Chairman of the Joint Chiefs of Staff U.S. Navy Admiral
Michael Mullen rightfully stressed this, stating, “The most
significant threat to our national security is our debt,” in large part
because the United States must have a strong economy in order to
provide the resources necessary to defend its citizens. Adm.
Mullen went on to say, “That’s why it’s so important that the
economy move in the right direction, because the strength and the
support and the resources that our military uses are directly related
to the health of our economy over time.”®® When Adm. Mullen
made those remarks, our debt was $13 trillion, so it stands to
reason that it is an even larger security threat today.

The U.S. debt has historically risen during war times, but it has
typically been paid down shortly thereafter.’®” The Report
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reiterates the President’s repeated calls for increased spending and
deficits, reversing the historical trends of cutting spending after
military drawdowns in order to reduce the debt. As has previously
been noted, increased debt weakens economic growth. Without a
vibrant economy, the United States risks losing its unparalleled
creditworthiness, thereby making it more difficult to finance the
resources necessary to protect the country.

To prevent the looming debt explosion, we must address the key
causes of increased spending: interest payments on the debt and
mandatory spending.®® As aforementioned, by 2026, interest on
the debt and mandatory spending programs will consume nearly
99 percent of all Federal revenues.*®°

Reducing our debt naturally becomes more difficult as levels
increase, primarily due to higher interest costs associated with the
greater risk of sovereign default. Within only 10 years, the
nominal interest payments alone on the debt held by the public will
have nearly quadrupled, costing taxpayers $830 billion in 2026.17°
Net interest payments, which are the third-largest driver of
increased spending—~behind only Social Security and mandatory
health care programs—can only truly be addressed by paying
down debt and restructuring programs so that the United States
borrows less.

Mandatory Spending Programs Drive Debt

Similar to interest payments, mandatory programs run on auto-
pilot and, unlike discretionary programs, are not subject to the
annual appropriations process. This status has enabled them to
grow to 69 percent of all spending, or 14.7 percent of GDP, on
track to rise to 78 percent within 10 years—16 times higher than
the level in 1966.1*

Social Security and major health care entitlement programs—
including Medicare, Medicaid, Children’s Health Insurance
Program, and the ACA—are unquestionably the two primary
drivers of increased Federal outlays. In fact, Social Security and
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Medicare alone will account for nearly half of all increased
spending over the coming decade.}’> Rather than confronting
these mandatory program, this Report doubles-down on President
Obama’s failed tax-and-spend policies that have only exacerbated
the impending debt crisis.

Without taking serious action, the two primary trust funds
associated with Social Security and Medicare are all projected to
be exhausted by 203073 and 2026,*"* respectively. This means
that by the time a current 50-year old becomes eligible for
retirement at age 65 (and full retirement by age 67), the trust funds
used towards paying for traditional Medicare and Social Security
retirement benefits will be exhausted. Put starkly, the government
will be unable to keep its promise to seniors.

Since 2010, the annual outlays for Social Security—including
Social Security Disability Insurance (SSDI) and Old-Age and
Survivors Insurance (OASI)—have exceeded non-interest
revenues. This funding gap has continued since and without any
changes, the combined outlays for OASI and SSDI will exceed
revenues by nearly 30 percent in 2025.17°

One of the most significant pieces of legislation impacting the
Social Security trust funds in recent years is the Balanced Budget
Act of 2015. This law extended the life of SSDI, which was
expected to hit insolvency by 2017, but it was done at the expense
of OASI. Rather than fixing the majority of the underlying causes
pushing SSDI and OASI towards insolvency, the law extended the
life of SSDI by four years by cutting the life expectancy of OASI
by a year. CBO now estimates that the SSDI trust fund will be
exhausted in fiscal year 2021, followed by the OASI trust fund’s
exhaustion in 2030. When measured together, the trust funds will
now be exhausted by 2029.176

Though the Report attempts to downplay the upcoming Social
Security crisis, all 500 economic simulations run by CBO found
that Social Security outlays will exceed or be equal to revenues by
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2030.1" When the trust funds are exhausted, the Social Security
Administration will be forced to shift from the current system of
“scheduled benefits” to “payable benefits,” in which Social
Security benefits would be reduced so that annual outlays would
not exceed annual revenues.'’® As a result, without changes,
Social Security benefits would be cut by nearly one-third
beginning in 2030. This funding shortfall is expected to persist
through the end of CBO’s projections in 2089.1° The JEC
estimates that it will cost over $5.9 trillion just to maintain
scheduled benefits through 2040 and about $12.2 trillion'® to
maintain benefits through 2050 (Figure 2-15).181
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Major health care entitlement programs are the other key drivers
of Federal spending and debt. The ACA is one of the primary
reasons for the recent spikes in spending for mandatory health care
entitlement programs. In 2015, major health care entitlement
programs accounted for 40 percent of all gross mandatory
spending, or approximately $1 trillion. Outlays for these programs
are expected to double, costing $2 trillion in 2026.18 In addition,
the Report indicates that “health care price growth remained at low
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levels,”8 yet it is health care price inflation that is buoying core
inflation, and has increased sharply over the past two years.8*

Medicare outlays will encompass $1.3 trillion of the $2 trillion in
total outlays in 2026 for mandatory health care entitlement
programs, '8 the same year in which CBO expects the Medicare
Hospital Insurance (HI) trust fund to be exhausted.'® Even after
accounting for offsetting receipts, the HI trust fund is expected to
run deficits every year through the next decade, except in 2018,
until the fund is exhausted in 2026.%8"

The Medicare Trustees have a slightly more optimistic outlook,
estimating that the HI trust fund will not be exhausted until 2030.
After the fund is exhausted, the Trustees expect that Medicare
revenues will only be sufficient to pay for 86 percent of the HI
costs. 188 However, there is no provision of the Social Security Act
outlining what would happen when the HI trust fund becomes
insolvent. Additional legislation would need to be enacted to
provide the necessary funding to cover the costs of HI services.'8®

The JEC estimates that it will cost approximately $7.7 trillion to
make up for the HI shortfall through 2045.2%° The Report does not
account for the increased outlays in such a scenario and it fails to
provide a framework for response, much less a preemptive plan.
Yet, the likelihood of such an event happening and having a large
financial impact is high.

In fact, the Centers for Medicare and Medicaid Services (CMS)
Actuary and the Medicare Trustees warn that the underlying law
used for their estimates assumes much rosier economic growth
than is likely to occur. In its most recent findings, the Trustees
stressed that the current assumptions that funding will remain
available until 2030 “assumes a substantial long-term reduction in
per capita health expenditure growth rates relative to historical
experience,” and that “current-law projections indicate that
Medicare still faces a substantial financial shortfall that will need
to be addressed with further legislation.”%
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Medicaid is in similarly poor financial shape, most recently
because of the expansion of the program resulting from the ACA.
Outlays have been higher than was previously estimated, and CBO
actually increased its cost estimates for the program between its
August 2015 projection and its January 2016 projection. CBO
noted that the actual enrollment numbers for Medicaid were so
much higher than expected that the increase in Medicaid outlays
was one of the “most significant adjustments” in projected
spending since its August 2015 projection,*®? accounting for an
additional $187 billion in outlays than previously expected.%
Medicaid outlays increased by $48 billion, or 16 percent, between
2014 and 2015. This is on par with the enrollment increase of 55
percent between 2014 and 2015. The increase in enrollment and
outlays is particularly substantial when the increase between 2013
and 2014 already witnessed sharp spending increases of $36
billion, or 14 percent, which was the largest annual increase in
spending.%

CBO projects Medicaid costs will continue to grow at these
elevated rates, increasing by another $31 billion in 2016.1% About
two-thirds of the increased growth of Medicaid “resulted from
enrollment of people who were newly eligible because of the
ACA,” according to CBO.% Beginning in 2017, Federal outlays
for Medicaid are expected to grow more slowly, but only because
the Federal Government’s share of the costs associated with ACA-
eligible enrollees will decline.'®” The growing aggregate financial
burden increasingly will be borne by the states, allowing the
Federal Government to erroneously claim fiscal discipline at the
expense of states’ finances.

This is yet another reason why the Federal Government must give
states the flexibility to administer Medicaid in a fashion that works
best for them. Medicaid was established as a state-administered
program, yet Federal Medicaid rules and mandates have created a
one-size-fits-all system that does not work for all states and makes
it challenging for states to develop ways to reduce costs and
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improve health outcomes.*®® Even the Medicaid demonstration
waiver process is bureaucratically cumbersome and time
consuming. The potential for state-level innovation was first
recognized under President Harry S. Truman, whose 1949
Commission on the Organization of the Executive Branch
developed the concept, stating that “a system of grants should be
established based upon broad categories—such as highways,
education, public assistance, and public health—as contrasted
with the present system of extensive fragmentation.”*®® Rather
than unleashing the potential of Medicaid block grants, the Report
entirely ignores the consequences of traditional Medicaid’s
rigidity for enrollees and states.

The ACA Compounds Long-Term Fiscal Issues

The subsidies for individuals to purchase insurance is the most
expensive provision of ACA, accounting for over 70 percent, or
$27 billion, of ACA-related spending in 2015. The cost of these
subsidies is projected to jump to $39 billion in 2016, consuming
the majority of the $56 billion in ACA-related outlays. By 2026,
outlays for ACA subsidies are expected to hit $93 billion
annually.?%

The costs associated with the ACA are particularly concerning
when the number of enrollees in exchanges is substantially lower
than initial projections. In 2014, CBO and CMS estimated that 13
million—18.6 million people would be enrolled through the
exchanges in 2015, and that 21 million—24.8 million people
would be exchange enrollees by 2016.2°% In reality, CBO found
that only 9.5 million people were enrolled through the exchanges
in 2015 and only 8 million of those people received subsidies to
purchase health insurance on the exchanges.?%?

After the open enrollment period for 2016 coverage, 12.7 million
individuals were enrolled in a plan through the exchanges.?*®
However, previous years have shown that a number of individuals
do not remain enrolled through the duration of the year.?* That is
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why, by the end of 2016, the Department of Health and Human
Services (HHS) expects that 2.7 million consumers will have
dropped their coverage, leaving only 10 million consumers
enrolled through the exchanges.?%®

These poor projections resulted in a $2.5 billion aggregate loss for
insurers within the individual marketplace in 2014.2%® This $2.5
billion loss comes after calculating for the risk corridor, meaning
the $2.5 billion is only a portion of the insurers’ losses. Brian
Blase with the Mercatus Center estimates that the actual losses,
without adjustments for the risk corridor, are closer to $4 billion
within the individual market in 2014.2%7

The high cost of coverage is the predominant reason why millions
of people are actively choosing not to enroll in health insurance,
particularly those that are relatively young and healthy.2%®
Researchers have found that healthy individuals who do not
qualify for large premium subsidies are consistently worse off if
they buy insurance than they are by remaining uninsured,?®® even
after considering the penalty in 2016 is the greater of $695 or 2.5
percent of household income. 2%

However, the ACA was constructed such that, without these
healthy enrollees, insurance risk, premiums, and the risk of
program deficits would all rise. This is exacerbated by the fact
that people with preexisting conditions cannot be denied coverage
under the ACA nor be subject to higher premiums because of their
health. The end result is a much sicker risk pool within the
exchanges, since the insurance is most attractive to the sick people
that need the coverage which, in turn, leads to a much more
expensive population to insure.

To make up these losses, the average cost of health insurance
premiums is increasing across the country, which only compounds
the already massive functional and financial problems with the
ACA. ltisalso why President Obama’s repeated promises that the
average family will save $2,500 annually after the ACA’s
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enactment have proven false.?** Premiums for plans offered on
the exchange continued to increase, on average, each year since
their implementation. According to CMS, the average rate
increase for the 37 states using the Federal HealthCare.gov
exchange was 7.5 percent in 2016.2*2 However, the amount by
which a premium changed from 2015 to 2016 varied widely,
depending on the consumer’s age, health status, and location. For
example, the Kaiser Family Foundation’s analysis of 2016
premium changes in the ACA marketplaces found that the national
average premium increase was just over 10 percent, or about $300
per month, for a 40-year old non-smoker earning $30,000
annually.?%3

Even insurers that were given $2.4 billion in Federal support to
create the Consumer Operated and Oriented Plans (CO-OPs) were
incapable of financially sustaining the CO-OPs due to the
magnitude of problems that have arisen as a result of the ACA.
The Administration originally provided funding for 24 CO-OPs,
one of which failed before open enrollment even began, creating
23 CO-OPs across 23 states. The likelihood of these CO-OPs
failing was clear from the beginning—even HHS initial estimates
stated that about one-third of all loans would not be repaid, which
is roughly $792 billion not including any forgone interest.?!4 Yet,
the Administration never established criteria to determine whether
a CO-OP was viable or sustainable,?*® further increasing the risk
to the Federal Government. As a result of the ACA’s failure, 21
of the CO-OPs reported net losses in 2014.%1°®  Another was
forcibly taken over by the lowa State Insurance Commissioner
because of financial instability and was ultimately liquidated.?*’

As of 2016, over half of the 23 CO-OPs have failed and many of
the others are suffering financially.?® The cost of these failing
CO-OPs will be borne by the taxpayers, based upon the
Administration’s initial assumptions. Unlike HHS’s estimates that
one-third of the CO-OP loans will not be repaid,?!® the JEC
estimates it is the more likely scenario that HHS’s high-cost
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estimate of less than 50 percent, or about $1.2 billion, of the CO-
OPs loans will be repaid.??

Higher insurance premiums lead to higher Federal subsidies,
which in turn increases Federal deficits. The Report and President
Obama ignore the fact that as health insurance premiums outpace
GDP growth, the annual cost to the Federal Government will also
increase accordingly. ACA subsidies are tied to the recipients’
income: families with incomes between 100 and 133 percent of
the FPL receive subsidies to ensure they do not pay more than two
percent of their annual income in premiums and a family between
300 and 400 percent of the FPL does not pay more than 9.5 percent
of their income in premiums.?? Over the next 10 years, the annual
cost of health insurance premiums are expected to outpace per
capita income by two percentage points.??? This is just one of the
reasons why the true costs of the ACA are not yet reflective in the
current ACA outlays.

Beyond the ACA outlays, the productivity adjustment factor is the
single largest non-revenue, cost-saving provision within the ACA
and is specifically indexed to produce outcomes that merely
appear to save money, rather than reflect the true costs. Similar
mechanisms have been used in previous legislation, as discussed
in this chapter, but Congress later passed legislation to prevent the
automatic cuts from going into effect. If history repeats itself and
the automatic productivity adjustment cuts from the ACA are
averted, then the ACA could end up costing trillions more than
expected. Furthermore, the ACA productivity “savings” are
nothing but a budget gimmick, achieved by cutting funding for
Medicare, undermining the ACA’s core mission of providing
health care for all.

The law requires Medicare payment rates to be updated based
upon a “productivity adjustment factor.” This productivity factor
is a measure of output per worker across the entire economy, not
specifically within the health care industry. While there may be
changes in the level of additional goods and services individual
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workers can produce across the economy, it fails to capture the
actual cost of care for Medicare beneficiaries. Under the ACA, as
the productivity factor increases across the economy, Medicare
payments to providers decrease by the same percentage.?%

This productivity factor assumes that Medicare services will
achieve the exact same productivity improvement as the rest of the
economy, regardless of whether such levels of productivity are
actually plausible. The productivity factor and other ad hoc
reductions took effect for Medicare payments to hospitals in 2012
and the adjustment will continue to be used to update payments
each year going forward.??*

CBO found that this Medicare cut will reduce costs by about $196
billion over 10 years, whereas the CMS Actuaries predict savings
of $205.3 billion.??® However, CBO has expressed concerns that
the ACA’s Medicare cuts are unlikely and may be “difficult to
sustain over a long period of time,” in part because the ACA
assumes that “Medicare spending would increase significantly
more slowly during the next two decades than it has increased
during the past two decades...” Further, CBO noted that past
attempts to reduce Medicare provider costs by simply cutting their
payments has proven ineffective.??

Similar indexing measures were included in the 1997 Balanced
Budget Act (BBA) to reduce Medicare payments to physicians
through what became known as the Sustainable Growth Rate
(SGR). Rather than tying the payments to the cost of the services,
the payments were indexed to grow no faster than GDP.??” When
the BBA was enacted, the SGR was projected to save $11.7 billion
over 10 years.?%

Because the indexing provisions in the BBA were not in sync with
the actual cost of care, Congress subsequently passed legislation—
which became known as “doc fixes”—to prevent the automatic
Medicare reductions.??® These subsequent fixes cost $170 billion
from 2003 through 2015, until subsequent legislation was enacted
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to fully repeal the SGR. CBO projected that the full repeal of the
SGR will increase deficits by $175 billion, compared to the current
baseline that assumed a 21 percent cut in Medicare payments to
physicians beginning in April 2015.2%°

In the end, rather than saving $11.7 billion within 10 years, the
United States spent $345 billion in the long-run fixing the SGR
problem. In March 2010, CBO estimated the productivity factor
alone would reduce Medicare spending by $196 billion over 10
years.23! Should Congress and the President suspend or repeal the
productivity factor provisions of the ACA, which is plausible
given the history of the SGR, then the budgetary effects of the
ACA will result in a worse financial outcome for the United States
than the Report indicates.

It is astounding that the Report again fails to provide a single plan
of action to address these key areas of spending. This failure only
increases the magnitude of the country’s ticking debt bomb, and it
will only make future actions to address the debt more painful.
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CHAPTER 3: THE GLOBAL MACROECONOMIC
SITUATION

Chapter 3 of the Report assesses trends in the global economy,
focusing on slowing growth around the world and the
ramifications this will have for U.S. growth. Further, the
Report underscores the benefits of U.S. trade with the world.
Trade agreements such as the Trans-Pacific Partnership (TPP)
provide comprehensive benefits including increased exports,
higher gross domestic product (GDP), and more jobs across
America.

The extensive economic problems around the world illustrate
why the President’s claim that America enjoys the *“strongest,
most durable economy in the world” is not a remarkable
achievement. Also, regarding trade, several specific elements
of the TPP agreement the Administration negotiated are cause
for concern.

Finally, absent from the Report is any serious discussion of
increasing international competitiveness and boosting growth
by reforming America’s tax system. Currently, the United
States has the highest corporate tax rate in the OECD and is
one of the few OECD countries with a worldwide tax system.
Such an uncompetitive system has led many companies to
move headquarters and capital overseas. Instead of seriously
addressing the fundamental reforms required, the
Administration instead proposes higher taxes and spending
that would drive more companies offshore and hinder
economic growth.

Chapter 3 of the Report focuses on economic growth throughout
the world and trade policies that would boost both American and
international growth. While the Report begins with a message
from the President, echoing his State of the Union address, that
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America has “the strongest, most durable economy in the
world,”?*? the litany of problems around the world gives context
to why this is not surprising. In fact, claims about America’s
current economic strength relative to the rest of the world are much
like taking pride in—as House Speaker Paul Ryan termed it—*the
nicest car in the junkyard.”23

Eurozone

Overall, 2015 was a tumultuous year for the Eurozone. The
Eurozone’s growth rate of 1.6 percent annually in the third quarter
and its low year-over-year inflation rate of 0.4 percent belie the
fluctuations which occurred in the Eurozone in 2015. While
consumers benefitted from the decline in oil prices last year and
the European Union (EU) is largely unaffected by the supply-side
effects, the Eurozone continued to be adversely affected by
economic slowdowns in China and other emerging markets, which
accounted for nearly 25 percent of the area’s exports.?®* It also
remains to be seen how southern European countries will handle
their high debt-to-GDP ratios and how countries like Greece will
fare after the bailout negotiations of last year.

In the beginning of 2015, the Greek parliament could not elect a
President and had to have a special election, which put Alexis
Tsipras and the Syriza party in charge.*® Tsipras and Syriza
quickly called for an end to austerity and began demanding
renegotiations of the previous rescue agreement. Starting in
February 2015, the Greek government negotiated a four-month
extension to Greece’s bailout in exchange for lifting some anti-
austerity measures.

In the middle of 2015, the European Central Bank (ECB) ended
emergency funding to Greece. Facing a crisis, the Greeks closed
banks and instituted capital controls, leading Greek voters to
overwhelmingly reject the European Union’s bailout terms in a
July referendum. By June, Greece was facing a potential exit from
the Eurozone and an impending bankruptcy.?® In the end, Greece
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and its creditors agreed to a third bailout dependent upon the very
tax increases and spending cuts that Syriza pledged to end when
the party took power. 2%’

Like many major central banks, including the Federal Reserve, the
European Central Bank had trouble hitting its inflation target of 2
percent in 2015. Plagued by weak growth, the ECB pursued a
strategy of large-scale asset purchases, commonly called
“quantitative easing.” In March 2015, the ECB began purchasing
securities including central government bonds and bonds issued
by recognized agencies, international organizations and
multilateral development banks located in the euro area.?®® The
monthly purchases of these assets—totaling 60 billion euros—
were initially set to continue until March 2017, though the ECB
left further action on the table. In December 2015 the Bank
announced that the program would continue until “the Governing
Council sees a sustained adjustment in the path of inflation that is
consistent with its aim of achieving inflation rates below, but close
to, 2% over the medium term.”%*°

Further stimulative attempts by the ECB occurred this year to
boost the lackluster recovery the Eurozone has experienced in the
wake of the 2008 financial crisis.?*® Current projections for
Eurozone growth are currently 1.8 percent for the year,?** and if
the projection is met, it would be one of the stronger years since
the end of the 2008 financial crisis.

Japan

As aforementioned in Chapter 2, the Japanese economy has been
stagnating for years, slowed by an aging and shrinking population,
outdated and rigid regulations, and increasing debt. In 2012, the
Japanese legislature elected Shinzo Abe to be Japan’s prime
minister. Prime Minister Abe quickly laid out a new economic
plan, nicknamed “Abenomics,” to revive Japan’s stagnating
economy.  Abenomics had three principles or “arrows”:
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accommodative monetary policy, expansionary fiscal policy, and
structural reforms.

The monetary arrow set a 2 percent inflation target for the Bank of
Japan (BoJ) to achieve through monetary policy. Financial
markets were stunned in late 2014 when the BoJ announced it was
pursuing stepped-up quantitative easing to shake the deflationary
mindset.?*?> Even with quantitative easing, the BoJ still had not
achieved its 2 percent inflation target as of January 2016, leading
the BoJ governors to vote 5-4 to begin using negative interest
rates.?*3

The fiscal policy arrow first involved a massive stimulus package
focused on infrastructure and private investment in 2013 with
supplementary fiscal measures in 2014 and 2015.%* Although the
Report highlights the recent labor negotiations and “flexible”
stimulus aspects of this arrow, absent is any mention of Prime
Minster Abe’s efforts to lower the corporate tax rate. Prime
Minster Abe has been clear he wants to lower Japan’s corporate
tax rate of 35.6 percent, the second highest in the G-7 countries
behind the United States, to spur investment and encourage more
foreign investment.?*® However, Japan’s fiscal measures have to
be limited because its public debt is approaching 245 percent of
GDP, the highest among countries in the OECD.?%

The final arrow of Abenomics promised structural reforms to
Japanese markets. As aforementioned, Japan has both a shrinking
population and labor force. Prime Minister Abe wants to spur
population growth and encourage more women to join the
workforce. Besides labor market reforms, Abenomics hopes to
liberalize the agricultural market by curtailing government
subsidies and opening up Japan to the international market through
trade agreements such as the Trans-Pacific Partnership.?4’

Growth effects from Abenomics have yet to materialize, and slow
growth continues. Japan’s GDP contracted from the second
quarter of 2014 through the second quarter of 2015.24%  After
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returning to growth temporarily, Japan again contracted by 1.4
percent in the fourth quarter of 2015.24° The opportunities from
structural reform have yet to give Japan the boost it was looking
for, and larger government spending has increased the public debt-
to-GDP ratio to nearly 250 percent. The Report obliquely refers
to Japanese debt trends and demographics, but it fails to make
parallels to the similar challenges facing America, which are also
discussed in Chapter 2 of this Response.

China and Other Emerging Markets

The four largest emerging market economies are Brazil, Russia,
India, and China (BRIC). All four were part of the ten largest
countries by GDP in 2014.%° As the Report notes, India and
China accounted for half of the underperformance of the G-20
economies compared to 2010 projections.

China’s economy grew 7.3 percent in 2014 and only 6.9 percent
last year after years of double-digit growth—its lowest rate of
growth since 1990 according to official data. Much of the
deceleration has been concentrated in the country’s industrial and
construction sectors. China’s industrial sector has been slowing
over the past few years, weighed down by weak demand from
many of its trading partners and appreciation in the Chinese
yuan.®!  Slowing demand and yuan appreciation led to a
surprising devaluation by the People’s Bank of China in August
that stunned financial markets.%?

Over the past few years, China’s housing market experienced a
severe contraction. In January 2014, China’s year-over-year
housing starts were growing at almost a 10 percent rate. Growth
in housing starts began to slow in September 2014 and continued
for 12 months. Fortunately, housing starts began to rebound at the
end of 2015.2%3

Meanwhile, other BRIC countries are experiencing slow growth
or outright recession. Brazil is in the midst of its deepest recession
since 1901. Analysts estimate the Brazilian economy contracted
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by 3.7 percent last year and project it will contract by roughly 3
percent in 2016.2% Inflation in the Brazilian economy rose to 10.7
percent in 2015, its highest rate in 13 years.?%

Russia is experiencing similar problems, albeit for different
reasons. According to official preliminary estimates, its economy
contracted 3.9 percent in 2015.2°® While gridlock and corruption
may play a part, low oil prices and international sanctions appear
to continue weighing on the Russian economy. The International
Monetary Fund (IMF) and the World Bank project further
contraction in 2016.2°" Although the Central Bank of Russia has
been able to lower inflation, it remains elevated at 12.9 percent.?®

India is the outlier among the BRIC economies. India experienced
year-over-year growth of 7.3 percent®® with an inflation rate of
5.6 percent in December.?®® Unlike many of the other emerging
markets, low oil prices have been a boon for India since it imports
so much crude oil. Although headline growth is solid, the numbers
mask an economy in need of reforms. Prime Minister Modi has
been trying to push through land and labor reforms to boost
employment and investment, but the pace has been slower than
anticipated.?5!

Oil

A common threat to oil-producing emerging markets is the
precipitous decline in the price of crude oil. Although cheaper oil
helps consumers, it harms the bottom line of oil producers, which
includes many emerging market economies. While the Report
briefly mentioned declining oil prices, it did not discuss root
causes. The fall in the price of oil can be traced to three main
causes: the U.S. fracking revolution, weak global demand, and a
glut of crude oil exacerbated by high levels of production by the

countries that make up the Organization of Petroleum Exporting
Countries (OPEC)—primarily Saudi Arabia.

As detailed in Chapter 6, the fracking revolution in the United
States has fundamentally changed the global oil market. For the
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first time in decades, there is a substantial source of incremental
supply outside of OPEC that expanded quickly at costs far below
the $100 per barrel price that had prevailed. Even as the oil price
fell, technological innovation continued to reduce shale oil
extraction costs, which made the U.S. production rate surprisingly
resilient.26?

Technology is not the only development that will make U.S. oil
production more resilient; recent policy changes are helping as
well. The Report makes no mention of last year’s removal of
America’s 40-year-old oil export ban.?®® Independent analysis has
shown this will further increase U.S. production and investment
through 2030 while lowering prices for American consumers.2%*
Further analysis by the U.S. Energy Information Administration
confirmed that gasoline prices either will not change or will
decline as production increases. ?%°

Another factor in the falling price of oil is the economic
deceleration in China and other countries that has considerably
weakened global demand. This decrease has hit the U.S. energy
sector especially hard since these struggling countries have not
been able to absorb the incremental supply as expected. To the
extent stock traders interpret an oil price decline as reflecting
weakening demand and infer that economic growth is slowing,
stock prices tend to go down. However, different forces are acting
on demand and supply simultaneously, and it can be difficult to
discern the reasons for, and implications of, oil price movements.

Finally, the international boycott of Iranian oil has come to an end,
and it is unclear how much additional supply will enter the world
market as a result. Saudi Arabia has been increasing its rate of
production in the face of falling oil prices to prevent U.S. firms
and the Iranian government from gaining market share. 2%

International Trade

In general, America benefits from entering into trade agreements.
Because the United States already has open markets and low
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tariffs, trade agreements generally have the effect of further
opening foreign markets for American goods and services while
requiring relatively little sacrifice on the part of the United States.
Businesses benefit when new foreign markets and customers
become available. They also benefit from lower input prices.
Workers benefit from trade through greater demand for their
products and the higher wages that accompany export-related jobs.
Additionally, trade benefits consumers through lower prices due
to reductions in tariffs and restrictions.

Last year, Congress enacted legislation to reauthorize Trade
Promotion Authority (TPA) for the first time since 2002. TPA
provides the President with the necessary authority to negotiate
trade agreements with other nations. It also reaffirms the special
function performed by Congress in determining U.S. trade policy.
Under the U.S. Constitution, the President can negotiate trade
agreements, but only Congress can approve or reject an agreement
and enact the terms of the agreement into U.S. law. TPA set forth
the priorities of Congress relative to trade policy, and it provides
the President with instructions on how to conduct trade
agreements that will engender congressional support. TPA also
establishes a detailed process for congressional review and
consideration of trade agreements. These provisions guarantee
that our system of checks and balances remains intact with regard
to international trade policy.

Enactment of TPA has been particularly important for the
President’s negotiations relative to the Trans-Pacific Partnership
(TPP) agreement. As mentioned in the Report, the TPP is a
proposed Asia-Pacific free trade agreement involving 12
countries, including the United States, Canada, Japan, Australia,
New Zealand, Mexico, Vietnam, Singapore, Malaysia, Brunei,
Chile, and Peru. The TPP offers tremendous potential for new
markets and increased exports for U.S. businesses. According to
the International Trade Administration, goods exported to TPP
countries support 3.1 million U.S. jobs. Services exports to these
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countries support an additional 1.1 million U.S. jobs. Upwards of
177,000 U.S. businesses export goods to TPP countries, and 97
percent of those are small- and medium-sized businesses.?%’

A strong TPP agreement holds great promise in terms of
increasing America’s economic and strategic influence in the
region. Indeed, the Administration has positioned the TPP as the
key economic component to a “rebalancing” in the Asia-Pacific
Region relative to China. Lawmakers on both sides of the aisle
see the TPP as a crucial measure to ensure that America establishes
the rules of the road in the new global economy, rather than ceding
that role to China. The TPP offers the United States the
opportunity to both generate new, high-paying jobs here at home
and establish an economic framework that will benefit American
interests over the long term.

Nonetheless, Congress will only approve an agreement that
achieves the standards prescribed in TPA. Unfortunately, at this
stage it seems the President has fallen short in the negotiations
with regard to a number of significant elements. For example, the
President has failed to achieve adequate intellectual property
protections for innovative American pharmaceuticals.?®® Such
protections are foundational for U.S. trade and must be robust to
give American businesses the confidence to sell their products
abroad. The current deal also fails to protect proprietary data
stored by financial services companies. It also inexplicably denies
market access for certain U.S. goods. Hopefully, the
Administration will choose to address these concerns prior to any
congressional action on the TPP agreement.

In a positive development, Congress recently enacted the largest
legislative reform in customs and enforcement policy in nearly 20
years. The Trade Facilitation and Trade Enforcement Act
authorizes the U.S. Customs and Border Protection and
modernizes operations for more efficient flow of trade across the
border.?%® It also establishes robust tools that will strengthen
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enforcement of U.S trade laws and better ensure a level playing
field.

International Tax Competitiveness

Last year’s Economic Report of the President contained an entire
chapter dedicated to business tax reform and its potential to boost
economic growth.?’® In addition, the budget submitted by the
Administration last year contained a reserve fund for “business tax
reform that is revenue neutral in the long run.”?’* The reserve fund
for business tax reform is missing from the President’s FY2017
budget. In fact, the Administration’s budget plan now represents
a net tax increase on both businesses and individuals that totals
$2.8 trillion. This is hardly a constructive first offer to spur
bipartisan action on tax reform. Similarly, this year’s Report
seems to indicate a lack of enthusiasm for reforming the tax code,
since it only contains passing references to business tax reform. In
fact, the largest discussion in the Report is a single paragraph in
Chapter 2.27

Any discussion of the global macroeconomic situation must
address the severe uncompetitive nature of the U.S. tax system
compared to those of our trading partners. Among the 34
advanced economies in the OECD, the U.S. corporate rate is the
highest at 39 percent, including the 35 percent Federal rate and
state taxes (Figure 3-1).2”° The President’s FY2017 budget
contains a brief reference indicating that it still endorses the
Administration’s past framework for business tax reform, which
proposed a Federal corporate rate of 28 percent.?’* While this
would be an improvement, it falls short of the 25 percent rate
supported by many in Congress. A corporate income tax rate of
25 percent (not including state taxes) would be closer to the
average of other developed countries, while a 28 percent rate
would still place the U.S. rate among the highest.
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Figure 3-1
Combined Corporate Tax Rates in OECD Countries, 2015
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Additionally, America is facing new competitive pressures
because many of our trading partners have adopted “patent boxes”
or “innovation boxes,” which are also discussed in Chapter 5 of
this Response. These arrangements tax the income from
intellectual property at rates far below the statutory rate of the host
country, and could entice companies to locate valuable intellectual
property and related jobs overseas.

International Tax Systems

In addition to facing the highest corporate rate in the developed
world, U.S. businesses are burdened with an uncompetitive
worldwide tax system rather than a territorial system. Territorial
systems allow active income earned overseas to be brought back
to the home country with little or no tax. In contrast, the
worldwide system of the United States is an outlier, subjecting all
income of companies to U.S. tax, regardless of where in the world
it is earned. Because the tax is triggered when the profits are
brought back to the United States, companies have a strong
incentive to leave earnings overseas. This creates a “lock-out”
effect, which results in reduced levels of investment by these
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companies in the United States. Figure 3-2 below illustrates the
trend of our international competitors choosing to adopt territorial
tax systems, while the United States has been left behind.

Figure 3-2
Number of OECD Countries with Worldwide Tax Systems
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In testimony last year before the Senate Finance Committee that
echoed past testimony before the JEC, Laura D’Andrea Tyson,
former CEA Chair during the Clinton administration, argued that
the United States should move to a territorial system. This would
allow U.S. multinationals to compete more effectively in foreign
markets, which comprise roughly 80 percent of the world’s
purchasing power.2”® However, the Administration instead clings
to international tax reform that it describes as “hybrid,” in which
an immediate 19 percent minimum tax would be imposed on all
new foreign earnings of U.S. companies going forward.?’® In her
testimony, Tyson argued forcefully against the competitive
disadvantage of such an approach, which she explained would
amount to an effective rate of at least 22.4 percent and incentivize
American companies to move their headquarters overseas.?”’
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Corporate Inversions

In a recent speech before the New York Bar Association Tax
Section, CEA Chairman Furman highlighted the disturbing trend
of U.S. companies merging with foreign companies and moving
their headquarters to the lower-taxed jurisdiction, known as
“corporate inversions.”?’®  However, the Administration’s
proposed legislative solution to corporate inversions is deeply
flawed.

Under current law, an “inverted” company continues to be taxed
as a U.S. corporation if 80 percent or more of the shareholder
ownership does not change after the inversion, unless there are
“substantial business activities” in the foreign jurisdiction.?”® The
Administration’s anti-inversion proposal would lower the 80
percent threshold of shareholder ownership to 50 percent,
effectively meaning that foreign ownership would have to
dominate following the merger or acquisition in order for the new
entity to change tax headquarters.

Requiring the American share of the business to be smaller than
the foreign share would create several unintended consequences.
For example, this could encourage larger U.S. companies to
splinter into smaller spin-offs that would then be acquired by more
dominant foreign competitors. It would also make American
companies attractive takeover targets for large foreign
multinationals, a phenomenon that is already occurring.?®® The
President’s framework would give a greater advantage to foreign
competitors than already exists. While foreign competitors could
be nimble with their investments and already enjoy more favorable
tax systems, U.S. companies would be stuck in an even more
uncompetitive tax system.

In addition to the 50 percent of shareholder ownership threshold,
the Administration would also tax inverted companies as U.S.
corporations if the “management and control” of the company is
primarily in the United States. This test would chase high-quality
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management jobs outside the United States, as domestic and
foreign companies would respond by moving jobs. This concern
was echoed by Senator Charles Schumer when he spoke about
legislation similar to the Administration's proposal.?8!

Further, while the Administration’s plan is aimed at trapping
American-headquartered companies in the U.S. tax system, the
proposal is likely to discourage new companies from choosing
American headquarters. Every day, entrepreneurs launch new
companies and decide where to place the headquarters. Selecting
a location that attempts to trap its businesses in an uncompetitive
tax system indefinitely would be illogical.

Like the United States, Great Britain underwent a period of
“headquarter flight,” but responded as the United States should:
by lowering its corporate tax rate and moving to a competitive
international tax system. As a result, companies have returned to
Great Britain and new companies are incorporating there.?®2 The
best solution for stemming inversions is to treat the root of
problem—an uncompetitive tax system—rather than enact
punitive measures to treat the symptoms.

Using New Taxes for Spending Programs Rather Than
Competitiveness

The President’s proposed framework would impose a 14 percent
tax on existing earnings of American companies invested
overseas, known as “deemed repatriation.” However, rather than
using this revenue to transition to a more competitive international
tax system, the Administration would use these revenues solely to
pay for infrastructure spending, as explained more fully in Chapter
6 of this Response. The President’s proposed tax is substantially
higher than rates outlined in other reform plans, such as the one
introduced by then-House Ways and Means Chairman Dave Camp
in the last Congress, and does not contribute to American
companies’ competitiveness in the world marketplace.
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Passthrough Businesses

While the Administration has proposed lower tax rates for C
corporations, no similar rate reduction is offered to the 95
percent?® of businesses that pay taxes at the individual level rather
than corporate level, known as passthrough businesses. The vast
majority of small businesses are organized as passthroughs, and as
such, a lower corporate rate would be of little help. When
President Obama took office, the top Federal tax rate paid by small
businesses was identical to the top rate paid by large corporations,
35 percent. However, because of ACA taxes and the President’s
insistence on raising the top individual rate and imposing other
penalties, the top rate paid by small businesses is now 44.6
percent. 284

The President’s framework would put small businesses in an even
worse position. If certain business tax preferences are eliminated,
and the proceeds used only to lower the corporate rate, then many
small businesses will face even higher effective tax rates. CEA
Chairman Furman’s recent speech, as referenced earlier, argued
that higher passthrough rates are justified because C corporations
face a double tax, at both the corporate and shareholder level,
while passthroughs generally pay only a single layer of tax. Such
a statement seems to suggest that the effective tax rates of
passthroughs must already be far lower than the rates paid by
double-taxed corporate taxpayers. However, CBO has determined
that even with just a single level of tax, passthrough businesses
only enjoy a four percent lower effective tax rate of 27 percent,
compared to the C corporation effective rate of 31 percent.®°

Under the President’s framework, C corporations would
experience a top rate reduction from 35 percent to 28 percent,
while small businesses would be taxed at a top rate of 44.6 percent
and lose many of the tax preferences that lower their effective rate.

Chapter 5 of the Report discusses technology and innovation, and
one section laments the decline of “business dynamism” and start-
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ups.28® Ironically, while the Report acknowledges that barriers to
market entry play a role in discouraging start-ups, the
Administration does not seem to recognize that rising tax burdens
on small businesses may be a source of declining
entrepreneurship, representing another significant market barrier.

Lost Opportunities for Pro-Growth Reform

In the last Congress, policymakers seemed focused on
comprehensive tax reform to boost economic growth and fix our
broken tax system for businesses, families, and individuals alike.
Unfortunately, the President’s insistence on massive tax increases
on the individual side of the tax code diminished possibilities for
fundamental reform. Then discussions turned to business tax
reform, since the Administration had indicated openness to
revenue neutrality in that context. However, the Administration’s
refusal to address the tax rates paid by small businesses further
limited the possibility of reform.

More recently, the conversation narrowed to international tax
reform, a subset of business tax reform. However, the President’s
recent budget submission with large net tax increases on the
business side of the code seems to destroy the possibility of either
broad business tax reform or even limited international tax reform
occurring during the current Administration. Declining prospects
for reforming the tax code in a holistic way will only continue to
further disadvantage American businesses competing abroad and
at home while making foreign headquarters more attractive. The
Administration’s apparent waning enthusiasm for reform also
represents a tragic lost opportunity to boost economic growth and
create more jobs at a time when the country is in dire need of both.
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CHAPTER 4: OPPORTUNITY FOR ALL

The Report devotes much attention to the economic conditions
facing low-income families and proposes several ways to
address poverty. In doing so, the Report largely relies on the
continuation of existing government programs that were
created decades ago for a different time and economy. This
chapter highlights how these programs far too often end up
hindering the very people they are designed to help.

To break the cycle of poverty, public policy must remove the
government-imposed barriers that impede economic mobility
and develop smarter solutions that empower individual
success. Smart reforms include: 1) increased economic
growth, which expands opportunity; 2) strong, properly
aligned incentives that promote savings, investment, and
learning; and 3) long-term sustainability for the programs and,
in turn, the beneficiaries.

The Report chronicles numerous challenges facing low-income
families in America today. Too often, children who are born into
poverty receive substandard nutrition, live in unsafe
environments, or attend failing schools. These conditions are not
easy for families to overcome, and the Report correctly notes that
breaking the cycle of poverty is indeed a challenging endeavor for
policymakers.

The Federal Government certainly has an important role to play in
assisting individuals and families in need. However, real long-
term progress for low-income families must start with strategies
that foster individual empowerment and attainment of self-
sufficiency. As economist Arthur C. Brooks notes form his
research:

What | found was that economic inequality doesn’t
frustrate Americans at all. It is, rather, the
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perceived lack of economic opportunity that makes
us unhappy. To focus our policies on inequality,
instead of opportunity, is to make a grave error—
one that will worsen the very problem we seek to
solve and make us generally unhappier to boot.?’

Sound public policy in this area must therefore involve the
removal of government-imposed barriers that impede upward
economic mobility. One example of such a mobility barrier is the
exorbitant tax rate that public assistance programs impose on those
at or near the poverty line. The interaction between taxes and the
phase-outs of public assistance benefits as household income
increases frequently imposes an extremely high effective marginal
tax—in some cases, exceeding 100 percent—on earning additional
income. 288

This overall phenomenon, commonly referred to as the “poverty
trap,” discourages individuals in low-income households from
entering the labor force, working extra hours, or seeking career
advancement that would contribute to their economic mobility and
well-being. As Scott Winship points out, existing government
programs intended to create a safety net can also create a ceiling
to success. Though these programs have helped lift many poor
Americans out of destitution, they often come with the unintended
consequence of discouraging the upward mobility of low-income
families.?®® In fact, a study from the Cato Institute finds that
public assistance benefits can pay more than the minimum wage
in 35 states, even after accounting for the Earned Income Tax
Credit (EITC), and in 13 of those states, welfare can pay more than
$15 per hour.?°

Policymakers can encourage relative mobility by reforming
programs that currently discourage saving, investing, and learning.
Basic economic theory and, more importantly, practical
experience is instructive when assessing what programs to reform
and how. The policy spectrum is rife with opportunities for smart
reform, including welfare reform, amending the tax penalty on
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married couples, education reforms such as school choice, and
developing novel programs to slow the cost growth of higher
education that has risen due to, not despite, the increasing
prevalence of Federal student loans.?®!

Smart reform—especially in this policy area—is guided by
fundamental principles by which potential solutions can be
judged. A useful checklist by which to judge policies designed to
ensure all Americans have equal access to opportunity and upward
mobility includes:

1. Increased economic growth: As the economy
expands, so does opportunity. Opportunity in the
form of more, better-paying jobs closely tracks
economic growth, and policy should aim to foster a
fertile economy.

2. Strong, properly aligned incentives: Any policy
should create or enhance incentives to save, invest,
and learn skills, each of which boosts relative
mobility and reduces inequality of opportunity.

3. Long-term sustainability: Reforms cannot and
should not be undertaken on a nearsighted basis.
Inflating the well-being of working generations at the
expense of their children does not constitute real
reform. When smart policy is implemented, there
will not be any can to kick down the road.

The public sector can play an important role in helping those in
poverty or on the cusp of poverty harness their individual talents
and attain a greater sense of dignity through self-sufficiency.
However, the Report generally advocates for a continuation and
expansion of longstanding Federal policies and programs focused
more towards alleviating short-term symptoms rather than
offering sustainable pathways toward earned success.
Unfortunately, Federal anti-poverty programs have so far failed to
achieve their original goals, mostly because they too often contain
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perverse incentives that effectively penalize low-income
individuals for maintaining employment.?92

When President Lyndon B. Johnson’s (LBJ) Great Society
programs were implemented in 1966, the Federal poverty rate was
14.7 percent. Shortly after signing these programs into law, LBJ
said that “Our American answer to poverty is not to make the poor
more secure in their poverty but to reach down and help them lift
themselves out of the ruts of poverty and move with the large
majority along the high road of hope and prosperity.”2%® However,
nearly 50 years and $15 trillion spent since President Johnson
declared a “war on poverty,” the Federal poverty rate at the end of
in 2014 was 14.8 percent, as demonstrated by Figure 4-1.2%

Figure 4-1
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Similarly, the year-end labor force participation rate in 2015 was
62.6 percent—the lowest point since 1976.2% These numbers are
particularly concerning since employment opportunities have
become available for a larger share of the population. Women
have made great progress in their ability to enter the workforce,
with 56.8 percent of women are now in the workforce, up from 41
percent at the end of 1966. However, these gains have been
mitigated as the percentage of men in the labor force has been
steadily declining since the implementation of LBJ’s anti-poverty
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initiatives, falling from 80.5 percent participation in 1966 to 68.9
percent by the end of 2015.2%

Families do not remain in poverty because they do not want to
work. Surveys of those enrolled in welfare programs “consistently
show their desire for a job.”?®” The outdated Federal welfare
system no longer works for the 21% century and in turn harms the
very people they are designed to help.

The Federal Government now funds 126 different programs
targeted towards helping low-income Americans.?®  These
programs have been largely ineffective at addressing the
underlying problems, as evidenced by the essentially stagnant
level of poverty across the nation since 1966. The Report
rightfully notes that children born into poverty are more likely to
have a difficult time finding steady employment as adults.?%®
Unfortunately, the Report fails to recognize broader shortcomings
of the Federal system for providing public assistance and instead
proposes a continuation of the same policies and programs that
have locked many families in a cycle of poverty for generations.

The Illinois Policy Institute demonstrated this fact using the
example of a single mother of two in Cook County, Illinois earning
$12.00 per hour, or approximately $22,100 annually. The value
of the welfare benefits the mother receives is $41,476 annually,
bringing her total take-home (benefits plus salary) to about
$64,000. Should this mother be offered a job that pays twice as
much per hour, she would lose over $39,000 in benefits. In part
because welfare benefits are not taxed as income,*® this mother
would have to earn $38.00 per hour, which is the equivalent of
$80,000 annually, in order to make up for the loss of benefits she
received making only $12.00 per hour.3%! Rather than providing
an opportunity to gradually increase her earnings over time, the
welfare benefit structure incentivize her to remain in a low-paying
job.
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Supplemental Nutrition Assistance Program

One of the largest public assistance programs highlighted in the
Report is the Supplemental Nutrition Assistance Program (SNAP),
formerly known as food stamps. The concept of SNAP began after
the Great Depression, but the program as we know it today was
created as part of LBJ’s Great Society.*°> SNAP is now the largest
of the 18 separate food assistance programs®®® and accounted for
over $74 billion of the more than $100 billion spent on these
programs in 2014,3%4

The Report asserts that SNAP is an important tool in improving
the health and economic outcomes of children born into poverty.
Unquestionably, these programs provide a lifeline to millions of
Americans in need. However, the Report focuses on research
comparing outcomes to impoverished children with a stable food
source verses the outcomes of children from low-income families
that do not have the same level of access to food.3® It’s
understandable that children have better outcomes when they are
not living in hunger.

The bigger picture that the Report fails to capture is that all
impoverished children are best served when their parents are given
the opportunity to lift the family out of poverty. This was one of
SNAP’s primary goals; however, changes to the program over
time that have expanded or waived eligibility criteria, as noted in
Figure 4-2 below, have resulted in SNAP’s key role in the poverty
trap.30°
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Figure 4-2
Selected Expansions in SNAP
2008 Farm Bill
Provisions Benefit Eligibility
Expansion Expansion
Increased  minimum  standard X X
deduction for certain households to
$144
Eliminated cap on dependent-care X X
deductions
Increased minimum benefit for X
certain households to 8% of Thrifty
Food Plan
Indexed asset test to inflation X
Excluded tax-preferred retirement X
plans from asset test
Let states exclude or deduct child- X
support payments from household
income
Excluded certain education- X X
assistance payments from means
test
Excluded certain state assistance- X X
program payments from means test
Excluded certain types of income X X
from means test
Reduced households' reporting X
requirements
Raised asset-test threshold for X
households with disabled members
Let states exclude certain resources X
from means test
Increased transitional benefits for X X
certain households
Source: "War on Poverty: 50 Years Later,"” A House
Budget Committee Report, 2014.

This fact is apparent when considering that, since 2009, the
national unemployment rate has been cut in half to 4.9 percent,3%
while the number of SNAP enrollees has actually increased by
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more than 12 million people.3® SNAP is largely countercyclical;
therefore, it’s expected that enrollment will increase as the
unemployment rate rises. When the opposite occurs, it shows that
SNAP program is not achieving its goal of bringing people out of
poverty.

Earned Income Tax Credit

SNAP is only one of the programs creating an aggregate system
of government dependency. The Report barely touches the surface
of this problem by promoting the EITC, which is traditionally a
policy tool of the Administration used to reduce inequality and
strengthen families. While some believe the EITC is an effective
policy tool for encouraging work and reducing poverty, others
have concerns about using the tax code as a transfer payment
program and the high level of improper payments and fraud
associated with EITC.3%

As a whole, the Report fails to acknowledge the significant
consequences that have resulted from Federal public assistance
programs and, instead, simply proposes throwing more good
money after bad. This includes programs created by LBJ and the
subsidies created under the ACA, which is expected to further
reduce work incentives, as discussed in Chapter 2.

Head Start Program

Another component of LBJ’s war on poverty that the Report
promotes is the Head Start program, which is a Federal grant to
help low-income children attend preschool. The program has
since repeatedly been reauthorized, most recently in 2007.3%° The
Report attempts to bolster President Obama’s efforts to expand
Head Start through his “preschool for all” initiative, along with
Early Head Start for toddlers and infants.3!* The Report uses of
only a handful of studies—some of which are decades old—in
order to justify a top-down, one-size-fits-all preschool program
across the country.
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The Report conveniently does not mention a comprehensive study
of the Head Start program conducted by President Obama’s own
Department of Health and Human Services (HHS). HHS’s 2010
study found that Head Start has had little to no impact in the long
run, across 22 different cognitive measures. Any area in which
Head Start did have an impact, those gains were completely
nullified by the time the students entered 3 grade. Even more
concerning, the study concluded that three-year-olds who attended
Head Start were actually worse in math than their peers that did
not attend Head Start.3!2

The Obama administration continues to advocate for Head Start,
despite these findings. While there may be some benefits to early
education programs, the Federal Government’s insistence on
having a highly restrictive, top-down approach leaves little room
for flexibility at the state or local level. Not surprisingly, some
states are instead developing solution-oriented preschool
programs that meet the needs of their states.

For example, On My Way Pre-K is Indiana’s pre-kindergarten
pilot program, which pays for low-income four-year-old’s
preschool. Signed in 2014 by Governor Mike Pence, On My Way
Pre-K is unique in it allows parents to send their children to the
preschool of their choice. In 2015, Governor Mike Pence
expanded the program and invested in improving preschool
facilities around the state.3®* Even local area leaders and
nonprofits are fundraising to help enroll four-year-olds in the
program.3!* Early on, Governor Pence had the option of utilizing
Federal preschool funds. However, the Federal requirements
would have forced Indiana to launch their program before it was
even ready.3%

K-12 and School Choice

Given Head Start’s shortcomings, it becomes increasingly
important for children from low-income families to have access to
a quality K-12 education. As previously mentioned in the
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chapter’s opening, too many children born into poverty are forced
to attend failing schools district, simply because of where the
child’s family lives—or can afford to live.

Despite claims to the contrary, school choice does exist within the
traditional public school system. Those with the financial means
are able to choose a home located in a good school district, or they
can choose to send their children to private school. However, the
choices available for families living in poverty are much more
limited and the children of these families are often forced into
failing schools.

President Obama’s answer to this problem is not to provide
families in poverty with more choices, but to spend more money
on education. However, the United States already allocates about
$115,000 to educate each student.?*® Globally, the United States
ranks fifth out of 34 in the amount spent per student, but places
17" in math and reading, which is only slightly better than its 21%
place in science.!

This misnomer that increased education spending equates to better
outcomes is further exemplified in the District of Columbia (the
District). In 2013, the nation’s capital ranked third in the amount
it spends per pupil enrolled in public school, which was nearly
$18,000 annually.®'® Yet, researchers found that out of all 50
states and the District, the District’s overall rank was 50. The
District also ranked dead last, or second to last, in reading, math,
SAT scores, and dropout rates.3*°

Congress created the D.C. Opportunity Scholarship Program
(OSP) in 2003 to provide low-income students in under-
performing schools with the opportunity to receive vouchers to
attend a better-performing public charter school or private
school.®? The OSP independent evaluator identified substantial
improvements and noted that OSP “increased the likelihood of a
student graduating by 21 percentage points.” The evaluator
further stressed that, “in scientific terms, we are more than 99
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percent confident that access to school choice through the OSP
was the reason why students in the program graduated at these
much higher rates and not some statistical fluke.”3%

The impact of school choice should not be overlooked, but should
be used as a framework for Congress and the President to improve
the educational opportunities for impoverished children. The
Federal Government created a public school system that limits the
educational opportunities for children from poor families and
owes it to these families to take the necessary steps to alleviate the
consequences of government dependency—starting with
expanding school choice to all families, regardless of income.

The Impact of Two-Parent Families

The Report correctly acknowledges the important role of parents
and caregivers during the early years of a child’s life. The
correlation between stable, two-parent households and better
outcomes for children is striking. Brookings Institution’s Isabel
Sawhill notes that gaps in family structure and parenting styles are
creating very unequal starts for American children, affecting
income inequality and potentially slowing economic mobility for
those on the low end of the economic ladder.3?> Sawhill goes on
to say that, “family formation is a new fault line in the American
class structure.”32

For those born into poverty, the impact of marriage is even more
profound. Richard Reeves of Brookings Institution found that the
child of a poor, unwed mother has a 50 percent risk of remaining
at the bottom of the economic ladder and only a five percent
chance of rising to the top income level.3?*

Similarly, when comparing the economic performance of states
with higher rates of marriage against states with the lowest rates
of marriage, researchers found that children in states with the
highest rates of marriage had a 10.5 percent greater chance of
upward income mobility. The states with higher marriage rates
also had a 13.2 percent lower rate of child poverty than states with
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the lowest rates of marriage.3?® What is important to note about

this study is that the data controlled for numerous variables
including the parent’s education, race, age, and even the state’s
environment, such as minimum wage, education expenditures,
crime, and tax rates. 3%

The median age that women have their first child (25.7 years) is
now younger than the median age at which women are first
married (26.5 years). This phenomenon, referred to as the “Great
Crossover,” first occurred decades ago for the most economically
underprivileged women, and more recently for women who have
at least a high-school degree or some college. Today, about half
of the children born in the United States are born to unwed
parents.3?’

In light of the substantial evidence demonstrating the positive
impact marriage has on children, particularly children from low-
income families, it is important that public policy not discourage
the practice. Yet, many public policies can create a financial
disincentive for low-income, single parents to marry. Research
has found that the structure of Federal welfare programs includes
a marriage penalty where “many low-income couples with
children face substantial penalties for marrying that can amount to
almost one-third of their total household income.”328

Using the aforementioned Illinois Policy Institute’s example of the
single mother of two in Cook County, Illinois earning $12.00 per
hour, the welfare marriage penalty could actually put this same
mother in a worse financial situation if she chooses to get married,
particularly if she married someone who was also a low-income
earner. If this mother and her spouse earned a combined salary of
$22.00 per hour, their Federal welfare benefits would drop from
the prior level—when she was unwed—of $41,476 annually to
$6,814. As a married couple earning $22.00 per hour, their take-
home value (income plus benefits) would total $47,210
annually,®?® compared to approximate $64,000 she received
unmarried.3%
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A similar marriage penalty exists within the Federal tax code
where couples may have a higher tax burden if they are married.
While this marriage penalty does not affect all couples, it typically
occurs when both partners have similar earnings,3! and would be
more difficult for couples with lower-incomes to bear. A low-
income couple with similar incomes and with one child would owe
almost $1,100 more in Federal taxes each year as a married couple
than if they were unmarried.®¥ This is yet another example of
how the Federal tax system is broken, as discussed in the previous
chapter.

In order to create a smarter system that promotes achievement and
helps Americans fulfill their desires of employment, the President
and Congress must recognize the power of opportunity. These
steps must include providing states more flexibility in
administering welfare programs and job training programs. States
and local communities are better assessors of their needs, and the
Federal Government should afford them the opportunity to
develop ways to meet those needs. The policies of the LBJ era
have proven that a one-size-fits-all system cannot serve the entire
country. It’s time to shift the focus from Federal control to state
flexibility through the utilization of block grants.
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CHAPTER 5: INNOVATION, TECHNOLOGICAL
CHANGE, AND AUTOMATION

The Report highlights the concerning trends of less dynamism
in the business sector, lower productivity growth, and subdued
startup rates that pre-date the recent recession. These trends
highlight a recurrent theme in this era of slower growth
expectations: a divergent path that yet remains unclear for the
future of America and worldwide. In the optimistic view, the
Report suggests that investment will return to its historical
trend after the capital overhang following the recent recession.
In the pessimistic view, it is possible that the recent slowdown
in investment may reflect lower capital intensity, slower labor
force growth, or fewer startups going forward. Implementation
of pro-growth policies remains important as ever in fostering a
competitive business environment both here and abroad, as
well as recognition of government’s role in removing barriers
to entry, protecting property rights and promoting the rule of
law, thereby  Dbolstering  economic  activity and
entrepreneurship.

When the Administration talks of the middle class, it is usually in
the context of insulating that demographic (however they define
it) from disruptions in the economy. The Administration wants to
ensure that the labor market is strong enough to encourage people
to retrain to find work and reenter the labor force, yet participation
remains at low levels not seen since the Carter administration.
With these priorities in mind, it is curious that the Obama
administration pursues, in the name of income security and
redistribution, policies that would be counterproductive to
reducing slack in the U.S. labor market. As Greg Ip notes in his
book, Foolproof, “[S]ocieties and economies...are not inherently
stable. They are constantly changing, evolving, and usually
getting better in the process. Stability is blissful, but it may also
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be illusory, hiding the buildup of hidden risks or nurturing
behavior that will bring the stability to an end.”3* In favor of
increased stability, this Administration has sacrificed the
entrepreneurial spirit that seeks to introduce new products,
services and technologies. The policies proposed and passed into
law may have simply redirected the underlying risks it seeks to
mitigate into areas as yet unanticipated, which will likely result in
the continuation of unfortunate, unintended consequences that
have become a hallmark of the Administration.

Productivity Growth

Although productivity data is notoriously volatile, the
Administration teases out three distinct 15-year periods of average
annual growth: 1948-1973 averaging 2.9 percent annually; 1973-
1995 averaging 1.5 percent annually; and 1995-2014 averaging
2.2 percent per year.3** However, the San Francisco Fed sees a
slightly altered version of these periods (Figure 5-1).

Figure 5-1
Contributions to Business-Sector Output Growth

Annualized Average Growth over Each Time Period
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Source: Burcau of Economic Analysis, Burcau of Labor Statistics, and San Francisco Fed calculations.

Noting that output grows as a result of increased hours worked,
productivity (output per hour), or both, the San Francisco Fed
finds that labor productivity was relatively robust in the 1948-



102

1973 and 1996-2003 periods, averaging nearly 3.5 percent
annually. Growth in hours accounted for another approximate
percentage point in contributions to output growth over those time
periods. In contrast, the time periods including 1973-1995, 2004-
2007, and 2008-2014 are characterized by relatively sluggish
productivity growth, but with the exception of the 2008-2014
period, nonetheless exhibit stronger growth in hours worked. The
2008-2014 period saw a decline in hours worked on average of
nearly 0.5 percent annually in combination with a sluggish 1.5
percent growth in productivity. The research further finds that
capital per hour worked “has continued to grow modestly.” 3%

Total factor productivity (TFP) represents another challenge,
according to the Report. TFP is the productivity that results from
employing both labor and capital. It grows when a fixed value of
aggregate resources (i.e. labor and capital) produces more
economic output. One of the downfalls of relying on TFP as an
economic indicator is that it is subject to significant measurement
error.3  Yet the Administration relies heavily on TFP in
economic forecasts for the President’s ambitious fiscal year 2017
budget.

The Report points out that, compared to other G-7 nations, labor
productivity growth in the United States is performing well.
Further, the Report argues that the recent slowdown is mostly due
to capital deepening (a.k.a. a declining pace of investment per
worker).33" Overall, the Report suggests that the recent weakness
is due to cyclical, rather than structural factors. Hopefully this
turns out to be the case. If not, however, the Report notes that,
“...if sustained, slower productivity growth will mean...slower
improvements in living standards.”338

Declining Dynamism

The Report highlights that business dynamism, “the so-called
churn or birth and death rate of firms” has been in decline since
the 1970s, thereby increasing the age of existing firms.>* New



103

business creation fell by more than 30 percent during the recession
and has been slow to recover.®*® A study by the Kauffman
Foundation found that the rate of new entrepreneurial activity has
fallen to new recovery lows for Americans age 20-34. In other
words, millennials are not starting companies at the same pace as
baby boomers did.3** Furthermore, studies by economists at the
Brookings Institution found that the share of start-ups (firms less
than 1 year old) had fallen from 15 percent of all businesses in
1978 to 8 percent in 2011. By contrast, the share of older firms
(older than 16 years) jumped from under a quarter to more than a
third of all businesses.3*

The Report argues that there are three puzzles relating to slower
investment growth: (1) the effect of technology on investment, (2)
rising returns to capital, and (3) potential mismeasurement.
However, how these bode for long-term trends remains to be seen.
The Report posits two contrasting views, one optimistic and one
pessimistic. The optimistic perspective suggests that dissipating
headwinds from the recent recession have left investment poised
to return to its prior trend of stronger growth going forward. In
the pessimistic view, however, “there are decades-long trends of
less dynamism in the business sector which could suggest a shift
in previous patterns of investment. The share of new firms among
all firms—the startup rate—has trended down over the past
decades.”3** The potential of a structural slowdown in the startup
rate is concerning for a few reasons.

Many unintended consequences of the cumulative burden of
regulation, redistribution efforts, and the current tax and welfare
structures serve to negatively affect investment and
entrepreneurialism. As noted in Chapter 1, the Report spends
pages deriding rent-seeking behavior while at the same time
defending the Administration’s regulatory regime. However, it is
this regulatory overreach that incites rent-seeking behavior and
draws entrepreneurial activity away from more productive
pursuits.
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Administrative and bureaucratic compliance costs borne by firms
have increased significantly. The annual costs of federally
imposed rules is nearly $1.9 trillion in compliance according to the
Competitive Enterprise Institute.3**  As measured by the
Economic Freedom of the World Index, economic freedom in the
United States has dramatically worsened since 2000, precipitating
a decline within the overall Economic Freedom rankings from 2"
to 16th.345

It is difficult to overstate how harmful regulation can be to
business investment, but the economic effects of deregulation in
the United States and United Kingdom in the 1970s and 1980s
were clear. As the utility, communications, and transportations
were deregulated, investment in these sectors as a percentage of
capital stock more than doubled. In stark contrast, European
countries—such as Italy, France, and Germany—that did not
undertake these large-scale reforms saw a five percent decline in
investment. 340

Entrepreneurship is the seed of creative destruction. In an effort
to make themselves better off, entrepreneurs develop new
products and services. Entire industries and the firms within them
survive by improving the lives of their customers with better
performance, lower prices, greater convenience, and new features.

For example, technological advancements in telecommunications
have enabled the industry to enable 96 billion more calls with
106,000 fewer operators today compared to three decades ago.
One obvious benefit for consumers was that all of this efficiency
was achieved while simultaneously costing consumers less to
make long-distance calls.®*’ However, it appears in recent years
that all the “low-hanging fruit” in technological gains may have
been plucked.®*® Technological innovation still occurs, but rather
than making economic gains by leaps and bounds, improvements
are incremental and less valuable. Just think of how much value
harnessing electricity and inventing the telephone created, versus
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what the innovations of social media have done for society from
an economic standpoint.

Economist Joseph Schumpeter originally coined the phrase
“creative destruction” as a way to describe the dynamic evolution
of the economy as markets change, industries rise and fall,
businesses open and close, and workers gain and lose jobs. He
argued that it is an essential fact of capitalism:

The opening up of new markets, foreign or
domestic, and the organizational development
from the craft shop to such concerns as U.S. Steel
illustrate the same process of industrial mutation—
if I may use that biological term—that incessantly
revolutionizes the economic structure from within,
incessantly destroying the old one, incessantly
creating a new one. This process of Creative
Destruction is the essential fact about
capitalism.34°

Creative destruction makes scarce resources more productive by
“shifting resources from declining sectors to more valuable ones
as workers, inputs, and financial capital seek their highest
returns.”3*° By allowing creative destruction as a natural process
of economic evolution, societies grow more productive and richer
over time as they see the benefit of new and improved products,
less dangerous jobs, and higher living standards.®** In many ways,
both measurable and immeasurable, Americans are better off than
generations before them as their living standards have increased
over time. Modern conveniences like the refrigerator, for
example, now occupy space in approximately 99.2 percent of
households, according to the Census Bureau.®>?

However, as economic growth slows, so too do gains in standard
of living. Recent analysis finds that annual productivity increases
of three percent double the U.S. standard of living every 24 years.
Unfortunately, annual productivity increases have fallen by half of
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that figure to roughly 1.5 percent on average per year—which
translates to a 23-year increase in the time it takes to double the
standard of living (bringing the total time to 47 years).®® The
sluggish recovery has led many institutions, including CBO and
BLS, to reduce projected estimates of potential GDP growth, labor
force participation, productivity. As such, recent analysis finds
that there is “little room for gains in real incomes.”3>* It is perhaps
even more unsettling that it is unclear for how long these trends
will continue.

One bright spot for the United States is that population and
workforce projections point to positive growth over the next half-
century, albeit significantly slower than the historical norm.
Compared to other countries, however, the United States remains
“demographically fortunate” over the long term given that its
working-age population is expected to grow 10 percent by 2050.
In contrast, other advanced economies will see their workforces
shrink by at least one-quarter in many cases over the same
period.3%

Research and Development and the Role of Patents

Real private research and development (R&D) trends are a
positive signal for future strength in U.S. productivity growth.
Fortunately, the Report is quick to note that private R&D
investment has grown by nearly five percent annually since the
start of 2013 and that “2015 was the best year for private R&D
growth since 2008.73% The focus on the benefits of private
spending, however, is fleeting. The Report then shifts its focus
almost exclusively to the misguided notion that federally funded
research is more important than that undertaken by the private
sector. To make this argument, the Report points to the fact that
“basic research” is primarily funded by the government.
However, this obfuscates the overall picture showing that the
private sector outspends the Federal Government on R&D by a
ratio of greater than two to one.3’
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Other than direct spending, another means by which countries
incentivize private R&D is preferential tax treatment. In the
United States, some form of tax incentive supporting R&D has
been in place since 1981 when President Reagan signed the
Economic Recovery Tax Act into law. 38

The R&D staple in the tax code is formally known as the Research
and Experimentation (R&E) Tax Credit. The R&E credit is equal
to a certain percentage of a business’ qualified research
expenses in excess of a base amount. The credit can be claimed
by corporations or by shareholders in S-corporations or other types
of pass-through entities, in which case business income is taxed at
the individual level. However, only recently did the R&E tax
credit become permanent. Until December 2015, it was one of
many “tax extenders,” a set of Federal tax provisions that expire
every one or two years and are sometimes renewed retroactively
after their expiration.®*® However, the R&E credit finally gained
“permanent” status when the Protecting Americans from Tax
Hikes (PATH) Act was signed into law late last year.®

In addition to the R&E credit, tax code section 174 allows
businesses to fully deduct R&D expenses in the year they are
incurred (known as “expensing”) rather than amortizing and
deducting them over a number of years like other capital
expenditures. Since expensing and the R&E tax credit are applied
when a firm invests in research and development, they are referred
to as “front-end” tax incentives.

The past 15 years, however, have seen growth of “back-end” tax
incentives in countries around the world, especially in Europe. As
opposed to front-end incentives which allow R&D credits or
deductions when the expense is incurred, these incentives tax the
income derived from the development of intellectual property (IP)
at rates much lower than the country’s corporate tax rate. Tax
systems that treat IP income preferentially in this way are referred
to as “patent boxes” (a.k.a. innovation boxes or license boxes).
Their proliferation among the tax codes of America’s competitors
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(see Figure 5-2) has brought the debate to Washington. In fact,
members of Congress have already begun to explore, in a
bipartisan fashion, how such a regime would work in the United
States.

Figure 5-2
R&D Tax Incentives by Country

Country (I:Qric d[?t Patent Box
Austria X
Belgium X X
Canada X
France X X
Hungary X X
Ireland X
Italy X X
Netherlands X X
Portugal X
Spain X X
Switzerland X
United Kingdom X X
United States X
Source:
PricewaterhouseCoopers, 2015

The preferential tax treatment of both R&D expenses as well as IP
income is common throughout the developed world and beyond.
Countries seem to be intent on fostering innovation and keeping
the resulting IP—as well as the income derived from it—within
their borders since many economists note that the creation of IP in
the United States generally leads to innovators developing and
expanding their  businesses domestically rather than
headquartering in another country solely for tax reasons.®®! Put
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simply, the more innovation-driving entrepreneurs in one
economy, the better. These persons and the companies they create
are part of an integral process known as “creative destruction”—
the abrupt disruption of an industry, typically creating positive
externalities and making the economic pie bigger for everyone.36?

Technological Advancement and the Sharing Economy

The Report notes that the sharing economy, or *“on-demand”
economy, disrupts incumbent businesses. The on-demand
economy is not new, but it is changing. Temporary-hire workers,
from writers and artists to home health professionals and computer
technicians, have a storied experience in earning their income as
freelancers, and a third of the workforce earns some temporary
income.®% Computers and smartphones expand the possibilities
of finding freelance “gigs” through an “on-demand platform” that
facilitates communication between providers and users. Younger
generations most readily adopt this new technology; workers
between the ages of 25 and 34 make up more than a quarter of
today’s on-demand workforce.3*  Aided by technology, the
number of on-demand workers grew at a faster rate from 2002 to
2014 than the overall job market.®®® In innovative services like
drive-sharing, companies like Uber and Lyft, which began
business is 2009 and 2012 respectively, have created 22,000 jobs
in just a few years.

Like many emerging technologies, existing regulations can serve
as a barrier to entry that protects incumbents.®® Due to their
contractual nature and low barrier to entry, gig work is readily
available and very flexible, allowing gig workers to set their own
hours. By the same token, gig work lacks the usual protections
and benefits associated with a traditional employer-employee
relationship.3®” However, the Report also notes that consumers
appear to benefit from the on-demand economy because of lower
prices and greater choice.®®  Gigs offered by on-demand
platforms are growing because consumers who use them find them
affordable and convenient,®° and the services offered expand
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continuously. New platforms help consumers shop, sell goods
they no longer want, park their cars, and walk their dogs.3°

Economist Dwight Lee takes a long view on the potential of this
on-demand or “sharing economy”: “What is now seen as the
sharing economy is really a continuation of a long history of
sharing through markets that enriches all our lives.”"
Technology may give entrepreneurs a marketing reach that only
established businesses had in the past, and may broaden consumer
options. Appropriate regulations will provide consumer
assurances while protecting on-demand innovation.®’?  The
challenge of meeting this balance is a key factor in determining its
growth and appeal to consumers.

Education for the 21% Century

As economist Alex Tabarrok argues in The Chronicle of Higher
Education, while there appears to be a need for a greater focus of
funding toward science, technology, engineering, and
mathematics (STEM) education—which have the potential to
confer greater benefits to society through technological
innovations—there remains a pressing need to focus more on
students that have fallen behind, including millions of college and
high school dropouts. Tabarrok points out that the “obsessive
focus” on attaining a college degree has not served taxpayers or
students well. Given that the United States has the highest college
dropout rate in the developed world, it is perhaps problematic that
the U.S. education system has developed only one path to
knowledge, when there are “many roads to education.”3"

In the United States, vocational high school programs frequently
receive a bad reputation as only for struggling and “at risk”
students, and in many cases, lack a connection to real jobs. In
contrast, many OECD countries boast high school graduation rates
that exceed 90 percent. Instead of college, high school students in
Germany often start apprenticeship programs in high school, and
go on to graduate with the equivalent of a technical degree, better
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equipped than most American students for the workforce.*”* In
fact, 40 to 70 percent of students in Austria, Denmark, Finland,
Netherlands, Norway, and Switzerland will opt for a high school
education that combines classwork with learning in the workplace.
These programs allow students to be paid while receiving high-
skill technical training in apprenticeship programs that acclimate
them to success-yielding attitudes and practices. As Tabarrok
concludes, “We need to provide opportunities for all types of
learners, not just classroom learners. Going to college is neither
necessary nor sufficient to be well educated.”3"

The President’s budget has called for nearly $6 billion in funding
for employment training, apprenticeship programs, and
partnerships with private companies. Approximately $2 billion
would be dedicated over five years to a mandatory Apprenticeship
Training Fund to assist employers and states in creating
apprenticeship programs.3’® Such funding is duplicative of money
currently spent on the Registered Apprenticeship (RA) program
administered by the Department of Labor in conjunction with
State Apprenticeship Agencies. The Federal Government already
registers programs and apprentices in 25 states, while programs
are run at the state level in the other 25 states and the District of
Columbia.®”” More mandatory spending will simply add to the
future debt burden of the potential apprentices the Fund would be
meant to help.

The high variance of the quality of education students receive
across America is also worrisome. Many students find themselves
unprepared for even the most basic post-secondary courses. While
the President’s call for K-12’s “new basic” skill of computer
science is a laudable goal, it seems unwise to totally refocus
education policy when American students’ aptitude for truly
fundamental skills—such as arithmetic—Ilags behind that of their
international peers. The recently enacted Every Student Succeeds
Act places quality improvements to K-12 education systems under
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state purview, enabling them to determine how best to equip
students with fundamental skills.3®

The existing deficiencies in education quality have compounded
over time and resulted in the unfortunate skills gap that has partly
driven unemployment and lower labor force participation. Aswas
mentioned in last year’s Response, part of making participation in
the labor force more attractive involves strengthening the
connection between workers and employers, empowering workers
with the skills they need to fill the jobs that employers offer.
Government can encourage thriving employer-employee
relationships through smart regulatory reform that accomplishes
two goals: 1) a reduction the cost of hiring workers, and 2) a
relinquishment of business resources otherwise spent on
compliance.

As emphasized above, the traditionally healthy increase in living
standards is slowing. Many are still struggling in the aftermath of
the recession. Most alarming is the possibility that—unlike their
parents and grandparents—today’s youngest generations may not
be able to attain the standards enjoyed by the generations that came
before them. If they are left burdened with legacy debt caused by
excessive Federal spending, there promises to be a dearth of
socioeconomic mobility and a flagging economy.  The
Administration is right that a number of long-term issues remain
to be tackled but, sadly, fiscal sustainability—and its importance
for American entrepreneurship, innovation, and well-being—was
not listed among them.
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CHAPTER 6: INFRASTRUCTURE & ENERGY

In the Report, the Administration discusses the economic
benefits of investing in U.S. infrastructure. It proposes a series
of new clean technology programs and expanded public transit.
The Report minimizes the role of the private sector, despite the
encouraging prospects for public-private partnerships. The
Administration proposes to pay for its clean energy agenda
with a deemed repatriation tax on multinational corporations
and a new tax of $10.25 per barrel on crude oil and imported
petroleum products. An analysis prepared by the Tax
Foundation found that the oil tax would reduce GDP by $48
billion and cost 137,000 full-time jobs.

The Report provides diminutive discussion of the energy sector
or the Administration’s aggressive regulation of American
energy production. Absent from the Report is any discussion
of the economic costs of the Clean Power Plan or the Paris
Agreement on greenhouse gases. NERA Economic Consulting
has estimated that the Clean Power Plan will cost between $220
billion and $292 billion. The Report also misses a chance to
substantively highlight the revolutionary innovation in the
energy sector related to hydraulic fracturing and horizontal
drilling in an entire Chapter 5 dedicated to innovation.

INFRASTRUCTURE

In the Report, the Administration rightly notes that America needs
an efficient transportation system to remain competitive globally.
In recent years, the lack of a long-term highway bill has
undermined economic growth and stymied private sector job
creation by relying on short-term extensions that failed to give the
private sector the certainty it needed to make investments and
create jobs.
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Figure 6-1
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The situation changed significantly in 2015 with the passage of a
comprehensive, long-term bill to improve America’s surface
transportation infrastructure (see Figure 6-1).3’° The Fixing
America’s Surface Transportation (FAST) Act provides long-term
certainty for improving our roads, bridges, transit systems, and rail
transportation network. The FAST Act is set to have an immediate
impact to fuel economic growth, enhance global competitiveness,
and empower the private sector to create new quality jobs.

Notwithstanding Congress’s achievement, the challenge of how to
fund infrastructure improvements remains a central focus for
policymakers. CBO estimates that infrastructure outlays will
continue to outpace revenues from motor fuel taxes stretching into
the future.®® Notably, the FAST Act provided sources of funding
to offset the Highway Trust Fund shortfalls without raising taxes.
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The Report Favors New Taxes to Fund Infrastructure

In contrast, the President’s Fiscal Year 2017 Budget proposes to
divert funds from international tax reform to fund infrastructure.
Lawmakers from both sides of the aisle have expressed support for
the concept of an international tax reform that would include a
one-time tax on the overseas profits of U.S. businesses. The
purpose would be to transition to a more competitive tax system
in which businesses could return profits earned overseas to the
United States without high tax penalties. This one-time transition
tax is known as “deemed” repatriation because it would impose a
tax as if the earnings had been repatriated, but in reality the funds
could either be brought back or left overseas. !

As noted in Chapter 3 of this Response, U.S. companies are
currently at a competitive disadvantage with businesses based in
countries with more favorable tax systems. While the vast
majority of OECD competitors have territorial regimes in which
their businesses can bring overseas profits back to their home
countries with little or no tax, the United States has a worldwide
tax system that imposes the full corporate tax rate (the highest in
the developed world) when overseas profits are repatriated to the
United States. This creates a “lock-out” effect whereby businesses
are incentivized to leave profits overseas in order to avoid high
domestic taxes.

Under the President’s transportation framework, the revenues
from deemed repatriation would be solely used to finance highway
trust fund spending, rather than to lower other tax rates or
otherwise transition to a more competitive tax system.38?

In addition, the rate of tax the Administration proposed for deemed
repatriation is 14 percent. This is much higher than the rates in
other tax reform plans, such as the one proposed by then-Ways and
Means Chairman Camp in the last Congress.3® This 14 percent
tax could be very painful for U.S. companies, particularly since
not all overseas earnings are liquid. Some may already be invested
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in brick and mortar. In addition, U.S. financial institutions may
need to retain foreign earnings overseas due to the capital
requirements of the host country.

Moreover, Federal highway spending has traditionally been
financed by a “user pays” system in which those who use the roads
generally pay for road construction and maintenance.®®* Imposing
a high tax on U.S. businesses with international operations that
bears no relationship to their use of roads and does nothing to
improve our international competiveness sets a very dangerous
precedent.

In addition, the Report endorses the President’s proposed $10.25-
per-barrel oil tax (discussed further below) that would be used not
to improve our nation’s roads, but for mass transit, high-speed rail,
and other so-called “Clean Transportation” options that already
account for an increasing portion of the revenues that fund the
Highway Trust Fund and do not directly benefit many of those
paying these taxes. The Report also praises the President’s Build
America Bonds program from the 2009 stimulus bill, which the
Government Accountability Office chided for both a lack of
efficiency and transparency. &

Efficiency and the Private Sector

The President’s preference for tax and spend policies is no longer
tenable. This country can and must live within its means. Doing
so will require us to make more efficient use of the resources
available. A study conducted by the Indiana Department of
Transportation found that it could replace a bridge in Indiana at a
cost 10-25 percent lower using local funds rather than Federal
funds, due to costly Federal regulations.®®® Such Federal
regulatory “strings” include Davis-Bacon wage controls, National
Environmental Protection Act requirements that open the door for
huge litigation costs, set-aside contracting requirements, and “Buy
American” mandates. Using local funds also allows a state to
avoid a diversion of funds into non-motorized federally-mandated
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programs, such as so-called enhancement projects, nature trails,
parking lots, and ferry boats.

Living within the nation’s means will also require finding new
resources from non-traditional venues. For instance, rather than
pursuing traditional government-run spending policies, we need to
pursue pro-growth infrastructure policies that better leverage the
private sector. The Report acknowledges that public-private
partnerships—or “P3s”—get the private sector off the sidelines
and put new resources to work to meet our growing transportation
needs. P3s allow the private sector to assume more responsibility
in one or more stages of infrastructure development: including
planning, financing, design, construction, operation, and
maintenance.  Some P3s involve the leasing of existing
infrastructure from the public sector to the private sector, while
other projects entail the financing and construction of new
infrastructure.®®” Evidence suggests that significant private capital
sits available for investment today. In 2008, the U.S. Department
of Transportation estimated that $400 billion in private capital was
ready to pour in from the sidelines to finance infrastructure
projects. 38

P3s offer advantages beyond providing new money. Studies
conducted by the International Monetary Fund, among others,
have concluded that the private sector can build infrastructure
cheaper than the public sector.3® P3s can also effectively
accelerate projects and thereby allow states and localities to reap
the benefits of new or improved infrastructure much earlier.
Rather than wait ten years for sufficient funds, states can go ahead
and build that connector, or widen that vital artery, to encourage
economic development and growth today.

Another major advantage of P3s is risk allocation. In addition to
the financial risks, the private sector often assumes most or all of
the project risk. If a design flaw increases the costs of
construction, or if demand falls unexpectedly, P3s can shift the
risk from the taxpayer to the private partner. In this way, P3s can
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serve as an insurance policy for the public partner. Often the
private partner can better manage these risks and does so at a lower
cost.

Finally, P3s represent genuine user financing. The motorists who
use the road pay directly for what they use. Of course, P3s won’t
solve all of our nation’s infrastructure problems. But as we look
for new and innovative ways to pay for highways, P3s can play an
important role.

Box 6-1. Indiana Toll Road

One major P3 success worth highlighting occurred in the state
of Indiana. After his election in 2004, then-Governor Mitch
Daniels tasked his cabinet with finding a way to fund the
hundreds of roads and bridges projects that had been promised
for years that did not involve raising taxes or taking on more
debt. He began exploring the feasibility of leasing the Indiana
Toll Road to a private entity. After a bidding process involving
11 proposals, a 75-year lease concession was awarded to a
private consortium for a single lump-sum payment of $3.8
billion. That figure is nearly four-times the yearly allocation
that Indiana receives from Federal highway programs.

Prior to its leasing, the Toll Road had operated at a loss, needed
repairs, and expansions had been chronically postponed. As
part of the lease agreement, the consortium agreed to spend
millions to improve the road and ensure a higher level of
maintenance. Governor Daniels used the proceeds from the
lease to fund a large number of highway construction and
preservation projects under his monumental Major Moves
initiative. Major Moves fully funded the State’s 10-year
transportation plan, including 65 roadway projects completed
or under construction and 720 bridges rehabilitated or replaced
by 2012, and accelerated critical highway arteries. In addition,
the seven counties through which the toll road passes received
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payments of between $15 million and $40 million for local
transportation projects.

As mentioned previously, P3s allow states to shift risk over to
the private partner. In this case, the recession and sluggish
recovery distorted some of the economic assumptions made at
the deal’s signing and the consortium declared bankruptcy.
However, a new buyer stepped forward last year, and this new
buyer will be liable for the same obligations of maintenance
and improvements as the original consortium. The fact that
there is a new buyer demonstrates the value of the Toll Road
and of P3 projects more generally. There is clearly interest in
the private sector for P3s.

ENERGY AND CLIMATE CHANGE

The Report provides very little discussion about energy or how the
energy sector has become revolutionized by innovative
technologies. It also noticeably fails to discuss the economic costs
of the Administration’s aggressive clean air agenda.

Fracking Technology Lowers the Price of Oil

The price of crude oil has gone into steep decline over the past
year-and-a-half, in large part due to the incremental supply
brought on by fracking and horizontal drilling technology. The
price has fallen, presently to around $30 per barrel, and many
North American oil producers have come under severe pressure
from imported oil, but a fundamental change has occurred in the
domestic oil supply. Fracking and horizontal drilling enable
substantial and relatively rapid supply increases at costs per barrel
that are far below the $100-plus level prevailing before adoption
of the technology started to spread in the United States. At
present, it appears that large amounts of oil can be produced with
the technology on a sustained basis at a cost per barrel in an
approximate range of $40 to $60, and the cost is still falling.
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The long-term significance of this development for the economy
is that the threat of an oil shock is much reduced. The domestic
oil fracking supply curve, in effect, limits how high a price OPEC
can charge. Prices between about $40 and $60 per barrel will not
push the economy into a recession, as the economy has managed
far higher crude oil prices for an extended period of time.

At around $30 per barrel, the oil price may force some operators
to exit the market. A study by Deloitte suggests that up to 35
percent of independent oil companies could declare bankruptcy in
2016.3%° However, the oil industry’s ability to frack vast oil and
gas deposits in the United States remains. New operators can take
over the production facilities and continue to produce and sell oil
at prices that do not threaten to cause a recession in the United
States. That is an important development the Report fails to note,
even as it discusses the impact of oil price declines.3

Toward a Secure and Stable Supply of Oil

Fracking combined with horizontal drilling in the United States,
oil sands production in Canada, and a liberalized oil field
development policy in Mexico that permits foreign companies to
participate, may make it possible for North America to meet its
own oil demand in the future without dependence on overseas
imports. 3%

If allowed to operate more freely, the marketplace will settle how
much oil is efficient to import from overseas based on the relative
costs of supply from the United States, Canada, and Mexico, and
while not necessarily zero, the level of overseas oil imports should
constitute a lower market share and command a much lower price
than would be the case if North American sources are artificially
constrained by government.

The chance for North American independence from unreliable
overseas sources of oil rests on the supply capability in North
America. Restraining the U.S. domestic and the North American
oil and gas supply will most directly increase the supply from
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outside sources, and is unlikely to significantly increase supply
from alternative forms of energy whose costs at scale are much
higher and whose supply cannot be increased rapidly in response
to price changes.

Since the Arab oil embargo of 1973, oil price shocks have
repeatedly caused or contributed to economic recessions in the
United States and posed a threat to national security.®®® The
Report misses the fact that U.S. shale oil production technology,
Canadian oil sands development, and the opening of Mexico’s oil
and gas sector to foreign investment together present a historic
opportunity to greatly reduce the threat that oil shocks pose to the
United States and North America.

Administration’s Proposed Oil Tax

Consistent with the Administration’s theme of raising taxes to
cover new spending, the President’s budget has proposed a new
oil fee of $10.25 per barrel on domestic and imported crude oil as
well as imported petroleum products. The fee—which is
essentially a new tax on production—would phase in over a five-
year period. The White House estimates the new oil tax will raise
approximately $319 billion in revenue over ten years.’®* The
President plans to use the revenue to fund broad new spending on
this Administration’s preferred green energy initiatives.

The White House Fact Sheet on the Budget affirms that oil
companies would shoulder the burden of the new tax hike,3%®
ignoring the basic economic reality that producers will pass along
this new cost to consumers. Indeed, CRS concluded that, as a
result of the new tax, “[Clonsumers will likely see higher prices,
not only directly for gasoline and other consumer products, but, in
general, for many products to varying degrees.”®%® Even the
President’s own director of the National Economic Council, Jeff
Zients, estimates that the oil tax will increase the cost of gasoline
by 24 cents per gallon. 3" Zients further conceded that oil
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companies would likely shift the burden of the fee to
consumers.3%

The nonpartisan Tax Foundation analyzed the oil tax to evaluate
the effects it would have on the economy broadly. It found that
the tax would reduce GDP by $48 billion and cost 137,000 full-
time jobs.3®® Furthermore, the tax would disproportionately
impact poor and lower-income households.*® Besides gasoline
prices, the proposed tax would apply to a myriad of oil products
unrelated to transportation, such as plastics, dyes, lubricants,
asphalt, toothpaste, lipstick, and many other products.

Notably, while some of the most direct impacts of the President’s
oil tax would be felt through gasoline prices, the proposal would
do little or nothing to improve the solvency of the Highway Trust
Fund. It calls instead for significant new spending for transit,
high-speed rail, a new “Climate Smart Fund,” clean fuel
technology, and heating oil support in the Northeast.*®* None of
these initiatives would result in new roads, improved
transportation efficiency, or the repair of aging infrastructure.

The Paris Climate Agreement, GHG Regulations, and the
Economy

The President has made greenhouse gas (GHG) emission
reduction a major goal of his Administration. For the 2015 United
Nations Climate Change Conference held in Paris from November
30 to December 12, the State Department made a pledge for the
year 2025 that the United States will reduce its GHG emissions by
26 to 28 percent below the 2005 level, substantially surpassing the
targeted reduction pledged at the Copenhagen Conference for
2020 (see Figure 6-2).
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Figure 6-2

Historical U.S. GHG Emissions, Non-Binding Reduction Pledges, and Long-Term "Pathway"
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The Environmental Protection Agency (EPA) has issued
increasingly stringent emission mandates. The Administration has
announced that the EPA’s Clean Power Plan (CPP), issued in
August of last year, is expected to reduce the carbon dioxide
emissions of electric power generation from 2005 levels by 32
percent in 2030, and there are other reductions expected from
efficiency standards for heavy- and medium-duty trucks, for
example. The Administration has not committed to policies and
measures that could reach the Copenhagen Climate Conference
target with certainty or that are able to reach the Paris Climate
Conference target range, though it has identified additional
measures that, under optimistic assumptions, could result in the 26
percent reduction by 2025 pledged in Paris.*%?

The CPP itself is controversial; 27 states are contesting it in court.
The EPA made debatable assumptions in its impact analysis,*%
and NERA Economic Consulting has estimated the present value
of energy sector expenditures will increase by $220 billion to $292
billion from 2022 to 2033 as a result of implementing the CPP, not
including potential increased costs for transmission and
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distribution infrastructure. Accordingto NERA, some states could
experience average electricity price increases of 30 percent or
more. 404

It is puzzling that the CEA does not address the economic
implications of such a major undertaking as the Paris Climate
Agreement, especially since the Administration apparently has
changed the energy mix it envisions will be utilized in the United
States to pursue its emission targets. The President used to speak
of an “all-of-the-above” energy strategy*®® and endorsed increased
use of natural gas, in particular, as a relatively clean “bridge” fuel.
He does so no more,*®® even as he touts substantial emission
reductions in recent years that would not have been possible
without increased use of natural gas. The CPP would leave the
market share of natural gas flat.*” Nuclear power has zero CO;
emissions, but the President has not expressed support for nuclear
power either. Nuclear power accounts for 19 percent of electric
power generation and 8 percent of total U.S. energy consumption
as of 2014 (see Figures 6-3a and 6-3b).

Figure 6-3a
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Figure 6-3b
U.S. Energy Consumption by Energy Source, 2014
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The power industry has made and continues to make substantial
capital investments in emissions reduction from coal-fired electric
generating units to comply with EPA policies that began well
before the most recent CPP. The cumulative investments made
since 2000, not counting the incremental operating costs, in air
pollution control alone reached more than $110 billion as of
2015.4%%  However, the Administration’s pursuit of more
ambitious climate goals and its preference for alternative fuels—
to the extent of waging what some call a “war on coal”—is forcing
many coal plants to close. EPA policy-induced shut downs and
fuel conversions are causing 410 electric generating units
representing nearly 67,000 megawatt (MW) of generating
capacity, which is 21 percent of total coal-generating capacity, to
abandon the use of coal.*®® Hence, the turn away from an “all-of-
the-above” energy strategy is stranding emissions control
investments. It also has disruptive employment effects in coal-
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producing regions, where tens of thousands of jobs have been
destroyed.

While clearly not among this Administration’s preferred energy
sources, oil, natural gas, coal, and nuclear power together account
for 85 percent of electricity generation and 90 percent of total
energy consumption in the United States, whereas solar and wind
account for 0.4 percent and 1.8 percent of energy consumption,
respectively. Wind and solar power generation have increased
during this Administration but continue to hold very small shares
of the U.S. energy market. Furthermore, non-fossil fuels are by
no means free of unwelcomed impacts that can provoke opposition
to them, such as against new hydroelectric power projects and the
placement of windmills, and they face difficulty scaling up
commercial production, which is a particularly troublesome
problem for meeting Federal cellulosic ethanol mandates. The
biofuel supply consists mostly of corn ethanol whose use in
gasoline is constrained by the so-called blend wall, the limited
tolerance of engines for concentrations of ethanol in gasoline
above 10 percent. Wind generated electricity requires extensive
use of land.*1% These are only selected examples of the challenges
facing efforts to expand the supply of renewable fuels. As a result,
the Energy Information Administration (EIA) projections for the
nation’s energy mix through 2040 show only a marginal increase
in the share of all renewables (see Figure 6-4).
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Figure 6-4
(EIA Annual Energy Outlook 2015)

Primary Energy Consumption by fuel in the Reference case, 1980-2040
120

History Projections

100

27% Natural gas

P .,f“"\a % Renewables 10%
T QU BIoEE  ——

80

60 Nuclear

Quadrillion Btu

Coal
40

) Petroleum and
20 other liquids

rmatio

0 il strafic
1980 1990 2000 2013 2020 2030 2040

Shifting from sources that provide 90 percent of the energy supply
to sources that currently supply 10 percent is an enormous
undertaking. How will this be accomplished and at what cost? In
the 2013 Report, the CEA wrote:

As the economy improves, GDP will rise, and the
weakness of the economy in 2007-09 will no longer
restrain energy consumption. Thus if the recent
reductions in emissions are to be continued, a
greater share will need to be borne by fuel
switching into natural gas and into zero-emissions
renewables, and by accelerating improvement in
economy-wide energy efficiency.*!!

This statement was followed by Figure 6-3 of the 2013 Report
(Figure 6-5 below) showing the contribution of slower economic
growth and fuel switching to emission reductions.*2



128

Figure 6-5
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If the Administration no longer believes that large emissions
reductions require substantially increased use of natural gas, does
not want to rely on more zero emission nuclear power plants, and
now believes that emissions reductions do not reduce economic
growth, then the CEA should explain the reasons. However, the
Report says not a word about the Paris Agreement or the Clean
Power Plan in either its macroeconomic outlook (“The Outlook,”
p. 106-117) or any other part of the Report. The President’s State
of the Union Address this year did not go into the huge changes
required in the economy to meet his pledges, nor does the
President’s Fiscal Year 2017 Budget. The Administration’s 2017
budget does not address quantitatively what its climate policies
mean for economic growth. In the section entitled “Economic
Assumptions and Interactions with the Budget,” OMB discusses
its economic forecast at length and mentions policies related to
trade agreements, immigration reform, business tax reform,
infrastructure investment, community college subsidies, and
boosting the labor supply (p. 15), but not climate change.

Economic analysis should inform setting quantitative targets,
identify the most cost effective policies to achieve them, and show
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the public what material sacrifices to expect. Unfortunately, the
Report does not address the costs to the economy of the retooling
that would be required or the efficiency of the policies to be
pursued in an effort to meet the pledges made at the Paris Climate
Conference.

Among the key questions the Administration has failed to answer
are:

e How do different emission levels relate to the rate of
economic growth (or decline), and how did the
Administration decide to set its emission targets?

e What will be the anticipated energy mix and energy
technologies used to support the economy and
achieve the emission reductions pledged by the
Administration?

e What are the alternative policies that might achieve
the targets, what are their comparative costs, and how
did the Administration choose the policies it is using?

Inadequacy of the Administration’s Energy Policies

The President has never made his climate policy priorities explicit
with respect to their impact on economic growth and national
security. The President has also not explained how his
Administration sets emissions targets or justified how his chosen
policies, which rely primarily on regulatory mandates, are the best
way to achieve them.*'® Unfortunately, this year’s Report also
fails to elaborate on these particulars.

It appears anything that increases the use of wind, solar power and
biofuels is a good thing in the view of the Administration, and
together with mandated conservation measures, it apparently
expects these fuels to deliver the huge CO. emissions reductions
it has pledged. However, the supply of all the alternative fuels is
difficult to scale up, and they are not environmentally harmless
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either. The Administration also appears to support anything that
reduces the use of all other domestic energy sources, even if it
increases the use of imported oil.

For decades, Administrations of both parties have sought to break
the dependence on oil from unreliable sources, and now that the
goal is within reach, the Administration seems at best disinterested
and at worst is working at cross-purposes, as exemplified by its
denial of the Keystone pipeline.

If the Administration is serious about meeting the emissions
targets it has pledged and is not merely waging a campaign in
favor certain industries and against others, there are a number of
unanswered fundamental questions that the Report fails to address.



131

CHAPTER 7: 70™ ANNIVERSARY OF THE JOINT
ECONOMIC COMMITTEE

Chapter 7 of the Report Commemorates the 70" Anniversary
of the Council of Economic Advisers, which was created by
the Employment Act of 1946. The same statute created the Joint
Economic Committee.

The legislative history of the 1946 Act illustrates the tension
that exists between interventionist and free-market economic
philosophies. This chapter commemorates the 70" anniversary
of the JEC by discussing its history, prestige over the years,
and continuing role in advising Congress and contributing to
sound economic policy.

The Employment Act of 1946, signed into law on February 20,
1946, established two advisory panels: the President’s Council of
Economic Advisers, and its congressional counterpart, the Joint
Economic Committee. The legislative history behind the Act
illustrates the competing political philosophies in the 20"
Century—which continue today—about the proper role of
government in influencing economic conditions.

Origins of the Employment Act of 1946

With the Great Depression in recent memory and World War 11
not yet ended, Senator James E. Murray of Montana introduced
the Full Employment Bill of 1945.4% As a strong supporter of
President Roosevelt’s New Deal, Senator Murray had an
interventionist view of the economy and aimed to establish full
employment as a “right” to be assured by the Federal Government.
The bill’s “Statement of Policy” declared that:

All Americans able to work and seeking work have
the right to useful, remunerative, regular, and full-
time employment, and it is the policy of the United



132

States to assure the existence at all times of
opportunities to enable all Americans who have
finished their schooling and who do not have
housekeeping responsibilities to freely exercise
that right.*%°

The bill seemed to contemplate unlimited Federal spending to
enforce this right, stating that:

[1]t is the further responsibility of the Federal
Government to provide such volume of Federal
investment and expenditures as may be needed to
assure continuing full employment. 416

To that end, the bill directed the President to submit an annual
“National Production and Employment Budget” to be referred to
as the “National Budget.” The National Budget would evaluate
and provide estimates of the labor force and the extent to which
investments by the private sector and other non-Federal sources
would provide the necessary conditions for full employment. To
the extent the National Budget deemed these non-Federal
investments “insufficient to provide a full employment volume of
production,” the bill directed the President to submit a program for
Federal spending that would sustain the level of production the
National Budget determined necessary for full employment.*

The bill also created a congressional Joint Committee on the
National Budget to study and advise Congress on the National
Budget. The proposed Joint Committee would include chairmen
of some of the most powerful committees in both the Senate and
House of Representatives.

Legislative Compromise

In the year following the bill’s introduction, World War Il ended.
Congress remained concerned about employment opportunities,
particularly for the veterans returning home from the battlefield.
However, as the bill was revised while moving through the
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legislative process, it became less interventionist and placed more
emphasis on the role of the private sector.*8

President Truman signs the Employment Act 0 1946
Source: Federal Reserve History

By the time President Harry S Truman signed the Employment Act
of 1946 into law, the term *“full employment” was removed from
the title of the bill, as was the characterization of full employment
as a “right” that should be enforced by the spending power of the
Federal Government.

While the 1946 Act still envisioned a strong role for Federal
policymakers in the economy and a goal of “maximum”
employment, this was softened to focus more on creating
opportunities and fostering certain conditions. It also placed a
greater emphasis on the private sector, reflecting a compromise
between interventionists and those with a more free-market
philosophy.

The new Declaration of Policy stated that it is the Federal
Government’s role to use its resources “for the purpose of creating
and maintaining, in a manner calculated to foster and promote free
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and competitive enterprise and the general welfare, conditions
under which there will be afforded useful employment for those
able, willing, and seeking work, and to promote maximum
employment, production, and purchasing power.”4%9

By the time of the final compromise, the National Budget had
become the Economic Report of the President. While this report
would still evaluate economic conditions and outline the
President’s programs for improving them, it no longer assumed
that Federal spending programs were the necessary tools of those
policies.

Recognizing that the President would need economic expertise to
assist with the Economic Report of the President, the 1946 Act
created the Council of Economic Advisers within the Executive
Branch. Among its duties, the Council was charged with
submitting an annual report to the President. The Economic
Report of the President and CEA’s annual report are the genesis
of this year’s Report issued by CEA.

Similarly, the advisory committee for Congress—termed the Joint
Committee on the National Budget in the original bill—became
the Joint Economic Committee on the Economic Report, later
renamed the Joint Economic Committee. The duties outlined for
the JEC included a continuing study of matters in the Economic
Report of the President, a study of ways to coordinate programs in
order to achieve the goals of the 1946 Act, and a response to the
Economic Report as a guide to Congress. The latter duty of the
JEC is being fulfilled by the issuance of this Response.

The JEC was designed to include an equal number of members of
the House and Senate, in a manner reflecting the party composition
of Congress. For this reason, while the CEA has generally served
and promoted the views of one President, the JEC has reflected the
diversity of views that exist within Congress.
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Later Amendments to the 1946 Act

When Senator Hubert H. Humphrey was Chairman of the JEC, he
noted in a 1976 hearing, “It is my judgment that [the 1946 Act]
has, from time to time, been conveniently ignored.”*° He
believed Congress should enact legislation to set more explicit
employment objectives, and wanted the government to provide
jobs should these employment goals not be achieved.*?! In the
following Congress, the Full Employment and Balanced Growth
Act of 1978 was enacted, known as “Humphrey-Hawkins.”4%2
Although Senator Humphrey passed away before President Jimmy
Carter signed the bill into law, his widow, Muriel Humphrey,
succeeded him in the Senate and attended the signing ceremony.

Senator Muriel Humphrey shakes the hand of President
Carter at the signing ceremony for the 1978 Act
Source: Associated Press

Humphrey-Hawkins made several amendments to the
Employment Act of 1946, which—Iike the 1946 Act—reflected a
number of compromises between those in Congress who were
interventionist and those who were concerned about fiscal
responsibility and maintaining the primary role of the private
sector in maximizing employment.
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The Declaration of Policy in the 1946 Act was amended to change
“maximum” to “full” employment and include additional
economic and policy goals beyond employment and production,
including price stability (given the high level of inflation in 1978)
and increased real income. Other goals included “balanced
growth, a balanced Federal budget, adequate productivity growth,
proper attention to national priorities, [and] achievement of an
improved trade balance through increased exports.”

While stopping short of having Congress establish full
employment as a statutory right to be enforced by the Federal
Government, the 1978 Act referred to full employment as if it were
an inherent right that already existed. Rather than establishing a
national right, the Statement of Policy established a national
“goal” of fulfilling a nebulous “right to full employment” it
assumed already existed beyond statute.

In a nod to fiscal responsibility and the role of the private sector,
the 1978 Act amended the 1946 Act to clarify that its purpose is
“to rely principally on the private sector for expansion of
economic activity and creation of new jobs for a growing labor
force.” To promote private-sector reliance, the amendment
clarified that the law’s purpose was to encourage “the adoption of
fiscal policies that would establish the share of the gross national
product accounted for by Federal outlays at the lowest level
consistent with national needs and priorities.”

Significantly, as detailed in Chapter 2, CBO recently determined
that outlays as a share of GDP are above their historical average
and on a decidedly upward trend over the next decade,*?®
seemingly contrary to the purpose enumerated in the amended
1946 Act.

Role of the Joint Economic Committee

As the economic and fiscal policy goals outlined in the 1946 Act
expanded in 1978, so did the breadth of the JEC’s mandate to study
economic policy and programs that would achieve those goals.
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Through the 1978 amendments, the JEC’s authority grew to
issuing a monthly economic indicators report and analyzing the
short- and medium-term goals of the Economic Report of the
President for the House and Senate Budget Committees. *?*

Regarding economic indicators, Colleen Healy—long-time staffer
for the Joint Economic Committee—recalls the days before
economic data was widely available electronically. In that era, the
JEC was considered the preeminent source of the most recent and
comprehensive information on economic indicators. Members of
Congress, congressional staff, members of the media, and many
others frequently visited the Committee’s office in order to
procure paper copies of the latest data. Today, the JEC still
distributes and analyzes economic data, but does so chiefly
through electronic means.

Under its current structure, the JEC is composed of 10 Members
of the House of Representatives and 10 Members of the Senate, in
proportions reflecting the party composition of Congress. The
chairmanship of the JEC alternates between the House and Senate
each Congress. Due to the changing leadership and composition
of the Committee, the JEC over the years has chosen to emphasize
different goals within the 1946 Act, as well as different means of
achieving them. One constant has been the JEC’s role as the
economic think tank and incubator of ideas for Congress.

Prestige of the Joint Economic Committee

Taking stock of the JEC’s growing contributions to public
discourse, President Eisenhower wrote, “The JEC and the
Congress through special studies and public hearings have become
a major instrument in promoting better economic
understanding.”4%°

As noted by former Senate Historian Richard Baker, a 1952
Nation’s Business article stated the following:
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[The Joint Economic Committee] has been called
the country's 'most important economic policy
group.’ ... The committee... has been a major force
in shaping American economic policy not only in
Congress but in the [Eisenhower] Administration
and business world as well. Its studies and
publications are must reading among economists.
The accomplishments of the Joint Economic
Committee, in the decade following its creation,
confirmed the goals of congressional reformers
who had long sought to strengthen the quality and
independence of expertise available to members of
Congress.*?®

The Committee has also drawn a number of renowned economists
in its 70-year history. In fact, economist Paul Douglas chaired the
Committee inits infancy. It was Douglas who, in part, constructed
the Cobb-Douglas utility function, one of the foundations of
modern microeconomic theory.

In 1957, Business Week featured the talented team of staff
economists on the Joint Economic Committee:

They perform many of the tasks that economists
perform for private business, and that the Council
of Economic Advisers performs for the President.
But there’s this difference: Instead of working in
the quiet retreat preferred by economists, [they]
perform always in the glare of political
controversy. They deal with such explosive matters
as taxation, tight money, and rising prices—and do
it with powerful [Members] of both parties looking
over their shoulders.*?’

As the Committee’s reputation grew, it attracted some of the most
well-known economists of the modern era who would help foster
debate on what would become the two main competing theories in
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public economics—Keynesian and supply-side theory and
practice.

Norman Ture, one of the foremost advocates of supply-side
economics and one of the architects of the 1964 and 1981 tax cuts,
began his career as a JEC staffer. His primary duty was to
organize tax policy hearings, information from which he would
later use when crafting policies for Presidents Kennedy, Johnson,
and Reagan. His focus on creating a simpler and less burdensome
tax code culminated in the first hearing to be held on the notion of
a flat tax—a concept that permeates almost any contemporary
discussion of tax reform to this day.*?®

Other important milestones in the history of the JEC include its
role in moving away from the gold standard, recommending tax
cuts in the 1960s, and providing leadership during the vast tax
reforms of the 1980s.4%°

In the 1960s, the JEC recommended broad-based tax cuts to
promote economic growth and reach full employment. In its Joint
Economic Report of 1961, Members recommended a “review [of]
the tax structure with a view to recommending a downward
revision of taxes—not a temporary ‘tax cut’—and that it make
further periodic reviews for the same purpose, say, every five
years.”#3% This forced the CEA to concur in its Economic Report
of the President and ultimately paved the way for the 1964 tax
cuts.

The Committee once again called for tax cuts and simplification
of the tax code during the Reagan administration. In the 1980
Joint Economic Report, the Committee outlined why cutting taxes
had become so difficult:

Policymakers have not viewed tax reductions as an
important device to improve the structure of the
economy because of the absence of economic
models capable of adequately assessing the effects
of supply side tax policies.*3*
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Not long thereafter, the Committee worked to create such a model
and remove one of the barriers to progress. The model showed
that “tax policies, such as depreciation schedule adjustment, can
lower the inflation rate substantially over the decade.” Senator
Lloyd Bentsen, Chairman of the JEC in 1980, wrote, “This new
model is an important tool which will help policymakers
implement the supply side policies which are being advocated by
the JEC.” The model would prove instrumental in gaining support
for the 1981 and 1986 tax rate reductions.

Additionally, the Committee has followed a tradition of hearing
annual testimony from the Chair of the Federal Reserve Board of
Governors, dating back to Chairman Marriner Eccles in 1947. In
December 2015, Chair Janet Yellen testified before the JEC
shortly before the Fed announced its much-anticipated increase in
interest rates.

The Joint Economic Committee also boasts an extraordinarily
distinguished group of alumni. In alphabetical order, some
notable names include:

e Lloyd Bentsen, Democratic Vice-Presidential nominee,
Secretary of the Treasury, and U.S. Senator from Texas

e Sam Brownback, Governor of Kansas and U.S. Senator
from Kansas

e J. William Fulbright, founder of the Fulbright scholarship
program and U.S. Senator from Arkansas

e Barry Goldwater, Republican Presidential nominee and
U.S. Senator from Arizona

e Al Gore, Vice President, Democratic Presidential
nominee, and former U.S. Senator from Tennessee

e Hubert H. Humphrey, Vice President, Democratic
Presidential nominee, and U.S. Senator from Minnesota
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e John F. Kennedy, 35" President of the United States and
U.S. Senator from Massachusetts

e George McGovern, Democratic Presidential nominee and
U.S. Senator from South Dakota

e Donald Rumsfeld, two-time Secretary of Defense and U.S.
Congressman from lllinois

e Paul Ryan, current Speaker of the House of
Representatives, Republican Vice-Presidential nominee,
and U.S. Congressman from Wisconsin

e Robert Taft, former Senate Majority Leader and U.S.
Senator from Ohio

e James Webb, Secretary of the Navy and U.S. Senator from
Virginia

Commemorating the 70" Anniversary

With each anniversary, the JEC takes time to reaffirm its
dedication to promoting fiscal policy that achieves America’s
economic goals. Fifty years ago, President Truman wrote,
“Twenty years ago today, as President, | signed into law the
Employment Act of 1946. It is significant that the JEC has chosen
this anniversary date for a bipartisan rededication to the great
objectives of the Employment Act and a reconsideration of our
national goals and the means of achieving them.”4%

Chairman Dan Coats recently issued the following statement in
honor of the Committee’s 70" anniversary:

For 70 years the Joint Economic Committee has
served as Congress’s incubator of economic
thought and a vital sounding board for fiscal policy
proposals. The JEC continues to foster important
discussion on ways to encourage growth in our
changing world.*3
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Over the last 70 years, the U.S. economy has experienced a great
amount of turbulence that has required the attention of the JEC.
Since the 1946 Act was enacted, 12 Presidents have been in the
White House, 11 recessions have roiled the economy, and
countless booms and busts—for example, the housing and dot-
com bubbles—have tested America’s policymakers.***

The Joint Economic Committee remains dedicated to fulfilling the
mandates set out by the Employment Act of 1946 by advising
Congress on the appropriate policy tools for achieving economic
goals, as well as examining and presenting data in new and
creative ways. As the economy changes, the Committee will
continue to adapt and provide insightful analyses and advice to
Congress. Lawmakers have relied and called upon the Committee
and its staff for 70 years. The Joint Economic Committee looks
forward to answering whatever calls lie ahead in the next 70.
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Figure 7-1
Joint Economic Committee Leadership (1946-present)
Name of Party-
Chairman/Chair State Date(s) Served | Congress
Sen. Dan Coats (R-IN) 2015-present 114th
Rep. Kevin Brady (R-TX) 2013-2014 113th
Sen. Robert Casey Jr. (D-PA) 2011-2012 112th
Rep. Carolyn Maloney (D-NY) 2009-2010 111th
Sen. Charles Schumer (D-NY) 2007-2008 110th
Rep. Jim Saxton (R-NJ) 2005-2006 109th
Sen. Robert Bennett (R-UT) 2003-2004 108th
Rep. Jim Saxton (R-NJ) 2001-2002 107th
Sen. Connie Mack (R-FL) 1999-2000 106th
Rep. Jim Saxton (R-NJ) 1997-1998 105th
Sen. Connie Mack (R-FL) 1995-1996 104th
Rep. David Obey (D-W1) 1993-1994 103rd
Rep. Kweisi Mfume (D-MD) April 1994 103rd
Sen. Paul Sarbanes (D-MD) 1991-1992 102nd
Rep. Lee Hamilton (D-IN) 1989-1990 101st
Sen. Paul Sarbanes (D-MD) 1987-1988 100th
Rep. David Obey (D-WI) 1985-1986 99th
Rep. Gillis Long * (D-LA) January 1985 99th
Sen. Roger Jepsen (R-1A) 1983-84 98th
Rep. Henry Reuss (D-WI) 1981-82 97th
Sen. Lloyd Bentsen (D-TX) 1979-80 96th
Rep. Richard Bolling (D-MO) 1977-78 95th
Sen. Hubert Humphrey | (D-MN) 1975-76 94th
Rep. Wright Patman (D-TX) 1973-74 93rd
Sen. William Proxmire (D-WI) 1971-72 92nd
Rep. Wright Patman (D-TX) 1969-70 91st
Sen. William Proxmire (D-WI) 1967-68 90th
Rep. Wright Patman (D-TX) 1965-66 89th
Sen. Paul Douglas (D-IL) 1963-64 88th
Rep. Wright Patman (D-TX) 1961-62 87th
Sen. Paul Douglas (D-IL) 1959-60 86th
Rep Wright Patman (D-TX) 1957-58 85th
Sen. Paul Douglas (D-IL) 1955-56 84th
Rep. Jesse Wolcott (D-M1) 1953-54 83rd
Sen. Joseph O'Mahoney | (D-WY) 1951-51 82nd
Sen. Joseph O'Mahoney | (D-WY) 1949-50 81st
Sen. Robert Taft (R-OH) 1947-48 80th
Sen. Joseph O'Mahoney** | (D-WY) | February 20, 1946 79th
Rep. Edward Hart** (D-NJ) | February 20, 1946 79th

* Passed away before committee organized **Co-Chairmen
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