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� The Report provides a thorough assessment of the state of
the economy and an analysis of the Administration’s
projected growth effects.

� The Administration anticipates three percent average
annual growth for the next ten years with its agenda
implemented, compared to a much more subdued 2.2
without its reforms.

� This Response chapter reviews alternative explanations to
the common narratives about the slow economic recovery,
and provides an encouraging assessment of America’s
short- and long-terms economic growth prospects.

OVERVIEW

From 2008-2016, inflation adjusted (real) GDP growth averaged
only 1.3 percent compared to 2.9 percent from 1990-2007. The
inflation rate slowed to a 1.5 percent average from 2008-2016,
down from 2.3 percent from 1990-2007.75 Slow growth and
unusually low inflation have been described as the “new normal.”

Supporters of this view argue that lower productivity growth and
labor force participation rates are inevitable, and they believe tax
and regulatory policies cannot improve the slump. Further, many
of them point to a low headline unemployment rate and an output
gap some estimate has closed to assert that the recently enacted
Tax Cut and Jobs Act (TCJA) could cause the economy to
“overheat” by overstimulating demand.

Conversely, the Majority members of the Committee contend that
government policies artificially constrained economic potential
after the 2008-2009 recession, and concur with CEA’s
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endorsement of “an agenda for returning the American economy
to its full growth potential.”76

The first section of this chapter explores factors that constrained
the demand side of the economy, and the second section examines
factors that constrained the supply side. The former discusses
unusually low inflation rates and the latter below-average
economic growth rates—suggesting that the U.S. economy has
room to grow faster. The next section assesses recent economic
developments, and the outlook for 2018 and beyond. The final
section contains a summary, conclusions, and recommendations
for policymakers going forward.

Because monetary policy plays an important role in affecting the
economic outlook, the Committee holds an annual hearing with
the Federal Reserve Chair. Therefore, the Response discusses
monetary policy issues at greater length than the Report. The
Response does not opine on the efficacy of the Fed’s two percent
inflation target but offers some alternative views for why inflation
has chronically fallen short of the target and how this might affect
the economic outlook.

DEMAND-SIDE CONSTRAINTS

Since 2008, inflation has consistently undershot the Fed’s two
percent symmetric inflation target as Figure 2-1 shows.
“Symmetric” signifies that two percent is an average and not a
ceiling; thus the Fed will tolerate inflation above and below its two
percent target. In what follows, it is important to distinguish
between the Fed’s inflation target and its Federal (fed) funds rate
target. Changing the latter (an instrument) is a means to achieving
the former (an objective).

As the Report notes, “Inflation is below or barely at target levels
in most advanced economies, despite a decade’s worth of
accommodative, unconventional monetary policy measures.”77
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The Report78 and Federal Reserve officials79 find low inflation
rates “puzzling,” especially given the low unemployment rates.
The “Phillips Curve” theory of price inflation posits that low
unemployment rates drive up wages, which leads firms to raise
prices to offset rising costs. The Committee Majority explores
alternative explanations for below-target inflation. Notably,
monetary policy may not have been as “accommodative” as
commonly perceived.

������ 	��

Credit Policy, Not Monetary Policy

“Monetary policy easing” is conventionally characterized by Fed
reductions in its interest rate target implemented by the purchase
of short-term Treasury securities with newly-created bank
reserves, colloquially known as “printing money.” If banks lend
more funds to consumers and businesses as a result, this will
stimulate nominal spending (i.e., “aggregate demand”),80 which
can increase employment, output, and inflation in the short run,
but only drives inflation higher in the long run.
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While such an operation leaves the market and entities such as
Government-sponsored entities (GSEs) (e.g., Fannie Mae and
Freddie Mac) to determine where credit should be allocated,
unconventional “credit easing policies” channel credit toward
particular market segments and place financial assets other than
the traditional short-term Treasury bills on the Fed’s balance sheet.

In September 2007, subprime mortgage market stress and concern
over its implications for the economy compelled the Fed to lower
its target for the fed funds rate—the short-term interest rate at
which banks and a few other financial institutions lend funds
overnight—from 5.25 percent to 4.75 percent.81 The Fed further
lowered its fed funds rate target at varying intervals and degrees
until settling at two percent on April 30, 2008, where it remained
until October 8, 2008. The Fed also embarked on “credit easing
policy” when it introduced an emergency lending facility82

designed to support private financial intermediation (i.e.,
borrowing and lending). Federal Reserve Bank of Richmond
senior economist Robert Hetzel succinctly described the unusual
credit policy:

Policies to stimulate aggregate demand by
augmenting financial intermediation provided an
extraordinary experiment with credit policy as
opposed to monetary policy.83

The Fed bought financial instruments from particular credit
markets segments to direct liquidity toward them, which had the
effect of injecting reserves into the banking system. This action
alone would incidentally ease monetary conditions, but the Fed
then sold Treasury securities from its portfolio to withdraw those
reserves from the banking system (called “sterilization”), thereby
restricting nominal spending growth. Figure 2-2 shows that before
2008, the Fed’s balance sheet consisted predominantly of Treasury
securities (generally of shorter maturities) and Federal Reserve
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Notes (i.e., paper money), and that bank reserves were a miniscule
part of the Fed’s liabilities.
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As Figure 2-2 shows, during the first three quarters of 2008 the
composition of Fed assets changed such that emergency lending
grew, while holdings of Treasury securities shrank, leaving the
size of the Fed’s balance sheet nearly unchanged.

Furthermore, despite the low level of the Fed’s fed funds rate
target, monetary policy arguably remained relatively tight, as
monetary economist Scott Sumner notes in the context of a 2003
Ben Bernanke speech:

Bernanke (2003) was also skeptical of the claim
that low interest rates represent easy money:

[Bernanke:] As emphasized by [Milton]
Friedman… nominal interest rates are not
good indicators of the stance of monetary
policy…The real short-term interest rate…
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is also imperfect…Ultimately, it appears,
one can check to see if an economy has a
stable monetary background only by
looking at macroeconomic indicators such
as nominal GDP growth and inflation.

Ironically, by this criterion, monetary policy
during the 2008-13 was the tightest since Herbert
Hoover was President.84

A Subtle Change to Fed Policy Implementation

During the week of September 15, 2008, investment bank Lehman
Brothers failed, followed by a subsequent run on money market
mutual funds.85 The Fed’s emergency lending spiked with a
corresponding injection of reserves (Figure 2-3), for which the Fed
was unwilling to sell more of its Treasury security portfolio to
sterilize.

At the Fed’s behest, the Treasury Department sold “special
treasury bills” to the public and deposited the proceeds with the
Fed.86 As purchase of the treasury bills would require buyers to
transfer funds from their banks to the Treasury Department, this
drained reserves from the banking system. The Treasury
Department, by depositing the proceeds with the Fed, was
effectively removing dollars from circulation, sterilizing the Fed’s
burgeoning emergency lending programs and helping to keep the
fed funds rate from trading below the Fed’s target. The Fed was
attempting to keep interest rates from falling out of greater concern
for inflation rising than for the deteriorating economic outlook.87

Despite these efforts the fed funds rate still fell below the Fed’s
target. The Treasury Department, approaching the debt ceiling,
grew reluctant to increase its deposits with the Fed. This prompted
the Fed to ask Congress for authority88 to pay interest on excess
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reserves (IOER)89 to incentivize banks to deposit reserves at the
Fed and prevent the fed funds rate from falling below the Fed’s
target (see Appendix 2-1 for the original impetus behind IOER).

As then Federal Reserve Chairman Ben Bernanke wrote in his
memoirs:

When banks have lots of reserves, they have less
need to borrow from each other, which pushes
down the interest rate on that borrowing—the
federal funds rate.

Until this point we had been selling Treasury
securities we owned to offset the effect of our
[emergency] lending on reserves (the process
called sterilization). But as our lending increased,
that stopgap response would at some point no
longer be possible because we would run out of
Treasuries to sell. At that point, without legislative
action, we would be forced to either limit the size
of our interventions… or lose the ability to control
the federal funds rate, the main instrument of
monetary policy… [By] setting the interest rate we
paid on reserves high enough, we could prevent the
federal funds rate from falling too low, no matter
how much [emergency] lending we did.90

Thus, by paying IOER at rates above the fed funds rate, the Federal
Reserve could expand its balance sheet size to ease credit
conditions for selected market segments. At the same time, it could
keep broader monetary conditions from easing by encouraging
banks to hold newly created funds as excess reserves through the
payment of IOER.
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Why Emergency Lending Programs and “Quantitative Easing”
Were Not Inflationary

To help overcome the recession and the ensuing weak recovery,
the Fed undertook three large-scale asset purchase (LSAP)
programs, more commonly known as “quantitative easing” or
“QE,” between November 2008 and October 2014, which
involved the Fed purchasing longer-term Treasury securities and
GSE-issued mortgage-backed securities (MBS) rather than its
normal purchases of short-term Treasury securities.91 This led to a
substantial increases in bank reserves, which is shown in Figure 2-
3, along with the “money multiplier.” The latter measures how
increases in reserves and currency by the Fed multiply into broader
forms of money (e.g., checking and savings accounts), which
propel nominal spending.
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Had the money multiplier remained equal to its pre-recession
level, then given the Fed’s increases in reserves from its LSAPs,
nominal spending would have been nearly $50 trillion at the end
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of 2017 instead of just under $20 trillion, and most certainly would
have been inflationary. However, LSAPs did not even result in
nominal spending returning to its pre-2008 trend, as shown in
Figure 2-4.

Given that inflation remained below the Fed’s two percent
inflation target, monetary conditions have been relatively tight
compared to the period preceding the 2008-2009 recession when
measured by outcomes rather than instruments (the low fed funds
rate target and an enlarged balance sheet).
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The Fed was clear from the outset that it would undo its LSAPs
eventually92 (i.e., remove from circulation the money it created in
the future). The temporary nature of the policy discouraged banks
from issuing more long-term loans. Alternatively, as economist
Tim Duy pointed out during the inception of the Fed’s first LSAP
program:
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Pay close attention to Bernanke’s insistence that
the Fed's liquidity programs are intended to be
unwound. If policymakers truly intend a policy of
quantitative easing to boost inflation expectations,
these are exactly the wrong words to say. Any
successful policy of quantitative easing would
depend upon a credible commitment to a
permanent increase in the money supply. Bernanke
is making the opposite commitment—a
commitment to contract the money supply in the
future.93

Sumner (2010),94 Beckworth (2017),95 and Krugman (2018)96

observe similar issues.

Furthermore as Sumner (2010),97 Feldstein (2013),98 Beckworth
(2017),99 Selgin (2017),100 and Ireland (2018)101 note, payment of
IOER at rates competitive with market rates led banks to hoard the
reserve, which contributed at least partially to the collapse of the
money multiplier (Figure 2-3).

Regarding IOER, former Federal Reserve Vice Chairman Alan
Blinder advised in 2012:

I've been urging on the Fed for more than two
years: Lower the interest rate paid on excess
reserves. The basic idea is simple. If the Fed
reduces the reward for holding excess reserves,
banks will hold less of them—which means they
will have to find something else to do with the
money, such as lending it out or putting it in the
capital markets.102

He later observed in 2013:
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If the Fed charged banks rather than paid them,
wouldn't bankers shun excess reserves? Yes, and
that's precisely the point. Excess reserves sitting
idle in banks' accounts at the Fed do nothing to
boost the economy. We want banks to use the
money.103

In the same article, he elaborated:

The financial crisis short-circuited this process. As
greed gave way to fear, bankers decided to store
trillions of dollars safely at the Fed rather than
lend them out. High-powered money [reserves and
currency] became powerless money.

The Fed compounded the problem in October 2008
by starting to pay interest on reserves. And these
days, the 25-basis-point IOER looks pretty good
compared with most short-term money rates. If
banks were charged rather than paid 25 basis
points, they would find holding excess reserves a
lot less attractive. As some of this excess central-
bank money became ‘high-powered’ [i.e.,
propelled nominal spending growth through the
money multiplier] again, the Fed would want less
of it. So its balance sheet could shrink.

The payment of IOER and the transitory nature of LSAPs acting
to neutralize the monetary policy transmission mechanism
explains, at least partially, the consistent undershooting of the
Fed’s two percent inflation target. The Fed was effectively
pushing the gas pedal and the brake pedal at the same time.
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Legislative Issues Related to IOER

The law specifies that IOER be paid at “rates not to exceed the
general level of short-term interest rates.”104 However, from 2009-
2017, the IOER rate exceeded the effective fed funds rate 100
percent of the time, the yield on the 3-month Treasury bills 97.2
percent of the time, and the yield on 3-month nonfinancial
commercial paper 82.1 percent of the time (Figure 2-5). The Fed
is including its own discount rate (the primary credit rate) in the
general level of short-term interest rates to demonstrate
compliance with the law.105

In connection to IOER, Representative Jeb Hensarling, Chairman
of the House Financial Services Committee, stated:

[It] is critical that the Fed stays in their lane.
Interest on reserves – especially excess reserves –
is not only fueling a much more improvisational
monetary policy, but it has fueled a distortionary
balance sheet that has clearly allowed the Fed into
credit allocation policy where it does not have
business.

Credit policies are the purview of Congress, not the
Fed. When Congress granted the Fed the power to
pay interest on reserves, it was never contemplated
or articulated that IOER might be used to supplant
FOMC. If the Fed continues to do so, I fear its
independence could be eroded.106
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Views Cautioning on Use of Unconventional Monetary Tools

Noting that the large quantity of reserves produced by the Fed
contributed to the fed funds rate trading at or below the IOER rate,
John Taylor of Stanford University’s Hoover Institution said:

[W]e would be better off with a corridor or band
with a lower interest rate on deposits [IOER] at the
bottom of the band, a higher interest rate on
borrowing from the Fed [the discount rate] at the
top of the band, and most important, a market-
determined interest rate above the floor and below
the ceiling… We want to create a connect, not a
disconnect, between the interest rate that the Fed
sets and the amount of reserves or the amount of
money that’s in the system. Because the Fed is
responsible for the reserves and money, that
connection is important. Without that connection,
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you raise the chances of the Fed being a
multipurpose institution.107

The preceding observations and alternative views merit
consideration. In particular, Hetzel (2009) states:

Restrictive monetary policy rather than the
deleveraging in financial markets that had begun
in August 2007 offers a more direct explanation of
the intensification of the recession that began in the
summer of 2008.108

Furthermore, the Fed’s new operating procedures (a large balance
sheet and IOER) may not be conducive to maintaining full
employment and price stability, as Taylor (2009) noted:

[P]aying interest on excess reserves gives the Fed
an additional tool. However, this tool enables the
Fed to be more like a discretionary multipurpose
institution rather than the rule-like limited purpose
institution that has delivered good policy in the
past and that can deliver good policy in the
future.109

Also, future Fed policy may be constrained in some ways by past
policy actions, which may not be conducive toward maintaining
full employment and price stability. As Bill Nelson, former deputy
director of the Federal Reserve Board’s Division of Monetary
Affairs and an attendee of FOMC meetings, noted of the Fed’s
internal debate over its third LSAP program:

It is worth keeping in mind that the Fed didn’t make
an explicit decision to keep its balance sheet so
large for so long because doing so would support
efficient monetary policy [e.g., the one that
maintains full employment and price stability].
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Instead, the Fed fell into its current situation
because the original plan to drain excess reserves
and sell assets became untenable once people
realised selling such a large portfolio so quickly
would generate large losses.110

SUPPLY-SIDE CONSTRAINTS

Reasons for the U.S. Economy’s Sluggish Growth

Larry Summers, former National Economic Council Chairman
during the Obama Administration, succinctly described the
economy’s performance since the 2008-2009 recession:

[E]ssentially all of the convergence between the
economy’s level of output and its potential has been
achieved not through the economy’s growth, but
through downward revisions in its potential.111

Figure 2-6 shows how real GDP has performed relative to
projections of potential real GDP over time. In August 2007, CBO
projected that potential real GDP—the maximum sustainable level
of output an economy can produce—would be nearly $2.6 trillion
more than it actually was by 2017’s end.
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The severity of the 2008-2009 recession has been offered as an
excuse for the U.S. economy’s failure to recover. However, as
Chapter 1 of this Response and the Report points out, this claim
does not square with experience.112

Research by Nobel laureate economist Milton Friedman
concluded that the more severe an economic contraction was, the
sharper the recovery would be (Friedman 1988).113 Economists
Robert Barro and Tao Jin examined 185 distinct macroeconomic
crises (including ones associated with severe financial crises, such
as during the Great Depression).114 Barro succinctly summarized
their findings in a 2016 Wall Street Journal op-ed:

On average, during a recovery, an economy
recoups about half the GDP lost during the
downturn. The recovery is typically quick, with an
average duration around two years. For example,
a 4% decline in per capita GDP during a
contraction predicts subsequent recovery of 2%,
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implying 1% per year higher growth than normal
during the recovery. Hence, the growth rate of U.S.
per capita GDP from 2009 to 2011 should have
been around 3% per year, rather than the 1.5%
that materialized.

Arguing that the recovery has been weak because
the downturn was severe or coincided with a major
financial crisis conflicts with the evidence, which
shows that a larger decline predicts a stronger
recovery. Moreover, many of the biggest
downturns featured financial crises. For example,
the U.S. per capita GDP growth rate from 1933-40
was 6.5% per year, the highest of any peacetime
interval of several years, despite the 1937
recession. This strong recovery followed the
cumulative decline in the level of per capita GDP
by around 29% from 1929-33 during the Great
Depression.115

In the post-World War II era, the second most severe U.S.
recession was the double-dip recession of 1980 and 1981-82, in
which the unemployment rate reached a record high of 10.8
percent. The Reagan Administration’s response was to streamline
regulation, reform the tax code, and advocate sound monetary
policy. In the four quarters after the recession’s trough in the
fourth quarter of 1982, real GDP growth registered annualized
growth rates of 5.3, 9.4, 8.1, and 8.5 percent.116

President Obama’s Office of Management and Budget (OMB)
initially also expected a strong recovery from the recession (Figure
2-7), consistent with the empirical research cited above. But a
robust recovery never materialized, and its expectations were
gradually revised downward.
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The subsequent sections show that abrupt breaks from trend
occurred in key determinants of economic growth such as labor
force participation rates, capital investment, and labor
productivity. This suggest a failure of policy to promote recovery.

“Quantitative Easing” Increased the Government’s Footprint in
Capital Allocation

Prior to 2008, nearly every dollar of deposits translated into a
dollar of private bank loans and leases. Although lending did
rebound in 2008’s aftermath, a sizeable portion of bank deposits
remained in reserve at the Fed as shown in Figure 2-8. As these
reserves emerged from the large-scale Fed purchases of Treasury
securities and GSE-issued MBS, the Fed became responsible for
allocating a more sizeable portion of private savings (as measured
by deposits banks accepted from their customers). Private banks
have an incentive to allocate savings to their most productive uses.
The shift in responsibility for this allocation toward the less
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efficient Government sector may have led to reduced economic
potential117 as well as financial imbalances (i.e. asset price
bubbles).118
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Workforce Participation Adversely Affecting Employment

CBO’s January 2007 projection of potential real GDP for 2007-
2017 had accounted for the aging of the population. CBO reported
that the average growth rate of the potential labor force would slow
from its 2002-2006 average of 1.1 percent growth per year to 0.8
percent for 2007-2012 and 0.5 percent for 2013-2017.119 Thus, an
aging population does not explain CBO’s continual downward
adjustment of potential GDP since that was foreseeable in 2007.

Figure 2-9 illustrates that the decline in labor force participation
rates was substantially more than what the Bureau of Labor
Statistics (BLS) had anticipated.120 Furthermore, a notable decline
occurred among the prime working-age population (those ages 25
to 54).
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Additionally, the United States was alone in experiencing a
decline in prime-age labor force participation rates among the G7
member nations, as Figure 2-10 shows.

Capital Investment Stagnation and the Decline of the Natural Rate
of Interest

Capital intensity, also known as “capital deepening,” measures the
quantity of tools, equipment, and machinery available per hour of
labor worked. As of 2016, it was over 15 percent lower than what
CBO had projected in 2007 (Figure 2-11). It also indicates that
workers have slightly less capital at their disposal in 2017 than
they did in 2009. Capital deepening has been the worst in the
series’ history, which extends back to 1948.
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The reduction of capital intensity corresponds with a sharp decline
in business capital investment in proportion to GDP after the 2008-
2009 recession. Figure 2-12 shows private-sector fixed investment
(“fixed” investment excludes changes in business inventories).
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The reduction in business investment contributed to a reduced
“demand for loanable funds” to finance capital accumulation, and
a lower natural rate of interest (i.e., the rate consistent with a
closed output gap, full employment, and stable prices). A
frequently cited methodology for estimating the natural rate of
interest by Laubach and Williams (2003)121 shows a downward
trend for some time, which has been interpreted as secular
stagnation, beginning to set in well before the recession. However,
a sharp break occurred during the 2008-2009 recession as Figure
2-13 illustrates, and its failure to revert to trend implies a cause
other than long-developing “secular stagnation.”
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Meager Productivity Growth

Between 1994-2004 labor productivity growth averaged 2.6
percent per year. From 2005-2008 its average fell to 1.3 percent
and remained low. The slowdown in labor productivity since 2004
might suggest that a “new normal” had begun years before the
2008-2009 recession (Figure 2-14).
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However, research by Guvenen et al (2017)122 finds profit shifting
by firms—a consequence of the U.S. business tax system
becoming increasingly less competitive internationally as
discussed in Chapter 3—caused measurement issues for labor
productivity growth. Adjusting for the mismeasurement, they find
that labor productivity growth averaged 2.7, 1.6, and 1.3 percent
in the 1994-2004, 2005-2008, and 2009-2017 periods, compared
with unadjusted values of 2.6, 1.3, and 1.3 percent, respectively
(top three rows of Table 2-1).

Accounting for the mismeasurement reveals a break in the average
between the 2005-2008 and 2009-2017 periods. Furthermore,
when the volatile values during the recession from 2008 to 2010
are excluded, an even sharper break in labor productivity growth
appears, namely from an unadjusted 0.8 between 2005-2008 and
2009-2017 to an adjusted 1.1 percentage point decline (bottom
three rows of Table 2-1). Such an abrupt break suggests policy
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choices after the 2008-2009 recession kept the U.S. economy from
recovering its full potential.
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Figure 2-15 illustrates that that an abrupt break occurred in labor
productivity growth after the 2008-2009 recession, leading to a
nearly 15 percent shortfall below the 2007 CBO projections for
2017. As in the case of the aforementioned break in the natural
rate of interest, the break in the productivity trend was not
reversed.
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Significance of Supply-Side Constraints

A low headline unemployment rate and closed output gap based
on CBO’s most recent estimate of potential GDP tell us little about
the effects on economic performance of tax and regulatory reform.
Subpar performance of the proximate determinants of economic
growth—employment, capital, and productivity growth—
suggests that the economy has substantial untapped potential.
Given better policies, accelerating economic growth in the near
term and a higher long-term growth rate seem entirely possible.

THE ECONOMIC OUTLOOK

Forward-Looking Indicators Improve

The economic outlook improved immediately after the last
election as shown by the forward-looking indicators in Figure 2-
16, which were little changed over the 12 months before the
election.123 Over the 12 months that followed the election, the
stock market’s value increased nearly 30 percent, consumer
sentiment by 25 percent, and small business sentiment by 10
percent.
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The marked upswing of forward-looking indicators reflects the
expectation that removing growth-constraining policies can help
recover the U.S. economy’s lost potential.

Real Economic Indicators Improve

There was notable improvement in real GDP growth in 2017
compared to 2016, as growth in each quarter exceeded its
corresponding quarter from the previous year (Figure 2-17). An
important contributor to the acceleration in real GDP growth was
private-sector non-residential fixed investment, which measures
business spending on structures, equipment, and intellectual
property (software, research and development, and entertainment,
literary and artistic originals) (Figure 2-18).
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Industrial production, which is a comprehensive measure of the
production of tangible goods in the United States, also expanded
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robustly in 2017 (Figure 2-19). In addition, the industrial capacity
utilization rate has trended upward. In December 2017, it
registered 77.7 percent, the highest since March 2015, yet still
below the pre-recovery average of 81.4 percent—further evidence
that the U.S. economy is not operating at its full potential.

������ 	�� 

79



������ 	�	!

Since January 2017, the headline unemployment rate (U-3) fell 0.7
percentage point to 4.1 percent in February 2018. More notable
was the faster decline in the “real” unemployment rate of 1.2
percentage points over the same period (Figure 2-20). This
measure also includes those who searched for work in the past
twelve months, and those among the employed who can only find
part-time work for economic reasons. Its sharp decline suggests
that those more adversely affected by the economy’s slow growth
were able to find better employment opportunities given an
improved economic environment.
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Despite notable improvements and a low headline unemployment
rate, labor market slack remains. Private-sector job creation,
averaging 180,000 per month in 2017, continues to exceed what is
necessary to accommodate the population’s growth rate. Annual
hourly wage growth for production and nonsupervisory workers is
only averaging 2.2 percent in the current expansion, compared
with 3 percent in previous expansions (Figure 2-21). Furthermore,
although the employment-to-population ratio, overall labor force
participation rate, and the prime-age labor force participation rate
have trended upward, they remain considerably lower than their
pre-recession rates (Figure 2-22).
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The Outlook under Ideal Conditions

The level of real GDP, which would be realized from the Trump
Administration’s forecast of 3.0 percent average growth over
2018-2028, matches what the previous Administration’s OMB had
projected as recently as 2013. Moreover, it is very close to CBO’s
2012 estimate of potential real GDP for 2028 (Figure 2-23).

82



������ 	�	�

Tax and regulatory reforms are intended to help unleash the U.S.
economy’s full potential. Figure 2-24 uses CBO’s 2012 estimates
for potential GDP to illustrate that an output gap would open,
allowing economic growth to accelerate as policy constraints on
capital and employment are lifted.
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It is difficult to ascertain the U.S. economy’s true potential after it
was constrained for so long, Table 2-2 illustrates average annual
real GDP growth rates that would be necessary to catchup to the
different CBO projections for potential real GDP by a given
year.124 For example, column D, row 8 indicates the economy
would need to grow at an average rate of 3.4 percent per year to
catch up to CBO’s 2012 projection for potential real GDP by 2025.
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The economy’s potential is partly determined by factors over
which the government has little influence such as population
growth and age composition. The Report recognizes the effect of
an aging population,125 for example, which is among the long-term
factors that supporters of the previous Administration often cite as
a reason for the slow recovery. As the economy returns to a higher
output level, economic growth will moderate, but if policymakers
continue to pursue productivity-enhancing policies with regard to
taxes, regulation, education, infrastructure, trade, and health
outlined in the successive chapters of this Response, the longer-
run average annual growth can be better than CBO’s most recent
projection of 1.9 percent.

Potential Risks to the Outlook

MONETARY POLICY RISKS. Tax reform, such as TCJA, and an
improved economic outlook, raise the value of capital and
workers, which in the longer run, will lead to increases in capital
and employment that then lead to increased production, which puts
downward pressure on inflation rates.126 To finance additional
capital investments business must seek more credit. This puts
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upward pressure on interest rates, which may incidentally affect
the demand side of the economy.

In particular, higher market interest rates—relative to the Fed’s
IOER rate (or a given expected path for the Fed’s IOER rate)—
encourage banks to increase lending using their abundant supply
of excess reserves; this also encourages the non-banking public to
spend cash balances at a faster rate. Thus, price inflation can
accelerate somewhat in the near term before capital and
employment attain their new, higher steady states and increased
production then puts downward pressure on inflation. The risk is
that the Fed misinterprets a transitory acceleration in inflation
rates as the economy “overheating” and tightens monetary policy
too quickly.
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For example, on February 2, BLS reported an acceleration in wage
growth, which could portend inflationary pressures.127 Market
turbulence in February followed, which does not appear to have
arisen because the economy was “overheating” but out of fear the

86



Fed might think so and tighten monetary policy too quickly. As
evidence, in the wake of the aforementioned BLS report, the TIPS
spread, which is a market-based measure of the average expected
inflation rate over the next ten years, fell and the U.S. dollar
appreciated (Figure 2-26). (The “TIPS spread” is the difference in
yields between 10-year Treasury Notes and 10-year Treasury
Inflation Protected Securities; TIPS compensate holders for
inflation.) Both a lower TIPS spread and appreciating dollar signal
tighter monetary conditions ahead rather than an overheating
economy.

The risk that the Fed will tighten too much should be low as
forward-looking market-based measures of inflation expectations
do not indicate inflation will rise to the Fed’s two percent target in
the next 10 years. Furthermore, the Fed’s representation of the two
percent inflation target as “symmetric”—an average rather than a
ceiling—should afford it room to avoid tightening monetary
policy prematurely. Inflation has consistently undershot the Fed’s
two percent symmetric inflation target since its inception in 2012
(Figure 2-26), meaning that inflation somewhat above two percent
could be tolerated for a time.
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ASSET PRICE BUBBLE RISKS. Prominent economists, including
Martin Feldstein,128 have expressed concern that near-zero interest
rates have inflated some asset prices, and they warn that the longer
the Fed waits to normalize interest rates, the greater the risk of a
price collapse. Indeed, many corporations that can issue bonds at
low interest rates or obtain bank credit at low rates have taken on
debt to buy back their own stock.

To the extent current assets are overpriced, pro-growth policies
can help. The fundamental value of a firm is the present value of
its expected future cash flows. As tax and regulatory relief
improve future earnings potential, the expected return on new and
existing projects rises and the present value of an enterprise
increases. Given a currently underutilized workforce, accelerated
economic growth to underpin or raise asset valuations seems
possible. The sustained rise in stock indices since the last election
suggests improving investor confidence.
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INTERNATIONAL FINANCIAL RISKS. The Committee Majority is
concerned about financial vulnerabilities abroad, as is the CEA.129

In particular, a foreign financial crisis can increase the demand for
safe assets, which includes the U.S. dollar. Monetary economist
Lars Christensen lays out the type of scenario that occurred in
2011 during the Fed’s second QE program:

…[I]imagine that a sovereign default in a euro
zone country shocks investors, who run for cover
and starts buying ‘safe assets’. Among other things
that would be the U.S. dollar. [If the Fed takes no
reaction to the increased demand for dollars] the
Fed is effective allowing external financial shocks
to become a tightening of U.S. monetary conditions
[which reduces U.S. aggregate demand]. The
consequence every time that this is happening is
not only a negative shock to U.S. economic activity,
but also increased financial distress.130

In addition to the factors outlined in the section discussing
demand-side constraints above, this may have further dampened
the effectiveness of QE. As Hetzel (2012) noted:

…QE2 had produced an increase in Fed securities
holdings of $416 billion. However, European
banks increased their holdings of dollar excess
reserves by more than that amount. They had good
reason to accumulate excess reserves in 2011.
First, the possibility was real that the troubled
peripheral countries in Europe like Greece would
at least partially default on their external debt and
impose losses on the European banks holding that
debt. Second, the European Banking Authority was
under pressure to make national regulatory
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authorities subject to their banks to rigorous
‘stress tests.’131

INTERNATIONAL TRADE ISSUES. Presently, the Trump Administration
is renegotiating the terms of the North American Free Trade
Agreement (NAFTA), and attempting to change the international
terms of trade. Retaliatory trade barriers could disrupt global
supply chains, leading to a downturn in economic activity. The
stock market declined on the early March 2018 news that the
Trump Administration would impose tariffs on imported steel and
aluminum.

FEDERAL DEBT. Static scoring of TCJA—which does not allow for
GDP to rise as a result of tax cuts and therefore ignoring federal
revenue gains from GDP growth—suggests the debt-to-GDP ratio
will increase to 97.5 percent from a baseline of 91.2 percent in
2027.132 But TCJA makes the tax code more efficient and will
enhance the economy’s ability to grow. Figure 2-27 shows how
the debt-to-GDP ratio might change under different real GDP
growth rates. If the U.S. economy grows faster than CBO’s most
recent projected baseline of 1.9 percent, the debt-to-GDP ratio will
decline. If it grows at a still-modest 2.6 percent, the debt-to-GDP
ratio will remain unchanged without even including the additional
tax revenue gained from faster GDP growth.
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In addition to tax reform, the Administration is implementing
other pro-growth reforms—such as reducing regulatory burdens—
which OMB projects will result in 3.0 percent average annual
GDP growth over the next 10 years. With 3 percent annual growth,
the debt-to-GDP ratio would fall to 87.7 percent (again, not
including additional Federal tax revenue from faster growth).

The risk to the economy does not derive from passage of the tax
legislation as some critics claim. On the contrary, TCJA mitigates
the risk with its pro-growth effects. CBO’s March 2017 Long-
Term Budget Outlook133, which is based on the laws in effect at
the time, projected that the Federal debt is on an unsustainable
trajectory, wherein the debt-to-GDP ratio rises indefinitely. Tax,
regulatory, and other reforms that improve the economy’s
productive potential will improve, not worsen the situation, but
ultimately entitlement reform is necessary to reverse the
unsustainable trajectory.
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CONCLUSIONS

There is an alternative explanation for the slow recovery following
the 2008-2009 recession, which differs from the common view
that a financial crisis and adverse long-term trends—an aging
population, low labor force participation, and low productivity
growth—are to blame and that the Obama Administration and the
Federal Reserve did all they could to lift the economy; the former
with an enormous debt-financed fiscal stimulus package, and the
latter with ultra-low interest rates and quantitative easing.

The alternative explanation is that the previous Administration’s
spending, tax, and regulatory policies progressively constrained
the economy’s productive potential, while the Fed held back bank
lending by paying interest on excess reserves, directing capital to
inefficient uses through quantitative easing.134

This chapter explores the economy’s performance from the 2008-
2009 recession to the present, in the context of both supply and
demand. The Committee Majority concurs with the Report’s
findings that supply-side determinants of real economic growth—
labor, capital, and productivity—were artificially constrained by
government policies that hindered Americans from realizing their
full potential. Thus, the CommitteeMajority endorses policies that
will unleash the U.S. economy’s full potential. Subsequent
chapters in the Response offer further recommendations to this
end.

This chapter also offers an alternative view of factors that
constrained the demand side of the economy (i.e., the Federal
Reserve’s payment of interest on excess reserves at rates
competitive with market rates), and its credit policies, which
include quantitative easing. This alternative view helps to explain
the “puzzle” of persistent below-target inflation. It suggests that
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monetary policy was not as “easy” during the 2008-2009 recession
and its aftermath as commonly perceived.

Payment of IOER and the slow unwinding of quantitative easing
programs raise complications for the demand side of the economy,
especially as the Fed remains “puzzled” by low inflation and still
does not appear to connect it to the IOER rate. There is some risk
that the Fed—out of fear the economy may be “overheating” and
inflation may suddenly accelerate—could tighten monetary policy
at too fast a pace.

As time passes, it is important that the study of economic policies
during and after the 2008 recession continue. The common
narrative of events deserves greater scrutiny, and it should not
simply become the “received wisdom” that automatically and
unquestioningly informs future policy.

Recommendations

� The closing of the output gap from the 2008-2009
recession, relative to estimates of potential GDP under the
constraints of past policies, should not be considered a
truly complete recovery. With the continuation of better
policies, the economy has room to grow faster.

� Unconventional monetary policy has not been fully
unwound, and it bears continued scrutiny. It is important
to establish clear goals with respect to the future use of
interest on excess reserves and the size of the Fed’s balance
sheet.

� While America’s tax regime after TCJA is now more
internationally competitive, reform of the country’s
regulatory regime, health care system, education system,
infrastructure, and cybersecurity must remain top
priorities. Positioning these systems so the economy can
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grow faster again will help with many of the country’s
derivative social problems.

APPENDIX 2-1: PRE-2008 IMPETUS FOR IOER

A provision of the Financial Regulation Relief Act of 2006
authorized the Federal Reserve to begin paying banks interest on
their required reserves (IORR) and excess reserves (IOER) in
2011.135 (Because IORR does not have as significant ramifications
as IOER, this chapter focuses on the latter.) The impetus was
largely technical; it would enable the Fed to modernize its
antiquated required-reserve regime and reduce the magnitude of
Fed interventions through open market operations (buying and
selling of short-term Treasury securities to alter the supply of bank
reserves) that were needed to achieve its target for the fed funds
rate.

The IOER rate would create a floor for the fed funds rate,136 as it
would motivate banks to hold excess reserves, rather than lend
them to other banks at a lower fed funds rate, thus helping to limit
the amount of reserves the Fed has to drain through open market
operations to lift the fed funds rate toward its target. The Fed’s
discount rate—the rate at which banks can borrow reserves
directly from the Fed rather than borrow the excess reserves of
other banks at the fed funds rate—would serve as a ceiling.137

Within this “corridor” of administratively determined rates,
market forces as well as the typical (but reduced) Fed open market
operations would determine the fed funds rate. By raising or
lowering the fed funds rate in this “corridor system” relative to the
natural rate of interest—the market rate of interest consistent with
price stability and full-employment, the Fed could ease or tighten
monetary policy in a way that is consistent with its more reliable
and effective pre-2008 operating procedures.
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