OFFICE OF SPEAKER NANCY PELOSI

Democratic Steering and Policy Committee Forum

Wednesday January 7, 2009
10:00 a.m, — 12:00 p.m,
Longworth House Office Building Room 1100

Chaired by Rep. George Miller and Rep. Rosa DeLauro
(Steering and Policy Commillee Co-Chairs)

Apenda

The purpose of this forum is to focus on the cconomie outlook and the components ol an cconomic recovery plan
necessary to spur job creation and create long-term growth. Also participating in the hearing, which will feature a
panel of economists and experts in infrastruclure investments, will be the Chairs of the House Science and
Technology, Energy and Commerce, Transportation and Infrastructure, Budget, Appropriations and Ways and Means
Commillees,

Opening Statement: Speaker of the United States House of Representatives Nancy Pelosi
Introduction of Panclists: Rep. George Miller and Rep. Rosa DeLauro
Testimony of Panclists:

Mark Zandi — Dr. Zandi is chicl cconomist and cofounder of Moody’s Feonomy.com, where he directs the
company’s research and consulting activities. Moody’s Economy.com, a division of Moody’s Analytics, provides
ceconomic rescarch and consulting services Lo businesses, governments and other Institutions, Mark’s rescarch
interests include macro, financial and regional economics. His recent research has studied the determinants of
mortgage [orecloswe and personal bankrupley, analyzed (he cconomic impact of various Lax and government
spending policies, and assessed the appropriate policy response to bubbles in asset markets. Mark also conducts
regular briefings on the economy. He is quoted oflen in national and global publications, is [requently interviewed by
major news media outlets, and is the author of Financial Shock, an exposé of the subprime financial crisis.

Robert B. Reich — Dr. Reich is Professor of Public Policy at the Goldman School of Public Policy at the University
of California al Berkeley. He has served in three national administrations, most recently as secretary of labor under
President Bill Clinton. As the nation’s 22nd Secretary of Labor, Reich implemented the Family and Medical Leave
Acl, led a national fight against sweatshops in the U.S. and illegal child labor around the world, headed the
administration’s successtul cifort to raise the minimum wage, secured worker’s pensions, and launched job-training
programs, one-stop career centers, and school-to-work initiatives. Under his leadership, the Department of Labor
won more than 30 awatrds for innovation. A 1996 poll of cabinet experts conducted by the Hearst newspapers rated
him the most effective cabinet secretary during the Clinton administration. Reich has been a member of the faculties
of Harvard's John T. Kennedy School ot Government and of Brandcis University.



Muartia Feldstein - Ur. Feldstein is the George F. Baker Profiessor of Econoiasics at Hasvard University and
Presidant Emeritus of the National Tureaw of Feonomic Research wheee he served as President and CEOD from 1977-
B2 and 1984-2008. From 1982 through 1984, Maitin Feldstein was Chatrman of the Council of Economic Advisers
and President Reagan's chicf cconomic adviser. He served as President of the American Economic Association in
2004, In 2006, Peesident Bush appointed him to be a member of the President's Foreign InteBigence Advisory Doard,
D, Teldstcin is a member of the American Philosophical Socicty, a Corresponding Pellow of the British Academy, a
Fellow of the Econometric Soctety and a Fellow of the National Association of Business Economics. He is afsoa
member of the Trilaterat Commission, the Councl] on TForcign Relations, the Group of 3¢, and the American
Academy of Arts and Sciences.

Norman 1. Augunstine — My, Augusting joined the Dowglays Adrerall Company B 1958 as Program Manager and
then Chiel Engincer. Beginning in F965, he served in the Oftice of the Sccretary of Defense as Assistant Director of
Defense Research and Engineering. He joined LTV Missiles and Space Company in 1970, serving as Viee Presidont,
Advanced Programs and Marketing. Inv 1973 he returned to government as Assistant Secretary of the Army and in
F075 as Under Secretary of the Army, and later as Acting Secretary of the Avimy, Joining Martin Marictla
Corporaiion he sorved in various capacitios untid 1995, He served as Prosident of Lockbeed Martin Corporation upon
the formation of that company in 1995, and became its CEQ in Janpary 1990, and [ater Chairman. Upon reliring fom
lockheod Martin in August 1997, he joined the {aculty of the Princeton University Schaol of Engineering and
Applied Sctence where he served as Lectwrer with the Rank of Professor until July, 1999, He is a member of the
President’s Counctl of Advisors on Science and Techinology and the Advisory Board to the Department of Homeland
Security and was a member of the Hart/Redman Commission on Nattonal Security. Mr. Augusting has been
presented the National Medal of Techmology by the President of the United States and has five fimes been awarded
the Department of Defense’s hiphest civilian decoration, the Distingunished Service Medal, and has received the Joint
Chiels of Siaff Distinguished Public Service Award.

Maria T, Zuber - - Dr. Zuber 13 the E. AL Griswold Professor of Geophysics at the Massachuselts nstitute of
Technology and the first waman to lead its Department of Earth, Atmospheric, and Planetary Sciences. She has
studied the strocture and evolution of the terrestrial plantets and has been an innovatos In the appiication of spaccerafi
laser-ranping and radio-tracking systems to map the topopraphy and gravity fieids of the planets. Dr. Zuber has jed
spacecrall mstroment Investigations Ut have Nown o the Moon, Mars, and astereids. The iopographic map of Mars
produced by her faser altimeter on the Mars Global Surveyor spacecraft is the most accurate topography moded for
atty planet. She has been honored by NASA and many professional scientilic organbeations, and in 2002 Discover
magazine named her one of the 50 most important women in science.

Question and Answer: Moderated by Rep, (eorpe Mitler and Rep. Rosa Debauro

Closing Remarks: Rep. George Miller and Rep. Rosa DeLamo
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UPDATED - January 7, 2009

Economic Conditions Worsen,
Comprehensive, Robust and Urgent Action on
Economic Recovery & Jobs Needed

Nearly two million Americans have lost their jobs this past year -- and millions more are working harder in jobs
that pay less and come with fewer benefits. Nearly $7 trillion in wealth has been lost in the stock markel,
including the retirement savings of many American families. And the economic news continues to worsen,
with some noting that we arc facing the "the bleakest economic outlook since World War I1."

To face these serious and growing economie challenges, the 111th Congress is hitting the ground running to
help President Obama pass lis American Recovery and Reinvestment Plan to ercate and save 3 million jobs
over two years, and reinvest in our [ulure by rebuilding our inlrastructure [rom bridges to broadband, making
our health care system more efficient and cost-effective, modermizing our schools lor 21st century learning, and
investing in & cleaner and more efficient energy future.

The following cconomic news demonstrates the prowing need for this robust economic recovery and jobs
package.

e JOB LOSSES: America has suffered 11 straight months of American jobs losses lolaling nearly 2 million
this year -- with 1.3 million job losses in the last three months alone, The job losses tolaled 533,000 in
Movember - the bigpest one-month jump in 34 years.

« UNEMPLOYMENT: In November, the unemployment rate surged to 6.7 percent -- the highest level in 15
years — up from 4.7 percent the year before. The number of Americans looking for work climbed to 10.3
million in November - the highest number in 25 years (since September 1983). The number of unemployed
has increased 2.7 million during the recession and 2.7 million more Americans have been forced into part-
time work. Jobless rates are up in 49 states and the Disivict of Columbia over (he past year, and they
increased in 37 states and D.C. in the month of November alone.

« ECONOMY SLOWS: This [all, the Gross Domestic Product, the measure of goods and services produced
in the United Stales, lell al an annual rate of 0.5 pereent in the third quarter of 2008  the largest drop in
seven years and down [rom the 2.8 percent increase in (he 2™ quarter.

e RECESSION: The U.S. cconomy has officially been in recession since December 2007 according to the
Mational Burcau of Economic Rescarch. “That alrcady makes it the longest downturn sinee the 16-month
slump of 1981-82, which 1s tied for the longest recessions since World War II. Analysts say the downturn
could be the most severe since the Greal Depression.

s CONSUMER SPENDING: Spending by consumers plunged at an annual rate of 3.8 percent this fall, for
the biggest decline in nearly three decades. Consumer spending is crucial to the health of the American
cconomy, accounting for two-thirds of all cconomic activity.



DECLINING FAMILY INCOME & BENEFITS: This recession comes afler seven years of the
American people working harder, but making fess with fewer benefits, Since 2000, worker productivity is
up, but the purchasing powoer of the typical working ape family’s income is dows by more than $2,000. The
share of people wilh employer-provided health insurance dropped from 64% in 2000 to 59% in 2007, And
the portion of private-secior workers with a pension dropped from 304 to 45% fiom 2000 to 2007.

RISING COSTS: Since 2001, preminms for family health coverage have climbed 78 percent, with
workers paying morc than $3,200 per year. And neaily 46 million Americans are withoul health insurance,
Food prices have also risen nearly 6 percent this year.

LGROWING BANKRUPTCIES & CONSUMER DERT: With greater stress on family finances, 1.03
niilion Americans filed for bankupley in 2008, a 32 percent incrcase from the prior year - alinost certainly
due to the unprecedented level of conswmer debt, the distressed economy, and the housing crisis. Consumer
dcbt now toials more than $2.6 trillion or about $8,500 in debt for every man, woman and child in the
United States. In addition, 64,318 busincsses filed for bankruptey in 2008, a 50 percent increase {rom the
PEIOr Year.

HOUSING CRISIS: There were 2.25 miliion home foreclosures this year, more than double the annual
pace before the crisis set in and a record 1 in 10 TS, homeowners was delingueni on mortgage paynients or
in forcclosnre this fall. Amcrican homeowners were projected to coflectively lose move than 52 trillion in
home valuc by the end of 2008, 1n November, existing and new hone prices dropped about 13 percent, for
the biggest annual drop sinec 1968 for cxisting home prices. With falling housing prices, nearly one i six
1.5, homeowners owe morc on a mortgage than their home is worth.

RETAIL SALES: Sates at U.S. retailers fell for a fith strmgh! month in November, the longest deeline in
at feast 16 vears, -- down 7.4% comipared with 8 year earlier. jReuters, 12/12/08] And early data shows that
hoeliday sales, which are critical to the success of American retailers, fell 2.3 percent,

MANUFACTURING: U.S, {aciory activily fell {o a 28-year low in December, with the demand for such
productls s cars, appHances and lwrmiture at the lowest level since al feast 1948,

AUTO SALES: Ford Motor Co. and General Motors Co. reported a 30 percent decline m ULS. vehicte salcs
in Deeembor, while Chrvsler saw its sales decline by 52 percent. Toyots posted a 36 percent sales drop and
Honda Motor Co. reported a 35 pereent decline in HS sales in December,

STOCK MARKET: 2008 was also the worst year on Wall Street since the Great Depression, wipiog out
$6.9 trillion in stock market wealth and endangering thousands of investors' nest eggs. The Dow dropped by
moie than 33 pereent in 2008, its worst performance since 1931, during the Great Depression.
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The 2008 Econonic Cutlook
Mark Landi
Chief Econontist

Moody's Economy.com

Jamaary &, 20HKE

This wifl likely be the worst year for the U5, econamy since the end of the 193{s. The recession that
hegan 13 months ago will plague nach of 2009, parsiculatly deting rhe first half of the year

Reak G is expected to fali 2,6% peak to trouph, and close to 5 million jobs will he last {see Tabie 1},
The unemployinent rate witl surge to over 9%, The drop in menuwfucleiog will be especially severe, bat the
hatlmark of this dowsuen will be iis breadth across induseres, eccapations #nd regions. More than 300 of
the nation's 381 metropolitan areas will be in recession; unbibke in past recesstons, which were regivaally
concenteated, there is no obvious place wo rmeove for bewer praspects in this downnom,
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The curleak far 2009 has rapidly eroded. Just s fow mosths ago we expected the recession would be
weedl over, with unemploynent peaking at or below £.7% by this suaumes, Bur Uhe jobiess rate is alveady
venrly 7%, This was the lasgest change over such a short period sinee Moody's Ceanoriy.cons began
farecasting the macrocconotny acarly 24 years ago.

Prospects shifred dramaeically this past Tafl, when the linancial crisis woarsened fora Anancial panie. We
et fong warteed that preconditions fora crists were in place and were ot sucpriised when I hit in summer
2007, We had cxpected the ensuing recession as early as November 2007 But we expected boch the crisis
and the recession to fuke by mid-2008 afler & strong monetary and fiscal response. As it happened, the
panic infensified the downturn, muking it inherenly dilficult 1o forecast the ength and extenr of the
economic failous, What is clear is that as long us the panic coninues, risks to the outlook are all to the
dowvnside,

Policy missteps, The crists resulted from excesses theougheut the inanclial systent, g the panic was
precipiLated by policy missteps, heginning with the govermment takeover of Fagnie Mae and Feodeie Mac in
early Seprember. Whea the Tieasuzy Deparment pae the GSFs e consenvatorship, wiping out
shareholders, it signuted 10 global Investors that alt financial instintions were ar sipnificant risk ol [ailure.
Wihile Farmie and Preddie were probably insolvemt on o math-lo-matker basis, they stll had sufficiant




capital to meet regulatory requirements. In past [inancial crises, policymakers had shown lorbearance to
large institurions in similar situarions: The precursor to today's Citigroup was likely insolvent dusing the
carly 1990s Savings & Loan crisis, but itwas not taken over by regularors, to avoid unnerving investors.

Policymakers reinforeed investor [ears when they allowed Lehman Brothers o fail, one week afrer
taking over the (G5Es. That collapse forced & money market lund tial had Invesied In Lehman debt o break
the buclk the fund's net asset value fell below the §1 per share its investors had put in. This was a shock
to ordinary investors who thoughr money funds were as safe as the proverbial mattress, and who began
withdrawing their savings. To meet such redemprions, money funds had no chaoice hur ta sell their own
assets, including commercial paper—shott-term 1OUs of major businesses. Finms rhar issue commercial
paper 1o finance their basic operations in tuen scrambled foe luods, A this point, the panic jomped 1o
equity markets as stock investors realized that no business was safe rom the credil counch (see Chart 1),

Chart 1: Stock Investors Lose Faith
S&P 500 stock index
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Investor sentiment received another sharp blow in lare September when Congress iitally failed o
muster enovgh voles w pass legislation establishing the Troubled Asser Relief Program. Neither the need for
the $700 billion TARP nor how the money was wo be used and overseen hiad been well explained by
Treasury and the Fed, There was widespread conlusion about how the government would purchase
distressed martgage lnans and securities, and about how this would ease the linancial panic. Congress did
pass the legislation a few days later, after marker rmmedl had growm oo loud o ignore, bur not hefore
sipnificant damage had been done. There was no longer tine w begin asser purchases; the TARP money was
instead used to put capital into teetering lnancial instiiions,

While providing capiral was essential, abandoning the distressed asset purchases altogether was a
mistake, When Treasury Secretary Paulson announced in November thar TART funds would nat be used o
buy mortgage assets alter all, prices of these assets caved [ucther, The collaeral damage from this decision
was the near-collapse of Ciagroup, which held hundreds of billions of dollas worth of these loans and
secirites, Tromically, the anly way ra avert this calamity was for the Tederal Reserve to guarantee Citi's bad
assers, the same assers the Treasury had decided nor to buy.

Page 2



Printing money. Policy missteps precipitated the linancial panic and deepened the recession; bur
given the current situarion only a coneerted, comprehensive and consistent policy response will forestall a
collapse of the financial system and economyy. Indeed, unless policymakers can quickly quell the inancial
panic, our already-somber 2009 outlook will num measurably darker,

There are some reasons 10 be oplimistic n (his regard as the Federal Reserve’s recent unprecedented
actions rake effect, The Fed has adopted a zero-interest rate policy [or overnight interbank lending, and o
bring down longer-rerm interest rares, the central bank has made it clear it Intends 1o keep the fed funds
rate there indefinitely. The Fed is also ramping up a policy of so-called quantitative easing, in which it
elfectively prints money Lo purchase scourities and exrend loans ro financial institutions, Teis already
purchasing commercial paper und will soon buy debt issued by Fannie Mae and Freddie Mac and the
mortgage securities they insure. The Fed will next buy long-term Treasury bonds and perhaps evenrmally
even municipal bonds, corporate bonds and corporate equity il condilions worsen,

Long-term Trepsury yields and fixed mortgage rates have fallen ro record lows in response. Ten-year
Treasury yields are near 2.3% and prime, 30-year, {ixed rate mortgage loans are going for clase ro 5%, This
is having an immediate economic benelit, lowering interest payments for strapped households and sparking
a massive maortgage refinancing boom: Maost prime mortgages have coupons near 53.5%; at a 3% rate,
refinancing becomes profitable for some $1,25 trillion in outstanding mortgages. An additional 81 willion
can be profitubly refinanced if rates fall to 4.5%, Subprime and alt-A borrowers will nor get any relief, nor
will some prime borrowers whose equity has beeneraded by falling house prices. Bur iris a srarr,

The massive liquidity provided by the Fed to the flinancial system has also begun w0 unclog money
markets. Interbank lending has improved as the three-month Libor-Treasury spread has naccowed, [om
mnore than 400 basis points in early October to around 100 basis poinrs recently (see Charr 2). Commercial
paper rates have Bllen and Issuance of commercial paper has increased, While the financial system remains
far from normal, the panic appears to be past its apex.

Chart 2: The Financial Crisis Appears Past Its Apex
Difference between 3 month Libor and Treasury bill yields
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Econoinic stimulas. Fven i the panic further ebbs in coming weels, s expecied, serious ceonoints
damage has heen done. Congress and the new Ohama adminiseration will need o respond agpressively.

A large economic stimuius s expeeed soon alier the now adminisiaion 1akes oftice. The pacloage wiil

wial some 3730 billion over 2009-2010 snd inclode sid o staee and local poverames, piearer

infeastructure spending, tax cuts for lower- snd middle-income households, and some business 1axs cuts as

welb {see Table 23,

§780 Bifion Ecoronic Stimus Package :
S&um&s BLS, BEA, Myorls Ecaﬂnrnyﬂmn ' '

ik

0, 293, 0054 2080g¢

20 WO

‘the package equals approximately 5% of G, making it smafler than the pubtic warks projects of the
£0730s, bue Larger than the 3% of GDE spem on stinsdus during e early 1988s, Fhe cost of the curment
prckape would thus be consistent with expectations repgding e relative severily of dais dewities, Five
pereent of GRP would afso ensure that the economy stops contrscting by the cod of 2009, and (thal GDP
retiims i0 its pre-vecession peak by the end of 2010 0; these are reasonalte poals.

The mix of sax cuts and spending eapected in the stinlus package is designed ta provide borh quick
veliel and u substaeiiaf boost w the siogrding ecanomy. The s cus will no pack a big punci, as sante of
the money will be saved and some nsed to repay debt, Bue they can be implemenied quickly, Ald o siae
and lacal governments will rat help 1ift the economy, but it wifl keep states from having to cut proprams
and payrodl to balance their budgets, mfrastuchoe spending will nos help the ecanomy quicldy -t wilt
Lake lme Lo pe even “shovet-ready” projects poing—ban i will provide a signiticans boost, Given that the
ceonomy's probiems sre sol expecled W sbate soon, this spendiag will be especialy helpful dhis gme texsc

T

’ To measare the henefits of the stimubus package, the Moody's Economy_com .5, macroeconomic
madet was sitnudaced, assuiming no added fiscal stinnbus except for that provided by the astomanc
stabilizers alteady in place. i this scenatio, real GDP declines for eiphe szzaight quariers, falling by 3.¥% in
2008 and another 1.5% in 2019, Some 7.6 million jobs vwould be lost Iom awe 2007 1w ke 2080, pushing
the uremployment rate 1o 1F.5% by earty 2073 (see Chare 33 Such # jobless mre would gualily this
downhum as a dejpression,

Foreclosure mitigation. The government will dlso need to Seploy the $350 biflion remaining in dw
TARF quickly. Some porsion will keep the domestic autemakers out of bankruptey and help them
restructure inke wmone vighle compantes, A more sipnificant pordon will lilely be spent on a large foreclosure
mitigalion plan helping millions of distressed honeowners,

Pagc 4
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Chart 3: Fiscal Stimulus Makes a Significant Dillerence
Unemployment rate
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This 5 necessary as the foreclosure crisis is exacerbating pressure on the financial system and adding w
the recession’s severity. Since lurge numbers of homeowners began to miss mortgage payments three years
ago, nearly 5 million have received defuult notices—the fiest step in the foreclosure process  and 3 million
hiave lost homes in foreclosure sales, short sales or degds-inJicu (see Chart 4), With [alling house prices and
rising unemployment in much of the country; foreclosures are sure w accelerate in the coming year,
devastating families, communities, the [inancial system, and the wider economy.

Chart 4: The Foreclosure Crisis Intensilies
First mortgage loan defaults, thousands
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Palieymeakers are working to sterm the sange in [loceclosures, In lae 2007, FHA Sequre was established
to help put distressed homeowners inw TIEA-imsured loans, Hlope Now, a cossortbun o modgage servicens
and lenders, was created soan after io sireamline foreclosure mitipation eflorts. Tlope lor Thuncowner was
established this past summer o encoumage mortgage owners o recuce principal owed by distressed
homeownes aul to refinmnce thens mto FHA loans, The FDU has also been aggressively modifying
nertgige louns of institutions it seired and conteols in weceivership, and Fannie and Freddie have recently
snnounced plans w modily osns they own aod insuee, where Lhe borrowees aie setiously delinguient,

‘these efforts have been helpful, bur have been overwhelmed by the magnitude of the problem.
Particululy worrisome is evidence that moditication effpats to dare have nor been very successiul. The Office
of the Complroller of the Currency recentdy epored thal mose than half the loans moditied s carly 2008
were back in delingueney within six months, The problem appeaes w be thae most medificarions have beer
Hmited tor lowering interest rates and extending terms. These measures cun lower menthly morggee
Py, bt are ineffective when homenwners owe significantly more than their homes are worth in the
macket, Such people are likaly 1o fose hape of ever buliding equity, and shus have Hitle incentive to keep
eaylnp on Lheir loans,

A consensus is building for & much langer foreclosvre mithgation plare, including mongage pincipal
write-downs Awded by taspayess, FTheve are many potentfal ideas for such a plan, afthough none has yet
lreets ortheoming from the Obana transition team. While no ptan solves alk the faimess, moral hazard and
olher probienss that arise with suckh an effost, such problems grow less important as the damage grows fiom
50 many [oreclosures. At the same time, cliore to change bankeugiey ws 1w allow morgage wrile-downs it
soene Chapter 13 Flings --which have long been opposed by banking interests—appear Lo Bave @ growing
charece of success,

Swiny factors. The unprecedented monetary and lscal policy stisnulus is expeced 1o e the
recession by dare this year, Yet, beyond the speedy restoration of a mose stable financial system, the length

and severity of the downram hinges on seversd key swing factors,

The deepening global ceonumic weesston—asnguably the st syncheonized global downgirn since the
early 1 980s- - poses a substansial threar to T1.5. exparts. Real exports are expeeted to remain [Bat in 2003,
bue wilk decline custight unless overmeas markets find thebr footing bater this year, I is thus encoursging that
palicymakers aceass the glabe are acting vigotously 1o shave up their economies, Central hanks are slashing
ierest rates abeost everywiere, Fhe average nominal targel interest vale sel by slobat cenéral baniks—
wiightied based on relative CDP—has [alles: fom 4.253% w neacly 19 over die past twa yoars, and the real
target rate has nerned firmiby negative. Targe fiscal stimulus plans will suon be implemented in Geomany,
Franee, Japan, and the Unired Kingdom,

Fhee U5 is seili che globe's sale haven, and nust reineain se. Although the global wmail egan here,
the 1.5, duollar has strenpthened signilicangty, and investor ane st willing o boy 10-pear Teeasury boads a
close ro 2.5% and shorter-term Treasury bilks for aimost no yield at all. This gives policymukers significan
tatitude whes considering the size of the economic recovery package and other costhy Ascaf stimufus. Tt
woald be disconcerting if global inveseors were spoaked by the size of the 115, govenmment’s bonmwing
treeds, causing the doblar 10 weakien and inceresl tates ta dse.

Contirued tow prices for oif and other commuodities are also essential w the coonomy’s prospeets. Widh
ail falling below $50 per baevel, the cost of a gaflon of regular smieadad gasoline is approaching $1.50. This
compares with almest $150 oil and $4 kor a gallon of gasoline this past sunymer, il prices are expected 1o
sty nedr §30 this year, suvirg Ainecican howscholds a whopping $200 billion on their encrgy biils in 2009
compared with 2008, Any sigailicant irerease in off prices—because ol more signilican: DPEC production
euthucks, for instance—woukd be o very heavy weighl for the cconomy 1o beae.

What then? Dvern il the recession ends Lue this year, as expected, he subsegeens recovery loaks 1o be
lackluster. Real GEMY is nat expected to retumh f its pre-recession peak until late 2810, and the nation wili
not appraach a fuli-empioyment jobless rare of 5% before President Obama’s term nears its conchusion in
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2012,

The prineipal impediment to a stronger recovery is the hobhled finaneial system and whar will likely he
A prolonged aversion (o risk-taking, The cument eredit crunch will eventually abare, bur it will rake ar least
several vears for credil o Qow [reely again. The banking system has more losses 1o digesi—{rom
deteriorating consumer, commercial redl estate, and corporate loans—and it will be dilficult [or banks w
attract new privare capital, Tending will not normalize until capital positions are fully restored.

Credit markets will also be difficult to resurrect. Since securitization collapsed, it has become clear thar
this process was lundamentally Dawed: No one, rom lenders wo invesiment banks o rating agencies o
investors, thought they had enough ae stake 1o make sure the underlying loans were prudenty made (see
Chart 3). To fill the void left by securitization, there are nascent efforts to establish a covered bond market,
in which lenders would retain a larger share of the tisk in loans they originare, bt these have made lirtle
headway so far,

Chart 5: Credit Markets Are Broken
Bond issuance, millions $
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Even when lending resumes, lenders will demand substantial risk premia, in the form of higher interest
rates and fees, raising the cost of capital for househiold and corporate bomowers. Tighter credit and higher
cosls mean less invesunent and tsk-taking, Stan-up companies will bave a harder go of @i, siilling
innovation and ultimately constraining productivity gains. The economy's longer-term prospects thus
appear dimmer,

Washington's eroding fiscal situation also threarens the economy’s long-tenm growth prospects. The
[ederal government has commiued neady £9 illion w address the current cisis, and while not all of ic will
end up as part of the national debt, axpayers’ ultimate bill could very well exceed 32 tillion. By
comparison, the Savings & Toan enisis of the early 19905 cosr taxpayers $275 hillion in today’s dollars,
Wirh Social Security, Medicare and Medicaid costs ser to increase subsrantially in coming years,
policymakers will have o make very dillicult wax and spending decisions,
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Wltide It Is easy w be pessimistic, it & worth noting shat the problems ar the root of the eeonomic erisis
ute being addressed. Talling howse prices make homes mare alfordable, dled constraction thins the
imentory of unsold houses, the pemsonal saving rawe is isiog apidly, and 1he eade deficlt s naewing as
constness retvench. 7t was hoped thae rhese imbalances would be corsecwed pradually over years, even
decades, sather than months, Bt while working through them in such a short period is prinfuf, it coubd be
the ecatalyst for fundmnental clanges In our financial system and vegulatory framewark, ard perhaps even
spark an elfort to Tnufly address the nation’s lonp-tei: fiscal chiallenges. Some ecanomic gond can skt
ceme ot of il the bud that hes belatlen the nation.
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The Reonomie Impact of a $750 Bitlion Fiscal Stimulus Package

Mdark Zazdi
Chief Fconomist
Moody's Econonry.cott

Jangary 6, 2{HQ

The global Anancial wystem has elftetively collapscd, undermining investor, houschoid and business
confidence, and pushing the ceonamy imlo an increasingly lenpthy and severe recession. Heal GEP,
employment, indosteial production and redail sales ave fabling sharpiy, and snemployment &s rising guickiy.
Policymakers must quickly implenient a larpe Ascal stimstlus packape to support the rapidly eroding
econonty. Without such 2 stimalus, the economy appears headed toaward the worst downturn sinee the Grest
Drepression.

The proximate cause of tie plobal economic crisis is the collapse of the 1.5, housing inarket and the
resubling surge i mortgage loan defauits. Hundreds of biilions of doltars in losses on these mastgages have
uncermined the el instifutions that crigineted and nvested In them, including some of the largest and
murad venerable i the world, Many have fatfed, s most others are shruprsling to survive, Punks are fearfud
shout extending credit (o one anothes, Tet along to usinesses and households, With the credit spigot
elosing, the global coonemy s withering, Globul sfock mvestors have dumped ther holdings as they come
by dorims with the impiicaltons for corporate camings, A seff-reinforeing sdverse eyele has beguan: The
eroding (tnancial systent is upending the ceononmy, patting furlher pressare on the Mnmancial systom as the
performance of everything from credit cards ke commencial morlgage kans sours.

This cycle can be mitigated only by appressive and cobsistent poverianenl action. s the Uniled States,
the public policy response to the financial crisis has been withowt precedend. The fsl] faith and credit of the
ULS. povenunent now effectively backstop the financial system, signifleant parts of which have beer
nationakized. With the takeover of Pannie Mae and Treddie Mac, the government takes nearly all the
natiow'’s residentinl mortoage ioans. And ns the 700 billion Troubled Asset Relief Program is deploved, the
povenument is gaiting sizable ownership stakes in the nation's largest financial mstitutions.

in an effort to restart money and coedit markets, the Federal Reserve has vastly axpanded [ts rate. The
Fed has adopled a zeo interest rawe policy, aed inan atempe w bring down leap-weren islerest vales, i has
graede it clear thet the funds e will emsin there indelinitely. The Fed is also ramping up a policy of
yuuntitative easing in which it effectively prints maney to purchase secuntes and to extend foans to
financial instinirions that nse theiy secwrities as eotlateral. 1t is alveady purchasing comnwercial paper and
witl seon bay debs issued by Fanoic Mae and Freddie Mac and (he mongage seousitdes they insuie, 1 will
thet e e buying lenp-tenn Treasury bonds snd perhaps eventuslly even to municipal bonds, eorpurate
booeds, aml even corpomte equity, il conditions become more dire,

Policymakens have akso worked dircethy to shore wp the hosstng and mortpage markets and bosder
econoamy. A tumber of programs have bees pul in place 1o enable stressed homeowners Lo avaid
forectosure. These inelnde FHA Sceure, Hope Now, and Hope Jor Homeowners. Fiseal stimubus imeasores,
tnciuding bast ssunimer's refundabie tax rebates and nvestment tax incentives, have provided some
SCOHONLES SHRROLL,

bduch inore needs to be dane to quetl the Brancial panic and mitipate what threatens to become the
warst economic sethack since the Graat Depression. The remaining 5330 billion in TARF funds need to he
depioyed agpressively and mere broadly. The equity infisions should bo extended beyvond conunercial
banks to otlwer instifutions whose failure would fhreaten the financial system and broader ceoncmy. Lising
tie funds to shore up the consiner lending market will be hetpful, but failing &0 follow through on
purchases of distressed assets via reverse auctions or other mechanisms as Initially envisngad for the TARP
is w mistake, In theory, the auctions are an elegant way to determine market values for these now-
imposstble-to-price assets. With price discovery woold come clarity about which financial institotions aie



undercapitaiized sred by how much. Chanty, (e tern, would atteact the private capifal ultimately needed to
hatater the fimancizl sysecm. In practice, the aections may not go as well, given fite complexity of the assefs
to e purchased, 1850, then Lhe cost of trying with have been smalk

A much Barger and more comprehensive Foreclosure mitigation plan fimded by the remaining TARE
money i also needed. Milllons of homeowners owe moie than their homes ave worth, snd enemployment
i rising quickby. Forectosures, alveady at record-high levels, are sure to momnt, The Hope Now and Hope
for Homeowters programs face severe impediments and even snder the best of circumstances will fikely be
averwhelmed by the wave of foreclosuves still coming, Mo plan will keep foase prives from flling Turther,
b quick action could avoid the darker scenavios i which crashing house prices Force mitlions more
people from thefr Boimes, completely undenmining the frareial system and couneemy.

The most mportant podicy step needed svon is the mplemtentation of & very large fiscal stinibus
package. The package should botk cut faxes and increase spending beglnning this spring, when the
econoiny is Bkely to be af it most velnerable, The stimudus st be farge, tofaling approximeately $730
biflion, equal to close to 5% of the nation's gross domestic product. This is not as costly as the public works
grojects of the 193¢0s, bu it i costlier than the 3% of G spent to stimntlate the ecenomy dutdng the
wauyh downlian e e catly 1980s, The cost of the aurent package would rhus be consistent with
explectations regarding the severity of this downtura, A stimulus of 5% of GDP would also be ahowut enough
it ensure that the econamy stops congraeting by the end of dhis year and thal GRP reluans o its pre-
gecession peak by the end of 201 0-—reasonable poats.

The mix of tax cuts and spending increases in the stimubis package should be desigred ro provide both
quick refief and a substantial boost o the stnpglisg economy, The wx cots will nos pack a big econonic
prinek, a5 some af the money wilk be saved and some wsed w repay debt, Bul they et be implentented
quickly. Aid ro state and local goverminents will rot fift the economy, but it wilt foresizlE dmminene culs it
programs and payrolls (hae many governmestts wilk be forced 1o malee ghven thetr states' constitntional
obligations to balance their budgers. [nfastiucture spending witl net help rhe economy quickly, as it will
take time to get even "shovelready™ projecis golng, bue it would pravide a significant economic boost. Given
that the cconomy's prablems are not expected to dbuge soon, this spending will be especially beipdul this
TETRRE: BRORNT YEsiLE,

With government making so many monumenizl decisions in such u short time, there will sevely be
unintended consequences. Some may already be evithenb: Nativnaiizing Fannic Mac and Preddie Mas while
ot resciing Lelunan Brothers from hankruptey may very welt bave set ofT the Brarcial panic and the
Treasury Secretnry's reversat on the ase of TARP (o prerchase tronbled assels set off the chain of events
resubting w the near-Bailure of Cilligroup. And policymskers need to be wary of the costs of thelr actions, as
global investors will eventually demand higher interest rales on (e soaring voheme of U5, Treasury debt,
Ay measunibbe invrease Tn bong-teem infencst rates woukd be counterproductive, Bs effect on the housing
market and the rest ol the ceonomy would olfiel the economic beastits of the fiseal stimulus.

Bud policymakers’ most serioos missteps so far have cotne from acting too slowly, ftoo fimidly, and i a
seerninghy soaitershol way. Uardy on o the crisis, there were reasonnble wonles about moral hazard and
fairness; Batling oul those who took on, ariginated ar Invested in untenable mortgage loans would only
eneourage siuch bad behavior B the fignre. And a bailout would certainly be unfaiv lo those homoownery
still maraging o make thefr morteage payments. But as the crisis deepened and continued, those worries
ftindered policymakers far too long, allowing the panic to develop. With so many people sulTering so much
fnrancial loss, moral hazard is no lonper an issue. Debate over whether it is fair to help stressed hooschobds
sigy in thelr homes sppesys quadht. Thel problems are cleardy everyong's problems. Onky coneerted,
comprehensive and consistent government sction will instil? the conlidenes necessary b sestore financial
stability and vestart economic growth,

The cconomic Backdrop

The need for more policy action i cvident 1n the Increasingly darl financial and econeimic backdrop.
The financizl panic that began i carly Sepdember with the nationatization of Fannie and Freddie may have
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passed its apex, but the collective psyche remains trazzled. And even if the panic soon subsides, substantial
economic damage has been done. The collapse in confidence, the massive loss of wealth, and the
intensitying credit crunch ensure that the LS, economy will struggle for some time to come,

Money markets are improving — thanks to massive intervention by global central bunks—but remain
far from normal, 'The differenee between three-month Libor and three-month 'Treasury bill rates—a good
prosy for the angst in the banking system—is slill an extraordinarily wide 130 basis points (see Chart 1),
This is down from the record spreads ol mid-October, which topped 430 basis poings, but it is still
stratospheric compared with past financial erises, not to mention the averape 50-basis point spread that
prevails in normal times. The Ued's program to purchase commereial paper directly from issuers has pushed
those short-term rates down as well, but they, too, are still very high.

Chart 1: The Financial System on the Precipice of Collapse
Difference between 3-month Libor and Treasury bill yields
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Credit markets remain badly shaken. Bond issuance has come to a standsfill. No residential or
commercial mortgage-backed securities have been issued in recent months, and there has been very little
issuance of junk corporate bonds and emerging market debt. Asset-backed issuance of credit cards and
vehicle and student loans, and issuance of municipal bonds also remain severely distupted. Investment-
grade hond issuance has hald up somewhat batter, but even that all but dried up in October and early
Movember. Credit spreads  the extra yield investors require to be compensated for investing in riskier
bomds  also remam sirikingly wide as investors shun smything but risk-free Treasury bonds. The difference
between yields on junk corporate bonds and 10-year Treasuries had ballooned o over 2,000 basiz points,
and the dilference between emerging debl and Treasurics o over 1,200 basis points. Historically, yield
spreads [or both have averaged eloser 1o 500 basis points,

Commodily and forcign curreney markets have been roiled. Oil prices have fallen more than 50% from
their record peaks in carly July, and prices for commodities from copper Lo corn have plunged. Global
commodity demand is weakening rapidly as the global recession undercuis the financial demand that had
sent prices surging this past summer. Economies reliant on commaodity production have been hit hard, and
their currencies have rapidly depreciated. The Canadian dollar, which had besn close to parity with the U.S.
dollar as recently as this summer, has dropped below 80 ULS, cents, and the Brazilian real has fallen more
than 40% against the U.5. dollar since the panic began.”
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Wolatility in global stock markets has been unprecedented and the price declines nerve-wracking. Since
the downdraft began a few months ago, global stock prices are off'a stunning 30% in local currency terms
and more than 40% from their year-ago highs. No market has been spared. The declines have been so
precipitous that U.S, and Evropean bourses have tried imposing limits on short-selling, and Russis has
suspended trading for davs at a tme, All of this has been to no gvatl. Mutual lund, 401k} and hedge [und
investors simply want out of slocks, regardiess of the losses and any associated penallies,

Even il the global Nnancial system siabilizes soon, subsiantial damape has already been done. The ULS.
ceonomy was struggling before the linancial panic hil; it has been in recession for over a year. Real GDP
lell in the last quarler of 2007 and again in the thivd quarter o 2008." Some 1.9 million jobs have already
been lost so far on nel, and the unemployment rate has risen by over 2 percentage points to 6.7%. The
downturn is broad-based across industries and regions, with 33 states now in recession (see Chart 2)." Data
since the paniec hit have been uniformly bad, suggesting that the downturn is intensifying. Retail sales,
vehicle sales and industrial prodoction have plunged, and the increase in unemployment insurance claims m
December is consistent with monthly job losses of 500,000,

Chart 2: Recession From Coast to Coast

Bl Expansion [7] At risk
[ Recovery [l Inrecession

The panic's most immediate fallout is the blow fo confidence. Consumer confidence crashed in
October to its lowest reading since the Conference Board began its survey more than 40 years ago. This is
all the more surprising given the plunge in gasoline prices during the month; cheaper motor fuel in times
past has always lifted households' spirits. Small business confidence as measured by the National
Federation of Independent Businesses has also plunged (see Chart 3), Current events have so soured
sentiment that they are sure to have long-lasting effects on household spending and saving, as well as on
business decisions regarding payrolls and investment,

The pessimism will magnify the effvet of evaporating houschold wealth. Net worth has fallen close Lo
$12 trillion since peaking a year ago, OF thal, 34 trillion results Trom the 2084 deeline in house prices, while
the rest is due to the 40% deeline in siock prices (see Chart 4). Every dollar loss in houschold net worlh
reduces consumer spending by 5 cents over the next two years.” [T sustained, the wealth lost over the past
year eould thus eut $300 billion from consumer spending in 2009 and a like amount in 2010, More than in
past recessions, the financial pain of this recession is being felt by all Americans, from lower-income
houscholds losing jobs (o afMuent households with diminished nest eggs. -
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Chart 3: Confidence Has Been Shattered
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Chart 4: Household Nest Eggs Have Been Cracked
Household net worth, $ tril
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The finaneial panic is also reducing the availability of eredil and raising ils cosl. Credit growth was
weakening rapidly even before recent events. The Federal Reserve's Flow of Funds shows debt owed by
households and nonfinancial corporations actually fell in the second quarter of 2008 after inflation (the
most recent data available) for the first time since the savings and loan erisis of the early [990s. To date,
the weakening in credit growth is largely due w disruptions in the bond and money markets, Lendimg by
banks, S&Ls and credit unions has remained slurdy. But this is probably only because nervous bomrowers
have pulled down available credit lines, and with banks now battening down their underwriting standards
and cutting lines, this source of credil is drying up. According to the Fed's senior loan officer survey,
lenders have tightened credit over the past vear as aggressively as they ever have. The net percent of loan
officers who say they are willing to make a consumer loan is the lowest ever, with the exception of 1980
when the Carter administration briefly imposed credit controls (see Chart 5)."

Chart 5: Banks Fight to Survive, Not to Make Loans
Net % of lenders willing to make consumer loans
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The pernicious Impact of a credit crunch on the economy is difficult to quantify, but the ceonomy's
performances during the early 1980s and early 1990s suggest it can be substantial, The 1980s downturn
was the most severe in the post-World War 11 period, and while the 1990s downlurn was nol as bad, the
ceonomy struggled long after the recession formally ended, Using these two periods as a guide suggests
that for every | percentage point decling in real household and nonfinaneial corporate debt ouwlstanding, real
GDP declines by approximately 35 basis points, Thus, if real debt vuistanding deelines 12.5% lrom Its
early 2008 peak to a trough in mid-2010, which scems plavsible, then this eredit effect will cut almost 5630
billion from GDP in 2008-2010.

One signiticant positive lor the [LE, cconomy has come oul of the financial panic: lower energy and
commadity prices, With oil now trading ncar 850 per bareel, a gallon of regular unleaded gasoline should
cost about $1.75. Gasoline prices peaked last summer above 54 per gallon and have averaged closer to §3
last year. Every penny-per-gallon decline in the cost of gasoling saves ULS. consumers just over $1 billion &
year, Assuming gas remaing below 52 per gallon through the coming year, Americans will save well moe
than $100 hillion in 2009 compared with fuel costs in 2008, There will also be measurable savings on home
heating and food bills as agricultural and transportation costs fall. Total savings next vear compared with
this year will thus approach $200 billion,
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Calcubating the costs to the coonomy from the wealth and ceedit effects, kess the benefiis from fower
commadity prices, puts the net direet cost of the financial panic at §750 billion in 200%-2010, or 3% of
GDP fa $300 bitHon weabth offect phuy a $650 billion credit crunch effect minus 5200 bitlon i savings dus
to lower commadity prives). This is, of course, & simplistio analysis; it does not recount for all the indirect
costs of the panic o the cootomy and the mubtipliers, but i gives a sense of the magnitide of the Tislloat.

Muted mometary stimulas

Remlorcing the need for fiscal stinuivs ineasures is monetary pobicy's incressing inability to revive the
ceonomy. Slimalative monetary poticy supports the economy by kwering the cosl ol credit and promoting
the availability of credit. Even though the Fedaral Reserve has adepted a vorn foderal Ginds rate and s
providing massive Hquidity to the financial system, these affirks have yot (0 g0t eredil flowing again or fo
measarably lower is cost. The Federal Reserve's unprecedented offieds will uilimately succeed, but given
the severe disrepair of the financial system, this witl vecur very showly.

Just hwow Bard $he Fedorsl Rescrve i working to restore stability in the financiat system and economy
is gvidens in its recent adoption of a policy of quantative easing, in which it effectively prints money to
by financial securitios, B is already buying comimereial paper and wiil soon buy signtficant amounts of
diebt wnd morgape sceuritics guaranieed by Fannie Mae and Freddie Mac. Policymakers have also stenaled
that they wilt soun buy fong-lerm Troasiey bonds, thus monetizing the nation's debt.

in addilion W stepping up #s security purchases, the Fed is expanding its leriding facililies. The frat
such facility—the Term Auction Facility—was establishied well over & year aio to allow banks to raise
shorl-letit cash, The newest facility is the Term Asset-Backed Securities Foan Facility, which beginning
early next year witl provide loans cotfateralized by newly Tszued securilics backed by eredit card debt and
student, vehicle and sinall business loans. The Fed has made it ¢lear this lerebing program could be
extended to residential and commercial morteapge-hucked weearitios.

The Fed is also willing o provide pumsnices on browbled assets 10 backstop straggling financiad
institntions, Probiems af Bear Stegms, AT and CHigroup were rosobved bofore they ovenvhelnied the
broader financial aystemn n park through pusrantees on bad assets from the Fed.

Money markets have respanded to the Ped's unprecedented actions. Libor has fallen, suggesting that
the interbank lending market i performing beteer. Conunercial paper rates have faflen, snd the volume of
newy issugnce has sharply imercasced. Residential mortgage rates have also dectined, with 30-year fined raies
Fir primc conforming borrowers falling from over 6% to closer to 3%, Pespile the bolior muney markes
conditions, they remain far from nosnal, snd even after financial nskitutions begin lending moce Frecly 1o
mee another, they will be stow to extend credit more freely to households and businesses, giveo their
mounting worries over the creditworthiness of ad] borrowers in & spvere reeession. Moccaver, fower
mottgage rates will do litthe to quickly vevive home sales, given vising unemployment and plenging house
prices.

How large a fiseal stimulus?

The goak of fiscal stinsulus messores is Lo maxknizc the near-term boost to economic growth without
weakening the ecomomy’s lomgee-icrm prospeets. This reguires that the stimmlus be implemenied quickly
and et #s benefils go Bt and predominately (o those hust most by the econony’s problems. The anwount
spent on the stimuies should be tarpe enouph to provide a measurable boost bt not so lacpe that it harms
the sution's fong-term fiscst condilion. The fkely severily and fength of the curvent recession means the
stimulbus plan should be very Jarge: Given that the direct economic costs of the financial panic are estimated
at $750 biltion, this would be a good benchmark. Such a stinaulus pian would be four fimes the sbe of the
Lax rebate chocks maiied this past sumerer and would equal more than 5% of GIP,

1o provide the largest bang for the back, a well-designed stinmilus plan shosld inchude a temporary
increase in goveristent spending. Spending ncreases beneflt the econumy s soon as the money is
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dishursed, and dhe coonomie benefil is fess likely to be diluted by increased impaorts, The most efficacious
spending inchedes extending unemployment insurance benefits, expanding the food stamp program, and
ircreasing aid 1o havd-pressed state and bocal govermnents. Increasing infiastiucture spending would also
preatly baost the coonomy, particadarly in the curvent downtore, as the economy's problems are expested Lo
[ast for an cxtended petiod and mtost of the money will be spent on hiring workers and on materials and
equipment produced dormestically,

Tax cuts shonid aso be part of 3 welb-desipned fiscal stmuelus plan, as they can be implemented
relatively quickly. Particutarly helpful would be tax cuts that bencf [ower- and middie-income households,
pethaps in the form of pavioll tax credits. Investment and job kax benelis for businesses ate less
economicaily efficacious but are not particalarty costly and could he incleded 1o more widely distribute the
benefits of the stimubus puckagre, Axsuring higher-income honseholds gdhat thelr evx rates will not increase
any time soon woukd abso bo holpfub.

U1 sind fizodl stamps

Usten benefits for worleers who exhaust their repular 26 weeks of unemployment insgerance berefils
and expanded food stamp payments have been part of the federai vesponse to most vecessions, and For good
reasorl: They ave the most efficlent ways to prime the economy’s pump. Simelations of the Moody®s
Leonomy.com inacrosconomic model show that every doliar spent on LUE benefis gencrates an estimated
$1.63 in near-fenn GDP. ™ Doosting food stamp payments by S1 increases G by $1.73 (sec Table 1)
People who recaive these henedits ave hard-pressed wnd will spend any finsnciad sid they receive very
quickly. Another advantage is that these proprams arc alrcady opecating and can quickly deliver a benedlt
increase to recipients. The virtue of exdending U1 benelits gocs heyond simphy providing Anancial aid for
the jobless to more broadly shoring up bouschold conlidenee. Nothing is more psychologically debilitating,
even to those sttf employed, than weiching uncmploved friends and relatives fose their sowrces of
support.”™ tncreasing Food stamp beacfils has the added virtue of helping people insligible for UR such as
par-iime workees,

Table 1: Fisca! Stimulus Bang for the Buck
Source: Moody’s Econamy.cam

 Bang for the Buck:

Tax Cuts

" Nonrefundabie Lunp-Sum Tax Rebate Ce o
' 'Ehemndabie Lump-Bum Tax Rebate 1.22,
Tﬂmﬂﬂfﬂf‘.ﬁfﬁxc“tﬁ : T
Peymil Taxdoliday b 128
 iAcwss the Board Tax Cut e e MBS
ihcc&iesaied Deepreciation 0.25;
Femanent Tax Guts : S
f.E:-ciertd Adisrnafive Minimum Tax Patch 045
:Make Bush ncome Tax Culs Pemmanent 1 oM
‘Make Dividend and Capital Gams Tax Cuts Fermaﬂent P 3
CutinCoporste Tax Rate 0 63
iﬁuemﬂﬂﬂ increases A .
‘Extending Unemployment lsurance Benefits | S 18
Temporary Ineresse in Food Siamps ¥
{General Ald to Stale Goweraments 0 188
Incfeased infrastruclure Spending S 159

;Nule Tha bang for tha buck iz estimated by the ar-e year § change in GOF for a given § rea

. “E.‘.:.:ge ]



Aid to staic and local governments

Another economically potent stimulus is o provide additional aid to financially pressed state
governments, This could take the form of gencral aid or a temporary increase in the Medicaid matching rate

to ease the costs of healtheare coverage,

Ower 40 states and & rapidly increasing number of localities are already grappling with significant
fiscal probloms. Tax revenue growth has slowed sharply along with talling home sales, property values,
retail sales and corporate profits. Personal income tax receipts have also begun to suffer as the job market
slumps. Big stales including California and Flovida are under severs financial pressure, and smaller states
including Arizona, Minnesota and Maryland are struggling significantly. The gap between state and local
government revenues and expenditures ballooned to over 8100 billion—a reeord—in the third quarter of
2008, according to the Bureau of Economic Analysis (see Charl 6).

Chart 6: State & Local Budget Shortfalls Worsen
State and local govt. expenditures less tax revenues, $ bil
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Because most state constitutions require their governments Lo guickly climinate deficits, most have
drawn down their reserve fimds and have already begun o eut programs ranging [rom healtheare to
education. Cuts in state and local government outlays are sure o be a substantial drag on the economy in
2009 and 2010, Additional faderal aid to state governments will fund existing payrolls and programs,
providing a relatively quick economic boost. States that receive checks from the federal government will
guickly pass the money on o workers, vendors and program beneficiaries.

Arguments that stale governments should be forced to cut spending because they have grown bloated
and irresponsible are steained, at best. State government spending and employment are no larger today as 4
share of lotal ceonomic activity and employment than they were three decades ago. The contention that
helping states loday will cncourage more profligacy in the firture also appears overdone. Apportioning
[ederal aid Lo states based on their size, rather than on the size of their budget shortfalls, would substantially
mitigale this concern.
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[nfrastructure spending

tnercased infrasiraciure spending 1s also a partiowlardy effective way to stinmlnte the sconomy. The
hoost 1o (I Fam every dollar spent ont budtding bridpes and schools [s larpe—an estimated $1.5%  and
there is litle dowubs that major infrasticucturs investinent is needed. The case apaiust inchuding such
spending as a part of 2 stiimelus plai, however, is that it generally takes substintial time for funds to Bow o
builders and contractors and ito the broader econonry.”™ Infrastrocture projects can take years from
plavaing o completion. Even ¥ the fhnds are used to finance onky projects that are well wlong in their
plaaing, ¥ is very difficult to know just when projects will get under way and whon the money will be
spent. Although this caveat is important in many cases, the economy's problems cookd exlerd welb into
200, wankening the arpianent against infrastucture spending in the cument downturn.

Personal fax cuts

A mesgareble coonomic boost wondd be provided by nplementing ihe Making Wearle Pay credit
proposed by Prosident-clect Barack Obama. This new refundable tax credit for wage earners and the self-
eenployed woukd equal 6.2% of up to §8,100 of earnings, resulting in a maxiomm credit of 5500 and $£,000
for spouses {Hing jointly. The eredit would be phased owt as adjusted gross income rises. To get some
maney into people’s packels quickly, the tax credit could be made retroactive to 2008 and rebate checks
could be sent out this spring based on income earned last year.

Under current v, personal inargingl tax rates and capital gains sk dividend moeome lax rates ane sel
to increase s 201 |, when the 200 and 2003 tax cols start to expire. AL expiration, 1) the lop margingl tax
rate for individuals will moresse from 35% to 39.6%; 2) the maximun loag-torm eapilal gaing lax eate will
increase from 15% to 2080 and 3) the top tax rafe on divided {neoms will increase from 153% 0 39.0%. A
modest stimudies woukd be provided by codifying the currently lower lax rales for individuals who make
feas thany $250,000 womualty as Obama has promised, Altkough taxpayers carning more than $250,000
armuably Hhely expect their tax rates to fse, it would be benelicial i they are assured that this Inerease will
be phased in over several yoans.

Business tax incentives

‘Temporary tax inceativies o support business investiment and hiring do not provide & particolarty large
ceonomic benefil, but they are penerally not very expensive and they do distribute the benafits more
widely. Accelerated depreciation by large businesses and expensing of investment by small businesses
were irchided i Bast year's fiscal stimulus, These benefits have expived, however, and extending these tax
benefits througi 2010 would forestall a badly timed additional facior depressing business investment,

Lconemic impact of stimubus measures

Untess poiicymakers quickly mplement 4 very farge and clfeative Bseal slimuofus plan, e coonomy
appears headed for the worst downtum sinew the Great Depression. The Momdy's Lconomy com
macroeeonom e niedels simobalion resalis support this assessment. Simutating the medel assuming that
there is no added (seal stiredues except o that provided by the automatic stabilizers alveady in place, reat
{13 woukd decdine lor elghd sieaiphd quarters, fafling by a smnning 3.7% n 2009 and another §.6% i
2010 Fhis would be more severe than the early 19805 recessions, which combined wees the worst since the
Lepression. Some 7.6 million jobs would be lost from the pesk in employinent at the start of 2008 to the
bottomt in employmend by {ate 20140, pushing the nunemployment rate to over 11% iry early 261 1.

‘The boplementation of a fiseal stinmlus pian beginning, @ early 2009 would make a substantial
diflerestce in the cconomic outiook. This can be seen by shnulating the reaceo model assining that a $750
billion stimulus program is implemented in 2009 and 2010 {see Table 2). The pha mchudes $450 billion in
icreased poveriunent speiding, composad of nearly 345 Willion in additional spending on U benetits and
Toods stanps, $125 billion n increased aid to state govemments, 5160 billion in grester nfrastructure
spending, and $120 billior on healtheare and education programs,
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The pian also ieludes $300 biilon in lax culs, composed of $100 biilion in business tax benetlts and
$200 Hillion i tax cals o mdividual. Rebate cheeks ave assained to be mailed in the second quarter of
2009, The stimuius abso ineludes changes 10 the 1ax 1aw do make permanant cutrent marginal tax ates for
twpayers who make loss than $250,800 a year and to allow for a phase i from 2011 to 2014 of higher
marginal rates for taxpavers who make more, ™

The 5750 billion stimwius plan would rot forestal] a sizable decline i real GEP 10 2008, [t 2 would

eassure that real GO retuens to s previous peak by the second half of 20190 {see Tubie 3). The fiseal

stimnks lnts the peak-to-trough decline in fobs to some 5 million, and the wnempluyment make peals at

neardy 9% in carfy 2010, Wik the stimulus, the uvnemployment rate falls back to ils full employment rate of

close to 5% by late 202, Without the stimubus, the unemployment rate ises W well over 11% by mid-
2010 and ends 2012 at over 8%, stiit extraordinaity high (o Chart 7).

Table 3: The Economic Bonalif of 3750 Elliimn F;sca! Stimulug Package
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Chart 7: Fiscal Stimulus Makes a Significant Difference
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Despite the added [ederal government borrowing necessary to finance the stimulus, it would not lead to
excessively higher long-tern Interest rates. Given all the current demands on the Treasury, total bond
issuance wilh the stimulus would approach a record $2 trillion in fiscal 2009 and about the same n fiscal
2010, but private bond Issuance would remain extraordinarily depressed during this period, The moribund
issuance of corporate debt, emerging market debt, and private-label mortgage and asset-backed debt will
eventually revive, but total credit market needs including the record Treasury issuance will remain modest
enough that the 10-year Treasury yield would remain below 4% through 2010 1t is now firmly below 3%,
Other long-term rates, including corporate bond and mortgage vates, would rise by even less as eredil
spreads narrowed, reflecting the stronger economy and reduced credit concerns,

All regions of the country will measurably benefit from the hscal stimulus, bul some will benelil more
than others. The most significant boost will be provided Lo states that are being hit hardest by the housing
and foreclosure crisis, such as Florida and Nevada; that rely heavily on the inancial services industry, such
as Mew York and New Jersey; and that also depend on the auto industey, such as Michigan and Ohio,
Without a fiscal stimulus, the job market sulTers significantly, inducing more foreclosures in those parts of
the country where house prices have [allen most sharply, and undermining the demand for big-ticket items
such as vehicles and discretionary activitics such as tourism. Layoffs on Wall Street will also intensify as
Minancizl markels and institutions are hammered by the impact of 8 much weaker economy on stock prices
and eredit markets. The economic benefits of the fiscal stimulus are less pronounced in the nation's
agricullural and energy-producing regions. The economies of these areas are boosted by more infrastructure
spending and the increased federal aid for their state governments, but agricultural and energy prices will
remain low, because they are determined in global markets and not materially lifted by the fiscal stimulus.

Conclusions

A long history of public policy mistakes has conlributed Lo this erisis. Although there will surely be
more missteps, only through further sggressive and consistent government action will the UL, avoid the
most severe economic downturn since the Cireal Depression.
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Irx some respecis, this orisis has 1ts penesis in the long-held economic poiicy obiective of promoting
Ltneownsrship, Since the 19305, federal housing policy has haen geaved towird incrensing
homeownership by heavily subsidizing home purchases. Although homeownership is g wortlyy goal,
fosteringe slable and suecessful conununities, B was catried too fir, producing a bubble when mililons of
people became homeowners who probably shoold not have, These peopde are now losing their homes in
Forcelosure, undermining the viability of the financial system and presipilaling the recession,

Perhaps even more inportant has been the lack of effietive repulstory oversight. The deregulation that
bogan during the Reagan adntinistration fostered fimancial innovation and increased the flow of credit to
businesses and hotseholds, But dereguistory fervor wenl too far during the housing boom. Mortgage
lenders established corporate struciumes o avaid eversipht, while at the Tederal Reserve, the nation's nost
inypestant fueancial segubator, there was & genoral distrust of repntation,

Diespite all this, the panic that has roiled Gnancist markets might have been avoided had policymakers
responded more aguressively Lo the erlsls early on, Officials misjudged the severity of the situation and
allowed themsehvos to bhe hang up by concerns about momal hazasd and fiimess. Considering the
widespread loss of wealth, it is now clear they wabted much too long $o ack, and their respanse 1o the
fimancial fatlures in carly Septetnber was inconsistent and ad hoo., Nationalizing Fannic Mae and Preddis
Muc but fotting Lehmen Brothers fail confused and spooked global investors, The shoeking initial faiiure of
Congross 1o pass the TARP legislntion caused credit markets to freese amd send stock and connnodiby prices
crashing.

MNow, a new podicy consensus bas been forped out of financial eollapse. B (s widely held that
poticymakers must take appressive and consistont action o guell the pante and mitlgate the resulting
aconomic Tallout, A untetfered Federal Reserve will pamip an uiprecedented amonnt of liquidity nto the
financial systein to malock money and eredit markets. The TARP fund will be deployed more broadly, amnd
another nmch karger and comprehensive morlpaie foan modifleation prograin is needed to Bunt firther
increases in foreclosures. Finatly, another very sizable cconomic stimaulus plag will be needed mdy next
ver, The most economicatly efficiont plan would inelude aid to state governments and mfrastrochors
spending, Tu addilion to another round of tax cats. The econromy's problams ave likely to continue long
encugh f ke sueh spending parliculasdy helpfal a vear from now.

Fach of these easures carries substantial costs, The federal budges deficil, which topped 3450 hillion
ir fisead 2008, could casily top BE wiltion in fiscal 2009 and remain very gh in 2010, Boreowing by the
Treasury will top 32 ee{llion fhis vear. There will also be substantizl long-lerm costs 1o extricate the
governimen from the financial system. Unintended consequences of all the actions taken in sueh a shoit
period will be considerable. These are problems for anuther day, however. 'The fnancial system s In
disarray, and the econminy's stuggles are intenstfying, Policymakers are working hard to quell the pasic
and shora np the econony; bud given the magnitude of the crisis and the continuing risks, policytrakers
st be aggrassive. Whether fiom a natural disaster, & terroeist atlack, or a financiad calamify, crises end
only with overwhelning govemment action,

_Efl"ha London oterbank offered rale 18 the lerest rade at which major banks lend to one another,

" Currency swings have been wild cnough 1o prampt discussion of coordinated povernment intervention,
This seemns wnhikely, m part boeguse the correney moves wtii recently have been largely welcome, A
stronger 115, doflar means global investors still view the 1.5, as a haven, which is important as the
Treasury vomyps up borrowing, Nations whose currencies are thlling against the dobtar are hopefuf thal this
will reduce pressures on their key export industries,

" Whein all the GDP rovisions are in, they are expected fo show that real GDP also fell in the fivsk guarier of
2008, Sccomd guarler growth was supported by the tax rebate checks as part of the first Tiscal stimtdos
packape.
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¥ State recessions are determined using & methodolopy similar 1o st used by the business eyele dating
conrmittee of the Mational Bireaw of Uconamic Researct: for nationat recessions,

¥ For a moe thorough discussion of the wealth offect, see "MEW Matters,” Zandi and Pozsar, Regional
Finaneial Review, April 2006. In this article, the housing wealth effect is estimated to be closer to 7 cents,
witile the stock wealth effect (s nearer to 4 cents,

¥ This was part of a fatled effort to rein in the double-digit inflation of the periad.

“ The modei is a lazge-scale econometric nodel of the U5, economy. A detailed description of the model
is wvailabde upon request.

" The slump B consumer contidence after the recession n 1990-1981 may have been due in part to the
st Bash admmisteation’s initiad opposition te extending UE benefits for hundreds of thousunds of workers,
‘Fhe administration wilmately seeoded snd benofTts were extended, but only sBer confidence had waned
and the Dedgling reeovery spultored.

™ Bt showkd be noled thal the coonomic bang for the buck ostimstos measure the change i GEYP one year
gfler spoeading actually ooeurs: il says rothing aboul Bow long i1 may take o col a cheek fo s butlder fora
new school

* The cost of these tax baw changes is ot ineluded as part of the cost of e skinelus plan,
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United States House of Representatives
111" Congress

Steering and Policy Commiltee

A Comprehensive Jobs and Recovery Plan

RRemarks ol Professor Robert B, Reich
January 7, 2009

Committee chairs: Thank you for inviting me to speak to you today on the
need for a comprehensive jobs and recovery package, and how it can most
ellectively address the severe cconomic Crisis we are Dow expericneing.

The preblem and the need

The core problem we face is #of access to capital. The Treasury has already
flooded Wall Street and the banking system with money, commilting nearly
$350 billion; the I'ederal Reserve Board has exchanged Treasury bills for
some $2.2 trillion of troubled assets; other agencies, such as the FDIC, have
guaranteed {rillions more. But there has been no appreciable result, Banks
will not lend because they fear borrowers will not repay; businesses will not
borrow because they do not have adequate markets for their poods and
services; individnals cannot and will not borrow because they do not have
cnough reliable meome to do so.

The core problem lies on the demand side. American consumers, whose
purchases represeni 70 percent of the cconomy, do nol have the purchasing
power to maintain overall demand for American goods and services.
Businesses will not invest unless consttmers are able to buy. Exports cannot
possibly fili the gap. Inadequate demand is forcing the privaie sector (o fay
off large numbers of workers, which, in turn, is further reducing the buying
power of consumers. In 2008, 1.9 million jobs vanished -- the bigpest drop
in non-farm payrolls in thirty-four years. We are caught in a vicious cycle.



As the buyer of last resort, the foderal government must respond if that cycle
is to be reversed. In my judgment, this will require a stimulus of about 6 and
a half percent of gross domestic product, or a fotal of some $900 billien,
spread over two years, That's my estimate for the shortfall in private
demand. But the federal government should stand ready to spend larger
sums i necessary to get the economy back on track toward full capacity.
The danger is not fhat the government will do too much; the danger is that it
will do too little, too late.

Without such action, T estimate that another 3 million jobs will be lost in
2009, wnemployment will rise to 10 percent of the workforce by the end of
this year, and under-employment - including people working part-time who
would rather be working full time, and those too discouraged even to look
for work — will reach 15 percent, Without federal action, next year could be
even worse.

People ofien ask where the money for the stimulus will come from. The
answer is the same places from which the Federal Reserve and the Treasury

~ have financed their far larger attempt to rescue the financial system. The
bulk of the money will have to be borrowed from abroad, largely from China
and Japan. This 1s less than ideal, but failure to adequately stimulate the 11.5.
economy, resulting in years of economic stagnation, would be far worse —
both tor us and for the rest of the world. Moreover, our current ratio of debt
to gross domoestic product is still below 50 percent, not substantially higher
than that of most other industrialized nations. In 1946, ouwr debt o GDP
ratio was over 100 percent.’ Most of the declines in our debt-GDP ratio over
the veats have been achieved through higher levels of economic growth
rather than through less debt. The sooner we retum (o growth, the better able
we will be to reduce this ratio.

The goals of the recovery plan

In my view, the goals of the economy recovery plan should be to:

B Strengthen traditional safety nets;
B Increase purchasing power, especially among the boftom half}

n 1946, just afler World War 1, the national debt amounted to $241.9 billion and the
GEP, $222.3 billion, resulting 0 a debd-GDP mtio of HIE.E percent.
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B Create as many new jobs as quickly as possible;
B Get the long-term unemployed and the poor into many of thosc jobs.

‘The recovery plan also presents an opportunity to make “down payments”
on the important goals of reducing the nation’s dependence on oif and
improving access to health care.

My recommendations for accomplishing these goals arc as follows:

Strengthen safety nets. America’s currcnt safety neds are inadequate for a
recession this deep. They must be strengthened if millions of American
families are o avoid extreme poverty. This will not only provide Americans
more ceononiie seourity; strengthening our saleiy nets is also a speedy and
direct means of stimulating the economy. Stronger safoty nets will enable
jobless families to continue to purchase goods and services, and thereby
coniribule to overall demand. Indeed, precisely because they are needy,
these families are most likely to spend every extra dollar they receive,

1. Expand eligibility for unemployment insurance to cover contingesni
warkers. Unemployment insurance now covers oily 37 percent of people
who lose their jobs.” Those who are not covered are largely contingent
workers typically earning low wages -- employed part-time, often in more
than one job; or moving {rom job to job, often within one or lwo years, The
recovery package should enable states to provide vnemployment benefits to
all workers already eligible and to expand eligibility to cover these
conlingent workers, When the economy recovers, these costs can be paid
through a small increase in the FUTA tax.

2. Extend unemplovment benefits. In the current economic downtuarn,
increasing mumbers of uncmployed workors are exhausting themwr benefits,
The current 13-week extension of benefits ends in March. Given the
infensity of the economic downturn, benefits should thereafter be extended
for 26 wecks.

3. Expand access fo health care for the unemploved. Subsidize emplovers
who continue to provide health benelits to latd-ofT workers and their

* National Employment Law Project, “The Employment Insurance Modernization Act:
Filling the Gaps in the Unemployment Salely Net White Stmudating the FEconomy,™
MNovember, 2008,



families. Enable other laid-off workers and familics to be eligible lor
Medicaid.

4. Enlarge food stamp allocations. As of Seplember, 2008, a record 31.5
million Americans were enrolled in the Supplemental Nutrition Assistance
Program, roughly 10.3 percent of the population, each receiving $100 per
month per family member. These numbers can be expected to rise
considerably in 2009 and 2010. The current economic cmergency is putling
many more Americans at risk. Food stamp allocations should be increased.

5. Exiend lifetime TANF benefits bevond 60 months. Temporary Assistance
for Needy Families {TANF) limits lifetime benetits to sixty months.
Although the number of families receiving benefits has declined markedly
since 1996 when the law was enacted, the nation’s poverly rate remained
roughly the same through 2007, when 9.8 percent of American familics were
in poverly. This suggests that a major reason for the decline in the number of
families recciving TANE benefits has been the increasing numbers reaching
the 60-month limit. The severe recession we are now experiencing 1s hkely
to signiNcantly enlarge the portion of American families in poverty. For this
reason, the 60-month limit should be Tifled, al least until the economic
emergency is over.

Increase purchasing power, especially among the bottom half, A major
reason why American families cannot now buy the goods and services our
ceonomy is capable of producing is their incomes are inadequate. The
decline in median family incomes durimg this decade was masked by the
housing bubble, which enabled many families to borrow against their
houses. Now that that bubble has burst, they can no longer rely on such
borrowings to finance their purchases, Yet the purchasing power of
American families must be enhanced if the economy is to rebound, A quick
and religble way to accomplish this is to reduce their taxes. Cutting the taxes
of middic and [ower-income lamilies will give the economy a bigger boost
than cutting the faxes of higher-income familics because the former are more
likely to spend rather than to save any extra dollars.

1. Cut income taxes for the middie class. Reduce incomc taxcs by $500 for
single filers with up to $100, 000 of income, and by $1000 per couple with
up to $200,000 ofincome, This tax cut should be fully refundable. That is,



people who earn too little to pay federal income taxes should receive these
sums as direct payments.

2. Make the Child Tax Credit fully refundable. The Child Tax Credit is now
$1000 per child, through tax year 2010. But because it is not fully refundable
to low-income lamilies who don’t pay enough taxes to qualify, an estimated
10.6 million children were ineligible for it in 2007, and an additional 11
million received less than the full amount. The Child Tax Credit should be
made fully refundable.

4. Expand the Earned Income Tax Credit. Add $300 to $1000 for eligible
families with one or more children, and $400 to $800 for marricd couples
without children,

5. Exempt the first $15,000 of wages from the payroll tax. Most American
laxpayers pay more in payroll taxes than they do in income taxes. Exempting
the first $15,000 of wages [rom the payroll tax, at least for the next two
years, is another direct and immediate way to increase the purchasing power
of American families.

6. Eliminate sales taxes, temporarily. A “sales tax holiday” would increase
consumption immediately. The federal government would reimburse state
and local governments for lost revenues.

Create new jobs as quickly as possible. The focus should be on jobs that
can be created quickly, that respond to current public needs or build
productive capacity for the future, and which arc undertaken in the United
States.

1. Relieve shortfalls in state and local government budgets, thereby saving
and increasing public-service jobs. This is the fastest way to generate jobs,
State shortfalls alone are projected to total approximately $350 billion
between fiscal year 2009 and 2011, As a result, states and locales have been
cutting jobs in almost every area of public service — primary and secondary
education, education of students with disabilities and special needs, after-
school programs, parks, sanitation, recreation, libraries, community colleges,

? See Center on Budget and Policy Priorities, “State Budget Troubles Worsen,” updated
December 23, 2008. http:/www.cbpp.org/9-8-08sip.him |
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higher education, public hospitals, public transportation, and family services
— as well as health-related jobs financed by Medicaid. Many of these jobs
arc typically filled by women and by lower-income workers. Many respond
to needs that are growing as the ceconomy fallers, The recovery plan should
cover these state and local shortfails and, ideally, provide additional funding
to meet growing needs,

2. Create jobs repairing and upgrading the nation’s roads, bridges, ports,
levees, water and xewdage systems, public-transit systems, electricity grid,
and schools, and fnvest in energy conservation. Such spending not only
stimulates the economy; it expands the economy’s future productive
capacily. The challenges will be to undertake these initiatives reasonably
quickly — federal conracting procedures are typically lengthy — and to Hmit
them to those with large social bencfits while avouding “pork-harrel”
projects.

3. Creare jobs in new technologies -- especially non-fossil based sowirces of
energy, universal broadband Internet access, and computerized health
information -- using “Buy America” provisions. These can be critical public
investiments for the future, Yel many of these technologies — wind tarbines,
solar cells and panels, electrical conductors, and so on — are now gither
produced abroad or could be. In order to achieve the most effective stimulus
and create the largesi number of jobs in the United States, as well as
encourage the development of these industrics here, they should be sourced
here. Although “Buy America” requiremnents under current laws are complex
and hapharardly enforced, the stimulus plan should be clear about this
requirement, and it should be fully enforced. *

4. Mundate prevailing wages. It the plan Is to maximize the number of jobs
and the purchasing powcer of American workers, local wages must not be
undermined. All contractors utilizing money from the stimulus package —
whether hired by federal, state, or local governments - should pay prevailing
wages, The Davis-Bacon MeNamara-(3Hare Service Contract Acts should
be made applicable.

Make sure the poor and long-term unemployed get a portion of those
jobs, Lower-income Americans -~ including women and minorities, and the

* This is nol an argument for giving a preference to 11.8.-based companics, but for
comparties headguarteved anywheve around the world which will agree to produce tn the
United States. Nor should this be construed as a “beggar thy neighbor™ form of rade
protection. Foderal contracts are already subject to “Buy American™ laws.
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long-term unemployed -- are espectally hard hit by this recession, L is
important that these people have a tair chance to get the new jobs that will
result lrom lederal action. This is also good for the economy. These groups
are most fkely to spend any extra income they receive. And their spending
is likely to promote other jobs on the Main Streets of the lower-income
communities in which hey live.

1. Require contractors to set aside 20 percent of jobs for such groups. All
contracts entered into with stimulus fiinds — either by federal, state, or local
governments — should require contractors to provide at least 20 percent of
jobs to the long-term unemployed and to people with incomes at or below
200 percent of the federal poverty level.

2. Create a “Green Jobs Corps.” Low-income and low-skilled workers
should be put directly to work providing homes and busincsses with more
efficient and more renewable heating, lighting, cooling, and retrigeration
syslems; iostatling solar panels and efficient photovoltaic cells;
rehabilitating and renovating older properties, and improving recyeling
sysiems. Green Jobs Corps teams could be trained to evaluate and advise
homeowners and businesses on these and other means of conserving
energy.”

3. Provide job training linked to these and other jobs generated by the
stimulus. These “green’™ jobs, as well as many others generated by the
stimmulus — installing new pipes for water and sewage systems, mixing and
pouring cement, laying asphalt, installing and repairing basic equipment --
can be done by people who veceive relatively shorl-lerm Lraining for them.
At least 2 percent of project funds should be allocated to such training, most
efficiently through the Workforce Investment Act. In addition, advantage
should be taken of building trades apprenticeships, which must be fully
available to women and minorities.

4, Provide income assistance dwring training. One of the biggest barriers for
vulnerable populations who want such traning is their need [or income
while heing trained. Income maintenance should be assured for the duration
of training, up to six months.

> See Mathew Forstuter, “Green Jobs: Public Service Employment und Frvironmenta]
Sustainabiliy,” Challenge, Tuly-August, 2006,
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A note about hossing, No stimulus can fully succeed if millions of
American families continue Lo lose their homes through foreclosure,
Housing markets will continue to decline, people cannot move to take new
jobs, and industries such as construction and retail services will continue to

shed jobs.

Mortgage mitigation efforts to date have failed lurgely because investors
won't agree fo lake their losses on bad investments. In my view, the answer
is to enable families to write down their home mortpages in bankruptey —
just the way businesses can do with commercial properly and people can do
with vacation homes and investment properties. This change in bankrupley
law should be part of the stimulos plan.

Concluston. The federal government’s responsibility for restoring aggregate
demand is at least as great — arguably, far greater — than its responsibility for
rescuing the financial system and helping U.S. automakers restructure.
Without adequate demand, credit mackets will continue to be frozen and
major American industrics will tanguish. Yet there is no ready formula for
how the federal government should proceed because we have not been here
before.

This largest and most serious economic downlurn in more than sixty years
will require both a willingness to try new policies and to change course if
those policics appear Lo be ineffective relative to their costs. The danger is
not that the federal government will do too much but, rather, that it will do
too liltle.

Whatever is contained in the stimulus plan must also be clear and
transparent, so that the public can know and understand what is being tried.
{'inally, although the ferocity of the downturn necessitates quick action,
policy makers and the public will need to be reasonably patient. Even with
the best of policies, a substantial and sustainable turnaround cannot be
expected any time soon.
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Thank you for the opportunity to speak with you about
the current economic situation and the appropriate policy
response. Ilook forward to your questions after my brief
statement.

The current financial crisis and economic downturn are
the worst that | have experienced. I believe this will be a tonger
and more damaging recession than any since the depression of
the 1930s.

This downturn is very different from previous recessions.
Past recessions occurred after the Federal Reserve raised the
short-term interest rate in order {o counter rising inflation.
When it felt that it had succeeded, the Fed reversed direction
and lowered rates. The lower rates then caused an economic
recovery, primarity by stimulating housing construction.

The current recession was not caused by Federal Reserve
tightening and the Fed has therefore not been able o revive
the economy by lowering rates. Because of the dysfunctional
credit markets and the collapse of housing demand, monetary
policy has had no traction.

Stopping the decline of the economy and returning to
sustainable growth will require two different kinds of policies:
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- apolicy to fix the housing problem that is the
fundamental cause of the financial crisis, so that
normal flows of private lending will resume

- afiscal stimulus of reduced taxes and increased
government spending to bring back aggregate demand

Today one cut of every four mortgages exceeds the value
of the home, giving the homeowner an incentive to default. As
house prices fall, that incentive gets stronger. The fear of those
defaults and of the resulting downward spiral of house prices
means that financial institutions cannot have confidence in the
solvency of other financial institutions and even in the value of
their own balance sheet. That lack of confidence steps the
lending needed for a return to sustainable growth.

Some months ago [ proposed a policy based on Mortgage
Replacement Loans that would allow house prices to continue
the necessary adjustment to the pre-bubble fevel without
triggering a rise in defaults and foreclosures. I have explained
in my longer statement for this hearing how this would work.
It would require a one-time expenditure of about $150 billion
that could come from the TARP funds.

The other proposais to help individual homeowners who
are having difficulty meeting their mortgage payments wouid
not ge far enough to end the uncertainty about future
mortgage defaults that prevents the recovery of the credit
markets.

But while fixing the credit markets is necessary for
sustained economic growth, it will not bring the economy back
to full employment. Because monetary policy is not effective,
reviving the economy requires a major fiscal stimulus from tax
cuts and increased government spending,
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It pains me to say that because [ am a fiscal conservative
who dislikes budget deficits and increases in government
spending. Budget deficits and the resulting increase in the
nationai debt impose burdens on future generations whao will,
as a result, face higher tax rates that will then weaken the
future performance of the economy.

But while accepting that a fiscal stimulus is necessary in
the current circumstances, it is important o design the tax cuts
and the spending changes in the most cost-effective way.

Experience has taught us that one-time tax rebates are a
bad idea hecause they raise consumer spending very little per
dollar of deficit. So income tax changes should be permanent.

Tax cuts that strengthen marginal incentives are better
than tax cuts that just raise after tax income. A permanent
reduction in the income tax egual to about 20 percent of an
individual's payroll tax payments would strengthen incentives
and raise long-term employment by more than an equal cost
$500 per employee fixed tax cut.

Postponing the rise in personal tax rates on dividends and
capital gains for five years would increase share prices,
thereby raising consumer spending and business investment.
Postponing the scheduled rise in the tax rate on high income
taxpayers would raise consumer spending now.

A lower effective corporate tax rate would encourage
more investment and employment in the United States.

The plan to raise spending by some $200 billion a year, an
amount equal to about 40 percent of nondefense discretionary
spending, runs the sercus danger of wasteful spending. To the
extent that it is possibie, the choice of outlays should be
governed by the following four principles:



- First, they should raise demand for output and
employment guickly in 2009 and 2010 with only a short
tail into later years.

- Second, there should be an exit strategy. The
spending should not create a political dynamic that
makes it hard to stop

- Third, the spending should produce benefits beyond
just creating jobs or should produce things that would
otherwise have to be produced in a later year.

- And fourth, the spending should create favorable
incentives and avoid unfaveorable incentives effects.

As you know, President-elect Obama has identified five
priority areas for increased spending: health, energy,
education, infrastructure, and support for the poor. Although
these important areas can benefit from increased spending,
there are other parts of the budget that could alse be useful as
part of the stimulus package.

Since the defense budget is as Iarge as all of the other
discretionary spending combined, it is surprising that defense
is not proposed as a part of the overall stimulus package. itis
surprising also to read in the press that there will be
reductions in military spending because of the weakness of the
econamy. That logic is exactly backwards. The overall
weakness of demand in the economy impilies that the next two
years are a time when military spending along with other
government spending should rise,

The actions of the military in Iraq and Afghanistan have
depleted supplies and increased the wear and tear on



equipment. Both supplies and equipment will eventually need
to he replaced. Now s the right time to do that.

Military recruiting and training could be expanded in
response to the larger than usual numbers of unemployed
young men and women. [t would also be possible to depart
from the military’s traditional enlistment rules and bring in
recruits for a short two-year period of training followed by a
return to the civilian economy. This would provide education
in a variety of technical skills that would lead to better civilian
careers for this group. It would also provide a larger reserve
force that could be called upon if needed by the military in the
future.

The intelligence community and the FBI are also
apparently facing potential budget cuts at a time of increasing
terrorism and greater crime rates. A temporary increasein
funding for these agencies could fiil important gaps in training
and facilities.

Another important omission in the current stimulus plan
is funding for research. Government spending for research is
projected to fall in 2009 even though additional research
grants from the NIH and NSE could allow universities and
hospitals to expand a wide range of useful research activities
that are now unfunded because of limited grant budgets.

There are other important areas of government spending
in which outiays can be raised rapidly on useful activities that
would also raise incomes and employment. In each area,
government hudgeting must go beyond business as usual if it is
to respond appropriately to the need for a short-term spending
surge.
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Thank vou for the opportunity to speak with you about
the current economic situation and the appropriate policy
response. i look forward to your questions after my brief
statement.

The current financial crisis and economic downturn are
the worst that | have experienced. I believe this will be a longer
and more damaging recession than any since the depression of
the 1930s.

This downturn is very different from previous recessions.
Past recessions occurred after the Federal Reserve raised the
short-term interest rate in order to counter rising inflation.
When it feit that it had succeeded, the Fed reversed direction
and lowered rates. The lower rates then caused an economic
recovery, primarily by stimulating housing construction.

The current recession was not caused by Federal Reserve
tightening and the Fed has therefore not been able to revive
the econemy by lowering rates. Because of the dysfunctional
credit markets and the collapse of housing demand, monetary
policy has had no traction in its attempt to lift the economy.



Stopping the decline of the economy and returning to
sustainable growth will require two different kinds of policies:

- a policy to fix the housing crisis that is the fundamental
cause of the financial crisis so that nermal flows of
private lending will resume

- afiscal stimulus of reduced taxes and increased
government spending to bring back aggregate demand

Fixing the Financial System

The Federal Reserve has worked very hard since early in
2008. It reduced both short term interest rates and now
longer rates. It has taken unprecedented actions in substituting
for private financial markets by buying commercial paper,
mortgages, credit card debt, and other private securities.

But this has not solved the problem of getting financiai
institutions to lend to each other and to potential nonfinancial
borrowers.

The primary reason for this absence of normai credit
flows is a lack of confidence caused by the uncertain value of
mortgage backed securities in the portfolios of financial
institutions.

These mortgage backed securities and the complex
derivatives based on them are the key to the financial sector
probiems.

To understand why, recall two things that happened in
the housing market earlier in this decade.

First was the rise and then the fall of house prices. House
prices rose dramatically until the bubble in house prices broke
in the middle of 2806. In the past 12 months, the national level
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of house prices fell 18 percent. Experts say that prices must
fall another 10 to 15 percent to get back to the pre-bubble
level. And there is nothing to stop prices from falling much
further than that.

Second was the change in mortgage lending practices.
Mortgage loans went from 70 or 80 percent of appraised value
at origination to 90% or even 100%. Refinancing and home
equity loans raised the loan to value ratio of existing
mortgages. When house prices fell, many loan to vaiue ratios
rose above 100 percent.

- Now 25% of all mortgages exceed the value of the
home. The total value of these negative equity
mortgages exceeds $2.5 trillion.

- A homeowner with negative equity has an incentive to
default and walk away from the property because
mor{gages loans are generally non-reccourse loans,
That is, if a homeowner defauits, the creditor can take
the property but generally cannot take other assets or
attach wage income in order to recover the unpaid
balance of the mortgage. Even in those jurisdictions
where recourse is legally possible, it is generally so
difficult that creditors do not try.

- This “no recourse” character of mortgages is unigue to
the United States. In every other country, mortgages
are loans with full recourse. As a resuit, even when
vrices fall sharply, homecwners do not default.

- But now home mortgage defaults in the United States
are yp dramatically. These defaults lead to
foreclosures, putting more houses on the market and
depressing house prices.



- The result is a potential downward spiral of house
prices that could fall much further than the 10 or 15 %

needed to get back to the prebubble ievel.

These conditiots in the housing market weaken financial
institutions and make them unwilling to lend to each other and
to nonfinancial companies.

Sustained long-term growth requires heaithy financial
institutions and renewed lending. To achieve that requires
ending the risk to financial institutions of a downward spiral of
house prices driven by defaults that ieads to declines in the
value of mortpgage backed securities and the derivatives based
on them.

There have been a number of proposals to help individual
homeowners who are at risk of defaulting and losing their
homes because they cannot afford their monthly payments.
These proposals focus on lowering monthly payments to levels
that individuals can afford. But they do not deal with the
incentive to default that results from high loan to value ratios,
i.e,, from negative equity.

That's why something like one-third of homeowners who
have had their mortgages restructured {oc make them
affordabie nevertheless defauit within a few months. In
contrast, someone with positive equity is his home has no
incentive to default since he can always sell the home if he
cannot afford the monthly payments.

The new administration and the Congress will develop
policies to help individuals who for a variety of reasons are
having difficuity making their monthly mortgage payments.
But this case-by-case welfare policy approach is not enough. It
does not deal with the systemic effect on financial institutions



of housing defauits and the risk of a downward spiral in house
prices.

The key policy challenge is to allow the decline in house
prices back to the pre-bubble level to occur without triggering
defaults and an overshooting of housc prices.

To do that requires removing the incentive to default that
results from high loan to value ratios. This is a difficult
probiem. | have made a specific propoesal based on Mortgage
Replacement Loans that [ believe would be a useful starting
point for designing legislation fo deal with this problem.

My proposal has two parts. The first part is for
lhomeowners who now have positive equity in their homes (i.e,
a loan to value ratio of less than one). The second part is for
homeowners with negative equity.

The first part is designed to create a “firewall” so that
homeowners who now have positive equity are not pushed
into negative equity as house prices continue to fall. The
federal government would offer such homeowners a Mortgage
Replacement Loan with a very low fixed interest rate — perhaps
2 %.

That loan would be for 20% of the amount of the existing
mortgage, with a dollar cap of $80,000. This mortgage
replacement loan would be paid directly to the mortgage
creditor who would be required to reduce the loan principal
and the monthly payments by 20 percent. The loan from the
government would be completely separate from the house and
would be a full recourse loan that the government could collect
just as it does a tax lien.

This mortgage replacement loan would create a firewall
so that a fall of house prices would not push the homeowner
into negative equity. Consider for example someone who now
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has a mortgage equal to 90 percent of the value of the home. If
house prices fall another 15 %, that individual would have
negative equity. But the 20% mortgage replacement loan
would reduce the mortgage from 20% of the house valuc to
just 72%. It would take a very unlikely 28% fall in house
prices to push that individual into negative equity.

This firewall removes 75 percent of all oufstanding
morigages from the risk of being pushed into negative equity
by the decline in house prices back to pre-bubble ievels. And it
does so0 at no cost to the taxpayers since the very iow interest
rate charged to the homeowner would equal or exceed the
government's borrowing rate. Any administrative cost or other
expenses could be borne by the creditors in exchange for the
improved security of the mortgage loans.

The problem is more difficult for the 12 million
homeowners with negative equity. A low interest rate would
not be enough to induce them to accept recourse on a
substantial part of their loan. The government must first
induce the creditors {o reduce the value the mortgage to the
current appraised value of the home, This will require the
government to pay down part of the loan and the creditor to
make the additional reduction. In exchange for this reduction
of principal, the homeowner would be required to accept a full-
recourse morigage replacement loan equal to 20% of the new
loan value. This full recourse loan would make the mortgage a
much more secure obligation,

[ have estimated that the one-time cost to the government
of achieving these mortgage paydowns would be about $158
hillion, an amount that could in principle be paid with the
remaining TARP unds.

The combination would mean homeowners would stay in
their houses and the financial sector would no longer have to
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worry about the defaults caused by negative equity mortgages
and a downward spiral of house prices.

The Need for Fiscal Stimulus

But while fixing the credit markets is necessary for
sustained economic growth, it will not bring the economy back
to full employment. The continuing economic decline reflects
both the coliapse of credit markets and also the decline of
household wealth. The fall of the stock market and the decline
of home prices have together reduced househoid wealth by
some $10 trillion. Experience with previous wealth
movements implies that this massive wealth decline will cause
annual consumer spending to fall by about $400 billion.

The challenge for policy is to fill this gp. Because
monetary policy is not effective, reviving the economy required
a majar fiscal stimulus from tax cuts and increased government
spending.

it pains me to say that because [ am a fiscal conservative
who dislikes budget deficits and increases in government
spending. Budget deficits and the resulting increase in the
national debt impose burdens on future generations who wili,
as a result, face higher tax rates that will then weaken the
future performance of the economy.

But while accepting that a fiscal stimulus is necessary in
the current circumstances, it is important to design the tax cuts
and the spending changes in the most cost-effective way.

Tax Cuts
Earlier this year, the Congress passed a one-time tax

rebate of $80 billiont and the money was in the hands of
taxpayers by May and June. Unfortunately, consumer spending
responded only very weakly. | presented evidence in the Wali
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Street Journal (August 6, 2008} that consumer spending in the
second guarter rose by only $12 billicn or about 15 cents for
every dollar of tax cut. The rest was saved or used to pay
down debt.

Other past attempts to use fiscal policy for stabilization
have also not worked well because of crowding out and
because of long lags between legislation and the flow of funds.
Some of these past problems in using fiscal policy to stimulate
demand may be less of an impediment in the current
circamstances. Government borrowing fo finance fiscal
deficits will not be offset by higher interest rates since the
current environment is characterized by very easy money and
a dysfunctional credit market. The delays in starting
infrastructure projects and the long tail in that spending are
niot likely to be as much of a problem now because the current
downturn is likely to last much longer than previous ones, in
the past, the average recession lasted oniy 12 months from
peak to trough. This recession has already lasted 12 months
and probably will last a goced deal longer. | believe we will be
lucky if we see the recession end in 2009. Once the recovery
begins, the upturn will be very siow because households need
to increase their saving - i.e, to consume less -- to rebuild
their wealth for retirement and other purposes. So fiscal policy
is likely to be useful even if it is not strongly effective in 2009,
It is not likely to overheat the economy if it continues to add
significantly to demand ir 2010 and 2011.

Although a one-time {ax cut may not be effective, other
forms of tax cutting can increase aggregate demand. During
his campaign, President-elect Obama promised a permanent
tax cut of $508 per employed person. That would generate an
annual tax cut of about $70 billion and would probably raise
annual consumer spending by about $50 billion.



Experience confirms that some form of investment tax
credit or bonus depreciation could stimulate business
investment, especially if it is not recaptured later. A larger R&D
tax credit could help {o offset the currently predicted decline in
private R&D spending. And lowering the corporate tax rate to
that of other industrial countries would encourage more
business investment and job creation in the United States.

The president elect announced that he would postpone
increasing the tax rate on high-income individuals until 201 1.
But taxpayers, especially higher income ones, look ahead. The
future tax rise reduces the present value of their lifetime
income and that can be expected o reduce current spending. A
statement now by the president-elect that he will postpone
those tax increases for five years or more indefinitely would
raise aggregate spending now.

Finally, the taxes on dividends and capital gains are also -
scheduled to rise in the near future. A promise to leave those
tax rates utichanged would raise share prices, offsetting some
of the fall in the stock market, which would lead to more
consumer spending and increased business investment.

A Temporary Surge in Government Spending

But while good tax policy can contribute to ending the
recession, much of the heavy lifting will have to be done by
increased government spending. To be effective, that spending
should be big, quick, and targeted at increasing aggregate
activity and employment. How big depends on the form of the
spending and the timing. But with low multipliers and some
relatively long spending tails, combined tax cuts and increased
of $300 billion to $400 billion seem like a reasonable target for
2009 and 2010.



The speed of the cutlays is an important consideration. A
project that begins in 2009 but continues te spend at a high
level in 2011 and 2012 is not likely to be as usefuias a
countercyclical instrument as one that spends quickly and is
then finished.

Bottienecks are also a potential preblem that could
reduce the effectiveness of a spending program. While there is
no doubt a need to rebuild bridges and other infrastructure,
there are limited numbers of desigh engineers and other
bridge builders.

The plan to raise spending by some $200 billion a year, an
amount equal to about 40 percent of nondefense discretionary
spending, runs the serous danger of wasteful spending. To the
extent that it is possible, the choice of cutiays should be
governed by the following four principles:

- First, they should raise demand for cutput and
employment quickly in 2009 and 2010 with only a short
tail into later years.

- Second, there should be an exit strategy. The
spending should not create a political dynamic that
makes it hard to stop

- Third, the spending should produce benefits beyond
just creating jobs or shouid produce things that would
otherwise have to be produced in a later year.

- And fourth, the spending should create favorable
incentives and avoid unfavorable incentives effects.

As you know, President-elect Obama has identified five
priority areas for increased spending: health, energy,
education, infrastructure, and support for the poor. Aithough
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these important areas can benefit from increased spending,
there are other parts of the budget that could also be useful as

Since the defense budget is as large as all of the other
discretionary spending combinced, it is surprising that defense
is not proposed as a part of the overall stimulus package. Itis
surprising also to read in the press that there will be
reductions in military spending because, according to those
stories, of the weakness of the economy. That logic is exactly
backwards. The overall weakness of demand in the economy
implies that the next two years are a time when military
spending and other forms of spending should rise.

The actions of the military in Iraq and Afghanistan have
depleted supplies and increased the wear and tear on
equipment. Both supplies and equipment will eventually need
to be replaced. Now is the right time to do that.

Military recruiting and training could be expanded in
response to the larger than usual numbers of unempioyed
young men and women. Raising the military’s annual
recruitiment goal by 15 percent would provide jobs for an
additionai 30,000 young men and women in the first year., It
would also be possible to depart from the military’s traditionai
enlistment rules and bring in recruits for a short two-year
period of training followed by a return to the civiliarr economy.
As a minimum, this would provide education in a variety of
technical skills - electronics, equipment maintenance,
computer programming, nuclear facility operations, etc — that
would lead to better civilian careers for this group. I£ would
also provide a larger reserve force that could be called upon if
needed by the military in the future.

A 10 percent increase in defense outlays for procurement
and for research would contribute about $20 billion a year to
the overall stimulus budget. A 5 percent rise in spending on

i1



operations and maintenance would add an additional $10
billion. That spending could create about 300,000 additional
jobs,

The intelligence community and the FBI are also
apparently facing potential budget cufs at a time of increasing
terrorism and greater crime rates. A temporary increase in
funding for these agencies could {ill important gaps in training
and facilities.

Another important omission in the current stimulus plan
is funding for research, Government spending for research is
projected to fall in 2009 even though additional research
grants from the NIH and NSF could allow universities and
hospitails to expand a wide range of useful research activities
that are now unfunded because of limited grant budgets.

There are of course other important areas of government
spending in which cutlays can be raised rapidly on useful
activities that would also raise incomes and empioyment. In
each area, government budgeting must go beyond business as
usual if it is to respond appropriately to the opportunity for a
short-term spending surge.

HHH
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Chairmen Miller and DeLawo and members of the Commitles, | am parlicuiarly
appreciative of this opportunity to participate in what could, beeause of its widespread hmpact, be
onc of the more tmporiant hearings fo take place this year. T appear before you as a privale
cilizen, a retiree who has cleeted to devote much of his tine to what is likely to be a seismic
wssue for our nation’s futire: “Can America effcctively compete in the new world economy?”

P am not an economist...} am an acrospace engincer. But | have accumulated a not
inconstderable amount of scar tissue in my ssven-thrce yeurs. Warron Ruffett tolls me, if you
were tucky enough to be botn in America, you have already won the loltery. That was certainty
trite il my case—but it may not be truc for my grandchildren.

My remarks this moning draw heavily upon the unanimous findings of the study knowi as
the “Gathering Storm™ report, commissioned on a bipartisan basis by the Congress and
conducted by the National Academics of Science, Enginecring and Medicine, msfilutions that
count 193 Nobel Lanreales among their current membership. The “Gathoring Stormy” eommiltee
comprised twenty members: university presidents, CEQ’s from indusiry, former presidential
appointees, Nobel Laurcatcs, and experts in K-12 cducation. We are honored {hal two of our
members have been nominated by Prosident-eleet Obama for positions in his cabinet,

Today, our nation faces an economic challenge uniike any that we have expericneed shice |
was a child. Our leaders are addressing this threat with groal diligence. The sums involved i ifs
resolubion are meassured in unils that most of us cannol even comprehend. Bul there is yel
another insidious threat to our nation’s well-being, and that is the deterioration of our cifizery’s
abilify to compete for jobs in the cvolving global marketplace, While we certainly cannol more
ow fimmediate, immense challenges, neither can we ignove the more fundamental trends that if
comtinued will surely undermine our nation’s economic strength, guality of life, and fhe tag
revenue base thal permits owr goverment lo provide us with healihcare, national security, and
more. 'To do so would be equivalent to a physician treating a palient’s pneimonia bat ignoring
the fact that they also are suffering from cancer. Tn shoit, we need #of a one-proneed aftack but a
lwo-pronged attack on the problems we confront—onc for the short torm and onc {or the longer
term. Tt is the Iatler that | would like to address today. The lengthy delay between the sctions we
take and the results we achieve requires that we move quickly and decisively...if indeed we are
not already too late.

A variety of studics have conchuded that between 50 and 85 pereent of the prowlh in
Ammetica’s (rogs Domcstic Product over the past half-centnry hus its root in sdvancoments in
science and enginsering. Cowespondingly, it has been cstimated that two-thinds of the increase
in produetivity it Americs in recent decades is also attribulable to advancements in science and
engincering, Only four percent of America’s workforce is comprised of scientists and engincers,
but this four percent conliibutes disproportionately to the creation of jobs for the other nincty-six
percent. One cannot sustain an economy simply by trying to make maoney with money. . af some
point workers have Lo produce food, manulichne medicine and build houses.

There wre of cowse many faclors that affect America’s declimng competitivencss.
Prominent among these are;



» The cost of labor. An employer can hire nine assembly workers in Mexico for the price
of ane in the United States. Not long ago 1 visited 1 factory in Vietnam where fwenty
assembly workers can be hired for the price of one in the 11.8. Similaly, five chemists
can be hired in China, or cight engineers in India, for the price of one in the 1.5,

* Overhead costs. Starbucks spends more on heallhcare than on coffee. General Motors
more on healthcure than steel.  All worthy undertakings: a1t added costs at the bottom-
{inc.

« LBducation. America is widely acknowledged as having one of the worst K-12 education
systems in the world, yot sperds morc on il per student {han all but two other nations.
The more our children are exposed to our educational system, the more poorly they
perferm on intemational tests, The Washington Post summatizing the resnits of the most
reeent of these tosts noled that Ameriea’s studonts comlinued to siagnate in science but
thal there was one bright spot: fourth grade matlh. Ilerc, if was reported, our students
“jumped” ahead. Putting aside the fact that most firms don’t hire fourth-graders, a little
arithmelic would have revealed that al the ratc we “jumped” ahead, in just another 85
years we will have caught up with the children of TTong Kong—unless, of course, they
should improve m {he meantime,

+ Scionce and Pinpincering Falent. In the recent period of hurgeoning scieace and
technojogy the number of engincers and physical scientists we gradusatc has declined by
20 percent. The number of U.S. citizens achieving PbY's in enginesring has declined by
34 percent.  Two-thirds of the sludents who receive PhD’s in cnpineering from [,
universtites ave ros-11.8, cilizens.

» Invesiment in Research. The private seclor has, 10 a considerablc degree, abandoned the
playmg field when it comes to basic research due to market pressures to pradice next-
quarter profits. The vemnants of the legendary Bell Labs, home of the transistor and laser
ard the icon of American industiial researeh, huve now been sold to a French finn. The
federal povermment’s invesiment in the physical sciences has bearn stagnate lor over
twenty yoars. Ivestment in the bio-sciences, after a five-ycar period of significant
growth, 15 again declining,

The world’s corporations, inchwding those in America, have found a selution to these
circumstances: “Don’t build your research Iabovatorics or plants in the United States. In the
words of Imtel’s Howard High, “We go where the smart people are. Now our husiness operations
are two-thisds m the U.8. and one-third overseas. But that ratio will flip over {in) the next len
years,”

The National Academies “Gathering Storm” report offers twenty specific actions 1o help
revise the curvent trends. The two highest priceity aclions are to graduate 10,000 new teachers
each year with primary degrees in math or scicniee, and to double real foderal invéstment in
fundamental rescarch within seven yeas,



Wit has happened since these reconpuendations were inade and the nceded  Authorizing
legislation passed overwhelmingly in both the Housc and Scnate? Well, & new research
university was cstablished with an oponing day endowment equal {o MIT s after 142 years; next
year over 200,000 students will siudy abroad, mostly pursing science or engineering degrecs,
olton imder govemment-providéd scholarships; government investiment in R&D is sct to increasc
by 25 percent), an inthalive is uvnderway to make the country a global nanotechnology hub; an
addional $10B is being devoted to K-12 education, with cmphasis on math and science; the
world’s most pewerful particle aceclerator will scon begin operalion; a 338 add-on to the
nation’s rescarch budgot is being implemented; and a follow-on to the Gathering Storm stiady has
been completed.

These actions arc, of course, laking place in Saudt Avabia, China, the UK., India, Brazil,
Switzerland, Russia and Ausiralia, vespechively.

Meanwhite, m the Umied States, prior to the cwrrent cconotnic crisis, one premier
national laboratory announced the imposifion of two-day a monih “unpatd holidays” on ifs
science staff;, scveral laboraforics bogan laymg-off resewrchers; the 1S, portion of the
intornational program 1o develop plentiful energy through nuclear fusion was reduced o
“survival mode;” America’s fims continved to spend throc times more om Hligation then
research; and many young would-be scientists presumably began reconsidering their caveers.

Many Amencans lake for granted our nation’s overall leadership, including in scicnce
and engineering, Bul perhaps so oo did the citizens of Spain take for granted their world
leadership in the sixteenth cenfury; or the citizens of France in the scventeenth; or of Greal
Brilam i the sighieenth century. Now it is oue tarn. History teaches (hat feadership niust be
exrned—and re-carncd cvery day. We eannot continue lo jive ofT pasl juvestiments, investments
such as thosc that were made whon the need for a betler educuled populace led to thic creation of
Land Grani Tnstituiions; when the collapsing economy in the Great Deprossion prompted a huge
civil works progran:; when the aficrmath of World War 11 led to the G.1, Bill; when the shock of
Sputnik tripgered significant reinvestment in education and science, Unfortunately, the threat we
now {ace ¢ffers no sudden wake-up call: no Pesr! Harbor, no Sputnik, ne 9/11.

Today’s young adult generation of Americans is the frst in miemory, perhaps m history,
12 be less well educated than their parcnts. Absent decisive action on eur parts today's children
are likely to be the [irst ever to have a Tower sustained standard of living than their parents. The
stimulus package now being addressed will hopefully help the present penceations, but it needs
to be acoompanted by an invesimen! on behalf of our children.

Churchill said that you can always counl on the Amencans o do the right thing, after
they have tried everylhing else. This hme we may get ouly one chance.

Tharl you.



Compete or Becoine Iirelevant

“Where nations once messured their strength by the size of their anmics and
arsenals, in the world of the fiture knowledge will matter most.”
Bill Clinton - President

“We're standing pat while the rest of the world is passing us by, 10 we continue
on this path, our chances of being the leader in the knowledge sconomy m the
decades to come are between slim and none.”

Williem E. Kirwas - Chuncellor, University System of Maryland

“The forctgn names kept coming- - "Hong Ly, Ku Xie, Tao Yuag, Fu Tang’---1
thought the entire elass of doctoral sfudenis in physics were going to he Chincse,
wnith ‘Paut Shane Morrow” saved the day. ..y complaint. . . was that there wasn’t
someone fromt the Imwigration and Naturalization Scrvice (there) stapling green
cartds to the diplomas of each of the forcipn-born PhDa.”

{homas L. Vricdman — Author, “The World Is Flage..”

“Tf the U.S. doesa’t gel ¥s act together, DuPont is going to po Lo the countries thal
do.”
James Jarretl — VF, fnled Corp.

“If companies were run like many cducation systems, {hey wouldn’t last s week.”
Thomas Denolue — President, LS. Chamber of Commerce
“When I compare our high schools to what | sce when 1'm traveling abroad, I'm
terrified for our workforce of tomorrow.™
Bill Gates — Founder, Microsoft Corp.

“If you don't solve (the K-12 education problei), nothing else is going to matter

all that much.”
Alan Greenspan - Chairman, Federal Reserve

“We go where the smart people are. Now owr business operations are two-thirds

in the U.5. and onc-third overscas. But thal vatto will flip over (in) the next ten

vears,” '
Howard High - - Spokesperson, Intel Corp.

“We had morc sposts exercise majors graduate than electrical enginccring grads
last year. If you want to be the massage capifal of the world you're well on the
way."

Jeffrey R Immeli — Chairman and CEQ, General Electric Corp.

“The worldwide competition of overall national strength is actually a competilion
for talents, especially for innovative falenis,”
President [lu — People s Republic of China



“We a8 2 country have chosen not to compete. . we've killed fnvestment banking
and now we are killing engineering. . .it’s our future and we are thvowing it down
{he drain.”

Craiy Borrett - Chairman, Intel Corp.

*...intoday’s Integrated and digilized global market, where knowledge and
mnovation tools are so widely distbuted. ;. Whatever can be done, will be done,
The only guestion ts will i be done by you or to you.”

Thomas L. Friedman — Author, "The Worfd Is Flac "

“It"s not just that kids need o go {0 school, they need fo learn in school.”
Emiliana Vegas - World Rank

“Whare is Sputnik when we need #t7”
Rill Gates — Founder, Microseft Corp,

*“Will Amcrica lead,. . and reap the rewards? Or will we surrender that advantage

to ather countrics with clearer vision?”
Suxan Hoclfield — President, MIT

“...our present crisis is not just a financial meltdown crying out for a cash
injection. We are in mueh deeper rouble. In fact, we as a country have beconie
(ieneral Molors—as a result of onr national drifl. T.ook in the mivor: G.M. iz
T

Thomas L. Friedman — Author, “The World fs Flat...”

{The way lo move forward is} "throngh science, science, science, and scicnee,
with science and technolopy to rebuild our mfvastructure, make it green and
reduce our dependence on foreign i, lo use science for innovation, to grow our
econaty, creating good paying jobs, educating peoplc to he compelitive, sclence
to make America healthy, and scicnioc to preserve the planet by stopping global
warming, and science to protect the American people.”

Nancy Pelosi — Speaker of the House

“Owr record at fixing our K-12 education system is virtually unblemished by
suCuess.”
Norman R. Augustive — Retived Chairman & CEQ, Fockheed Martin Corp.

“We're well on our way to becoming *Amenica, the Iand of the free and the home
of the uncmployved. ™ _
Norman R, Augustine — Retived Chairman & CEO, Lockheei Mevtin Corp.
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NORMAN R. AUGHSFIENE was raiscd in Colorado and attended Princeton University where he
gradualed with & BST in Acronsatical Engineering, magna cum laude, and an MSE, He was
clected ta Phi Beta Kappe, Tau Reta Pl and Sigma Xi,

bt [958 by joined the Douglus Aleratt Company in Culifornia where he worked 2s a Research
Enginegr, Program Manager and Chicl Engineer. Beginning in 1965, he served in the Office of
the Secretary of Defensc as Assistant Direclor of Defense Research and Engineering. He juined
LTV Missiles and Space Company in 1970, serving as Vice President, Advanced Programs and
Marketing. In 1973 he retumed to the govemment as Assistant Sceretary of the Army and in
1373 became Under Secretary of the Aimy, and later Acting Secretary of the Anny. JToiring
Martin Marietta Corporation in 1977 as Vice President of Technicul Operations, he was clected ag
CEO in 1987 and chairman i 1988, having previously been President and COO. 1le served as
president of Lockhieed Martin Corporation upon the formation of tha! company in 1995, and
became CEO Iater that year, He relived as chairman and CEO of Lackheed Mirlin in Angust
1997, at which fime he bocame a Lesterer with the Rank of Profossor on the faculty of Poneeton
Untversity where he served unlil July 1999,

Mr. Augustine was Chatnuan and Principal Officer of the Awerican Red Cross for ning YEars,
Chairman of the Nationa! Aeademy of Engineering, President and Chairman of the Assoeiation of
the United States Army, Chairman of the Acrospace Industries Association, and Chairman of the
Defense Science Board. Tie is a fomer President of the American Instilulc of Asronautics and
Astronautics and the Boy Scouts of Amcrica. He is 2 current or former member of the Board of
Direetors of ConocoPhillips, Black & Decker, Provtor & Ganhle and Lockheed Martin, and was
& member of the Board of Trusfees of Colonial Williamsbing. e is & Regent of the University
Systers of Maryland, Trustee Emeritus of Jolms 1lopkins and a former member of the Board of
Trusices of Princeton and MIT. 1le is a membor of the Advisory Board to the Department of
Hometand Sceunty, was a member of the lHart/Rudman Commission on Natiomal Seowrity, and
has scrved for 16 years on the President’s Council of Advisars on Science and Technology. He s
a miewber of the American Philosophical Society and the Councit on Forcign Affairs, and is a
Fetlow of the National Acadeny of Arts and Sciences and the Explorers Chrb,

Mr. Augustine has been presented the National Medal of Technolopy by the Prosident of the
Lhited States and reccived the Joint Chicls of Staff Distinguished Public Service Award. 1{e has
five tites roceived the Deparlment of Defensc's highest civilian decoration, the Distinguished
Service Medal. He is co-author of The Defense Revolution and Shokespeare In Charge wnd
author of Augusting’s Laws and Aupustine’s Travels, He holds 23 honorary degrees and was
selected by Who's Whe in Amwuica and the Library of Congross as one of “Fifty Great
Americans” on the oceasion of Whe's Who's fiftieth anniversary. He has traveled in over 100
countries amd stood on hoth the Nozth and South Poles of the earth.
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Speaker Petost, Chairs Delanro and Miller and distinguisiied Congressional leaders, T am
grateful for the opporiunily to contribric to the national discussion of the role of science
and technology in America’s economic recovery.

Let me begin by expressing my thanks te the mombers of the House present today for
their stalwart support of science and technology. The fact that scientists, engineers and
educators are sitting side by side with economists to chart the counlry’s path lorward
highlighls the recognition by the Congress that innovation rooted in scientibic and
technological advances represents the key to sustained, long-term economic growlh.

The Members present provided the leadesship that made the America COMPETES Act
the law of the lund in 2007, This law has the potential to be fransformative in
strengthening the counlry’™s basic tescarch in the physical scicnces, much as the
enhancement of the NILE budget fueled advances in the bie and health scicnces.
Unfortunately, with the current contimuing resolution, this is the sccond consceutive year
that Amcrican COMPLTLS has pone unfunded, and so the mibative 1s currenily on life
support, AL last month’s Innovation Roundiable convened at Prmceton Thnversity by
Speaker Pelost and Representalive Rush Holt, participants chucidated with eloguence why
weplementation of America COMPLYTES is critical and represents an excellent starting
point. lowever, the testimony also made it toud and clear that the COMPETES Act is a
down paynent -- addiional, consistend investment will be needed to assure America’s
future competitiveness.

There is undcrway much discassion of how to best divect funding v an economic
slirvulus and if is cssential that we invest wisely.

The curreni recession appears to indicate a fundamental structural problem for the nation,



Tt does not seem to be & simple business cycle that wil pass quickly. Significant sectors
ol our economy — in both manufacturing and services - are in very deep froubie. DBecause
it 1s structural it may be decper and last longer than cyclical recessions, and jobs that arc
Tost ntay well not come back, Therefore, we must we find & way to grow our way out of
our economic wocs. W cannot rely solcly on the “guick-tix™ stinmlus approach that was
applicd in cychie roecssions that locksed on creating short-lerm, targely temporary jobs in
older areas of infrastructure that once represented igh-growth innovation waves, but
have since reached maturily. Winle sleps o strengthen the economy in the near ferm are
mosi cerlainly needad, they will not be sufficient to selve our problems. What are most
needed are elements thal stimulate veal, sustained growth in the economy, Feonomists
know how we do this: through the creation of new knowledpe that drives innovative
sodutions to credte new opportunities for resl growth, and in so doing stimulate the
country’s cconomic cngine. Joseph Stigliz, Chainnan of the Couneil of Economic
Advisers for President Clinton, has noted, “{S]timmuhss .. .coentered on infrastructure [and)
baifouts ... arc aimed at correcting mistakes of the pasi, so they are hackward-looking,
We would be much beller off spending cur money {orward-lookimg. I we spend
fhifhons] om new technology and innovation, we'd have a stronger, new, real econony.™
H wae pass only g short-term stimulus with short-tenmn jobs, those emploved wiil lose their
Jobs at the end of & year — instead, we must find ways to make our economy grow out of
this recession and so create real and lasting jobs. It cannnot be the onkby cloment, but we
need 4 growth element in stimubas,

We nced to bolster existing high-growth mnovation areas, and we will need (o create new
arcas. Onc path ahcad is elear: the country is at the cusp of a revoludion i cnergy science
and technology, Fnergy is alveady a 32 trillion sector in the U.S. alone. We don’t have
{o invent & new market, we have to fimd new ways to grow snd dominate an existing but
nascent market. The United Stutes has led virtually every techanology revolution since the
mwd-1800s, but it is by no means certain that we will lead the enerpy revolution. In
addition fo providing economic growth, investment in this arca will have positive
influences for the enviromment and will firmiby establish our country as the world leader
in a ncw mix of cssential technology arcas. The rceent DOE Basic Encrgy Sciences
Advisory Committee report "New Scicnce for a Secwre and Sustamable Encrgy Fulure,”
conchudes that we must develop the breakthrough energy technologies that will free of us
our dependence on foreign otl, reduce our carbon emissions and create econonnc growth,
but that will only bappen with romedizte, real investments.

Specific examples of sound investments in energy-related areas that will help us prow our
way ol of oaar problems abound.

* Euergy Vrontier Research Centers: The DOE reccived some 270 applications for
LEncrgy Frontior Rescarch Cenlers that promise lo advance promising energy
techiiologics and provide new talent in commercial cnerpy scctors. DOE has said
there are many mote highly ranked proposals than funding avanlable and supporting
as many worthy cfforls as possible makes greal sense. 'We need this R&D w lead in
new lechnologies, and these centers will create R&D jobs prompthy, but also pay off
lomger term,



* New Energy Technologies: Rescarch in solar, wind, geothermal, biofuels and
carbon capture and sequestration provide cxamples of technologies that are on the
verge of development, Investmenl in these areas would accelerate the entry of the
most mature projects to market and boost the 11.8. economic lechnology sector. We
need to bring on an energy technology transformation, and this is a key way to do it.

* Upgrade the Grid: By investing in and updating our cleetricity grid we create jobs
and move toward our ultimate goal of a more efficient clectricity supply mechanism
that will increase efficiency and cnable access to rencwable cnergy.

New energy technology should not be the only item on the menu, Other promising
science and technology programs should be bolstered in the stimulus, too, Many
worthwhile programs managed by NTH, NASA, NSF, and other agencics will also
foster cconomic growth, create jobs, educate our future innovators, and lead to critical
new and enhanced technologies. A number of ideas have been outlined by the
National Association of State Universities and Land Grant Collcges (NASULGC) and
the Association of American Universitics (sce:
http://www.nasulgc.org/NetCommunity/Papge.aspx?pid=1 1  3&srcid=183 ).
Specifically, | would like to highlight two neceds:

* Innovation Infrastructure: Universities provide much of the training to young
people on the use of complex equipment for advanced, precision analyses of many
kinds. The private sector will get support to buy new cquipment, and our research
system should, too. But research instrumentation at even our strongest rescarch
universities is largely inadequatc and antiguated. The Major Research
Instrumentation Program of the National Secience Foundation is an established,
competitive program that could be cnhanced immediately and to great benefit.
Funding research equipment provides an immediate stimulus, supports a longer-
term economic gain, and provides state-ol-the art equipment on which to train the
scientists and engincers of the future.

* Student Support: A technology revolution requires a strong talent basc. Let's
provide fellowships to educate our best scicnce and engineering talent to tackle
broad aspects of the energy and other critical challenpes. Much of the existing
workforce in energy and other technical ficlds will retire with the baby boomers.
We also need programs at community colleges to train a new workforce generation
of technicians in both existing and new technologies and we need programs at
research universitics that cncourage the brightest students to pursue training in
scicnee, math and engineering.

The last two points above underscore that a crucial aspeet of our science and technology
investmenl must be developing the workforce required to solve the country’s energy,
environment and other innovation challenges. This is both an ongoing and longer-term
issue. These are hard problems and we must develop the entire talent pool in order to
maintain a competitive ceconomy. As [ testilied this past summer to Chairman Gordon
and the [louse Scicnee Committee, the entire education system needs attention. But



middle school is of special importance because that is the tinke when decisions are made
whether to pursue advanced courses in math and scicnce. This 1s the time when girls lose
interest.  Investment in highly qualified teachers who inspire, encourage and challenge
students is key to continned engagement, The America COMPRETES Act trics to address
this issuc, if we fund it. There is also significant ancedotal cvidence to support the fact
that summer jobs or intemships are hiphly effective in helping students to decide whether
fo pursue college majors in science, math and eagineering,

In the contexd of training the coming gencration of researchers, 1 would also ke lo
emphasize the importance of a broad portfolio of scientilie investment, from applied to
basic rcsearch, encouraging cxploration of ideas that span the range from those
sufficiently undersiood to be close to development to some whose application may nol
presently be clear. The fact is that we don’t often know what part of parameter space the
hest solation lies, but the accunmilation of fundaumental knowledge allows progress to
occur mnch more quickly once a certain area or approach is recopnized as promising. In
this way basic rescarch accelerates the innovation economy.

Let me underscore that cierpy and climate could be our Spuinik challenpe — a new way
to infuse our best lalent into our science and lechnolopy system. Qur siedents care deeply
about solving these problems. We have more than 700 members in {he studentrun MIT
incrpy Club. These sludonts want fo solve oor problems, but when thesc students
praduate the jobs have pot to be there. The reality is falling short. Let me tell you a story
T am hiving through right now, T required an act of herote tntervention for 4 new Ph.D.
of minc to keep a job that had already been offered him because a major rescarch
university instiluied a hiring freeze in responsc to the current financial furmoil. As an
undergraduate, this student was a wiple major in physics, math and Larth sciences who
graduated with straight As and wrote an extraordinary PiLD. thesis. He wants to have u
carecr in science and technology, but befure he started we were about to take it away.

Lor the sake of our country’s future young people of this caliber simply must be able to
find the kinds of jobs that fully utilize their talents. As all of you know, that requires
ensuring the R&LD investments that will keep this country’s innovation syslem strong.
Otherwise, our sconomic future is not assured.

Thank you again lor the opportunity to provide this commentary and { will be pleased to
BNSWCT &Iy Guestims,



