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THE ECONOMIC REPORT OF THE PRESIDENT
February 5, 2002

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITTEE,

WASHINGTON, D. C.

The Committee met, pursuant to notice, at 10:07 a.m., in Room 311,
Cannon House Office Building, the Honorable Jim Saxton, Chairman of
the Committee, presiding.

Present: Representatives Saxton, Smith and Watt; Senator Reed.
Staff Present: Chris Frenze, Robert Keleher, Colleen J. Healy,

Darryl Evans, Brian Higginbotham, Donald Marron, Patricia Ruggles,
Diane Rogers, Matthew Salomon, and Daphne Clones-Federing.

OPENING STATEMENT OF
REPRESENTATIVE JIM SAXTON, CHAIRMAN

Representative Saxton. Good morning. It is a pleasure to welcome
Chairman Hubbard of the President's Council of Economic Advisers
(CEA) and Council Members Randall Kroszner and Mark McClellan to
this hearing on the Economic Report of the President.

The Council's Report reviews the economic slowdown that began in
the middle of 2000 and later turned into a recession. The effects of
higher interest rates, surging energy prices, falling stock market and other
factors slowing the economy are explained. The Report notes the damage
after September 11 resulting from the terrorist attacks and the serious
economic disruption that followed.

The Council nevertheless notes the positive effects of easing of
monetary policy by the Federal Reserve and the reduction of the tax drag
on the economy. The Council expects that the economy will rebound and
GDP will expand 2.7 percent in 2002 if appropriate policies are in place.

Recently released economic data do suggest that the economy may
have bottomed out. However, much of this improvement is too recent
and tentative to be called a trend. The fragility of the economy reflected
in declining investment and employment remains a concern that justifies
consideration of economic stimulus legislation by the Congress.
Moreover, the economy is vulnerable to risks from adverse international
economic developments, high debt levels, security costs and other
factors.

In the wake of the events of September 1 1, the prospect of economic
recovery in the near future is especially impressive and reflects the
remarkable resilience of the American economy and the American
people. In addition, the President's success in weakening the terrorist
network has improved domestic security and restored confidence, though
much remains to be done.

The restoration of domestic security is a key function of government
and is an important precondition for the resumption of healthy economic
growth. As the President has emphasized, the war against terrorism is
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hardly over, but we have made a good start. To date, the terrorists have
been unsuccessful in attaining their objective of seriously crippling the
U.S. economy.

Turning to international economic policy, I would like to note the
Council's statements endorsing reform of the International Monetary
Fund (LMF). According to the CEA Report, IMF liquidity loan programs
would appropriately involve short-term lending at penalty interest rates,
to encourage and facilitate the borrower's quick return to the private
capital markets. This is very consistent with the Congressional mandates
for IMF reform developed by this Committee in 1998. A version of these
transparency and lending reforms became law in 1998 as conditions
attached to the IMF quota increase legislation. Thus, Congressional
actions already taken strongly support the administration's position on
needed reform of IMF lending programs.

In conclusion, these recent signs of economic recovery are
encouraging but tentative. The economy has proven itself to be
incredibly resilient, but it remains to be seen whether a sustained
economic rebound is under way. Congressional enactment of an
economic stimulus package would be a prudent insurance policy against
the potential for another dip in economic activity.

Dr. Hubbard, we welcome you and your colleagues to the hearing
here today, and we are anxious to hear you testimony. So the floor is
yours, sir. Thank you for being here.
[The prepared statement of Representative Saxton appears in the
Submissions for the Record on page 22.]

OPENING STATEMENT OF DR. R. GLENN HUBBARD,
CHAIRMAN, COUNCIL OF ECONOMIC ADVISERS;

ACCOMPANIED BY DR. RANDALL S. KROSZNER, MEMBER,
CEA; AND DR. MARK B. MCCLELLAN, MEMBER, CEA

Dr. Hubbard. Thank you very much, Mr. Chairman, for holding this
hearing.

It is the responsibility and the privilege of the Council to produce the
Economic Report of the President, to try to work with the President both
in describing the outlook that the administration sees for the economy
and the President's agenda for economic policy going forward.

The President has spoken very often and very eloquently of the need
to focus on economic growth both in the short term and the long term,
and it is obvious, as you noted, Mr. Chairman, in your opening remarks
that the events of 2001 brought home new and important challenges for
both the economy on the one hand and economic policy on the other.

The war on terrorism is very important as a matter of military action
and as a matter of homeland security. It is also, however, important
because of the demands it places on our economy; and we need economic
strength and economic growth to fund those demands.
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At the same time, the administration realizes the importance of
making sure that the gains from economic growth are widely shared in
our economy.

To begin with the outlook, as you noted, Mr. Chairman, the economy
entered last year, 2001, already growing slowly, and growth did continue
to decelerate through most of the year. The National Bureau of
Economic Research (NBER), which is of course the official arbiter of
recessions, had indicated that the recession began in March of 2001. The
seeds that were important in spawning the recession came much earlier,
in 2000; and the terrorist attacks of September 11 th we believe delivered
the key blow, tipping the economy into recession.

The experiences of 2001 have important economic lessons, most of
which you reviewed, Mr. Chairman. They also, however, highlight the
importance of timely economic information. Frankly, a problem in
forecasting and policy-making at the time of a turning point, when we are
on the up side or the down side, is the need to have very good economic
data and very good economic data available in real time. The
administration continues to believe - and I know that you and the
Committee have advocated this as well - that investments in these kinds
of data improvements are very-high-rate-of-retum investments for our
country; and in my written testimony, Mr. Chairman, I outline some of
those that we would suggest.

The near-term recovery has begun, in our view. We believe that the
economy's recovery will continue throughout 2002, that we will see
modest growth in the first quarter this year and that growth will improve
throughout the year. That is roughly consistent with what the private
sector forecasters predict, such as in the Blue Chip forecast consensus,
for example. The unemployment rate is, however, likely to continue to
rise through the middle of 2002, because as long as the economy grows
less than its potential, that down-side risk remains.

You teed up very importantly, Mr. Chairman, the question of
down-side risks. It is quite easy for economists to talk about consensus
forecasts or to give you a number as if it represented true north. We
know that forecasts have big ranges, and we know that among the Blue
Chip forecasters there is a range in what people are suggesting. There are
down-side risks, both on the capital spending side and on the
consumption side.

In the Economic Report of the President, we outline what we believe
is the case, that the economy has largely worked through the capital
overhang that existed during 2000 and 2001. That capital overhang, that
excess capital, led to very significant downturns in investment. We
believe that those downturns are being arrested and by the middle of this
year we will return to investment growth.

Nonetheless, there is a downside risk to that, having to do with the
resumption of profitability of business; and as you suggested, Mr.
Chairman, there is a strong need to pass the President's stimulus package
or the stimulus package that has been worked out in the House, which
would have partial expensing for business investments. In addition,
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accelerating marginal income tax rate cuts would provide tax relief to
small businesses for investment.

To give you a sense for how important the tax provisions are in
managing down-side risks, our calculations at the Council suggest that
the sort of stimulus package the President had proposed and has been
broadly considered in the Congress might add about a half a percentage
point to GDP this year, and about 300,000 jobs.

Another risk, frankly, at the moment, has to do with consumer
spending. Consumers are making their robust spending conditional on
expectations about income growth in the future. A key growth insurance
element would be a tax cut of the sort that the President has suggested in
the stimulus package.

Another risk remains energy prices, which while looking favorable
at the moment, still represent a risk. The administration believes that
good energy policy remains a priority and urges prompt enactment of the
President's national energy policy.

Finally, I think we have to acknowledge that the security environment
for the country remains a risk after September 11. In the Report we do
some calculations suggesting that improvements in security are not free
for our economy and do lead to growth slowdowns in the short term -
although hopefully not too much in the long term - again suggesting the
need for short-term stimulus.

The long-term outlook, as you noted, Mr. Chairman, in the Economic
Report is relatively bright. We project that potential growth in the U.S.
is about 3.1 percent, which is in the range of the Congressional Budget
Office and the Blue Chip forecast. We are well within what I think many
economists would suggest potential growth could be in the economy. As
you know, this is largely based on what you think productivity growth is.

Our view is that productivity growth possibilities for the United
States remain very bright and that much of the acceleration in
productivity growth that we saw in the second half of the 1990s can be
permanent, our economic challenges, of course, being to figure out how
to translate what is potentially possible in the business sector into actual
economic performance.

That tees up really the importance of a long-term policy agenda,
which is of course the thrust of the Economic Report of the President. In
thinking about a long-term agenda, I think it is important also to look in
the rear-view mirror at where the economy has been. I would describe
the 1 980s and the 1 990s as a long boom with a recession punctuating the
middle, from which we can learn two kinds of lessons.

One is the lesson that you referred to in your opening, Mr. Chairman,
of the resilience of private markets and the importance of private sector
innovation and entrepreneurship in generating growth.

A second is a lesson for policy. Providing wind in the sails of the
long boom of the 1980s and 1990s was a monetary policy that tried to
wring out inflation from the U.S., tax cuts through most of the period,
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deregulation and a general policy climate promoting growth in the private
sector.

The 2002 Economic Report ofthe President builds on the notion that
markets in the private sector are important for growth, but emphasizes the
role of institutions. It is very easy for economists to talk about the value
of free markets, and those are very important, but we need to remember
the economic institutions that lead to growth.

To give you a quick example, productivity growth is high in the
United States relative to other industrial economies. It is not because
people are smarter in the United States than they are elsewhere in the
world. It is not because we have access to technologies, frankly, that
other people do not have. It is because the institutions that support
growth are much stronger in this country.

An example of this kind of institutional focus is in the area of trade.
As you know, one of the President's key long-term economic policy
agendas is trade promotion authority and the promotion of a broader free
trade agenda. We believe that trade promotion authority generates very
important gains, gains that aren't realizable simply by serving up the
homily of free trade, even though that is important. The President needs
the bargaining power in trade promotion authority.

One calculation we mention in the Report is that a one-third
reduction in tariff barriers around the world, combined with the
bargaining power of trade promotion authority, could generate a tax cut
equivalent for every American family of four of $2,500 a year. That is
a big number.

The other key item in the long term the President has acknowledged
- and it is discussed in both the Report and the budget, in the trade area
- is the need to acknowledge frankly that trade generates a kind of
creative disruption in our economy, that is, the creation of new firms and
industries and troubles in others. One of the things we must realize, and
the administration plans to emphasize, is the need to make sure that we
have good worker adjustment programs in place to make sure that the
gains from trade can be widely shared.

For example, trade adjustment assistance and the North American
Free Trade Agreement (NAFTA) transitional adjustment assistance
programs provide a way of thinking about training and job support. In
the administration, we are committed to improving these trade adjustment
programs as a way to cushion support for workers and to promote the
trade agenda which we believe is very, very important.

A caution there in thinking about institutions for worker adjustment
is to remember that whenever we think about promoting training, we
should not use this as an opportunity to effectively tax job creation with
new mandates or costly approaches that actually harm the problem we are
trying to address.

In the Economic Report of the President, we actually examine a
whole set of institutions that we believe, while a subset of economic
institutions, are among the most important for both the near-term and the
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long-term policy agenda. The first of those is in the area of retirement
security.

We all know the headlines at the moment on private pensions and
401(k) plans, but in general we need to think about retirement security in
the United States, which has been a three-legged stool of private saving
that we do on our own for retirement, private pensions and Social
Security. The Report tries to review the strengths and weaknesses of our
system and tackles the issue of personal accounts, which we believe will
be a very fruitful discussion this year in the aftermath of the Social
Security Commission's report on personal accounts.

A second institution that we believe is worthy of serious discussion
is the importance of getting competition policy right. One of the ways in
which our economy prospered in the 1990s, and historically, relative to
perhaps other regions is a very strong and vibrant competition policy that
realizes the need to innovate both in how firms are organized and in how
policy is organized. And in that regard, we particularly talk about the
issue of dynamic competition that comes up in industries ranging from
software on the one hand to pharmaceuticals on the other, where
leap-frogging of innovation leads to the need to perhaps think strongly
about competition policy.

A particularly exciting institutional discussion, I think, in the Report
has to do with health care. The President, from early days in the
campaign, has put forth a vision for health care that is very different from
the debate we often have over budget policy and guarantees of access,
and is centered more on patients - patient-centered care and outcomes in
the health care system. The health care chapter of the Economic Report
talks about the institutional underpinnings that we would need to move
toward a system in which we focus on health care outcomes and
information and not simply just budgets.

Another area of discussion in the Report has to do with federalism,
long a strong feature of our country's institutions. As you know, the
President believes that it is very important for the not-for-profit sector
generally and faith-based organizations in particular to play an important
role in social securities in our country. What the Report does is to review
partnerships between the Federal Government and state and local
governments on the one hand and between governments and
not-for-profit organizations on the other, and to talk about how one might
design incentives for better outcomes. A particular area of interest there
is obviously education and the need to focus on outcomes in education as
exemplified in the "No Child Left Behind" legislation.

The final two institutional pieces of the Report are, for lack of a
better term, reaching out beyond the basic economic concerns of the
domestic economy. One addresses building institutions for a better
environment. As you know, there has been a sea change in economists'
thinking over the past couple of decades about the powerful role that
markets can play in environmental policy, and all of that is true. But that
simply won't work for us without the right institutional underpinnings.
So we talk about institutions for trading systems and information that
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have helped existing pollution policies and also the upcoming policy
discussions on global climate change.

The final section of the Report highlights the topic you identified,
which I believe is extremely important, Mr. Chairman, on the need for
supporting global economic integration. This is usually cast in the trade
area, and that is clearly very important. As I indicated, we are committed
in the administration to the idea of free trade, and in particular to actual
trade negotiations and the power of TPA. We shouldn't turn a blind eye
toward international finance, as you mentioned; and here the President
has two broad concerns that are highlighted in the Report. One is over
the need to think strongly about the activities of the International
Monetary Fund in its lending practices and how to give the right
incentives for capital flows and the private sector role in those flows
around the world.

The second piece of that has to do with the multilateral development
banks' approach to development. There has been too much of an
emphasis in the past, in the President's view and in the administration's
view, on lending programs that have not, frankly, generated positive
results. We would prefer to see programs that move toward more explicit
grants, coupled with a kind of institutional reform in countries, ranging
from anti-corruption regimes to emphasis on the rule of law.

All of this, if I can return to where I began, goes back to the
importance of growth and, in particular, the importance of productivity
growth. That is a lesson we have learned well. It is critical as a lesson
for our trading partners in Europe and Japan and in the developing world.

To give you an example of the power: If you thought about even
two-tenths ofa percentage point change in productivity growth, which we
would argue is consistent with the long-term gains from the
administration's policy agenda, real GDP at the end of 10 years would be
$1,000 higher per person, every man, woman and child in the country,
and the budget surplus over that 10 years would improve by $350 billion
- again making the point both of the power of productivity growth and
the strong link between the economy and the budget.

We believe that additional resources of this magnitude are well worth
the effort to improve incentives and institutions. They have even greater
value elsewhere in the world.

Thank you very much, Mr. Chairman, for this opportunity. I look
forward to your questions.
[The prepared statement of Dr. Hubbard appears in the Submissions for
the Record on page 26.]

Representative Saxton. Dr. Hubbard, thank you very much. We
appreciate you and your colleagues being here to share this testimony and
information with us.

Let me begin with something that you mentioned early in your
statement; that is the effect of the 9-11 events as an economic factor.
You mentioned that you believe that the terrorist attack actually pushed
us over the brink into recession, and we share that view.
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I am wondering about the long-term effects of that particular attack
and the activities that have ensued relative to that specific attack. Are we
recovering from it? Has the activity of the American security system, if
you will, reacted in a way that has restored confidence from an economic
point of view? And what do you think will be the long-term effects of the
expenditures that we are making for security purposes, again in the
context of our national or international economy?

Dr. Hubbard. Well, I think you have put forward probably the core
question for policy this year and for discussions of the budget.

The President's view is that, first and foremost, we need to win the
war, both the war against terrorism abroad and that at home - we will
need to secure the homeland in the United States. The reason for that is
not just the obvious security or military aspects, but the need to promote
confidence in our economy. One of the reasons we saw declines in
consumer and business confidence after September 11th was a sense of
uncertainty about security. So that kind of security in defense spending
is actually very important in creating an environment for confidence and
growth in the country.

As to the long-term consequences, a lot will depend on the pace of
the war efforts and the speed with which we can win the war on
terrorism. The President has indicated this is a long-term activity. It is
going to be a costly activity, one which is really essential for our
economic security. In terms of productivity growth, we think that as long
as we don't overregulate the private sector, as we pursue security,
productivity effects will be relatively modest.

Representative Saxton. Do you think that the expenditures
themselves that we are making throughout the economy for security
purposes will have effect?

Dr. Hubbard. Well, certainly in the short run the expenditures that
are being made are providing some stimulus to the economy. In the long-
term, I think the effects of those expenditures depend on how productive
they are; and to the extent that they are for meaningful defense and
homeland security, as the President has proposed, we believe again that
creates a very positive environment for growth and is very positive for
the country.

Representative Saxton. Here is my concern. You have correctly
pointed out in your testimony that one of the reasons that we were
successful in having a long period of robust economic growth during the
1980s and 1990s was that we were able to funnel investments in
technology, which provided for increases in productivity and helped our
economy grow.

It seems to me that, unfortunately, the necessary expenditures that we
are making now in security don't have the same long-term effect in terms
of increasing productivity. They are necessary. They are things that we
all know that we must do, but from an economic point of view, aren't they
less stimulating than the kinds of investment that we saw during the
1980s and 1990s in technology and productivity?
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Dr. Hubbard. Well, certainly directly we would all prefer a world
in which we could focus our energies on productive technology
development in the private sector. I think it is important, though, not to
lose sight of the security spending's role in promoting long-term growth.

We know, for example, that the U.S. defense buildup during the
1980s played an important role in a victory against one form of tyranny.
It is very important to have a secure homeland and a secure world, and I
think it is the President's view that this is an economic investment that we
must make. So, properly managed, we believe this won't be that harmful
for the economy.

Representative Saxton. Let me switch subjects and talk about our
budget surplus.

There has been some debate relative to what caused the surplus to be
diminished or to evaporate. Would you give us your thoughts on what
you think happened in terms of a surplus? Did Congress go on a
spending spree, or did we see some economic factors at play which were
primarily responsible for reducing the surplus?

Dr. Hubbard. Well, certainly, as your question suggests, the largest
contributing factor is really economic factors. This came both from the
downward revision of the level of GDP - the national income accounts
restatement - and also from lower economic growth. That would be the
single largest culprit.

The spending increases have been very important in the budget
surplus deterioration; the tax cut has actually played a very modest role,
the tax cut enacted by the Congress last year and suggested by the
President. For the current year, it is actually playing an extremely small
role, maybe on the order of 15 percent. Over a 10-year period, its role
would rise closer to 40 percent. But we believe that it remains sound
economic policy.

So in terms of the decomposition, economics is clearly the largest
single factor.

Representative Saxton. Some have suggested that the tax cuts that
were enacted early last year be repealed because of the budget deficit
situation.

Would you respond to that notion?
Dr. Hubbard. Well, sure.
I think it is important to start with a basic understanding of where we

get surpluses. We get surpluses when we have a very healthy economy,
not the other way around; that is, we don't save ourselves into prosperity
through surpluses. The direction goes the other way.

So having said that, the tax cut provided a very important
underpinning for growth in the second half of last year. The tax cut
probably provided at least a percentage point underpinning to growth.
For this calendar year, existing tax cuts should provide another half a
percentage point underpinning to growth.
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So in terms of thinking about the cost to our economy of repealing
the tax cut, we would lose growth and, of course, the jobs that are
associated with that growth.

Representative Saxton. The President has suggested that the tax
cuts ought to be made permanent. Others have suggested that just the
opposite should occur. Can you explain the rationale for making the tax
cuts permanent, and what advantage you see in doing so?

Dr. Hubbard. It is very important that the President's tax cut be
made permanent. It is important first, of course, for households and
businesses to have a long-term environment for planning. It is also
important because of the incentive effects, both for households and
businesses, of having lower marginal tax rates. It would be an odd tax
policy notion for us to think that it is a great idea to lower marginal tax
rates for some span of a number of years and then suddenly increase them
back to what they had been in the year 2000.

So we believe it is very, very important on the tax agenda.

Representative Saxton. Dr. Hubbard, in your testimony you made
reference to retirement funds, and I think it is a very timely issue to
address. We Americans are not accustomed to seeing our retirement
funds diminished, at least we would like to think that we are not.

The daily reports on the Enron situation are concerning and
sometimes even alarming. The latest news report this morning was that
Enron management was actually siphoning off, or is suspected now of
siphoning off, sort of, monies that were put away for employees'
retirement purposes.

What, if anything, do you think the Congress should do in order to
restore confidence in the private retirement system?

Dr. Hubbard. Well, while I don't want to comment on the Enron
case as a particular matter, there are two very important points I think that
your question tees up.

The President, as you know, asked for two working groups within the
administration to be created on this issue, one to be centered directly on
pensions and retirement saving, where he asked Secretary ONeill to work
with Secretary Evans and Secretary Chao. At the same time, he asked for
a broader discussion of corporate financial disclosure to be headed up,
again by Secretary ONeill, but in the context of the President's Working
Group on Financial Markets.

Some of the pensions recommendations have already come to the
President, and the President and the administration have suggested these
to Congress, having to do with allowing workers to diversify a little more
freely in their accounts, but not requiring them to do so, and also placing
restrictions on so-called blackout periods.

The Labor Department has under way a review of pension security,
and we do believe this is a very important issue. The broader question
that is teed up by this is really the whole issue of corporate financial
disclosure and whether we, as investors in our pensions or investors
generally, get the right kinds of information needed for investment
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decisions. That was a very hard question. That is one the President has
also been very concerned about, and the administration will be reporting
on that to the Congress in the near future.

Representative Saxton. It would seem to me that one of reasons
that retirement plans have been successful is because we have enjoyed
the flexibility and the freedom, if you will, to manage our retirement
accounts, and sometimes in creative but productive ways. Do you have
any warnings as to the types of things the Congress should not do?

Dr. Hubbard. Well, two basic kinds of warnings: let us remember
why we think these are a great idea. They are promoting healthy and
responsible private retirement saving; 401 (k)s are a very good thing.

That flexibility comment you mentioned goes to both households and
firms. As households, we like the flexibility to make allocation decisions
that we think are appropriate for our own investment strategies.
Similarly, firms need flexibility to offer 401 (k) plans that make sense for
their firm and their employees.

Whatever we do, we should of course strengthen retirement security
and information provision, but we want to make sure that we don't kill the
goose that laid the golden egg. If a result of our action is the diminution
of offering 401 (k) plans or the diminution of people's willingness to take
them up, then we have done a great disservice to our retirement security
and our retirement safety net.

So I think that is really the line to walk.
Representative Saxton. If I may just return to the Enron case once

again, there is bound to be speculation - as we move forward and hear
about this case multiple times a day - as to whether this problem is more
widespread beyond Enron.

Have you seen anything to lead you to believe that we need to be
concerned about this conceptually spreading into other businesses, other
large businesses, where similar problems may exist?

Dr. Hubbard. Well, I think the concern, which has already been
expressed by the President in this task to the Working Group on Financial
Markets is whether the disclosure that we get is sufficient in its scope to
enable investors to make the wisest possible decisions. The SEC, of
course, has jurisdiction over looking at particular matters of particular
companies, but I think that there is a need to consider more broadly
disclosure, so that we do promote investors' confidence in corporate
America.

Representative Saxton. Is there a danger that we might find
ourselves with a tendency toward overregulation of 401 (k)s?

Dr. Hubbard. Well, I think it is a concern, frankly, Mr. Chairman.
I think that our goal ought to be to shore up 401 (k)s. That is, to identify
areas, whether they are blackout periods or diversification provisions,
where we would like to make changes, but not do damage to the entire
system with regulations that are so constraining that they might stop firms
from offering 401(k)s.
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Representative Saxton. Let me turn to another issue that you
mentioned, which I have had an interest in for quite some time, and that
of course is the way the International Monetary Fund operates.

The IMF has had a history of transforming its function from one set
of goals relative to management of - or the way it plays into economies
to another set of goals, which I guess you can refer to as a kind of a
bailout mentality where the LMF is - or has been used for purposes of
shoring up various economies and various institutions in economies.

In 1998, I introduced some IMF reforms such as transparency and
other related items, including the interest rates that are charged through
the IME. This reform mandated IMF transparency and the use of
risk-adjusted interest rates in IMF bailout lending in order to promote a
more efficient use of LMVF resources.

Would you comment on the IMF and whether you think there may be
room for still further reforms?

Dr. Hubbard. Sure. With your permission, I would actually like to
defer to my colleague, Randy Kroszner, who has been specializing in
this.

Representative Saxton. Sure.
Dr. Kroszner. Well, certainly there are a lot of challenges that we

face in the international economy, and a lot of challenges that the IMF
itself does face.

After the fall of the Bretton Woods exchange system, the IMF did
have some uncertainty about what its mission should be, and what it has
now come to - in some sense, to try to provide an international safety net
for countries that get into trouble. But of course we know that, on
occasion, having a safety net there can cause more problems than it
solves - the so-called "moral hazard problem," knowing that a bailout can
come along. I think we have seen some examples of that, where
unfortunately good intentions have sometimes turned things to be worse.

The IMF has made strides in improving transparency. We now know
much more about the types of programs they are undertaking with
different countries. The Asia crisis in 1997 and the Russia crisis in 1998
helped to move the IMF towards greater disclosure, and I think we still
need to move much more in that direction.

The notion of having risk-based interest rates that are charged is
certainly a natural and perfectly reasonable one, and I think a good one
to move forward on.

In some cases - and this moves beyond the IMF - the administration
has thought that what we want to do is think about grants to poor
countries rather than loans, because many of the loans just end up not
being repaid and, in some senses, it makes a mockery of the lending
process. We should be more straightforward and have very clear
performance criteria from the beginning, focusing on inputs, good
governance, anticorruption - and extremely important is the rule of law
- and outputs to make sure that the money is not being used simply for
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transfer among different groups, but for fundamental infrastructure
investment to allow the economy to grow towards the future.

And so I think those are some of the areas where we see reforms
being possible; and certainly we care very much about JMF transparency
and disclosure.

Representative Saxton. Would you elaborate on the effect of what
you referred to as "moral hazard"? An institution like the IMF standing
by, in effect saying quietly to people who are active in various countries'
economies, if you fail to have a good economy, if you fail to move
forward, if you fail to have growth, in fact if you fail - if your economy
fails, we will stand by, and we will bail you out with low interest rates
through the IMF - the mechanism of the IMF.

What does that do to economic activity?
Dr. Kroszner. That can set up very, very bad incentives so that the

responsibility that the politician and the people have to make sure that the
funds that they are getting from private sector sources are being well used
disappears to some extent. It is like saying to a corporation, Well, don't
really worry if you are undertaking projects that don't make profits or are
not being very productive, because someone will help take care of you.
And so that gives very bad incentives for looking for the good projects,
looking for the high productivity projects; and of course that is what
moral hazard is about, distorting the incentives.

I don't want to say that in all cases the costs of having some sort of
safety net outweigh the benefits - through moral hazard outweighs the
potential benefits of helping in certain situations to cushion a blow from
a particular shock that comes along. But in some cases, the way that the
IiMF and other institutions have operated in the past has generated less
than responsible policy. And I think, going forward, having strict criteria
for good policy, having strict criteria for doing lending, and having
risk-based lending rates are good ways to try to move forward with
reform and minimize this moral hazard problem. Be there to cushion the
blow when difficulties do come, but do not aggravate the problems that
exist in the first place.

Dr. Hubbard. And if I may, going to your question about the
risk-adjusted rates, another manifestation of this is in the financial
markets where, particularly in the previous administration's approach to
this problem, the risk associated with a country is a mixture of true
country risk, along with the risk of whatever an IMF or Treasury response
would be. I submit to you that this last component of risk is one that
needs to be wrung out of the system.

Representative Saxton. Let us talk about 1MF transparency forjust
a moment. In 1997 and 1998, I began to chair hearings on the IMF, and
one of the things that I found immediately frustrating was the apparent
lack of transfer of information to the public and to Congress and to, I
suspect equally, other governments around the world who are participants
in the IMF. And we would like to think that we cracked the door open a
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bit, but I suspect that we still have the same lack of transparency or near
the same lack of transparency.

What are your thoughts relative to that subject, and do you have any
suggestions as to what we need to do further?

Dr. Kroszner. Well, certainly I think the sorts of pressures from the
oversight that your Committee had undertaken really helped to take a
major step forward.

Before 1997-1998, when there was a program that the IMF had with
a particular country, there was a confidential letter that was not exposed
to public view. Starting in 1997-1998, we began to see those letters
posted on the IMf website. That is a dramatic improvement because
before it was a pure guessing game for people on the outside. To now
know, one, that there is an explicit plan and two, what the context of that
plan is, what the IMF is demanding, I think is a dramatic step forward.

The IRF does a lot of surveillance of countries and gathers a lot of
information about both the financial markets and other aspects of the
economies. Some of that comes out in the World Economic Outlook that
the IMF puts out every six months. But it might be possible to harness
that information in a better way, and make it more systematically
available, because I think one of the things that we have seen is that the
private sector has had some difficulty in estimating when a country is
going to come into trouble.

Unfortunately, the private markets and the private rating agencies
haven't always been on the cutting edge of figuring out when something
is going to go wrong. Not to say that the IMF always has, but they do
often get a bit more information.

What might be very valuable is if those pieces of information were
made available on a more timely basis so that the private markets could
process it, because the IMF spends a great deal of resources doing this
surveillance, this sometimes due diligence on these countries for internal
purposes. If they made that information available on a more timely basis,
then the markets could use that to improve their estimates of probability
of failure and crisis in particular countries.

Representative Saxton. Thank you.
Dr. Hubbard, let me change the subject. One very large part of our

economy is encapsulated in the general term "health care." I don't want
to say we see storm clouds, but I always have concern, or have in recent
years, about our ability to on the one hand provide good health care for
people and on the other hand watch the economic effects of the health
care system, as much as it is such a large part of our economy.

Can you just comment generally on your thoughts relative to this
issue?

Dr. Hubbard. Certainly. And with your permission, I would like to
ask Mark McClellan, who is our real doctor on the Council, to give you
some guidance on that.

Dr. McClellan. Mr. Chairman, that is a very good question. I think
your concerns reflect a lot of the concerns that many Americans have
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today, that on the one hand we have a very productive health care system
that has taken tremendous steps to improve health, extend life, improve
the quality and dignity of life. On the other hand, this seems to be
coming at a higher and higher cost, and many of the solutions or so-called
"solutions" to the problem of rising costs in health care have contributed
to a real sense of frustration among doctors and patients that can't really
work together effectively to solve the problems that they face in the
cheapest and most efficient way.

What we outline in the President's Economic Report, what the
President has been trying to pursue in his policy so far, is to take the best
elements of the health care system - that is, its potential for innovation
and its great capacity to adapt and develop new treatments for all of a
variety of health problems facing Americans - to combine that with
appropriate assistance to those who have trouble meeting their health care
costs without stifling innovation. That is a very important point.

A lot of the debate about Medicare reform, for example, has focused
on prescription drug benefits and the importance of avoiding price
controls and other deterrents to innovation in that important part of the
economy. There are hundreds of new drugs introduced every year.
There is a tremendous amount of economic and clinical evidence that
these drugs improve life and are well worth the additional costs involved.

At the same time, we do need to take more steps to promote effective
competition in health care; and we can do that by providing better
information to doctors and patients and by creating an environment for
medical practice where they are encouraged to use that information rather
than be afraid to share it, afraid to discuss errors and problems because
of fears of lawsuits, for example. And we also can take steps to provide
assistance to those who have the most difficulty in getting affordable
health care because they have low incomes or because they have very
high health care needs, without disrupting the potential for innovation of
our health care system.

So our policies are very much focused on encouraging the best of
American health care, its capacity to innovate, not just in new drugs, but
in good ideas that come up in a clinic or a hospital where doctors and
patients and other health professionals, working together, find a new
solution for avoiding medical errors or providing a treatment for a disease
that keeps a patient out of the hospital or even out of the doctor's office.
We are focused on combining that with appropriate help for those who
need it the most, appropriate subsidies and assistance.

Representative Saxton. Some states are experiencing very, very
difficult situations relative to professional liability insurance in the
medical field.

Any thoughts?
Dr. McClellan. One of the President's policy priorities for the year

is to try to work on the medical liability problem. This is one aspect of
some broader concerns that we have at the Council and that the
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administration has about the costs of the tort liability system to our
economy, which are substantial.

With respect to medical malpractice premiums, there is a lot of
evidence right in front of us that reasonable laws that impose reasonable
damage caps on noneconomic damages and other reforms to encourage
alternatives to long, drawn-out judicial processes can both assure
appropriate reimbursement for people that experience medical errors and
are harmed and, at the same time, avoid defensive medical practices and
high malpractice premiums.

For example, right now in the State of Florida, I hear from a lot of
doctors who have experienced very large increases in their malpractice
premiums, 20 percent or more. I also hear from my colleagues back at
Stanford, where I practiced before coming to the Council, that they have
had very small increases in their malpractice premiums this year, and that
is because California has implemented a very effective system of tort
reform to keep malpractice premiums affordable while still providing
appropriate compensation to patients who are injured.

We need more steps like that at the national level, we think.
Representative Saxton. Let me just ask you specifically - and I

shouldn't do this, but I am going to because I had an experience recently
with this subject in Pennsylvania - are you familiar with the situation in
Pennsylvania?

Dr. McClellan. Pennsylvania is facing a number of problems in its
health care system - cost containment problems, reimbursement
problems, as well as malpractice problems - and there are a number of
issues facing the State. I think there are some good examples that we can
help Pennsylvania use to address many of the problems that they are
facing. But the situation is very indicative of national problems in the
health care system.

Representative Saxton. Thank you.
Dr. Hubbard, I asked questions earlier about the economic growth

that we experienced during the 1980s and 1990s. What is your view on
the economic outlook? Where do you think we are headed with the
economy, and what can we expect?

Dr. Hubbard. I think the outlook for growth remains quite bright.
In the Report, we had forecast long-term growth to 3.1 percent, which is
less than the growth we experienced in some of the peak years of the late
1990s, but still a very, very respectable rate of growth. And the economy
could still do better with the right policies that promote innovation. So
I think the outlook is very promising indeed.

Representative Saxton. What variables should we be monitoring
and assessing as to the likelihood of a rebound? .

Dr. Hubbard. I think in the short term one wants to think about the
business investment picture and consumption. For business investment,
I would be watching durable goods orders and shipments and qualitative
information from the private sector about capital spending plans. At the
Council, we do a little bit of both of those.
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On the consumer side, I would want to watch expectations about
future incomes, asset prices for equities and for homes and the pace of
layoffs.

I think in both the areas, business on the one hand, consumption on
the other, we have reason to believe the recovery will be very good this
year. In both of those there is still down-side risk that points to the need
for the growth insurance package.

Representative Saxton. We have noted some seeming changes in
some economic indicators. For example, last month's job figures looked
a whole lot better than several previous months. The unemployment rate
came down from 5.8 to 5.6 percent. In the last quarter of last year, there
appears to be a slight up-tick in GDP, two-tenths of one percent; however
small that is, it is still better than we perhaps had seen previously.

The stock market seems to have bottomed out. I haven't looked
today - yesterday wasn't a great day, but - I haven't looked today, but it
seems as though the stock market may have hit bottom. Do you see these
as the beginnings of trends, or is it too early to tell?

Dr. Hubbard. I see them as very hopeful and important signs. I
think it is not so much the decline in the unemployment rate that I would
look at, because there are actually a number of factors in that particular
piece of data.

But it is true that the job losses are slowing down. Employment
shedding has slowed down dramatically, and we are seeing improvements
in orders in the business sector. All that is clearly good news. It is not
a recovery that one can take to the bank, and while-I believe that we will
have a very good recovery in the country this year, I think it is very
important to pursue the right policies that are consistent with that
recovery.

Representative Saxton. Can you speak to consumer confidence?
Has that shown some improvement also?

Dr. Hubbard. I think consumer confidence is a very important
indicator. It has been improving. A lot of what we are seeing in
consumer confidence improvements is consumers' thought - not so much
about the current situation but about the horizon - looking better. So
they are seeing income growth as improving, they are seeing the prospect
of being laid off as going down, and they remain very optimistic about
housing values and stock values. Those are the seeds both of the
recovery and the sources of down-side risk.

Representative Saxton. Thank you.
We have been joined by Mr. Watt. Mr. Watt, do you have any

questions at this point?
Representative Watt. Thank you, Mr. Chairman. I will be brief.
First of all, let me apologize to the Chairman and to the witnesses for

being late. We are kind of staggering back into town here, and I just got
back in. So I came on as quickly as I could.
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There are two things I guess I want to ask Chairman Hubbard about.
One has to do with - I am trying to shape my thinking on the stimulus
package. First of all, given your sense that the economy has started to
grow again and the recession is in the process of ending, do you see that
there is a continuing need for a stimulus package, and if so, what would
you think would be appropriately included in that stimulus package?

Dr. Hubbard. Well, I do think that the need for a stimulus package
as growth insurance remains. The fact that the recovery is likely doesn't
make us forget about the significant uncertainty surrounding forecasts.

But not all stimulus packages or growth insurance packages are
equal, as your question suggests, and we continue to believe in the
administration that the sort of policy elements the President originally
outlined, that have come to consensus in the Congress and in most
quarters of business investment - that is, partial expensing for business
investment, acceleration of marginal rate cuts, rebates to low-income
households and AMT (Alternative Minimum Tax ) relief - underscore
the core of a very good stimulus or growth insurance package.

Representative Watt. And what is your rationale on the AMT
relief?

Dr. Hubbard. Well, the AMT provides an odd kind of tax system,
because the way the AMT operates is that it raises the cost of capital in
a downturn, and so the AMT acts as a kind of extra tax when the
economy is going down. So we believe, particularly in an environment
in which one wants to encourage investment through investment
incentives, you don't want to simply remove those incentives through the
operation of the Alternative Minimum Tax.

Representative Watt. And how would you compensate for the
seeming inequity of it, when profits are going up?

Dr. Hubbard. Well, when profits are going up, of course companies
are generally paying taxes on the regular tax schedule. The AMT-

Representative Watt. Well, some of them are and some of them are
not.

Dr. Hubbard. Well, then they are paying Alternative Minimum Tax.
If there were no Alternative Minimum Tax-

Representative Watt. If there were no Alternative Minimum Tax,
they would not be paying any tax.

Dr. Hubbard. They would be paying tax according to the schedule
that the Congress legislates.

As a tax policy matter, Alternative Minimum Taxes are odd ducks.
The Congress passes what it considers to be the best tax policy and then
undoes or complicates it through a system of minimum taxes. So I would
urge consideration of what you think the right tax policy is.

Representative Watt. All right. The acceleration of the tax rate
cuts strikes me as - well, let me back up and see if I can get some
consensus about whether the prospect of going back into deficit spending
is having any impact on long-term interest rates.
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Dr. Hubbard. Long-term interest rates, of course, are determined in
an international capital market, so the question is, what is the effect of
changes in U.S. budget policy on that market. A good rule of thumb that
would be consistent with recent research by economists - and also, I
think, with long-standing calculations at the Council, during the previous
administration, as well as this - would be that the type of fiscal changes
that are being considered in the so-called "stimulus packages" would add
between three and five basis points, possibly, to long-term interest rates,
which is to say very, very little.

The effect of deficits on interest rates is something that has been
notoriously hard to measure, and I think most of the evidence in the
economics profession suggests that it is very, very small.

Representative Watt. Three to five basis points is a very small
impact. Is that what you are-

Dr. Hubbard. Right, not three to five percentage points, but basis
points; so close to zero, in other words.

Representative Watt. So basically what you are saying is, your
opinion is that there is no impact on long-term interest rates from deficit
spending?

Dr. Hubbard. No, not at all. I think what I am trying to suggest to
you is that it is very important to have, of course, long-term fiscal
discipline for the country, and that clearly matters in interest rates. The
U.S. is a very large player in the global capital market.

To go to your earlier question about the stimulus package, the kinds
of packages that were talked about by the administration or here in the
Congress are of a size which would, in and of themselves, lead to only a
de minimus effect on long-term interest.

Representative Watt. So you don't subscribe to the notion that the
reason that the spread between short-term interest rates and long-term
interest rates - currently, the reason that long-term interest rates have not
followed short-term interest rates down, some people are saying, is a
result of the fact that the ultimate - that there is a substantial concern
about going back into deficit spending.

Do you disagree with that?
Dr. Hubbard. Yes, sir, I would. I think the largest single

contributor to the difference you suggest is the expectation that the
economy will improve, which would lead to higher real and nominal
interest rates in the future and higher long-term rates today. I think the
best study-

Representative Watt. So Fed policy is driving it down? You are
saying as the economy improves, the Fed raises short-term rates, and
therefore long-term rates are not responding to the drops that the Fed has
undertaken? This is also the Fed's fault?

Dr. Hubbard. No, it is really not a statement about the Fed at all.
If I expect the economy to improve in the future, then the demand for

credit and loans in the future will be higher than it is today. All other
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things being equal and the U.S. being a very big player in the capital
market, that would lead to higher interest rates in the future.

Long rates today are what the market expects about short-term rates

today and the whole sequence of future short-term rates. The best

academic studies I know of on deficits and interest rates are those by
Greg Mankiw at Harvard and Douglas Elmendorf at the Federal Reserve
Board, and I think there, even for quite pronounced deteriorations in the
deficit picture per se, again one is merely into a handful of basis points
effects on long-term interest rates.

Representative Watt. Okay. I appreciate it. I will read your
testimony and the other witnesses' testimony. I am sorry-

Dr. Hubbard. Thank you.
Representative Watt. And I appreciate you being here.

Representative Saxton. Dr. Hubbard, let me just follow up on the
interest rate question, if I may. A good long-term interest rate to discuss
would be, perhaps, home mortgages - very familiar to all of us. I

followed home interest rates for many years. I used to be in the real
estate business, and I remember when interest rates in the 1 960s were at

six percent. I remember interest rates in the early 1980s being at - on
home mortgages almost 20 percent. And, out of curiosity, I have
watched, over the last year or so, home mortgage interest rates go down
to about 6.5 percent and have now climbed back up to seven, or near
seven, percent.

It seems to me that in a historical perspective this is a relatively low

interest rate, and yet all of us talk about the increase in long-term rates.
How would you characterize the current long-term interest rates? Higher
than they used to be but not as high as they could be?

Dr. Hubbard. Well, of course, in your question you want to be sure
to distinguish between nominal and real interest rates. One of the reasons
that home mortgage rates were so very high in the early 1 980s is because
inflation was very, very high and that got priced into interest rates.
Long-term interest rates remain quite low for mortgages, which is what
has been underlying much of the boom in housing values and in
refinancing for consumers. So, at the current level, I see no reason to
suggest that long-term interest rates in the housing market, or more
broadly, are reflecting a lack of fiscal discipline.

Representative Saxton. 2001, from our vantage point, was
characterized by a continuing very, very healthy construction segment of
our economy. Was that because of a large demand or because - do you
think it was because of interest rates being relatively low through the
year, or what?

Dr. Hubbard. Well, interest sensitivity is certainly very, very
important in construction, yes.

Representative Saxton. Particularly in home construction?

Dr. Hubbard. Absolutely.
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Representative Saxton. And because there was a construction boom
that created a demand - would that have created a demand for long-term
home mortgages that was excessive?

Dr. Hubbard. Well, as the market works as a whole, there would be
many factors that would determine people's demand for owning a home,
an important one of which is interest rates. So the interest rate picture
both affected and was affected by the demand for mortgages.

Representative Saxton. As I was listening to Mr. Watt's very good
questions, it occurred to me - could the argument be that because of the
high demand for mortgages, that rates crept back up? Is that a
possibility?

Dr. Hubbard. Well, it can. If there is a suddenchange in demand
- sort of a shifting out of a demand curve for mortgages or for housing,
if you will - that would put upward pressure on rates. Just as I was
suggesting in answering the gentleman's question, if we expect conditions
to improve, we would want to demand more credit, and that would raise
interest rates.

Representative Saxton. I have no other questions at this time. I
would just like to thank you, Chairman Hubbard and Dr. McClellan and
Dr. Kroszner, for your contributions here this morning. It is always good
to have you come and share your thoughts with us. We appreciate it very
much, and we will look forward to being with you together again.

Dr. Hubbard. Thank you very much, Mr. Chairman.
Dr. Kroszner. Thank you very much, Mr. Chairman.

[Whereupon, at 11:16 a.m., the hearing was adjourned.]
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SUBMISSIONS FOR THE RECORD

PREPARED STATEMENT OF

REPRESENTATIVE JIM SAXTON, CHAIRMAN
It is a pleasure to welcome Chairman Hubbard of the President's

Council of Economic Advisers (CEA), and Council members Randall
Kroszner and Mark McClellan to this hearing on the Economic Report of
the President.

The Council's Report reviews the economic slowdown that began in

the middle of 2000, and later turned into a recession. The effects of

higher interest rates, surging energy prices, falling stock market, and

other factors slowing the economy are explained. The Report notes the
damage after September 11 resulting from the terrorist attacks and the

serious economic disruption that followed. The Council nevertheless
notes the positive effects of an easing of monetary policy by the Federal
Reserve, and the reduction of the tax drag on the economy. The Council
expects that the economy will rebound and real GDP will expand 2.7

percent over the four quarters of 2002 if appropriate policies are in place.

Recently released economic data do suggest that the economy may
have bottomed out. However, much of this improvement is too recent
and tentative to be called a trend. The fragility of the economy, reflected
in declining investment and employment, remains a concern that justifies
consideration of economic stimulus legislation by the Congress.
Moreover, the economy is vulnerable to risks from adverse international
economic developments, high debt levels, security costs, and other
factors.

In the wake of the events of September I 1, the prospect of economic
recovery in the near future is especially impressive and reflects the
remarkable resilience of the American economy and people. In addition,
the President's success in weakening the terrorist network has improved
domestic security and restored confidence, though much remains to be
done. The restoration of domestic security is a key function of

government and is an important precondition for a resumption of healthy
economic growth. As the President has emphasized, the war against
terrorism is hardly over, but we have made a good start. To date the
terrorists have been unsuccessful in attaining their objective of seriously
crippling the U.S. economy.

Turning to international economic policy, I would like to note the

Council's statements endorsing reform of the International Monetary
Fund (IMF). According to the CEA Report, IMF liquidity loan

"programs would appropriately involve short-term lending at penalty
interest rates, to encourage and facilitate the borrower's quick return to
private capital markets." This is very consistent with the Congressional
mandates for IMF reform developed by this Committee in 1998. A
version of these transparency and lending reforms became law in 1998 as
conditions attached to the IMF quota increase legislation. Thus,
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Congressional actions already taken strongly support theAdministration's position on needed reform of IMF lending programs.
In conclusion, the recent signs of economic recovery are encouraging

but tentative. The economy has proven itself to be incredibly resilient,but it remains to be seen whether a sustained economic rebound isunderway. Congressional enactment of economic stimulus legislationwould be a prudent insurance policy against the potential for another dipin economic activity.
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OPENING STATEMENT OF
SENATOR JACK REED, VICE CHAIRMAN

Thank you, Chairman Saxton, for this opportunity to discuss the
economic outlook and to review the Economic Report of the President,
released today. I also want to thank Council of Economic Advisers
Chairman Dr. R. Glenn Hubbard and members Dr. Mark McClellan and
Dr. Randall Kroszner for their testimony today.

The last time you were here, Dr. Hubbard, the National Bureau of
Economic Research (NBER) announced the economy had been in
recession since March 2001. Despite some recent hopeful signs, the
economy remains weak.

Clearly, the task before us as policymakers is to get the economy out
of recession quickly and put us back on a path of strong and sustainable
growth. How we get there has been - and will continue to be - the subject
of much debate. What's clear, however, is that the President's call to
accelerate and make permanent the scheduled personal income tax cuts
won't get us there.

Over the next decade, the non-partisan Congressional Budget Office
(CBO) projects that the federal surplus will be more than $4 trillion lower
than its January 2001 projection. CBO estimates that less than one-fourth
this downward projection is attributable to weaker economic conditions,
while more than 40 percent is attributable to the tax cut:'The true budget
outlook is likely to be even gloomier, because the CBO projections do not
take into account any new policies, such as those just proposed in the
President's budget.

Accelerating or making permanent the Administration's tax cuts is
poor economic policy for both the short run and the longer run. In the
short run, the tax cut goes disproportionately to the highest-income
households who are least likely to spend it. In the longer run, the tax cut
severely reduces public saving and would be unlikely to stimulate
significant increases in private saving. Thus, national saving and
economic growth will fall, just at the time when the budgetary pressures
of the aging baby boom start to hit.

The attack on September 11 was a dreadful assault on this country.
But the irresponsible tax cuts pressed by this administration had us
headed down a road to deficits even before we faced a war on terrorism.
Now we have to respond to our national, homeland, and economic
security needs bereft of a surplus that was hard-earned over years of
effort during the 1990s.

The consequences of not having surpluses to fund our national
priorities are severe. For example, the President has proposed cuts in job
training programs that help people transition from welfare to work, and
an inadequate amount of money for providing prescription drugs to
seniors.
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Balancing our national priorities is challenging enough without
imposing additional and unwise fiscal constraints. We simply cannot
afford to accelerate or make permanent tax cuts for only the wealthiest
Americans at the expense of immediate needs and investments for the
future.

Mr. Chairman, I look forward to the testimony of and discussion with
Chairman Hubbard and the other members of the CEA.
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PREPARED STATEMENT OF DR. R. GLENN HUBBARD,
CHAIRMAN, COUNCIL OF ECONOMIC ADVISERS

Chairman Saxton, Vice Chairman Reed, and members of the
Committee, it is a pleasure to appear before you today to discuss the
release of the Economic Report ofthe President, along with the economic
outlook for the United States and the Administration's policy agenda.

The events of 2001 brought new challenges for the U.S. economy and
for economic policy. The war against terrorism has increased the
demands on our economy, and we must do everything in our power to
build our economic strength to meet these demands. At the same time, we
must take pains to ensure that the benefits of economic growth are shared
as widely as possible, both within and beyond our borders.

Economic growth is not an end in itself. As it raises standards ol
living - consumption, in the language of economists - growth also
provides resources that may be devoted to a variety of activities beyond
the traditional marketplace. Growth can fund environmental protection.
the work of charitable organizations, and many other activities of interesi
and value to the United States, other industrialized economies, and
developing economies alike.

RESTORING PROSPERITY
The economy entered 2001 growing slowly, and growth continued tc

decelerate through most of the year. After expanding at an annual rate o1
5.7 percent in the second quarter of 2000, gross domestic product (GDP:
- a standard measure of economy-wide production - began to falter late]
in the year, and the weakness persisted into 2001. Some sectors stumblec
into outright decline; for example, industrial production peaked in June
2000, and then entered a prolonged slump. Although the National BureaL
of Economic Research has said that the recession - the first in ten yean
- officially began in March 2001, the terrorist attacks of September 11
delivered a further blow to the economy. The experiences of 2001 have
emphasized the importance of timely economic information, with one
area deserving considerable attention being the need for readil3
accessible real-time data. Investment in sources of these data could yielc
handsome dividends, especially at key junctures in the business cycle.

Moreover, the quality of existing statistics is far from perfect an(
could be enhanced with further investment. Even real GDP, generally
thought of as a reliable measure of overall activity in the U.S. economy
is susceptible to considerable revisions. For example, in the third quarte
of 2000, real GDP was first estimated to have grown 2.7 percent at at
annual rate - a subpar but respectable growth rate. That rate was thei
revised downward to 2.4 percent and then again to 2.2 percent. Sevei
months later it was further revised downward to 1.3 percent, providing
evidence that the economy had begun to slow dramatically at that time
A key component of the revision came from revised data on gross privat(
domestic investment, initially estimated to have risen 3.2 percent but late
revised to show a contraction of 2.8 percent. Such revisions lead t(
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mcertainty for both government and private decisionmakers, which can
ause costly delays. Although most revisions are not that large, the
,verage quarterly revision of real GDP growth over the last decade was
bout one percentage point, while real GDP growth averaged 3.2 percent.
7his amounts to a revision of about one-half the standard deviation of the
[uarterly growth rate of real GDP.

A number of steps can be taken to improve the accuracy and
imeliness of economic statistics. One cost-effective measure would be
D ease the current restrictions on the sharing of confidential statistical
lata among Federal statistical agencies. Such data sharing, which would
Fe done solely for statistical purposes, is currently hindered by lack of a
niform confidentiality policy. Confidentiality is of key importance to all
gencies and to the individuals and businesses who participate in Federal
urveys, but a uniform confidentiality policy would allow agencies such
s the Bureau of Economic Analysis, the Bureau of Labor Statistics, and
he Bureau of the Census to compare and improve the quality of their
ublished statistics while preserving confidentiality. In the past, attempts
ave been made to pass legislation, together with a conforming bill to
riodify the Internal Revenue Code, allowing such data sharing under
arefully crafted agreements between or among statistical agencies.
Meaningful data-sharing legislation still offers the opportunity to improve
ie quality and effectiveness of Federal statistical programs.

In addition to data-sharing legislation, the Administration is
roposing new and continued funding for the development of better and
rlore timely measures to reflect recent changes in the economy. For
xample, these resources would allow for tracking the effects of the
rowth in e-commerce, software, and other key services, and for
eveloping better estimates of employee compensation. The latter are
icreasingly important given the expansion in the use of stock options as
form of executive compensation, as well as for tracking the creation and
issolution of businesses, given the importance of business turnover in
constantly evolving economy. Improved quality-adjusted price indexes
)r high-technology products are also an important area for future
-search. As the economy continues to change and grow, the need persists
create and develop such new measures, to provide decisionmakers with

etter tools with which to track the economy as accurately as possible.

'he Near-Term Recovery
The Administration expects real GDP growth to resume early in

002. The pace is expected to be slow initially, followed by a pickup
iereafter; over the four quarters of 2002 real GDP is expected to grow
.7 percent. The unemployment rate - currently 5.6 percent - is
rojected to rise through the middle of 2002, when it is expected to peak
round 6 percent.

The decline in aggregate demand during the past year was
Dncentrated in inventory investment, business fixed investment, and
Kports. Of these downward pressures, inventory draw downs are
rticipated to reverse course soonest and most rapidly, moving from
quidation to accumulation in the first quarter of 2002. Thus the initial
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source of the recovery of growth will likely take the form of tf
accumulation phase of an inventory cycle.

Growth in business investment and exports is likely to take longer I
develop. Nonresidential investment fell sharply in 2001, and sory
downward momentum may still remain. Still, the financial foundatioi
for investment remain positive: Real short-term interest rates a]
relatively low, prices of computers are falling, and equity prices move
up during the fourth quarter. Perhaps due to these factors there was a
upturn in new orders for non-defense capital goods in the fourth quarte
a promising sign for the outlook for business fixed investment.

Personal consumption expenditure grew quite rapidly in the four
quarter - a 5.4 percent annual rate - driven in large part by purchases (
motor vehicles. While auto purchases may have been influenced t
special financial considerations, the overall strength of househol
spending in the fourth quarter suggests a strong impact of the tax cl
passed by Congress and signed by the President last spring. During tl
fourth quarter consumption of non-durables and services increased $39
billion despite the fact that personal income rose only $0.2 billio'
suggesting that purchases were financed in part by the down payment c
the tax relief mailed out during the third quarter. This interpretation 4
the data is entirely consistent with the reaction of households to
permanent tax cut, as a temporary tax cut would have been largely savc
and not spent. In the same way, it also suggests that any perceivc
undermining of the permanence of this tax cut would have immedia
adverse repercussions in the level of consumption demand.

Consumption spending is expected to continue at solid rates in 200
albeit a bit slower than the rapid pace in the fourth quarter. One impac
however, of the war against terrorism is the need for enhanc(
expenditures for defense and homeland security. The growth in the!
outlays represents an impetus for aggregate demand in the short run; f4
example, in the fourth quarter, Federal government purchases rose
roughly a 9 percent annual rate. More rapid government spending
general, however, is not a sure recipe for economic growth. Indeed, tl
loss of fiscal discipline represents a threat to long-run growth. The nec
to address the terrorist threat is very real; however, we must be vigila
against a loss of budgetary discipline and remain committed to r
prioritizing our needs and controlling the growth of governme
spending.

Inflation is expected to remain low and stable. As measured by tl
GDP price index, inflation was stable at about 2.2 percent during 200
The Administration expects this measure of inflation to fall to 1.9 perce
in 2002. The unemployment rate is now above the level that tl
Administration considers to be the center of the range consistent wi
stable inflation, and capacity utilization in the industrial sector
substantially below its historical average. Despite faster-than-trer
growth of output in 2003 and 2004, some downward pressure will 1
maintained on the inflation rate, because the unemployment rate
projected to remain above the center of the range over that period.
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Risks to the Near-Term Recovery

The Administration forecast mirrors the outlook of private sector
analysts such as the Blue Chip consensus forecast. We must recognize,
however, that the basic economic outlook is subject to risks.

To begin, one downside risk to the consensus outlook is a slower
recovery in capital spending. In particular, some observers have
emphasized the possibility of a "capital overhang" that impedes a
recovery in business fixed investment. A capital overhang develops
when the amount of capital in the economy exceeds the amount that
businesses desire for the production of goods and services. The
emergence of such an overhang complicates both business planning and
policymaking. Businesses often have to alter their capital spending plans
and curtail their investment spending - sometimes quite abruptly. A large
overhang may also reduce the stimulative effects of tax policies designed
to boost investment, possibly lengthening the recovery time during a
period of sluggish economic activity, especially for the manufacturing
sector.

Empirical evidence suggests that a capital overhang did develop in
2000. The overhang was modest for the economy on average, but various
types of capital equipment such as servers, routers, switches, optical
cabling, and large trucks were disproportionately affected. Over the past
year and a half, the decline in investment spending and depreciation of
the existing capital stock appear to have combined to slow capital
accumulation sufficiently to eliminate the overhang.

However, estimates of the total overhang must be interpreted with
caution. There is considerable uncertainty about its size, because it is
difficult to estimate precisely both the capital stock that businesses desire
and the capital stock they actually possess.

The remarkable slowdown in capital accumulation during 2001 and
the possibility that the capital overhang has persisted longer than the data
suggest some risk to the outlook. This underscores the importance of the
President's tax relief recommendations for economic stimulus. The
partial expensing provision will encourage business investment,
stimulating economic activity in the short run and laying the foundation
for stronger growth in the long run. The reductions in marginal income
tax rates will help spur investment by providing incentives for flow-
through entities, mainly small businesses, to grow and create jobs. The
President's tax relief will also help foster a smooth and more predictable
transition to a period of sustainable growth.

One factor that contributed to the onset of the current recession was
a sharp rise in the energy prices. Another risk to the outlook is another
such rise, especially as the United States is heavily reliant on imported oil
to meet its energy needs. The Administration has made a comprehensive
energy policy a priority, as indicated in the President's National Energy
Policy.

The House energy bill addresses many of the legislative
ecommendations contained in the National Energy Policy and the
President has called on the Senate to act as well. H.R. 4 creates
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opportunities and provides incentives to foster conservation, improve
energy efficiency, increase domestic energy production, and expand the
use of renewable energy sources. H.R. 4 represents an important step ir
ensuring the Nation's future energy security.

Finally, we must acknowledge that in the current securit3
environment our economy remains at risk. The events of September 11
had a pronounced, disruptive impact on the path of the economy
Certainly, we are hopeful that the economy will not be subjected to suck
adverse events in the future. The Administration worked with Congres,
to suggest legislation to provide a backstop against catastrophic terrorism
risk and continues to support passage of measures to help the private
sector build capacity to provide such insurance.

The Long-Term Economic Outlook
The economic difficulties that began in 2000 and continued into 2001

and 2002 should not blind us to the fact that the outlook for the economr
remains strongly positive. The Administration proj ects real GDP growtl
to average 3.1 percent a year during the 11 years through 2012. Th(
growth rate of the economy over the long run is determined primarily bi
the growth rates of its supply-side components, which include population
labor force participation, productivity growth, and the workweek.

Productivity growth in the United States accelerated during thi
second half of the 1990s, and economists generally believe that much o
that faster productivity growth is permanent. New technology deserve
much of the credit - but by no means all of it. Better, more efficient way
of doing business also contributed, and only a fraction of the man,
possible improvements have yet been made. Our economic challenge is
in large measure, to discover how to reap the benefits of the remainder

The Administration expects non-farm labor productivity to grow a
a 2.1 percent average pace over the projection period, the same as ove
the entire period since the previous business cycle peak in the thin
quarter of 1990. This projection is noticeably more conservative than th,
2.6 percent average annual growth in actual productivity from 1995 tb
2001.

The Long-Term Policy Agenda
The 1 980s and 1 990s witnessed a long boom (punctuated by a shoi

recession) in which private sector technological advances an,
entrepreneurial innovation fueled productivity growth and increases i
our standard of living. This strong productivity performance derive
from advantages of our economic approach - notably, the strength of ou
institutions and the flexibility of our business culture. Public policy wa
in many ways supportive, with tax cuts in the 1 980s, deregulation, and
stable anti-inflationary monetary policy leading the way. With som
exceptions, policy generally promoted economic growth in the privat
sector.

The 2002 Economic Report of the President focuses on thos
institutions and on that culture, and proposes strategies for improvin
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hem and putting them to use, to sustain our growth and broaden our
Prosperity. Institutions are a key issue. Productivity growth does not
irrive from the heavens. New technologies, process innovations, and
ther aspects of private-sector productivity gains are the result of

nvestment, effort, testing, and implementation. In Europe, commentators
[rom both the OECD and the European Central Bank have noted the lack
)facceleration in productivity growth comparable to that witnessed in the
Jnited States. Rigidities in labor and product markets, sometimes
exacerbated by regulatory impediments, are often cited as culprits.

Put differently, the important economic outcome - productivity
,rowth - hinges on the structure of economic incentives. It is now
mderstood that the effective use of economic incentives hinges upon the
nstitutions in which they are embedded. The Report is organized around
he need to build strong institutions to support a flexible economy and
apid economic growth.

As an example, one of the President's priorities is the U.S.-led effort
or more open global trade. The large contribution of reduced trade
arriers to growth in our standard of living has long been recognized. In
001, the United States exported over $1 trillion in goods and services -

)r 10 percent of GDP.
The United States has the opportunity to reap significant gains from

he future trade agreements. A recent study finds that a new World Trade
)rganization (WTO) round that lowers barriers to services and reduces

ariffs by one-third on agricultural and industrial products would yield
rains roughly equivalent to a $2,500 permanent increase in the annual
ncome of the average family of four. An agreement on the Free Trade
krea for the Americas that removes bilateral tariffs would increase GDP
)y about $53 billion, or about an $740 permanent increase in the annual
ncome of a family of four.

These are important benefits for the average American household.
Frade is sometimes portrayed as a threat to lower-income individuals.
['his is not the case. To take one example, in 1997 there was roughly $18
)illion in tariffs, with nearly one-half on clothes and textiles. Who pays
hose tariffs? In a $10 trillion dollar economy, this might not seem like
Ln important question - after all, $9 billion in clothing tariffs is a trivial
iraction of overall consumption spending. The reality is that - measured
is a fraction of their income - tariffs paid by the lowest -income quintile
vere roughly three times that of the highest-income quintile.

Trade helps our domestic productivity. Expanding global trade
llows the most efficient producers to grow because selling goods in the
ompetitive international marketplace demands higher productivity. In
act, exporting plants have up to 20 percent higher productivity non-
xporting plants.

Furthermore, many domestically produced goods are shipped abroad
or further processing or assembly and then returned to the United States.
n 1998, for example, the United States imported $27 billion of
production sharing" goods from Mexico, and these goods may be re-
mported subject to lower duties. Not duty-free. Nearly 60 percent of the
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value of these imports derived from U.S.-made components-roughly II
percent of all U.S. imports from Mexico.

The benefits of free trade are substantial and investments in thi
institutions that support a global trading system are valuable. Indeed, ai
institutional commitment is a good way to overcome instances o
shortsightedness. In developing countries, the advantages of internationa
trade produce income for not only commercial consumption, but also
access to better food, better health care, better education, ant
technologies that will help improve the environment. In a developer
country, stiff import barriers on labor-intensive goods from developing
countries such as clothing, leather, or agriculture not only harr
consumers but reduces the income of people in developing countries a
well.

A recent World Bank study identified developing countries a
"globalizing" on the basis of the growth in trade related to GDP and thei
reduction in average tariff note. It found that, in the 1990s, the incom
per person in globalizing developing countries grew more than three-and
a-half times faster than it did in non-globalizing developing countries. I
the six years following completion of the Uruguay Round, exports fror
developing nations grew by nearly $1 trillion, to a level of $2.4 trillio
last year. The United States in particular has been an engine of expoi
growth for developing nations. There has been an 82 percent increase i
U.S. imports from developing countries (87 percent increase in chemicE
products and 72 percent increase in textiles) between 1994 and 2000.

Building on this success is important. One study indicates that net
global trade negotiations would generate income gains for developin
countries greater than recent flows of official assistance, and roughl
comparable to total inflows of foreign direct investment. An IMF/Worl
Bank study notes that eliminating all barriers to merchandise trade woul
yield static welfare gains of between $80 and $180 billion to developin
countries. These numbers are well in excess of annual aid flows to thes
countries.

That there is tremendous value to multilateral agreements the
institutionalize a commitment to free trade among countries is clea
Trade Promotion Authority (TPA) provides the President wit
negotiating flexibility and gives the United States additional credibilit
in the international community. It enhances our bargaining power i
these negotiations. It also ensures that trade agreements will maintain
focus on trade, as intended by the negotiating parties. TPA sends a sign,
to other countries that the U.S. is united in active engagement in trad
negotiations that will benefit all participating countries. Obviousl:
Congress still has its final, rightful say on whether or not the Unite
States signs any trade agreement.

International trade is one force behind the "creative destruction"
the continual competitive pressure to innovate, improve, and outperfon
competitors - that is central to our economy. Of course, for an individu
worker, finding a new job in another firm or another industry may t
difficult. The United States recognizes this possibility and has pi
programs in place to assist those who lose their jobs due to trade i
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finding a new position. Workers who are displaced from their jobs due
to imports are given special assistance by the Federal government to
smooth their transition to new jobs. For example, the Trade Adjustment
Assistance (TAA) and NAFTA-Transitional Adjustment Assistance
(NAFTA-TAA) programs provide those misplaced workers with training,
income support, and out-of-area job search aid, and relocation
allowances; these benefits are in addition to unemployment insurance,
employment-related services under the Workforce Investment Act, and
other programs. The Administration is committed to reauthorizing and
improving the existing TAA and NAFTA-TAA programs that expired
last September and were continued through FY 2002 by the action of the
appropriators. The Bush Administration has worked this year to improve
the TAA programs so that they more effectively ease the transition into
new employment.

Another example is the President's proposed Health Insurance Tax
Credit. The tax credit proposal included in President Bush's budget for
2003 is a refundable income tax credit to cover the cost of health
insurance purchased by individuals under age 65. It would provide a
subsidy for a percentage of the health insurance premium, up to a
maximum credit of $1,000 per adult and $500 per child. A two-parent
family with two children would be eligible for a maximum credit of
$3,000. The maximum subsidy percentage would be 90 percent for low-
income taxpayers and would phase down with income. A broad-based
policy of this type anticipates the insurance needs of workers - dislocated
or otherwise - and permits labor market adjustments to be less impeded
by health insurance considerations.

There is great value to institutions that meet the short-run needs of
displaced workers and move them quickly toward productive activities.
The events of the past year has illustrated - in an extreme form - the
shocks to which our economy is subjected. The President's vision of
economic security recognizes that many events impact the economy all
the time. We should think comprehensively about these policies and
focus our efforts on incentives for getting workers back to work, and
quickly. Resources should be devoted flexibly to basic needs, job search
for re-employment, and retraining, without creating an incentive for
unnecessarily long spells between jobs, because benefits extended under
the wrong conditions create a "tax" when a new job is taken and those
benefits are lost.

Finally, getting the most out of the economy will require an emphasis
on efficiency in government as well. If government spending grows
without discipline, billions of dollars will be siphoned away from private
sector innovation, taxes will rise, and growth will suffer. The President's
Management Agenda seeks to shift the emphasis of government toward
results, not process. It aims to replace the present Federal government
hierarchy with a flatter, more responsive management structure and to
establish a performance-based system.
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THE 2002 ECONOMIC REPORT OF THE PRESIDENT

The importance of using policies to set in place valuable economic
institutions is not limited to displaced workers and government programs
These areas come immediately to mind in the current setting where fisca
discipline and the genuine costs of recession are apparent. However
looking toward the future, there are many areas for such improvements
The 2002 EconomicReport ofthe President is devoted to the foundations
of these improvements in our institutions. These institutions figure
prominently both in agenda for long-term growth and in assuring that the
benefits of growth are spread throughout society.

Strengthening Retirement Security
No area of American life could benefit more from enhancements t(

its institutional underpinnings than retirement security, and the Presiden
has made the reform of the Social Security system a central part of hi!
economic agenda. As he has stressed, "Ownership in our society shouh
not be an exclusive club. Independence should not be a gate(
community. Everyone should be part owner in the American Dream."

The Report examines the changing nature of retirement security an(
the institutional changes needed to meet this challenge. There is littlb
dispute about the need for reform, and there is growing agreement tha
personal accounts within the Social Security system are an indispensablb
part of any reform plan. Personal accounts would enhance individua
choice - the very foundation of the success of our market economy. Thi
current Social Security system collects 12.4 percent of all covered wage:
and essentially constrains all working Americans to place their retiremen
security in a single asset - one that demographic change is rendering
increasingly inadequate to support the system's obligations.

Personal accounts would permit individuals to diversify thei
retirement portfolios, thus increasing their retirement security. Thl
individuals would for the first time acquire rights of ownership, wealti
accumulation, and inheritance within Social Security. These advantage
are widely recognized. Less well appreciated, however, is that ownership
and inheritability will enhance Social Security's role in making ou
economic system more equitable. Some groups in our society with lowe
average incomes also have lower life expectancies, and as a consequence
they receive less today in Social Security retirement benefits than d4
other, wealthier groups. Under a system of personal accounts, the earl,
death of a worker would no longer mean the loss to that worker's heir
of much of what he or she has paid into Social Security. Instead, those
assets could be passed on to the next generation. For all these reasonr
personal accounts are an important part of reforming Social Security, ani
thereby of strengthening retirement security for all Americans.

Although not covered in the Economic Report of the President,
would be remiss if I failed to mention the President's announcement las
week of proposals to strengthen the security of retirement savings i]
401(k) plans. These proposals would give workers more freedom t
diversity their portfolios. Also, workers would have the same ability a
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Drporate officers to trade company stocks during so-called "blackout"
eriods when trading is restricted.

,ealizing Gains from Competition
One source of the United States' superior economic performance

ver the past decade has been the success of its institutions for promoting
pen, competitive markets. Strong incentives to compete are what drive
rms to exploit new opportunities, and so achieve faster growth
iroughout the economy. Deregulation of several key industries during
ie 1 970s and 1 980s brought substantial benefits to consumers and to the
-onomy as a whole, recognizing that it took time for those benefits to be
-alized.

The task of competition policy is to promote competition in a way
iat ensures the efficient allocation of resources and serves the interests
f consumers. In doing so, however, competition policy must walk a fine
ne: Efforts to prevent anticompetitive changes in the behavior and
rganization of firms may inadvertently keep firms from taking steps that
Duld lower their costs or improve their products. Such ill-advised
Lterventions would ultimately harm consumers rather than benefit them.

The recent past has witnessed a remarkable shift in the competitive
mdscape. Mergers and acquisitions have reshaped and continue to
-shape the organization of firms and the nature of competition itself.
lur competition policy must be flexible enough to acknowledge and
ipport the quest for efficiency that drives these changes, while
-maining vigilant against changes that would harm competition. To fail
i this task would be to hinder the growth of innovative firms, the
loption of new technology, and the enhancement of productivity.

The markets in which American firms compete today are increasingly
lobal markets, and globalization motivates further changes in firms'
rganization. Our competition policy should acknowledge and reflect
Lese motivations. Other countries have their own competition policies,
f course, and inefficient policies in any one of them may impose costs
i firms and consumers in the United States and around the world. The
nited States should therefore pursue the convergence of national
)mpetition policies - but should do so in a way that spreads best-
ractice, efficient competition policy worldwide.

Finally, competition policy must also deal with the increased
riportance of "dynamic competition," in which firms compete not just
or increments of market share but for absolute (if temporary) market
)minance, through rapid innovation. Policies should recognize that, at
iy given moment, high profits and substantial market share - indicators
Lat might warrant concern about competition in some industries - may
ask vigorous dynamic competition among firms in industries
idergoing rapid technical change.

romoting Health Care Quality and Access
Health care is one of the largest and most vibrant sectors of the

:onomy. Biomedical research, both public and private, has generated
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stunning advances in our understanding of biology and disease a
achieved major therapeutic discoveries. As a result, Americans today,
living longer lives with less disability. However, the health care delivc
system today is troubled, as medical expenditures are again rising rapid
The costs of private health insurance to working Americans and the co
to taxpayers of government health programs, including Medicare a
Medicaid, are increasing at rates far surpassing the growth of 1
economy. Managed care is under fire from patients and physicians alil
With the economic slowdown and rising costs, concerns about 1
growing number of uninsured are again coming to the fore.

Much of the discussion about Federal policies to address the
concerns has been framed through a narrow lens that focuses
"guarantees" for access and treatment, to be achieved largely throu
expanding government programs that rely on regulation and price settii
Yet this approach does not ensure access to innovative care that meets 1
diverse needs of patients in an efficient way - evidence of which
Medicare's lack of coverage for prescription drugs and integrated dised
management.

The Report explores the President's vision for an alternat
framework, one that focuses on achieving better health care throu
solutions that emphasize both shared American values and sensil
economics. These solutions build on existing support; they encour,
flexible, innovative, and broadly available health care coverage; tl
emphasize the central role of the patient in making health care decisio
and they improve those decisions by creating an environment for medi
practice that encourages steps to improve quality and reduce costs. T
approach emphasizes patient-centered health care, with individual cont
and individual responsibility.

If we move toward a system of informed choice and well-craf
economic incentives, and away from rigid regulation, the health c
system will improve from the resulting flexibility and competition.
this vision, incremental government support would be used to broa(
access and to encourage competition in both the private and the put
sectors. Support should be targeted to improving the health care of the
most in need - the uninsured and those with significant health expens
New incentives should strengthen the market by improving informat
about quality and cost, broadening choice, rewarding quality, ,
addressing costs by encouraging value purchasing by both employers Z
patients.

The Administration's emphasis on patient-centered health c
reform focuses on three objectives. First, we must develop flexil
market-based approaches to providing health care coverage for
Americans. Second, we must support health care providers in tf
efforts to meet the demand for higher quality and value, in part by mak
better information available about providers, options, outcomes, .
costs. Finally, we must provide the foundation for further innovat
through strong support for biomedical research. Providing competit
choices for all Americans, and meaningful individual participatior
those choices, will encourage innovation in health care delivery .
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overage. Improving incentives and information, and taking steps to help
patients and providers use information effectively, will help ensure
ontinued improvements in the health of Americans in the future.

tedesigning Federalism for the 21st Century
Throughout its history, the United States has relied heavily on State

nd local governments to provide certain goods and services. Our federal
ystem has been a source of greater efficiency and of innovation in
ovemment practice. History reveals several tensions as well, most
ividly evidenced by Washington's all-too-frequent practice ofproviding
unds to State and local governments without allowing flexibility in their
se. This tension between flexibility and control can be resolved
fficiently by specifying standards for outcomes but leaving it to State
nd local providers to determine how best to achieve those outcomes.

Focusing on outcome standards and flexibility to improve efficiency
an also imply a role for the private sector in providing public services.
'he choice of where to draw the line between the public and the private
ector depends on the characteristics of the services to be provided. The
ature of some services makes it difficult for markets to meet the needs
f the population effectively. Even then, it may be efficient to let
ompetition among State and local governments decide what and how
iuch shall be provided but to rely on the private sector to produce the
ervice.

The Report describes the principles underlying the roles of differing
*vels of government, and of for-profit firms and not-for-profit
rganizations, in identifying and meeting needs for public goods and
-rvices. Specifically, allowing public and private organizations to
ompete in meeting preset standards can improve the efficiency of
rograms in education, welfare, and health insurance for needy
opulations.

In education, evidence supports the benefits of competition in
nproving quality, with public, private, and charter schools vying with
ach other to provide the best education most efficiently. Increased
ampetition for students requires the right institutions so that school
Vstems help make schools accountable for results. Similarly, the
roviders of safety net benefits such as welfare must be accountable to
Lxpayers for the quality of services they provide and the resources they
se to provide them. By tying payments to these providers to results, and
y allowing private nonprofit providers to compete with them on an equal
)oting, the market discipline that yields innovation and efficiency in the
rivate sector can be brought to bear in the public sector as well.

uilding Institutions for a Better Environment
Not so long ago, environmental protection and market-based

:onomic growth were widely regarded as fundamentally in conflict. The
ist 30 years, however, have seen dramatic improvements in
vironmental quality go hand in hand with robust growth in GDP.

eleases of many toxic substances have been reduced, and many of our
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natural resources are better protected. Rivers are cleaner and the air is
clearer.

In many of these early environmental interventions, the anticipate(
benefits were clear, large, and achievable at relatively low cost. The nex
generation of environmental issues, however, is certain to be mon
challenging. Ongoing efforts to protect endangered species, maintain
biodiversity, and preserve ecosystems will require carefully balancing the
welfare interests of current and future generations. But those earl,
initiatives also taught us that the costs of environmental protection cai
be minimized through careful policy design. Part of the challenge fo
environmental protection today is to identify the best institutions t(
address each of an array of stubborn environmental problems. Anothe
part is to design those institutions so that they can evolve to address nev
problems in the future.

The Report describes how flexible, market-based approaches to

environmental protection - using tradable permits, tradable performance
standards, and similar mechanisms - allow businesses to pursu,
established performance goals or emission limits in the manner they fine
most efficient. Several case studies illustrate that such an approach cai
often achieve equal or greater environmental benefits at lower cost that
one based on inflexible government mandates.

Supporting Global Economic Integration
The Report concludes by examining our institutions for internationz

trade and finance. International flows of goods, services, capital, an
people have played an increasingly important role in the world economr
raising the standard of living in the United States and around the work
These gains from international interaction stem from an improve
allocation of resources. A more efficient global allocation of productiv
inputs such as capital and labor translates into higher global output an
consumption. Today, however, signs of a slowing global economy, an
threats to the freedom that is essential to a well-functioning economi
system, make it more important than ever to rededicate ourselves to th
free exchange of goods and services across borders.

It is therefore critical that the United States continue to lead th
world in the liberalization of trade. The restoration of the President
Trade Promotion Authority will provide the Administration the flexibilil
and the bargaining power to promote this liberalization most effectivel:
By streamlining the system for approving trade agreements, TPA wi
allow the United States to keep pace with our trading partners in ti
timely adoption of trade liberalization.

The United States must also continue to encourage efforts 1

strengthen the international financial architecture. A stronger glob
financial system is needed to support the cross-border flows of capit
that are vital to increasing world output. The Administration is taking tl
lead in the debate over principles for reform of international lending t
the International Monetary Fund and the World Bank. In addition, tl
Administration is seeking to shift the multilateral development bank
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mphasis toward grants for low-income countries: this is consistent with
ontinued efforts to make these institutions more efficient and more
zcused on growth in living standards in developing countries. U.S.
,adership in this area is essential to safeguarding and enhancing both our
wn economic prospects and those of the rest of the world.

'ONCLUDING REMARKS
The past year has shown that we cannot be complacent about

,merica's rate of economic growth, gains in productivity, and successes
X global markets. We must be cognizant of risks that we face in the

ear-term, and the value of investing in institutions that raise our rate of
rowth in the long-term. In this way, we will be able to shoulder
Iditional demands on our economy such as the war against terrorism.

This goal is neither narrow nor parochial. The additional resources
mnerated by wise policies are a source of improvements with and beyond
karkets. To gain a sense of the importance of this issue note that
administration forecast embodies a long-run (potential) growth rate of
.1 percent. Suppose that the long-run growth rate were to fall by a small
Tnount, just 0.2 percent, to 2.9 percent due to the impairment of
Lcentives to work, take risks, and accumulate capital. Over a decade real
,DP would be lower by $266 billion - roughly $1,000 for every man,
oman, and child in America today. Similarly, Federal receipts would
roughly $70 billion lower at the end of 10 years, and reduced by about

350 billion over 10 years.
Certainly, additional resources of this magnitude are worth the effort

improve incentives in the United States. However, they have even
-eater value for others in the world. Policies that remove impediments
> growth are the key to prosperity for the whole world, and we can

)ntribute to this goal by wise economic policy and farsighted
stitutional reform.

Thank you again, Mr. Chairman, for the opportunity to appear before
)u today. I am happy to answer your questions.
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THE EMPLOYMENT SITUATION:
JANUARY 2002

Friday, February 1, 2002

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITTFEE,

WASHINGTON, D.C.

The Committee met, pursuant to notice, at 9:38 a.m., in Room 31 1,
Cannon House Office Building, the Honorable Jim Saxton, Chairman of
the Committee, presiding.

Present: Representative Saxton; Senator Reed.
Staff Present: Chris Frenze, Bob Keleher, Colleen J. Healy, Darryl

Evans, Brian Higginbotham, Patricia Ruggles, and Daphne Clones.

OPENING STATEMENT OF
REPRESENTATIVE JIM SAXTON, CHAIRMAN

Representative Saxton. Good morning. I am pleased to welcome
Acting Commissioner Orr once again before the Joint Economic
Committee (JEC) to testify on the January employment situation.

The employment data reported today appear to be somewhat affected
by seasonable adjustment factors. Payroll employment declined by
89,000, while the unemployment rate declined to 5.6 percent. Some of
the data in the report today seem to suggest more improvement in the
employment conditions than may have actually occurred. We will
explore some of these issues in more detail during the question and
answer period.

Nonetheless, recently released economic data broadly suggests the
economy may have bottomed out. For example, the decline in the
manufacturing sector seems to have slowed. Housing and auto sales
remain strong, and gross domestic product (GDP) actually eked out a
small gain in the fourth quarter of last year. These and other encouraging
signals have led many economists to conclude that the recession may be
over.

While we certainly hope this is the case, the fact remains that much
of this improvement is too recent and tentative to be called a trend. The
fragility of the economy, particularly investment, remains a concern that
justifies consideration of economic stimulus legislation by the Congress.
Moreover, the economy is vulnerable to risks from adverse international
economic developments, high debt levels, security costs and other
factors.

Last September, I took note of the Federal Reserve's actions to reduce
interest rates, the congressional effort to reduce taxes and the decline in
energy prices. At that time it appeared that these factors might
reasonably be expected to lead to an economic recovery by the first
quarter of 2002. However, the events of September I 1 th created such an
enormous disruption that this timetable for recovery could be viewed as
unduly optimistic. Thus, the prospect of economic recovery in the near
Future is especially impressive and reflects the remarkable resilience of
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the American economy and the American people. In addition, the
President's success in fracturing the terrorist network has undermined, or
made it more difficult for the terrorists and their ability to strike. It has
improved domestic security and renewed confidence to a great degree.

This restoration of domestic security is a key function of government,
and it is an important precondition for the resumption of a healthy
economic growth. As the President has emphasized, the war against
terrorism is hardly over, but we have made a good start. To date, the
terrorists have been unsuccessful in attaining their objective of seriously
crippling the U.S. economy.

In conclusion, the recent signs of economic recovery are encouraging
but tentative. The economy has proven to be incredibly resilient, but it
remains to be seen whether a sustained economic rebound is under way.
Congressional enactment of an economic stimulus package would be a
prudent insurance policy against the potential for another dip in economic
activity.

Senator Reed, the floor is yours for whatever comment you may
have.
[The prepared statement of Representative Saxton appears in the
Submissions for the Record on page 12.]

OPENING STATEMENT OF
SENATOR JACK REED, VICE CHAIRMAN

Senator Reed. Thank you very much, Mr. Chairman; and thank you
for convening this hearing and for your thoughtful comments. I also want
to welcome Acting Commissioner Orr and thank her for coming forward
to testify today.

Despite some hopeful signs, the labor market remains weak as the
economy continues to shed jobs. Today there are nearly eight million
unemployed Americans and nearly five million more workers who want
a job but are not counted among the unemployed.

Particularly troubling is the fact that the number of people who are
unemployed for more than six months is rising, and Congress has still not
acted to help them. Even if the economy begins to recover in the first
half of 2002, as many analysts predict, overall unemployment is likely to
continue to rise for some time. Moreover, the long-term unemployed are
typically the last to join the economic recovery. On average over the
post-war years, the unemployment rate for those who have been jobless
for more than 26 weeks continued to rise for nine months after the
economy had begun to recover.

The Department of Labor recently reported that the number ol
workers exhausting their regular unemployment benefits has riser
substantially by the end of last year. In my home State of Rhode Island,
the number of workers who have exhausted their benefits has increasec
by nearly 40 percent over the past year. There should be no doubt aboul
the importance of extending benefits to unemployed workers.

This week Senator Susan Collins joined me in calling for ar
immediate vote on extending unemployment benefits by 13 weeks for the



3

more than two million Americans who have exhausted their benefits
since the start of the recession and the many more that will soon face the
same fate, and I have a copy available of our letter to Senator Majority
Leader Daschle and Minority Leader Lott. Both Republicans and
Democrats have proposed extending unemployment benefits but have tied
the extension to other economic stimulus provisions.

I strongly believe that passing an extended benefits bill, separate
from other legislation, is the right thing to do now. American families
are suffering, and simple common decency requires that we put aside our
Differences and come together to meet their needs now.

Extended unemployment benefits go to those who desperately need
-esources to purchase food, pay their bills and clothe their children.
These benefits replace only a fraction of a worker's lost income, so most
)f the money will be put right back into the economy where it is spent
mmediately on wise necessities.

In addition, extending unemployment compensation involves no
cumbersome implementation issues, since the benefit system already
-xists. As the recovery takes hold and laid-off workers find new jobs, the
:osts of the program decline.

The task before us as policymakers is to get the economy out of the
ecession quickly and put it back in the path of strong and sustainable
rrowth. Extending unemployment benefits to workers right now will not
)nly help millions of families weather these difficult economic times but
t will also provide a boost to the economy without undermining our
ong-term fiscal discipline.

Mr. Chairman, thank you again, and I look forward to the testimony
if Commissioner Orr on the state of our labor markets.
The prepared statement of Senator Reed appears in the Submissions for
he Record on page 13.]

Representative Saxton. Thank you very much, Senator.
Commissioner Orr, the floor is yours. We are ready and anxious to

ear your testimony this morning.
OPENING STATEMENT OF Lois ORR, ACTING

COMMISSIONER, BUREAU OF LABOR STATISTICS:
ACCOMPANIED BY KENNETH V. DALTON, ASSOCIATE

COMMISSIONER, OFFICE OF PRICES AND LIVING CONDITIONS;
AND PHILIP L. RONES, ASSISTANT COMMISSIONER OF

CURRENT EMPLOYMENT ANALYSIS
Ms. Orr. Mr. Chairman and Members of the Committee, I

ppreciate the opportunity this morning to comment on the labor market
ata that we have just released.

Nonfarm payroll employment fell by 89,000 in January, following
)b losses that averaged 311,000 a month in the fourth quarter of 2001.
Manufacturing and construction employment declined, while services
mployment was flat. The unemployment rate decreased by two-tenths
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of a percentage point to 5.6 percent, after rising by the same amount in
December.

Looking in more detail at the data from our survey of employers for
January, job losses continued in manufacturing - that is, a decline of
89,000 - although at the slowest pace since September. The largest
decline in manufacturing occurred in transportation equipment - that is,
28,000 - as motor vehicle plants had temporary shutdowns and aircraft
factories continued to lose jobs.

Sizable employment declines also occurred in primary metals,
fabricated metals, industrial machinery and electronic equipment. On the
other hand, job losses in manufacturing were not as widespread as they
had been in the fourth quarter.

As you know, construction employment held up unusually well last
year. Unlike past recessions when construction tended to be quite hard
hit, the industry lost very few jobs during the last eight months of 2001.
In January, however, employment in the industry declined by 54,000 on
a seasonally adjusted basis, despite unusually mild weather during the
month. The special trades and heavy construction components had the
largest losses. Also, an industry closely tied to construction, that is, the
landscaping component of agricultural services, also lostjobs in January.

Wholesale trade employment continued its declining trend. . The
industry has lost 145,000 jobs since November 2000.

Helping to offset these declines, retail trade employment rose by
62,000 in January after seasonal adjustment, as weak hiring for the 2001
holiday season resulted in fewer layoffs than usual in January. Putting
this increase in perspective, employment fell by 241,000 on a seasonally
adjusted basis in the last five months of 2001. The largest increases in
January were in department stores, apparel stores and miscellaneous
retail establishments, especially toy stores, where holiday hiring, and
therefore post-holiday layoffs, are heavily concentrated.

Employment in finance, insurance and real estate edged up by 9,OOC
in January, as relatively low interest rates continued to spur growth in
banks and mortgage brokerages.

Employment in the services industry overall was little changed, a,
several component industries had offsetting movements. Business
services employment fell by 24,000, reflecting a sizable decline ir
computer and data processing services.

Employment in help supply services was little changed over the
month, although I would note that the industry has been on a downwarc
trend since September, 2000. Job losses continued in the hotel industry
bringing the total decline to 124,000 since the start of the recession
However, employment in health services continued its strong growtI
trend, and social services also had a job increase.

Transportation and public utilities employment was unchanged ir
January as well. Air transportation grew by 8,000 jobs after seasona
adjustment, as a very light holiday buildup in the air freight componen
resulted in fewer layoffs than usual. Employment related to airline
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passenger service continued to decline. The communications industry
had job losses for the third consecutive month.

Both the total private sector workweek and the factory workweek
edged down by a tenth of an hour in January to 34 hours and 40.5 hours,
respectively. Factory overtime edged up by a tenth of an hour to 3.9
hours.

Average hourly earnings of production and nonsupervisory workers
in the private sector were unchanged at $14.59 in January. This followed
a gain of five cents in December, as revised. Hourly earnings increased
by four percent over the year, that is, from January 2001.

Now turning to some of the measures obtained from our survey of
households, the Current Population Survey (CPS), the number of
unemployed persons fell and the unemployment rate returned to its
November level of 5.6 percent, that is, from 5.8 percent in December.
The jobless rate for adult women declined in January after rising in
December, while the rates for adult men, teenagers, whites, blacks and
Hispanics were essentially unchanged.

Looking at other measures of labor underutilization, we would note
that the number of part-time workers who would have preferred full-time
work did fall from December to January by 294,000 so that they now
total four million.

The number of persons outside the labor force who said they want a
job rose by 163,000 to 4.8 million.

There was a decline of nearly a million in the labor force, reflecting
drops in both employment and unemployment between December and
January. However, I would caution against reading too much into a
single month's estimate for any data series, particularly in a month such
as January when there are large seasonal movements that can be difficult
to adjust for precisely.

To summarize, the jobless rate in January reversed its December
increase, dropping back to 5.6 percent. The number of workers on
ionfarm payrolls declined in January but at a slower pace than in recent
months. A seasonally adjusted employment increase in retail trade
partially offset losses in manufacturing and construction, while most
Ather industries were little changed.

Thank you. My colleagues and I now would be glad to answer your
questions.
The prepared statement of Ms. Orr, together with accompanying press
elease, appears in the Submissions for the Record on page 15.]

Representative Saxton. Commissioner, thank you very much.
Let me begin with a thought and a question that has been something

hat we have tried to guard against here on the Joint Economic
'ommittee for years. You said in the closing part of your statement that
oo much emphasis could be placed on one month's data, and we have
vatched and tried to protect ourselves from doing that for many years

iere, as long as I have been on this Committee, actually.
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So translated into the current report and watching the unemployment
rate drop by two-tenths of a percent and watching other factors, including
job growth and the up-tick in the diffusion index for a month, this looks
like a pretty good report. However, as you suggested, it would be a
drastic mistake to draw conclusions based on just this data. Is that
correct?

Ms. Orr. Correct.
Representative Saxton. Would you say why that is true?
Ms. Orr. Well, as I noted in my comments, seasonal adjustment

between December and January always brings with it some difficulties.
If you look, for example, at our data for January, particularly retail

trade and air freight, we have increases in employment for those
industries for the month of January, in large part reflecting the fact that
there was not the holiday buildup in December that we ordinarily would
have expected. So then when we seasonally adjust the January numbers,
we see an increase in employment that in part is an artifact of seasonal
adjustment.

Representative Saxton. In other words, we do this seasonal
adjustment every January to try to take into account the jobs that were
added in the last quarter of the year because of the holiday seasons, et
cetera.

Ms. Orr. Uh-huh.
Representative Saxton. This year it is particularly difficult, because

thosej obs may not have been added in the last quarter of the year because
of the anticipated slow economy and anticipated slower than normal
consumption for the last quarter of the year; and, therefore, the need may
not be there to make the same kind of an adjustment in spite of the fact
that the formula goes forward with the adjustment anyway. Is that-

Ms. Orr. Well, we are always adding new data to our adjustment so
that we want it to be as current as possible, but we don't by any means
always have a seasonal adjustment factor for each month that completely
takes into account all the movements of the prior months as well as whal
is going on in that month.

So, if you recall, in our comments from late fall, we did note thai
there was not the usual holiday buildup in a number of industries. So oui
expectation, for example, might be of the loss of 100,000 workers
between December and January, and if we experienced only 50,000, we
would have a different seasonally-adjusted number than if we in fact had
declines totaling 100,000 between December and January.

Representative Saxton. Now, in January, is it also true thal
adjustments are made because of the weather as it relates to construction,

Ms. Orr. The adjustments that are made with respect to constructior
would be caught up in the seasonal adjustment factor reflecting what ha,
happened in years gone by-

Representative Saxton. Right.
Ms. Orr. -in terms of weather.
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In construction for the month of January, we showed the first
substantial decline since last April, despite the fact that we had relatively
mild weather.

Representative Saxton. Well, the fact-
Ms. Orr. So had the weather been severe, we might have expected

that there would have been a larger loss in the construction industry than
what we have noted.

Representative Saxton. But the seasonal adjustment went forward
in spite of the warm weather, is that correct?

Ms. Orr. We have continued to use the seasonal adjustment factor
despite the warm weather, but it is not the first winter where we have had
warm weather.

Representative Saxton. No, that is true, but I am just - what I am
trying to get at is that the seasonal adjustment took place based on kind
of an average of what happens through the year-

Ms. Orr. In prior years.
Representative Saxton. -and this year's weather was certainly an

anomaly, and, therefore, the seasonal adjustment could have been part of
the reason for the good report that we are seeing. It may be more
optimistic than reality?

Ms. Orr. That is true. Correct.
Representative Saxton. Thank you.
We also saw the GDP report come out for the last quarter of the year,

and it was also rather optimistic. As a matter of fact, we have a chart
here which shows gross domestic product and what has happened through
the last period of time, and we see that in the third quarter of last year, we
had a negative dip, if you will, in GDP; and then, in the last quarter, it
grew by two-tenths of a percent. Are you optimistic that this is a trend,
or is this also something that we should be careful of?

Ms. Orr. I would say that I think this is something we would want
to be careful of. You know, this is the preliminary estimate. You know,
BEA will be making revisions - or will be evaluating the number-

Representative Saxton. That is a good point. The first point is that
this 0.2 percent-

Ms. Orr. It is a preliminary estimate.
Representative Saxton. It is a preliminary estimate, and that will be

adjusted based on other information that is gathered as we move forward.
Ms. Orr. When the Bureau of Economic Analysis produces this

number, it doesn't have the complete data that they will later have in
order to make the final estimate.

Representative Saxton. Yes.
I guess two other things I would just like to mention that could have

caused this and leave us in a position to be cautious is that auto sales is
one of the factors that is primarily responsible for this growth during the
last quarter of the year when there was a program in place to permit
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people to buy cars interest free, and that not only could have encouraged
people to buy cars during the last quarter of last year but it may have
borrowed from the sales that will occur in the first quarter of this year.

So that is a factor that I think we need to be very careful of, as well
as Congressional activity in spending money for security purposes.
There was a lot of government spending during the last quarter of the
year that was not anticipated, as well as the automobile sales activity. So
it seems to me that we might want to be a little bit careful before we
come to a final conclusion that the recession is over. Would you agree
with that?

Ms. Orr. Yes.
Representative Saxton. Thank you. I am glad we are all agreeable

this morning.
Ms. Orr. Well, it is a nice spring day out. Right?
Representative Saxton. Well, thank you.
Senator Reed, do you have questions at this point?
Senator Reed. Thank you very much, Mr. Chairman; and thank you,

Commissioner Orr and your colleagues, for your testimony this morning.
According to your release, the number of people in January who were

in the labor force but reported that they wanted a job increased by about
163,000. Could the reason we saw a decline in the unemployment rate
be that an increasing number of people are discouraged and just stopped
job hunting and therefore would not be in your unemployment statistics?

Ms. Orr. I am sorry. Would you-
Senator Reed. Could the reason that we saw a decline in the

unemployment rate be that an increasing number of people are
discouraged and just stopped job hunting and therefore would not-

Ms. Orr. Well, those numbers don't suggest that is the case. The 4.8
million workers that we have reported would like a job was not much of
a change from the prior month, 163,000 additional persons. That 4.8
million number includes what we call discouraged workers, which have
increased modestly, but I don't think the change was such that it would
account for the change in unemployment.

Phil?
Mr. Rones. Well, I generally agree. I mean, we do directly-
Ms. Orr. I hope we agree.
Mr. Rones. Yes. We are agreeing today, too.
Senator Reed. This is a remarkable moment of consensus. Go

ahead.
Mr. Rones. We do directly ask questions in the survey related to the

reasons for being outside the labor force and with a set of restrictions we
do have a concept called discouraged workers, which are people who are
not looking because they think there are no jobs available to them. In
fact, that measure isn't up at all even over the year. It is small to begin
with. It is only 300,000, and we haven't really seen much increase.



9

I think the interesting thing to note is that obviously you and others
have noticed the large decline in the labor force this month of nearly a
million. Now, people can take that and say, oh, these are people who
were discouraged, but they are not showing up, even in the very broad
category that you point out, just saying that they want ajob. They are not
even showing up as an increase there. So it could just be that, in a very
good job market, as we had throughout the 1 990s, it brings people in who
otherwise may not have been working, and as thejob market deteriorated
as it did throughout most of last year, eventually you have people who
leave the labor force, you know, people who were on the margin to begin
with who leave the labor force.

With that said, though, I would still remind you that this is one
month's data. When we have a big change in either direction in the labor
force like we have here, we often see that that is corrected, or it is in a
response to something that happened before.

I would note that we had an increase of I think 700,000 several
months ago, I believe in September. So we had an increase of a very
large magnitude.

Senator Reed. Thank you.
Again, I think the Chairman's point, which, being so agreeable today,

we all accept, is that one month's data is not definitive. I think we will
agree to that.

In that regard, Commissioner, does the unemployment rate always
rise steadily during a recession? Haven't we in the past, during
recessions, seen episodes where unemployment would decline and yet the
recession would still continue and indeed unemployment would continue
to grow? Is that historically something we have witnessed?

Ms. Orr. Uh-huh. Senator Reed, in the recession in the early 1 980s
and 1990s, we had at least a couple of months where the unemployment
rate went up and then dropped back and then continued its upward trend.

Senator Reed. Thank you.
Ms. Orr. I can't give you the exact dates, but they are in the early

parts of both of those recessions.
Senator Reed. In the early part of those recessions? That is

interesting, too.
Ms. Orr. You know, I think it may have been mid-recession.
Senator Reed. Mid-recession.
Let me also ask another question, which is, from someone who is not

adept at all in statistics, the job losses were higher than expected in your
report, declining by 89,000, yet the unemployment rate went down to 5.6
percent. I have succeeded in confusing myself. Whether I have confused
you yet is the question.

Ms. Orr. Well, I think that is one of the reasons that we said earlier
that these data are ones about which we should be cautious, because that
is not what we would ordinarily expect, that in the face of job loss we
would have a reduction in the unemployment rate.
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Senator Reed. And is this apparent contradiction explained by the
seasonal adjustments which the Chairman and you discussed? What is
the explanation for this apparent contradiction, or is it statistical
aberration?

Ms. Orr. You have named them all.
Senator Reed. Thank you.
Ms. Orr. Very good.
Senator Reed. Yes. I got used to taking tests where you put

everything you knew down and hoped that one was right.
Let me have a final question, if I can pursue this with respect to the

conversation you had with the Chairman about the construction industry.
I thought it was interesting that, as you say in your testimony,
employment in the industry declined by 54,000 on a seasonally adjusted
basis despite unusually mild weather, and special trades and heavy
constructions had the largest losses, together with landscaping, et cetera.
The construction industry has been remarkably strong throughout this
recession, and for the first time now we are seeing a decline in that sector
despite the fact that the weather was good. Does that suggest the first
time we are seeing sort of a retreat in this sector, which might have more
serious implications going forward?

Ms. Orr. There was a decline in April of last year, I think, of
something in the order of 77,000, and since that point in time there have
been modest increases or very modest declines, but this report does
suggest that perhaps some of the negative factors are catching up with
construction.

Senator Reed. When you say the heavy construction components,
special trades, I don't know, but I would presume that would be those
trades involved in the major construction projects, high-rises, highways,
et cetera, as differentiated from home builders. Is that the fear?

Ms. Orr. Most of the decline in construction that we saw in our
reports for January were in nonresidential construction, not home
building. As we know, home building is continuing to maintain a fairly
high level of activity. But you are right, it is in nonresidential.

Senator Reed. Is there any regional specificity to the declines - I
know the data is very preliminary, and it is a month's data, but if-

Ms. Orr. Right. The data are very preliminary, but my recollection
is that we saw some weakness in the West and the South.

Senator Reed. No, I am not-
Ms. Orr. We will subsequently have additional reports, including

geographic data, but that is my recollection.
Senator Reed. I know these numbers are preliminary.
Thank you very much. Thank you, Commissioner.
Representative Saxton. Commissioner, I have no other questions

today. Thank you for being here.
I guess that I would just like to say in conclusion that, while it is

prudent for us to be cautious of numbers that come to us a month at a
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time, or to concentrate on one month's data - and while it may have
sounded like we were being - or I was being more pessimistic than
optimistic, obviously I am very hopeful that these optimistic single-month
numbers continue, that in fact we have seen a bottoming out of the
recession, and that in the months ahead we will see positive numbers
from your report. We will see what happens.

So did you have a comment?
Ms. Orr. I was just going to note, being very agreeable today, that

if you look at the fourth quarter of 2001, we did incur an average of
311,000 payroll job losses in each of those last three months. So a loss
of 89,000 is of a different order.

Representative Saxton. We hope that we can all be optimistic when
we come back a month from now to look at the February numbers.

Thank you very much. We appreciate, as always, your participation,
and we look forward to seeing you next month.

This hearing is adjourned.
[Whereupon, at 10:10 a.m., the hearing was adjourned.]
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PREPARED STATEMENT OF
REPRESENTATIVE JIM SAXTON, CHAIRMAN

I am pleased to welcome Acting Commissioner Orr once again before
the Joint Economic Committee (JEC) to testify on the January
employment situation.

The employment data reported today appear to be somewhat affected
by seasonal adjustment factors. Payroll employment declined by 89,000,
while the unemployment rate declined to 5.6 percent. Some of the data
in the report today seem to suggest more improvement in employment
conditions than may have actually occurred. We will explore some of
these issues in more detail during the question period.

Nonetheless, recently released economic data broadly suggest that the
economy may have bottomed out. For example, the decline in the
manufacturing sector seems to have slowed, housing and auto sales
remain strong, and GDP actually eked out a small gain in the fourth
quarter of 2001. These and other encouraging signals have led many
economists to conclude that the recession may be over.

While we all certainly hope this is the case, the fact remains that
much of this improvement is too recent and tentative to be called a trend.
The fragility of the economy, particularly investment, remains a concern
that justifies consideration of economic stimulus legislation by the
Congress. Moreover, the economy is vulnerable to risks from adverse
international economic developments, high debt levels, security costs,
and other factors.

Last September I took note of the Federal Reserve's actions to reduce
interest-rates, the Congressional effort to reduce taxes, and the decline in
energy prices. At that time it appeared that these factors might reasonably
be expected to lead to an economic recovery by the first quarter of 2002.
However, the events of September 11 created such enormous disruption
that this timetable for recovery could be viewed as unduly optimistic.

Thus the prospect of economic recovery in the near future is
especially impressive and reflects the remarkable resilience of the
American economy and people. In addition, the President's success in
fracturing the terrorist network has undermined its ability to strike and
has improved domestic security and renewed confidence. This restoration
of domestic security is a key function of government and is an important
precondition for a resumption of healthy economic growth. As the
President has emphasized, the war against terrorism is hardly over, but
we have made a good start. To date the terrorists have been unsuccessful
in attaining their objective of seriously crippling the U.S. economy.

In conclusion, the recent signs of economic recovery are encouraging
but tentative. The economy has proven itself to be incredibly resilient,
but it remains to be seen whether a sustained economic rebound is
underway. Congressional enactment of economic stimulus legislation
would be a prudent insurance policy against the potential for another dip
in economic activity.
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PREPARED STATEMENT OF
SENATOR JACK REED, VICE CHAIRMAN

Thank you, Chairman Saxton, for convening this hearing. I also want
to thank Acting Commissioner Orr for coming to testify before us today.

Despite some hopeful signs, the labor market remains weak as the
economy continues to shed jobs. Today, there are nearly eight million
unemployed Americans, and nearly five million more workers who want
a job, but are not counted among the unemployed.

Particularly troubling is the fact that the number of people who are
unemployed for more than six months is rising, and Congress still has not
acted to help them. Even if the economy begins to recover in the first
half of 2002, as many analysts predict, overall unemployment is likely to
continue rising for some time. Moreover, the long-term unemployed are
typically the last to join in the economic recovery. On average over the
postwar years, the unemployment rate for those who have been jobless
for more than 26 weeks continued to rise for nine months after the
economy had begun to recover.

The Department of Labor recently reported that the number of
workers exhausting their regular unemployment benefits had risen
substantially by the end of last year. In my home state of Rhode Island,
the number of workers who have exhausted their benefits has increased
by nearly 40 percent over the past year.

There should be no doubt about the importance of extending benefits
to unemployed workers.

This week, Senator Susan Collins joined me in calling for an
immediate vote on extending unemployment benefits by 13 weeks for the
more than two million Americans who have exhausted their benefits
since the start of the recession and the many more who will soon face the
same fate. (A copy of the letter we wrote to Senate Majority Leader Tom
Daschle and Minority Leader Trent Lott is available here today.)

Both Republicans and Democrats have proposed extending
unemployment benefits, but have tied the extension to other economic
stimulus provisions. I strongly believe that passing an extended benefits
bill, separate from other legislation, is the right thing to do now.
American families are suffering, and simple common decency requires
that we put aside our partisan
differences and come together to meet their needs now.

Extended unemployment benefits go to those who desperately need
resources to purchase food, pay their bills, and clothe their children.
These benefits replace only a fraction of a worker's lost income, so most
of the money will be put right back into the economy when it is spent
immediately on life's necessities.

In addition, extending unemployment compensation involves no
cumbersome implementation issues since the benefits system already
exists. As the recovery takes hold and laid-off workers find newjobs, the
costs of the program decline.

78-064 - 02 - 2
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The task before us as policymakers is to get the economy out of this
recession quickly and put it back on the path of strong and sustainable
growth. Extending unemployment benefits to workers right now will not
only help millions of families weather these difficult economic times, but
it will also provide a boost to the economy, without undermining our
long-term fiscal discipline.

Mr. Chairman, I look forward to the testimony of Acting
-Commissioner Orr on the state of our labor markets.
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Mr. Chairman and Members of the Committee:

I appreciate this opportunity to comment on the labor

market data that we released this morning.

Nonfarm payroll employment fell by 89,000 in January

following job losses that averaged 311,000 a month in the

fourth quarter of 2001. Manufacturing and construction

employment declined, while services employment was flat.

The unemployment rate decreased by two-tenths of a

percentage point to 5.6 percent after rising by the same

amount in December.
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Looking in more detail at the data from our survey of

employers for January, job losses continued in manufacturing

(-89,000), although at the slowest pace since September.

The largest decline occurred in transportation equipment

(-28,000), as motor vehicle plants had temporary shutdowns

and aircraft factories continued to lose jobs. Sizable

employment declines also occurred in primary metals,

fabricated metals, industrial machinery, and electronic

equipment. On the other hand, job losses in manufacturing

were not as widespread as they had been in the fourth

quarter.

Construction employment held up unusually well last

year. Unlike past recessions, when construction tended to

be quite hard hit, the industry lost very few jobs during

the last 8 months of 2001. In January, however, employment

in the industry declined by 54,000, on a seasonally adjusted

basis, despite unusually mild weather. The special trades

and heavy construction components had the largest losses.

An industry closely tied to construction--the landscaping

component of agricultural services--also lost jobs.

Wholesale trade employment continued its declining

trend. The industry has lost 145,000 jobs since November

2000.
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Helping to offset these declines, retail trade

employment rose by 62,000 after seasonal adjustment, as weak

hiring for the 2001 holiday season resulted in fewer layoffs

than usual in January. Putting this increase in

perspective, employment fell by 241,000 on a seasonally

adjusted basis in the last 5 months of 2001. The largest

increases in January were in department stores, apparel

stores, and miscellaneous retail establishments (especially

toy stores), where holiday hiring,.and therefore post-

holiday layoffs, are heavily concentrated.

Employment in finance, insurance, and real estate edged

up by 9,000, as relatively low interest rates continued to

spur growth in banks and mortgage brokerages.

Employment in the services industry overall was little

changed as several component industries had offsetting

movements. Business services employment fell by 24,000,.

reflecting a sizable decline in computer and data processing

services. Employment in help supply services was little

changed over the month, although the industry has been on a

downward trend since September 2000. Job losses continued

in the hotel industry, bringing the total decline to 124,000

since the start of the recession. However, employment in

health services continued its strong growth trend, and

social services also had a job increase.
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Transportation and public utilities employment also was

unchanged in January. Air transportation grew by 8,000 jobs

after seasonal adjustment, as a very light holiday buildup

in the air freight component resulted in fewer layoffs than

usual. Employment related to airline passenger service

continued to decline. The communications industry had job

losses for the third consecutive month.

Both the total private sector workweek and the factory

workweek edged down by a tenth of an hour to 34.0 and 40.5

hours, respectively. Factory overtime edged up by a tenth

of an hour to 3.9 hours.

Average hourly earnings of production or nonsupervisory

workers in the private sector were unchanged at $14.59 in

January. This followed a gain of 5 cents in December (as

revised). Hourly earnings increased by 4.0 percent from

January 2001.

Turning to some of the measures obtained from the

survey of households, the number of unemployed persons fell

and the unemployment rate returned to its November level of

5.6 percent, from 5.8 percent in December. The jobless rate

for adult women declined in January after rising in

December, while the rates for adult men, teenagers, whites,

blacks, and Hispanics were essentially unchanged. Looking

at other measures of labor underutilization, the number of
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part-time workers who would have preferred full-time work

fell by 294,000 to 4.0 million. The number of persons

outside the labor force who said they want a job rose by

163,000 to 4.8 million.

There was a decline of nearly a million in the labor

force, reflecting drops in both employment and unemployment.

However, I would caution against reading too much into a

single month's estimate for any data series, particularly in

a month such as January when there are large seasonal

movements that can be difficult to adjust for precisely.

To summarize, the jobless rate in January reversed its

December increase, dropping back to 5.6 percent. The number

of workers on nonfarm payrolls declined in January, but at a

slower pace than in recent months. A seasonally adjusted

employment increase in retail trade partially offset losses

in manufacturing and construction, while most other

industries were little changed.

My colleagues and I now would be glad to answer your

questions.
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THE EMPLOYMENT SITUATION: JANUARY 2002

Employment continued to decline in January, and the unemployment rate decreased to 5.6 percent. the
Bureau of Labor Statistics of the U.S. Deparoment of Labor reported today. Nonfarm payroll employment
declined by 89,000 over the month. asjob losses continued in manufacturing and construction employment
alsofell.
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The number of unemployed persons declined in January by 337,000, to 7 9 million (after seasonal
adjustment). The unemployment rate decreased by 0.2 percentage point to 5.6 percent, reversing an
increase of the same size in December. The rate was 1.7 percentage points above its most recent low of
3.9 percent reached in October 2000. (See table A-I.)

In January, the unemployment rate for adult women decreased by 0.4 percentage point to 4.8 percent
after rising by 0.3 percentage point in December. Jobless rates for adult men (5.2 percent). teenagers
(16.1 percent), whites (5.0 percent), blacks (9.8 percent), and Hispanics (8.1 percent) showed little or no
change. (See tablesA-I and A-2.)

Total Emplovment and the Labor Force (Household Survey Data)

Total employment fell by 587.000 in January to 133.5 million, after seasonal adjusinent The employ-
ment-population ratio dropped by 0.4 percentage point to 62.6 percent. Over the past 12 months. the
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Table A. Major indlealoes of labor market activity, seasonally adjusted
(Numbers in thousands)

Qttzy aveages Monthly data Dc .-
Category 1 2001 2001 1 2002 Jn.

I | IV Nov, Dcc. I Jan. change I

HOUSEHOLD DATA

Civilian labor foee..........................

Employrnen...............................

Unemployment ..........................
Not in labor force............................

AD worker ...................................

Adult nsen.................................
Adult wtmen ..........................

TCena .e.t.. ... ........
Whitc . .............

Black ....................................

Hispanic origin.......................

ESTABLISHMENT DATA

Nonfatm employmcnt ....
Goods-producing'.....................

Construction.........................

Manufacturing......................

Servhce-producing' .....................
Retail trade..........

Services...............

Goverment .........................

Total private.................................

Manufactuing...........................

Overdone ............................

Total private ........ .

Avewrge nurly earings,
total private ................................

Averag weetly earnings,

Labor force status

141.7001 142.2981 142.2791 1423,341 141.3901
134.839 134.308 134.253 34.0551 133.468

6,60 7,983 8.026 1.259 7.922

70,4381 70.467 70.488 70.6139 7.699

-924

-587

-337

1,086

Unemploymnent rates

4.1 5.6 5.6 5.8 5.6 -02
4.3 5.0 5.2 5.2 5.2 .0
42 5.0 4.9 5.2 4.8 -.4

15.2 15.8 15.7 16.2 16.1 -.1
4.2 4.9 5.0 5.1 5.0 -.1
8.7 9.9 9.9 10.2 9.8 -.4
6.4 7.5 7. 7.9 8.1 .2

Employrnent

132.358 pl31502 131.427 p131.297 p131.208 p-89
24,991 p24,590 24.577 p2

4
,448 p2

4
,303 p-1

4
5

6,866 p6,850 6.851 p
6
,8

4
7 p6,793 p-54

17,556 p17,174 17,159 p17,037 p16.9
4
8 p-89

107,367 p106,912 106.850 p106.849 .pl06,905 p5
6

23575 p23,404 23,424 p
2
3365 p23,427 p62

41.103 p
40
.
9 4 2

40,889 p
4

0,9
4

2 p40,940 p-
2

20,973 p
2 1

,
0 2 2

21,006 p21.063 p21.053 p-5

Hours of work
t

34.1 p34.1 34.1 p34.1 p
3 4

.
0

p-0.I
40.7 p

4
05 403 p40.6 p

4
0 I p.l

4.0 p
3
.8 37 p3.8 p3.9 P-l

Indexes of aggregate weckly hours (I19824100)t

150J31 p148.8
1

148.71 p148.7 48 I -0.6

EAtingot

$14.40 p$1453 $14.54 p$14.59 p14.59 pS0.00

490.93 95.10 495.81 p497.52 p496.06 p-1.46
' Includes other industrien, not hown separately.

I Data relate to privtc production or nonsupervisory workers.
pprelinsinatry.

..U ...u .......................
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number of employed persons has declined by 2.4 million and the employment-population ratio has fallen by
1.8 percentage points. (See table A- I.)

Over the month, the number of persons working pan time despite their preference for full-time work
decreased by 294,000 to 4.0 million, after seasonal adjustment. Over the year, however, the number of
these persons working part time for economic reasons has rsen by 685,000. (See table A-4.)

The civilian labor force fell by 924,000 in January, to 141.4 million persons. The labor force
participation rate--he proportion of the population that is either working or looking for work-fell to
66.4 percent. (See table A- I.)

About 7.0 million persons (not seasonally adjusted) held more than onejob in January. These multiple
jobholders represented 5.3 percent of the total employed, the same as a year earlier. (See table A-10.)

Persons Not in the Labor Force (Household Survey Data)

In January, the number of persons not in the labor force who reported that they currently want ajob rose
by 163,000 to 4.8 million, seasonally adjusted. These individuals are not counted as unemployed because
they had not searched for work in the 4-week period preceding the survey. Most had not searched for over
a year. (See table A-I.)

About 1.5 million persons (not seasonally adjusted) were marginally attached to the labor force in
January, up from 1.3 million persons a year ago. These individuals reported they wanted and were available
for work and had looked for a job sometime in the prior 12 months. They were not counted as unem-
ployed, however, because they had not actively searched for work in the 4 weeks preceding the survey.
The number of discouraged workers was 319,000 in January, essentially unchanged from a year earlier.
Discouraged workers, a subset of the marginally attached, were not currently looking for work specifically
because they believed no jobs were available for them. (See table A- 10.)

Industrv Payroll Employment (Establishment Survey Data)

Total nonfarm payroll employment fell by 89,000 in January to 131.2 million, seasonally adjusted. Since
the recession began in March 2001, payroll employment has declined by 1.4 million. In Januaryjob losses
continued in manufacturing, and construction experienced its first large employment decline since last April.
Services employment was about unchanged over the month. (See table B-I.)

Manufacturing employment fell by 89,000 in January, compared with average losses of 137,000 a month
in the fourth quarterof 2001. Within manufacturing, motor vehicle employment decreased by 22,000,
reflecung temporary shutdowns for inventory control. Large employment declines continued in industral
machinery (-19,000). Primary metals and electrical equipment each lost l,000 jobs in January. and
employment in fabricated metals fell by 10,000. In nondurable goods manufacturing, declines continued in
prnting and publishing (-8,000) and textile mill products (4,000).

Elsewhere in the goods-producing sector in January, construction employment fell by 54,000, despite
relatively mild weather across most of the country. The decline was spread throughout special trades
(-33,000), heavy construction (-16,000), and general buildingcontractors (-5,000). Mining lost jobs forthe
third consecutive month in January. This industry's employment had been on a growth trend since September
1999, reflecting expansion in oil and gas extraction. January's employment decline was primarily in metal
mining (-2.000).
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Employment in the services industry was about unchanged in January, following a net decline of 192,000
in the fourth quarterof 2001. Helpsupply services employment was essentially unchanged in January;
employment has fallen by 661,000 since its recent peak in September 2000. Computer services lost 18,000
jobs in January and has dropped by 34,000 since June 2001. Hotels lost 7,000 jobs in January; since
peaking in March 2001,employment in this industry has declined by 124,000. In contrast, employment gains
continued in health services in January, and social services had an above-average increase of 15,000.

Elsewhere in the service-producing sector, employment was unchanged over the month in transportation
and public uilities, following seven consecutive monthly declines that totaled 211,000. InJanuary,employ-
mnentin airtransportation rose after seasonal adjustment because extremely light holiday-season hiing by air
courier services resulted in fewer layoffs than usual. Communications continued to lose jobs; since its peak
last July, employment has declined by 26,000.

In finance, both depository institutions and mortgage brokerages continued to add workers, aided by low
interest rates. Employment in security and commodity brokerages was little changed in January, following a
large decline in December.

Wholesale trade employment continued its downward trend in January. The industry has lost 145,000
jobs since its peak in November 2000. Employment in government was essentially unchanged in January.

Following losses that totaled 241,000 in the last 5 months of 2001. retail trade posted a seasonally
adjusted gain of 62.000 jobs in January. Seasonal hiring for the holidays in department apparel, and
miscellaneous retail stores (such as toy stores) had been very lighL As a result, there were fewer seasonal
layoffs than usual in January, resulting in large employment gains after seasonal adjustment. An employment
decline of 22,000 in eating and drinking places more than offset the small gains of the prior 2 months and
brought total job losses in the industry since July to 129,000. In January, car dealers added 4,000 jobs,
following similar increases in November and December.

Weekly Hours (Establishment Survey Data)

The average workweek for production or nonsupervisory workers on private nonfarm payrolls edged
down by 0.1 hour in January to 34.0 hours, seasonally adjusted. Following an increase of 0.3 hour in
December, the manufacturing workweek edged down by 0.1 hour to 40.5 hours in January. Manufacturing
overtime was up by 0.1 hour to 3.9 hours. (See table B-2.)

The index of aggregate weekly hours of production or nonsupervisory workers on private nonfarm
payrolls decreased by 0.4 percent in January to 148.1 (1982=100), seasonally adjusted. The index has
fallen by 2.7 percent from its recent peak in January 2001. The manufacturing index fell by 0.9 percent to
92.6 in January2002 and has fallen by 9.7 percent since January 2001. (See table B-5.)

Hourly and Weekly Earnings (Establishment Survey Data)

Average hourly earnings of production or nonsupervisory workers on pnvate nonfarm payrolls were
unchanged in January at $14.59, seasonally adjusted. This followed a gain of 5 cents (as revised) in
December. Average weekly earnings fell by 0.3 percent in January to $496.06. Over the year, average
hourly earnings increased by 4.0 percent and average weekly earnings grew by 2.8 percent.
(See table B-3.)

The Employment Situation for February 2002 is scheduled to be released on Friday, March 8, at
8:30A.M. (EST).
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Explanatory Note

This news release presents staisuics from iwo major surveys. the

Current Population Survey (household survey) and the Current
Employment Statisuics survey (esthblishment survey). The household

survey provides the fnlormation on the labor force. employmemt. and

unemploymeni that appears in the A tables, marked HOUSEHOLD
DATA. It is . sample survey of about 60.000 households conducted

by the U.S. Ceosus Bureau for the Bureau of Labor Statistics (BLS).

The establishment survey provides the informatton on the

employment. hours, and earnings of workers on nonfarm payrolls that

appears in the B tables. marked ESTABLISHMENT DATA. This

information is collected from payroll records by BLS in cooperaion

with Stare agencies. In June 2001, the sample included about 350,000

establishments employing about 39 million people.
For boah surveys, the dat for a given month relate to a patnicular

week or pay period. In she household suuey, she reference week is

generally the calendar week tha cat lams the 12th day of the mrrth.
In the establishment suey the rfebence period is the pay period

including the 12th. which my or my n correspond direldy to the

calendar week.

Coverage, definitions, and differences

between surveys
Household survey. The sample is selected to reflect the entine

civilitn nonitstuttional population. Bused on tesponse; to a series of

questions on work nod job search tivinties. ech person 16 years sod

overoinasmpleheusuholdisclnsoified semployed.unemployed or
not in the labor fonce.

People are classified as-eplyed if they did asy work at l us paid

employees during she refeneice week; worked in their own business,

profession or on their own famn: or worked wiLhout pay as leasn 15
honr in a family business or farm. People are also counted as

employed if they wore temporarly absent from their johs because of
illness. bdweather. vacaton, labor-management disputes. or personal

reasons.
People a- classified us emyployed if they meet all of the fol-

lowing cinria: They hbd no employment during the nefernie week:

they were available for work at that ime: end they made specificefforis

to find employmeni sometime during the 4-week period ending with

the reference week. Person laid off from a job snd expecfing recall

need nor be looking for work to be counted as unemployed. The
unemployment dam derived from the household survey in no wy

depend upon the eligibility for or receipt of unemployment insurance

benefits.
The ricifsn ab.oefoce is she mm of employed and unemployed

persons. Those not classified us employed or unemployed omre not n

the Lurforre. The r pbloynsr mae is the number unemployed us

a percent of the labor forne. The Ihborfonrc peniricmurion r is the
labor force as a percent of the population. and the employmes-

populaios rusio is the employed as a percent of the population.

Establishment sunney. The sample establishments are drown

from prvate nonfarm businesses such as factories, offices. and sores.

as well as Federal. State, and local goversmene enubes. Enspoyees -

nonf-res poyrolB are those who received pay for amy pars of the

relenence pay period. including persons on paid leave. Personsn ar

counted in each job ihey hold. Hourn atsd-ertings data are for prvate

businesses and relate only to pmduction workens in the goods-

producing sectorund nonsuperisosy workers in theservice-producing

sector.
Diffe-enues in employment estimauts. The numerous conceptusl

and methodological differences between the household and

esablishmomi sueys result in importamtdistinctioms in tieemploymeot
estimates droned from the surveys. Among these am:

*Thebmisetholdureytincludsduiagncultial wrkerst.heself-employed.

unpoidfamily workesa.dpnvahouschold.workmersongtheempivyed.
These groupa amlorttded from the esthblishmunt suney.

* The household suey includes people on unpaid leave nsmong the

employed. The establishment suny does not.

* The housebold srey is limizdto workes 16 yea-sofage.-dnlder.

The establishment snuey is onu limited by ag.
* The household suuey has an duplication of itdividuals. henause

individuaLa are-ntedonlyonce even if sho hold morythanonejob. In
the establishment survey, employees working at more thao one job sod
thus appearing on more than one payroll would be counted separtnely for

each ppr

Other differences betseen the two surveys are dobcrihed in

'Comparing Employment Estimats from Household and Payroll
Sureys" which may be obtained from BLS upon request.

Seasonal adjustment
Over the course of a year. the size of the nasion's labor force and

the levels of employment and unemployment undergo sharp
fluctuasious due to such seasonal events as chauges in weather,

reduced or espnmdod production, harvests, major holidays, and the

openingandclosingof'schools. Theeffecs ofsuchseasonal variason

can be verylarge, seaonalflucruationamay-aceuntforumachas

95 penens of the month-to-month changes in unemploymenL

Because mhese seasonal events follow a more or less regular

paar-eeuchyeiarheirinfluenceonotatisic treandscmbeefimminated
by adjussing the statistics from month to month. These adjustments
make nonseasonal developmenus. such as declines in economic

activity or incueses in she participauon of women in the labor fo(ne,
easier so sp#t For esample, the large number of youth entering the

lobor force each June is likely to obscure amy other changes that have

taken place reltive to May. making it difficull so detesmine if she
level of economic activity has risen or declined. However, becaue

the effect of students finishing school in previous years is known. the

statistics for the curent yearcn be adjusted to allow for acomparable

change. Imofar us the seasonal adjustment is made corneatly. she

udjusted figure provides a more useful tuol with which to analyze
changes in economic acivity.

In bosh the household and establishment surveys, most seasonally

udjusted series are independenfly adjusted. However, the adjusted

seuies for many major estimates, such uS total payroll employment

employment in moss mjar industry divisions. suoe emptoymtenl. and



25

unemployment at computed by aggregaing independently adjusted
component series F.or example. total unemployment is denied by
summing the adjusted series for four major age-sex compnnens: this
differs frnm the unemploynent estimate that would be obtained by
directly adjusting the total or by combining the duration, easlons, or
rnone detailed age categories.

The numeeieal! factors used to make the seasonal djustments are
reeautlted twice a year. For trhe household survey. the fat(ors are
colctdatedfnrtheianuary-Juepeniodandagainfortheluly-December
period. For the establishment survey. updated factors for seasonal
ad~ptmnt are calculated for the May-October period attd introdhted
along with sew bendebrks and again for the November-April period.
In both surveys revisions to historital data are made once a year.

Relahblity of the estimates
Statistcs based on the household and establishment surveys are

stbjecrtobothsamnpling and nonsaoplingeeror. Whenasampletather
tdtsthe rire poplattion is surveyed, thete ns acaceh thatthe sample
esmaates may differ from the ttue population values they repeesetm
The exact diffetencee or sanptaog -nn', varies depending on the
patticular satple selected. and this viability is measured by the
stsdard -e of the estimate. Theer is about a 90-perent dhance, or
level of confidenre. that an estimate based on a sample will differ by
no mote than 1.6 standard ertors from the tnrue population value
becttse of sampling ea~r. BLS analyses 'te groerally conducted ut
the 90-percent level of confidence.

Forexample theconfidence interval fordthe monthlychauge in total
employment fromttbousehold suey isontheonterofplsortminus
292O0l. Suppose the estimatte of troal employment increases by
100l000 from one month to the nuat. The 90-pentent confidence
interval on the monthly change would rsgne from -1 92000 to 392,000
(100.000 +1- 292000). These figures do not mean that the sample
results ae off by these magmtuades. but rather tha ttdem is about a sf0
percent chance that the -t=uc over-the-macnh change lies within this
interval. Since this ruge includes values of less than zemo we could
not soy with confidence that employment had, in fact, increased. If,
however, th reposted employment rise was haIf a million, then all of
the values within the 90-percent confidence interval woud be greater
mh zerm. In this case. it is lkely (at least a 90-petcent chance) that

an employment rise had. in fact occurred. Te 90-percent confidence
interval for the monthly change in unemployment is +/-273,000, and
for the monthly change in the unemployment rate it is +/- .19
percentage point.

Ingenetmt.estimates involving monsy inmdvidualsorestabishments,
hate lower standlard etcas (relative to the size of the estimate) than
estimates which rre based on a small number of observations. The
precision of estimates is also improved when the data are cumulated
over time such as for quarterly and anwall avenges. The seasonal
adjustment process can also improve dhe stability of the monthly
estintates.

The household and establishment surveys ate also affected by
aonaousiplig error. Nonsampling erears can orcur for many reasons,
including the failure to sample a segment of the populaion, inability
to obtain information for all respondents in the sample, nubility or
unwillingness of respondents uo provide conect information on a
timely basis. mistakes made by respondents. and ernors matde in the
rollectien or ptxcessing of the dat

For crample, in the establishment survey. estimates for the most
recent 2 months are based on substantially incomplete retsons: for this
reatson. these estimantes mre labeled preliminary in the tables It is only
aft.er two suessive rvisions uo s morhtly estimate. when neatly
all sample reports have bhen rceived. doh the estimate is conidered
final.

Another mtpor sourre of nonsacmpling ear in the establishnent
srey is the inability to capturee on a timely basis, employment
genrcrtedbynew firms. To conrect forthissystemaaieandestmatiaon
of employmenm growth (and other sources of etrw) a process ktawn
us bias ajusment is included in the survey's estimating procedures
wheneby a specified number of jobs is added uo the monthly sample-
based change. The size of the monthly bias adjustemnt is based latgely
on past relationships between the sample-based estimates
of employment and the sttal counts of employmewn described below.

The satmple-based estimates from the establishosent survey ate
adjusted once a year (on a lagged basis) to utset counts of poyrell
employmeoobaianed fmmromtadinistrative recordsofthe uremployment
insurance pogramn The difference btween he Mauch sample-based
employment estimates and the March universe counts is known ts a
benchmosok revision, and serves s a rough prosy for total suavey ermr.
The new benchmarks also incorporte chanpes in the clasufication of
industries. Over 6he past decade,. the benchmark revision for tota
nonfarm employment has avernged 0.3 percent risnging from zero to
0.7 percent

Additional statistics and other Information
More comprehensive statistics are contained in Employmne and

Eaenins. published each month by BLS. It is available forS26.00 per
issue or $50.00 per year home 6e U.S. Govemment Printing Office,
Washington, DC 20402. All otdmes must be prepaid by sending a
citeck or money order payable to the Superintendent of Documenis. or
by chatging to Masiercad or Visa

Employment and Earnings also provides measures of

sampling eraor for the household survey data published in this
releatse. For unemployment and other labor force caegores these
mensuresappear in tables I-B threugh I-Dof its iExplanatory Notes"
Measures of the reliability of ihe data drawn from the
establishment survey and the actual amounts of nevision dieto bench-
mark rdjusurenta ae pmrvided in tiabas 2-B themugh 2-H of that
publication.

Information in this release will be mnde available to sensory
impaired individuails upon request- Voice phone: 202691-5200,
TDD message referral phone: 1-004774339.
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9. .-- _______ 87 22 2M. 4.1 5.6 6.0 6. 6 8.8
0.8 _______... ~ 452 888 786 4.0 5.8 8S 6.9 72 750

26620__888087 3745 430 4 5.4 5 .3 5S .&1 L
s .22208208.a8*2. ~ ______ s3246 4.757 4.450 4.0 48. 5.8 . 54

T862.802d22040t0.O8 232 487 5W0 Z2 3 62 6.2 6.1 62
8208042018n d t 2*4 2.693 2.730 42 59 6 6.8 72 62

a 220 .__ .___ .__. _._ _*S 9 244 284 2.3 2. 2.6 3.5 10 22
S_2210.. ______~~._.... ...... ...... ...... ... ... ... .__2. .469 2.20 237 3.9 4.6 S2 0 0S5 6.4

_202.2861.200.2. ______- ~ 472 875 40 2.2 222 2.4 2.4 2.3
pwfIT__--- *94 292 229 m0 7.6 90 9.3 92 202

L286254o82280 s-860222..80227 h. . Id20 102062. -&.CMS nc4 bWld k2..nv~24808006m 0802807m 28.805 2102.03 88280 .0 0~8~

Thbl. A4. D.stbim 88 I3I

NM moragy o4gftd Ss*88868 .4u8d

D 8. 385 385 SOL Om N. 08 IJ
mlw amw aml ml ml zm ml zm ma

NUMBER OF UNEMPLOYED

U86 88620 20188 ........ ] 73.23 2.88 3.486 2.3 2.207 aos8 3a.0 a 2.60
52048 2.04 2.748 2.38 IJ9 25 2Y 2S"3 W23 2U86
i5..s.d6_ IA.20 257 2.835 2227 2282 W.82 2317 2. 410 2.58

I520h 3 707 121.5 23 32 024 2.115 .207 *S4 :A46
27._._1 724 1.103 24 Go8 an8U 92 10. 2.22s 6.2V

A2.p (0. &. 20 _1 | 1 22 2 242 I22 125 1250 14.4 4.8 4.
n.2% h.4 55 02 8.2 51 25 74 72 62 Le

PERCENTOTIIlON

T05.m2082.4. 221050 220 220.8 200I. 10050 205 2880 2201 2801
L820"5.8666 _6 34A 3.8 U .< 398 483 .7 37.2 8
sU14 - b 1^ __4 X3 35 522 32.7 35A 300 322 33.4 31
2582-580... - 225 205 32" 288 202 37 825 38.8 32A

5 d2 0__ __ 27 20A 26.8 .z 25 0 i2v 25. 22S 217A.
210. 124 208 250 . II2 221 1 117 208
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HOUSEHOLD DATA HOUSEHOLD DATA

T.b. A-7? RF b

Nol .. nY db.d S _...2oY -db

M, J 0 Z Z I 20 0 21t ZfOI -X

76lEER OF W4EEMPLOiED

W25 880. _ .218n46 ,;d54 - 348 4.n 5.38 2. 35s5 3.297 -5n -A8 4.~88t~onu~ybyc6 1.56 1.13 I.m l'= 1.11 125 I.157 1.10I 1.124
1884588,6ozby8 (n 1 ____ _ __ _ _ IJ 3.237 3.611 1.71 2."41 32A 3.344 a12 321

1.073 2.483 2.24 ZW (') ('2 ('2 (') ('2

81_ 814 884 013 819 M 840 W a
t . . . 2.... -1 -- 1 2.z28 2z113 z.197 2.M1 z191

IW4 _88 | m31 732 417 43 487 45s 4*2 44 49

PERCENT OtSTR8U2IoW

row a_ |r.,0 2250 280" l88 1010 2A0 180 I0D 188O 2101
8.1. wdp.,nin84s.4y,08 __ 52o.7 27. seao as s51 554 S. M 5 MA 55.2

H4861_808815188 277 4.7 ' 4Al4 . 357 8 4 420 48
w. 2= 2.4 208 le 2 22.7 0I 11.3 202 11.1

P- XI~~~~~~~~. 81. M, 32 WA. 27.2 272 . . V.7.
88850=88 2257 2. 42 7.4 8. 80 82 80 8

UNEMPLOYED AS A PERCENT OF THE
CPALIAN LABOR FORCE

J 84 aans Otto D~nes tw~oae, W- T 2.4 3.2Z 4 2.3 3.0 52J 3. a a z M
A6 .6 A A 06 A A A A3 A= - : 2.4 IJ A I 2 1 IS 1I IS

Ne~bas.__.3 .3 J3 2 2 a a .5 2

rTW At R-n. n 1 -r .2088 nu2r 8 ot

Not --s-n42y odJt.880 S-O88Olby -di'85

O- MPO1 T - a 0 S

-20o M, ml2 DIa 2.4 1l 2DO 2W2

J., N6 -- pan *0 881518 P- .0W048
cal _-- ~~~~ -~~ ~ -- ~13 A 1.9 IX A 1.3 4 A IJ 1.7 IJ

2.4 11 J 1 5 3.0 3a2 3.1 &I

W 8 a . ..-- * 4.7 524 83 * 2 50 s 4 52 8 50s

I0=apbos_94588 62 ..... .... .2.__ 8.8.... (25 5 (2) (I) (I) (I)t) (23

4T. O-2.p. la.r .n -l t ;:_

_t~d ja 4. M asFdbab4cv

df p_ 5450 . ..2 . 0.8le (2) (1) (1) (1) (1) (I)

I ~:Tsdd1_I 28U740 148.252 b 8250.2,08004 CpsS b a _ 24 0ro _45.0=6:bn 4.7 In 024. 8 p U - no toe. ..P.st- Fa
f o a n_ at br o_ _ Xa sav d ~ _ .- II _- asp h a h h o 38208826d800.8.,*6 omsn 88 d -- Ii _80k "t.m 8Wls 8 1
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HOUSEHOLD DATAHOUSEHOLD DATA

T "X A4Z Uoo oooglod 1P0 by 9 9. 96a-mily Idj

wopivd _~oo u rooosoo .99.

NA0 b 404 2K Z101 Sb on20|

14- O- S4 J 5.5 0m O- J..

T_______180 _ _ 5.7 _.2 7972 42 55 5. 5.5
'GM 2. Z19 2179 2.S3 915 *0 f11 11.7 11.9 I1

15 u 1.15 x 2 2 152 119 1S.4 15.7 &02 15.
15.17. _ _ 529 SW 407 15.6 160 174 17l5 119 I7
19.19 . SS9 72 749 1.5 39 4.2 14 14 152

2009 2n _ _052 U72 1.4 0.416 72 6A 93 9.5 95 9.7
25Zm0__ . 3.709 5. 47 5211 V1 3 42 4.4 4 44
25 b. _. 3.244 J74 4*655 32 3.9 4.4 41 47 4.7
553y..9.0 5_ 501 773 675 Z7 32 .4 3.5 4 O 325

lw 0 I90 09 3.196 41396 4359 42 SO 5.5 9 5. 5SJ
16.b21 '.4An 1 .430 1.302 IIs Z4 1350 2.9 02
06.191a eV7 au7 EO 141 1. 172 17.7 172 6.3
16090779 309.I N 249 11 1*S7 203 204 200 71A
1891596.9 - 30 59 399 III .41 5.1 191 10 1.

20b 24 . 3 2 0 7o 6 759 77 &1 91 00 101 00
79o-.-.09. I6 2.483 2.575 5. 2.7 42 4I 41 4
256.54 1......................... .977 2.413 2.0 3.1 31 413 461 4 4.7

S5____ ,_700G_51 * 447 405 2.1 323 3,7 4.1 42 3

WO1S1.190996596. 2791 263JO 32.1Z 4.0 5.0 5S3 .4 .1 5.4
*6.24y9_F__ - goY 1. 111II 4 III 1 1 05 03 III Ill
16. 0 - 4_ 9 944 612 *ZS 131 026 157 05. 131
192D17190 I 9 25 299 0410 141 01 14 017 19.4
1609199.59 - 299 30 3E5 10.1 13.3 13.3 3.3 140 152

20 b 2 _a ______- 403 612 961 IL7 & 8,7 9.3 .7 57
ZS50990_.9 * 1.750 2Z495 2.396 52 41 44 44 *4 4
25MU4 1 0S67 32. 23 33 4D 4 4.7 4* 41
SS _ 0.9. .2 0_ ._ ZO 297 2.4 32 3 2 5.7 3D

'.. I _ - 09

T.W. A-10. P.096979940 ho Indo0d9649.9605 pI 9 by . 0090 ecna~ y aosomd

Total ml ml l 'ada

-WI 2W-2 20M 2)oo 2DMo 2002

NOT IN THE LABOR FORCE

199 0906.909 U.0996 96141~~~~~~~" 72.60 .m11 27.22`6 43,821, 44.72
P490999Bp.559~~~~~~~~~~~~ 4,474 4,96 110 2.14 2.5 2.70

040h~o.906.90w 1.m 1.in m 749 72 9

a .3 909 199 Igo 109 122
O__o_________- _9S7 I.190 474 549 613 941

IULTm-LEJIOLDERS

TMcw99w.09 7.134 am3 7US 33 3.475 I.=
P49d049_9 5.3 5.3 &.1 59 2 5J

P -1wj*W 1 Y*0l-6 4.90 3.4 29197 2X117 1.713 149
P0U-y.W-497yjfb41.Ih99l 1.9 0A107 479 499 Xs7 1074
Pb~y.99.996997j9994i 050 .9 1 b75173 0 79 96
006.96u960966l9senl~q19601._il I.353 79 a11 595 542

I-W. 09
4 4

09
0

II 9O 0 &.a g ft P. 12 -n - 9d9.-099_=

7 605> 9*99 m 11 9. 159 49 5. ~ hl 9*9iW9 6
-6*d4d5, ..5o.*9.O6995.0416999449N49a09697(k09 .699,

4 h;94w 499409 - **9. 90996l9b99hb4 9.bf
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ESTABUSHE3NT DATA ESTABUSOUENT DATA

Table 6.1. Eiplyo.e on -nfo protypntO by orky

fin tol

_NW M- I"fly I509*_0 Snaooay aojossto

40k212- 200V 20 iv 2 a.200,X2001 J20J.at _-

Total~..........................130.413 132.435 132.128 129.234 32.428 132.23 131.782 131.427 131.207 131.20
Totlpova.I........................109.880 110.008 110.739 ¶08.284 111.709 111.249 110.784 110.421 110.234 11.108

Grt-poducolg ........................... 25.087 24.696 24.370 23.772 25.633 24.888 24.740 24.527 24.448 24383

Miran 538...... ..................... m 521 063 558 050 009 588 567 584 562
Mnlol ............................. 38.3 30.5 32.7 31.2 39 35 35 34 33 31
Coa .................. .......... 75.5 81.6 8209 82.4 75 so 81 81 812 82
04 and gao oo ...................... 322,1 339.8 33706 33.0 320 342 340 339 338 337
ljtNo-aiacnoon alo no ........o.. . 1031 115.3 110,2 18423 Ill 112 113 113 113 112

. ............ ............ ... 8. 6379 8.138 8.736 6.362 6.82 8.871 6.852 6.851 6.847 6.703
Ooln abotddu ........m.......... 1.475.8 1.57&09 1.546.6 1.47809 1.538 1.562 1.560 1.001 1.556 1.081
lo-Y ~ conototlbo ony ...o....n.. 781.1 96601 803.2 882.4 921 832 933 942 942 828

SP--otIbadnc~. -mou ................ 4.112.1 4.401.0 428 66 4.07927 4.367 4.377 4.359 4,348 4.349 4.318

..a..4.. ..... . .................. 18.189 17.187 17,071 16.865 18.257 17,448 17,325 17.159 17.037 16.948
Plodubo1. tsn...................12,309 11.535 11.428 11.202 ¶2.3940 11.706 11.626 I ¶1.50 11.402 1 1.34

D-W 9tnno~ ......................... .II O 18.208 10,127 ¶0.042 ¶1.8031 10.480 10.363 10.240 10.153 10.071
Prootoso 00 .................... 7.42.5 6.821 6.762 6.648 7.462 6.97. 6.807 6.805 6.743 6.68

boito an woo P6 ................. 792.8 787.3 779.0 7692 806 794 789 784 780 783
F-0- ~oaolhoun ................... 051.8 400.0 508.4 496.3 552 513 505 499 508 498
Stoan clay. 0961409 p'd*r.9.......... 62.6 56381 0544 538.8 579 562 568 582 558 003
Pnc-Y p ................... 882,6 020.3 8103 602.6 681 638 633 619 612 881

BaoL-unW anoanbaocslnnlplodoc 217.0 203.7 20068 191.2 (I) (I) (1) (1) (1) (1)
FAt-cWa -000 prod ................. 1.52052 1.439.5 1.432.5 1.416A¶ 1 026 1.484 1.454 1.435 1.427 1.417
lndodln -allnconnysldJQUgaOnl....... 2.123.0 1.911.4 1.896,1 1.68789 2.117 1.965 1.943 1.917 1.893 1.874

Co"t"' pa 11. Ot -,Il.............. 372.0 33853 334.5 331.9 369 344 342 339 334 329
Elnnroo¶d oM.nolotncjn -,,,no 1.735'3 1,0002 1.4819 1.4068 1.735 1.551 1.529 1.499 1.475 1.464

E~Oln.cn Ilooada.... .'W.os 713 2 596.5 5044: 580.87 714 613 601 591 583 578
.T......................... 1.76806 1.70803 ¶1702.1 1.662.I 1,272 17130 1.714 1.706 1.693 1.665

MIol,,, ,,W- A,,,Iqv I............ 9514 90006 010.4 879 4 952 919 903 903 902 888
Aan-ta an Pad .................... 402.3 45786 4490 44089 482 465 483 456 447 441

Iflobllllnnlo ............products . 884 8405 8375 830.6 870 all 849 843 838 837
Mi .AcLano n-a1otfcAmN............. 380 5 3802 378.1 374.2 393 382 381 376 377 379

N-150lo.N. 00 ....................... 7.169 8.937 6,694 6.823 7.26 8.0 6. 982t1 6.919 6.884 6.877
Prodacto wotko- ................... 4.,84 4.709 4.685 4.614 4.932 4,736 4.729 4,095 4.859 4,&65

F-IdandlonbdpdanOd ............. 1.658.7 1.897.5 1.6805S 1.659.9 1.884 1.60 1,689 1.89: 1.683 1.688
T .....c.c................ 33.0 34.0 34.2 34.1 .32 33 33 33 32 33
Tni ........................... 0067 4472 4436 435.6 085 409 454 448 443 439
APPondaodoOftl¶018dMtnp-acl 5886...... S I 538.6 520.7 5187 599 051 542 533 529 503PM- -W l~AMhld Po-ul ............... 849.7 827.1 620.2 62335 651 620 028 027 624 024
PhW MP~o~g l"l V*V .... ......... 538& 4 1.458.0 1.454.8 1,433.3 1.534 1,473 1.465 1.452 1.845 1.437
Ch.Wocalslldaa¶Opb,.cts ............ 1.038.8 1.022.8 1.020.0 1.0187J 1.039 1,831 1.827 1.024 1.821 1.811
P.199nc01 -W1 coal Prdlots............ 122.5 127.3 125.7 ¶2237 127 120 ¶28 127 127 128
R~ft¶6.alono hiasldt .....d..... 9842 927.2 922.5 91820 987 941 935 927 821 920
Lnaftnrbd1aoev oop n 88........... 66 59.7 00.4 58.0 68 8 1 61 59 59 59

0-A-mjootano .......................... 105326 ¶07.739 107.258 100.457 106,795 102.342 107.036 100.850 106.848 108.905

Tle¶388a~nw -n lod I . a ........n..... . 7.045 6,09 6.980 6.859 7.106 7.079) 7.018 8.952 8.919 6.919
Two-podnas ......................... 4.024 4.459 4.449 4.347 4.580 4.528 4.4722 4,414 4.39 4.400Ralcod w paa ................... 225.7 2248.9 223.4 22.3 220 226 225 224 224 224

Loa n 18¶aPasongbor 4872 496.1 OMl 49627 479 482 479 480 485 4489
-T h-11V ... ............... 1833 1.6432 1.834.1 1.79786 1.80 1.838 1.83 23 .80 1.3

tW88P6nf . ....w..... I.a.... 189.9 201.9 29920 183.3 201 205 206 294 209 2D4
Tl tpdsnyn t.................fl.M3 1,237. 1.246.1 1.196.3 1.312 1.30 1.38 12321 1.198 1aM

Pwo-1nn P-lan alga -............ 132 142 142 136 1 4 1 4 14 14 104 14TrnPog tao svMn................ 474.0 4412 433.4 420.3 477 483 452 44I 433 432
Coo ocaan-l tPM potl u 9.-..... . 2.521 2.030 2.531 2.512 2.528 2.542 2.544 2.538 2.29 22518

CanortAla- .............. 1,86760 0.690.9 1.68056 1.669.8 1.679 1.695 ¶.695 1.689 1.684 1.824
Etbat8 gas an .al .......... o 8492 8482 84521 842.6 847 847 849 849 845 W84

Wh.oleal no .................on...... 7.013 8.953 6.948 8.873 7.067 8.960 6.971 6.941 6.939 6.M5
D..".ngca Q ..... .. ............ 4.178 4.087 4.009 4.053 4.198 4.123 4.114 4.097 4.085 4.073

Noncoo .g.............d........ 2.83 2.888 2.6152 2.820 2.809 2.865 2.857 2.884 2.1848 2.85

S- 1b4 W1 6 nd at Db.
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ESTABLISHMENT DATA ESTABLJSHMIENT DATA

Tub4 B1. E18pI07-8 f P."n. 818890
7
-1Y

(onI8.194n)

801 88441188 8a0018 4 0 1 5. 0001102
____________I____ =- I _W__ I _I t , 00 1 20 1 I 2001 20200 1 001 200211

R818V4 . ......... . 23.053 23,784 24,050 23,071 23.415 23.530 23.422 23,424 23.385 23.427
8,d .05llloI980a1e8,0 9 9557 1.001.1 059 068.8 1.007 1.013 1.012 1,010 1.013 1.021
G.1.-W - = 54,50 .18 .............. 2.814.6 2,903.3 3.057.9 2.815.7 2.789 2.793 2.704 2.778 2.754 2.774

018,8811 .......................... 2.4700O 2.827.1 2.674.8 2.470~5 2,448 2.450 2.422 2.420 2.410 2.438Fo~ s10. ......................... 3.531 2 3.5731 3.590.8 3,513.0 3,538 3,538 3.542 3,539 3.530 3.531
Ao88o88.W .-4..188111 81408 2.392.7 2.428.0 2.4199 2.400.8 2.424 2.435 2.429 2.430 2.431 2.437

N- W ,4.4. -deol-...............1,11600 1.137.7 1.137.0 1.138.8 1.124 1.133 1.134 1.137 1.141 1.145
01ppr8181d.8880y . . ............ 1.224.4 1.26004 1.301,8 1.227.0 1.221 1.234 1.208 1,253 1.197 1.2233
F.808t-,81.h1811.1o9ho

5
.8...... 1.154.7 1.16386 1.191,7 1,151.3 1.147 1,138 1.136 1.136 1.143 I,14

E8.WV M dnb*.kVp . .......... ..... 7.849.5 8.124.3 8.164.1 7.883.5 8.157 8.242 8,187 8.198 8.203 8.181
M,88114118 ot.0 M1W4.1 . -......... 3.1404 3.341.2 3.3(85A 3.125.6 3.132 3.153 3.144 3.130 3.094 3.117

P111.18.18118848 r881 .8...... 7.540 7.615 7.813 7.581 7.594 7.633 7.634 7.838 7.627 7.636
F .l.... . 3.728 3.760 3.772 3.768 3.738 3.758 3.761 3.772 3.765 3.779

088881 8851411 2.021.5 2,940.8 2.5448 2.045.2 2.024 2.039 2.041 2.545 2.044 2.048
Co._,.W b1181.,8.... ....... ... 1.415,5 1.4395S 1,428.7 1.42886 1.418 1.423 1.427 1.428 1,427 1.432
08081981118i1881. ............... 253.0 258,9 258.7 288.2 253 258 257 259 2608 281

888486884887408418118.0........... 780 71688 727.9 738.7 078 708 712 717 727 732
M8tg . -.1988. k . ............11 . 299.3 392.4 341.1 344.2 381 323 326 333 342 347

088109981d488.11.85y788k . . ........ 774.0 749.5 741.2 737.5 777 755 750 751 741 740
880819800158101198118188411. .... 2583 259.2 257.9 208.1 259 258 258 259 257 259

I .......... ... ............ 2.341 2.35 2,354 2.343 2.345 2,382 2.361 2.356 2.352 2.349
I11118 -8881181 . 1........5848SU 1.594.2 1.594,8 1.589.8 1.588 1,601 1.602 1.597 1.594 1.554
I _ 8888941" 8889889118. 75681 759.0 758.7 753.2 758 761 759 759 758 755

88818441 .......................... 1.471 1.498 1.487 1.470 1.510 1,513 10512 1,510 1 508 1,588

541111882 ............ ................. 0.122 40.942 408,W 40.103 40.984 41.134 40.995 40.889 40.942 40.94
040808.818 ...188...1..18.... 17058 839. 779 5 714,8 818 838 541 840 845 838
H848 1 84 4 M ................... 8370 1 1.779.8 1 .7640 1.731.0 1.952 1.913 1.862 1.852 1.843 LOW3
P818..8188w8. ..................... 1.311.5 1.342,8 1,27186 1.33886 1.261 1.28 1.281 1.271 1I'M 1.288

- -188.f18 ------------- -9.6838 9.58105 9,423.1 9.118.2 9.88a 9.581 9.487 9.356 9.343 9.319S - W .Ib ftP . ... ........... 99043 8931 985.8 873.4 1.007 997 995 998 992 885P11...88188
06

. ................. 3.55686 3.402.9 3,321.0 3.084.7 3.779 3.488 3.378 3.38 3.347 3.243
H080 808y .88 .....1.............. . 3.185 3.029 2 2.56 2.743 8 3.372 3.108 3.005 2.913 2.888 2.886

Cmp~~l4.8140d.8oop8.." . - .. 2.175A 2.1851 2.1928 2.170.7 2.176 2.200 2.201 2.189 2.189 2.171
A.401181.841118814 P., . .......... 1.280,3 1,297.0 1,297.0 1,301.8 1.281 1.388 1.288 1.385 1.304 1.313
8418808488o.p 1811 ..8 ... ........... 3608 360.7 358.5 354.0 385 383 362 380 339 358
Mob. lpid. ................. ......... 59285 57489 5888 5884 800 588 582 584 079 587

088ti. .1118.8............ 1.524.0 1.5957 1.6881 1.526-2 1.769 1.768 1,781 1.782 1,732 1.768
K48111 WA......................... 15.187.9 10,468.7 10.49688 10.485,2 10.211 10.408 10.431 10.458 10.483 10.588

otr- d d". 01owolnd85 d81 . ..... 1,951.3 1.89997 2,00886 2007.5 1.85 1,882 1.89 2.000 2.052 2.010
N.114119848p...1 W .1 I . . ......... 1.808,8 1,84086 1.8445 1.84186 1.888 1.838 1,84 1.837 1.842 1.847
H0 Ab .. ......................... 4.03986 4.15085 4.161.2 4.165.3 4.035 4.124 4.135 4.149 ..158 4.1688
981885400801881080 8 38.3 882.1 88889 652.3 848 655 655 857 808 858

L.g9 -W............................. 1.012.4 1.029.9 1.032.3 1,02.2 1.017 1.838 1.838 1.030 1.032 1.034
E15 ti-l .588. I .................... 2,291.3 2.83486 2.59088 2.389,8 2.383 2.448 2.438 2.439 2.482 2,448
00S8.814........................... 2,89.32 3.114-2 3.119.9 3.102.8 2.985 3,885 3,898 JO 3.10 6 .8 3.121

Chidd48y 4. .81 9 ............... 739.5 771.5 7711 701.8 732 750 757 750 757 755
R81.18" ......................18,8823.4 8537 8535 858.0 eV7 851 854 855 803 888

1889108.848888818888198588
pl81d ..... .................... . 899.3 108.8 1078 101.7 109 112 112 110 118 III

L%-t1.ltp .899-k . ... ............ . 2,451. A 2,489.8 2,4848 Z,4887 2.487 2,909 2.509 2.580 2.508 2501l
Elg88..51 .8 n1r91181 8~. 3,488.2 3.531.9 3=.22, 3.512,5 3.496 3.533 3-538 3.s43 3,539 3.541

891.5g.1880 d808481.8.1 ..... 1,035.6 1.0.3.1 1.009.1 1.05085 1.948 1.007 1.889 I 085 I 884 1.087
M..9-4 A~d .,846l -W-8 1.5........ 1,108.8 1,128.4 1.124.4 1,117.1 1.119 1.122 1.124 110Z7 1,124 1,130
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ANINTERNATIONAL LENDER OF LAST RESORT,
THE IF, AND THE FEDERAL RESERVE

L INTRoDucnoN

Recent international financial turbulence has stimulated discussion about reform of the 'international
financial arhitecture.' Some of this discussion centers on the IME and its potential role as an
international leader of last resort (LOLR). Unfortunately, descriptions of the international LOLR
function are particularly vague, with different premises, definitions, and understandings of that
function creating semantic problems that often cloud the discussion.

This paper clarifies this discussion by briefly summarizing the functions of a LOLR and
describing two alternative ways such LOLR services can be supplied. The role of an international
LOLR and the means by which its services can be supplied are then discussed. It is shown that
international LOLR services cannot be provided by the IMF as it is presently constituted. Instead,
under current citcumstances, such services can be provided by the central banks of key reserve
currency countries, and especially the Federal Reserve. Finally, recommendations as to how
international LOLR services may best be provided are described.

H. A SUtMMRY OF TmE DoMmSIc LOLR FuNcnioN

Relevant, key elements of the d LOLR function can be succinctly summarized in the finn of
the following propositions:'

* The need for a LOLR arises because of two imnortant institutional characteristics of
contemnorarv monetary systems. namely, fractional reserve banking and Rovenent
Mnon*pov of legal tender issuance. The first creates a need for a LOLR the second, the
means for satisfying that need. The LOLR is a money-creating backstop or liquidity
guarantor which acts to prevent a panic-induced collapse of the fractional reserve banking
systemL

* The L= has a macroeconomic ther than a mignic mWnuibiftv The nnoetary
stabilization duly of the LOLR relates to market-wi (macroeconomic) effects and not to
individtal bark (microeconomic) effects. The LOLR function pertains to the responsibility
of guaranteeing the liquidity of the entire economy but not necessarily the liquidity of
particular institutions in the economy. Moreover, the LOLR role is not to prevent all

'For a therough histerisid disnmion of the lender of last ron, see nhomas M. Hurnphrey and Robert E Keleber. Trhe
Lender of Las Resot A Histical Pmpercve CarJosuat, vol. 4, no. I (spin1/simsner 1984~ Ths seetio's sansiasy
of the, drnestic LOLR function draws from ibis esarierdisecsion
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disturbances to the financial system, but rather to minimze the secondary repercussions of
such disturbances. Accordingly, the LOLR is charged with averting contagion, spillover,
or domino effects which might threaten the stability of both the financial system as well as
the value of money.

• In no case does the LOLR have a duty to sustain unsound banks. The LOLR should not
intervene in the lending decisions of individual financial intermediaries. Poorly managed
banks should be allowed to fail, with the LOLR only ensuring that such failures do not have
important spillover effects In short, the LOLR must distinguish clearly between promoting
monetary stability and protecting the interests of bank owners and management The former
is a macro responsibility and the latter is not.

* The purpose of a LOLR is to prevent credit problems om becoming monetary crises.
Although the operation of a LOLR should prevent system-wide runs on banks, large-acale
loan cal-ins, and collapses of asset prices, loans, and credit, its ultimate purpose is to
prevent monetary collaes- to promote monetary stability.

2
To accomplish this goal, the

LOLR must be able to respond both quickly and massively to a crisis.

* The LOLR function is a short-rm stabilization role which does not conflict with lonIer-n
central bank objectives. Prompt, vigorous LOLR action (activated only during temporary
periods of emergency) will allay panic within a very short time and, consequently, well
before longer-term goals such as price stability are threatened. As a result, any deviation
of general prices from a longer-term target will be small in magnitude and duration. Price
stability and LOLR goals, therefore, are complementary rather than conflicting central bank
goals. Indeed, the pursuit of price stability normally results in the provision of last resort
liquidity.

* The LOLR should be transparent The LOLR's objectives and operations should be fily
acknowledged and widely announced to the public before any crisis occurs. Credible
assurance of this kind reduces uncertainty about the LOLR's willingness to act, in turn
promoting confidence and thus generating stabilizing expectations that work to avert future
panics and lessen the need for LOLR action. To mi*mize moral hazard! problems, such
advance announcement should indicate that assistance will not be provided to unsound
banks but only to the market' or to solvent, sound banks with good collateral, that are
experiencing temporary liluidity problems. In short, advance widespread public nntiflcation
should leave no doubt that insolvent banks will not be bailed out

'ree efc ive exerise ofibis enegency tiquidity function will prevent a drastic, widespread elt-in of loas as well as a
draatic fila(ornclape)oasesfprc. T sm pringsfistenbs LOLRinirtynsrat beasindg
to sell luiqid assets wilt not bes to do so a large thoer lmthr rniglre bring about irnotvcny and its Wadvere dot



5

The Internatonal Lender of Last Resort, the IM, and the Federal Reserve . 3

m. THX PROVISION OF LOLR StERVICES

LOLR services can be provided via alternative mecanisms: namely, through the centtal banks'
discount window using traditional Bagehot principles or via open market operations.

3

Traditional Bagehot Principles

Traditionally, LOLR sevices are provided via the famous lending nule of Waiter Bagehot lend
fieely to the market at a penalty rate on good collateral. 'Lending freely on good collateral ensures
that adequate last resort liquidity is available to sound banks, thereby providing enough liquidity to
prevent any serious internal (reserve) drains.

4
Penalty rates ration scarce reserves among eager

borrowera; encourage lending to remain short-term; ensure borroweras will exhaust private sources
of funds, thereby naking such lending genuinely 'last resort;' and work to attract foreign capital,
thereby rminirizin extenal drains or depreciation of the exchange rate.

- This traditional approach, therefore, has the distinct advantage of working to resolve banking
crises (intemnal drains) and currency crises (external drains) at the same time. The disadvantage of
such lending is that some time is normally required to properly evaluate the condition or collateral
of borrowing banks, ensuring that last resort lending might not occur as quickly as possible in a
sudden crisis.

Open Market Operations

A second method of providing LOLR liquidity is supplying such reserves directly to the market
via open market operations. Open market purchases are a particularly efficient way of providing
liquidity to the market, having the advantage of (abnost instantaneous) speed as well as of regulating
the total amount of market reserves, but not its allocation ansong particular use In situations where
external currency drains or rapid exchange rate depreciation accompany iternal liquidity demands,
however, large scale open market purchases to provide LOLR liquidity could serve to (at least
temporarily) exacerbate these drains or depreciation. In this sense, open market purchases are a
crude instnnment relative to the discount-window-based Bagehot nile. Nevertheless, for
accommodating emergency demands for high-powered money, open market operations are quick,
conveient, efficient, and flexible.

3
Hitorcally, LOLR pmncmles were developed by Henry Thorntn, t-e Basdung School writes, and moat nompletely by

Walter Baehet, the editor of the Eoemointii. agehoes rule was to lend fieely to the sisuket ongood collatera at a penalty
rate. See Humphey and Keteer, op. ci., pp. 299-305.

Usder eommdity (gpol standant, ocreased deiands for lwdity cod result in ol d dI in cdser reemes,
iatental currency drains could resut ftom sharp increases m dend fer iquidity.
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IV. AN INTERNATIONAL LOLR

Most descriptions of the LOLR functions pertain to domestic LOLRs. While international LOLRs
have been mentioned in the litertute, descriptions remain particularly vague and ill-defined. Different
underlying premises, definitions, or semantic problems often cloud the discussion. Analogous to
domestic LOLRs, an international LOLR is relevant in circumstances of fractional reserve banking
and an international medium of exchange serving as a world reserve currency. While no international
legal tender monopoly exists, global reserve, key, and vehicle currencies persist under different
exchange rate regimes.

5
History indicates that dominant international monies evolve very slowly in

the market place and are not easily substitutable once well-established.
6

This suggests that in the very
short-run - the time fiame in which LOLR decisions often must necessarily be made - reserve
currencies are for all practical purposes analogous to monopoly issuance. There are no ready
alternative reserve currencies in such short-run time frames. This, in turn, suggests that in global
financial crises (liquidity shortage) sinrations, managers of dominant international currencies should
accept responsibility to supply needed world liquidity: to act as international LOLR7

For an organization to function as an international LOLR it must be able to create international
reserves or money: i.e., to provide global liquidity quickly and in any amount on demand.

8
The

world's central banks would turn to an international LOLR only if such an entity was the ultimate
source of international reserves.

This is particularly relevant in circumstances of fixed exchange rates where national currencies
are fully convertible into a common international reserve money. In this case, for example, if the
demand for an international medium of exchange increases and banks face runs from foreign
depositors seeking to remove their money, it is possible that the respective central banks of these
countries would face a run on their international reserves. If these central banks desire to maintain

'Reserve currnies seve as reserve asseu and povide a store of value function. Key currencies serve the umt of ncoci
function and a often mused as a peg in defining parities. Vehicle norencies provde the means of payment fanctions and
are often used as intervention currencies in foreign exchange markets. See, for examnple, the discussion of rerve, key, and
vehicle cunencies in Benjamin J. Cohen, The Fuw of Smiing as an Intenaional Ctuncy, MacMillan, St Martin Press,
London, 1971, pp 16-22.

' See, for example, Benjamin Klei and Michael Melvin, Competing Intemntional Monies and International Monetary
Arrangements, The Interntional Monetary Syestem, edited by Michael Connolly, Preger, N.Y., 1982.

7
KindebeWr, in effectw seggests ththe esb ity of an intentisal LOLR falls to reserve currency manages See,

for example, Chasen tKindleebrgef, 'Key Currencies and Financial Ceten,' Reflections ina Trhuabte Word Economy,
Essams inHonoroflHet(etttieri' St. Martins Press, New York, 1983, p. 84,87; Charles Kindleberger, Mamas, Panics,
and Carshes: A History ofFimancl Crises, Basic Booaks, New York, 1978, p. 226.

'See Ra. Hawtrey, The Art of Cencral Banking, Frank Cass and Co., Ltd., London, 1962, p. 
274

.

Even though many countries do not now operate under a fixed rate system, understanding its operation is imporant in
order to grasp the intematonal LOLR fanetion under current exchange rate artsngemntt
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a fixed exchange rate, they may ultimately have to borrow from other central banks or from an
international LOLR (the ultimate source of international money) which can supply such an
international media of exchange rapidly on demand.

Although exact parallels cannot be easily drawn, the purpose of an international LOLR is to
provide a backstop or mechanism to prevent a sharp collapse of international money or liquidity: ice.,
to stabilize the value of such international money and to prevent various disturbances from developing
into world money crises.

Under the post-Bretton Woods flexible exchange rate system, international (reserve, key, and
vehicle) currencies have continued to exist Many countries, for example, continue to use the dollar
as a reserve asset, to peg their currencies to international reserve currencies like the dollar, and to
denominate many of their transactions in terms of dollars. In short, there continues to be demand for
such global reserve currencies even under current floating rate systems. Indeed, the magnitude of
international reserve flows actually increased, rather than decreased, under existing floating exchange
rate arrangements." Under existing institutional arrangements, therefore, it should be recognized that
the U.S. dollar has served as a most important international reserve or money." Accordingly, it
follows that Federal Reserve policy can importantly affect and create world reserves.

V. THE IMF: A POTENTIAL INTERNATIONAL LOLR?

The tME is often characterized as an actual or potential international LOLR Some analysts contend
that the IMF currently can serve as an international LOLR since it has substantial financial resources,
the power to both raise additional funds and to issue Special Drawing Rights (SDRs), as well as a
sizable gold stock.

The creators of the IMF, however, deliberately rejected the notion of an international LOLR or
world central bank. Various proposals for a reserve-creating international bank were explicitly
rejected by the U.S. and other countries at the time because of concern that such an institution would
create excessive international money. The original IMF architects, therefore, made sure that the IMF
did not have money-creating powers. Instead, the IMF was designed to assist member countries with
short-term balance of payments problems through extensions of short-term loans.

As currently structured, the IME cannot qualify as a genuine LOLR because it lacks several of
the necessary characteristics of such an institution. The IMF lacks distinguishing features of an
international LOLR, including the following:

"' Se, for example, Robert MandenS ihe Fuare of the Exchange Rate System, Paper Prepared for the Rocca di Salimtbeni
Consferece, Monte dei Paschi di Siea, Siena, Italy, November 24, 1994, p.

12
.

" To a lesser extent, Japanese yen and Gernan matks have served these purposes.
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* The IMF cannot create international money or reserves. The IMF cannot truly serve as an
international LOLR since it cannot create high-powered money or international reserves.
The funds it can make available are those resulting from borrowing: i.e., limited
contributions made by member countries. Under current practices, once these quotas are
consumed, available funding is limited and cannot readily be replenished'

2
Therefore, the

IMP cannot *lend freely without limit and therefore cannot prevent a sudden collapse of
international money because, in accordance with its design, it simply does not have the
necessary liquid resources to do so.

While the IMF can issue SDRs, such issues are limited and not readily acceptable as
international reserves. Furthermore, such issues are administratively clumsy since they
cannot be made without prior authorization from membership. Similarly, the IMF gold
stock is a (one-time) source of funds which, under current practice, in effect, is illiquid
because of IMF fears that sizable gold sales will bring about sharp gold price declines in a
thin gold market

* The IMF cannot act quicklv enough to serve as a LOLR. Genuine LOLR decisions often
must be made very quickly, sometimes within hours (as in a banking liquidity crisis). Under
current practices, however, IMF decision-making is ordinarily quite slow and cumbersome.
For example, in providing money to a borrowing country, the tME conducts lengthy

negotiations involving reform programs and related conditionalities. Letters of intent and
memoranda of understandings are drawn up. MIviF executive board decisions are subject to
the votes of executive directors who often consult their national authorities. All of this
takes a good deal of time.

Admittedly, there are inherent, infonmational reasons for some sluggishness in lending
decisions. An intemational lender seeking to follow Bagehot's rule simply does not have
ready access to the information essential to making rapid lending decisions. As one analyst
recently explained:

it is unlikely that (an) international lender of last resort would have
the experience with countries, their financial systems, their assets and
their collateral that national central banks have acquired by dealing with
their banks every day..3

Accordingly, an international LOLR often simply does not have sufficient information to
be able to quickly distinguish between an illiquid and insolvent entity."'

'
5

m IMF can boerow fon world capital markets, although i has sever chos to do sm

'
3

Geoffiry Wood, 'A Lender of Ust R 0ore f a Foolish Propositiot,' Wall Sored Jounal, Thuarday, October 29, 1998

(parenthesis added).

' See William A. Niskan, 'shapig rhe Global Funial Architecature: A Corunmn Paper presented at Cato Intituter
16& Aroal Moetary Confee coosodwith theEntwOctober22,1998, Wasgon, DC. See also Anna
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* The IMF is not transparent. Successful LOLR practices also involve pre-announced
objectives and procedures in order to both reduce uncertainties regarding the LOLR's
willingness to act and to generate stabilizing expectations working to avert panics. Further,
such advance announcements serve to notify prospective borrowers that last sort lending
is exclusively sbort-term, for sound, illiquid entities and not for insolvent entities involving
long-term structural problems. By so informing prospective borrowers, such advance
announcements work to minimize moral hazard.

These transparent procedures are clearly not followed by the IMF; its practices
routinely violate these conditions. Accordingly, IMF lending in recent years has worked
to prop up insolvent entities and create serious moral hazard problems.

As presently constituted, therefore, the IMF cannot act as an international LOLR.
5

It cannot create reserves or international money, cannot act quickly enough to serve as an
international LOLR, and does not operate in a transparent manner. Further, IMF lending
currently (indirectly) serves to bailout insolvent institutions, something wholly inappropriate
for an international LOLR.

VI. THE FEDERAL RESERVE: AN INTERNATIONAL LOLR

One of the undeniable characteristics of current international monetary arrangements is the existence
of and demand for reserve currencies. Despite the fact that major currencies float against one
another, important currencies continue to serve and be held as international monies or reserves. The
U.S. dollar remains the dominant and most important of these international monies or reserve
currencies and it serves several functions for the global system In particular, the dollar serves as an
international reserve, key, and vehicle currency.

Circumstances involving international hIquidity shortages or sharp increased demands for
international liquidity normally entail increased demand for the dollar as a reserve currency or
international money. Such situations highlight the responsibilities of an international lender of last
resort. 'In such cases, the international LOLR should prevent any sharp decline in international
liquidity or a collapse of international money: i.e., it should provide conditions supporting a stable
price anchor for the international monetary system.

Schwartz, Tinie to Tenninse the ESF and She IMP,' Foreign Policy Briefing, Cato Insfiblac, August 26,1998, pp. 6-7.

" Subsiantial restracuring of She IMW, however, could change this situation. For a recent proposal to reslructure the
IMF, see Chsla W. Cahxs*, "Bhueprints for a New Global Financial Architecture," Joint Economic Coninitee,
October 7,1998.
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0 The Federal Reserve can act as an international LOLR When such global liquidity
shortages arise, the Federal Reserve - unlike the IMF - has international reserve or
money-creating powers and, accordingly, can act to satisfy increased demands for liquidity;
it can act as an international LOLL In addition to powers to create acceptable international
money, the Fed can act to create liquidity Ztuiclf via open market operations rather than
through the slower, more cumbersome discount window mechanism.' Providing such
reserves via open market operations rather than through the discount window would also
be much preferable on political grounds.'

In short, the responsibilities of an international LOLR currently fall on reserve
currency central banks. Since the dollar is the dominant reserve currency and the Federal
Reserve is the principal institution that can create world dollar reserves, this responsibility
falls largely on the U.S. central bankI In serving as an international LOLR, the Federal
Reserve can prevent a collapse in international money or liquidity, help stabilize or anchor
the value of international money, and thereby prevent various (e.g., credit) disturbances
from developing into world monetary crises.

Robert Mundell has long recognized this Federal Reserve responsibility

"The Federal Reserve... has the power to determine... the size of
foreign exchange reserves abroad... In a practical sense, the Federal
Reserve System is the lender of last resort to the international banking
system, and the determinant of the dollar value of world reserves.

* The Federal Reserve should exMllcitv recognize this function, While the Federal Reserve
can quickly generate intemational reserves and thereby serve as an international LOLR the
Federal Reserve has not embraced this role in a transparent manner. The Federal Reserve
should explicitly recognize this important role and openly clarify its international
responsibilities before a crisis occurs. Credible assurance of this kind would not only reduce
uncertainties about the provision of international LOLR services, but would also work to
promote confidence and generate stabilizing expectations, thereby reducing the need for
future LOLR action. By pre-announcing that LOLR assistance will be provided to the
market, but not to insolvent; unsound entities, moral hazard problems would be minimized.

Notably, the provision of this short-term crisis function need not jeopardize longer-run
objectives such as price stability. Prompt LOLR action activated only during temporary
periods of emergency will allay panic within a short time, and, consequently, well before

'
t

Since the gloat economy is closed, the international LOLR need nor be concerned about extemnal drains; attention can
be focused on satisfying liquidity deminds.

"International rescrve-creating central banks should sever lend to insolvent institutions via the discount window.

"Mundell, Robert A., Intenario no etary Options, Cato Journal, vol. 3, no. 1, Spting 1983, p.191.
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longer-term goals such as price stability are threatened. 9
Consequently, any deviations of

prices from a longer-term target will be small in magnitude and duration. International
LOLR and price stability objectives, therefore, are complementary rather than conflicting
goals for central banks with international reserve creating powers.

0 This fiuction can be readily implemented. The Federal Reserve can implement these
responsibilities by using a number of indicators to supplement their domestic indicators.
These indicators become relevant for policymaking during periods when international
liquidity shortages emerge. Accordingly, these indicators should provide useful, timely
information relating to the movement of global prices and world liquidity. Because LOLR
decisions must often be made very quickly (sometimes in a matter of hours), data
requirements also call for high frequency, readily available sources of data. Fortunately,
there are a number of relevant indicators that meet these requirements. Several measures
of global price movements, for example, are available. Such measures should be monitored
in conjunction with a set of readily available market price indicators that provide up-to-date
information highlighting actual and prospective global price movements and world liquidity.
In particular, measures of world commodity prices, various bi-lateral and multi-lateral

measures of the dollar exchange rate, and indices of global bond yields can be jointly
assessed to gain information on prospective global price movements and world liquidity.20

When intemational liquidity shortages (or sharp increases in the demand for
international liquidity) occur, for example, these indicators often provide useful information
when assessed together with global price movements. In this case, world inflation may be
declining at the same time the dollar appreciates, world commodity prices soften, and global
bond yields decline. Risk spreads may be widening at the same time. When all of these
indicators signal a global liquidity shortage, the Federal Reserve should consider appropriate
policy response: i.e., a more rapid supply of reserves or liquidity than would otherwise be
the case. This easier policy stance is appropriate until the above-cited indicators suggest
the liquidity shortage has abated.

VII. SUMMARY AND CONCLUSIONS

Recent discussions relating to reform of the international financial architecture' have focused
attention on the function of an international LOLR. There are, however, few, if any, clear
delineations of this important function, partly because of differing premises, definitions, and
understandings of an international LOLR role. After summarizing well-established domestic LOLR
fiuctions, this paper describes the international LOLR role. The question as to whether the IMF or
Federal Reserve can provide such intemational services is then addressed.

"Responsible interrational LOLRs would absorb reserves later, after hquidity cises abate.

at These data can be supplemented with data measuring changes of liquidity pmeference, ericun risk spreads, bank stoak
movements, and other data petaising to financial crises.

67-507 2001 - 2
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Under existing institutional arrangements, the IMf cannot serve as a genuine LOLR
Specifically, the IMF cannot create reserves, cannot make quick decisions, and does not act in a
transparent manner in order to qualify as asi authentic international LOLR The Federal Reserve,
however, does meet the essential requirements of an international LOLR It can quickly create
international reserves and money, although it has not openly embraced international LOLR
responsibilities. The Federal Reserve can easily implement this function by employing several readily
available market price indicators and global price measures.

Robert Keleher
Chief Macrocconomist
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IMF GOLD SALES IN PERSPECTIVE

There have been a number of recent calls for the International Monetary Fund (IMF) to
sell part of its 103 million ounce gold holdings as part of a debt relief plan for the heavily
indebted poor countries (HIPC) One such proposal has been advanced by the Administration,
and officials of several other nations as well as the IMF have voiced support for similar plans.
The proposed gold sales would require Congressional approval, and debate on this change in
policy is already underway.

Although the exact form of the proposal is not yet clear, there are several reasons for
Congress to closely examine this proposal and review the potential negative consequences:

* The proposal is not transparent in that its content and full ramifications are unclear,
and it may ultimately facilitate financing for certain IMF operations without
conventional authorization and oversight.

* The proposed gold sales would tap a hidden IMF gold reserve that can be viewed as
belonging to member countries. The cost of the proposal to the U.S. would amount to
half a billion dollars, relative to restitution to member countries.

* Continued gold sales may weaken the IMF's balance sheet. With one-third of its
outstanding credit from its main account owed by Russia and Indonesia, it is
reasonable to question whether potential weakening of the IMF's financial position is
desirable at this time. The money contributed by the taxpayers of the U.S. and other
nations is exposed in IMF lending, and IMF gold sales would increase this exposure
further by reducing the capital cushion of the IMF.

* Gold sales may deepen already serious moral hazard problems by leading to
expectations by other distressed borrowers of further gold sales for debt relief. The
volume of proposed gold sales already has expanded significantly in recent months.

* The proposal could help perpetuate and reinforce the IMF's drift toward becoming
another development bank similar in many respects to the World Bank.

* The proposal may encourage the IMF to continue its policy of deeply subsidized
interest rates; this would include the IMF's reluctance to fully comply with the
Congressional reforms mandated in 1998.

* The proposal has put downward pressure on gold prices and harmed poor nations that
are also gold producers.

IMF Gold Holdings

The IMF holds 103 million ounces of gold originally acquired as quota contributions and
through its transactions during the period when gold was a central element of the international
monetary system. The collapse of the Bretton Woods system of fixed exchange rates in the early
1970's and subsequent policy decisions to demonetize gold were reflected in the second
amendment to the IMF's Articles of Agreement in 1978. The second amendment officially
demonetized gold and placed severe limitations on its use by the IMF or IMF member nations.
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During the 1 970s about one-third of the gold holdings of the IMF were disposed of in
gold sales. The remaining gold was retained for a number of reasons, according to the IMF.
These reasons include, "the potential unrealized gain on these assets may be considered a
significant element adding to the overall strength of the IMF, that is, its basic-or ultimate-
reserve;" in case of a "...need to meet creditors' claims on the institution in the event of
liquidation..." and to provide resources if needed to ". ..encash members' reserve positions in the
institution ...;" and for ".. unexpected systemic developments-that is, gold should be held as a
reserve against future, unspecified contingencies.... "I

Thus the gold reserve can be viewed as serving several purposes, including a provision
for bad loans and a reserve against potential withdrawals of reserve positions by major donor
nations. The potential use of gold as a reserve against donor withdrawals of reserves also
reinforces the point made during Joint Economic Committee (JEC) hearings that padding or
double counting of reserve accounts can be used as an accounting device to reduce the apparent
level of usable resources available for IMF operations, thus justifying additional IMF
appropriations. In any event, the IMF has identified a number of reasons to continue holding
significant gold reserves.

On the other hand, the IMF identified several potential advantages to selling gold,
including reduction of carrying and opportunity costs. In 1995 the IMF restated its policy on
gold, recognizing that "any mobilization of gold should be carefully thought out to avoid any
weakening in the IMF's overall financial position .... 2 and that "It must take great care to avoid
causing disruption that would have an adverse impact on all gold holders and gold producers, as
well as on the functioning of the gold market."

3
The IMF also maintained its position that "gold

provides a fundamental strength to the IMF's balance sheet.'A

In 1947 the IMF Executive Board asserted that the "gold and currency subscribed to the
Fund are clearly within its unrestricted ownership. They do not belong in any way to the
subscriber."

5
In the context of the Bretton Woods system and the official price of gold it

established, this contention had an unambiguous meaning because the subscription price and the
market value were essentially the same. However, the breakdown of the system in the early
1970s created for the first time the possibility of a large discrepancy between the official and the
market price of gold. Only under these new circumstances could the value of the gold holdings
increase significantly over their subscription value, and create the question of ownership of a
surplus (capital gain). As we shall see, the IMF's restitution procedure renders this potentially
troublesome legal issue largely irrelevant for the purposes of this analysis.

Perhaps in part due to the possibility of restitution to the member countries, the IMF
values the gold on its financial statement at the old official price equivalent to about $48 per fine
ounce, though its market value has been far higher since the mid-1970s. In light of potential
restitution, this conservative accounting is quite defensible, but it does lead to potential issues in

Tesaures Depa-nent (MF), Financial Orgdan-ion and OpV2ins of the IMF, Washisgton, D.C., 1998, p.1 17.
Ibid., p.117.
Ibid., p. IIS.

' Ibid p.t17.
Testimony of Harnld J. Johnson, Jr., and Gary T. Engel, Generat Accounling Office, before rie Joint Economic

Comnittee, July 21, 1999, p.2 1.
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a broader policy context. For example, the value of the gold held in excess of $48 per ounce
then becomes, in effect, a hidden reserve, and attempts to use this reserve for various policy
objectives may have the effect of obscuring their costs to affected parties.

As noted, one of these policy objectives is to sell IMF gold to finance debt relief under
the HIPC initiative. A review of this proposal brings to light several important problems. These
problems include a lack of transparency, costs to the taxpayer, excessive IMF loan exposure,
potential effects on IMF reform, and counterproductive effects on vulnerable poor countries.
The balance of this paper will examine these issues in more detail.

Problems Posed by IMF Gold Sales

Lack of Transparency

According to recent GAO testimony before the Joint Economic Committee,6
many of the

details of the gold sales proposal are "non-public. " Furthermore, in addition to its direct cost,
the effects of the gold sales on IMF finances are very difficult to evaluate because of the
obscurity of IMF financial statements which have proven confusing even to IMF officials in the
past.

For example, as a lending institution, the IMF does not refer to its loans from its main
lending account as "loans," but as "currency purchases." The central IMF budget is treated as a
classified document, and separates usable from nonusable resources in IMF operations, a
distinction that is not typically made in the public presentation of IMF financial accounts.

As noted, the details of the gold sales proposal, including even the amounts available for
debt relief, are confidential. A complete and transparent analysis of the gold sales proposal on
IMF finances is impossible because this would require comparison of the confidential
information of the gold sales proposal to data in a classified budget. This lack of transparency
means that Congress is unable to make a fully informed decision on the gold sales proposal in
consultation with independent experts and academics.

Although the available public information about the proposal is very inadequate, enough
information can be assembled to show that the proposed gold sales raise funds by absorbing part
of the hidden gold reserve not shown on the IMF's balance sheet.7 These gold "profits" could
then be invested in securities, and the interest generated used for debt relief. By tapping this
hidden reserve, the proposal can be presented as a "free lunch" in that assets worth billions of
dollars could be made available for IMF use without an apparent cost to anyone. However, at
least from one point of view reflected in the IMW's own charter, most of the proceeds raised
through the gold sales can be viewed as disguised contributions from major donor countries,
though this fact is veiled in obscure IMF accounting and procedures.

Transparency and the Fimr.cid Strcture of the IMF, hearing of the Joint Economic Comminee, July 21, 1999.
A footnote to the IMF balance sheet does note the market value of gold holdings.
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These concerns about IMF gold sales were recognized in 1975 in a joint bipartisan
statement by Senator Ribicoff (D-Conn.) and Senator Taft (R-Ohio):

Either the gold belongs to the IMF, or it belongs to the member states,
which contributed the gold in proportion to their quotas. In either case, the
profits should be distributed to the member nations in proportion to
their quotas.

The IMF is not designed to be a relief agency, nor an investment
agency. If the nations owning stock in the International Bank for
Reconstruction and Development [World Bank] wish to increase their
subscriptions, or to increase their bilateral aid, out of IMF gold sale profits or
with any other funds, then well and good. However, such a decision should
be taken openly, by each nation, unencumbered by an artificial link between
the question of aid and the role of gold in international payments.

t

Taxpayer Expense

As noted, IMF gold holdings reflect member contributions to, and transactions with,
the IMF at a time when gold had a central role in the monetary system. After the collapse of
the Bretton Woods system, gold was demonetized, but disagreements about the role of gold
were reflected in a compromise amendment to the IMF charter in 1978 that severely limited
the IMF's use of gold but permitted certain gold sales,

9 including what IMF documents refer
to as "restitution." Dictionaries define restitution as "restoring to the rightful owner of
something that has been taken away, lost, or surrendered." While significant restitution of
IMF gold to members in the near term has not been proposed, restitution does provide a
useful benchmark of the opportunity costs imposed by alternative proposals.

Under IMF rules, the IMF could restitute gold to member countries at a price
currently equivalent to $48, according to a formula based on member contributions in 1975.
Under this formula the U.S. would receive 23 percent of the amount of any gold restitution.
For example, if 10 million ounces were restituted, the U.S. would receive 2.3 million ounces.
Under current market conditions, the U.S. would pay $110 million for this gold (2.3 million
ounces multiplied by $48 per ounce), but then receive an asset worth $592 million, leading to
a total net gain of $482 million.'

5
Restitution is a useful benchmark to use in evaluating

other forms of gold sales in terms of potential costs to the taxpayers of the U.S. and other
affected nations.

' Comments of Senators Ribicoff and Taft, The Proposed IMFAgreement on Gold, Report of the Subcommittee on
International Economics, Joint Economic Committee, December 17, 1975, p. II (emphasis added).

Tresaurees Department, op. cit. pp. 109- 1 10.
' Assuming a price of $48 per fine ounce for 2.3 million ounces would generate $110.4 million in revenue to the
IMF. The 2.3 million ounces of gold held by the U.S. would be worth $592 million, resulting in a net profit of $482
million. This is based on a market price of5257.30 per fine ounce as of August 4, 1999.
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As noted, the gold held by the IMF is valued on the IMF balance sheet at equivalent
to $48 per fine ounce, relative to a current market price of about $257. The undervalued IMF
book value of gold creates a hidden IMF gold reserve of over S21 billion (see graph below).
The recent IMF gold sales proposal would tap part of this hidden reserve to finance the debt
restructuring plan. If 10 million ounces of gold were sold for about $2.6 billion at current
market prices, about $2.1 billion of the total would be generated by the value of gold not
shown on the balance sheet. This is the hidden cost to donor countries in terms of foregone
profits. The effect would be the same if some other mechanism were used to tap into the
gold reserve to finance debt relief.

IMF's Hidden Gold Reserve

........... ID

,§Jw... f............

,,,~~~~~~~~~~~~~~Gl pi. Jo'

............ ~ ~~~~IMF bok.US216bn

Though the proposal has been presented at something of a "free lunch" by its
sponsors, the hidden or obscured nature of its costs do not make them nonexistent. By
tapping the value of gold not appearing on the IMF's balance sheet, these costs can be
obscured, but once identified, these costs are quite significant. Relative to the restitution
benchmark, the proposed gold sales will cost the U.S. and its taxpayers $482 million. For
every billion dollars of IMF gold sales not in the form of restitution, the U.S. cost is $187
million. " Furthermore, in addition to the proceeds from the gold value not on the balance
sheet, the capital value of the gold, or $48 per ounce, goes directly to the main IMF account,
the General Resources Account (GRA).

Potential taxpayer expense is an important issue especially in light of the highly
concentrated financing of the IMF as a whole. The U.S. already provides 26 percent of the
IMF's $195 billion of usable contributions; the G-10 countries as a whole provide 77 percent
of the usable resources for IMF operations (see graph below). Many of these same nations
will again make another disproportionate contribution if the proposed IMF gold sales were
approved.

" This figure is derived from the United States' share of S230 million (or 894,000 ounces) out of total restitution
amounting to SI billion. This S230 million of gold minus 543 million in payments to the IMF leaves a net value of
S187 million.
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It is irteresting to note that the remaining 171 members of the IMF contribute only 21l'of its
usable resources. Nearly half of ]Mi member nations maintain little or no reserve positions at the
IMF. Many of these nations make required hard currency contributions to satisfy IMF membership
requirements, and then immediately withdraw these contributions vwithout affecting their voting
rights In shton, the *oting shares of countries has little relation to their financial participation.

ENI F Loan Exposure

As an ultimate reserve," hMF gold sales must be *iewed in the context of the IMF's
finances and lending policies T he lack of diversification in IMF lending, including a heavy
concentration in certain countries that are questionable credit risks, is not vety well known As
of April 30. 1999. about 70 percent of I4F outstanding loans from ilte IMF nain account wtere
owved by the IMF's five largest borrowers.'

2
Russia and Indonesia together account for one-third

of all outstanding credits. Neither Russia nor Indonesia is regarded as a very good credit risk by
international credit rating agencies. The pie chart below shows major IMF borrowers:

I'iemritional Nonctar) Fund Frinciai Stsasrneai. Quaner Ending April 30 1999, p 10

C-10 and Other IMF Members'
Share of Usable Resources as of April 30, 1999
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It may be argued that any concerns about IMF loan exposure are overstated and that
historically the IMW has not experienced significant defaults. However, the lack of IMP
transparency and defacto debt rescheduling make it difficult to empirically evaluate the past or
present problems. Furthermore, the changes in the nature of IMW lending and the relaxation of
loan limits have led to a very different current situation that is unprecedented.

Past guidelines used by the IMF had restricted the level of borrowing to a nation's
quota level (100 percent of quota). This policy was presumably intended to promote loan
diversification and limit IMW donor exposure. However, since these guidelines were relaxed,
IMW loans may rise as high as several hundred percent of a borrower's quota contribution
(around 500 percent in the case of Korea). Over its entire history, it is doubtful that the IMF
has ever had such a sizeable proportion of its outstanding credit owed by such large and
dubious credit risks, at least one of which has had to borrow from the IMF for the purpose of
servicing its IMW loan. Thus, it is reasonable to question whether further erosion in the
financial position of the IMW is desirable at this time by liquidation of reserves that could help
cover potential loan losses and help create the confidence of its ability to do so.

Underlying the concentration of IMP lending to dubious credit risks is a major change
in the nature of IMf lending. Over the last few decades, the IMF has transformed itself from a
lender for balance of payments purposes to a longer-term lender for development and
economic restructuring. This transformation reflects the collapse of the Bretton Woods system
and the search for a new mission to justify IMF activities, but it also entails potentially greater
risks. Recent IMF borrowers have broader and deeper systematic problems than the kind of
balance of payments pressures financed by the IMF in the previous era. This evolution entails
the potential for higher risk from longer loan maturity, type and use of loans, and the credit
risk of borrowers. The graph below documents the trend in IMF lending since the collapse of
the Bretton Woods arrangement.
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The drift of the IMF towards becoming another development lender similar to the World

Bank raises a number of important policy issues regarding the IMF's finances. The fact that IMP

gold holdings could act as a loan loss reserve suggests that the greater risks of recent IMF

lending should be balanced by retention of the gold reserve, at least for the foreseeable future.

Furthermore, given the changing view of gold by official institutions, the current proposal

can be seen as a precedent for similar IMF gold sales in the future. This could lead to further

pressures to erode more of the gold reserve in a way that is not in the interest of the taxpayers of

donor countries.

The proposed gold sales would also enhance moral hazard in several ways. The

perception that gold sales are something of a "free lunch" may ultimately encourage other IMF

borrowers to favor or expect gold sales to relieve their debt burdens. IMF borrowers from the

main General Resources Account (GRA) who are experiencing severe economic setbacks or

difficulties may also come to expect some measure of debt relief financed by further gold sales.

Gold Sales and Debt Relief

Part of the proceeds from the IMF gold sales of the 1970's financed the Structural

Adjustment Facility, later to become the Enhanced Structural Adjustment Facility (ESAF), a

development lending program charging interest rates typically as low as 0.5 to I percent. The

creation of this loan program marked the beginning of an important transition in the evolution of

the IMF from its previous monetary role at the center of a fixed exchange rate system into a

major lender for development and structural adjustment projects. By the 1990s, a large portion

of IMF lending was devoted to various large-scale economic restructuring purposes, which were

very different in nature from lending to bridge temporary balance of payments problems.

Unfortunately, the official development lending of which ESAF was a part seems to have

become more of a hindrance than a help to many of the poor borrowing countries. The IMF

recognizes that the total debt burden of many countries is larger than many of these borrowers

are willing or able to service, and so the IMF has agreed to assist in financing the HIPC

initiative. To help do so, the IMF would seek contributions from members and if these did not

suffice, the IMF would attempt to win approval for gold sales. However, this juncture also

provides an opportunity to reevaluate this IMF-sponsored activity and whether it should be

continued.

Given the current controversy over debt relief, it is reasonable to question whether it is

necessary or desirable for the tMF to sponsor something like ESAF, a lending program more

appropriately conducted by the World Bank. ESAF has become part of the official debt

burdening underdeveloped countries, and it appears that the proceeds from gold sales could be

used to help maintain its operations for the next several years. If ESAF were terminated over $2

billion in ESAF reserves might be made available for other purposes, including debt relief. The

termination of ESAF would be a desirable first step in refocusing the IMP on short-term crisis

lending and away fTom a continued evolution into another development bank.
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Alternatively, the implementation of the gold sales proposal would help gloss-over the
failures of the development strategies fostered by the official institutions. This proposal would
also continue, if not reinforce, the IMF's current drift into development and structural lending,
not only in ESAF but in the lending from the General Resources Account (GRA) of the IMF as
well. An alternative policy approach would be to terminate ESAF as an activity more
appropriately conducted by the World Bank than by the IMF. ESAF reserves might be made
available for debt restructuring and relief

IMF Reform and Gold Sales

The IMF makes loans that are all heavily subsidized in varying degrees by the use of
below market interest rates. For example, the standard IMF loan rate, currently about 3.8
percent, is considerably below the standard international reference rates such as LIBOR (London
Interbank Offered Rate). The IMF's alternative premium rate for circumstances typical in
bailout situations is currently about 6.8 percent.

The IMF's subsidized interest rates were one focus of the debate over the 1998 IMF
appropriation in Congress. These interest rate subsidies became an issue because they distort
price signals, are economically inefficient, and deepen already pervasive moral hazard problems.
Much of the debate on these issues was stimulated by the IMF Transparency and Efficiency Act,
a reform measure that provided for the use of market interest rates on all IMF loans. At the fmal
stage of the legislative process, JEC staff was asked to assist in drafting reform language
regarding IMF interest rates on loans used in typical crisis situations. This language, a version of
which finally became law, stipulates that IMF interest rates under these crisis circumstances must
be adjusted for risk. A formula for a minimum interest rate was provided for the sole purpose of
preventing excessive discretion, and not for pegging the interest rate.

However, it remains unclear whether the IMF recognizes that the reform legislation
requires an adjustment for risk, and does not replicate existing IMF interest rate formulae. In any
event, as an alternative method of financing the IMF's HIPC contribution, the IMF could use a
true adjustment for risk on affected loans, and thus generate higher interest earnings for debt
relief. These premium interest rates would no longer be as deeply subsidized, and could provide
the approximately $100 million annually for debt relief that is called for. Another option would
be to slightly increase the deeply subsidized standard IMF loan interest rate.

It is to be expected that the IMF will resist such suggestions to reduce interest rate
subsidies. Exorbitant interest subsidies are central to IMF's current operations. Additionally, the
IMF would presumably argue that it is not desirable to use interest earnings from the main IMF
account and channel part of it to ESAF for debt relief. However, the gold and certain interest,
both already associated with the GRA, have been considered as sources of finding for debt
relief, and an argument that only some proceeds arising from the GRA can be tapped but not
others is not very persuasive. Furthermore, it appears likely that the finds raised by the gold
sales would ultimately end up in the GRA.

67-507 2001 - 3 1
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A very small rise in IMF interest rates could easily cover the costs of the debt relief
initiative, as could the $2 billion in reserves already in the ESAF. However, these options would
require the IMF to modestly reform its practices or use its own resources, but neither of these
choices seems to have been seriously considered. Instead, a veiled way of tapping more
resources by the IMF at taxpayer expense through gold sales has been the preferred course.

Market Disruptions

For an agency that presents itself as a stabilizing force in international markets, the
effects of the IMF's proposed gold sales have been especially ironic. In the wake of clear signals
from central banks, especially the Bank of England, that the status of gold was changing and that
market sales were looming, the IMF and other proponents persisted in the proposal for additional
market sales. While sorting out the precise impact of this proposal and its endorsement by the G-
7 finance ministries is not possible, there is a widespread view that the IMF proposal has been a
negative force in the gold markets (see graph below). After the IMF proposal was finalized, gold
market prices drifted below the costs of production in at least one key producer country.

As the IMF Treasurer's Department itself pointed out only last year:

An important element in considering potential gold sales by the IMF is
that such sales -- or even the announcement of an intent to sell -- could, at least in
the short run, cause the market price of gold to fall. Various official holders of
gold that value their stock at or in relation to the market pnce may view with
concern a sharp decline in the value of their holdings because of an announced
program of gold sales by the IMF. 13

'' Treasureres Department (IMF). op. it. ,p. 117.

Impact of Gold Sales Proposals on the Price of Gold
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Conclusion

Proposals for use of taxpayer resources by the IMF should be fully explained in a
transparent manner. The failure of the IMF and Administration to provide details on the
proposed gold sales to Congress and the public does not permit fully informed consideration of
this policy and possible alternatives. A complete explanation of this or any similar proposal
should be provided to Congress and the public by the IMF or the Treasury. The costs of the
proposal, and all costs associated with the IMF, should also routinely be delineated and provided
to Congress, instead of the official pronouncements that there are no taxpayer costs associated
with participation in the IMF.

Congressional concerns about lack of IMF transparency and IMF interest rate subsidies
are reflected in enacted reforms that have become law. Approval of the proposed IMF gold sales
could have the effect of delaying needed IMF reforms and be viewed as sanctioning IMF loan
subsidies and current development policy under the IMF and ESAF. On the other hand, rejection
of the proposed gold sales would send a strong message to the IMF that its current policies of
loan subsidization and development lending lack support in Congress, and that genuine IMF
reform is required.

Christopher Frenze
Chief Economist to the Vice Chairman

Alexandre Ferraz de Marinis provided research assistance for this study.
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STATEMENT OF CHRISTOPHER FRENZE
CHIEF ECONOMIST TO THE VICE CHAIRUAN

JOINT ECONOMIC COMMITTEE

Chairman Meltzer and Members of the Commission, thank you for the opportunity to
appear before you today to discuss some of the financial issues related to the Joint Economic
Committee's (JEC) review of the Intemational Monetary Fund (IMF). I am accompanied today
by Robert Keleher, Chief Macroeconomist to the Vice Chairman, who will make the second half
of our presentation before the question period. As you know, the work of the JEC in this area
was initiated two years ago by Congressman Jim Saxton, who was the JEC Chairman in the last
Congress and continues as Vice Chairman in the current Congress.

We do not have all the answers to questions about the IMF and its financial operations, but
we have asked some of the right questions and these have produced much useful information.
The public record shows that two years ago there was relatively little clear and current data on
total IMF usable contributions and resources, the division of usable and nonusable resources, the
U.S. contribution as a share of total usable resources, certain IMF reserves, and other data
needed to adequately understand the financial operations of the IMF.

The JEC tried to change this situation by gaining more public release of IMF financial
information and thus reducing incentives for excessive secrecy. Over a year ago Mr. Saxton
asked the General Accounting Office (GAO) to obtain much of this information from the IMP's
operational budget and other sensitive documents, and the results were presented to the Joint
Economic Committee in hearings in 1998 and 1999. Shortly after the first of these two hearings,
the IMF began posting much more detailed financial information on its web site.

This JEC effort to obtain increased transparency was quite successful, but much more
remains to be done. The GAO has been extremely helpful, and has folded some of our additional
questions about IMF lending into a new report to be released in the near future that will provide
yet more detailed information. However, this commission could also be extremely effective in
fostering more IMF financial transparency and facilitating the publication of additional
information. The commission could direct detailed questions on IMF finances directly to the
IMF to provide needed historical and current information on many aspects of IMF activities
including time series of annual quota levels, lending, usable contributions, loan rollovers, interest
charges, loan conditions, and so forth.

The absence of much of this information in the public domain reflects a lack of IMF
transparency that is not consistent with the IMF's own transparency standards it applies to
member countries. Some of this information is publicly available, but only in a fragmentary or
partial form that is not readily accessible given the confusing nature of IMF financial statements.

I would like to turn to a review of part of the IMg's public financial statements and explain
their format. It is our view that the IMF's financial statements were designed for use in an
institutional and economic environment that no longer exists. In the current context these
financial statements can be confusing and they are not fully transparent, as conceded by a
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member of the IMF Executive Board in congressional testimony last year. For example, the IMF

does not consider its loans from its central account to be loans, so the term loan does not appear,

but instead the IMF uses the term "currency purchases."

The widespread use of such obtuse concepts contributes significantly to a lack of

transparency. Even so, the quarterly IMF financial statements and the IMF booklet called

Financial Organization and Operations of the IMF, although very difficult and obtuse, are useful

in reviewing IMF finances.

When new quota contributions are made 25 percent is typically paid in international reserve

assets and the remaining 75 percent normally in promissory notes or letters of credit

denominated in the members own currency. The reserve asset portion of the new quota

subscription is added to what the fund calls the 'reserve tranche position" of the individual

member. In addition, the IMF can encash the notes and letters of credit on demand to support its

lending and other financial activities. These notes are reflected in a category called "IMF

holdings of currencies." The quotas are part of the General Resources Account (GRA), the

central account of the IMF.

The IMF is sometimes described as a cooperative or compared to a credit union, suggesting

a broad-based support for lending. However, as a practical matter, the IMF is largely financed

by a relatively small group of countries. In addition to their reserve positions, the IMF tends to

encash the promissory notes of some countries much more heavily than others.

On the other hand, many other nations withdraw their reserve position, leaving all of their

quota essentially in promissory notes. Nations can even borrow their reserve payments under

quota increases, and then immediately withdraw these borrowed funds and repay borrowers. In

this way they technically comply with IMF membership requirements but provide little or no

usable resources to the IMF. Incidentally, the Exchange Stabilization Fund (ESF) has apparently

been used to facilitate such borrowing.

The first entry in the briefing books we have provided is an overview of IMF finances from

the quarter ending April 30, 1999. The last page of this overview contains a line item for the

United States denominated in SDRs. As one can see, the quota of the U.S. is 37 billion SDRs,

equal to about 50 billion dollars. The U.S. has 17 billion SDRs, or 46 percent, of its quota in its

reserve position. The remaining 20 billion SDRs (54 percent) is in the column under IMF's

holding of currencies. The amounts in this category are largely promissory notes and letters of

credit.

Quotas, IMFs Holdings of Currencies, and Reserve Trancl Positions
As of April 30, 1999
(In ThIouwnds o(SoR3.)

General Resources Account
IEF's Holdings of Curnencies

Member Quota Total Percentof Quta Rese*ve Tran Poston
United States 37,149,300 20P82.770 54.1 17p061,852

Ukraine 1,372,000 3.341,372 243.5 7

Turkemenistan 489 00 43 000 100 .
Soce:r reteme nel Mnetaly Fend

fto
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In other words, the sum of a creditor country's reserve position and IMF holdings of its
currency is the amount of the quota. If the IMF were to encash more U.S. promissory notes this
would raise the amount of the U.S. reserve tranche position and lower the amount of Fund
holdings of currencies correspondingly.

The entry for Ukraine reflects the position of a net borrowing country. The Ukraine's
quota is 1.4 billion SDRs, with virtually none of it in the reserve tranche position, but instead
under IMF holdings of currencies. The Ukraine has provided what is essentially an IOU to the
IMF equivalent to its borrowings of about 2 billion SDRs secured by its domestic currency
provided to the Fund. This is reflected in the holdings of currencies; this amount is the sum of
virtually all of the Ukraine's quota plus the value of its borrowing from the IMF. Borrowing
countries typically have withdrawn most or all of their reserve positions so virtually all of their
quota is in IMF holdings of currency. The amounts borrowed, reflected in domestic currency
securing the loans, also are added in this category.

The case of Turkemenistan reflects the position of a member that is neither a creditor nor a
borrower. This country has virtually no reserve tranche position and is not a borrower. Virtually
all of its quota is in "holdings of currencies." This country currently is neither a creditor nor a
borrower member.

This discussion may seem quite dry if not tedious, but provides a useful framework for
review of the public IMF financial statements. As one scans through the statement of members'
financial positions from the quarterly reports of the IMF, it is clear which countries maintain
large reserve tranche positions providing support for IMF operations, and which on the other
hand provide little or no support. The lower the percent of quota held in currencies, the higher
the member's reserve position and relative degree of financial support for the IMF. On the other
hand, it can be readily seen that many countries have all or nearly all of their quota in holdings of
currency, meaning they have little or no reserve position to participate in the financing of IMF
operations.

When the holding of currencies approaches or exceeds 100 percent, this typically means
the member's reserve position is very low or zero. Nearly half of the IMF members currently
maintain little or no reserve position, even after a recent quota increase. This suggests that the
borrowing and immediate withdrawal of reserves required under a quota increase is quite
widespread. The presence of these members does, however, provide a ready pool of current and
potential future borrowers; about half the IMF's membership are current borrowers.

As previously noted, the reserve positions supply the funds for IMF lending. At the bottom
of this statement from the IMF quarterly report, one can see the total of 63 billion SDRs in the
reserve position, and 61 billion SDRs loaned from these contributions.

A separate issue regards the portion of quotas that can be used by the IMF for its lending.
The public financial statements do not reflect the fact that many of the members have provided
quota contributions, which are not regarded as usable by the IMF. In the IMF's confidential
operational budget, the division is made between usable and nonusable resources. This is a
critical distinction and has important implications for allocating the actual sources of funding for
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subscriptions of many inember are set aside.
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I he otficial hine is that thc I S. pros ides IN percent ol ihe quotas, but the U.S. share of usable
contributions is actually 26 percent. [-his relatively large U tS. position is tetlected in the strong
inIlUencC of the I S. I reasiury in IMI decision mitaking. I'his graph illustrates the preeminent
IIS. position, but ilso the high o% emIl concentration in IN1F linatcing. as opposed to the notitn
of hroadly-shared financing often contveyed through the public quota statistics.

IMI: lending is also highly concentrated I'lhc next graph shows that the top 5 users of
credit from the nrain IMI: accoumt for 70) percent of its outstattditg credit Russia and Indonesia
together accounit for fully one third of these outstanding loans tIhe potential exposure ofthc
IMI; and its creditors fron Ithis high concentration ol' IMI letiditg is considerable. The
relaxatiott ot'past IMF standards capping borrowinig at 1(10 percent ohunitcuber quista has led to
the curreit situation IBorrwving crtti now be sex cnil hundred percent ot quota contributions as
iore recent aniual qtota limits have also been lurther rclaxed in recent years.

IMF's Luirgeel tiiOrro-nrs
('0 ,ft..1 <:erder.[ Krurc- Aciounti n rdit)

In sutitntatry, both INIt usatble cost ributiotis and IM I Ictiding are huigly concecntrated. A
core group if adx anccd itidusotrat ntiatonts is the prtimary source of futinds. A distintic atid much
larget group of current atide potential borrowers exist. most of who do ito-t provide sigisificantt
tinaiactal support for I MIF activities. Is ci so, the IN'41l's lending is highily coitcentrated, wvitht
piiliticatlly and socially untstabsle biorrosers currently accounting fior at large share of outstaading
crcd it.

I ss otld like to close on a related issue that ilay be of ititerest. Our reies tes' tfIMNF
prisceduires louttd last year no evideuce ofcretlible IMIh proicedttres to moniitor tsr track the use of
IM4 l hatt proceetds. Mr. Saxtoti took itote offthe lack OfaCCOLIntinig safeguards aI year ago in
connectioin usitilt the oaits ito Russia nioux the subject of several inqltires- A letter fronm Majority
ILcadter Arnmey atid Mr. Saxtson last March to then Secretary Robin its coistection ssitlt the sew
Rutssiat loats asked for at public disclosure and explanation if anty stici accottuting coittrol&. bitt
none wxnts forthcoring.
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Thus it appears that when the IMF disburses funds to a member's central bank, it does not
really have an independent way of knowing exactly what happens to it after that point. Perhaps
such accounting safeguards would be difficult or unfeasible to administer, but their absence
would seem to require a much higher degree of vigilance and effort to protect taxpayer funds

from potential misuse. Clearly the loaning of billions of dollars to countries with pervasive
corruption problems would run the risk that at least some of it would be misused. In the absence

of such accounting controls, it is not clear what procedures the IMF has available to ensure that
significant misuse of loan proceeds does not occur aside from simply not making a loan in such
cases.

The second part of our presentation by Robert Keleher will focus on the costs of U.S.
participation in the IMF, along with several related issues.
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STATEMENT OF DR. ROBERT KELEHER
CHIEF MACROECONOMIST TO THE VICE CHAIRMAN

JOINT ECONOMIC COMMITTEE

INTRODUCTION

The Joint Economic Committee's (JEC) focus or interest in analyzing the International
Monetary Fund (IMP) has not been to examine the specific details of loans or conditional loan
programs in Russia, Indonesia, Thailand, Brazil, Korea or any other country. Rather, the JEC
has focused on various aspects of the IMF itself.

In particular, we focused on the IMFs financial structure, the way the institution operates,
and the costs of U.S. participation of the IMF. In our view, before Congressional policymakers
can make sensible decisions about fiuture IMF funding, IMF gold sales, or make constructive
recommendations for reform, some essential, yet understandable information about how the IMF
functions is required. In other words, information about, and some understanding of the
institution is a prerequisite for sensible reform.

One of our goals was to highlight this relevant information; in a sense, to bring more
transparency to the IMF. This has occurred in part through a series of JEC hearings, studies, and
press releases. The JEC has used these vehicles of communication to highlight the resources
available to the IMF, how the IMFs financial structure operates, and what is especially relevant
to the Congress and the public, the costs of U.S. participation in the IMF.

On the other hand, we view our efforts as "work in progress" and as outsiders without access
to confidential IMP information, do not pretend to have complete knowledge of the workings of
the IMF.

With this in mind, I will quickly review IMF available resources (as requested by Chairman
Meltzer); summarize some lessons we have learned about the costs of U.S. participation; and
make some brief comments about the IMF's financial structure.

1. IMF AVAILABLE RESOURCES

I have some charts I will be referring to in order to help illustrate my points. As my first
chart demonstrates, the total resources available to the IMF are now about $287 billion. These
are the total resources in the IMFs General Resources Account (GRA) obtained primarily from
quotas.
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The United States contributes 17.7% ofthe total, which is the largest share of all the IMF

member countries. This percentage is the oft-cited contribution that importantly detennines

voting rights.

Of the total S287 billion. the IMF deems a sizable portion ($92 billion) to be unusable,

leasing S195 billion as usable. This unusable portion is about 1/3 of the total and consists of the

currencies of those contributions not sufficiently strong economically to permit their currencies

to be used for IMF operations.

As the next chart illustrates, this leaves $195 billion as usable resources. Of the $195 billion,

$81 billion is outstanding credit already extended (leaving $114 billion), S18 billion has been

committed to countries nteeding assistance, aid S19 billion is deemed necessary for minimum

working balances. This leaves $77 billion available for additional credit to IMF members.

IMF Estimated Usable and Unusable Resources
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This $77 billion figure does not include three other possible funding sources. First, the IMF
can borrow from members. The General Arrangements to Borrow (GAB) and the New
Arrangements to Borrow (NAB) currently amount to $46 billion. Second, the IMF can borrow
from credit markets which conservative estimates suggest could amount to $70 -$80 billion or
more. Third, potential gold sales are an option which over the long term, could amount to about
$26-$27 billion. Therefore, depending on how much of these additional resources are deemed
(practically) obtainable, current usable IMF resources amount to anywhere from $77 billion to
roughly in the neighborhood of $200 billion.

II. LESSONS ABOUT THE COSTS OF U.S. PARTICIPATION

As I mentioned earlier, another critical question for Congress and taxpayers relates to the
cost of U.S. participation in the IMF. In examining this issue, we leamed a number of lessons
about these costs that I would like to briefly summarize for you this afternoon. As background,
however, the U.S. contributes about 17.7 percent of total IMF quota subscriptions. It is this 17.7
percent figure that importantly determines the voting rights of IMF member countries and is
often equated to, or identified as, the member country's official financial contribution.

However, the actual costs of U.S. participation in the IMP differ from this widely-cited 17.7
percent figure. In particular, evidence indicates that the U.S. is shouldering a larger burden than
suggested by this figure. These additional costs are often inadvertently obscured by accounting
practices and procedures as well as by difficulties in calculating various hidden costs,
opportunity costs, subsidies, or risk factors.

Some of the lessons learned about the costs of U.S. participation in the IMF include the
following: EFist, the U.S. contributes about 26 percent of usable financial resources to the IMF.
As mentioned earlier, the IMF deems about 1/3 of member currency contributions to be
"unusable" for IMF usage. Once you set aside these unusable currencies, the U.S. share of
usable IMF quota contributions rises to about 26 percent, i.e., the U.S. contributes 26 percent of
usable IMF quotas. Since this figure represents the proportion of those contributions that
actually can be used for lending, it is economically more meaningful than the 17.7 percent figure.
An implication is that the U.S. is contributing a higher percentage of usable resources than its
voting shares would suggest.

The next chart shows the usable resource contributions of key IMF members. Of usable IMF
resources, the U.S. contributes 26 percent, by far the largest contributed share. The next largest
countries' contributed share are Germany's 9 percent and Japan's 9 percent. In other words, the
United States, share is almost triple the size of the next largest membees share. It is also worthy
to note that the G- I0 countries' contributions to the IMFs usable resources clearly dominate all
other sources. (The G-10 total is about 77 percent.) The implication is that IMF lending is
largely being financed by a relatively small number of industrialized economies. As far as
usable resources, then, the IMF does not have the broad-based support that is often suggested in
the literature.
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G-1o and Other IMF Members
Usable Rietserces

Sec~ondthe U.S shareof contributions to the GA~tcredit tine is also significantlyfhigher
than its share of quota contributions- the 'US. sarae of this credit line commnitmsent is about 25
percent. This commitments share also exceettr the oft-cited quota-based, voting rights share (of
17.7 percent).

fluts), the U.S. is remunerated for (part of) its reserve ttanche position, This rate of
remuneration, however, is at a rate of interest below that of comparable U.S. Treasury rates and
therefore involves a subsidy. The current rate of interest remunerated on U.S. fusnds is about 3.4
percent. In other words, the U.S. governument is tending at more flivorable rates than the cost of
money to the government. This subsidy should be recognized as s cost. In fact, the President's
Commission on Budget Concepts defines the budget cost of an 'exchange of assets' program as
the difference between the Treasurys cost of funds, for the term of the provision of resources and
its rate of remuneration. (The'rreasury rate minus the remuneration rate equals the cost.)
Conservative estimates of this cost suggest it is not trivial; it could he as high as hundreds of
millions of dollars per year.

The United States also has a non-remtunerated portion of its reserve position that (pereentage-
wise) involves an even larger subsidy. This unremAnecated portion of the U.s. reserve position
amounts so about $2.3 billion, theumul.tSve value of lost interest payments (from 1975-1999)
may amount to several billion dollars. (A GAO witness estimated it to be $3.5 billion, but some
private sources think it is even larger.) In any case,- these costs are rion-trivial and are not
generally recognized by policyrnakers, the public, or taxpayers.

fourth IMU remunerati do not adequately reflect-the increased riskiness ofrIM lending.
RAmF lending however, has become riskier over time. Earlier, the IMF made relatively s afe
short-term (low-risk) loans to high-grade industrial countries (such as the UK. France, or Itably)
Recent.ly it increasingly has made significantly higher-risk, longer-term loans to, lower-rated
countries such as Russiae Indonesia, Brazil, Mexico, or Korea.
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The next chart shows how IMF lending has changed over time from industrialized to
developing country lending. As you can see, in earlier periods, more loans were made to
industrial countries than is now the case. Currently, almost all loans are made to developing
countries.

The next chart shows the IMPs largest borrowers. At times, the IMF loan portfolio hasa
become highly concentrated with loans to riskier developing countries like Russia, Indonesia,
Brazil, Mexico. and Korea. This has occurred as lending limits have been raised substantially.

; Note that almost 70 percent of current IMF lending goes to only five countries and 1 .3 oft hese
loans go to Russia and Indonesia alone.

G ~owing D-minane of Devetopment Lending
(INIF's General Resourees Accounting Credit Outst.diog)
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Note that these loans are not only riskier, lower-rated borrowers and highly concentrated, but
also longer-term in nature. Since these higher risks expose the lender, lenders should be
compensated for these higher risks. But this risk factor is generally not reflected in interest rates
received by lenders to the IMF. This uncompensated risk factor is (in effect) another form of
subsidy and cost borne by lenders such as the U.S. (and its taxpayers). This cost is yet another
cost that is not generally recognized by Congress, the public, or taxpayers.

Fifth, I will simply mention that unrestituted gold sales can entail substantial costs to U.S.
taxpayers.

In short, the sum of these costs can be substantial. There are several dimensions to the costs
of U.S. participation in the IMF that policymakers, taxpayers, and the public should understand.
These include a substantial shouldering of usable financial contributions and commitments to the
IMF that exceed the oft-cited voting rights share, the costs of subsidized interest rates, the cost of
the absorption of risk, and aspects of gold sales. Conservative estimates suggest that the costs of
U.S. participation in the IAF are substantial, in the neighborhood of halfa billion dollar per year.
(Notably, the best quantitative estimates can be found in Adam Lerrick's study for the Bretton
Woods Committee.)

All of this suggests that the United States is shouldering a significantly higher proportion of
the IMF's financial resources than the oft-cited 17.7 percent quota share would suggest.
Furthermore, these facts have not been transparent to policymakers, the public, or the taxpayer.
These costs to the U.S. taxpayer too often have been understated, or obscured (perhaps
inadvertently) by IMF accounting practices and procedures.

HI. SOME BRIEF COMMENTS ON THE IMF's FINANCIAL STRUCTURE

Finally, in addition to these costs, it is important to highlight the changing nature of the IMF
financial structure. I have mentioned earlier about IMF lending and borrowing. IMF lending has
become increasingly concentrated with longer-term, riskier borrowing from developing countries
than was earlier the case. At the same time, usable resources of the IMF are largely provided by
a relatively small group of industrialized countries. In fact, the IMF does not have broad-based
financial support as is often reported. As much as 77 percent of IMF usable resources are
supplied by the G-10 countries. In short, the IMF is a much different institution than was earlier
the case: the IMF is using resources from a small number of industrialized countries and lending
this money to a small number of risky developing countries at subsidized interest rates.

CONCLUSION

In conclusion, there are many dimensions to the costs of U.S. participation in the IMF that
policymakers and the taxpaying public should understand. I have tried to summarize several
important aspects of these costs this afternoon.
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Introduction

The finances of the IMF are relevant to U.S. taxpayers because of the prominent
role of the U.S. in funding the IMF and guiding its decisions. Consequently, IMF quota
increases and most significant IMF gold sales are considered as important policy issues
before the Congress. However, informed policy decisions by Congress require adequate
IMF transparency to ensure the availability of necessary information. Only with
adequate transparency can Congress, in consultation with academic and other experts,.
develop a thorough understanding of the IMF's financial structure and the costs of U.S.
participation in the IMF.

Over the last two years, the Joint Economic Committee (IEC) has promoted
essential transparency through hearings, research papers and press statements. This paper
reviews some of the key conclusions of JEC research concerning IMF financial structure
and costs of U.S. IMF participation.'

This paper reviews several findings derived from an examination of the IMF
financial structure and costs of U.S. IMF participation. While there are obviously many
other important policy issues involved in examining IMF policy (e.g. moral hazard,
conditionality), this paper focuses on summarizing the costs of U.S. participation in the
IMF. The paper also discusses the changed IMF's financial structure and comments on
IMF transparency.

Costs of U.S. Participation in the IMF

The U.S. contributes about 17.7 percent of total IMF quota subscriptions. It is
this percentage of quota resources that determines the voting rights of IMF member
countries and is often equated to the member countryes official financial contribution.

However, the actual economic costs of U.S. participation in the IMF differ
significantly from this widely cited 17.7 percent figure. In particular, the evidence
demonstrates that in a number of ways the U.S. is shouldering a significantly larger
burden than is suggested by the Treasury or official IMF statements. These additional

'The General Accouting Office has provided helpful assistance to the JEC in this effort in response to a
request by then-Chairman Saxton in 1998. See, the GAO reports "The Transparency and Financial
Structure of the IMF," hearing before the Joint Economic Committee, One Hundred Fifth Congress, Second
Session, July 23, 1998; and "Transparency and the Financial Structure of the IMF,' hearing before the Joint
Economic Connminee, One Hundred Sixth Congress, First Session, July 21, 1999. JEC research papers
related to the IMF include: Christopher Frenze, IMF Gold Sales in Perspective, August 1999; Robert
Keleher, An International Lender of last Resort, the IMF, and the Federal Reserve, February 1999;
Christopher Frenze and Robert Keleher, IMF Financing: A Revre v of the Issues, March 1998; and Robert
Keleher, Financial Crises in Emerging Markets: Incentives and the IMF, August 1998. For this and more
information on the IMF, please visit oar website at www.house.govljec.
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costs are often obscured by accounting practices and procedures as well as by related

difficulties in calculating various hidden costs, opportunity costs, subsidies, risk factors,

or their accruals over time. Some observations relating to this issue include the

following:

* The U.S. contributes about 26 nercent of usable financial resources to the
IMF.

In its quarterly operating budget, the IMF separates usable contributions from the

unusable contributions from countries in weak economic condition. (There is little, if

any, demand for the currencies of these later countries for international transactions.)
With these unusable quota contributions set aside, the U.S. share of usable IMF quota
contributions rises to about 26 percent. Since this figure represents the proportion of
those contributions that actually can be used for lending, it is an economically more

meaningful figure than the overall quota percentage. It demonstrates that the U.S. is

contributing a significantly larger share of financial resources than suggested by the quota

percentage often cited by the Treasury and the IMF.

* The U.S. contributes a higher proportion of its quota in international
reserve assets than the initially reguired 25 Percent of quota.

Under IMF procedures, 25 percent of quotas are initially paid in international

reserve assets, primarily foreign exchange. The other 75 percent ordinarily takes the

form of local currency or promissory notes. But some countries, such as the U.S.,

persistently contribute more than initial 25 percent of quota in reserve assets, including
hard currency. In fact, the U.S. reserve tranche position as a percentage of quota

currently is about 42.3 percent. The reasons for this are that (I) the U.S. - unlike many

other countries - does not normally run down its reserve tranche position and (2) the

IMF "encashes" U.S. promissory notes to raise additional funds for IMF lending. In so

doing, the IMF enlarges the U.S. reserve tranche position. Accordingly, countries like

the U.S. provide the extra marginal resources used for additional IMP lending programs.

At the same time, many other countries - nearly one half of IMF membership - maintain
virtually no reserve positions.

2 Furthermore, under the recent quota increase, over half of

the IMF members immediately withdrew the economically meaningful portion of their

contribution. According to the GAO:

Between January 1999, when the Eleventh General Review quota
became effective, and April 30, 1999,.... 92 members withdrew
the entire $3.6 billion of usable currencies or SDR, replacing them
with their national currencies.

3

In sum, the additional reserve positions financing the IMF are largely from the

U.S. and a relatively small group of other advanced countries, whereas a large share of

2 See T-rransparecy and the Financial Structure of the IMF,' hearing befire the Joint Economic
Committee, One Hundred Sixth Congress, First Session, Juy 21, 1999.
3

GAO, 'Observations on the IMPs Financial Operations," September 1999., p.3
6
.
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IMF members contribute little or no usable monies. Indeed, of the total amount.
contributed in excess of 25 percent of member quota in hard currency, about 30.8 percent
is contributed by the United States.

In short, the U.S. is contributing significantly more than 17.7 percent of both
usable and hard currency contributions to the MMF. Thus, U.S. taxpayers are contributing
proportionately more meaningful financial resources than the 17.7 percent implied by
their oft-cited quota-determined voting rights percentage.

* The U.S. share of contributions to the General Arraneements to Borrow
(GAB) credit fine is also sisnificantly higher than its share of auota
contributions.

The U.S. share of total credit arrangements of the GAB amounts to 25%. Again,
this amounts to a commitment whose share exceeds that of the oft-cited quota-based
voting rights share. Accordingly, it indicates the U.S. is shouldering a larger share of the
credit line commitment than suggested by its quota contribution share. This is case even
when the New Arrangements to Borrow (NAB) are considered, although the combined
share does decline to 19.7 percent.

* The U.S. is remunerated for (part of) its reserve tranche position used by
the IMF. This rate of remuneration. however, is at a rate of interest
below that of comparable U.S. Treasury rates, and, therefore, involves a
subsidy.-

The current rate of interest that is remunerated on U.S. funds is about 3.4 percent,
a rate below that on U.S. Treasury securities. In other words, the U.S. government is
lending at more favorable interest rates than the cost of money to the government. The
government, therefore, is lending at "below-cost" rates involving a subsidy that should be
recognized.4

From another perspective, the U.S. is essentially financing and providing the IMF
with predominately long-term money (its reserve position at the IMF) while receiving a
short-term rate of remuneration. This involves a subsidy to the IMF and a corresponding
cost to U.S. taxpayers.5

* The U.S also has an unremunerated portion of its reserve position that
constitutes a significant subsidy.

'As Lerrick has argued, the 1967 President's Commission on Budget Concepts "defines the budget cost ofan 'exchange of assets program as the difference between the Treasury's cost of funds for the tees of theprovision of resources and its rat of reeuneration." See Adaen Lerrick Primate Sector Financingfor the
IMF: Now Part ofan Optimal Funding M4. The Brenon Woods Commintee, Washington D.C., April 1999,

5See Lerrick, op. cit., pp.1 1-13.
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In addition to the portion of the U.S. reserve position that receives interest

payments (or remuneration), there is an unremunerated portion as well that does not

generate interest payments.
6

Accordingly, this portion involves an even larger

(percentage wise) subsidy than the remunerated portion. In other words, there is a

portion of our reserve position that is, in effect, providing "free money" to the IMF.

According to the new report by the General Accounting Office, the cumulative value of

lost interest payments amounts to $2.7 billion dollars.
7 This unremunerated portion of

the U.S. reserve position constitutes another sizable subsidy to the IMF and a significant

cost to the U.S. taxpayer.

* IMF interest payments do not adequately reflect the increased riskiness
of IMF lending.

Another issue relating to IMF operations is the increased riskiness of IMF

lending. In particular, over the years IMF lending has changed from making a large share

of relatively safe, short-term (low risk) loans to high-grade industrial countries such as

the U.S., U.K, France, and Italy to making significantly higher risk, longer-term loans to

lower-rated countries such as Russia, Indonesia, Brazil, Mexico, and Korea. At times,

the IMF loan portfolio has been highly concentrated with the latter type of loans since

IMF lending limits have been raised substantially. In short, the IMF loan portfolio has

become considerably riskier over time.

Since these higher risks expose the lender, the IMF's donor countries should be

compensated for these higher risks via higher interest rates; the interest rate charged the

borrower and compensating the lender should reflect this higher risk. Yet this additional

risk factor is generally not recognized or reflected in the interest rates paid by borrowers

from the IMF and received by lenders to the IMF. This uncompensated risk factor is

another subsidy and cost bome by lenders such as the U.S. and its taxpayers. But this

risk factor is exceedingly difficult to accurately calculate or quantify for a number of

reasons. One recent study recognizes and discusses the problems of calculating such risk

factors. In particular, Lerrick recommends that "a risk premium or allowance for credit

losses should be included in the cost of providing resources" to the IMF.'

* Gold sales can entail substantial costs to U.S. taxpayers.

IMF proposals to sell gold from its sizable reserves and use the proceeds for

various IMF purposes, instead of restituting the gold to the original contributors, also

entail significant costs to U.S. taxpayers. Costs associated with U.S. gold contributions

are often hidden or obscure and usually not adequately taken into account in most

6 Thisportion originated in the mid-t970s withthe demonetizaion of gold. When the second amendment

to the articles of agreement was passed in 1978, the gold stayed with the Fund. The U.S. reserve account

was credited with an equivalent amount of reserve assets. This portion was deemed non-interest paying.

GAO, 'Ohservations on the IMFs Financial Operations'. September 1999, p.56.

See Lerrick, op. cit., p. 15
.
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discussions of IAF gold sales. Such hidden costs are another non-transparent element of
the costs of U.S. participation in the IMff.

9

Gold is caried on the IMW books at about $48 per ounce, well below current
market prices. Accordingly, this below-market value hides the (higher) economic value
of these reserves. Consequently, any gold sale which occurs at market prices will entail
sizable gains to the seller. Relative to the restitution provisions under the IMF charter,
such gains would come at the expense of the original contributors of the ItMF gold. In
any event, the potential profits from gold sales were nonexistant when the gold was
initially contributed and should not be usurped by the IMF, but returned to the member
nations.

This was forcefully recognized in a bipartisan manner in 1975, when earlier
discussions about the proceeds of gold sales occurred. According to the view of Senator
Ribicoff (D-Conn.) and Senator Taft (R-Ohio), expressed in a joint statement from a Joint
Economic Committee subcommittee document:

Either the gold belongs to the IMF, or it belongs to the members states,
which contributed the gold in proportion to their quotas. In either case,
the profits (of sales) should be distributed to the member nations in
pronortion to their quotas."

The IMF currently owns 103 million ounces of gold. Since the IMFs restitution
formula provides for an U.S. share of about 23 percent of this gold, any restitution to the
U.S. would entail a sizable sum. For purposes of illustration, for example, at a market
price of $260/ounce, the U.S. taxpayer share of potential restitution of the entire IMF
gold stock would be approximately 23 percent of the gain, or about $5.02 billion." The
U.S. gain amounts to about $190 million for each billion dollars of gold sales.

On the other hand, U.S. taxpayers would forgo this amount in the case of non-
restituted sales. For example, a 10 million ounce sale without restitution, as recently
proposed, would cost the U.S. taxpayer about $488 million.'2 These are not trivial sums.
But these costs are seldom recognized in discussions of alternative gold sale proposals.

* The sum of these costs is substantial.

There are many dimensions to the costs of U.S. participation in the IMF that
policymakers, taxpayers, and the public should understand. These include a

' These costs are examsied and detailed in a recent JEC study. See Christopher Frenze, IMF Gold Salks in
Perspective, Joint Economic Committee, August 1999.
'° Comments of Senators Ribicoff and Taft, The Ptposed IMF Agm-eonemet on Gold, Report of the
Subcommnistee on Internrational Economics, Joint Economic Committee, December 17, 1975, p. t1
(emphasis and parenthesis added).
" The U. S. share of a total 103 million ounce sale would be 23 percent of the S260-448 gain, or about
$5.02 billion.
"The U.S. share ofthe 10 million ounce sale would be 23 percent ofthe S260$48 gai, or about S498
million.
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disproportionate shouldering of financial contributions and commitments to the IMF,

subsidized interest rates, absorption of risk, and aspects of gold sales. Conservative
estimates of the costs of U.S. participation in the IMF (following the President's
Commission on Budget Concepts) suggest that these costs are substantial.' In
summarizing these costs, it is reasonable to conclude the following:

* The U.S. is contributing a disproportionate share of usable funds to the IMF.

* The U.S. is contributing a disproportionate share of reserves to the IMF.

* The U.S. commits a disproportionate share of credit line support to the IME.

* The U.S. is providing subsidized remunerated funds to the IMF.

* The U.S. is providing subsidized unremunerated resources to the IMF.

* The costs of riskier lending are being bome by creditor countries including the

U.S.

* Gold sales without restitution to original gold donors would constitute a
significant cost to U.S. taxpayers.

All of this indicates that the U.S. is shouldering a significantly greater proportion
of the IMFs financial resources than the oft-cited 17.7 percent quota share would
suggest Furthermore, these facts have not been transparent to policymakers, the public,

or the taxpayer. These costs to the U.S. taxpayer too often have been understated,
hidden, or obscured by IMF accounting practices and procedures. Indeed, a number of

these costs are not adequately accounted for in U.S. budgetary documents as
recommended, for example, in the 1967 President's Commission on Budget Concepts.14

In this context, it will be recalled that a year or so ago, IMF and Treasury sources were
claiming that U.S. participation in the IMF was costless! Efforts to make IMF finances
more transparent would help to put an end to such misrepresentations.

The chansindu IMF finandal structure.

Identifying the many dimensions to the costs of U.S. participation in the IMF is

one aspect of our examination of IME financial practices. Another key point relates to

the IMws changing financial structure.

The IMFs original procedures, practices, and structure were designed in an era of
fixed exchange rates, with gold and the U.S. dollar at the center of the Bretton Woods
System. For the most part, IMF lending largely pertained to (short-term) loans to highly-
rated, creditworthy, industrialized countries experiencing temporary balance of payments

disturbances. Being temporary, such lending was seen as an approximation to short-term
asset exchanges. Since interest rates were relatively low, interest charges and related
subsidies were deemphasized and viewed as of secondary importance.

' See LerrickOp. cit.

"Under the 1967 prmidentpa Commission of Bget C , appaces were reconnended so taig

vaoprogus, inchlg an g progmsor asset exchang. Subsidization of the cos tof fond as awell

as deftllt risk were to be considered in naking cost calculations. See Lesrick, op. cit.
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In the years since the demise of the Bretton Woods System, however, IMF
practices and its clientele have changed significantly in a number of important ways. The
IMFs portfolio, for example, has become riskier with a longer-term maturity structure.
The IMF has evolved into an organization that is redistributive in nature in that the flow
of subsidies is from one group of donors to a different and much larger group of
borrowers.

The IMWs portfolio has become riskier in a number of ways. For the most part,
IMF lending to lower-rated, higher-risk developing economies has replaced the lending to
higher-grade, lower-risk industrial countries.

Further, loans are significantly longer-term and often more structural or
developmental in nature than was earlier the case. Indeed, developing country lending
now constitutes virtually all of IMF lending as compared to a significantly lesser share,
for example, in 1970 (see graph).

Growing Dominance of Development Lending
(tMF's General Resources Accounting Credit Outstanding)

.... ...... . .._..... . _....... . ... ...

.. . . ...... ....... .. ..... .... . -..... - ------ ....... .. .. ...... ..

.. additi .. ...... .....r ....... ...... ... eon l s

-- - ..... ....... ....... ...... ... *n~b

._.... ...... ...... ...... . ...... ... cwie

10 ' f f *~~~~~.. .. ....... ...... __

An additional element of risk has been added by the liberalization of RAF loan
limits that formerly capped borrowing to 100 percent of a member's quota. Not only
have these limits been relaxed, but even the new mrles have been grossly exceeded in
recent years. As the JEC has pointed out, this relaxation of IMP lending limits has led to
an unhealthy concentration of IMF lending to a small number of high-risk borrowers,
thereby subjecting the WIFs lenders to considerable risk exposure. These JEC findings
have also been noted by the GAO:

In the past 4 years, the IMP has provided financing to five large
developing countries that have experienced financial crises. This
financing was in amounts that were all well in excess of the IMs
limit on cumulative borrowing."3

" GAO, Observatios on die iMWs Finan Opastions," Sqftnb. 1999, p28.
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In addition to having a riskier, longer-maturity portfolio, the IMF has evolved into

an organization that is redistributive in nature. As mentioned, loans and associated

subsidies are increasingly concentrated among lower-rated, lower-income developing

countries in contrast to the industrialized country lending of earlier periods. At the same

time, financial support is narrowly-based among the G-10 countries. In fact, the IMF

does not have broad-based financial support. This is illustrated by the fact that as much

as 77 percent of the IMFs usable resources are supplied by the G-10 countries, and

nearly half of IMF members maintain little or no reserve positions. In short, financial

support is increasingly supplied by a small number of industrialized countries while

borrowers are typically developing economies facing long-term structural problems. In

sum, the IMF portfolio has become more redistributionist over time.

Transparenev and the IMF.

The above-cited costs as well as the IMF's changing financial structure have been

obscured from Congressional policymakers, the public, and U.S. taxpayers. Yet in order

for well-informed Congressional decisions pertaining to the IMF to be made, such

information is essential. Part of the reason policymakers have been uninformed on some

of these matters is due to a lack of transparency on the part of the IMF.

Transparency, of course, has many different dimensions, and it means different

things to different people. In brief, however, transparent policy is characterized by a lack

of secrecy, obfuscation, or ambiguity and should be clear, simple, and understandable to

policymakers as well as to the taxpaying public. It involves goal clarification as well as

clear reporting on a real time, "ex-ante," and "ex-post' basis. 6 Unfortunately, while the

IMF has made some limited improvements in the dissemination of data and information,

the IMF has a long way to go before it can be viewed as a truly transparent institution.

Numerous examples support this finding of non-transparency. The language used

by the IMF, for example, illustrates this contention. The IMF refers to its lending from

its principle account not as "loans," but rather as "currency purchases." Furthermore,
changed IMP objectives - as reflected in its dramatically altered financial structure -

have never been spelled out in a meaningful way. IMF financial documents as well as its

accounting practices and procedures are neither clear nor understandable even to some
senior IMF officials themselves.

Many of the costs of participation in the IMF (cited earlier) are difficult to

calculate because much of the information needed to make such calculations is

unavailable, obscure, hidden, or difficult to understand or to collect. Accurate
information related to usable versus unusable resources, for example, are in operational

budgets which are not available to the public. Similarly, the calculation of remunerated

interest subsidies can be difficult The costs of non-remumeration of interest are even less

well-known since the concept has been hidden and calculation of the unremunerated

reserve. tranche position is not straightforward. Similarly, calculation of risk premium

' Set, for exarnpte, Robert Keebler, Transparency and US DoLlar Policy, Joint Ecensic Cooarnifte,

July 1999, p.2.
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and associated costs of risk is a complicated and difficult task that is not undertaken by
the IMF. The cost related to non-restituted gold sales is hidden and obscure as well-
documented in a recent JEC study. 7

Much of the essential information pertaining to the
recent IME gold sales proposal, for example, was not available to the public.
Accordingly, no rational and informed discussion was able to occur among policymakers
in consultation with academic experts and academics.Ii

In sum, despite recent improvements in disseminating some data and information,
a good deal more reform should be undertaken in order to make the IMF a truly
transparent organization.

Summarv and Condusions:

The U.S. Congress is responsible for decisions related to IMP quota increases as
well as to IMP gold sales. To make informed decisions, policymakers must have a
certain amount of essential, yet understandable information. An understanding of the
IMFs financial structure and the costs of U.S. participation in the IMf is especially
pertinent. The JEC has worked to provide and highlight some of this essential
information in the form of hearings, research papers, and press releases.

This paper has reviewed some of the key findings identified in examining IMP
financial structure and costs of U.S. IMF participation. Further areas of investigation
remain (e.g., the workings of the SDR department, accurate quantification of risk, etc.).
Nonetheless, it is important that the information conveyed in these lessons be made
available and accessible to policymakers and the taxpaying public.

There are many dimensions to the costs of U.S. participation in the IMP that
policymakers and the taxpaying public need to understand. These include the
disproportionate U.S. burden of financial contributions and commitments to the IM,
subsidized interest rates, absorption of risk, and aspects of non-restituted gold sales.
Conservative estimates of the costs of U.S. participation in the IMF suggest that these
costs are substantial. All of this suggests that the U.S. is shouldering a significantly
greater proportion of the IMFs financial resources than the oft-cited 17.7 percent quota
share would indicate.

In addition to these U.S. costs, it is important to highlight the changing nature of
the IMF financial structure. The IMFs portfolio has become riskier in a number of ways.
Longer-term loans are increasingly made to lower-grade, higher-risk developing
countries. The IMFs portfolio has become concentrated with a small number of large
loans of this type. Further, the IMF has evolved into an organization that is increasingly
redistributionist in nature. Financial support is increasingly supplied by a small number
of industrialized countries while borrowers are for the most part developing countries
facing long-term structural problems.

S see Frenze, op. c
' See Frewze, op. ci., p.3.
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All of this information, while essential for Congressional decisionmaking, has

generally not readily been available to Congressional policyrnakers or the taxpaying

public. A major reason policyrnakers and the public are not well informed on these

mnatters is a lack of transparency on the part of the IMF.

Robert Keleher Christopher Frenze

Chief Macroeconomist Chief Economist

to the Vice Chairman to the Vice Chairman

V
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CAN IMF LENDING PROMOTE CORRUPTION?

Introduction

Emerging evidence of widespread corruption in several countries receiving substantial
IMF assistance has raised questions related to a number of issues. For example, do corrupt
governments tend to receive government-to-government assistance? What is the relationship
between such assistance and corruption? Does financial assistance reduce such corruption? Or,
could government assistance actually foster corruption?

The emerging evidence about corruption also raises questions about the policies underlying
IMF procedures surrounding such assistance. Analysts, for example, have questioned how
borrowed monies are monitored or tracked to ensure they are used for the purposes intended by
the donors. Others question the anti-corruption conditionalities attached to lending agreements.

While most analysts agree some corruption is present in all countries and is often Ihome-
gmwn," there are a number of reasons to believe that under certain conditions, government-to-
government assistance and lending can actually promote corruption. This paper explores these
corruption-promoting circumstances. The relevant foreign aid literature is reviewed and then
related to IMF lending before remedies are prescribed.

Can Foreign Assistance Promote Corruption?

Recent research tentatively identifies certain conditions that tend to promote corruption.
Leite and Weidmann (1,999), for example, argue that among other things, corruption depends on
governmental policies and the concentration of bureaucratic power.' Tanzi (1998) suggests that
factors tending to promote corruption over time include government regulations and
authorizations, certain characteristics of tax and government spending systems, government
provision of-goods and services at below market prices, and bureaucratic traditions.2 In an
earlier paper, Tanzi (1994) argued that opportunities for corruption increase with a larger role of
the state in the economy. In his own words, "The more pervasive is the role of the public sector
(through regulations, taxes, etc.)... the greater will be the scope for corruption."3

Lane and
Tomell (1996) suggest that corrupt activity can operate in economies with powerful interest
groups and weak institutions. 4

Further, it is now widely recognized that centrally planned
economies were closely associated both with many of these characteristics and a significant
degree of corruption.

' Leite, Cadlos and Jens Weidmtann, "Does Mother Nature Corrupt? Natural Resources, Corruption and Econornic
Growth." IMF Working Paper, WP/99/85, July 1999.
TaOnzi, Vito. 'Corruption Around the World: Causes, Consequences, Scope, and Cures" IMF Working Paper

WP/98/63, May 1998, pp.3,6, 1016.
'Tanzi, Vito, 'Corruption, Government Activities, and Markets," IMF working paper No. 94/99, August 1994, p. iii.
' Lane, Philip R., and Aaron Tomell, 'Power, Growth, and the Voracity Effect," Journal of Economic Growth
Volume 1: 213-241 (une, 1996).
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Literature dealing with foreign economic aid recognizes that government-to-government

foreign economic assistance often can (inadvertently) promote those conditions that foster

corruption. This is especially the case when a significant degree of corruption is already present

in recipient countries.

Foreign assistance and lending, for example, is sometimes conditioned on budget deficit

reduction, i.e., on proposals that can effectively increase a country's tax burden. Such assistance

has also been identified with strengthening the public-sector bureaucracy which directly receives

the aid, thereby promoting this bureaucracy's concentration of power. It is also known that the

availability of foreign assistance encourages rent-seeking behavior and that govemment-to-

government transfers often result in increased govermment spending on the part of aid recipients.
5

While this literature pertains to the effects of foreign economic aid, it readily applies to the type

of longer-term subsidized IMF lending that has occurred in recent years.

On the whole, this research suggests that while the objectives of foreign economic

assistance are commendable, foreign aid and lending can have important (unintended)

corruption-promoting effects on recipient economics for a number of reasons:

* Foreign aid strengthens the Povernment sector relative to the irivate sector.

Foreign aid is usually provided from centralized government sources to centralized

govermment recipients. More specifically, such aid is financed by taxing the private sector of

donor countries and subsequently transferring the resulting resources, via centralized

government-to-goverlnment means to recipient governments. This process works to subsidize

and strengthen the public sector of the recipient country. Part of the explanation relates to the

incentives of recipients.

As Bauer emphasized:

Unlike manna from heaven, official aid does not descend indiscriminately on

the population of the recipient country, it accrues to specific groups of people in

positions of power and sets up repercussions often damaging to development,

notably by contributing to the politicisation of economic life.
6

Specific recipients of aid monies have economic incentives that may differ or conflict with

the intentions of donors. They have incentives, for example, to reward their friends, supporters,

and special interest constituents. Because of these realities, foreign aid can in practice work to

strengthen the role of the recipient countries' public sector relative to its private sector.
7 Aid has

tended to promote centralized economic control and fostered a concentration of bureaucratic

power in recipient governments.
8 This is corroborated by the fact that government-to-

' See, for exasiple, World Bsank, Assessing Aid: What Works. What Doesn't and Why, World Bank and Oxford

University Press. 1998, pp.6
4
-
6 6

.
5

Bauer, P.T., Dissent on Develonmes' Harvard University Press, Cambrdge, Mass., 1976, p.21.

See Milton Friedman, 'Foreign Economic Aid: Means and Objectives,' The Yale Review, vol. XLVII, June 1958

No. 4, p.
5
0
3
.

'See Bsauer, op. cit.. p.128.
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government transfers often lead to increases in government spending. 9
And, as one researcher

concluded, "Aid... does increase the size of government."'10

* Foreirn aid can perpetuate or strengthen existing corruption.

Research relating to foreign aid shows that such aid is dispersed not on the basis of need,
but on the basis of strategic and geo-political considerations." That is, aid tends to support
existing recipients who generally are supportive of existing donors. Donors, after all, have
incentives to provide aid to those forces, supporters, and organizations that will help them remain
in power. In practice, these characteristics are more important to donors than forces of change.
A World Bank survey of research on foreign aid, for example, indicates that "there is little
relationship between changes in aid and policy reform."'2 Foreign aid, then, often has not
worked to promote reform. Consequently, aid tends to subsidize - and thereby strengthen -
existing government connections and structures since aid recipients also will distribute this aid so
as to preserve their political positions. In short, political elites can benefit from aid. In practice,
aid subsidizes and strengthens existing regimes so they become solidified and entrenched. When
existing regimes are co such regimes can be strengthened by foreign aid. It has been
shown, for example, that foreign aid seldom includes meaningful incentives to alter
governmental behavior with regard to corruption. In sum, when existing regimes are corrupt, the
result is that these corrupt political regimes can benefit from foreign aid and become more firmly
entrenched. 3

Recent research by Alesina and Weder (1999) corroborates this view. They find that
foreign economic aid actually is directly associated with corruption. '4 More specifically, Alesina
and Weder contend that: "...our results ... suggest that foreign aid may increase, or at best, has
no effect on eorruption."' 5

Their research shows that there is no evidence whatsoever that less
corrupt governments receive more aid, or that aid donors discriminate against corruption.
Their research indicates that foreign aid appears to go to more corrupt governments.' 7

According to the authors, "there is some evidence that more corrupt governments receive more"
aid.'8 Alesina and Weder go on to say that multilateral aid seems to pay no attention to the level
of corruption and there is some evidence that "multilateral aid is positively correlated to
corruption." t

9

' World Bank, op. cit., p.M
4
.

'Boone, Peter. 'Politics and Effectiveness of Foreign Aid," NBER Wordng Paper #5308, October t995
(Abstract).
" Alesina, Alberto and David Dollar (1998), 'Who Gives Foreign Aid and Why?" NBER Worlkng Paper, No. 6612.
See also Alesina, Aleberto and Beatrice Weder, "Do Corrupt Govenunents Receive Less Foreign Aid?" NBER
Woddng Paper No. 7108, May 1999, p.5.
"' World Bank. op. cit., p.49 (see also p.3).
'The World Bank srvey finds that govenrsnets in power a long time are less likely to inplement reform. World
Back op. cix., p.32.
'4"Alesina and Weder, op. cit, p. l 3.

Ibid., p.5.
'Ibid., p. 13.
" Ibid.. p. 5.

I ibid., p. 13.
"Ibid., p.6. (Note that the later evidence, however, is not sLtaistically significant) See also, p. 4.
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Other researchers as well as Alesina and Weder also find support for what they call a

'voracity effect" of foreign aid. This "voracity effect" indicates that when a recipient country

obtains a foreign aid windfall, lobbying and redistribution efforts are heightened and corruption

worsens. As a result, the windfall is turned into a social loss.20 Because of this effect, more

foreign aid tends to produce more corruption; that is, "countries that receive more (foreign) aid

tend to have higher corruption."
2
1

In sum, there appear to be logical reasons and empirical evidence that foreign aid can, and

in fact does, foster corruption.

* Foreisn aid can delay Pressures for reform and efforts to reduce corruption.

Similarly, foreign aid can create incentives to maintain existing institutions and inhibit

reform; foreign aid can work to further entrench the status quo. Foreign aid, for example, may

inhibit efforts to reform for several reasons. As countries come to expect economic aid from

external sources, the impetus to develop the necessary preconditions for advancement may

dissipate. Necessary efforts to reform attitudes, institutions, and incentive structures, and to

minimize corruption may become subordinate to efforts to obtain such aid. The availability of

foreign aid therefore may spawn efforts to obtain this external aid instead of efforts to develop

the necessary, essential ingredients for corruption-free internally driven growth. In short, foreign

aid may redirect attention away from necessary governmental policy reforms that weed out

corruption, and toward aid procurement.
2 In this way such aid may inhibit the commitment to

reform and to reduce corruption.

In cases where significant corruption already exists, foreign aid typically has not worked to

alleviate it. Recent research indicates that "there is little relationship between changes in aid and
policy reform."

23

Occasionally, conditionalities on aid are prescribed as methods to counter corruption. But,

as recent research suggests, such conditionality is unlikely to work for a number of reasons.

Conditionality, for example, is inherently difficult to monitor, is typically in force for limited

time frames, and is administered under the strong pro-disbursing incentives of donor agencies.

This research generally remains skeptical "about the ability of conditionality to promote reform
in countries where there is no strong local movement in that direction."

24

In sum, the foreign aid literature clearly makes the case that however commendable the

objectives of foreign economic aid, such aid can promote (I) conditions fostering corruption, (2)

the public sector relative to the private sector, (3) the status quo and existing corruption, and (4)

delays in reform efforts to reduce corruption.

""Ibid., p. 12. See also Lane and Tornel, op. cit.
' Alesina and Weder, op. cit., p.20 (parenthesis added).
S

2
See Bauer. op. cit., pp.100-3.
S

3
See World Bank, op. cit., p.49.

N World Bask, Ibid., p5t.
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Relevance to IMF Lending

Most of the above remarks pertaining to foreign aid are directly applicable to IMg lending.
IMF assistance loans, after all, are heavily subsidized and increasingly longer-term in nature.25

These loans are dispersed from a highly centralized (multilateral) government agency to
centralized govermnent recipients. The loans, therefore, go to those in power, supporting
existing established elites. Furthermore, many of these loans recently have been made to lower-
rated developing countries with especially high degrees of corruption as calibrated by various
measures of corruption. In fact, many of these countries were identified as highly corrupt by the
IMPs own research staff.26 All of this suggests that IME lending may subsidize and foster
corruption.

Furthermore, the conditions placed on IMY loans to these countries often may (perhaps
unwittingly) foster circumstances spawning further corruption. Conditions promoting increases
in taxation, government spending, and subsidies to the bureaucracy, for example, may be
counterproductive. IMF lending may also more directly promote corruption through the
"voracity effect:" i.e., by increasing the conflict among powerful special interest groups and
factions, their power and influence is strengthened and corruption thereby promoted The fact
that many countries receiving IMF loans have remained dependent on IMF assistance for
extended time periods with little evidence of genuine reform suggests that the entrenchment of
the (sometimes corrupt) stalts may be related to IMI lending. 27

Despite widespread evidence of corruption in recipient countries, IMF lending has seldom,
if ever, been associated with controls, safeguards, monitoring procedures, earmarking, or
tracking systems to ensure such funds are used consistent with the wishes of donors.
Corruption-preventing conditionalities also have seldom been associated with IMF lending; such
lending is not contingent on a lack of corruption. Further, there is little evidence that corrupt
governments get less IMF support or that IMF lending reduces corruption.

In short, the evidence suggests the IMF knowingly makes loans to corrupt governments
while recognizing that some of its loan conditions and procedures can create circumstances
promoting additional corruption. Yet no important safeguards or preventive conditionalities
have been attached to these loans. Thus, IMP lending operations may be consistent with
subsidizing corruption.

z See Robert Keleher and Christopher Fr.e, "JEC Findings Regarding IMF Financial Strauture and Cost of U.S.
Participation in the IMF.' Joint Economic Comnittee study, Ociober 1999.
2 See, for exanmple, Tanzi (1998) op. cit., Table I (pp.23-4) where Russia, Indonesia, Philippines, Brazil, Mexico,
Thailand, and South Korea are all identified as being relatively corrupt See also the data presented in Pranabe
Bardian, Coeiuption and Developmentm A Review ofasss,' Jo SepL 199.7, pp.14-
6.
" See, for example, Doug Bandaw, 'The IMF: A Record of Addiction and Failure,' in Perseuating Poa edited
y Doug Bandow and tan Vasquez, Cato Insatinte, Washington D.C, 1994, p.19.

Since the IMF does not lend money for specific ppones and money is fungible, as long as marmo conditions are
satisfied, ther is no.n ly no srict monitoring of fiuds associated with IMF lending
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Remedies

Current forms of IMF assistance can foster or perpetuate corruption. To minimize the

possibility of this occurring, several types of IMF reforms or procedural changes have been
proposed. These proposals take the following forms:

* Reduce and reform IMF lending: Minimizing IMF lending is one obvious way to
prevent IMF assistance from promoting corruption. But refocusing such lending away

from longer-term structural lending and toward the type of temporary, shorter-term
balance-of-payment lending that earlier characterized the IMF also would work in this
way. Adopting prudent lending limits and thereby embracing smaller-scale lending is

consistent with such an approach. Elimination of pervasive IMF interest subsidies
would also work to reduce the potential for corruption.

* Impose strong conditionalities: Another proposal to minimize the corruption-
promoting effects of IMF assistance is to impose strong conditionalities on such
lending. Pre-screening countries by requiring certain legal standards, anti-corruption
codes, and accounting practices be established prior to obtaining IMF funds could work
to minimize corruption.

* Establish monitoring eroeedures:-A third approach to minimize the possibility of
enhanced corruption is to establish monitoring or earmarking systems to reliably track
IMO funds. These procedures would presumably ensure these funds are utilized in

ways consistent with the wishes of donors. This might involve the establishment of
separate accounts or accounting practices used exclusively for IMP funds.

While these proposals seem reasonable, few, if any of such proposals have been taken

seriously or successfully implemented. Nonetheless, such changes appear to offer viable options

at this time.

Summary and Conclusions

Evidence of widespread corruption in several countries receiving IMU assistance has raised

questions about the relationship between such assistance and corruption. Research pertaining to

corruption indicates that the more pervasive the public sector's role in the economy, the more

likely is corruption to flourish.29

However commendable the objectives of foreign aid, such assistance often can create the
very conditions that foster corruption. Such aid can strengthen existing public sector
bureaucracy, result in larger government spending and a larger public sector (relative to the

private sector), promote more rent seeking activity entrench a corrupt status quo elite, and foster

delays in reforming existing coruption.

See Tanzi, 1994, op. ef.. p..M.
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All of this is directly relevant to current IMF operations. IMF funds currently can be
distributed to corrupt public bureaucracies and elites and are often (unwittingly) used to promote
those conditions fostering additional corruption. Despite widespread evidence of corruption,
IMF lending has been associated with neither safeguards or controls, nor contingencies related to
the absence of corruption. This suggests IMff lending may work to foster corruption. Reducing
or reforming IMF lending, imposing strict conditionalities, and/or establishing reliable
monitoring methods appear to be alternative remedies available at this time.

Robert Keleher
Chief Macroeconomist

to the Vice Chairman

0o
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THE STRATEGIC PETROLEUM RESERVE
Wednesday, September 27, 2000

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITTEE,

WASHINGTON, D.C.

The Committee met, pursuant to notice, at 10:00 a.m., in Room 311,
Cannon House Office Building, the Honorable Jim Saxton, Vice
Chairman of the Committee, presiding.

Present: Representatives Saxton, Sanford, Pitts, Maloney, and
Watt; Senators Bennett and Kennedy.

Staff Present: Chris Frenze, Robert Keleher, Darryl Evans, Jason
Fichtner, Colleen J. Healy, Joe Pasetti, Howard Rosen. Daphne Clones,
Michael Kapsa, and Russell Comeau.

OPENING STATEMENT OF
REPRESENTATIVE JIM SAXTON, VICE CHAIRMAN
Representative Saxton. Good morning. I am pleased to welcome

our witness, Assistant Secretary Robert Kripowicz, before the Joint
Economic Committee (JEC) this morning. Although it was not planned
this way, this hearing on the Strategic Petroleum Reserve (SPR) appears
to be especially timely. We had scheduled this hearing before this issue
became front and center, but in light of the fact that it was scheduled and
in light of the fact that this is a topic that is of interest to many Members
of Congress, as well as the public, it is a timely hearing.

The purpose of the hearing today is to examine the SPR in the
context of U.S. energy policy. In recent days, there has been tremendous
interest in the SPR, but a lot of important questions remain unanswered.
One such important question relates to the various possible methods of
tapping the SPR and whether they would prove effective in the short-run
as well as in the long-run. The hearing today is not intended to promote
any particular point of view, but merely to examine the underlying facts.
These include the amounts of oil in the SPR and home heating oil
reserve; the quality of this oil; the mechanics of release through swaps
and other effects on prices and supplies; and the physical removal of the
oil from the SPR.

Since last winter, I have been on record favoring a release of oil
from the SPR to deal with the shortages, especially in home heating oil.
Senator Kennedy and I were just talking about the effect of this situation
on the Northeast. Obviously, last winter, consumers were faced with a
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very, very difficult situation. Everyone knows that, but there was another

group of people who were very much affected as well, and those are the

people with the fleets of trucks that go to deliver the oil.

What happened was the price spiked from about $1 .00 to $2.00, so
consumers were unable to make timely payments. However, the delivery
people couldn't get product unless they paid for it, and so they were the
people who were put in the middle; a difficult situation for all of them
and an impossible situation for some.

If market forces were determining oil prices, then an SPR release
would be somewhat problematic, but is less so when state-owned firms
from the OPEC countries are exercising their monopoly power. An SPR
release would counteract OPEC's anti-market policies, at least in the

short-run when inventories are low. In addition, the use of the oil weapon
by some countries makes counter-action appropriate in the short-run.
OPEC's restraint on oil supplies reflects the influence of the hard-line
price hawks within the cartel. Moreover, Iraq also exports a significant
amount of oil to the U.S., a factor that could threaten the U.S. yet again.

However, an SPR release is only a temporary measure and is not a

panacea. The U.S. must do everything in its power to undermine the
OPEC cartel and its monopoly power over supply and prices. The heatlt

of the national and international economy is very positive, but it has led
to higher demand for oil, and OPEC has moved to fully exploit this

development. U.S. consumers and taxpayers are paying a heavy price foi
the OPEC exploitation.

Even as they put the squeeze on U.S. consumers, several of the hard
line OPEC price hawks and other OPEC members and allies are currentl3
receiving U.S. taxpayer subsidies through the International Monetar3
Fund (IMF). I have introduced legislation mandating the U.S. Executiv(
Director of the IMF to oppose new loans to OPEC members and allie!
who exercise their monopoly power to the detriment of the U.S

economy, but much more pressure on OPEC is needed. Currently
Venezuela, Indonesia and Algeria are all receiving IMF subsidies at th4

expense of the U.S. taxpayers, and so U.S. taxpayers are being gouge(
twice, once by IMF subsidies and the contributions we make to it, an(
second by paying high prices at the pump.

Fortunately, new exploration and extraction technologies are leadinj
to the discovery of vast new oil deposits that can be tapped in mor,
efficient ways. As the former Saudi oil minister has acknowledged, thi
OPEC's days are numbered. However, today we are focusing on th,
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short-run problem and whether it can be effectively addressed through the
SPR.

I would like to thank Mr. Kripowicz for being here this morning,
and we look forward to your testimony, but before that, we are going to
hear from our good friend from the Northeast, Senator Kennedy.
[The prepared statement of Representative Saxton appears in the
Submissions for the Record on page 35.]

OPENING STATEMENT OF
SENATOR EDWARD M. KENNEDY

Senator-Kennedy. Thank you very much, Mr. Chairman, and thank
you for renewing your continued support of the release of oil in the SPR
md for calling this hearing to get the facts. I think this is enormously
important at any time and particularly important now.

As you know, Mr. Chairman, first of all, the judgment that has been
nade by the President and the Secretary has had broad support in the
ongress and not just limited to our side of the aisle. It has been broadly

supported by the Chairman of our Finance Committee, Senator Roth,
Senator Specter, by Senator Collins, Senator Snowe, Senator Jeffords, all
Republicans, Congressman Gilman, Chairman of the House Foreign
Relations Committee, as well as yourself.

So this has had a broad range of support because this is the only
neans available to make an impact in terms of home heating oil in the

'4ortheast, and other parts of the country. This is against a background,
is this chart on my left would indicate, that portrays the normal range of
*eserves that are held in the East. and that is, the purple line goes through
here we see the normal range.
The chart entitled, "Distillate Stocks are Low - Especially on the East
toast," appears in the Submissions for the Record on page 39.]

If you look at December of last year, we were just below the normal
ange and yet - and we also, as the next chart we will see, but I want to
iold this one, there was a relatively mild winter. At that time we went
rom 80 cents a barrel up to $2 a barrel. This had an enormously
levastating impact, particularly on elderly families, particularly on fixed
ncome families. If you look now back at the chart, you will see that the
eserves that will be held this year, this time, are still well below,
,enerally throughout the Northeast, 40 percent of what they were last
'ear in New England, specifically 60 percent. So it is a very ominous
ituation.
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[The chart entitled, "Regional Residential Heating Oil Prices," appear
in the Submissions for the Record on page 40.]

The next chart will show even last - well, this next chart show
what has happened in the different parts of the country where hom
heating oil, residual heating oil, has been used. You have New Englanc
the Mid-Atlantic, the South-Atlantic and Midwest, all on that chart goin
back for several years. What you see from this chart here is the dramati
spike that took place in New England, for a number of different reason
we don't have the extensive kinds of areas for reserves, although in th
previous chart it showed you in that other line that we are way below
even the reserves that we could hold. And last year with the fact that w
didn't even keep the reserves where they should have been and could hav
been kept, the dramatic spike, this shows it is particularly sensitive i
New England.

The next chart shows like last year, where the temperature was, th
black line indicates what the normal temperature would be; the red, th
actual temperature. So you have really a warmer than normal winter wit
the price going right up through the roof. You have now the reserves i
the Northeast generally, and particularly in New -England, well dow
from last year, which is rather ominous.

[The chart entitled, "Winter Demand Impacted by Weather," appears i
the Submissions for the Record on-page 41.]

This final chart, Mr. Chairman, would show the past where there h,
been the release of the strategic reserves. I take note, particularly tl
1996 release where it was 28 million barrels of oil sold to raise revenue
as directed by the Congress as part of the balanced budget regime, I dai
say providing relief for hard-pressed families that are involved in life an
death situations clearly should have a priority even over that particulb
proposal.
[The chart entitled, "Strategic Petroleum Reserve Releases," appears i
the Submissions for the Record on page 42.]

In the most recent times, we have seen in July of this year the swE
that was made in order to provide some relief to two major oil companie
So the fact remains that there has been the release in the past, and I thir
there has been sufficient authority to do it.

I want to just conclude, Mr. Chairman, that we have seen now tl
commitment of the release of 30 million barrels. Translated, that is aboi
three to five million barrels in our region of the country. It is having
positive impact generally on the heating oil prices, a reduction in ti
overall costs of a barrel of oil, about 15 percent reduction. That will has
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a very positive impact. It will be good for the next 30 days. We may
very well be in a situation - we only get, as it works out with the refinery,
with the 30 million barrels, three to five million barrels for home heating
oil in our region because others refined in ways for gasoline and other
different gas products. So we may very well have, at the period of time,
30 days from now, a requirement to release additional funds.

This is always against the fact that the administration can sell higher
than they buy the futures market, which is now about $24 a barrel. So it
is a good savings, a good investment for our country and, of course, we
haven't always taken advantage of the lower price. We missed the
opportunity to provide another 200 million barrelsjust recently in the last
few years because the Congress made a determination not to have that
investment. There is sufficient protection for our national security, most
importantly, the authority is there to release it. 4

We take note that nowthat the Spanish Government is considering
releasing some of their comparable SPR for their own economy, they
have been supportive of the administration's position, and I also draw the
attention of the Committee to the fact that the G-7 has also, this last
Monday, supported this position. So we are grateful to your leadership,
Mr. Chairmian, as someone who understands this issue. We thank you for
having these hearings. We look forward to hearing from our witnesses,
but it is important to put this into some kind of perspective. Our fellow
New Englanders, Republican and Democrat alike, are appreciative of the
action that has been taken. If this action wasn't taken, there would be no
other action that could be taken, in the short-term. The devastating
impact on families would be realized. That is not going to happen and we
are glad that the action has been taken. I thank the Chair.

[The prepared statement of Senator Kennedy appears in the Submissions
for the Record on page 37.]

Mr. Saxton. Thank you very much, Senator Kennedy.

Senator Bennett has requested an opportunity to make an opening
statement. What I would like to do is to permit him to make his opening
statement and perhaps have one more from your side. Will that work out
for everybody? Okay. Fine. We will have Senator Bennett for five
minutes and then we will move on to another Member from the Minority.

Senator Bennett.
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OPENING STATEMENT OF

SENATOR ROBERT F. BENNETT
Senator Bennett. Thank you, Mr. Chairman. There has not been

unanimousjoy at the suggestion that the oil reserves be tapped. Secretary
Summers took the unusual step of writing the President a memo in which
he strongly opposed tapping the oil reserve and quoted Alan Greenspan
as supporting that. This is an unusual move. The Chairman of the
Federal Reserve usually does not allow himself to be quoted on matters
of this kind, but he and the administration's chief economic advisor, the
Secretary of the Treasury, both said this was a serious mistake. It also
has given rise to an interesting editorial or op-ed piece in The New York
Times that appeared yesterday. Thomas Friedman, who normally is not
known as a supporter of Republican causes, was very, very negative in
his reaction to it. If I may quote from some of the Friedman column, he
says we either have to start to consume less oil by shrinking our SUVs,
raising gasoline taxes or, again, taking conservation seriously, or find
more nonOPEC oil, which means figuring out how to tap more of
Alaska's huge natural gas reserves without spoiling Alaska's pristine
environment or else we pay the price.

I should note that -the Congress twicte has tried to move in that
direction. Twice, the President has vetoed the Congress' initiative and
now we pay the price.

Mr. Friedman goes on, Mr. Gore knows this but instead of laying it
on the line, he opted for an Olympic quality, full body pander, offering
a quick fix to garner votes and pain-free solutions for the future; prime
the pumps, prime the polls and pay later. -ie says this is dangerous.
Another name for the Gore strategy would be the Saddam Hussein
Rehabilitation Act of 2000, because tapping into the Strategic Reserve
without conservation or exploration only guarantees OPEC's dominance.

He goes on, and I will not quote the rest of his column because,
frankly, it gets quite political and talks about the election. It makes a
suggestion as to how people might vote in the election as a result of this.
But I think we should recognize that Secretary Richardson, in his
announcement, said the release was to increase supply and not to lower
prices. The people in New England who think that this release will in
fact lower prices are, 1 believe, deluding themselves. Right now the
refineries are at 96 percent of capacity.

They are at full capacity and an addition of crude oil that is
unrefined simply means that there is more supply available for the
refineries when they get around to shifting from refining gasoline to
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refining crude oil into home heating oil. But my expectation is that the
high prices for home heating oil that we had last year are going to be
realized again this year. The charts that the Senator from Massachusetts
has given us do not demonstrate to me that we are going to get any lower
prices for home heating oil. If anything, the prices for home heating oil
are going to be higher.

And the key comment from the Senator from Massachusetts was,
gee, this is the best we can do in the short-term. The column by
Friedman indicates that our problem is a long-term problem and it is not
going to be taken care Qf by short-term solutions. There may be a little
bit of benefit that would come out of this release, but the long-term
exclusions lie in the directions that Thomas Friedman talks about and the
President is going to have to put away his veto pen or the next president
is going to have to put away his veto pen and allow the Congress to go
ahead with the initiatives we have already been pushing, which would
increase the supply of American crude in the long-teir.

We are now seeing that the policies of this administration to hold
down the supply of energy across the board, be it natural gas or crude oil,
are beginning to come home to roost now in dramatically higher prices
and dramatically greater depenaence upon foreign oil. We have no
short-term solution for that. That long-term problem is with us and will
remain with us until the administration decides to listen to the Congress
and allow increased supply of domestic energy sources, be it natural gas
or oil or preferably both, together with increased supply of hydroelectric
power, which this administration has also opposed, or we are going to see
energy prices continue to skyrocket for the years ahead.

Representative Saxton. Senator Bennett, thank you very much
We have one additional statement from the Minority.

Mrs. Maloney.

OPENING STATEMENT OF
REPRESENTATIVE CAROLYN B. MALONEY

Representative Maloney. Thank you very much, Mr. Saxton, for
calling this hearing today. Winter energy prices deserve our fall
attention, and I am pleased that we are here to talk about one solution that
has been put forward to the problem, swapping oil from the Strategic
Petroleum Reserve. Senator Kennedy pointed out that this has wide
bipartisan support, national support and international support from the
G-7 and others. While Governor Bush has criticized the decision to swap
oil from the Reserve, I am convinced that it is a timely and sensible way
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to really help the suffering of consumers, especially in the Mid-West and
Northeast and especially with home heating costs.

One thing that troubles me is that he is very critical, or certain
people are very critical. Yet they don't have any other alternative. And
oil companies have really tripled their profits over this last year. We
can't expect American families to believe that current prices are entirely
due to OPEC decisions alone. Oil companies' profits have exploded.
When we compare their profit margins between June of 2000 and 1999
as reported in Standard & Poors, here are the increase in profits.

I would like to put this in the record. I mean, these are huge profit
margins, again, that comes from Standard & Poors, Unocal Corporation,
872 percent; Phillips, 274 percent; Chevron, 140 percent; Marathon, 203
percent. The New York Times recently reported and I quote, "that the 14
major oil companies during the first 8 months of this year earned a total
of $15.5 billion, nearly triple the profits during the same period in 1999
when oil prices were depressed," according to the energy information
administration.

[The chart entitled, "Oil Company Profits Exploded Over the Past Year,"
appears in the Submissions for the Record on page 43.1

Yesterday Secretary Richardson testified that the refineries are able
to handle this, and we have already seen that prices have gone downl.

I would like to put in the record two letters that I think arc
important, and I think that they are related to the energy debate that we
have. While OPEC is meeting today in Venezuela and oil companies are
making huge profits, oil lobbyists are working behind the scenes, as we
speak, in this Congress, with the Majority, to increase their company's
bottom lines at the expense of the public and the taxpayers. And I would
like to bring up two issues that are moving through this Congress right
now. One is the Commodity Futures Modernization Act of 2000, which
has passed the House Banking Commerce and Agricultural Committees.
This would have the effect of allowing trading in energy futures to move
off of public exchanges and on to private electronic exchanges out of
sight where the public will have no ability to monitor changes in energy
prices.
[One letter appears in the Submissions for the Record on page 44; the
other was not received.]

For example, currently the market participants on open exchanges
with more than 200 contracts, the equivalent of 200,000 barrels of oil,
must report their positions to the Commodity Futures Trading
Commission (CFTC) and the exchange and the CFTC makes the
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information available to the public. Trades often exchanged will not have
the audit trail available to reconstruct fraud. A situation could occur
where consumer energy prices spike based on trades and energy
derivatives, products conducted on private multilateral exchanges that the
energy companies themselves even own.

And I would like to put into the record a letter from Chairman
Rainer from the CFTC in which he basically says that he cannot audit or
monitor the energy exchanges if this exemption for energy, that allows
them for their future tradings, to go off of the public trading. I think that
is an important point that would have a long-term effect on pricing and
our ability to monitor what is taking place.
[The letter from Chairman Rainer appears in the Submissions for the
Record on page 45.]

I would also like to point out yet another giveaway to the oil
industry. In 1996. along with Chairman Horn, we held a series of
hearings where we documented efforts by the oil industry to cheat
taxpayers out of millions of dollars owed in royalties for oil taken out of
Federal lands. These hearings and suosequent investigations by the GAO
led the subcommittee to conclude that major oil companies were paying
royalties to the Federal Government based on prices that were far lower
than the market value of the oil they were buying and selling. To date,
lawsuits against the oil industry have resulted in more than $300 million
being returned to the U.S. treasury. Overall, the oil industry has been
forced to pay over $5 billion to the Federal Government, states and Indian
tribes. The revised oil valuation regulations which have emerged from
these lawsuits will restore an additional $66 million each year to the U.S.
Treasury.

With that money, we could put dollars into the LIHEAP (Low
Income Home Energy Assistance Program) program, which has been a
priority of Senator Kennedy. We could do a lot with that money. Now
we find out the Senate Energy and Natural Resources Committee plans
to attach a provision designed to thwart the new valuation rule to the
Energy Policy and Conservation .4ct that authorizes the Strategic
Petroleum Reserve, and finally authorizes the desperately needed
Northeast Home Heating Oil Reserve.

I am truly disturbed and astonished that we would consider attaching
a giveaway to the oil industry in the midst of a bill designed to help
consumers deal with rising oil prices. I have written Secretary Bruce
Babbitt urging him to strongly oppose this provision, and I would like
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also to put that in the record. I am hopeful that the Senate will pass it
without this particular rider.

[The letter to Secretary Babbitt appears in the Submissions for the Record
on page 47.]

Representative Saxton. The gentlelady is well past her time. Can
you finish up?

Representative Maloney. Just in conclusion, oil companies are
making record profits. This step is a reasonable one. It will -- it is a swap
that will - the oil will come back into the Reserve, and at the same time,
there are two giveaways moving their way through Congress right now
that will have an impact on consumer prices from the oil industry.

Representative Saxton. I don't want to interfere, but you are way
past your time. Thank you very much for concluding.

Representative Watt. Mr. Chairman.

Representative Saxton. We are going to move now to our
witnesses. We had an agreement, Mr. Watt, that we were going to have
originally one statement on each side and then in fairness, I expanded to
two statements on each side and so we are going to move to our
witnesses.

Representative Watt. Well, 1 did not realize, Mr.. Chairman, that
I was going to have to flip a coin with one of my colleagues about who
was going to make an opening statement. Is there some reason that we
are in a hurry? Are these gentlemen who are testifying in a hurry to go
somewhere else? Are we in a hurry?

Representative Saxton. We are all anxious to move ftrward with
the hearing and hear from the experts on the issue.

Mr. Kripowicz.

Representative Watt. Is there some reason that we have waived
opening statements for one person and not the other people?

Representative Saxton. As I stated, Mr. Watt, when we came into
the room it was my intention to have one opening statement on each side.
'That was the agreement, and in fairness to both sides we expanded it to
an additional opening statement on each side.

Mr. Kripowicz.
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OPENING STATEMENT OF ROBERT S. KRIPOwIcZ,
ACTING ASSISTANT SECRETARY FOR FOSSIL ENERGY;

ACCOMPANIED BY RiCHARD FURIGA, THE DEPUTY ASSISTANT

SECRETARY FOR PETROLEUM RESERVES
Mr. Kripowicz. Mr. Chairman, Members of the Committee, I am

pleased to be here to discuss the Strategic Petroleum Reserve.

Representative Watt. Can we ask the speaker to at least pull his
microphone forward and let us hear him?

Mr. Kripowicz. Mr. Chairman, Members of the Committee, I am
pleased to be here to discuss the Strategic Petroleum Reserve. i
understand that when this hearing was first scheduled, the Committee
was interested in a general description of the Reserve and the way we
maintain its readiness. Given the President's direction to the Department
last Friday, we also have a specific circumstance to discuss. So I will be
pleased to answer both general questions about the Reserve and any
specific questions members have regarding the way we are responding to
the President's direction.

I have with me at the table Mr. Richard Furiga, the Deputy Assistant
Secretary forpetroleum reserves, who oversees the day-to-day operations
of the Strategic Petroleum Reserve, and who is charged with
implementing the exchange initiative.

The Strategic Petroleum Reserve is the world's largest emergency
stockpile of crude oil. It was authorized in 1975 when President Ford
signed into law the Energy Policy and Conservation Act. We began
adding the first crude oil in July of 1977.

Today the Reserve holds 571 million barrels of crude oil. Contrary
to what a lot of people envision, the Reserve is not a typical tank farm.
In fact, very little of the Reserve's crude oil is contained in above ground
tanks. Virtually all of the inventory is stoted in deep underground salt
caverns. These caverns were created by using water to dissolve massive
cavities in the salt domes that are prevalent along the Gulf of Mexico
coast.

The top of a typical storage cavern may be as deep as 2,000 feet
underground and extend another 2,000 feet to its bottom. it is large
enough to hold one of the towers of the World Trade Center. We have
62 of these caverns at four sites in. Texas and Louisiana. These caverns
have the capacity to hold 700 million barrels of crude oil, although, as I
said, they currently hold 571 million barrels.
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Why do we use salt caverns? One reason is cost. When we built the
Reserve, we could store crude oil in the caverns for one-tenth of the cost
of above ground. It is the most economical way to store large quantities
of crude oil. A second reason is environmental safety. At the depths of
these caverns, the natural geologic pressure will seal any cracks that
might develop in the salt formation.

This provides a very secure way to store oil and avoids problems of
above ground tank spillage and other environmental concerns.

The salt domes also permitted us to site the Reserve's storage
locations near our major refining centers. Each site is connected to
commercial pipelines and shipping terminals that also provide ready
access to refineries and distribution points throughout the country.

We can move oil into the market, if necessary, at rates up to 4.1
million barrels per day, and we can sustain that rate for three months. At
one million barrels per day, we can deliver oil to the market for nearly a
year and a half.

The Reserve has been used once before by presidential order to
avert a possible supply shortage. Tbat was during Operations Desert
Shield and Desert Storm. During Desert Shield, in September of 1990,
President Bush directed that we conduct a test sale to ensure the readiness
of the Reserve.

When the Persian Gulf conflict escalated in January 1991 and
Desert Shield became Desert Storm, the President ordered a full
precautionary drawdown of the Reserve.

Together, the two actions released 21 million barrels of oil into the
market, four million in the test sale and 17 million in the full drawdown.

We have also used the Reserve on a more limited basis in the past.
This summer, for example, we exchanged I million barrels of crude oil
to refineries in Louisiana that were threatened with supply shortages
because of a shipping channel blockage.

In 1996, we carried out a similar exchange because of a commercial
pipeline blockage.

In 1998, we exchanged a lower grade of crude oil for a higher grade
that was more compatible with our drawdown and delivery system.

And in 1996 and 1997, we carried out three budget-related sales in
accordance with Congressional appropriations.

This past Friday, President Clinton directed the Department to
conduct the largest exchange to date, as a way of boosting domestic oil
supplies. We are especially concerned about the critically low



13

inventories of heating oil that many families will need this winter. We
believe that a temporary infusion of 30 million barrels of oil into the
market over a 30-day period will likely add an additional three to five
million barrels of heating oil this winter, if refineries are able to match
higher runs and yields seen in the past. This will be extremely important
nationwide, where distillate inventories are 19 percent lower than they
were a year ago, and it will be especially important on the East Coast,
where distillate inventories are 40 percent lower and in New England
where inventories are 65 percent lower than last year.

This past Monday, my office issued the solicitation for the
exchanges. We are asking companies to submit bids by this Friday. In
the bids, companies will specify how much additional oil they will return
between August and November of next year. We will choose the winning
bids and award contracts by the following Friday.

This is an important point, Mr. Chairman. The President ordered an
exchange of crude oil, not a sale. That means we will get the oil back,
plus a bonus percentage. Bids will be awarded on the basis of which
company offers to return the largest amount of additional oil of
comparable or higher quality. In other words, we are not depleting the
Reserve, rather we will be adding to it.

Our solicitation specifies November as the month for delivering the
crude oil. However, the three Reserve sites we are using will be read)' to
accommodate earlier deliveries if the companies can make suilable
transportation arrangements. We could be seeing the first oil move into
the market perhaps as early as mid-October.

I would point out, Mr..Chairman, that the President's decision last
Friday is one of a series of actions we are taking to prepare for this
winter. Another is the creation of a two million barrel heating oil reserve
in the Northeast. We are exchanging a small portion of the crude oil
from the Reserve, about 2.8 million barrels, for two million barrels of
heating oil stocks and the storage capacity to hold them this winter.

All of our contracts are in place for the heating oil reserve, and we
ire beginning to fill it. In fact, over half the oil is already in place. And

Ave expect the Reserve to be fully stocked in the next few weeks, well
,efore the original end of October target date.

With that, Mr. Chairman, let me conclude my opening statement and
ilong with Mr. Furiga, answer any questions that you and the other
nembers may have.
The prepared statement of Acting Assistant Secretary Kripowicz appears
n the Submissions for the Record on page 49.]

66-908 2001 -2
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Representative Saxton. Thank you very much, sir.

Mr. Furiga, do you have an opening statement, sir?

Mr. Furiga. No. I don't.

Representative Saxton. Would you just say for the record who you
are and what your position is? You will have to pull the microphone
closer.

Mr. Furiga. My name is Richard Furiga. I am the Deputy
Assistant Secretary for the Strategic Petroleum Reserve, and as such, I
oversee the operations of the office here in Washington, D.C. and our
project office which is located in New Orleans.

Representative Saxton. Thank you very much. Are you going to
answer questions also or do we direct our questions all to Mr. Kripowicz?

Mr. Kripowicz. If you would direct them to me, Mr. Chairman, if
I can't answer them, I will have Mr. Furiga help me.

Representative Saxton. As you know. I have thought that it would
be a good idea to use some of the Strategic Petroleum Reserve for
purposes of increasing supply. As I said ini my opening statemnent, last
winter was partizularly difficult in the Northeast, where there is such a
high reliance on home heating oil for purposes of homeowners heating
their homes.

As a result of the situation that I described in my opening statemetl.
in February, I wrote a letter to Secretary Richardson and asked him to
consider doing something similar to this, and at that time he was opposed
to it and told me so. Then I wrote another letter in March because the
situation had not improved and, again, the administration was opposed to
the policy that is today the administration's policy.

Then on September 15th of this year, I wrote another letter knowing
things were not better. So the record of my position on this issue is quite
clear.

Having said that, I think it would be a cruel hoax on the American
people to put in place this policy only to see prices spike again. So I
would like to try to have you help us put into the correct perspective
exactly what it is that we can expect. So I have some questions that may
help us to get there.

I am aware that in the recent past the OPEC countries have agreed
to increased production by, I believe, 800,000 barrels per day; is that
correct?

Mr. Kripowicz. That is correct, yes, sir.
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Representative Saxton. I believe it is also true that the OPEC
countries have had three such announcements of approximately the same
magnitude; is that correct?

Mr. Kripowicz. Yes, sir. Our calculation is that between the
OPEC countries and the other oil-producing countries of the world, that
since these first announcements that were made, approximately three and
a half to four million new barrels per day of oil are now available for the
market, or will be once OPEC starts producing this last 800.000.

Representative Saxton. Now that would be the international
market, wouldn't it?

Mr. Kripowicz. Yes, sir.
Representative Saxton. Iow does ihat relate to additional imports

into the United Statcs?

Mr. Kripowicz. Our level of imports, as I recall, has risen slightly
over the past year. I think it has to do with overall supply in the world,
not necessarily directed at the United States. A lot of those imports could
have been coming from other stocks.

Representative Saxton. Now, is this increased production which
resufts in increased imports into the United States, how does that relate
lo 30 million barrels per month? In other words, the release of petroleum
product from the SPR, 30 million barrels sounds like a lot, but on the
other hand, if you look at it in a different way, I read this morning that it
is about a day and a half s supply for the American consumer. How does
the OPEC increase in production relate to that kind of increase that we
expect from the release from the SPR?

Mr. Kripowicz. The overall world production is approximately 75
million to 76 million barrels a day, and our use is approximately 25
percent of that or 19 million barrels a day, so our increase of 1 million
barrels a day is approximately a 5 percent increase in the anriount of oil
that would be available on U.S. markets. I would point out that as little

as a two million barrel swing in the amount of oil in the world markets
has been responsible largely for the large increases in oil prices over the
past year and a half.

Representative Saxton. The OPEC countries withholding
production, you are saying?

Mr. Kripowicz. It is a combination of reduced production and then
later increased demand. So, you know, a small amount of oil in the
ieighborhood of a few million barrels, even though there are 75 million
)arrels a day produced in the world, has a large impact on price.
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Representative Saxton. Do you expect the 800,000-barrel-per-day
increase - announced increase, we hope it takes place, and other

increases that have occurred to make a significant impact on oil supply
in this country?

Mr. Kripowicz. The indications from our Energy Information
Administration are that the combination of the increases by both OPEC

and other world producers will allow for the beginning of the resumption
of inventory building that needs to take place in order for prices to

stabilize.

Representative Saxton. And then if we are beginning to increase

supply, does that mean that it should increase enough to hold prices down
this winter?

Mr. Kripowicz. Again, our Energy Information Administration
believes that over the next few months the prices should remain relatively

stable, but then will start decreasing after the winter months.

Representative Saxton. So you expect stable prices this winter?

Mr. Kripowicz. According to our projections, yes, sir.

Representative Saxton. Letme move on to another siibjectthathas
been of interest to me: There seems to be conflicting reperts about

existing spare refining capacity, as Senator Bennett pointed out in his

opening statement. I too have heard that we are at 96 or 97 percent of

refining capacity. Several analysts have reported that refineries are

currently producing at near capacity, and Secretary Richardson said
Friday that U.S. refineries have spare capacity. What is the situation with

respect to refining capacity at this time, in your opinion?

Mr. Kripowicz. My understanding is that the average utilization is

approximately 94 to 95 percent right now, but we are going into a period
where refinery capacity is usually somewhat less utilized so that if the

refineries produce at higher rates, we will be able to get, as I said in my

testimony, some three to five million barrels more heating oil for stocks
out of the 30 million barrels we intend to release. Generally speaking, at

this time of the year there is a lot of maintenance done in the refineries

and their utilization drops considerably. I believe Secretary Richardson
is going to meet with the refiners later this week to talk to them about

deferring some of that maintenance and keeping their high levels of

utilization in order to produce more heating oil.

Representative Saxton. Common sense tells me that this time of

the year, beginning in October, would seem to me to be the time of the
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year when refinery capacity would be more fully utilized, getting ready
with product for November and December. Is that not true?

Mr. Kripowicz. Typically, to my knowledge, is that in September
and October is when the refineries usually do maintenance turnaround so
their capacity utilization is somewhat lower. Capacity utilization in the
refinery industry is always very high. It is usually at least 90 percent or
higher even during turnaround time. So we are not talking about going
from very low to very high utilization.

Representative Saxton. Tell me about the inventory situation.
How are our inventories of oil at this time?

Mr. Kripowicz. Senator- Kennedy had some charts up there that
came from our Energy Information Administration. There is no question
that crude oil stocks are below normal levels this year. They are at 289
million barrels, which is at least 25 million barrels below what would be
the normal lower limit. For crude inventories, I have some updated
information from this morning that shows that nationally we have 115
million barrels of distillate product, which is 21 percent lower than last
year; and for the eastern region of the country we have 40 million barrels,
which is 42 percent below last year's levels. For New England heating
oil, which is the concern that we have and why we are releasing the
reserves. there are 4.3 million barrels of stocks in place, which is 70
percent below last year's levels. So we are indeed in a very tight
inventory situation.

Representative Saxton. Is there a relationship between the
inventory levels and subsequent price levels?

Mr. Kripowicz. Price levels are detennined by demand, basically
by supply and demand. If you have a lot of demand and low inventories,
the natural result is higher prices.

Representative Saxton. So in summary, since my five minutes
have expired, you believe - or are at least hopeful - that the increased
production by OPEC countries, with the release from the SPR, coupled
with the needed excess refining capacity, would produce enough extra
product on the market to stabilize prices this winter? Is that what you
said, essentially?

Mr. Kripowicz. Stabilize them at higher prices than they were last
year but stabilize them, yes, sir. Now if there are unusual weather
circumstances, there could be some significant volatility in prices, and
that is always the case.

Representative Saxton. Now let me clarify again to be sure. Did
you just say at higher levels than last year?
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Mr. Kripowicz. Yes, sir.

Representative Saxton. So you believe again this winter, in spite

of the current administration policy, which I am not fighting with, that we

could see prices spike above where they were last year?

Mr. Kripowicz. I am talking about nominal prices, not necessarily

spikes in price. I don't know - I am not predicting any spikes in price but

I am saying if, for instance, the price of heating oil in New England could
average around $1.32, which is--

Representative Saxton. It went to $2.00 last year.

Mr. Kripowicz. But not an average. On average, it was much
lower than that.

Representative Saxton. Do you expect there to be a spike of up to
$2.00 or above this year?

Mr. Kripowicz. We are not predicting any spikes, sir. Those are
very hard to predict. If you have normal weather and the production that
we project, then there wouldn't be any price spikes.

Representative Saxton. So it sounds like you are hopeful there
won't be price spikes'?

Mr. Kripowicz. Yes, sir.

Representative Saxton. But you don't know that'?

Mr. Kripowicz. Yes, sir, we can't predict that.

Representative Saxton. It is ve ry important that we don't leave the

impression with the American people that we have provided an ironclad
fix to this problem and then have a price spike occur or prices rise, let us

not even call it a spike, prices rise to last year's levels ov above and find

out that their government has put in place policies that they said would
work and it didn't work.

I think that is crucially important, and at the same time. if there is

going to be a bad situation with heating oil this winter in spite of the fad
that I have advocated certain programs that you have subsequently put ir
place, I don't want them to hear you or me or Senator Kennedy oi

anybody else say this is going to fix the problem if we don't think it is
That is why I am so persistent about this point.

Mr. Kripowicz. If things remain normal, there should be no price
spikes. There is no way that we can guarantee that that won't happen
We can't guarantee that there won't be bad weather and disruptions iT

shipping because of freezes or other things of that nature.
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Representative Saxton. Senator Bennett points out that this year's
average price is still higher than last year's; is that correct?

Mr. Kripowicz. Yes, sir.
Representative Saxton. Do we expect the current policy that has

been proposed to lower average prices?
. Mr. Kripowicz. A 30-day release of oil from the Strategic

Petroleum Reserve will only have a temporary effect on prices. Overall,
because of the increases in production from OPEC and other countries,
our Energy Information Administration projects that the prices of oil will
gradually decrease over the next six to nine months.

Representative Saxton. Senator Kennedy.
Senator Kennedy. Thank you, Mr. Chairman.
Let me j ust come back to this issue about what we might be able to

anticipate through the winter. I think you have made the point that the
release of several million barrels of oil does have an impact, a ripple
effect, within the worldwide industry that is not insignificant and that the
swing of two or three million barrels even a day in a world that is
consuming 77 million, has at least, as you related, a positive impact of
lowering the costs for consumers. Let us get back to the home heating osil
now.

We have, as you have pointed out, with'the announcement of the
?resident, three to five million barrels that will be available in the
Northeast and now you have also indicated that there is an expectation
that there will be some increase in terms of production. 1 wanLi to know

lv'at is going to happen after 30 days. Are we going to be able to rely on
a continuation of some release if we are not going to get this increased
production, if we are going to see a drawdown in terms of these reserves,
if we are going to have an increase or a lowering of the temperatures up
there in New England? What will be your recommendations - if that
circumstance develops? Because we are glad, as we look down the road
now, and we are reassured by what you are saying, but we understand
that you are going to have to make a decision reasonably quickly.

We were mindful last year when this whole issue developed and the
administration didn't release or swap, the answer that we received from
them, if they let the oil go out then, take the time to refine it, and by that
time the weather would get warmer and that is why there was a good deal
of resistance to doing it. A big point is being made about a changed
position by some people because they were against it at a time when it
wouldn't make any difference versus making a decision and supporting
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now where it will make a difference, and that point hasn't evidently sun
in. I keep hearing it made on the television.

My question to you is, what is going to happen now, after these ne)
30 days or so, if we don't get an increase in production? Are we going t
have to depend upon another increase? Should we? Should we anticipal
that now so we are not going to see these kinds of swings that are goin
to perhaps protect the heating oil user now, but later in February c
March send the price up through the roof?

Mr. Kripowicz. Sir, we are continually reassessing the situation
As a matter of fact, we have instituted daily meetings to discuss the o
supply situation and the heating oil supply situation. At the end of 3
days or sooner, if there is any indication that such action is necessary, ,
will reevaluate outr position. We need to look at the stocks of heating o
and distillates and what the refiners are doing and what OPEC and oth(
suppliers are doing and factor all of those things together to keep aft4
this constantly.

Senator Kennedy. But you are not going to leave us high and dr
hopefully'?

Mr. Kripowicz. No. sir. That is our pledge.

Senator Kennedy. 'Let me just ask you - and that is reassuring
with the release of' 30 million barrels from the Strategic Petroleu
Reserve over 30 days., the Reserve currently holds 570 million barrel
what risks, it any, arc there of allowing the Reserve to temporarily fall
540 million barrels in terms of our national security? How much of a ri!
is that?

Mr. Kripowicz. Senator, we think that the risk is minimal. We st
have the capability to release the Reserve at over four million barrels
day, even with the - for 90 days, even with the release of the 30 milli(
barrels. So we think it has very little effect, particularly since we will 1
returning the oil to the Reserve beginning early next fall.

Senator Kennedy. Yes. How long will it take to build the Reser
back up to 570 million?

Mr. Kripowicz. We are expecting to have the oil come back fro
between August and Novembe; of next year.

Senator Kennedy. Of next year?

Mr. Kripowicz. Yes, sir.

Senator Kennedy. Didn't the administration recommend
Congress that we buy 200 million more barrels when oil prices were lox
Do you know?
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Mr. Kripowicz. There was never a budget request for that item,
Senator, although we did institute a royalty-in-kind program, taking some
of the oil that would have been sold for $10 a barrel and putting in the
Reserve, and we are in the process of putting 28 million barrels of
royalty-in-kind oil into the Reserve.

Senator Kennedy. Finally, why has the Congress failed to
reauthorize the Strategic Petroleum Reserve? Do you know?

Mr. Kripowicz. I wish I did, Senator. 'Ihe House has--
Senator Kennedy. Well, we are hearing so much about this issue

now by members, particularly - I don't want to say on the other side of
the aisle, because we have had bipartisan support for this particular
proposal, but at least some Senators are excited about this. But there
seemingly hasn't been the sense of urgency in terms of the orderly
legislative process in terms of reauthorizing. I hope we get about the
business of doing that.

I want to thank you very much for your responses. It was very
helpful. I want to thank the Chairman for having these hearings as well.

Representative Saxton. Senator Kennedy, thank you very much.
I would like noW to urn to Senator Bennett.
Senator Bennett. Thank you, Mr. Chairman.

I am finding myself grateful that I lve in a part of the country that
doesn't use home heating oil, although the price of natural gas has more
than doubled and my constituents are going to be paying twice as much
this winter.

bA few quick comments. LI is my undcrstanding that one of the
reasons why refineries don't have the demand in September and October
is that the summer driving season is over and they can switch from
refining gasoline to refining home heating oil. Currently with gasoline
over $2.00 a gallon in some parts of the country, the demand for gasoline
stays high and that is one of the reasons why the refineries are operating
at 96 percent of capacity, which means if they switched to homie heating
oil, they are going to have to stop making as much gasoline. So would
that indicate that in an attempt to deal with the home heating oil
challenge, which you have outlined. which strikes me as stark, that there
is going to be no relief out of this release from the Strategic Petroleum
Reserve with respect to gasoline for people in those States? Is that a
correct assumption?
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Mr. Kripowicz. No, sir. We are releasing 30 million barrels of oil
and that will go for multiplicity of products, including gasoline and diesel
fuel.

Senator Bennett. But if the refineries can't do it - I am not talking
about the amount of crude oil stacked up outside of the refinery. If the
refinery is operating at virtually full capacity, which at 96 percent it is,
and it says, okay, we have to increase the amount we are making for
home heating oil, that is a sum zero game for the refinery; for the refinery
to increase the amount going into home heating oil, it has to decrease the
amount going into gasoline. The amount standing on the dock coming in
makes no difference in terms of the refinery capacity, isn't that true?

Mr. Kripowicz. If, in fact, the refineries are using all of their
capacity, and as I had stated earlier, the refineries at this time of the year
generally reduce their capacity utilization-

Senator Bennett. I understand that, but they are reducing the
capacity because the demand for gasoline goes down so that they can say,
all right, we now don't have to produce as much. The demand for
gasoline is not going down. The demand for gasoline atypically right
now is very high by virtue of the high prices, the demand to say give us
more gas to drive the prices down. So I think there is a bottleneck here
in the refinery that we have to recognize is going to impact here.

Let me switch to another comment that you made, because frankly,
these numbers disturb me, the numbers you are giving. You say we are
70 percent lower than we were last year at this point with respect to home
heating oil in New England?

Mr. Kripowicz. Yes, sir.

Senator Bennett. That is a huge gap that has to be made up, at a
time when the demand on the refineries for other products remains high.
So when you say you are going to end up with an average price higher
than last year, that strikes me as an understatement. I think the
economies and the physical capacity of this industry that you are talking
about absolutely guarantees that you are going to be higher than you were
last year. I accept your statement that you can't predict spikes, but people
don't live on spikes. They live on the average price that they pay, and if
they are going to be paying an average that is higher than last year, which
you said they would, and I think that is absolutely dictated by the fact that
you are only - you are 70 percent lower than last year. I say "you." I
don't mean "you" in the Strategic Petroleum. I should say "we."

Last year when the prices were so high that people were stuiined by
them, Secretary Richardson said we were caught napping. itjust boggles
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my mind that if he was caught napping last year and the prices were so
high that it was an issue, that he could come into this year 70 percent
lower than he was last year. I don't think the executives of the oil
companies had anything to do with that. Did they? Did the executives
of the oil companies dictate that we would be 70 percent less in New
England this year than we were last year?

Mr. Kripowicz. No, sir, and the administration is taking steps; this
release of oil from the Strategic Petroleum Reserve being one to build up
those heating oil supplies. The second is to establish the Northeast
Heating Oil Reserve, which will, before the end of October, add 50
percent to the supplies that exist in the New England area.

Senator Bennett. But didn't they see this coming, with 70 percent
below last year, and last year was a crisis? It would seem to me, if I am
doing any long-range planning, last year is a crisis and I admit publicly
that I was caught napping by that crisis, I would want to be above last
year, not 70 percent below when we are coming into this. I agree with
Senator Kennedv that the concern is not what is going to happen over the
next 30 days. What is going to happen as you get into this whole
situation and you are going into it 70 percent farther away than you were
at this point last year, and last year was a disaster?

Now that is not technically the subject of this hearing. The subject
of this hearing has to do with understanding about the release of this oil
and, as I say, I simply look at what Secretary Summers and Chainnan
Greenspan and others have said that this was a mistake, but maybe we are
in such a disaster situation that wc have to do it and that it is an
emergency that has to be done. But the question that arises clearly in my
mind is how did the administration get us in such an emergency where
they are at the point where there is 70 percent, I just have to keep coming
back to this, 70 percent below where we were in a year that everybody up
here remembers as a disaster year? What got us to that 70 percent figure?

Again, it clearly wasn't the oil companies. They love to sell oil. So
somebody, if we were asleep at the switch or we were caught napping last
year, somebody clearly did it again, it seems to me.

Mr. Kripowicz. Senator, if I may respond, the administration
moved rather quickly to try to establish a regional home heating oil
reserve because we knew that there were low heating oil inventories in
the Northeast, and when inventories did not start to increase, as they
normally do around this time, we moved to try to establish enough crude
oil supply to get another three to five million barrels of heating oil before



24

the bulk of the heating season starts. The idea is to get us back up to at
least the levels that we were last year.

Low inventories are an endemic problem, not just in heating oil but
in crude oil and gasoline and all other products, caused by circumstances
that began as long as two years ago, whenever oil prices were $10 a
barrel and production was originally cut back by OPEC. We lost
production in our own country, and over that period of time, our
inventories were reduced drastically. I wouldn't accuse the oil companies
of reducing them on purpose. Nor would I accuse the government of
doing anything to make them be reduced, either.

Senator Bennett. I don't think the government did anything
deliberately shortsighted. I don't accuse anybody of that. But I do think,
given the numbers you have given us here, not any numbers I brought
from staff, numbers you have given us here, we have to say that their
actions were, in fact, shortsighted. They may have been well intentioned.
They undoubtedly were. As I say, I will not impute evil motives to
anybody here.

Mr. Kripowicz. Yes, sir.

Senator Bennett. But clearly, tne numbers speak for themselves.
We are facing a situation where the people in New England, by your own
testimony, are going to-be paving a substantially higher level on average
for home heating oil this year than they did last year, and that is if
everything works as you hope it works. If there are some glitches, which
you appropriately say you can not predict, it will be even worse than thlat.

So we are facing a situation where a best case, people in New
Ernglarnd are going to be paying higher prices on the average tihis year
than they were last year, even if everything works out.

Mr. Kripowicz. Yes, sir.

Senator Bennett. Okay.

Mr. Kripowicz. If I may add one other thing. It is that the
administration has worked very hard over the past year to have OPEC and
non-OPEC producers increase their production, and that has resulted in
an additional four million barrels a day that are now available for use.

Senator Bennett. That gets back to the comment in my opening
statement. They may have worked to try to get OPEC nations to increase
production, but at the same time, for eight years, they have been doing
everything they can to make American producers produce less, not only
with respect to oil but every other form of energy. But that is a debate for
another time.
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Representative Saxton. Senator Bennett, thank you very much.
Mrs. Maloney.

Representative Maloney. Thank you. Thank you very much. As
we were discussing, one of the contributing factors to the high price of oil
is the depletion of inventories, and as you testified we are 70 percent
below or lower in the inventories of the private sector. So my question
is, why have U.S. refineries allowed inventories to fall so low?

Mr. Kripowicz. This is, Congresswoman Maloney, this is part of
the answer that I was giving to Senator Bennett, it is a long process that
started with oil prices being $10 a barrel in 1998 when we had excess
inventories, and OPEC cut back production. We lost production in the
United States because it became uneconomic and we began to utilize the
large inventories, both in the United States and across the world, because
there was not enough production to meet demand. In addition, demand
increased tremendously, both because of economic activity in the United
States but also Asia has recovered from the period of recession they were
in whenever oil prices were $10 a baiTel. So all of those inventories were
used up partly by decreased production and partly by increased demand.

it second thing that is occurring in the miiarket is that with existing
high pieces, with low ftuture prices, there is no incentive for anybody to
store oil in inventory because they would be selling it to a market where
prices are going to be lower. So there is no incentive. If prices stabilize
with ncreased production and they become closer to what future prices
are, then there will be some more incentive for refiners to store product.

Representative Maloney. I guess the maul question is how do we
use this opportunity to make sure that this doesn't happen in the fature?
The line of questioning seemed to indicate that the government was doing
something that interfered with the private sector maintaining inventories,
but is there some way we can work to make sure that - or work where
this does not happen in the future? You testified that this was a
short-term approach to the high cost. Is there some way that we can
encourage refineries to replenish their inventories and use this
opportunity for future economic stability, oil stability?

Mr. Kripowicz. I think it is a long-term question, although it may
not be in terms of many years but it is certainly in terms of many months.
We need to increase production to meet demand and to somewhat exceed
demand so that we can have enough oil to start restoring inventories.
Once they are restored to normal levels, then we shouldn't have the
problem of high prices because of short inventories.
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Representative Maloney. How much oil is the royalties-in-kind

program expected to bring into the Reserve over the next year?

Mr. Kripowicz. We have already processed 10 million barrels into

the Reserve, and we have another 18 million barrels which will be

delivered in the next year.

Representative Maloney. Could you clarify for us how the swaps

work from the Reserve, and what happens if oil continues to rise in price;

will oil companies be obligated to repay the oil even though it might be

more expensive than it is today'?

Mr. Kripowicz. Yes, ma'am. Our solicitation asks for bids for

returning the oil between August and November of next year, at least on

a one-for-one basis but, you know, we expect the offers to be

considerably more than one-for-one, and once based on the anticipated

market conditions, the bidders propose a certain amount of oil to be

returned to the Reserve; even if market conditions change, if prices are

not actually lower but higher next summer, they would still have to return

the same amount of cil. So there is not aprice adjustment. The contracts

are on striztly a quantity-for-quantity basis.

Representative Maloney. Oh, I see. And how long does it take for

oil, once released from the Reserve, to get to people's homes in the form

of heating oil?

Mr. Kripowicz. That is sort of a variable number. Within days of

release, or of signing the contracts, the oil can actually be released to

refineries and we can get it there within a week. Once it is refined, it

would take, in some cases, a minimum of a couple of weeks to deliver

that refined product to, say, the Northeast. So we are talking about

anywhere from a month to two months, but generally speaking, we

believe that if the oil is delivered on our schedules, that the refined

product will probably be available by the end of the calendar year.

Representative Maloney. Vice Presidential Candidate Richard

Cheney has called for more oil exploration and drilling in the Alaskan

wilderness. Would you comment on that proposal?

Mr. Kripowicz. The administration does not support drilling, as the

Congresswoman is aware of. The administration has actively opened up

the National Petroleum Reserve in Alaska for oil drilling and continues

to pursue aggressive oil sales in other areas of the country such as the

deep offshore Gulf Coast where we have had large increases in

production and in other areas in Alaska.
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Representative Maloney. I guess more broadly, how much oil is
available in the currently known oil fields around the world? And based
on current consumption patterns, do we have any idea how long this oil
will last?

Mr. Kripowicz. I don't have those numbers available at my
fingertips, Congresswoman, but I can get that information for the record.
Our projections are, for example, that through 2020 the projections of our
Energy Information Administration are that there is enough oil for
production at prices nominally less than what they are today.

Representative Maloney. What would have happened to oil prices
had the President not authorized a release from the strategic oil reserve?
We are seeing them drop, what, $7.00 so far? But what would have
happened?

Mr. Kripowicz. I am not sure I know the answer to that question.
It is clear that when you add more supply to the market that the oil prices
will go down, and theyhave, although thisis the short-tern effect. In thz
long-term, we expect that the oil prices, even absent the release from the
Reserve, would have moderated based on anticipated production and
demand and they would have gone down eventually.

Representative Maloney. Say if after 30 days the price of oil still
remains high. above $30 a barrel, what additional steps inight the Energy
Department be prepared to take?

Mr. Kripowicz. We still have all of the options available for the
release of the Strategic Petroleum Reserve, or for an additional exchange.
We would look at all of those options and will continue to ifllow all of
those options. as I said to Senator Kennedy, because of the seriousness
of the situation.

Representative Maloney. Could you just shaie w th us what
programs are available now to hclp people cope with the rising price of
oil? Are these programs limited by region, income, or some other
criteria?

Mr. Kripowicz. The programs that are available are the LIHEAP
programs, and they do have formulas for both income and distribution to
the various states. I think the President just released an additional 400
million in low income energy assistance last Saturday.

Representative Maloney. I would like to give you a letter that
Commissioner Rainer sent to me expressing concern about the movement
in Congress to move off the exchange, the futures trading and oil. The
way I know what oil prices are is that I see it on the exchange. I open up
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the paper. It is on the exchange. Their argument is if we move it off the
exchange, they will not be able to audit or monitor what the future
exchange rates are for oil. Could you comment on this? Is this - I see it
as a problem because that is how I understand what is going on, and I can
see if it is not on the exchange that it would be hard for me and other
consumers, and really policy people who are concerned about the price
of oil, and unlike financial instruments that are infinite, it is a commodity,
oil is a commodity, it is a very finite product and it seems to me it should
be on the exchanges as is coni and other commodities.

Mr. Kripowicz. Ma'am, that is not my area of expertise. I would
be happy to take a look at the letter and we will provide some comments,
but I don't have the expertise to be able to say, other than the fact that it
makes sense, to be able to know what those prices are.

Representative Maloney. It seems like common sense. We have
bipartisan support on keeping the exchange transparent so that consumers
and everyone else knows what is going on.

Thank you very much for your testimony and fo; being here today.
Representative Saxton. Thank you, Mrs. Maloney.

Before I recognize Mr. Pitts, l would just like to comment on Mrs.
Maionev's question rela.,ive to inventories. You indicated that there is no
incentive. I want to make sure I understand. Letme just say this. and
then you tell ime if what I interpret is correct. I have information from the
lDepartment of Energy that there may be some expectation that oil prices
will begin to decrease at some point in the future.

You say here the growth of non-OPEC oil ha,, played a significint
role in the erosion of OPEC's marketshare over the past-two decades, and
then you go on to discuss this issue, and you conclude that prices may
begin to come down because of the looser grip that OPEC will have on
supply. Therefore, is what you are saying about inventory that because
prices are high today and it would cost refiners a significant amount more
to put in place inventories today than they might expect it to cost
sometime down the road, is that what is causing the lack of incentive?

Mr. Kripowicz. It is a question of what you expect to be able to
sell something for. and the original cost. So that if you are buying very
expensive oil now, you want to be able to sell it now while the prices are
still high. There is no incentive to hold the inventory if you expect prices
to drop. If the futures prices were somewhat higher, or near term prices
lower then there would be incentive to store and wait for the higher
prices. That is the effect of a very large difference, which there is now
of $5 or $6 between current prices and future prices. It pays a refiner tc
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ship the product immediately, and it pays whoever is storing that product
to get rid of that product as quickly as they can while prices are still high.

Representative Saxton. Thank you very much.
Mr. Pitts.

Representative Pitts. Thank you, Mr. Chairman.
Mr. K-ipowicz. there seems to be a good deal of confusion as to the

criteria or the mandate for using the Strategic Petroleum Reserve. What
constitutes a crisis? What objective criteria exists for using the Reserve's
mandate?

Mr. Kripowicz. Mr. Pitts, the Energy Policy and Conservation Act
spells out criteria that the President needs to use in order to draw down
the Strategic Petroleum Reserve, and I will talk about that in a second.
But in this case, what we are doing is an exchange and not a sale, not an
actual drawdown. Since we are exchanging oil are going to get it back.
So the President did not have to strictly adhere to these particular
guidelines, although he still used the overall basis for the program that
the supply of heating oil would be very short and that was the reason for
the exchange. The criteria for an actual sale from the Reserve are a little
more stringent. What they require is a national energy supply shortage
of significant scope and duration, which will cause a miajor adverse
impact on the national economy, which would result - v; hich is likely to
result from either an inteniiption of supply of imported products or
domestic products, or some act of God, and those things are spelled out
in the law and are reviewed very carefully before the President would
actually decide whether or not to make a release from the Reserve, to sell
the oil rather than to do somhething like an exchange.

Representative Pitts. What are the actual criteria for using an
exchange versus a drawdown or sale?

Mr. Kripowicz. There are no established criteria for an exchange,
although the President clearly made his decision based on the fact that we
could provide additional supplies of heating oil, which were in short
supply in the Northeast.

In addition, one of the requirements of an exchange that we have
used for all of our other exchanges that we are using here is that we will
actually acquire more oil for the Reserve through the exchange.

Representative Pitts. The New York Times reported that other G-7
countries are considering releasing oil from their own oil reserve
stockpiles. Is this a policy that may be adopted by other countries and is
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there a role for international coordinationof such policies? Wha
provisions have been made for such a strategy?

Mr. Kripowicz. There is an international coordination role
whenever you have sales from the Reserve. There is not the necessity fo
international coordination if you have an exchange, although I know tha
we -- that the Department talked to several governments before wl
actually made the exchange solicitation.

Representative Pitts. You mentioned that refining capacity is a
approximately 94 percent, and that this is a time of the year the refiner
usually decrease refining to focus on maintenance. If refiners are at nea
full capacity, will the release from the Reserve and the increase i]
refining capacity increase the cost of refining?

Mr. Kripowicz. We don't believe so, or if it does, it would only b
a marginal increase. The refining industry has been able to produce at 9
or 99 percent capacity with very little increase in cost.

Representative Pitts. If the refiners have to delay -naintenancc
what exactly does that mean for refiners, their ability to niaintai
production, the impact on the environment?

Mr. Kripowicz. Probably experts in that don't sit at this table, bN

I would say that for short periods of time delay of maintenance would n(
be a problem. If you were talking about delaying maintenance fc
significant periods of time, then you might begin to run into operatiomn
problems.

Representative Pitts. What about the impact oni the environment

Mr. Kripowicz. The refiners are required to meet the enviror
mental standards and guidelines that they operate under, and we are n(
asking that those guidelines be waived.

Representative Pitts. Finally, according to the plan--

Representative Saxton. Mr. Pitts, if I may, something is wrong
that red light should not be on. You have almost four minutes remaining

Representative Pitts. Thank you, Mr. Chairman. According to th
plan, oil refineries will replace oil in the Reserve. If'dernand or prices d
not fall to an equitable level, what effect will this have on the refinerie
ability to replenish the Reserve?

Mr. Kripowicz. It will be more expensive for them to do so, but tl
government will still get its oil. The risk falls on the purchasers of-
the exchangers of the oil. When they take the oil, they take the risk in t1
future markets and if, in fact, prices stay up and don't go down, then
will be more expensive for them.
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Representative Pitts. It will cause an increase in prices, is that
correct?

Mr. Kripowicz. What I would suspect would happen is that the
exchangers would come back to us and ask us to further delay the
exchange and create even additional oil for the Reserve while they bet on
the futures market again.

Representative Pitts. Thank you, Mr. Chairman.
Representative Saxton. Thank you very much, Mr. Pitts.
Mr. Watt.

Representative Watt. Thank you, Mr. Chairman. I appreciate the
Chairman having the hearing and I appreciate the Chairman being
balanced in his approach and comments on this issue.

I do have some concern that some of the other people on the other
side who have asked questions and made comments may not be quite as
balanced about this and may be impliedly suggesting that this
idininistration has more blame than I believe it has, and that perhaps
there is a revisionist view on' their part of the history of the Republican
Party's involvement in this and a number of Republicans' involvement in
:his. So I would like to spend a minute or two, since I didn't get a chance
:o have an opening statement, kind of setting the record straight herl for
-verybody that wants to have the record set straight.

Mly research indicates that when President Bush sold oil from the
strategic Reserve during the Gulf War, prices were actually lower than
hey are now and that President Bush stated that-the release of oil was not
br national security reasons but to, quote, "calm the markets," closed
luote, is what he said at that time.

In 1996, Republicans twice passed laws requiring the sale of oil
rom the Reserve, a total of over 28 million barrels, to help pay for
)udget priorities. That is 1996. In 1999, Republican leaders Dick
\rmey, Tom DeLay, Roy Blunt and 35 others introduced a bill that
vould have eliminated the Department of Energy and abolished the
;trategic Reserve, and since the Republicans have been in control, they
iave let the President's authority to fully use the Reserve lapse three
imes, totaling 18 months, and in 1999, they blocked the proposal to buy
0 million barrels of oil for the Reserve when crude prices were $10 a
arrel, not anywhere close to the 30-some dollars a barrel they are today.

So I think we need to set the record straight here before we start
rnplying that there is some blame he.e that should be on our side on this
.;sue.
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Additionally, since I have been here, my Republican colleagues hav(

spent the last five years cutting conservation and renewable energy

programs, and for those of you who are trying to blame this on us, we

understand that supply and demand operate in this equation, not jus

supply. So despite the fact that the Republican presidential candidate ha

called for more spending on energy conservation, Republicans havy

underfunded solar, renewable and conservation programs by $1.3 billioi

below the President's funding request since 1995, $1.3 billion less.

In 1995, Republicans cut energy efficiency programs by 26 percent

dropping funding from $1.117 billion in 1995 to $840 million in 199(

If they had not cut the Weathefization Assistance Program by 50 percen

in 1995, over 250,000 more households could have helped decrease th

demand for heating oil this year. So, again, supply and demand both pla

into this.

They have also failed to support domestic producers by passin

proposals for tax credits to keep marginal wells in production and buyin

domestic crude during times of low prices.

So I think we ought to understand that this is a very complex issu(

and this is not the time to be poif-ting fingers across the aisle at each oth(

and pretending that in thlis election year, the Democratic presidents

candidates, or a Democratic Congre.ss, has real responsibility for that.

Even in this Congress, when heating bills will be over 30 percei

higher this winter, this Republican Congress has yet to pass a bill to full

authorize the President to create a Northeast Heating Oil Reserve.

On June 15, Republicans voted down a Democratic proposal to bu

$10 million in fuel for a home heating oil reserve, and the Amefica

Petroleum Institute reported last week that heating oil inventories are 2

percent lower than last winter and, of course, the witnesses have attest(

to that.

In 1995, my Republican colleagues voted to eliminate the Lo

Income Home Energy Assistance Program, and in 1996 they propose

counting LIHEAP assistance against the income limits for food staml

and tried to force disadvantaged families to choose between food ar

heating their homes.

So this is an issue that has been going on awhile, and I think tl

Chairman of our Committee has been very balanced in his approach, b

I want to be clear that since I may have next to the last word on this

know the Chairman is going to have the last word on it, that those of l

who are casting stones and aspersions about this issue should not 1

doing so. This is a complex issue. i personally support what t]
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'resident has done to deal with this, what we hope - what we all hope,
hope on a bipartisan basis, is a short-term shortage, but we have got to
ontinue to do whatever we can to increase supplies, alternative sources
f fuels and to reduce demand; and all of those things have to play into
ie equation if we are going to have any kind of security in this area in
ie future.

I appreciate the Chairman giving me some time, and I will be happy
yield back whatever time I have.

Representative Saxton. Thank you very much, Mr. Watt.
For a minute there I had my eyes closed and I dreamt I was at the

)CCC listening to a conversation, but anyway, I would like to yield for
final thought to my friend, Senator Bermett.

Senator Bennett. Well, thank you, Mr. Chainnami. I listened to
ongressman Watt and I accept his rebuke for partisanship. I hope it is

bipartisan rebuke because we started off with the demonization of oil
ampanies and an attack on oil companies, and the rhetoric that has been
X the presidential campaign. I do agree absolutely with Congressman
fatt that this is a very complicated issue. It is a long-term issue, and
'hile I would maybe have a different interpretation, Mr. Watt, than you

D with respect to some of the congressional actions yoki have described,
do sustain my belief that this administration has, in fact, pursued an
verall policy that has discouraged energy creation in the United States.
have seen it in my own state.

I have seen it throughout the West where a very largc percentage of
ar natural resources for energy exists. We have seen it in the bills the
ongress has passed that would increase American production of energy
)urces, which the President has vetoed, and in my opening statement,
e reference by Thomas Friedman, who is not a Republican, indeed if
)u read his column regularly, you know he is not a Republican, I do not
Lpect that he will vote for Mr. Bush, but he is scathing in his
nunciation of the long-term neglect of energy sources in the United

:ates. And I add the additional comment about refineries because no
atter how much energy you have, it all has to go, in terrims of home
,ating oil and gasoline, through a refinery, and I have seen, again,
rsthand in my own state, the environmental policies of this
[ministration discourage and ultimately in some cases - discourage the
iilding of refineries, in some cases force the closing of refineries, so
at our refinery capacity becomes the bottleneck through which all of
is is going.
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Representative. Watt. Will the gentleman be kind enough to viel(

briefly?

Senator Bennett. Sure, I will be happy to.

Representative. Watt. I just want to make the point that I thini

there is enough blame to go around for both sides. I am not trying to sat

that this is you-all's fault or our fault. I think there is enough blame to g(

around in the public sector, in the private sector, you know

compensation, failure to conserve. None of us is exempt from the blame

here. and I don't think we do ourselves much of a service to get into thi

blame game here. We need to try to roll up our sleeves and come up wit]

a sounder policy in the future that keeps us out of these kinds o

situations.

So I think :[ generally agree that there is plenty of blame lo g,

around.

Senator Bennett. On the last final comment from me, I have jui

p-Xnchased a vehicle that gets 70 niles to the gallon, so I am doin

whatever little bit I can to deal with the conservation issue. The fact &th.

my six children have now left home has a great deal to do with it becaus

it has only two seats, and for most or my married life, I couldn't hand(

that.
Thank you. Mr. Chairman.

Representative Saxton. Well, thank you. I would EIke to thank a

the Members of the Joint Economic Committee for having been hei

today, and Mr. Kripowicz and Mr. Furiga, thank you for being here. T'I

purpose of today's hearing was to get the facts out on the table. I thin

for the last hour and 40 minutes or so we have been able to do that. S

I would like to thank everyone for their participation and I hope that '

have taken a small step in moving the process forward to solving what

obviously a very, very serious situation in our country. particularly in tI

northeastern part of our country. Thank you very much, and the hearir
is adjourned.

[Whereupon. at I11 :4i a.m., the hearing was adjourned.]
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SUBMISSIONS FOR THE RECORD

PREPARED STATEMENT OF
REPRESENTATIVE JIM SAXTON, VICE CHAIRMAN

I am pleased to welcome our witness, Assistant Secretary Robert
ripowicz, before the Joint Economic Committee (JEC) today. Although
was not planned this way, this hearing on the Strategic Petroleum
-serve (SPR) appears to be especially timely. The purpose of the
aring today is to examine the SPR in the context of U.S. energy policy.
recent days there has been tremendous interest in the SPR, but a lot of
iportant questions remain unanswered. One such important question
lates to the various possible methods of tapping the SPR and whether
-y would prove effective in the short run and in the long run.

The hearing today is not intended to promote any particular point of
-w, but merely to examine the underlying facts. These include the
iounts of oil in the SPR and home heating oil reserve, the quality of this
1, the mechanics of releases through swaps and their effects on prices
d supplies, and the physical removal of the oil from the SPR.

Since last winter I have been on record favoring a release of oil fiomn
SPR to deal with short-vin shortages, especially for home heating oil.

market forces were. determining oil prices, an SPR release wo':ld be
Dblematic, but is less so when the state owned firnis of the OPEC
untries are exercising their monopoly power. An SPR release would
unteract OPEC's an~ti-market policies -- at least in the short-rut' -- when
ventories are low.

In addition, the use of the oil weapon by some countries makes a
unter-action appropriate in the short run. OPEC's restraint of oil
pplies reflects the influence of the hard line price hawks within the
rtel. Moreover, Iraq also exports a significant amount of oil to the U.S.,
'actor that could threaten the U.S. yet again.

However, an SPR release is only a temporary measure and is not a
nacea. 'The U.S. must do everything in its power to undermine the
'EC cartel and its monopoly power over supply and prices. The health
the national and international economy is very positive, but it has led
higher deniand for oil, and OPEC has moved to fully exploit this
velopment. U.S consumers and taxpayers are paying a heavy price for
s OPEC exploitation.

Even as they put the squeeze on U.S. consumers, several of the
rd-line OPEC price hawks and other OPEC members and allies are
rrently receiving U.S. taxpayer subsidies through the international
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Monetary Fund (IMF). I have introduced legislation mandating the U.S

executive director of the IMF to oppose new loans to OPEC members alii

allies who exercise their monopoly power to the detriment of the U.S

economy, but much more pressure on OPEC is also needed. Currently

Venezuela, Indonesia, and Algeria are all receiving IMF subsidies at th

expense of U.S. taxpayers.

Fortunately, new exploration and extraction technologies are leadin,

to the discovery of vast new oil deposits that can be tapped in mor

efficient ways. As the former Saudi oil minister has acknowledged, th

OPEC's days are numbered. However, today we are focusing on the shoi

run problem and whether it can be effectively addressed through the SPF

I would like to thank Mr. Kripowicz for his appearance before th
Committee today.
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FOR IMMEDIATE RELEASE CONTACT: Will Keyser
September 27, 2000 (202) 224-2633

STATEMENT BY SENATOR EDWARD ML KENNEDY AT THE
JOINT ECONOMIC COMMITTEE HEARING ON

TRE STRATEGIC PETROLEUM RESERVE

The Strategic Petroleum Reserve is an important resource for the nation's security, and I
commend Chairman Saxton for calling this hearing on its capabilities. This is a timely subject of
urgent importance to millions of Americans.

Families in the Northeast cannot keep warm just on the plans and promises that have
been circulating as the winter approaches. While many discuss long term solutions to the
nation's energy problems, short term inventories of home heating oil have become ominously
low in our region. Today, inventories are 40% lower than last year in the Northeast, and 65%
lower than last year in New England.

Last year was an unusually warm winter-but because inventories were low, families
throughout the Northeast were hit with S2 a gallon heating oil costs, while families in other
regions paid almost S1 less. Had last winter been colder than normal in New England, the
shortages and emergencies could have been much more severe.

Clearly, something had to be done about the low current inventories. Last week,
President Clinton took decisive and timely action by tapping the Strategic Petroleum Reserve for
30 million barrels of crude oil over 30 days. This SPR release was the only realistic way to
increase inventories of heating oil in the Northeast The Energy Deparment projects that the
increase will be 3 to 5 million barrels by November, or 10% above existing inventories. The
alteroative to the SPR release was to do nothing, which would have been unacceptable in the
face of the serious potential risks.

It's disappointing, therefore, that some have criticized last week's SPR release as
political. The SPR release has already proved to be a useful option, and it was probably the only
option. No one has proposed another practical solution to our region's short-term heating oil
needs. Those needs are immediate and overwhelming, and numerous Republicans had joined
Democrats in asking the Administration to release SPR oil, including Senators Roth, Specter,
Jeffords, Chafee, Collins, and Snowe, along with our distinguished Chairman, Congressman
Saxton, and Congressman Ben Gilman, the Chairman of the House International Relations
Committee, and a number of other House Republicans.

-more-

(37)
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Releasing oil from the Strategic Petroleum Reserve was sound policy. In addition to

bipartisan support in Congress, the G-7 Finance Ministers and Central Bank Governors called the

decision good for the world economy, and issued a statement in support of it Certainly,

American truckers and consumer groups were pleased with the decision to increase distillate

stocks. The market itself has shown its approval. The price of November crude oil has dropped

over $6-or 15%/-between the day we had urged Secretary Richardson to release SPR oil, and

this morning.

We are also interested in ways that Congress can strengthen the Strategic Petroleum

Reserve. It currently can store 700 million barrels of crude oil, but Congress has only provided

funds for 571 million barrels. Because Congress did not allocate the resources needed to fill

SPR when oil was $10 a barrel, we now face costs of over $30 a barrel.

In 1996, Congress directed the sale of 28 million barrels to raise money for the

government Yet now, some complain that the Administration's decision to release 30 million

barrels of oil will jeopardize national security. Clearly, these positions are inconsistent, and I

look forward to our witness's assessment of the relative security risks that various releases of

SPR pose to the nation, as well as what can be done to strengthen the reserve.

The nation looks to both Congress and the Administration for leadership on energy

policy. When it comes to heating homes in the Northeast, the issue is a matter of life and death

for millions of families. Cold doesn't discriminate between Republicans and Democrats. The

Strategic Petroleum Reserve is a major part of the solution this winter, and so is increased

funding for the Low Income Home Energy Assistance Program. LIHEAP helps protect 106,000

families in Massachusetts, and over 3 million nationwide, from having to choose between

heating and eating. We need to deal with all aspects of these energy challenges, and produce

both the short-term and long-term energy solutions that the nation needs.

I look forward to today's hearing, and to working with my colleagues to achieve a

bipartisan energy policy worthy of this nation.

-30-
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Oil Company Profits Exploded Over the Past Year

(profit margin increases between June 2000 and June 1999)

Unocal Corporation
Phillips Petroleum
Marathon Group
Chevron Corporation
Texaco Incorporated
Exxon Mobil

872%
274%
203%
140%
125%
123%o
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BANKING AND FINANCAL
SERVICES

GOVERNMENT REFORM QCongreq of the flniteb s*tates
JOINT ECONOMIC COMMITTEE Jfouze of 3&eprtstntatibes

nalthinaton, MOC 20515-3214

September 7, 2000

William J. Rainet
Chairman
Commodity Futures Trading Commission
Three Lafayette Center
1155 212 Street, NWp
Washington, DC 20581

Dear Chairman Rainer:

On July 27, 2000, the House Banking Committee reported H.R. 4541, the Commodity

Futures Modernization Act. The intent of this legislation is to increase legal certainty in financial

derivatives markets and to enhance overall market stability.

While I am supportive of the goals of the legislation relating to financial products, I am

concerned with language that may have the effect of moving substantial trading in energy

products off of public exchanges. Unlike unique financial derivatives products of infinite supply.

many questions remain about the susceptibility of energy products to market manipulation.

Investigations of the energy markets are currently ongoing and energy prices are near all-time

highs. Under current circumstances, I do not believe it is the appropriate time to further.
undermine consumer confidence in energy prices by moving trading in energy products off of
public exchanges where they are closely monitored by your agency and where market information
is available to the public.

As this legislation may shortly move to the House floor, I respectfully request that your
agency forward me an analysis of the language relating to exemptions for nonfinancial products in
H.R. 4541 and the other commodity market modernization bills pending before the House.

Thank you for your timely response to this request.

Sincerely,

M b o
CAO M. AL NEY 4

Member of Congress

_nIDC"eDf"
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U.S. COMMODITY FUTURES TRADING COMMISSION
Three Laayetne Centre, 1155 21at Stred NW, Washtngton, DC 20o581

willianlRainer (202) 418-5030
Chairman September 19,2000 (202) 4115520 Facsimile

he Honorable Carolyn B. Maloney
fember of Congress
:.S. House ofRepresentatives
430 Rayburn House Office Building
lashington, D.C. 20515-3214

ear Representative Maloney:

I am pleased to write you on behalf of the Commodity Futures Trading Commission in
sponse to your recent letter asking for the Commission's position with respect to language in
.R. 4541 that would exempt energy and metals products from regulation under the Commodity
(change Act.

Before addressing the specifics of the energy and metals exemptions, I would like to
iphasize the Commission's support for swift Congressional action on legislation establishing
gal certainty for over-the-counter financial derivatives consistent with the unanimous
rommendations of the President's Working Group on Financial Markets.

However, all versions of H.R. 4541 also contain provisions that effectively exempt most.
rms of trading in energy products from the Commodity Exchange Act, contrary to the
ommendations of the PWG. As stated previously in testimony in both the House and Senate,
: Commission is deeply concerned that these exemptions are not based upon sufficient

idence to warrant their inclusion in the legislation. One of the principal factors cited by the
VG in recommending an exclusion for OTC financial derivatives was that nearly every dealer
those products is either subject to, or affiliated with, an entity subject to federal financial
,ulation. This cannot be said with respect to most participants in trading energy products.

The Commission also notes that the views of other agencies with responsibilities for
ulating various aspects of the cash markets in energy products have not been solicited. The
ommendations of the President's Working Group on Financial Markets for treatment of OTC
ancial transactions was preceded by nearly a year of deliberation and study by the four
ncipal agencies of the Working Group, resulting in a consensus on treatnent of those
ducts. No such process has been undertaken by the agencies with responsibilities for various
pects of trading in energy products, and we are therefore concerned that the potential
Lsequences of this part of the legislation have not been thoroughly considered.
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The Honorable Carolyn B. Maloney
Page 2

While the exemption in energy products is common to all three versions of the legislation

- those of the Committees on Agriculture, Banking & Financial Services and Commerce,

respectively - the Commerce Committee version extends the exemption to apply to metals

products, as well.

With respect to the exemption for metal commodities, the Commission has serious

reservations about the extent to which H.R. 4541 would exempt these products from the CEA.

In the Commission's experience, metal commodities have an unambiguous history of

susceptibility to manipulation and we believe that futures and options tactions in these

commodities require full regulatory oversight by the CFTC to protect the markets and their

participants from unlawful practices. For example, in 1998 the Commission settled a major

copper manipulation case, in which one company acquired a dominant and controlling cash and

futures market position during 1995 and 1996 that caused copper prices worldwide to rise to

artificially high levels. That case resulted in the offending company's paying the largest civil

monetary penalty in U.S. history to that time. In fact, the President's Working Group Report

explicitly stated that these markets have been susceptible to manipulation and to supply and

pricing distortions and therefore recommended that they not be excluded from the CEA.

The Commission recognizes that the legislation attempts to address some of these

concems by providing the agency with anti-fraud and anti-manipulation authority. Charging the

Commission with the responsibility to police for fraud and manipulation, however, without

conferring commensurate authority to promulgate regulations, where necessary, leaves the

CFTC inadequately equipped to fulfill those responsibilities.

While there are many important provisions of H.R. 4541 that warrant enactment, the

Commission cannot recommend that the Congress move forward on those provisions unless the

basic issues outlined here are addressed. The Commission is pleased to continue working with

you and other interested parties to reach a satisfactory solution to these important issues.

William J.Wainer
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September 13, 2000

The Honorable Bruce Babbitt
Secretary of the Interior
1849 C Street. NW
Washington, DC 20240

Dear Secretary Babbitt:

It has recently come to my attention that Senator Murkowski, without any committee
consideration, will offer an amendment to drastically expand the Royalty-in-Kind program. As a
Member who has worked for years to make sure that taxpayers receive the fair amount of oil
royalty payments, I am extremely concerned that this proposed amendment could seriously affect
the ability of the Federal government to collect the appropriate amount of royalties from oil taken
from Federal lands.

Specifically, I am concerned that this amendment would replace the existing standard for
fair market value' of oil sold from Federal lands with one that is vaguely worded and potentially

designed to benefit the oil industry's legal challenges to the recently enacted oil valuation rule.
Earlier this year, after years of industry resistance, your Department was finally able to implement
a new oil and gas valuation rule to ensure that the Federal government is properly reimbursed for
oil taken from Federal lands. The new rule requires oil companies to value oil based on market-
based spot pricing (i.e., fair market value) instead of o-called 'posted prices- which companies
determine on their own. As a result of these changes, the Federal government will finally end an
industry scam that was costing taxpayers more than S66 million each year. Language to
fundamentally redefine the 'fair market value' of oil in statute could effectively undermine the
new valuation regulations. This is completely unacceptable. This issue is too important to be
rushed through Congress in the waning hours of this session.

In addition, I am extremely concerned that Congress is on the verge of fully authorizing a
program which has never been considered in committee and which the General Accounting
Office(GAO) expressed concern about as recently as August 1998. The GAO is currently
reexamining the Royalty-in-Kind program to see if any progress has been made. I strongly urge
you to oppose this legislation until we have the opportunity to hear from the GAO and the
appropriate committees on this critically important issue.

Instead of this unnecessary amendment, I ask that you urge the Senate to recede to the
House on the FY 2001 Interior Appropriations bill and allow the Royalty-In-Kind pilot program

gnat Fen
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to deduct transportation and processing costs for one year. In that way, we can learn more abou

the viability of the concept and also allow Congress the time to more carefully and collegially
consider this proposal.

I look forward to hearing your views on this legislation and hope you will join me in

publicly opposing it. Thanks in advance for your consideration.

Sincerely,

Carolyn . aloney
Member of Congress

cc: Senator Barbara Boxer
Senator Richard Durbin
Director Walt Rosenbusch
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Statement of Robert S. Kripowicz
Acting Assistant Secretary

For Fossil Energy
U. S. Department of Energy

Before the Joint Economic Committee
on

September 27, 2000

4r. Chairman and Members of the Committee, I am pleased to be here to discuss the Strategic
etroleum Reserve and the actions taken this past week by President Clinton to use the Reserve

help avert possible fuel shortages this winter.

he Reserve was authorized in 1975 in the aftermath of the first Arab oil embargo. The Energy
olicy and Conservation Act, signed into law by President Gerald Ford on December 22, 1975,
rovides that the Reserve may consist of up to one billion barrels of petroleum products. The
urrent plan for the Reserve, however, provides for 750 million barrels of crude oil and 2 million
arrels of heating oil.

he Strategic Petroleum Reserve-consists of four oil storage sites - two in Louisiana and two in
exas - with capacity to store 700 million barrels. The first oil for the Reserve was delivered on
ily 21, 1977, and today the Reserve holds 571 million barrels of crude oil. The most common
easure of the relative size of the Strategic Petroleum Reserve isto compare its inventory to the

et daily volume of petroleum imported into the United States. The Reserve inventory now
juates to between 50 and 60 days of import protection.

le also are establishing a regional reserve of heating oil in the Northeast as a component of the
trategic Petroleum Reserve. One million barrels of heating oil are to be located in the New
rsey portion of New York harbor and another one million barrels in New Haven, Connecticut
portion of the heating oil stocks is already in place, and the entire 2 million barrels will be in

lace early in October.

he Gulf Coast Reserve crude oil is stored in caverns that have been hollowed from massive salt
xmes. These domes are common through the Gulf region, and provide the most advanced,
west cost, and environmentally friendly method of long term petroleum storage. Our facilities
e located near major refinery centers and connected to commercial pipelines and shipping
rminals, which allow the rapid release of oil to the marketplace.

be President's Decision to Use the Strategic Petroleum Reserve

n September 22, 2000, President Clinton directed the Department of Energy to use the Strategic
flroleum Reserve to help bolster domestic oil supplies, especially the critically low inventories
heating oil that many families will need this winter.
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The Department of Energy will exchange crude oil from the Reserve. Companies that obtain oil

will be required to return comparable or higher quality crude oil to the Reserve in the fall of

2001. Because oil prices are expected to be lower then, the companies will return the amount

they obtained plus additional quantities as a bonus percentage that will be specified in the offers.
This ultimately will increase the amount of oil in the Reserve and enhance the nation's
"insurance" against future energy supply disruptions.

The President made the decision to carry out the oil exchange because of concerns that lagging
petroleum product inventories could create potentially severe hardships for many American
families this winter. Today, distillate inventories across the country, which include heating oil,

are 19 percent lower than they were a year ago. On the East Coast, where 36 percent of families

use heating oil to stay warm, distillate inventories are lower still: 40 percent less than last year's
levels. In New England, heating oil inventories are closer to 65 percent lower than last year.

While global oil production has been increased in recent months due in part to the
Administration's diplomatic efforts - production increases have added three-and-a-half million
barrels of oil per day to the world market - demand continues to siphon off the extra barrels

before they move into inventories. Thus, U.S. crude stocks remain very low, and stocks of

heating oil and other distillate fuels are at critically low levels.

The President's action will add the equivalent of a million barrels per day to the U.S. market ovei

a period of 30 days, a temporary infusion of oil that could begin quickly to restore a better

balance between supply and demand. The action will likely add an additional 3-to-5 million

barrels of heating oil this winter, if refineries could match higher runs and yields seen in the past

This past Monday, September 25, the Energy Department issued the exchange solicitation from

its New Orleans office. Offers will be due this Friday, September 29. The Energy Department
will evaluate the bids and negotiate "best and final" offers next week, and contracts are expected

to be awarded on Friday, October 6. Companies offering to return the most crude oil of a

comparable or higher grade next August through November will be awarded contracts.

The solicitation calls for moving the crude oil to successful offerors during November, although

the Energy Department will be able to accommodate earlier deliveries if an offeror can make the
necessary transportation arrangements.

Statutory Authorities for Exchanging Reserve Oil

The exchange initiative is authorized by Section 106 of the Energy Policy and Conservation Act

This section authorizes the Secretary, for purposes of implementing the Strategic Petroleum
Reserve Plan, to place in storage, transport, or exchange:
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I) crude oil produced from Federal lands, including crude oil produced from the
Naval Petroleum Reserves to the extent that such production is authorized by law;

2) crude oil which the United States is entitled to receive in kind as royalties from
production on Federal lands; and

3) petroleum products acquired by purchase, exchange, or otherwise. (emphasis
added)

tergency Oil Sales from the Reserve

I've noted, the President's action this past week has been to offer an exchange of crude oil as
'ay to supplementing supplies on the market over the next two months while replenishing -
I adding to - the Strategic Reserve's inventory next year. The Committee has also expressed
interest in the process for an emergency sale and drawdown of Strategic Reserve oil.

: authority to draw down the Reserve is dependent on a Presidential finding of severe energy
ply interruption or that a drawdown is necessary to comply with our international obligations.
lve attached to this statement the relevant language from the Energy Policy and Conservation
that defines the conditions under which the Reserve can be used in this manner.

he event of an emergency oil sale, refiners and trading companies would be the bidders for
erve oil under standard sales provisions which we have distributed to prospective bidders and
e posted on our web site. Knowing in advance the procedures for a competitive sale permits
ipanies to respond to a solicitation and the government to carry out its bid evaluation and
rd process in a rapid and efficient manner.

tnsure that our operation and potential use of the Strategic Petroleum Reserve remains
sistent with the practices of private industry, we routinely meet with companies that could
mtially be involved in the use of the Reserve. Recently, for example, we have had customer

'ice teams visit 30 companies this year that account for 96 percent of the Nation's refining
Icity.

close coordination with industry is one of the primary reasons why the Department can issue
licitation for an emergency oil sale within 24 hours of a Presidential finding and complete the
process and be ready to deliver oil to successful offerors within 15 days.

ied upon to counter a major disruption, the Reserve can supply oil to commercial buyers at a
of more than 4.1 million barrels per day for 90 days. During this time, the Reserve would be
Equivalent of the fifth largest oil producing country in the world.
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After the 90-day maximum drawdown period, the rate of oil release would decrease as storage

caverns are emptied. At one million barrels per day, the Strategic Reserve could supply a steady

flow of crude oil to the market for approximately a year-and-a-half

The large volumes of oil and the rapidity with which it can be moved into the marketplace make

the Strategic Petroleum Reserve a formidable deterrent to countries that.might consider using th4

flow of oil into world markets for political leverage.

Since the creation of the Reserve the only time a President has made such a finding was during

the Gulf War in 1991, at which time the Energy Department offered nearly 34 million barrels an

sold about 17 million barrels of Reserve oil.

The Need for Reauthorizing EPCA

As Members are aware, the Energy Policy and Conservation Act (EPCA) expired on March 31,

2000. Our General Counsel staff and senior legal staff at the Department of Justice, however,

have concluded that the authorities of EPCA to manage the Strategic Petroleum Reserve have

been effectively extended by Congressional enactment of current year (FY2000) appropriations

for the Reserve.

It is important, however, that there be no ambiguity about the President's ability to use the

Strategic Petroleum Reserve in the future. EPCA provides the only direct and full authority to

operate the Reserve and is the strongest underpinning for our emergency oil response capability

That is why the President and Secretary Richardson have continued to call on Congress to renei

the authorities of EPCA. The House of Representatives has acted twice in the past several

months to reauthorize the legislation, and hopefully, the Senate will take action in the near futu

EPCA reauthorization is also important because the Act provides limited antitrust protection fo

U. S. oil companies assisting us and the International Energy Agency to plan for and respond tc

an oil emergency in a coordinated manner.

Meeting Our International Obligations

The U.S. Strategic Petroleum Reserve is the world's largest emergency stockpile of crude oil. i

such, it helps the United States satisfy its international obligations to other member nations of t

International Energy Agency. Under the Agreement on an International Energy Program, the

United States and other member countries of the International Energy Agency (IEA) have agre

to store the equivalent of 90 days of net petroleum imports against the possibility of supply

interruptions, and to jointly respond to such interruptions. The U.S. meets its obligations by a

combination of Government-owned stocks and private sector inventories. In total the member

countries of the IEA account for approximately 1.2 billion barrels of petroleum reserves.
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The Desert Storm drawdown of 1991 was conducted in coordination with the lEA and other
OECD nations. This concerted effort was one of the primary reasons why oil markets stabilized
and prices moderated during the Persian Gulf conflict.

Mr. Chairman, this concludes my opening statement and I will be pleased to answer any
questions that you and the Members of the Committee may have.
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Attachment

The Energy Policy and Conservation Act
Statutory Provisions for an SPR Drawdown

DEFINITIONS
SEC. 3. As used in this Act:
(8) The term "severe energy supply interruption" means a national energy supply shortage which the
President determines -

(A) is, or is likely to be, of significant scope and duration, and of an emergency nature;

(B) may cause major adverse impact on national safety or the national economy; and

(C) results, or is likely to result, from (i) an interruption in the supply of imported petroleum
products, (ii) an interruption in the supply of domestic petroleum products, or (iii)
sabotage or an act of God.

DRAWDOWN AND DISTRIBUTION OF THE RESERVE
SEC. 161.
(2) For purposes of this section, in addition to the circumstances set forth in section 3(8), a severe energy

supply interruption shall be deemed to exist if the President determines that -

(D) an emergency situation exists and there is a significant reduction in supply which is of
significant scope and duration;

(B) a severe increase in the price of petroleum products has resulted from such emergency
situation; and

(C) such price increase is likely to cause a major adverse impact on the national economy.

(g)(I) The Secretary shall conduct a continuing evaluation of the Distribution Plan. In the conduct of
such evaluation, the Secretary is authorized to carry out test drawdown and distribution of crude oil from
the Reserve. If any such test drawdown includes the sale or exchange of crude oil, then the aggregate
quantity of crude oil withdrawn from the Reserve may not exceed 5,000,000 barrels during any such test
drawdown or distribution.

(h)(l) If the President finds that -

(A) a circumstance, other than those described [above] exists that constitutes, or is likely to
become, a domestic or international energy supply shortages of significant scope or
duration; and

(B) action taken .... would assist directly and significantly in preventing or reducing the
adverse impact of such shortage,

then the Secretary may draw down and distribute the Strategic Petroleum Reserve.
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(2) In no case may the Reserve be drawn down under this subsection -

(A) in excess of an aggregate of 30,000,000 barrels with respect to each such shortage;

(B) for more than 60 days with respect to each such shortage;

(C) if there are fewer than 500,000,000 barrels of petroleum product stored in the Reserve; or

(D) below the level of an aggregate of 500,000,000 barrels of petroleum product stored in the
Reserve.

0
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THE EMPLOYMENT SITUATION:
FEBRUARY 2001
Friday, March 9,2001

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITTEE,

WASHINGTON, D. C.

The Committee met, pursuant to notice, at 9:33 a.m., in Room 1334,
Longworth House Office Building, the Honorable Jim Saxton, Chairman
of the Committee, presiding.

Present: Representatives Saxton and English. Senator Corzine.
Staff Present: Chris Frenze, Bob Keleher, Darryl Evans, Colleen

J. Healy, Daphne Clones-Federing, Corine Bradshaw, Amber Williams
and Russell Comeau.

OPENING STATEMENT OF
REPRESENTATIVE JIM SAXTON, CHAIRMAN

Representative Saxton. Good morning. It is a pleasure to welcome
Commissioner Abraham before the Committee once again to report on
the release of new employment and unemployment data for February.

Recent current economic conditions indicate that the economy has
slowed from the remarkable pace present through the middle of last year.
The array of economic data shows that the economy has been in a
slowdown for the last two quarters. For example, the rate of GDP growth
has fallen two quarters in a row. The consumer spending and investment
growth have also slipped. However, there are some signs of a residual
economic strength in certain sectors, such as construction and the service-
producing industries. In addition, overall employment growth has slowed
but has generally been positive.

The employment-population ratio remains high, and labor market
conditions for the most part remain fairly tight as reflected by the
relatively low unemployment rate. The slowdown does make the
economy more vulnerable to shocks and disruptions, but the economy
remains in positive territory.

The Federal Reserve is aware of the softness of the economy, and its
recent survey indicates that that is a continuing problem.

The employment data released today seemed to be influenced by the
slowing pace of the economy. Payroll job growth for February was
135,000, considerably lower than the 225 to 250,000 range typical during
the healthy economic expansion. The unemployment rate remained
unchanged at 4.2 percent. Given the weakening of the economy since the
middle of last year, the case for change in economic policy is quite
strong.

The tightness of Federal Reserve monetary policy should be relaxed,
md the Fed has taken steps in this direction earlier this year, although
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more remains to be done. Further rate cuts by the Fed are needed. As a
matter of fact, for quite some time I have been questioning Fed policy.
As far back as November, 1999, 1 began to question Fed tightening policy
and did so again in March of 2000 and finally again earlier this year.

Congress can also do its part by reducing the fiscal drag on the
economy from the excessive tax burden imposed on our tax system. The
House took a step in that direction yesterday, and the Senate will work its
will later as time goes by. The tax system is counterproductive, and now
is a good time to reduce its negative effects. This will not make the
economy turn on a dime, but it will improve the prospects for continual
economic growth now and in the future. The current economic outlook
poses challenges that should not be taken lightly. Changes in
macroeconomic policy are needed to get the economy back on track.

Commissioner Abraham, let me again welcome you to today's
hearing. We are certainly anxious to hear your report in the very
articulate way that you have been accustomed to delivering it to us.
Before I do that, I would like to welcome my colleague from New Jersey
for the first time, Senator Jon Corzine, who is no stranger, to say the
least, to the world of economics and economic growth and investment,
having been extremely successful in his real life adventure; and now he
is here with us in Congress. As he just walked into the room for his first
time, I don't know whether he may have an opening statement, but we
certainly want you to feel welcome here and to make an opening
statement if you would like to.
[The prepared statement of Representative Saxton appears in the
Submissions for the Record on page 16.]

Senator Corzine. Mr. Chairman, thank you for the welcome. I have
a formal statement I will submit for the record, but it is a great pleasure
to be here with you and working on issues that I think will make a
difference with regard to our economic picture in the long run.

I am anxious to hear about unemployment statistics, which I used to
watch very closely on a day-to-day and a second-to-second minute; and
I think we all have grave concerns about the state of the economy. So I
very much look forward to this morning's discussion.

But mostly, I want to say thank you for your welcoming remarks and
I look forward to working very closely with you over the years.
[The prepared statement of Senator Corzine appears in the Submissions
for the Record on page 19.]

Representative Saxton. I thank my colleague. Commissionei
Abraham, you may begin. The floor is yours.
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OPENING STATEMENT OF KATHARINE G. ABRAHAM,
COMMISSIONER, BUREAU OF LABOR STATISTICS:

ACCOMPANIED BY KENNETH V. DALTON, ASSOCIATE
COMMISSIONER, OFFICE OF PRICES AND LIVING CONDITIONS;

AND PHILIP L. RONES, ASSISTANT COMMISSIONER OF
CURRENT EMPLOYMENT ANALYSIS

Ms. Abraham. Thank you, Mr. Chairman. It is a pleasure to be
seeing you again in this new year; and, good morning, Senator Corzine.

As always, we are happy to have the opportunity to comment on the
labor market data that we released. The unemployment rate, as you
noticed, was unchanged in February at 4.2 percent, and payroll
employment rose by 135,000. Since early last fall, the growth in payroll
employment has slackened. In the five months since September, the
average monthly increase in payroll employment has been 103,000. In
contrast, during the first nine months of last year, payroll employment
had grown by 187,000 a month, on average.

You should have in front of you a small package with some charts.
The first chart relates to what has been happening with payroll

employment. The data shown there are only for the private sector, for the
reason that the buildup and drawdown in Federal employment related to
the census otherwise would have distorted the figures. I think you can
see looking at those data the slowdown in the rate of growth of payroll
employment in recent months.
[The chart package appears in the Submissions for the Record on page

Focusing on what happened in February, the key features of the
February data in my view are, first, the continued reduction in
manufacturing employment and hours; second, the more than offsetting
job gains in services and some other industries; and, thirdly, the over-the-
month rise in average hourly earnings.

Let me talk first about manufacturing employment. Manufacturing
employment fell by 94,000 in February following a decline of about the
;ame magnitude in January. Those declines bring total factory job losses
iince last June to 371,000.

The second chart in the small package that I gave you shows what has
been happening to manufacturing employment. There has been a period
f time you will recall back in the spring of 1998 when, around the Asian
economic crisis, we started to see declines in manufacturing employment;

ind then for a period of time things seemed to have leveled out. Since
last summer, however, we have again been seeing rather substantial
leclines in manufacturing employment. I think the thing that is
ioteworthy about what we are seeing in February is how widespread
hose declines in manufacturing employment are. That is shown in the
iext little chart. Even the electronic components industry has a small job
oss over the month. That was an industry within manufacturing that had
)een on an upward trend for a couple years. The only manufacturing
ndustry with a sizable over-the-month increase was motor vehicles, but
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that gain of 13,000 was just a fraction of the loss that had occurred in
January. So even that has to be put in some context. On net, auto
industry employment has fallen by nearly 80,000 since June.

Manufacturing hours and overtime hours also continued on their
downward trend in February. That is shown in the fourth chart in this
package. Since June, the average factory workweek has declined by a
full hour, and overtime has fallen by 8/lOths of an hour. The factory
workweek is now at its lowest level since the spring of 1991, outside of
two months when winter storms caused sharp temporary reductions in
hours back in December; and then in January of 1996 you can see sharp
declines related to weather. Weakness in manufacturing may have
affected some other industries. For example, wholesale trade, which
serves as an intermediary between manufacturers and customers, has lost
22,000 jobs since November. This is the largest such decline in that
industry since early 1993.

Employment in help supply services, which is mainly temporary help
firms that provide workers to manufacturing as well as to other industries,
was little changed in February but has fallen by 200,000 since April of
2000. Help supply had -been a big job gainer during most of the
economic expansion that began in the spring of 1991. So these recent
losses do represent a real change.

Employment in the services industry as a whole rose by 95,000 in
February. Health services had the largestjob increase among the services
industries, as employment in hospitals continued to benefit from recent
exchanges in Medicare payment schedules. Employment also rose in
social services, computer services, and private education. Public
education accounted for a large share of the rise in governmentjobs over
the month.

Maybe I could digress forjust a moment from my prepared statement
at this point. I commented at the beginning of my remarks about the
slowdown in overall employment growth that we have seen over the last
five months or so. Manufacturing has been hard hit. We have seen a real
turnaround in help supply. If you look at the rest of the economy, you
don't see any evidence of that slowdown. The slowdown in employment
growth has really been very concentrated in just a couple of areas. In the
services sector in particular, things have held up pretty well; and in a
number of services industries we have actually seen somewhat faster
growth over the last five months than previously.

Following a very large gain in January, construction employment
added 16,000 jobs in February. That is another industry where we have
not seen any slowdown. Since October, employment in construction has
been increased by 37,000 a month on average. In the 12 months prior to
October, the average monthly increase had been only 23,000.

From our survey of employers, average hourly earnings were up
seven cents in February. The over-the-year increase was 4.1 percent.
This was the fourth month in a row that the over-the-year increase in
average hourly earnings was 4 percent or higher. Throughout most of
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1999 and 2000 those over-the-year gains had remained in the 3.5 to 3.8
percent range.

As I mentioned at the beginning of my statement, the unemployment
rate was unchanged in February at 4.2 percent. There is a chart that
shows the average hourly earnings figures. The unemployment rate was
unchanged in February at 4.2 percent. In February, the number of newly
unemployed, those unemployed less than 5 weeks, and also the number
of unemployed job losers who were not on temporary layoff, both rose
for the second month in a row.

Other cyclical indicators from our survey of households, such as the
number of people working part-time' for economic reasons, that is,
working part time despite the Preference for full-time work, and also the
number of people outside-the labor force who have stopped looking for
work, have shown no clear signs of an upward trend.

In summary, the sharp downturn in manufacturing employment and
hours continued in February. Still, overall payroll employment continued
to rise, and the unemployment rate remained relatively. low. Finally,
earnings gains appear to have picked up in recent months.

*So that is the basic picture as we see it, looking at these data. We
would, of course, be happy to answer any questions that you might have.
[The prepared statement of Commissioner Abraham and. the
accompanying Press Release No. 0 1-57 appear in the, Submissions for the
Record on page 20.] .

Representative Saxton. Commissioner, thank you. It would appear
that the initial reaction among the members of-the economic community
was somewhat of a surprise earlier this morning when these employment
numbers.were released. There was an expectation-that, among those who
were awaiting these numbers, that they would be somewhat weaker than
they were. Do you have any explanation for, while, these are not strong
numbers, they are stronger than the expectations would have indicated?
Do you' have any explanation that we might consider as, to' why this
happened?.',: '..

Ms.hAbraham. I am almost thinking this might be a better question
to address to your colleague. You are quite correct that the expectations
were 'for somewhat'lower payroll employment growth than we' in fact
reported, though the expectations for unemployment were about in line
with what we reported. ' ' -

It may be that people were expecting construction to be weaker this
rnonth'than it-actually turned out to be. In January, we had an enormous
increase in construction employment. Part of that was probably an
anomaly related to very bad weather in November and December, so
people having been let go earlier in the year than they usually are and not
getting layoffs in January that we would- have expected. But it was
stronger than you could have explained just on that basis.

And people may have expected, as often occurs, that, given that very
strong January number, that we would see declines in February. We
didn't get that. Construction employment actually rose.
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I don't know, with respect to other things, exactly where the
discrepancy may have come.

Representative Saxton. Commissioner, you indicated that the
weakness in job growth was particularly evident in manufacturing.

Ms. Abraham. Correct.
Representative Saxton. Matter of fact, what was the number,

94,000 job loss in February and about the same in January?
Ms. Abraham. Correct.
Representative Saxton. This tracks in terms of manufacturingjobs

with a long-term trend, does it not?
Ms. Abraham. Well, the long-terrm trend in manufacturing for man)

years has been downward. The decrines in recent months have reall)
accelerated. I think they are sharper than you can explain just on the
basis of a long-run trend.

Representative Saxton. When I say many years. actually the
declines in manufacturing began in the 1997-1998 time-frame, did the)
not?

Ms. Abraham. There were declines through the early '90s and then
some pickup and then some declines, interrupted by increases and then
further declines.

If you take a much longer time perspective. the tendency clearly has
been towards declines in manufacturing. It is really not just the last few
years.

Phil has got numbers here that go back further. If you go back to the
mid '70s, for example, when our overall economy was much smaller,
manufacturing employment for the late '70s was in excess of 20 million.
And despite growth in the economy since then, manufacturing has fallen
to 18.5 million, that kind of range.

Representative Saxton. I only have limited data before me - I can
see where we are at 18.9, 18.8, 18.9 in 1998.

Ms. Abraham. Right. I mean, we have come down about three
quarters of a million since then. That is true.

Representative Saxtom. So there has been a trend downward ovet
the long-term, and there has been a specific trend down over the shorter-
term since 1998, and it became an especially steep decline beginning
about January 2000, is that-

Ms. Abraham. I might date it in the summer, rather than in January,
but, yes, declines have accelerated.

Representative Saxton. And, at the same time, the civilian
unemployment rate during those years - in spite of the fact that
manufacturing employment has declined - the unemployment rate has
declined along with it, meaning that other sectors of the economy have
picked up jobs.

Ms. Abraham. Right. That is right.
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Representative Saxton. But then we see, in terms of the
unemployment rate, beginning in the second quarter of 2000
unemployment started to increase again, did it not?

Ms. Abraham. Well, I guess I. would characterize the un-
employment rate slightly differently. I would say that for a long period
of time, I think it was 15 months, the unemployment rate hovered in a
very narrow range. From October of 1999 through December of 2000,
it never got outside of the'range from 3.9 toA4.1 percent. So I would
characterize it as having been quite stable at a very low level over that
period. It has been a little higher over the last two months.

Representative Saxton. 4.2 percent. -

Ms. Abraham. Right.
Representative Saxton. Okay. So there is obvious reason for

concern about the loss of manufacturing jobs, and-there is reason for us
to examine why the unemployment rate has continued to go down.
Obviously, that is because of increases in job growth in other sectors.
But now we see that while we continue to lose jobs in the manufacturing
sector, job giowth in the other sectors is not as robust, and that started
during the last half of 2000, is that right?

Ms. Abraham. Let me try to state what my sense of this is: we have
seen slowdowns in' overall payroll employment growth, but those have
been 'very concentrated; They have been concentrated in the last few
months, as compared to earlier in 2000. They have been concentrated in
manufacturing and in temporary help. Employment in the rest of the
economy really has not slowed at least over that time frame. These
recent declines have been quite concentrated. The recent slowdown has
been quite concentrated.

Representative Saxton. When you say recent slowdown, you are
talking about the last half of 2000?

Ms. Abraham. Yes. ' ' ' ' '
Representative Saxton. There have also been widespread reports

of layoffs in the private sector, but they are hard to evaluate in the context
because -some job growth. has been going on, as we have been saying.
What do your figures show about the layoff situation and its impact on
employment and unemployment?

Ms. Abraham. Let me just describe the information that we have on
layoffs. We have information on mass layoffs that show up through
people registering for unemployment insurance. If there is a company
that lays people off and 50 or more of their people register for
unemployment insurance, we pick that up and are able to track that. '

At the end of last year, November, December, we saw a substantial
pickup in the volume of layoff activity. January's' number wasn't out of
line with what we had seen a year earlier. I guess it remains to be seen
what the numbers for February, March and so on are going to show.

The November and December numbers certainly do show a higher
incident of layoff activity than we had seen in this data series before.
These data only go back five years, six years, so we don't have a long
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time series. But the numbers for the end of 2000 were certainly quite
high by historical standards, standards of the recent past.

Representative Saxton. Let me just go to general impression. I
know that some of the information I have here is not data that you
developed. It is obviously very closely related. Slowdown in
employment growth over the last seven or eight months tracks with the
slowdown in GDP as well, is that correct?

Ms. Abraham. Generally speaking, I think all of that economic data
that we have seen recently are telling a fairly consistent story.

Representative Saxton. And the slowdown started-
Ms. Abraham. At the end of last year.
Representative Saxton. Third quarter of last year.
Ms. Abraham. Unfortunately, I don't have the GDP figures in front

of me. I take your word for it on that one.
Representative Saxton. The GDP growth in the second quarter of

last year was 5.6 percent. According to the figures I have in front of me,
the third quarter was 2.2 percent; and in the fourth quarter it was 1.1
percent. That sounds about right.

Ms. Abraham. That sounds like a slowdown.
Representative Saxton. And personal consumption follows the

same downward trend, or appears to. In the third quarter of '99, it was
very robust; and during 2000 consumption began to decrease fairly
rapidly. And that tracks with the figures that you are. seeing, I assume.

And retail sales. the same thing occurred in January of 2000.
Actually, in May of 1999 consumption started to fall. Retail sales started
to fall and have continued to fall.

I am not sure whether you have evaluated those numbers or not, but
is it your general agreement that that has occurred?

Ms. Abraham. General agreement that the picture seems to be
pretty consistent.

Representative Saxton. I am not going to go through all these
figures, but my staff has provided measure after measure that shows the
decline in the economy started six months ago, according to some figures,
a year ago according to other measures. Would you generally agree with
that, that is the case?

Ms. Abraham. The figures that we focus on., of course, are the
employment figures. Employment growth in 2000 was below
employment growth in '99, but sort of within that, as we look at those
data, the last several months, five months, is where the slowdown has
been particularly pronounced.

Representative Saxton. It is consistent with the slowdown, correct?
Ms. Abraham. [Witness nodded.]
Representative Saxton. Thank you very much.
Senator Corzine, do you have any questions at this point?
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Senator Corzine. Thank you, Mr. Chairman.
Commissioner Abraham, I guess my question would be,

acknowledging the pattern of other economic measurements that the
Chairman cited, have you done any work on the historical perspective of
how we enter into a recession and what - if we were, in previous periods,
how long the lag is and what kinds of early warning signals within the
detail of the employment statistics would red flag that? Are there any
signs along those lines? The temporary hiring patterns, corporations have
often been cited as one of those places where you might look first.

Ms. Abraham. That is not something that we devote resources to.
That really gets away from the production of the data into the analysis of
the data.

I know there are things that people do look at. Some people, as I
think we were suggesting, look at employment in help supply, mainly the
temporary help firms. Some people look at the number of people
unemployed for fewer than five years, the new!y unemployed. as kind of
an indicator. Sometimes people look at the other labor market indicators
like people working part-time when they would rather have a full-time
job or people giving up on job search. But, no, we have not attempted to
analyze past cycles and pull out of the data what we should be looking at
to diagnose what is happening now.

Senator Corzine. With regard Lo your comments on electronic
components, does that tie to some of the slowdown that we have seen in
the dot-com phenomenon and slowdown or is.that really a different
picture into the economy?

Ms. Abraham. What the electronic components really are are
semiconductors, communications equipment, that sort of thing. So it may
be related, I suppose, to what is going on with some of these dot coms.
To the extent that the dot-coins are in retail activity, they would be
categorized elsewhere.

Senator Corzine. Then, finally, I would ask a question about your
comment that health services held strong in this period and tied to recent
changes in Medicare payment schedules. I don't know whether you want
to comment on whether you think this is a temporary phenomenon or one
that you believe might be sustainable iiI employment growth.

Ms. Abraham. It is very clear in the data that we have seen a pickup
in employment growth in health services over the period beginning in
about October. For the five months October, November, December,
January, February, health services as a whole was growing by about
22,000 a month, compared with just 14,000 over the earlier part of 2000.
Health services is an area where our long-term employment projections
suggest we can expect continued robust employment growth, just
reflecting the demographics of the society, if nothing else. So health
services is an area where I would expect strong employment growth over
the long term to continue.
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How much of any pickup we have gotten as a result of these
Medicare changes might be persistent versus temporary, I don't really
know.

Senator Corzine. Mr. Chairman, I think that is good for me. Thank
you very much.

Representative Saxton. Thank you very much, Senator. Very good
questions.

I would like to introduce to you, Commissioner Abraham,
Congressman Phil English, who is at this hearing for the first time and
appeared yesterday at a JEC hearing for the first time. Phil has been with
us since 1994 in Congress. He is a member of the Ways and Means
Committee, and we lobbied hard to get him on this Committee because
of his interest in economics.

Phil, welcome, and the floor is yours.
Representative English. Thank you, Mr. Chairman.
Commissioner Abraham, it is a privilege to take your testimony.
I was wondering if I could get to you elaborate further on some of the

trends you see in the manufacturing sector, manufacturing being
obviously a critical sector but being a category that is so broad that it
almost conceals more than it reveals. I am wondering if you could give
us a sense, for example, of what the job patterns have been within the
steel industry within the last month.

Ms. Abraham. Maybe I could put some of this in a bit or a longer-
term perspective as well.

Representative English. Certainly.
Ms. Abraham. There are a number of parts of manufacturing that

have really been on a long-term, secularly declining employment path.
The two that jump to mind are apparel and also other textile products,
which have just over long periods of time been shedding jobs at a fairly
rapid pace.

You asked specifically about what has been happening in steel. Steel
is the biggest part of what we call primary metals. Over the month,
primary metals fell by 5,000. It fell by 6,000 in the month before that.
It was down by a couple thousand a month over the prior 12 months. So
the last couple months have been substantially worse than the average for
the recent past.

Parts of manufacturing had actually been doing fairly well up through
the middle of 1998. Manufacturing as a whole had been doing well
through the middle of 1998. We had seen employment growth in aircraft,
we had seen employment growth in industrial machinery, electronic
components had been doing well. Then manufacturing got hit by the
Asian economic crisis, and in a lot of those industries you started seeing
employment declines.

Things had leveled off in many of them for a period of time, but all
of these industries have been experiencing employment declines in recent
months.
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Representative English. Do you have the data broken out to help
us identify some other sectors? What I am trolling for here is there are
certain sectors that are obviously import sensitive. There are others that
are very sensitive to changes in export conditions. And I wonder, for
example, do you have a break-out for machine tooling or do you go down
to that far in - do you identify sectors that narrowly?

Ms. Abraham. In the data that we put out for the current month, we
don't have data that go down to that level of detail. When we put out data
later on, we do have data that are more detailed and would include things
like that.

Representative English. What was the trend-
Ms. Abraham. We do have a data series that we put together -

maybe we could ask Phil Rones to talk about this - that is designed to
track employment in industries that are export sensitive. We don't have
a corresponding one for industries that are import sensitive. But maybe
you could-

Representative English. Mr. Rones, would you comment?
Mr. Rones. We have several series that track industry employment

related to defense, exports, construction. So we try to look beyond just
the specific employment growth in those industries. In what we call the
export sensitive industries, overall the over-the-month change was mmus
24,000. So we lost 24,000 jobs in what we call the export sensitive
industries. And what we are looking at there are industries that have at
least 20 percent of their gross revenues in exports. Over the year, we
have lost 66,000 jobs in those industries.

Representative English. May I ask, under the category of fabricated
metal products of which we have a significant component in Western
Pennsylvania, I see there is a significant projected fall-off for this month.
I realize month-to-month it is very difficult to predict what is going on,
but there has been, since November and December, looks from these
statistics seasonally adjusted to be a fairly significant drop. Can you
comment on that?

Ms. Abraham. We need to verify that, in fact, that is what we are
seeing. It was both this month and last month that industry lost 13,000
jobs, and it lost jobs as well in December. Up through November it had
actually been holding its own and even adding a bit. So it is really the
last several months where we have seen declines, in the last two months
rather sharp declines have occurred in employment in that industry.

Representative English. And under industrial machinery and
equipment I see there is also a significant drop-off just over the last
couple of months seasonally-adjusted.

Ms. Abraham. Correct. We had seen some declines earlier for
industrial machinery, but it was down and up, down and up. Last
three months have all been declines, with a rather sharp decline this
month.

Representative English. Thank you. That is extremely helpful; and,
Mr. Chairman, I appreciate the opportunity to participate.
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Representative Saxton. Thank you very much, Mr. English.
Commissioner Abraham, if I may just ask you about New Jersey for

a minute, the New Jersey economic situation. And understanding that
these figures are from January, what do the recent trends in employment
and unemployment suggest about the State's economy and in what
industries does employment growth seem strongest and in New Jersey
which sectors seem to be the weakest?

Ms. Abraham. Let's see, Phil Rones I know has brought a package
with some information for the State of New Jersey. I have also got here,
if I could pull this out, some information on the employment.
[The chart package concerning the state of New Jersey appears in the
Submissions for the Record on page 51.]

Maybe you could comment on the unemployment picture, Phil; and
I will comment on the employment.

Mr. Rones. What we prepared for you is a map that has
unemployment rates in New Jersey by county, and we will give this to
you. What we see here is that the New Jersey unemployment rate is 3.8
percent, and that was an average for the year 2000 which is just slightly
below the unemployment rate for the Nation as a whole, which averaged
4 percent.

One thing you will see from this, there is a very dramatic range in
unemployment. There are parts of-New Jersey where the unemployment
rate is between 1 and 2 percent and has been for a sustained period of
time, and there are counties in southern New Jersey where the
unemployment rate is higher than 10 percent. So there is a substantial
spread in the economic conditions in different parts of New Jersey.

Ms. Abraham. You also asked about what was happening with
employment in New Jersey. Employment in the State of New Jersey was
up by 1.7 percent over the year ending in January of 2001. In terms of
the pattern of that employment growth, it looks not unlike that of the
Nation as a whole. Construction employment growth has been very
strong in New Jersey over the year, up 3.8 percent. Manufacturing
employment was down over the year by 1.7 percent. We saw strong
growth in services.

So I would provide for you as well the figures that break out the mix
of employment growth, which sectors have been growing and which have
not. But the broad picture is certainly consistent with what we are seeing
for the Nation as a whole.

Representative Saxton. Senator.
Senator Corzine. We have a little interest in this chart here on this

side of the table, regardless of our political affiliations. I appreciate the
information. I think the dispersion is really quite striking. I suppose that
is the case if we looked at almost every state in the country.

Ms. Abraham. That is true. There tend to be pockets, often in more
rural or more isolated parts of the geography, where the unemployment
is higher.
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Senator Corzine. I hope that we will be able to take advantage of
his New Jersey connection on a consistent basis, the Joint Economic
-ommittee. Thank you very much, Commissioner.

Representative Saxton. Has your analysis of the unemployment or
employment situation in New Jersey taken into account industry by
egion or job opportunities by region, or are you able to offer any
explanation generally why it appears that perhaps our most ruratNew
lersey counties - and we do have rural New Jersey counties - are doing
significantly less well than counties that might be considered suburban
growing counties or urban New Jersey counties?

Ms. Abraham. We would be happy to take a closer look at the data
to see whether there is any light beyond what you see in the figures that
we can shed on that.

Representative Saxton. Well, thank you very much.
Let me ask one final question and then see if either of my colleagues

have a final question:
Commissioner, you have indicated to us in the past on a consistent

basis, as has your predecessor, that in effect you warned against reading
too much into one month's data; and I have delivered the same message
to us fairly consistently. Are the data reported today any exception to
that rule?

Ms. Abraham. Oh, lno. I think there are some things in the data for
this month that seem at this point to represent a trend that has continued
over several months. But we are by no means willing to make predictions
about what might happen next month.

Representative Saxton. And can you just articulate what that or
those trends mav be?

Ms. Abraham. Well, it is the things thatwe have already discussed.
I think clearly there has been slowing employment growth overall that
seems to be concentrated in manufacturing and help supply. In terms of
changes, there seems to have been a pickup in recent months, in 'the rate
of growth of average hourly earnings. Having said that, unemployment
has remained low and we have not seen any slowdown in employment
growth outside of, broadly speaking, the sectors that I already identified.

Representativ'e Saxton. 'But back to the thrust of my original
question, I guess - and I doxi't mean that you didn't answer my original
question because I asked you about trends and you told me what they
were - but back to - let-me just backtrack to my original question, and
that is that the data reported today are no exception to the rule in terms
of reading too much into whether or not we are seeing any kind of a
change in job growth or job loss.

Ms. Abraham. The more data you accumulate, the clearer the
picture.

Representative Saxton. Thank you very much.
Senator or Congressman, do you have - Senator Corzine.

72-432 2001 - 2
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Senator Corzine. Commissioner Abraham, the unemployment rat
for African-Americans jumped up from 7.6 to 8.4 December to January
and then I think it fell back to 7.5 percent. These numbers, these an
pretty volatile changes. I presume that has something to do wit]
sampling size.

Ms. Abraham. That is a good example of the point Congressmai
Saxton was making.

Senator Corzine. I wonder what we could do, given a desire to have
greater tracking? What do we have to do to make sure that we get a mon
steady read statistically over time?

Ms. Abraham. If we were to get a more steady read month-to
month, the only real option would be to substantially increase the size o
our monthly household survey. The monthly household survey is roughl'
50,000 households that are interviewed every month. Different group:
are represented, roughly in proportion to their share of the population
So African-Americans represent, very roughly, 10 percent of that sample
So naturally any statistics for that group are going to have, as you said
much higher sampling variability. The only real way to address tha
would be to substantially increase the size of the sample for that group
which would add to the expense of doing the survey.

Senator Corzine. Do you have any sense of taking the 50,000 an(
making it 75,000, or is there - and then with obviously commensuratt
pickup in the various distributional aspects, how much that runs, just X
gauge?

Ms. Abraham. The current budget for the monthly household
survey - you would know that, Phil. That is your responsibility.

Mr. Rones. The BLS share, which covers most of these monthl
data that we are talking about, is around $38 million a year for the
monthly survey. If we increase the sample by 50 percent to 75,000, yot
are probably talking about close to a $15 to $20 million increase in thc
budget.

I wouldn't try to talk you out of increasing the size of the CPS, bui
you would still end up with fairly volatile estimates for these small
groups, even at an increase of 50 or even a 100 percent. The overall
national unemployment rate is accurate to within about 2/IOths of a
percentage point each month. For some of these smaller groups we art
talking about month-to-month variability that could be a full percentage
point or even more. That would be reduced, but it would not provide
estimates that would be comparable to the large groups we are talkinE
about.

Senator Corzine. Over time hopefully I can form an opinion about
being able to question the cost-benefit element as we watch various
groups where you, have these high concentrations of unemployment.

Ms. Abraham. I might add, if there were particular interest ir
particular groups, it could also be possible to target sample increases on
those groups, which might make it somewhat less expensive rather than
just expanding the whole survey.
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Senator Corzine. Sure. That is one of those things that, as we go
:hrough this process of reviewing this data, the more precise in my
luestion - I am concerned about you can draw pretty extreme
,onclusions off of very volatile data if you are not careful - not you but
hose of us who use the data.

Ms. Abraham. I might note for some of these subgroups within the
,opulation, taking data averages over several months, for example,
)bviously gives you a more precise fix. You just don't have it so
)recisely for the current month.

Senator Corzine. Thank you, Commissioner.
Representative Saxton. Mr. English.
Representative English. No questions.
Representative Saxton. Commissioner, thank you again for your

isual fine presentation. We appreciate it very much, and we look
Forward to seeing you very soon in the future.

Ms. Abraham. Thank you.
[Whereupon, at 10:23 a.m., the hearing was adjourned.]
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SUBMISSIONS FOR THE RECORD

PREPARED STATEMENT OF
REPRESENTATIVE JIM SAXTON, CHAIRMAN

It is a pleasure to welcome Commissioner Abraham before the
Committee once again to report on the release of new employment am
unemployment data for February.

A review of current economic conditions indicates that the econom'
has slowed from the remarkable pace present through the middle of las
year. An array of economic data shows that the economy has been in.
slowdown for the last two quarters. For example, the rate of GDP growtl
has fallen two quarters in a row, and consumer spending and investmen
growth have also slipped.

However, there are some signs of residual economic strength ii
certain sectors such as construction and some service-producinj
industries. In addition, overall employment growth has slowed but ha:
generally been positive.

The employment-population ratio remains high, and labor marke
conditions. for the most part, remain fairly tight, as reflected in th;<
relatively low unemployment rate. The slowdown does make the
economy more vulnerable to shocks and disruptions, but the econom)
remains in positive territory. The Federal Reserve is aware of the
softness in the economy and its recent survey indicates that this is X
continuing problem.

'The employment data released today seem to be influenced by the
slowing pace of the economy. Payroll job growth for February wa-
135,000, considerably lower than the 225,000-250,000 range typica
during the healthy economic expansion. The unemployment rate
remained unchanged at 4.2 percent.

Given the weakening of the economy since the middle of last year
the case for change in economic policy is strong. The tightness or
Federal Reserve monetary policy should be relaxed, and the Fed has
taken steps in this direction earlier this year, although more remains to be
done. Further rate cuts by the Fed are needed.

Congress can also do its part by reducing the fiscal drag on the
economy from the excessive tax burden imposed by our tax system. The
tax system is counterproductive, and now is a good time to reduce its
negative effects. This will not make the economy turn on a dime, but il
will improve the prospects of continued economic growth now and intc
the future.

The current economic outlook poses challenges that should not be
taken lightly. Changes in macroeconomic policy are needed to get the
economy back on track.
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I want to welcome Commissioner Abraham to the Committee this morning. I
also want to thank Chairman Saxton for holding this hearing. These hearings
are an important tradition at the Joint Economic Committee.

No matter how you look at it, over the last ten years, we have experienced the
strongest economy in over a generation. Unemployment has decreased to
historic lows, the gap between the richest and poorest has finally started to
shrink, and poverty has dropped markedly.

However, in recent months, we have seen signs of a pause in the economy.
We are at a crossroads and we must remain vigilant if we are to continue to
build on our past successes.

Last week, the Bush administration proposed a tax cut that could be as much
$2.2 trillion. If enacted, a tax cut of such magnitude could reverse the past
decade of economic progress and could undermine the prosperity that
Americans have worked so a hard to achieve.

I fear this $2.2 trillion tax cut could return us to the days of budget deficits and
stagnant wages.

I bring up the tax cut because I believe the data we receive from the
commissioner is very relevant. Numbers like productivity are especially
important to the tax debate. On Tuesday, the BLS reported that productivity
growth during the last quarter of 2000 was 2.2 percent. For all of 2000,
productivity surged 4.3 percent, the best showing since 1983. Healthy
productivity growth is necessary to sustain high levels of economic growth and
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maintain improvements in wages and salaries, without igniting inflation. We
must do all we can to insure that productivity growth remains high;
we must do all we can to prevent the recent dip in the last quarter from
continuing.

Private investment in plant and equipment, education and training and
research and development are key to raising productivity growth. Some of my
colleagues like to argue that cutting taxes alone promotes more investment.
But if we learned anything from the last 20 years, it is that investors are much
smarter than that. They know that the real cost of capital - based on interest
rates and inflation - is more important than tax cuts.

If we want to sustain the prosperity of the last few years, we must be vigilant
against the prospect of returning to budget deficits, which would push up
interest rates and stifle private investment once again. I hope we will not
return to these failed policies but commit ourselves, instead, to paying down
the debt.

Recent statistical releases have raised some fears over the prospect of
renewed inflation. The core CPI inflation rate jumped to 2.6% year-over-year
in January 2001, compared to 2.0 percent at the beginning of 2000. It is
important to remember not to read too much into one month's or quarter's
data. Second, I return to what I said before: modest increases in wages and
prices do not need to be inflationary, as long as productivity growth is strong.

Again, I want to especially welcome Commissioner Abraham before the
Committee this morning and I look forward to hearing from you and your
colleagues about the current economy and its impact on American workers
and their families.
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PREPARED STAT'EMENT OF
SENATOR JON CORZINE

Thank you, Mr. Chairman. As this is my first hearing of the Joint
Economic Committee, let me say that I am very happy to be here, and to
be a member of the Committee. Given my backgroimd in the private
sector, I am hopeful that I will be able to make a contribution. And I am
glad to have an opportunity to serve with such a distinguished colleague
from my own home State.

Mr. Chairman. I am looking forward to hearing from Commissioner
Abraham and learning more about the most recent employment data. I
have been following these and other economic indicators closely, as I did
in my previous career, and, frankly, I have grown quite concerned. It
seems to me that we are in a period of great economic uncertainty, and
real down side risk.

For that reason, I have been working on a proposal with my colleague
from Florida, Senator Graham, to provide a middle class tax cut that
would provide a real boost to the economy. Our proposal would establish
a new ten percent rate bracket for couples with combined incomes -p to
$19,000, meaning that most families would get a tax cut of $950. The tax
cut would be retroactive, so that it would have an immediate stimulative
impact. And, of course, the faster we put money in peoples' pockets, the
greater the likelihood that we can avoid a recession and return to a path
of strong economic growth.

In any case, Mr. Chairman, while I-do have concerns about the state
of our economy, I hope we will hear some good news today. And I look
forward to hearing from Commissioner Abraham.
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Mr. Chairmam and Members of the Committee:

I appreciate this opportunity to comment on the labor

market data we released this morning.

The unemployment rate was unchanged at 4.2 percent in

February, and payroll employment rose by 135,000. Since

early last fall, the growth in payroll employment has

slackened. In the 5 months since September, the average

monthly increase in payroll employment has been 103,000. In

contrast, during the first 9 months of last year, payroll

employment had grown by 187,000 a month, on average. The

key features of the February data, in my view, are the
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continued reduction in manufacturing employment and hours,

the more-than-offsetting job gains in services and some

other industries, and the over-the-month rise in average

hourly earnings.

Manufacturing employment fell by 94,000 in February.

This follows a decline of about the same amount in January

and brings total factory job losses since last June to

371,000. The decline in February was widespread throughout

manufacturing. Even the electronic components industry had

a small job loss over the month; employment in this industry

has been on an upward trend since the spring of 1999. The

only manufacturing industry with a sizable over-the-month

increase was motor vehicles, but that gain (13,000) was only

a fraction of the loss that occurred in January (48,000).

On net, auto industry employment has fallen by 77,000 since

June.

Both manufacturing hours and overtime also continued on

downward trends inFebruary. Since June, the average

factory workweek has declined by a full hour, and overtime

has fallen by 0.8 hour. The factory workweek is now at its

lowest level since the spring of 1991, except for 2 months

when winter storms caused sharp, temporary reductions in

hours.
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Weakness in manufacturing.may have affected some other

industries. For example, wholesale trade--an intermediary

between manufacturers and customers--has lost 22,000 jobs

since November. This is the largest such decline in the

industry since early 1993. Employment in help supply

services, which is dominated by temporary help firms that

provide workers to manufacturing as well as other

industries, was little changed in February but has fallen by

200,000 since April. Help supply had experienced dramatic

job growth during most of the economic expansion that began

in the spring of 1991.

Employment in the services industry as a whole rose by

95,000 in February. Health services had the largest job

increase among the services industries, as employment in

hospitals continued to benefit from recent changes in

Medicare payment schedules. Employment also rose in social

services, computer services, and private education. Public

education accounted for a large share of the rise in

government jobs over the month.

Retail trade employment rose by 37,000 in February,

after seasonal adjustment, following 2 months of very small

gains. Mortgage banking continued to add jobs due to high

levels of refinancing activity. Following a very large gain

in January, construction added 16,000 jobs in February.
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Since October, employment in the industry has increased by

37,000 a month, on average. In the 12 months prior to

October, the average monthly increase was only 23,000.

Average hourly earnings were up 7 cents in February;

the over-the-year increase was 4.1 percent. This was the

fourth month in a row that the over-the-year increase was 4

percent or above. Throughout most of 1999 and 2000, the

over-the-year gains had remained in the 3.5- to 3.8-percent

range.

As I mentioned at the beginning of my statement, the

unemployment rate was unchanged in February at 4.2 percent.

The jobless rate for blacks, which had risen in January,

returned to its fourth-quarter level of 7.5 percent. In

February, the number of newly unemployed (those unemployed

less than 5 weeks) and the number of unemployed job losers

who were not on temporary layoff both rose for the second

month in a row. Other cyclical indicators from our survey

of households, such as the number of people working part

time despite their preference for full-time work and the

number of people outside the labor force who have stopped

looking for work, have shown no clear sign of an upward

trend.

In summary, the sharp downturn in manufacturing

employment and hours continued in February. Still, overall
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payroll employment continued to rise, and the unemployment

rate remained relatively low. Finally, earnings gains

appear to have picked up in recent months.

My colleagues and I would be glad to answer your

questions.
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THE EMPLOYMENT S ITUATION: FEBRUARY20101

The unemployment rate held at 4.2 percent in February, and total nonfarm employment rose by

135,000, the Bureau of Labor Statistics of the U:S. Department of Labor reported today. Large job

losses continued in manufacturing, where employment declined by 94.000. Employment gains in several

other industries, including services, accounted for the net increase in payroll employment. Average

hourly earnings rose by 7 cents over the month.

Ch.1t 1J. pbyPld.1..SeONdy.4stid. C5tt2 NtV W .eO lwwt% .suaily ate.
'4-h 98re, an,21 M,1998-Feby2001

Both the number of unemployed persons (5.9 million) and the unemployment rate (4.2 percent)

were essentially unchanged in Febnaary. The jobless rates for most of the major worker groups-adult

men (3.5 percent). adult women (3.7 percent), teenagers (13.6 percent), whites (3.7 percent), and

Hispanics (6.3 percentl-were little changed from January..The unemployment rate for blacks declined

to 7.5 percent. the same level as in the last quarter of 2000. (See tables A-I and A-2.)

In February, both the number of newly unemployed (those unemployed less than 5 weeks) and the

number of unemployed job losers who did not expect to be recalled rose for the second consecutive

month. (See tables A-6 and A-7.)

nteaom) (s S

Total employment was essentially unchanged at 135.8 million, seasonally adjusted, in February. The

civilian labor force, at 141.8 million persons, also was little changed over the month. The labor force
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Table A. Major indicators of labor market activity, aetasonally adjusted
(Numbers in thousands)

Quarterly averages Monthly data Jan.-
Category 2000 2000 | 2001 Feb.

m I T V Dec. I Jan. I Feb. change

HOUSEHOLD DATA Labor force status

Civilian labor force...........................

Employment...............................

Unemployment............................

Not in labor force..............................

All workers.......................................

Adult men....................................

Adult women ...............................

Teenagers....................................

W hite...........................................

Black...........................................

Hispanic origin............................

ESTABLISHMENT DATA

Nonfarm employment......................

Goods-producing'........................

Construction..........................

M anufacturing.......................

S rvic prosducimg' ......................

Retait trade ......

Services............

GoveruneenL..........................

Total private......................................

M anufacturing.............................

Overtime...............................

Total private......................................

Average hourly eaminags

total private...................................

Averae weekly earnings.
-4 .a.-

140,706 141,208 141,489 141,955 141,751 -204
135,049 135,593 135,836 135,999 135,815 -184

5,657 5,616 5,653 5,956 5,936 -20
69,235 69,358 69,254 68,934 69,275 341

Unemployment rates

4.0 4.0 4.0 4.2 4.2 .0
3.3 3.4 3.4 3.6 3.5 -0.1
3.6 3 3.4 3.6 3.7 .1

13.5 12.91 13.1 13.8 13.6 -.2
3.5 3.5 3.5 3.61 3.7 .1
7.6 7.5 7.6 8.4 7.5 ,9

5.6 5.6 5.7 6.0 6.3 .3

Employment

131,619 131,836 131,878 p132,102 p132.237 p135
25,680 25,623 25,569 p25,639 p25,564 p-75

6,688 6,732 6,717 p6,875 p6,891 p
16

18,453 18,350 18,312 p18,216 pl8,122 p-94
105,940 106,213 106,309 p106,463 p106,673 p

2 1 0

23,189 23,225 23,245 p23,250 p23,287 p37
40,553 40.752 40,797 p40,884 p40.979 p95
20,536 20.435 20,435 p20,502 p20,539 p37

Hours of work
2

34.4 34.3 34.1 p34.3 p342_

41.5 41.01 40.4 p4091 p40.6

4.5 4.2 3.9 p4.1 p3.8

p-O.I

p-.3

p-.3

Indexes of aggregate weekly hours (1982=100)2

151.21 151.21 150.61 pI5i78E p151.0 p4.8

$13.79 $13.95 $14.02 p$1
4
.03 p14.10 pS007

474.03 478.13 478.08 p481.23 p482.22 p.99
' Includes other induatiea, not shown separately. .

I Data relate to private production or nonsupervisory workers.
preLlminazy.

. . . . . . . ._

_

Earning,2

zuu - . ...............
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participation rate-the proportion of the population age 16 and older who are either working or
looking for work-edged down by 0.1 percentage point to 67.2 percent. still relatively high by
historical standards. (See table A-l.)

About 7.6 million persons (not seasonally adjusted) held more than one job in February. These
multiple jobholders represented 5.6 percent of total employment, compared with 5.8 percent a year
earlier. (See table A-10.)

Persons Not in the Labor Force (Household Survey Data)

About 1.3 million persons (not seasonally adjusted) were marginally attached to the labor force in
February, the same as a year earlier. These people wanted and were available to work and had looked for
a job sometime in the prior 12 months. They were not counted as unemployed, however, because they
had not actively searched for work in the 4 weeks preceding the survey. The number of discouraged
workers was 289.000 in February, about the same as a year earlier. Discouraged workers, a subset of the
marginally attached, were not currently looking for work specifically because they believed no jobs were
available for them. (See table A-10.)

Indugar Payrol Employmet (Establishment Survey Data)

Nonfarm payroll employment increased by 135,000, seasonally adjusted, in February. Since last
September, the average monthly growth in payroll employment has been 103,000, compared with an
average gain of 187,000 during the first 9 months of last year. In February, major job losses continued
in manufacturing. These losses, however, were more than offset by gains in services and most other
major industry divisions. (See table B-.)

In the goods-producing sector, manufacturing employment fell by 94,000 in February, following a
similar loss (as revised) in January. Together, these losses exceeded the total employment decline in this
industry for all of 2000. With the exception of motor vehicles, where some workers returned from
temporary layoffs, employment declines in manufacturing were widespread in February. Job losses
continued in fabricated metals (13,000) and in industrial machinery (11,000). Electrical equipment and
apparel also lost 11,000 jobs each. Smaller employment declines occurred in a number of other
industries, including furniture, primary metals, textiles, printing and publishing, paper, and rubber and
plastics.

Elsewhere in the goods-producing sector, construction employment rose by 16,000, seasonally
adjusted, in February, following an unusually large increase in January. Mining employment rose by
3,000 in February, after having increased by 8,000 in January. Employment in oil and gas extraction
continued to grow; this industry has gained 25,000 jobs over the last year.

In the service-producing sector, services employment increased by 95,000 in February, about in line
with its average monthly increase during 2000. In February, health services employment rose by 28,000,
as hospitals added 11,000 jobs. Business services gained 24,000 jobs, after 4 consecutive months of job
losses. Within business services, employment rose by 15,000 in computer services, following weak
growth in January. Help supply employment was little changed over the month; in the prior 4 months,
job declines totaled 181,000. Social services added 15,000 jobs in February, and private education
employment grew by 20,000.

Employment in finance, insurance, and real estate rose by 16,000 in February, continuing the growth
trend that began last August Strong demand for mortgage refInancing boosted employment in mortgage
banks, which grew by 5,000 over the month. Employment increased by 5,000 in insurance carriers.
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Employment in transportation and public utilities grew by 28,000, following a decline in January. Job
growth in February was nearly double the industry's average monthly gain for 2000. Air transportation,
which had accounted for most of the loss in January, added 15,000 jobs in February.

Employment in retail trade increased by 37,000 in February, following 2 months of little change.
Gains were widespread. Employment in department stores, however, was little changed; this industry
has lost 60,000 jobs over the year. Wholesale trade employment declined for the third consecutive
month.

Government employment increased by 37,000 in February. Employment in local government grew
by 26,000, including an increase of 16,000 jobs in local education. There was little change in federal
government employment.

Weekly Hours (Establishment Survey Data)

The average workweek for production or nonsupervisory workers on private nonfarm payrolls edged
down by 0.1 hour in February to 34.2 hours, seasonally adjusted. The manufacturing workweek fell by
0.3 hour to 40.6 hours; since June, the factory workweek has fallen by 1.0 hour. Manufacturing over-
time declined by 0.3 hour in February to 3.8 hours, the lowest level since 1992. (See table B-2.)

The index of aggregate weekly hours of production or nonsupervisory workers on private nonfarm
payrolls declined by 0.5 percent to 151.0 (1982-100), seasonally adjusted. The manufacturing index fell
by 1.4 percent to 101.1. (See table B-5.)

Hourly and Weekly Earnings (Establishment Survey Data)

Average hourly earnings of production or nonsupervisory workers on private nonfarm payrolls in-
creased by 7 cents in February to $14.10, seasonally adjusted. Over the month, average weekly earnings
increased by 0.2 percent to $482.22. Over the year, average hourly earnings rose by 4.1 percent and
average weekly earnings grew by 2.9 percent. (See table B-3.)

The Employment Situation for March 2001 is scheduled to be released on Friday, April 6, at
8:30 A.M. (EDT).

Mareh 2000 National Benchmarks
In accordance with standard practice, BLS will release nonfarm payroll employment

benchmark revisions with the May data on June 1, 2001. The March 2000 benchmark
level has been finalized and will result in an upward revision of 469,000 to total nonfarm
employment for the March 2000 reference month, an adjustment of 0.4 percent.

Also concurrent with the release of the March 2000 benchmark revisions on June 1,
BLS will continue the implementation of a new probability-based sample design for the
payroll survey that began last year with the wholesale trade industry. Estimates for the
mining, construction, and manufacturing industries will incorporate the new sample
design with this release. Further information is available on the Internet
(http://stats.bls.gov/ceshome.htm) or by calling (202) 691-6555.
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Explanatory Note

Thus news rele presents turti from two major sneveys. the
Currenl Population Survey (housesold survey) and the cunrent
Enployment Statistics survey (establisrment rtuvey). The housesold

samoey provides the infotmation on dte Labor farce. employment, and

unemployment that appears in the A tables, marked HOUSEHOLD
DATA. It s a sample sruvey of about 5JO.ll households conduacted

by the U.S. Census Bureau foa the Barera of Labor Statiets (BLS).

The establishment survey provides the information on the

employment, bours. and carings of wOkeL on anofant payrolls that

appeats in tle B tabes, masked ESTABLISHMENT DATA. This

infornmtion is collected from payroll records by BLS in coopeotion

with State agencies. In June 2000. the sample inchlded about 300,00O

etablishmts employing about 48 million people.

For both surveys. the data for a given month relate to a paticuLar

week or pay period. In the household survey, the refereance week is

generally the calendar week that contains the 12th day of the -mots

In the establishment sanvey. dhe refeenoc perod is the pay period

including the 12th, which may o may not conoespond directly to the

cohaar week.

Coverage, definitIons, and differences
between surveys

Household rm'ey. Tbe sample is seced o reflect the entire

cvilian noninstiottional popsdation Based on responses to a seoies of

questimo on mwot and job searh Dctsvities, each peroon 16 yeou and
over in n sample household is clasified as employed, unemplayed, on

net in the Ltabor fosce

People are casstfied naespyed if they did any work at all as paid

employees during the reference week; worked in their own business,

profession, or on their own farm: or worked witlout pay at least 15

boaurs in a family buness or faint. People are also counted as

employed if they were temporarily absent from theirjobs becsroe of

illnessbad weather., vacation, labor-rmanagenertdisptes,orpemoal

Peopl are classified nse loyedif dthy ment all of the following

cteria: They had no employment duoing the teference week; they
were available for weak at that times and they made specific efforts to

find employment sometime doinng the 4-week petiod ending with the

referenceweek. Person5sLidoff froms ajobandespectingrecall need

not be looking for work to be counted as unemployed. Tbe

unemployment data deived from the bousehold survey in no way

depend upon the eligibilty for or receipt of unemployment insnrance

benefits.
The cirili Laborforce is the sum of employed and unemployed

peason& Those not classified as employed or unemployed am aor in

rk Labtorfo-ce. The t-pmoyssesat ronis the number unemployed na
a percent of the Labor fume. The laborfoPce Prtciptioa rosis the

Labor force as a percent of the population, and the epayosea-

Popuaktion atio is the employed as a percent of the population.

Establishment anrvey. The sample eatablishnents are drawn

bom private noufarm businesses suth as factides, offices. and stoses,

as well as Federal, State. and local government entities. E-pdo- on

notjn payois are those wbo received pay for any pan of the
reference pay period, inclding petsons on paid levea Pernso a
courted in endsjob they hold Hoanadearmgsdata a for private
businesses and ndlate only to produatinn onokers in the goods-
ptroducing setor and aonlsupervisry workcts it the snvtce-productog

sector.
Differences in enoyent eslthsetnts The numrous conceptual

and methodological differences between the household and
estabhshment surveys nsudt in important distints in the employment
estimates derived from the surveys Among these re:

*Tb.b1 o lak uuvyaO es ntad anl-ebermploaf empbyd.
unpaidfm.ilymont-n.Adpivfaeousehloldwoknsao tgtbeemptoyt.
Thbe gups areecludd from the esablshtmntstaey.

* The bousehold nrevey includes peonlo on unpaid leave among the
employed. The emtblishmeat survey does not.

* Thebouseboldsurvoyl imitedto workers l6yeasofgDe andolder
The etabhlislent survey is aot limited by age.

* The household survey ha an duplicaton of indinduals, became
iodividuals b ecom tedonlyonee.entftheyboldmaetb noncjob. In
the establishmeont survey. employecs working a mane than one job and
thus appesig on a than one payroll would be counted separately for
e c ppsc.

Other differences between the two surveys are described in
'Companing Employment Estimates from Household and Payroll
Surveys.' which may be obtained from BLS upon request.

Seasonal adjustnent
Over the course of a year. the izc of the nation's labor force and

the levels of employment and unemployment undergo sharp
fluctuations due to sd seasonal events an changes in weather,
reduced or espanded production, harvests, major holidays, and the
openingandlo singof cbools. Theeffectof uchseasonal variaton
can be vesy large; seasonal fluctuatons may accont for as much as
95 percent of the month-t-month changes in unemployment

Becanse these seasonal events follow a more or less regular
pattetneadhyeat.theiriifluenceousatstidrrtendstcanhbeehmnated
by adjusting the statisdcs from month to month. These adjustments
make nonseasonal developments, such as declines ia economic
activity or increases in the paricipation of women in the labor force,
easie to spot For esample, the large numbo of youth entering the
labor force each June is likely to obhcure my other changes that have
takes place relative to May, making it diffcull to determine if the
level of economic activity has risen or declined. However. because
the effect of students fanuising school in previous years is known, the
statistcs forthe rent yeaercanh be adjusted toallow fora comparable
change. Insofar as the seasonal adjustment is made correctly, the
adjusted figure provides a more useful tool with which to analyze
changes in economic activity.

In both dte household and establithmult surveys, most seasonally
adjusted series are independently adjusted. However, the adjustled
scries for many major estimates, such as total payroll employment,
employment in most major industry divisions, toad emplyment, And
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unemploymesst are computed by aggregatng independently adjusted
component stries. For examtple, totml unemploynant is derived by
summing the adjusted series for four major ago-tex compoments; this
dhffen from the uncosploymnte estimate that woul'd be obtained by
directly adjusting the total or by corrbining the duration, rasoss. or
mote detailed age categories.

The m erical factors used to make the seasonal adjustments are
recalculated twice a year. For the housesold strvey, the factors ate
calculatedfortheJanuary-Juneperiodandagainforthelluy-Derember
peniod. For the establishnent survey. updated factors for sesona
adjustment are calculated for the May-October pertod and inuadsced
along with newbeneb i.atk, and again forthe Noveier-April period
In both surveys, revisions to sistoricat data are made onme a year.

Reliability of the estimates
Statistics based on the household and establihment surveys are

sbject tlo bath sampling and nonmsplingesrn. WArlmasaanplenrthbr
than theentire population is surveyed, tmere isisac ce that the sample
estimates may differ frosn the "true population values thy represnt.
The exact diffesenee, or sampling erro varies depondiag on the
particular sample selected, and this variability is measured by the
staadatd emror of the estimate Tbere is about a 90-percent chance. or
level of confidene, that an estimate based on a sample will differ by
no more than 1.6 ataadard enmas from the "true populations valre
bece of sampling ewar. BLS analyses ame geneolly conducted at
the gofeent level of Cronfiden.

Forenampledtheocnridenceinierval forthe morntlychangeintotal
empoymuent him the hosehold survey is ontheomlsrof pls ortmows
376.00. Suppose the estimate of total employment inrieates by
IO(I.OOD from ote month to the next The 90-parent confidence
interval on the monthlty change wouad range from -27600D to 476C00O
(100 0 1 -376.000). Tbese figures do not metan that the sample
resuits are off by these misumtdes, but rather that dicre is about a 90.
pernt etchantc that the "true" over-he-month change iies within this
intervaL Since this range iniscudes values of lessm ar zero. we could
not say with confidence that employment had, in fact, icteassed. If.
however, the reported employment rise was half a million, then all of
the values within the 90-percent confidence intrval would be greater
than rses. In thin case it is likely (at leant a 90-peecnt chance) that
an employmtent rise hbad in fctK occurred, The 90-percent confidence
interval for the monthly change in teamployment is o -2589000. and
for the monthly change in, the _Demloymeu rate it is +/- .21
peroentage pebi

Ir geneaal estimates imvolviug many individuals or establishnats
have lower standard eCrrs, (relative to the sine of dTe estimate) than

estimates which are based on a small nmztber of observations. fl
precision of estimates is also improved wien the dat sme cumdlated
ovr time sucs as for quarterly and an al awvrag. fa seasonal
adjustmnm process cam also improve the stability of the munbdly
estimates.

The houtehold and establishment surveys are also affected by
aonsaaplbt error. Nonsampling enoas cam ocon for many reasons,
including the failure to sample a segmtent of the population. inability
to obtain infonaation for all respondents in the sample, inabiblty or
unwillingnessm of respondents to provide correct information on a
timrny basis, misctahes made by respondents, and errors made in the
collection or processing of the data,

For esample. in the establishment survey, estimates for the most
recent 2 months are based on substantially incomplete eturits; for dtF
reason. thse estimates mre labeled prelminary in the tables. It is only
after two successive revisios to a montldy estimuate when neatly all
sample repqats haw been receied that the estime is considered final.

Another major source of nonsatmpling car in the establishment
survey is the inability to capture, on a timely basis, employment
geneeatedby new finis. Tocorrect for tbis systematic unsderstiostion
of employmneat growth (asnd other sources of eror), a process ktnow
as bis adjustment is included in the survey's estimating procedures.
whersby a specified number of jobs a added to the montdly sample-
based chnge, Tbe size of the monthly bias adjustnet is based largely
on pat relationships between the sample-based estimates
of employment and the total counts of employment described below.

Mmat sample-based estimates from the establishment survey am
adjusted onre a year (on a lagged basis) to universe comts of payroll
emnploymeatobtaunedfiamtadministiraftverecondsof theunmployment
instance progirm. The difference between the March sample-based
employment estimates and dte March umiverne counts is known us a
benbchmat revision. and sraves ass rough proxy fortotal sumveyeaor.
The new benchmarks also incoeporste changes in the clusification of
itsdasies. Over the pstg decade, the benchmark revision for total
nonftDt employmetm has averaged 0 3 percent, rangiing from rem to
0.7 pseent.

Additlonal statdstits and ote Infonmation
Mom comptehensive statsstis, me cotained in eapiayment and

Eanings. published each month by BLS. It s available for 524(X0per
issue or $50.00 per year from the U.S. Govemmoent Prtnting Office,
Weshington, DC 0402. All orders must he prepaid by sending a
check ormonry order payable to the Superintendent of Documenta. or
by charging to Mastercard or Visa.

Entplotayxiit and Easnings also provides measures of
sampling etror for the household survey data published in that
release For unemploymenrt and other labor fton cone e. these
meatates appear intables I-B through I-H of it "Eaplanatru y Notes."
Measures of the reliability of the data drawn from the
establishment survey and the -ua a untius of revision due to bench-
mark adjuntmnts mre provided in tables 2-B through 2-J of that
publication

Information in this release will be maide avmilale to ensorty
impaired individuals upon rempuctn Voice plonet 202-691-5200;
TDD messzae referral plone: 140C4774339.
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Gio08fopak83 ...... ................... 20033 25.40 25.028 24,647 25.834 25.005 25.035 25.101 25.030 25.58

L&49 ................................ 521 541 527 50 S33 542 541 940 540 501
kuw011*64 . ...... ........ ....... ..... 44.3 43.3 43.1 41.3 45 "4 43 44 43 42
cow.J*ft................... .. ... . 80.4 7.0 78.8 78. el so 78 78 79 79
0O .W4g888b8dm .................. 283. 314.2 312.3217.4 280 300 311 311 318 331
NO.1880fW..SWC.W 8 it S......... . 1032 104.2 100.0 100.8 1ll 100 100 107 100 108

Co.,88od ...................... ....... .. 0.129 6.89 6*4 0.30 6.818 6.74508.334 8,717 G.87 6.88
G.-W10.I -goobr&. . ......... 7i.5 1.502 1,478.4 1.4735 1.481 1.017 1.53 1.87 1.546 I.04
H Y..o .M8nolb .oq b. . ....... 758.0 838. 7712 7742 885 883 683 887 an 811

SPW094 -&WIM1 ................ 3.9002 4*884 4,120.5 4.121.4 4.242 4.33 4.33 4.323 4.430 4.434

1il ctA ... ......... ....... .... .10.8 II=~ 16117 16.04 16M7 1837 18.38 I6.32 18.210 18.13
P..1 .4 ............... . .... 12,83 12.03 I2.36 13225 1.087 12.082 12A04 12.515 12.442 12.301

DIM Goft ..... .. ....... 11.080 11I.08 10807 10.87 11.008 11,083 11.00 II.03 10.59 18.90
P80088 I ....... ........ . 7.87 7. 7.419 7.3B4 7.06 7.042 7.04 7.02 7,404 7.411

-i- d1 -d0 Po.00 ............... 6192 801.2 78786 780.3 832 112 807 802 788 788
F.rib80114kfo88.. .. ...... . 55 83.7 003.1 048. MA0 583 580 554 883 547 641
SW80, day. Wd91408 PM083 ........... 588.4 003 4.3 54 0 48.4 087 584 063 881 587 063
PI my wW W8181*86...............- 658. 8883 677.5 873.3 egg So1 680 68m 877 872

MM K.30 0 0 k Ml*11 d884 MA6 2200 218. 217.0 (1) (I) (1) (1) (1) (I)
P64.64 WP9d4 M ....... ......... 1.... 248 1,533.8 1,018.8 1,5= I.3 I. 1.3 1.53 1.03 1,517 1.00
bL.MW .......08* 50 . 2.- 134.7 2.12M 42.112 2.1002 2.131 2.124 2.12? 2.24 2.118 2.107

C.PAl VW Mq WIPWl ....... 6 388 263.0 382.3 381.2 368 301 21 3 80 382 363 8
B682880888

8
098

1
6183

6
818QSp118 1.08± 1.73180 1,72083 1713.6 IAM4 1.718 1,724 1.720 1.724 1,713

BE ft*O.*on~p08 NW4 mauorif 644.7 SKI. 888.6 8024 645 887 884 888 68 6
Tlow.Wj~~~n.Q ....... .......... 1,058.0 1,018. ,8 1.753 1,787.1 1,880 1,812 1,814 1.013 1.757 1.788

M.W"hk..0owp- ... ..... 127.1 88135 8302 88±3 I.83 881 80 m 640 003
Ako8880W0 p600 .... .......... .. 45289 45738 454.0 454.8 453 458 455 458 452 453

knh,.0ft 01688 od ...... 6441.. W 801.0 8512 800. 644 847 689 801 803 883
&DA.8.681.N M6L.48 6 ............. 304.3 3830 5 3087 388.1 386 395 304 382 391 300

Nod.r 18..bi o0.. .................. 7*37 7= 7.210 7,178 7,305 7= 7.8 7*278 7.067 7.218
Pl0*k~d wakl ... ................ 5.00 S= 4.64 4,911 5.100 5.41 5.018 4.88 4M 4.88

ROW d 80418,38M4.8A1 ........... 16403 1,0809 1,0. 1.631.0 1,87 1.67 1,087 1.06 1.800 1.00
T~ --ft.... ..................... 381.8 302 30L2 387 37 37 37 37 30 35

7T89. 8 PM.0 .... ............. ..... 548.4 5203B 18.1 01038 540 036 030 83 521 513
App" NW8048± t881 P91u0t0 ......... 88±7 8242 816.0 611.6 665 633 630 625 63 815
P80kWWW04b4p'8*~ .............. 6812 60839 0016 648. 663 688 007 006 803 800
PW W I . I I. .... ......... ..~. 1,5467 1,581 1,583.0 1,544.8 I,080 1.08 I.00 1.064 1.50 1508

Ch nib l PI.4 .. ..2.... ..... lAW 1.831A 1*018.4 LOW8. 1.031 1 = 1.824 1*32 1.02 1,019
PM.WM 8 OOWPM .............. 12738 128±4 133.9 104.8 132 131 13D 128 128 128

andw NW 91500910*20 - 1,01036 9.5 864.1 878.0 1,010 1.001 888 961 gee 877
L840 w14.010l ......... ...... 75.3 71*0 687 88. 78 73 72 71 70 68

S.r~.o.0ck*so8. ...................... . ...I13.W3 107.= 104363 10870 104.808 108±124 106.33 10630 108.463 106MM

Ti09i180l 01, p6k t~d .......... 687 7.147 7,819 7.028 6.83 7.046 7,88 7*88 7.077 7.105
TWOP88i0 ...A - .. .. 4.424 4.841 4.518 4.524 4.478 4.54 4,58 4.01 4.571 4.08

RW.W .. .~l0 0 .... 22. 2 218.0 213.4 2122 225 218 2 217 318 216
LocM l mW kft-Amp6868W M09 -. 5052 512. 509.4 514.4 488 50 SW0 S80 503
T.oif SMw~aI80868 ....... 1,788. 1,003 1.814.0 1.018.7 1.16437~ t 18050 I.88
vm.18508 .1 8 ..... ......... . la"19 1883 16438 1643 ISO 288 2D8 208 2D 0
T-..np.181. by8 ... ...... 1,047A 3 .1.3071.33 1.30. 1.25 1387 U1.10 1.321 1.312 1*37
P5..8..8wa .*na onlS .. ... ....... 12.4 12±5 134 12±3 12 12 13 12 12 12
T00OwOofsl I,1 .- . ......... 48±7 4773 47320 474.3 480 474 478 478 478 477

Cm0i00l01.WA kf.M. .. 2449 2.00 2.28 2.504 2.458 2.487 2.487 2.90 2.04 2.12
C.-L.Wofts ....... .3.1.,.....1,84 1, 1,200±3" AS 1.08 1.081 I,8 1.0 IA88I 1.08

E6808- g68. 013 99188 -Am8 ... 884 8803 88I 801.3 880 ON 883 680 80 968

AWN~ds bidsft - - ...- 8,65M 7.37 7.= 7.= 7.011 7*6 7.08 7.0 7.074 7.071
D~ts9.o 0 - .. - 4.159 4= 4.178 4.175 4.177 4,337 4.G 4.30 4.183 4.194
0664 god ..... ... 2N,80 2.99 2.647 2.47 2.834, 2.688 2887, 2.884 2.88 2.87

8an 68001886 814 ow 3888,l . . . . . . . . .
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MTELSHMEW1 DATA MSABLOHIM DATA

ToW H 1. E.Plf -n Amf poshM by blo&yc _t.

(In A*W)

RMA MM 22,440 23,914 22= 2Z722 22= 23,193 - 23.245 23.25D 23=
Ek ftftb W Vd.. W&I 1= 7 WSA 95&6 1.020 1 = 1,020 1.019 1.016 1.013
G.-W 0. ...... . ............. 2AS4.5 3.053.7 Z720.0 ZGW7 2.7S2 2.740 Z770 2.742 Z604 2A99

DW.b.. st� ------ 2=D.6 ZOW.3 2.7n.1 Z288.4 Z417 2,M Z419 Z411 2.354 2.357
F.0 $� - -- 3.471 LO WW7.8 3= 3 %SZ 3= 3.519 3.516 3= S= 3.5"
kftT.O. d.W.. d W.� 7 2-V" MW 2.395'60 Z399.1 4394 2.431 2.430 2.428 Z425 Z420

N- W .0 - dedw - ----------- -------- IJM.3 1,117.D 1.113,1 IIlfLg 1,100 1,12D 1,12D 1.121 1.121 1.123
App" &.d *=*$WV � ................. ... 1,M.0 1= 0 1,22S.4 1,184.6 1.184 1.2D5 1,211 1.217 1 = 12M
F-lift- W h- ftft" 0- IA97.7 IIV-7 1.142.3 1.123.7 1.102 1.128 1,13D 1,137 1.136 1.133
E.ft W &kOV pi.. 7.73S.2 COSU 7,791.9 7A743 7= 8,M 8.097 a.111 &125 8.140
Lf--MW- W Mbbh--.ft 24ni 32OZO 3.102.6 3.06&4 3.021 3.075 3A$4 3AS8 3.095 3,100

F- .b- ..4 W AM ............... . 7-%4 7.642 7AI8 7X35 7,624 7.638 7,647 7,661 7.676 7.M
Fb . ...... . ................................. .... 3.707 3.748 3.742 3.754 3,717 3.737 3.739 3,747 3.751 3,762

O.POWI-V WtJbA .. ....... ........... ... -- 2.051.0 Z0362 2A= 2.030.6 Z057 2.034 2= 2.035 Z033 Z035
Co...dW bft .. ........................ I A&�S 1.446-5 1.4422 1.440.3 1,469 1.446 1,445 1,445 1.443 1,443

2".4 238.7 238.4 235A 245 238 237 237 237 236
N..Mp..--y W7J 690.3 69D.5 GW6 699 eag 690 689 692 70D

M.'*.P b.W- W bl& . ............. 336.0 321.5 3232 32S.4 MS 324 323 321 325 330
S-fty W --. My Wk . ............ 7192 T72.1 771.7 774.3 723 766 768 773 770 778
HddhV W o0w b.*$� dfim -.- 238.4 249.4 247A 2502 238 248 248 250 250 249

ft� - .......... ............. Z35S 2= Z3W Z365 ZM Z355 2= Z352 2.3M Z372
h- ..i- . I.WD.9 1,5M.0 IMA I AW 0 1,60S IMI I.W7 IAWS 1.50 1 4%4
ft� &we W�� .�d' 7853 776. 9 774. a 775' a 767 774 775 7T7 M 77S

R.W 4� ......................... ... ............. ...... 1.491 1,631 ISIS 1,516 1534 1 -W 1,546 1-%2 1 Asm I-W

sa."k.0 39.408 40AN MAN 40,448 39,914 40AN 40.764 40,797 4DAM 40,gn
Agftdb.W -,iM 67L6 7492 697.9 697.6 796 aW 810 810 825 8M
H.t.ft .4 .0- pi . ........... 1.771.6 IM7 I.M.4 I.M.6 108 i.924 1,9W 1.948 1.948 1.95S
P.I..W SMiM ......................................... 1= 7 1,M.3 1 �=A 1= 7 1-165 I.M I M I = I.M 1,283

9.M.6 WMI MMS 9MZO 9,615 QM 9= 9.751 9,742 9.766
Oft.2 1,002.3 9982 1,004.0 1.000 1.000 IW4 1,009 1.014 1.017

P..Ol.w a** -- ------------- --- --3= 0 3.W9.O 3= 4 3,SII.O 3,773 3ABI 3A" 3.7" 3.60 3.695
HWO Al* -V . ................... . .. 3,M.3 3,4032 3.111.1 3,101.7 3= 3.432 3,413 3= 3M 3�M

C-w.t. Id OM P-- V -,ft. .. 1,9052 IM&P 1.999.8 ZOMG 1.906 1.986 1.982 11996 2,OOD 2,015
AWD Pk. .14� W PftQ 1.191.4 1,2112 1215.4 1=.O 1,195 I-U 1,2W 1.215 1227 1 =
W-ft- pk "mc . ............... 379.7 303 4 37&7 378.3 3S4 386 3B5 383 364 383
MOW Pid . .. .. . .... .................. ... SM4 641� 631.4 CMA 623 $30 631 639 640 GM
N.--* d .. 0. i;;� 1,517.2 1 X5.4 1.5513 UMS 1,723 1,791 1.793 1.797 IW7 l.M
F..m .Am ....... ... .... . ... ..................... 10,OSO.9 10,245.8 10.235.9 10,MIA 10.076 10,191 10.208 10=9 WAS 10285

OMM W dkd.-ii -ftW dDM . ...... I AW.6 1,964.7 1,964.0 1.9Wl 1.914 1.950 1.953 1.9SO 1,967 1.972
N.,AV W p.,..W - U.Nd . .......... I.M.6 1,799.6 1,796.1 IaW.8 1.790 1,793 1.793 1.796 1 ADI I .805
H-Pftb -------- --- ----- --------------------- 3ASA 4,056,9 4AW.0 4.06&8 4= 4.032 4,045 053 4,051 4,072
H- bereft � -,i.. 635.6 543.8 637.0 6W 639 645 6" 642 6" S42

LWW W�k. IM S 1,017.3 1,013.5 IA15.5 I.W? 1.016 1,014 1.015 1.018 i.021
Z44U ZSI&6 Z3272 Z542.6 2,3M Z357 Z355 ZW9 2X1 Z411

so.w ...... ............. . .......... 2,9113 3.0802 3,043.6 3,0802 Z912 3.019 3.032 3,054 3.062 3an
Chld fty -�..- :--: I 1.8 .. I .1. 740 784 787 792 796 02
P.Wd.W . ..... W&7 S"A SaO 847J 807 aW 840 U5 84 951

M� Wd b&.1i.W
9-Im- .. ..... ........ ........... ... 912 1012 94.9 96.4 100 103 104 104 104 105

M. bso oqp. ..... ..................... Z417.4 Z437.5 2,413.6 2.43D.0 2.439 Z446 Z450 2.450 Z450 2,45D
El.gh'..IVV d Wep.Wd WW� 3= 3 3,471.3 3.457.4 3,501.4 32M 3,463 3,471 3.496 3.498 3-SW

a- --- - 971A 1.017.6 I.OMS LOW W4 1.015 LOIS 1.021 IAM 1
.4 PbW MS- --- IM A 1,13&2 1.129.5 1.133.7 1.077 1.120 1,137 1.139 1,144 1.143

LM S2.7 S2.4 53-3 (1) (1) (1) (1) 11) (1)

Go"W."Im ... ........ .... ................................. 20.Wl 20,819 2D.436 2CA45 20,304 20.464 2D.405 20,435 2D.5M 20=
Rd" ............ 2.601 Z59S 2= 2.700 2= Z615 ZSW Z814 Z610

FedeML =PI P.W IAV.3 1.737.9 1.737.7 1,745.7 IJ336 1.762 1.76D 1.763 1,753 1.753
stop 4= 4AM 4An 4M k28 4.755 4,748 4,M 4.762 4,771

Ed..Oa. 249&5 ZIOU 1.924.5 Z1032 i,981 LM 1gn I�= i= i�M
olpw am Z725.1 Z751.4 Z75&1 Z75S.5 2.747 2.767 2.771 ZT79 Z780 Z782

-- ---------- - ------ 13.177 13= 13.162 i= l IZ986 3AS4 3A42 IVW 3.125 13.IS2
EdIC.U. 7AMM 7.740.3 7,57IJ 7.7Ml 7�M 7,=l t3R 7,W 7.400 7.416
M- bCW 9WW-W9 5,484b U19.4 5�W.4 S.W7.4 SAI I --�GW SM 6.713 5.725 5,73B

k.F~~anW _ -.. A.P d Wh bW
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OffAUBIWET DATA STANUUIIT DATA

7461. B,2 A,..g I~ ho..W P..&Kdm , M- W SI 911 m Iq4 AN by65

hi"0DJ0]~b I.IO 13. . s FIL
I -DW10L01 -il I=- 0I jIW IJ J 12= ~1 P

T.WP&M. ...... -- - -- 34.2 34.2 33.6 392 34.6 34.4 34.3 34. 342 342

God" d~t -------------- --- - -4028 40.3 40.0 3925 412 4029 4005 3928 40.4 39.9
- - f.. 44.1 449 442 45.0 44.7 452 4429 442 452 45.3

C~l4rM.wl W-. . 9 37.7 37.7 372 397? 393 395 372 3&9 392
M344SIftok .. .. 41.2 412 40.7 40.3 4128 414 412 40.4 4029 40A

O..6ulb~ ..h.. 4.4 42 329 3. 4.7 425 43 3.9 4.1 3a
Dft9. .... ...................... 42.1 412 41.0 4026 42.3 41.2 41.7 40.7 41.1 40.

OIV-h~................... ...... 4.7 4.4 3.6 3. 429 4.6 4.4 3.9 40 3.7
LWMA 14 .W P. .......... 40.4 4020 3923 39.3 4120 4026 40.6 3928 39.7 402

Fm40,..14 34,,.O ~~~~~~~ 362 4020 39 36.4 40.3 39.7 39.4 392 3920 39.1SW .d.w S~9k SIm M ------ 42.4 4129 412) 4026 432 43.3 42.7 41.7 422 412P"0."
7 0164 14k1691m 44.4 423 432. 42.1 44.9 432 43.6 42.0 42.5 42.1BW M ~ .14 shproi40o 402 432 42.7 42.4 45.4 442 44.1 432 42.7 42.5FOW4Md MW pdxft 42.2 41.7 412 4120 42.4 42.1 41.7 4026 41.4 4123Ud4646oWlAwy.,4 pm..b0 - 42.4 432 4129 412 4223 43.1 42.0 412 412 413m I Wt.4owddfto ~Aa..W 4125 4125 40.7 40.1 4128 412 40.9 40.4 40.7 4023TmUqpoWm ao.**.W ...o ......... 4329 42.3 4125 4120 44.0 43.1 4329 4020 41.2 41.1

&WWWNS.N6w144Q-~ ...... .... 40.0 412 40. 40.4 40.0 4420 43.2 40.1 4120 40239I. NO 461.bd6Pb6A4.3 .... 412 4123 4329 4120 412 412 4120 40.4 4028 402MWf ~ d.V3923 3925 392 3920 392 392 39.1 392 3923 392

Nw40, 964b.i... 40.6 40.7 40.2 392S 41.0 4026 40.4 4020 4025 40.1O,.151ho..... 4.1 42 32 3 45 423 4.1 32 4.1 32

F-d4.1d344.P
0 O* .. ......... 4029 4125 4029 3929 412 41A 412 40.7 412 40.7Tab~Plo,53 ................... 392 3929 3726 37A 402 393.6 3 9.9 6 3 908. 392TOSI9SA pro& ........................ 412 4120 4024 39.7 41.7 4029 4025 4032 4024 3928APWW~ 14d34BW -pv.o.9 .-. 372.... 36. 3 39 39.1 37.7 39.9 362 39. 36.6 391LPq,.14 ~ prod4c,, 432 432 42.7 4320 432 432 432. 4129 42.6 42.4P164019S14914SI44 ..... ...... - 39O 39.3 37.7 375 39. 39.3 3920 37.7 39I 3729

C~~wl~~14646dp~~~ol9,39 ~4325 43.2 42.7 42.5 42.7 4320 42.6 42.4 42.9 42.7
PWOI. NW M P-**M - - 43.4 442 46.3 462 (2) (3 (2) (3 (2) (3ftftw NO . plhs46P.os .2.....-- 4124 41A 40.7 4023 41.2 41.1 4120 40.1 40.6 40.4Lw*. Id ffj.o15 . ... ........ 37.7 3723 3723 36.9 361 37.4 3XI 37.1 36.0 37.1

S.nW--pvc.od1M . -............... ......... 39.6 32.7 32.4 39.6 39. 32.7 39.6 32.7 3968 3928

TIOpSt34OM P~th W4NW XI6. 392 361 392 39. 396 392 38.7 398 392
Whd4.b 546. ...... 61 39.4 39.0 39.1 392 362 392 39.4 362 39.

F.4946 ................ 32IL 392 29.2 29.4 39.1 39.6 39. 39.7 39.1 392
A kL. k& r. *s . 36.1 361 392 392 361 36.1 XI. 362 36.1 362

R I .......... .. 396 3925 3.3 39.0 32.7 39.6 39.6 39.6 39.6 39.6

I DMm W.ck -am4 1. ft*V~ 1 O P4l.-M d AWSady*M ~0
=I0~l104A 6s 4w~s W MM 

3
1n..Wi A w. ~ Is~w mwod MA I do oeSyas 9

b s 44 Sdf Sd ss*.. Th U56. ~ W Pima 455540 P: CmS 9W4 .6m w1S
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ESTABSUPRT DATA EVTADL5_T DATA

Tl.SA.g.l dA44y 5 d8 - .81 . -, _ 88., v., _ 5_ t m_

b-my I.2A I 2DO ¶ ____ _____ 20 gw0 1 y m2*0p I ___ate~~~~~ al1D2D xo20P2D
TOM __________ 91.5 :14M 914.5 114.15 $484.4 $479.8 1877.86 847959

ST w _133.54 1402 14ns 14.10 48.48 478.08 48123 482.22

Good 0 -.__________ 15.07 15.87 1151 15.84 814. 88 31. 50 24A. 617.75

M s- _ _ _ _ __ 172. 17.17 1722 17.13 758.52 770.93 771.48 77085

C. _0 ._ _ .... _ 17.42 1821 18.9 82 874.15 88852 88614 877.79

hg -- - ----------------------- 14.19 14.88 1481 14.86 588.89 884.t2 594.83 50.40

O-boo8- _ _ 14.73 1528 I5.IS 15.19 OW.13 834,82 821.15 819.71
hxw m _ -w 1183 1 1.98 11.84 11.98 488.85 479.40 40924 470503

Fu 11.51Md S 12.01 118 12.05 450.10 488 40 494 81
58814day. am own pmmA I&..... 9.158 I4.50 14.48 14561 881.9D 807.5 583.8 SU88I1
P5 f. " e5uO d.. 1829 16.84 19.85 19.8 7529283 72.5S 75929 6871e

bI. _.I -b M po_ - 19.59 182.2 18.50 1.1 8a 75.25 83.07O 832.85 812.38
_ . ..................... .87 1 :2 14.08 14.11 1 5 10 51.3 85.51

hw .I__..8 15.4S 1818 15.88 15.9 6SM2 876.8 66. 658.59
11888.44884 88¶¶ h =845 d _. . 15372 14.280 1403 14.10 58859 583.8 571802 585.41
T aPh m ... ...... 1........... 8.56s 19.7$ 182.5 15.40 815.88 8316 86 8O.12 796.83

M.W d f. -= Q7487 19.03 59.9 19.75 18.8 8 88.35 851.05 807785 885898
P854 d =8 9 P= = 14241 15.08 1452 1 .4.7 S99.3 621.8 8103 817
L I11 1.151 I .. L................ _s 123 91 118 11.91 4.13 470.46 483.8 464.45

sNg .____ _ _ _ 13.38 13.8 13.7$ 13.82 54n.42 W19 5549 50440
Food p-kl1dd U.os . -. 2.23 12.6s 12.54 12.80 58021 55S95 518e 52.74
TV ...... .......... . 14 18.54 1855 18.77 sssQ7 s3s.75 8873 70592
T.lb,dk MPo1A ..6 1559 I118 110 11.1 49.1 5.0 448.02 438529

8P984_ . Id. .. 98 921 928 923 339.e 339.83 348.49 33359
Ph 7 ad . ...................... -. 1559 M.54 164 19 .38 887.7 707. 1 7t42 887 12
sF9881_ ..d . ...... 14.13 14Js 1455 4 539.94 59.41 548.4 54
Ch8f8l P.*.18 ------- 17.87 19.33 12.4 1946 758.88 791.86 7785.85 784.55
P66518814.1 01. p0.o8 22M9. 21.68 21.94 22.10 88910 88592 889.77 1027-59
R.4800.1854 gW 610*55P 0 - 12.57 13.02 1358 13.M 559.40 634.23 531.14 559.1
L88 dwo 4.4088.*188 gas~9 1022 1559 10.21 375.49 383.25 38344 379.75

0..*.90885518 .. -- 13.11~~~mi M3.5 13.84 13.1 42759 442.79 441.94 446.95

Tbo,890.10600 .40 p. .....0 ........ 19.05 18.0 19.5 19.89 611.51 08,59 833.08 838.584

WOO=8881 bft ....... ....... ..... ........ 14.81 15,59 15.54 15.58 6889.7 588.88 550.02 58359

90.w50 Dow .- .35 9.59 9AB 8.88 599.48 275.9 212.88 374.91

F888 88045.4554.85 ....... 48 15.32 15.4 15.84 539.87 553.8 585.01 589.17

SWA- :~~~~~~3.77 1429 14.36 14.42 4.89.9 484.43 8.3 490

P . piety.11 SW MM1. tt 8-2.
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E6TAUI!SHRT DATA EWTABLSUHT DATA

T bP = d p5n 8 n_ 468- -- m p I

F.8 N.. 0D 8 - h
2DOD 2DOO 2OW 20 2001P 2001P Xol-

iw 2I.

a. . S13.54 S3.88 813. 814.02 814.03 $14.10 0o5C-.m (I) g . .... 7.87 7.89 7.91 7.80 7.80 NA (3)

Goo g_- - ............ 16 15.570 15.75 3
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Employment in total private nonagricultural establishments
Over-the-month change, 1999 - 2001

Seasonally adjusted, In thousands
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Over-the-month change, 1999 - 2001

Seasonally adjusted, In thousands
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Employment in manufacturing industries
Over-the-month change, February 2001

Seasonally adjusted, In thousands
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Over-the-year percent change in average hourly
earnings, 1990-2001
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Unemployment rates by county In New Jersey

Provisional 12-month averages for 2000
(New Jersey = 3.8 percent; U.S. = 4.0 percent)
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NEW JERSEY
Labor Force Data by County, Provisional 12-mornth Averages for 2000

*High unemployment rate counties arefumnd in the Southern part of the state, where

tourism and agriculture are important industries.
Two Northern couniies that have experienced lasses in manafacturing jobs and have

high concentrations of minorities also exhibit higher than average unemployment.

. Low unemployment rate counties are predominantly in the Western and Central parts

of thestate.

County Labor Foe Employment Unenpioymnt

Level Rate

A rlank County. NJ 126,550 119206 7.344 5.8

eon County. NJ 446,705 432.867 13.838 3.1

Eiittr9gM county. NJ 227.646 221.,004 6.642 2.9

Camden Conty. NJ 262.498 252208 10200 3.9

Cape May County. NJ 45.435 41.474 3,9861 8.7

Cumabmtand Couny, NJ 63,864 59,160 4.704 7.4

Ese County.NJ 4 372.,25 355.194 17.731 4.8

COou.lbeCo.mty.NJ 1322478 127,455' 5,023 3.8

u.HD Coaity. 6 ,. 283.193 2668736 16457, 5.8

.-" I.. dun County.NJ ' 69,914 8.6892 '1.22 1.7

'Mor.eritrCounty. NJ 18t.641 163.182 5.459 32

IM;- ldteetiCounttyNJ 410,640 397,610 13.030 3.2

M: nm-.: County. NJ 310.478 300.141 10.337, 3.

Mo*,: County. NJ 265.053 258,2 6201 2.3

Ocean County. NJ 213,607 205.086 8511 4.0

. - aac Courunty, NJ, 233536 221.865 11.673 5.0

,, SwnCounty.NJ 32.S30 31.110 1.420 4.4

-Soeiama County.NJ 170,339 166.614 3.725 2.2

susin County. NJ 76.842 74.584 2208 2.9

Unon County. NJ 269,101 258,341 10.760 4.0

Waren County. NJ 51.534 49.885 1,649 312
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NEW JERSEY
Seasonally Adjusted Statewide

Labor Force Statistics

dh8 L Foa Envo e Unanponewd

Lae.I Rate

19114

Jan 4.165.138 3.9672=2 197,916 4.8

Feb 4.152.852 3.959,195 193.657 4.7

MN 4.144.944 3.950.400 194.544 4.7

Apr 4.146.341 3.947,264 199,077 4.8

May 4.141.002 3.90.321 190,61 4.6

JAM 4.133.688 3.945,029 188.659 4.6

.54 4.128.871 3.940.596 188.275 4.6

Aug 4.125.663 3.940.142 185.521 4.5

Sep 4.138.146 3.948.854 187.492 4.5

Oct 4.143.365 3.956.857 186.508 4.5

NM 4.148.087 3.959,057 189,030 4.8

Dec 4.163.423 3.973,049 190.374 4.6

1m

Jan 4.179.224 3.987209 192.015 4.6

F.b 4.189.882 4.001.057 188.825 4.5

Mw 4.205.447 4.006.111 199.336 4.7

Apr 4.213.970 4.014,756 199214 4.7

May 4.216.722 4.013.185 203.537 4.8

Jan 4,218,690 4.015.577 203.113 4.8

Jt 4.223.781 4.022.508 201273 4.8

Aug 4,218.454 4.021,093 197,361 4.7

SaP 4.207.290 4.015.470 191.820 4.6

Oct 4.203.570 4.017.039 * 186.531 4.4

NM 4,195.747 4,01.-015 -t7-9U732 4.3

Dec 4.190.871 4.017.403 173.408 4.1

2000

Jan 4.171.225 4.014.086 157.139 3.8

Feb 4.167.808 4.007.463 160.345 3.8

Mw 4,162.672 4,011,896 150.776 3.6

Apr 4.166,187 4.012.688 153.499 3.7

May 4.168.471 4.013251 155220 3.7

Jen 4,169.074 4.014,697 154,377 3.7

JA 4.168.934 4.013.575 153.359 3.7

Aug 4.182.682 4.023.888 158.814 3.8

Sep 4,197.873 4.037,564 160.309 3.8

Oct 4.214.409 4.053.940 160.469 3.8

Nw 4.234.038 4.071.388 1f2,650 3.8

Dec 4252.271 4.091.633 160.638 3.8

2W01

Jan 4250.978 4.098.429 152.549 3.6
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TRANSPARENCY AND U.S. DOLLAR POLICY

INTRODUCTION

This paper makes the case for a more transparent Treasury Department foreign
exchange (dollar) policy. More transparent dollar policy would complement a growing
consensus on the desirability for transparency in the conduct of governmental policies in
general, and (international) monetary policy in particular. Convincing cases for more
transparency on the part of Federal Reserve monetary policy and in IMF operations have
already been made.'

More transparency in Treasury Department dollar policy dealings is long overdue
for a number of reasons:

* It has long been recognized that Treasury dollar policy is overly secretive and
non-transparent from a wide variety of perspectives.2 Some of the rationale for
secrecy in foreign exchange dealings is no longer relevant.

* There are a number of important economic benefits to improved transparency in
dollar policy.

* With ever-increasing global integration and capital mobility, dollar movements
become more important as a factor impacting the open macroeconomy. The
foreign exchange rate has become one of the key channels in the transmission of
monetary policy and therefore is increasingly integral to the transparency of
overall monetary policy.

* The 1993 Government Performance and Results Act mandates that agencies of
the government clarify their objectives and explain their operations. The
Treasury Department is subject to the letter and spirit of this law.

* Improved transparency complements congressional oversight. Congressional
oversight of dollar policy could be enhanced with more transparent Treasury
Department foreign exchange operations. Since Congress delegated authority
for dollar policy to the Treasury Department, and because taxpayer funds are

See, for example, Robert Keleher, "Trsnsparency and Federal Reserve Monetary Policy," Joint Economic
Committee, November 1997, and Christopher Frenze and Robert Keleher, "IMF Financing: A Review of
the Issues," Joint Economic Committee, March 1998.

' See, for example, Anna J. Schwartz, 'From Obscurity to Notoneity: A Biography of the Exchange
Stabilization Fund," Journal ofMoney Credit and Banking, Volume 29, Number 2, May 1997, pp. 135-153.
Even Treasury officials themselves have recognized this secrecy. See the testimony of David Mulford,-
"Review of Treasury Department's Conduct of Intemational Financial Policy," Hearing before the
Committee on Banking, Finance and Urban Affairs, U.S. House of Representatives, One Hundred First
Congress, Second Session, August 14, 1990, p.

6 2
.
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involved, Congress has a responsibility and duty to monitor such activity.
Improved transparency would help in this effort to promote more accountability.

After delineating both the meaning and importance of transparency, this paper
examines various aspects of Treasury international financial or dollar policy from the
perspective of transparency. The case is made that there is a good deal of room for more
transparent dollar policy. A number of recommendations are made to improve the
transparency of such policy.

MEANING OF TRANSPARENCY

Transparency is defined in dictionaries as "easily seen through or detected; obvious,
candid or open, clear; free from guile." Transparent dollar policy, therefore, is
characterized by a lack of secrecy, obfuscation, or ambiguity, and should be clear, simple,
and understandable to those outside the policy process including both ordinary citizens as
well as legislators responsible for policy oversight.

The transparency of dollar policy, however, has multiple dimensions. Transparency
is relevant for clarifying policy goals as well as identifying policy procedures undertaken
to achieve stated goals. Goal clarification can be a most important component of
transparent dollar policy since such clarification itself can help to ferret out or identify
those procedures best suited to achieve given objectives.

Clear reporting is another important aspect of transparency that also takes on
different dimensions. Prompt "real-time" reporting provides visibility of policy action at
the time such policy occurs. "Ex ante" transparency occurs when policymakers announce
ahead of time what action will be taken under given circumstances (i.e., policy rules are
established). "Ex post" transparency explains afterward what policyrmakers have done.3

In short, prompt disclosure of policy objectives, rules, procedures and rationale
used in implementing policy, as well as any progress in achieving stated objectives are all
important elements of an open dollar policy. Transparent dollar policy, therefore,
necessarily involves not only the clarification of dollar objectives, but also the timely and
more complete disclosure of policy decisions and their underlying rationale.

NON-TRANSPARENT TREASURY DOLLAR POLICY

The dollar policy of the U.S. Treasury Department violates the above-described
transparency guidelines or paradmeters in a variety of ways. A number of questions,
uncertainties, or ambiguities remain in most areas of the Treasury's foreign exchange
policy. Problems of non-transparency, for example, characterize the following aspects of
dollar policy:

3 See Charles Enoch, "Transparency in Central Bank Operations in the Foreign Exchange Market," Paper
on Policy Analysis and Assessment of the International Monetary Fund, PPAA/98/2 March 1998, p.

2
.
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Ambiguous Policy Objectives. One fundamentally important aspect of any
transparent policy is an unambiguous, clear, and understandable statement of
policy objectives. Yet Treasury's dollar policy objectives remain ambiguous,
unclear, and confused, as pointed out by Bordo and Schwartz:

The principles that guide central bank governors and
finance ministers in their choice of exchange rates to
support have never been explained. 4

There are a number of reasons for this ambiguity. For example, over the years there
have been significant differences of opinion as to the proper objectives of foreign
exchange policy. At times, some Treasury officials have suggested that dollar policy
should have trade or current account balance objectives as guidelines to policy. At other
times, goals related to economic growth or inflation have found support. A most
important barrier to goal transparency has been the propensity to frame foreign exchange
policy goals as if they were fully independent of monetary policy. More specifically,
given (revealed) preferences for both capital mobility and domestic goals for Federal
Reserve monetary policy, the "trilemma" choice facing the U.S. necessarily implies that
Treasury Department-influenced exchange rate objectives be subordinate to capital
mobility and Federal Reserve objectives such as price stability. 5 Despite this stark
reality, such a proper hierarchy of policy objectives involving both Treasury and the
Federal Reserve has never been explicitly delineated since the demise of Bretton Woods.
A reluctance to clarify these objectives is understandable. In part, it stems from
Congress' delegation of separate foreign exchange and monetary policy powers to two
distinct, powerful, and turf-conscious organizations, each with differing agendas. The
reluctance also stems from the widely held expectation that reform of the international
monetary system was inevitable so that any formal policy structure under one regime
would have to be disassembled and constructed anew under an alternative regime.

Accordingly, Treasury officials currently go through the motion of voicing a dollar
policy as if it were independent of monetary policy. Since dollar policy cannot be
independent in this way, such non-transparent posturing results in unnecessary
uncertainty, confusion, and market volatility.

' Michael Bordo and Anna J. Schwartz, 'What Has Foreign Exchange Market Intervention Since the Plaza
Agreement Accomplished?", NBER Working Paper No. 3562, December 1990, p.21.

' The limitations that capital mobility impose on monetary policy and exchange rate management are
sometimes summarized in the concept of an 'inconsistent trinity" or "open-economy trilemnsa.' As
Obstfeld explains: "...a country cannot simultaneously maintain fixed exchange rates and an open capital
market while pursuing a monetary policy oriented toward domestic goals. Governments may choose only
two of the above. If monetary policy is geared toward domestic considerations, either capital mobility or
the exchange rate target must go. If fixed exchange rates and integration into the global capital market are
the primary desiderata, monetary policy must be subjected to those ends... (In practice), the greater the
anention given to the exchange rate, the more constrained monetary policy is in pursuing other objectives."
Maurice Obstfeld, "The Global Capital Market: Benefactor of Menace?", Journal of Economic
Perspectives, volume 12, Number 4, Fall 1998, pp. 1

4
-15.
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* Non-Transparent Treasury Foreign Exchange Intervention Policy. Another non-

transparent dimension of Treasury dollar policy relates to foreign exchange

intervention procedures or conventions of the Exchange Stabilization Fund (ESF).6

These foreign exchange operations are non-transparent in a number of ways.

"Appropriate" intervention has not been defined.

"Appropriate" intervention, for example, has never been defined or consistently

pursued during the post-1973 floating rate regime. As Broaddus and Goodfriend have

argued:

Officially, the objective of foreign exchange rate operations

is to counter "disorderly market conditions," but that phrase

has never been defined operationally.
7

Because objectives have not been defined operationally, it is understandable that

intervention has been inconsistently implemented and non-transparent. Nonetheless, this

inconsistent intervention results in unnecessary confusion and heightens uncertainties as

to when, why, or under what conditions intervention will take place.

Intervention is often secret.

Further, foreign exchange intervention itself is often secret and is sometimes

referred to as "unannounced," "stealth," or "discreet" intervention. These operations are

not publicly announced so traders can only guess at the size of an official action.t This

type of intervention is non-transparent by definition. While there may be peculiar

situations when secrecy may be called for, such non-transparent activity nonetheless also

creates uncertainties and confusion, therefore promoting market volatility.9 l
0

6 The Treasury Department has authority for, and normally takes the lead on, deciding when to intervene in

the foreign exchange market. While the Federal Reserve participates equally on a financial basis and

implements (as an agent) Treasury Department decisions, this paper assumes that ultimate responsibility for

decisions relating to foreign exchange operations rests with the Treasury.

J. Alfred Broaddus Jr., and Marvin Goodfriend, "Foreign Exchange Operations and the Federal Reserve,"

Federal Reserve Bank of Richmond Annual Repon 1995, p.
12
.

s Most intervention operations are anonymous. More specifically, as explained in Dominguez and Frankel,

"There is no central trading floor and brokers are not obliged to reveal the identity of counterparties." See

Kathryn M. Dominguez and Jeffrey A. Frankel, Does Foreign Exchange Intervention Work? Institute for

International Economies, Washington, D.C., September 1993, p.60.

For an enumeration of the rationale for such secrecy, see Dominguez and Frankel, pp.60-6
2
.

' Dominguez showed that secret intervention by both the Federal Reserve and the Bundesbank generally

increased exchange rate volatility in the 1980s. See ibid., p.108 and references cited therein.
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Intervention is sterilized.

Additionally, U.S. foreign exchange intervention is routinely sterilized by the
Federal Reserve. This means, for example, that any money-expanding purchases of
foreign exchange is offset ("sterilized") by an equivalent amount of money-contracting
(dollar-denominated) security sales so that no net change in reserves, money, or short-
term interest rates occurs. Thus, policy fundamentals do not change. Since sterilized
intervention does not change fundamentals or the stance of policy, professional
economists for the most part believe that sterilized intervention has little lasting effect on
foreign exchange markets. A good deal of empirical research supports this position. In
other words, sterilized intervention is not the separate policy tool that many purport it to
be.

From the perspective of policy openness, therefore, sterilized intervention is
certainly not transparent since it promotes the erroneous impression that intervention is
an independent policy tool. It appears to identify a goal for policy that policymakers
cannot genuinely achieve, thereby misleading the public. This misleading perception
promotes further confusion, unnecessary uncertainties, and associated market volatility.
It also can undermine the credibility of policymakers."

Any "Signaling Channel Depends on Non-Transparency.

Recent research in this area suggests that sterilized intervention may work to impact
exchange rates through a "signaling" channel. This mechanism works when
policymakers convey information about their future policy intentions by intervening in
the foreign exchange market.

According to Dominguez and Frankel:

Through the signaling channel, sterilized intervention can
have an effect on exchange rates if it provides the market
with relevant information, not known or not fully
incorporated in determining the current exchange rate.
This channel... relies on the existence of a difference
between what is known by the (policy) authority and what
is known by market participants.' 2

In short, for this mechanism to work, intervention authorities are assumed to have
more (inside) information about future policy moves than the market; they have
information that they have withheld from the market. This information about future
policy moves is conveyed to the market via foreign exchange intervention. Such

" As Broaddus and Goodfriend put it, the spectacle of "failed (stenlized) foreign exchange operations are
costly because they give the impression that the authorities are either unable or unwilling to achieve a
prominent objective that they appear to be pursuing... Widely publicized policy failures undermine
(policymakers) credibility." Broaddus and Goodfriend, ibid., p.17 (parentheses added).

12 See Dominguez and Frankel, op. cit. p.59 (parentheses added).
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signaling, then, depends on secrecy or non-transparency on the part of the policy
authority. But, as Bordo and Schwartz contend, intervention authorities "need not engage
in such a devious way of informing the public of its objectives and the policies it favors
to achieve them."' 3 This signaling view also means that sterilized intervention is not an
independent tool to control foreign exchange rates; it needs the supporting change in
policy to be effective.

Non-transparency of Intervention is Revealed in Reporting
Discrepancies.

The secrecy or non-transparency of U.S. intervention policy is also revealed in
research that documents a significant, systematic difference between actual intervention
activity and market-reported intervention activity. This difference -- which is
corroborated in a number of research studies -- demonstrates that official reporting of
intervention activity is non-transparent: i.e., the market is not receiving all pertinent
information about intervention at the time it occurs. 14 In short, this divergence of
reported versus actual intervention activity is rima facie evidence of non-transparent
intervention policy. It relates not only to reporting delays and secrecy of intervention, but
to the vagueness, the poor quality and substance of disclosure that often occurs.

G7 (coordinated) Intervention Activity is also Non-transparent.

Not only is U.S. foreign exchange intervention itself non-transparent, but U.S.
participation in G7 or coordinated intervention activity suffers from non-transparency as
well. G7 meetings are normally surrounded by an enormous amount of publicity and
fanfare that serves to "heighten uncertainty whether the Federal Reserve will support
sterilized operations with monetary policy action."' 5 Since G7 meetings are dominated
by finance ministers, however, discussions tend to be conducted as if foreign exchange
intervention policy is independent of monetary policy. G7 discussions are routinely
secret and G7 decisions are often informal and vague. G7 communiques are well-known
for their lack of clarity, ambiguity, and obfuscatory language: i.e., these communiques
are not transparent. All of this exacerbates confusion and uncertainty and raises further
questions about the objectives of intervention policy.

* Ambiguous Treasury and Federal Reserve Dollar Relations. In addition to
ambiguous policy objectives and non-transparent intervention practices, institutional
relations between the Treasury and the Federal Reserve regarding foreign exchange
responsibilities are unclear and contradictory in a number of ways. In short, these

'3 See Bordo and Schwanz, op. cit, p.2 1.

' See, for example, William P. Osterberg and Rebecca Wetmore Humes, "The Inaccuracy of Newspaper
Repons of U.S. Foreign Exchange Intervention," Economic Review, Federal Reserve Bank of Cleveland,
Vol. 29, No. 4, 1993, pp.25-3

3; and William P. Osterberg and Rebecca Wetosore Humes, "More on the
Differences Between Reponed and Actual U.S. Central Bank Foreign Exchange Rate Intervention," Federal
Reserve Bank of Cleveland," Working Paper 9501, May 1995 and citations therein.

'" See Broaddus and Goodfriend, op. cit., p. 12.
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relations are not transparent. This raises a number of questions about a subordinate
role of Federal Reserve intervention activity as well as the obscure, non-transparent
(and legally questionable) way in which Treasury foreign exchange operations can be
financed.

The Division of Responsibility is Unclear and Ambiguous.

As Destler and Henning indicate, the "ambiguous statutory treatment of the
prerogatives and responsibilities (of the Treasury and the Federal Reserve) in exchange
rate management'

6
has provided wide latitude in interpreting the practical

responsibilities of these two agencies. These authors go on to argue that:

the law defines the exchange rate authorities of the
Treasury and the Federal Reserve only ambiauouslv... the
legal basis of the division of responsibility between the
Treasury and the Federal Reserve with respect to exchange
rates is unusually obscure.

7

For example, both agencies have authority to intervene in the foreign exchange
market but the law is ambiguous as to whether either can block intervention by the other.
In effect, the institutions have shared responsibilities worked out after years of
negotiation, compromise, and practice. Both agencies generally have found it in their
self-interest to cooperate. But the Treasury maintains it is the first among equals in
regard to intervention and the Federal Reserve has not challenged this view. i
Nonetheless, the division of responsibilities is characterized by a sizable degree of non-
transparency.

Warehousing and SDR Monetization are not Transparent Financing
Methods.

Ambiguous intervention responsibilities are not the only non-transparent element of
Treasury-Federal Reserve relations. Questionable, backdoor methods of financing the
Treasury's Exchange Stabilization Fund (ESF) involving the Federal Reserve also merit
attention. In particular, "warehousing" is a financing method that enables the Federal
Reserve to make funds available to the Treasury's ESF without congressional
appropriation.'

9
Many analysts view this circumvention of congressional appropriation

as questionable (perhaps even illegal) and possibly working to compromise the

16 I.M. Destler and C. Randall Henning, Dollar Politics: Exchanae Rate Policvmnaking in the United States,
Institute for Interational Economics, Washington DC, 1989, (emphasis and parenthesis added).

Destler and Henning, ibid., p.85 (emphasis added).

'8 Ibid., pp.86-88. See Destler and Henning (pp.
83

-
9

0) for a discussion on this ambiguous Treasury-
Federal Reserve relationship.

'9 'Warehousing' is a transaction whereby the Federal Reserve lends dollars to the ESF in exchange for the
ESF's foreign currency. By "warehousing" its foreign currency at the Federal Reserve, Treasury can obtain
more dollars with which to intervene on its own account.
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independence of the Federal Reserve. Similar arguments apply to Federal Reserve
monetization of ESF's SDR holdings, an operation that is initiated at the option of the
Treasury Secretary.20

Criticism and skepticism concerning these methods have come from numerous
sources. Several analysts contend that these methods circumvent the budgetary
prerogatives of the Congress, misuse Federal Reserve off-budget status, and compromise
the independence of the Federal Reserve. 21 But the skepticism has reached within the
Federal Reserve System itself. One Federal Reserve Bank President, for example, argued
that:

Fed financing of foreign exchange operations... by
warehousing funds for the ESF sidesteps congressional
authorization and obscures the funding.2 2

Further, at an FOMC meeting in March 1990, several FOMC members challenged
the legality of these methods:

Governors Angell and John LeWare and Cleveland Federal
Reserve Bank President Lee Hoskins not only voted against
the warehousing and foreign currency authorizations, but
they openly challenged the legal basis for these facilities...
In the public FOMC record, they stated that warehousing
"could be viewed as avoiding the congressional
appropriations process called for under the Constitution.""

In sum, the non-transparent nature of Treasury and Federal Reserve relations is
well-known to experts.

* The Overly Secretive ESF. Non-transparency also characterizes Treasury's ESF, the
institution through which Treasury dollar policy is implemented. Treasury officials
themselves.have on occasion acknowledged the culture of secrecy or non-
transparency shrouding the ESF. In testimony before Congress in 1990, for example,
Treasury Undersecretary David Mulford stated that the creators of the ESF wanted its

Treasury's ESF can monetize its SDR holdings by issuing SDR certificates to the Federal Reserve in
exchange for dollars. See Henning(1994), p.tt2 (footnote 101).

21 See, for example, Schwartz, op. cit., Walker F. Todd, 'Disorderly Markets: The Law, History, and
Economics of the Exchange Stabilization Fund and U.S. Foreign Exchange Market Intervention," Research
in Financial Services Public and Pnvate Policv, Volume 4. George Kaufman, ed. (Greenwich, CT. JAI
Press, 1992) pp.t 11-179;-and U.S. House of Representatives, Committee on Banking, Finance, and Urban

Affairs, Review of Treasury Department's conduct of International Financial Policy, Hearing 14 August
1990, 101' Congress, 2'|' Session (Washington, DC, GPO, 1990).

22 See Broaddus and Goodfriend, op. cit., p. 8.

23 See Henning (1994), p.
2 9 6

.
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operations veiled "in the greatest secrecy.' 2 4 This culture of secrecy is underscored
by Schwartz:

The (ESF) was conceived to operate in secrecy under the
exclusive control of the Secretary of the Treasury, with the
approval of the President, "whose decisions shall be final
and not subject to review by any other officer of the United
States.".. The intention was to cloak foreign exchange
market intervention... The secrecyv romoted two
objectives. One was to conceal from the public and
Congress the exchange rates at which foreign currencies
were bought and sold, particularly if they involved losses.
A second objective was to permit the Treasury, if it so
desired, to conceal information about any other operations
the ESF might undertake... The ESF in its original design
as a creature of the Executive Branch, immune to
legislative oversight, breaches the separation of powers. 25

Although some improvements have occurred over the years, this culture of secrecy
persists. The ESF's non-transparency is embedded in its financing mechanisms, and is
evident in both its "mission creep" and reporting. Since the ESF was originally set up to
be self-financing, the Fund is not required to justify and explain its operations during the
annual congressional appropriations process. Questions about operations, objectives, or
procedures never have to be answered. Self-financing, therefore, has a very important
implication: it has significantly contributed to the secrecy of the ESF.

Over the years, Treasury has managed to muster other sources of financing that
have also ably served this same purpose: namely, to enable the ESF to operate in relative
secrecy, without congressional oversight or scrutiny. This has been one of the key
criticisms of Federal Reserve warehousing. Specifically, by removing the necessity to go
before Congress for funding, warehousing contributed to the secrecy of the ESF.26

Similar assessments of SDR monetizations by the Federal Reserve could also be made.

In addition to ESF's financing, non-transparency of the ESF is also evident in
"mission creep:" its adoption of responsibilities for which it has no explicit mandate. The
stated mission of the ESF, after all, was to stabilize the exchange rate of the dollar. There
was no stated objective or mandate for the type of stabilization lending that has occurred
over the years. In lending to various favored countries, therefore, the ESF has "assumed
a role that had no mandate."2 7

U Mulford, op. Cit., p.62.

2 Schwartz, op. cit., pp.137-38 (emphasis added).

S6 Schwartz, for example notes that "the concern (regarding warehousing) was that warehousing removed
from Congress the appropration power, eliminating the necessity for Treasury to turn to Congress to obtain
funds it did not have to acquire foreign currency.' Schwartz, op. cit., p.t 45.

S Schwartz, op. cit. p. 135.
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Not only are clearly specified objectives of such lending difficult to find, but ESF
reporting of these loan transactions as well as the terms and conditions of these loans are
especially non-transparent. This is evident in the case of recent Brazilian loans, but it is
also evident historically. In reviewing the ESF's historical documentation of these loans,
for example, Schwartz observed the "notable omission (of) any reference to the interest
rate that these countries were required to pay for dollar loans."28

Reporting Non-transparencies

A number of informational reporting improvements have occurred over the years;
transparency of dollar policy is better than was earlier the case. The ESF, for example,
currently issues a number of periodic reports regarding its operations. 29 And daily
Treasury intervention data are now available, albeit with a one-year lag. 30 Despite
various improvements, however, reporting of U.S. dollar policy cannot be considered
highly or adequately transparent.

While dollar-related reports are issued periodically, these reports can be non-
transparent in a number of important ways. Reports, for example, may not provide
complete, comprehensive, or pertinent information. Reports may not delineate policy
objectives for intervention or for stabilization loans. They may not provide adequate
"real time," "ex ante," or even " ex post" transparency.

Reports may not be timely, clearly written, or contain adequate information to be
understandable to policymakers, interested parties, or ordinary citizens. In short, the
issuance of periodic reports does not, in and of itself, guarantee a high or adequate degree
of transparency.

There are a number of ways in which existing Treasury dollar policy reports are not
as transparent as they could be. As described above, research documenting significant
discrepancies between actual intervention and news reports of intervention is prima facie
evidence of such non-transparency. Some general examples of existing dollar-policy
reporting non-transparencies include the following:

2 Ibid., p.147.

" More specifically, the following periodic reports are issued by Treasury's ESF: (1) An ESF Annual
Revnor, which includes a statement of financial position (a balance sheet), an income statement, and a
statement of cash flows. (2) A bi-annual Treasury Interim Report to the Congress on International
Economic and Exchange Rate Policy. (3) A Quarterly Report on Treasury and Federal Reserve Foreign
Exchange Operations. (4) A Quarterly ESF balance sheet report published in the Treasury Bulletin with a
six-month lag. (5) A monthly ESF financial statement report to the congressional Banking Committees
along with a monthly report on foreign exchange operations, both of which are confidential. (6) A periodic
report to Congress' Foreign and International Relations Committees citing credit arrangements with foreign
governments, sixty days after they occur.

" Dominguez and Frankel, op. cit., p.71; and Ostenberg, et al. (1995), op. ci,., p.5.

67-508 2001 - 2
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* The objectives of intervention policy and their relation to monetary policy have never
been meaningfully clarified. Similarly, the objectives of ESF lending have not been
carefully explained.

* Contemporaneous intervention activity is often secret with reporting delayed for
months. Intervention activity often has to be inferred from various reports issued
with a significant lag.

* Treasury's "risks of financial gains or losses are often not presented explicitly, or in a
timely manner, to Congress or to the public." 31 Detailed specification of realized
gains and losses is often incomplete.

* G7 foreign exchange discussions often remain secret and G7 communiques are
notoriously vague, imprecise, and incomplete.

* The ESF does not adequately report on a timely basis the terms and conditions of its
lending. Its balance sheet could be reported much more frequently on a non-
confidential basis.

While several reports related to ESF operations are issued on a regular basis, these
reports could be more transparent than is currently the case. Balance sheet information,
to cite one example, could be issued more frequently, say monthly, and on a timelier
basis.32 Treasury's biannual report to Congress on International Economic and Exchange
Rate Policy -- mostly a narrative on economic and exchange rate developments with a lag
of several months -- generally is not policy specific. A small section of U.S. exchange
rate policy is vague and imprecise.3 3 Objectives of exchange rate policy and foreign
exchange intervention guidelines and their relation to monetary policy objectives are
seldom, if ever, discussed or clarified in a meaningful way.

Similarly, quarterly reports on Treasury and Federal Reserve Foreign Exchange
Operations are mostly narratives on past exchange rate developments and reserve
holdings, delayed several months. Dollar policy goals, purposes, and "ex ante"
perspectives (explaining intended future policy under given circumstances) are not
developed or clarified. Exchange rate policy is rarely meaningfully related to monetary
policy. Reports to congressional committees are often confidential and therefore not
readily available to interested parties or the general public. In sum, many of these reports
could be substantially more informative and transparent than is currently the case.

Todd, op. cit., p. 1 15.

32 ESF balance sheet data are currently issued both in the ESF Annual Report and in the quarterly Treasury
Bulletin, lagged six months.

" The lack of any substantive explanation as to the June 17, 1998 foreign exchange intervention serves as
an example. See Annual Report to Congress on International Economic and Exchange Rate Policy.
January22, 1999, p.IO.
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BENEFITS OF TRANSPARENT POLICY

Adopting a more transparent approach to dollar policy, as suggested here, would
produce a number of economic benefits. More transparency and disclosure, for example,
would reduce unnecessary uncertainties and minimize risk premiums, thereby working to
stabilize foreign exchange markets. Exchange rates would be less volatile and more
predictable. The more accurate information available to the market, after all, the better
the market performs. Economic performance improves when policymakers provide a
stable, less uncertain environment. As James Meigs argued decades ago:

Whatever U.S. policies are, disclosing them promptly and
fully to the world should reduce uncertainty and should
make variations in exchange rates less than it would be in
the absence of such disclosure. Disclosure would at least
reduce that part of the variance in exchange rates that is
attributable to uncertainty about U.S.... policies...34

In addition to promoting this stabilizing effect, more transparency would also help
ensure the accountability of policyrnakers and constrain their discretionary powers.

RECOMMENDED ACTION

Adopting a less secretive, more open dollar policy should include changes in
several dimensions of transparency: namely, (I) establishing clear, unambiguous policy
objectives, (2) promoting understandable policy procedures, (3) insisting on accurate,
timely, transparent reporting, (4) advancing a more transparent ESF, and (5) establishing
rigorous oversight procedures.

Specific measures to achieve such dollar policy goals include the following:

* Establish clear, understandable dollar policy objectives that are consistent with
monetary policy goals. Delineate what constitute appropriate and inappropriate
policy goals. Given capital mobility and price stability objectives, this implies that
exchange rate objectives necessarily must be subordinate to these alternative goals.

* Promote clear, understandable proceduresfor intervention activity. Set up clear
guidelines at to what constitutes "appropriate" intervention. Minimize (or eliminate)
sterilized intervention. Should intervention be called for, employ non-sterilized
intervention.

' James Meigs, 'The Role of Infornation Disclosure in International Monetary Policy,' in Federal
Reserve Policies and Public Disclosure edited by Richard Erb, American Enterprise Institute, Washington
DC, 1978, p.70.
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* Require more transparent dollar policy reportingfrom institutions charged with
foreign exchange management responsibilities Improve the timeliness, frequency,
accuracy, policy content, and clarity of existing reports. Publicly announce most
intervention activity. Work to improve the openness of G7 reporting, minutes of G7
meetings, and G7 communiques. Remove confidential status of Treasury's reports to
Congress.

* Clarify dollar policy responsibilities of Treasury vis-a-vis the Federal Reserve.
Minimize (eliminate) obscure financing schemes involving warehousing or SDR
monetization by the Federal Reserve. Consider Federal Reserve assumption of
intervention responsibilities.

* Insist on a more transparent and reformed ESF. Clarify objectives for both ESF
intervention and lending activities. Require more transparent ESF reporting including
both monthly publication of the ESF balance sheet and public reporting of the terms
and conditions of ESF lending. Require annual congressional appropriations for ESF
loans in excess of $1 billion as detailed in H.R. 1540, the ESF Transparency and
Accountability Act. Insist on an independent Federal Reserve; end SDR monetization
by the Federal Reserve and consider cessation of warehousing practices by the
Federal Reserve. Require congressional appropriations, should more funding of the
ESF be essential.

* Establish rigorous oversight proceduresfor these reforms. Such oversight should
not involve minute-to-minute foreign exchange management or decisionmaking but
rather should establish objectives, procedures, accountability, and transparent
reporting. Oversight should include thorough monitoring of the foreign exchange
policies and operations of both Treasury and the Federal Reserve including
intervention activities, ESF operations, Federal Reserve warehousing activities, as
well as frequent and detailed testimony from Treasury and Federal Reserve officials.
Oversight should include monitoring of U.S. participation in international
organizations such as the G7, IMF, and others as they pertain to dollar policy and
international monetary reform.

SUMMARY AND CONCLUSIONS

The case for a more transparent U.S. dollar policy is compelling. In addition to
producing a number of economic benefits, a more transparent policy would complement
a growing consensus on the desirability of transparency in the conduct of government
policy in general and monetary policy in particular. More open disclosure in dollar
policy is long overdue for a number of important reasons. Further, improved
transparency would parallel Treasury's requirement to comply with the letter and spirit of
the Government Performance and Results Act, which mandates a clarification of
objectives and clear explanation of operations.
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Transparency has multiple dimensions, involving not only the clarification of dollar
policy objectives, but also the timely and complete disclosure of policy decisions and
their underlying rationale.

Current dollar policy violates conventional transparency guidelines or parameters in
a number of ways. Policy objectives are unclear, intervention policy is non-transparent
from several perspectives, Treasury and Federal Reserve dollar-relations are ambiguous,
and ESF financing methods are obscure. Further, the ESF is overly secretive and current
informational reporting is not nearly as transparent as it could be.

A number of specific recommendations for improving dollar policy transparency
include the following:

* Establish clear, understandable dollar policy objectives that are consistent with
monetary policy goals.

* Promote clear, understandable procedures for intervention activity.

* Require more transparent dollar policy reporting from institutions charged with
foreign exchange management responsibilities.

* Clarify dollar policy responsibilities of Treasury vis-a-vis the Federal Reserve.

* Insist on a more transparent and reformed ESF.

* Establish rigorous oversight procedures for these reforms.

Dr. Robert E. Keleher
Chief Macroeconomist to the Vice Chairman



17

ASSESSING THE CURRENT EXPANSION

INTRODUCTION

After briefly summarizing recent macroeconomic developments as well as the salient
features of the current expansion, this paper outlines the reasons for the expansion's
sustainability. A key reason for this remarkable longevity relates to the pursuit of appropriate
macroeconomic policy, in particular, to the maintenance or adoption of those policies promoting
long-run efficiency and growth without inflation. More specifically, proper policies evolved
from the gradual recognition that monetary and fiscal policies should be directed at different and
independent objectives. Monetary policy should focus on achieving price stability objectives by
gradually reining in aggregate demand, whereas fiscal strategies should be focused on open
market, growth-promoting tax and spending-restraint policies encouraging entrepreneurial
activity: i.e., policies promoting aggregate supply.

More detailed reasons for the economy's remarkable sustainability include the following:

* The many growth-enhancing effects of a gradual and credible anti-inflationary
monetary policy.

* The growth-promoting effects of credible government spending restraint together with
an accompanying less intrusive role of government in the economy.

* The long-term growth effects of an efficiency-promoting incentive structure embedded
in the tax code, as epitomized by marginal income tax rates that remain lower than
those of the 1950s, 1960s, and 1970s.

* The effects on aggregate supply and capacity of substantial investment in equipment as
well as in productivity-enhancing new technologies.

* The specialization and efficiency-promoting effects of increased international
integration and open markets, or globalization.

These reasons for the expansion's remarkable sustainability have common elements. In
particular, they all foster economic growth while at the same time reducing pressures on price
inflation; they all promote growth without inflation.

In addition to explaining the sustainability of the U.S. expansion, the paper examines an
alternative "explanation." In particular, the Administration's claim that its policies of raising tax
rates to reduce the budget deficit and interest rates brought about the current sustained recovery
prove inadequate for a number of reasons. Raising taxes. for example, does not promote
economic growth without inflation. The economic recovery began almost two years before

Clinton was inaugurated and the budget deficit began falling well before Administration policies
-ould have been implemented. The timing of interest rate movements is decidedly inconsistent
vith the Administration's arguments. In addition, Administration officials as well as Democratic-
:ontrolled Congressional committees are on record recognizing the contractionary nature of such
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policy. Finally, the Administration provides an inaccurate explanation of the disappearance of
budget deficits.

CHARACTERISTICS OF THE CURRENT EXPANSION: THE RECORD, A

SUSTAINED RECOVERY

The current economic expansion is
now approaching its ninth birthday and is
the longest expansion on record.
Furthermore, this sustained expansion is
expected to continue into the foreseeable
future since few obvious major cyclical
imbalances are evident that have disrupted
earlier recoveries.' Notably, this
expansion followed the 1 980s expansion
(see Figure 1)2, which is the second longest
peacetime expansions on record (92
months). In short, the U.S. is experiencing
back-to-back the first and second longest
peacetime expansions in American history.
And the brief, mild recession that occurred
between these record-breaking expansions
was exceptionally short (8 months).

For much of this recent expansion,
GDP growth has exceeded conventional
estimates of "potential" GDP growth as
calculated, for example, by the
Congressional Budget Office (CBO).
(See Figure 2.)

While most private-sector GDP
components have shared in this
expansion's growth, a few sectors have
made notable, healthy contributions.
Consumption. investment spending, and
exports, for example, have all been key,

Figure I
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leading sectors for most of this
expansion, generally growing at rates
exceeding that of aggregate GDP.
Accompanying figures show that both
investment and exports have grown as a
percentage of GDP. Investment in
business equipment (and information
processing investment) especially
contributed to this advance. (See
Figure 3.) Inventory investment,
however, has been increasingly better
managed as evidenced by significantly
lower inventory/sales ratios. This
development enhances the likelihood
of continued economic expansion
since it minimizes the likelihood of
important inventory corrections.

For most of this expansion.
exports have also made a significant
contribution. For the most part, export
growth has exceeded GDP growth, and
thus the export sector's GDP share has
steadily grown during this expansion.
(See Figure 4.)

One sector that has not grown as
rapidly as GDP during this expansion
is federal government spending. The
accompanying chart shows that
federal government spending as a
percentage of GDP has fallen
continually during this sustained
expansion. (See Figure 5.)

The Labor Market

Employment gains have also
continued to mount during much of
this expansion. In fact, more than 21
million jobs have been added to
non-farm payrolls since the recovery
began in the early 1 990s.
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The civilian unemployment rate
has fallen well below estimates of the
non-accelerating inflation rate of
unemployment (NAIRU) and to the
lowest rates since the early 1970s.
(See Figure 6.)

Similarly, both the
employment/population ratio and the
labor participation rate have increased
during this expansion and remain
close to their all-time highs. The high
employment-to-population ratio
indicates that a higher proportion of
the population has jobs now than in
the past. The high participation rate
means that more people are

Figure 6
- Civilian Unemployment Rate
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participating in the labor force (i.e., either has e jobs or are seeking work) now than in the past.
Both measures suggest that the labor market is tight relative to historical norms. In short, then.
this expansion has been characterized by significant increases in the inputs of both capital and
labor.

Lower, More Stable Inflation

Another important characteristic of this expansion is the notable absence of inflationary
pressures that have often plagued previous recoveries. Most broad-based measures of inflation
such as GDP deflators or the core
Consumer Price Index (all items less
food and energy) have been remarkably
well behaved. (See Figure 7.)

Similarly, wage costs remain
relatively tame despite unemployment
rates remaining below those levels
sometimes associated with rising price
and wage pressures. Furthermore,
forward-looking market price indices
(such as commodity price indicators),
which in the past have accurately
signaled rising expectations of future
inflation, currently remain relatively
well-behaved. although they have
increased in recent months.
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One of the remarkable Figure 8
features of this expansion, -.-Csain UeaWoymerR Rte

S~ %therefore, is the simultaneous core CPI (Less Food and Energy)_
achievement of low rates of __________ K__9112_00

inflation and unemployment
together with relatively robust rates . .
of economic growth. More ... .............. ...
generally, the U.S. has experienced
the phenomena of sustained growth 6 . . ... .0
and lower inflation for an extended
period. As Figure 8 shows, for the 2.5
most part inflation and 5 ...
unemployment have fallen together
for nearly eight years. This . _ . _. _- _. _ s
phenomenon was clearly not 92 93 ' 9 ' ' 5

predicted by conventional
(demand-side) macroeconomic
models, which embody a trade-off between the rates of unemployment and inflation.

REASONS FOR THis EXCELLENT PERFORMANCE

The primary reason for this excellent sustained performance relates to the operation of a
number of well-established policies. which promote efficiency and growth without inflation.
These policies fell into place as a result of the gradual recognition that monetary and fiscal
policies should be directed at different and independent objectives; that is, monetary policy
should focus on achieving price stability objectives by gradually reining in aggregate demand,
whereas fiscal strategies should be focused on the longer-term benefits of open market.
growth-promoting tax and spending-restraint policies encouraging entrepreneurial activity, i.e.,
policies promoting aggregate supply that, in fact, were in large part initiated in the 1980s. The
common element of all these policies is that they foster efficiency and growth without inflation;
these policies promote more growth, lower inflation, or both.

Notably, the record of sustained growth together with lower inflation registered during this
expansion was not predicted by conventional Keynesian macroeconomic analysis. Such
analysis, after all, downplays the capacity-enhancing and output effects that foster growth while
lessening pressures on price inflation. Further, this conventional analysis also downplays the
many growth-enhancing effects of price stability.

Key policies that explain the economy's excellent, sustained performance include (1) the
growth-enhancing effects of a gradual and credible price stabilizing monetary policy, (2) the
growth-promoting effects of credible, government spending restraint, (3) the long-term effects of
an efficiency-promoting incentive structure embedded in the tax code, (4) the output effects of
substantial investment in business equipment as well as in productivity-enhancing new
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technologies, and (5) the efficiency-promoting effects of increased international integration, open
markets, or globalization.

* The growtb-enhancing effects of a Pradual. credible price-stabilizing monetarm policy.

A key ingredient of recent Federal Reserve monetary policy has been a persistent emphasis
on price stability as a key policy objective. Federal Reserve officials have embraced this
objective in the form of policy statements as well as in policy action. As a result. Federal
Reserve inflation-fighting credibility has become established and most broad-based measures of
inflation have generally continued to
moderate during this expansion. Figure 9
Indeed, the sustained downtrend in
inflation has brought some Core CPI (All Items Less Foodand Elnergy)

broad-based inflation measures to 30-Year Treasury Bond Yield
their lowest rates in decades with 6.00' :s

few signs of any meaningful
resurgence. 5.25

This credible. sustained
reduction in inflation has important 3.75 ......... ..... .....................
growth-promoting implications 7
related to the durability of the 3.00

expansion. In particular, lower ... ...
inflation: 2.25

(1) Lowers interest rates: as9 90 9 92 93 9. 95 96 97 98 99

This credible, sustained
reduction in inflation has
gradually lowered expectations of future inflation. Accordingly, the inflation expectation
component of interest rates dissipated from the structure of both short- and long-term
interest rates; interest rates are lower as a result. Figure 9 depicts the relationship between
inflation and long-term interest rates.

(2) Stabilizes financial markets and interest sensitive sectors: As inflation diminishes,
the variability of inflation is reduced. Lower inflation is associated with lower volatility of
inflation. Accordingly, financial markets have less tendency to over- or undershoot their
fundamental values. This lower volatility has the effect of reducing uncertainty premiums
of interest rates; financial markets tend to become more stable and predictable. In short,
lower inflation stabilizes financial markets.

As a result. market participants tend to become more confident and more willing to invest,
take risk. and innovate. Businesses are able to better plan, coordinate, and control
inventories, thereby improving efficiency. Furthermore. this enhanced financial stability
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works to stabilize various interest-rate sensitive sectors of the economy and, therefore, the
macroeconomy as well.

(3) Enhances the workings of the price system: Lower inflation is associated with lower
(relative) price dispersion. Lower inflation lowers the variability between individual prices
or reduces the noise and distortions in the price system. As a result, the price system can
better serve its information and allocative functions. Consequently, the economy operates
more efficiently and, therefore, grows faster.

(4) Acts like a tax cut: Lower inflation is analogous to a tax cut in several important ways.
Lower.inflation removes distortions in the price system and also minimizes those
interactions of inflation with existing non-indexed portions of the tax code that effectively
result in higher taxation.3

In short, credible disinflation and price stability work to lower interest rates, stabilize
financial markets and interest-sensitive sectors of the.economy, promote efficient operation of
the price system, and effectively lower taxation. All of these effects contribute to promoting the
sustainability of the expansion.

* The growth-enhancing effects of government spending restraint.

Another key policy, which helps to explain the economy's excellent sustained performance,
relates to the long-term growth-promoting effects of government spending restraint. Empirical
evidence suggests that beyond some point. an increasing share of government spending has a
negative effect on economic growth.' As government expands and increasingly provides goods
and services that the private sector is better suited to supply, inefficiencies and diminishing
returns mount. The disincentives of financing such increased spending mount and growth
inevitably suffers.

Government spending as a share of GDP. however, has actually declined during much of
this expansion, and is smaller in the U.S. than in many other countries. This smaller share of
government enables more economic resources to be allocated and utilized more efficiently and
productively in the private sector, allowing more growth to occur without upward pressures on
price inflation. Congressional efforts to restrain government spending have aided significantly
on this score.

Remaining portions of the tax code that are not indexed, for examnple, include capital gains taxation, estate
taxation, and forms of corporate taxation.

4 See. for example. James Gwartney. Robert Lawson, and Randall Holcombe. "The Size and Functions of
Government and Economic Growth." Joint Economic Committee. April 1998.
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0 The lone-term effects of an effciencv-promoting incentive structure embedded in
the tax code,

Tax policy is also central to any explanation of this long-term, record-setting, back-to-back
expansion and sustained growth of recent years. In particular, the substantial marginal income
tax rate reductions in the 1980s
embedded into the tax code an Figure 10
incentive structure that has
encouraged and fostered steady .

and long-run improvements in
work effort, investment,
innovation, and entrepreneurial
activity that recent years have
witnessed. Because such tax cuts
encourage the supply of labor and
capital as well as innovation and
entrepreneurial activity, they
impact aggregate supply and
increases in the capacity of the
economy to grow: i.e., such tax
cuts foster economic growth.
While some backsliding has
occurred with the rate increases in some brackets in 1990 and 1993, most marginal rates still
remain lower than comparable rates which existed in the 1950s, 1960s. and 1970s. (See Figure
10.) Thus, these lower rates continue to provide the basis for an efficiency-promoting incentive
structure conducive to the increased innovation, entrepreneurship, labor supply, and investment
observed during this expansion. Since this structure fosters aggregate supply and capacity, all
other things equal, it also helps to lessen pressure on price inflation and thus helps to explain the
recent phenomenon of sustained economic growth without inflation.

0 The effects on aggregate supplv of substantial investment in business equipment
and Rroductivitv-enhancing new technologies.

Another key event that necessarily plays a prominent role in any explanation of the
sustained, low inflation expansion is the substantial increase in technological innovation and in
the resultant investment boom that has occurred in recent years. Investment clearly has been a
leading sector in this expansion and has grown substantially as a percentage of GDP. Such
investment has not only grown substantially faster than GDP but has added significantly to
business capacity. Computer equipment and software are major components of this advance.
Since such investment increases capacity and therefore bolsters aggregate supply as well as
aggregate demand, it helps to explain the observed sustained economic growth without inflation.
Some of the impetus for such strong investment, of course, was provided by tax cuts as well as
the technological advances of recent years.
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This rapid investment and technological improvement have been associated with
greater-than-expected productivity gains in recent years. These gains have allowed sizable wage
increases to occur without inflation consequences, providing further support to this explanation
of the sustained, low inflation expansion.

0 The efficiency and growth-promoting effects of increased international
integration. open markets, and globalization.

A final policy dimension helping to explain the economy's excellent sustained. low
inflation performance relates to the efficiency or growth-promoting effects of increased
international integration (globalization) and open markets. Pro-trade policy initiatives working
to lower tariff (tax) barriers - dating at least from the early 1980s -have worked to encourage
growth in both exports and imports. The U.S. economy, for example, has become increasingly
open as measured by the fraction of GDP accounted for by the sum of what is exported and
imported. Moreover, export growth has generally exceeded GDP growth in most years of the
current expansion; for the most part, exports have been a leading sector in the expansion.

These trends have enabled the U.S. economy to take advantage of larger markets and to
become more specialized and therefore more efficient, productive, and competitive than earlier
was the case. In short, these trends enable the economy to produce more goods with the same or
less input at the same or lower prices: i.e., to grow faster while promoting competition and lower
prices.

The explanations presented here help to explain how the economy has persistently grown at
a healthy pace without higher inflation. These explanations have a common element: they all
indicate how aggregate supply or efficiency can be promoted so as to foster growth without
inflation.

Invalid Explanations of this Sustained Performance

The Clinton Administration has argued that economic policies it sponsored in large part
"explain" the robust economic performance witnessed in recent years. The 1999 Economic
Report of the President, for example, argues that the recent economic successes "are the result of
an economic strategy that we have pursued since 1993... Our new economic strategy was rooted
first and foremost in fiscal discipline ...the market responded by lowering long-term interest
rates."5 The centerpiece of the Administration's 1993 "fiscal discipline" was increased tax rates.
These tax increases, or tight fiscal policy, purportedly reduced the budget deficit, and from a
Keynesian perspective, lowered aggregate demand by draining spending power. This restrictive
(lower budget deficit) policy, in turn. lowered interest rates, thereby eventually stimulating the

5 1999 Economic Report of the President. U.S. GPO, Washington DC. 1999, p.3.
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economy.6 Some argue that this new "tight" fiscal policy was consciously accompanied by an
"easy" monetary policy. This explanation has been often repeated by Administration officials in
testimony, speeches, or press interviews.

There are a number of problems with this explanation. Some key inconsistencies of the
explanation, for example, include the following:

0 The timing of interest rate Figure II
movements is decidedly
inconsistent with the _ -_
Administration's explanation. _
According to the Clinton
Administration, the passage of
the Budget Act in 1993 was
followed by a decline in
interest rates. Yet movements
in both short-term and
long-term interest rates
contradict the Administration
explanation. First, for
example, both long-term and
short-term interest rates fell for
several years prior to the enactment of the 1993 Budget Act (see figure 1 1).7 Clearly,
these interest rate declines had nothing to do with Clinton Administration fiscal policy.
Second, both short-term and long-term interest rates substantially increased rather than
decreased after the 1993 Budget Act was passed. Thus, the Budget Act did not cause a
fall in interest rates as claimed by the President or other Clinton Administration
officials. Moreover, the substantial increase in short-term interest rates after the Budget
Act was enacted demonstrates that the Federal Reserve did not adopt an easier policy at
that time. Additionally, both short- and long-term interest rates for the most part
remained above summer 1993 interest rate levels for years after the Act's passage. In

In the words of the President's Economic Report. "The market responded (to the Administration's policy) by
lowenng long-term interest rates. Lower interest rates in turn helped more people buy homes and borrow for
college...' ibid, p.3 (parenthesis added).

Since the Budget Act of 1993 passed Congress by the narrowest of margins, explanations of interest rate
movements prior to enactment that rely on expectations of future passage make little sense.
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sum, interest rate movements clearly are inconsistent with the Administration's
oft-voiced explanation.8

• The factors underlying the Administration's explanation do not foster economic growth
without inflation. Logical explanations as to why economic growth has persisted for
years without inflation increasing in a meaningful way presumably should be based on
forces promoting aggregate supply or increased efficiency that do not foster inflation.
The explanations presented earlier in this paper have this element in common. The
Administration's explanation, however, does not; raising tax rates promotes neither
economic growth nor lessened pressures on price increases.

* The current expansion was not initiated by Clinton Administration policy. The
economic expansion began in early 1991, almost two years before Clinton's
inauguration. Clearly, the expansion itself was not initiated by any policy action of the
Clinton Administration.

* The federal budget deficit actually began contracting well before Clinton
Administration policies were implemented. Actual budget deficit figures indicate that
the budget deficit began declining in a significant way after FY 1992 (i.e., by the start
of FY 1993 in October 1992). In particular, the budget deficit fell from $290 billion in
FY 1992 to $255 billion in FY 1993, a drop of $35 billion. Since Clinton
Administration budget policies were not implemented until (at the earliest) the fall of
1993, they could not have materially impacted budget numbers until FY 1994. Thus,
budget deficit declines experi enced during this expansion could not have been initiated
by the Clinton Administration.

* The Clinton Administration's own economic projections at the time were not consistent
with its after-the-fact (ex-post) explanation. Shortly after the enactment of the tax
increase in August of 1993, for example, the Administration revised its own growth
assumptions downward for 1993 and 1994. This downward adjustment was in accord
with the period's contemporary conventional wisdom about the economic effects of the
Clinton plan. According to the Democratic majority of the Joint Economic Committee
at the time, the Clinton plan "will continue to exert downward pressure on economic
activity through the next five years."9 Furthermore, Administration budget forecasts
have consistently understated the economy's performance in recent years, suggesting

Notably. the empirical relationship between interest rates and budget deficits is neither strong nor particularlyreliable. During periods of the 1980s, for example, budget deficits widened while interest rates fell. During otherperiods during the same decade, deficits narrowed as interest rates fell. For a survey of the budget deficit interestrate relationship. see George Iden and John Sturrock. Deficits and Interest Rates: Theoretical Issues and EmpiricalEvidence." Staff Working Papers, Congressional Budget Office. January 1989.
9 See 1993 Joint Economic Report(Washington, DC, Government Printing Office. 1996) p.0. Also seeChristopher Frenze, "Whither the Budget Deficit?," Joint Economic Commitnee Study. July 1996, p.2.
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that even Clinton Administration officials did not believe the Clinton policy was
stimulative.

* The Clinton Administration's explanation of the recovery ignores the growth-enhancing
effects of a gradualist, price-stabilizing monetary policy. As described above. such
monetary policy, by gradually lowering inflation. contributed significantly to the
sustainability of the expansion in a number of ways. Many of these beneficial effects
are unrecognized by the Administration. Since monetary policy, not fiscal policy.
dominates movements in aggregate demand, it cannot be ignored in interpretations of
this period's macroeconomic performance."0

* The Clinton Administration provides an inaccurate explanation of the disappearance of
budget deficits. The Administration's explanation -- that tax rate increases worked to
erase the deficit - ignored the well-documented fact that budget deficits are importantly
endogenous (or largely determined by economic factors).' In fact, the significant deficit
reduction witnessed in recent years is in large part the result of the strong economic
expansion together with other economically driven factors such as low interest rates and
sizable capital gain realizations." As the economy expands, tax revenue from income,
payroll, and other revenue sources increase whereas several forms of government
spending (e.g. welfare payments. unemployment insurance) decrease, causing the
budget deficit to shrink. In short, the reduced deficit is importantly the result of these
economically driven factors rather than the cause of them. This has been documented
during the current expansion by studies including, for example. Frenze.' 2

Data from CBO also support this contention although they may understate the positive
fiscal impact of the expansion.' 3 In particular, about two-thirds of the fall in the budget
deficit projected by CBO over this expansion is accounted for by economic and
technical factors rather than legislative changes.' 4 To be more specific. in 1993 CBO
projected the FY 1998 baseline deficit would be $357 billion. The actual 1998 "deficit"
turned out to be a surplus of $69 billion. The $426 billion difference between the
projected and actual deficit for 1998 can be explained largely by economic and

' Articles reviewing the argument that monetary policy dominates fiscal policy as a determinant of aggregate
spending include, for example, Bennet T. McCallum, "Monetary Versus Fiscal Policy Effects: A Review of the
Debate." in The Monetary Versus Fiscal Policy Debate: Lessons From Two Decades, edited by R.W. Hafer,
Rowman & Allanheld Publishers, Totown, NJ, 1986 (see esp. pp. 10, 23-24): and Lawrence Meyer and Robert
Rasche. "Empirical Evidence on the Effects of Stabilization Policy," in Stabilization Policies: Lessons From the

'70's and Implications for the '80s, Center for the Study of American Business, 1980 (see pp. 51,54).

" Tax rate increases may not work to meaningfully reduce budget deficits since such increases can slow economic

growth

Christopher Frenze, "Whither the Budget Deficit?," Joint Economic Committee Study, July 1996.

' The data were provided by CBO (Table I in letter of August, 1999).

' Technical factors include economically driven factors such as capital gains realizations.
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technical factors, which account for 70 percent of the difference. The next most
important explanation is changes in legislated outlays (which account for 19 percent of
the difference). The least important explanatory factor is legislated revenue changes.
which account for just II percent of the difference. Endogenous or non-legislated
factors, therefore, explain the bulk of this deficit decline. The Clinton Administration's
interpretation ignores these important endogenous or economic factors which involve
causation running counter to their explanation.

In sum, there are a number of serious inconsistencies in the Administration's narrow
explanation of the reasons for the current sustained expansion.

Longer-term Prospects for Continued Expansion

The current expansion is expected to persist into the foreseeable future. In part, this
expansion relates to the absence of substantial existing imbalances in the economy. In particular.
inventory imbalances, corporate or bank balance sheet distortions, overbuilding in the
construction industry, serious resurgences of inflation, or substantial interest rate increases are
neither evident nor expected. This expectation also relates to the expected continuation of those
policies outlined earlier in this paper. More specifically, a price-stabilizing monetary policy, an
incentive structure involving low tax rates built into the existing tax code, a policy of
govermment spending restraint, and promotion of open markets and international integration are
all expected to be maintained.

As long as no policy errors occur involving efforts to reverse the above-mentioned policies,
the economic expansion should continue. That is. so long as the Federal Reserve keeps inflation
at bay, substantial tax rate increases or budget-busting increases in government spending are
avoided, restrictive trade practices, capital controls, or policies shackling new technologies are
not embraced, the recovery should persist and establish new longevity records.

SUMMARY AND CONCLUSIONS

The current economic expansion is remarkably resilient and sustained. One of the
remarkable features of the expansion is the simultaneous achievement of low rates of inflation
and unemployment together with relatively robust rates of economic growth.

A key reason for the durability of the expansion owes to the maintenance of
macroeconomic policies promoting long-run efficiency and growth without inflation.
Appropriate macroeconomic policies evolved from the gradual recognition that monetary and
fiscal policies should be directed at different and independent objectives; monetary policy should
focus on achieving price stability whereas fiscal policy should focus on open market,
growth-promoting tax and spending restraint policies encouraging entrepreneurial activity (i.e.,
policies promoting aggregate supply).
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More specific reasons for the economy's remarkable sustainability all promote growth
without inflation and include the following:

* The many growth-enhancing effects of a gradual and credible anti-inflationary
monetary policy.

* The growth-promoting effects of credible government spending restraint.
* The long-term growth effects of an efficiency-promoting incentive structure

embedded in the tax code (as epitomized by marginal income tax rates that remain
lower than those of the 1950s, 1960s, and 1970s).

* The effects on aggregate supply and capacity of substantial investment in equipment
as well as in productivity-enhancing new technologies.

* The specialization and efficiency-promoting effects of increased international
integration and open markets (globalization).

The Administration offers an alternative explanation. It contends that its 1993 policy of
raising tax rates worked to reduce the budget deficit and interest rates and to foster sustained
recovery. This view proves inadequate for a number of reasons including the following:

* Raising taxes does not promote economic growth without inflation.
* The current expansion began well before the inauguration of President Clinton, and

thus could not have been initiated by Clinton Administration policies.
* The budget deficit began contracting well before Clinton Administration policy

could have been implemented. Hence, the budget deficit reductions were not
initiated by Clinton policy.

* The timing of interest rate movements is decidedly inconsistent with the
Administration's explanation.

* The Clinton Administration's own economic projections were not consistent with its
after-the-fact explanations.

* The Clinton Administration's explanation of the recovery ignores the
growth-enhancing effects of a gradualist, price stabilizing monetary policy.

* The Clinton Administration provides an inaccurate explanation of the disappearance
of budget deficits.

The prospects for continued expansion look favorable so long as appropriate
macroeconomic policies are maintained and no serious policy errors are made.

Robert Keleher
Chief Macroeconomist

to the Vice Chairman
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INTRODUCTION

Traditionally, Federal Reserve monetary policy has focused on the domestic
economy. Although international factors have not been ignored, they have been
subordinate to domestic concerns. International concerns are rarely important rationale
influencing Federal Reserve monetary policy decisions; flather, the global impacts of
U.S. monetary policy decisions seldom receive much attention from monetary officials.

Recent trends and developments, however, suggest this domestic orientation may
not be entirely satisfactory for U.S. monetary policy. There is a growing recognition of
the fact that financial capital is increasingly mobile, and financial markets are evermore
globally integrated. At the same time, varying degrees of dollarization have occurred in
several emerging niarket economies and the dollar remains the world's principal
international currency despite evolving developments in exchange rate arrangements.
These considerations have a number of important implications for U.S. monetary policy.
For example, they help to explain why changes in U.S. monetary policy can have
increasingly potent effects on emerging market economies that should be recognized and
why the Federal Reserve's implicit international lender-of-last-resort (LOLR)
responsibilities are so important ' These international considerations can be taken into
account by anchoring prices with a price stabilization policy goal and using key market
price indicators as policy guides.

After briefly describing these evolving circumstances -- namely, increased capital
mobility, dollarization, and the international role of the dollar -- this paper briefly reviews
the evidence suggesting that changes in Federal Reserve monetary policy have
implications for both emerging markets and the global economy. Implications for the
Federal Reserve's international LOLR role are highlighted and some recommendations
for monetary policy are outlined

Recent Trends and Developments

* Increasine Financial Integration and Growine Capital Mobilitj.

Clearly, one important trend of recent years is increasing international financial
integration and growing capital mobility.2 Most economists now recognize the inexorable
trend toward globalization or growing international integration of financial markets and
increasing capital mobility. Empincal results, for example, increasingly provide

' For a discussion of these responsibilities, see Robert E. Keleher, "An International Lender of Last Resort,

the IMF, and the Federal Reserve," Joint Economic Committee, February 1999.
' The word integration denotes the bringing together of parts into a whole. The more integrated markets

are, the more they behave as a unified whole, rather than segmented parts. Financial market integration
increases the degree of interdependence among financial markets and such integration is altemnatively

defined as (I) the extent to which markets are connected, (2) the degree of responsiveness and sensitivity to

foreign disturbances, or (3) the degree of openness.
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evidence of growing capital mobility. In particular, data on capital flows as well as
interest rate differentials indicate that a growing degree of capital market integration or
increased capital mobility has occurred since the 1970s.3 The U.S. economy, along with
most other economies, is more open. Many experts believe these trends are largely
inevitable and iteversible, partly because they are being driven by communications and
informational technological change and pardy because policymakers increasingly
recognize die many compelling benefits of regulatory changes that foster financial
integration.4 Accordingly, a growing consensus among economists is that there is no
tumning back: i.e., that capital mobility is here to stay.5

There are a number of important implications of this increased international
financial integration. This more open environment, for example, implies that changes in
monetary policy involve a somewhat different transmission mechanism. In particular, the
more integrated the economy, the more quickly and substantially do divergent policies
affect financial markets and capital flows. And the foreign exchange rate may play an
increasingly important role in transmitting changes in monetary policy to the
macroeconomy. Accordingly, exchange rate movements potentially may contain more
usefil information about changes in monetary policy than in previous, more closed (less
integrated) circumstances.

* Clarification of the ')olicv trilemma"

These altered conditions of increased capital mobility also place important
constraints on monetary policy, commonly referred to as the "policy trilemma." As
Obstfeld ably describes it:

The limitations that open capital markets place on exchange rates and monetary
policy are summed up by the ideas of the 'inconsistent trinity or.. 'the open-
economy trilemma' that is, a country cannot simultaneously maintain fixed
exchange rates and open capital markets while pursuing a monetary policy
oriented toward domestic goals. Governments may choose only two of the
above. 6

If capital mobility is, indeed, an irreversible given, the policy choices
circumscribed by the above trilemma are increasingly limited. In particular, policy
choices are now between flexible exchange rate/domestic policy goal (e.g., inflation
targeting) regimes and fixed exchange rate/without domestic goal regimes.7 If

3 See, for example, Maurice Obstfeld, 'The Global Capital Marker: Benefactor of Menace?', Joumal of
Economic Perspectives Vohlme 12, Number4, Fall 1998, pp.9-30; Maurice Obstfeld and Alan M. Taylor,
"The Great Depression as a Watershed: International Capital Mobility over the Long Run," in The tefning
Moment The Great Diepression and the American Economy in the Twentieth Century. Edited by Michael
D. Bordo, Claudia Goldin, and Eugene N. White, University of Chicago Press, Chicago, 1998, pp.353402.
4See Barry Eichengreen, Toward A New International Financial Architecture Institute for Internationat
Economics, Washington DC, 1999, pp.2-3.
'See, for example, Eichengreen, op. cit., p.3.
6 Obstfeld, (1998) op. cit., pp.14-5.
7 These might take the form of currency boards or dollarization regimes.
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policymakers fix the exchange rate, they lose control of the interest rate; if they peg the
interest rate they can't control the exchange rate. In starker temis, capital mobility

"confronts national authorities with a decision over controlling either interest rates or
exchange rates.'8 Some authors [e.g., Obstfeld (1998), Eichengreen (1996)] suggest that

in recent years, the choice has moved mostly in favor of the flexible exchange
rates/domestic policy altemative: i.e., mostly in favor of "controlling" interest rates rather
than exchange rates.9 The U.S. has evolved into such a regime: namely, a defacto
infonnal 'inflation targeting" position. 10 For most countries, this result may be due in
part to considerations of political economy, contemporary political forces may mandate
that domestic policy goals be given attention. 1 ' Nonetheless, the trend does underscore
the constraints brought to bear on policy choices by increased capital mobility.

* The Continued International Currency Role of the Dollar

Another important trend relates to the continued international currency role of the

U.S. dollar. Despite the collapse of the dollar-based Bretton Woods (fixed exchange rate)

system and the move to more flexible exchange rate arrangements, the dollar continues to

be used as the principal international currency. As Robert Mundell has aptly stated:

Flexible exchange rates did not dispense with the need for international
reserves or end the dominant role of the dollar. In one sense the dollar
became more important than ever. The need for an international unit of
account for purposes of international trade and finance was just as great as
ever, and the increased uncertainty associated with flexible exchange rates
increased, rather than eliminated the need for international reserve
assets... The dollar remained the principal international monetary reserve

(in the 1980s and 1990s). The enhanced role of the dollar under flexible
exchange rates was reflected in the rapid expansions of dollar reserves
which has more than kept pace with the growth of trade .. 12

More specifically, the dollar continues to provide the principal functions of an

international money and thereby remains the dominant international key, vehicle, and
reserve currency. This fact has been documented by several recent studies [such as
McKinnon (2000) and Hartmann (1998)].13

a Obstfeld, 1998, op. cit.,p.18.
9 For as alternative perspective, see Jeffrey Frankel, "No Single Currency Regime is Right for All

Countries of at All Times," NBER Working Paper 7338, September 1999.

' Inflation targeting in and of itself does not have to be exclusively 'inward looking"in the U.S., but

instead can be implemented in a way that recognizes international concerns (see below).

" See, for example, Barry Eichengreen, Globalizing.CanitaL Princeton University Press, Princeton, 1996,

?195.
R.A. Mundell, "The Future of the Exchange Rate System,- paper prepared for the Rocca di Salimbeni

Conference, Monte dei Paschi di Siene, Siena, Italy, November 24, 1994, p.1
2

(parentheses added).

3 See Ronald McKinnon, "Mundell, the Euro, and the World Dollan Standard," paper prepared for

presentation at the American Economic Association, January 8, 2000, pp.8-1o, and Philipp Hartmann,

Currency Comnetition and Foreien Exchange Markets The Dollar, the Yen. and the Euro. Cambridge

university Press, Cambridge, 1998, pp. 35-39, especially Chapter 2.
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The continued use of international currency suggests there remains an important
demand for the services of international currency: i.e., continued demand for a "money
for other monies." Given this existing global demand, important responsibilities accrue
to the supplier of this principal global currency, the Federal Reserve. In particular, if the
supplier of international reserve currency pays attention to changes in its demand and,
accordingly, adjusts supply to match changes in the demand for international currency,
global stability may be promoted This suggests that the Federal Reserve should focus
attention on price signals and should provide a stabilizing price anchor for the current fiat
money system. It also suggests that the Federal Reserve -- as the supplier of the
dominant international reserve asset -- should recognize that when it tightens policy
(thereby restricting the supply of international reserves), other central banks may well
tighten, and when it eases, others may ease. In short, its policy moves can be magnified
or made more potent because of these reactions. Additionally, the use of global reserves
suggests the need for the services of an international lender of last resort (LOLR) for
liquidity crisis situations involving sharp increases in the demand for international
reserves. 14 Since the Federal Reserve is the ultimate supplier of this liquidity, these
international LOLR responsibilities fall upon the Federal Reserve.

The Dollarization of Emerrini Market Economies

Another notable and related development relates to the dollarization -- the official
and unofficial use of the dollar to displace domestic currency -- in several emerging
market economies. A number of studies examining the extent of such dollarization
suggest that it is substantial in a number of countries, especially those in Latin America
as well as in Russia.is Related evidence indicates that foreigners hold significant
percentages (above 50 percent) of dollar notes in circulation. 16

This widespread dollarization suggests that changes in U.S. monetary policy may
have important impacts on the many users of dollars. Accordingly, there may be
potential implications for Federal Reserve monetary policy. Since these effects of
changes in Federal Reserve policy can be nontrivial, it may be desirable to consider them
in policymaking deliberations.

Implications

The trends and developments outlined here can have some important implications.
All of these factors -- the increased international integration of financial markets together
with dollarization and the continued international currency role of the dollar -- suggest
that changes in Federal Reserve monetary policy may have differing effects than revealed
in earlier experience. With this more open economy and key role of the dollar, the
transmission mechanism of U.S. monetary policy may have changed In particular,

' See Robert E. Keleher, "An Inlervational Lender of Last Resort, the IMF, and the Federal Reserve" Joint
Economic Committee, February, 1999.
" See Kurm Schuler, "Basics of Dollarization," JEC Staff Report, July 1999.
6 See, for example Richard D. Porter and Ruth A. Judson, "The Location of U.S. Currency: How much is

Abroad?" Federal Reserve Bulletin. October 1996, pp.883-903.
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various financial markets (e.g., foreign exchange, bonds, equities) may curently play a
more significant role in transmitting changes in monetary policy. Changes in U.S.
monetary policy may have more potent impacts on foreign countries than earlier was the
case. And the global economy itself may experience different impacts of changes in
Federal Reserve policy.

Some Emerging Empirical Evidence

A growing body of empirical evidence suggests that changes in Federal Reserve
monetary policy can have significant impacts on foreign countries, on international
financial variables, and, indeed, on the global economy. This evidence, however, is
dispersed among varieties of research concerned with related, but differing topics; for
example, empirical evidence on the Federal Reserve's international effects has emerged
florn studies examining the determinants of capital flows in emerging markets, the causes
of recent banking and currency crises, and the choice of exchange rate regimes. The
evidence is not centralized in readily accessible literature, in part because there are
multiple channels through which changes in U.S. monetary policy can have its foreign
impact The form of this impact, moreover, depends in part on the existing exchange rate
regime.

This diverse literature relating to the international dimension of changes in
Federal Reserve policy is organized into three categories and briefly surveyed as follows:

* Studies examinine the determinants of capital flows.

Recently, a number of studies have analyzed the determinants of sensitive capital
flows to emerging market economies. Initially, researchers focused on the performance
and differing characteristics of individual countries in explaining these capital flows;
however, they soon noticed that capital flows tended to affect many emerging economies
at the same time, despite their differing characteristics. In short, common (international)
factors appeared to be important determinants of these movements.

More specifically, investigators found that factors external to these emerging
market economies -- such as international interest rate movements in large industrialized
economies and financial centers such as the U.S. -- played a significant role in explaining
these capital flows. In particular, changes in U.S. monetary policy tended to be
associated with changes in financial (money, bond, and equity) markets in several
emerging market economies. This was aptly stated by Calvo, et al. (1996):

The tightening of monetary policy in the U.S. and the resulting rise in interest
rates in early 1994 made investment in Asia and Latin America relatively less
attractive... higher interest rates quickly and markedly affected developing
country debt prices. Indeed, the rise in U.S. rates also triggered market
corrections in several emerging stock markets. It seems likely that with
highly integrated and technologically sophisticated financial markets, changes
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in relative rates of return will quiddy translate into cross-border capital
flows.

1 7

Similarly, Goldstein and Turner (1996) argued that

... empirical evidence suggests that movements in international interest rates
can explain between one-halfand two-thirds ofthe swings in private capital
inflows to developing countries in the 1990s.1

8

Studies reaching conclusions consistent with these arguments include: Calvo et al.
(1993), Dooley et al. (1994), Chuhan et al. (1993), Goldstein (1995), Femandez-Arias
(1994), Eichengreen (1991), and Eichengreen and Fishlow (1996).19

In short, this literature establishes that changes in external (or global) factors such
as movements in the interest rates of leading industrial countries like the U.S.
significantly influence emerging market financial markets and can be dominant
determinants of capital flows to these emerging economies (especially in Latin America).

Studies Examining the Causes of Recent Intemnational Financial or Banking
Crises

A number of studies have examined the factors causing recent international
financial or banking crises. While these studies identify multiple factors contributing to
these crises, the literature does find that many banking crises in developing economies
are associated with prior increases in the interest rates of key developed economies such
as the U.S.

Eichengreen and Rose (1998), for example, note that

Our central finding is a large, highly significant correlation between
changes in industrial-country (including U.S.) interest rates and banking

" Guillermo Calvo, Leonard Leiderman, and Carmen Reinhart, "Inflows of Capital l0 Developing
Countries in the 1990s,' Joumal of Economic Persoectives Volume 10, Number 2, Spring t996, p. 126.
I Morris Goldstein and Philip Turner, "Banking Crises in Emerging Economies: Origins and Policy
Options," B.t.S. Economic Papers No. 46, October 1996, p. tO.
" Guillemmo Calvo, Leonard Leiderman, and Carmen Reinhar, "Capital Inflows and Real Exchange Rate
Appreciation in Latin America," IMF Staff Papers. Vol. 40, No. t, March 1993, pp. 108-15 1; Michael
Dooley, Eduardo Femandez-Arias, and Kenneth Kletzer, "Recess Private Capital Flows to Developing
Countries: Is the Debt Crisis History?," NBER Working Pap No. 4792, July 1994; Punam Chuhan, Stijn
Claessens, and Nlandu Mamingi, "Equity and Bond Flows to Asia and Latin America: The Role of Global
and Country Factors," Policy Research Working Papers, International Economics Department, World
Bank, WPS 1160, July 1993; Morris Goldstein, "Coping With Too Much of a Good Thing," Policy
Research Working Paper 1597, Intemnational Economics Department, The World Bank, September 1995;
Eduardo Fernandez-Arias, "The New Wave of Private Capital Inflows: Push or Pull?" Policy Research
Working Paper 1312, The World Bank, November 1994.; Barry Eichengreen, "Trends and Cycles in
Foreign Lending," in Horst Sieben (ed.), Capital Flows in the World Economy, Tubingen; Mohr, 1991, pp.
3-28; Barry Eichengreen and Albert Fishlow, Contending With Capital Flows, What is Different About the
1990s? A Council on Foreign Relations Paper, 1996.
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crises in emerging markets... Northern interest rates rise sharply and

significantly (relative to their level in non-crisis control group cases) in the

year preceding the onset of banking crises, before peaking in the crisis year

and the year following.
This result... points strongly to the role played by external financial

conditions -- and in particular to the effect of rising interest rates in

worsening the access of developing-country banking systems to offshore

funds...
Our finding of an important role for world interest rates in the onset of

banking crises reinforces the conclusions of (others)... for increases in

world interest rates to precipitate banking problems.
20

Others have come to similar conclusions. Frankel and Rose (1996) find that

increases in developed country (including U.S.) interest rates significantly enhance the

likelihood of a currency crash in developing countries; increases in foreign (e.g., U.S.)

interest rates play a meaningful role in predicting currency problems.
2
' Kaminsky and

Reinhart (1996) suggest that external factors such as increases in interest rates in the U.S.

may play an important role in explaining the prevalence of banking and balance of

payment crises. 2 Results consistent with this argument were attained by Chang and

Velasco (1998). These authors contend that "the 1997-98 crises in Asia were in fact a

consequence of intemational illiquidity' which could in turn be partly rectified by the

liquidity provision of an international lender-of-last resort.
23

In addition to evidence on the effects of changes in U.S. interest rates on recent

international financial crises, evidence also exists as to the causal effects of changes in

the foreign-exchange value of the dollar on such crises.24 While several authors mention

the role of dollar movements as contributing factors in the recent Asian financial crisis,

Whitt (1999) provides convincing evidence that dollar appreciation prior to the recent

Asian financial tuabulence was a significant contributing factor to this crisis.
25

Specifically, several key emerging economies in Asia tied their currencies to the dollar,

yet maintained significant trading relationships with Japan Consequently, a significant

appreciation of the dollar relative to the yen impelled these countries to follow the dollar

(and U.S. monetary policy), thereby causing their currencies to appreciate against the

20 Barry Eichengreen and Andrew K. Rose, "Staying Afloat When the Wind Shifts: External Factors and
Emerging-Markets Banking Crises," NBER Working Paper 6370, January 1998, pp. 5, 6 (parentheses
added).
21 Jeffrey A. Frankel and Andrew K. Rose, "Currency Crashes in Emerging Markets: An Empirical
Treatment," Journal of International Economics 41, Nos. 3/4, November 1996, pp. 3

5
1-366.

" Graciela L. Kaminsky and Canmen M. Reinhart, "The Twin Crises: The Causes of Banking and Balance
Payments Problems," International Finance Discussion Papers, Federal Reserve Board, 1996-554 p. 8.
23 Roberto Chang and Andres Velasco, "The Asian Liquidity Crisis," NBER Working Paper 6796.
November 1998 (quoted from abstract).
24 Changes in the foreign exchange value of the dollar can importantly reflect changes in U.S. monetary
policy.
5 See Joseph Whitt, "The Role of External Shocks in the Asian Financial Crisis," Economic Renie.
Federal Reserve Bank of Atlanta, Second Quarter 1999, pp. 18-31, and studies cited therein (p. 24).
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yen. Consequently, their trade positions with Japan were severely effected just before the
currency attacks began, thereby significantly contributing to the financial crises in Asia;26

* Other Evidence

Evidence on the impact of changes in U.S. monetary policy on foreign
(International) interest rates recently has emerged from research related to the choice of
exchange rate regime literature. In considering alternative exchange rate regimes
available to emerging market countries, for example, Frankel and others have examined
the interest rate responses in emerging countries to changes in U.S. (Federal Reserve)
interest rates.

27
Frankel finds that when the Federal Reserve raises interest rates, these

increases are quickly and entirely passed through to those emerging market economies
with exchange rates rigidly tied to the dollar. Such exchange rate regimes require the
emerging economy to follow the same monetary policy as the U.S. regardless of its
appropriateness to local economic conditions. The situation is even more dramatic,
Frankel finds, for emerging market economies that maintained a "loose link" to the dollar
(such as Brazil or Mexico). In these cases, a Federal Reserve interest rate hike induces
local interest rates to increase by more than those in the U.S.; these emerging market
rates turn out to be more sensitive to U.S. policy moves and rise by more than one-for-
one.28 (Similar results are found by Hausmann et al., and Frankel and Okongwu.)
Frankel argues that the reason for This surprising result is that the U.S. interest rate
increase has a large negative effect on capital flows and international investors are
nervous about the loose exchange rate link, requiring an extra risk premium for
devaluation and default risk as well as for the lack of credibility on the part of
macroeconomic policyrnakers.

In short, this evidence indicates that changes in U.S. monetary policy can have
potent impacts on the interest rates in emerging market economies under different
exchange rate regimes. The evidence suggests that as international financial markets
become more integrated, interest rates in emerging economies may become increasingly
sensitive to changes in the interest rates of large developed countries.

The empirical evidence briefly outlined here indicates that changes in U.S.
monetary policy importantly affect financial markets in emerging markets in a number of
ways. These changes may dominate capital flows in emerging market economies and

26 See also Ronald L. McKinnon, "Euroland and East Asia in a Dollar-Based System," The International
fi=o September/October 1999, P. 45, 67.

See Jeffrey A. Frankel, "No Single Currency Regime is Right for All Countries," Testimony before the
Subcommittee on Domestic and International Monetary Policy of the Committee on Banking and Financial
Services, U.S. House of Representatives, May 21, 1999(a); Jeflrey A. Frankel, 'No Single Currency
Regime is Right for All Countries oral All Times," NBER Working Paper 7338, September 1991(b);
Jeffrey A. Frankel and Chudozie Okongwu, "Liberalized Portfolio Capital Inflows in Emerging Markets:
Sterilization, Expectations, and the Incompleteness of Interest Rate Convergence," Intemational Joumnal 0
Finance and Economics Vol. 1, No. 1, January 1996, pp. 1-23; and Ricardo Hausmann, Michael Gavin,
Carmen Pages-Serra, and Ernesto Stein, "Financial Turmoil and the Choice of Exchange Rate Regime,"
Inter-American Development Bank, Office of Chief Economist, Working Paper #400, 1999. The
discussion here follows Frankel 1999(a).
2i See Frankel 1999(a), pp. 7-8; and Frankel 1999 (b), p. 

22
.
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U.S. rate hikes have been associated with banking or financial crises in these developing
economies. Further, movements in U.S. interest rates may have potent effects on interest
rates in emerging markets under differing exchange rate regimes.

Anecdotal Evidence: The Interest Rate Cuts in the Fall of 1998

In addition to this growing collection of formal empirical evidence, anecdotal
evidence is also relevant In particular, assessments of the three Federal Reserve interest
rate cuts in the fall of 1998 led several analysts and "Fed watchers" to conclude that
international factors may have weighed heavily in precipitating this Federal Reserve
action.

These interest rate cuts, it will be remembered, took place in the context of
international financial market turbulence associated with the Russian devaluation and

debt moratorium in mid-August 1998. It was during this period that the Federal Reserve
cut interest rates and took to monitoring risk and liquidity spreads after world financial
markets threatened to "seize up" following the Russian problems.

The official rationale for these rate cuts was always flamed in terms of their effects
on the U.S. economy. Nevertheless, FOMC minutes indicated the moves were
undertaken in light of the effects of the prevailing global (interational) turmoil including
its Impact on the liquidity of financial markets29

In assessing the episode, various economists, "Fed watchers," and market observers
generally concurred with the need for Federal Reserve action. Their interpretations of
this action, however, often more explicitly recognized the international dimension of the
Federal Reserve policy moves and of the Federal Reserve's implicit assumption of
important international lender-of-last-resort responsibilities (associated with the dollar's
reserve currency status).

One well-known market observer, Allen Sinai, for example, argued that

The Greenspan Federal Reserve appears to have shifted regime, operating
with a new policy framework that takes the world economy and financial
system into account; viewing the U.S. as one component in this system.30

Another market observer remarked:

The Fed Chairman understood that he had to act quickly to convince markets
the U.S. central bank was ready to assist the world economy in crisis. 31

2 See, for example, "Minutes of the Federal Open Markei Committee," Federal Reserve Bulletin January
1999, p. 

45
.

3 Sinai was quoted in Gerald Baker, "Man of the Year Alan Greenspan: Guardian Angel of the Financial
Markets," Einaneial Times. December 24,1998, p. 9.
"' Baker, ibid.
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Similarly, in remarks to the American Economic Association in January 1999, the
IMF's Stanley Fischer stated that:

...in recent months the leading central banks, in recognition ofthe feedbacks
between the emerging market and the industrialized economies, have taken
actions in the interests of their own countries that stabilize the world
economy. 32

In short in taking this action, the Federal Reserve indicated it is capable of taking
intemational, global factors into account and, indeed, providing important international
lender-of-last-resort services, thereby serving to calm skittish world financial markets in
situations of sharp increases in demand for international liquidity.33

This is another
manifestation of the international dimensions of Federal Reserve policy, which is
sometimes not explicitly recognized

Summary

Federal Reserve monetary policy has traditionally focused on the domestic
economy. Over time, however, a number of sigrificant trends have underscored the
potential importance of the international dimension of contemporary monetary policy.
Such trends include the following:

* Financial markets continue to become increasingly integrated
internatonally; capital is evermore mobile.

* The U.S. dollar continues to remain the world's principal international (key,
reserve, and vehicle) currency despite evolving exchange rate arrangements.

* Official and unofficial dollarization continues in several emerging market
economies.

These trends suggest that monetary policy may have differing transmission
mechanisms increasingly involving international variables than was earlier the case. In
addition to these trends, empirical evidence recently has accumulated showing that
changes in U.S. monetary policy can significantly impact emerging market economies in
a number of ways. For example, changes in U.S. monetary policy can (I) dominate
capital flows in emerging market economies, (2) be associated with financial crises in
these countries, and (3) significantly impact interest rates and financial markets in
emerging economies under differing exchange rae arrangements. Furthermore,
experience shows that the Federal Reserve can successfully assume intemational lender-

32 Stanley Fischer, "On the Need for an International Lender of Last Resort," paper prepared for delivery at
the American Economic Association, New York, January 3, 1999.
"3 It should be noted that key market price indicators (i.e., commodity prices, bond yields, and the foreign
exchange value of the dollar) were signaling the Federal Reserve to case at the time and broad measures of
price inflation were benign.
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of-last-resort responsibilities and stabilize world financial markets in situations of
international liquidity crises.

Implications for U.S. Monetary Policv

Several important implications for U.S. monetary policy emerge from these trends
and growing empirical evidence. They include the following.

* Given capital mobility and the practical reality that political pressures will
dictate a preference for domestic monetary policy goals, the "policy
trilemma" for the U.S. boils down to flexible exchange rate arrangements
and a price stability objective for monetary policy.

* The Federal Reserve cannot deviate from or lose sight of its price stability
goal, and the Federal Reserve should not sacrifice domestic for other goals.
Nonetheless, it may be desirable to recognize the significant, increasingly
important international repercussions of changes in U.S. monetary policy in
order to better achieve these domestic goals. Recognizing these
repercussions and their potentially important feedback effects suggest tiat
changes in U.S. monetary policy may be more potent and wide-ranging than
earlier believed Consequently, to best achieve domestic goals in a
nondisruptive manner, the degree or speed of policy moves may need to be
adjusted accordingly.

if these increasingly important repercussions and their potential
feedback effects (e.g. changes in exports, import prices, or capital flows) can
be identified, anticipated, and taken into account, their effects potentially
may be offiet, resulting in smoother tansitions for the domestic economy
and for financial markets. By taking these effects into account,
implementation of policy changes can result in a less volatile, less costly,
less disruptive outcome. Policy implementation may be improved. In short,
informal "inflation targeting" by the Federal Reserve may be implemented
in a way that recognizes international concerns.

* Recognizing these growing international impacts of changes in monetary
policy suggests that in order for the Federal Reserve to best achieve its
goals, policy changes may need to be undertaken in a well-telegraphed,
gradual, deliberate manner so that no policy surprises or unanticipated
repercussions occur, disrupting international and domestic markets. In
short, to promote stability, the Federal Reserve may be well advised
whenever possible to avoid sharp, rapid, and unexpected policy changes.

* The Federal Reserve should increasingly recognize international LOLR
responsibilities and be prepared to respond to international liquidity crises.34

3 For a discussion of these responsibilities and ways to implement them, see Keleher op. cit., p. 9.
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* These intemational factors may best be taken into account by maintaining a
stable pnce environment and carefully, jointly monitoring forward-looking
market prices such as various bilateral and broad trade-weighted measures
of the dollar exchange rate, commodity prices, and bond yields as policy
indicators. These market price indicators may in turn be supplemented by
various measures of global prices, world commodity prices, and global bond
yields to gain information about prospective global price movements, global
price expectations, and world liquidity.35

Dr. Robert E. Keleher
Chief Macroeconomist to the Vice Chairman

" See discussion in Keleher, op. cit., p.9.
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THE PERFORMANCE OF CURRENT MONETARY
POLICY INDICATORS

INTRODUCTION

The Federal Reserve necessarily uses intermediate indicators in implementing a price-
stabilizing monetary policy because of the well-known lags involved as well as the need for
occasional pre-emptive action. With a quasi (informal) inflation targeting approach in place, the
Fed's intermediate indicators must provide reliable signals of future changes in inflation. In
recent years, however, mainstrearn economists (and their favored indicators) have done a
relatively poor job of forecasting inflation. Inflation has been routinely overestimated: i.e.,
forecasted inflation has been higher than actual inflation. "Standard tools" or conventional
indicators commonly used for forecasting inflation in many of these models involve the gap
between actual unemployment and NAIRUl or between actual and potential GDP. In recent
years, these policy guides (and models making use of such guides) have fhired poorly,
persistently overestimating inflation.

This paper briefly reviews the poor performance of these indicators in recent years and
describes important problems of using real economic variables to forecast inflation. An
alternative approach using market price indicators is briefly described, its advantages outlined,
and its performance reviewed. These market price indicators consistently provided accurate
signals as to future movements in core inflation and, accordingly, appear to have outperformed
the conventional indicators.

The Policy Framework

A great deal of agreement has emerged in recent years as to the proper goal of monetary
policy. In particular, under current exchange rate arrangements, the credible maintenance of
price stability or a stable value of money has come to be viewed as the proper ultimate objective
of monetary policy. 2 The obvious nature of this monetary policy goal was perhaps best
summarized by Swedish economist Knut Wicksell more ihan a century ago:

There is no need to waste words proving how important it is that the exchange
value of money or, what is the same thing seen from the opposite angle, the general
level of .. prices, remains as stable and constant as possible. Money is the standard
of all values, the basis of all property transactions, and daily becomes more and more
so. All commodities are exchanged for money, and moreover, we produce only in
order to exchange, and to exchange for money. What then can be more important

}NAIRU is an acronym for non-accelcrating inations rate of uremployment. If actual unemployment falls below
NAIRU, inflation is projected to increase (and vice versa).
The case for and advantages of price stability have been made elsewhere and will not be repeated here. See, for

example, Robert Keleher, 'Establishing Federal Reserve Inflation Goals," a Joint Economic Committee study, April
1997.
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than that what constitutes the standard of everything else, should itself remain a
constant magnitude.3

In pursuit of price stability, the Federal Reserve in recent years has in effect adopted a

quasi (informal) inflation targeting procedure, which has succeeded in lowering and containing

inflation
4 With price stability the central focus of monetary policy, the policy apparatus chosen

should be that which best contributes to achieving this goal. Key elements of this policy
apparatus are the intermediate indicators or guides used to achieve price stability. Such
intermediate indictors are essential to this effort because of well-known policy lags, the frequent
need for pre-emptive policy action, and other well-known problems with direct price targeting.

5

Appropriate intermediate indicators should be reliable forerinners or proxies for inflation or
inflationary expectations: indicators or guides that reliably signal future changes in inflation or

changes in inflationary expectations.

Currently, there is a good deal of disagreement among economists as well as Federal
Reserve policymakers as to the best set of intermediate indictors to use in obtaining the Fed's
goal. Conventional analysts, for example, use models that typically embody a "Phillips curve"

relationship relating inflation positively to an "output gap." That is, these analysts employ the
gap between actual unemployment and NAIRU or the gap between actual GDP and potential

GDP as key inflation indicators or guides.
6

These are among their standard tools for forecasting
inflation 7

Forecast Errors of Mainstream Models

In recent years, however, the inflation forecasts of mainstream economists (and their
models) have been inaccurate and offthe mark. Analysts generally agree that, for the most part,
economists have done a poor job forecasting inflation. In particular, inflation has generally been

overestimated; inflation forecasts have been persistently higher than actual inflation. An

evaluation of inflation forecasts by the Congressional Budget Office (CBO), for example,

indicates that the Blue Chip consensuspersistently overestimated (two-year average) inflation

rates from 1991-1992 to 1998-1999.

Wicksell, Knut, "The Influence of the Rate of Interest on Commodity Prices," in Knut Wicksellt Selected Paoers

on Economic Theory, edited by Erik Lindahl, Harvard University Press, Cambidge, Mass., 1958, p. 67 (originally
rublished in 1898).

See, for example, the testimony of Federal Reserve Chairman Alan Greenspan: The Economic Outlook and

Monetary Policy, Hearing before the Joint Economic Committee, Congress of the United States, One Hundred Fifth
Congress, First Session, October 29, 1997. See especially page 14.
5See, for example, Manuel Johnson and Robert Keleher, Monetarv Policy, A Market Price Approach Qouorum
Books, Westport, Conn., 1996, p. 

2 3
.

6 If actual unemployment falls below NAIRU, inflation is projected to increase (and vice versa). If actual GDP
growth exceeds potential GDP growth, inflation is projected to increase (and vice versa).
7 Relationships similar or analogous to these are ingredients in approaches used by the Congressional Budget Office
and by the staffat the Federal Reserve Board. See, for example, Douglas Hamilton, "Description of Economic
Models," CBO PaeL November 1998, p. 7; and David Reifschneider, Robert Tetlow, and John Williams,
"Aggregate Disturbances, Monetary Policy, and the Macroeconomy: The FRBIUS Perspective," Federal Reserve
Bulletin January 1999, p. 7.

See Matthew Solomon, "Appendix B: Evaluating CBO's Record of Economic Forecasts," The Budget and

Economic Outlook Ugdate, CBO, July 2000, Table B-4, p. 61. Analysis of forecasts by St. Louis Federal Reserve
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Part of the reason for these inaccurate forecasts relates to unreliable indicators used in
forecast formulation. In particular, models using the actual unemployment rate relative to
NAIRU (or actual GDP relative to potential GDP growth) as key ingredients in their inflation
forecasts were inaccurate; these models persistently overestimated inflation. For example, CBO
-- which employs such variables as important ingredients in its inflation forecasts -- assessed its
recent forecasts and established that CBO has persistently overestimated inflation since the early
1990s. 9

Similarly, staffat the Federal Reserve Board (FRB) recognized inadequacies of inflation
forecasts based on Phillips Curve or NAIRU concepts. A recent FRB study of such
relationships, for example, found that actual inflation consistently fell short of their model's
predictions of inflation over a recent five-year period. ° This led them to remark that:

The tendency of our baseline equations to significantly overpredict inflation since the
mid- 1990s... is an indication of structural change... or of misspecification.i

Some Simple Observations

It is not necessary, however, to engage in sophisticated forecast assessment to recognize the
inadequacies of these Phillips curve-type guides as indicators of inflation. These inadequacies
can readily be observed with a few simple graphs. For most of the past eight years, for example,
the unemployment rate and core inflation have fallen together (see Chart I 2). During this
lengthy period, there is little sign of an inverse relation between these two variables as is
sometimes suggested by Phillips curve proponents.

Chart I
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Bank Economists draws similar conclusions. See Wiiam T Gavin and Rachel J. Mandal, "Mixed Signals?"
National Economic Trends, Federal Reserve Bank of St. Louis, July 2000.

See Solomon, op. cit., p. 61.
'O Flint Brayton, John M. Roberts, and John c. Williams, what's Happened to the Phillips Curve?" Division of
Research and Statistics, Federal Reserve Board, Washington, DC, September 1999.

Ibid., p. 4.
2 The source for all graphs is Haver Analytics.
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As Chart 2 reveals, the civilian unemployment rate has fallen for eight years, has remained
below 6 percent for more than six years, below 5 percent for more than three years, and has
vacillated in the neighborhood of 4 percent during the past year. As late as the mid- 1990s,
estimates of NAIRU weretypically in the neighborhoodof6 percent.'

3 As Robert Gordon noted

in 1998:

In contrast to the near universal forecasts of accelerating inflation that would

accompany a dip in the unemployment rate below 6 percent, inflation actually
decelerated significantly between 1994 and 1998.'4

Chart 2
- Civilian Unemployment Rate
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Accordingly, as unemployment continued to fall with no signs of accelerating inflation,
erroneous estimates of NAIRU were downward-revised. Current (downward-revised) CBO
estimates of NAIRU are also shown in Chart 2. Even with a downward-revised estimate of
NAIRU, the unemployment rate has remained below NAIRU for almost 3 1/2 years. Yet the
core rate of inflation, as measured, for example, by the core CPI, has remained relatively well
behaved, as Chart 3 illustrates. In short, these charts suggest that in recent years the
unemployment rate, either alone or relative to NAIRU, has not been a reliable guide or indicator
of future inflation.

" See, for example, Arturo Estrella and Fredenc S. Mishkin, "Rethinking the Role of NAIRU in Monetary Policy:
Implications of Model Formulation and Uncertainty," NBER working Paper No. 6518, April 1998, p. 1.
I' Robert J. Gordon, "Foundations of the Goldilocks Economy: Supply Shocks and the Time -Varying NAIRU,-
February 3, 1999. Revision of paper presented at the Brookings Psnel on Economic Activity, September4, 1998,

p. .
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Chart 3
CPI-U: Al Items Less Food and Energy
% Chageo. Yea, to Y-, SA. 1992-84=100

6.00 
-6.00

525 . ......... -5.25

450 . .......... ...................... ...... 450

3.75\ ........................................ 3.75

300 ......... ..... . 3.00

2.25 .... ... . ................ -2.25

1.50 I 
150

go 1 9 9394 95 00 97 98 99 00

As Chart 4 indicates, similar observations about the inadequacies of inflation guides can bemade with respect to the growth of actual GDP relative to estimates of potential GDP growth.
Real GDP growth has consistently exceeded estimates of potential GDP growth (on a year-over-
year basis) since the mid- 1990s: i.e., for almost five years. Yet for the most part core inflation
decelerated over this period And analogous to NAIRU, as this gap persisted while core inflationcontinued to decelerate, (erroneous) estimates of potential GDP have repeatedly been revised
upward, from the neighborhood of 2 1/2 percent to about 3 1/2 percent. Nonetheless, the
conclusion remains inescapable: this actual GDP-potential GDP gap has been an unreliable guideto fitture movements of inflation.

Chart 4
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The charts depicted here lead to a number of observations. In particular, in recent years:

* Low unemployment, even when it is low relative to downward revised estimates of

NAIRU, has not been reliably associated with increased inflation.

* Economic growth persistently in excess of (upward-revised) estimates of potential

GDP growth has not meaningfully stimulated core inflation or inflationary

expectations.

* The gap between actual unemployment and NAIRU as well as the gap between

actual GDP growth and potential GDP growth have been inaccurate guides to or

indicators of inflation. These variables have contributed to inaccurate inflation

forecasts. Indeed, for much of the late I 990s, these variables sometimes have not

even predicted the correct direction of core inflation movements; core inflation has

often continued to decelerate when these gaps have widened.

Problems with using conventional 'gap" models to forecast inflation.

There are a number of theoretical and empirical problems with using real economic

variables -- such as the gap between actual and " non-inflationary" unemployment or the gap

between actual and potential GDP growth -- to forecast inflation. These problems, for example,

include the following:

* The relationship between real economic activity and inflation is ambiguous. For

decades it was generally believed that prices were pro-cyclical: i.e., that output and

prices were positively correlated. Often, some fonm of Phillips curve relationship

(associated with demand-side disturbances) was used to rationalize such

correlation. 15 Recent evidence, however, indicates that properly assessed, this

correlation is negative over the post-war period.1
6 And from a long-term trend

perspective, unemployment and inflation move together i.e., they are positively

correlated as indicated in Chart 5. This suggests that robust real economic activity

does not necessarily lead to higher inflation.

1 See, for example, Wouter J. den Haan, "The Comovement Between Output and Prices," IoumalofLbMenetase
Economi 46 (2000), p. 

4.
"See, or example, Michael Pakko, "The Cyclical Relationship between Output and Prices: An Analysis of the

Frequency Domain" Joural of Mosey Credit and Banking, Vol. 32, No. 3, August 2000, part 1, p. 382 and the

evidence cited therein.
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Chart 5
- Civilian Unemployment Rate
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Part of the reason for this ambiguity ts that using real economic activity to forecast
inflation often does not adequately distinguish between desnand-side and supply-
side disturbances. These respective disturbances, however, can have very differing
impacts on the output-price relationship. Demand-side stinulus, for example, can
produce short-tenm output gains with increases in inflation. On the other hand,
supply-side stimulus such as productivity advances can produce output gains with
falling inflation. Furthermore, stable, decelerating inflation can serve to promote
economic growth. The unreliability of this output/inflation relationship suggests
that real economic variables may be misleading policy guides for the Federal
Reserve in an inflation-targeting monetary policy strategy.

* Potential GDP and NAIRU are unobservable and the latter cannot be estimated with
precision Since both potential GDP and NAIRU are unobservable, there is an
inherent problem of estimating or measuring these variables. The only truly
foolproof way to detennine or verify whether actual GDP is meaningfully above or
below potential is to observe aggregate price movements. Similarly, the only
foolproof way to truly verify whether actual unemployment is in the vicinity of
NAIRU is to observe price or wage movements.

Furthermore, recent research has demonstrated that NAIRU cannot be estimated
with much precision; there is significant uncertainty in the empirical estimates of
NAIRU. Empirical analysis by Staiger et al., demonstrates that estimates of
NAIRU are quite imprecise with large, wide confidence bands.i7 This suggests a

Stiiger, Douglas, James H. Stock and Mark Watson, "How Precise are Estimates of the Natural Rate of
Unemployment?" in Reducing Inofaions Motivation and Strategry edited by Christina D. Romer and David H.



52

8 A JOINT ECONOMIC COMMITTEE StJoY

lack of confidence as to the actual estimates. In assessing the Staiger et. al.,

analysis, for example, one commenter stated:

.. The data are incapable of distinguishing between a wide range

of estimates of the natural rate... a variety of plausible models

yield widely differing estimates of the natural rate at a point in

time... The standard errors of the estimated natural rates are quite

large -- a typical 95% confidence interval runs from 5 to 8

percent... Even with forty-two years of monthly time-series

observations, the data just do not provide precise estimates.' 8

For all practical purposes, the size of this imprecision and uncertainty precludes the

use of NAIRU as a reliable guide for a price- stabilizing monetary policy.

Potential GDP (or NAIRU) is constantly changing in unpredictable ways: In a

dynamic economy, potential GDP and NAIRU are constantiy changing in

unpredictable ways. NAIRU, for example, was estimated to be around 5% in the

1960s, 7% in the 1970s, and 6% in the early to mid- 1990s. More recently (and

following NAIRU's poor inflation forecasting record) estimates of NAIRU have

been revised down again. These changes in NAIRU are related to a number of

factors including changing labor force demographics, govemment unemployment

programs, or regional economic disturbances among other factors. 1
9 In practice,

these unpredictable changes contribute to forecasting error and make NAIRU an

unreliable policy guide in a price stabilizing monetary policy regime.

In short, there are a number of theoretical, empirical, and practical problems associated

with the use NAIRU or potential GDP as policy guides in a price-stabilizing monetary policy

strategy. These problems, together with the recent poor forecasting record of these variables,

suggest that alternative policy guides should be considered.

Some Alternative Monetary Policy Indicators: Market Price Guides to Monetarv Policy

An altemnative set of monetary policy indicators appropriate for price stability goals has

recently been proposed. A detailed description of the approach using these indicators has been

given elsewhere and will only be briefly summarized here.
20 This approach uses certain market

price indicators -- broad indices of commodity prices, various measures of the foreign exchange

value of the dollar, and long-term bond yields -- as guides for a price-stabilizing monetary

policy. All of these sensitive market prices yield early warning signals pertaining to changes in

the value of, or price of money: i.e., relevant to movements in the general price level. Being

Romer, University of Chicago Press, Chicago, I997(a); Staiger, Douglas, James H. Stock and Mark Watson, "The

NAIRU, Unemployment, and Monetary Policy," Journal of Econonic Perspectives 11:3349,1997(b).

's Alan B. Krueger, "Comment," in Reducing Inflation: Motivation and Strategy. edited by Christina D. Romer and

David H. Romer, University of Chicago Press, Chicago, 1997, pp. 242-3.

" John Judd, "NAIRU: Is it Useful for Monetary Policy?" Federal Reserve Bank of San Francisco, Economic Lette

No. 97-35; November 21, 1997, p. 
2
.

20 Por athrough description of this approach see Manuel Johnson and Robert Keleher, Monetary Policy A Market

Prie Aocaehact Quorum books, Westport, Connecticut, 1996.
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prices, these indicators signal movements in demand relative to supply and accordingly
potentially can be mom useful than the above-described "gap" models. These market prices are
intended to serve as informational indicators, not policy targets. Other things equal, each
indicator can signal the relative "ease" or "tightness" of monetary policy.

These market prices have a number of distinct advantages over competing intermediate
indicators of monetary policy. Such market price data, for example, are observable, easy-to-
understand, timely, and readily available, literally minute-by-minute. They are accurate, less
subject to sampling error, and unaffected by revision, rebenchmarks, seasonal adjustments, or
shift-adjustments that sometimes plaque quantity data. Several formal studies investigating the
usefulness of various forms of economic statistics conclude that market price data are superior to
other forms of data.21 Furthermore, they are forward-looking and can signal future changes in
inflation and inflationary expectations. If these market price indicators are carefully assessed in
conjunction with one another, they can be useful foreninners of inflation and helpful guides for a
price- stabilizing monetary policy.

Recent Performance

Recently, while conventional models were overestimating actual inflation, market price
indicators provided relatively reliable signals as to future movements of general prices. In
particular, these indicators accurately foretold the persistent disinflation of core CPI prices, for
example, and have accurately suggested that no important resurgence of inflation was imminent
These guides indicated that monetary policy generally remained in an anti-inflation mode rather
than "easy' as suggested by the above-cited conventional "gap" models.

Each major market price indicator contributed to this interpretation as follows:

* Commodity prices: Since the mid- 1990s, broad indices of commodity prices have
generally signaled that monetary policy remained in an anti- inflation mode. Broad
indices of core commodity prices have generally remained stable or persistently trended
down since 1995 with some commodity prices indices remaining below commodity price
levels registered in the early 1980s. The KR-CRB spot index (which does not include
energy prices), for example, has persistently trended down since the mid- 1990s and
remains at levels below those registered in the early 1980s 22 (see Chart 6). This
commodity price measure, therefore, served as a reliable forerunner of persistent
downward trends of core CPI inflation during the latter half of the 1990s.

21 See, for example, Oskar Morgenstem, On the Accuracy of Economic Observations Princeton University Press,
Princeton, N.J., 1963; and Victor Zamowitz "On Functions, Quality, and Timeliness of Economic Information,"
NBER Working Paper Series, No. 608, December 1980.
22 The source for the Commodity Research Bureau Commsodity (KR-CRB) price indices is Knight-Ridder financial.
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Chart 6
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Various other indices of commodity prices provide some variation of this general

picture but generally corroborate the central theme. The KR-CRB futures index (which

includes energy prices) has trended down from 1995, but ticked up with energy prices

early in 1999 before cooling in mid-2000. Similarly, as shown in Chart 6, popular
indices of industrial materials prices (which also include energy prices) generally trended

down after 1994 but ticked up with energy prices in 1999 and early 2000 before cooling

in mid-200023. Apparently, the recent energy price increase generated some heightened
inflationary expectations during 1999. Abstracting from the effects of energy prices,

therefore, for the most part these commodity price indices signaled that from the mid-

1990s, core inflationary pressures were benign with no significant resurgence of inflation

expected. These indictors, therefore, suggested that monetary policy remained in an anti-
inflation mode during the second half of the 1990s. They served as accurate forerunners

of the persistent lower trends in core inflation as measured, for example, by core CPI (as

depicted in Chart 3).

Foreign Exchange Raies: Various measures of the foreign exchange rate of the dollar also

yield potentially important information about future inflation and inflationary
expectations (relative to other countries). In recent years, and especially since 1995,

certain bilateral and most multilateral measures of the dollar's value have steadily
appreciated, thereby persistently signaling (other things equal) that U.S. monetary policy

has been firm relative to that in other countries.24 In particular, as Chart 7 indicates, the

dollar has firmed on (various measures of) a trade-weighted basis, against the yen until

1998, and especially against (synthetic measures of) the Euro. Notably, this persistent

23 Popular indices of industrial materials prices include the FIBER (Foundation for Intemational Business and

Economic Research) industrial materials price index or the JOC-ECRI (Journal of Commerce-Economic Cycle

Research Institute) industrial price index.
24 Exchange rate movements measure changes in the value of money relative to other monies.
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appreciation occurred during a period when core CPI continued to decelerate (as depicted
in Chart 3 above), suggesting that (other things equal) these dollar movements accurately
signaled a continuing disinflationary environment despite unemployment falling below
NAIRU and robust (above potential) GDP growth. In short, during the period after the
mid- 1990s, this market price indicator continued to yield accurate signals as to the
inflationary environment while "gap" models persistently overestimated inflation.

Chart 7
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* Long-Term Interest Rates: Another market price indicator that provides useful
information in assessing the prospects for inflation and expected inflation is long-term
interest rates. From early 1995 to early 1999, for example, bond market yields trended
down, thereby presaging a benign inflationary environment Early in 1999, however,
changes in several factors impacted the bond market. Sharp increases in energy prices
influenced most general inflation indices even though core measures of inflation
remained relatively well-behaved. This generated an increase in inflationary expectations
as measured, for example, by some survey and market-based gauges. 25

Partly because of
these altered expectations, anticipations about Federal Reserve policy began to change;
the market began to expect tighter Fed policy in the future. The Fed did raise the fed
funds rate six times beginning in June 1999, hiking the rate 175 basis points to 6.50
percent by May, 2000. These factors worked to increase long-term interest rates during
1999, before these rates cooled in 2000 as Chart 8 indicates. But while long-term rates
advanced during this period, short-term rates increased even more, inducing the yield
spread to narrow and by some measures to invert, signaling a more restrictive monetary

For example, year-ahead household inflation expectations as measured by the University of Michigan's Survey ofnonsumers as well as market-based measures based on inflation indexed Treasury securities both indicated that
nflationary expectations increased beginning in early 1999.
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policy.2 6 By mid-2000, therefore, long-term rates had fallen from their peak and
expectations of inflation had again moderated; the inflationary environment had regained
a tamer demeanor.

Chart 8
- 10-Year Treasury Bond Yield at Constant Matunty

Moodys Seasoned Asa Corporate Bond Yield .....
% N.

9.00 %PE- 9.00

8.25 - . . . . . . . . . . . . . . . . . .. . .0 . . .. .. . . . . .8.2

7.50 . 750

0.75 ets5

6005 . .. .. 005

525 ........ . .. 5.25

4.50 951 I 1 961 1 97 I ' I I 1 I 1- I 4,50

* A Joint Assessment of Market Price Indicators: The market price indicators discussed
here all provide useful information as to the inflationary environment and therefore to
monetary policynmakers. While useful, these market pnce indicators are not infallible;
each has drawbacks. These indicators, therefore, should be assessed jointly or in
conjunction with one another in order to minimize misinterpretation. Such joint
assessments provide superior information than indicators analyzed in isolation."

Generally, during most of the post- 1995 period, these guides consistently indicated
that a resurgence of core inflation was not a serious concem. More specifically, for most
of the post-1995 period, broad indices of "core" (ex-energy) commodity prices remained
weak, various bilateral and multilateral measures of the foreign exchange value of the
dollar remained strong, and except for the early 1999-Spring 2000 period, bond yields
remained benign. For the most part, these indicators suggested that a resurgence of
inflation was not likely and that significant inflationary pressures were not an important
concem. The inflation message of these indicators was consistent with the actual benign
core inflation that characterized the period. In this sense, these market price indicators
provided more accurate inflationary signals than the above-described "gap" models that
consistently predicted higher than actual inflation.

26 Some moderation of long-term U.S. government security rates during the later portion of this period reflected
diminished issuance and the debt paydown program. Nonetheless, spreads between the fed funds rate and quality
corporate bond yields showed a similarpattem during this period.
27 For a discussion of the rationale for such joint assessments, see Johnson and Keleher, op. cit., especially pp. 39-40
and Chapter II (pp. 183-216).
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SUMMARY AND CONCLUSIONS

Price stability is currently a central focus of U.S. monetary policy. Because of well-known
policy lags and the need for preemptive policy action, the Federal Reserve necessarily uses
intermediate indictors to help attain its inflation goals. Currently, there is a good deal ofdisagreement among economists as well as Federal Reserve policy makers as to the proper set ofintermediate indictors to use in conducting a price stabilizing monetary policy.

Some analysts, for example, use models that typically embody a "Phillips curve"
relationship relating inflation positively to an "output gap" typically using the gap between
actual unemployment and NAIRU or the gap between actual GDP and potential GDP as inflationguides. In recent years, however, these models have not performed well; their inflation forecasts
have persistently been higher than actual inflation. There are a number of problems associated
with the use of NAIRU or potential GDP as policy guides in a price stabilizing monetary policystrategy. These problems, together with the recent poor inflation forecasting record of these
variables, suggest that alternative policy guides should be considered.

Market price indicators are such an alternative useful set of guides to a price stabilizingmonetary policy. These indicators -- commodity price indices, the foreign exchange value of thedollar, and long-term bond yields -- have a number of advantages as policy guides, especiallywhen they are jointly assessed in conjunction with one another. Recently, these indicators
consistently provided reliable signals as to the direction of, and to future movements in, core
general prices. The inflation signals of these indicators were consistent with the actual benigncore inflation that characterized the period In this sense, these indicators provided more reliable
inflationary signals than the above-described "gap" models that consistently predicted higherthan actual inflation.

Assessments of this period add further empirical support to a market price approach tomonetary policy and suggest that when jointly assessed in conjunction, these market price
indicators are viable, useful intermediate guides to monetary policy, particularly in a (quasi)inflation targeting regime.28

Dr. Robert E. Keleher
ChiefMacroeconomist to the Vice Chaimrtan

28 Empirical support for these market price indicators is presented in Johnson and Keleher, op. cit. (see chapters 8-10,12,13).
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THE ECONOMIC OUTLOOK AND TAx POLICY
Wednesday, May 23, 2001

CONGRESS OF THE UNITED STATES,

JOINT ECONOMIC COMMITTEE,
WASHINGTON, D.C.

The Committee met, pursuant to notice, at 1:00 a.m. in Room 311
of the Cannon House Office Building, the Honorable Jim Saxton,
Chairman of the Committee, presiding.

Present: Representatives Saxton, Dunn, English, and Maloney.
Senators Reed and Corzine.
Staff Present: Chris Frenze, Robert Keleher, Darryl Evans, Colleen

J. Healy, Brian Higginbotham, Chad Stone, Daphne Clones-Federing,
Frank Sammartino, Matt Salomon, and Diane Rogers.

OPENING STATEMENT OF
REPRESENTATIVE JIM SAXTON, CHAIRMAN

Representative Saxton. Chairman Hubbard, it is a pleasure to
welcome you before the Joint Economic Committee (JEC) this morning.
I believe this is your first appearance before Congress as Chairman of the
President's Council on Economic Advisers (CEA), and we look forward
to your testimony.

The long period of economic growth that began in the 1980s has
continued, aside from a short and mild recession in the 1990-91 period.
The economic benefits of such a sustained period of economic'growth are
reflected in the general prosperity and health of the economy evident
through the middle of last year. Real gross domestic product (GDP)
growth has been strong as labor productivity gains led to higher output
and income. Inflation has been reduced by the Federal Reserve, interest
rates have trended downward, and rates of unemployment and poverty
have fallen over the course of the expansion.

However, as I noted last December, the economy has entered into a
sharp slowdown that began the middle of last year. Real GDP growth fell
from 5.6 percent in the second quarter of 2000 to only I percent by the
end of the year. Investment, consumption, and employment have also
reflected the sharp slowdown. Manufacturing employment has been
declining since July of last year, and employment losses are now
spreading to other sectors of the economy.

The Federal Reserve has responded by sharply reducing short-term
interest rates and relaxing monetary policy, which began five months ago.
I believe the actions of the Fed will significantly improve the prospects
for a resumption of healthy economic growth later this year. However,
I remain concerned about current economic conditions as reflected in the
two consecutive declines in payroll employment. Although I do not
believe the tax bill currently under consideration will make the economy
turn on a dime, I do think it will have a positive effect over the next year
that is much needed for the current economic weakness.
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The weak economy is bearing the burden of a tax system that is
systematically biased against work, savings and investment, and is
literally counterproductive. Real bracket creep gradually continues to
push taxpayers into higher tax brackets. The additional burdens of what
economists call "deadweight losses" are a significant problem that is not
well recognized by many policymakers.

Essentially, deadweight losses arise because the tax system imposes
added economic costs in addition to the revenues raised by taxation. In
other words, for every incremental dollar raised in revenue, the tax
system imposes other costs amounting to 30 or 40 cents on the economy.
Thus, each dollar in tax reduction can provide significantly more than a
dollar in benefits to the economy. In my view, this is a key reason to
reduce the burden of our counterproductive tax system.

Fortunately, progress is being made on a bipartisan tax bill to reduce
the tax burden on the U.S. economy. It will not solve all of our
immediate problems, but it will improve the prospects for healthier
economic growth in the years ahead. The stronger economy will in turn
help us to address the long-term economic and budget challenges faced
by our Nation.

We have a tremendous opportunity to enhance the economic future
of America by reducing the weight of our counterproductive tax system.
[The prepared statement of Chairman Saxton appears in the Submissions
for the Record on page 26.]

Representative Saxton. I would like at this time to ask Mrs.
Maloney if she has any opening comment, and then we will turn to Dr.
Hubbard.

OPENING STATEMENT OF
REPRESENTATIVE CAROLYN B. MALONEY

Representative Maloney. Thank you, Mr. Chairman. I understand
Ranking Member Reed, Senator Reed, is on his way, in between votes in
the Senate, but I do want to thank you for having this hearing today on
the state of the economy, and it is a particular honor to welcome Dr.
Hubbard. As a New Yorker, I understand he served at one of our great
institutions, Columbia, before joining the administration.

As we have seen since the middle of last year, economic growth has
slowed dramatically. The manufacturing sector has lost over a million
jobs. Only continuing strength in the service sector and strong household
spending have kept a recession from spreading throughout the economy.
Unfortunately, recent signs are cause for concern. The recent sharp rise
in the unemployment rate and the potential impact of high energy prices
on household budgets could lead to increased economic difficulty. The
current administration's one-note answer to all these problems has been
its tax cut proposal. While I am personally certain that Congress could
pass a historically large, responsible tax cut on a bipartisan basis, the bill
that we will vote on later this week is no such agreement. I believe the
tax proposal risks a return to deficits and it is fundamentally unfair to
lower-income workers and to my State of New York.



3

As introduced, the Bush tax bill was so large and based on economic
assumptions that can vary so greatly, that we risk deficits if our numbers
are only slightly off. The Senate bill is only marginally better. The
Congressional Budget Office (CBO), whose rosy projections are the basis
for the tax cuts, indicated that its average error margin in projecting
budget surpluses or deficits for the fiscal year in progress has historically
been about 0.5 percent of the GDP. In the current economy, this would
be roughly $54 billion in one year.

As for projecting five years out, CBO's average error has been 3.1
percent of GDP, a sixfold increase. Many of the Bush tax cuts do not
fully phase in for 10 years in order to hide the tremendous cost. To
borrow a Bush catch phrase, using CBO projections passed on continued
strong economic growth for the next 10-years is truly "faith-based"
budgeting.

While the tax cut itself is large, it is not so large that it provides relief
to the lower-income Americans who pay the majority of their taxes
through payroll taxes rather than income taxes. Ironically it is these
Americans whose household budgets are most affected by rising energy
prices. While President Bush has suggested that the tax cut be enacted
to pay for skyrocketing energy costs, his plan does not benefit these very
workers.

Finally, the tax bill on its face is fundamentally misleading.
Provisions granting marriage penalty relief and estate tax repeal are so
costly that they do not fully phase in for a decade, well after President
Bush's return to Texas. The full force of these provisions will confront
the country just as the baby boom generation increases its reliance on
Social Security and prescription drugs.

Most misleading about this tax bill is the way it treats taxpayers with
similar incomes far differently, based on the state in which they reside.
This is because it greatly increases the impact of the alternative minimum
tax (AMT), which reduces deductions such as state and city taxes. The
nonpartisan Joint Committee on Taxation estimates that our current tax
code will push 20 million taxpayers into the AMT over the next 1 0 years.
The Bush plan increases this number to 35 million. This impact is not
news to the Bush administration. The President knew when he
introduced his plan that the $1.6 trillion in tax cuts was not, quote, just
right and that an AMT fix is necessary. Signs from the administration
and Congressional leadership are that any such fix will only be included
in the next tax bill. No doubt this next tax bill will also be loaded with
other provisions.

I do not believe this is a responsible way to pass a tax cut or a budget
that has yet to take into account the defense review. The administration
has argued that their tax bill will boost the struggling economy. At the
same time, they say that the economy is strong enough that a large tax cut
is not fiscally irresponsible. I am afraid that they have missed both
targets. Thank you, Mr. Chairman.
[The prepared statement of Representative Maloney appears in the
Submissions for the Record on page 28.]
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Representative Saxton. I thank the gentlelady. Let me just do two
things, if you will bear with us for a moment, Dr. Hubbard. Let me
welcome Congresswoman Jennifer Dunn to the Committee, her first
hearing with the Committee. We are really pleased that you are with us
and we look forward to a very productive time here this year and the next
on the Joint Economic Committee.

Also, Senator Reed and Senator Corzine have come over from the
Senate. We know that you have a very busy schedule today and that you
may have to leave us for votes, and so at this point, Senator Reed would
just like to say a word and, I believe, ask that his statement be included
in the record.

Senator Reed. Thank you, Mr. Chairman, and thank you, Dr.
Hubbard, forjoining us this morning. As the Chairman indicated, we are
in the midst of a debate on the tax bill. We will have to leave
momentarily, but I do want to submit my statement for the record and
also yield to Senator Corzine for a moment if he has a statement that he
would like to put in the record.
[The prepared statement of Senator Reed appears in the Submissions for
the Record on page 30.]

Senator Corzine. It is great to be here and I appreciate, Mr.
Chairman, you holding this hearing. I had an opportunity to visit with
Dr. Hubbard personally, and then also at the Banking Committee hearing.
I think all of us have many questions with regard to the economy and the
impact of the tax program on it, but he is a very worthy commentator and
participant in this process. Thank you.
[The prepared statement of Senator Corzine appears in the Submissions
for the Record on page 32.]

Senator Reed. Thank you, Mr. Chairman.
Representative Saxton. Thank you.
Dr. Hubbard, welcome to the Joint Economic Committee. We are

very pleased that you are here and we, without further ado, would like to
move on to hear your thoughts as you care to present them.

OPENING STATEMENT OF
DR. R. GLENN HUBBARD, CHAIRMAN,

COUNCIL OF ECONOMIC ADVISERS
Dr. Hubbard. Thank you, Mr. Chairman, and Senator Reed, and

Members of the Committee for inviting me. I hope this will be the
beginning of a dialogue between the Council of Economic Advisers and
the Committee, both on the current outlook for the economy and where
economic policy stands.

Mr. Chairman, you already gave a quite nice view of the economic
situation. I will be comparatively brief in my own version of events in the
testimony, and then I wanted to spend some time talking about the
President's proposals.

I think the backdrop of the current situation traces, exactly as you
noted, Mr. Chairman, to the long boom that goes back to the early 1 980s.
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I think it is, of course, first and foremost, traced to efforts and innovation
and activity in the private sector but also to responsible public policy.
The Federal Reserve's actions to contain inflation and bring down the rate
of inflation acts as a very large tax cut on investment and contributes
greatly to the economic stability that we have seen.

Second, we saw in that long boom period generally favorable
developments in tax policy, with the exception of the early 1990s. We
saw reduction generally in the level of marginal tax rates.

And third, a broad deregulation of commercial and economic activity
that allowed incentives in the private sector to promote growth.

In this period we have seen fairly substantial improvements in GDP
growth, investment, and productivity. Those had accelerated prior to the
recent slowdown during the course of the late 1990s. And of course, as
I have indicated, all of these accomplishments in the real economy have
also coincided with a period of low inflation, suggesting their
sustainability.

Now, of course, more recently, commencing around the middle of the
year 2000, we have seen a growth slowdown. I like to refer to this as an
unacceptably slow rate of growth, because the rate of growth the
economyhas been experiencingis dwarfedby itspotential rate of growth.
Hence, it should be unacceptable to all of us.

The peak in the conference board's index of coincident indicators,
which you can think of as kind of a snapshot of the current situation in
the economy, occurred in September of 2000.

Now, despite this deceleration in the rate of growth. we are not now
in my opinion,-nor are we likely to be in a recession. So we have seen a
growth slowdown, a growth slowdown that is painful to all of us, but I
don't think portends a recession.

The May Blue Chip Consensus Forecasts, produced by professional
forecasters, has real GDP growth at around 2.2 percent for year 2001,
accelerating to 3.4 percent in 2002.

Now, why are we in this position of a growth slowdown when we had
a period really of almost unparalleled prosperity? Where are the
pressures coming from on the economy?

First, on the consumption side, consumer spending has been
relatively resilient in this growth slowdown. It indeed is probably
responsible for why we have not seen worse. There are reasons to still
be concerned. The wealth effect in consumption - that is. the effect of
declines in equity values and consumer spending - occurs with a lag.
And consumer confidence, while rebounding a little, is still relatively
shaky.

On investment, we have of course seen declines in overall business
fixed investment over the past two quarters. There are bright spots.
Construction investment, for example. is up sharply. The sector that we
all know has been hit most significantly - and is especially important
because of the attention paid to the new economy - is information
technology equipment. It is my own view that we should see a rebound
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in IT, information technology equipment spending, toward the end of this
year and into next year, conditional on the fiscal stimulus that is being
debated, being in place. I say this in part because depreciation of this
equipment is relatively rapid.

There are those, to be candid, who would indicate that current weak
profits might portend a longer period of a adjustment in the IT sector.
But even that view indicates that the downturn works through in about a
year.

Another factor that has already come up this morning is the role of
energy prices. The easiest way to think about the run-up in energy prices
over the past two years is that they function as a kind of tax on consumers
and on firms. It is a tax that has contributed to the growth slowdown in
the economy.

In terms of the rest of the world, certainly the weak growth in the
short term in the U.S. economy has been exported abroad; that is to say,
the weakness in the U.S. has not been good news for our trading partners,
and at the same time, weakness abroad has restrained growth a bit in the
.U.S.

With all this discussion of the short term, in the description of
economic outlook. I want to be sure to leave with you what I think most
economists would tell you: that the long-term outlook for the U.S.
economy is very bright. The improvements in living standards that we
all seek for our country are reflective of productivity growth, and most
of the estimates for long-term productivity growth that underlie
everything from the long-term budget forecast that we debate and the
long-term forecast of our own living standards as Americans, are still
very good.

There is, however, a caution in that statement. I use it as a segue to
talking about economic policy as opposed to the current outlook. Current
productivity growth does not happen in a vacuum. It is dependent, really,
on at least two very important things: one, the continued pace of
innovation and entrepreneurial activity in the private sector and two,
sound economic policy and public policy.

So, while I think that outlook for productivity growth is bright, it
does not mean that it is invariant to whatever policy we might pursue.

Now, to discuss the impacts of the President's proposals, I think it is
important to revisit the setting of the President's tax plan. I had the
privilege of working with the President quite a bit, on the tax plan during
the campaign and, as you well know, the setting at the time did not
require talking about economic stimulus. Indeed, a principal reason for
the President's consideration of sharp reductions in marginal tax rates was
the rising tax share and income tax share due, in particular to the
phenomenon of reaq bracket creep.

To be concrete, if you look at the first half of the 1990s, between
1990 and 1995, about 8.1 percent of GDP was paid in individual income
taxes each year. By the year 2000, closing the decade, that ratio had risen
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to 10.2 percent, which was an all-time high for indi vidual income taxes.
Absent law changes, that share will continue to grow.

This is not fiscal drag in the usual sense- automatic stabilizers in a
budget that in good times collect more and in bad times collect less. This
is a structural issue attributable to real bracket creep. While we have
indexed brackets in nominal tenns, as we have seen improvements in real
growth, thank goodness, the progressive tax system is a very powerful
machine for raising the growth of the public sector.

With the President's tax plan, part of this growth, although by no
means all of it, would be attenuated.

A second issue that the President spoke about repeatedly in the
campaign, and he has repeatedly used in advancing the tax bill with the
Congress, is that high marginal tax rates aren'tjust about budget numbers
or tax shares. They are about discouraging, as you put it, Mr. Chairman,
work and saving and entrepreneurship, and in this setting it is important
to think about potential stimulus effects of a cut in marginal tax rates.

First, the announcement of a permanent cut in marginal tax rates is,
in and of itself, stimulative. If you were to query any of a number of
forecasters in the private sector,. or academics who look at more
longer-term models, you would get very large effects on economic
acti-vity of a large, believable, permanent cut in marginal tax rates.

A second source of stimulus that is now being discussed, is related
to the President's call for an acceleration of the +ax cut to deal with the
short-term growth pressures - an up-front stimulus. But I think it is
important not to lose sight also of the big-picture effect of cuts in
marginal rates themselves.

A third area of interest and importance to the President in the tax plan
is that while marginal tax rates are to be cut, there should be no damage
done to the fairness of the tax system. The largest percentage of tax cuts
go to individuals at the bottom, not the top, of the income scale.

it is often thought that high marginal tax rates are a problem of the
rich or of high income, but there are high marginal tax rates at many
points in the Internal Revenue Code, something you all know well. Many
low-income households, and secondary earners deciding to work, and
other situations face high marginal tax rates.[ This is not a rich person's
problem.

Now, one of the great frustrations, I think, in the current debate, is I
think too little attention is being paid to the economic i:npacts of the tax
plan; notjust the President's proposal, but what is being debated currently
on the House and Senate side. The President's plan focuses on reducing
marginal tax rates, and any bill that comes out, I am sure, will have that
focus as well. There is by now a very large body of evidence among
economists that improving marginal incentives, that is, rewards to effort,
to investment, to innovation and a variety of other activities, is the key.

Now you mentioned the concept of deadweight loss, Mr. Chairman.
It always warms an economist's heart to hear words like deadweight loss,
but I think the simple way to think about it is as pure waste. As we think
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about a tax system, we don't want a tax system which is. in effect,
throwing away economic resources as it collects money. And the 30- to
40-cent waste to which you referred, Mr. Chairman, is a real economic
cost of high marginal tax rates.

Without boring you with formulas, suffice it to say that as you cut
marginal tax rates, you are getting a more than proportional reduction in
the waste associated with the tax system. Conversely, if we were
thinking about raising marginal tax rates, the waste would increase faster
than the rate of increase of the tax.

Now, what is the visible benefit of this reduced waste beyond
economists muttering? One is participation in work effort for low-wage
workers. There is a quite significant literature in labor economics
suggesting both participation and hours responses to cuts in marginal tax
rates for low-income Americans.

Second is secondary-earner effects. The decision to participate in the
labor force and how much to participate of secondary-earners, is quite
responsive to tax changes. And so again, there is very large waste
associated with high marginal tax rates on secondary-earners -- the
so-called marriage penalty issue.

A third area of interest lies in entrepreneurship, and the growth of
business clearly is a big factor in the innovative boom that we have seen.
T-) be concrete, if we were to reduce the top rate from 39.6 percent to 33
percent, say, it would raise by most economists' estirmatc small business
capital outlays by about 12 percent and small business payroll growth by
four percent.

Now, there are two ways to think about statements like that: one is
sort of an "econ-speak" of thinking about elasticities of responses. But
there is a far more important way to think of it. When we are thinking
about reducing the top rate on business people - who are, by the way,
more than half of the top-rate filers - the issue is not so much what is the
effect on the tax bill of that businessperson, but the spillover effect to
suppliers, investment in capital, and employees. So this is a very big deal
indeed.

As regards the top rate, there is again quite a large literature among
economists of effects on incentives broadly; not simply entrepreneurship,
but risk taking, financial engineering and so on, that has been
summarized by the induced increase in taxable income. Perhaps the most
prominent of these studies is by Martin Feldstein, who is a predecessor
of mine as Chairman of the Council of Economic Advisers. [le found
very elastic, very large, responses of taxable income to changes in the top
rate. This reflects two things that are of interest to all of us. One is this
waste point that the Chairman wisely raised, but also the issue of
revenue. 'it reminds us that as we cut taxes, part of this revenue comes
back to us in the term of increased taxable income.

Now, how does the President's plan measure up against these goals?
First, there are broad-based cuts in marginal tax rates. Second, the plan
would eliminate the death tax, which is a tax that is tied to capital

;.
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accumulation. Third, by permitting non-itemizers a charitable deduction,
the plan bolsters the role of the not-for-profit sector in the economy.
Fourth, as regards human capital, expansions in the child credit, marriage
penalty, and education savings accounts are important. And, finally, on
technology, the proposal by the President to permanently extend the R&D
tax credit will be very beneficial.

Let me give you a quick bottom line. I think it would be fair to say
that almost any economist that sat before you today would suggest quite
substantial effects on economic growth of the President's tax plan. There
are two ways to see that. One would be in short-run, macro-econometric
models that you often see brought to you as evidence. Those models
would have an effect o;a aggregate demand growth over the next few
years, probably in the four-tenths of] percentage point range. I think that
estimate understates the long-term effect of the President's plan. Most of
the work on longer-term models of capital accumulation would give you
a still greater result.

The other bottom line that I wanted to leave you with is an
admonition about uncertainty. It is the case that forecasters in the private
sector have already taken a fairly significant tax cut to the bank in their
forecasts. Consumers and finns, in making decisions about confidence,
have taken into accourt a large tax cut. Uncertainty over the likelihood
of the tax cut, -uncertainty over the phasing in of provisions, let me be
perfectly clear. has fairly significant negative consequences for the
fecovery.

So thank you again, NMi. Chairman, for giving me this opportunity to
talk with you today about the state of the economy and the President's
proposals for long-term economic growth, and I would be delighted to
answer any of your questions so far as 1 am able.
[The prepared statement of Dr. Hubbard appears in the Submissions for
the Record on page 34.1

Representative Saxton. Dr. Hubbard, thank you very much. Let me
just say at the outset that over the past six and one half years, during
which period I was first Vice Chairman in 1995-1996, Chairman in 1997
and 1998, and then Senator Mack was Chairman, in the ensuing two
years, and now, I have the privilege of being the Chainnan again, we
have tried to define our mission rather specifically; and that is, to see
what is going on iii the economy, and then to try to determine what it is
about Federal policy that is having al; effect on the economy, positive or
negative.

And so to that extent, let me just ask some questions. First of all, you
mentioned that until the end of the second quarter of 2000, the economy
seemed to be doing very well. as a matter of fact, and you mentioned a
period of 17 years or so of economic growth with one short mild
recession in 1990-1991. But then the begi-niing of the third quarter of
2000, or during the third quartei of 2000, real GDP growth, which had
averaged about 6 percent during the prior four quarters, fell to an average
of about 1.7 percent during the next three quarters. And, similarly,
consumption slowed beginning in the second quarter: also, investment
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growth shows a very similar pattern. Gains in employment also declined
significantly after mid-year of 2000. Manufacturing employment
decreased significantly during the second half of the year. Industrial
production also slowed during the same time frame, falling seven months
in a row as a matter of fact, and eight of 10 months since June of 2000.

Clearly, this is evidence of a slowdown of significant nature. Would
you agree with that'?

Dr. Hubbard. Certainly we have seen a quite significant growth
slowdown. I definitely agree.

Representative Saxton. Also, given the economic slowdown that
clearly developed last year, what do you think were the principal
economic causes or explanations of the slowdown?

Dr. Hubbara. As with most slowdowns, there is no smoking gun.
There is no single force, but rather a number of forces acted to slow the
economy. The decline in equity prices impacted both consumer spending
and investment. The increasing perception that there might have been
some excess investment in the informnation technology equipment sector
hurt investment in that sector. Energy prices acted as a brake both on
consumer spending and investment spending, and, of course, there were
delayed effects of monetary policy .ctons is well. All of these factors
contributed to the slowdown., along with, ef coirse. the fiscal drag that
had been built into the tax.system.

Representative Saxton. Given what. you see as the causes, do you
expect this slowdown to be rather brief or more protracted? What do you
think, will happen?

Dr. Hubbard. I think the growth slowdown is likely to be brief, but
this view is contingent on observations about policies. To be specific, I
think that the recent Federal Reserve policy action will begin affecting
the economy quite vigorously toward the end of the'year, and, should the
Congress pass quickly a tax cut and it goes into effect relatively quickly,
that will also be affecting aggregate demand toward the end of the year.
So I think, conditional an those policy responses, we will see a response
of the economy at the end of the year and into 2002.

Representative Saxton. With regard to. Federal tax policy, isn't it
true that there is an additional effect, which I referred to in my opening
statement, and that you referred to also iii your statement, that economists
refer to as deadweight tosses, which means that the actual loss oil a
dollar-for-doll3r basis is larger in the econormy than the actual dollar of
taxes that is paid or taken out of the economy and put into the public
sector?

Dr. Hubbard. That is correct. That loss comes from a variety of
factors. I referred to it as waste, because it is individuals curtailing effort
they might otherwise have made, or entering unproductive transactions
that they might otherwise not have: and, as you noted in your remarks,
most of the estimates are on the order of 30 to 40 cents on the dollar. For
some taxes the waste is even larger.
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Representative Saxton. Is this a broadly accepted notion in
economics generally?

Dr. Hubbard. The idea of deadweight loss is universally accepted
as one of the effects of taxes on the economy. In terms of empirical
evidence of deadweight loss, there are ranges of estimates. but ithe 30-to
40-cent range is toward the midpoint of those estimates. There are
certainly estimates that would be many times that large.

Representative Saxton. So in considering tax policy, would it he
prudenit for Congress to take into consideration this waste or deadweight
loss that you are discussing?

Dr. Hubbard. I think it would be entirely appropriate to do so, Mr.
Chairman. in the form of impact statements, if nothing else, that would
go along with standard revenue scoring and distribtitiornal analysis.

Representative Saxton. This subject seems to have been strangely
absent from the debate in this Institution and in the Senate as well, and
it seems kind of strange to me that we haven't talked about- this more. We
alked about it in previous admninistrations. And I am just curious, have
vou heard iruch discussion on this topic?

ir. Hubbard. There was an effort a Slew years ago by ihe Joint
oinniittee on Taxation to explore some of the cc1icetpts. 0-U[ you a.e

fight, tllere has not been much effort in recent years. I think that 'he
'reasury Department remains interested in bringing together ac.. demics
.o work wits th.e Treasury on this subject, and my hope would be that the
Joirt Committee would feel the same way.

Representative Saxton. And you, I believe, made refer ence in your
opening statement that the current tax package under consideration .vould
have scmrne long-tenn economic effects partly, or maybe largely. because
zt'is concept. Is that right ?

Dr. Hubbard. The effects would be twofold. One would be genuine
:ifects on real economic activity, which is why, of course. we are talking
a-bout the tax bill. The other effects are on taxable income Lince have to do
with the way indiiduals arrange their affairs and the effort that they
arake.

Repre-sentative Saxton. Would it be fair to say thrt a Key reason foer
lax cuts would be to reduce deadweight' loss?

fir. Hubbard. [think that is a key reason to fcrus on marginal tax
rate cuts. The reason the President focused on marginal rates was that
lie thought those .vere the most efficient ways of'recycling money to the
American taxpayers.

Representative Saxton. Well, thank you. I think it is an extremely
rnportant concept and one that we have worked with, I think, in a very

significant way over the last decades. Anid I thank you for being here to
discuss it with us morning.

Mrs. Maloney.
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Representative Maloney. Thank you, Mr. Chairman. Senator Reed
and Senator Corzine have inquired if they would be able to place their
questions in writing and have them-

Representative Saxton. Without objection.
[The questions of Senator Reed, along with the responses from Dr.
Hubbard, appear in the Submissions for the Record on page 44.1

Representative Maloney. Dr. Hubbard, in your statement you
focused a great deal on the marginal rates. And what evidence is there
that the tax cuts will boost econornir growth? How can anyone argue that
marginal rates hurt productivity, given the extremely wonderful
expanding economy, the best economy in my lifetime, that we have
experienced in the last years. And this expanded with the marginal rates.
So what proof is there that cutting the rates are going to expand the
economy? The economy slowed down particularly during this debate
when we have been talking about cutting marginal rates.

Dr. Hubbard. You have reallv asked two questions. I will take
them in turn. The first question is what do we know acout the effect of
marginal tax vates on the -ate of economic growth. 'There is a large body
of research that suggests Nigh marginal tax rates discourage labor supply.
hours worked, savings decisions, investment, and entrepreneurial
decisions. I think that :s a fairly uncontroversial statoment.

Reptresentative Maloney. But for the past eight years we had these
marginal iates. and it ws thie best economy in my lifetine.

Dr. Hubbard. Right, exactly. Your second question is a difference
between moving along a curve and shifting a curve. It is a classic issue.
The question is what are you holding constant? It is true that we had a
number of strow; tail winds in the U.S. economy that were very positive
over the past decade. The point is if one controls for those, as a number
of these empirical studies do, there is still a deleterious effect on effort
and entrepreneurship and activity. So the right counterfactual is:
controlling for those positive forces that we did see? What couid we
have seen? We cou!d have seen even more. As the economy begins to
weaken, those forces become in greater relief. So I take your point that
the 1990s were very good economic times, but I think most economists
believe they coul.d have been even better.

Representative Maloney. Well, i would iike to question it and
focus on the sharpening of the vield curve. Long-term rates are rising,
yet the Fed has been cutiing rates, and yet the long-term rate has risen
roughly I percent. I mean, that is like a hidden tax on everyone when
these rates rise. And couldn't this be interpreted as a lack of trust, shall
we say, from the markets with this huge projected tax cut that could put
us back into deficits and other economic challenges, shall we say?

Dr. Hubbard. That is n ot how I would read it. T would read the
uptake as reflecting improved prospects over the long term for the
economy and for credit demand. I don't think you would find too many
Wall Street economists worried about the long-term fiscal position of the
government at the moment especially in setting long-term rates.
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Representative Maloney. But the long-terni yield gcing up, the rate
;oing up 1 percent, I think most economies would be worried about that.

Dr. Hubbard. Again, rates are prices and reflect supply and
lemand. So the question is: why does the rate go up? The two principal
easons one would think about he long-term rates going up would either
)e inflationary expectations, which appear to be quite modest, or
ncreases in credit demand. I think that's where rpost of the attention has
)een.

-Representative Maloney. I would Iike to go back to 1990 and 1993.
[here were dire predictions that tax rate increases would cause an
conomic downturn. Yet we gotjust the opposite. And isn't growth more
ikely in our economy if the government follows a prudent fiscal policy
of paying down the debt? Paying dowxn the debt really lowered the rates
in all Americans for interest rates, mortgage payments, rates on cars,
vhich in a sense was a tax cut to all Americans. And isn't growth more
ikely if we continue a strong policy of paying down the debt?

Dr. Hubbard. Your question. raises a very important point, which
s what is the gain to the ecoroimy of cutting marginal tax rates as
pposed to doing other things with the surplus - paying down the debt
omes to mind.

I think you are abs olutelyright that a sound fiscal policy is in'pi~rtartor ecooomic growth. I think it contributed to the long boom. I would
uestion the premise th~at the alternalive to cutting marginal tax rates in
he current environment is simply paying down che debt. I don't think we
cave seen the fiscal restraint on the spending side that would be
ssociated with paying down the debt. So I think that getting th- money
ack to the taxpayers would be more salutary than .imply spending the
urplus, which I see as the othera alternative.

Representative Maloney. Because so much of the administration's
nd the House and Senate's tax cut proposal occurs in the second half of
ie 10 year projection period, it is clear that the cost of the tax cut of the
.cond 10 'ears is much higher than estimates in the first. Some
stimates suggest that the cost will be almost twice as high, yet it is
uring the second ten years that the budgetary pressures of the baby
oom retirement will hit with full force. find isn't the arge tax cut
roposed by the administration fiscally imprudent in the face of the
udgetary pressures that we know we are going to confront in the next ten
ears?

Dr. Hubbard. Well, the short answer would b_ I don'z think so. I
link most people who have looked at the out-year or, quote, steady-state
Dst of the tax cut still think that it is quite affordable, again conditional
n the productivity growth forecasts.

You raised a very important point, however, about long-term
ressures on the budget that come from entitlement programs. The
resident has been quite focused on directing the Social Security
onmmission to report back to him on reform of Social Security. I think
ou are absolutely right to highlight those pressures.

74-766 2001 - 2



14

Representative Maloney. In your prior statement you talked abo
that you thought if we spent the surplus, this was not a good thing to d
Yet government spending as a share of GDP has been falling ai
democratic budget proposals have called for smaller tax cuts and mo
debt reduction, and government is not consuming a rising share
resources. And so my question is: What has been happening to Feder
spending as a share of GDP? It has been falling, which is counter to wh
we said we would be doing.

Dr. Hubbard I think there are two points in question, one is on de
reduction. Of course, under any of the plans that you are considering (
either side of the aisle, there is an enormous amount of debt reducti(
because of the dedication, wisely so, of Social Securit" Surpluses
Social Security.

Let's be clear, there is an awful lot of debt reduction. My comme
on spending had to do with observations of recent increases in t]
number of proposals for, and, the rate of growth of. discretiona
spending, which would likely not have happened had there nct been
such a surplus to fund that spending. Going back to what I had sa
before, I don't think the statement of debt reduction is necessarily t]
correct premise in the current budget environment.

Representative Maloney. Along with pr-eseiv.ring :o;:ia iec.uii
and tax cuts and so forth, but isn't it somewhat of a scare tactic to ta
about rising spending when that is not the case? government spendil
as a share of GDP has been going down 1-i both the Deriocr:flic ax
Republican plans.

Dr. Hubbard. It is not an issue of a scare tactic S0 imuch as askin
wvhen we have this great opportun y created by ide priva e sector for
this surplus - what do we do with it'? What is the most efficient'? Anm
think that among the three choices - tax cuts, debt reduction, ai
spending increases - probably most economists would put spendii
increases third of the three.

Representative Maloney. Well, that is the Democr atic proposal
third for spending, a third for tax cuts, and a third for paying down t]
debt.

Dr. Hubbard. When 1 said "third," let me be tnore clear. I mea
the bottom. In terms of priority ordering, I think niost of the eviden
would say we get the largest efficiency gains from cutting certa
marginal tax rates where they are high, a la the President's propos;
second, the debt reduction that is being done via Social Security; and th,
spending increases only where the payoff is high - for example, t
President's educational proposals.

Representative Maloney. Well, the Chairman has indicated 1
time is up. Thank you. Thank you, Mr. Chairman.

Representative Saxton. Thank you.
AMs. Dunn.
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Representative Dunn. Thank you, Mr. Chairman, and I am happy
o be a Member, a new Member of your Committee, and glad to have the
±hance to listen to you, Dr. Hubbard.

I have a few questions for you. During the most recent debate over
'resident Bush's tax plan, some of us, some Members of Congress,
ncluding myself, became very distressed at the effect of the scoring
;ystem that we have in the Congress of the United States. Some of the,ost estimates that were provided to us by the Joint Committee on
Taxatiorn: for example, seemed very overblown in certain cases, and in
)ther cases failed to take into account the positive effects that might
ccur among some of the results on the tax plan. For example, when we

lealt with changes, potential changes in capital gains rate reductions and
,hanges on the death tax repeal bill, none of the unlocking of assets was
aken into consideration, and yet other omissions from the income tax as
i result of taking away the gift tax were considered as a negative effect.

As you talk about deadweight losses, the conipliance costs when you
Lre dealing %viLh preparing for a death tax bill seem to me to be an
xamnle that the scoring system should have taken into consideration,
>ecause tnose would be dollars in a yea; that would be left in the
conoiny instead of pulled cut to purchase estates and that kind of thing.

I would like to ,no-v about your opinion about the efficacy ci
lynarnic scoring and I Nvoildd be Interested in knowing whether this
drnini5.tration lIas any -plans to target orur scoring system so that we can
e far better informed, particularl; since we seem to be estimating in
0-year numbers of years, a tough way to estimate. More importantly,
low can ws;e encourage government Economists to pursute iuore realistic
ssilyrlptions, economic assumptions?

Dr. Hubbard. [hose are all great questions. On the Joinc
omnmittee staff and the Treasury staff, I think you have very talented

conomists who are playing by what is perceived to be the rules of the
,ame. The death tax, for example, is an area - as you know better than
nyonc in this rocm - that has a lot of complications. And there I share
our concerns with some of the estimates we have seen on the death tax.
is to the larger question of dynamic scoring, during the campaign,
resident Bush always used static numbers. rThere was no attermpt to
ngage in dynamic scoring, and the administration in presentation of the
Irst budget has not done so.

Having said that, we think that the Congress and the public would be
ctter inforned if information about the impaci of major tax changes -
ct every small change, but major tax changes like the bills that are being
iscussed now - had an economic impact assessment. I think we would
ncourage the Treasury in-house, and also the Joint Committee to think
bout providing that information. Whether it is done formally as a part
f the scoting process depends on your requests of the Joint Committee.
ut I think as Members, you deserve that information in your
eliberations.

Representative Dunn. I appreciate that attitude because I think we
re ending up with some assumptions that are based on incorrect
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information as we take a look at the costs of some of these tax bills ov
the short and the long-term.

I read recently an article in The Post that stated according to IR
data, the highest-earning 400 Americans paid as much income tax as th
lowest-earning 40 million Americans.

Critics of the President's tax plan claim that the rate reduction i
skewed toward the wealthy and will erode the progressive nature of tt
Federal income tax.

Dr. Hubbard, would you elaborate on the progressivity that is foun
in the President's plan; for example, the estimate that six million peopl
will be taken completely off the plan and that a single mother of tw
children can make up to somewhere around $31,000 in income a ye;-
before she will begin to pay the income tax.

Dr. Hubbard. Sure. You have already given two very goo
examples. I think more generally it is important to look at the tax systex
we have right now, a system that is collecting the bulk of the incorne ta
from very high-income taxpayers. As it stands under current Sap
individuals at the top of the income distribution are carrying the vast bul
of the tax system. Just by aithmetic, any changes that were across tL
board in marginal tax rates wculd give a large share of a tax cut tG thou
individuals.

That is not how we t-piically think about prog. essivity. Basically s
would want to compare the difference between the share of taxes bein
paid in the old system, what we have now, with 'he share of the cuts
the new system. The proposal by the President, and the versions you al
considering in your deliberations, are progressive - the vety high-incorr
taxpayers receive a smaller share of the benefits, of the cuts, than the
have as a share of the taxes paid now. So I think you are quite right.

Having said that, there will be claims - which are true - that th
largest shares of the tax cuts go to high-income people. But, again, th.
is because they are the ones paying the taxes.

Representative Dunn. I think that is a point that is missed a lot
the time. I think the fact that this is a tax relief program for people wh
pay income tax, and obviously people who are higher-income earners a]
going to pay more, they are obviously going to get more dollars back, bi
the share they get back is, in fact, less than thz share 6f the lowei -incon
earner.

Dr. Hubbard. That's right. And your question makes the importal
point that this isn't an across-the-board cut in marginal rates. The large
effective cuts in marginal rates are for low-income households, not f
high-income households.

Representative Dunn. Let me ask you an energy question. As yc
are aware. my part of the country, the 'W~est, is experiencing an energ
crisis. I would call it that. [ am representing a district where costs ai
beginning to go up on energy prices and I suspect that this will sprea
eventually. The President has responded with a long-range plan th;
differs or that offers a balanced menu of solutions.
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In your written remarks, which I thought were excellent, you briefly
iention energy prices and how they relate to the economy. Could you
lease expand a bit on your remarks that you had in your written
tatement? In your estimation, for example, how will the energy crisis
ffect the economy in the short-term and in the long-teim? Should it be
onsidered a regional problem or a national problem? And lastly, I would
e interested in your thought on the effects of price caps on energy
Lipply.

Dr. Hubbard. Sure. As to the three questions, !et me ftist discuss
nergy price increases in the economy. Energy p7ice increases have had
negative effect on the economy in the past two years. I gave you, I

link. a calculation in the testimony that was drawn froim an International
lonetary Fund study that indicated it was about foiur-tenths of a
ercentage point on the growth rate of GDP.

I think, however, there is a tendency to focus in those types of
alculations on simply prices of inputs, like crude oil or natural gas.

ihat we will see a bit this summer and what we will co)ninue to see,
bsent action, is a deficit in our Nation's infrastructure for energy both on
te electricity side in power generation, and on the petrolcuiln side in oil
,fining. We have not had the investments.that wite need in those sectors
rid we are, frankly, going to experience capacity problems even i f crude
rices. and raw material prices, come djewn.

So what we see as regional problems, I don't think ade regional
roblems. I think they are a national policy problem.t i think in the

'ergy policy report that the President submitted, he outlined a number
f excellent suggestions both in refining and electriC ity.

On the question of price caps, price caps are simply bad policy. And
ie way to see this is to think about the problem I Just mrenticned: we
-ed improvements in electricity generating capacity, and new
ifrastructure investments. Picture yourself as a businessperson. If I say
would like you to make this very long-term investment, but, oh, by the
ay, if times are good I am simply going to take the profit, and if times
*e bad it is your problem. Now, what kind of long-term investment
-cisions do you think we would observe? I think price caps are exactly
e wrong answer, and I think condemnnation of price caps reflects not at
I a lack of interest in the problem, but rather a big interest in the
oblem that we need to encourage infrastructure investments.

Representative Dunn. Let me Just ask you as follow-up, the
resident's budget has suggested a $300 million increase in the funds that
ill go to the LIHEAP (Low Income Home Eiergy Assistance Program)
*ogram, which, as you know, is the low-income energy program that
)uld help folks in my district get through this tough time. Are there any
her short-term solutions that you think are appropriate or that are put
irward by - could be put forward either by the administration or by the
ongress?

Dr. Hubbard. Well the LIHEAP program is a great example of
ying to focus on the problem. That is, we are assisting low-income
)useholds, as opposed to a blunt approach of subsidies or price caps that
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are less sufficient. More generally, as the President suggested, if ther
were up-front stimulus as part of whatever tax package is passed by th
Congress, that would also compensate for the, quote, tax that we hav
seen in higher energy prices. So that is another response.

Representative.Dunn. And so the up-front stimulus would be what

Dr. Hubbard. In other words, in the tax bill that is passed, there i
an up-front stimulus in terms of money given quickly to taxpayers th,
would cushion higher energy prices this summer.

Representative Dunn. Okay, thank you. One last question, and
appreciate the Chairman's letting me do this, since I have how man
seconds - 56 left.

I am interested in your opinion on an issue that deals with trade. W
have not been successful in the last few years in negotiating bilater,
original trade agreements. We have only finished two of them in the la
eight years. That concerns me a lot. Other nations or regions like tf.
European Union have completed 27 trade agreements in the same titr
period. The past decade has witnessed a flourishing free trac
environment. The United States has undoubtedly played a major role i
cultivating the new environment. In addition to shepheiding region;
agreements such as NAFTA, the United States has continued to serve,
an uncompromising advocate for greater free trade among other nation
Unfortunately, trade agreements often bog down in Congress.

What is the negative effect on the United States' economy of tf
delay in implementing the bilateral and multilateral trade agreements, ar
what do you think, Dr. Hubbard, would be the economic benefit 1
providing the President with TPA, or trade promotion authority, as !e hi
asked us to do the fast-track trade negotiating authority?

Dr. Hubbard. That is a wonderful question. While I can't give yc
a specific numerical answer off the top of my head, I would note that tl
big gainers, the big beneficiaries of what the President is asking for, a
all of us as consumers. We are the winners from free trade. I think wh(
the President referred to this as a moral imperative, he was thinking i
this as a problem of raising consumers' living standards. And I think yc
can count on not simply the President's remarks, but Ambassadi
Zoellick's great efforts in trying to work quickly should we get U1
Congress' permission on Fast Track.

Representative Saxton. Dr. Hubbard, I would just like to pick i
on something that Ms. Dunn was talking about. Every time I see tl
numbers on the chart to your right, they amaze me. That chart indicat.
- and I am wonder if you would care to comment - that the top:
percent of the wage earners in this country pay 95.79 percent of the tot
tax revenues that are taken in, and that the bottom 50 percent of tax file
pay little better than 4 percent in personal income tax. That is amazin

And as you work back to the left on the chart, the chart shows th
the top 25 percent of the tax filers in personal income tax pay 82 percet
top 10 percent pay 65 percent, top 5 percent pay 53 percent, and the t(
1 percent pay 34 percent. It is amazing. And that is one that alwa



19

ads me to ask: How do you have tax cuts without having the top 50
rcent have a bigger tax cut than the bottom 50 percent?
'he chart appears in the Submissions for the Record on page 54.]

Dr. Hubbard. Your chart makes the point, actually, much more
ticulately than I did when I was trying a few minutes ago. Simply the
ithmetic of any tax cut that is going to focus on rates faces this pattern
cause the income tax burdens are so skewed. We have successfully
ken many low-income Americans off the tax rolls, we have reduced
come tax burdens for low-income Americans, and income growth has
en very good for very high-income Americans. So I think your chart
irtrays quite nicely that any income tax cut will give very large dollar
ins to high-income taxpayers.

Again, I would note for you that the President's tax cut is not an
ross-the-board cut. The distribution of the President's tax cut doesn't
ck like this. It would give more of the gains, net gains, to lower-income
useholds.

Representative Saxton. Thank you. We have discussed in geneial
-ms three general pieces of Federal policy that are having an effect on

economy this morning, the first being tax policy. There ate different
inions, but certainly we have discussed that at some length.

The second is energy policy. Would you discuss briefly what you
ink needs to be done in terms of energy and what the short- and
ig-term effects of a successful energy policy would be'?

Dr. Hubbard. Well, 1 think the first premise of a successful energy
liey is to focus on the marketplace and market incentives. We have
,n improvements in energy intensity it, the United States over the past
o decades that are the result of market forces. Higher prices change
havior. So first and foremost to allow market forces to work is very
portant.

Second, where very long-lived investments required - related to the
;cussion about refining and electricity generation - we must make sure
have minimal or as-low-as-possible regulatory uncertainty so that we
t these investments built. If we create the expectation that we will

ange environmental regulations repeatedly over time or change a
riety of review regulations r;epeatedly over time, it would come as no
rprise that those investments would be curtailed. The short answer to
ur question is to let markets work and to stabilize the regulatory
vironment that utilities and the oil industry face.

Representative Saxton. Let me ask you about a third Federal policy
It we don't have a lot to do with, but is hopefully going to have an
ect on economic performance, and that is Fed policy. As we all know,
Fed has cut short-term rates by 250 basis points since early January.

hen do you expect to begin to see some result, or will we see a result?
id if so, when, in your estimation, will we begin to see some economic
pact as a result of Fed policy?

Dr. Hubbard. Well, first let me note that because of the Federal
serve's independence, I don't want to comment too much on monetary

. ..~~~~~~

/,
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policy. The Fed shares the same objectives of wanting high livi
standards that we all do. I think the Fed's policy actions over the p
several months should be having very positive effects toward the end
the year, working through asset prices and working through the cost
funds for investments. One of the reasons I am optimistic about the e
of the year, and about next year, is this combination of Fed policy,
which you just referred, and the tax cut that I trust you will be passi
soon.

Representative Saxton. Thank you.
Mrs. Maloney.
Representative Maloney. First of all, could I request a copy of t]

chart so that I could see it? And this is personal income, right? And
you have said, you know the President's plan is focusing on reducing 1
marginal tax rates, yet the low-income families actually face the high
effective marginal tax rates because of the combination of income tax
Federal payroll taxes, and the phaseout of benefits such as the EIl
And while the administration's plan does attempt to, reduce some of the
high rates, it would still leave many low-income families with signific,
barriers to work.

And is it the right way to measure the progressi vity o f the tax systl
ko look at shares of a particular tax paid - in this c ase it is the income I
- or should we look at how the entire tax system is affecting I
distribution of after-tax incomes and what has happened to the af
tax-income share of those highest income households in the past decac

Dr. Hubbard.. You have raised a number of questions. Fi
regarding payroll taxes and the marginal tax rates faced by low-incoi
households, the President's plan does significantly reduce the inargii
tax rate for low-income families precisely because the child credit and I
reduced lower bracket counteract some of the phaseout problem that y
noted on the EITC. I think payroll taxes generally are a harder subjI
because, after all, payroll taxes are not a net tax. lThey are payments
contribution for a benefit. I think if one wanted to distribute the payr
tax, the minimum intellectually acceptable requirement would be
distribute the net tax that is involved, not the gross tax. So I think y
would want to focus, at least for this purpose, more on income tax
And if this is personal income taxes, you might also well want to add 1
distribution of other nonpersonal capital income taxes that are borne
individuals, like the corporation tax.

Representative Maloney. What does the administration's policy
for households that will be faced with higher gas and electricity priu
this summer? Does the administration really believe what it says ab(
the tax plan being part of the answer? The tax plan doesn't benefit the
households who will be in the most need of greater cash flow for th
purchases to pay their energy bills this summer.

Dr. Hubbard. As I had answered earlier. there will be an import,
cash component for all households to the extent that the Congress ha
rebate as part of its proposals. That money could be used for anythin
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household finds most pressing, whether it is energy or a number of other
needs. I think the President has wisely focused on long-term energy
issues. The problems that are facing the country with energy aren't really
specific to this summer. Perhaps less exciting, but very important, are
long-term infrastructure issues. I think you will see improvements in
energy prices and energy sufficiency in the future if we go that route.

Representative Maloney. Will they support the rebate that is in the
Senate plan, the administration?

Dr. Hubbard. I think it is important for the Congress to work this
out first. *he President has called for an up-front piece in acceleration
of his tax plan, and I am sure that the President would be willing to work
with the Congress to make that happen.

Representative Maloney. And being a New Yorker, I am very
concerned about the alternative minimum tax (AMT). And the Bush
administration does not have much of a response to the AMT problem
other than to claim it is a problem that was created by the Clinton
administration. But that isn't quite honest. President Bush's tax plan
would certainly worsen the AMT problem. And anyway, how can the
Bush administration be so unwilling to handle the problems you claim
you inherited from the Clinton administration, while being so willing to
spend the surplus you inherited fiom the Clinton administration?

And we know that now in the AMT there are 20 million Americans
in it, and with the Bush plan many economists estimate that it will grow
to 35 million. So these people will not experience any type of tax cut.

Dr. Hubbard. You raise a very important point in the AMIT. I don't
want to get into finger-pointing about which administration is or isn't

rsponsible. but I have to comment on the surplus. We don't inherit
surpluses from Presidents. We inherit them from the energy and efforts
if the American people.

On the AMT, you are absolutely right. It is a big problem. What the
President said was, let's focus first on the problems we think have the
iighest deadweight loss - to use the Chairman's terms - and he believed
:hat those were marginal rates.

The President has said, and the Secretary of the Treasury has said.
hat this is not likely to be the last tax proDosal that you are going to see
'rom the administration. There is keen interest in the administration in
kMT reform.

Representative Maloney. Well then, it should be pait of this
)roposal, because for the 20 million families that are in it now, growing
o 35 million, many of them in states like New York that have a state and
rity tax, these are middle-class families that are going to be pushed into
he AMT, and they will possibly have more taxes to pay in certain
Categories. And to say, don't worry, that is going to be in the future; it
hould have been palt of this plan, wouldn't you think?

Dr. Hubbard. I don't think so, but as a west-sider in New York, I
hare the same concerns as you have on the east side.

Representative Maloney. I bet it affects you. right, the AMT?
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Dr. Hubbard. No, it doesn't affect me, but it might soon, havin,
moved here. Again, it is not so much that we are ignoring the problenr
but that in the list of priorities, the President selected the marginal ta
rate reductions first. I don't think you should take that as a statement c
lack of interest in the AMT.

Representative Maloney. Well, I hope you are right. It certainl
doesn't help the 20 million that are suffering from it now, many of whor
are middle class, and many of whom are in States like New York.

On bracket creep, the two top brackets have only a small percentag
of taxpayers, but that is where a great deal of the income growt
occurred. And isn't it strong income growth among people in the to
brackets that accounts for a significant share o1 the growth in revenue
not bracket creep: and isn't this just the progressive tax system workin
as it should?

Dr. Hubbard. There are really two factors that come up. One is fc
people who are in every period in the same rate bracket, and their gros
income. As you pointed out correctly, in pre-tax income, growth at th
top of the income distribution has been high relative to the general public
But there is also a great deal of mobility in our society. Moving ul
comes both from taking risks and ftrom improving one's wage profile ovc
time. I think the estimates indicate that real bracket creep is still a fairl
substantial portion of the problem. As reai incomes grow, people mov
into these higher tax brackets. You are quite conect that income growt
at the top has also been high.

Representative Maloney. Getting back to energy. Is there a trad
off between environmental quality and economic growth? Shoul
conservation be reserved as a, quote, private virtue and not pursued as
public goal? And what did the Vice Presidcnt mean by this? And isin
conservation a truly important public good that justifies a role c
government in conservation?

Dr. Hubbard. Of course, I don't want to try to interpret the Vic
President's statements. You would has e to ask him that. But I think th,
we have seen a lot of conservation in the U.S. from very straightforwar
market incentives. It has happened naturally.

Your larger question, which is extremely important. is on whetht
there is a tension between the energy goals on the one hand an
environmental goals on the other. I will give you two answers on tha
One, as a general matter, I don't think there needs to be, particularly wit
the technology changes we are experiencing. i think the encouragemel
of alternative technologies, part of which is in the President's energy plai
lessens that tension.

But having said that, I think we as a society have to keep in mind th:
when we have certain environmental regulations, we may affect capacil
decisions. We have to decide as we think about how many power plan
we need and what kind of energy infrastructure we need, what is tf
marginal value of those regulations. That, indeed. is a tension.
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Representative Maloney. Well, earlier when we were talking about
the alternative minimum tax, you were saying don't worry, we are going
to take care of that in the future. But what really bothers me is there are
a lot of things that the administration is saying is a, quote, priority that we
are going to take care of in the future, such as defense, the IDEA
spending. And you know, where is that in the budget; and doesn't not
taking care of it now in effect threaten Social Security and Medicare and
the reserves we are building up there, because we haven't taken care of
defense, IDEA or the alternative minimum tax in this current tax plan.

Dr. Hubbard. I don't think so. After all, you identified a number -
we could identify even more - of high-priority issues for the country.
The question is the timing, getting things developed in the administration,
and getting through the Congress. The budget information from both the
CBO and the Office of Management and Budget indicates that there is
room for the priorities that the President has articulated. The solutions
on Social Security are dependent upon what the Social Security
Commission recommends to the President, and then what he decides to
present to Congress.

Representative Maloney. I would like to go back to your statements
on the distributional analysis of the tax policies. And really following the
pressure of many people this Congress and others, the adrministljation did
come out with its own form of annual distributional analysis, and why did
the numbers focus on changing shares of income taxes paid or on
percentage changes in income taxes rather than a more meaningful
examination of what happens to the distribution of after-tax incomes?

Dr. Hubbard. I think the reasor is that most common-sense
discussions of progressivity focus on those percentage measures that are
.asiest. I think that the Treasury reported a wide variety of measures just
to give as much information to you as possible.

Representative Maloney. And why did they leave out the effects of
-epealing the estate tax in that assumption, even though Treasury
Distributes the estate tax as part of its standard methodology?

Dr. Hubbard. There are two parts to your question; I will take the
ast part first. There is no longstanding tradition in Treasury of
Distributing the estate tax. It has been done in recent years. In the past
t hasn't. But the more substantive answer to your question is that
Distributing the estate tax is not a straightforward exercise. Further, the
ntermai calculations in Treasury that have distributed the estate tax still
iave a distribution table that is quite progressive for the entire plan.

Representative Maloney. My time is up. I thank the Chairman.
Representative Saxton. Thank you. Dr. Hubbard, let me try to

iummarize where I think we are in this tax debate. You have indicated
hat various things that occur sometimes as a result of Federal policy,
onmetimes as a result of other things that happen, affect people's
,ehavior. Today's energy costs this summer will affect people's behavior
n some way, not that I know exactly how, but there is bound to be an
~ffect. We are hoping that Fed policy, current Fed policy, has an effect
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on people's behavior and that that will cause positive effects in the
economy.

Republicans and Democrats have both argued these points and al
certain points agreed on this very basic premise that economic stimulus
affects people's behavior and that sometimes, therefore, we have positive
or negative effects on the economy.

The first person that I remember on the Democrat side arguing thiE
point successfully was John Kennedy in 1963 in his State of the Unior
address. Forgive me if I don't have these words exactly, but something
like, "We can't expect to be a world leader if we fail to set the economic
pace at home." And he went on in the rest of his State of the Unior
address, talking about how he thought we should reduce the tax burdei
on people to have an effect on their behavior and hopeful positive effeci
on economic growth.

And then in the early '80s, someone who the Republican,
championed, Ronald Reagan, made a similar speech. And it wasn't unti
after he made his speech that we realized that we Republicans didn'
invent the notion that Federal policy can have an effect on people'
behavior, and in turn that can have an effect on the state of the economy
but we were vcry proud of the notion that Ronald Reagan espoused tha
we needed to cut taxes. in order to relieve the burden on people ftnd t,-
produce the positive results that we saw subsequent to that.

We saw economic growth after the Kennedy tax cuts. WNe 3av
-conomnic growth after the Reagan tax cuts. As a matter of fact, I wouli
go so far as to argue that nmuch of what we have seen in the last 17 year;
has been partially, maybe largely, but partially a result of the tax policiz
that were put in place in the early '80s.

So much has been said about this. And further in your statement, yoi
argued that the proposed tax cuts are significantly smaller than either thi
Kennedy or the Reagan tax cuts.

Would you talk about this tax proposal in the historic perspective ii

terms of this notion that, simply put, we are hoping and believe that wi
will affect people's behavior and cause long-term economic growth?

Dr. Hubbard. Yes. I think you made two excellent points. One i
the point that partisanship should have nothing to do with interest ii
marginal tax rates. A Democratic administration and a Republicai
administration, in your examples, had very large marginal tax rate cuts
indeed larger in terms of their steady-state cost than those we are talkin!
about today. I think the interest should be in improving living standard
for all Americans.

Again, I think the evidence is abundant. Cuts in marginal tax rate
both improve the real growth prospects for us all, but also root out mucd
of the waste in the tax system that you correctly identified. The othe
point is that the proposal of the President, and the proposal you ar
debating in the Congress, is smaller than these examples. This isn't
radical departure in fiscal policy. It is really more trying to stabilize th
individual income tax share of GDP.
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Representative Saxton. Dr. Hubbard, thank you. I have no further
uestions at this point. We would again like to thank you for taking time
come and visit with us and share your thoughts this morning. We will

Dntinue our task here at looking at Federal policy, and from time to time
re hope we will be able to call on you for your thoughts and input on
iese subjects. Thank you very much ior being with us.

Dr. Hubbard. Thank you, Mr. Chairman.
Representative Saxton. The hearing is adjourned.

Whereupon, at 12:25 p.ri., the hearing was adjourned.]
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PREPARED STATEMENT OF
REPRESENTATIVE JIM SAXTON, CHAIRMAN

Chairman Hubbard, it is a pleasure to welcome you before the Joi
Economic Committee this morning. I believe this is your first appearani
before Congress as Chairman of the President's Council of Econom
Advisers, and we look forward to your testimony.

The long period of economic growth that began in the 1980s h
continued, aside from a short and mild recession in the 1990-1991 perio
The economic benefits of such a sustained period of economic growth a
reflected in the general prosperity and health of the economy evide
through the middle of last year. Real GDP growth has been strong
labor productivity gains led to higher output and income. Inflation h
been reduced by the Federal Reserve, interest rates have trendi
downward, and rates of unemployment and poverty have fallen over t]
course of the expansion.

However, as I noted last December, the economy has entered intc
sharp slowdown that began around the middle of last yea:. Real GE
growth fell from 5.6 percent in the second quarter of 2000 to only
percent by the end of the year. Investment, consumption, al
employment have also reflected the sharp slowdown. Manufacturii
employment has been declining since July of last year, and employme
losses are now spreading to other sectors of the economy.

The Federal Reserve has responded by sharply reducing short-ter
interest rates and relaxing monetary policy over the last five months
believe the actions of the Fed will significantly iniprove the prospects f
a resumption of healthy economic growth later this year. However
remain concerned about current economic conditions as reflected in ti
recent two consecutive declines in payroll employment. Although I
not believe the tax bill currently under consideration will make ti
economy turn on a dime, I do think it wvill have a positive effect over ti
next year that is much needed in the current environment.

The weak economy is bearing the burden of a tax system that
systematically biased against work, saving and investment, and is literal
counterproductive. Real bracket creep gradually continues to pu
taxpayers into higher tax brackets. The additional burdens of w1
economists call deadweight losses are a significant problem that is n
well recognized by many policymakers.

Essentially, deadweight losses arise because the tax. system impos
added economic costs in addition to the revenues raised by taxation.
other words, for every incremental dollar raised in revenue, the t
system imposes others costs amounting to 30 or 40 cents on the econorr
Thus, each dollar in tax reduction can provide significantly more thar
dollar in benefits to the economy. In my view this is a key reason
reduce the burden of our counterproductive tax system.

Fortunately, progress is being made on a bipartisan tax bill to redu
the tax burden on the U.S. economy. It will not solve all our immediz
problems, hut it will improve the prospects for healthier economic grow
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i the years to come The stronger economy will, in turn, help u3 to
idress the longer-term economic and budget challenges facing the
ition. We have a tremendous opportunity to enhance the economic
iture of America by reducing the weight of our counterproductive tax
istem.
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Statement of Rep. Carolyn B. Maloney
Joint Economic Committee Hearing on the Economic Outlook

May 23, 2001

Thank you Mr. Chairman for holding this hearing today on the state of the economy. As we
have seen since the middle of last year, economic growth has slowed dramatically.

The manufacturing sector has lost over half a million jobs. Only continuing strength in the
services industry and strong household spending have kept a recession from spreading
throughout the economy.

Unfortunately, recent signs are cause for increased concem. The recent sharp rise in the
unemployment rate and the potential impact of high energy prices on household budgets could
lead to increased economic difficulty.

The current Administration's one-note answer to all these problems has been its tax cut
proposal. While I am personally certain that Congress could pass historically large, responsible
tax cuts on a bipartisan basis, the bill that we will vote on later this week is no such agreement.
The President's plan risks a return to deficits and is fundamentally unfair to lower income
workers and to my state of New York.

As introduced, the Bush tax bill was so large and based on economic assumptions that can
vary so greatly that we risk deficits if our numbers are only slightly off. The Senate bill is only
marginally better.

CBO, whose rosy projections are the basis for the tax cuts, indicated that its average error
margin in projecting budget surpluses or deficits for a fiscal year in progress has historically been
about 0.5 percent of the Gross Domestic Product (GDP). In the current economy this
would be $54 billion in one year.

As for projecting five years out, CBO's average error has been 3.1 percent of GDP, a six-fold
increase. Many of the Bush tax cuts do not fully phase-in for 10 years in order to hide their
tremendous cost. To borrow a Bush catch phrase, using CBO projections bassed on continued
strong economic growth for the next 10 years is truly "faith-based" budgeting.

While the tax cut itself is large, it is not so large that it provides relief to the lower income
Americans who pay the majority of their taxes through payroll taxes rather than income taxes.

Ironically, it is these Americans whose household budgets are most affected by rising energy
prices. While President Bush has suggested that the tax cut be enacted to pay for sky-rocketing
energy costs, his plan does not benefit these very workers.

Finally, the tax bill on its face is fundamentally misleading. Provisions granting marriage
penalty relief and estate tax repeal are so costly that they do not fully phase-in for a decade. Well

_ -s
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after President Bush has returned to Texas, the full force of these provisions will confront
the country just as the baby boom generation increases its reliance on Social Security and
prescription drugs.

Most misleading about this tax bill is that it treats taxpayers with similar incomes far
differently based on the state in which they reside. This is because it greatly increases the impact
of the Altemative Minimum Tax which eliminates deductions for state taxes.

The non-partisan Joint Committee on Taxation estimates that our current tax code will push
20 million taxpayers into the AMT over the next 10 years. The Bush plan increases this number
to 35 million. This impact is not news to the Bush Administration. The President knew when he
introduced his plan that the $1.6 trillion in tax cuts was not "just right" and that an AMT fix is
necessary. Signs from the Administration and Congressional leadership are that any such fix will
only be included in the next tax bill. I do not believe this is a responsible way to pass a tax cut
or a budget that has yet to take into account the defense review.

The Administration has argued that its tax bill will boost the struggling economy, and, at the
same time, that the economy is strong enough that a large tax cut is not fiscally irresponsible. I
am afraid they have missed both targets.
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Opening Statement
of

Senator Jack Reed, Ranking Member
Joint Economic Committee Hearing on the Economic Outlook

\lav 23, 2001

Thank you, Mr. Chairman. I want to commend you for holding this hearing. This is a
critical time to be examining questions about how the economy is performing and whether we are
pursuing the best policies for achieving the kind of sustainable growth that brings prosperity to
all of our citizens. It is fitting that our witness is the Chairman of the Council of Economic
Advisers, our sister agency, created along with the Joint Economic Committee by the
Employment Act of 1946.

Mr. Chairman, over the last 10 years. the United States has experienced its longest
economic expansion on record. It has been an expansion in which the unemployment rate has
fallen to levels that were last seen 30 years ago, one in which inflation has remained tame, and
one in which investnent and productivity growth-have been particularly strong. One especially
noteworthy aspect of this expansion is how well traditionally disadvantaged groups have fared.
They have seen job opportunities open up and they have seen their incomes grow, after a couple
of decades of stagnation. However, the expansion has hit some speed bumps recently and we
want to be sure that we are pursuing policies that keep the economy on track.

I think it is worth reflecting on the policies that helped generate this strong expansion.
The policy approach of the 1990s rested on three major pillars: fiscal discipline, investing in
people and technology, and opening markets at home and abroad. One of the most important of
these pillars was the fiscal discipline that turned massive budget deficits into surpluses and that
has created a budget outlook in which we have the opportunity, if we act wisely, to address
critical long-term budget challenges such as paying down the national debt and preparing for
pressures that will be put on medicare and social security by the retirement of the baby boom.

I look forward to hearing Dr. Hubbard's views on the economic outlook and his analysis
of the policies that he believes will best keep the economy on track in the short run and promote
prosperity in the long run. But I also hope we can engage in a constructive dialogue about
whether the policies being promoted by the Administration are in fact the best policies for
achieving those goals. I am particularly concerned about whether this Administration remains
committed to sound fiscal policies and the importance of investment in people.

Mr. Chairman, a President's first budget is an important statement of his Administration's
priorities, and it seems pretty clear that President Bush is intent on passing a large tax cut. Many
of us think that the tax cut is too large, given the uncertainty that exists in the forecasts of the
baseline budget surpluses. It leaves too little room for other important national priorities such as
education, national defense, and prescription drugs, unless the actual budget surpluses turn out to
be much greater than expected. Such an outcome is possible, of course, given the wide range of
uncertainty in the CBO budget forecast; but unless the economy recovers quickly and strongly, it
seems more likely that the surpluses will be smaller than currently projected rather than larger.
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Based on an analysis of its own forecasting record. the CBO says there is a $600 billion
marginoi .orror in its baseline surDlus .stimate oust .:.e 'ears out CBO's forecast assumes a
brief slowing in the economy this year. but recent economic data on employment and industrial
production suggest that we may experience even siower growth in the short run than CBO
assumes. If the tax cut actually provided the stimulus that the budget resolution calls for, we
might have some reason to be confident that the economy could get back on track quickly. But
stimulus got left out of this tax cut. so the risk would seem to be on the side of slower growth and
smaller surpluses in the short run.

In the long run, the size of the surplus depends on how fast the economy grows, and that
depends on productivity growth. The most recent data suggest that productivity declined in the
frst quarter of this year. This probably just reflects the short-term business cycle, in which case
it will be short-lived. But if we are, in fact, seeing a decline in long-run trend productivity, the
surpluses will be smaller than projected. CBO's estimates suggest that I percent per year slower
growth in productivity would reduce the 10-year surplus by $2.4 trillion.

So I am interested in Dr. Hubbard's view of how the tax cut will affect the economic and
budget outlook, notjust over the next 10 years. but over the years immediately following when
the baby boom starts to retire. I am worried that we are throwing away the fiscal discipline that
was one of the key policy pillars on which the long economic expansion of the past decade was
built in order to enact a large tax cut with great haste and little consideration.

Earlier, I mentioned how the recent expansion has helped traditionally disadvantaged
groups to do better economically. In addition to pursuing fiscal policies that promoted strong
private investment, the previous Administration focused on making work pay by raising the
minimum wage and expanding the Earned Income Tax Credit. This Administration's priorities
seem to lie in another direction. The key elements of the President's tax plan seem to be
lowering the marginal tax rates paid by the small minority of taxpayers at the very top of the
income distribution and repealing an estate tax that fewt Americans face a realistic probability of
paying. I hope Dr. Hubbard can help us understand how the Administration's economic plan will
affect ordinary Americans.

Finally, I hope we talk about all the ways that government can promote economic
prosperity for all Americans, not just by providing incentives through the tax system but also by
promoting national saving through fiscal discipline and by encouraging prudent investments in
infrastructure and people. One of our roles at the Joint Economic Committee should be to
encourage policy discussions about the trade-offs involved in our different policy choices. For
example, the decision to cut taxes substantially is at the same time a decision to reduce
government saving. Are the incentive effects from the tax cut large enough to offset the loss of
national saving? What would be the effect of spending more on education that improved the
skills and flexibility of our future workers and less on a tax cut? These are the kinds of questions
we should be asking.

I thank the Chairman, and I look forward to Dr. Hubbard's testimony and to opening up a
dialogue with him on these important issues.
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Statement of Senator Jon Corzine
Joint Economic Committee Hearing

Hearing on America's Future Economic Outlook
May 23, 2001

Thank you Mr. Chairman. It's a pleasure to be at this, my first, hearing as a

member of the Joint Economic Committee. And its focus - on our nation's future

economic outlook - is obviously an important one.

I look forward to the testimony of the Chairman of the President's Council of

Economic Advisors. Having heard Mr. Hubbard earlier this year during his confirmation

before the Senate Banking Committee, it'll be interesting to see what, if any, new insights

he has to share regarding the state of our economy.

As we are all well aware, our nation's economy has been mired in a slowdown, and

been on the verge of a recession. Retail numbers have flattened out, business investment

has decreased and productivity has declined. Job growth has leveled off, layoffs are on the

rise and initial claims for unemployment insurance have reached their highest levels in

eight years. Additionally, consumption has waned and Americans are increasing their debt

burden at an alarming rate.

The Federal Reserve, and Chairman Greenspan, have taken an aggressive approach

to stemming this negative economic tide, most recently by lowering interest rates by half a

percentage point. Over the first five months of this year the Fed has cut short-term interest

rates by 250-basis points.

But despite the best efforts of the Fed, threats abound. Energy prices along with

rising long-term interest rates may discourage further investment, decrease productivity

and feed greater pessimism about inflation.

Households, investors and businesses have all registered their concerns regarding

our future economic outlook in the consumer confidence indices and in our markets. They

have witnessed a Congress that cannot - or will not - exercise the type of fiscal discipline

that our current economic situation requires. They're concerned about the increased

prospects of deficit spending and decreased prospects for continuing economic growth.
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As we have debated the reconciliation tax bill in the Senate these past several days,

I find myself growing less optimistic that this Congress and this administration will exert

the type of fiscal leadership that our nation needs during this period of enormous economic

uncertainty.

We appear destined to repeat mistakes that we made in 1981, when Congress

approved a tax cut plan that was eerily similar to this one. Many of us here remember that

that tax cut drew our economy into a deep recession that our nation needed an entire

decade to recover from.

Frankly, America deserves better than to be led, blindfolded, down the road to

economic ruin.

I look forward to a lively discussion today and thank you again Mr. Chairman for

holding this hearing.

Thank you.
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Statement of
R. Glenn Hubbard

Chairman
Council of Economic Advisers

before the

Joint Economic Committee

Wednesday, May 23, 2001

Mr. Chairman, Senator Bennett, Senator Reed and Members of the Committee:

I am delighted to have the opportunity to appear before you in my capacity as
Chairman of the Council of Economic Advisers. The Council and I look forward to
working with the Committee in its analysis of the economy and economic policy. Today,
I welcome the opportunity to comment upon the outlook for the U. S. economy, and to
present our view upon the policy challenges facing the Nation.

BACKDROP

The Long Boom

The current expansion is the most recent manifestation of accelerated long-term
growth that began in the 1980s with the advent of a number of changes in the private
economy and policy direction. These new policies include the pursuit of price stability
through a steady monetary policy, an extensive process of deregulation in many sectors
of the economy, and reductions in the tax burden facing American households and firms.

From 1982 onward, real GDP has grown at an average rate of 3.5 percent per
year, as compared with 3.0 percent during the previous decade. Similarly, productivity in
the nonfarm business sector has grown at an annual rate of 2.0 percent since 1982, as
compared with 1.4 percent in the earlier period. From 1995, the acceleration in trend
productivity was even more pronounced, with growth averaging 2.6 percent per year.
These accomplishments have coincided with a period of low inflation. Inflation rates
have declined from an average 8.8 percent during the 1972-81 period, to an average 3.3
percent from 1982 onward. Moreover, the volatility of inflation has also declined from
3.5 percent to 1.6 percent. These macroeconomic achievements are built upon a
foundation of microeconomic initiatives such as: the deregulation of the airline and
trucking industries, as well as the oil and natural gas producing sectors. Also very
important, reductions in marginal tax rates (with the notable exception of the early 1990s
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increases) have set the stage for increased labor force participation, as well as the
entrepreneurial achievements that have made American prosperity and technological
prowess objects of emulation

Recent Developments

Since late 2000, the economy's rate of growth has slowed substantially. Beginning
in the fourth quarter of 2000, growth declined from the unsustainable rate of 4.2 percent
recorded in the first three quarters. Real GDP growth slowed to 1 percent in the fourth
quarter, and 2 percent in the first quarter of 2001. The Conference Board's index of
coincident indicators peaked last September at 116.6, dipped to 116.3 in January, and at
116.5 in April, remains below the September peak.

Despite the recent deceleration in economic growth, it is unlikely that the U.S.
economy is in a recession, as real growth has been and is anticipated to remain positive.
The May Blue Chip consensus of economic forecasters foresees real GDP to grow 2.2
percent during the four quarters of 2001, and 3.4 percent during 2002. Nevertheless, there
are some negative factors that threaten to delay a full recovery in growth.

Pressures on the Economy

Consumplion. Consumption, which accounts for approximately two-thirds of aggregate
demand, has held up relatively well during the recent growth slowdown. The resilience of
consumption is especially remarkable given the reduction in wealth that has accompanied
the decline in equity prices, as consumption (relative to income) tends to track wealth
over the medium term. Estimates of the change in consumption for a dollar's change in
wealth range from three to five cents, with the lag extending up to about two years after
the shock. To the extent that these relationships hold, one should expect a period of slow
consumption growth.

In line with the downturn in some asset prices and economic growth, indicators of
consumer confidence have also posted warning signs. The University of Michigan index
of consumer sentiment has been trending downward since November, but has recently
retraced a fraction of that loss. The preliminary reading for May is 92.6, up from a final
measure of 88.4 in April. Despite the decline over the past six months, the index remains
above its historical average.

A key question in assessing consumption prospects is whether the rate of
unemployment will continue to rise, and whether the associated income uncertainty wil
depress consumer spending. The payroll unemployment rate rose from 4.0 percent in
December to 4.5 percent in April. Private payroll employment fell in March and April,
with losses continuing in manufacturing and help-supply services. The recent level of
initial claims for unemployment insurance suggests that the unemployment rate will
likely continue to rise over the next several months, although last week's figures on
unemployment insurance claims were somewhat more positive.

2
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Investment. Business fixed investment spending overall has stagnated over the past two
quarters. Equipment and software growth declined noticeably in the fourth and the first
quarter and orders suggest a further decline in the second. In contrast, investment in non-
residential construction is up sharply, with first-quarter real investment 10 percentage
points above its level a year ago. This growth is being led by construction in energy
extraction industries, and is likely to continue as more electricity generating plants are
built.

Investment in information technology (IT) equipment has also decreased. Earlier
increases in equity values in this sector may have encouraged a bit too much investment.
The legacy of this possible over-investment may take a few quarters to re-equilibrate.
Given the rapid technology gains and rapid depreciation, we expect IT investment to
rebound by year-end.

There are basically two ways to calculate how adjustment to the equilibrium
capital stock -- determined by output and the user cost of capital -- will be achieved. The
first is to estimate a model wherein investment expenditures adjust in a manner to
gradually work off the excess amount of capital. The second approach relies upon a cash
flow model to determine the investment rate -- the greater the retained earnings, the
greater the amount of investment.

Estimating the overhang is a challenging task because our knowledge of the
economic rate of depreciation of IT equipment and software is limited. Assuming smooth
adjustment to the desired capital stock, the overhang might be eliminated quite quickly.
However, if investment is highly dependent upon corporate cash flow, the adjustment
might be sharper.

Energy Prices. The rising cost of energy over the past two years has exerted a kind of tax
on both consumers and those firms that are not energy producers. Although the share of
the households' budgets devoted to energy needs are not at historical highs, the elevation
of relative prices comes at a time when the economy is fragile. Similarly, firms face
increased energy costs in a period of slackening demand.

Petroleum. From late 1998 through 2000, the prices of many energy products rose
sharply from their low levels. Imported crude oil rose from as little as $10 per barrel to
over $30 per barrels; as recently as 1997, it had cost $20 per barrel.

In order to assess the economic consequences of higher oil prices, it is important
to make the distinction between permanent and temporary energy price increases. To the
extent it is unlikely that the oil prices in 1998 were long-term equilibrium prices, it may
be more reasonable to use the $20 price as a baseline. Evaluated from this perspective,
the relevant price increase (that might be expected to persist for some years) was about
$10 a barrel or approximately 50 percent (the price of West Texas Intermediate currently
is approximately $28 per barrel).

3
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A recent International Monetary Fund analysis' of oil price shocks on the U.S.
economy determined that a price shock of this magnitude results in a 0.2 percentage point
reduction in output below what it otherwise would have been in the first year after the
shock, and a 0.4 percentage point reduction in the second year, with the effect
diminishing thereafter. The shock adds 0.2, 0.7 and 0.5 percentage points, respectively, to
core inflation in the years after the shock. Another macroeconometric model suggests that
an increase of$10 per barrel yields a 0.4 percent reduction in output relative to baseline
in the first year. While the models differ in their exact predictions, they yield similar
magnitudes of effects. Given relative stability in oil prices through the latter part of 2000
and indications from futures markets of a slight decline in prices, barring future negative
shocks, we anticipate the effects of the oil price increase should dissipate over the next
year.

Natural Gas. In assessing the impact of higher natural gas prices, it is important to recall
virtually all of the 16 percent of natural gas consumption that is accounted for by imports
originates in Canada. a large importer of U.S. goods. Thus the net "withdrawal" of
spending from the U.S. economy is relatively small because a large proportion of the
resulting Canadian spending returns as U.S. exports.

Compared with oil, the reduction of GDP due to natural gas spending leaking
abroad is roughly one-sixth to one-seventh the impact experienced from higher oil
prices." Overall, the largest economic effects are domestic and redistributive in nature
- from natural gas consumers to natural gas producers.

Natural gas prices are higher relative to trend all over the country. However, they
are highest in California. Even there, a recent study published by the Federal Reserve
Bank of San Francisco notes that "...although rising natural gas prices have hurt some
producers and consumers in the Twelfth [Federal Reserve] District, there is little
evidence that rising costs have significantly slowed economic growth in the region."
Further, the study observes that expenditures on natural gas in the Twelfth District
amount to less than one percent of gross state product.***

It is also of interest that some firms have stopped production, not because they
cannot afford to purchase natural gas, but because they have forward contracts for natural
gas, and find it more profitable to resell the gas than to use it to produce their goods.

The differential prices for natural gas observed across the regions, and occasional
interruptions in gas supply, buttress the Administration's argument that more resources
need to be devoted to enhancing the Nation's natural gas delivery infrastructure.
Accordingly, the National Energy Development Policy task force has highlighted this
policy measure in its report.

'B*anujn InI. Petalwd and Dougle LHnEo. Sace Macrorecnnfic FRawue of Higba Oil Prie.- IMF Working Paper
WP/01/04. 2001.
'This colcolation coerslcm tHe chan- in impon oauc doe to hiig priers elative to GDP
'-Mary Daly. 'Econcunic Inpact of Rising Neenli Gas Pdicen."PFdao Reserve Bank of San Fwncraco Economic Lene, 2001-04
tbrvay9.2001)
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California and the Electricity Situation. Most analysts have concluded that the reductions
in electricity consumption (due to rolling blackouts and voluntary outages) have thus far
had only a small impact on gross California state product and hence national GDP. The
likely impact of the outages during the upcoming summer months is much more difficult
to determine given the vagaries of the weather and the uncertain quantitative impact on
demand of the new rate structure implemented by the California Public Utilities
Commission on May 15. The damage from summer blackouts is likely to be limited
because firms with critical needs for uninterrupted power have installed backup
generators. Assuming some reduction in demand due to higher retail prices, and a
moderate summer, third-quarter GDP growth might not be reduced noticeably, while an
unseasonably hot summer, combined with no additional action on the pricing front,
would result in a clearly noticeable impact.

The major impact on Califomia will be felt in the longer term, as firms make
decisions regarding where to locate. Firms that rely upon a stable, uninterrupted supply of
electricity, or use energy as a key component of their production process, are most likely
to opt for locating outside of Califomia, and perhaps even outside of the United States.

The Foreign Sector: Effects on the Rest of the World. Changes in economic conditions
have not been restricted to the United States. The global economy has also experienced
substantial reductions in growth and employment. These changes are not completely
unrelated; rather they represent a complex set of interactions between the U.S. economy
and its economic partners.

As the largest single economy and financial market in the world, trends in the
United States have a substantial impact upon the rest of the world. Rapid growth in the
United States during 1999 and 2000 sustained, through demand for their exports, the
economic buoyancy of East Asia and (to a lesser extent) Europe. The slowdown in the
U.S. economy, particularly in electronics and semiconductor products, has resulted in a
substantial decline in growth prospects in those East Asian economies that specialized in
these export markets.

The Euro area in particular is perhaps more susceptible to U.S. economic
influences than many European policymakers have perceived. Most of the focus had been
on the fact that trade flows between the United States and the Euro area are not
particularly large. However, in this era of highly integrated product and financial
markets, developments in asset markets can have rarmifications far outside national
borders.

The Foreign Sector: Rest-of- World Effects on the United States. While events outside
of the United States can have an effect upon the U.S. economy, quantifying those effects
is not straightforward. In general, it is our view that, aside from a systemic financial
crisis, it is unlikely that events outside the United States will have a large impact upon
domestic economic prospects, largely because trade accounts for a small share of the U.S.
economy. As a proportion of GDP, exports are about 11 percent. Moreover, the United

5
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States is not overly sensitive to developments in regions vulnerable to recession; for
example, U.S. goods exports to the Japan only comprise 8.3 percent of total U.S. exports.

Furthermore, foreign financial markets are small compared to those in the United
States. Even to the extent that the United States relies upon foreign savings, there does
not appear to be cause for current alarm from recent trends. As U.S. economic growth has
slowed, and equity markets experienced a correction, the willingness of foreign investors
to purchase U.S. assets has not/abated. Inflows of capital to purchase U.S. equities
continued into the fourth quarter of 2000 (the last period for which data are available),
despite declines in the major indices. As a further indication of this phenomenon, the
value of the dollar has continued its upward trend in the first quarter, even as U.S. equity
indices continued their decline and euro area growth rates exceeded that of the United
States.

The current account deficit, which includes net payments such as interest,
dividends and remittances, was $435.4 billion in 2000, or 4.4 percent of GDP. This
current account balance reflects the desire of global investors to invest in the U.S.
economy.

Long-term Outlook

Over the longer term, the prospects for the U.S. economy remain bright. I say this
because of the acceleration of trend productivity growth observed over the last few years,
and the accompanying rise in the growth rate of potential output, making possible rising
living standards and low inflation. Over the 1973 to 1994 period, the average annual
growth rate of labor productivity in the nonfarm business sector was 1.3 percent. Since
1995, it has been 2.6 percent. Over the same period, manufacturing productivity has

grown at 4.7 percent annum, versus the 2.5 percent per annum rate observed in the
earlier period.

The latest release on productivity growth has given some observers pause for
thought. Two cautionary points are in order. First, labor productivity is procyclical, so
that some reduction in productivity growth is to be expected. Second, the surprisingly
low productivity growth rate for the first quarter is likely to be downwardly biased
because of the difficulty in measuring self-employed hours. Subsequent observations on
productivity are likely to reaffirm a higher trend growth rate.

Rapid productivity growth, upon which our future prosperity rests, does not occur
in a vacuum. It depends upon the appropriate policy framework. This framework should
consist of policies that minimize interference with the accumulation of factors that
contribute to growth.

IMPACTS OF THE PRESIDENT'S PROPOSALS

The President's tax plan is one example of such policies. Let me begin by
reviewing the context in which the President's tax proposals were developed. The

6



40

President's plan was developed in the midst of a sustained period of rapid economic
growth that had increased the overall tax burden (Federal tax revenues as a share of GDP)
to over 20 percent - a post-war high. Over the course of that expansion the underlying
fiscal position of the Federal government improved. Having taken steps to improve the
sustainability of the Social Security system and reduce significantly the outstanding debt
held by the public, the President's budget proposes to reduce the overall tax burden
efficiently and fairly.

Now, since the inception of the President's proposals, immediate attention has
swung from a rapidly growing economy to the need to ensure the continuation of steady
growth. The tax cut was not initially designed to be a "stimulus package." The goal was
to return a significant portion of the on-budget surplus to taxpayers in an economically
efficient fashion. Fortunately, it can serve as both. Permanent cuts in marginal tax rates
will have immediate and significant economic effects. Indeed, the evidence is that a
purely temporary "stimulus" tax change would have much more modest impacts than the
President's plan.

Still, the plan is primarily targeted toward long run objectives. Viewed from this
perspective, an unfortunate feature of most of the debate has been its focus on "size."
Some critics have argued that the economy somehow cannot afford to return $1.6 trillion
dollars to the citizens who earned it.

This concern is somewhat surprising. The President's budget outlines clearly how
the tax cut co-exists with preserving Social Security and Medicare, and prudent increases
in other necessary government programs. Moreover, when viewed in the context of the
large U.S. economy, the cuts are quite modest. Over the budget window, the tax plan
amounts to only 1.2 cents in each dollar of GDP. In comparison, the President's
proposed tax cuts are less than one-half the size of the Kennedy tax cut, roughly one-
fourth the size of tax cuts proposed by President Reagan, and takes place in an overall
context of budgetary discipline.

Or, taking another perspective, the President's tax cut compensates for "real
bracket creep." The idea of bracket creep is familiar. Taxpayers once were forced into
higher tax brackets due to purely inflationary increase in their nominal incomes.
Indexing tax brackets for inflation solved this kind of bracket creep. However, the tax
system is not immune to real bracket creep. As the economy grows, the real incomes of
households rise; pushing them into higher tax brackets. In the absence of a significant tax
cut, real bracket creep will result in an increasing share of income being paid on taxes.
The President's tax cut will simply reduce the share of individual income paid on taxes to
levels that were in existence in the prior ten years.

A second unfortunate aspect of the public discussion has been some of the
misleading assertions regarding the fairness of the tax cut. The President believes that
everyone who pays income taxes should receive an income tax cut. However, consistent
with his concerns for our least-well-off citizens, the largest percentage tax cuts are
reserved for lower-income families.

7
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The percentage reduction in income tax burdens under the President's proposal is
the largest - a reduction of 136 percent - for the lowest income group (under $30,000).

The percentage reduction is smaller but above average for families with incomes between
$30,000 and $100,000. The percentage reductions are below average --9.5 percent - for
families with incomes over $100,000.

In addition, under the President's plan, the share of income taxes paid by upper-
income households will rise. Families with incomes under $100,000 will pay a smaller
share of the total income tax burden under the President's proposal than they do under
current law: 25.8 percent versus 30 percent. Conversely, families with incomes of
$100,000 or more will pay a larger share of the total income tax burden under the
President's proposal than they do under current law: 74.2 percent versus 70 percent. By
standard measures, the proposed tax cut is progressive.

However, from my perspective, the most dissatisfying aspect of much of the
discussion has been that it fails to address the economic impacts of the President's
proposals.

To begin, the key to the President's plan is its focus on reducing marginal tax
rates. We are now quite familiar with the notion that accumulating physical capital,
human capital - education, skills, and training - and new technologies is the heart of
sustained economic growth and prosperity. There is now a large body of evidence that
improving marginal incentives - the additional reward to effort, investment, innovation,
and other activities - is the key to ensuring these investments in our economic future.

Almost all taxes interfere with the smooth functioning of a market economy,
leading to reduced labor supply, investment, and GDP - economists have labeled these
losses the "deadweight loss." High marginal tax rates are especially damaging, so the
gains to reducing high marginal rates are quite striking. Cutting marginal rates in half,
for example, yields reductions in deadweight loss by more than a factor of two. By
reducing marginal tax rates, the President's plan will enhance economic performance.

The visible benefits of lower marginal tax rates will be seen across the spectrum
of economic activity. Economic research has established strongly the link between taxes
and the decision to start or continue working: reductions in taxes bring low-wage and
low-income individuals into the labor force, lower marginal tax rates - both explicit and
implicit in our social insurance programs - permit the continued work effort of our most
experienced and skilled workers: America's older workers. Lower marginal tax rates also
have been shown to induce second-eamers in two-earning families to work more
frequently and longer.

Among the most damaging aspects of high marginal tax rates are their impact on
the willingness to undertake economic risks. In particular, recent research has shown that
tax rates have a profound influence on entry into entrepreneurship and entrepreneurial
activity. Reducing marginal tax rates allows entrepreneurial businesses to grow faster,
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enables greater purchases of capital, and allows small business to hire additional workers
and increase payrolls. Marginal rate reductions also improve access to capital and the
vitality of the entrepreneurial sector.

For example, recent research by economists Douglas Holtz-Eakin and Harvey
Rosen indicates that reducing the top marginal tax rate from 39.6 percent to 33 percent
will raise the fraction of high-income small businesses that undertake a capital expansion
by 12.5 percent, and raises the average size of the capital outlays by 11.9 percent.

Cutting the top marginal tax rate raises the fraction of high-income small
businesses whose prospects are good enough to afford outside help by 12.1 percent. For
existing employers, cutting the top marginal tax rate from 39.6 percent to 33 percent
permits payroll growth of 4 percent, taking the form of both higher wages and more
workers. The effects on capitalization, employment, and incentives of lowering the top
marginal tax rate from 39.6 percent to 33 percent causes the sales of high-income small
businesses to rise by 8.2 percent.*

Finally, a commitment to lower marginal tax rates should be viewed as part of our
continued efforts to encourage young people to acquire education and skills.

It is important to emphasize that the benefits of lower marginal rates and lower
deadweight losses accrue to the economy as a whole. For example, when entrepreneurs
expand, small businesses purchase more capital, benefiting their suppliers. They hire
more workers and increase their payrolls. In addition, their growth and innovation
provides consumers with a greater range of products and choices.

The incentives provided by lower marginal tax rates are especially important for
the top marginal tax rate. A large body of economic research has examined the
adjustments, seen and unseen, to improved incentives - more days and hours of work,
greater effort on the job, increased risk-taking and entrepreneurial activity, reduced tax-
based financial engineering, and so forth - are sumnarized by the increase in taxable
income induced by a cut in marginal tax rates.

Cutting the top marginal tax rate leads to the greatest response in taxable income.
Research by Martin Feldstein - a former Chairman of the Council of Economic Advisers
- indicates that the response of taxable income to increases in the "tax price"-one minus
the marginal tax rate-- may approach unity. However, even those who find the most
modest impacts indicate that the response is at least one-half of this size.

It is easy to see the virtues of reducing the top marginal tax rate on the identifiable
entrepreneurs who face tax-based costs of decisions to expand their facilities, hire new
workers, reward their best employees, and push their businesses forward. The evidence
on the response of taxable income reflects the benefits of lower marginal tax rates on all
forms of economic activity.

*CompunaoM based on Douglas Hoie-aFkin nd dHcey 5. Rosn. "Econonsic Policy and the Stns-Up, Sursviva, and Growth of
Enueprannn Vontumsn, May 2001.
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How does the President's plan measure up? First, the focus is on an across the
board reduction in marginal tax rates - including reducing the top marginal income tax
rate from 39.6 percent to 33 percent.

Second, the President's plan will encourage the saving and investment. By
phasing out and eliminating the death tax, the plan reduces a tax on capital accumulation
that has the highest marginal tax rates in the tax code. At the same time, by permitting
non-itemizers a deduction for their charitable contributions, tax-free withdrawals from
IRA for charity, and raising the cap on corporate charitable contributions, the President's
plan will allow non-profits to compete more equally for the infrastructure to economic
growth.

Third, the President's proposals will raise the accumulation of "human capital" at
all stages of the life cycle. Expanding the generosity of the child tax credit will provide
families additional resources to pay for education, childcare, and other costs associated
with child rearing. At the same time, the President's proposals to reduce the marriage
penalty will address both an issue of basic fairness, as well as lowering marginal tax rates
on second eamers. Finally, the proposed expansions of Education Savings Accounts will
promote human capital investment in education.

Finally, the President's plan addresses as well the third component of sustained
economic growth - increases in technology - by proposing to make permanent the
Research and Experimentation tax credit.

Taken as a whole, the President's plan would have substantial beneficial effects
on economic growth. Macroeconometric models focusing on the short run generally
predict modest effects on aggregate demand growth of income tax reductions. Long-term
equilibrium models that incorporate effects of tax reductions on incentiyes generally
predict larger gains in output growth.

Thank you, Mr. Chairman, for providing me this opportunity to discuss the state
of the economy and the President's proposals to enhance long-term economic growth and
economic security. I would be happy to answer your questions.
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EXECUTIVE OFFICE OF THE PRESIDENT
COUNCIL OF ECONOMIC ADVISERS

WASHINGTON, D.C. 20502

THE CHAIRMAN July 31, 2001

Dear Senator Reed:

Many thanks for your letter of May 30, 2001, in which you posed some
questions as follow-up to my testimony of May 23 before the Joint Economic
Committee. I do apologize for the delay in answering your questions. We did not
receive the letter until June 18, 2001 (via fax). The answers to your questions are
enclosed. I would be happy to call on you to discuss these issues in greater detail.

Once again, I am sorry not to get you this material earlier. Please let me
know if I can be of further assistance.

Yours sincerely,

R. Glenn Hubbard

The Honorable Jack Reed
Joint Economic Committee
Room 804
Hart.Senate Office Building
Washington, D.C. 20510-6602

Enclosure
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Question #1: On page 7 of your testimony you express surprise that many
believe we cannot afford the President's tax cut. Yet the budget resolution, which
has a smaller tax cut than the one in the President's plan, leaves inadequate
resources for important priorities once the Social Security and Medicare trust
funds are reserved.

Do you agree with the budget resolution that the Social Security and
Medicare trust funds should be reserved?

Answer: The President has clearly stated his intention to preserve the Social
Security surpluses, and every dollar of Medicare taxes is being spent on Medicare.
Nevertheless, I am sympathetic to what I perceive to be your concern over
financing of Medicare. For precisely this reason, the Administration has unveiled
a comprehensive medicare reform proposal designed to address the long-run
solvency of the program. We look forward to working with Congress on this
important initiative.

The budget resolution has a cumulative surplus of $504 billion after
reserving Social Security and Medicare. Where will the resources come from to
address the alternative minimum tax (about $300 billion); meet the
Administration's likely defense request ($300 billion); fund IDEA (S.l) ($149
billion); or fund the additional interest costs of new proposals? Which of these
should not be funded in order to afford the tax cut?

Answer: Thank you for your concern over the structure of fiscal policy, which I
share and applaud. As you know, the President's Budget provided a set of tax and
program initiatives embedded in a sound overall budget setting. While the
Administration has not yet completed its Mid-Session Review of the Budget,
making it premature for me to comment on specifics, the President's commitment
to sensible, responsible budgeting has not wavered.

Treasury Secretary O'Neill has said that this tax cut is the first not the last.
Where in the President's budget were the resources set aside to pay for these
additional tax cuts? What other priorities would have to give way in order to
make room for additional tax cuts?

Answer: I am pleased to work with Secretary O'Neill and commend his
leadership within the Administration. It is best, however, for you to direct your
requests for clarification to him directly.

Do you agree with the experts who believe that fundamental Social
Security reform will have substantial transition costs? Where in the President's
budget were the resources set aside to pay for these transition costs while
preserving the existing Social Security surplus for its intended purpose of funding
benefits that have already been promised?
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Answer: The Social Security system is on an economically unsustainable path.
While the OASDI program is currently running cash surpluses of approximately
2.22% of payroll, the intermediate projections of the Social Security Trustees
indicate that the program will begin to run cash deficits in 2016. Without
structural changes to the system, these cash deficits are projected to grow at an
unsustainable pace, exceeding $300 billion annually by 2035 (in constant 2001
dollars). In the existing system, these shortfalls must be financed through tax
increases, benefit or other spending cuts, or the issuance of additional public debt.

The President has clearly stated in his principles of reform that benefits to current
and near retirees will not be reduced. He has also made it clear that reform must
include voluntary, individually controlled personal accounts. If personal accounts
are to be implemented with no change in benefits to current and near retirees, as
the President has stated, it will be necessary to simultaneously fund current
benefit payments and the personal accounts. This resource requirement is often
referred to as the "transition cost," although this name is misleading because it is
not a "cost" in a true economic sense. Rather, it is the setting aside of real
economic resources today to help meaningfully pre-fund future benefit payments.

The magnitude of the resources required to finance a transition depends on the
exact nature of the reform proposal, such as the size of the accounts, the source of
funding, and so forth. At this time, there is no specific proposal on the table. The
Commission to Strengthen Social Security has met twice and has not yet begun to
discuss its policy recommendations. Therefore, it would be premature to
speculate on the size of the transition financing needs.

The President is firmly committed to using Social Security surpluses for Social
Security, and in fact, has made this commitment one of his principles for reform.
Historically, these surpluses have been credited to the OASDI Trust Funds, but
this does not mean that these resources were set aside for the future in an
economically meaningful way. As was pointed out in President Clinton's year
2000 budget, contributions to the Trust Fund "are available to finance future
benefit payments and other trust fund expenditures - but only in a bookkeeping
sense... They do not consist of real economic assets that can be drawn down in
the future to fund benefits." The President is firmly committed to using Social
Security surpluses for their intended purpose of funding benefits for current and
future retirees, but this does not imply that crediting the Trust Fund is the only, or
most effective, way to achieve this.

Question 2: You have been a strong critic of the standard methodology used to
distribute tax burdens, arguing that sorting people according to their annual
income provides a biased picture. Most people recognize that the United States'
economic system is one of the most fluid in the world, with movement up and
down the economic ladder. But is there not evidence that "permanent" or lifetime
income is also distributed very unequally and that a large share of the benefits of



47

the tax cut will go to those with high permanent incomes? Are a $25,000 waitress
and a $250,000 corporate lawyer really people with roughly similar lifetime
incomes who happen to be at different points in their career?

Answer. I am, indeed, skeptical of the distributional analyses that are exclusively
focused on snapshot measures at a single point in time. Instead, it is useful to
incorporate notions of economic mobility to'ur understanding of the
distributional impacts of tax (and other) policies. The underpinnings of this view
would require an extremely long response. Fortunately it is not necessary to do
so, as the Treasury has produced an excellent study. ("U. S. Department of
Treasury. Office of Tax Analysis: 1992. "Household Income Mobility During the
1980s: A statistical Analysis based on Tax Return Data. Washington, D. C: U.S.
Department of Treasury"), a copy of which I enclose for your use.

Question 3: On page 7 of your testimony you say that the President's tax cut
proposal is less than one-half the size of the Kennedy tax cut and roughly one-
fourth the size of the tax cuts proposed by President Reagan. But aren't these
comparisons misleading?

* How large is President Bush's proposed tax cut as a share of GDP?

* A Department of the Treasury study estimates that the fully phased-in cost
of the Kennedy tax cut was 1.6 percent of GDP. Is this twice the size of the
President's proposal, or even the smaller tax cut the Congress is likely to pass?

* The Center for Budget and Policy Priorities uses the same Treasury study
to estimate that the cost of the Reagan tax cut was 2.1 percent of GDP. Is this
roughly four times the size of the Bush plan?

Answer to all parts of #3 above: The key feature of my remarks is not the
specific numerical comparisons, but rather that the President's budget outlines a
tax cut that requires only 1.2 cents in each dollar of GDP over the budget window,
and that this should provide beneficial economic effects while preserving Social
Security and Medicare, allowing for prudent increases in other programs, and
otherwise maintaining budgetary discipline.

Question 4: Why is the Administration pursuing an energy policy of increasing
supply rather than conserving demand? Hasn't technology not only made it
possible for energy producers to produce more with less pollution, but also for
consumers to buy products that are just as functional but use less energy, or for
producers to deal more easily with higher fuel efficiency or emissions standards?

Answer: In sculpting our energy policy, the Administration has sought the most
efficient way to bring us out of the imbalance between supply and demand that
has caused higher energy prices. This does involve addressing both the supply of
and demand for energy. As you point out, technology has enabled both lower
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cost, cleaner production, and less expensive means of meeting existing consumer
needs while using less energy. As you can see in the National Energy Policy
document, there are several recommendations that focus on expanding
conservation by increasing funding for energy efficiency programs, encouraging
the development of fuel-efficient vehicles, creating tax credits to encourage
consumer conservation, and expanding DOE conservation programs. These
recommendations can be broken down into two groups: those that promote the
diffusion of existing, cutting-edge technology for increased energy efficiency; and
those that promote emerging technologies. Recommendations targeting the
diffusion of existing technology include incentives for combined heat and power
projects, and extensions to the Energy Star program. Recommendations
promoting emerging technology include the recommendation for the review of
current funding and historic performance of energy efficiency research and
development programs, with an eye towards improving their performance in
generating new or improved energy efficiency technologies.

As you indicate, addressing our Nation's energy problems require us to correct
any market failures that may be impeding either the provision of additional supply
or the introduction of more energy efficient technologies. Indeed this balance is
reflected in the recommendations presented in the National Energy Policy report.

Question 5: You claim in your testimony that the benefits of marginal rate
reductions accrue to all citizens through business expansion that leads to greater
employment and wages. What evidence is there that the Reagan tax rate
reductions produced these gains for everyone? What happened to median
household income.between the business cycle peaks of 1979 and 1989? What
happened to the distribution of real after-tax income?

Answer: The 1980s were an exceptional period in the nation's history and
provide an example of how a solid business expansion generally improves the
well being of all citizens. During this period, we not only achieved one of the
longest expansions on record but also saw American living standards begin to rise
again after the relatively sluggish period in the 1970s. During the 1980s, real per
capita income-one of the broadest measures of economic well being-rose as
did real family income. As well, nominal and real median household incomes
rose.

These developments reflected the fact that labor market conditions improved
markedly in the 1980s as real compensation rose and employment opportunities
grew. In fact, nearly all regions of the country shared in the benefits and
unemployment rates dropped for all major demographic groups. To be sure, you
are correct in noting that the real after-tax income distribution shifted somewhat.
But, much of the shift reflected the longer-term economic trend toward higher
returns to education and experience.
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In addition, the durability of the expansion and of the income gains in the 1980s
reflected advances in private sector productivity. It is not a coincidence that the
1980s witnessed a restoration of America's competitiveness-especially in
manufacturing industries. While the private sector played the biggest role in the
nation's success during the period, the Reagan economic plan-especially the tax
plan-helped set the stage for these developments.

e

Question 6: Your statement did not mention that the tax cut would lower
national saving in the long run. A permanent decline in national saving, for
whatever reason, permanently lowers the economy's potential output Does it
matter for the economy whether the decline in national saving stems from a
reduction in a federal surplus or from an increase in a federal deficit? In other
words, if it was crucial to U.S. growth that we reduce the federal deficit, an effort
that took most of the last decade, why does the Administration not believe it
inimical to economic growth that we use the surplus to finance a tax cut rather
than eliminate the national debt?

Answer: I agree that more saving is generally associated with higher growth.
But the saving path in the Federal baseline-that is without the tax cut-was not
likely to come about. And if it did occur, it would have presented the country
with formidable problems.

First and most important, without the tax cut, the surpluses would likely be much
smaller than projected in the current-services baseline. Large and rising
surpluses would have tempted the future Administrations and future Congresses
to spend more. Large projected surpluses would have led to bigger government -
rather than higher savings and investment.

Second, the current-services path of debt elimination was too swift, necessitating
either Federal ownership of business or the buy back of Treasury bonds before
maturity. By the end of FY 2000, the Federal government had $3.4 trillion of
outstanding debt held by the public, but only $2.2 trillion of this debt would have
come due during the 10-year budget window. It would have cost American
taxpayers an additional $100 billion or so to retire this debt before maturity. The
higher prices would have been needed to coax the holders to sell their
increasingly scarce holdings of Treasury securities. With the tax cut the Treasury
will not need to buy back Federal debt before maturity. Even so, the debt held by
the public will be reduced.

Of course Federal purchase of private securities (and the accumulation of a
Federal asset) is a possible-but ill-advised-alternative to buying back Treasury
securities. Under such a plan, the Federal government would own capital that
would be better left in the private sector, the Federal government is not a good
business manager.
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Question 7: You claim that cutting the top marginal tax rate will be particularly
helpful to small businesses. Yet only a small fraction of true small businesses pay
the top marginal rate. Wouldn't lowering the 15 percent tax rate be more helpful
to small businesses?

Answer: I agree that lowering the 15 percent tax bracket will help small
businesses. It is also important to point out that cuts in the top marginal tax rates
will be particularly helpful to many small businesses and will have important
consequences for the economy. Lower tax rates will increase cashflow, which
will, in turn, increase the demand for investment and labor. Lower tax rates also
provide an incentive for wage earners to become entrepreneurs and for existing
entrepreneurs to expand their scale of their operations.

Overall, the reduction in the tax rates will affect the majority of small business
owners. Of the nearly 24 million flow-through entities (e.g., sole proprietorships,
farm proprietorships, partnershipsS Corporations) in 1998, roughly three-
quarters will benefit directly from the tax cut. For the top tax tiers, over a million
taxpayers will benefit from cuts in the 36 percent and 39.6 percent rates.
However, I should note that nearly 2 1/2 million taxpayers in these tax brackets
will receive no tax benefit because of the alternative minimum tax (AMT).

Question 8: Since the time CBO published its most recent projection, the
unemployment rate has risen by half a percentage point and the Federal Reserve
has cut its target for the federal funds rate five times in order to stimulate the
economy. At the same time, investment in equipment and software have fallen
and productivity declined. Do these developments make you more or less
confident that the surplus over the next ten years will be as large as projected?

Answer: The economic news that you cite (the Federal Reserve's interest-rate
cuts, the declines in equipment and software investment, and the decline in labor
productivity in the first quarter) are all interesting short-run developments. But it
tells us little about growth over the ten-year budget window.

Long-term budget planning should be based on the long run trend in output, and it
is important to separate the cycle from the trend. The economic slowdown that
we are experiencing is a perturbation of the cycle-not the trend. Although
economic forecasters have lowered projected economic growth in 2001, they have
raised their estimates of growth in 2003. On balance, the consensus forecast of
the long-run level of real GDP has been revised down only slightly.

Even with the slight downward revision to the consensus level of real GDP, the
Administration's projection remains conservative. The Administration estimates
the long-term growth rate of real GDP at about 3.1 percent-0.2 percentage point
below the consensus of economic forecasters.
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The near-term economic slowdown likely will reduce the projected increase in
the budget surplus in the short-run. But the effect on the projected total surpluses
over the ten-year budget window will be small, as the Administration's long-term
economic assumptions are reasonable, and even conservative relative to the Blue
Chip consensus.

Question 9: Is the Administration concerned about the risks of a sharp collapse
in the exchange value of the dollar as well as the consequences of such a collapse
for domestic saving and investment? What are the Administration's policies for
the dollar

Answer: As Secretary O'Neill has said, "We are for a strong dollar, and we are
going to continue to be for a strong dollar ... it has served us very well."

Question 10: Someone working full time at the current minimum wage would
not earn enough for a parent and child to be above the poverty level. What is the
Administration's policy on the minimum wage? If not the minimum wage, what
other policies does the Administration support to make work pay for low-income
working families?

Answer: Any increase in the minimum wage needs to recognize differences
across states and provide for state flexibility because all states have not shared
equally in prosperity. The Administration's tax cut will help working families.

Question 11: Regarding the argument on the so-called "deadweight losses," or
inefficiency that the tax system generates, isn't it true that at least some
deadweight loss is unavoidable in a tax system that isn't completely arbitrary in
nature (that is, a system where tax burdens rise with income, where credits and
deductions are given for certain types of behavior, and where certain forms of
income are given preferential treatment over other forms)? And since the
President's plan doesn't do anything to change the most inefficient parts of the
federal tax system (such as the AMT, the corporate tax structure, and the various
phase-outs), will it really be that effective at substantially decreasing deadweight
loss? And by how much?

Answer While it is true that no real-world tax system has been devised to
eliminate all the "dead-weight losses," the President's tax plan made significant
progress toward improving the efficiency of the U.S. tax system. Without a
doubt, lowering marginal tax rates permanently while preserving a surplus
reduces dead-weight losses. But let me also say that I agree with the premise of
your question. We need to look more closely into the federal tax code to find and
ultimately eliminate inefficient tax provisions. I look forward to the opportunity
of working with you in the future to explore these possibilities.
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the tax cut will go to those with high permanent incomes? Are a $25,000 waitress
and a $250,000 corporate lawyer really people with roughly similar lifetime
incomes who happen to be at different points in their career?

Answer: I am, indeed, skeptical of the distributional analyses that are exclusively
focused on snapshot measures at a single point in time. Instead, it is useful to
incorporate notions of economic mobility to our understanding of the
distributional impacts of tax (and other) policies. The underpinnings of this view
would require an extremely long response. Fortunately it is not necessary to do
so, as the Treasury has produced an excellent study. ("U. S. Department of
Treasury. Office of Tax Analysis: 1992. "Household Income Mobility During the
1980s: A statistical Analysis based on Tax Retum Data. Washington, D. C: U.S.
Department of Treasury").

Question 3: On page 7 of your testimony you say that the President's tax cut
proposal is less than one-half the size of the Kennedy tax cut and roughly one-
fourth the size of the tax cuts proposed by President Reagan. But aren't these
comparisons misleading?

* How large is President Bush's proposed tax cut as a share of GDP?

* A Department of the Treasury study estimates that the fully phased-in cost
of the Kennedy tax cut was 1.6 percent of GDP. Is this twice the size of the
President's proposal, or even the smaller tax cut the Congress is likely to pass?

* The Center for Budget and Policy Priorities uses the same Treasury study
to estimate that the cost of the Reagan tax cut was 2.1 percent of GDP. Is this
roughly four times the size of the Bush plan?

Answer to all parts of #3 above: The key feature of my remarks is not the
specific numerical comparisons, but rather that the President's budge't outlines a
tax cut that requires only 1.2 cents in each dollar of GDP over the budget window,
and that this should provide beneficial economic effects while preserving Social
Security and Medicare, allowing for prudent increases in other programs, and
otherwise maintaining budgetary discipline.

Question 4: Why is the Administration pursuing an energy policy of increasing
supply rather than conserving demand? Hasn't technology not only made it
possible for energy producers to produce more with less pollution, but also for
consumers to buy products that are just as functional but use less energy, or for
producers to deal more easily with higher fuel efficiency or emissions standards?

Answer: In sculpting our energy policy, the Administration has sought the most
efficient way to bring us out of the imbalance between supply and demand that
has caused higher energy prices. This does involve addressing both the supply of
and demand for energy. As you point out, technology has enabled both lower
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THE EMPLOYMENT SITUATION: AUGUST 2001
Friday, September 7, 2001

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMIT-EE

WASHINGTON, D. C

The Committee met, pursuant to notice, at 9:30 a.m., in Room 1334,
Longworth House Office Building, the Honorable Jim Saxton, Chairman
of the Committee, presiding.

Present: Representatives Saxton and Dunn; Senators Bennett and
Corzine.

Staff Present: Christopher Frenze, Robert Keleher, Colleen J. Healy,
Brian Higginbotham, Matthew Salomon, Daphne Clones-Federing, Jason
Fichtner, Reed Garfield and Stephen Thompson.

OPENING STATEMENT OF
REPRESENTATIVE JIM SAXTON, CHAIRMAN

Representative Saxton. We will get started relatively on time.
We are expecting some other Members to join us as we go along

here, but let me just begin by welcoming Commissioner Abraham to
report on the release of new economic employment and unemployment
data for August.

Recent economic data continue to suggest that the economic
slowdown that began in the middle of 2000 continues. The rate of real
GDP growth has slowed quite sharply since the second quarter of 2000,
barely remaining positive in the second quarter of 2001. Manufacturing
employment has fallen sharply since July of 2000, posting cumulativej ob
losses of slightly over with 1 million in the last 13 months. Investment
has plunged over the last several quarters, and corporate profits are weak.

Fortunately, however, consumer spending and housing have held up
quite well. In addition, since last January the Fed has reduced interest
rates, Congress has lowered the tax drag on the economy, and energy
prices are falling from their recent highs. These factors could reasonably
be expected to lead to a recovery in economic activity by the first quarter
of next year, but the report this morning only reinforces my concerns
about the current weakness of the domestic and international economy,
and I know the administration is likewise concerned as recent data has
prompted the President to suggest a further economic stimulus package.

The employment data released today reflect the seriousness of the
economic slowdown. Payroll employment plunged by 113,000. The
payroll declines were focused on the manufacturing sector and only add
to the previous severe job losses in manufacturing under way since the
middle of 2000, bringing the total to I million jobs lost. The diffusion
index, a measure of the breadth of employment growth, declined again,
with the manufacturing component falling to especially low levels. The
diffusion index has tended downward since June of 2000. The un-
employment rate has climbed to 4.9 percent.



As I have noted previously, one way to address the weakness of the
domestic and international economy is through the international easing
of monetary policy. The steps taken by the U.S., European, and Japanese
central banks over the last month show movement in the right direction,
but more action along these lines will likely be needed. Further changes
in fiscal policy may also be needed, as was recently noted by the
President.

In sum, the 13 months of economic stagnation have been costly to the
American economy. The manufacturing sector has been especially hard
hit and has suffered the brunt of the significant economic losses now
totaling over a million. However, the economy has not fallen into
recession. Over the next several months policymakers must remain
focused on the condition of the economy and the policy alternatives
available in the event further action is needed.

Now I would like to turn to my colleague from New Jersey, Senator
Corzine.
[The prepared statement of Representative Saxton appears in the
Submissions for the Record on page 16.]

Senator Corzine. Thank you, Mr. Chairman. I appreciate your
holding this hearing.

I think it is particularly apt that we do this on current set of statistics
and current environment because certainly it appears to me I think many
of us see accumulating weakness occurring, and I know we have serious
concern particularly with regard to our current budgetary situation.

I am anxious to hear Ms. Abraham's comments on the underlying
context of these statistics and what they mean for personal income and
therefore consumer spending and that two-thirds of the economy that has
been sort of the lifeline to at least marginal growth in our economy in the
first six months of this year. I think the statistics and those implications
have real impact on future monetary policy which I certainly hope will
continue to be supportive of economic growth but I think raise the
question of whether revisiting the nature and structure of our tax program
in the country is appropriate with more fiscal stimulus now being in
order.

So I look forward to having a good dialogue on what I think are very
important indicators of where we are and where we are going and look
forward to a good session.

Representative Saxton. Thank you very much.
Commissioner, the floor is yours. We are anxious to hear your

perspective this morning, so you may begin.
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OPENING STATEMENT OF KATHARINE G. ABRAHAM,
COMMISSIONER, BUREAU OF LABOR STATISTICS:

ACCOMPANIED BY KENNETH V. DALTON, ASSOCIATE
COMMISSIONER, OFFICE OF PRICES AND LIVING CONDITIONS;

AND PHILIP L. RONES, ASSISTANT COMMISSIONER OF
CURRENT EMPLOYMENT ANALYSIS

Ms. Abraham. Thank you. As always, I appreciate the opportunity
to appear before this Committee to discuss the data that we have to
release.

As you have both noted in your opening remarks, the labor market
continued to weaken in August. The jobless total swelled by more than
a half million over the month, and the unemployment rate rose to 4.9
percent, its highest level in nearly four years. Nonfarm payroll
employment fell by 113,000 in August, bringing net job losses since
March to 323,000. Manufacturers continued to slash jobs in August, and
there was also a large employment decline in transportation and public
utilities. Most other major industries showed little or no change in
employment over the month.

Manufacturing employment fell by 141,000 in August. Since July of
2000 the industry has lost slightly more than a million jobs. The
unemployment rate for manufacturing workers rose in August to 5.7
percent, up from 3.5 percent a year earlier.

Employment reductions occurred throughout manufacturing in
August, with almost every component industry losing jobs. Industrial
machinery and electrical equipment, however, continued to account for
a disproportionate share of the overall decline in manufacturing
employment.

Manufacturing woes continued to affect transportation employment,
which fell substantially in August, most notably in trucking and
warehousing.

Construction employment was little changed over the month. This
industry, which had added 221,000 jobs last year in calendar year 2000
and continued to expand into the first part of this year, has shown no net
job growth since March.

Services employment rose by 72,000 in August. Even with that gain,
however, employment growth in services has averaged only 10,000 per
month over the past five months, compared with 93,000 per month in
2000 and 131,000 per month in 1999.

In August the overall gain reflected continued strength in health
services. There was also an unusually large gain in social services
employment. Combined with a weak July, the August increase put the
industry back on its trend growth path.

Computer services employment declined by 5,000 in August. This
was the first monthly decline for that industry since February of 1988,
although growth in the industry had slowed in recent months.

Employment growth also has slowed in engineering and management
services, another industry that had been expanding rapidly. Help supply
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employment - that is mainly temporary help employment - was about
unchanged in August, following sharp declines totaling more than
400,000 since last September.

Turning now to the data from our survey of households, the number
of unemployed and the unemployment rate rose sharply in August, and
employment fell by nearly a million. Both the increase in the number of
unemployed persons and the decrease in employment occurred
disproportionately among young workers, by which I mean those age 16
to 24. Overall, the unemployment rate jumped four-tenths of a
percentage point to 4.9 percent over the month, after having remained in
the 4.4 to 4.5 percent range since April. While still low by historical
standards, the August rate is the highest posted since September of 1997.

It is interesting that over the month both the number of newly
unemployed persons - those who have been unemployed less than five
weeks - and the number of long-term unemployed - those unemployed
15 weeks or more -. rose substantially. Long-term unemployment in
August total 1.8 million, up from about 1.3 million in at the end of last
year.

In summary then, the unemployment rate rose in August to 4.9
percent, its highest level in nearly four years. Job losses continued to
mount in manufacturing, and the employment situation in most other
industries remained weak.
[The prepared statement of Commissioner Abraham appears in the
Submissions for the Record on page 17.]

Representative Saxton. Commissioner, thank you very much. We
are obviously always interested in the information that you bring to us,
and certainly today is no exception. We wish the news were better.
However, as you have pointed out, we continue to see weakness in the
economy.

As you also have pointed out many times in the past, the monthly
numbers and data that you bring to us are a snapshot in time, and so I
would like to explore with you some trends over a longer period of time
as well as to ask you about this month's data.

Let me just begin by looking back over where we have been over the
last several quarters - over the last year, actually. Let me just ask you
this. What were the average monthly gains in payroll employment in the
12 months prior to July of 2000 so that we can put this in some
perspective?

Ms. Abraham. Let mejust take a July-to-July number. The average
monthly gains from July of 1999 through July of 2000 were running at
240,000 per month.

Representative Saxton. $240,000 on the plus side-
Ms. Abraham. 240,000 people per month.
Representative Saxton. 240,000 people.
Ms. Abraham. 240,000 jobs added per month.
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Representative Saxton. Right. So that would be considered healthy
rowth from July of 1999 until July of 2000.

Ms. Abraham. That pace of growth is very much in line with the
Lnnual average growth that we were seeing throughout the 1 990s, a little
iigher sometimes and a little lower sometimes, but beginning in 1993 up
hrough the end of 1999, one year that was higher and one year that was
)elow 200,000 but numbers in more or less that range through that whole
,eriod.

Representative Saxton. So that was obviously part of the healthy
Economic climate that we saw, and things were continuing up through
Fuly of 2000 to be considered fairly healthy. While you have got your
Calculator out, then, can you tell us what the average monthly gains were
Ifter July of 2000 until perhaps July of 2001 or August of 2001?

Ms. Abraham. Up through the present time, that 13-month period,
ve have on net added 33,000 jobs per month.-

Representative Saxton. So we have seen during the last - was that
2 or 13 months that you did?

Ms. Abraham. I did 13 months, and Phil is going to check my
Calculation - 33,000.

Representative Saxton. So the average over the past 13 months has
)een an increase of just 33,000?

Ms. Abraham. I might characterize the data slightly differently in
hat I think there are two different subperiods within that longer period.
f you take December, 1999, through December of 2000, we were still
unning at a pace of 187,000 jobs per month, dropping down to 101,000
obs per month between September and March of this year, and then it
ias really been since March that things have taken another step
Downwards. From March through August we have in fact lost an average
of 65,000 jobs a month. But whichever way you-

Representative Saxton. The slower growth began in July of 2000,
bough, isn't that correct, particularly in manufacturing jobs?

Ms. Abraham. If you want to focus on manufacturing, that would
be correct. Regardless of where exactly you break the numbers and
which period you look at, clearly things have weakened substantially.

Representative Saxton. Let us talk about manufacturing for a
roment. What has been the trend in the manufacturing employment
ince July of 2000?

Ms. Abraham. Looking at manufacturing as-a whole, since July of
000 we have lost nearly a million jobs, actuallyjust over a million jobs.
No you could figure out the average monthly decline implied it is 78,000
month from July of 2000 through August of this year.

Representative Saxton. And the chart that we brought with us again
his month shows that we had relatively significant'- at least a steady
Manufacturing base up until July of 2000 and that beginning in 2000 we
egan to see a significant downturn in manufacturing.
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Ms. Abraham. Right. We have seen some declines earlier related
to the Asian crisis and the impact that had on the manufacturing sector,
and then you can see a plateau in employment, some declines beginning,
as you said, along about July of last year and then a significant
acceleration in the rate of decline beginning around the start of this year.

Representative Saxton. Let me focus on employment trends in
some of the major industries within the manufacturing sector. What has
been the trend in employment in the fabricated metals since July of 2000?

Ms. Abraham. Fabricated metals had an employment peak in July
of 2000 and since that has dropped off by nearly 80,000.

Representative Saxton. How about the primary metals sector?
Ms. Abraham. Primary metals has also dropped significantly. If

you want to stick with the July of 2000 reference point, primary metals
has shed 55,000 jobs since July of 2000.

Representative Saxton. What has happened to the level of payroll
employment in the electronic and electrical equipment industry over the
same period of time?

Ms. Abraham. As I noted, that is one of the industries that has been
a heavy job loser. Employment in that industry actually peaked in
August rather than July. So if we take the year over year change, it has
lost 168,000 jobs.

Representative Saxton. And, finally, the industrial machinery and
equipment over the same period?

Ms. Abraham. Which again I might note is another significant job
loser. Over the 13 month period from July of 2000 to August of this
year, it has lost 156,000 jobs.

Representative Saxton. Transportation equipment?
Ms. Abraham. Transportation equipment has lost since July of 2000

just over a hundred thousand jobs, 108,000 jobs.
Representative Saxton. Well, Commissioner, in each of these

sectors - and we continue to see a slide which, of course, is negative, but
in each of these sectors this trend began 12 or 13 months ago; is that
correct?

Ms. Abraham. Some of the industries within manufacturing, not
particularly those that youjust identified, have been in long-term decline,
but I think almost without exception we have seen a worsening of
conditions across the board in manufacturing.

Representative Saxton. Thank you very much.
Senator Corzine.
Senator Corzine. Yes. Commissioner Abraham, do you have any

historic perspective on income growth tied to the kind of decline in
employment data that we have seen that might give us an indication of
strength that we might or might not see in consumer spending as a
function of this decline in the last 13 months of manufacturing but six
months in other categories?
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Ms. Abraham. As you are well aware, labor income is a very big
share of total income in our economy. We are at this point seeing
declines in employment which are going to translate into general declines
in - or at least slowing in the growth of aggregate earnings, which is
going to have an impact on the personal income, for example,, in the
GDP. I don't have figures here on what the numbers we have reported
today might if you just, you know, push them through and assumed other
things weren't changing would imply, though that is a back-
of-the-envelope calculation that we could try to do. Clearly, the impact
is going to be negative.

Senator Corzine. Right. My premise underlying that is the
consumer sector, as said in the opening remarks, has been the sustaining
strength of our economy, and this is the most dramatic indicator that this
might move away from being that underlying pillar. Do you have any
review of consumer sentiment, particularly with regard to job
availability? Have you seen some of those surveys and do they parallel
what we are seeing here going on in the job market?

Ms. Abraham. We don't do those surveys. There are other private
survey organizations that do.

Have you by chance looked at those, Phil?
Senator Corzine. And do you look at and have you over any period

of time looked at any of the correlations or at least the relationships
between retail spending and these numbers?

Ms. Abraham. No. I am sorry. We have not.
Senator Corzine. Again, I am pressing only because I think these

are indicative of real trouble ahead with regard to consumer spending.
I think those relationships are one certainly markets and economists are
evaluating.

Let me ask - Senator Sarbanes last month asked a question about
discouraged workers. What would be the unemployment rate if you
included discouraged workers and do we have a read on how much that
is increased this year, how much it is growing? Do we have a sense of it?

Ms. Abraham. We do calculate a range of alternative un-
employment measures that are either more or less comprehensive than the
official unemployment rate. The most comprehensive measure that we
produce is one that includes the unemployed, everyone who says that
they would like a job who did any looking for work within the last year,
even if they didn't look within the last four weeks, which includes the
discouraged workers, plus those people who are working part time even
though they would have preferred full-time work. So it is a considerably
more comprehensive measure.

In fact, the unemployment rate on a not seasonally adjusted basis
year over year went up from 4.1 percent a year ago to 4.9 percent this
month. That more comprehensive measure was seven percent in August
of 2000, and it has gone up to 8.1 percent in August of 2001. So we are
also seeing increases in some of those other things.
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Senator .Corzine. Right. Do you have numbers with regard to
women in the workplace?

Ms. Abraham. Yes.
Senator Corzine. And what has gone on with those rates, the

changes?
Ms. Abraham. In August of 2001, this past month, the

unemployment rate for women age 20 and over was 4.2 percent, slightly
below the men's rate of 4.4 percent. The male unemployment rate has
actually gone up more than the female rate. The unemployment rate for
adult men in the past year has gone up from 3.3 to 4.4 percent. The rate
for adult women has only gone up half a point, from 3.7 to 4.2 percent.
That may be related to the different employment mix that we see for men
as compared to women. It is not-

Senator Corzine. You also keep a statistic, though, on primary
support, those who are the primary-

Ms. Abraham. People who are heads of households or people who
maintain families?

Senator Corzine. Yes.
Ms. Abraham. We do have an unemployment rate for women who

maintain families. Is that the one you are thinking of?
Senator Corzine. Yes.
Ms. Abraham. Over the last year that rate is higher than it is for

women overall. The unemployment rate for women who maintain
families in August was 6.7 percent, and it has gone up by seven-tenths -
from six percent to 6.7 percent.

Senator Corzine. All right. I have other questions, but I will cede
for the moment at least.

Representative Saxton. Senator Bennett. Thank you.
Senator Bennett. Thank you, Mr. Chairman. I have got to turn on

the machinery so that you can hear me.
First, just an observation about the economy as a whole. While it is

not scientific the way your analysis tries to be, I have learned over the
years that there is a fairly good barometer of when we are going into a
recession and when we are coming out. And the current slowdown,
which I consider a recession even though statistically we are just barely
above zero GDP growth, and so statistically the economists say we are
not in a recession, the best indicator that we are going to go into a
recession is absolute unanimity among forecasters that there is no trouble
whatsoever ahead and we are in very, very good shape; and the best
indication that we are coming out of one is when there is absolute
unanimity that there is no bottom and we have nothing but disaster ahead
of us.

As I look at the GDP figures that are available, it comes right at the
end of the second quarter of 2000 that everything looks really, really
good historically and then third quarter is almost dropping off a cliff by
comparison in terms of GDP output. So I guess I am looking for real
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gloom and doom in your figures in the hope that that will signal that we
are coming out of the current slowdown, and I don't see them. 4.9 is, yes,
bad in terms of where we have been, but 4.9 historically is by no means
recession-level unemployment. Is that an accurate historical observation?

Ms. Abraham. I think you make a good point that we do want to
look at these numbers in a longer historical context, and it wasn't all that
long ago that people were sure that the natural rate of unemployment, the
rate below which we couldn't sustain the unemployment rate, was in the
vicinity of six percent, so-

Senator Bennett. That is the number that I was always taught, that
if you got to six percent unemployment, you had de facto full
employment. So now we are more than a point below that six, and
unfortunately, if my observation is correct, we are going to have to get to
six or even higher before we begin to see a turnaround in this slowdown
that we are in.

In your statement you say that the statistical group where the
decrease in employment has occurred disproportionately is young
workers, those age 16 to 24. As you quoted the statistics to Senator
Corzine about unemployment among adult men and unemployment
among adult women, neither group approached 4.9, so it must be the
young workers who don't qualify as adult men or women who take the
average up to 4.9. Do you have a separate statistic for that age group?

Ms. Abraham. We do. Let me pull that out. The unemployment
rate for 16- to 24-years-olds, I need to look at a different sheet here.

Just while I am looking for this I might comment it is always been
true as far back as you go that unemployment for young workers has
exceeded that for older workers. They are much more likely to be going
in and out of the labor force, and that translates into substantially higher
unemployment rates.

The unemployment rate for 16- to 24-year-olds as a group in August
was 11.5 percent, up from 10.1 percent in July. So that was a-

Senator Bennett. Can you go back a few months as well?
Ms. Abraham. If we go back to August of 2000, it was 9.4 percent.

So over the year it was up by 2.1 percentage points. The numbers for that
group do jump around a lot from month to month, but I think over the
year clearly you have seen a meaningful increase in the unemployment
rate for that group.

Senator Bennett. So what percentage of the total work force falls
into that category?

Ms. Abraham. The 16- to 24-year-olds accounted in August for
about 16 percent of the labor force, about 15 percent of employment.
They accounted for 37 percent of the unemployed and for an even bigger
share of the over-the-month increase in unemployment, about 47 percent
of the over-the-month increase in unemployment.

Senator Bennett. Do you have any statistics as to how many of
them are working at minimum wage?



10

Ms. Abraham. We do have data on minimum wage employment.
I would probably have to spend a little time doing the calculation to say
of that group what fraction-

Senator Bennett. If it is a problem, you can always furnish that for
me. If you have it at your fingertips, I can wait a few more minutes, but
I don't want to delay the committee.

Ms. Abraham. What I can tell you is that those young workers do
account for a disproportionate share of the minimum wage workers. 53
percent of all minimum wage workers are 16- to 24-year-olds, and that
compares to their share of employment of about 15 percent. So they are
three and a half times as likely as other workers to be working at the
minimum wage.

Senator Bennett. Okay. Fine. Thank you.
Finally, and I know that Senator Corzine wants to get into this, let us

talk about regional unemployment and impact in New Jersey and Utah,
to pick two states at random. I wouldn't expect you to have those exact
figures, but can you give us any kind of sense about regional
unemployment? Is the West better than the East Coast? Is the Sun Belt
in better shape than the Rust Belt? Do you have any light that you can
shed on that concern?

Ms. Abraham. We do have those data. We in fact have some data
here, totally at random for Utah and New Jersey, which we could take a
look at as well, if you would like. The most recent data that we have on
unemployment broken out regionally are for July rather than for August;
they lag slightly.

Looking just at the unemployment picture where we have seen the
biggest increases in unemployment on a regional basis, we have seen
increases in the Midwest, a little less in the South and the Northeast. The
increase in unemployment in the West has actually been the smallest of
all the four broad regions that we look at though the unemployment-

Senator Bennett. The West includes California, obviously.
Ms. Abraham. Includes California. Though the unemployment rate

there has been relatively high.
Senator Bennett. So if you take out California for the West, the rest

of us in the West probably are doing better than the rest of the country?
Ms. Abraham. Yes, that is correct. What I have here in front of me

is the mountain states, as opposed to the states along the Pacific coast;
and the mountain states have been doing relatively better.

Senator Bennett. That is because we are building all those facilities
for the Olympics.

Ms. Abraham. I have driven on your roads inwthe not too distant
past and observed that.

Senator Bennett. Okay. Thank you, Mr. Chairman.
Representative Saxton. Senator Corzine, do you have further

questions?
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Senator Corzine. I think we could both ask for perspective on New
Jerseys statistics, mid-Atlantic. If I read our statistics right, we had a
huge drop in unemployment in July. We seem to be doing reasonably
well by comparison to other areas. Am I reading this right?

Ms. Abraham. Phil's staff was responsible for pulling this
information together; so, if I may, I will let him comment on it.

Mr. Rones. There was a half percentage point drop in the
unemployment rate in July, but I caution you, as we often do when you
go down to the state level estimates, in a single month you may get a
change in either direction that perhaps seems exaggerated and that is a
good warning sign to kind of wait to see some more data to see if that is
confirmed.

Senator Corzine. What was driving that decline in July? I haven't
had a chance to review that. Do you see that?

Mr. Rones. Well, other than the overall unemployment rate itself,
we don't know very much about the components of unemployment at a
state level. The data for demographics that we get from our survey in any
individual State are very, very thin. There is not enough sample. We do
know a bit about payroll employment change in each state.

Just for perspective, the over-the-year change for the United States
in payroll employment was four-tenths of one percent. We had talked
about that earlier. For New Jersey, it was five-tenths of one percent. So
really the state is about at the national average. And of course that
national average, as we said before, is substantially slower than it had
been in the prior several years.

Senator Corzine. Right. I am sure my colleague from New Jersey
will have some questions that he may have with regard to our rates there,
but one macro question is the unemployment rate for blacks and what
have we seen happening there? I think, if'my staff folks are serving me

.right, the rise was 1.2 percentage points in August, to 9.1 percent?
Ms. Abraham. That is correct. Just to pick up on a point that Phil

was just making with respect to the state data, similarly when you look
at data for individual groups such as blacks or Hispanics, those numbers
are a lot more volatile. You need a change of 1.2 percent to be in the
margin of statistical significance as compared to 0.2 for the overall rate.
But the figures that you cited are correct. The rate for blacks did jump
up-

Senator Corzine. If we have done the calculations right, that is the
highest in seven years, and I do accept that the sample are smaller and
you will get more volatility.

Ms. Abraham. It is the highest since July of 1998.
Senator Corzine. 1998?
Ms. Abraham. It blipped up to 9.5 percent in July of 1998. It was

above nine for several of the early months of that year.
It is only in the very recent past, I might note, that we essentially ever

saw unemployment rates in the single digits for blacks.
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Senator Corzine. I was actually talking about the increment from
month to month. That is a sizable amount, and I think that is what they
are referencing.

Ms. Abraham. That may well be right.

Senator Corzine. I think the concern - the reason I ask about
women head of households as well as blacks is that, as is typical when
you see these rising levels of unemployment and decline in employment
opportunity, it hurts the most vulnerable. I would presume that you
would agree with that assessment?

Ms. Abraham. It is certainly the case that you do want to look
carefully at the mix of where these increases in unemployment are
occurring and think about the groups that are being affected.

Senator Corzine. Thank you.
Representative Saxton. Ms. Dunn.
Representative Dunn. Thank you, Mr. Chairman.
And I must apologize, Commissioner. I am sorry I wasn't here. I was

in another meeting, so I wasn't able to hear your opening statement.

I just caught the end of Senator Corzine's question, so I may be
asking you a question you can't answer. But, according to the BLS
statistics, the Washington State's unemployment rate has been fairly
steady during 2001 at about six percent, which is above - unfortunately
above the national level, and even though we are very happy that these
days we have a diverse economy, it is no longer like the 1970s when
Boeing was our only large employer. In my district it is the innovative
sector that is strongest as employers, and I am wondering if you can tell
me what accounts for the discrepancy in the unemployment figures? Is
it due to the dot-com layoffs, and do you think that these layoffs have
impacted the labor sector nationwide as well in a negative way?

Ms. Abraham. We often, as you might imagine, get questions about
the dot-coms and the impact that their experience they have been having-
on the economy overall. We don't keep data for dot-coins specifically.
They are spread across a number of industries in the data that we look at.

But what I can say is that as we look at the figures that we have we
can identify industries that by virtue of having a lot of research and
development workers and other things we might characterize as high
tech, and it is clearly the case that we have seen rather sharp declines in
employment in the high tech industry as we define it based on those
criteria. So that at least is clearly a piece of what is going on.

Representative Dunn. So you are not able to say directly what is
affecting Washington State to a greater degree than what is affecting the
national economy? I think that is what I am searching for, and that could
be the answer.

Ms. Abraham. One thing that we could do would be to go back and
take a look at the mix of employment in Washington State and the degree
to which it is concentrated in industries that have been especially hard
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hit. I would be happy to see what we can do on that and try to provide it
for you.

Representative Dunn. Would you do that? That would be very
helpful.

Ms. Abraham. Certainly.
Representative Dunn. Thank you.

[The information on the employment situation in Washington state
appears in the Submissions for the Record on page...]

Representative Dunn. Commissioner, in recent months we have
heard or read of massive layoffs in high tech companies like Dell and
Motorola, Lucent Technologies, to name a few. Many of these
companies rely heavily on exports. In your estimation would increasing
or encouraging greater export activity help the manufacturing sector
rebound from our economic slowdown that we are seeing now? For
example, the engagement in trade agreements that has been very, very
slow over the last few years, is that going to be a help in trying to reverse
this trend that we have seen in your report of yesterday?

Ms. Abraham. Given our role as an agency responsible for
providing objective statistics, what I can tell you is that if you look at our
data in the same way that we are able to identify industries that are high
tech based on observable criteria, we can isolate those industries that are
more heavily dependent on exports than others, and again similarly to the
high tech industries, we have seen substantial declines in employment in
industries that are export sensitive. It would really be going beyond what
I feel I can comment on to go from that to recommendations regarding
policy.

You are right that there is an issue in the sense that export-sensitive
industries have been losing jobs. I don't have a comment on what one
should do about it.

Representative Dunn. Thank you.
I think, Mr. Chairman, this is an area that we do need to look at. I

have requested a study on the impact on our labor force of the slowness
in the numbers of trade agreements we have been involved in, and I am
hopeful that our staff on this Committee will be able to press forward
with our report.

Thank you.
Representative Saxton. Thank you.
Commissioner, let me turn to some historic perspective on how we

may have gotten where we are. With regard to what causes an economic
slowdown, obviously from time to time there are different factors, but I
recall during 1999 a great deal of concern about labor shortage and the
cost of labor and the pressures that would result as a result of the
increased cost of labor on potential inflation, and there was a fair amount
of concern with regard to that. You testified earlier - you showed us
figures earlier that showed very robust monthly growth in employment
during 1999; is that correct?

76-592 00 - 2
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Ms. Abraham. That is correct.
Representative Saxton. There was, as I recall, a great deal ol

concern with regard to this employment growth and the potential labor
shortage and inflation. As a matter of fact, in June of 1999, the Fed
became so concerned that they instituted the first of six interest rate
increases; is that correct?

Ms. Abraham. I am sorry? They-
Representative Saxton. In June of 1999 the Fed became so

concerned that they instituted the first of six rate increases. I know this
is not your bailiwick exactly.

Ms. Abraham. I am certainly aware that the Fed over a period ol
time did raise rates, but I would hesitate to go on record as to the dates or
the number. I will take your word for it.

Representative Saxton. As a matter of fact, it was in June of 1999
that we had the first of six rate increases when rates were increased from
four and three quarters percent in the Federal Open Market Committee.
The Fed funds rate was increased from four and three quarters to five
percent in June of 1999, and following that increase there were five
additional increases which peaked the Fed funds rate at six and a hall
percent in early 2000. Interestingly enough, the interest rate increases
apparently had a marked effect. Because in July, just 13 months after the
first increase, we began to see a loss or a slowing in the number of jobs
created as a result of something.

I would suggest that these interest rate increases over the months
ahead when we saw the six rate increases, which began in June and lasted
for most of the following 12 months, and then we began to see a
slowdown in the economy - at about the same time, interestingly enough,
another major economic event was occurring and that was that we saw
major increases in energy prices. They actually began in early 1999, and
the increase in energy prices lasted for a full two years.

As energy prices, particularly oil prices, increased until the middle
of 2000, we saw another negative economic stimulus that occurred at the
same time the interest rate increases were occurring; and by the middle
of 2000 again, in July of 2000, we began to see this economic downturn
that we continue to experience. I wondered if you had any data that
would relate to these two occurrences which seem to coincide perfectly
as potential causes of this economic downturn that we have seen.

Ms. Abraham. Certainly, the data that we have produced have been
used by a variety of analysts who try to look at connections between this
sort of external development and what happens with employment. We
have not done analyses of those sorts.

Representative Saxton. Something must have happened prior to
July of 2000. We were steaming along with the longest, most robust
period of economic growth in modern history, and in July of 2000 we
saw a downturn, and I find it very curious that we had these interest rate
increases in parallel with dramatic increases in energy prices just prior to
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July of 2000. It is quite a coincidence that these things occurred and that
the economic slowdown took place immediately thereafter.

Ms. Abraham. It would be surprising if developments as major as
these didn't have an impact on employment, but, as I said, we have no
analysis that would let us quantify it based on our own work.

Representative Saxton. Thank you very much.
Further questions? Ms. Dunn?
Commissioner, thank you for being with us again. This is always

very helpfil to us as Members of Congress, policymakers who have some
responsibility with regard to Federal policy that may have an effect on
economic growth. So we thank you again for being here with us, and we
look forward to seeing you in the months ahead.

Ms. Abraham. Thank you for giving us the opportunity to be here.
[Whereupon, at 10:27 a.m., the Committee was adjourned.]
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SUBMISSIONS FOR THE RECORD

PREPARED STATEMENT OF
REPRESENTATIVE JIM SAXTON, CHAIRMAN

I would like to welcome Commissioner Abraham before the
Committee once again to report on the release of new employment and
unemployment data for August.

Recent economic data continue to suggest that the economic
slowdown that began in the middle of 2000 continues. The rate of real
GDP growth has slowed quite sharply since the second quarter of 2000,
barely remaining positive in the second quarter of 2001. Manufacturing
employment has fallen sharply since July of 2000, posting cumulativej ob
losses of slightly over I million over the last 13 months. Investment has
plunged over the last several quarters, and corporate profits are weak.

Fortunately, however, consumer spending and housing have held up
quite well. In addition, .since last January the Fed has reduced interest
rates, Congress has lowered the tax drag on the economy, and energy
prices are falling from their recent highs. These factors could reasonably
be expected to lead to a recovery in economic activity by the first quarter
of next year, but the report this morning only reinforces my concerns
about the current weakness in the domestic and international economy.

The employment data released today reflect the seriousness of the
economic slowdown. Payroll employment plunged by 113,000. The
payroll declines were focused in the manufacturing sector, and only add
to the previous severe job losses in manufacturing underway since the
middle of 2000, bringing the total to 1 million jobs. The diffusion index,
a measure of the breadth of employment growth, declined again, with the
manufacturing component falling to especially low levels. The diffusion
index has trended downward since June of 2000. The unemployment rate
climbed to 4.9 percent.

As I have noted previously, one way to address the weakness in the
domestic and international economy is through an international easing of
monetary policy. The steps taken by the U.S., European, and Japanese
central banks over the last month show movement in the right direction,
but more actions along these lines will likely be needed. Further changes
in fiscal policy may also be needed to stimulate a renewal of healthy
economic growth.

In sum, the 13 months of economic stagnation have been costly to the
American economy. The manufacturing sector has been especially hard
hit, and has suffered the brunt of significant job losses now totaling over
1 million. However, the economy has not fallen into recession. Over the
next several months policymakers must remain focused on the condition
of the economy and the policy alternatives available in the event further
actions are needed.
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Mr. Chairman and Members of the Committee:

I would like to thank you for the opportunity to

comment on the August labor market data we released this

morning.

The labor market continued to weaken in August. The

jobless total swelled by more than half a million over the

month, and the unemployment rate rose to 4.9 percent, its

highest level in nearly 4 years. Nonfarm payroll employment

fell by 113,.000 in August, bringing net job losses since

March to 323,000. Manufacturers continued to slash jobs in

August, and there was also a large employment decline in
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transportation and public utilities. Most other major

industries showed little or no change in employment over the

month.

Manufacturing employment fell by 141,000 in August.

Since July 2000, the industry has lost slightly more than 1

million jobs. The unemployment rate for manufacturing

workers rose in August to 5.7 percent, up from 3.5 percent a

year earlier.

Employment reductions occurred throughout manufacturing

in August, with almost every component industry losing jobs.

Industrial machinery (-25,000) and electrical equipment

(-19,000), however, continued to account for a

disproportionate share of the overall decline in

manufacturing employment. Two other manufacturing

industries with particularly large employment declines in

August were apparel (-20,000) and furniture (-10,000).

Manufacturing's woes continued to affect transportation

employment, which fell substantially in August, most notably

in trucking and warehousing (-8,000).

Construction employment was little changed over the

month. This industry, which had added 221,000 jobs in 2000

and continued to expand into the first part of this year,

has shown no net job growth since March.
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Services employment rose by 72,000 in August. Even

with that gain; however, employment growth in the industry

has averaged only 10,000 per month over the past 5 months,

compared with 93,000 per month in 2000 and 131,000 per month

in 1999. In August, the overall gain reflected continued

strength in health services (32,000). There was also an

unusually large gain in social services employment (33,000);

combined with a weak July, this increase put the industry

back on its trend growth path. Computer services employment

declined by 5,000 in August; this was the first monthly

decline since February 1988, although growth in the industry

had slowed in recent months. Employment growth also has

slowed in engineering and management services, another

industry that had been expanding rapidly. Help supply

employment was about unchanged in August, following sharp

declines totaling more than 400,000 since last September.

Turning now to data from our survey of households, the

number of unemployed and the unemployment rate rose sharply

in August, and employment fell by nearly 1 million. Both

the increase in the number of unemployed persons and the

decrease in employment occurred disproportionately among

young workers (those aged 16 to 24). Overall, the

unemployment rate jumped four-tenths of a percentage point

over the month to 4.9 percent, after having remained in the
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4.4- to 4.5-percent range since April. While still low by

historical standards, the August rate/is the highest posted

since September 1997. Both the number of newly-unemployed

persons (those jobless less than 5 weeks) and the number of

long-term unemployed (those jobless 15 weeks and longer)

rose substantially in August. Long-term unemployment

totaled 1.8 million, up from 1.3 million at the end of last

year. The number of discouraged workers-those who have

stopped seeking work because of discouragement over their

job prospects-was 335,000 in August, somewhat higher than a

year earlier.

In summary, the unemployment rate rose in August to 4.9

percent, its highest level in nearly 4 years. Job losses

continued to mount in manufacturing, and the employment

situation in most other industries remained weak.

My colleagues and I now would be glad to answer your

questions.
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THE EMPLOYMENT SITUATION: AUGUST 2001
Employment fell and the unemployment rate rose sharply to 4.9 percent in August. the Bureau of

Labor Statistics of the U.S. Department of Labor reported today. Nonfarm payrol employment declined
by 113,000, due primarily to another large drop in manufacturing and a decline in transportation and
public utilities. Most other major industries showed little or no change in employment over the month.
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The number of unemployed persons increased by more than half a million to nearly 7 million in
August The unemployment rate rose by 0.4 percentage point to 4.9 percent, seasonally adjusted, the
highest level since September 1997. The jobless rate had been about 4.5 percent since April; its most
recent low was 3.9 percent in October 2000. The rates for most major worker groups were up over themonth. (See tables A-I and A-2.)

The number of persons unemployed less than 5 weeks and the number unemployed 15 weeks or more
both increased over the month. (See table A-6.)

Total Emplovment and the Labor Force (Household Survey Data}

Total employment dropped by about I million in August to 134.4 million, seasonally adjusted Thisdecline followed an increase of about 450,000 in July. Young workers-those ages 16 to 24-accounted
for two-thirds of the over-the-month decline in employment The employment-population ratio fell by .
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one-half percentage point in August to 63.4 percent This series had hit an all-time high of 64.8 percent
in April 2000. (See table A-l.)

The civilian labor force fell by about 400,000 in August to 141.4 million, seasonally adjusted. The
labor force participation rate-the proportion of the population 16 years of age and older who are either
working or looking for work-declined to 66.6 percent

Persons Not in the Labor Force (Household Survey Data)

In August, the number of persons not in the labor force who reported that they currently want a job
rose to 4.9 million, seasonally adjusted, up from 4.3 million a year earlier. These individuals are not
counted as unemployed because they had not searched for work in the 4-week period preceding the
survey. Indeed, most had not searched for over a year. (See table A-I.)

About 1.4 million persons (not seasonally adjusted) were marginally attached to thelabor force in
August. up from 1. I million a year earlier. These were people who wanted and were available for work
and had looked for a job sometime in the prior 12 months but were not counted as unemployed because
they had not searched for work in the 4 weeks preceding the survey. In August, the number of dis-
couraged workers was 335,000, up from 205,000 a year earlier. Discouraged workers, a subset of the
marginally attached, were not currently looking for work specifically because they believed no jobs were
available forthern. (See table A-10.)

Industry Payroll Emolovment (Establishment Survey Dital

Nonfarm payroll employment fell by 113,000 in August to 1323 million, seasonally adjusted. This
was the third loss in the past 5 months, resulting in a net decline of 323,000 jobs over the period. (See
table B-I.)

In the goods-producing sector, manufacturing employment continued to faH, and August's decline
of 141,000 was the largest this year. Since July 2000, employment in the industry has fallen by I million.
In August, virually every major manufacturing industry lost jobs. In durable goods manufacturing,
industrial machinery and electrical equipment continued to post the largest employment declines, 25,000
and 19,000, respectively. Furniture experienced its largest employment decline this year, shedding
10,000 jobs. Since July of last year, the industry has lost 46,000 jobs. In nondurable goods manu-
facturing, August declines in apparel, chemicals, and rubber and miscellaneous plastics followed gains
inJuly.

Construction employment was little changed in August Employment in the industry has shown no
net growth in recent months, following a strong first quarter. Employment in mining was unchanged
over the month. Within mining, oil and gas extraction has added 22,000 workers thus far in 2001. Coal
mining has added 5.000 workers over the past 4 months, the first sustained gains in this industry in over
a decade.

In the service-producing sector, employment in the services industry rose by 72,000. Employment in
health services continued on its upward trend, adding 32,000 jobs over the month; hospitals accounted
for about half of this increase. Employment in social services rose by 33,000 in August after being little
changed in July; the average growth over the 2 months was in line with the average monthly gains in the
industry over the last year. Employment in help supply services-which provides workers to employers
in a wide array of industries-was about unchanged over the month. The industry has been on a
downward trend since last September with job losses totaling 419,000. Employment in engineering and
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management services, an industry where job growth has slowed this year. was little changed in August

The recent downward trend in hotel employment continued in August; job losses have totaled 42,000

since March. Following slower job growth in recent months, computer services experienced its first

employment decline since the late 1980s, losing 5,000 jobs.

Employmentintransportation andpublic utilitiesfell by 24,000overthe month. The decline in

August was the fourth in the past 5 months, and the largest during that period. Trucking lost 8,000

jobs in August, and has lost 16,000 since March. Over the month, employment also fell in other

transportation industries. Communications lost 8,000 jobs, concentrated in telephone communications.

Retail trade employment was down in August, as eating and drinking places lost 30,000 jobs

following a large increase in July. Employment in wholesale trade and in finance, insurance, and real

estate was little changed over the month.

Weekly Hours (Establishment Surey DataM

The average workweek for production or nonsupervisory workers on private nonfarm payrolls was

unchanged in August at 34.1 hours, seasonally adjusted. The manufacturing workweek decreased by

0.2 hour to 40.7 hours. Manufacturing overtime was up by 0.2 hour to 4.2 hours. (See table B-2.)

The index of aggregate weekly hours of production or nonsupervisory workers on private nonfarm

payrolls fell by 0.4 percent in August to 150.1 (1982=100), seasonally adjusted, and is down by

1.4 percent since January. The manufacturing index fell by 1.3 percent to 96.8 in August and has fallen

by 8.2 percent over the past 12 months. The current level is the lowest since February 1983. (See

table B-5.)

Hourl and Weekly arnings (Establishment Survy Data)

Average hourly earnings of production or nonsupervisory workers on private nonfarm payrolls

increased by 4 cents in August to $14.38, seasonally adjusted. Over the month, average weekly earnings

rose by 0.3 percent to $490.36. Over the year, average hourly earnings increased by 4.2 percent and

average weekly earnings grew by 3.6 percent (See table B-3.)

The Employment Situation for September 2001 is scheduled to be released on Friday, October 5. at

8:30 AM. (EDM).
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Surveyo.' which maoy be obtained from BLS upon reoos

S1eamnal adjtlettriswt
Over the comcr f a yen, tde sze of the n-ions's Ilbor flume ad

the levels of employmeot sod unemployoent undergo shop
fluchsatios due to ssch setsoosl events as changes in westler.
reduce or expanded production, harvests, mjor holidays, snd the
optingsadclosangofachoolL Thteffcctmfsachstsadal viaC
em be very pseltflusa m tyacsyacoufortmelios
95 percent of the monta-mooth ch-nges or unteoployins.

Bectnse these seasontl events follow a mum or less regulr
pIe mcyear thwdrinfluenoonQstdiuotdeas beeiini ed
by adjooting the eMnsico from muoth to essodi Them ~soncs
make nosseasonal developments. suca detses io eemantioc
activity or increases in the partidpation of minhe lbh rfetre,
eaier to spot. For example, the large nomber cf yoeth esi the
laborfore eech une is likely to obscore suy other c ts thahteb
taken place reloaive to May. making hr difficalt to dtote if the
lev of etenotic avity ha us or d-dined. However, cbs
the Iemt of studemsfiao o sheeinpreviohns yamr wnowoh the
sr ms forthect= yenrconbeetotedtot4llwforaoanble
chtage. Insoar as the seasonal adjustmnt is cerr tee. the

uWted figure provsdO o me esditt tool wthb W ich tPo sYne
chgs into economic ativiy.

In both the todild ndenrdhllahm a srvey, msot iseasally
adjoited ce are indepenettly adjusted However the td
sares for my mallor es r, sucdas road payrell e rl3
emplop st In mon mtjor I ty divisios, toa el esa, and
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muemployment ame computed by aggregating ondependently adjusted

component series. For example. tota]l usemploynent is detrved by

snattiug the adjustedseies forfowmajor age-sencomWponents: dtis

differs from the unemployenrt estimate tht would be obtained by

directly adjtsting the total or by combining the d-amon, reasons. or
orne detailed age categories.
The numerical factors used to make dte seasonal adjustresss ae

rcalculated twice a year. For the household survey, the factors mer

carulatedfornthe Inutry-Juneperiod andiagainforthe July-Decter
period. Fo the establishment survey, updated fatost for seasonal

adjusctaent arecalcuated for dte May-October period and introduced
alntg with n ov behumarks, and agradg fn f the Novemaber-Apri penod

I. both surveys, revisions to historical dat are made once a year.

Reliablitty of the estlmales
Statistics based on the houtehold and establishnent surveys re

subjecttobohshtaplmgandoontsatttplngerr. Wtenossampteratbr
thdur te entpopulution is urveyed, there is achbnce that the sample

est tay differ frar the trUe" population values they represent.

Tla exact difference, or saapling error, vaties depending on the

pmrtinlar sample selected, and this variability is measured by the

aindatd error of theestate. There is abot a 90-percent chanter o

level of confideare. that an estimure based en s sample will differ by
no more tdon 1.6 standard emots from the tra"mr population value

because of sampling eror. BLS nualyses ame generally emrndaced at
the 90-portent level of confid

p..5 tLhecosfldsce irni farthemor ychaget iotal

eploymestfromthehousehold arveyisonathdederofps nortitmss
292,0C0. Suppose the estimate of total employmrent increases by

IO1,000 from one riods to the nxt. The 90pecent confidence

itwevalon the nmsuty chisage wouldriange from -192,0ZOto 392,O

(10,000 +1- 292,0ZO). Thse figures do Dot rnetn that the sample

resalta am offby these maguintdes. buatrather that then is aotat & 9Z-

pemnat chance that the tine" over-tho-anonth chnange li's vthin this

interval. Si this range includes values of ess lumo zeso, we could
no, Say with coniden, thdto employment bad. in fact, increas If.

hswsiev.e, the inpotted employbsnt rise wals blfa*illios then all of

dte valites within the 90-prnt confidence intrval would be _row

mstt econ. In this cae, in is likely (at klase a 90.pcrcut cbmMe) dtat

semtploynfnetrise had, in fat occuned. The 90-prateatconfiden

ineval for dte monthly chargein Wcmpioyent is +1- 273.000, and

for the monthly change n dha unemployment rawr it is 44- .19

perentage pram
In genral estiteates involving many individuals oresmb7bttnts

bane lower standard errors (relative to the sine of the estitmtae) himu

esmmates which am based on a smll mD er of observabmons The

precition of estimates is also improved what she dam re camatted

over timne uc as for quatrterly and at i averges. The seasonal

t-sm5 ptzo5es5 cmn alsm improve the stability of die mrntithly

esctmam

Thle household and establishment sturveys rre also affrcted by
nwaeomptiug errxr. Nonsatuplig mm catn otc ftr mormmytreasotr s.

including the failure to satple a segmientt of the populationt itability
to obtato tiformation for all respondents in the stmple, inability or
unwillitngttess of respondents to provide correct informantiot on a

titnely basis, mistakes made by respondents, and errrs mae in the
collection or processing of the data.

For example, in the establishseut stucvey. estimates for the most
recett 2 mondts mre based on substantally incomplete rentus for this

reason, these estimates me labeled peliminasy in the tables. It is only

after rwn suixesrve revisionms to a monrbly estimte. whe nearly
all sample reperts bave hbee reeived, that the est is tonsidred

Another major srourc of tonsantpling error in the estabishment

survey is the mability to capsure, on titmely bahsi employment

gemrartedtbytewftnts. Tocorrectforthissystesnattcm detttiumnatio

of employment growth (aud other sources of enror). ap kw"nown
as bins adjustaent is included in the survey's esmtiiang proear
ehereby a specified number of jobs i added to the montly

basedchage. ThefimCoftDemonthlyhbiasradjttSnetinbtedla ly
on put relationships between the sample-based estimates

of employrn t and the total counts of employment described below.

The sample-based estimes fromt the estls t uvey are
adjusted one a year (on a lagged basis) to universe coutsi of pityrell

enmplynetmobt leruiftnura soati mve i of dtimensplOytuet
iumstauce proigram. Thediffelnsce between the Mudchi ample4sed
employtent esttmates and the Marh unveise oumI is known as a

benctkreviskirev a ndsnves asn gliproyfforOctal sRtcyenwrr
The new beudmotsa also incorporntechageus in die clasailadonof
itdusas. Over the paso decade, t benchmark rensalo for Weal

nonfasm employment lams avmged 03 percent. rongiug from man to

0.7 pen.

AddftoMl SlaUstim amd other Irdomleti
Mam comnprehensive nsimsca, me contained in EDployawrs and

EarmagspublinshmdeahmaentsbyBLS. Bis available for526 Cper
istse or $S0.00 per year from die US. Goverinmet Pafsi Office,

Wasttingtn, DC 20402. All orders must be prepaid by seing a

check ortoncy, ordrpayablie to the Superintendent of Docutsor
by argiug to Mastecard or Vitsa.

Employmersr and Eamrings also provides measures of
sampln err for de hoseuhold asuvey data published in thin
reluase. For unempoyment and other labor force caegar, these

meaures appearin tables I-B dsough -Dofits "Explantory Norm"

Measures of tele reliability of the datm drawn front the
esiablislmart survey and the toual amoruts of revision de to bt-
rsok adjuroenta mer provided in tables 2-B duutgh 2-H of that

lafmlamson in dth iele will be tnde available ta tay

ittpired inrdividuals upon reast_ Vow phtarc: 22-91-52001

TDD _se inral plane 14004774339.
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WMU5 207D e6l and a
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W666473, 16 yearU wsd o

PWA~~k- O1664 1104X 110.146 IMAM7 16,73B 36610 16647 1100 113.47
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E.V"..*pwjW. 5~7.3 372 661 5713 637 3716 07A 371 W.- ~~~~~~ ~~~~~ ~~~~3.66 &.4 3.46 2.77 2.OW 2.OW 2AP 247 &.3ul601o6~ la 41 31 32 41 4 41 4 41 4*

Wommi, 20 em* mid over
103.4 IOLW 166.6 301.47 101163 101.634 166. 16647 1664
5.47 li.ps 66.743 aim 6.13 66330 6147 6.345 66.UMP66 661~~~~~~~~~~~~a 66. 66. GU* 611 au1 6.7 au au5
CLUB 66L4W su.66 sum 66.741 WIN3 506601 6,366 66.47- - 57.7 37.7 GFA US1 GU5 au* Su1 3 au1

Co 6M 4 64 in 7W m1 766
- 2.47~~~~~~~~~~~~~S 2.47 2.47 2.21 3.4 247 7.47 76 310

41 4.3 4.7 V. 31 3 11 &P 42

Ck~h. .*.11w-w PM-010113 36.34 mm36 13113 1447 15.66 16.4 36.47 36.3
.166 km36 647 6.46 6.4 ?AM 6.138 3.34 747

5.47 .IM 727 747,, am4 6.742 LOW6 67 GA46
661 311 44. 41 435 41 4:31 42* m471 313 266 60 66 am1 07 544 2117.736 7.66 616 747 6.4 414 6.74 647 6.26
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HOUSEHOLD DATA HOUSEHOLD DATA
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_41650188668$ 13.5 4.8 42 3.4 40 3. 4.*5 41 4.3

CM,,.b8 S_ .2 W.78 68d48 88.3*3 60.60 8A182 77*1 8804 6ODS65

p~t
5 $

775J 7710 76B 772 77S 63 762 78.8 78.7
151*868 ~~~~~~~~~~~~56.68 58.71 5L8.66 58*1 88.51 58.488 6 58264 6* 66167

Ex~~~v-av-658815$ ~~~~~~~75.4 74.5 74.2 75.8 743 74.5 73.8 741 753
E _6.86*4 1118 1345 2. 132 2.110 2*119 2145 2M 2.8

W19,*l.8815$ 2.5 .2 3.4 2.3 3.5 3.3 55 6 .4 5J 3
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P85$ 58.| 583 58A 589 , 808 S2u58 Su 881
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Too. 16 -.' 5 s 5.705 &a 657 4..I 4.5 4.4 4.5 4.5 42
16 IDZ4 -I 2145 2.50 2.544 9.4 ISA 5.5 ¶5.4 10I 11.5
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¶524,.ao ¶~~~~~~~~~215 ¶.73 1.450 20.2 0.9 I1-D 'O IA 2.4

150182-s 555 73 715~~~~~~~~~~~~~n Ss* 1.1 15J 25* 15. ¶7*
1 'I2715215 73 S0 ¶7.1 18.7 17.4 15. 'ea 25.
I 3I-O5 40 21 5 ¶52 12* 25* 145 ¶24 25.

250242.853 555 720 DA 8.7 5.7 9.5 739 5.
212-5730... 1~~~~~~~~.785 2*4 2.73 2*8 5.5 5. 5.4 3* 5.7
25~~~S42-5 1.155~~~~~I '*1D 2.5 2.9 5.5 5.5 W 5 3.9
55 9.05814 05.. 2~~ ~~~~70 507 3MI 2.7 2 239 3.0 5. 5.
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1
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Tbl, Bt1 Employs -n lam py0d. by
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Toliptvolo._______.............._ ..... 11234 l1Z.27 113.490 l2Z454 11.237 111.742 111.760 111.003 111.021 111,411
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Mi.01g .. _ . 553 073 074 578 543 0W0 564 565 500 865
MuS.n __ - - - . 41.0 35.6 34.4 33.6 40 37 37 35 34 33
C00o.w m .ng .. ,,,,..... 76.0 778 78.8 79.3 76 75 70 78 78 so

0oVW 4og.b -b= 317.2 343.3 3430 346.5 313 335 339 340 340 342
N. a eh1W ft-II, - d._ __ 110.4 116.0 117.1 116.1 114 113 112 112 113 III

C .... .. _ _ __ 7,03? 7.120 7,321 7.216 6.699 6.052 6.881 60604 6,0M 60.7
G..-W 0oo 1gV 8. ................ 1.3907 1557.1 1.623.6 1.621 1.525 1.540 1.556 1.501 1 .07 1I507
H-,vy.o0000.0 oo4 b.Odo 9..~ 75.5 907.9 1,007.0 1,010.9 900 915 033 025 938 938
Sp.o b4 8 _ _ 4.470.6 4.034, 4.500. 4.,81.8 4274 4,309 4.402 4.380 4.380 4300
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P.0noo6w.___ 12.687 12.005 1 1.80 1M1.07 12.631 12100 12.066 11050 11.857 11,790
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Pd.DM -M _ __ 5,07- .8 4310 4.0 4,07 5J23 4,858 4.831 4.700 4.801 4.784
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p~o ..m,80o1W g 138 14.1 14.2 14.3 14 14 14 14 14 14
T l _ _ -A ___ 477.4 470.1 470A 4058 474 479 472 488 467 488

C010101.*4ra c18003804000. .__ 2.421 28ss . 2ss9 Z415 2.543 7 4 2.547 2.7549 2540
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1212. 1,246.4 1.521,8 1 238 210 1507 =17 1229 1505 1,39
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m~ W0m 618,8 8035 854,0 MU5 an 05 848 848 847 am

1147 119A4 121,3 11552 107 109 110 III III III&loom~~~~~~ 2.5065~~ZW 2,547 2507.4.20, 2.479 2.488 2.488 2.50 2.48 2AW
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ESTAB0MENT DATA EOTAR1JSUHET DATA

Tds be-2. A.g. hour of por014 of iby fits y

I _ a -ueO 1 0- -4-4 0-
(I O D 0 12001Po 2 0 AV. M"0

1
2001 & P0

~ 2 0 ~2 0 0
1 PJ20 2001Pj 2001 j22001 [0lj200IP

T040 0we ..___ .. 34.7 34.4 34.6 34.4 343 342 342 342 34.1 34.1

Gso.d4g . .- 41.1 40.6 40.5 40.7 40.8 40.6 40. 40.4 40.5 40.3

MOO_ .. . _______.____ . ....................... 43.6 43.7 43.7 43.6 43.1 44.0 43.9 4W3 43.3 434

CO10o-0, =_ .. ........ - 402 40.0 40.4 40.1 392 393 39.7 39.4 39.4 392

MD 0t400._49 -.. _ .___ _ ........ .41.4 40.8 40.4 40. 41A* 41.0 40.7 40.7 40.0 40.7
O oO . . 4.7 4.0 3.9 43 4. 3. 3.0 3.9 4.0 42

DOWl40 6 .M 41.9 41.1 40.6 41.1 410 413 41.0 40.9 412 41.1

O-- h ...6... 4.7 4.0 30 4.3 4.6 39 as as 4.0 4.1

U - e 0 Iooa PM ___ 41.1 40.9 40.8 409 40.7 40.1 40.6 40.4 41.1 403
Fo. "a f .___ 40.0 306 39.3 400 30.6 393 30.6 38.4 39.7 39.7
Sm dy. - O o _.__P. 43. 443 44.3 443 43.0 432 43.9 44.0 44.0 430
Fy 0 - --__ 44. 43. 432 43.6 44.7 442 43.5 439 43. 43.7

6e Wo 60 b- O.W p040 4 4.0 4521 44.6 44.0 459 43.4 446 45.1 44.4 443
F* nJW.d ... P. _ -----. 42.3 414 40.7 41.6 42.3 42.0 41.4 412 41. 41.6
60004 -d _y_ d ... 41. 402 403 400 42.1 412 40.7 40.4 403 401
Bc. vd oW. M.M .AW 40.6 392 36.4 3*6. 40.5 30s 39.1 302 30.0 30J
T0,010 .qo. _ _ _ 43.0 42.3 40.9 43.0 432 424 42.4 413 42.4 43.1

W W .6 wpll ". A 44.1 433 414 443 443 4323 436 430 43.4 452
V011010006d n P __ 40.7 40.7 404 402 409 410 410 403 403 402
M-WW- l.Uft0 3038 304 373 36.5 30.7 32 37.9 38.4 3.5 364

Nol40bi. 9000_0 40.7 403 40.1 40A 40.7 405 403 40.4 40.4 40.2
0-MM h o4. 3. 4.1 4.5 4.4 3.9 4.0 3.9 4.0 42

Fed aM W.OpoaM 42.1 41.1 403 41.0 412 4123 41.1 412 403 41.0
Tob.- Wd f 41.7 413 40.3 412 41.0 41.1 39.1 404 40. 41.0
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The Honorable Jennifer B. Dunn
House of Representatives
Washington, D.C. 20515

Dear Congresswoman Dunn:

At the Joint Economic Committee hearing on September 7, you
asked about the employment situation in Washington. I have
enclosed a package of charts and tables that provide the
information we have available.

I hope this material is helpful to you. Philip Rones,
Assistant Commissioner for Current Employment Analysis, can
be reached at 202--691-6378 and would be happy to answer
any follow-up questions that you or your staff may have
regarding these data.

Please let me know if I can be of any further assistance.

Sincerely yours,

KATHARINE G. ABRAHAM
Commissioner

Enclosure
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Washington State Labor Market
Overview

While Washington's labor market performance was strong in the late 1990s, the State still
recorded an annual unemployment rate higher than the U.S. average (with the exception
of 1997, when it was 0.1 percentage point lower), as it has for most of the last two
decades. Unemployment increased in Washington early last year, before it rose for the
U.S. as a whole.

Two aspects of the State's labor market are noteworthy in explaining its relatively high
unemployment. First, Washington has experienced much higher-than-average population
growth over the last decade, ranking eighth in the nation in net domestic in-migration.
While many Western states also have experienced high population growth, Washington's
growth has exceeded its ability to create enough new jobs to push the jobless rate below
that of the U.S. Second, Washington has a bifurcated economy, with a clear distinction
between the Eastern and Western portions. The resource-dependent Eastern half of the
State, where agriculture and forestry are dominant, has had chronically high
unemployment and been subject to both seasonal and cyclical swings. The Western
portion historically has been dependent on aerospace, while recently becoming more
diverse as service and "high-tech" industries have played an increasing role. Thus, the
somewhat static Eastern portion of the State provides a high base of unemployment from
which moderate employment declines in manufacturing and other industries in the more
populated Western portion, along with large in-migration flows, contribute to a higher-
than-average unemployment rate.

Although Washington's manufacturing employment decreased last year, the reduction
has not been drastic, and is not the sole cause of Washington's increasing unemployment.
To the contrary, the State has a smaller share of its employment concentrated in
manufacturing than the U.S. as a whole and also has experienced relatively smaller
reductions in this industry over the past year.

Sources in the State have identified several reasons for the weakening performance of
Washington's labor market. Seattle was one of the leading areas in web-based
technology and business-activities that have suffered sharp reversals of late. (The
unemployment rate in California's Silicon Valley has more than doubled over the past
year.) Rapidly escalating electricity prices have caused contractions in aluminum
smelting. Poor weather conditions, along with increased competition from China for the
large Japanese market, have hurt Washington's apple growers. Consolidation in the food
processing industry has also had a negative impact on the State's employment, as have
tariffs on softwood imports from Canada.
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State Unemployment (Seasonally Adjusted)

* The July 2001 unemployment rate for Washington, 5.7 percent, was 1.3 percentage points above the
State's historical low, recorded in November 1997, but remained low in the context of the State's 24-
year series.

* Washington's unemployment rate has risen by 0.7 percentage point, albeit inconsistently, since the
beginning of 2001.

Steep over-the-month increases of 0.6 and 0.5 percentage point were recorded in February and
June, respectively.

These were tempered somewhat by over-the-month declines of 0.3 percentage point in May and
July.

* Over the year ending in July 2001, the unemployment rate in Washington was up by 0.4 percentage
point. The Pacific division reported no increase, while the U.S. experienced a slightly larger rise of 0.5
point during the same period.

* The Washington unemployment rate was 1.2 percentage points higher than the U.S. rate in July 2001.

* Since the earliest monthly data in January 1978, Washington's unemployment rate has averaged
0.8 percentage point above that of the U.S.

* The State has had a higher jobless rate than the Nation continuously since April 1998.

* The gap between unemployment rates in Washington and the Pacific division, which is dominated by
Califoraia, is, on average, much smaller than the gap between the state and national rates.

* Washington's rate has averaged 0.1 percentage point above the Pacific division rate since
January 1980, when monthly data for the latter became available.

* The State experienced a lower unemployment rate than the division for most of the 1990s.
However, Washington has reported an above-division-average rate since February 2000.

Labor force data for the U.S., Pacific division, and Washington,
July 2001, seasonally adjusted

(Levels in thousands) I ~~~~~~Unermilo ment
Area Month-year Labor force EmploymentRate han

Level Rate Over-the- Over-the-
_ _ _ _ _ _ _ _ _ _I__ _ _ I__ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ m onth I ear

United States Jul-01 141,774.0 135,379.0 6,395.0 4.5 0.0 0.5
Jun-01 141,354.0 134,932.0 6,422.0 4.5
Jul-00 140,546.0 134,898.0 5,648.0 4.0

Pacific division Jul-Ol 23,131.3 21,947.9 1,183.4 5.1 -0.2 0.0
Jun-01 23,148.5 21,928.6 1,219.9 5.3
Jul-00 22,885.9 21,728.3 1,157.6 5.1

Washington Jul-01 3,041.6 2,867.5 174.1 5.7 -0.3 0.4
Jun-01 3,034.0 2,851.8 182.2 6.0
Jul-00 3,033.3 2,871.8 161.5 5.3
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Metropolitan Area Unemployment (Not Seasonally Adjusted)

* Twelve of the thirty-nine counties comprising the State of Washington are components of metropolitan
areas.

* There are eight metropolitan areas contained entirely within Washington. In addition, Clark
County in the southwest comer of the State is a component of the Portland-Vancouver, OR-WA
interstate metropolitan area.

* Four of Washington's metropolitan areas--Bremerton, Olympia, Seanle-Bellevue-Everet, and
Tacoma--comprise the consolidated Seattle-Tacoma-Bremerton metropolitan area.

* None of Washington's areas recorded an unemployment rate below the U.S. average metropolitan area
unemployment rate of 4.5 percent in July of 2001. Rates fortwo areas were below that ofthe State, 5.6
percent, while the lowest metropolitan area rate, 4.7 percent, was equal to the U.S. rate.

* The largest metropolitan area in Washington--Seattle-Bellevue-Bremerton-is home to nearly half of
the State's labor force. This area registered the lowest unemployment rate among Washington's
metropolitan areas in July 2001, as well as the only unemployment rate below 5.0 percent.

* The highest unemployment rate was recorded in Yakima, 8.5 percent. This area usually has the highest
unemployment rate among metropolitan areas in the State, and often one of the highest in the U.S.

* Three additional Washington areas experienced unemployment rates greater than 6.0 percent.
* Over the year ending in July 2001, three Washington areas registered unemployment rate declines.

Rates in Richland-Kennewick-Pasco and Yakima declined by 0.6 percentage point each.
* Five areas had increases in the incidence of joblessness over the year.

* The largest of these increases, 1.7 percentage points, occurred in the Washington portion of the
Portland-Vancouver, OR-WA area, following the entire metropolitan area's increase.

* Increases of more than 0.5 percentage point were reported for three additional areas.

Labor force data for the U.S., Washington, and its metropolitan areas,

July 2001, not seasonally adjusted

ITsS -1 u. bau

I Unemployed
Area Labor Force Employed Level Rate Over-the-year

________ I__ I_______ _ - rate change

United States 143,181.0 136,385.0 6,797.0 4.7 0.5
Washington 3,094.9 2,921.0 . 173.8 5.6 0.4

Bellingham MSA 81.1 76.0 5.1 6.2 0.7
Bremerton PMSA 91.5 86.3 5.2 5.7 -02
Olympia PMSA 99.8 94.6 5.2 5.2 0.0
Portland-Vancouver, OR-WA PMSAi 182.5 170.9 11.6 6.4 1.7
Richland-Kennewick-Pasco MSA 98.8 92.6 6.2 6.3 -0.6
Seattle-Bellevue-Everett PMSA 1,422.1 1,355.3 66.9 4.7 0.7
Spokane MSA 205.9 193.7 12.2 5.9 0.6
Tacoma PMSA 328.6 309.2 19.4 5.9 0.1
Yakima MSA 117.4 107.5 9.9 8.5 -0.6

' Data pertain to Washington pan only.



Unemployment rates by netropolitan area in Washington,
July 2001, not seasonally adjusted

(Washington rate = 5.6 percent; U.S. rate = 4.7 percent; all metropolitan area rate = 4.5 percent)

'DM foPonI-d-V .n.. a,OR.WA PMSA
penarh to Wahioglon pma oy.

H 10.0% or over

*7.0% to 9.9%
* 6.0% -6.9%

* 5.0% -5.9%

4.0% -4.9%
;3.0% -3.9%

_2.0% -2.9%

1.9% or below

F Nonmetropolitan
territory

40o



47

State Nonfarm Payroll Employment (Seasonally Adjusted)

* Washington added 23,800 payroll jobs over the year ending in July 2001. The Pacific division and the
U.S. saw employment gains of 243,500 and-545,000, respectively, over the same period.

In percentage terms, nonfarm payroll employment in the State grew at more than twice the
national pace, 0.9 percent compared to 0.4 percent. Above-average employment gains in
Washington are partly attributable to the State's relatively high population growth.

Employment in the Pacific division grew more quickly, at a rate of 1.2 percent, than in
Washington.

* Since April 2000, Washington has been generating jobs at an annual rate above the national average.
Job creation in Washington has lagged behind that of the Pacific division, however, since January 1999.

* Among major industry divisions, services and government led in the creation of new jobs, +17,600 and
+9,600, respectively, during the year ending in July 2001. Only manufacturing shed jobs in
Washington over the year, -13,300.

* At the 2-digit SIC level, local government employment, eating and drinking places within trade,
and health services within services posted the largest employment gains (+8,100, +5,700, and
+5,100, respectively).

* Job losses have been sizeable in both durable and nondurable manufacturing industries (-8,800
and -4,500, respectively). Food and kindred products, within nondurable manufacturing, and
lumber and wood products, within durable manufacturing, recorded the largest losses over the
year at the 2-digit SIC level (-2,700 and -2,200, respectively).

* Five of the eight major industries in Washington experienced employment growth rates of at least 2.0
percent.

* Mining, which accounts for a small percentage of employment in both Washington and the
U.S., grew most robustly at both the state and national levels (2.8 and 4.4 percent, respectively).

The pace of growth in services at the state level, 2.2 percent, was substantially above the
national figure, 1.4 percent.

* Manufacturing contracted at a slower rate in the State of Washington than the U.S., -3.8 percent
compared to -4.7 percent.

* The three fastest growing 2-digit SIC industries were all in services-amusement and recreation services
(5.9 percent), engineering and management services (5.4 percent), and social services (3.4 percent).

Among Washington's 2-digit SIC industries, those in manufacturing, and particularly durable goods
manufacturing, were hardest hit by employment declines. The following industries experienced
contractions in excess of 5.0 percent:

* Primary metal industries (-14.7 percent)

Electronic and other electrical equipment (-9.0 percent)

* Food and kindred products (-6.6 percent)

* Lumber and wood products (-6.6 percent)

* Furniture and fixtures (-6.0 percent)

* Instruments and related products (-5.4 percent).

With the exception of food and kindred products, all of these are in durable manufacturing. Except for
instruments and related products, these industries also posted over-the-year declines at the national
level. However, all of these but furniture and fixtures declined more sharply in the State than the
Nation.



48

Employess on nosfr. payrolls by selected Industry din-bion in Washington,
July 2001, seasonally adjusted
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EmpIoyes on aofarm payrolls by Isected indusly dsiso In the US.
July 2001, susonaUy udjusted
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Metropolitan Area Nonfarm Payroll Employment
(Not Seasonally Adjusted)'

Washington added 23,900 nonfarm payroll jobs over the year ending in July 2001. The statewide
growth rate of 0.9 percent was more than twice the U.S. rate, 0.4 percent, over the same period.

* More than half of ail Washington jobs are located in the Seattle-Hellevue-Everett metropolitan area.
Over 80 percent of statewide employment growth from July 2000 results from the 19,600 new jobs that
were created in this one area alone.

* The Spokane area saw no net job growth from July 2000, while 1,800 jobs were shed in the Tacoma
area.

* The Portland-Vancouver area reported an employment decrease of 8,800 over the year. (Note that the
Washington portion of this area consists of only Clark County, while the bulk of its jobs are located
within the Oregon portion.)

* At 1.4 percent, the pace of job growth in Seattle-Bellevue-Everett was more than three times the
national average and well above the State growth rate. The Tacoma and Portland-Vancouver areas,
meanwhile, experienced contractions of 0.7 and 0.9 percent over the year.

Employees on nonfarm payrolls in the U.S., Washington, and its metropolitan areas,
July 2001, not seasonally adjusted

(ievels in mousands)
I p~~~mloyment

Area T vel Over-the- ear change
___ ___ __ ___ ___ __ ___ __ ___ j __ ___ __ L evel Perceat

United States 132,291.0 552.0 0.4
Washington 2,7462 23.9 0.9

Portland-Vancouver, OR-WA PMSA' 9582 -4.8 -0.9
Seattle-Bellevue-Everett PMSA 1,447.4 19.6 1.4
Spokane MSA 194.6 0.0 0.0
Tacoma PMSA 241.4 -1.8 -0.7

' Due to sample size, data are not available for all Washington areas.
I Data pertain to entire area.



Percentage change In nonfann employment by metropolitan area in Washington,
July 2000 - July 2001, not seasonally adjusted

(Washington growth = 0.9 percent; U.S. growth = 0.4 percent)

I1o% to 9% -

0.0% to 9. /%
-09% to -0. 1%

E No data available
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Distribution of Employment by Industry
(Seasonally Adjusted)

Among major industry divisions, the State of Washington exhibited a distribution panern largely
similar to that of the U.S. in July 2001.

* The percentage of employment accounted for by government was greater at the state level, 17.9
percent compared to 15.8 percent

* Services and manufacturing were less concentrated in Washington than in the Nation by 1.8
and 1.1 percentage points, respectively.

* Differences in the distribution of employment between the State and the U.S. were no greater
than 0.8 percentage point for all other major industries.

* Nondurable manufacturing industries were less heavily concentrated in Washington compared to the
U.S. (3.8 vs. 5.3 percent), while durable manufacturing industries were more heavily concentrated (8.6
vs. 8.0 percent).

* A positive employment distribution differential of more than 0.5 percentage point between Washington
and the U.S. was recorded for three 2-digit SIC industries:

* Transportation equipment, within durable manufacturing, accounted for 3.7 and 1.3 percent of
employment at the state and national levels, respectively, in July 2001. Over the year, this
industry contracted by 0.7 percent at the state level, far less sharply than the 5.7 percent decline
nationally.

* State government accounted for 5.2 and 3.7 percent of jobs in Washington and the U.S.;
respectively. This industry expanded at the relatively similar paces of 2.1 and 2.6 percent in
the two areas over the year.

* Eating and drinking places, within retail trade, accounted for 6.9 and 6.3 percent of
employment in the State and Nation, respectively. This industry grew by 3.1 in Washington
over the year ending in July 2001, somewhat greater than the 2.1 percent advance nationally.

* At the 2-digit SIC level, the following industries were less concentrated in the State than the U.S. by
more than 0.5 percentage point:

* Health services (7.1 vs. 7.8 percent)

* Chemicals and allied products in nondurable manufacturing (0.2 vs. 0.8 percent)

* Fabricated metal products in durable manufacturing (0.5 vs. 1.1 percent)

* Industrial machinery and equipment in durable manufacturing (0.9 vs. 1.5 percent).
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Distribution of nonfarm payroll employmeut In the UQ. and Washington by selected Industry,
July 2001, seasonally adjusted
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THE EMPLOYMENT SITUATION:

FEBRUARY 2000
Friday, March 3, 2000

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITTEE,

WASHINGTON, D.C.

The Committee met, pursuant to notice, at 9:30 a.m., in Room 1334,
Longworth House Office Building, the Honorable Jim Saxton, Vice
Chairman of the Committee, presiding.

Present: Representative Saxton.

Staff Present: Chris Frenze, Robert Keleher, Darryl Evans,
Colleen J. Healy, Howard Rosen, Daphne Clones, and Michael Kapsa.

OPENING STATEMENT OF

REPRESENTATIVE JIM SAXTON, VICE CHAIRMAN
Representative Saxton. Today's Bureau of Labor Statistics (BLS)

report reflects the strong condition of the United States economy.
Although employment growth was modest, the percentage of the
population employed, the employment-population ratio, remains at a
record level. The civilian unemployment rate is fluctuating around its
lowest levels since the early 1970s. Although employment gains were
soft in February, in the context of the performance of recent months'
labor market conditions overall, they appear to remain very strong.

The employment data released today arelconsistent with other data
reflecting strong growth in the economy. Moreover, the expansion of the
economy has been accompanied without an increase in inflation. This is
good news. Both unemployment and inflation have declined together
during this expansion. Let me repeat that sentence. Both unemployment
and inflation have declined together during this expansion. This, again,
disproves one of the most mistaken assumptions in the postwar economic
policy - the notion of a trade-off between inflation and unemployment.
In other words, a good economy does not mean there will be inflation.

In several previous hearings of the Committee, I have explored this
issue in great detail with Federal Reserve Chairman Greenspan. We have
agreed that the Fed's policy of minimizing inflation through informal
inflation targeting has brought significant economic benefits. The Fed's
pol zy by bringing down inflation and interest rates has boosted the
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economy and reduced unemployment as well. Those who argued that this
disinflation policy would raise unemployment were proven wrong.

As I have said many times, the thrust of the Fed's monetary policy
has been extremely successful. Although Chairman Greenspan deserves
enormous credit for successfully implementing this policy, the substance
of the policy based on informal inflation targeting also is responsible for
its very positive effects. More focus on the substance of Fed policy
would provide a greater understanding of why this policy has worked so
well and permit some demystification of monetary policy in general.

However, in recent explanations of changes in monetary policy, the
Fed has moved in recent months to a rationalization drawing from
concerns about economic growth, healthy labor markets, and the stock
market. On the other hand, our research suggests that a focus on
intermediate market price indicators, such as commodity prices, bond
yields, and the value of the dollar together, are better signals of potential
future inflation than other things. I am concerned that the Fed statements
have led the markets to expect larger adjustments in monetary policy than
are justified by the leading price indicators. I would like to get into that
a little more during the question and answer session. In other words, a
policy of sustained Fed interest rate hikes would not be supported by the
data that is available at this time.

Commissioner, welcome again. We look forward to your statement,
and thank you again for being here.
[The prepared statement of Representative Saxton appears in the
Submissions for the Record.]

OPENING STATEMENT OF KATHARINE G. ABRAHAM,
COMMISSIONER, BUREAU OF LABOR STATISTICS:

ACCOMPANIED BY KENNETH V. DALTON, ASSOCIATE
COMMISSIONER, OFFICE OF PRICES AND LIVING CONDITIONS;

AND PHILIP L. RONES, ASSISTANT COMMISSIONER OF
CURRENT EMPLOYMENT ANALYSIS

Ms. Abraham. Thank you, Mr. Chairman. Let me just take a
couple of minutes to make a few comments about the labor market
situation and the information which we had released this morning. I
would be interested in addressing any questions you might have for us.

The unemployment rate, which was at 4.1 percent in February, was
little changed and has been below 4.2 percent since last October. A
nominal increase of 43,000 in payroll employment in February followed
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a large weather-related gain of 384,000 in January. The average monthly
gain for the two months, January and February, of 214,000 per month is
about in line with the monthly average for 1999, which was 226,000.

In the goods-producing sector of the economy, construction
employment fell by 26,000 in January. That decline followed an
exceptionally large increase of 116,000 in January after seasonal
adjustment, which reflected the unusually mild weather during the
January survey reference period.

Manufacturing employment edged up by 5,000 in February. The
Nation's factories have added 31,000 jobs over the past four months after
having shed in excess of 500,000 jobs from March of 1998 through
October of last year. Recent gains have been concentrated in durable
goods manufacturing. While there has been no net gain in employment
among nondurable goods manufacturers in recent months, the downward
trend in employment in nondurable goods manufacturing has abated
somewhat since last August or so. The factory work week and overtime
hours each rose by two-tenths of an hour in February to 41.9 and 4.8
hours respectively.

In mining, employment in oil and gas extraction continued to inch
up in February. That industry has added 9,000 jobs since August of last
year, undoubtedly reflecting the rise in oil prices that began early in 1999.

Job growth was sluggish throughout most of the service-producing
sector in February. Employment in transportation and public utilities
changed little over the month, and there were small job losses within
transportation in both trucking and air transportation. Employment in
public utilities continues to drift downwards.

Services employment showed essentially no growth in February
after seasonal adjustment. This follows a gain in January which was a bit
above the monthly average for the prior year. Some of the February
weakness reflected declines in industries that had posted large
weather-related increases in January. I am thinking in particular of
agricultural services and amusement and recreation services, but other
services industries that are less prone to unusual seasonal fluctuations
also were weak in February. Employment in business services was
essentially unchanged over the month. Its average growth per calendar
year 1999 had been just under 50,000 jobs a month. Health services
added only 6,000 jobs in February, about half its monthly average gain
for the prior year or so. One notable exception to the general pattern of
weak growth in the services industries was engineering and management
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services, which continued a strong growth trend in February, adding
15,000 jobs.

Employment in wholesale trade edged up in February at about half

the pace it had been rising in 1999. At the retail trade level, employment
was up by 33,000 in February, just under its average monthly gain for the
calendar year 1999.

Finance, insurance, and real estate added about 10,000 jobs
reversing a loss of 6,000 jobs in January.

Lastly with respect to the employment gains, Federal Government
employment rose by 20,000 in February. All of that gain was due to the

hiring of temporary workers getting ready to take the census.

Average weekly hours of production or nonsupervisory workers on

private nonfarm payrolls edged down by a tenth of an hour over the
month. Average hourly earnings for that same group of workers rose by

four cents. Over the year average hourly earnings were up by 3.6 percent.

Turning to the data of our survey of households, as I already
mentioned the unemployment rate was essentially unchanged in February

at 4.1 percent and has been under 4.2 percent since last October. The

jobless rates for most of the major demographic groups that we look at

showed little change in February. The rate for teenagers did edge up to

14.1 percent, returning near to the level it had been at in December. The

labor force participation rate ticked up a percentage point over the month,
reaching a record high level of 67.6 percent, and as you commented in

your opening remarks, the employment-to-population ratio held at its
record high level of 64.8 percent.

In summary, then, the unemployment rate was little changed at 4.1

percent in February. And payroll employment rose marginally following
a large weather-related gain in January.

As always, we would be happy to address questions you might have
about the data.

[The prepared statement of Commissioner Abraham and the

accompanying press release appear in the Submissions for the Record.]

Representative Saxton. Commissioner, thank you very much. I

appreciate your thoughtful and concise statement, and for being here with

us today to bring us continuing good news. It is certainly encouraging
that the indications that we see by - I don't mean this in a funny way -

but by looking in the rear view mirror show that we have continued over

the past month to do quite well. If it were as easy to look ahead as it is
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to look at what we have accomplished, the policies of economic theory
would be a whole lot easier to deal with. Unfortunately, we don't have
that luxury, and so we try to look ahead as best we can, based on what we
know about history and what we know about our expectations.

But let me just begin by saying that many of these things that we try
to look ahead are difficult to do. But based on last quarter's unbelievable
6.9 percent increase in GDP (gross domestic product), and these historic
unemployment numbers, which are as low as they have been in many
decades, one might expect that we can continue to see some fairly
significant economic growth just based on those several sets of facts.
Wouldn't you agree?

Ms. Abraham. I am always reluctant for the reasons that you
indicated to try to project into the future. I am a lot more comfortable
talking about what we have seen.

Representative Saxton. You like your rear-view mirror like I do.
Ms. Abraham. That is, after all, the business we are in.
Representative Saxton. I understand. Let me just say we are really

in an historic period of our economy. At the end of March, we should
celebrate. We will have been through nine years, 108 continuous months,
of positive economic growth. That is pretty neat. But if you look at it in
terms of the last two decades, it becomes even better news because we
experienced 92 months of positive economic growth during the 1980s,
and then we had a very mild downturn around the beginning of the new
decade, about nine months, and then we started this period of 108 months
of economic growth. So this is quite historic.

Can you just say to this - and this is a rear-view mirror question, but
I think it is very important - what happened to the rates of inflation
generally during the last 108 months of economic growth?

Ms. Abraham. 108 months takes us back to-
Representative Saxton. Takes us back to the end of the first

quarter of 1991.

Ms. Abraham. If we look at the data that I have readily at hand, in
1999, the rate of growth in consumer prices taking all items together was
2.7 percent. In 1991, it had been 3.1 percent. So taking the long view,
we are roughly in line with where we had been 8 years earlier. The rate
of growth of prices was slightly lower in 1997 and 1998 than it was in
1999. That reflects declines in energy prices during 1997 and 1998 that
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subsequently have been reversed. That is the most global measure that
the Bureau of Labor Statistics produces.

Representative Saxton. Certainly we can say that during this

period of economic growth, there has been no demonstrated increase in
rates of inflation.

Ms. Abraham. I think that is a fair statement. There has been no
apparent acceleration in the rate of growth of prices over that long period
of time looking at the consumer level.

Representative Saxton. If you note on that chart up to your left
and my right, we note that inflation and unemployment rates have
actually, as you correctly pointed out, fallen together during this period
of time; is that correct?

[The chart entitled, "Inflation and the Unemployment Rate Fall Together
Since 1992," appears in the Submissions for the Record.]

Ms. Abraham. Unemployment has gone down, and the rate of
growth of consumer prices has gone down. We are looking at this sort of
long period of time. It might be that rather than looking at the CPI-U
(core Consumer Price Index), which is what I was referring to and what
is graphed here, that you might instead want to take a look at the new CPI
(Consumer Price Index) research series that we have started producing.

What the CPI research series attempts to do as best we can is to
answer the question of how the CPI would have behaved had we been
using current methods to produce it back in the past. Our analysis of that
suggests that changes in methods that we have introduced have had a
slight depressing effect on the rate of growth of the Consumer Price
Index, maybe over that period as much as half a percentage point. It is
not going to change the broad outlines of the picture.

Representative Saxton. So the chart does accurately reflect two-

Ms. Abraham. It accurately reflects what has happened to the
Consumer Price Index.

Representative Saxton. Namely that it has come down.

Ms. Abraham. Namely that it has come down. If you were to use
instead the CPI research series, which is more consistent over time, the
decline wouldn't have been quite as great.

Representative Saxton. But the concept is still the same.

Ms. Abraham. It would not change your qualitative assessment of
what had happened.
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Representative Saxton. It also shows on that chart that
unemployment has fallen along with inflation; is that correct?

Ms. Abraham. Over that period unemployment has come down as
well.

Representative Saxton. During that time, to look at it another way,
the 1999 monthly average increase in job growth was about 234,000 jobs,
so we have been putting more people to work all of this time.

Ms. Abraham. I haven't performed exactly that calculation, but that
is in line with the number I have in my head.

Representative Saxton. Something called the participation rate,
which is quite important, is currently at 67.5 percent, which is an all-time
high; is that right? The participation rate for anyone who may be
listening or may be here who isn't familiar with the term is the percentage
of U.S. citizens who are gainfully employed; is that correct?

Ms. Abraham. The participation rate is the share of the
working-age population who are either working or looking for work.
That is at an all-time high. The share that are employed is also at an
all-time high. So both of those are at all-time highs.

Representative Saxton. All-time high meaning great news.

Ms. Abraham. All-time high means a lot of people are working.

Representative Saxton. In terms of our economy, we know that we
have seen some increases - some monetary policy that we refer to as
tightening, which has resulted in increases in interest rates, and we have
had four increases of 25 basis points for some reasons, which I am sure
are clear to some and maybe not so clear to others. But as we look at
these increases in interest rates, and as I pointed out earlier, it is the
informal aim of Fed policy to target inflation, and the Fed has
successfully done so. But one of the worries that the Fed has talked
about as a basis upon which to justify these four increases; that is -
pressure to increase wages or cost of employment because of potential
labor shortages, since we seem to be down so low in terms of our rates of
unemployment and, conversely, by the high rate of participation.

And I wonder if you would be able to talk about, for example,
hourly wages. Have hourly wages increased or decreased - the
percentage of increase or decrease, has it gone up, or is it falling in, say,
the last two or three years?

Ms. Abraham. The statistic that we have that looks at that relates
to the hourly earnings of production or nonsupervisory workers derived



8

from our payroll survey. That group accounts for about 80 percent of the
total payroll employment, so it doesn't cover quite everyone. As of
February, the year-over-year increase in hourly earnings was running at
about 3.6 percent. A year earlier, that is, the change from February 1998
to February 1999, the year-over-year change had been 3.7 percent; the
year earlier, 4.2; the year before that, 3.9. So the year-over-year change
in that average hourly earnings measure is actually just a bit below where
it had been two to three years earlier.

Representative Saxton. When I heard this conversation - and, of
course, I am not an economist so I have to interpret it from my business
background and so on - when I heard the discussions about increased
wage pressures, I came to the conclusion in my mind that the rate of
change was probably an increase, but you are telling me the percentage
of change over the last several years has actually been a decrease, is that
right, in wages?

Ms. Abraham. At this point the year-over-year rate of growth in
average hourly earnings is actually a bit below where it had been two to
three years ago.

Representative Saxton. So the trend is down?
Ms. Abraham. It is lower now than it had been two or three years

ago. There had been a long period of time beginning in 1992/1993 where
you were seeing an upward trend in the rate of growth of average hourly
earnings, but along about 1998, that stopped, and since then the rate of
growth has actually backed off a bit from where it had been.

Representative Saxton. I would say it has been a bit. It has been,
as a matter of fact, six-tenths of a percentage point over those three
years. Six-tenths of a percent is quite significant, I think, particularly in
light the trend still seems to be headed lower. Of course, we don't know
that. We don't have a front-view mirror, so we can't say that.

Ms. Abraham. Right. The year-over-year rate of growth is, as you
say, down about six-tenths of a percentage point from where it had been
a couple years ago. That is up from the very, very, very low levels of
1992 and 1993, when it had been 2.7, 2.5 percent year-over-year change,
but down from a couple years ago.

Representative Saxton. I just want to say the assumption that I
made that these percentages were increasing was an incorrect assumption
that I made when, in fact, over the last three years the trend in terms of
wage pressure has been decreasing, not increasing as I thought.



9

Ms. Abraham. As captured by this measure.

Representative Saxton. Let me turn to another measure which you
have calculated - you do calculate unit labor costs in the economy; do
you not?

Ms. Abraham. We do indeed.

Representative Saxton. Can you describe what unit - what the
term "unit labor costs" means?

Ms. Abraham. The unit labor cost measure is derived by basically
taking a look at what is happening to a different and more comprehensive
measure of average hourly compensation, which tells you about the trend
in the costs of labor that employers are hiring, and comparing that to what
is happening to output per hour, the labor productivity in the economy,
which is equivalent to what is happening to the labor costs per unit of
output that is being produced.

Representative Saxton. In other words, the unit labor cost is a
measure of increases or decreases in cost per unit.

Ms. Abraham. The unit labor cost measure is a measure of the
labor costs associated with producing a unit of output.

Representative Saxton. Thank you. You said that a lot more
clearly than I did.

Now, over the same period that we discussed previously relative to
hourly wages, unit labor costs, according to your research, the percentage
has been a percentage of decrease; is it not?

Ms. Abraham. Right. It might help to go through the pieces.
Average hourly compensation, according to this broader measure, is
actually rising at a more rapid pace as of 1999 than it had been a couple
years earlier, but productivity is also rising more rapidly than it had a
couple of years earlier. I am looking at the numbers for the nonfarm
business sector. And the consequence of those two things netted together
is that unit labor costs are rising. They rose at 1.1 percent in 1999 as
compared to 2.1 percent in 1998, 2 percent in 1997, .7 percent in 1996.

Representative Saxton. Now I am confused. The figures that I
have here for 1998 appear to be that labor costs were rising by 3 percent
or a little bit more than 3 percent.

Ms. Abraham. I am not sure. We produced numbers for the
nonfarm business sector and for the business sector, and it may be that we
are looking at different ones.
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Representative Saxton. Nonfarm - yes, I am looking at the
nonfarm business sector unit labor costs.

Ms. Abraham. The nonfarm business sector unit labor cost figures
I have are 1.1 percent. This figure is the percent change between the
fourth quarter of 1998 and the fourth quarter of 1999. I am sure that there
is just something different in the many numbers that come out of this that
you are looking at than I am looking at.

Representative Saxton. I have a little graph here based on nonfarm
business sector unit labor costs that you produced that shows that in the
middle of 1998 the unit labor cost was roughly 3.25 percent or
thereabouts, and that at the beginning of the last quarter of 1999, the
nonfarm business sector unit labor costs appear to be, as you correctly
pointed out, about 1 percent. These are year-over-year measures I am
told.

Ms. Abraham. The fourth-quarter-to-fourth-quarter or year- over-
year. One figure for the change between the third quarter of 1997 and the
third quarter of 1998 is 3.3 percent, which appears to be similar to what
you have.

Representative Saxton. It is year-over-year.

Ms. Abraham. Your number for 1999 is?

Representative Saxton. Looks like the beginning of the last quarter
through the third quarter of 1999 about 1 percent.

Ms. Abraham. The year-over-year change for 1999 that I have as
opposed to the fourth-quarter-to-fourth-quarter change is 1.8 percent, and
then for 1998 it was 2.4 percent.

Representative Saxton. All right. Our numbers are a little
different, but it would be fair to say that over that two-year period, the
trend in terms of nonfarm business sector unit labor costs, the trend has
been down; is that correct?

Ms. Abraham. It would certainly be fair to say that over the last
few years, that number is a bit lower in the most recent year than it had
been in the prior two years, and roughly in line, given the variability in
these series, with what it had been the year before.

Representative Saxton. So that would certainly not support the
notion that unit labor costs are on the increase. Quite conversely, they
appear to. be on the decrease.

Ms. Abraham. Helped by more rapid growth in productivity in
recent years, the rate of growth in unit labor costs has been quite modest.
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Representative Saxton. You have mentioned productivity. I think
that is important. I have some numbers here that you developed referred
to as nonfarm business sector output per hour. You just indicated that the
trend in terms of output or productivity is up; is that correct?

Ms. Abraham. Correct.

Representative Saxton. That means we are individually more
productive and more productive as a society probably because of changes
in technology?

Ms. Abraham. That likely has been a contributing factor.

Representative Saxton. And, in fact, we look at the decade of the
1990s, the trend in productivity has been up during the entire decade,
hasn't it?

Ms. Abraham. Starting from 1993 and going forward,,it has been
generally trending up since then.

Representative Saxton. So I guess one could say because we have
become more productive because of technology and other factors, that it
has helped our people be more productive, and therefore the unit cost has
come down.

Ms. Abraham. The more rapid the rate of growth in productivity
holding whatever increases there are in what people are being paid, the
less unit labor costs are going to go up.

Representative Saxton. This certainly mitigates against worries
about inflation, doesn't it?

Ms. Abraham. Increases in productivity, I think, are un-
ambiguously good news.

Representative Saxton. And unambiguously good news and in the
unambiguous notions that you include would be that which we call
inflation, right?

Ms. Abraham. It crosses over into things I am not wholly
comfortable discussing.

Representative Saxton. I understand, but for purposes of my
discussion and my understanding of the economy, what I guess I have
been trying to say here is that wage pressures are not evident. Increases
in wages, pressures and worries, therefore, about inflation do not appear
to be evident. Unit costs, the rate of growth in unit costs, has come
down, and productivity has gone up, all leading one to conclude that
because we are productive and because costs appear to be trending down,
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that there is no need, therefore, to worry about inflation based on labor
shortages.

Do you want to respond?

Ms. Abraham. I was treating that as a statement.

Representative Saxton. Thank you.

As you have heard me say before, Commissioner, we on the Joint
Economic Committee (JEC) - and, I believe it is fair to say, many others
who watch the economy closely and try to look in our rear-view mirror
to learn lessons from history, and to look out the windshield to try to
figure out where we are going - we have looked at some long-term
market price indicators to try to look ahead. We have looked at
commodity prices because we believe that what is happening relative to
commodity prices today probably has something to do with the statistics
that you will collect and evaluate tomorrow. We have looked at
long-term bond yields as well as commodity prices because certainly
trying to figure out what is going to happen down the road when
institutions and people invest, they try to invest at rates that will be
productive in years ahead, and we also look at the value of the dollar,
those three things: the value of the dollar; Treasury bond yields,
long-term bond yields; and commodity prices.

Now, I would like to talk about each of these just for a moment.
Commodity prices over the last five or six years have trended down, and
in 1999, they did bump up slightly, but they have leveled off again. We
see fairly steep declines in commodity prices up until 1999, and then
there was an increase, but they are still far below, that is, commodity
prices, what they were five years ago, which is certainly encouraging
from trying to figure out what is going on with inflation. The 10-year
Treasury bond price has also had a little tick upward. In fact, it was quite
significant, and now it has trended down, but in spite of the fact it has
ticked upward, it is still far below what it was a decade ago. And the
value of the dollar weighed against other currencies is also in good shape.
So as we look at what may happen in terms of inflation down the road,
we see very little evidence that there is a lot to worry about here.

Do you have any statistics at all that you can reflect on that would
either confirm or disagree with the general statements that I just made
relative to these issues?

Ms. Abraham. I think the statistics that we have in terms of what
the recent history has looked like that are most relevant are statistics from
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our Producer Price Index (PPI) program on what has happened to crude
nonfood materials. Maybe you could just comment briefly on what those
have shown.

Mr. Dalton. As Katharine said, this is the crude materials
component of the Producer Price Index, and it is probably not the same
measure that you are referring to as an index of commodities. I am not
sure which measure you are using. But in general it is true that if you
exclude energy, looking over the past several years, commodity prices
have declined, and in 1999 they did go up. So we can confirm roughly
what you said about the commodity prices.

Representative Saxton. May I ask you, the figures that I have show
the commodity prices excluding energy did go up during the first half of
1999, but then they leveled out. Is that what you show?

Mr. Dalton. No. For all of 1999, we show this component, which
is crude nonfood materials less energy, going up 13.6 percent.

Ms. Abraham. But you don't have month-by-month data at hand?
Mr. Dalton. I don't, but I do have the year-over-year for January,

and that is 16.9 percent. I am not sure that you can say that it is trailing
off.

Ms. Abraham. I think we need to get the month-by-month numbers
and provide them for the record.

[Response of Commissioner Abraham to Representative Saxton regarding
commodity prices; chart entitled, "PPI Crude nonfood material less
energy" appears in the Submissions for the Record.]

Representative Saxton. You mentioned energy. May I just pursue
this for a moment? When we talk about the broadest measure of inflation
related to CPI, we include both food and energy prices in the broadest
measure; is that correct?

Ms. Abraham. Right.

Representative Saxton. So when we consider inflation that may be
in the economy today and include energy, it shows that energy has
pushed prices upward significantly. Would that be true?

Ms. Abraham. That is correct. Over the past year as a whole
energy prices have risen quite rapidly, and they have pushed our topside
measures that include energy up.

Representative Saxton. My constituents can verify that,
particularly those who heat with oil.

63-667 00 - 2
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Ms. Abraham. Right.
Representative Saxton. The price of oil climbed from probably

under 80 cents to two dollars this winter, primarily, I suppose, because
of supply and demand. Is that a fair statement?

Ms. Abraham. It seems likely to be what was going on.

Representative Saxton. If one were to worry then about the cost
of production going up because energy prices have increased
significantly, one would have a valid concern.

Ms. Abraham. Right.

Representative Saxton. On the other hand, once again you and I
are looking in the rear-view mirror at what happened in the past, and we
have to therefore to try to project what is going to happen in the
economy, we can't just do that. We have to look ahead at what may
happen in the future, and if the cost of energy increased because of

supply and demand, then it might be useful to try to figure out what is
going to happen to supply and demand in the future relative to what our
economic policies might be as a reaction to that. True?

Ms. Abraham. Mm-hmm.

Representative Saxton. I noticed in the newspaper this morning on
that subject there is an article that says, three oil ministers agree to boost
output. Oil ministers from Saudi Arabia, Venezuela and Mexico said
yesterday that they plan to boost world oil supplies after a scheduled cut
in production expires later this month. I am not certainly an expert in
knowing what that means except that my understanding of the law of
supply and demand says when the supply increases, the price does not
increase, conversely it decreases, and therefore one might expect that the
spike that we have seen in energy prices may be coming to an end. Can
you react to that?

Ms. Abraham. I can't forecast what is likely to happen to energy
prices. I can say that if you look over the last year, the most inclusive
measure that we have of consumer prices, the Consumer Price Index,
inclusive of food and energy, went up 2.7 percent. Excluding food and
energy from the calculation, and therefore removing the effects of the big
increase in energy prices, the increase in that measure was just 1.9

percent.
Representative Saxton. I am sorry, I didn't quite get that.

Ms. Abraham. The overall CPI went up 2.7 percent over the last
year. The CPI, excluding food and energy, went up by 1.9 percent, so it
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is repeating what we talked about earlier, clearly the case that the run-up
in energy prices has been a significant factor in the overall rate of growth.

Representative Saxton. Sure. We all agree that one of the causes
is that the oil-producing states decided to limit production, therefore
decreasing supply, and the price shot up. Now what I am saying is that
if this newspaper article which is - I will have to call the Secretary of
Energy Bill Richardson because he is quoted here, but it looks like he is
doing a good job. I know he has been on the circuit. We now read here
in the opening paragraph, ministers from Saudi Arabia, Venezuela and
Mexico said they are going to increase the supply. That is good news,
good news for the economy, and we can expect that perhaps the other
element in our economy which has been worrisome over the last several
months, energy prices, may be expected to stop the increase.

Now, I just have one other question, and I know that this is a
futuristic question as opposed to evaluation of what has happened in the
economy. We know that the Fed has indicated a bias toward future
interest rate increases apparently because of their worries about inflation.
Now, you and I have talked, or I have talked and you have helped me a
great deal to understand these issues, but while we were talking about
labor costs, I think we both agree that over the last couple of years in
terms of unit labor costs as well as increases in wage - rates of increase
or decrease in wages, that those pressures seem to be either dissipated or
in the process of - we can anticipate that they will be dissipated, and I am
just curious if you have any thoughts as to why the Fed continues to have
a bias toward more interest rate increases.

Ms. Abraham. No, I don't.
Representative Saxton. I thought that might be your answer.
Well, it is a question that I have. I am not sure that I am worried

significantly about increases in rates of costs of living. I know that the
Fed apparently has anticipated, I guess it is fair to say, several more
increases, but based on our studies at the Joint Economic Committee, we
come to a slightly different conclusion. And again, I want to go back and
just say I have complimented over and over again in this forum and in
other places the performance of the Fed under Chairman Greenspan's
leadership. I am just trying to understand what it is that they see that are
not evident in your statistics and not evident in the indicators of future
inflation that we look at.

So, Commissioner, I don't think I have any further questions at this
point. I want to thank you for being with us today. I am sure that had



16

Congress been in session for the last two days, we would have had
several other Members here to ask questions as well. Thank you for
being with us, and we will look forward to seeing you again in the future.

Ms. Abraham. Thank you, Mr. Chairman.

[Whereupon, at 10:17 a.m., the hearing was adjourned.]
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SUBMISSIONS FOR THE RECORD

PREPARED STATEMENT OF
REPRESENTATIVE JIM SAXTON, VICE CHAIRMAN

I am pleased to welcome Commissioner Abraham and her
colleagues to this hearing on the monthly employment situation.

Today's report reflects the strong condition of the U.S. economy.
Although employment growth was modest, the percentage of the
population employed - the employment- population ratio - remains at a
record level. The civilian unemployment rate is fluctuating around its
lowest levels since the Nixon Administration. Although employment
gains were soft in February, in the context of the performance of recent
months labor market conditions overall appear to remain quite strong.

The employment data released today are consistent with other data
reflecting strong growth in the economy. Moreover, the expansion of the
economy has been accompanied without an increase in inflation. Both
unemployment and inflation have declined together during this
expansion. This again disproves one of the most mistaken assumptions
in postwar economic policy, the notion of a tradeoff between inflation
and unemployment.

In several previous hearings of the Committee, I have explored this
issue in some detail with Federal Reserve Chairman Greenspan. We have
agreed that the Fed's policy of minimizing inflation through informal
inflation targeting has brought significant economic benefits. The Fed's
policy, by bringing down inflation and interest rates, has boosted the
economy and reduced unemployment as well. Those who argued that this
disinflation policy would raise unemployment were proven wrong.

As I have said many times, the thrust of the Fed's monetary policy
has been extremely successful. Although Chairman Greenspan deserves
enormous credit for successfully implementing this policy, the substance
of this policy based in informal inflation targeting also is responsible for
its very positive effects. More focus on the substance of Fed policy would
provide a greater understanding of why this policy has worked so well
and permit some demystification of monetary policy in general.

However, in recent explanations of changes in monetary policy, the
Fed has moved in recent months to a rationalization drawing from
concerns about economic growth, healthy labor markets, and the stock
market. On the other hand, our research suggests that a focus on



18

intermediate market price indicators such as commodity prices, bond
yields, and the value of the dollar together are better signals of potential
future inflation. I am concerned that Fed statements have led the markets
to expect larger adjustments in monetary policy than are justified by the
leading price indicators. In other words, a policy of sustained Fed interest
rate hikes would not be supported by the price data available at this time.
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Mr. Chairman and Members of the Committee:

I would like to thank you for the opportunity to

comment on.the labor market data released this morning.

The unemployment rate, at 4.1 percent in February,

changed little over the month and has been below 4.2 percent

since last October. A nominal increase of 43,000 in payroll

employment in February followed a large weather-related gain

of 384,000 in January. The average monthly gain for the 2

months (214,000) is about in line with the monthly average

for 1999 (226,000).

In the goods-producing sector of the economy,

construction employment decreased by 26,000 in February.



21

2

This decline followed an exceptionally large increase of

116,000 in January (after seasonal adjustment), which

reflected unusually mild weather during the survey reference

period for that month. In 1999, the industry added 220,000

jobs, or an average of 18,000 jobs per month.

Manufacturing employment edged up by 5,000 in February.

The nation's factories have added 31,000 jobs over the past

4 months, after shedding 527,000 jobs from March 1998

through October 1999. Recent gains have been concentrated

among durable goods manufacturers, notably in the electrical

equipment, auto, industrial machinery, and fabricated metals

industries. While there has been no net job gain among the

producers of nondurable goods in recent months, the downward

trend in employment in nondurable goods manufacturing has

abated somewhat since last August. The factory workweek and

overtime hours each rose by 0.2 hour in February, to 41.9

and 4.8 hours, respectively.

In mining, employment in oil and gas extraction

continued to inch up in February. The industry has added

9,000 jobs since August 1999. These gains undoubtedly

reflect the rise in oil prices that began early in 1999.

Job growth was sluggish throughout most of the service-

producing sector in February. Employment in transportation

and public utilities changed little for the second month in

a row. In transportation, there were small job losses in

both trucking and air transportation in February, and

employment in public utilities continued to drift downward.
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Services employment showed essentially no growth in

February, after seasonal adjustment. This follows a gain of

142,000 jobs in January, which was slightly above the

average monthly growth for the industry in 1999 (121,000).

Some of the February weakness reflected declines in

industries that had posted large weather-related increases

in January, such as agricultural services and amusement and

recreation services, but other services industries less

prone to unusual seasonal fluctuations also were weak in

February. Employment in business services was essentially

unchanged over the month, compared with its average growth

in 1999 of just under 50,000 jobs per month, and health

services added only 6,000 jobs, about half of its average

monthly gain. Several other services industries, including

social services and legal services, also exhibited weakness

over the month. One notable exception was engineering and

management services, which continued a strong growth trend,

adding 15,000 jobs.

Employment in wholesale trade edged up by 8,000 in

February, about half of its growth trend in 1999. At the

retail trade level, employment was up by 33,000 over. the

month, slightly under its average monthly gain for 1999.

February-job increases among department stores (after

seasonal adjustment) and furniture stores more than offset a

small decline in eating and drinking places.

Finance, insurance, and real estate added 10,000 jobs,

reversing a loss of 6,000 in January. Within finance, an
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employment increase in security brokerages was largely

offset by small losses in a variety of other finance

industries. Federal government employment rose by 20,000 in

February, with all of the gain due to the hiring of

temporary workers for the upcoming Census.

Average weekly hours of production or nonsupervisory

workers on private nonfarm payrolls edged down by 0.1 hour

over the month to 34.5 hours. Average hourly earnings of

private production or nonsupervisory workers rose by 4 cents

to $13.53. Over the year, average hourly earnings rose by

3.6 percent.

Moving on to the data from our survey of households, as

I mentioned earlier, the unemployment rate was essentially

unchanged in February at 4.1 percent, and it has remained

under 4.2 percent since October 1999. The jobless rates for

adult men, adult women, whites, blacks, and Hispanics showed

little change in February. The rate for teenagers edged up

to 14.1 percent, returning to near its December 1999 level.

The labor force participation rate ticked up a tenth of

a percentage point over the month to a record high level of

67.6 percent, and the employment-population ratio held at a

record high 64.8 percent. The number of persons who held

more than one job totaled 7.7 million (not seasonally

adjusted) in February. These multiple jobholders made up

5.8 percent of the total employed, down slightly from 6.1

percent a year earlier.
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Among persons not in the labor force, there were about

1.3 million individuals (not seasonally adjusted) who were

classified as "marginally attached" to the labor market in

February, about the same as a year ago. These are persons

who want and are available to work and looked for employment

at some point in the past year, but are not currently

searching for a job. The number of discouraged workers, a

subset of this group who have stopped looking for work

because they believe their search would be pointless, was

262,000 in February (not seasonally adjusted), also about

the same as the year-ago level.

In summary, the unemployment rate was little changed at

4.1 percent in February, and payroll employment rose

marginally, following a large weather-related gain in

January.

My colleagues and I now would be glad to answer your

questions.
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Media contact: 691-5902 Friday, March 3, 2000.

THE EMPLOYMEFNT SITUAlON: FEBRUARY 2000

The unemployment rate was little changed in February at 4.1 percent. the Bureau of Labor Statistics
of tde U.S. Department of Labor reported today. Payroll employment edged up by 43,000 following a
large increase in January (384,000). Average hourly earnings increased by 4 cents over the month and
by 3.6 percent over the year.

Chad 1. I _al*WPa Ob. _ _a4"WI. Cho" 2. N ltMP pV-Zll_.WiDWnt UMi.*I9,
_OM 1897 -Fabiay 2000 _%Rh 197 -P20ftsy2OD

Both tbe number of unemployed persons (5.8 million) and the unemployment rate (4.1 percent) were
about unchanged in February. Thejobless rate has been belw 4.2 peent for 5 consecutive months.
Among the major worker goups, the une rphyment ate for teenagers increased to 14.1 percent in
Febouary, about the snme bvel as in December. Unemployment no" for adult ren (3.4 percent), adult
women (35 percent), es (3.6 percent), bbcks (7.8 percent), nd Hispancs (5.7 percent) were little
changd over the month. (See t bbs A-l nd A-2.)

T Emnlovment and the Iao ~ Data

The number of persons in the civilian labor force was about unchanged at 141.2 million in February,
foilowing a subetantial rise in January. The Labor force Participation rate was 67.6 percent. a record
high. Total employment was about unchanged in February, at 135.4 million (seasonally adjusted). The
employment-population nio-the prpontion of the Population age 16 and older with jobs-remained
at a record high 64.8 percent (See table A-I.)
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Table A. Major indlealo.. of laho, narke: adivity, seasonally adjusted

(NumsT sn Januan
Quartry a-crges I Monthly data IJam.-

Category 1999 19A99 20W Pcb.

mi I IV I Dec. I Jam. I Peb.I change

HOUSEHOLD DATA Labor force status

Civilian lahor force...........................
Employm ent................................
Unemployment............................

Not in labor force.............................

All workers.......................................
Adull m en..................................
Adult women...............................
Teenagers....................................
W hite..........................................
Black...........................................

Hispanic orign............................

ESTABLISHMENT DATA

Nonfanu employment......................
Goods-producing .....................

Consnuction..........................
M anufacturing.......................

Service-producing' ...................
Retail trade............................
Sevices ................................
Govenm ent...........................

Total private...................................
M anufacturing.............................

Overtm e................................

Total prism e,.....................................

Average honly earnings.
total private: ..............................

Average wekly carnings,
total private.................................

139,3941 139,080 140,10 140,910 141,165

133,5261 134,153 134,4201 135,221 135,36
5,8681 5,727 5,688 5.609 5,004

68,6501 68,780 68,724 67,872 67,742

.23
255

141
115

-130

Unemployment rates

4.2 4.1 4.1 4.0 4.1
3.5 34 3.3 3-3 34
3.8 3.6 3.6 3.7 3.5

13.8 13.8 13.8 12.6 14.1
3.7 3.5 3.5 3.4 3.6
8.2 8.1 7.9 8.2 7.8
6.4 6.1 5.9 5.6 5.7

128.936
25,194

6,270
18,398

103,743
22,884
39,172
20,104

129,606
25,246

6,359
18,359

104,360
22,922
39,548
20,274

Employment

129,898
25,283
6,393

18,361
104,615

22,973
39,657
20,315

pl 30.28.
p

2
5,41S

p6.5S

pl 8,380
pl

04
,861

p
23

,00
p

39
.
79

'
p20,361

Hours of work'

p130,3
2
i

p25,40(
p

6
,
4 82

pl8.
387

pID
4
,
925

'
p

2
3,

04
1

p
39

,
80

'
p20.381

3451 34.51 351 p34.61 p
34

.51
41.81 41.71 41.61 p4l.7l p41 9
4.71 4.61 4.61 n4.64I 4.8

0.1

-.2

-.4
.1

p
43

p-I
9

p-
26

p5
p6

2

p
33

p
6

p13

p-O.I
p.

2

p.2

Indexes of aggregate wekly hoses (1982=l100)

148.31 149.11 149.41 P150.51 P149.91

Eurnings'

$13.31 $13.41 $13.44 pS3.
49

p$13.53 pS0.0
4

458.641 462.651 463.681 p466.65 p466.791 P.04
Beinn in .uas 28. hoshl dat re.c re.e pouato conrl _se .tame

I Beginnmng in January 20000. household data reflect nevied population connzols used in the

Current Population Survey.
- Includes other industries, not shomw separaely.
I Date reblte to private production or nonsuapervisory workers.
p=preliminany.

...

_v--I- -s _s r-__ ---- __ r---II

.. _.{ _.v
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About 7.7 million permons (not seasonally adjusted) held more than one job in February These
multiple jobholders represented 5.8 percent of the total employed, down from 6.1 percent in February
1999. (See table A-10.)

Persons Not in the Labor ForCe Household Survey =ata!

The number of persons who were marginally attached to the labor force in February totaled 1.3
million (not seasonally adjusted). These people wanted and were available to work and had looked for a
job sometime in the prior 12 months. They are not counted as unemployed because they had not actively
searched for work in the 4 weeks preceding the survey. The number of discouraged workers was
262,000 in February. about the same as a year earlier. Discouraged workers, a subset of the marginally
attached, were not currently looking for work specifically because they believed no jobs were available
for them. (See table A-10.)

Ill"M h wl - ureyData

Nonfarn payroll employmnent, 130.3 million, was up slightly in February, after seasonal adjustment.
This followed a large increase in January that was due in part to unseasonably mild winter weather across
most of the country during the survey reference period. The average job gain for the first 2 months of
this year was 214,000, about in line with the average monthly increase for 1999. (See table B- .)

In the goods-producing sector, construction employment was down by 26,000 in February following
a substantial gain (116,000) in January. It is likely that unusually warm weather in the Januaty survey
reference period alowed employers to delay some winter layoffs. The largest employment declines in
February occurred in the same weather-sensitive industries that had registered large increases in
January-heavy construction and the concrete, masonry, and roofing trades.

Manufacturing employment was up by 5,000 in February and has increased by 31,000 since October
Factory employment had declined by 527.000 from March 1998 through October 1999 In February, the
largest manufacturing employment gains were in electrical equipment (8.000), motor vehicles (6,000),
and industrial machinery (6,000). In contrast, food products lost 10,000 jobs.

In mining, employment continued to edge up in oil and gas extraction. Since August, the oil and
gas industry has added 9,000jobs.

In the scrvice-prducing sector, employment in the services industry was uncharacteristically flat
in February, following a rise of 142,000 in January. In 1999, monthly job gains in services averaged
121.000. Employment in business services was essentially unchanged over the month; the average
monthly job gain in the industry in 1999 was 47,000. Health services added 6,000 jobs in February,
only about half ts average growth. Employment declined in agricultural services and amusement and
recreation services-weather-sensitive industries that had large seasonally adjusted job gains in January.
In contra strong job growth continued in engineering and management services.

Over the month, job growth in retail trade (33,000) was about in line with its average for the prior
12 months. The largest employment gains in the industry were in department stomes, where seasonal
layoffs in February were smaller than usual, and in furniture stores. Wholesale trade employment edged
up by 8.000 over the month, about half its average monthly gain.

Fince, insurance, And re estate added l,600jobs in February, reversing a loss of 6,000jobs in
January. Within finance, the only industry to add jobs in February was security and commodity broker-
ages (up 7.000), continuing its strong growth trend.
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Employment in transportation and public utilities changed little for the second consecutive month.
In transportation, job losses occurred in triucking and air transportation. Employment in public utilities
declined, but communications continued to add jobs.

Within the federal government, an additional 20,000 temporary workers were hired in February for
the decennial census.

Weekly Hours (Establishmenj Survey Data)

The average workweek for production or nonsupervisory workers on private nonfarm payrolls
edged down by 0.1 hour in February to 34.5 hours, seasonally adjusted. In manufacturing, both the
average workweek and overtime hours rose by 0.2 hour to 41.9 hours and 4.8 hours, respectively.
(See table B-2.)

The index of aggregate weekly hours of production or nonsupervisory workers on private nonfarm
payrolls decreased by 0.4 percent to 149.9 (1982=100), seasonally adjusted. The manufacturing index
increased 0.4 percent to 106.7. (See table B-5.)

Hourly and Weekly Earnings (Establishment Survey Data)

Average hourly earnings of production or nonsupervisory workers on private nonfarm payrolls rose
by 4 cents in February to $13.53, seasonally adjusted. This followed a gain of 5 cents (as revised) in
January. Over the month, average weekly earnings were essentially unchanged at $466.79, seasonally
adjusted. Over the year. average hourly earnings rose by 3.6 percent, and average weekly earnings
increased by 3.3 percent. (See table B-3.)

The Employment Situation for March 2000 is scheduled to be released on Friday, April 7, at
8:30 A.M. (EDT).

March 1999 National Benchmarks
In accordance with standard practice, BLS will release nonfarm payroll employment

benchmark revisions with the May data on June 2,2000. The March 1999 benchmark
level has been finalized and will result in an upward revision of 258,000 to total nonfarn
employment for the March 1999 reference month, an adjustment of 0.2 percent.

Also concurrent with the release of March 1999 benchmark revisions on June 2, BLS
will begin implementation of a new probability-based sample design for the payroll survey.
Estimates for the wholesale trade major industry division only will incorporate the new
sample design with this release. Further information is available on the Internet
(http://stats.bls.gov/ceshome.htm) or by calling (202) 691-6555.
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Explanatory Note

This news rlese presents tarstics frm ntwo major usveys. tho
Crernt Population Survey ehouehold survey) tnd ho Current
Employment Statisti nnvqy(C t iserunvqy). Thc housebold
survey provides th information oo the labor forc employmen. aind
unemployment th appeFn in the A tablor marked HOUSEHOI.D
DATA. It is a ranplc utvey of about 50Sl households condted
by tho U.S. Cems Bugrso for the Burean of LAbor Seatistics (BLS).

The esttblishment sorvey provides th information on tho
employment. bos and ce ing f wovker on nonfarm payrolls that
appears in tho B tables, masked ESTABUSHMENT DATA. TbB
informution is collected from parioll reod by BLS in COwpoatian
with State Wgekse InJunte 1999. tho sntple inelhded about 390.OO
c rablishmcuu cmployisg borut 48 mnilLion pople.

For both nveys. tho data for a given month relate to a pr nctr
week or pay period. In tho household nrvey, th reference weok is
genenally the catendar week thait contains th 12th day of dho nmnth.
In tho establithment survey the reference period is the pay period
including the 12th which may on may nor cespand directly to the
caiendar wvk

Camag d a dellions d dWhumS
betwee surveyr

Hounehd sunervy. The usmple is selected to reflect the entire
civilian noninstitutional popubdtion. Based on rempons to a sries of
qoeomnwekad job searcha , eachpnon 16yens ned
over in a simple household is classified a employed, unemployed, or
not in the labor forc

People ae classified asn rloyedifthey did any work atall aspaid
employeer during the refeeice week; worked in their own business.
profession. or on their own fnm; or worked wilhow pay at least 15
boans in a fntdly business or fam People ne alto eounted as
employed if they were temporaly asent fromt heir jobs becute of
ilsh bdwead .vatin lbor-managemcmdisputes.rpenonal
reoam

People are dasified s plrydif they meectal of hfolowing
critera. They had n employmN duringtho nefesren week thoy
warn aviable for work athdi dam and they madc rpedfic efforus to
find employment unneomo dnig ho 4-week period cding wh the
rofe nwek Ptes mlnidofffionm ajobandexpeingrecall sed
not be looking for work to be counted an unemployed. The
unemployment dam derved frmn ho bonusehold uney in no way
depend upon th eligibility for or receipt of unmnoloyne insurance
benefits.

The civilia Ibmorfo oee ij thoum of employed and uemployed
peruom. Tbase nta dcltaiied as employed or unenmployed anncm in
he laboJrlo. lbcw mp uirwel the number unemployed as
apc oftho laborforce. Thelaboforepwiroradi ueistho
labor force a a pen of tho ppopudaticanad ho die eymr
popenlarhrat do is tho employed a* p n of tho population.

Ezhhisuornat sooey. The sample natalibshmenus an down
our private nnnfambnmbureaae anich an fuzries. officen. aid arma

anwell s Federld, Sut and local governmenteetiries. Erspnyeer on

arrn payroil an those who received pay for any part of the
refesence pay period. including pemons on paid ve.r Persons ore
<nned incract job thcy bold. HNnndeargdain afor paivate

1usinesen aid relate only to production workers in th goods-
pid i sein detormnd n n ywkemho ersicn prdeng
nsetor.

io lmhnntIn q . The mtnaum ar ic
and methodological differences between the household and
cnslishantnurnveysteudtin ineadistiuicucnhtoe Atploynme
estimates denved from the esrveys, Among thae are:

*Thusebd vey inchamrid ora wokars ,eafnipiyed.
v jaidbnniiyv Iriiorehm olebdo aoer nt opkynd.

These groups eachaded from o e cuhbliunm anvey
. The horbidold unvey inchds people on unpaid leave cnng the

employed. The establiuhment suvey door nor.
* Thrhonseholduurveyislimiredto workers 16yearofngeundold..

fheeublidhincm t snavcy is not limited by ag.
* The honunhold unvey ha n duplicaon of indvid boeume

ieididaols uecoumiedonlyonceefenffthyboldrnthtnonn job.ln
th eablihm nurny. employenn working us none thus o job nd
thim appearing on more than one psyitl would be eonat d ururey for
chb appeaan

Other differences between th two zureys arn drcribed an
nCompering Employment Esimate freer Household and Pay"

Sur&ve. which any be obtained from BLS upon request

S-na -
Over he cnate of a yer. dhe nsie of the nations labor force and

the levels of employment and unemployment undergo searp
fluctuatins due to auch ueal eveots at changes in wenther.
reduced or expanded productin harvests. major bolidays, and the
opening and cloingaofcrl. Theeffecaofu s n tion
can be vcryl lase easflu actionsmaycountforamninho
95 perent of the month-co-month change in unemployment

Becaus ther seasonal events follow a more or lIns regular
panerneachyc.thdrinfhonce onst tiedutrecdnube elmined
by adjusting he ratistics from month to month. There adjustmmen
make nonseasonal developments. snch as dechner in economic
activity or inenases in the participation of women in the labor force.
etliee to spot. For example the large number of youth entering the
labor force each lune is likely to obscure any other change that hove
taken place relative to May. making It difficult to determine if the
level of ctonumic activity hba risen or declined However. become
theeffeet of rdents finishing rchool in previous yearis knownw ho

tatisicafortbecmTret yecrtn beannjusedto Ibwvfora sconjsrble
change. Insofar a the neasoni adjustment is made corretly the
adjusted figtne provider a morre useful tool with which to analyze
changer in cotnomic activity.

In bot the hobusehold and esabelismentsnrveyn. mott sramnally
adud srniet ae independenly adjusted. However, hodjsated
umie for many major ertimames. och an total payroll employmem.
employment in most major indusry dislulcm. total emp rymeM atd
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unemployment me computed by aggregating independently adjusred

component series. For example. total unemployment is derived by

summing the adjusted series for four major age-ses components this

diffeas from the unemployment estimate that woild be obtained by

directly adjusting the tota or by combinmg the duation, reasois. Or

more derailed age categories.

The numerical factors used to make the seasonal adjustments me

recalculated twice a year. For the household survey, the factors ame

calculatedfor theJsuoay-JuneperiodandagainfortheJuly-Decemcber

period. For the estabhishment survey, updated factors for seasonal

adjusmment are calculated for the May-October petiod and inutoduced

along with new benchmarks, and again for the November-April petiod.

In both surveys, revisions to historical data are made once a year.

ReliabilIty of the eatmait

Statistics based on the household and establishment surveys me

subject o both sampling and tnosampling earr. Wben asamplertther

than the entire populaton is surveyed, thre is a chance that the sample

esumates may differ from the "trae" population values they nepresent.

fTe exact diffeexce, or islng error, varies depending an the

pamticular sample selected. and this variability is measured by the

standard error of the estimate. Tfere is about A 9D-percent chanceC, O

level of confiderce, that an estmae based on a sample wil differ by

no more than 1.6 standmrd erants from the 'true" population value

because of sampling error. BLS analyses ame generally conducted at

the 90Dpercent level of confidence.

Forexample, tse nitdeece interval for the mWnddy change in total

employment from the household survey to on theorderof plus or minns

376,000. Suppose dte estimate of total employment increases by

100,000 from one month to the next The 90DperCent Confidence

interval on the monthly change would range from -276.000to476,000

(100,000 .4- 376,000). These figures do not mean that the sample

rmsths ae off by these magnitudes, but cather that dtee is abont a 90-

percent chance dmtt the -true over-temonth change lies within this

inerval. Since this range includes values of less than rem, we could

not aay with confidence that employment had, in fact, increased. If,

however, the reported employment rise was half a million, then all of

the values within the 90-percent confidence interval would be greater

than zem. In ths ca isis likldy (at least a 90-percent chance) that

an employment dse had. m fact, occurred. The 90-percent confidence

interval for the monthly change in unemployment t +`- 258,000, and

for the monthly change in the unemployment rate it is +/- .21

perentage pointt

In general, estimates inolving many individuals or establisbmenta

have lower standard emrms (relative to the tine of the estmate) than

estimates which are based on a small number of obervnaons. The

precision of esdtmates is also improed when the datm ame cumulated

over dme such a for quarterly and ansl averages. The arasonal

mdjustmmet proces can also improve the stability of the monthy

estimates.

The household and establishment surveys are also affected by

-anpl.s cmrr,. Nonsampling ersors cam occur for many reasoas,

including the failure to sample a segment of the population. inability

to obtain informattion for ao respotdents in the sample, inability or

unwillingness of respondents to provide correct informattios n a

timely basis, tiostakes made by respondents, and errors made in the

collection or processing of the data

For eamuple. in the establishment swrvey. estimates for the most

recent 2 months are based -n substantially incomplete renmtn; for this

reason, these estimates are labeled prelimioary in the tables. It is only

after tvo successive nevsstons to a monthly estutatee when mearly al

sample repotts have een teceived. that the estimate is considered finaI.

Another major source of nonsampling error in the establishmert

survey is the inability to capture, on a timely basis. employment

generated by new itrms. To correct for ttis systematic underetmation

of employment growth (and other sources of error), a pocess known

as bas iadjustment is nclutded in the swrvq's estimatimg procedutres,

whereby a specified number of jobs is added to the momthly sample-

based change. Tse sice of the monthly bias adjustancl s basd largely

on past relationships between the sample-based estimates

of employment and the total cosuts of employment described below.

The sample-based estimates from the establishment smr are.

adjusted once a year (on a lagged basis) to universe counts of payroll

employmetobtained from admiristrative tecords ofthe unetmployment

insurance program. The differesce between the March sample-based

employment estimates and the March universe conts is known as a

berichmar revision. and servesas a rotgh prosy for total swqey esner.

The new benchbmarks also itcorporate changes in the classificatiot of

iodasties. Over the past decade, the benchmark revision for total

aonfarm employmet t has averaged 0.3 percent, _ungttg from zemr to

0.7 percent.

Additional steatities and otrw inrort.mian
More compnensive sttistics are cotrtaited m EnsplynseaO and

Earsutg pubthlsed each monsh by BLS. It t available forS 16.0per

issue or S40.00 per year fromn the U.S. Governosst Printag Office,

Washington, DC 20402. All orders mast be prepaid by sending a

check or monry order payable to the Superistendent of Docamens, or

by charging to Mastercard or Visa

Employm-ar and Earrninga also provides measures of

sampling error. for the bousehold survey data published in tDs

release FOr unemployment and other labor force categotie. these

measures appear in tables I -H dtough I -H of its Explanatory Notes."

Measures of the reliability of the data drawn from the

ertabli ttsnvrey mad e ac amuntsof revasino duewto beach-

mirk adjustments me provided im tables 2-B through 2-0 of dtat

publication.

Information in this release will be made avlable so sensoty

impaisred individus upon request. Voice phtme: 202.691-5200D

TDD mesaage refertal phone: 1-0D-877-8339.
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THE ECONOMIC OUTLOOK
AND MONETARY POLICY

Thursday, June 17,1999

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITTEE,.

WASHINGTON, D.C

The Committee met pursuant to notice, at 10 a.m., in Room 311,
Cannon House Office Building, the Honorable Jim Saxton, Vice
Chairman of the Committee, presiding.

Present: RepresentativesSaxton, Sanford, Campbell, Ryan, Ewing,
Stark, Maloney, and Hinchey; Senator Sarbanes.

Staff Present: Chris Frenze, Robert Keleher, Colleen J. Healy,
Darryl Evans, Howard Rosen, and Daphne Clones.

OPENING STATEMENT OF
REPRESENTATIVE JIM SAXTON, VICE CHAIRMAN
Representative Saxton. Good morning. I am pleased to welcome

Federal Reserve Board Chairman Alan Greenspan before the Joint
Economic Committee (JEC) once again. This hearing is one in a series
of periodic hearings on monetary policy and the economic outlook.

The performance of the economy in recent years has been very
strong, and monetary policy has played-an important role in fostering and
sustaining the current economic expansion. During this expansion, the
Federal Reserve's policy of gradually moving to price stability has
resulted in declines in inflation, interest rates and unemployment, all at
the same time. This is a remarkable achievement and Chairman
Greenspan deserves much of the credit for his leadership in monetary
policy.

The healthy economic performance has also generated higher than
expected revenues for the Federal Government that has replaced the
deficit and pushed the budget into surplus. State and local governments
have also enjoyed the fiscal bonus from the combination of positive
economic changes.

The benefits of the U.S. economic growth also were seen outside
our country. The health of the U.S. economy has helped to offset the
effects of the financial and economic problems in emerging market
economies around the world. The positive impact of the U.S. economic
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expansion on the international economy was complemented by a series

of well-timed reductions in interest rates by the Federal Reserve last fall

to stem the deflation fears and stabilize the international financial

markets.
All of this, including the role of Chairman Greenspan, is well-

recognized by the American people. What is less known is the specific

policy framework the Federal Reserve has used to achieve the positive

results in the domestic economy, a policy framework known as inflation

targeting.
As the Chairman and I have discussed at previous JEC hearings, the

Federal Reserve has essentially adopted an informal policy of inflation

targeting and used it to gradually reduce inflation and unemployment,
both at the same time.

A serious discussion of this policy is useful to explain what the Fed

has done and how it has fostered the extraordinary economic expansion

we enjoy today. Personal judgment and wisdom have played an

important role, but the framework for policymaking is also critically

important.
The success of the Federal Reserve policy -is a combination of

several factors, but more understanding is needed about the basis for the

policy framework itself.

Inflation targets are a narrow range of permissible increases in the

broad index expressed as annual percentage increases. For example, an

inflation target could be defined as an increase in a retail price index of

between zero and, say, 2 percent. Explicit official inflation targeting can

be established, as is the case in many countries, or implicit informal

targeting can be used, as in other countries such as the United States.

Inflation targeting as an approach to achieving price stability has proven

particularly effective.

Price stability improves the operation of government of the

economy and promotes economic efficiency and growth. Inflation

targeting is an approach used to achieve price stability through gradual

reductions in inflation that minimize economic disruptions in the short

term. As noted previously, during this expansion inflation has been

reduced, but unemployment has fallen as well. Only a few years ago

many economists would have regarded this outcome as quite improbable

and perhaps impossible. Nonetheless, the Fed's approach to inflation

targeting shows that gradual reductions in inflation can be associated
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with strong economic and employment growth leading to lower
unemployment rates.

In addition to its successful monetary policy, recently the Federal
Reserve has also made further strides towards increasing transparency.
The Fed has improved transparency in recent years by announcing
interest rate changes as they occur and also notifying the public about
changes in the bias of the policy directive even when rate changes are not
made.

The Fed is to be commended for these steps toward greater
transparency in monetary policy. Greater transparency improves the
quality of informationavailableto market participantsand thus limits the
potential for unexpected surprises to unsettle financial markets. Explicit
inflation targeting would be a further move toward transparency that
would also foster increased accountability.

Chairman Greenspan, your testimony this morning is especially
welcome at this critical juncture in monetary policy. We look forward
to hearing it. However, before we get to your testimony, Mr. Chairman,
I would like to recognize the ranking member on the minority side.
[The prepared statement of Representative Saxton appears in the
Submissions for the Record.]

OPENING STATEMENT OF REPRESENTATIVE PETE STARK
RANKING MINORITY MEMBER

Representative Stark. Thank you, Mr. Chairman. I want to thank.
you for having this hearing and for resisting the attempt earlier this week
to turn the Joint Economic Committee into the Republican equivalent of
the Lincoln bedroom. I appreciate the seriousness of this hearing and
your dedication to the task before this Committee. I also want to
welcome Chairman Greenspan to the Committee.

I would like to yield to the distinguished Senator from Maryland for
his opening statement.
[The prepared statement of Representative Stark appears in the
Submissions for the Record.]

OPENING STATEMENT OF SENATOR PAUL S. SARBANES
Senator Sarbanes. Thank you very much. I want to join with

Congressman Stark in thanking Chairman Saxton for convening this
hearing and also thanking him for the very serious and concentrated
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focus he has brought over a sustained period of time to this issue of
monetary policy. I appreciate it very much, Mr. Chairman.

I join with my colleagues in welcoming Chairman Greenspan before
the Committee this morning. To put it mildly, there has been intense
speculation that the Federal Reserve Open Market Committee (FOMC)
will raise interest rates when it meets at the end of the month on the 29th
and 30th of June. In part, I think this speculation was triggered by the
announcement after the last meeting of the FOMC that, quote, "The
committee was concerned about the potential for a build-up of
inflationary imbalances that could undermine the favorable performance
of the economy and, therefore, adopted a directive that is tilted toward
the possibility of affirming the stance of monetary policy."

Even though this may contributeto the speculation,Mr. Chairman,
I commend you and your colleagues for the increased transparency that
flows from indicating such policy orientations or, you know, which way
the Fed is leaning. Although, I must say, you know, this absolute
fascination on the part of so many with the Fed, I heard on the radio this
morning that, you know, they had people now who are counting the
number of times you use the word "inflation" in the course of giving a
speech as to be some kind of straw in the wind or signal that they could
focus upon.

The announcement of the Committee went on to state, "The Open
Market Committee, trend increases in cost, in core prices, have generally
remained quite subdued but domestic financial markets have recovered,
and foreign economic prospects have improved since the easing of
monetary policy last fall." Against the background of an already tight
domestic labor markets and ongoing strength in demand and excess of
productivity gains, the committee, meaning the Open Market Committee
recognizes the need to be alert to developments over the coming months
that might indicate the financial conditions may no longer be consistent
with containing inflation.

Now, although the announcement did not refer to it, in the view of
many observers, a precipitatingevent for the FOMC's shift from a neutral
position to a position inclined toward a rate increase was the
unexpectedly sharp increase of seven-tenthsof a percent in the Consumer
Price Index (CPI) in April. That was the largest monthly increase in
nearly nine years. The so-called core Consumer Price Index, which
excludes volatile energy and food prices, rose four-tenths of a percent,
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significantly above the one-tenth of a percent increase in each of the first
three months of the year.

Although it was commonly understood that the monthly-price data
might be aberrational because of largejumps in prices for a few specific
items such as gasoline, tobacco and clothing, the increase still triggered
some concern that we had seen a turning point in the inflation
performance of the U.S. economy. Well, of course, this led to everyone
focusing on yesterday's Consumer Price Index for May figure which, of
course, showed no-increase in the CPI. Core prices rose only one-tenth
of a percent.

It appears then that the increase in the CPI in April was not
reflective of deeper inflationary pressures developing in the economy.
I am very careful about this because there is a great danger in reading too
much into monthly figures. I think it was done in April; I don't want to
overread in May. On the other hand, the May figures are consistent with
what happened over the first three months of the year. So if you look at
the year thus far in 1999, the aberrational figure would seem to be the
April figure.

In fact, core inflation has fallen over the past five years. In 1994,
when unemployment was last at 6 percent, core CPI rose 2.6 percent. It
rose only 2 percent over the last 12 months. For the first five months of
this year, core CPI is up at a 1.8 percent annual rate, with unemployment
now down in the low 4 percent figures.

Now, there is a chart here, I think, Mr. Chairman, that indicates
these movements on the CPI, excluding food and energy, 12-month
percent change, and of course, as.we can see, this is a very nice
performance; and I join with others in commending our policymakers
who, I think, have contributed to it. But it is still moving down over
there. I mean, I am trying to find what indicators you are looking at,
what the FOMC is looking at, if they are going to start moving rates up
again, which, as I will indicate in my conclusion, I don't think should be
done.

The FOMC referred to the background of already tight.domestic
labor markets, but it is worth noting that low unemploymenthas not been
creating noticeable labor cost pressures. As a most recent issue of
BusinessWeek pointed out, any inflation fears based on wage pressures
are more illusory than genuine. In the last year, growth rates for both
wages and benefits have declined, even as productivity has accelerated.
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The employment cost index has risen 3.3 percent in the last year,

compared to the 3.7 percent increase registered the year before. Average

hourly earnings give the same picture; they are up 3.6 percent in the last

12 months, significantly below the 4.3 percent increase in the previous

12 months. And let me just illustrate that again by a couple of charts.

Here is the employment cost index, private industry, 12-month

percent change. The solid line are wages and salaries. The dotted line

is benefits, but again, in the sense of concern about an inflation problem,

we have had a very, very good performance, and the total compensation

- employment cost index, total compensation - again shows a very good

performance and is now noticeably moving downwards.

Rising productivity gains mean that cost pressure from the labor

side has been easing even more than the wage data suggests. Productive

in the nonfinancial corporate sector, a measure that the Chairman

Greenspan often refers to, is up 3.7 percent in the last year, the highest

in more than a decade, and I know, Mr. Chairman, you testified earlier

in the week your concern about how long the productivity gains could

continue, and I appreciate that focus.

Labor costs and productivity, taken together, give - unit labor costs

have risen only six-tenths of a percent in the last year. Actually, they

served as a downward pressure on inflation.

Another indicator of inflation has been capacity utilization. High

rates of capacity utilization have been correlated with rising inflation, and

lower utilization rates correlate with falling inflation. Now, this

expansion we are experiencing has been marked by a strong increase in

manufacturing capacity. For the last several years, manufacturing

capacity has been rising faster than 5 percent per year for the first time

since the 1960s.

With manufacturing output growing somewhat slower than 5

percent, capacity utilization has been declining for the last several years.

The Fed reported yesterday that the manufacturing sector was using only

79.7 percent of its capacity in May. That is not only less than the average

capacity utilization of 81.1 percent for the last 31 years, but today's level

has been associated with falling inflation in the past; and let me just show

one final chart on that point.

This is the capacity utilization and the change in the rate of

inflation. The solid line is capacity utilization. The dotted line is change

in the rate of inflation of consumer prices, less food and energy. So this
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is getting at the core figure, and again, we see there tends to be a
correlation, and we see the capacity utilization moving down over on the
far right, which is of course the current - of the current year, and we see
that generally the changes in the rate of inflation have - and the capacity
utilization-have sort of correlated, one with the other.

This expansion has been marked by a - let me just finally conclude
with this observation. A few years ago some economists warned that
inflation would rise if the Fed allowed the economy to grow fast enough
for unemployment to go below 6 percent. There were figures within the
Federal Reserve System who argued- strenuously that if the
unemploymentrate went down below 6 percent the inflation rate-would
go up. Fortunately, the chairman and others didn't adopt that concept.-

We now have had unemployment below 6 percent for five-years-.
The most recent issue of Business Week points out that in the absence of
strong evidence of inflation, a policy of raising rates preemptively can do
enormous damage. If rates had been -raised enough. to keep
unemploymentat 6 percent,BusinessWeekestimatesthatthe U.S. would
have lost about 1 trillion worth of gross domestic product, and- two and
one half million fewer people would not have jobs today, many of them
the poorest members of society.

Unemployment has now been below 5 percent for almost two years,
and for more than' a year it has gone no higher than 4.5 percent. After
two decades of slipping behind, those at the lower end of the economic
ladder are finally finding jobs, getting promotions, receiving training and
enjoying real wage increases. The Labor Department says that last
month unemploymentamongstAfrican Americans fell to 7.5 percent, the
lowest rate - the lowest rate since separate statistics were first-collected
in 1973. Teenage unemploymentfell to 12 percent. The unemployment.
rate for adult women fell to 3.6 percent, both the lowest in 30 years.

Now, Mr. Chairman, I know you are sensitive to this aspect of the
benefits of sustained economic growth, and I hope the FOMC will keep
it in mind as it formulates monetary policy over the coming months. I.
agree that the FOMC needs to be alert to developments that might
indicate that financial conditions may no longer be consistent with
containing inflation, but I would suggest that as you look at these figures,
a labor cost, the price indices, the capacity utilization, that all of these
current conditions are consistent with containing inflation and, therefore,
do not provide a basis for an interest rate increase at this time; and I very
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much hope that the FOMC won't sort of adopt the so-called preemptive

strategy which, without finding any basis or foundation in any of the

economic trends, proceeds to kind of move interest rates up. I mean, I

understand the problem and I keep searching out these factors.

That is why I have taken - the Chairman's been generous - more

than a reasonable amount of time to try to develop these points on these

various indices, all of which, it seems to me, do not provide any basis for

taking the interest rates up at this time.

Thank you, Mr. Chairman.

Representative Saxton. Mr. Chairman, thank you for being with

us this morning. We appreciate your spending this time with us very

much.
I would just like to remind everyone of the importance of today's

hearing. The world is literally waiting to hear your testimony, Mr.

Chairman. Since 1987 you have been with us. You were part of the

economic expansion that took part in the 1980s, a 92-month expansion,

interrupted only by a mild nine-month recession, whereupon we entered

into the current 98-month expansion. We appreciate very much the

leadership that you have played as Chairman, and we look forward to

hearing your remarks this morning as to where you think we are and

where we may be headed.

STATEMENT OF THE HONORABLE ALAN GREENSPAN,

CHAIRMAN, BOARD OF GOVERNORS

OF THE FEDERAL RESERVE SYSTEM
Mr. Greenspan. Thank you very much, Mr. Chairman.

Mr. Chairman and Members of the Committee, as emphasized by

the important hearings this Committee has held in the past few days, an

impressive proliferation of new technologies is inducing major shifts in

the underlying structure of the American economy. These fundamental

changes appear to be far from complete. The way America does

business, including the interaction among the various economic players

in our economy, is in the midst of a significant transformation, though

the pace of change is unclear.

As a consequence, many of the empirical regularities depicting the

complex of economic relationships on which policymakers rely have

been markedly altered. The Federal Reserve has thus been pressed to

continuously update our understanding of how the newer forces are
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developing in order for us to address appropriately our underlying
monetary policy objective: maximum sustainable economic growth.

The failure of economic models based on history to anticipate the
acceleration in productivity contributed to the recent persistent
underprediction of economic growth and overprediction of inflation.
Guiding policy by those models doubtless would have unduly inhibited
what has been a remarkable run of economic prosperity.

And yet, while we have been adjusting the implicit models of the
underlying economic forces on which we base our decisions, certain
verities do remain.

Importantly, the evidence has become increasingly persuasive that
relatively stable prices, neither persistently rising nor falling, are more
predictable and hence result in a lower risk premium for investment.
Because the nation's level of investmentto a large extent determines our
prosperity overtime, stability in the general level of prices of goods and
services is clearly a necessary condition for maximum sustainable
growth.

However, product price stability does not guarantee either the
maintenance of financial market stability or maximum sustainable
growth.

As recent experience attests, a prolonged per to foster economic
prosperity. But as we also observed over recent years as have others in
times past, such a benign economic environment can induce investors to
take on more risk and drive asset prices to unsustainable levels. This can
occur when investors implicitly project rising prosperity further into the
future than can reasonably be supported. By 1997, for example,
measures of risk had fallen to historic lows as business people, having
experienced years of continuous good times, assumed, not unreasonably,
that the most likely forecast was more of the same.

The Asian crisis, and especially the Russian devaluation and debt
moratorium of August 1998, brought the inevitable rude awakening. In
the ensuing weeks, financial markets in the United States virtually seized
up, risk premiums soared, and for a period sellers of even investment
grade bonds had difficulty finding buyers. The Federal Reserve
responded with a three-step reduction in the federal funds rate totaling 75
basis points.

59-996 99 - 2
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Market strains receded, whether as a consequence of our actions or
of other forces, and yield spreads have since fallen but not all the way
back to their unduly thin levels of last summer.

The American economy has retained its momentum, and emerging
economies in Asia and Latin America are clearly on firmer footing,
though in some cases their turnarounds appear fragile. The recovery of
financial markets, viewed in isolation, would have suggested that at least
part of the emergency injection of liquidity and the associated 75 basis
point decline in the funds rate ceased to be necessary, but with wage
growth and price inflation declining by a number of measures earlierthis
year, and productivity evidently still accelerating, thereby keeping
inflation in check, we chose to maintain the lower level of the funds rate.

While this stellar noninflationaryeconomic expansion still appears
remarkably stress free on the surface, there are developing imbalances
that give us pause and raise the question: Do these imbalances place our
economic expansion at risk?

For the period immediately ahead, inflationary pressures still seem
well contained. To be sure, oil prices have nearly doubled and some
other commodity prices have firmed, but large productivity gains have
held unit cost increases to negligible levels. Pricing power is still
generally reported to be virtually nonexistent. Moreover, the
reemergence of rising profit margins after severe problems last fall,
indicates cost pressures on prices remain small.

Nonetheless, the persistence of certain imbalances pose a risk to the
longer-run outlook. Strong demand for labor has continued to reduce the
pool of available workers. Data showing the percent of the relevant
population who are not at work, but would like a job, are around the low
for this series, which started in 1970.

Despite its extraordinary acceleration, labor productivity has not
grown fast enough to accommodate the increased demand for labor
induced by the exceptional strength in demand for goods and services.

Overall economic growth during the past three years has averaged
four percent annually, of which roughly two percentage points reflected
increased productivity and about one point, the growth in our working
age population. The remainder was drawn from the ever decreasing pool
of available job seekers without work.

This last development represents an unsustainable trend that has
been produced by an inclinationofhouseholdsand firms to increase their
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spending on goods and services beyond the gains in their income from
production. That propensity to spend, in turn, has been- spurred by the
rise in equity and home prices,- which our analysis suggests can account
for at least one percentage point of gross domestic product growth over
the past three years.

Even if this period of rapid expansion of capital gains comes to an
end shortly, there remains a substantial amount.in the~pipeline to support
outsized increases in consumption for many months into the future. Of
course, a dramatic contraction in equity market prices would greatly
reduce this backlog of extra spending..

To be sure, labor market tightness has not, as yet, put the current
expansion at risk. Despite the ever shrinking pool of available labor,
recent readings on year-over-year increases in labor compensation have
held steady or, by some measures, even eased. This seems to have
resulted, in part, from falling inflation, which has implied that relatively
modest nominal wage gains have provided healthy increases in
purchasing power. Also, a residual fear ofjob skill obsolescence, which
has induced a preference for job security over wage gains, probably is
still holding down wage levels.

But should labor markets continue to tighten, significant increases
in wages in excess of productivitygrowth will inevitably emerge, absent
the unlikely repeal of the law of supply and demand. Because monetary
policy operates with a significant lag, we have to make judgments, not
only about the current degree of balance in the economy, but about how
the economy is likely to fare a year or more in the future under the
current policy stance.

The return of financial markets to greater stability and our growing
concerns about emerging imbalances led the Federal Open Market
Committee to adopt a policy position at our May meeting that
contemplated a possible need for an upward adjustment of the federal
funds rate in the months ahead. The issue is.what policy setting has the
capacity to sustain our remarkable economic expansion, now in its-ninth
year. This is a question the Federal Open Market Committee will be
addressing at its meeting at the end of this month.

One of the important issues for the FOMC as it has made such
judgments in recent years has been the weight to place on asset prices.
As I have already noted, history suggests that owing to the growing
optimism that may develop with extended periods of economic
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expansion, asset price values can climb to unsustainable levels even if

product prices are relatively stable.

The 1990s have witnessed one of the great bull stock markets in

American history. Whether that means an unstable bubble has developed

in its wake is difficult to assess. A large number of analysts have judged

the level of equity prices to be excessive, even taking into account the

rise in so-called "fair value" resulting from the acceleration of

productivity and the associated long-term corporate earnings outlook.

But bubbles generally are perceptible only after the fact. To spot a

bubble in advance requires a judgment that hundreds of thousands of

informed investors have it all wrong. Betting against markets is usually

precarious at best.

While bubbles that burst are scarcely benign, the consequencesneed

not be catastrophic for the economy.

The bursting of the Japanese bubble a decade ago did not lead

immediately to sharp contractions in output or a significant rise in

unemployment. Arguably, it was the subsequent failure to address the

damage to the financial system in a timely manner that caused Japan's

current economic problems. Likewise, while the stock market crash of

1929 was destabilizing, most analysts attribute the Great Depression to

ensuing failures of policy. And certainly the crash of October 1987 left

little lasting imprint on the American economy.

This all leads to the conclusion that monetary policy is best

primarily focused on stability of the general level of prices of goods and

services as the most credible means to achieve sustainable economic

growth. Should volatile asset prices cause problems, policy is probably

best positioned to address the consequences when the economy is

working from a base of stable product prices.

For monetary policy to foster maximum sustainable economic

growth, it is useful to preempt forces of imbalance before they threaten

economic stability. But this may not always be possible. The future at

times can be too opaque to penetrate. When we can be preemptive we

should be, because modest preemptive actions can obviate the need for

more drastic actions at a later date and that could destabilize the

economy.

The economic expansion has generated many benefits. It has been

a major factor in rebalancing our federal budget, but more important, a

broad majority of our people have moved to a higher standard of living,
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and we have managed to bring into the productive work force those who
have too long been at its periphery. This has enabled large segments of
our society to gain skills on the job and the self-esteem associated with
work. Our responsibility,at the Federal Reserve and in the Congress, is
to create the conditions most likely to preserve and extend the expansion.

Should the economic expansion continue to grow into February of
next year, it will have become the longest in America's economic annals.
Someday, of course, the expansion will end; human nature has exhibited
a tendency to excess through the generations with the inevitable
economic hangover. There is nothing in our economic data series to
suggest that this propensity has in any way changed. It is the job of
economic policymakers to mitigate the fallout when it occurs and
hopefully ease the transition to the next expansion.

Thank you very much, Mr. Chairman. I look forward to your
questions.

[The prepared statement of Chairman Greenspan appears in the
Submissions for the-Record.]

Representative Saxton. Thank you, Mr. Chairman. Obviously,
from what you have said, you have chosen to pursue policies that have
a lot to do with price stability, and your contention is that in promoting
policies to that end promotes economic growth and is apparently in some
large part responsible for the great period of expansion that you just
described.

The top of page six of your testimony states the conclusion that
monetary policy is best when it is primarily focused on stability of the
general level of prices of goods and services as the most credible means
to achieve sustainable economic growth. I would like to pursue this as
I think, as apparently you do as well, that this is a critical point.

As a matter of fact, Mr. Chairman, in several JEC hearings over the
last several years we have discussed price stability and inflation targeting
and monetary policy and, in fact, on several occasions when I asked you
whether the Federal Reserve has implemented a policy consistent with
what I guess we could refer to as informal inflation targeting during the
last decade or so, you have agreed that this has, in fact, been the case.

However, it has been some time, perhaps almost a year, since we
last discussed this issue. So let me just ask, has Federal Reserve policy
continued to approximate an informal inflation targeting procedure?
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Mr. Greenspan. It is certainly safe to say, Mr. Chairman, that - as

I indicated in my prepared remarks - we are increasingly persuaded that

price stability as a more general concept is and should be the primary

focus. I emphasize long-term price stability because it is in the nature of

monetary policy that there are a whole series of lags in various different

types of markets depending on what it is we do; and so our focus has got

to be over the longer run because ultimately our goal, as I stipulated

earlier, is indeed maximum sustainable long-term growth.

All those words are relevant; that is, if it cannot be sustained, it

implies a degree of instability which is clearly, so far as history is

concerned, counter to continuing gains in standards of living and the

policy has got to be longer term because the economy of the United

States is so sophisticated that to try to in any way create policy which

focuses only on the short run and doesn't take into context the broader

ranges of the forces that govern us would be very clearly a suboptimal

policy.

Representative Saxton. Mr. Chairman, the inflation targeting

approach that has produced such positive results in the United States and

elsewhere, is fairly straightforward, I believe. A narrow band of

permissible increases in a broad price index measure would be chosen

and disclosed by the central bank, as is already the case in a number of

other countries. The definition of price stability, in terms of inflation

targets, is a balanced approach that establishes a firm constraint on

inflation, but permits a good deal of flexibility at the same time.

As you have noted in several previous appearances before this

Committee, this approximates what the Federal Reserve is already doing

and is consistent with recent Fed policy.

Generally speaking, what are the advantages of inflation targeting

in your view?

Mr. Greenspan. Mr. Chairman, first of all, let me just say that a

price stability goal is not exactly the same as inflation targeting, if there

are numbers on those goals. The reason I say that is that even though

there have been a number of countries who have embarked upon specific

limits and indeed have managed to keep the inflation rate within those

limits, there are also a substantial number of other countries who have

not embarked on such inflation targeting, and their inflation pattern has

been pretty much the same as those who have had specific targeting. So,

as a technical matter, we have not yet really had a test as to whether
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specific target ranges actually work in the way that a number of the
programs which these countries have embarked upon are suggested to do.

I am not saying that in the end they will not appear to have worked
in that regard. I am merely saying that we are going to need the type of
change in the overall world economy in which there will be pressure to
move some countries toward a higher inflation rate and others to a lower
one; and if we then find out that the lower ones are predominantly those
who embarked upon inflation targeting, that would be pretty conclusive
evidence.

Nonetheless, to respond to your question more directly, at the
moment and as far into the future as I can perceive, the central bank of
this country is going to be focused on price stability, if for no other
reason than the evidence is that it contributes to a strong economy,
prosperity, low unemployment, stable economic growth, and growth in
productivity. There is no doubt that price stability has very major,
important, positive elements to it, and you listed a number of them in the
preamble to your bill, and we have discussed them at great length. I
would say I find very few negatives with endeavoring to sustain that.

My only question with respect to a specific statute is I am not yet
convinced, nor are my colleagues, that specific numbers add very much.
They may. We don't really know yet. We really can't advise you that it
is our firm conviction that is the case. We would need some more
evidence.

But there is no doubt that we truly support your goal of price
stability and that so long as it is designated as longer-term price stability,
meaning maintaining a long-term focus, we are fully supportive of that
type of goal.

Representative Saxton. Mr. Chairman, in 1997 we had a hearing
quite similarto this one. I asked you this question when you mentioned
that we perhaps have not formally put on' inflation targets, but certainly,
informally. The thrust of the Fed over the last decade has been to do just
that, perhaps in an informal way. I asked, you then if you agree with
that, and you answered-

Mr. Greenspan. That is certainly the case: We don't have specific
numbers, and one of the reasons, incidentally, is that you have to put the
limits on a specific price index.

As I have testified many times in the past, I have serious questions,
about whether the Consumer Price Index is the ideal index by which to
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target monetary policy. There is no question it has many flaws, and I
have always argued that the personal consumption price deflator is a far

superior measure of true underlying inflation from a technician's point of
view. Because that index is periodically revised, it muddies the waters
in a certain sense as to what we are looking at.

So I don't deny that we do have rough approximations of what the

limits would be. It is just that I would be very hesitant to apply very
specific limits to the Consumer Price Index, which itself sometimes
distorts the outlook. I suspect, were we required to adhere to it even
when it is giving off wrong signals, we would end up with a policy which
would be less than we would like.

Representative Saxton. Thank you, Mr. Chairman. Let me just
move on here.

Recently, we have witnessed the simultaneous occurrence of several
interesting factors: one, the lowest unemployment rate in 28 years; two,

an economic recovery into its ninth year; three, persistent real GDP
growth; and four, trend core inflation rates that have generally remained
subdued.

The simultaneous occurrence of lower unemployment, healthy
economic growth and subdued inflation has puzzled some. Part of this
phenomenon, however, can be explained by the Federal Reserve's lower
inflation policy, which has worked to promote economic growth; and let
me check off some of the results of that.

Lower inflation leads to lower interest rates, I think we can all agree
on that. Lower inflation helps to reduce uncertainty in risk premiums, in
interest rates and to stabilize financial markets. Lower inflation also
enables the price system to work better, and therefore, the economy to

operate more efficiently. In certain respects, lower inflation is analogous,
as a matter of fact, to a tax cut. As a result of these factors, lower
inflation is good for growth. Do you agree with the general thrust of that
analysis?

Mr. Greenspan. I certainly do. Let me just add one additional
element. Because productivity growth - in fact, productivity growth
acceleration - has been so instrumental in the most recent pattern of
economic expansion, it is important to recognize that price stability, by

creating an environment of stability in the financial markets, has fostered
the types of investment which have enabled the new technologies to be
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embodied in our capital stock and effectively to increase labor
productivity, which of course is the ultimate source of the rise in wealth.

Representative Saxton. Thank you. Let me just pursue two other
questions at this time.

Isn't it true that many central banks in other countries have
successfully adopted inflation targets, and in the past, we have, in fact,
discussed the idea of institutionalizingthe approach of inflation targeting
through legislation which, as you know, I have introduced. In previous
hearings, you have been supportive of this general approach and said that
the direction of legislation pursuing this goal would be sensible from
your point of view.

Understanding that there are technical issues and a need for
flexibility, do you continue to see merit in the view that inflation targets
should be formalized in some appropriate way?

Mr. Greenspan. I am still of the view that some form of directive
to the central bank to focus on long-term price stability is crucial. If the
Congress does not effectively instruct us to do that, then we are
interpreting the Humphrey-Hawkins Act to effectively say that, and I
think it does.

I have just two concerns that I would want to raise, and I can't say
that they are crucial concerns. One is that if such legislation comes
forward, it emphasizes long-term price stability and does not focus on the
Federal Reserve endeavoring to keep the price level, however measured,
in a very narrow range irrespective of whatever the consequences are to
the economy as a whole; and secondly, that we have the degree of
flexibility when the economy is somewhat slack to recognize that we
would not be jeopardizingour long-term goal of price stability by taking
actions which may not, in the immediate short run, be fully directed at
creating stable prices.

So it is a flexibility issue which I think is crucial largely because the
economy is becoming so complex. Something has changed in the last
two or three years since we discussed this at length, and that is a general
awareness of how crucial is what is unquestionably a major acceleration
in technology and changes in the way the business and financial markets
function, so that we need a degree of flexibility to address things in a
manner which will enable us to do the best job we can.

So I merely request that we be certain in whatever language that you
choose that we do have that form of flexibility if it is needed.
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Representative Saxton. Thank you. I certainly agree with regard

to the long-term issue that you raise, and certainly that is important. And

I also agree and have tried to build into the proposed legislation the

degree of flexibility that we thought from our point of view was

necessary, and certainly we can talk about changes to that language

because it is certainly our intent to provide that kind of flexibility and not

tie anyone's hands in the future.

Well, I have taken more than my share of time, and let me turn now

to Mr. Stark, the gentleman from California.

Representative Stark. Thank you, Mr. Chairman, and thank you,

Chairman Greenspan. I would like to at least get some advice.

I hope you heard my colleague, Senator Sarbanes' plea not to raise

interest rates. My guess is that rates will change pretty much regardless

of what this Committee say or does.

Over the past several days, we all heard about how technology that

is changing the way we live - the way we shop, the way we

communicate, basically, the way we do everything. I wonder if, given

these changes, we need to reevaluate the way in which we make our

economic policies.

I addition, I am concerned about the prospects of those Americans

- minority and teenage workers - who have only recently gotten the

opportunityto join us at the table of prosperity. These workers typically

experience higher unemployment rates, and tend to be the last ones to

share in broader prosperity. My guess is that if interest rates increased

a quarter of a housing prices might go up, but the real impact would hit

those workers at the lowest rung of the ladder. They are typically the

first to be laid off. Our seniors, who are also of modest income, receive

some protection through inflation adjustments.

Is there anything that you can do - from rate controls and other

measures from the old system, to new things on the horizon, short of

returning to welfare, which all of us would like to avoid - in order to

achieve? Is there anything you can suggest that we should do to shield

this group from the consequences of an interest rate increase? If my

assumption is correct, wouldn't the impact of a modest rate increase in

interest rates fall most heavily on those low skilled workers? What can

we do to ease that transition?

Mr. Greenspan. CongressmanI don't agree with that premise. Let

me tell you why.
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As I tried to emphasize in my prepared remarks, the focus of our
monetary policy, to the extent that we can affect the economy, is to find
the particular set of policies which has the highest probability of
extending this extraordinary expansion. There is no doubt in my mind
that the consequences of what has occurred-in the last three to five years
has done more for those, as I put it earlier, at the periphery of our work
force than any other particularprogram we could reasonablycontemplate

Representative Stark. I agree.
Mr. Greenspan. And it is, therefore, important for us to focus on

what it is we can do-to sustain this.
I would disagree that if it turns out - and obviously, I can't make a

judgment because-the Federal Open-Market Committee is going to be
meeting at the end of the month and we will-make a decision - but if it
were to turn out that in the judgment of the Committee it was desirable
to raise rates, we would be doing so because we believe that that would
increase the probability of sustaining the -expansion, increase the
probability that those who are being drawn into the work force will
continue to benefit, and: the notion that somehow a rate increase
necessarily reduces economic activity or reduces jobs in either the short-
or long-term context, I think is misleading of the -way our economy
works.

We have a very sophisticatedeconomy, and I would tell you that if
we did things which effectively implied that we were countenancing a
significant change in long-term inflation, the impact would be negative,
not positive.

The one thing I am reasonably certain of is that what is not on the
table at the end of this month for us is a decline in interest rates. Because
I suspect that were we to do that, we could create a degree of instability
in the financial markets which would spill over into the economy, which
would actually do far more harm to those at the periphery of our work
force than most anything I can imagine.

So I want to emphasize that the goals that are implicit in your
question, Congressman Stark, and our goals don't differ. The key
question basically is, what is the most effective means to reach those
goals.

Representative Stark. I would like to follow up on that. Mr.
Chairman, my concern is that it took a long time until minority, teenage
and low skill workers began to enjoy the economic prosperity which
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others already been experiencing. Does it not follow that if the economy

were to slow, that they would be the first to experience that decline?

Mr. Greenspan. Indeed, it would be.

Representative Stark. And I guess what I am trying to figure out

is, can we narrow the amplitude of their swings?

Mr. Greenspan. Congressman, I have been controversial on this

particular issue specifically with respect to the minimum wage, and I

have a position which is idiosyncratic in a certain sense because my

concern is that in raising the minimum wage we essentially reduce the

probability that a marginally skilled teenager will be employed.

Representative Stark You would support a subminimum wage as

perhaps as a way to address that problem?

Mr. Greenspan. I would do that. I would go all of the way down

that it was politically feasible to do. The reason is essentially the reason

you name, namely, in this environment, the minimum wage has almost

no impact that I can see on teenage unemployment. If it is going to have

an impact, when it will show up is when the economy is easing, and

therefore, that is when I would be concerned, and I would urge you in the

deliberations which are now going on to keep that in mind because it runs

counterintuitive to most people's views of what appropriate policy is.

Representative Stark You are quite right, but it's not the answer

I wanted. Thank you.

Representative Saxton. If I may make a suggestion to my

colleagues, the Chairman is going to be required to leave here sometime

around a quarter after 12:00, and we are going to have a series, I am told,

of four or five votes sometime shortly before that. So if we can just go
to a five minute period of time, then we will do as many rounds as we can

under that procedure.

Mr. Sanford.

OPENING STATEMENT OF

REPRESENTATIVE MARK SANFORD
Representative Sanford. Hello, Mr. Chairman. I have got four

quick questions.

One, you made the comment, it is difficult to assess whether or not

we are in an asset bubble, and I want to wholeheartedly concur because

when my brothers see me these days, they look at me and they say here
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comes Warren Buffett, because several times I have tried to bet againstthis market going up, and I have gotten slaughtered in this process.
So I guess my question would be alnost the same question another

South Carolinian asked in a different hearing and that was, he asked wasthis Peyton Place or Watergate, and I guess my question would be, are wegoing to live happily ever after or are we indeed on the edge ofsomething? In other words, are we, in fact, on a new era or is this anasset bubble?

I mean, did tulips a couple of hundred years ago have more value,or some of these Internet stocks? I think you know what I am getting at.
Mr. Greenspan. Strangely, it is possible for both conditions toexist simultaneously. The one thing I am reasonably certain of is thesynergies of technologies that have evolved basically out of theintegrated circuits, microprocessors, then the combination of lasers andfiber optics - the whole telecommunications synergy structure. It isinteresting that until fiber optics came along, lasers were not perceived

to be a particularly crucial issue. They have turned out to bephenomenal.

There is no doubt that this information technology revolution has ina very major way altered the structure of the way the American economy
works. It has increased underlying production. It has unquestionably
raised the standard of living, and it unquestionably also, as I believe LouGerstner said at his hearing on Monday, still has a considerable way togo.

What we are missing in that evaluation is what the pace is. That itwill continue to rise is no question, but will it be at a rapid pace or a slow
pace? The implied growth in standards of living and, in a sense,something really fundamentally significant has happened is verifiable
very easily. What is not clear is whether the market values that are beingplaced on particular assets which are involved in this new set oftechnologies are appropriately priced. That is another question
altogether.

In the early stages of some of the Internet stock gyrations I raisedthe question that many people were investing as though they were in alottery, and that is actually technically true: that is, the chance of a verylarge gain, even with a small probabilitythat you will get it, has induced
people through all time and all history to be willing to pay a premium forthe very low probability of a very substantial gain, and that brings into
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the markets, certain types of markets, a certain type of froth. Now that

means you can have both values which are hard to maintain ultimately.

But that doesn't answer the question about the underlying

improvements in productivity, profitability, standards of living and the

general structure of the economy. Those both can be happening.

Representative Sanford. I will skip - I won't make it to four

questions, but my second question would be, my oldest son, Marshall, is

six. He asked the other day about Santa Claus existing. I had to break

the word.

About half of my entire lifetime basically has been a bull market for

all intents and purposes'. Do recessions really exist?- Do bear markets

really exist? Because I have never really seen one in my-working

lifetime, and tied to this is what Larry Lindsey wrote, I guess it was about

a year ago, he wrote an interesting column talking about revenue, the

revenue stream to the Federal Government, and how if you broke it out,

basically the whole reason the budget has been balanced is not due to

constraint on spending, but due to the increase in revenue, and if you

broke it out, it was tied to cap gain income and payroll income, and

therefore, if the bull market died, if indeed there was a recession or a bear

market, all of the sudden the sing talked about in basically out the

window.

Would you agree with this-finding?

Mr. Greenspan. We have endeavored to try to do exactly those

calculations. One of the problems that you have in making the

calculations is it is not altogether easy to strip out the direct effect and the

indirect effect of capital gains on federal revenues so that there is a

degree of fuzziness involved.

There is no question that a significant part of the surplus is directly

and indirectly capital-gains related. It shows up in, obviously, capital

gains taxes, but.it also shows up in bonuses related to some activities

which are related to capital gains on assets. It shows up in stock options

and a variety of other things. It is ambiguous how much of the surplus

is directly related to it but a significant part is. I am not sure how one

reads various different patterns of prices of stocks as they are reflected

in revenues in a clear way.

I would be hesitant to agree with my good friend Larry until we

match numbers, but the general proposition he is raising obviously is the

appropriate direction. It is only a question of degree.
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Representative Saxton. Thank you very much.
Mrs. Maloney.

OPENING STATEMENT OF
REPRESENTATIVE CAROLYN B. MALONEY

Representative Maloney. Thank you, Mr. Chairman.
Mr. Greenspan, you testified we are in our ninth year of phenomenal

economic expansion, yet you made it very clear that you do not expectthis to continue indefinitely. Could you elaborate on what you mean by
indefinitely?

Why is it that in the 1950s and 1960s productivity was able to grow
between 2 and 3 percent a year, and yet there is doubt now that thecurrent rates of around 2 percent a year can't continue for more than two
or three years? And was there anything in particular about the 1950s and1960s to suggest that we might not be able to return to that period ofprolonged prosperity?

You also testified about the terrific impact of new technologyon ourproductivity and economic growth, and isn't that a factor we didn't have
working for us in the 1950s and 1960s? What specific economic factors
were in place then that are not in the place now, which made that period
different and which impacts on your belief that we cannot continue
growth at the same rate as we did in the 1950s and 1960s?

Mr. Greenspan. First of all, I have never said that we can'tcontinue the growth in productivity. What I have said is we cannot
expect the acceleration in productivity,meaning the increase in economic
growth, to continuously be rising because that is what has been
happening. We were at approximately one percent annual rate in theearly 1990s, and we are now up to 2.5 or, the figure for the first quarter
of 1999, 3.5 percent annual rate. That is not the trend, but it is clearly
moving up.

The only issue I was raising is that to project that acceleration
indefinitely runs into certain physical laws which is not credible. But the
more crucial answer to your question is there was something different inthe 1950s and 1960s, and it is called the Great Depression and World
War II. During those years, innumerable new technologies evolved
which never developed into the types of things which affect the economy
in a positive way.
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Obviously, in the 1930s, the system had broken down and it was

very difficultto get investment in any event. In World War II, we clearly

didn't have the resources to do it as we were so fully committed to the

military.

It is only as we came out of World War II that a huge backlog of

unexploited technologies began to fall into place, and capabilities which,

as they emerged through the 1950s and the, 1960s, brought us a

significant acceleration in productivity which carried really through, I

guess 1973 when the oil shock apparently broke the back of that type of

expansion.

But the form of the productivity evident today is quite different

from that back there in the sense that we don't have a backlog. We are

just basically doing it, applying it as the synergies of new,- various

different technologies bring us new products, new ideas, and I understand

it is working.

Representative Maloney. You testified that the central bank will

make price stability one of its prime focuses, and how difficult it is to

predict it in the future. But how can we tell if we have achieved it? Are

we at price level stability now? And how much inflation represents price

stability?

Mr. Greenspan. I would say we are very close to price stability at

this stage. I would define price stability in a very general way as it

affects the economy; namely, it is that set of prices which creates no

significant effect on the decisions that businessmen make with respect to

their investments. In other words, they consider prices benign and they

don't Whatever number that is at the time is in a certain sense irrelevant,

but with the level of prices as they now stand and our known upward

biases in the way we calculate them, we are pretty close to, if not exactly

on, the definition of price stability as I stipulated.

Representative Maloney. What could we expect to accomplish

with a small increase in interest rates? Wouldn't you have to have a

larger increase to have any type of major impact?

Mr. Greenspan. The specific structure of rates that we endeavor

to create at each of our meetings is that particular rate at that particular

time which we believe is the optimum toward achieving a longer-term

goal. It is very tough to forecast what is going to evolve, and fortunately,

because monetary policy can be changed within a minute's notice, we

don't have to have a whole series of planned changes one way or the
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other because we always have the capability of moving fairly quickly.There are times when one can suspect, as we did in 1994, that we wouldbe requiring some fairly significant set of increases to stem what wasvery clearly a liquidity structure at the time which, unless it wasstabilized, would derail economic growth.
So I wish I could say that we knew enough to be able to answer yourquestion very explicitly. The truth of the matter is, we don't. What wetry to do is make the best judgments we can at the particulartime that wemeet or, if it is relevant, between meetings, but in fact, I don't recall everhaving a sense that we are going to do a series of increases or decreases.I don't think the system works that well, if I may put it that way.

Representative Saxton. The gentlelady'stime has expired. We arevery happy to have with us today a former member of the Joint EconomicCommittee coming back and joining with us.
Mr. Ewing.

OPENING STATEMENT OF
REPRESENTATIVE THOMAS EWING

Representative Ewing Thank you, Mr. Chairman, and thank youfor allowing me to participate. I have always thought the meetings - thediscussions we had with you, Chairman Greenspan, were some of themost enlighteningthings that this Committee did, and so it was a pleasureto come back, and I also want to thank you for the great leadership yougive and stability you give to our country in its economy because peoplelook up to you so very much.
We have things very good in America, it seems, right now, but thereis one sector of the economy that isn't doing very well, and that is theagricultural sector, and I was wondering what your thoughts might beabout the impact on the overall economy and where it might lead us andwhat we maybe should be doing about that.

Mr. Greenspan. Well, you certainly point to the area - virtuallythe only area of significance - that is not doing terribly well. There areseveral reasons for this, obviously. One is something which is notterribly well-known, namely, that productivity growth in agriculture iseven faster than it is in the nonfarm sector. You are acutely aware of themajor increases in crop yields that we have all seen. The technologiesthat we now take for granted, digital technologies in the nonfarm area, inmany respects are being used even more intensively on the farm.
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As a consequence of that, with unit costs falling, there is a

downward pressure on the general agricultural price level wholly as a

consequence of the dramatic acceleration in productivity. But the most

recent problems to which you allude are really on the demand side, and

these really reflect the extraordinary weakness that occurred in East Asia

because a substantial amount of agricultural exports were directed toward

East Asia, and because so large a part of farm prosperity rests on exports,

the demand domestically doesn't change prices all that much.

The virtual collapse of some of the major markets that we had in a

number of our grains and livestock, mainly grains, really fed back into

our domestic structure and left us with surpluses which induced some

significant weakness in prices. In the last three or four months, we have

all seen prices for wheat and beans and corn which look like what I used

to look at 30 years ago. So it is a problem which is not easily resolved.

The major hope that is involved here is the fact that Asia does seem to be

stabilizing. It is not likely that their demand will be as immediately

strong as it was for a number of years prior to their running into the

crisis, but I do think that the really significant weakness that has occurred

is gradually changing.

Aside from that, it is not easy to recommend very many solutions

because part of the problem is the extraordinary success that our farmers

have had in creating unbelievable quantities of output. I would scarcely

want to think of ways to retard that.

Representative Ewing. Thank you.

Thank you, Mr. Chairman

Representative Saxton. Thank you, Mr. Ewing.

We would like to now turn to the gentleman from Binghamton,New

York, Mr. Hinchey.

OPENING STATEMENT OF

REPRESENTATIVE MAURICE D. HINCHEY

Representative Hinchey. Thank you very much, Mr. Chairman.

Good morning, Mr. Chairman. It is very lovely to see you. I want

to, first of all, express my appreciation for the way that the Fed has

behaved over the last several years under your leadership. I think it is

directly attributable to your leadership, based upon some of the

information that we have seen making its way out of the Federal Open

Market Committee meetings.
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There seems to have been some pressure in those meetings to raise
interest rates, which you have resisted. You have been proven to be
correct in your decision to hold interest rates steady and, in fact, reduce
them three times over the course of the last year or so. Your prudence
has allowed the economy to remain very, very strong indeed.

Over the last six years since I have been a Member of the House of
Representatives,we have had a number of discussions about the efficacy
of such things as the Phillips curve and the NAIRU, the nonaccelerating
inflation rate of unemployment. We have argued wether these indicators
are outmoded and if, in fact, they are artifacts of an older economy and
not valuable in ascertaining the level or likelihood of inflation in this
particular economy.

I was startled on Tuesday to find that I am in agreement with an
editorial writer of the Wall Street Journal. So I am wondering to what
extent you agree with me and the editorial page of the Wall Street
Journal with regard to such things as the Phillips curve and NAIRU as
indicators of nascent or incipient inflation in the economy.

Mr. Greenspan. I read that editorial and I certainly agree that
inhibiting growth as a goal, which somehow is implicit in some of these
particular structures, makes no sense to me at all. Growth that is coming
from an increasing population and especially accelerating productivity is
not something which I think we should look upon as anything other than
a plus. There is no inherent instability that occurs as a consequence of
growth that is strictly the combination of normal growth in the work
force plus productivity.

There is a question, however, that you can at times create a situation
in which you are running a rate of growth which exceeds an implicit
underlying rate of growth in productivity, and as a consequence of that,
you, of necessity, are bringing on additional people to work, which is all
well and good if it is people who are normally entering the work force.
But, on occasion, as we have been, we are reducing continuously the
number of people who are, one, technically unemployed as defined by the
Bureau of Labor Statistics in the unemploymentstatistics, plus those who
are not in the labor force and say they would like a job. The combination
of those two statistics, which represents about 10 million Americans, has
been falling at a fairly significant rate. And, as I indicated in my
prepared remarks, leaving aside the Phillips curve and aspects which I
happen to agree have got some significant flaws in them, there is still a
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limits question. It is not as though there are no limits whatever, and the

issue which should be differentiated here is whether one should rely on

a very questionable statistic about where the NAIRU is, if such a concept

can exist for the national economy.

I think, frankly, it probably does exist for the metropolitan area-

where workers can move back and forth and there are relationships

between wage rates and the degree of unemployment. I am not sure that

that readily translates to an overall economy where people in Portland,

Oregon, can move to Portland, Maine as readily as they can move across

the streets.

We have to distinguish between the question as to whether the

NAIRU or the Phillips curve which employs that concept is a functioning

model for policy on the one hand or whether there are no.. limits,-

whatever, to what expansion can be without creating a destabilization.

It is the latter, I think, that is the crucial issue. I certainly agree with you.

Representative Hinchey. It is quite clear that there are limits.

There are always limits on everything, but it is interesting for me to hear

that you, too, seem to believe that these old units of measurement are no

longer as valid as I seemrto recollect hearing in the past.

Then I wonder where we should look in this economy for indicators

of inflation? I don't seem to. find any. There was a spike in oil prices

during the last couple of months, as a result of cutbacks: by OPEC

(Organization. of Petroleum Exporting .Countries), that drove up the

Consumer Price Index very, very slightly. It is back down now.

Commodity prices are very, very low. The price of gold is at near-term

record lows. That is an indicator of deflation, not inflation, and so I am

mystified when I hear coming the Chairman of the Federal Reserve say

that interest rates cannot possibly go any lower and; in fact, they may

have to go higher. It is hard to rationalize-these facts with that line of

reasoning.

Mr. Greenspan. Let me try to address precisely the issue that you

raised, because that is the type of thing we are involved in all the time:

As I said in my prepared remarks, at this particular moment, the

underlying core cost structure of the economy is behaving, in my

judgment, quite benignly. There is no immediate evidence that I can see

that what we are dealing with is an incipient acceleration of core

inflation.
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I might say parenthetically that the Consumer Price Index is aninteresting statistic, but really what we focus on to get a judgment as towhether inflation is emerging is the underlying cost structure; and thereason why productivity and the acceleration of productivity has been socritical to our analysis is that it has kept the inflation rate down.
The concerns that one must have with respect to this type ofenvironment, when you are looking at a continuous decline in the pool orreservoir of people who wish to work but don't as yet have a job, iswhether or not that is infinitely extendable into the future, and obviouslyit is not. What it is that we have to makejudgments on is at what interestrate setting do you create the degree of liquidity which has the highestprobability of sustaining the expansion into the future.

The reason why I say that lower rates are not on the table at thisparticular point is that we evaluate the degree of liquidity that is beingcreated under current conditions more than adequate or adequate tomaintain long-term, sustainable growth. We do not perceive in any ofour scenarios that it is inadequate, and it is from that evaluation that weconclude that lowering rates at this point would not contribute to thehighest probability of maintaining long-term maximum sustainablegrowth.

It is an issue which relates to the level of rates, and that is the reasonwhy, when we were confronted with the seizing up of the financialmarkets late last year, our immediate reaction, as indeed all central banksshould react, was to increase the degree of liquidity very significantly, aswe did. We did the same thing when the stock market crashed in October1987, and you may recall that when the crisis was over, the need for thatlevel of liquidity was no longer there, and the appropriate policy was towithdraw some of it, which is what we did.
What is on the table at this particular stage is whether, havinginjected a significant amount of liquidity as a consequence of the seizingup of markets, do we need all of it still in place?
It is not a judgment about is there at the moment any evidence ofaccelerating inflation? In my view, you would be hard pressed to find it.There are marginal issues. Some construction material costs are up.Some services are up, but overall, as I indicated in my prepared remarks,it is clearly an environment in which pricing power is generally perceivedto be pretty limited.
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Representative Hinchey. So there is no indication of inflation

anywhere in the economy, what we are interested in now is maintaining

the growth that we have seen over the last decade and maintaining it at

a fairly even level such as we have been experiencing; is that correct?

Mr. Greenspan. That is what we are trying to do.

Representative Saxton. The gentleman's time has expired.

Representative Hinchey. Just one - 30 seconds. more, Mr.

Chairman.

I would just point out that it is not just the people on the periphery

of the work force who have begun to benefit from this period of growth.

It is, in fact, working America as a whole that is now, only within the last

three years, experiencing the benefits of this growing economy

Mr. Greenspan. I agree with that.

RepresentativeHinchey. And to say that we have a situation now

where more people are working, we have got to put a stop to that, or to

say that - let me just finish, Mr. Chairman, because you will get more

time than I will - or to say that now that we have a situation where the

bulk of the work force is benefitting finally from this growth in the

economy, that we have to put a stop to that. So I know you are shaking

your head, and I know that is not what you want to do, but that will be the

effect if you give in to this notion that interest rates need to be raised

now.

I hope that you will continue to exercise the kind of strong and

intelligent leadership within the FOMC that you have in recent years and,

at the very least, hold those interest rates steady.

Mr. Greenspan. You leave me speechless.

Representative Saxton. The gentleman's time has expired.

Mr. Ryan.

OPENING STATEMENT OF

REPRESENTATIVE PAUL RYAN

Representative Ryan. I hope you are not speechless for the rest of

the hearing.

Representative Saxton. I have never seen that occur.

Representative Ryan. It is good to see you again, Mr. Chairman.
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Earlier this year OPEC collaborated to increase oil prices by
slowing the production. I wanted to just take you through the correlation
between the rates and the prices.

Following this increase in prices, the CPI index made an unusual
spike, upwards from one-tenth of a percentage to seven-tenths of a
percent. Yesterday's CPI figure showed that inflation increasing again
by only one-tenth of a percent.

This correlation between oil and rates has held true, I think, over
recent history. In 1997, oil averaged $20.60 per barrel, the Treasury
yield coming close to 7 percent last year. Oil dropped 29 percent to a
calendar average of 14.40. Right on cue, though, 30-year Treasury bond
dropped roughly a third to less than 5 percent.

Today, with oil ranging close to $18 per barrel, the 25 percent hike
over 1998 long bond rates are approaching 6.25 percent, about the same
magnitude as the price of oil.

Further, the 1998 experience, in my opinion, seems to be somewhat
of a mirror image of the experience we had in the 1970s, when rising oil
prices led to stagflation and high interest rates.

What I think would be interesting is to get your take on what you
believe is more indicative of the rising prices - the rising rates, the price
of oil or America's strong economic growth?

Mr. Greenspan. There is no question that the price of oil has been
a crucial factor in the American economy, and it has been an element,
obviously, in the general price level since it is such an important product
and its price fluctuates so substantially. However, oil has become a
decreasing part of the American economy as we have downsized our
gross domestic product. As we have moved increasingly towards
integrated circuit type of structures, the amount of crude oil required per
unit of GDP has been going down quite measurably, and it shows up in
our price indexes as well. As a consequence of that, it is no longer the
extraordinary or the important issue that it was 20, 30 years ago.

It is still quite important, there is no doubt. The conclusion that you
raise that the long-term interest rate is a function of the price of oil works
in part largely because they are both related to a third force which is the
economy generallyand the world economy generally. So I think you will
find that if you want to forecast long-term interest rates, you need more
than merely a forecast of the price of oil, and I wouldn't suggest it as a
particular means of an interest rate forecast model.
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Representative Ryan. May I ask you this now? I am personally

of the school of thought that prices are the best indicators of inflation,

and currently today in the U.S. we have a strong dollar, we have falling

precious metals, we have stable commodity prices. A general increase

in all prices, not just the increase of oil or wages, is possible only when

the money supplied by the Fed is greater than the market's and the

economy demand.

The price of gold, the CRB (Commodity Research Bureau), the

commodity index, the dollar index, these are the best measures of excess

money, in my particular opinion, but right now these price rule signals

suggest that money is scarce, not loose. And I would like - under those

price rule rationales, how could the Federal Reserve justify an increase

in the rates at this time?

Mr. Greenspan. Well, I think that you are raising the right type of

questions, namely, that the degree of liquidity in the system is the crucial

question because that is in fact what a central bank does.

Representative Ryan. Right.

Mr. Greenspan. I am impressed with the fact that the price of gold

has fallen, and I am not impressed with the fact that it's solely the result

of the fact that a number of central banks have been selling gold. There

is more to it. And I do think that is a reflection of a global reduction in

the long-term inflation outlook, which is a very positive force in the

world economy.

When you look, however, at the issues of liquidity, you look at

various measures of them when you have nothing else. But when you

have the direct effects of liquidity, they are far better to look at to

determine whether, in fact, you have more or less money than in effect

you need.

Those areas of the economy which are exceptionally interest

sensitive, which would be the ones you would expect to be impacted by

inadequate liquidity - housing, motor vehicles, a number of different

types of consumer items - are all booming; they show no evidence of

liquidity deprivation. And while I certainly agree with you that a number

of the indicators which you allude to and which we look at and have

found in the past to be very useful - and we expect that they will be

useful in the future - are not giving the right signals at this particular

point.
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Representative Ryan. With respect to your usage of these price
rule signals in the past, how do these play a role in your decision-making
in the future? My question is, do these price rule signals play a larger
part in affecting your decision-making in the future or do they play a
lesser role in influencing your decision-making in the future?

Mr. Greenspan. You mean the types of actions we are going to
take in the future?

Representative Ryan. These price rule signals, the CRB
commodity index, the price of gold.

Mr. Greenspan. Let me first say that there are a number of
different members on the FOMC, and I don't want to speak for all of
them because we all look at things somewhat differently. The only thing
we know for sure is how each of us votes at a particular meeting.
Sometimes it is not altogether clear all of the full reasons, in great detail,
why individuals use things as they do; but most of them look at all of
these indicators. What they do and I think it is the right thing to do, is
they are giving differing weights at differing times depending on, the
type of economy with which we are dealing. The individual commodity
prices are crucial at certain times and not at others.

The one thing we do know, of course, is the fact that as you go to anincreasingly technologically driven economy that the increasing
proportion of products whose prices are generally going down begins to
dominate the system. So it really is a very difficult task to ferret out what
the true inflationary forces are and how to respond to them.

We work very hard to integrate that type of approach and evaluation
with looking at prices of copper and aluminum and zinc and all the other
elements which go into these various commodity indexes to get a sense
of what is going on; and because of the huge amount of information we
have, we bring all of this together and try to make a judgment as to what
the final result is, and all I can tell you is, yes, we look at all of these
things. Some of them view them differently from others-

Representative Ryan. They are not playing a diminishing role in
your decision-making-

Representative Saxton. I am sorry, but the gentleman's time has
expired. We are going to have to expedite because of the situation-

Mr. Greenspan. Just quickly, I look at them every day.
Representative Saxton. Mr. Campbell.
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OPENING STATEMENT OF

REPRESENTATiVE TOM CAMPBELL

Representative Campbell. Mr. Chairman, out of respect for the

Chairman of the Federal Reserve - in fact, I wasn't here for all of his

testimony - and courtesy to the Committee, I will waive my questions

and hope to see you on another occasion, Mr. Chairman.

Mr. Greenspan. Thank you very much.

Representative Saxton. Thank you very much. Mr. Chairman.

Because of the situation, we have four or five votes lined up here, and we

know of your time schedule, so we are going to stop at this point.

I wouldjust like to say something again that I said before relative

to your comments because of your remarks today. It seems clear that you

believe that inflation targeting legislation should be focused on the long

term and be flexible, and I just want you to know that we agree with

these points, and we are certainly ready to work with you with regard to

whatever assurances you need that any legislation that .we consider or

pass will certainly keep those points in mind and be so written.

Mr. Greenspan. We appreciate that very much, Mr. Chairman.

Representative Saxton. Thank you,. and thank you very much for

taking time to be with us today. We look forward to seeing you again in

the near future, and we also look forward to being here next year,

marveling at yet another year of growth. Thank you very much for being

with us.
The hearing is adjourned.

[Whereupon, at 12 p.m., the hearing was adjourned.]
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SUBMISSIONS FOR THE RECORD

PREPARED STATEMENT OF
REPRESENTATIVE JIM SAXTON,VICE CHAIRMAN

I am pleased to welcome Federal Reserve Board Chairman Alan
Greenspan before the Joint Economic Committee (JEC) once again. This
hearing is one in a series of periodic hearings on monetary policy and the
economic outlook.

The performance of the economy in recent years has been very
strong, and monetary policy has played an important role in fostering and
sustaining this expansion. During the expansion, the Federal Reserve's
policy of gradually moving to price stability has resulted in declines in
inflation, interest rates, and unemployment all at the same time. This is
a remarkable achievement, and Chairman Greenspan deserves much
credit for his leadership in monetary policy.

The healthy economic performance also has generated
higher-than-expected revenues to the Federal government that have
erased the deficit and pushed the budget into surplus. State and local
governments have also enjoyed a fiscal bonus from the combination of
positive economic trends.

The benefits of U.S. economic growth also were seen outside our
country. The health of the U.S. economy has helped offset the effects ofthe financial and economic problems in the emerging market economies.
The positive impact of the U.S. economic expansion on the international
economy was complemented by a series of deft reductions in interest
rates by the Federal Reserve last fall to stem deflation fears and stabilize
the international financial markets.

All of this, including the role of Chairman Greenspan, is more or
less well recognized by most Americans. What is less well known is the
specific policy framework the Federal Reserve has used to achieve the
positive results in the domestic economy. Chairman Greenspan's
exceptional leadership of the Federal Reserve is associated with a
framework for policymaking known as inflation targeting. As the
Chairman and I have discussed at previous JEC hearings, the Federal
Reserve has essentially adopted an informal policy of inflation targeting
and used it to gradually reduce inflation and unemployment at the same
time.
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A serious discussion of this policy is useful to explain what the Fed

under Chairman Greenspan has done and how it has fostered the

extraordinary economic expansion we enjoy today. Personal judgement

and wisdom have played an important role, but the framework for

policymaking is also critically important. The success of Federal Reserve

policy is a combination of several factors, but more understanding is

needed about the basis of the policy framework itself.

Inflation targets are a narrow range of permissible increases in a

broad price index expressed as annual percentage increases. For example,

an inflation target could be defined as an increase in a retail price index

of between zero and, say, 2 percent per year. Explicit official inflation

targeting can be established as is the case in many countries, or implicit

informal inflation targeting can be used as in other countriessuch as the

United States. Inflation targeting as an approach to achieving price

stability has proven particularly effective.

Price stability improves the operation of the price system and

promotes economic efficiency and growth. Inflation targeting is an

approach to achieving price stability through gradual reductions in

inflation that minimize economic disruptions in the short run. As noted

previously, during this expansion, inflation has been reduced, but

unemployment has fallen as well. Only a few years ago many economists

would have regarded this outcome as improbable if not impossible.

Nonetheless, the Fed's informal approach to inflation targeting shows that

gradual reductions in inflation can be associated with strong economic

and employment growth leading to lower unemployment rates.

In addition to its successful monetary policy, recently the Federal

Reserve has also made further strides towards increased transparency.

The Fed has improved transparency in recent years by, announcing

interest rate changes as they occur, and also notifying the public about

changes in the bias of the policy directive even when rate changes are not

made. The Fed is to be commended for these steps towards greater

transparency in monetary policy. Greater transparency improves the

quality of information available to market participants and thus limits the

potential for unexpected surprises to unsettle financial markets. Explicit

inflation targeting would be a further move toward transparency that

would also foster increased accountability.
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Chairman Greenspan, your testimony this morning is especially
welcome at this critical juncture in monetary policy. We look forward to
your testimony.
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PREPARED STATEMENT OF

REPRESENTATIVE PETE STARK, RANKING MINORITY MEMBER

I want to thank Vice Chairman Saxton for calling the hearing the

morning. I also want to welcome Chairman Greenspan before the

Committee for the second time this week. I guess with the economy

performing as well as it is, you have more time to spend with us. As

always, I look forward to your comments this morning.

Over the past three days, this Committee has heard testimony from

Mr. Greenspan, Education Secretary Riles, over two dozen CEO and

executives of high tech companies, and numerous other experts. A lot of

things were said, but there was unanimous agreement on one thing -

there is something new and unique going on in the U.S. economy. It may

be a little difficult to describe this revolution in words, but there is wide

agreement that as a result of it, the costs of doing business are falling and

productivity is rising. Chairman Greenspan seems to agree with this

assessment, as he said on Monday that "something special has happened

to the American Economy," producing a "remarkable run of economic

growth" and increasing productivity.

Indeed, the current economy looks great - most workers are

enjoying rising wages for the first time in the last 20 years, productivity

growth, once anemic, has been strong over the last 2 1/2 years, and

corporate profits have been growing. The recent CPI report for the

month of May, suggests that the rise in April was probably due to several

anomalies, and that low inflation seems to be back on track. With all this

good news, it is hard to understand why someone might be worried.

Most of the factors keeping inflation in check, or even causing it to

fall, do not seem to have lost any steam. Commodity prices, especially

the price of oil, continue to be low and in some cases even falling.

Likewise for health care costs. We heard over and over again during the

past three days that a permanent change is taking place in the cost of

doing business. In fact, several witnesses suggested that transactions

costs may currently be as low as 2 to 3 percent of total business costs,

and are expected to continue to fall with further advances in technology.

Chairman Greenspan, I hope that you will provide empirical evidence to

back up your worries over the possibility of renewed inflation in the

economy.

It is not enough to say that something new is happening in the

economy. It seems that all this evidence suggests that we need to revisit
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some our traditional economic relationships. We must also be willing to
re-evaluate some of our long held economic policy prescriptions in order
to fully enjoy the benefits of this new reality. We speak about changes
in the way businesses work and the need to change the way we educate
our children. We must also be willing to look at how we make economic
policies, and ask ourselves if that process remains valid in light of all ofthese recent changes.

Mr. Greenspan, I am particularly concerned about the impact of
Federal Reserve policies on those in the economy who have just recently
been asked to join us at the table of prosperity. It has taken years for
minority and teenage unemployment rates to begin to fall. Currently,
they are reaching historic low levels. We all know unemployment rates
for these individuals take longer than for others to respond to good
economic news. Unfortunately, minorities and teenagers will likely bethe first to experiencejob losses and cuts in wages if the economy begins
to slow. After so many years of missing out on the fruits of the economy,
do we want to risk cutting them off now?

Mr. Greenspan, I look forward to your testimony and your answers
to the questions outlined above. Thank you for agreeing to testify before
us this morning.
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PREPARED STATEMENT OF THE HONORABLE ALAN GREENSPAN

As emphasized by the important hearings this committee has held

in the past few days, an impressive proliferation of new technologies is

inducing major shifts in the underlying structure of the American

economy. These fundamental changes appear to be far from complete.

The way America does business, including the interaction among the

various economic players in our economy, is in the midst of a significant

transformation; though the pace of change. is unclear.

As a consequence, many of the empirical regularities depicting the

complex of economic relationships on which policymakers rely have

been markedly altered. The Federal Reserve has thus been pressed to

continuously update our understanding of how the newer forces are

developing in order for us to address appropriately our underlying.

monetary policy objective: maximum sustainable economic growth.

The failure of economic models based on history to anticipate the

acceleration in productivity contributed to the recent persistent

underproduction of economic growth and overproduction of inflation.

Guiding policy by those models doubtless would have unduly inhibited

what has been a remarkable run of economic prosperity.

And yet, while we have been adjusting the implicit models of the

underlying economic forces on which we base our decisions, certain

verities remain.

Importantly, the evidence has become increasingly persuasive that

relatively stable prices--neither persistently rising nor falling--are more

predictable hence result in a lower risk premium for investment. Because

the nation's level of investment, to a large extent, determines our

prosperity over time, stability in the general level of prices for goods and

services is clearly a necessary condition for maximum sustainable

growth.

However, product price stability does not guarantee either the

maintenance of financial market stability or maximum sustainable

growth.

As recent experience attests, a prolonged period of price stability

does help to foster economic prosperity. But, as we have also observed

over recent years, as have others in times past, such a benign economic

environment can induce investors to take on more risk and drive asset

prices to unsustainable levels. This can occur when investors implicitly

project rising prosperity further into the future than can reasonably be
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supported. By 1997, for example, measures of risk had fallen to historic
lows as businesspeople, having experienced years of continuous good
times, assumed, not unreasonably, that the most likely forecast was more
of the same.

The Asian crisis, and especially the Russian devaluation and debt
moratorium of August 1998, brought the inevitable rude awakening. In
the ensuing weeks, financial markets in the United States virtually
seized-up, risk premiums soared, and for a period sellers of even
investment grade bonds had difficulty finding buyers. The Federal
Reserve responded with a three step reduction in the federal funds rate
totaling 75 basis points.

Market strains receded--whetheras a consequence of our actions or
of other forces--and yield spreads have since fallen but not all the way
back to their unduly thin levels of last summer.

The American economy has retained its momentum and emerging
economies in Asia and Latin America are clearly on firmer footing,
though in some cases their turnarounds appear fragile. The recovery of
financial markets, viewed in isolation, would have suggested that at least
part of the emergency injection of liquidity, and the associated 75 basis
point decline in the funds rate, ceased to be necessary. But, with wage
growth and price inflation declining by a number of measures earlier this
year, and productivity evidently still accelerating--thereby keeping
inflation in check--we chose to maintain the lower level of the funds rate.

While this stellar noninflationaryeconomic expansion still appears
remarkably stress free on the surface, there are developing imbalances
that give us pause and raise the question: Do these imbalances place our
economic expansion at risk?

For the period immediately ahead, inflationary pressures still seem
well contained. To be sure, oil prices have nearly doubled and some
other commodity prices have firmed, but large productivity gains have
held unit cost increases to negligible levels. Pricing power is still
generally reported to be virtually nonexistent. Moreover, the
re-emergence of rising profit margins, after severe problems last fall,
indicates cost pressures on prices remain small.

Nonetheless, the persistence of certain imbalances pose a risk to the
longer-run outlook. Strong demand for labor has continued to reduce the
pool of available workers. Data showing the percent of the relevant
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population who are not at work, but would like a job, are around the low

for this series, which started in 1970.

Despite its extraordinary acceleration, labor productivity has not

grown fast enough to accommodate the increased demand for labor

induced by the exceptional strength in demand for goods and services.

Overall economic growth during the past three years has averaged four

percent annually, of which roughly two percentage points reflected

increased productivity and about one point the growth in our working age

population. The remainder was drawn from the ever decreasing pool of

available job seekers without work.

That last development represents an unsustainable trend that has

been produced by an inclination of households and firms to increase their

spending on goods and services beyond the gains in their income from

production. That propensity to. spend, in turn, has been spurred by the

rise in equity and home prices, which our analysis suggests can account

for at least one percentage point of GDP growth over the past three years.

Even if this period of rapid expansion of capital gains comes to an end

shortly, there remains a substantial amount in the pipeline to support

outsized increases in consumption for many months into the future. Of

course, a dramatic contraction in equity market prices would greatly

reduce this backlog of extra spending.

To be sure, labor market tightness has not, as yet, put the current

expansion at risk. Despite the ever shrinking pool of available labor,

recent readings on year-over-year increases in labor compensation have

held steady or, by some measures, even eased. This seems to have

resulted in part from falling inflation, which has implied that relatively

modest nominal wage gains have provided healthy increases in

purchasing power. Also, a residual fear of job skill obsolescence, which

has induced a preference for job security over wage gains, probably is

still holding down wage levels.

But should labor markets continue to tighten, significant increases

in wages, in excess of productivitygrowth, will inevitably emerge, absent

the unlikely repeal of the law of supply and demand. Because monetary

policy operates with a significant lag, we have to make judgments, not

only about the current degree of balance in the economy, but about how

the economy is likely to fare a year or more in the future under the

current policy stance.
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The return of financial markets to greater stability and our growingconcerns about emerging imbalances led the Federal Open MarketCommittee to adopt a policy position at our May meeting thatcontemplated a possible need for an upward adjustment of the federal
funds rate in the months ahead. The issue is what policy setting has thecapacity to sustain our remarkable economic expansion, now in its ninthyear. This is the question the FOMC will be addressing at its meeting atthe end of the month.

One of the important issues for the FOMC as it has made suchjudgments in recent years has been the weight to place on asset prices.As I have already noted, history suggests that owing to the growingoptimism that may develop with extended periods of economic
expansion, asset price values can climb to unsustainable levels even ifproduct prices are relatively stable.

The 1990s have witnessed one of the great bull stock markets inAmerican history. Whetherthat means an unstable bubble has developedin its wake is difficult to assess. A large number of analysts have judgedthe level of equity prices to be excessive, even taking into account therise in "fair value" resulting from the acceleration of productivity and theassociated long-term corporate earnings outlook.
But bubbles generallyare perceptible only after the fact. To spot abubble in advance requires a judgment that hundreds of thousands ofinformed investors have it all wrong. Betting against markets is usuallyprecarious at best.
While bubblesthat burst are scarcelybenign, the consequences neednot be catastrophic for the economy.
The bursting of the Japanese bubble a decade ago did not leadimmediately to sharp contractions in output or a significant rise inunemployment. Arguably, it was the subsequent failure to address thedamage to the financial system in a timely manner that caused Japan'scurrent economic problems. Likewise, while the stock market crash of1929 was destabilizing, most analysts attribute the Great Depression toensuing failures of policy. And certainly the crash of October 1987 leftlittle lasting imprint on the American economy.

This all leads to the conclusion that monetary policy is bestprimarily focused on stability of the general level of prices of goods andservices as the most credible means to achieve sustainable economic
growth. Should volatile asset prices cause problems, policy is probably
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best positioned to address the consequences when the economy is

working from a base of stable product prices.

For monetary policy to foster maximum sustainable economic

growth, it is useful to preempt forces of imbalance before they threaten

economic stability. But this may not always be possible--the future at

times can be too opaque to penetrate. When we can be preemptive we

should be, because modest preemptive actions can obviate the need of

more drastic actions at a later date that could destabilize the economy.

The economic expansion has generated many benefits. It has been

a major factor in rebalancing our federal budget. But more important, a

broad majority of our people have moved to a higher standard of living,

and we have managed to bring into the productive workforce those who

have too long been at its periphery. This has enabled large segments of

our society to gain skills on the job and the self-esteem associated with

work. Our responsibility, at the Federal Reserve and in Congress, is to

create the conditions most likely to preserve and extend the expansion.

Should the economic expansion continue into February of next year,

it will have become the longest in America's economic annals. Someday,

of course, the expansion will end; human nature has exhibited a tendency

to excess through the generations with the inevitable economic hangover.

There is nothing in our economic data series to suggest that this

propensity has changed. It is the job of economic policymakers to

mitigate the fallout when it occurs, and, hopefully, ease the transition to

the next expansion.
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THE ECONOMIC OUTLOOK: APRIL 2005

THURSDAY, APRIL 14, 2005

UNITED STATES CONGRESS,
JOINT ECONOMIC COMMITTEE,

Washington, DC.
The Committee met, pursuant to notice, at 9:33 a.m., in room

2212, Rayburn House Office Building, Hon. Jim Saxton (Chairman
of the Committee) presiding.

Present: Representatives Saxton, Maloney, Hinchey, Sanchez of
California, and Cummings; Senator Reed.

Staff Present: Chris Frenze, Robert Keleher, Brian
Higginbotham, Colleen Healy, John Kachtik, Jeff Schlagenhauf,
Natasha Moore Hickman, Suzanne Stewart, Chad Stone, Matthew
Salomon, Daphne Clones-Federing, Nan Gibson, and Pamela
Wilson.

OPENING STATEMENT OF HON. JIM SAXTON, CHAIRMAN,
A U.S. REPRESENTATIVE FROM NEW JERSEY

Representative Saxton. It is a pleasure to welcome Chairman
Rosen of the President's Council of Economic Advisers before the
Committee this morning. Chairman Rosen's testimony on the eco-
nomic outlook continues the productive exchange between the
Council and the JEC that has existed for many years.

A variety of standard economic data: show that the U.S. economic
expansion continues to be on track. According to recent figures, the
U.S. economy grew at a rate of about 4 percent last year, after ad-
justment for inflation. The U.S. economy has been growing at a
healthy pace since the second quarter of 2003, when the rebound
in business investment started to broaden and bolster the expan-
sion.

The tax incentives for investment adopted in the second quarter
of 2003 played an important role in jump-starting investment
growth. The previous weakness in business investment was re-
placed by double-digit increases in equipment and software invest-
ment in six of the last seven quarters.

The acceleration of economic growth is reflected in other eco-
nomic statistics as well. For example, industrial production is
trending upward. Over the past 22 months payroll employment has
risen by 3.1 million jobs. The unemployment rate stands at 5.2 per-
cent. Household net worth is at a record level. Homeownership has
hit record highs. Interest rates remain fairly low by historical
standards. Consumer spending continues to grow, and inflation ap-
pears to be under control, with a key core measure of price changes
still below 2 percent on a year-over-year basis.

(1)
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In summary, overall economic conditions remain very positive.
Recently released minutes of the Federal Reserve suggest that the
central bank expects this economic strength to continue. There is
justifiable concern about the increase in oil prices, however it is im-
portant to note that this primarily seems to reflect strong demand
from international economic growth and not a plunge in oil sup-
plies.

Another challenge is the tax bias against savings and investment
embedded in the tax system. Further reducing the multiple tax-
ation of savings and investment would lessen the economic burden
imposed by the Tax Code and increase economic growth over the
long run. The Administration's proposals to protect more personal
savings from multiple taxation, in my opinion, are right on target.

The consensus of blue chip forecasts projects that the economic
expansion will continue through 2005 and 2006. This is very con-
sistent with the Council's projections for economic growth over the
next 2 years or so. The bottom line is that the U.S. economy re-
mains strong, and that the overall economic outlook is positive.

At this point, I would like to yield to my friend, the Ranking
Member.

[The prepared statement of Representative Jim Saxton appears
in the Submissions for the Record on page 29.]

OPENING STATEMENT OF HON. JACK REED, RANKING
MINORITY MEMBER, U.S. SENATOR FROM RHODE ISLAND

Senator Reed. Thank you very much, Mr. Chairman. And let
me say how much of a pleasure it is to once again work with you
on this Committee in the 109th Congress. I certainly do look for-
ward to working with you and all of my colleagues on the Com-
mittee.

It is fitting that this hearing is with the Council of Economic Ad-
visers, which was created at the same time as the JEC in the Em-
ployment Act of 1946.

I also certainly want to welcome Chairman Rosen and Dr.
Forbes. Thank you very much for your service and also for your
presence here today. I know that your backgrounds are not nec-
essarily in economic forecasting, but I am confident that you will
be able to give us useful insights on current economic conditions
and where you think the President's policies are taking us.

I have three major concerns about the economic outlook. First, I
am concerned about what appears to be an extremely disappointing
economic recovery for the typical American worker. I know that the
Administration is proud of the fact that the economy has created
jobs for 22 consecutive months, but the pace of job creation over
that period works out to just 141,000 jobs per month. That is bare-
ly enough to keep up with normal growth in the labor force. Last
month indeed we did not match that pace; only 110,000 jobs were
created.

The slow pace of job creation is disappointing, but what is hap-
pening to the take-home pay of the average worker is even more
disappointing. Since May 2003, when the economy finally began
creating jobs, the average hourly earnings of production workers in
nonfarm industries have fallen by .7 percent after accounting for
inflation. In addition, we are finding that the distribution of earn-
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ings is becoming more unequal, and American families are having
to shoulder more risk in today's economy.

I think these issues are the other side of the President's plan for
an ownership society, and I think they are concerns that need to
be addressed.

My second major concern about the economic outlook is the ef-
fects we are seeing in the trade deficit and the foreign exchange
market from the fiscal policy we have been pursuing over the past
4 years. This week we learned that the trade deficit is still wid-
ening with February's deficit of $61 billion, a record for a single
month. The broader current account deficit rose to a record 6.3 per-
cent of GDP in the fourth quarter of 2004. The large drain on na-
tional savings from the Federal budget deficit has put us in the po-
sition where we must borrow $650 billion to $700 billion per year
from the rest of the world to sustain our spending. That money will
have to be paid back with interest, which will be a drain on our
national income and our future standard of living.

Finally, I am concerned that the President wants to extend these
policies, which are in many respects fiscally irresponsible policies,
to Social Security. Analysis by the JEC Democratic staff and others
shows that the President's private accounts would require a mas-
sive increase in the public debt that is not simply a short-run tran-
sition cost. Rather, the additional debt associated with private ac-
counts would reach 35 percent of GDP by 2060. That would be on
top of the debt we already have, which is estimated to be 37 per-
cent of GDP. We would be at a figure of 70 percent for the debt-
to-GDP ratio. I don't think we have seen figures like that since the
end of World War II.

The President's plan for private accounts makes Social Security
solvency worse by diverting payroll taxes from the trust fund. That
drain on the trust fund moves up the date that Social Security can
no longer pay full benefits and increases the present value of the
75-year financing gap from $4 trillion to $5.6 trillion.

Finally, the President's plan for private accounts does nothing to
increase national saving and could lower it still further. The pri-
vate saving that would be generated by the creation of private ac-
counts would be completely offset by the reduction in private sav-
ings from the larger budget deficits, and people might reduce other
private saving, such as their contributions to 401(k)s and IRAs.

Raising national saving is the key to economic growth and one
of the ways to reduce the trade deficit. Moreover, as Federal Re-
serve Chairman Alan Greenspan recently testified, it is the best
way to address the challenges posed by the retirement of the baby
boom generation. Unfortunately, the President's proposals for large
tax cuts for those who are already well off seem to be taking us
in exactly the wrong direction.

Now, I look forward to your testimony about the economic out-
look today. I must gracefully withdraw, because I have two hear-
ings on the Senate side. But I am ably assisted by Carolyn
Maloney and Elijah Cummings and Loretta Sanchez, who I am
sure have interesting questions.

Thank you very much.
Representative Saxton. Thank you, Senator.
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[The prepared statement of Senator Jack Reed appears in the
Submissions for the Record on page 29.]

Representative Saxton. We have with us this morning the
Chairman of the Council of Economic Advisers of the President,
Harvey S. Rosen, as well as Kristen J. Forbes, who is a member
of the Council. Thank you for being with us this morning.

Mr. Chairman, the floor is yours.

STATEMENT OF HARVEY S. ROSEN, CHAIRMAN, COUNCIL OF
ECONOMIC ADVISERS; ACCOMPANIED BY KRISTEN J.
FORBES, MEMBER, COUNCIL OF ECONOMIC ADVISERS
Dr. Rosen. Thank you, Mr. Chairman. Chairman Saxton and

Members of the Committee, thank you for this opportunity to tes-
tify at the Joint Economic Committee. We appreciate the long-
standing relationship between the Committee and the Council of
Economic Advisers.

The President's economic agenda is ambitious and addresses a
number of issues that are important to maintain the strength and
dynamism of the U.S. economy. I will first talk about the current
State of the U.S. economy and the outlook moving forward. Then
we will highlight two of the President's key agenda items, Sociality
Security and tax reform. Our written testimony also discusses this
year's Economic Report of the President.

Let me start with the U.S. economy. Economic growth in the
United States is robust and expected to remain strong for this year
and next. Real GDP, the gross domestic product adjusted for infla-
tion, grew 3.9 percent at an annual rate during the first four quar-
ters of 2004. Current data indicate this momentum carried into the
first quarter of this year and will continue. Blue chip consensus
forecasts are currently projecting real GDP growth of 3.9 percent
in the first quarter and 3.6 percent in the second quarter.

The labor market continues to improve, and more Americans are
working than ever before. During the past 12 months, the economy
has added 2.14 million jobs. The unemployment rate has dropped
to 5.2 percent and remains well below the averages for the 1970s,
1980s, and 1990s.

Core inflation, which excludes volatile food and energy prices, re-
mains stable. As measured by the core Consumer Price Index, in-
flation was 2.4 percent during the past 3 months and also the past
12 months, well below the 40-year average of 4.6 percent.

Although the recent rise in crude oil prices is creating headwinds
for the economy, we do not expect it to stand in the way of contin-
ued expansion.

Turning now to Social Security, last year's Economic Report of
the President discussed the need to strengthen Social Security and
approaches to reforming this vital program. In the intervening
months a vigorous debate has begun. We welcome this debate. By
now the numbers are familiar. In 1950, there were 16 workers for
every 1 Social Security beneficiary. Today, there are just 3.3 work-
ers for every beneficiary. When today's 20-year-olds retire, that
number will have dropped to two. Combined with Social Security's
benefit structure, these demographic realities mean that in around
2017, the program will begin paying out more in benefits than it
receives in revenue. The program's unfunded liability is about $11
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trillion in present value terms. Action is needed to deal with this
problem.

To think about the problems with the Social Security system, it
is useful to begin by noting that contrary to what many workers
believe, their contributions to the system in the form of taxes are
not kept and used to fund their retirement. This would be known
as a prefunded system. Instead their taxes are used to pay the ben-
efits of current retirees. The viability of this type of pay-as-you-go
system is vulnerable to the changes in demographics that we are
experiencing today.

Compounding this situation is a change made in 1977 where
each generation of retirees receives higher real benefits than the
generation before it. This stems from the indexation of the initial
level of benefits to wages, which over time grow faster than prices.
A person with average wages retiring at age 65 this year gets an
annual benefit of about $14,000. But a similar person retiring in
2050 is scheduled to get over $20,000 in today's dollars. In other
words, even adjusting for inflation, today's 20-year-old worker is
promised benefits that are 40 percent higher than what his or her
grandparent receives today.

The combination of large benefit increases and a growing elderly
population puts the Social Security system on an unsustainable
path.

President Bush has outlined four key principles for strength-
ening Social Security. First, no changes should occur for current or
near retirees. Second, there should be no increases in the payroll
tax rate. Third, the program must be permanently fixed. Short-
term funding fixes are not acceptable. Finally, the Social Security
system should include voluntary personal retirement accounts. The
Nation's retirement system should ensure that all workers have the
opportunity to build their own nest-egg.

Reforms in addition to personal retirement accounts must take
place in order to restore solvency to the Social Security system. In
his State of the Union Address earlier this year, President Bush
outlined a variety of options advocated by both Democrats and Re-
publicans that would comply with his principles. The President is
eager to work with Congress to arrive at a package of reforms that
would permanently fix the system.

Turning now to taxes. This year's Economic Report of the Presi-
dent highlights the need and opportunities for reforming our Tax
Code. It outlines the pros and cons of various reform prototypes.
The report does not make recommendations, which will be the re-
sponsibility of the tax advisory panel later this year.

The problems of our current tax system are well known and well
documented. The current system is overly complex and distorts in-
centives for work, saving and investment. The complexity imposes
high costs in terms of time and money for taxpayers to file returns
and comply with all the rules.

The distortionary effects of high tax rates on work, saving and
investment lead to inefficient use of resources. Consequently, taxes
reduce economic welfare by an amount that exceeds revenue col-
lected. Economists call costs above and beyond the revenue col-
lected the excess burden of the tax system.
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One recent academic study estimated that for the tax system, the
excess burden associated with increasing taxes by $1 was $0.27 be-
fore President Bush took office. In other words, the total cost of col-
lecting $1 in additional taxes was $1.27, not counting compliance
costs. How much better could we do if we reformed our tax system?
The study estimated that adopting a reformed income tax system,
or one of several alternative reforms, that would eliminate the tax
bias against saving and investment could reduce this excess burden
by 50 percent or more. Such reforms could also result in substan-
tial simplification.

The tax relief over the last 4 years has reduced the excess bur-
den of income tax by also enhancing progressivity, but there is
more to be done. The President has appointed a bipartisan blue rib-
bon panel to study tax reform and report back to the Secretary of
Treasury by July 31st of this year. The Administration looks for-
ward to working with Congress to achieve the much-needed goal of
tax reform.

In conclusion, the U.S. economy is fundamentally sound, and the
outlook is very positive. Challenges remain, however, and the
President has an ambitious agenda to address them, including pro-
posals to address trade, enact legal reform, improve access to
health care, use our energy resources efficiently, and rationalize
the regulatory system.

Mr. Chairman, I ask that the written testimony be included in
the Committee record. We welcome your questions.

My colleague Dr. Kristen Forbes handles international economic
issues for the Council and will need to leave at around 10:45. We
would appreciate any questions for her to be asked before that
time. Thank you very much.

Representative Saxton. Thank you very much.
[The prepared statement of Harvey S. Rosen appears in the

Submissions for the Record on page 30.]
Representative Saxton. Dr. Forbes, do you have a statement?
Dr. Forbes. No, actually.
Representative Saxton. OK.
We are going to operate the Committee under a 5-minute rule,

so each of the Members will have 5 minutes to ask their questions,
including the Chairman, I might add.

I have noticed that many economic forecasters project first quar-
ter growth was about 4 percent. The Blue Chip consensus for 2005
quarterly growth rates are as the chart here indicates, 3.9, 3.6, 3.5,
and 3.3, respectively.

Can you give us your take on those projections? Do your projec-
tions track along that general line? Would you comment on that for
us?

Dr. Rosen. Yes, sir. Our forecasts for the year were made last
December, based on November data, and at that time we were pro-
jecting GDP growth for the year more or less along these lines. Un-
like the blue chip, we do not periodically update our forecasts, but
what we have noticed is that the blue chip has not really changed
theirs very much. And so it seems to me that, you know, the econ-
omy is on track, and the expansion is moving forward. And, you
know, the blue chip story about the next year is also quite con-
sistent with what we show moving forward.
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Representative Saxton. And what do you show for 2006?
Dr. Rosen. OK. We have 3.5 for 2006; the blue chip is showing

3.4, I believe, for 2006. So, you know, I think the basic point is that
the GDP forecasts that we are making are quite in line with the
consensus among the private sector forecasts, and that consensus
is for continued expansion that is sustainable and solid.

Representative Saxton. And I expect that, given those positive
numbers, that we can expect expansion as well in terms of job
growth?

Dr. Rosen. Sir,. yes. We are predicting substantial job growth.
The forecast that we put out back-that we made back in Decem-
ber, calls for job growth of about 175,000 a month. That is moving
forward nicely. As you mentioned in your remarks, sir, the record
for the last year has been very good on job growth. The job market
is showing strength. The most recent data we have on that just
came out this morning, which is that new unemployment insurance
claims for the past month were at a level that is another inde-
pendent piece of information that the job market is firming up. So
yes, we see continued job growth.

Representative Saxton. Thank you.
Dr. Forbes, I have noted that the European Union is in the proc-

ess of making changes, reforms if you will, to try to boost their job
growth in particular. But I also noticed that in countries like Ger-
many and Italy and other European Union countries, the unem-
ployment rate seems to be significantly higher than ours. In Ger-
many, I believe it may be in double digits. I am not sure exactly
what the numbers are in Italy. But there seems to be a systemic
set of issues in Europe, and Japan as well, that appears to be caus-
ing a high rate of unemployment.

Can you speak to what their problems are and perhaps- explain
why it is that we are doing so much better than they are?

Dr. Forbes. That is an excellent question, and actually very
good timing in conjunction with the World Bank/IMF meetings that
are taking place this weekend. There is a lot of discussion on this
topic, and new growth forecasts were just released for the U.S. and
Europe and the global economy. And the IMF new data released
confirms what you just mentioned. Growth in Europe is expected
to be very slow this year. The IMF projects that growth in the Euro
zone will be 1.6 percentage points. Growth in the U.S. is projected
to be 3.7 percent. Growth in Japan is projected to be less than 1
percent this year. So the U.S. this year is expected to grow more
than twice as fast as Germany, Italy and Japan.

It is just a remarkable contrast. And at the same time, as you
pointed out, unemployment is very high in Europe. Unemployment
is in double digits in Germany, France and Italy as compared to
5.2 percent in the United States.

There is a sharp contrast in economic performance in the U.S.
compared to the other developed countries in the world, and a
major reason for this difference is structural rigidities in Europe;
very inflexible labor markets; excessive regulation, especially in
product markets. So it makes it very hard for companies to com-
pete and do business and hire new workers.

A great example is how hard it is to start a new business. New
businesses-entrepreneurship-has been a key driver of growth in
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the U.S. In the U.S., it takes about 5 days to start a new business.
In Germany it takes 45 days to start a new business. In Japan it
takes over 30 days to start a new business. So it is regulation such
as that that makes it hard to just start a new business in Europe
and Japan, which are key factors causing their slower growth com-
pared to in the U.S.

Representative Saxton. I am just going to take the liberty here
to ask you to comment on the differences in tax systems among
those several countries and our country.

Dr. Forbes. Different countries in Europe and Japan do have
different tax systems. One major difference, though, is that the tax
systems in Europe are more biased toward taxing consumption.
The VAT is more prevalent in Europe than in the United States.

One big difference is that if you look at the tax rate on savings
in the U.S. versus consumption in the U.S., we tend to tax savings
relatively more; consumption relatively less. In Europe they tend to
tax consumption relatively more and savings relatively less. That
is one area where, according to some standard economics, there is
room for improvement in the U.S. economy. And those differences
in tax rates are one reasons why savings does tend to be lower in
the U.S. and higher in Europe.

Representative Saxton. Thank you. We are going to move on.
We have this 5-minute rule that we use to make sure that every-
body has an equal chance to ask questions, so we will move at this
point to Mrs. Maloney, and we will be back for more questions in
a bit. Thank you.

Representative Maloney. Thank you, Mr. Chairman. And wel-
come, Chairman Rosen and Dr. Forbes.

Basically why are we not seeing stronger wage growth? This
week the L.A. Times ran this story: Wages Lagging Behind Prices.
Inflation has outpaced the rise of salaries for the first time in 14
years, and workers are paying a bigger share of the cost of their
health care.

Then the next day, The New York Times ran this article: The
Falling Fortunes of Wage Earners.

So my first question is why, when we have experienced very
strong growth in labor productivity, why are we not seeing a
stronger growth in wages? Dr. Rosen or anyone.

Dr. Rosen. I will give it a try. From an analytical perspective,
it is a challenging problem to characterize what has been hap-
pening to wages. One has to know what growth of wages we are
looking at, whether before tax or after tax, whether it includes ben-
efits or not. Personally, I think that the single best measure for
looking at whether, you know, how a typical person is doing is that
person's disposable income, the amount of money they have left in
their pocket, and in the latest year disposable income per person
has gone up by about 2.3 percent. That is progress. I think the
President believes more work needs to be done.

Representative Maloney. But has not, Chairman Rosen, most
of the growth in labor productivity boosted the profits but not
wages?

Dr. Rosen. We have witnessed astounding increases in produc-
tivity in the last several years.
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Representative Maloney. But that has translated into profits
but not wages? Is that-

Dr. Rosen. Ultimately that increase in productivity, both in
terms of theory, common sense and historical evidence, will in-
crease real wages as well.

The other thing, ma'am, I would just want to point out is that
one should also take into account benefits when looking at com-
pensation. And when we look at compensation per person, includ-
ing the value of health benefits and so on, that has been increasing
as well. Again, certainly more needs to be done.

Representative Maloney. But haven't wages been growing
more slowly than prices recently? Haven't wages lagged behind the
increases in prices? That is what these articles are saying.

Dr. Rosen. There are a variety of measures for looking at what
has been happening to the return to labor, and I think the more
comprehensive ones that include benefits and taxes show some in-
crease, although I think that more work needs to be done in this
area to assure that we have an economy where workers can realize
their full potential and where the productivity gains will translate
into

Representative Maloney. And you mention that while you are
looking at wages, that you have to also look at the benefits that
they have. So when employers' costs go up because they have to
pay more for health insurance, how does that affect our measure
of wage growth?

Dr. Rosen. When employers' health costs go up, some of that
will be translated into the total compensation package that workers
receive. And another important issue is whether or not health costs
are, you know, increasing at a greater rate than is reflective of
what we are getting out of the increased health care dollars. And
an important issue going forward, actually, I think, is trying to rein
in excessive health care growth.

Representative Maloney. Because workers are subject to a
squeeze basically in their take-home pay as employers have to pay
more for health insurance, and if employers then are shifting more
of the burden of rising health care costs onto their workers, does
not that reduce the purchasing power and the take-home pay even
more?

Dr. Rosen. I think that rising health care costs is a serious
issue. There are several proposals on the table to try and deal with
this problem. One of the most important, I think-it is not a pro-
posal, it is enacted legislation-is health savings accounts, which
would allow individuals

Representative Maloney. And I am very concerned about the
growing wage inequality that this chart shows. And basically why
hasn't the Administration's tax cuts-they failed to boost the earn-
ings of middle- and moderate-income families, according to this
chart from the Department of Labor. I don't know if you are famil-
iar with it. They publish the data on the usual weekly earnings of
full-time workers. They show that since the end of 2000, median
earnings have increased by just 0.2 percent per year. After infla-
tion, earnings at the 90th percentile have risen by 0.9 percent per
year, and earnings on the 10th percentile have fallen by 0.3 per-
cent.
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Is this satisfactory as to wage inequality at the same time that
overall wage growth is stagnating so that wages in the lower part
of this distribution are actually falling? Are you familiar with the
chart?

Dr. Rosen. I am not familiar with the specific graph, ma'am;
however, a couple of comments. Again, one needs to be looking at
aftertax measures and all groups-all income groups experienced
tax relief as a consequence of the President's tax proposals.

The other is that I think that one of the most gratifying things
about the expansion that we have been experiencing the last year
or so is how widespread the benefits have been across all groups
and populations. Unemployment rates have fallen for college-edu-
cated people, high-school-educated people, people without high
school degrees, for all ethnic groups in all regions, for all income
classes. And I think it is a very important aspect of the expansion
to note.

Representative Saxton. Thank you very much. The gentle-
woman's time has expired, and we are going to go at this point to
Mr. Cummings.

STATEMENT OF HON. ELIJAH E. CUMMINGS,
A U.S. REPRESENTATIVE FROM MARYLAND

Representative Cummings. Thank you very much, Mr. Chair-
man, and Chairman Rosen, Dr. Forbes.

Tell me, talk about how the economy is affecting jobs in manufac-
turing. We are seeing in my district a GM plant closing, a lot of
jobs gone. We look at the South and look at a State like Ohio and
see jobs disappearing. During the election that seemed to be a
major theme. And I am just wondering exactly is that a fact that
we are losing these jobs? And are we getting any of them back?
And if we are getting them back, are we getting them back with
wages as they were, say, before President Bush came into office?

Dr. Forbes. I would be glad to answer that question. Manufac-
turing has faced an extremely challenging few years. There is no
doubt about that. And when you look at why manufacturing has
faced such a challenging few years, and especially the cause for a
lot of the job losses in manufacturing, it basically comes down to
two major factors. One is short-term causes in the nature of the re-
cession we just faced. The recession we just went through was
largely caused by a sharp slowdown in investment and by slow
growth of exports, largely due to slow growth abroad. And the man-
ufacturing sector is most closely linked to investment in the export
sector. So the two sectors of the economy which most influence
manufacturing-investment and exports-were most severely hurt
in the recent recession, and that is the reason for the falling manu-
facturing employment over the last few years.

A second major cause for the challenges manufacturing has faced
are longer term, and it is actually a mixed blessing in a sense.
Manufacturing in the U.S. has been very productive. Productivity
growth in the manufacturing sector has been much higher than in
the U.S. economy as a whole, and, as a result, manufacturing in
the U.S. has been able to produce more output at a lower cost,
which is good. It increases the competitiveness of U.S. manufactur-
ers.
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But the flip side of that is that manufacturers in the U.S. can
produce more at a lower cost with fewer workers, and this is a
longer-term trend that not only the U.S. but all developed econo-
mies and even developing economies like China are struggling
with. Even China has lost 15 million manufacturing jobs since
1995.

So this longer-term issue, higher productivity growth in manu-
facturing, which often translates into lower employment, is a chal-
lenge that countries around the world are facing.

You put these two factors together, this longer-term high produc-
tivity growth in manufacturing combined with a shorter-term na-
ture of our recession, focused on investment and exports, has
meant a very difficult few years for manufacturing, as you have ex-
perienced. So that is the bad news.

The good news, though, is what has been happening the last year
or so, and the evidence suggests that manufacturing is turning
around in the U.S. as a whole. Manufacturing employment has in-
creased by 33,000 jobs since February of last year. Many of the in-
dicators which we track to follow the manufacturing sector are
showing continued strong growth. For example, one that we follow
closely is the ISM Manufacturing Index for Employment, and that
has been above 50 for 20 months. When the index is above 50, that
suggests continued expansion in manufacturing. So that is another
very positive indicator.

Also we are seeing a turnaround in exports. Export growth has
picked up after the recession as growth around the world has
picked up. Also, we are seeing a sharp pick-up of investment. In-
vestment growth last year, investment of business in equipment
and software, was very, very strong, and early indicators for this
year suggest that investment growth will continue to be strong.

We are seeing a turnaround in investment and exports, which
are the two sectors most closely linked to manufacturing; this sug-
gests we should see a continuation of this turnaround we have seen
in manufacturing, and we do expect continued strength in that sec-
tor.

Representative Cummings. Thank you.
Chairman Rosen, you talked about disposable income.
Dr. Rosen. Yes, sir.
Representative Cummings. In your opening statement, you

also talked about things like gas prices, gasoline prices being vola-
tile. When you talk about disposable income, are you excluding the
costs of gasoline?

Let me tell you why I say that, because it is really hitting my
constituents, as I am sure all over the country, very, very hard.
That is the number one complaint I am hearing right now. And I
realize it is going to change, it goes up and down. But I am just
wondering when you talk about disposable income in reference to
an earlier question, is that included?

Dr. Rosen. Yes, sir. The answer is that disposable income is
computed by taking into account changes in all prices, including
gasoline. So that would be included.

I should go on to say that the increase in fuel prices is causing
distress to families, to businesses, and creating headwinds for the
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economy as well. And the President has a package of proposals on
the table to try and address this problem.

Representative Cummings. Thank you, Mr. Chairman.
Representative Saxton. Mr. Cummings, thank you very much.
Ms. Sanchez.
Representative Sanchez. Thank you, Mr. Chairman. And

thank you both for being before us today.
The first question I have is one that I have been pondering for

a while, and it really has to do, I guess, looking out into the future;
future meaning, you know, you spoke about Social Security, so I
guess future could be 40 years from now. But this is what I worry
about. At a time when the load of workers versus the people who
are retired is becoming smaller, as you said, and if you go around
the country-I mean, it is incredibly evident in California, but I
have been to almost every State, and I see this trend, and you look
at fact that the children who are in our kindergarten-through-12th
system are increasingly majority Hispanic. In California, in par-
ticular, we see it, and where California goes, so does the rest of the
Nation.

And then when I look at the fact that the Hispanic dropout rate
is about 25 or 29 percent out of high school, and, quite frankly, I
think it is a lot closer to 50 percent, because if a kid drops out in
the 11th grade to get a job at McDonald's, that is not considered
a dropout. At least in California we do not count it that way.

So when I look at the fact that the workforce of tomorrow for the
United States to a large extent is going to be who we have in our
school systems right now, and I see them dropping out; and then
I see the President's policies with respect to education, the elimi-
nation of GEAR UP, for example, a program that starts in the
eighth grade, and mentors and works with kids, and makes them
take the right classes, Hispanics in particular, so that they will go
on to university; when I look at the universities today, and I see
half of the kids at least in our graduate programs in math and
science are foreigners, at least half of them-and by the way, most
of those classes are being taught by foreigners-and when we look
at the crunch that we have on Hi-B visas and other issues with
respect to bringing foreigners in for these types of work, I guess the
question I have for you is have you thought about the fact that we
are not investing in education to the extent we should be, and that
the kids who are coming up through the system are increasingly
kids that have a known trend of not even graduating high school?
What do you think about the fact that the President is cutting
these programs in education? How do you factor that into the fu-
ture-have you factored it into the future in your calculations as
to how productive we will be?

Dr. Rosen. I think that education is incredibly important for the
growth of the economy, for the growth of the economy and for the
welfare of the individuals in that economy. I know the President
believes that as well. And that is one of the reasons why he en-
dorsed the No Child Left Behind program, which goal is to increase
accountability at schools and to get a better job for all of American
kids.

Representative Sanchez. But, you know, he shorted it $9 bil-
lion. I know you do not know education policy. I am just trying to
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understand if in your calculations you guys are even looking at
what the future really holds for Americans here. I am very worried
that when I retire, there aren't going to be our people working jobs
because we are not going to have the education base for it if we
are losing all of these manufacturing jobs, and do not worry, we are
going to have the high-value jobs.

Dr. Rosen. We are certainly concerned about the future produc-:
tivity of the labor force, and a vibrant education sector is critical
for that. I mentioned programs at the grade-school level. Oppor-
tunity to go to college, I think, is very important as well, and to
community colleges. California, of course, has a wonderful commu-
nity college system.

Representative Sanchez. And we would like to keep it that
way.

Dr. Rosen. I think the Administration has been allocated funds
to help the community colleges, beefed up Pell grants.

Representative Sanchez. I had my community colleges in yes-
terday, and I know this is not your area of expertise. Maybe you
could go back to the President and tell him, maybe you should take
a look at this and sit down with the Secretary of Education. Frank-
ly, my community colleges came in, and they are beside themselves
as to how this President could be cutting programs and Title III
and things that I know are not your area of expertise. I do not
mean to put you on the spot about that.

I am very concerned about the productivity of our workers, and
I know that it depends on the type of education that we are pro-
viding, just as it was for me. And I don't think this President is
doing a good job there. So maybe you could go back and kind of
tell him, look, there are some people very concerned, we are all con-
cerned, about the productivity of America.

I have a second question. This has to do with the textiles
dumped by China. Have you figured that in? I think I read, and
I don't know the numbers, but this past month was just-you
know, the gap was very wide. The dumping is just coming in.
Maybe you could talk to us a little bit about that and how you see
that playing out.

And I tell you, I have a large manufacturer in my district and
it is very rare to see: American-made clothes, for example. I know
within a year or two, the CEOs at the top who are making lots of
money are, you know, just scrambling to get their plants into
China and wanting to dump 5,000 workers out on the streets. So
I am very concerned about this textile dump happening, especially
coming from China, but, of course, from all places.

Dr. Forbes. The increased imports of textiles from China is
something that we have been paying very close attention to and a
concern that has been on our plate for a while. When we negotiated
China's extension into the WTO, we knew this would be a chal-
lenge. We also know that having China join the world trading sys-
tem and become a member of the WTO would yield substantial
benefits for the U.S. and the global economy. Right now China is
our fifth largest export market, and we have seen exports to China
increase by 115 percent since the year 2000.

Representative Sanchez. What about the imports from China
coming in? The trade gap is getting wider.
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Dr. Forbes. Right. It is important to realize we get tremendous
benefits from trade with China, but as part of China coming into
the WTO, one of the challenges for us was going to be increased
imports from China and especially in textiles. And we knew that
is where we would face large competitive pressure.

So when we negotiated China WTO extension, we actually put in
place a number of mechanisms to try to help ease this adjustment.
We knew it would not be easy, but we specifically put greater re-
strictions on China's imports of textiles. So we phased that in much
more slowly than other imports of other goods to try to give U.S.
companies the time to adjust.

Representative Sanchez. But that is over.
Dr. Forbes. Right. Now that is gone. And so we are facing that

challenge. So what we are trying to do now is use some other
mechanisms we included in the WTO negotiation. One was we ne-
gotiated a very specific mechanism, called a safeguard mechanism,
which would let U.S. companies that have faced increased textiles
from China file special cases and get protection where imports from
China would be limited to only increase by a small percent a year.
We have this special mechanism in place only for textiles because
of the concerns which you raised, and we have already accepted
three cases under the safeguard petition last year. We just accept-
ed another set of cases to consider to enact these safeguards for.

So it is something we are looking at. We are using the mecha-
nisms we specifically put in place, because we were worried about
these surge of imports. But we realize that is not going to make
up for the full adjustment. There will be increased imports of tex-
tiles from China, and so we also have expanded some of our adjust-
ment programs in the U.S. to help workers who could lose their
jobs because of the textile imports. In just since January 2002, we
have actually expanded trade adjustment assistance, and we have
given special trade adjustment assistance to 100,000 textile work-
ers to try to help them get new training and get new skills and ad-
just to getting new jobs in new sectors.

We fully sympathize with the challenges you are facing. We
know it is a big concern, and it is something that we have been
working on for years to try to get the mechanisms in place to try
to help ease this adjustment and ease this transition process.

Representative Saxton. Dr. Forbes, thank you very much.
Ms. Sanchez, thank you.
I am going to go to the gentleman from Binghamton, New York,

Mr. Hinchey.
Representative Hinchey. I would like to have been from Bing-

hamton, Mr. Chairman. It is a little bit further east of there.
Representative Saxton. OK.
Representative Hinchey. Good morning, Dr. Forbes and Chair-

man Rosen. It is very nice to see you and have an opportunity to
listen to you about the Nation's economy. You seem, in your testi-
mony to me, Chairman Rosen, to be very optimistic about the fu-
ture of the economy as well as its present conditions, and I cer-
tainly hope you are correct. But when we look at the actual figures,
I think that there is reason to suspect otherwise.

The principal economic strategy of the Administration seems to
be focused almost exclusively on tax reductions that would benefit
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primarily the wealthiest, most affluent people in the country, and
the belief that that would somehow favorably affect others as well.
But the consequences of that and other actions seem to have taken
the economy in a very different direction.

If you look at the history of the budget deficits, for example, we
went from a period of 3, 4 years of continuing budget surpluses to
now a situation where we are facing continuing and rising budget
deficits, record budget deficits as a matter of fact. The national
debt in the last 4 years has almost doubled. The trade deficit has
now reached record proportions.

So we have records in terms of the annual budget deficits, the
national debt, and the annual trade deficits. In recent months we
have seen records on a monthly basis in terms of the trade deficits
as well.

And in addition to that, we do not seem to be experiencing a situ-
ation where any of the economic benefits are affecting the majority
of people. In fact, the situation seems to be going in the opposite
direction. The median annual income of the average working family
has dropped by $1,400, and the number of people working in our
country as a percentage of the population has gotten down to the
point where it was in 1988. So there are more jobs being created,
but they are not being created at a pace that is sufficient to employ
people in our economy.

So I am wondering how you respond to those situations. You
made some statements, I think, earlier about the situation here in
the United States, or maybe it was you, Dr. Forbes, with regard
to circumstances here vis-a-vis those in Europe. But when you look
at certain other factors, we have 2 million people in prison in this
country. Europeans do not have anything like that. Those people
are taken out of the picture. And there are an awful lot of people
who simply have dropped out of the job market. And that number
seems to be increasing as well.

So what do you make of all of those figures and the fact that
there are observers out in the private sector who are increasingly
becoming pessimistic, particularly in regard to all of that data, cou-
pled with the fact that interest rates are now going up, and the
main factor in our economy, which seems to have been sustaining
whatever growth we have had, the housing sector, is going to be
threatened, the continuation of that growth in the housing sector
is going to be threatened by these rising interest rates?

Dr. Rosen. One of the issues you mentioned, sir, were the defi-
cits. OK. I think to begin it is useful to put the deficits in context.
In terms of nominal dollars, they are very high. When you look at
them as a proportion of GDP, which is the way economists nor-
mally do, they are still high, but within the realm of recent experi-
ence.

That said, the deficits are higher than the President wants them
to be, and, therefore, he is committed to halve the deficit between
2004 and 2009, and the budget that he submitted several months
ago puts us on that path. The path is one that achieves its goal
in terms of spending restraint.

In terms of the effect of the tax cuts on the fiscal status of the
Government, of course a very critical question. According to the es-
timates that were done in the last midsession review, which I think
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was the last time we did computations of this kind, about 35 to 40
percent of the-of the change in the fiscal status of the government
was associated with the tax cut. The rest was due to the slowdown
in the economy and increased spending, much of it for the war on
terrorism.

Representative Hinchey. Or the war in Iraq.
Dr. Rosen. Yes, sir. And as a consequence, one might ask, well,

were running those deficits toward the beginning of the Adminis-
tration sensible fiscal policy? I think that the President decided
that it was more important to put people back to work, put them
back to work sooner, get the economy back to its full employment
path sooner by running those deficits. That is a sensible short-term
strategy. Medium-term strategy, though, as I mentioned before, is
to get that down again. And that is the path outlined in the budget
that the President submitted to Congress.

With respect to the trade deficit, do you want-
Dr. Forbes. Sure. With respect to the trade deficit, you are cor-

rect, the trade deficit is very large in absolute value as well as a
percent of GDP. There are some people who urge us to reduce the
trade deficit, and I agree I would like to see the trade deficit fall
at some point, but we also have to be careful about how to reduce
the trade deficit. There are so many factors that cause a trade def-
icit, it is hard to sort out which are signs of strength and which
are signs of weakness.

And again, making the comparison to Europe, which you raised,
in the U.S. we do have a large trade deficit; the growth is very
high. The UK also has a fairly large trade deficit; growth is fairly
high. Australia and New Zealand have large trade deficits com-
parable to the U.S. Their growth is very strong. Germany, Japan,
growth is very slow; growth has been contracting or stagnated. And
they have large trade surpluses. So I don't think anyone would
want to get Germany's trade surplus or Japan's trade surplus if it
comes at the expense of much slower growth.

And there is this relationship where countries which grow faster
do tend to buy more imports from the rest of the world. Countries
which grow slower buy less imports. And therefore, that can con-
tribute to larger trade deficits for fast-growing countries and small-
er trade deficits for slower-growing countries.

So I do agree I would like to see the trade deficit fall, but we do
need to be careful about how that is accomplished and realize that
in some ways the trade deficit actually reflects the strong growth
in the U.S. economy compared to strong growth in our trading
partners.

Representative Hinchey. If I may for one second, I think a lot
of it has to do with the propensity of the American Government
and the American people to go into debt, and the personal debt of
this country is at a record level as well as the Federal Govern-
ment's debt being at a record level. One might come to the conclu-
sion that it is not a function of the strength of the economy, it is
the willingness of people to borrow enormous amounts of money
and spend it without any clear indication that that borrowing is
going to stop at any point in the future, or if it does, it will have
cataclysmic results.
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Dr. Forbes. You are right. As I said, there are many factors that
cause the trade deficit, and the low level of savings in the U.S. is
a major cause for a trade deficit. Basic economics is the trade def-
icit is equal to the shortfall of national savings relative to invest-
ment.

And you are right, if savings increase in the United States, that
would decrease the trade deficit. But I do want to make the point
I think people overstate the relationship between our budget deficit
and our trade deficit. There definitely is a relationship. Holding ev-
erything else equal, a larger budget deficit means a larger trade
deficit. But if you actually look at the numbers, it is a very weak
relationship. Look at the late 1990's. Our budget deficit actually
went from a deficit to a budget surplus, and our trade deficit-

Representative Hinchey. I am not suggesting any strong rela-
tionship. I am just suggesting that the two things are working out
there, and they both have negative consequences.

Representative Saxton. Thank you, Mr. Hinchey. The gentle-
man's time has expired.

Mr. Hinchey brought up a good subject. As I look back at the last
couple of decades in terms of economic growth, we saw the economy
begin to grow strongly in the early 1980s, 1983, 1984, timeframe.
And with the exception of a very short and shallow recession in
1990-1991, and another short and shallow recession just a couple
of years ago, we have seen some fairly remarkable long-term eco-
nomic growth during the decade of the 1980's and during the dec-
ade of the 1990s. And we see economic growth taking place again
today.

We had some tax relief legislation that we passed in 2001, 2002,
and 2003, which appears to have, as you may have mentioned, Mr.
Chairman, some effect on economic growth. Over the last couple of
decades, Dr. Forbes, what do you think has been the result of tax
policy on the economy? This is a fairly remarkable period of eco-
nomic activity that we have had over the last couple of decades.
What has tax policy had to do with that, and, more specifically, the
most recent tax relief programs that Congress has put into place?

Dr. Forbes. Actually I will give that to Harvey Rosen, who is a
leading expert in tax policy.

Dr. Rosen. Mr. Chairman, I think taxes play a very important
role in the growth of the economy; that in order to have a resilient
economy, you have to have people working, saving, investing, and
all of those decisions are in principle affected by the tax rates they
face.

So we need a tax system to sustain growth that provides good
incentives for working, saving, investing and other useful economic
activity.

And I think that one of the reasons why we have done so well
is that in this country, compared to many others, we have tax rates
that are relatively low. I think that we can do better if we make
rates lower yet, particularly on saving and investment.

In that context, I would like to focus particularly on business tax-
ation and make a couple of points. First of all, as Kristen men-
tioned before, entrepreneurship is really important when you are
talking about growth. And entrepreneurs are-specially S-corps
and sole proprietors are taxed at individual tax rates. So when we
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talk about tax relief, we are not only helping out American fami-
lies, but we are providing the wherewithal for businesses to grow.

The second thing I want to point out in the context of taxation
and its relationship to growth, we have to be mindful of the way
the corporate sector is being treated. We have a very odd system
in this country where we double-tax corporate income. First it is
taxed at the corporate rate, and then when it is distributed to indi-
viduals as dividends, it is taxed again. This creates a bias against
the organization in a corporate form, one of our most productive ve-
hicles for economic growth. It biases firms in favor of debt rather
than equity finance and creates a variety of distortions that keeps
growth lower than it would have been otherwise.

And one of the, I think, most important aspects of the President's
tax relief is the lowering of taxes on dividends and capital gains,
which is in effect lowering the double taxation on corporate income.

So in sum I think that the tax environment is important for
growth. It is common sense, it has been documented in economics
literature. And, you know, when the President constituted the advi-
sory tax panel on tax reform, part of his charge to them was to con-
sider ways in which the tax system would be reconfigured so that
it would even be more friendly to growth.

Representative Saxton. Would you talk about that for a mo-
ment? What do you think, or what does the Administration think,
that tax policy should be going forward?

Dr. Rosen. The key thing at the moment is that the tax cuts be
made permanent, that the tax relief be made permanent, that the
estate tax be eliminated, and all of those programs be made for the
long term.

With respect to tax reform, I think the President has laid out
certain principles that he thinks should guide the reform. It should
be-it should enhance growth. It should reduce the complexity of
the tax system. He has called the tax system a complicated mess,
and I think many Americans use less gentle language when they
are talking about their tax returns. I guess tomorrow is Tax Day,
so this is on everyone's mind at the moment.

He has emphasized that future movements of the tax system
should try to enhance fairness, that people should all pay their fair
share. He has emphasized that the system should be progressive.
That is very important to him, that higher-income people pay a
higher share of their incomes.

He has also emphasized that the tax system should take into ac-
count the special role of housing and charitable giving in the Amer-
ican system.

So, Mr. Chairman, the President has not made any decisions on
a particular prototype, and, in fact, he is awaiting the rec-
ommendations of the tax panel. He has laid out some principles
which show the direction he would like the tax system to move.

Representative Saxton. Uncertainty in the economy can play
havoc. I have noticed in recent days uncertainty existing in the
economy because of energy prices. Recently we have seen uncer-
tainty exist in the minds of people who are working in the economy
because of the global war on terror.

Likewise, does not the temporary nature of the tax cuts that we
put in place create uncertainty and play havoc with the economy?
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Dr. Rosen. Yes, sir. I think that uncertainty makes it very hard
to make decisions. Many of the most important decisions we make
in life, both as individuals and in our professional roles, are long-
term. If you are starting a business and you want to know should
I invest in this or invest in that, is this innovation worth following
up, you need to know something about what the returns are going
to be over time, and that depends in large part on the tax system.
And if you do not know what the tax system is going to be, I be-
lieve it will tend to inhibit people from making those sorts of deci-
sions.

So, yes, sir, I think that it would be a wonderful thing to have
a more settled tax system so that people have some certainty with
respect to the tax environment that they will be facing.

Representative Saxton. Thank you very much.
Mr. Cummings, would you like another round here?
Representative Cummings. Yes, please.
Dr. Rosen, going back to Social Security and private accounts, it

is estimated that we are going to spend billions with regard to
these private accounts. And the President has been not very clear
on where this money is going to coming from. Do you know? We
have been trying to get an answer to this, and maybe you know,
since you are the man for these issues.

Dr. Rosen. Sir, the personal accounts do involve transition fi-
nancing, and here is the way I think about it. Social Security has
promised some benefits to people in the future. Under the Presi-
dent's proposal, if you voluntarily choose to set up a personal ac-
count, then some of your-some of your payroll taxes are diverted
into your personal account.

Now, this requires some transitional borrowing in order to help
finance current benefits. But really what is going on, I think, is
that we are just putting on the books obligations that the govern-
ment already has; that is, we have promised these benefits in the
future. What the transition borrowing does, the transition funding
does, is puts those obligations on the books and in effect is
prefunding those obligations.

Maybe let me put it another way. When we think about conven-
tional debt finance, the debt is being used to buy more stuff, what-
ever the government is buying in terms of goods and services. Here
we are not expanding the size of the public sector. All we are doing
is putting on the books obligations that have already been made.
In a way it is like prepaying a mortgage. So it is not changing the
long-term fiscal stance of the government.

Now, with respect to magnitudes, there will be substantial
amounts involved. The President's proposal would have the per-
sonal accounts phased in in a way so that-which is prudent, I
think-so that financial markets will have a time to adjust and,
you know, not have undue effects on financial markets.

Representative Cummings. Well, you know, the analysis by
our staff and others-and this is what Senator Reed said earlier-
shows that the President's private accounts plan would require a
massive increase in the public debt that is not simply a short-run
transition cost. Rather the additional debt would reach 35 percent
of GDP by 2060 on top of a debt already equal to 37 percent of the
GDP today. Is that accurate, do you think?
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Dr. Rosen. The numbers do not resonate.
Representative Cummings. Is that because you disagree with

them? What do you mean, they do not resonate?
Dr. Rosen. What it means is from the point of view of the long-

term fiscal stance of the government, the personal accounts are ap-
proximately neutral, and the reason is because the transition fund-
ing that is needed is offset by-for the people who elect the per-
sonal accounts, is approximately offset by benefit reductions from
traditional Social Security that they will have in the future. So it
is a wash.

Basically we are saying, I am going to take some of my payroll
taxes, put it into a personal account. That means that there is
going to have to be some borrowing to make up for the fact that
that money is not available to pay current beneficiaries, but in the
future your traditional Social Security is going to be reduced by an
amount that takes into account what the government-the govern-
ment borrowing rate so that from the point of view of the long-term
fiscal stance of the government, it is about neutral.

Representative Cummings. Well, what are the chances that
that person, the person who participates in these savings accounts,
what are the chances that they are going to get what they would
have gotten had Social Security just stayed the way it is and we
did some things like upping-going above the 90,000 and other
things like that and kept it solvent, since personal accounts do
nothing for solvency? I am just curious. That is the question that
my constituents-they are trying to figure out what is this all
about? Will it be a wash? Why are we going through these changes
for a, quote, wash? And they worry about that, and because they
do not know whether these figures are accurate. They have seen
some inaccurate figures in the past; i.e., the costs of the prescrip-
tion drug program. So they are not sitting there just thinking that
everything is accurate.

Dr. Rosen. The promises associated with scheduled benefits
can't be kept. We know that we are $11.1 trillion in net liability
to the system. The personal accounts allow individuals who volun-
tarily opt for them to make up for the fact that these scheduled
benefits can't be kept. That is by investing in a prudent portfolio,
diversified assets, that individuals will be able to make a return
that will give them the chance to make up for the fact that the
scheduled benefits simply can't be kept.

Now, in terms of trying to deal with the solvency problem by
raising the cap, I think it is important to note that raising the cap
by itself, it won't do the trick. That is in terms of filling the $11.1
trillion shortfall, it just does not go very far.

Representative Saxton. Since Mr. Cummings has graciously
brought up this subject, we know that Social Security has got long-
term problems as it is currently configured. We know that it can't
sustain-we know that we can't sustain the program without sig-
nificant changes.

Could you just take a minute and discuss-you discussed what
the President has suggested, his basic parameters. What are the
options? We hear a lot about the personal voluntary investment ac-
counts. What are the other options? Can you just discuss them for
a few minutes?
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Dr. Rosen. Yes, sir. The President has indicated that when it
comes to reform of the system, he is willing to consider a wide vari-
ety of options; that he wants people to understand there is a prob-
lem, work together to solve that problem. And, in fact, he men-
tioned several of those options in his State of the Union Address
that have been proposed over time from people from both sides of
the aisle.

Representative Saxton. Dr. Rosen, excuse me.
Dr. Forbes, I know you have to leave. Feel free when you have

to go.
Dr. Forbes. Thank you. I was going to wait until he finished

and then apologize. Thank you very much.
Dr. Rosen. So, some of the options, you know, that came up-

I feel lonely.
Representative Sanchez. Now we are really going to go after

you.
Representative Saxton. We are still here.
Representative Hinchey. We are your friends. Don't worry.
Representative Sanchez. We are?
Dr. Rosen. Some of the options that came up, that the President

listed in the State of the Union, were reexamining the indexing
system by which benefits are calculated. Another one that came up
was-

Representative Saxton. In plain language that means benefit
cuts?

Dr. Rosen. The-plain language? The-if we were to move from
a system of wage indexing to price indexing, benefits in real terms
would actually increase. They would not be as high as the sched-
uled benefits, but the scheduled benefits are not sustainable. So
what we are talking about is cuts relative to the unsustainable
promises that have been made.

Another option that the President discussed was longevity-or
mentioned was longevity indexing, which essentially relates to in-
creasing the age at which benefits can be received. A third possi-
bility, I believe, that was listed in the State of the Union was
changing the benefit formula.

So there is a variety of ways in which reform could be achieved.
And as I mentioned before, the President is interested in getting
a dialog going to find a- set that will achieve some kind of bipar-
tisan acceptance.

Representative Saxton. One of the options which the President
apparently believes is off the table is to remove the cap, which-
and I say "believes it is off the table" because that is, in effect, a
tax increase. But if Congress were to decide to remove the cap,
what would that do to solve the problem?

Dr. Rosen. I do not have the specific numbers on what propor-
tion of the gap-

Representative Saxton. Would it provide a permanent fix?
Dr. Rosen. Oh, no, sir, it would not provide a permanent fix.

The Social Security actuaries have done some estimates. I just do
not have the numbers.

Representative Saxton. Would lifting the cap have any effect
on economic growth?
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Dr. Rosen. In general, I think when tax rates go up, the effect
is to reduce labor supply, which would have a negative impact on
growth.
. Representative Saxton. Any other options that are out there

that we have not discussed?
Dr. Rosen. Nothing is coming to mind at the moment.
Representative Saxton. So we have a system that is

unsustainable, and the options that have been talked about involve
tax increases and potentially lower levels of benefits.

Dr. Rosen. Relative to the scheduled benefits. And, of course,
the personal accounts, which I think when we are talking about re-
form of the system, it is something we should not just put off to
the side, because the personal accounts will give people the oppor-
tunity to make up some of the loss from the scheduled benefits that
are no longer possible. And, in addition, they have the further ad-
vantage, which is by taking the money, putting it into individuals'
accounts with their names on it and over which they have owner-
ship, it makes it much less likely that any Social Security revenues
coming in will be spent on other items as opposed to actually being
saved to fund retirement benefits in the future. So I see the per-
sonal accounts as an inherent part of the whole package, including
reform.

Representative Saxton. Thank you.
If my colleagues will give me one of the prerogatives of the Chair

here for one final question. What would happen in the life of a 30-
year-old person who is currently in the Social Security system who
opts to voluntarily set up a savings program for himself or herself?
What would happen long term? Just kind of walk us through it.

Dr. Rosen. Sure, I would be happy to. You are shaking your
head already?

Representative Sanchez. I just want to hear your response. I
am-speak to it, because I have more important things to ask you
about than to go through this silly Social Security thing, but let's
hear it.

Representative Saxton. My constituents do not think Social
Security is silly, Loretta.

Representative Sanchez. This is being discussed in every cor-
ridor. I would love to hear this answer.

Dr. Rosen. Here is what happens to the 30-year-old. What she
does is she can take 4 percent of her payr6ll tax, put it into a per-
sonal account. In return, I mean just for fairness, the benefit that
she gets from Social Security, traditional Social Security, in the fu-
ture will be reduced by an appropriate amount.

Then, now she has her own personal retirement account, and she
can invest it as-within certain guidelines. And the guidelines that
the President has proposed are very similar to the Thrift Savings
Plan that we all have as an option. There are certain broad-based
accounts, broad-based securities, stock, mutual funds, that kind of
thing. And then they can invest in a portfolio depending on their
preferences. It has their name on it.

Now, when they turn 47, unless they specifically opt out, their
assets would be reinvested in what is called a life cycle portfolio,
and what that does, it gradually moves the composition of your
portfolio from the relatively risky assets like stock into the rel-
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atively safer assets such as bonds. So that we know that over the
long term stocks are quite reliable, but as generating a good rate
of return, but we also know in the short term they can fluctuate.
So the purpose of the life cycle account is to protect you as you
near retirement.

Then at retirement, what happens then? Again, the money is
yours, and you can start taking it out, and with the condition that
the money there be taken out in a way so that the combination of
what you are taking out from your personal account and from tra-
ditional Social Security keeps you above the poverty line. So we are
definitely keeping the safety net in mind.

I should also add that if our hypothetical 30-year-old unfortu-
nately passes away before she reaches retirement age, she can be-
queath what is in the personal account to her loved ones.

Representative Saxton. Thank you.
Ms. Sanchez.
Representative Sanchez. Thank you, Mr. Chairman. I have

some questions. And just for the record, I don't think Social Secu-
rity is silly. I just think the President's proposals are pretty ridicu-
lous.

I want to talk to you. I recently spoke to-over an op-ed piece
from one of my former professors, economic professors, out in Or-
ange County who had written an op-ed, a discussion piece, in a
very Republican newspaper in my area, and he is a pretty conserv-
ative guy, and he said that he thinks that in the near term we will
have a recession, and in the long term we will have stagflation.

He based it on now that the Feds have a lot of different situa-
tions to deal with versus what we did in the. recovery of 2002,
which was based on the President's tax cuts, the rapid increase in
our Government spending, and a very good stimulative monetary
policy, and that carry trade allowed us to have low mortgage rates,
run up housing prices, create a strong refinancing boom, and cre-
ated strong consumer spending.

But now we have different conditions. Our productivity growth is
slowing. Our employers, therefore, have to hire more workers to
satisfy the demand that they have for their goods and services.
That has an upward pressure in nominal wages at the same time
when employers are gaining pricing power, which increases the
price of goods and services, meaning higher inflation.

Also the higher energy costs that we see, the higher rates in con-
struction, housing markets, ARMs kicking in, and no demand for
refinancing, obviously, which all turns to a lower disposable income
or a slowed down or basically a recession. That is what Esse Adibi
is saying. And in the long run he is not very optimistic because of
the budget trade deficit situation going on, the adjustment of our
currency, which you would think would be helping us on that trade
deficit, but the trade deficit continues to grow anyway.

Which points to probably, well, currently a lower standard of liv-
ing-if you go to Europe, you are not going to buy what you used
to buy a year ago or 2 years ago; a much larger currency adjust-
ment than is probably needed; the accompanying inflation that we
just talked about, that I just spoke about; the implication of a
lower dollar, which would force the Feds to increase interest rates.
So higher inflation, higher interest rates, stagflation.
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What do you think of that? What do you think of his not very
optimistic outlook with respect to what is going on right now
versus, you know, your very glowing everything is all right, do not
worry about it? And I did not add to that the entitlement programs
which are-we just spoke about Social Security, but also Medicare,
where this Republican Congress, you know, added a Part D that is
not sustainable, in my opinion, and does not bring value to the ac-
tual consumer.

Dr. Rosen. We certainly monitor the economy very closely to see
whether there are risk factors that might work toward lowering
growth as we move forward. As we noted at the beginning of the
testimony, our forecasts about what is happening moving forward
are not idiosyncratic. So it is not like CEA has some rosy scenario,
and the rest of the world disagrees. The consensus of the private
sector forecasters is not for recession and stagnation; rather it is
for sustainable growth moving forward.

One of the most important things that you raised is the condition
of household balance sheets, which is always a matter of impor-
tance when you are trying to figure out where the economy is going
to be.

Representative Sanchez. It has to be scaring you to death
those ARMs out there.

Dr. Rosen. Well, here is what you see. If you look at the ratio
of households' debt obligations to their disposable income, it has
been quite steady. In other words, household balance sheets seem
to be in pretty good shape.

Representative Sanchez. But these will kick in. They haven't
kicked in yet.

Dr. Rosen. Well, the obligations that people face could go up or
down, depending on the course of interest rates. We are predicting
mild increases in interest rates. But I think the fact is that we are
not observing problems with consumers with respect to their bal-
ance sheets at this time.

Representative Sanchez. What do you consider "mild interest
rates," Mr. Chairman? I'm sorry, "mild interest rate increases"?

Dr. Rosen. What I am talking about is that we have been fore-
casting interest rates in the middle 4.5 percent range, whereas the
long-term average is about 6.6. So interest rates are below histor-
ical averages. Mortgage rates are below historical averages, and we
do not see threats to consumer balance sheets on this basis.

Representative Saxton. Mr. Chairman, we are going to move
over to Mr. Hinchey, but on the way to doing that, these red bars
on this chart indicate the consensus forecast for the economy. Can
you comment on what consensus forecast means? Who is this that
is saying that we are going to have 3.9 to 3.3 percent growth?

Dr. Rosen. Yes, sir. There is a group of business economists who
represent either major consulting firms or major businesses, and
they submit their forecast to a central group who then just reports
them all. So you can literally get the page with what is it 30 or
40-50-there are 50 of them, and the consensus is the median or
the average of them. So this is distilling the opinions of people who
do this kind of thing for a living.

Representative Saxton. Thank you.
Mr. Hinchey.
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Representative Hinchey. Thank you, Mr. Chairman.
We have had an interesting discussion on Social Security, which

reflects, I think, the attention that you paid to that subject in your
testimony. But it is interesting, in looking at your testimony, that
there is no mention in your testimony of budget deficits, the loom-
ing Medicare crisis, which is much larger and much more imminent
than any problem in Social Security. No mention of lack of health
insurance, the wage disparities that we are confronting in our
country, the increases in poverty rates or rising energy costs, all of
which impact severely on our economy. I am not going to ask you
to go into detail on those subjects, but at some point I would be
very interested in hearing what you have to say about it.

I would like to just go back to Social Security, since so much time
and attention has been paid to that today. You mention at some
point an $11 trillion deficit. Now, that projection, I assume, is
somewhere out here-into infinity; is that right?

Dr. Rosen. Yes, sir.
Representative Hinchey. Is it customary for us in the Federal

Government to project programs into infinity?
Dr. Rosen. I think different times it is-
Representative Hinchey. I don't think it is. I think it is un-

usual to project the needs of any program out to infinity. Normally
what we do is project them out over 20 or 30 or 50-year basis.

And you mentioned a number of things in response to the chair-
man's question that could be done to deal with the Social Security
problem, and those things have been done in the past. In 1983, for
example, there were changes made which raised the retirement
level and also brought more money into the system by raising the
cap. And I think that your response saying that raising the cap
would not solve the problem is not correct. If you eliminate the cap,
it certainly would solve the problem. And it would solve the prob-
lem far into the next century; not just the 21st century, but on off
into the 22nd century based on the demographics that we are fa-
miliar with.

There are other ways to deal with it, too. If you were, for exam-
ple, or if we were, for example, to repeal the tax cuts, the Presi-
dent's tax cuts that go to the wealthiest 1 percent of Americans,
that would essentially solve the problem for the rest of this cen-
tury.

So there are some very simple things that we could do to deal
with whatever problem is perceived in Social Security, but it is in-
teresting that we are talking about a program whose solvency
under the most pessimistic cites is secure until at least 2041, and
the CBO says 2052. And interestingly enough, if we have a higher
growth rate, it would go beyond that.

In your testimony and your statements here today, I believe that
you are suggesting that we are going to continue to experience a
growth rate of something in the neighborhood of 3.7 percent. Am
I right about that?

Dr. Rosen. That is for this year, sir.
Representative Hinchey. For this year, 3.7 percent. What are

you projecting for next year?
Dr. Rosen. Next year, 3.4, 3.5? What are we saying?
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Representative Hinchey. Can I have a lapse of my time, here,
Mr. Chairman?

Dr. Rosen. 3.5 for this year, and 3.4 for next year. So we are
a little bit more modest than the consensus forecast.

Representative Hinchey. In your estimates with regard to the
problems in Social Security, what are the estimates of economic
growth used for the Social Security estimates into the future?

Dr. Rosen. The Social Security actuaries make those estimates.
I don't know specifically what figures they have.

Representative Hinchey. I understand that the figures that
they use are less than 2 percent. I believe the figures they use may
be 1.7 percent. I am not absolutely positive about that, but I am
sure it is less than 2 percent, and I think it is 1.7.

You are projecting economic growth at the rate of 3.4 and 3.5.
But when you are looking at Social Security, the Social Security ac-
tuaries, your testimony and a lot of the actions that are being con-
templated by the Administration and Members of Congress are
based upon the numbers used by the actuaries at Social Security
who predict that they system will run out of funds in 2041 you es-
sentially cut in half the growth rate. You are not playing with a
straight deck here. You are loading the dice. You are giving people
false information.

So you are going to have to settle, I think, on one of those figures
or the other. Either the economy is growing at the same rate for
Social Security as it is for everything else, 1.7 or 3.4 or 3.5, or it
is not. But it cannot be growing at two different rates.

Dr. Rosen. A couple of points, I guess. One is that in recent re-
ports, the Social Security actuaries looked at long-term calculations
as a function of different assumptions in the growth rate. And what
they found, it does not move those long-term net liabilities around
very much. And the reason is because if the economy is growing
faster, and people have higher wages, then we know, according to
the Social Security benefit formula, that just means people get
higher benefits.

Representative Hinchey. Excuse me for interrupting. There is
no argument with that, but that does not address the disparity in
the statistics. If you are using two separate growth rates, you will
have to come to a conclusion as to which number you are going to
estimate that the economy is going to grow at. And in the case of
Social Security also, if you have a growth rate of 3.4, 3.5 percent
over the course of the next decade, then the extended life of Social
Security is not going to be 2041. In other words, the money is not
going to run out by 2041. It is not going to run out based upon the
formula that the actuaries use, if they use 3.4 or 3.5 for a growth
rate. That money will extend Social Security viability out into 2050
or 2055 easily and beyond.

And also if you have the growth rate in the economy which you
are predicting now, not Social Security, but you are predicting now
for the President in the economy, then the amount of money that
people will be collecting-let's use the pessimistic numbers of the
actuaries of Social Security-the fund stops growing and becomes
stagnant, runs out of funds about 2041. Benefits paid after 2041,
according to the actuaries, would be 73 percent of what they would
be under 100 percent. But 73 percent of benefits in 2041, based
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upon the index currently in effect, has a higher buying power than
100 percent of benefits in 2005.

Dr. Rosen. I think, sir, you raise a key point at the beginning,
which is what time horizon should we look at when we are think-
ing about the Social Security system. I think that since this is driv-
en to a large extent by demographics, we know which way the de-
mographics are going. We know that if you fix it-we know what
the lines look like after 1975 and 1976, and revenues are staying
below the cost line.

Representative Hinchey. Those lines depend upon which num-
bers you use to create those lines. And if you are going to use dif-
ferent numbers to create the lines for the economic growth and for
the strength of Social Security, you are going to come up with very
different results.

So, the lines that you are talking about are projections. And no
one knows for sure what those lines are going to be. Those projec-
tions are based upon numbers that you create now. And you are
creating those numbers-you are creating one set of numbers, the
actuaries are creating a different set of numbers, but you are using
your set of numbers to predict how good the economy is now and
how good it is going to be for the duration of this Administration.
But when you talk about Social Security, you put your numbers
aside, and you pick up the actuaries' numbers, which are much
more pessimistic about economic growth, and therefore you can
predict that Social Security is in trouble. But if you used your num-
bers in terms of growth of economy, you would have to predict that
Social Security is much more strong than is being predicted now
by the Administration.

Representative Saxton. Mr. Hinchey, your time has long since
expired. Let's give the chairman a chance to answer this question.

Dr. Rosen. We always use the Social Security actuaries' num-
bers when we are analyzing Social Security. I think otherwise we
would really have problems in terms of deciding which number to
use for which kind of analysis.

Representative Hinchey. Very interesting.
Representative Saxton. Mr. Chairman, thank you very much

for being with us today, and we look forward to working with you
in the future. The hearing is adjourned.

[Whereupon, at 11:12 a.m., the hearing was adjourned.]
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PREPARED STATEMENT OF HON. JIM SAXTON, CHAIRMAN,
U.S. REPRESENTATIVE FROM NEW JERSEY

It is a pleasure to welcome Chairman Rosen of the President's Council of Eco-
nomic Advisers (CEA) before the Committee this morning. Chairman Rosen's testi-
mony on the economic outlook continues the productive exchange between the Coun-
cil and the Joint Economic Committee that has existed for many years.

A variety of standard economic data show that the U.S. economic expansion is on
track. According to recent figures, the U.S. economy grew at a rate of about 4 per-
cent last year, after adjustment for inflation. The U.S. economy has been growing
at a healthy pace since the second quarter of 2003, when the rebound in business
investment started to broaden and bolster the expansion.

The tax incentives for investment adopted in the second quarter of 2003 played
an important role in jumpstarting investment growth. The previous weakness in
business investment was replaced by double-digit increases in equipment and soft-
ware investment in six of the last seven quarters.

The acceleration of economic growth is reflected in other economic statistics as
well. Industrial production is trending upward. Over the last 22 months, payroll em-
ployment has risen by 3.1 million jobs. The unemployment rate stands at 5.2 per-
cent. Household net worth is at a record level. Homeownership has hit new record
highs. Interest rates remain fairly low by historical standards. Consumer spending
continues to grow. Inflation appears to be under control, with a key core measure
of price changes still below 2 percent on a year-over-year basis.

In summary, overall economic conditions remain very positive. Recently released
minutes from the Federal Reserve suggest that the central bank expects this eco-
nomic strength to continue. There is justifiable concern about the increase in oil
prices, but it is important to note that this primarily seems to reflect strong demand
from international economic growth, not a plunge in oil supplies.

Another challenge is the tax bias against saving and investment embedded in the
tax system. Further reducing the multiple taxation of saving and investment would
lessen the economic burden imposed by the tax code, and increase economic growth
over the long run. The Administration's proposals to protect more personal saving
from multiple taxation are right on target.

The consensus of Blue Chip forecasters projects that the economic expansion will
continue through 2005 and 2006. This is very consistent with the Council's projec-
tions for economic growth over the next two years or so. The bottom line is that
the U.S. economy remains strong and that the overall economic outlook is positive.

PREPARED STATEMENT OF HON. JACK REED, RANKING MINORITY MEMBER,
U.S. SENATOR FROM RHODE ISLAND

Thank you, Chairman Saxton. It is a pleasure to be here at the first hearing of
the Joint Economic Committee in the 109th Congress, and I look forward to working
with you. It is fitting that this hearing is with the Council of Economic Advisers,
which was created at the same time as the JEC in the Employment Act of 1946.

I want to welcome CEA Chairman Rosen and CEA member Forbes. I know that
your backgrounds are not in economic forecasting, but I am confident that you will
be able to give us useful insights on current economic conditions and where you
think the President's policies are taking us.

(29)
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I have three major concerns about the economic outlook. First, I am concerned
about what continues to be an extremely disappointing economic recovery for the
typical American worker. I know that the Administration is proud of the fact that
the economy has created jobs for 22 consecutive months. But the pace of job creation
over that period works out to just 141,000 jobs per month. That is barely enough
to keep up with normal growth in the labor force. Last month, we did not even
match that pace, as only 110,000 jobs were created.

The slow pace of job creation is disappointing, but what is happening to the take-
home pay of the average worker is even more disappointing. Since May 2003, when
the economy finally began creating jobs again, the average hourly earnings of pro-
duction workers in nonfarm industries have fallen by 0.7 percent after accounting
for inflation. In addition, we are finding that the distribution of earnings is becom-
ing more unequal and American families are having to shoulder more risk in today's
economy. I think these issues are the darker side of the President's plan for an own-
ership society, and I think they are concerns that need to be addressed.

My second major concern about the economic outlook is the effects we are seeing
in the trade deficit and the foreign exchange market from the irresponsible fiscal
policy we have been pursuing over the past four years. This week we learned that
the trade deficit is still widening, with February's deficit of $61.0 billion a record
for a single month. The broader current account deficit rose to a record 6.3 percent
of GDP in the fourth quarter of 2004. The large drain on national saving from the
federal budget deficit has put us in a position where we must borrow $650 to $700
billion per year from the rest of the world to sustain our spending. That money will
have to be paid back with interest, which will be a drain on our national income
and future standard of living.

Finally, I am concerned that the President wants to extend this fiscal irrespon-
sibility to Social Security. Analysis by the JEC Democratic staff and others shows
that the President's private accounts plan would require a massive increase in the
public debt that is not simply a shortrun transition cost. Rather, the additional debt
associated with private accounts would reach 35 percent of GDP by 2060, on top of
a debt already equal to 37 percent of GDP today.

The President's plan for private accounts makes Social Security solvency worse by
diverting payroll taxes from the trust fund. That drain-on the trust fund moves up
the date that Social Security can no longer pay full benefits and increases the
present value of the 75-year financing gap from $4.0 trillion to $5.6 trillion.

Finally, the President's plan for private accounts does nothing to increase national
saving, and could lower it still further. The private saving that would be generated
by the creation of pnvate accounts would be completely offset by the reduction in
public saving from the larger budget deficits, and people might reduce other private
saving such as their contributions to 401(k)s and IRAs.

Raising national saving is the key to economic growth and one of the ways to re-
duce the trade deficit. Moreover, as Federal Reserve Chairman Alan Greenspan re-
cently testified, it is the best way to meet the fiscal challenges posed by the retire-
ment of the baby boom generation. Unfortunately, the President's policies of large
tax cuts for those who are already well off and private accounts that add to the debt
and worsen Social Security solvency seem to be taking us in exactly the wrong direc-
tion.

I look forward to your testimony about the economic outlook, and I will listen with
interest to anything you can tell me that will allay my concerns-about that outlook.

PREPARED STATEMENT OF HARVEY S. ROSEN, CHAIRMAN,

COUNCIL OF ECONOMIC ADVISERS; AND KRISTEN J. FORBES, MEMBER, COUNCIL OF
ECONOMIC ADVISERS

Chairman Saxton, Vice-Chairman Bennett, Ranking Member Reed, and members
of the Committee, thank you for the opportunity to testify at the Joint Economic
Committee. We appreciate the long-standing relationship between the Committee
and the Council of Economic Advisers.

The President's economic agenda is ambitious and addresses a number of issues
that are important to maintain the strength and dynamism of the U.S. economy.
Today we would first like to take a few moments to discuss the current state of the
U.S. economy and the outlook moving forward. Then we will highlight two of the
President's key agenda items-Social Security and tax reform. We will conclude
with a summary of the 2005 Economic Report of the President.
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THE U.S. ECONOMY

Economic growth in the United States is robust and is expected to remain strong
for this year and next. Real GDP, the gross domestic product adjusted for inflation,
grew 3.9 percent at an annual rate during the four quarters of 2004. Current data
indicates this momentum carried into the first quarter of this year and will con-
tinue. Blue chip consensus forecasts are currently predicting real GDP growth of 3.9
percent in the first quarter and 3.6 percent in the second quarter. Housing starts
remain high. New orders for core capital goods suggest solid investment spending
going forward.

The labor market continues to improve and more Americans are working than
ever before. During the past 12 months, the economy has added 2.14 million jobs.
The unemployment rate has dropped to 5.2 percent and remains well below the
averages for the 1970s, 1980s and 1990s.

Core inflation, which excludes volatile food and energy prices, remains stable. As
measured by the core consumer price index, inflation was 2.4 percent during the
past 3 months and also the past 12 months-well below the 40-year average of 4.6
percent. Although the recent rise in crude oil prices is creating headwinds for the
economy, we do not expect it to stand in the way of continued expansion.

The Administration forecast remains on track according to data received since the
macroeconomic forecast was finalized in December of 2004. We predicted that real
GDP would grow at a 3.5 percent annual rate during 2005. Now, four months later,
the latest forecast from the Blue Chip consensus panel is 3.6 percent, in line with
the earlier Administration projection. In December the Administration forecast that
unemployment would fall to 5.2 percent by the end of 2005-a level reached in
March.

This strong economic performance of the United States is particularly impressive
when compared to the performance of other large, developed economies. The United
States had the fastest annual rate of GDP growth of any member of the G-7 in both
2003 and 2004, and is expected to continue to have the strongest rate of economic
growth in 2005. The United States is expected to grow over twice as fast as Ger-
many, Italy, and Japan in 2005.

STRENGTHENING SOCIAL SECURITY

Last year's Economic Report of the President discussed the need to strengthen So-
cial Security and approaches to reforming this vital program. In the intervening
months a vigorous debate has begun. We welcome the debate.

By now the numbers are familiar. Population growth is declining but life expect-
ancy continues to increase. In 1950 there were 16 workers for every one Social Secu-
rity beneficiary. Today, there are just 3.3 workers for every beneficiary. When to-
day's 20-year-olds retire, that number will have dropped to two.

Combined with Social Security's benefit structure, these demographic realities
mean that in about year 2017 the program will begin paying out more in benefits
than it receives in revenue. This means the Federal government will have to redeem
the IOUs in the Social Security Trust Fund, forcing cuts in other programs, tax in-
creases, or more borrowing.

These numbers have changed little in the past four years since President George
W. Bush has been in office. For example, in the last Social Security Trustees Report
under the Clinton Administration the program shortfall was projected to begin in
2016, compared to the current projection of 2017. In total, the program's unfunded
liability is about $11 trillion in present value terms. Action is needed to deal with
this problem.

To think about the problems with the Social Security system, it is useful to begin
by noting that, contrary to what many workers believe, their contributions to the
system in the form of taxes are not kept and used to fund their retirement. This
would be known as a pre-funded system. Instead, their taxes are immediately used
to pay the benefits of current retirees. The viability of this type of pay-as-you-go sys-
tem is vulnerable to the changes in demographics that we are experiencing today.

Compounding this situation is a change made in 1977 where each generation of
retirees receives higher real benefits than the generation before it. This stems from
the indexation of the initial level of benefits to wages, which over time grow faster
than prices. A person with average wages retiring at age 65 this year gets an an-
nual benefit of about $14,000, but a similar person retiring in 2050 is scheduled to
get over $20,000 in today's dollars. In other words, even after adjusting for inflation,
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today's 20-year-old worker is promised benefits that are 40 percent higher than
what his or her grandparent receives today.

The combination of large benefit increases and a growing.elderly population puts
the current Social Security system on an unsustainable path.

President Bush has outlined four key principles for strengthening Social Security.
First, no changes should occur for current or near retirees. Social Security is secure
today. It is for future generations that changes must be made. Second, there should
be no increases in the payroll tax rate. The tax has already been increased 20 times
since the program's creation. Third, the program must be permanently fixed. Short-
term funding fixes are not acceptable. Finally, Social Security should include vol-
untary personal retirement accounts. The Nation's retirement system should ensure
that all workers have the opportunity to build their own nest egg.

Roughly half of Americans are now investors. For example, millions of Americans
have become accustomed to IRAs, 401(k)s and other defined contribution pensions.
They don't have to rely on their employer to pay their pension when they retire,
they can take their account from job to job, and they manage it, own it and can
pass it own to their children. President Bush believes every worker-not just a mid-
dle or upper income worker-deserves the opportunity to have his or her own nest
egg.

Under the President's proposal for personal retirement accounts, any worker born
after 1950 would have the option of putting up to four percentage points of their
12.4 percent payroll tax into the accounts. The accounts would be phased-in over
time. Contributions would be initially capped at $1,000 per year. The amount con-
tributed to the accounts would be used to determine how much a worker's tradi-
tional Social Security benefit would be offset.

Investment options and management of the accounts would be similar to that of
the Federal employee retirement program, known as the Thrift Savings Plan (TSP).
Workers would be permitted to allocate their contributions among a small number
of very broadly diversified index funds patterned after current TSP funds. A central-
ized administrative structure would be created to collect personal retirement ac-
count contributions, manage investments, maintain records, and facilitate with-
drawals at retirement. The Social Security Administration's non-partisan actuaries
estimate that the ongoing administrative costs for these TSP-styled accounts would
be roughly 30 basis points. Private mutual funds cost roughly three times as much.

Personal retirement accounts in Social Security would not be accessible prior to
retirement. Once retired, workers would not be allowed lump sum withdrawals that
would result in their moving below the poverty line.

This proposal holds much promise. In addition to helping to pre-fund the system
and allowing every worker the opportunity to own a nest egg, personal retirement
accounts provide the possibility to earn a greater rate of return than what Social
Security can actually fund for future retirees. The accounts can also help increase
national savings as they reduce the likelihood that Social Security surpluses will be
spent on other programs.

Other reforms to Social Security must take place in order to restore solvency to
the Social Security system. In his State of the Union Address earlier this year,
President Bush outlined a variety of options advocated by both Democrats and Re-
publicans that would comply with his principles. The President is eager to work
with Congress to arrive at a package of reforms that will permanently fix the sys-
tem.

TAXES

This year's Economic Report of the President highlights the need and options for
reforming our tax code. It outlines some pros and cons of various reform prototypes.
The report does not make recommendations, which will be the responsibility of the
tax reform advisory panel later this year.

The problems of our current tax system are well-known and well-documented. The
current system is overly complex and distorts incentives for work, saving and invest-
ment. The complexity imposes high costs in terms of time and money for taxpayers
to file returns and comply with all the rules.

The distortionary effects of high tax rates on work, saving and investment impose
high costs of another kind: deadweight economic losses from distorted economic deci-
sions and the resulting inefficient use of resources. These distortions cause reduc-
tions in economic welfare that exceed the amount of tax collected. These costs above
and beyond the revenues collected are called the "excess burden" of the tax system.
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One recent academic study estimated that for the tax system in effect before
President Bush took office, the excess burden associated with increasing taxes by
one dollar was about 27 cents. In other words, the total burden of collecting $1.00
in additional in taxes was $1.27, not counting compliance costs. How much better
could we do if we reformed our tax system? The study estimated that adopting a
reformed income tax system, or one of several alternative reforms that would elimi-
nate the tax bias against saving and investment, could reduce this excess burden
by 50 percent or more. Such reforms could also result in substantial simplification.

We should note, however, that significant progress has been made. In the last four
years tax rates have been cut, the double tax on corporate income has been reduced,
fairness has been improved for families, and this has been done while enhancing
the overall progressivity of the tax system.

The 2001 and 2003 tax relief bills reduced marginal tax rates and created a low
10 percent rate. These lower rates improve economic incentives because taxpayers
get to keep more of each additional dollar that they earn, save or invest.

The 2003 tax bill reduced the double tax on corporate income by reducing the in-
dividual income tax rates for both dividends and capital gains. Corporate income is
taxed first under the corporate income tax and then a second time under the indi-
vidual income tax as dividends or capital gains. Consequently, the total Federal tax
rate on corporate income can be very high. For example, in 2000, the total Federal
tax rate on a dollar of corporate income paid out as a dividend could be as high
as 60.75 percent (calculated as the 35 percent corporate rate plus an individual tax
rate of up to 39.6 percent on the 65 cents of after-tax corporate income available
for dividends).

Economists are in broad agreement that this double taxation creates serious eco-
nomic distortions. Indeed, historically the United States was almost alone among
advanced countries in failing to provide some form of relief from double taxation of
corporate income.

Proponents of the tax relief argued that it would lead to more dividends being
paid by corporations. Was this prediction correct? One study found that the percent-

age of publicly traded firms paying dividends began to increase precisely when the
new law became effective in 2003. This percentage had been declining for more than

20 years. The study found that nearly 150 firms started paying dividends after the
tax cut, adding more than $1.5 billion to total quarterly dividends. Many firms al-
ready paying dividends raised their regular dividend payments, and others made
special one-time dividend payments to shareholders. Overall, the response has been
substantial. Another study estimated that over time, dividends will increase by 31
percent, about $111 billion in additional annual dividends at 2002 levels.

Looking more broadly, the U.S. Treasury Department has estimated that the tax
relief passed in 2001 and 2003 increased real GDP by as much as 3 percent, and
that without it, the unemployment rate would have been nearly one percentage
point higher at the end of 2003. As many as 2 million fewer jobs would not have
been available.

But there is more to be done in the tax area. As mentioned earlier, the President
has appointed a bi-partisan blue ribbon panel to study tax reform and report back
to the Secretary of the Treasury by July 31st of this year.

The 2005 Economic Report of the President discusses a number of other issues as
part of the President's economic agenda. We will briefly summarize the issues below
and encourage you to read the text for any issues that you find particularly inter-
esting.

EXPANDING INDIVIDUAL CHOICE AND CONTROL

Property rights are the key ingredient to expanding individual choice and control.
They provide the crucial link between people's effort and their reward. They are the
instrument society uses to establish people's control over things. In practice, these
go by many names, such as deeds, titles, permits, vouchers, allowances, or accounts.
Patents and copyrights are also property rights, establishing control over inventions,
books, songs, and other creative concepts. The essential idea is the same in each
case: the owner of the property right controls how something valuable is used.

Using property rights to address policy problems is consistent with the principles
of a free society because it assigns decision-making authority to individual decision-
makers, rather than to central authorities. By giving firms, individuals, and families
the authority to make decisions about the use of their own resources, property
rights give control to those entities that have both the best information and the
strongest incentives to use those resources efficiently.
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Property rights solve the 'tragedy of the commons" problem by encouraging own-
ers to reduce the intensity of resource use. If an open access resource, suc as fish-
eries or the air, is overused, assigning property rights to that resource will encour-
age its conservation. Ownership of a resource also encourages owners to invest in
and improve the resource.

Property rights have important economic effects because they underpin market
operation. Markets are socially beneficial because they allocate resources to their
highest valued use and because they provide valuable price signals to both buyers
and sellers. Without well-defined and enforced property rights, markets will work
poorly or will not work at all.

Property rights analysis can illuminate similarities in policy solutions that may
at first seem very different. There are numerous examples of the success of property
rights in addressing policy problems, including air pollution, overfishing, and poorly.
performing public schools. Property rights have facilitated cleanup of the air at low
cost, have allowed fish stocks to recover, and have improved the performance of
schools in those areas where they have been used effectively. Property rights can
be used to help address other policy issues.

The President's agenda already uses property rights to expand individual choice
and control through a variety of proposals, including the recently passed Health
Savings Accounts and Millennium Challenge Accounts, and his proposal for personal
retirement accounts in Social Security.

INNOVATION AND THE INFORMATION ECONOMV

The information technology sector has been a vibrant part of our economy and
there is every indication that it will continue to be. The continued strength of this
sector depends on fostering an environment in which innovation will flourish.

In a free market, innovators compete to lower the cost of goods, improve their
quality and usefulness, and develop entirely new goods that promise quantum leaps
in consumer welfare. People are motivated to invest in developing new ideas and
the infrastructure to enter new markets by the prospect of earning returns on their
investment. Government thus has an important role to play in defining property
rights in intellectual and physical capital so that people will be spurred to invest
and innovate, as well as ensuring the development of an environment in which pub-
lic safety and national security are protected.

Government efforts to hasten the spread of innovative technologies should focus
on lowering regulatory barriers that impede market provision. But government
should avoid "picking winners" among emerging services. Doing so could entrench
services that may become outdated as the marketplace evolves and hinder people
from choosing the services they truly prefer. At this time, it is hard to predict the
range of technologies that will emerge to deliver high-speed data services, or even
what the scope of these services will be. As people vote with their dollars, the mar-
ket winners that emerge will be those technologies and services that deliver cus-
tomers the greatest value.

MODERN INTERNATIONAL TRADE

Open markets and free trade raise living standards both at home and abroad. The
President's policy of opening markets around the world is based on this solid foun-
dation. As international trade has grown in both volume and scope, however, so too
have concerns that traditional ideas about trade policies no longer apply to today's
trade environment.

Free trade allows countries to mutually benefit from specializing in producing
goods at which they are adept and then exchanging those goods. This rationale re-
mains the same, even with advances in technology and new types of trade.

The Administration's Pursuit of trade liberalization is based upon a long history
of intellectual support or free trade. Modern trade theory begins with the nine-
teenth century's David Ricardo. Ricardo's central insight-his elegant model of com-
parative advantage-is the starting point from which to explain the gains from
trade. Ricardo's model of comparative advantage addressed the question of how a
home country could compete with a foreign trading partner that is better at pro-
ducing everything. Ricardo showed that even if a foreign country could produce each
of two goods for less than the home country could (that is, the foreign country has
an absolute advantage in the production of the goods), there could still be mutual
gains from trading the two goods. The key to the argument is that it is relative costs
of production (comparative advantage) that matter, not absolute advantage.
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The best evidence indicates that the United States enjoys such a comparative ad-
vantage in services trade. The United States exports more services than it imports,
and this surplus in services' trade has been growing in recent years. Moreover, U.S.
services exports tend to involve relatively highly-skilled and highly-paid occupa-
tions, such as engineering, financial services, or architectural services. While serv-
ices' trade may not have been envisioned in the time of Ricardo, the principle of
comparative advantage still holds. Any move toward economic isolationism would
thus threaten the competitive gains made by U.S. exporters while harming U.S. con-
sumers and firms that benefit from imports.

IMMIGRATION

In recent decades the United States has experienced a surge in immigration not
seen in over a century. Immigration has touched every facet of the U.S. economy
and, as the President has said, America is a stronger and better Nation for it. Immi-
grants today come from countries around the world and work in diverse occupations
ranging from construction workers and cooks to computer programmers and medical
doctors.

Immigrants have settled in all parts of our Nation and have generally succeeded
in finding jobs quickly, helped in large measure by the flexibility of the U.S. labor
market. One indicator of this success is that foreign-born workers in the United
States have a higher labor force participation rate and lower unemployment rate
than foreign workers in most major immigrant-receiving countries.

While flexible institutions may speed the economic integration of the foreign-born,
the distribution of the gains from immigration can be uneven. Less-skilled U.S.
workers who compete most closely with low-skilled immigrants have experienced
downward pressure on their earnings as a result of immigration, although most re-
search suggests these effects are modest. Also, communities contending with a large
influx of low-skilled immigrants may experience an increased tax burden as immi-
grant families utilize publicly provided goods such as education and health care.

U.S. immigration policy faces a complicated set of challenges, perhaps more so
now than ever before. Policy should preserve America's traditional hospitality to
lawful immigrants and promote their economic contributions. Yet these goals must
be balanced with the Nation's many needs, including the imperative for orderly and
secure borders. These challenges have only grown in a post-9/11 world. The persist-
ence of undocumented immigration and problems with employment-based immigra-
tion suggest that the United States needs to better enforce immigration laws and
do more to address the demand for immigrant workers and the need for national
security. The President's proposed Temporary Worker Program and increased fund-
ing for internal enforcement recognize these problems and would implement nec-
essary reforms.

THE GLOBAL HIV/AIDS EPIDEMIC

Societies worldwide face the challenge of curbing the acquired immunodeficiency
syndrome (AIDS) epidemic. The disease has already killed over 25 million people,
and currently over 40 million people are living with the human immunodeficiency
virus (HIV), the virus that causes AIDS. The impact of HIV/AIDS varies across the
world, both in terms of the scale of the epidemic and the ability to treat infected
individuals.

Less-developed countries are particularly hard-hit on both accounts. Almost two-
thirds of all people with HIV live in sub-Saharan Africa, a region that makes up
only one-tenth of the world's population. At the same time, few infected individuals
in the region receive adequate treatment for the disease. In addition to the devasta-
tion from the immense loss of life, the disease also has economic consequences that
intensify the humanitarian crisis.

AIDS is a global problem with far-reaching consequences. While the disease's im-
pacts on human health and mortality are widely recognized, the AIDS epidemic also
has devastating economic consequences that exacerbate the humanitarian crisis.

A comprehensive and integrated approach of prevention, treatment, and care is
essential to quelling the epidemic. In poor countries, treatment affordability and the
lack of health care infrastructure are major concerns. Compassionate pricing policies
and aid from developed nations can play an important role in expanding access to
treatment.

To continue the development of better treatments and to work toward eradication
of HIV/AIDS, drug companies need to maintain the highest possible quality of re-



36

search. Intellectual property laws are important in ensuring appropriate incentives
for innovation to create the next generation of therapies and to develop a safe and
effective vaccine.

Understanding the unique challenges presented by this epidemic is essential to
designing policies to prevent the spread of the disease and to treat those who are
already infected. President Bush has made fighting the worldwide AIDS epidemic
a priority of U.S. foreign policy, and he has taken bold action against the crisis
through his Emergency Plan for AIDS Relief.

CONCLUSION

In conclusion, the U.S. economy is fundamentally sound and the outlook is very
positive. Challenges remain, however, and the President has an ambitious agenda
to address them, including proposals to improve trade, enact legal reform, improve
access to health care, use our energy resources efficiently, and rationalize the regu-
latory system.

Mr. Chairman, we appreciate this opportunity to testify and welcome any ques-
tions. Thank you.

0
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THE EMPLOYMENT SITUATION: APRIL 2005

FRIDAY, MAY 6, 2005

UNITED STATES CONGRESS,
JOINT ECONOMIC COMMITTEE,

Washington, DC
The Committee met, pursuant to call, at 9:30 a.m., in room 1334,

Longworth House Office Building, the Honorable Jim Saxton,
Chairman of the Committee, presiding.

Representatives Present: Representatives Saxton and
Maloney.

Staff Present: Chris Frenze, Robert Keleher, Brian
Higginbotham, Colleen Healy, John Kachtik, Chad Stone, Matt
Salomon, Daphne Clones Federing, Pamela Wilson and Nan Gib-
son.

OPENING STATEMENT OF REPRESENTATIVE -JIM SAXTON,
CHAIRMAN, U.S REPRESENTATIVE FROM NEW JERSEY

Representative Saxton. Good morning.
It is a pleasure to welcome Commissioner Utgoff and her col-

leagues before the Committee this morning to discuss the latest
employment data.

The April employment data are good news for the American
workers. According to the payroll survey, employment increased by
274,000 jobs in April. Over the last 23 months, 3.5 million jobs
have been created.

According to the household survey, employment also advanced,
while the unemployment rate was 5.2 percent. Over the last year,
most of the net increase in employment has been .in the occupations
that pay in the middle range and higher.

The employment data are consistent with other data showing
that the economy continues to grow. In 2004, real GDP increased
about 4 percent, followed by a more sustainable 3.1 percent pace
in the first quarter of 2005. Consumption and investment both con-
tinue to rise. The strength of investment over the last 2 years has
been an important factor explaining the vitality of the economy.

The economy seems to have weathered the recent rise in oil
prices quite well, although oil prices have probably had some nega-
tive impact on growth. Another factor that bears watching is the
potential impact of the recent expiration of tax provisions permit-
ting expensing, which may affect the robust performance of busi-
ness investment. Traces of inflation have surfaced in recent
months, but inflation appears to be contained over the long term,
as the Fed has recently noted.

(1)
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Looking ahead, the consensus of economic forecasters is that the
U.S. economy will continue to grow at a rate in excess of 3 percent
through the end of 2006. This is consistent with the long-term
growth path of the U.S. economy over the last several decades.

At this time, I will turn to Mrs. Maloney for any statement she
may have.

[The prepared statement of Representative Saxton appears in the
Submissions for the Record on page 13.]

OPENING STATEMENT OF REPRESENTATWE CAROLYN B.
MALONEY, U.S. REPRESENTATWE FROM NEW YORK

Representative Maloney. Thank you, Commissioner; and
thank you very much, Chairman Saxton.

The Joint Economic Committee has a long tradition of holding
these hearings with the Commissioner to discuss the latest data on
the employment situation, and I am glad that we are here today
continuing that important tradition.

Now this morning's news that the economy created 274,000 jobs
in April is absolutely great news for America and for America's
workers. However, we haven't seen very many good months of good
job growth in the last 4 years as the economy has gone through the
most protracted job slump since the 1930s.

We continue to see evidence of this job slump. There are still
fewer private sector payroll jobs in April than there were when
President Bush took office in January 2001, and there are 2.8 mil-
lion fewer manufacturing jobs. Even though we have had nearly 2
years of job growth, the pace of that job creation, about 150,000
jobs per month, is not what one would expect to see in a strong jobs
recovery. It seems as though we are barely treading water. As the
Commissioner has testified, we need to create 120 to 150,000 jobs
just to keep pace with the people coming into the labor force.

Today's report also shows that the unemployment rate remained
unchanged at 5.2 percent. While it is true that the unemployment
rate has come down from its peak, it is still more than a percent-
age point higher than the 4 percentage rate that we were able to
achieve by the end of the 1990s. Today's unemployment rate masks
the fact that 5.1 million people who want to work remain out of the
labor force, and another 4.3 million are working part time for eco-
nomic reasons. The unemployment rate would be 9 percent if those
people were included. Finally, I am concerned about workers'
wages and earnings, especially over the past year or so. It seems
that no matter what measure of workers take-home pay you look
at lately, you see that it is not keeping up with inflation. For exam-
ple, in the 12 months ending in March, both average hourly earn-
ings and average weekly earnings of private-sector workers are
down about one-half percentage after accounting for inflation.
Measures of total compensation, which include benefits as well as
wages and salaries, are keeping up with inflation, but just barely.

The problem is that rising costs of health insurance premiums
are adding to employer's costs, and they are squeezing worker's
take-home pay at the same time. Not only are earnings generally
not keeping up with inflation, but the distribution of earnings is
becoming more unequal. For example, from the end of 2000 to the
end of 2004, the real earnings of full-time workers in the middle
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of the earnings distribution grew by just .2 percent per year after
inflation. However, those near the top of the distribution rose by
almost 1 percent per year after inflation, while those near the bot-
tom fell by .3 per year on average. More recently, those disparities
have become larger, and only earnings at the very top have exceed-
ed inflation. This growing gap between the haves and the have-nots
is something that is very-I am deeply concerned about, as I be-
lieve every American is.

Mr. Chairman, I am especially pleased to have Commissioner
Utgoff here today. I look forward to hearing her comments and tes-
timony, and I appreciate you having this hearing. Thank you.

[The prepared statement of Representative Maloney appears in
the Submissions for the Record on page 13.]

Representative Saxton. Commissioner, thank you for being
here today. We appreciate it, and we are ready for your testimony.

STATEMENT OF KATHLEEN P. UTGOFF, COMMISSIONER, BU-
REAU OF LABOR STATISTICS; ACCOMPANIED BY JACK
GALVIN, ASSOCIATE COMMISSIONER FOR EMPLOYMENT
AND UNEMPLOYMENT STATISTICS; AND JOHN GREENLEES,
ASSOCIATE COMMISSIONER FOR PRICES
Ms. Utgoff. Thank you.
Mr. Chairman and Congresswoman Maloney, I appreciate this

opportunity to comment on the labor market data we released this
morning.

Sitting with me at the table is Jack Galvin, our Associate Com-
missioner for Employment and Unemployment, and John
Greenlees, our Associate Commissioner for Prices.

In April, nonfarm payroll employment rose by 274,000, and the
unemployment rate held at 5.2 percent. The increase in payroll jobs
followed revised gains of 300,000 in February and 146,000 in
March. Over the month, employment growth was widespread. No-
table gains continued in construction, mining, food services and
health care.

Among the goods-producing industries,- construction employment
rose by 47,000, continuing the strong growth trend of the last 2
years. Most of April's increase occurred in specialty trade con-
tracting, with gains in both its residential and nonresidential com-
ponents. Mining added 8,000 jobs in April. Over the past 6 months,
mining employment has risen by 31,000, largely reflecting in-
creased hiring for support activities for oil and gas operations:

Manufacturing employment was essentially unchanged both in
April and over the year. The manufacturing work week was up by
one-tenth of an hour over the month, and factory overtime held at
4.5 hours.

In the service-providing sector, food services added 35,000 jobs
over the month. Following a lull in hiring last summer, industry
employment has risen by 183,000 since September. Health care
employment increased by 25,000 in April. The job gain was con-
centrated in hospitals and doctors' offices.

Employment in the information industry increased by 12,000
over the month, with gains in motion pictures and telecommuni-
cations. Job growth continued in a number of other service-pro-
viding industries, including financial activities, professional and
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technical services, and transportation. Average hourly earnings of
private production or non-supervisory workers rose by 5 cents in
April to $16, following a 4-cent increase in March. Over the year,
average hourly earnings grew 2.7 percent.

Looking at measures from our household survey, total employ-
ment rose in April by 598,000, to 141.1 million. The labor force par-
ticipation rate and the employment-to-population ratio each edged
up by 0.2 percentage points, to 66.0 and 62.6 percent, respectively.
The number of discouraged workers declined by 99,000 over the
year, to 393,000 in April.

Both the number of unemployed persons and the unemployment
rate were unchanged in April. About one in five unemployed per-
sons had been jobless for 27 weeks or longer. The long-term unem-
ployed have accounted for over 20 percent of total unemployment
for 31 consecutive months.

As a part of our mission of reporting on America's workers each
month and in recognition of Mother's Day this Sunday I would like
to mention a few facts about working mothers. In today's labor
market, 7 out of 10 mothers are working moms, compared with 5
out of 10 in 1975. Working moms account for almost one-fifth of all
employed individuals, and nearly three-fourths of employed moth-
ers usually work full time.

Mothers who usually work full time also spend more than 2
hours each week day performing active child care, cleaning house
and preparing meals. In addition, nearly 4 out of 10 mothers who
work full-time perform volunteer work at some point during the
year.

I would also like to note that an updated version of a report by
BLS on women in the labor force, which includes data on working
mothers, will be posted on our Web site next week. This report is
a compilation of information on women workers by various charac-
teristics, including age, education, occupation and earnings.

To summarize, April's labor market data, nonfarm payroll em-
ployment increased by 274,000. The unemployment rate was un-
changed over the month, at 5.2 percent.

My colleagues and I now will be glad to address your questions.
[The prepared statement of Commissioner Utgoff together with

Press Release No. 05-788 appears in the Submissions for the
Record on page 14.]

Representative Saxton. Commissioner, thank you very much.
We particularly appreciate your remark today about working
moms. It is a subject that we continue to see changes, an important
change in our society. I can remember several decades ago there
were very few working moms, and today there are many, and so
your remarks were most appropriate. Thank you for that.

Ms. Utgoff. Thank you.
Representative Saxton. Commissioner, how would you charac-

terize the April data? Didn't both unemployment surveys show
strong gains in employment?

Ms. Utgoff. Yes, the labor market showed a good deal of
strength this month.

Representative Saxton. And how large were the upward revi-
sions in payroll employment for the months of February and
March?
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Ms. Utgoff. 57,000 for February.
Representative Saxton. Bringing it to a total of what kind of

growth?
Ms. Utgoff. 146,000.
Representative Saxton. 146,000 in February?
Ms. Utgoff. Yes. Oh, I am sorry, that was March. February is

300,000.
-Representative Saxton. 300,000 in February. So we had a

slight downturn on revised numbers in March, but certainly we are
seeing a trend of good growth here over the past 3 months, cer-
tainly.

Ms. Utgoff. Both of them were revised upward, so we had
stronger news for the previous 2 months.

Representative Saxton. Okay, thank you. So over the past 3
months, including this month, we have seen, overall, good growth.

Ms. Utgoff. Yes.
Representative Saxton. Is it typical for this stage of a cycle,

or is it unusual?
Ms. Utgoff. I think when we talk about a cycle we have to real-

ize that what we have seen since March, 2001, is very atypical. It
doesn't look like other recessions. But this kind of growth is normal
for when the labor market starts to recover.

Representative Saxton. Okay. Thank you.
What factors contributed to the revisions of February and

March?
Ms. Utgoff. The revisions for February were in leisure and hos-

pitality, largely eating and drinking. The revisions for March were
spread widely throughout all of the industries.

Representative Saxton. Thank you.
Are there any signs in the April data that workers are choosing

to enter the-workforce? Are we seeing any movement of encouraged
workers who may perceive that the labor market conditions con-
tinue to improve?

Ms. Utgoff. The household survey shows a very strong increase
in participants in the labor force, and it also shows a strong growth
in employment.

Representative Saxton. So individuals who are unemployed
are becoming more encouraged to seek jobs, is that a fair state-
ment?

Ms. Utgoff. Yes. Over the last year, the number of discouraged
workers has declined.

Representative Saxton. In your statement, you note that the
monthly gain in payroll employment was widespread. Isn't this re-
flected in the defusion index which rose to 61.3?

Ms. Utgoff. Yes.
Representative Saxton. What does that mean? 61.3 percent is

a number which means what?
Ms. Utgoff. It reflects roughly the percentage of industries that

have increased employment that month. It is actually the percent
with an increase, half the percent of the industries that had no
change to reflect, so that 50 is the mark for neither contraction or
expansion.

Representative Saxton. So of all the firms in the index, 61.3
percent have growth in employment?
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Ms. Utgoff. Yes.
Representative Saxton. In your statement you also note an in-

crease in employment related to oil and gas operations. How do you
interpret this increase?

Ms. Utgoff. I think this is related to the increase in fuel prices,
which has led for more exploration and people providing the serv-
ices for more exploration and drilling.

Representative Saxton. Now I have noted that, with regard to
coal operations-speaking of energy-there have been some reports
that coal mining operations have had trouble finding workers. Is
this reflected in your data?

Ms. Utgoff. There has been an increase of employment in min-
ing over the last 12 months, about 6,300. Now they may have
wanted to hire 20,000, so that there is a shortage, but we do see
an increase in employment over the year.

Representative Saxton. Also in your statement you mention
that over the last 2 years construction employment has been
strong. This strength seems to be quite consistent month after
month over the recovery, hasn't it?

Ms. Utgoff. Yes.
Representative Saxton. Is that a reflection of something that

has been happening generally in the housing market?
Ms. Utgoff. Yes. The low interest rates have sparked a fairly

strong housing boom. We see that in construction, we see that in
the financial services that deal with mortgages, we see that
throughout the employment situation-that if it is related to the
housing market-it is showing strength.

Representative Saxton. And slightly out of your domain, I
guess, but let me ask this question anyway. We have noted that
the Fed has had a continuing slow increase of short-term interest
rates, but, at the same time, long-term interest rates have contin-
ued to at least be stable and in some cases fall. Has this contrib-
uted to the housing market, and do you have any thoughts about
what is causing the long-term rate to remain stable while short-
term rates are increasing?

Ms. Utgoff. Chairman Greenspan is far better than I on that-
and that is totally out of my bailiwick.

Representative Saxton. Okay, thank you.
Let me just turn to the rate of unemployment for just a moment.

We have a chart that our great helper is going to help us put up
there.

The point that I want to make here is that Mrs. Maloney pointed
out that the rate of unemployment remained at 5.2 percent this
month. I just wanted to point out that, in spite of the fact that the
rate of unemployment remained at 5.2 percent, we have already
talked here in the last few minutes about the rate of unemploy-
ment; and one of the things that, of course, keep it from falling is
that more and more people are attempting to enter the workforce,
and that is good.

Now over the last three and a half decades, this chart shows
the-through the red line-the trends in the rate of unemployment.
And, of course, during the 1970s, we saw unemployment peak out
at around 9 percent; during the 1980s, we saw unemployment peak
out at just under 11 percent; during the 1990s, we saw unemploy-
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ment peak out at just under 8 percent; and in this recession that
we are now recovering from, we saw the rate of employment peak
out at 6.2 percent. So the peak of 9 percent in the 1970s, the peak
of almost 11 percent in the 1980s, the peak of almost 8 percent in
the 1990s far surpassed the peak of unemployment that we saw of
6.2 percent in this cycle. And, further, the average rate of unem-
ployment in the 1970s was 6.2 percent, in the 1980s was 7.3 per-
cent, and in the 1990s was 5.8 percent.

So while we would like to see full employment, whatever that is,
we certainly are in a period when we should be fairly pleased, I
would think, with the way the job recovery and the rate of unem-
ployment have shown great long-term progress here. And I just
wondered if there is anything about this chart that you would like
to remark about or comment on inasmuch as this is-at least over
the last three and a half decades we are in a fairly historic position
in terms of long-term low-unemployment rates.

Ms. Utgoff. Yes. We just checked the numbers, and what you
have there is correct.

Representative Saxton. Okay. Thank you.
Mrs. Maloney.
Representative Maloney. It is always good to hear you are cor-

rect. First of all, I would like to thank you very much for including
Mother's Day employment numbers. They show a tremendous shift,
really, in the framework of our country. Seven out of ten mothers
are now in the labor force.

I think this is such an important issue. One of the areas I work
in is supporting policies in the private and public sector to support
working mothers; and I would like to request a hearing just on
working mothers or, at the very least, the opportunity, Commis-
sioner, to speak with you in depth on the numbers that you see in
this really dramatic change in the way our country is constructed.

But I do want to go back to the Chairman's chart, and I am glad
that it is correct. Because one of the things that it shows is that
the unemployment numbers are still higher than when President
Bush took office. Although there is a larger participation, it is still
not as large as I would like to see; and I would like to ask specifi-
cally, Commissioner, the unemployment rate remains at least a
percentage point higher than it was before the start of the reces-
sion, is that correct? And what was the unemployment rate in
April?

Ms. Utgoff. The unemployment rate in April was 5.2 percent. In
March 2001, last business cycle peak, the jobless rate was 4.3.

Representative Maloney. 4.3, okay. So the labor force partici-
pation rate I think is tremendously important.

Wouldn't you expect in an economic recovery that people who
had dropped out of the labor force would begin to come back and
that the labor force participation rate would increase? What has
been the recent level of the labor force participation rate, and how
does that compare with what it was in 2000 and early 2001? And
if I could add, when was the last time the labor force participation
rate was this low?

Ms. Utgoff. In April, the labor force participation rate was 66.0
percent. The rate peaked at 67.3 in the first few months of 2000,



8

and it was at 67.2 percent in March 2001, at the business cycle
peak.

You asked me when the last time we had these kinds of rates.
The labor force participation rate has been at or near 66 percent
since mid-2003. Prior to the 2001 recession, the rate was last in
that general range in 1993.

Representative Maloney. So we would have to go back at least
10 years

Ms. Utgoff. That is correct.
Representative Maloney [continuing]. For it to be in this

range.
The employment-to-population ratio is very important, and I

would like to understand this more. What fraction of the popu-
lation was employed in April? And how does the employment-to-
population ratio in recent months compare to what it was in 2000
or early 2001? And when was the last time the employment-to-pop-
ulation rate was as low as it has been recently?

Ms. Utgoff. The employment-to-population ratio now is 62.1-I
am sorry, 62.6; and the annual average in 2000 was 64.4. In Janu-
ary 2001, the employment-to-population ratio was 64.4.

You asked about when the last time it was as low as it is now.
The employment-to-population ratio has been about 62.5 percent
since the middle of last year. The last time it had been at the level
prior to this recession was in mid-1994.

Representative Maloney. The official unemployment rate does
not, as I understand it, include people who want to work but do
not satisfy all of the requirements to be officially classified as un-
employed. When people who want a job that are not in the labor
force and people who want to work full time but can only get a part
time job are included, that measure of labor market slack is much
higher than the official unemployment rate. So how many people
are officially counted as unemployed now?

Ms. Utgoff. 7.7 million.
Representative Maloney. 7.7 million. How many people who

are not in the labor force say they want a job now?
Ms. Utgoff. 1.5 million people say that they are not in the labor

force, but they say they want a job, have searched for work in the
prior 12 months, and are available to work now.

Representative Maloney. How many people are working part
time for economic reasons and presumably would want to work full
time if they could get a full-time job?

Ms. Utgoff. In April, 2005, that was 4.3 million.
Representative Maloney. What would the unemployment rate

be if you included people who want a job now but are not in the
labor force and people who are working part time not for economic
reasons but because they cannot get a full time job?

Ms. Utgoff. That is one of the unemployment rates we pub-
lished. It is called the U-6, and that number would be 9 percent.

Representative Maloney. Nine percent.
May I continue asking questions, Mr. Chairman?
Representative Saxton. Sure.
Representative Maloney. Thank you.
Something that really concerns me deeply and that I, quite

frankly, do not understand, is why are we not seeing stronger wage



9

growth? We see some good employment numbers across the board,
which is great news, but the wage growth does not appear to be
growing.

A few weeks ago-in fact, the last time we had a hearing-the
L.A. Times ran a story entitled, "Wages Lagging Behind Prices."
Inflation has outpaced the rise of salaries for the first time in 14
years, and workers are paying a bigger share of the cost of their
health care.

Then the next day the New York Times ran a story headlined,
"Falling Fortunes of the Wage Earners." What has been happening
to growth and wages and earnings recently compared with what
has been happening to inflation? In other words, have workers'
paychecks been keeping up with inflation?

Ms. Utgoff. There-are several measures of earnings. Let me talk
about the ones that are in the report that I testified on today, and
that is real earnings of production or nonsupervisory workers.
That, in real terms, declined a half a percent from March 2004 to
March 2005.

Representative Maloney. But haven't we seen pretty strong
productivity growth over the past 4 years, and wouldn't we expect
to see that translated into solid growth and real jobs? Productivity
is growing up faster than real wages.

Ms. Utgoff. That is the theory, that productivity leads to higher
wages. We just have not seen it in the last part of this cycle.

Representative Maloney. Most of this strong growth and labor
productivity has, therefore, translated into profits, not wages,
hasn't it?

Ms. Utgoff. The Bureau of Labor Statistics has very limited in-
formation on profits. Our productivity analysis reports on profits in
the nonfinancial corporations. In 2004, productivity in nonfinancial
corporations increased by 3.9 percent, hourly compensation by 4.4
percent, and unit profits by 20 percent.

Representative Maloney. Employers' costs-and I am hearing
a lot of this from my constituents that are very concerned that
their costs are not only wages and salaries but also benefits, and
the cost of benefits are going up really dramatically. When employ-
ers costs go up because they have to pay more for health insurance,
how does that affect our measure of employee compensation? Aren't
workers subject to a squeeze on their take-home pay as employers
have to pay more for their health insurance? And if employers are
shifting more of the burden of rising health care costs onto their
workers, does that not reduce the purchasing power of that take-
home pay still more?

Ms. Utgoff. You asked how is the compensation measured. We
have an employment cost index which measures wages and salaries
and benefits and then the total compensation package. Wages and
salaries have not risen as quickly as the benefits increases, so I
think it is fair to say that there has been pressure on wages and
salaries because of increases in workers' benefit costs, particularly
pension and health benefits.

Representative Maloney. I believe that the BLS publishes
data on the usual weekly earnings of full-time workers, including
some information about the wage distribution, is that correct?

Ms. Utgoff. Yes.
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Representative Maloney. Well, our staff has done some cal-
culations that shows some disturbing trends in that wage distribu-
tion. First, they show that from the fourth quarter of 2000 to the
fourth quarter of 2004, median earnings had increased by just .2
percent per year after inflation. Does that seem about right to you?

Ms. Utgoff. We have done the same calculation, and it is about
right. We calculated a gain of about .15 percent.

Representative Maloney. Okay, thank you.
However, earnings near the very top of the earnings distribution,

the 90th percentage, have risen by roughly .9 percent per year,
while earnings near the bottom, the tenth percentile, have fallen
by 3 percent per year. Does that seem about right to you as well?

Ms. Utgoff. Well, let me read the numbers for you.
During that 4-year period, you are talking about nominal earn-

ings. If the ninth decile grew from 1,299 to 1,477, that was up 13.7
percent, while those at the first decile increased from $284-308,
that is up 8.5 percent. Now, inflation over this period rose by 9.6
percent. So, in real terms, those at the ninth decile have seen earn-
ings growth around 1 percent per year, while those in the first dec-
ile have seen their earnings decline .3.

Representative Maloney. Thank you.
So in other words, things seem to have gotten worse in the past

year, comparing the first quarter of this year with the comparable
period a year ago. Only the very top of the distribution seems to
have experienced real wage gains, while earnings at the bottom,
the tenth percentile, were down 1.3. Do those numbers sound
roughly right to you, or-

Ms. Utgoff. Yes. From the first quarter of 2004 to the first quar-
ter of 2005, weekly earnings at the ninth decile are up in nominal
terms, and earnings in the first decile are up about 1.6 percent.

Given that the CPI is up about 3 percent over this period, earn-
ings among workers at the ninth decile have seen a small increase
in real terms over this period, while those in the first decile have
experienced a decline of about 1.4 percent.

Representative Maloney. Thank you.
Well, this job growth is really encouraging. 274,000 jobs in this

month is just great news for America. But I would like to know,
how long does it usually take from when the economy first begins
to lose jobs in a recession until the job's deficit created by that re-
cession is completely erased?

Ms. Utgoff. It varies. It took 28 months to recover from the
Representative Maloney. It is roughly 2 years, would you say?
Ms. Utgoff. Yes.
Representative Maloney. And hasn't it taken us nearly 4 years

in this business cycle just to get back to where we were when this
recession started?

Ms. Utgoff. Yes.
Representative Maloney. And when you take out growth in

government jobs, don't we still have fewer jobs on private payrolls
than there were when President Bush took office in January 2001,
or at the start of the recession in March 2001?

Ms. Utgoff. That is correct.
Representative Maloney. More than 4 years after the start of

a recession, isn't our usual experience that there are two or three
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million more payroll jobs than there were when the recession start-
ed, instead of a deficit?

Ms. Utgoff. Can we get back to you the average? The question
is, 4 years after a

Representative Maloney. Start of a recession.
Ms. Utgoff [continuing]. The start of a recession what is the av-

erage job growth?
Representative Maloney. Yes, payroll jobs.
Ms. Utgoff. Okay. We don't have those numbers here with us

today.
Representative Maloney. If you could get back.
[The information referred to may be found on page 41.]
Representative Maloney. And aren't there significantly fewer

manufacturing jobs than there were in 2001?
Ms. Utgoff. Yes.
Representative Maloney. Roughly 2.6 million less.
Ms. Utgoff. That is right.
Representative Maloney. And those persistent job deficits are-

different from anything we have seen in a business cycle-for a very-
long time, aren't they?

Ms. Utgoff. Yes.
Representative Maloney. Thank you.
One of the reports that I-it was not in your statement but was

really in the news broadcast this morning-is that Americans are
working longer hours, that the number of hours Americans are
working is longer. And I am just interested, given the fact that you
show how long the women are working and then working at home,
too, is it true that the numbers that Americans are working for
their wages are growing longer? I heard that on a news report this
morning.

Ms. Utgoff. The average hours worked are a function of not just
how many people are working but where they are working. Manu-
facturing tends to have higher hours than the service industry. So
that over the last several years, as you have seen a shift out of
manufacturing, average hours have fairly gone down.

Representative Maloney. They have gone down.
Thank you very much. I have no further questions. 274,000 jobs

sounds good to me, Mr. Chairman. I hope it continues.
Representative Saxton. Well, I just have one question, and I

guess this is a rhetorical one. Inasmuch as Mrs. Maloney went to
great pains to point out what she perceives as the various weak-
nesses in this cycle related to Mr. Bush, I wonder if she would give
Mr. Bush credit over the past 3 months for having created an aver-
age of 240,000 jobs a month.

Representative Maloney. What I am very concerned about,
Mr. Chairman, are the structural challenges that we face. This is
probably not a question for the BLS, but I am concerned that we
have raised the debt ceiling three times in this administration, that
we have three records

Representative Saxton. You are not answering my question. It
is my time. I am going to reclaim my time. My question said, do
you give the President credit for having created 240,000 jobs a
month for the last 3 months? That is a very good rate of job cre-
ation.
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In addition to that-let me amend my question. Do you criticize
in any way the previous administration for the loss of manufac-
turing jobs which took place in 1998, 1999, and 2000? Wouldn't it
be fair to blame that administration for that job loss in manufac-
turing?

Representative Maloney. Mr. Chairman, I am not blaming
anyone. My questions were very factual and aimed at getting infor-
mation. The fact that our country is losing manufacturing jobs is
a challenge to both sides of the aisle to try to reverse that dis-
turbing trend, no matter what administration it is in. We have
seen today 4 records-record job growth, record deficits, record
trade deficit, and record debt-and I am concerned about these
structural challenges that this country faces with the growing and
looming debt.

Mr. Chairman, you and I both owe the Federal government
$27,000 of what our personal debt price is. I happen to be con-
cerned about that. And until we address the structural challenges,
I don't feel that continued prosperity for our country long term is
extremely positive.

We are a great country. I hope the stock market goes up. This
is great employment. I hope some of those people that got those
jobs live in my district, in the great State of New York. I am very
happy about this job growth, and let's work together to come up
with some policies to reverse the disturbing loss of manufacturing
jobs and to try to structurally address the challenges that we con-
front.

I am concerned that there are some people that want to add an-
other couple of trillion dollars of debt in a structure to go to private
insurance. Now if you want to go to private insurance, don't add
debt to the American people

Representative Saxton. I am going to reclaim my time. I am
sorry. The gentlelady is out of order.

Representative Maloney. I was answering your question.
Representative Saxton. I think you were filibustering.
I think the 240,000 average job growth during the last 3 months

speaks for itself.
With regard to manufacturing jobs, I am pleased that the

gentlelady has pointed out that-and has agreed that it is part and
parcel of both administrations. It is a set of issues that we do need
to address on a bipartisan basis. And certainly-I will conclude
with this-the gentlelady's questions were aimed at pointing out
the weaknesses which she inferred took place because of this ad-
ministration.

Thank you very much. The hearing is adjourned.
[Whereupon, at 10:13 a.m., the hearing was adjourned.]
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PREPARED STATEMENT OF REPRESENTATIVE JIM SAXTON, CHAIRMAN

It is a pleasure to welcome Commissioner Utgoff and her colleagues before the
Committee this morning to discuss the latest employment data.

The April employment data are good news for American workers. According to the
payroll survey, employment increased by 274,000 jobs in April. Over the last:23
months, 3.5 million jobs have been created.

According to the household survey, employment also advanced, while the unem-
ployment rate was 5.2 percent. Over the last year, most of the net increase in em-
ployment has been in occupations that pay in the middle range and higher.

The employment data are consistent with other data showing that the economy
continues to grow. .In 2004, real GDP increased about 4 percent, followed by a more
sustainable 3.1 percent pace in the first quarter of 2005. Consumption and invest-
ment both continue to rise. The strength of investment over the last 2 years has
been an important factor explaining the vitality of the economy.

The economy seems to have weathered the recent rise in oil prices quite well, al-
though oil prices have probably had some negative impact on growth. Another factor
that bears watching is the potential impact of the recent expiration of tax provisions
permitting expensing, which may affect the robust performance of business invest-
ment. Traces of inflation have surfaced in recent months, but inflation appears to
be contained over the long term, as the Fed has recently noted.

Looking ahead, the consensus of economic forecasters is that the U.S. economy
will continue to grow at a rate in excess of 3 percent through the end of 2006. This
is consistent with the long-term growth path of the U.S. economy over the last sev-
eral decades.

PREPARED STATEMENT OF REPRESENTATIVE CAROLYN B. MALONEY

Thank you, Chairman Saxton. The Joint Economic Committee has a long tradition
of holding these hearings with the Commissioner of the Bureau of Labor Statistics
to discuss the latest data on the employment situation, and I am glad we are able
to continue that tradition today.

This morning's news that the economy created 274,000 jobs in April is certainly
good news for American workers. However, we haven't seen very many months of
good job growth in the last 4 years as the economy- has gone through the most pro-
tracted jobs slump since the 1930's.

We continue to see evidence of that jobs slump. There were still fewer private sec-
tor payroll jobs in April than there were when President Bush took office in January
2001, and there are 2.8 million fewer manufacturing jobs. Even though we have had
nearly 2 years of job growth, the pace of that job creation-about 150,000 jobs per
month-is not what one would expect to see in a strong. jobs recovery. It seems as
though we are barely treading water in terms of keeping up with population growth
and encouraging people to come back into the labor force after a long jobs drought.

Today's report also shows that the unemployment rate remained unchanged at 5.2
percent. While it is true that the unemployment rate has come down from its peak,
it still is more than a percentage point higher than the 4 percent rate we were able
to achieve by the end of the 1990's. Moreover, today's unemployment rate masks the
fact that 5.1 million people who want to work remain out of the labor force and an-
other 4.3 million are working part-time for economic reasons. The unemployment
rate would be 9.0 percent if those people were included.

Finally, I am concerned about workers' wages and earnings, especially over the
past year or so. It seems that no matter what measure of workers' take-home pay
you look at lately you see that it is not keeping up with inflation. For example, in
the 12 months ending in March, both average hourly earnings and average weekly

(13)
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earnings of private sector workers are down about V percent after accounting for
inflation. Measures of total compensation, which include benefits as well as wages
and salaries, are keeping up with inflation-but just barely. The problem is that ris-
ing costs of health insurance premiums are adding to employers costs but they are
squeezing workers' take-home pay at the same time.

-Not only are earnings generally not keeping up with inflation, but the distribution
of earnings is becoming more unequal. For example, from the end of 2000 to the
end of 2004, the real earnings of full-time workers in the middle of the earnings
distribution grew by just 0.2 percent per year after inflation. However, those near
the top of the distribution rose by almost 1 percent per year after inflation, while
those near the bottom fell by 0.3 percent per year, on average. More recently, those
disparities have become larger and only earnings at the very top have exceeded in-
flation.

Mr. Chairman, I am very pleased to have Commissioner Utgoff here today and
I look forward to hearing her testimony and pursuing with her some of the concerns
I have raised about the employment situation.

PREPARED STATEMENT OF KATHLEEN P. UTGOFF, COMMISSIONER,
BUREAU OF LABOR STATISTICS

Mr. Chairman and Members of the Committee: I appreciate this opportunity to
comment on the labor market data we released this morning.

Nonfarm payroll employment rose by 274,000 in April, and the unemployment
rate held at 5.2 percent. The increase in payroll jobs followed revised gains of
300,000 in February and 146,000 in March. Over the month, employment growth
was widespread. Notable gains continued in construction, mining, food services, and
health care.

Among the goods-producing industries, construction employment rose by 47,000,
continuing the strong growth trend of the last 2 years. Most of April's increase oc-
curred in specialty trade contracting (40,000), with gains in both its residential and
nonresidential components. Mining added 8,000 jobs in April. Over the past 6
months, mining employment has risen by 31,000, largely reflecting increased hiring
for support activities for oil and gas operations.

Manufacturing employment was essentially unchanged both in April and over the
year. The manufacturing workweek was up by one-tenth of an hour over the month,
and factory overtime held at 4.5 hours.

In the service-providing sector, food services added 35,000 jobs over the month.
Following a lull in hiring last summer, industry employment has risen by 183,000
since September. Health care employment increased by 25,000 in April. The job gain
was concentrated in hospitals and in doctors' offices.

Employment in the information industry increased by 12,000 over the month,
with gains in motion pictures and telecommunications. Job growth continued in a
number of other service-providing industries, including financial activities, profes-
sional and technical services, and transportation.

Average hourly earnings of private production or nonsupervisory workers rose by
5 cents in April to $16.00, following a 4-cent increase in March. Over the year, aver-
age hourly earnings grew by 2.7 percent.

Looking at the measures from our household survey, total employment rose in
April by 598,000 to 141.1 million. The labor force participation rate and the employ-
ment population ratio each edged up by 0.2 percentage point to 66.0 and 62.6 per-
cent, respectively. The number of discouraged workers (persons outside the labor
force who had stopped looking for work because they believed their job search efforts
would be fruitless) declined by 99,000 over the year to 393,000 in April (not season-
ally adjusted).

Both the number of unemployed persons and the unemployment rate were un-
changed in April. About 1 in 5 unemployed persons had been jobless for 27 weeks
or longer. The long-term unemployed have accounted for over 20 percent of total un-
employment for 31 consecutive months.

As part of our mission of reporting on America's workers each month, and in rec-
ognition of Mother's Day this Sunday, I would like to mention a few facts about
working mothers. in today's labor market, 7 out of 10 mothers are in the labor force,
compared with 5 out of 10 in 1975. Working moms account for almost one-fifth of
all employed individuals, and nearly three-fourths of employed mothers usually
work full time. Mothers who usually work full time also spend more than 2 hours
each weekday performing active childcare, cleaning house, and preparing meals. In
addition, nearly 4 out of 10 mothers who work full time perform volunteer work at
some point during the year.
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I also would note that an updated version of a report by BLS on women in the
labor force, which includes data on working mothers, will be posted on our Web site
next week This report is a compilation of information on women workers by various
characteristics, including age, education, occupation, and earnings.

To summarize April's labor market data, nonfarm payroll employment increased
by 274,000. The unemployment rate was unchanged over the month, at 5.2 percent.

My colleagues and I now would be glad to address your questions.
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THE EMPLOYMENT SITUATION: APRIL 2005

Employment rose in April, and the unemployment rate was unchanged at 5.2 percent, the Bureau of
Labor Statistics of the U.S. Department of Labor reported today. Nonfarm payroll employment increased
by 274,000 over the month. Job growth was widespread, with gains in construction, mining, and several
service-providing industries.
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Unemployment (Household Survey Data)

Both the number of unemployed persons, 7.7 million, and the unemployment rate, 5.2 percent, were un-
changed in April. The jobless rate was down from 5.5 percent a year earlier. Over the month, the unem-
ployment rates for adult men (4.4 percent), adult women (4.6 percent), teenagers (17.7 percent), whites
(4.4 percent), and blacks (10.4 percent) showed little or no change. After declining in Marcb, the unem-
ployment rate for Hispanics or Latinos increased to 6.4 percent, the same as in February. The jobless rate
for Asians was 3.9 percent, not seasonally adjusted (See tables A-l, A-2, and A-3.)

The number of long-term unemployed-those unemployed 27 weeks and over-was about unchanged
over the month. This group accounted for 21.2 percent of the unemployedi (See table A-9.)

Total Employment and the Labor Force (Household Survey Data)

Total employment grew by 598,000 in April to 141.1 million, and the employment-population ratio-the
proportion of the population age 16 and over with jobs-edged up to 62.6 percent The civilian labor force
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Table A. Major Indicators of labor market activity, seasonally adjasted
(Numbers in thousands)

Quarterly averages Monthly data Mar.-

Category 2004 2005 2005 Apr.

NV I Feb. I Mar. Apr. change

HOUSEHOLD DATA Labor force status

Civilian labor force ............. 148,136 148,089 148,132 148,157 148,762 605

Employment ........... 140,092 140,296 140,144 140,501 141,099 598

Unemployment ......... ,., 8,044 7,794 7,988 7,656 7,663 7
Not in labor force ........ 76,282 76.949 76,909 77,079 76.679 -400

Unemployment rates

All workers ....... , , . . 5.4 5.3 5.4 5.2 52 0.0

Adult men ............................. 4. 9 4.7 4.9 4.6 4.4 -.2

Adult women ... ......................... 4.7 4.6 4.7 4.5 4.6 .1

Teenagers .... ........................ 17.1 16.9 17.5 16.9 17.7 .8

White ... . . ................ 4.6 4.5 4.6 4A 4A .0

Black or African American ................... 10.8 10.6 10.9 10.3 10.4 .I

Hispanic or Latino ethnicity ................. 6.71 6.1 6.4 5.7 6.4 .7

ESTABuSHMENT DATA Employment

Nonfarm employment .1 , 32,302 p
132

,
822

132,873 p133,019 p133,293 p
274

Goods-producing ........................... 22,000 p
22

,
055 22,066 p22,095 p22.14 0 p45

Construction ........................... 7,063 p7,128 7,133 p7,162 p
7.

20 9
p47

Manufacturing ............................ 14,338 p14,314 14,321 p14,314 p14,308 p-
6

Service-providing
t
. .......................... 110,302 p110,767 110,807 p110,924 pl 11, 1 53 p229

Retail trad2 . ..................... . 15,072 p15,110 15,125 p l5,1
2

3 p 15,148 p
24

Professional and business services ....... 16,633 p16,759 16,775 p
16
,
807

p 
16

.
84 3

p
3 6

Education and health services ............ 17,110 p
17

,
191 17,186 p

17
,
209 pl17,244 p35

Leisure and hospitality ..................... 12,569 p
12

,
6 45

12,650 p12,674 p
12,

732
p58

Government ....... ,.,.,........ 21,702 p21,72' 21.733 p21,732 p21,750 p18

Hours ofwork
3

Total private .............................. 33.7 p33.7 33.7 p33.7 p33.9 p0.2

Manufacturing .............................. 40.6 p40.6 40.6 p4O.4 p40.5 P.
1

Overtime ... 4.5 p4.5 p4.I p.O
Indexes of aggregale weekly hours (2002.100V)

Total private ...... 101.21 p101.7| 101.8| p101.9| p102.8 | p0.9

Earings 3

Averagehourlyearings,totalprivate .......... $ S15.83 pS15.92 $15.91 pS15.95 pS1 6.00 pS0.05
Average weekly earnings, total private ......... 533.89 p536.51 536.17 p537.521 p542.40 p4.88

Includes other industries, not shown separately.

2 Quarterly averages and the over-the-month change are calculated using unrounded data.

Data relate to private production or nonsupervisory workers.

p=preliminary.
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increased by 605,000 in April to 148.8 million; the labor force participation rate, at 66.0 percent, also was
up over the month. (See table A-l.)

Persons Not in the Labor Force (Household Survey Data)

There were 1.5 million persons who were marginally attached to the labor force in April, about the same
as a year earlier. (Data are not seasonally adjustedL) These individuals wanted and were available to work
and had looked for a job sometime in the prior 12 months. They were not counted as unemployed, how-
ever, because they did not actively search for work in the 4 weeks preceding the survey. The number of
discouraged workers, at 393,000 in April, declined over the year. Discouraged workers, a subset of the
marginally attached, were not currently looking for work specifically because they believed no jobs were
available for them. The other 1.1 million marginally attached had not searched for work for reasons such
as school attendance or family responsibilities. (See table A-13.)

Industry Payroll Employment (Establishment Survey Data)

Total nonfarm payroll employment rose by 274,000, seasonally adjusted, to 133.3 milion in April. This
followed gains of 300,000 in February and 146,000 in March (as revised). In April, notable inreases oc-
curred in several industries, including construction, mining, food services, and health care. (See table B-.)

Within the goods-producing sector, construction employment rose by 47,000 in April, with specialty
trade contractors accounting fbr the bulk of the growth (40,000). Heavy and civil engineering construction
also added 8,000 jobs over the month Since its most recent low in March 2003, construction industry
employment has grown by 551,000.

In April employment in mining increased by 8,000. The industry has added 31,000 jobs over the past
6 months; support activities for oil and gas operations has accounted for most of this increase.

Employment in manufacturing was little changed in April at 143 million, with small and offting move-
mTnts among several of its components. Long-term employment declines continued in firniture and related
products and in textile mills

In the service-providing sector, leisure and hospitality gained 58,000 jobs in April, including 35,000 in
food services and drinking places. Employment edged up in arts, etcnrtainmentt and recreation (16,000).
Since its most recent low in June 2002, employment in leisure and hospitality has expanded by 823,000,
with four-fifths of the gain occurring in food services.

Health care employment continued to increase in April, rising by 25,000. Over the past year, this in-
dustry has gained 240,000 jobs. In April, job growth was concentrated in offices of physicians (9,000)
and hospitals (10,000).

The infrrmation industry added 12,000 jobs over the month. Within information, the motion picture
and sound recording industries gained 9,000 jobs. Employment in telecommunications grew by 7,000 in
April; it had shown little movement ftm November through March after trending down for nearly 4 years.

Employment in professional and technical services continued to trend upward in April, increasing by
18,000. Since its recent low in August 2003, this industry has gained 343,000 jobs. Financial activities
employment also continued its upward trend, with a gain of 17,000 in April. Within transportation and
wareh ng small employment gains in trucking, transit, and couriers were partially offset by a decline
of 5,000 jobs in air transportation. Retail trade employment edged up over the month
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Weekly Hours (Establishat Survey Data)

The average workweek for production or nonsupervisory workers on private nonfarn payrolls increased
by 0.2 hour to 33.9 hous in April, seasonally adjusted The manufacturing workweek increased by 0.1 hour
to 40.5 hours, while manufacturing overtime was unchanged at 4.5 hours. (See table B-2.)

The index of aggregate weekly hours of production or nonsupavrisory workers on private nonfarm pay-
rolls increased by 0.9 percent in April to 102.8 (2002=100). The manufiwtur index was up by 0.2 per-
cent over the month to 93.7. (See table B-5.)

Hourly and Weekly Eamin=s (Establishment Suvey Data)

Average hourly earnings of production or nonsupervisory workers on private nonfarm payrolls rose by
5 cents in April to S16.00, seasonally adjusted. Average weekly earnings increased by 0.9 percent over
the month to $542.40. Over the year, average hourly and weekly earnings grew by 2.7 and 3.3 percent,
respectively. (See table B-3.)

The Employment Situation for May 2005 is scheduled to be released on Friday, June 3,
at 8:30 A-M. (EDT).
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Explanatory Note

This nws release presents statistics frow two mntr surveyt, the
Current Population Survey (household survey) snd the Current

Employment Sttistia survy (establishment sumvq). The house-

hold wurey provides the infosnation on the labor force, employ-
ment, and snemployttsent tot appeaos in the A tables, marked

HOUSEHOLD DATK It is a suanple survey of about 60,000 house
holds conducted by the U. S. Ceonts Bureoa for the Bureau of Lahor

Statistc (BLS).
The establibhment survey provides the infottnation on the

emtployte-ntn hours, and earnings of wothers on nonfnm payrolls the
appens in the B tables, marked ESTABLISHMENT DATA This
infonsntion is collected arnn payroll terords by BLS in coopemtiao

wsth state gemies. The snmple includes about 160.000 bainesses
snd govesmenttagencs coveting apprriuatly 400.000 individual

worktites. The activ sample includes abou onstbird sfall nodaorm
payroll wotkers. The satple u drawn from a sampling frume of

anemploymentl iastutanc tan accouns.
FP. both surveys, the daua for a given mooth relate to a particuir

weed or pay period. In the household suvey. the reference w-ek is

geneeallythe calendaouweekthatsontaiasthe 12th day ofthe month In

the establishtent sorvey the reference period is the pay period in-
.]ading the 12th, wbic may or may not correspond directly to the

nalendarweek.

Coverage,definiltonsesnddiflerences
between surveys

Hoan,,ald arvey. Tbe smple is selected th reftect the entere

civiliaon sinsttitmioal papulation. Based on responses to aaerte of

quesoonwtk and jobarhb c tives,e acbpeson 16yearsand

over in a sample household is classified as employed, temrployed, or
not in the labor force.

People ere clsuifed as eploycd if they did any wok a all au

paid employees during the reference we-; waoed in their own bwui-

rons, profession, or n their own hume or woared without pay at leant
IS hours in a family business or farm, People are als. counted u

employed if they were temponsuily absent from their jobs hecawe of

illness had wetber, vation labar-monagnemt dispates or peaoo

People are clossified as esasplayedifthey meet U of the followig

criteria Theyhad no employrent durng she reference eod, they were
avnlable for woek at that time; and they made speeific efforta to find

employasca somee daring the 4-week peniod ending wtth the

referec week Persons laid offflumat ojob sad expectingrecall need

nothbe tou g fowork tohbessmaed uonemployed. Tbe smatploy-
ment data detived from the honsebold survey mn rwaty depend upon

the eligibility fur -o rccipt of tnemployment imsunrto benefits.

The itili- lbo-jfe isthhe -aof ennployd nd erployed
persoas. Those ae cladsfied as employed or temployd are st

is tihe laborfovc. The nu-sjplkyc-ras s b the anunbermemnployed
As * percent of the labor force. Th. ,oarormcpanicpao rote is

the labor force us a percent of the popudation, and the ernploye-
poplotio rotio is the employed ass percent of the popalation

Eslablheat naey. The sample establishments mre dratn

frornpmasanofsm busineus suchas fctosie, offices adstores

us wel as federal sate, and locta govetnent entities. Espe,leemooe

nofarss payeolls are those who reeived pay fer any pass of the refer-

ence pay peiod, including pessons onpaid leave. Pereousore couted

in eoch job they hold Houer and eantsgu data re fur privt te hel-

neset asnd relate only tu prodtteion worketn in the goods-producing

sector snd nonsupeurcisay woakse in the setisapeoviding setor.
Indutries er classified on the basis of their poincipal activity in

accordsace with the 2002 version of the North Amicn Indusny
Classification System.

DLfferenees In employment esltmaste. The nauserats concept.

usi and metbodological differences between the household and
estdblishetnt surveys result in important distinctisns in the employ-

meat estimates derived from the nsWveyL Among thee are:

* The household *tttey includes gricnlal wosers, the self-cnt-

ployed. uepaid family worer, and pri-sa household wokea aemog
the employed Thse group -e adltded from th essablihhetm svey.

* The household tnvey includes people on npaid leae aong the

ernplayed. The eatablithment usevey does not

* Thehousabldusarey hslimitdt workers 16yearsofagesadolder.
The etablishmont sary is ot limsited by e.

* The household surve has n duplication of sodidsee, hoecwe
individuals e cWanted only oao eves if they hold more than oe job.
Io the establisheent avey employees wutldag an mare than one job

wad thus Wppearig sa more thun me payroll would be rourted sops-

retely far each appeamce

Seasonal adjusltnent
O'ecthecaaneofayear the sizeoftht don s laborforceandthe

IeelS of esnployent and onemployment usdergo sharp flutudions

due Woeuch sessonaleventtascanges in weather rduced orspanded

production, hrvest, major holidays and the opeing and dosing of
swhool Theefffectuofushosonol sacitin can be ylarageson- te,
tonal fluctuations may account forus msb au 95 percent of thmontb-

to-outh changes in uanemployment

Because thes saol even follow a more or lesregstslrpatterm

oCh ysr, their influence rm stasticl trens can be deimind by
adjusting the statsties from month to month. These adjustrneca make
nonseusonl devlpmtents, such us declines in economic activity or

inTCroes in the panticipassen of women i he laibor force, easier to
spot. Fr Fmample tbe lrge mnuwer of youth enterig the labor force
each June is likely to obscure any other changas doat have taken place

redaive to May. mating it difficult to deletmiwn if tde level of ec-
nomtic actdvity has risen or dechied. However becoume td effecr of

atudena finishig school in previous yese us knowan d statstcs

far the cuarent year can be adjusted o allow fur ameepsasble change.
Insofar an do seasonal adjastsunt is made correctly, tde adjusted fi-
gore provides a mom usefd tool with whic to Asayr chonges in

economic activity.
Moo seasonally adjued sesim are independently adjusted in both

the household aod establshment surveys. However, the ad-
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juntwd sores far many major estimates. sucth teton payroll employ-
ment, employmcnt in mest aspertectoes total employment tod

neterploymont re comptocd by aggregutng independently tnrted
component foni. Far eFn.pl, total wenmployrmnt is deived by
snemming the adusted serties for focr major age-sex cmponents;
this dtffem horm the uncnpteyment estimate that twowd be obtained

b; direcdy adjusting the total or by combining the darftion, toras,

or more dtantiedage catogoeien.
For both the bousold and entablishtent srveys. a coencunt

seasonnl adjustment matbodoltgy is need in thich ort seasonal
fctors mre caceltted each month, uonig all tolerant da U p to tnd

inclts dgthe data fo the uernt ntht Inthe hoseeold sawey ne
sclasons farton are need to edjust only the eratent month's dast In
the etablishment s--y, bsrevr seasonal r t fxtore used each
month to adjust the three most eteot monthly estimates, to both
surveys. reisions to histooteal data em made once n year.

Reliability of the estimates
Stotistics based on the hausehold and establisbmeet Ptreys re

sebjecttobnthamuplingamdeonsamplingmne. Whenasampleeather
tbhn tbe errdre wppetnone in s eyod, there is hdence fth# the sample
estimtresmy differ frte tbe ttr"epopsation valer tbey tepoent.
The eract diffencce. or s.pebg -, vtties depending on the
paruclar saple selected, ned this variability is measured by the
standard esor ofthe estimate. Tbhe is abont a 90-pcent chanc, or
level of confidence, thattm esdmote bsed on a aemple nut diffnby n
more thon 1 6 standard ertor fican t te toue" populaton nalue bermne
of sampling ertor. BLS aalyses a em genert ly eondudted at the 90-
percnt level of confidence.

Forenample the confdence internl forthemonthly change in tetal
cmptloyme from the boudtohld survey i on the order of plus or
minus 430,000. Suppose the stumate of tonal employment increases
by 100,000 from one montb to the next. The 90oerte confidesnce
intmal on the monthly change would rtnge from -330.000 to 530,000
(100.000 +/- 430,000). These figres do not mnom that the eampte
results e off by thene magnitndm, but rtther that there i about a
90-percent chance that the touer over-the-montb change lIw ithie
this intervul. Since this tonge includes vhlua of less than rzem, te

could net sly rith corfidence thatemploymenthad, in fact icranted.
If, hoever. the meported erployment tise t half a million, then

all of the value nithin the 90-pnceret confidence intervel wrold be

gncater thee zcre o Itis it a i lihe y (ntteant*90pnc e t t t chane)
tit on employtnent ntse had, in feet, octwuredi At on onemployment
nto of oround 5.5 pacre. the 90-percent confidence intval for the
monthly change is -n-mploynsent in abosn +/- 2O.000 and for the
mouthlychange in the unesployment rtte it isnbontt/- 19 porentage
poist.

In genrtd, nimates involving many individunals rstablishments
hboe loosr standard eotror (merlae to the sien of the mteiee) than
etmates wbicb e baend on n emall nwatber of observtion. The
precision of atimat in also wnproved wbm the data emare neuatted
oser time such ts for quateely tnd ontd aneges. The seasomal
odjusenent prnces tem also improve the stability of the monthly

estimates

The housebsold and esblisbrment tuveyt ae -lso affected by
tomobag r Nornampling ermarsm cn ocmo fo mtany-eons,
rdiddinmtg thr fa o ret smplesmee mof e popwdtion. mabibityto
obtain infornation for aI respondents in the tamplek inabifity or
tumarillignres of rtpondents to proide cotrect informotion on .
timely basis, mstaes mde by tespeodents. nd attter teade in the
eolleetion or ptncssing of the dat.

Foer eaeple in the establishtent swey, etates fln the most

recent 2 moths - based o- ietupleto recann; for this ecsov.theso
estimates are aboed preliminary in the tables, It in only afire tvo

ioecesrve reistions to a monthly estiete, othmn neerly anl sanple

sepota base beon recised, thee the ectioare ia consdoertd firal

Anotber nugor sorec, of nonsplati;ng eater n the establishierne
srey is the imability to capteet. on * timely b.tis emptoyment
generstedbynetofirms, Tococrtctforthissystmneticonsdenstunation
ofemploymentgrstb ncstintti on ptocedwe vritb tseocnpoaena
isusedtoaccoumttfarbousiesbirtht. Thcfittrcoetpoeontusesbusitess
dothstointputr employrreet forbusinesbirths. Th is einopotated
into tee sanpletebad bob reetive esntimte procedure by sisrply not
reflectingsaapte mpits geing ont ofbtaines bm imptsting to them the
some trend at the other firmts in dae sample. The second eomponent is

tnARIMAtime saiesmode desigwedtoestmatetbee.sidotodnet bot
doathentmloymentnotasccm ted ferbythe intmptsae The hittoira
fime eiees sedtoernete and test the ARIMA model won denved from
thbetm ymenttinswantee unionese microtlenetdetabn, eed teflerss
the tet =dnet telof bitths nd deaths over the pat five yen.

The satnple-based etimnates fbom the establisbment -eey are
adjsed once a year (One ta ggd basis) to wfivelse wnta of ptytotl
employment obtained from adrninisntive tecords of the unettploy-
mewt insutnce progren. The difference between tbe March atmplte-
based employment estimates and the March oniveote counts is katovn
tsn bentchmark revision, and saeves as rogh proy for total survey
easer The aet benchmas else inacrporate changes ut the cltnssef-
cain of endutnies. Over the pant decds the benchroark evesion for
total eoefetm employmcnt has onawrged 0.2 percent mngiaSg bomt
tees tbha 0.05 percent to 0.5 percent.

Additional statistics and other Informatlon

Mom cempreenive tatietic rem centainwed i E pliosylt and
Eod,t. published each mnth by BIS. It isn evilable for S27.00 per
mte or S53.00 per year from the U.S. Goverment Piino.g Ohice,

Washington, DC 20402. Allordeasdsstbeprtpaidbysend.egacheck
or eoney order payable to the Supetintendent ef Documents. r by
chtrgingtoMastercocd orVist,

Esyloyesaa dfEaenVss L tC p-deovidocaoneas ofsatnpliooetro
for the boebchold and establishmem smery data peltbed in this
release. F.r nemployment nd other obor force categoies, these
mnosaestapear intables l-B ftheegh l-D of itsExplntotry Notes."
For theestablishment swvey data, e s phineg etotr measures and the

ctual nic of tevesims due to benchmark odjuntments eppear ia tables

2-B deegb 2-F of Eepbyo w and Er itgr.
lbfonsnaon is dend etseae ww1 be made swusable to sasenoy im-

peired indviduntsupon request Voice pheor 202-691-5200; TDD
nagenrfer,,tpbone 1-800-877-S339.
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72l65688sss1 - . . 722 7 732 73 72. 3 7 738 72.4 n2 7J2.

811.125. 3 3.0858 33.459 33.41 33,108 32.03 33117 63.387 33.484 58.22
E6b.,AqA.281135.5,5888545 ... 622 782 702 Sol 8.2 78. 88.A (530 73

(31628722 I..... 14 1.421 1,334 Al9 1.987 1.427 1.405 1.38 "VI7
Unon18obl-stfl... . 480 41 32 45 4,3 41 423 420 32

091140968...-..~ 48.389 48237 41.004 68".1 21225 2.987 A0.134 A0=5 40.708
ftnwtp8802 -... . .............. . 7880 77A 78 77.5 78. 78.4 78o 72 77I

Mo8s4 . - . ......... 3825 39.589 48,881 38.102 40M6 169825 38.56 35.411 96.784
EMs81182jWA 914o ...-... . 75e 782 78.3 76,3 78. 7825 7, ml7 732
35312o13.... . ..-.... 12084 98 M4 1.1a 125 M8 2o3 M 1.004

2.7 3. 2 28 225 2.4 24 24 2

I 52 089 25 ft19p- 15= 2222 -o,,68481
6 850 558 52*f ln8 49641) 448d 4.38 NOTEA8. N.5 Is.. 28~2585.. dAG 5254d 9P5. 8odn -d1 83f

h43u85* -3.y
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HOUSEHOLD DATA HOUSEHOLD DATA

7.62. A-S. End p-xrs4 t y d,.. 4l 9mts .n~d p d1.in ed S148.

Nol .8646,86rt004 5.6.66.7 .4d.8u

AP1. 6 A4 . A W1. 0I . P-601 AV0 4.
2XA 266 2D5 2M, S 22 4 6 05 2088

CLASS OF WORKER

Agt a*.4 d ....... ._ 2.0 2.2 2223 2261 212n 2.1 2145 2.167 2252
Wa06W.Yfy .. .. ...... 1..12 1s96 I.175 I.2 1.188 2.1S 1.0 1224 IW

. ........ ...... .......... . 9 _ 10$2 61W 663 S09 3 646 1"a
0 W * 4 . ........ ...... 2. . .. . 271 23 141 4') 4I) (I ) I )

54.6lA6l6t91k 6 .. 136.20 137.734 536.716 139.V2 137.27 136,112 1,38.9 138.2M8 13626
W6997498l*1y0$166 ... ........ _20._I2 38 I21W 127.61 12-.458 12_26 20184 _2A._ _2-.74

.. ....... ... . - 2.117 20.483 2034 16.9w 8276l 20,216 20.106 6.24 *20
N111489 6 6.4.. . .. ... - - 06.6 174A54 1o0o*.1 107.144 10e825 109)21 l76 10624 10.3

P 9 wS---- _--- ---------- ------- 72 2 70 2 257 2 1-- -01 )
06,461a 9-40L . ..... ... . .. ....... . _ 06. . 107. 3"7 I.4 107.414 1i7.162 107286 10724

S.0-I..104.d 6........----- -- 4"8 8.40 WM86 9.251 9)7 6.14 Sj)70 6.707 8.925

PERSONS AT WORK PART TIME
8

PS,,fi1l.16. .64. ft .1048.. ... ....~. ...... 4.411 42514 4,162 4.27 4.474 426 4.6 4.344 429
SI..k 1104 1.484.6646............. 2.790 278 2-039 23813 2.73 2.768 2.88 2.643 2.613

Ca64l4P9144M 46 - .46 1.6 1 1.43 1.44 I1.32 1.36 1..l9 1.3"3
poll SI.. Iw 444.8140.r~~c 8846118 … 16.9" 1990 20.1 19.136 IS=0 19.004 1D6.65 18.409 19569

p
8
219

2 6
1

8 1
.

4 626
1* 189 . . ~~~~ ~~422 4,43 I.8 4.45 4.38 4.300 4.153 4.26 4.146

s1900l620848046458 . . 20 2.745 2,462 2 747 2.642 60 235n 2,04 254
C81408"6607118164 . . ,41 1,4a6 I.392 1.481 1.34 1. 1.268 1.411 1261

78,6Tf o,0.4141 . .8 0 ...... ..-... -......... 19263 19.818 1p.21 1S*4 I%.18 1.76 1.25 19.167 I9226

'. C -t =bE -- .`A 4
041914=214=190. 2S=6IdaO=.4ti 881191.6-51 .*. P.- 8741816 M91 1401894916188 B481 96. 1620,9 14de. S9S6114.0,0 sf760846160I48 664. 68114 .4662

.,, I t, 3. 4.40dft 6118681186. k 4261. 1 - 8 S O19042.~ 81.3 964 -S . 646.968914944868681.086618.1
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HOUOEH4O DATA

T O M5 A.0 048556 001p0ft V M40 Issis5o6

05"0.050d)

N05S684=L DATA

AP, M. AP, A51 5. J., Fab0 M.. AP,.
2504 2555 2 0.4 2104 M :0)(6 250 2

........ ...... . 130.0. 130.750 5400. 138,04 Min55 540.34 142,504 140.50, 141,0J0
105050........................... . ...... .. 50. 5,570 5.524 5'W 5.07 5.57 5La1l 'AM5 5.0
101017569.9.............. Z2052 2.10 2.240 5.25 Z.5 2W7 2.25 2.55 2255
1010 155.5 ....- ...... 2.44. 5.400 5.44 SAW8 5,00 3,834 5.55 3.501 3,404

20 y- ..
4

0....5.. ... ....... 1M.40 MA4U8 350414 553.748 530.25 534.05 154.35 134.555 155.2)1
go Ny,0- ........... ..... 13.502 15.41 13-34 55.775 15.05 13.702 I&.53 13.5604 13.05
0556. .5 8 . .. ...................... 550.25 525.765 121.5AN 515.0 5252 130.505 155.75 155.77$ 521.0

25 W 540.0... ..-.- . ..... 7.307 01.760 %4040 07.25 07.701 M0630 07.900 07.4 40.04
5103076.50... ..,. ..~............. ....... 30.57 55.52 40.57 55.551 55,50 55.05 55.01 5541,0 3D.5

55104056..0 ... ....... ..........-. 34.M0 34,570 3072 34,475 34.055 34.500 34.524 34,587 34.5681
401035~.5. ....... .. ...... 3240 2.6 55.75 32.408 452.5 22.77 02.01 520. 53.139

50.5005 .. ..... ...... ............. . 31.401 22. 25.340 21,786 22.719 22.525 25.772 22551 25.5S7

000,15.076500-1 . -.... ......-. 73.74 74,050 75.458 74.104 74.05 74.054 74,904 725 75 MM75
1510500 ...................... ....... 2. 714 2.718 2.56 2.04 265 20. 585 2M240I 2.01

iob101 17 6 ... M 0 40 1.0 10 1,04" 1,060 1,05 1.155 5.525
a'. I oya- - . .... 78 5751 1.67 1-4l 1,06 1.825 1,77 50. 5,754

205- W........ ................... 71.,. 71.o 72.700 71., M 72,04 ?Zen8 72,55 5,45 72.01
2510247 --656 ----.. … ...... 7,171 7.83 7.82 7.25 7554 7,561 7.135 7.505 7.501
25566.00.5..........0888 54.450 006m 03." 0,704 04.40 65.012 5525 05,08

25103076646......... ---.------------- - 3.28 53.57 03.408 52.34 52.50 52.04 52,W.7 52.0. 53.104
05103076.50....., . .... ,...,. 16.003& 56.560 1,075 56.759 10,5 16.002 56.405 11t 6.0

4510S.560,6 ......,... ............... 15.015 17510 17.40 18.51 I17Wd' 17.M155 57.206 5.8 17.4051
50766406500567 . ... . .... 15~~~~ .001 12.55 125.04 15.501 52.41 12.401 52173 5Z2.57 I5.440

405656la5655- . ..... ... ........ .. .... 440 40.47 80,483 64.54 65.218 60.55 55,140 55.27 80,3
101%,100764 . . - ... Z.... 0 2.42 2A"5 2.40 3,00 5.012 2.07 3,55 2.0
1610 1776 ........-.-------- 5.126 1.104 5,5 .101 1.212 M.0 I.'m 5.0 115

161019566....... .Vo5 1,748 X50 1.75 10. 10. 5.750 5.0 10.
25.6545 ...-......- ... 1.041 52.555 052,044 61.501 62.55 63.25 52.5 83,00 6.3.54

5510 240.076 . ~ .... ............ ---- .405 5.5 0,440 &U604 el40 6.53 5.400 5.0 6x.40
0556066740.5....... .. 5W.30 50,004 56.140 50.150 55710 mm76 50.740 80507 50,40
25105767 ...y....455400 45.27 45.55 44.00 45.13a 5. 45 45.540 45.81 45.142
25103476.6............ . ..... ........ 5530.8 135047 53,64 13.65 130S 1 370 2.7 13.04 13.0.2

40104456616 ... . ....... -- 55830 55.80 55.0. 55.0 10,02 15,805 1,. 15.750 55.83
43103076640,.~~-............... ..- 15548 55.07 53,714 15.457 15.54 55.0" 50,07 5503 55.50

8005M.65 _.1... ........ ............ . 1.502 12W 'DA03 12.556 52,578 52.54 12.50 15,54 15.750

00*455..,. 50560 77ss0 . 44....... ,627 45.100 45.405 4479 405735 45.171 45.55 40.0 40,A82
0400 5050 97.5 -i ------------- -. 54.48 34.431 34.0.2 34275 34470 544750 30501M 34.567 3i4,5

. ..........54,82O -.. ........... ... 75 0,. .00 ')( (1 (7

FsIOs* os.. .e .......--..... 5.. 1,5 15.40 51,14v 510.55 1555 525 115. 0005A 156,52
p64.854_ 5.4_0..._ .0503 2,5 25504 26440O 24.724 4. 2,5 2.5 40

0.7105050082. 54315 28231058,6660.180204075004010 fl 11050.. .875075.0.0453120727 24,5

p5561064 .7448 50.., 6060 0..0555061560 0.0.460., -aft *50 .Wd. df40646l-05464M 0.5104 50
E~~bY-d ~~- -e- I-a -- lb' ~~~~ 350h104565 b-l 2505,482p406010 -. W p574504005a ft10,.5,oo.i0

3 18007647040, _k m 75686,a,,8 .55.0.551 pal5 Z.1
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HOUSEHOLD DATA

T.51. A.?. 8 .108 d0 882150p w3181 W5l m om8 - - -M y *45

W40888E 40 DATA

-P lt pm AW. 0-888AP

72C) 8DOS 281 28. MI 2. mm 2D05 2005

T.88 I'sY ~.s.8o. . .18 7. 7.57?A S.3 5. 25 5. 5.2 5.2

180171.88. ~~~~~~~~~~~ 575 ~~~~ 584 my7 26.5 20.8 I3 Ms8 IN 'We
1511.8 no. 2 842 745 14.7 IS.4 14. 15. I. 18.8 2

l56l56I~~l888,.....~~ ..... ~ 8.Ec 8.4 8.3 57 48 4.7 43 47 4~~~~ 5238~~~~~~~~~~~~' 5.36 I2 .2 4a3 4.1 4o 47 4

a . 54 Y- Ale,~~428 4.354 4.15 4.6 4.3 42 43 82 .1
21034815.13 - ~~~~~~ ~~~~1.7153 1.718 'AM SS 1. . 2 5.3 5
350441 3....... ........... .. ~128 _ 1.567 I.35 4. 4.3 41 42 39 1.8

404.m.. ..................... no... 1.1 1.1l no13 38 3.8 386 3. 3.4 325

885.1878,53480115- . .~~~~~~~~ 4.4,51 4288 4104 5.7 5.8 3 546 5 &I.

16. lil-,5 73 732 788 18. 2013 15.8 834 a8 MA
180171.8,8 - 218 336~~~~~~~~M 321 M3 283 220 27' 'A3 82.2
150181.8,5 ~~~~~~~~~~~~~ 3`8 48 8 I". 17.8 18. 17.7 17.5 183

2D,-.0- 3~~~~~.31 .482 3.388 57 .8 4. 43 4 ' 44
M21048,.- . am 775 758 17 8.8 10.3 113 87 4.
25a,-... ......... ...... 3.88 2.747 3,588 44 4 47 41 4 3.8
30147,5- - ..-.. ZA. .70 2.5 2.135 45 4.6 41I 4.3 41 89

820341.8,1. .~~~~~~~~~ 87~F4 814 a9 53 S-7 4.7 57 52 5.0
35044t., 17 754 88 4.2 4.1 3.8 4.1 33 14
.8054-.85 678.... on 022 33 4.4 3. 3.0 35 3.0

553..u58,81l.8 ~~~~ ~~~~ ~~~472 .418 57 54 3. 3.8 3.7 3.8 3.8

W3587Isy.,.1
8

.8 - 3.682 3432 3.888 S.4 52 5.1 52 57 4.2
150187.... . .. ................. … SE5 488 523 147 14.8 14.3 14.6 13.7 148
150177fh8 .. ..............................- 50 22E 257 17. 17.3 18' g1. 17S
180188.8,5..... ~~~~~~~~~~ 8251 254 20 17.3 I2. 12.7 13.2 123 13.8

M lsY .........-..... --------............. a.18 3.252 3,57 4.8 4. 48 4A 48
82 0 2 4 p. l 11 W8 881 8.3 88 7 8.8 53 82

8215 1,8W . ..............- ..---- ,--3 .514 z381 3.640 .4 42 4 42 'I7 4
3305418.,- . ........ Vil 1.8 3780 4.7 4 44 4 42 'A4

330341.31............... . .- ~~~782 W2 7M 5,4 83 56 4. 'A 1.a
35. ...-- 774 84 788 47 45 44 4. 38 4.3

450541...~~~~.-- . .~~.... 827~~ 147 18 4.5 33 34: Is 34 34
....81456' .. .. -.-----. 348 388 358 33 32 33 Is 32 32

81304 .5oP-I8. -~ 1,448 I .398 1247 3.1 1 3.1S 3 37 2.7
143704.81.8.3p387.88,8 .- . 1310 1.888~~~Ia I.8 37 34 2 32 38 3

W'r 188,31111l,08 ......... ... . 7O 77 748 75 71 8 7 7 7
F48.*I...oI~~~~~n' ... 6.783 8.824 8315 58~~~~~~~~ 71. 5.2 8.4 1.0 81

48..881I'..._ - -1--78x 1,436 137 53 5.4 53 3. .4 8

I c.m8 -8 u4.0. 501 008155618,86-085 r 8856 fto0 . 661,tt 01015t
87 FsI h 813..8, . - - WM" I- p.1568157 1 b. .18484.05 bd h581 5158 0803 6685.8. 8474u 805d

5881588.81-61p.. 6.4 88,82 05815564. *0 208d8823158384161818
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HOUSEH4OLD DATA

T 3 3 1. A - U 1 0 0 3 ¶ p yop p 3 0 3 0 0 3 b y 3 3 3 5 3 f 3 1 3 3 3 0A 0 3 3l3 3

f 4 13 1 MI 8ft 2 24

H0U3EH33D DATA

032335 - -~~o --- ym~de ~Vl _____d

40. 343 AP0 A0. 0.- 3, f.3. M.. AP.

WI I W 2mm 20033 3000 2D30 3003 2WI

NUMBER OF LMMMPLOYED

.5433 d.32 p433332mN3r3yf3 . 4 430 3W15 4= 4.130 4.343 3.90 V874 3WS7
04,31

3
043y3

1
M.. ~ 4 1.131 731 930 M0 M3 ml3 an3

39om.,on3 w3w o . 3.311 VA30 2.713 3 3.144 303 303 .3 .3

P.-0,.j4.bi- ... ... -. ..... 2.603 .L113 3.ER 0' ' ' ' '5
P.-- -.---d 'y ~~750 772 716 5' ('5 I~ 5

5333.. 3f ... .. .................... . .199 2.42 2.32 2X31 2X36 2W92 2A305 2.34 2.33
M-ft10080 1--...... ....------- 53 0 SOD No3 7M 24 746 711 177

PERCENT OISTROBU1ON

.38 3-50474333ft " --.- 13oly 54.3 33.3 4.5 532 53.9 553 432 43.1 479
0. 53 ---4 ------ ---- -... . ..... ....... 12.0 14.3 lo's 132 119 13.3 119 12.3 13.3
W 33 WV4.7334 42...........2..... 33.1 37. 41. 339 3. 372 33. 37A

Jkbbrs...... 10.2 13.3 11.3 10.3 Ill I0.5 11.9 16. 11.7
R30030 - .................... ml4 334i 334 343 232 2.7 M?7 33.3 3D7
1.4 -................. 7 ..... I 7.3 6. .. 3 VA 3. 2 3. .7

UNEMPLOYED ASA PERCENT OF THE
CMV1UUN LABOR FORCE

.538 43333 3345 .53 -85434 ~~~~00-y~~ 2.3 2.8 2.4 29 2S 3.7 3.7 V.3 2.3

-. 6 .. ... ................ ... us 96 .0 I A .0 .7 96 3

N-4m41 3 . -. ............... ..... .4 A. .4 .0 4 A A .5

3010. 3.3ft M391 J..43y 2I. WI 1363 335d po00
543

35*33 .d348, 3h. Ss3 3W.

TWW 4. AlkLM.3193y3 p313 by 4343333W -l331p
1
33y33l-

AV. M31. Apr. Apr. D3 J.. F8 33,. A40

2004 2005 3035 204 35 005 3030 Z00 2000

NUMSER OFUNEMPL.OYEO

L.333533.. ........... ,. 2 .430 2.273 2.33 3772 2.3N 2.500 2.735 Z.31 3.33
5.14-033 - . ... - 3.158 3.13 2.00 2WM 2.303 2.33 3.317 2.313 Z2.23

I58.343231 ~~~~.... ... .- ~~~~ 3.22 3.100D 2.43 3.30 2.331 3334 WIS 2.1 2AQ
130oa.304 . ……... . 1'M3 1443 1.242 1.133 1W 1 126 .3 1.030
27343033 .... 93 171 1.7 1.1 7.33 .21W 1 1.2 1.0

A-V. 0,R5539'&d.4- f.84 -. 21 25.4 311 19.7 IN. I32 13.1 132 13.0
83383 I I .3 . .. . ... ...... ... . ... I1.3 10.7 13.4 3.4 DA53. .3 .32 S.9

PERCENT DISRIBUTIJSON

T34321331313734 - ~ ~~~~... 13......0.0I too. 1002 1300 1too 5302. ¶3D t303 1303.
L.4303436 ............ 31.1 343A 322 32 MA4 33. 34. 3320 34.
5N14 W34. ......--. 273 323 273 202 2302 302 2341 302 297
130-05 V 43 7 303 ..3 - .. 41 3330 393 339 'A9 34 343 38.7 304
15IV2833 .4 . ....... ........ ..- ... .. ..... 17.4 18.1 ¶33 14A4 3.4 I ¶5. 10.3 I5 542
273.*V.4 .rdo.....-..... .... . ..... 23.9 212 22.3 41 2D.2 09 30.5 N1A 212

N0OTE 843 4J4 00 4..3333 0138 033.338,.54313333
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HOUSEHOLD DATA

Tr a As18. E.M 9 .4d 9 - by ..81914ow 99 d)4 4

Mh b )9

HOUS9IMLD DATA

E.PW U-.qd b.wI_4

=4 =45 Z=4 =4ts '2 0= z4

T.A IS y- W -, -1 . - 138,423 140.939 7.07 7*09 5.4 4.9

94844q..w9.9441. .4 d d 4 ,_,._._ 49W7 49,132 1= 1.101 2. 22

_ddq48ora9_.0419 ft9W M49101,41-- 20,100 2D2998 557 454 27 2.2

P4d..91 -n 1.d ns _0 _ 2as67 2s9e44 743 947 25 2.2

Sao .n4941=4,.40 _ _ __.__ ........ _ _ _._ __ ..... ...... .... ... 22.482 22ec 1519 15224 aJ 83

SW. .1dfo -VWp- A1 34.141 35,992 1.94 1,813 5s 4.8

W.1 d d0bd cSA_ 15.999 19,723 9W 989 4.8 5.0
4 w W 9. .p9 a -_ ._. 19322 19239 1.044 92 1 4.9

Nd14m 8 99 9 -db .. _ 14.145 1459.1 1.172 1.09 78 92

F.Tft 59.04499 .1 1 o 991d8 - .-.. f.---... 77 9ss 114 99 10S 9.9

CF9b1n: 949 , 4 P0 _ ....... . 8.170 a.927 a44 982 9.4 7.1

1 1 ,98 9 lmP .k - -- - 4__ 5235 214 234 4.1 4*

Pbn,991.19. 01.p1=9olG .40.14198* n1.4519 .1.119.5.118 17.989 19.137 1.397 12* 7.2 82

P8*~~~~1 .91= - - --. . 9~~~~~~~~~~~~~~.497 9.545 709 829 9.9 8.2
Pn91,911o41.5.1 _,911,4090441110469989199898..... ._. _ .5_1 .5_ 909 ___ _ 9 71 7.5 9.2

T7494 A.t1. Ul.m[oW4 p- bV IndY, 114 * 7

p-bduw 998441 1 98

0911895 O~~~~~~~~~~~~~ 918.8*9)~~205 DWM

=~4 ZX4 =4 zxs

To4d Oy-.4 .._.4 ....... 7,537 7,332 5.4 49

Non.19111 p4191. ,89 _. k - -- - ---- ----------------- 91459 $.821 5.7 5.1

M.9.&V 34 Is a.4 2.9

Ccn.M.... ._ .. ...... _._ ._ .___... ...... _. .,...,. , SO . 693 957.4

191l99.l49h~~~~~~~~~~~~~~~~~~~91- ~~~~1045 343 928 5.8
OU,-bwg b... ... ..- -------- 40e 343 e 2 5... 6

04459491.8 9 ... ........ 1.244 1,131 9.1 5.4
W11nd o .911 90_ 941448 4 9 9 .- _ - 239 257 45 4.7
To9 44 1S _._._ . _.__ -199................... _.__,_,_._, .... _ _ __ _ ._. le 179 5.0 &9

.11 _ 1814 ............... 3 - -. 312 29 354 2.7
F_094919994, b.. 4 _ 1 - TM485980_9.75 74 8.0 5.7

ZP.M Id h.Ms9 .... . ............ _ 509 S51 33 3.3

LEb dW hq949 .… …_ - . 925 a92 7.9 7.7
0U. ,A- 34- --- )++- . - .......................7 3DO s. 4-0.

415 ,14 d0 9 449 n4s d9.19 ..... 197 84 93 8.9
.- 433 4.7 2. 2 .3

S9994119105444919119109141985hmb*9 --- … --- - --- ---242 234

55E9 849 4h19l 1 =X 94 811. 4 W89 668 19.8 4,0491
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HOU5EHOLD DATAHOUSEHOLD DATA

Ta. AS AD . m 5 d .

Nsa --- d5y o.osd 9.o-o* DY s22M-~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~

4' I3 AW. D_ 25 AV253 559. 4.

0.590W9 W02552.bw.Sp3,09.00OC... i to0 tO LO Is 1.9 1.0 1.9

.........-.- St 2.4 4A 2. 2A 2 2A 504 oOl 2.045. as. _. ys l sf79 0.0 0 rc dhrr 259 Z 2 527 7 2 2

__ __ __ ____,_ _ _ ____ __o _3 5_ 54 3 5.5 94 520 54 5.2 5.2

523.,4o54353.n4o~... dt - P .. 09.~504.7
U 4Td5 o_>uc_ n ._____ 5.hcdl l 7 67 52 5_9 5. 54 57 5.5 5

W554 295731C 5_ 5 _ P41 903 043452993

AW _. d bod~o~crpls .1 37IU OA 5J &5 OA $A SA 2 51
4m mb. .p,0.4 09 295 t

U4t 529Orn195 'm2.. 59 Or,. -2W 92 ._ d f

. 7 wa, a- s p- T -4 N l , 255 te ._ v .F2 t 5 lOflh
05~ , *pi 4 2 5.3 mm- nn OraIlS 2. Or krU5 0Ups2 52blh=7O Sfl5.* 559.09W 559 3. 94

26522 1r tar4a _ t :s. oa mo11 f#l 0,5.54 b l

cdw-or _
4'. 4'. 4P'. 4'. 4'. 4
. no. an5 an anr Ao2 2 nD 6

NOT 14N Te LABOR FORCE

TOal rd b2 Ib 5....... _ __.. __. _____ 050. 75v07 27.597 3.094 330 J I 42.30 4132.w.22,oon. -sSlc....--.0 3 2.024 29= .45 3.9
So nA ;r~0Ansrdt;t o0n. - .53 07 2.1 JIr 2;4 2455 t237

la900b5 __ .502 .........................- _ ____ 400 5=4 I31 275 129 12
05953225.5a.9.2*5 - .. 1.314 5.1. 45 51 I n5 I0

MLTIPLE JOBHODER

Tdn 24b ,__,,,._._,_ _.___ 72 39 0.M J .575 J,53 5
9.O,5oaJ..........__ ___ ._.. .... 0_.0 5.. 5 5J0 5.0 5.0 55.9

,tb M , _ V * P - 1 1 _ 9 2..... _ 5J43 214 2.119 5.727 57m

P" ,t o _........ . . ..... 2 35 55I 7In 5P 5T

555 alAbno~lr 50 0 2 5t '9500.0Wua trlo h2195, p *Jy twO 90229 3550.

Easo. .5 04043020. m0.9W 55*,.5 .ss20os'405 p555590w."~~~~~~~~~~~~~~~~~~~~~~P P, Wd-c~n U > "
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ESTABLISHMENT DATA ESTABUSHM1ENT DATA

T7. 1. p.1 E0 i y . -8 04 99 9m 71 11 by b 0d 4o~ .4 0 . b 0d. 9y .82

(M you444)

hdwsiVy22i D_ _No| 2C05 |s 2C08997.0601 . 2_ _ _
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1.3403

1067.

5.475

1,227.7

2,949.3

!21.780
2.715

5,034

2-J
2,745,2

14.oD1
7,823,2
G.1,ns

3 Lw W.Nbd" h.m C -i- wwwh . *nd

.hf ,d Wn.UW cm WMfl

P = p 8 8 5 08 0 1 , 5

ESTA 8HMUMT DATA

38
17.8

1D
35
28:

.11

3.4
32

155
173
123
10.5
.8

45
-.18

7.1385
285

14 2
95

.5
0.7
I1
I2,D

153

158

42.1
85

35.3

14

3.845

.38

25

21j
17

813

_ ___ _
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E9TABUISHME9JT DATA ESTABLISHMENT DATA

T.8b.-3-. AW9 .n~ on lpoooo 8n pMoy.*~o 408 o4l yolb n..9Odr£1

I- Jj~~~~~~~~~iIFOOJ Mon.

"4 I - -N4q-

Tot41P4441.. ............. 335 33.5 33.5 338a 33.7 337 33.7 33.7 33.7 33.9 0.2
C-d.-PooO9n . .. .. ....... 397 39.4 398 39.6 40.0 40.0 39.8 39,9 3928 40.2 .4

N.I.oonol 4NW 583k .bV 43.9 44.6 4498 45.2 44.3 45.4 4530 45.1 4512 45.5 .3
Con43bdi-0. .-.... 377 37.1 37.8 38.7 30.3 30.4 37.6 30.2 38.3 39,0 .7

M.1.A.1rng .. ........ ............... 406 40.4 404 40.3 4068 40.5 40.7 40.6 404 4fl5 I
O-t- h--- ~~44 4.4 43 4.3 4.5 4.5 4.5 486 4.5 4.5 .0

D-.58.00048. ....... .............. 41.1 4009 40.8 40.7 41.3 41.1 41.1 41.0 40.8 40.9 .1040ltio.Sho. ....................... 4.5 4.5 4.4 4.4 4-7 4.0 486 47 435 4.8 .1
Wod p01d .... . ..... .40.8 392 39.2 39.3 4029 40.3 40.8 398 30 396 5 -1I

Noo0.1.Okoonel01p~~~~~~odos. . ~ 42.3 41.2 41-1 41.9 42.3 42.3 41.9 42.1 41.7 41.9 .2P4188,Y W....... ... . ............ 43.2 43.0 43.0 42.5 4312 42.8 43.1 43.0 42.0 4386 -.3F.WkoW .4ro opoodo. . .... .... .. 408a 407 40.8 40.6 4150 40.9 40.9 40.8 40.7 4098 .IM49Olony - ----- .... ... ............ . 4186 42.1 42.1 41.9 41.9 42.5 42 0 42.0 4250 4212 .2ConRoo.ond 0.npro0b .........~. 4012 3925 39.5 392 4056 39.8 40.0 39.6 39.4 300 .2
E1o41o... ....non4 ....ono 40.5 39.7 405 40.3 402 40.0 401 40.0 40.2 4086 4Tl .po oq ......... . 423 42_5 42.1 41.9 42.4 42.4 42.4 42.4 41.9 42.1 12
M01O bi P" 4 -......... ........... 42.5 42.4 419 418 4235 42.0 42.3 42.3 41.7 41.7 .07.8nit08d.8.I.p,4Oft............3025 3982 39.4 3932 39.5 3935 39 5 3984 3905 3903 -2Mbhff- .. ..... .......... 383 38.7 39.1 3897 384 3893 3805 3986 3.9 308 .0

N4or40d..bbgoocb ........ 397 38.0 3998 3960 40.0 3996 40.0 40.0 39.7 390 .2Oo£1looh. o.. ........... . . 41 4.2 4.2 4.1 4.3 413 4.4 4.5 4.4 4.3 -.I
FodolronaId8.,rk ; ..... . ... 304 3807 38.2 384 3912 30.8 30.0 39.3 3098 301 .3
Be..%~.n41.50ooy'o400 398a 39 6 4.0. 40.9 3528 3906 40.5 4312 403 40.5 12T.£1*9fmh..............................306 309 40.0 40 0 35.7 3998 402 39.7 401 40.1 .0T0til.Pdd ti ..... ... ... . 384 30.2 3086 39.4 3804 3980 39.5 3825 3926 39,5 .1
A4080.W30.0 39.7 301 3603 30.0 3592 3592 3592 300 3012 2L405.od.9.4; odo439.5 3713 372 30.1 38.9 37.0 37,1 3712 37-1 37.4 .3
P"Wp0 WW W ;;"~ .... .... 41 8 41.7 4126 4198 42.0 43.0 4235 42.1 41-9 4230 .1

P01..Or.141.dolpp400040 ~~~~~~302 3803 3894 38.1 394 3906 30.6 3025 301 3804 .1I
P.O1--dW o~b ...... ... 43.4 44.5 44.6 45.5 44.5 4426 44.5 44.7 45.1 48.4 1.3Ch11114411 -. 1 ... . .... 428 423 42 422 43.0 42 9 28 4. 4. 24 .Plasbo. noldnb.p843 ......... 406a 40.0 39.8 30.7 4098 392 40.0 40.1 35.8 39.7 -.1

P811OnI o-8144-3231 32,2 3231 3233 32.4 3234 32.4 324 334 335 .1
TlW0. tp4odd... W = . ...... ........ 33.3 33.2 3312 33.3 3386 3386 338 3386 33,5 33.6 .1

Who.1n.0. 4ot. ...... .. ....... 37.0 3725 375 37 6 30.0 3786 37.7 37.8 37.7 3798 .1I
R.ftt.* .....4 . _..... ......... ... 30.4 30.3 39,3 3055 392 3928 30.7 398 3097 3998 1
T1.nWpto. anod -. h-g .......... .. 308, 307 3098 3009 37.1 37.4 37.5 37,3 3712 37.4 1

.............------.. ........... 41.0 40.5 40.1 410) 41.2 40.7 41-0 40.5 4051 41.1 9
tIfAo .......... .... ............. . .. 339 3603 3681 30.0 30.3 3694 36.3 30.4 39.4 394 .0
F11ond.1 dMIo!. .... .... ............ 3593 35,7 390 3596 3986 397 399 3998 3599 38.1 12
P40. ooo41 d5bl. 8 ............ . .~s 34.1 3369 33 9 34-1 34.2 3482 34.1 3400 34.0 342 12
Edo01ono,4h.49-m.._1............ 3232 3325 33.4 332 32.4 3325 32.8 3236 3238 33.7 1
L.8.o on08hO5Itby-..... . - -. 284 25.5 25.4 255 25.7 25.7 39.6 25.7 25.7 2397

Ot. M .. ........ .... ----------- 309 8 30. 8 30 8 09 31.1 358a 3099 309 31.0 31.1 .

n1D1t10r1l051g d fi1.511doo -hn, 1081.14. 00d -.3OVool 2101441 7490 ,~h. W. , .M d

V- . th .. Ooon48-.MV,8, kk4541.. Th_. gp. __.0 Ion p'nk
SPp11l.1.h.by f-r-fdfl,. etw.wy- 0111118330,01. 401.won~l 0
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ESTABU6IHMBET DATA ESTA.BL8SHWEN DATA

T.b6 .64. A -.wo h -ft W .,d .4 iy.,t6 g 98 9 96 8 9. 980. wW9100. -8 5 90 p 59 -. .84 . 5.517 6 by &1 .66y -d4. .9
.96.4.4 hW4.4 .W

AM~g 5967.* 61 I I_ ___ A-... -.9.y -. W.99___

To.Ip896 ..-. 15.59 615.96 6195. 116509 152.27 534.66 S53UM 157.60

S..l.504......* . ..d15.59 15091 ¶5.95 1659 525.0 63617 537.52 542.4

Goodsj,.964,4 . . . 17.06 17.34 17.36 17 46 676.08 663.20 667.46 666.6

MA08,6 .9 ¶6,g1 16.07 1645 18.6 16.6 763.27 622.67 6263 64253

Co.It.899i9 ......... .. 16.16 16.26 1.35 16.33 721096 712.32 7276 7407

M-Mad-Ift -- .--- 16665 16.43 1640 16.43 653.5 663.77 662.56 66213

D,,.5I gob - -. ~ 16.71 17.26 17.15 17.16 666.76 76245 669972 669523
Wo~d PdM ....... 1334 13.04 12.O 13.14 536.40 511.17 513.5 51645

14,,. .8.9617.8580. .~~~~~~~. 16.17 1.36 16.3 16.72 663.66 667U4 66562 700.99
Pll65m 651. . . 6.5 86.7 ¶673 16.4 766.62 667.54 66639 76645
7.&iCO16 nt154p6.... 15.21 15.67 ¶636 16.61 620.57 627.77 34.506 633.77

M 96¶6 w y.......~~~~~~~~~~~ 18.54 17.M 1734 17.07 666.66 716.54 716.33 715.233
C-9g.rter 9 91995.6 619919.... 17.02 ¶6.04 17.65 16.13 664.20 712.56 766.63 710.10
EW k q* M 0W~14.64 15.15 15.12 16.2 661602 601.46 654.66 6DO.34
TM...p9.dgn .q.9p.Wol . 2131 21.67 21.62 21.73 661.41 623.72 616.64 906045
F,,,¶6 Id I.9096. p980..... 13.10 13.34 13.37 13.46 517.45 523.52 536.76 636.42

158965.¶.o65 n¶9996a0.,686 . ~~~~~13.71 14.04 1402 12.67 53560 563.35 54616 540.64

N.9948651b69 4. b15.06 16.17 15.16 15.16 55.5 665.73 651.15 661.52
5,6~~~d .954016..... . -~~~~~ 12.66 12.07 13.51 12.66 466.43 04.1 40966 466.6
6.9.196.5.46 96~~~~ 4~45 ..... ~ 16.57 16.65 15693 1934 77096 736.4 75710 791.SI

T.91689 M . 1222 ¶2235 62.24 12.26 46351i 46510 496.94 491.20
T. a % 91. 1464. - ..... I- 1.36 11.45 J1.3 11i.53 43333 450.02 457.76 453.6
APl.819 ..... 6.. .65 ¶0 16 10.06 15.6 347.45 362.76 385.1 365.10
1.61.t.l404p.499... . 11.64 11.42 11.45 11.45 450676 426.67 431.65 436.26
ft.f. .845551M 5.... .....d. 17669 176 17.92 17.4 747.65 744.76 74547 746.65

P48,6,¶g~n494.le4..~p.81a6580619 ... ¶5.5 15.76 15.70 16.69 564.01 654.76 652658 653.60
P.ftb .W W pm*40. .... ... .... ... 24.45 24.74 2431 3411 I1.0613 1.165.63 1.106.63 ¶147.01
Ch~gt¶¶¶6I.. .... .......- - 16.66 19.33 I6A7 ¶6.58 611.45 617.24 621.66 62.2
911951.4 n5.pW ~ 4s.. 14.5 ¶4.65 14659 14.75 064.66 586606 164.66 565.56

P&6198 .....- ...n . 15.16 ¶5.60 1&5.3 15.62 48730 502.32 502.60 656.53

T1940, 5.n1 fl9191 99 ------ 14.57 14.80 1467 14.92 485.15 483265 45366 496.64

V454.61.* .M-------- -....... ... 17.56VS 17.6 17.63 16.09 664.65 674.35 672.6 67666

P1.W.51 t -f-- 12.07 ¶2.35 12.35 12340 366.63 374.31 214.31 376.26

T¶.r.po.59.¶48¶915. . ¶ 6.47 ¶6.67 16.62 16.62 662.65 666.12 611.62 613.36

USISn.... . . ......... . 25.72 26.668 2 26. 26.35 1.084.52 105.16 1,057.04 16681.69

94dD1911.86 . ..... ........ ..... 2123 21.67 21.71 22356 76316 7869.62 763.73 79244

R-a¶ d .... . ....... .. 1745 17.72 ¶7.70 17.67 61634 632.66 631.66 MI9.7

p94.6551.194869¶9 ui . 17.26 17391 17.64 17.67 569693 667-15 656.76 669.3

Ed4.V dtb ' .. ......... ......49.9 . 160 ¶46. ¶6.56 16.51 51645 534625 534.5 636.56

L- -d hqftbl66 .......... 6. 65 9.06 6.7 6.10 234.79 231650 2236. 2320

Ott-9..,Al6 . ........... 13.97 14.33 14.16 14.18 436.25 436.38 436.74 437.54

'S. 8959. 1. 1.bW 6-2.
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ESTABUSHMEOT DATA ESTABLUSHMENIT DATA

Tohh 9.4 Av . hooolyconog of erdoio 00 O00ponoo w0k.0 00n00 o PV-db b7 bodootyocaod-
00000d bhboy 49.0.r -olay QdW000

De.. ... Fnb M_. A, d
2004 20019 2005 200P zo290

Canff0n doM . . . 81596 s158es 15.90 $15.901 15.95 516.00 0.3
CM t0 9 ....(19 .2) 8..... 024 8.23 .24 822 8.19 NA (9)

Gbo0.-1 odr.n.. ..... ..... .... 17.12 1730 17l.3 17,43 17."4 17.5 .3

NOSOOI as old I ..... . ............... ...... . 11 o 1 18.37 18.43 1e40 1827 18.53 1,4

C000940 . . ......... ...... . 19.30 1029 19.24 1931 19.35 19.30 .2

M04000 ............ ..... - _ 107 1034 10.37 16.42 18.42 1645 .2
.E dWsioV- io ....... ... .... 1523 15.40 15s1 15.54 1505 1558 .2

Dunbh. 004- . -.. .. . _ 1. . 74 17.00 17.10 17.18 17.10 1721 .3

No b 00049 ... .. ------- ---- --- -- - 14.09 15.10 15.10 1019 1521 1521 .0

Pd -P ........................ . ..... ..... 15.17 15.45 15.51 ts51 15.55 15. .3

Trod0 ba.Prg.o W d . . .................... . _ _ . 1402 14.72 14.82 14.79 14.64 14.67 2

Wh bde.. .. . ...... .. _ ....... 1795 17.67 17.91 1735 17.86 18.54 3

Rnbe d O ... . .................... ... ............ 12.01 1i21 12.32 1Z26 1z31 12.34 2

T-10 IU 0d o.e.t-,g . . _ 10 e.40 16.54 10.96 18052 10.03 108.3 .0

WUL.. .... .. 25.01 2.11 2.23 29,04 2032 24.33 o

n . ... . . . 21.31 21.70 21.90 21.07 21.02 22.09 1.2

F. . . ........ ... .. 17,45 1771 17.71 17.74 17.90 17.00 .3

P-%-b0960-Id b40 s W* . .... ..
.

..... . 17.33 17.05 1779 17.90 1702 17.90 4

EdL n.dl heaMh . . 0 0 ..... . I c3 18.37 16.40 18.4s 1.51 18.51 o

L.- and h.OMlliy ... . .. ... 0.00 001 9.03 95.5 6.05 910 A

o0s0 .10............. . 392 14.13 14.15 14.17 141$ 14.14 -.1

1S09 footnot. 1. t150 02. 4 Dtdod bI _o..ng eW 04r65 109 01pd [h.6
Ths C - P- 19 004 ULb Wo. E-. od mlD d Smn Vd oVW .

Cl9tW W .sr (CPIM"0) 00d 1. d5e,4.04 8 i.0 NA. 040 9405bb5
C0a 0 -0.4 p-0f09*0, 5 F 2005to M. 2005.15o 0t =

0bm0 9 1h08.
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E1STABLISHMEN4T DATA ESTABLISHMEN93T DATA

TOW". .9.94944414.987410 14094.49049411084 8p94.910499701 y14.1 .. 4
4414894 Ind~ 7 d t.04

1200210D)

2008P 305 04 20D4 2000 20005 2005P
_ _ _ _ _ _ _ _ _ _ _ _ Apr- - I - - I- . .2051

T.W ....... ......... 98.8 9982 100.0 101.5 99.7 101.2 101.0 101.8 101.9 102.8 0.9

G-o04.1110d .......... .. 9405 831 94.5 98.9 984 9735 96.9 9786 974 99.7 1.3

N1.5~.l -oo11o.04*g... .......... 9.89 105.2 107.8 110.3 103.3 109.0 110.3 110.2 111.5 113.2 1.

Co15011dO ....o.. .. ............. .... I 9898 932 97.2 104.5 100.7 104-0 101.9 194.4 105.0 107.9 239

Mo--o-tokg.519... --~...... .... ....... ...... -.. 934 92.7 93.0 92.9 942 93.9 94.2 94.0 935 93.7 .2

D0Nog01 ....... .................. . 984 9482 94A 942 94.9 9582 95.2 9592 9498 95.0 .2
Wo~d 7 f. ... ................... 99.1 98.4 99.5 97.A 100.3 101.I 101.7 99.9 992 988 -.3
N-T980110119.104100d9m..... ..-, 982 9086 9198 980 57.0 98.3 87.1 97.3 009 98. .7

..... .. ... ..n .....
.

....... 93.0 9238 93.1 9230 83.1 9239 93,0 93.1 9239 9234 -.5
FM8104d1141W71d1100..............98.8 97.8 97.9 98.2 970 98.4 9826 002 84 989s .4

M~~~~o,1417..~. ...... 94,9 97.2 97.7 97.4 953 983 98.9 9.8. 97.1 57.7 86
Cn-Vo94Id04dS.b.oipldf.3......... 7.9 9004 913 81.0 89.3 8987 91.1 00.9 91-1 9233 1.3

E 41 m ,A, .0¶..4 ......99 . 98.0 98 9869 87.9 988 973 975 87.4 8786 98.5 110
T-010Pl-lihn49AW111011l.........8..... 2 9780 98.1 98.8 98A 96A 095. 962 95.5 98.0 05

Md. o.o04. d pft....... ....... 97.3 98.4 98.1 94.2 98.9 98.4 0020 982 94.4 94.1 -.3
F.o1- W9.9041.dp.od .s............ 94.9 5123 9128 905 9486 9386 93-2 923 92.1 90.5 .1.7
&ft.0400400......8181 ....... 5.i5 909 91.0 9001 91.4 900 9813 91.1 980. 9009 .3

N98d~l95l99g-d .. ................... . - 81.5 9D80 932 898.9 931 92.0 9233 93.0 91 3 91.5 -2
F49d 9-11¶ad-i .. .... ..... 328 93.9 929 9233 97.3 98.7 982 97.4 9683 98.8 .5
811- 49- .d 1

0
t 

8 9
p 19d9t0

1
.... 

80
-

.8 98 ,5 98
6

9
0
90.7 98

8
3 9 1

.
0 81 2

8 
91.0 91

.
2 9 13

5 
3

T72.91t.....1....4 ................. 792 74.0 78.0 742 7996 7682 75.3 7428 742 741 .1.1
T.W4.1pdod ift.... ........... - - 9239 51.4 94.4 98.4 9159 9231 93.7 93.7 94.0 939 -.1
App- - ........... I. ........ 77.1 98.5 6982 983 78.9 7029 992 6955 688 87.9 -.10
L-t. W.8.d .... ... ........ 988. 82.2 84.8 98.0 98.2 85.0 93.4 83 2 930 93.1 -1
P AP.9

d
IW p1

4
1110 ....... .... 9887 988 982. 98. 898 8982 90.7 89 9 008 982 -.8

P,8111
9
a0414.0d -ppo1d "89.... 93.4 91.4 914 8123 93.8 9335 932 92.8 91I9 82.8 96

P9001401119d004p81db ............ .._.- 982 10230 102.7 10032 19083 104.7 104.9 198.2 10086 110.1 3.3
Ch-.o.8 b .. . .........................98,2 98.5 98.0 9820 004 9728 97.9 9886 9681 98.3 .2

R 034111594117p0dlb9 . ... 94.9 9233 9235 932 94A2 9228 93.1 93.1 9238 93.3 -.5

99.1919........ ..........Ill999988 198.8 101.5 10232 10D09 193.5 102.8 103.9 1032 192.8 .8

Tr.d, 091po SWo .9 . 4.............978 6 982 98.8 98 5 98.5 100-4 1002e l01l 10D09 101.4 25

V.W at. t11 . ........... .... ...... . . 98.1 9880 99 3 1002 00.7 98.4 9.82 100.3 1003 1008 .3

ReI04IS.d 00... ...................- 67 9886 982 98.3 98A 99.9 98.7 100.4 100.1 10086 2

Tr 10p401i -d .4h .. 1n9 ... ........ 9.89 102.0 193.9 103.8 100.9 1932 10592 104.9 100.0 10509 .9

L.dk5 . .. ... .................. 9.5 94.5 937 9553 98.4 94.7 98.0 94.8 94.2 9589 1.8

sf9840500 ..... . ~~~~~~~9886 1009 10120 101.1 98-0 101.3 101.2 101.8 102.1 102.8 35

Fi981.41000fiv149 ...... . ..... ... . 100.4 103.4 103.2 194.2 10186 10386 1944 194.4 104.7 10095 .8

P9f..;94 W .0 d 41189891 4410 . .. 1009...... O. 10196 102.7 158.8 101.1 1039 183.9 194-1 1945 1004 89

Ed.00511114fl.l19.00.0...0... ..... ..... 1031 105.6 100.7 198.4 19327 104.7 100.3 1052 100,5 198.0 35

L9.411450h99pftrty............. 100.7 98 2 100.8 184.0 10298 1042 194.1 194.9 198.0 198.1 8

01901h. -A 9.00.... ....... ..... 95 9682 98-7 97.6 98.7 9886 97.1 973 97.8 98.3 56

.4 .~ -hb p-t-- f -.. d. p WyP- - ________

1049. 50411.1 92411 4 -Y81 0-981011 .9114194491944¶110871

NOTE: Th. kl.- 11d0. gg109819814941444049091.At by1919.09 0 410QI19 914410194 84
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ESTABL.09K06NT DATA ESTABUSHbMW9T DATA

.W.ic6d In-b9y dftU4

O62-10D)

Nd .... R1 Jy W.496, 099.9.Vy 4o

1.&Mby A Fob.6 Aw. D.- I-6 9. MF I6
04 2005 2OD5P 9 20% 2004 20D5 2D95 2009' M.2D&

AP, 20607

T.W . .......... . 10269 106.0 106.7 106.6 164.0 107.4 107.0 106,3 10668 110.1 1.2

G.O.Pld6.ft 4 9 9898 9868 1064 1I3. 101.0 103.7 103.0 104.2 104.1 100.8 1.6
N.MI90W dn,6 ....... .... 10469 11290 114,9 11995 109.3 116.9 1192 MO9. 1194 121.9 3.0

r,019900Kt .. 99.9 9665 101.0 109-1 1044 109.3 10068 109.9 109.7 1 12.9 2.6

M9,~~~96,00o6,g ~ ~ ~~~~~ 99.1 99.6 99.7 99.7 99.0 109.3 10968 106.9 109.4 1008 .4

D1995h 90000 ., ........ .. ...... 98.4 101.3 101.1 101.4 99.2 101.0 101.7 102.1 10105 102.1 9

N"Kh 0t .9W&.... .. .... ...... .. 97.0 99. 96.7 96.5 646 098.6 99.0 9698 99.1 98.3 .2

Pd's m'i.o.1i 5 1039 106 0 109. 116.4 106.1 10698 106.0 10998 103 111.3 .9

T14.ft, tMPo.UOo.,..,,0. . 101.4 104.1 104.6 100.9 103.0 100.5 l06. 109.9 10698 107.5 .7

W0h0l&6,94 . 101.6 1044 10498 109.3 1023. 104.7 100.2 1061 10993 109.9 .6

PAW tft ~ . 109.1 102.3 102.6 1044 102.2 104.5 109.3 199.7 109.7 1294 .7

T.Il.p.t .- h. M ........... 103.2 107.2 109.5 1095 10594 109.9 110.7 110.0 110.7 111.7 .9

WHIO.........-.......................102.6 102A 103.1 105.0 103.1 103.? 100.1 103.0 103.5 105A 1.6

HOMO. ~ . 101.5 109.1 10999 110.3 103.4 109.9 109.2 109.0 110.2 112.2 1.6

Fk5dW -&AS. . ~ ....... . .108A 113.3 113.2 115.1 109.7 11325 114.3 114,0 115.3 119.5 1.1

P-..400lW " 6,I.60 -60 . 102.6 109.3 109.0 111.5 104.3 109.4 115.0 110.3 110.8 11232 1.4

EdL001.6100d-5h999,.W.r4.... ..... 109.7 114.3 114.7 1155 10923 112.6 11356 1139 114.5 119.1 .5

L.6,,99.nh p90dy...... . 10. 105. 104.4 110.3 106.2 1094 109.6 110.6 11068 112.0 1.1

06,.-,..n ...... 97.2 99.7 0999 10097 09.0 99.5 106.1 106.5 10960 101.2 .4

'S 00 .A. 61. t,6,o 9-2. 9. -. P...794, 2D02 -. W. -... g Wbo. Awgs1ft y.o. 990066...
,= P..lW-y D. P,.W614o 0o.ft ,.d .p.0 .6 y4 -990, -.e.-9 y 9909.., .14
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U. S. Department of Labor Corrmissioner
Bureau of Labor Statistics
Washington. D.C. 20

2
1

2

MAY 2 7

The Honorable Carolyn Maloney
Joint Economic Committee
U.S. House of RepresenLatives
Washington, D.C. 20515

Dear Congresswoman Maloney:

At the May 6 hearing of the Joint Economic Committee, you
requested information on the average job growth 49 months after
the start of a recession. I have enclosed a table that shows
the data for six post World War II recessions as designated by
the National Bureau of Economic Research. Four postwar
recessions are excluded from the table because the 49-month
period overlaps with the start of a new recession. Employment
growth over the 6 periods shown in the table has ranged from
4.6 percent to 11.0 percent with an average of 7.0 percent.

I hope this information is helpful to you. Please let me know
if I can be of any further assistance. Also, Thomas Nardone,
Assistant Commissioner for Current Employment Analysis, can be
reached at 202-691-6378 and would be happy to answer any follow-
up questions that you or your staff may have regarding these
data.

Sincerely yours,

KATHLEEN P. UTGOFF
Commissioner

Enclosure
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Change in Nonfarm Payroll Employment 49 Months After Recession Onset
[In thousands]

Recession Onset 49 Months Atter Recession Onset Change in Percent
Emploryment Change

Month' Employment Month Employment Level in Em-pioyinent

Nnv-48 ....... ................. 45,194 Dec-52 ........ ...... 50,164 4,970 11.0
Jul-53 ...... .................. 50,536 Aug-57 ........ ...... 53,128 2,592 5.1
Apr-60 ....... ................. 54,812 May-64 ........ ...... 58,089 3,277 6.0
Nov-73 ....... ................. 77,909 Dec-77 ........ ...... 84,408 6,499 8.3
Jul-81 ....... ................. 91,594 Aug-85 ........ ...... 96,819 6,225 6.8
Jul-90 ....... ................. 109,773 Aug-94 ........ ...... 114,801 5,028 4.6
Average ..................................... 4,765 7.0
Mar-01 ....... ................. 132,511 Apr-05 .............. 133,293 782 0.6

'As designated by the National Bureau of Economic Research (NBER).
Source: Bureau of Labor Statistics, Current Employment Statistics (CES) Survey.

0
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THE ECONOMIC OUTLOOK

THURSDAY, JUNE 9, 2005

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITTEE,

Washington, DC.
The Committee met, pursuant to notice, at 10 a.m., in room

HR-2118, Rayburn House Office Building, the Honorable Jim
Saxton, Chairman of the Committee, presiding.

Representatives Present: Representatives Saxton, English,
Paul, Brady, McCotter, Maloney, Hinchey, Sanchez, and
Cummings.

Senators Present: Senators Bennett, DeMint, and-Reed.
Staff present: Chris Frenze; Colleen Healy; Bob Keleher; Brian

Higginbotham; John Kachtik; Natasha Moore; Jeff Wrase; Chad
Stone; Matt Solomon; and Nan Gibson.

OPENING STATEMENT OF HON. JIM SAXTON, CHAIRMAN,
A U.S. REPRESENTATIVE FROM NEW JERSEY

Representative Saxton. Good morning. The hearing will come
to order.

I am very pleased this morning to welcome Chairman Greenspan
before the Joint Economic Committee. Chairman Greenspan's testi-
mony will provide useful insights on the current economic expan-
sion and the potential for further economic progress.

A broad array of standard economic data indicates that the eco-
nomic expansion is on a solid footing. The U.S. economy grew 4
percent in 2004 and advanced at a 3.5 percent rate in the first
quarter of 2005.

A rebound in business investment has played an important role
in explaining the pickup of the economy since 2003. Equipment and
software investment has also been strong over this period.

The improvement in economic growth is reflected in other eco-
nomic figures as well. For example, over the last 4 months, 3.5 mil-
lion jobs have been added to the business payrolls. The unemploy-
ment rate stands at 5.1 percent, consumer spending continues to
grow, home ownership is at record highs and household net worth
is also at a high level.

Meanwhile, inflation pressures appear to be contained. Interest
rates remain at historically low levels with long-term interest
rates, including mortgage rates, actually declining recently. This
decline of long-term interest rates, even as the Fed is increasing
short-term interest rates, is very unusual, a topic I would like to
discuss later on.

(1)
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In short, overall economic conditions remain positive. It is clear
that an accomodative monetary policy and tax incentives for invest-
ment have made important contributions to the improvement of the
economy in recent years. Recently released minutes from the Fed-
eral Reserve suggest that the central bank expects this economic
trend to continue. As always, there are some aspects of the econ-
omy that should be monitored quite closely. There appears to be
pressures in some local housing markets, but these are unlikely to
pose a significant threat to the national economic expansion.

Also, quite importantly, the increase in oil prices has had an im-
pact on certain sectors of the economy, but has not severely under-
mined overall economic growth. A consensus of Blue Chip fore-
casters projects that the economic expansion will continue through
2005 and 2006. This is consistent with Federal Reserve forecasts
for economic growth through 2006.

In summary, the economic situation is solid and the outlook re-
mains favorable. That is the good news.

At this point I would like to yield to the gentleman from Rhode
Island, Senator Reed.

[The prepared statement of Hon. Jim Saxton appears in the
Submissions for the Record on page 40.]

OPENING STATEMENT OF HON. JACK REED, RANKING
MEMBER, A U.S. SENATOR FROM RHODE ISLAND

Senator Reed. Thank you, Chairman Saxton, and welcome,
Chairman Greenspan, I want to thank you for coming here to tes-
tify today at a time when there are so many genuine puzzles about
the direction of the American economy. Chairman Greenspan, you
have been rather upbeat about the economic outlook and let me be
the first to say that I hope you're right. However, I am concerned
about what continues to be a disappointing economic recovery for
the typical American worker. Economic insecurity for workers is
widespread as a healthy job recovery is yet to take hold, wages are
failing to keep pace with inflation, inequality is growing and pri-
vate pensions are in jeopardy.

Job growth sputtered again last month when only 78,000 jobs
were added, calling into question the strength of the labor market
recovery. We still have not seen several consecutive months of solid
job gains, which is disappointing 42 months into a recovery.

At this point in the last recovery, the economy had created over
4 million more jobs than we have seen in this recovery and we reg-
ularly saw gains of 200,000 to 300,000 and sometimes even 400,000
jobs per month. Employers don't seem to have enough confidence
in this recovery to pick up their pace of hiring.

Of course the real disappointment in this recovery is how work-
ers have been left out of the economic growth we have seen so far.
Strong productivity growth has translated into higher profits for
businesses, not more take-home pay for workers. Since the start of
the economic recovery in late 2001, corporate profits from current
production have risen by 67 percent. By contrast, employee com-
pensation rose by only 17 percent. Since the economy started gen-
erating jobs in June of 2003, the average hourly earnings of pro-
duction workers in non-farm industries have fallen by 1.4 percent
after inflation.
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The stagnation of earnings in the face of higher prices for food
and medical care is squeezing the take-home pay of workers. I hope
that the Federal Open Market Committee is paying close attention
to the labor market as they set the direction of monetary policy.
Workers have been short-changed so far in this recovery, and I be-
lieve that the economy should be able to accommodate some accel-
eration in wages to catch up to productivity growth without gener-
ating undue fears of inflation.

Any wage gains we have seen seem to be concentrated at the top
of the earnings distribution while the largest losses are at the bot-
tom. As The New York Times noted this week, the distribution of
earnings has become so unequal that even the merely wealthy are
being left behind in the dust by the small slice of super-rich Ameri-
cans.

I know, Chairman Greenspan, that you have expressed concern
about the widening inequality of income and earnings in the Amer-
ican economy. So this development cannot be encouraging to you.

Another troubling development is how unstable the private pen-
sion system is becoming. Data released this week by the Govern-
ment's Pension Benefit Guaranty Corporation show that the coun-
try's 1,108 weakest pension plans had an aggregate shortfall of
$353.7 billion at the end of last year, 27 percent more than the pre-
vious year. Meanwhile, the PBGC itself is underfunded.

Social Security does face long-term challenges, but at the mo-
ment it looks like the strongest leg of our retirement system. Ris-
ing national savings is the key to our economic growth, a good way
to reduce our record trade deficit and, as your past testimony re-
flects, the best way to meet the fiscal challenges posed by the re-
tirement of the baby boom generation. Unfortunately, the Presi-
dent's large Federal budget deficits are undermining national sav-
ing and leaving us increasingly hampered in our ability to deal
with the host of challenges we face.

The President's policy priority for large tax cuts for those who
are already well off and private retirement accounts that add to the
debt and worsen Social Security solvency would take us in exactly
the wrong direction for the future.

Finally, there are real questions about whether today's workers
can look forward to a future of economic prosperity or one of contin-
ued risk and uncertainty about whether they will have good jobs
and the means to provide a comfortable standard of living for their
families. Indeed, it is a very real question in the mind of all the
people I represent whether they will enjoy the same standard of
living that their parents enjoyed before them or are enjoying at
this moment, and for the first time in my lifetime there is serious
concern that the quality of life-the standard of living in the
United States will slip rather than progress forward.

Chairman Greenspan, I look forward to your testimony about the
economic outlook and exploring some of these issues with you fur-
ther in the questioning. Thank you, Mr. Chairman.

[The prepared statement of Hon. Jack Reed appears in the
Submissions for the Record on page 50.]

Representative Saxton. Mr. Chairman, thank you again for
being with us this morning, and we look forward to your testimony.
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STATEMENT OF HON. ALAN GREENSPAN, CHAIMAN,
BOARD OF GOVERNORS, FEDERAL RESERVE SYSTEM

Mr. Greenspan. Thank you very much, Mr. Chairman, Senator
and Members of the Committee. I am pleased once again to appear
before this Committee, as I have done for many a year.

Over the past year, the pace of economic activity in the United
States has alternately paused and quickened. The most recent data
support the view that the soft readings on the economy observed
in the early spring were not presaging a more serious slowdown in
the pace of activity. Consumer spending firmed again, and indica-
tors of business investment became somewhat more upbeat. None-
theless, policymakers confront many of the same imbalances and
uncertainties that were apparent a year ago.

Our household savings rate remains negligible. Moreover, only
modest, if any, progress is evident in addressing the challenges as-
sociated with the pending shift of the baby boom generation into
retirement that will begin in a very few years. And although prices
of imports have accelerated, we are at best in only the earliest
stages of a stabilization of our current account deficit, a deficit that
now exceeds 6 percent of U.S. Gross Domestic Product.

A major economic development over the past year has been the
surge in the price of oil. Sharply higher prices of oil imports have
diminished U.S. purchasing power. The value of petroleum imports
rose from 1.4 percent of nominal GDP in the first quarter of 2004
to 1.8 percent in the first quarter of this year. The alternating
bouts of rising and falling oil prices have doubtless been a signifi-
cant contributor to the periods of deceleration and acceleration of
U.S. economic activity over the past year.

Despite the uneven character of the expansion over the past
year, the U.S. economy has done well, on net, by most measures.
Real GDP has grown by 3.7 percent over that period, the unem-
ployment rate has fallen to 5.1 percent and core personal consump-
tion expenditures prices have risen a historically modest 1.6 per-
cent.

But the growth of productivity, though respectable at 2.5 percent
over the year ending in the first quarter, is far less than the ex-
traordinary pace of 5.5 percent during 2003.

Excluding a large, but apparently transitory, surge in bonuses
and the proceeds of stock option exercises late last year, overall
hourly labor compensation has exhibited few signs of acceleration.
Thus, the rise in underlying unit labor costs has been mainly the
result of the slower growth of output per hour. At the same time,
evidence of increased pricing power can be gleaned from the profit
margins of non-financial businesses, which have continued to press
higher even outside the energy sector. Whether that rise in unit
costs will feed into the core price level or be absorbed by a fall in
profit margins remains an open question.

Among the biggest surprises of the past year has been the pro-
nounced decline in long-term interest rates in U.S. Treasury securi-
ties despite a 2 percentage point increase in the Federal funds rate.
This is clearly without recent precedent. The yield on 10-year
Treasury notes, currently at about 4 percent, is 80 basis points less
than its level a year ago. Moreover, even after the recent backup
in credit risk spreads, yields for both investment grade and less-
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than-investment grade corporate bonds have declined even more
than Treasuries over the same period.

The unusual behavior of long-term interest rates first became ap-
parent almost a year ago. In May and June of last year market
participants were behaving as expected. With a firming of mone-
tary policy by the Federal Reserve widely expected, they built large
short positions in long-term debt instruments in anticipation of the
increase in bond yields that has been historically. associated. with
a rising Federal funds rate. But by summer, pressures emerged in
the marketplace that drove long-term rates back down. And in
March of this year, market participants once again bid up long-
term rates, but as occurred last year, forces came into play to make
those increases short lived. There remains considerable conjecture
amongst analysts as to the nature of those market forces.

That said, there can be little doubt that exceptionally low inter-
est rates on 10-year Treasury notes, and hence on home mortgages,
have been a major factor in the recent surge of home building and
home turnover and especially in the steep climb in home prices. Al-
though a bubbling in home prices for the Nation as a whole does
not appear likely, there do appear to be at a minimum signs of
froth in some local markets where home prices seem to have risen
to unsustainable levels.

The housing market in the United States is quite heterogeneous,
and it does not have the capacity to move excesses easily from one
area to another. Instead, we have a collection of only loosely con-
nected local markets. Thus, while investors can arbitrage the price
of a commodity such as aluminum between Portland, Maine and,
Portland, Oregon,. they cannot do that with home prices because
they cannot move the houses. As a consequence, unlike the behav-
ior of commodity prices, which varies little from place to place, the
behavior of home prices varies widely across the Nation.

Speculation in homes is largely local, especially for owner-occu-
pied residences. For homeowners to realize accumulated capital
gains on a residence, a precondition of a. speculative market, they
must move. Another formidable barrier to emergence of speculative
activity in housing markets is that home sales involve significant
commissions and closing costs, which average in the neighborhood
of 10 percent of the sales price. Where homeowner sales predomi-
nate, speculative turnover of homes is difficult.

But in recent years, the pace of turnover of existing homes has
quickened. It appears that a substantial part of the acceleration in
turnover reflects the purchase of second homes, either for invest-
ment or vacation purposes. Transactions in second homes of course
are not restrained by the same forces that restrict the purchases
or sales of primary residences. An individual can sell without hav-
ing to move. This suggests that speculative activity may have had
a greater role in generating the recent price increases than it has
customarily had in the past.

The apparent froth in housing markets may have spilled over
into mortgage markets. The dramatic increase in the prevalence of
interest-only loans, as well as the introduction of other relatively
exotic forms of adjustable rate mortgages, are developments of par-
ticular concern. To be sure, these financing vehicles have their ap-
propriate uses. But to the extent that some households may be em-
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ploying these instruments to purchase a home that would other-
wise be unaffordable, their use is beginning to add to the pressures
in the marketplace.

The U.S. economy has weathered such episodes before without
experiencing significant declines in the national average level of
home prices. In part, this is explained by an underlying uptrend in
home prices. Because of the degree of customization of homes, it is
difficult to achieve significant productivity gains in residential
building despite the ongoing technological advances in other areas
of our economy. As a result, productive gains in residential con-
struction have lagged behind the average productivity increases in
the United States for many decades. This shortfall has been one of
the reasons that house prices have consistently outpaced the gen-
eral price level for many decades.

Although we certainly cannot rule out home price declines, espe-
cially in some local markets, these declines, were they to occur,
likely would not have substantial macro-economic implications. Na-
tionwide banking and widespread securitization of mortgages make
it less likely that financial intermediation would be impaired than
was the case in prior episodes of regional house price corrections.
Moreover, a substantial rise in bankruptcies would require a quite
significant overall reduction in the national average housing price
level because the vast majority of homeowners have built up sub-
stantial equity in their homes despite large home equity with-
drawals in recent years financed by the mortgage market.

In conclusion, Mr. Chairman, despite some of the risks that I
have highlighted, the U.S. economy seems to be on a reasonably
firm footing and underlying inflation remains contained. Accord-
ingly, the Federal Open Market Committee in its May meeting re-
affirmed that it "believes that policy accommodations can be re-
moved at a pace that is likely to be measured. Nonetheless, the
Committee will respond to changes in economic prospects as need-
ed to fulfill its obligation to maintain price stability."

Thank you very much. I look forward to your questions.
[The prepared statement of Hon. Alan Greenspan appears in the

Submissions for the Record on page 52.]
Representative Saxton. Mr. Chairman, thank you very much

for that very thorough statement. I would like to lead off with a
question that relates to something that you mentioned early in
your testimony, and that is the unusual set of circumstances that
we see in the relationship between short-term and long-term inter-
est rates.

Over the last year or so, the Fed has increased short-term inter-
est rates by a quarter point 8 times. And long-term rates, as you
pointed out in your testimony, have come down.

There is a chart displayed there that shows the increase in short-
term rates and that historically during a period of time such as
this, long-term rates would be expected to follow an upward path.
However, as the blue line shows, that has not happened. In this
case, and as a matter of fact I don't know what the Fed policy is
going to be going forward, but if this trend continues those two
lines could actually meet at some point. So I have essentially three
questions.
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In your opinion, what has caused this unusual set of cir-
cumstances in the relationship between short-term and long-term
rates? Second, what do you think might be the potential effects of
it on the economy going forward? Third, does this relationship sug-
gest any negative impact on prices and in our ability to control in-
flation? Is there anything that- from a policy point of view we
should begin to look at to correct the situation, if in fact it needs
to be corrected? And I would be interested in your thoughts on
those questions.

Mr. Greenspan. Well, Mr. Chairman, with respect to your first
question, as I have indicated previously in various commentaries,
this particular configuration is unprecedented in recent experience.
Indeed, it is even more exaggerated than it appears on the chart
for a very important reason;-namely, that the 10-year note which
is I believe what you have plotted up there

Representative Saxton. Is that correct?
Mr. Greenspan-I[continuing]. Is actually an average, both of

long-term rates, meaning, say, a combination of 1-year maturities,
9 and 10 years out, and comparable 1-year short-term rates. If you
average them out, you get the 10-year yield. But it means that
when the Federal Reserve is raising the Federal funds rate, the
short end of the market goes up, and the elements that go into the
construction of the 10-year average automatically go up solely be-
cause the short-term rates have gone up, which means that the
longer term rates-that is, say, from the 5-year maturities-the 1-
year maturities 5 years out and longer, have actually gone down
more. And if you actually plot those data it is the fastest decline
that we have seen in that longer term set of patterns in many dec-
ades.

So something unusual is clearly at play here. We have concluded
that it is not a U.S. phenomenon because all one needs to do is look
abroad and you get very much the same patterns that we see here
in the United States. So it is clearly of international origin. There
are numbers of hypotheses, frankly all of which are credible to one
degree or extent, which people have put forth to explain this. They
run anywhere from that the world economy is slowing down to the
fact that the degree of and pace of global integration is such as to
open up very significant areas of educated, low-cost employment
pools in China, India, and in the former Soviet Union. There are
vast numbers of people who are skilled, educated, and have a very
significant interest in working hard, and they have all come on the
market at the same time and have had the effect, as best we can
judge, in bringing the cost structure in the world down, which obvi-
ously would be reflected in inflation premiums in the low end of
the market, which clearly have gone down. I might say both infla-
tion premiums and the real risk premiums as well.

All of these in one way or another probably are part of the expla-
nation. We don't know yet which are the really important ones and
probably will not know except in retrospect. But it is a profoundly
important phenomenon and really quite different from what one
would expect. Its effect on the United States is very clear in the
sense that, as I pointed out in my prepared remarks, mortgage
rates are lower than they would ordinarily be in a regular cyclical
pattern in the United States, and the consequence of that is we
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have had a very strong housing market, as I am sure you are all
aware.

But certain elements of froth are clearly developing in local mar-
kets as a consequence. The low long-term interest rates have also
obviously affected other asset values, stock prices, and asset prices
elsewhere and has undoubtedly been a factor in the expansion of
the economy. How this will all turn out and how we integrate it
into the basic underlying monetary policy structure is something
we are spending a very considerable amount of time on, making
certain we understand this process that is going on as best we can.

Obviously, as you point out in your third question, what may be
quite critical here with these lower long-term rates than we ordi-
narily expect, is to be sure it isn't potentially engendering infla-
tionary forces, and that is something which, needless to say, we are
focusing on very extensively, endeavoring to get as much data as
we can.

At the moment we are finding little evidence of inflationary pres-
sures on the product side, but it is certainly the case that under-
lying unit labor costs are rising. There is some evidence, as I indi-
cated in my prepared remarks, that passing through of costs has
been easier, but in any event, the overall inflation rate does at this
stage remain modest. But we will remain vigilant.

Representative Saxton. Thank you. Let me just follow up, Mr.
Chairman. During this period of time when we have seen increased
short-term rates and falling long-term rates, the economy, as you
note in your statement, seems to be doing reasonably well. You
note that the economy has done well on net by most measures as
a matter of fact, and you cite standard data on GDP growth, unem-
ployment, and inflation that reflect the ongoing economic expan-
sion.

In addition, Fed projections of economic growth for 2005 and
2006 are generally consistent with the Blue Chip consensus, are
they not?

Mr. Greenspan. I believe they are, Mr. Chairman.
Representative Saxton. And your statement also suggests that

despite risks to the economic outlook, the economic expansion cur-
rently appears to be strong enough to absorb additional tightening
of monetary policy without serious damage. Is this a reasonable
reference to your remarks? Am I right in saying that?

Mr. Greenspan. I don't wish to go beyond the statements that
the Federal Open Market Committee have agreed upon, and the
way we have formulated it is basically the way I communicated in
the very tail end of my prepared statement.

Representative Saxton. One final item and then we will turn
to Senator Reed. In this morning's Wall Street Journal there is an
article which credits past Fed policy for curbing the effects of the
collapse of the stock market and the tech investment bubble in
2000. At the same time, the article suggests that an accommoda-
tive Fed policy has instead contributed to a housing bubble.

It seems to me that given the enormous shocks to the economy
from the collapse of the stock market and technology bubbles in
2000, that the Fed did the right thing in relaxing monetary policy
and in retrospect perhaps could have done that even sooner. The
thrust of Fed policy seems to have averted what could have been
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a much more serious economic fallout from the popping of the bub-
bles in 2000.

Looking back, do you believe that the Fed relaxation of monetary
policy after the busting of the bubble in 2000 was the best course
given the risky conditions at the time?

Mr. Greenspan. I do, Mr. Chairman. We couldn't draw that con-
clusion at the point we were implementing the -policy, because we
knew that what we were doing-that is, addressing the con-
sequence of a very severe deflation of a bubble-carried with it po-
tential side effects.

As best we can judge, things have turnedout reasonably as we
had expected; both positively and negatively. But in our judgment,
the positive effects of the policy far exceeded the negative ones.-
And we decided at that- time- it was the appropriate policy to ini-
tiate, and while it is too soon to judge the final conclusions -of how
all of this comes out, I think that -given the same facts under the
same conditions we would have implemented -the same policy. -

Representative Saxton. I thank you very much, Mr. Chairman.
Senator Reed.
Senator Reed. Thank you very much, Chairman Saxton, and

thank you, Chairman Greenspan. Let me for a moment focus on
several aspects of your testimony, first your very useful comments
about the recent spike in employee compensation for the past two
quarters. As I understand your testimony, this was attributable
generally to a surge in bonuses and stock option exercises that are
transitory, is that correct?

Mr. Greenspan. As best we can judge. We don't have actual offi-
cial data. All we get are the data that are reported under the un-
employment insurance system, which accounts for almost 100 per-
cent coverage of wages and salaries. What we do not get is a break-
down in any form which tells us where it is. We have other data
which gives us the level of employment by supervised workers and
non-supervisory workers and payroll data for non-supervisory
workers, so we can infer certain things. And as you pointed out in
your earlier remarks, there really is a -very substantial difference
in the labor market where the 80 percent of the non-supervisory
workers' wage increases have been relatively modest, and indeed if
you deflate by the Consumer Price Index it is actually negative. I
don't like the Consumer Price Index, but you do you get the num-
bers you are suggesting. What happens, however, is that the 20
percent, which is an issue of the supervisory, skilled and other
workers, is reflecting a problem. which we have discussed in the
past; namely, we have a very significant divergence in our labor
market which has consequences we need to address soon rather
than later.

Senator Reed. As a follow-up point, Mr. Chairman, so wage
compensation is not a significant factor in driving inflation, as you
pointed out. If you use the Consumer Price Index deflator it is al-
most negative. Is that a fair statement?

Mr. Greenspan. That would not be true if you included 100 per-
cent of workers. In other words, wages and salaries per hour over-
all, even excluding bonuses and stock option realizations, are rising
at a reasonably good clip, because the rate of increase in the super-
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visory, skilled worker categories is far faster than the numbers you
were quoting.

Senator Reed. But essentially what we are seeing, I think un-
fortunately, is a divergence between highly-skilled, highly-com-
pensated individuals and the rest of the work force. And we have
had this discussion before, and I know we all like to think about
the better education and better training, et cetera, but in the short
run, in the immediate run, what policy options should we pursue
to enhance the incomes of most of the workers of America?

Mr. Greenspan. Well, Senator, I don't think there are short-
term policies other than the ones we typically use to assuage those
who fall into unemployment or policies in the tax area which we
endeavor to redistribute income.

The basic problem, as we have discussed previously, as best I can
judge, goes back to the education system. We do not seem to be
pushing through our schools our student body at a sufficiently
quick rate to create a sufficient supply of skilled workers to meet
the ever-rising demand for skilled workers, which means that wage
rates are accelerating. But the very people who have not been able
to move up into the education categories where they become skilled
overload the lesser skilled market and cause wages to be moving
up, well below average. The consequence, of course, is a divergence
and an increased concentration of income.

And as I have often said, this is not the type of thing which a
democratic society, a capitalist democratic society can really accept
without addressing, and as far as I am concerned the cause is very
largely education. It is not the children, because at the 4th grade
they are above world average. Whatever it is we do between the
4th grade and the 12th grade is obviously not as good as what our
competitors abroad do because we, our children, fall below, well
below, the median in the world, which suggests we have to do
something to prevent that from happening. And I suspect were we
able to do that we will indeed move children through high school
and into college and beyond in adequate numbers, as indeed we did
in the early post-World War II period, such that we do not get the
divergence in income which is so pronounced in the data we cur-
rently look at.

Senator Reed. I have other questions, but this argument can be
looked at from a different perspective. Back in the 1950s and the
1960s, we had jobs that were producing incomes for families. We
had college education costs which were reasonable. We had in some
respects better access to health care at more affordable prices so
that families could, in fact, save and provide for their children in
a way that they can't do today.

But let me move forward. This is a debate that will go forth, I
think, further.

You mentioned in response to Chairman Saxton's question this
conundrum about interest rates, the yield curve, short-term and
long-term rates. But there are some that might see the lack of
movement in the long-term rates as a justification for deficits; i.e.,
deficits don't make a difference, but I think, Mr. Chairman, you
have also insisted that deficits do make a difference ultimately for
interest rates. Is that true?

Mr. Greenspan. It is, Senator.
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Senator Reed. And essentially we have choices before us with
respect to these budget deficits. They will, if we don't respond to
them, continue to impair national savings and thus our ability to
invest in the economy. Is that correct also?

Mr. Greenspan. I believe so.
Senator Reed. And it seems to me at a time where we have to

deal with the interest rates to further compound our problems by
further reducing taxes, such as the estate tax, would be exactly the
wrong direction to pursue. What is your view, Mr. Chairman?

Mr. Greenspan. Well, all I can say is that I have argued before
the relevant committees that fiscal policy as it moves into the early
part of the next decade is going to run into very severe problems
unless we restore PAYGO and other means of restraint on the sys-
tem. And so I don't want to get involved in any particular policy
configurations, but I do think that we have to recognize that some-
thing very unusual is about to happen to this country in that we
are going to get a huge exodus from the labor force. And remember,
the baby boom generation was followed by the baby bust genera-
tion, which means that we have relatively fewer workers, on aver-
age, ever increasingly as we move into the next decade and beyond
to produce the goods and services required, not only for the work-
ers and their families, but for the huge increase in retirees. So we
have a very important task out there of creating a level of savings
and investment which will make sure that the replacement rate in
real terms of retirees enables them to maintain a reasonably ade-
quate standard of living without encroaching on the growth in
standard of living of the American work force.

Senator Reed. Just a final point, Mr. Chairman. It seems that
we have positioned ourselves adversely to deal with that challenge
as we have gone from a surplus to a significant deficit, and that
the proposal of the Administration is to further exacerbate the def-
icit by tax policies. Again that New York Times article to me was
extraordinarily revealing. It has been estimated that if the Presi-
dent's tax cuts are made permanent, Americans making between
$100,000 and $200,000, the new middle class in America if you
will, will be paying 5 to 9 percent more in taxes than those making
over $1,000,000 a year. That doesn't seem to me to be either good
economic policy or good social policy.

Mr. Greenspan. Well, Senator-
Senator Reed. We have to deal with these issues.
Mr. Greenspan. I don't want to comment on individual policies.

I have stated before to you-and other committees, on occasion-
that I do think that there are parts of the existing recent tax
changes, especially with respect to eliminating part of the double
taxation of dividends, which I think enhance economic growth, en-
hance the tax base and increase tax revenues. And that is good eco-
nomic policy. Having said that, I would argue that all tax and all
spending policy should be under PAYGO, which therefore makes
them, theoretically at least, hopefully deficit neutral.

Senator Reed. Thank you, Mr. Chairman.
Representative Saxton. I would like to thank Senator Reed for

asking the question about the educational component. I think that
is extremely important, and I am going to ask my staff to perhaps
get with your staff, Mr. Chairman, to explore the details of the
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studies that you have referred to, and I thank you for your input
on that.

Now that the Ranking Member has completed his questions, we
are going to move to Senator Bennett and, as we do, we are going
to implement the 5-minute rule in the interest of making sure that
all Members have an opportunity to ask questions as well.

Senator Bennett.
Senator Bennett. Thank you, Mr. Chairman.
Chairman Greenspan, I agree with you that we don't really know

what is behind the anomaly indicated by the chart that the Chair-
man put up and there are a number of theories.

I want to suggest another one to you, because I know you believe
in the power of markets, that markets send us messages, that
many times those of us who are policymakers want to ignore and
think we are smarter than the markets' The market is saying
something interesting here, and I have heard the various expla-
nations. The one that I want you to consider and perhaps comment
on, maybe the markets are being very complimentary to you and
the Open Market Committee by saying: we like the way you are
handling the challenge of inflation and we like the measured pace,
to use your phrase, with which you have adopted the overnight
rate increases. And the reason the long-term rates are as low as
they are is because we have confidence that inflation is under con-
trol.

If that is indeed what the combined wisdom of the market is say-
ing here, it might suggest that when you got to 3.5 in June you
stop. Or August, I guess, would be the time that the anticipation
is. I know you are far too cagey to respond to the number here be-
cause the television cameras are running, but would you comment
on the idea that there may be a different kind of message here
coming from the marketplace in terms of the way the interest rates
are reacting to what the Fed is doing and talking about where you
think the ideal overnight rate should be, whether 3 percent, 5 per-
cent, 4 percent, something of that kind in an ideal set of economic
circumstances, the target that you could live with?

Mr. Greenspan. Well, Senator, I have commented that it is very
difficult to know where that so-called neutral rate is, but we prob-
ably will know it when we are there, because we will observe a cer-
tain degree of balance which we had not perceived before, which
would suggest to us that we are very close to where that rate is.
We don't have the statistical ability to forecast where it is or to
judge it other than being in place at a certain time and looking at
what the specific events are, because that means we don't have to
forecast what happens, we just can observe. But if you have to fore-
cast and then observe, it makes it exceptionally difficult.

On the broader question of whether it is a Fed correction or, as
it is more generally stated, credibility of central banks throughout
the world, we obviously would like to believe it, but the problem
with it is, it doesn't give us any information that is useful to us.
In other words, if we said that is true, it doesn't tell us what to
do. And so, that is for others to judge. My own suspicion is there
is less there than meets the eye. But even if I am mistaken on it,
it does not help in knowing what to do next.
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Senator Bennett. I accept that. My only comment would be that
this anomaly, this extraordinary circumstance, might suggest that
the golden mean, if I can use that term, is lower than we may have
thought in the previous analysis with respect to this.

I would like to focus on one other issue, and that is long-term
savings. The savings rate in this country, as you have told us and
as we recognized, is lower than it ought to be. That has entered
into the debate with respect to how we might deal with the Social
Security crisis that we are facing. I agree with you that we are
going to have an extraordinary, indeed unprecedented, historical
event in the next 20 years. The percentage of Americans of retire-
ment age is going to double in a 20-year period. It has also gone
up in an incremental fashion, but it is going to go up in a very
sharp upward fashion that has never happened before.

What can we do to stimulate increased savings? Well, I have
some suggestions as to what we could do to stimulate increased
savings, and one of them is a form of payroll deduction separate
and apart from the payroll deduction that goes into Social Security,
called the Save For Tomorrow accounts. I think you may be famil-
iar with those.

Have you any feel, or any opinion, as to what would happen if
there was a more formal kind of payroll deduction across the econ-
omy aimed at increased personal savings? And if that was success-
ful, Save For Tomorrow has been successful in the firms that-have
used it. If that was successful across the economy would that have
a beneficial effect if we saw the savings rate of everybody start to
go up?

Mr. Greenspan. Well, Senator, the only new evidence we have,
if I can put it that way, with respect to savings concerns the sug-
gestion that if right now an employee has to opt in on a 401(k), for
example, there is some evidence to suggest that if the 401(k) is
automatic unless the employee opts out, that we may find that
there is a significantly larger amount of savings that is being cre-
ated.

Senator Bennett. That is an aspect of the Save For Tomorrow
account.

Mr. Greenspan. Yes, I understand that, so there is some evi-
dence to suggest that there is something valid in that general prop-
osition. I am a little gun-shy on the issue of inducing savings in
this country because I have seen just too many vehicles promising
to do something important, and as you know we have ended up
with a very low savings rate.

So it is clearly the market that is generating. the vast amount of
the savings flows, the expansion and contraction, and I am reason-
ably certain that if we get a significant increase in savings, in
household savings for example, it is more likely to be reflective of
a slowdown in the rate of mortgage increases rather than any of
the other variables that we are using. But I would say that any-
thing which does promise to increase savings is a very worthwhile
endeavor because, as I said before, the slow growth that is implicit
in the labor force starting 2006, 2010, and thereafter, if it is going
to produce enough goods to meet all the retirees' needs as well as
those of workers themselves, has got to have a significant pickup
in output per hour growth. And that historically has been associ-
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ated with increased capital investment, which in turn requires
mainly domestic savings to finance it since we cannot count indefi-
nitely on foreign savings doing that.

Therefore, anything which increases domestic savings has a dou-
ble effect in one respect on the longer term outlook, because it will
displace the potential loss of foreign savings and contribute to a
level of savings that will be required to maintain a viable society
with a very large number of retirees.

Representative Saxton. Senator Bennett, thank you for bring-
ing up that extremely important subject of savings. It is something
that is on all of our mind, and thank you for bringing that up.

Mrs. Maloney.
Representative Maloney. Thank you, Mr. Chairman, Ranking

Member, and welcome, Mr. Greenspan. As you indicated in your
testimony, the American economy is resilient and I expect that we
will continue to experience a cyclical recovery in the economy. But
I did not hear much in your statement about the longer run imbal-
ances associated with our failure to address the problem with the
large Federal deficits, the largest trade deficit in our history and
the largest debt ever in our history, over $7.6 trillion, and like Sen-
ator Bennett, I am concerned about our national savings. And, as
you both indicated, our national savings is quite low as a share of
our national income. And aren't large Federal budget deficits one
of the main reasons why?

Mr. Greenspan. They are, Congresswoman.
Representative Maloney. We are financing an increasing share

of our net national investment with foreign borrowing rather than
our own saving, and as you indicate we can only depend on our
own domestic savings and not on more foreign borrowing, but
aren't we financing an increasing share of our net national invest-
ment with foreign borrowing rather than our own saving?

Mr. Greenspan. Well, the significant increase in foreign bor-
rowing or, to be more exact, the significant increase in the amount
of financing of our domestic consumption that is coming from
abroad, a very considerable amount of it is not debt, but when it
is not United States debt, when it is not the United States that is
borrowing, it is foreigners who want to invest here. So it is a mixed
issue, but however you look at it, it is not something on which we
can depend indefinitely.

Indeed, our net debt on foreign income is rising quite signifi-
cantly year after year and the service cost, that is of course quite
substantial. So we can't count on that going on indefinitely and if
we are going to cite the level of capital stock that is necessary to
meet the requirement of, say, 2020, 2030, we are going to have to
get a much higher level of savings than we have and in the process
we are going to have to create capital assets which induce a very
significant rise in productivity growth.

Representative Maloney. Doesn't that mean, this increasing
share of net national investment with foreign money-doesn't that
mean that most of the benefits from that investment will accrue to
our foreign creditors rather than increasing standards of living
here in the United States for our citizens?

Mr. Greenspan. Congresswoman, it will depend wholly on what,
of course, are net claims on U.S. residents, because obviously to the
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extent that we borrow or even get equity capital from abroad, we
have got to pay the servicing costs of that. When you have a very
large net foreign debt, a significant amount of domestic production
is essentially owned by foreigners. Indeed the income from produc-
tion goes abroad and is not available to domestic residents of the
United States, so that the issue is essentially what is the level of
net claims against U.S. residents as a share of GDP, that being the
best measure, as I can see, to measure the type of problem you are
raising.

Representative Maloney. Can you talk with the Committee
about what would happen to interest rates and investment if for-
eigners were no longer willing to accept our IOUs?

Mr. Greenspan. Well, I don't think that is going to be an issue
anywhere of significance, because there is always a question, what
do they do with their other resources? But having said that, we at
the Federal Reserve have looked at a very special part of that prob-
lem, which is the large accumulation of U.S. Treasury issues in for-
eign accounts.

What we have concluded is that because of the extraordinary
depth of the U.S. Treasury market, even as large as the holdings
are of those abroad, their impact on the Treasury interest rate
level is still rather modest. The reason why is that U.S. Treasuries
complete with a huge block of other debt instruments throughout
the world-both dollar dominated instruments, and of course a
very large block of foreign currency denominated issues.

As a consequence, even were the net accretion of U.S. Treasuries
on foreign accounts to cease, its impact, I think, would be evident,
but not serious.

Representative Saxton. I thank the gentlelady for the ques-
tions.

We will move now to Senator DeMint.
Senator DeMint. Thank you, Mr. Chairman.
Thank you, Mr. Chairman for being here today. I appreciate very

much the confidence that your steady hand has given to our econ-
omy over many years.

Today you have described a short-term economic situation as
steady, as sound. But reading between the lines, and I think about
what you have said about a long-term scenario, I think if we con-
templated that for a few moments, it seems very alarming.

You have described a situation in which over the next 10 or 20
years, we will have the largest decrease in workforce and increase
in retirement that we have ever faced as a Nation. You have also
said at the same time that the workforce that we are leaving be-
hind is well below an ability to compete in the international mar-
ket as we are training them today.

As I look at where we are headed, it seems very close to Europe;
a little older society, moving toward heavy social benefits, raising
taxes to pay for it; a real burden on the economy. I mean, is it fair
to say that there should be a greater sense of urgency on this panel
and in Congress in dealing with our education situation, our enti-
tlements?

With this massive change in front of us, it seems to me there
should be a greater sense of urgency on how to deal with this and
avoid the situation that many European nations are in. I know that
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is a very broad question to answer, but if you could give us any
direction there, I would appreciate it.

Mr. Greenspan. As I have testified previously, before a number
of committees in the House and the Senate, as best I can judge,
especially with respect to Medicare, because of the huge prospective
increase in the number of beneficiaries, which will invariably occur
and our inability to have any real particular judgment of what the
trend in healthcare per beneficiary is going to be in the years out
into the future, there is a not insignificant probability that we have
already committed under existing law and presumed demographics
far more in real resources than we can actually deliver without sig-
nificantly undermining the very base of the economic system.

I think that unless we start to address this issue sooner rather
than later, the markets will force it on us, and that is usually an
unhappy circumstance. So I think that the extent of entitlements
that have been created in the system have not been properly evalu-
ated with respect to whether, in fact, the implicit real resources,
which those commitments require, fit into a reasonable expectation
of what the structure of the American economy is able to produce,
especially as you put it in the context of a labor force, which may
not have the skills that are required to create a level of goods and
services output that will be necessary to maintain reasonable
standards of living, not only of the working population, but of this
huge increase in retirees.

Senator DeMint. Thank you.
Representative Saxton. Thank you.
Mr. Hinchey.
Representative Hinchey. Mr. Chairman, thank you very much.

Good morning, Chairman Greenspan, it is a pleasure to see you
and thank you for being here. I just wanted to make an observation
about the baby boom generation and the retirement of that baby
boom generation and the maintenance of those programs. It seems
to me that there are more children in secondary schools in America
today than ever before in history.

Our job is to create and maintain fiscal and monetary policies
that are going to insure that when they get out into the workforce,
they will have an abundance of good-paying jobs in order for pro-
grams like Social Security and Medicare to be sustained. That is
really what our job is, isn't it, Mr. Chairman?

Mr. Greenspan. I would say that if we all are successful in
doing that, it is a job well done.

Representative Hinchey. You pointed out in your testimony
and in your response to questions that we are at a moment of con-
flicting economic circumstances, kind of a convergence of those con-
flicting circumstances. Since June, the Central Bank has reduced
short-term interest rates by 2 points.

Mr. Greenspan. Increased.
Representative Hinchey. Increased, rather, right. Thank you.

Increased short-term interest rates by 2 points, but at the same
time, the 10-year Federal Reserve bond has gone down by roughly
about 80 basis points, now, under 4 percent.

So the economic and financial world, as you pointed out, I think
very, very correctly, is indeed changing. My question is, does the
unusual behavior of the global bond market signal economic weak-
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ness, because that is what we are hearing from other predictors,
from Wall Street, particularly?

Mr. Greenspan. Well, it is one of the possible hypotheses. There
is no question that growth is slowing in a goodly part of the world.
But this has been a characteristic of the world economy ever since
we started to seriously proceed toward advanced globalization,
which is what I would say occurs when you begin to get not only
trade imports and exports, expanding relative to the GDP which
has been occurring for the last 50 years, but, more importantly, in
addition, get savers willing to reach beyond their natural borders
to invest abroad, which is a phenomenon which has arisen in a ma-
terial way only in the past decade.

What that has done is to alter the way the world's economy func-
tions. In so doing, I think we are getting a goodly part of backing
and filling and adjustments of all sorts in which you find that in-
stead of the economy going very smoothly forward, it goes in little
cycles.

Hence it is often misread as though we are about to tilt into a
recession. I think in that respect, it is important to try to cut
through some of this. If that is the case, then the hypothesis that
it is a weak world economy, which has been driving down long-
term interest rates, is probably not correct. Indeed, it can't explain
the fact that rates were going down in 2004 when we had the fast-
est growth worldwide in a very long period of time.

The idea of weakness-there is a certain credible ring to it. But
when you begin to look at the details of the argument, it becomes
less persuasive.

Representative Saxton. Mr. Hinchey, thank you very much for
the questions.

We are going to move now to Mr. Paul.
Representative Paul. Thank you, Mr. Chairman.
Mr. Greenspan, I have a short question, hopefully, and then a

follow-up. You talked frequently about. the conundrum that was
mentioned already today about the interest rates not being as low
as one would anticipate. I am wondering why this is such a conun-
drum in the sense that this could well represent just the flattening
of a yield curve, which is well-known and established and generally
presages a recession, and the fact that you have mentioned that
this is different in that it is worldwide. Could this not be a bad
omen, that it is just a flattening of a yield curve and presages a
coming recession?

Mr. Greenspan. Well, the flattening of the yield curves which
get engendered as a consequence of ever-tightening monetary policy
are usually in the context of rising short-term rates and rising
long-term rates.

Most importantly, in the context of where they are perceived to
be precursors of economic decline, it essentially commercial banks,
which are the main forces of intermediation in the economy. Be-
cause obviously, if short-term rates are rising and long-term rates
are holding steady or falling, and because the maturity of annual
bank assets is somewhat longer than the maturity of their liabil-
ities, if you raise short-term interest rates and lower long-term in-
terest rates, you get a squeeze in the commercial banking system
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and a pulling back of loans, which has usually been in the past a
precursor of a significant decline in economic activity.

Representative Paul. Thank you. My second question has to do
with debt. You have frequently talked about us having too much
debt and too many deficits here in the Congress. But I am really
concerned about it when you look at the unfunded liabilities of
Medicare, the problems we face with Social Security, and now we
have evidence that our private pension funds backed up by the U.S.
Government probably have the characteristics of a Ponzi scheme
similar to Social Security and that their reporting requirements
have not required that they report their true assets, but just their
cash-flow.

But we have a current deficit which you talk about frequently,
and also a foreign debt that is into the trillions of dollars. I just
wonder if we might not be fooling ourselves about our prosperity.
Because if I could borrow a lot of money, if I could borrow $1 mil-
lion every year, I would have pretty good prosperity and eventually
it would come to an end.

So a Nation probably has an end point as well. I think this has
been magnified by the fact that the efficiency of the central banker,
which you have explained that you have gotten fiat money to act
as if it is gold, and in some ways, I think that is true, that people
do accept our money, and that this encourages us to have more def-
icit, it encourages us to buy more than we pay for, buy more than
we save, and contribute to the current account deficit.

So it is the combination of the monetary system and the accept-
ance of our money that has contributed this huge debt. But most
people say, most economists recognize that there is a limit to how
far we can go on the accumulation of this debt.

It is almost a Catch 22. The more efficient we are in convincing
the world to take our money, the worse the problem gets, and the
bigger the bubble. Instead of borrowing that money to build our
manufacturing base, which we are not, everybody knows that is
dwindling, we are using it for consumption. So why is it that we
should be reassured that our prosperity is sound and we don't have
to worry about paying this debt back?

Mr. Greenspan. Well, I think we have learned very early-on in
economic history that debt in modest quantities does enhance the
rate of growth of an economy and does create higher standards of
living, but in excess, creates very serious problems.

First of all, I would think that one way to address the question
you are raising with respect to unfunded liabilities is that we need
to do a good deal more of accrual accounting in the Federal Govern-
ment, which will automatically pick that up and get a realistic size
of what we are dealing with. But there is no question that the
amount of debt that is out there has to be serviced, and so that
debt per se can not grow indefinitely.

But if we can grow indefinitely and sustainably, if we assure a
means of servicing that debt, which is essentially what we try to
do, but we may not be doing it as well as we should and have in
the past, we have not always done it well.

Let me just make one final remark, because I didn't want to
leave the implication with respect to the yield curve as though I
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am concerned that the potential tilting of the yield curve is
precursing a significant economic weakness.

What is different, in the past when commercial banking was our
key form of financial intermediation, is we have created many more
means of intermediation, so that even if the commercial banks pull
away, as they did indeed in the very early 1990s, like 1990-1991,
we have alternate means of financing. Indeed, with the increase of
technologies and the broader globalization, I would hesitate to read
into an actual downward tilt of the yield curve as meaning nec-
essarily what it invariably meant 30, 40 years ago.

Representative Saxton. Thank you very much, Mr. Chairman.
We are going to return to Mr. Hinchey. I think I may have short-

ed him on his time. Mr. Hinchey. You are recognized for 2 addi-
tional minutes.

Representative Hinchey. Well, thank you very much, Mr.
Chairman.

Mr. Greenspan, I think you are absolutely correct, a modest
amount or reasonable amount of debt carefully applied and intel-
ligently invested does lead to strong growth.

But the question is, how can it be carefully applied and intel-
ligently invested? I think that part of the Federal debt that we
hold, which is approaching $8 trillion, is neither of those things.

You said a few moments ago that you continue to support the
President's tax cuts. But the President's tax cuts have not only con-
tributed to the huge debt and the annual budget deficits that we
are experiencing, but they are also making it very difficult for us
to meet other obligations.

In your testimony and in response to questions, you emphasized
the importance of education and we all, I am sure, agree with you
on that. If we are going to be competitive in the future, we have
to have the best educational system training the best people in the
world.

But because of this debt and because of these huge budget defi-
cits, the Federal Government is defunding education, all across the
board, and that is particularly true of higher education, making it
much more expensive and much more difficult for people to go to
college. The cutbacks in Medicare and Medicaid are causing prob-
lems for local and State governments, thereby causing them to
raise the price of education. In my State, for example, the Governor
has increased the cost of public education at the New York State
University system by enormous amounts over the course of the last
several years.

Aren't we in some kind of a conflict here that we need to resolve?
Do you still support the tax cuts and do you believe that those tax
cuts should be made permanent?

Mr. Greenspan. Mr. Hinchey, I have said on numerous occa-
sions that I support the tax cuts in the context of PAYGO. I sup-
port a lot of programs directly and indirectly, but only if they don't
affect the deficit. The only way that is true is if they are passed.
under PAYGO.

Now the problem is that I-and I suspect all-the Members of
Congress who have a vote, which I don't have, have a lot of prior-
ities. There is a physical amount of resources which is available to
make them real. We have to choose between a whole series of
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things we all perceive to be of value. Indeed, numbers of bills that
have come up in the Congress would not have come up if a large
number of the House or the Senate didn't believe it was a worthy
cause. But if you put them all together, it is very obvious that you
have a large number of worthy causes, but not enough resources
to meet them.

Representative Hinchey. But we have cut our resources, we
have cut our resources dramatically, and this Government has
abandoned PAYGO. Since the Government has abandoned PAYGO,
should we make the tax cuts permanent?

Mr. Greenspan. All I will say is I will repeat what I have said.
I have always approved of and have always made fiscal policy
choices and recommendations only in the context of PAYGO.

Representative Saxton. Thank you very much, Mr. Chairman.
We are now going to move to Ms. Sanchez.
Representative Sanchez. Thank you very much, Mr. Chair-

man, thank you very much for being here today. I am a Blue Dog
Democrat. As you know, one of our policies is, to try to institute
PAYGO as much as possible here in the Congress. You know, I live
my life under PAYGO, I have only one outstanding loan and that
would be a mortgage.

I don't owe anybody any money-and I think that is a good way.
I think the biggest problem that the United States has is a large
debt and a large deficit situation going on, a structural problem
that is going to be very difficult to get ourselves out of. So I have
a question with respect to PAYGO, because you keep coming back
to it. I think we should switch to PAYGO.

I mean, if you were in Congress, what sort of-how would you
get to PAYGO? We have entitlements. We had a Medicare part D
plan that was passed that was supposed to be $400 billion over 10
years. It is $1 trillion and growing, who knows how that is going?
We had tax cuts, which the President's own comptroller said that
the tax cuts are responsible for 70 percent of the deficit that is
going on. What that means is there is less revenue coming in.

Some had thought if we did tax cuts somehow we would get more
revenue, because people would invest more-and it doesn't seem
like that really happened. We have defense spending going up, $1.5
billion a week in Iraq alone. You know, we don't know how long
we are going to be there.

Then we have discretionary spending, education, transportation,
research, healthcare. You know I like to spend on investment. I
took out loans to go to college, as did the rest of my family mem-
bers. I think that is a good place, if you are going to be spending.

You are concerned about the haves and have-not problem and
the gap growing wider. You are concerned about education, as you
told us. Yet the President's policies have been to cut Head Start,
to shortchange No Child Left Behind by $9 billion, to cut funds at
the community college level, to cut student loans.

Where would you go to PAYGO? What would you do? What tax
cuts would you keep-I know you don't like to get into individual
policies. But, you know, when you say you have got to get back to
PAYGO Congress, what do you mean by that?

Mr. Greenspan. Well, let me try to be as explicit as I dare.
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We have passed a large number of bills on the outlay side, and
we have instituted a tax structure on the receipt side. They don't
balance. But it is very clear that a majority of both Houses and the
President of the United States, whoever it was at the particular
time, thought that all of these items on both sides of the ledger
were things that were of value to the American people, but that
some of them are not possible, which means that choices must be
made between very goods and only lesser goods.

In other words, what is missing in the process is choosing be-
tween things that people think are of value. I have seen very little
in the way of interest in curtailing anything. There is a constitu-
ency out there for tax cuts. There is a constituency out there- for
expenditure increases, and very little constituency for balancing
the budget-although I must say the Blue Dogs come as close as*
any part of the Congress to being in that particular area.

But as I recall, when I first came to Washington. in the 1970s,
there was at least an awareness that balancing the budget was a
critical issue. Indeed, we have carried out of the 1974 Act, from
which PAYGO-actually, PAYGO comes out of the combination of
the 1974 and the 1990 Acts. But we constructed a system which
essentially seemed to work. We have abandoned it, and I think
that we have got to find a way to construct a system which en-
forces the issue of choosing between A and B.

Right now, everybody wants A and B. Unless you repeal the laws
of arithmetic, it won't work.

Representative Sanchez. Let me ask you another question.
This is with respect to housing, because I represent Orange Coun-
ty, California, probably the hottest housing market right now,
where the mean value of a resale 1,500-square-foot 40-year-old
home is running about $600,000.

You say in your testimony that you do not think-you say these
declines, were they to occur, would not likely have substantial
macro-economic implications. You are talking about maybe -a de-
cline in housing in certain markets.

You know, when I look at what is going on in Orange County,
I see interest-rate only loans, lots of them. I see ARMs that people
are just beginning to understand are going to choke them in the
next year or two. I see a lot of people who took equity out of homes
that grew with the housing boom, but which they are not-if hous-
ing stops-they are not going to be able to recover out of that.

How can you say, when the brightest spot in the economy has
been housing and refinance, how can you say that you don't believe
that if there is a slowdown, even in some of these markets, that
it will have substantial macro-it will not have substantial macro-
economic implications?

Mr. Greenspan. It really gets to the question of what I mean
by "substantial." Clearly, if you get a flattening out of prices, not
even a decline, and you gradually reduce the realized capital gains
and the unrealized capital gains on homes, equity extraction, which
is a very significant contributor to personal consumption expendi-
tures, will go down. I have no doubt that as this boom begins to
basically diffuse, we will see the rate of increase in mortgage debt
largely driven by equity extraction, slow down.



22

Since a significant part of personal consumption expenditures-
and I might say home modernization-are financed by equity ex-
traction, one would presume one will also be observing a slowing
in consumption expenditures. Higher savings, but slower economic
growth, at least as far as the consumer is concerned.

The reason I don't suspect that there will be substantial macro-
economic effects is that I envisage, as it is occurring, capital invest-
ment will begin to take up the slack and growth will continue to
a greater or lesser extent.

So I am really not saying that it has no local effect. I mean, re-
member what happened to Silicon Valley, which is just up the
State from you. It had a really severe local effect. But it was not
a national macro-economic effect.

What I was referring to was basically not that it would have no
effect, but I don't perceive it on net to be a major macro-economic
effect.

Representative Saxton. Thank you very much, Ms. Sanchez.
We will go now to Mr. Brady.
Representative Brady. Thank you, Mr. Chairman, I thank

Chairman Greenspan. I would like to ask two questions related to
the deficit, one trade and one our Federal financial deficit. You
have spoken frequently about the growing role of international
trade in the U.S. economy, about the savings to consumers, the op-
portunity to raise the standards of living, and a repeated note of
caution about the trade deficit.

We have a relatively open economy, yet we find when our compa-
nies try to compete around the world, we often run into strong tar-
iff barriers and non-tariff barriers around the world. How impor-
tant is it that we pursue a trade agenda and trade agreements, like
with Central America, that lower those trade barriers for U.S. pro-
ducers of goods and services?

Mr. Greenspan. Congressman, I think it is exceptionally impor-
tant. The major reason is that a very substantial amount of Amer-
ican prosperity is the consequence of an opening up of the world
trading system over the last 50 years. Everybody has benefited
from the increasing globalization, net-and I mean net. I do not
deny that as you get globalization and the churn of the economy,
there are winners and losers. But the number of winners are far
in excess of the number of losers. The resources that are created
in the process can help take care of those who are on the wrong
side of the tradeoff.

However, a very major part of our current standard of living
rests on our position in the global markets. If we start to retreat
from that, I think we will find that we are very significantly im-
paired with respect to living standards. Competition is not some-
thing anybody likes.

I didn't like it when I was in the business community. I thought
my competitors were always unfair, and I wished they would go
elsewhere. But at the end of the day, I realized that they made me
work harder, do better and be more successful. It is a tough thing
to think in terms of, but that is what our problem is.

The facts are, the more we liberalize trade, the more we expand
it, the higher are our standards of living. While we might prefer
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to be quiescent and not engage in so much competition, we can do
that. But there is a cost. That cost could be very significant.

Representative Brady. Thank you, Chairman. I will just thank
you. That was very revealing.

On our Federal deficit, I am convinced after 9 years in Congress,
if Congress were a manufacturing plant, we would manufacture
spending, that is what we are good at doing. If we want to manu-
facture savings and efficiency, we have to retool the plant, change
the process that we go about reaching our budget each year and
controlling spending.

In the past you have supported a sunset process where at the
Federal level we require agencies and programs to justify their ex-
istence or face consolidation, streamlining or, in some cases, elimi-
nation-the goal being to eliminate the duplication of services, to
eliminate obsolete agencies, to find a more thoughtful way really
of getting the bang for the buck up here.

Do you still support a sunset mechanism of some type, as a tool,
one tool, to help reach that efficiency?

Mr. Greenspan. I certainly do, Congressman. One of the rea-
sons is, as you point out, it is exceptionally effective mechanism to
force a review of an ongoing program, whether it is an entitlement.
or any other form of program. I think we would find, that even
though there is a general, conventional wisdom, that this country
is extraordinarily split 50/50, we would find that the vast majority
of programs that are now on the books would very readily be re-
newed without any question.

But enough of them would not be, and that could create fairly
considerable avenues of budget savings which we don't seem to be
able to create these days. As you say, it is only one tool. I mean,
there are triggers, there are- sunsets, there- are a variety of other
things, along with PAYGO, which, as far as budget process is- con-
cerned, I think would give us a far more sensible structure. But I
have always. envisaged -sunset as being- the crucial issue because.
every agency, every program should be reviewed.

Another Member of your Committee, Senator Sarbanes, many
years ago, asked me when I was raising this issue, does that in-
clude the Federal Reserve? I said absolutely, Senator. If we cannot
convince the Congress that we should still be here, we shouldn't be.

Representative Brady.- Thank you, Chairman, very much.
Thank you, Chairman Saxton.

Representative Saxton. Thank you. We will move now to my
friend, Mr. Cummings.

Representative Cummings. Thank you, Mr. Chairman.
Chairman Greenspan, you know they say that when you speak,

to paraphrase the investment commercial, everybody listens. I am
hoping that they listen to some of the most powerful words I have
heard from you. Those were your comments on education and how
important education is and how we need to bring our children and
our young people up so that they can take on these jobs that you
talked about.

I am just wondering, if we have a situation where in many parts
of our country where 50 percent, sometimes as much as 60 percent,
of young people are dropping out of school, then you have a number
of students who will get a diploma, but can barely read the diploma
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itself. Even though we may-let us assume that the things that we
are doing now to try to help these young people become all that
God meant for them to be, taking into account all that you said
about the people retiring and the problems that we have with our
public education system, looking into your crystal ball-what do
you see for our future?

In other words, you are talking about something that is going to
take a little while to reverse, I mean, to get back on track. So those
kids who may be in the-we saw in the State of Maryland some
good great developments with our recent test scores. But we are
talking about kids in elementary school.

So I am just wondering what do you see?
Mr. Greenspan. Well, I wish my crystal ball were as clear as

I would like it to be. But let me just put a little perspective on this
issue. I have been dealing on a day-by-day basis with the American
economy and the American institution since 1948.

Every decade or so we look forward and it looks awful. There is
no way that the United States is going to continue to survive in
the state that we have been in. We, somehow by some means, seem
to recreate ourselves. I think it is one of the extraordinary aspects
of our country that the Constitution and the culture that derived
from it is creating a dynamism that we seem to have which one
way or the other we seem, when confronted with problems, to get
them resolved.

With all of that experience of that happening all of these years,
my inclination is just to assume. I don't know how it is going to
happen, but we will do it. The trouble I have is that we only seem
to do it when we are forced into a crisis.

I trust that we have the capability of being able to see something
in the future, which is reasonably certain to happen, namely the
demographic shifts in retirement and the problems that are now
emerging in our schools. We know what will happen if we don't ad-
dress both of those questions.

I should hope that instead of waiting till we are at the edge
where we have to really get to work to resolve them, we can do
them in advance where less effort and less resources and less angst
would be required. I trust we will be able to address what we see
as real problems in the next decade, in this decade, rather than
waiting for them to come right up to our door.

Representative Cummings. Just, very quickly, on the pension
situation, Chairman Greenspan, with companies turning to the
Pension Benefits Guarantee Corporation, and it seems like many
anticipate there will be a stream of companies coming, not having
sufficient funds to pay off these pensions. How do you suggest that
problem be addressed?

Mr. Greenspan. It is. Let me just start off with what an econo-
mist or an accountant would say about how you can fund, with no
risk, a pension fund at relatively little risk.

Since you can project the liabilities, really the amounts of payout
that your workforce when they retire will require, you know that
cash-flow needs on a yearly basis, going out 30, 40, sometimes 50
years.

If you invested on the asset side of your balance sheet in U.S.
Treasuries, which matured in the periods when you knew you
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would have your cash-flow, you -would have a riskless system. But
that is very expensive in the sense that you don't get the interest
rates or the dividends that most private pension funds get.

So what we are dealing with here is that to the extent that pen-
sion funds are invested in other than risk-free instruments, risks
are being taken. It is perfectly sensible to do that, when you real-
ize, for example, stocks over the very long term yield more than
U.S. Treasuries with a reasonable degree of accuracy. There is a
tendency to have not all U.S. Treasuries in your portfolio.

However, it is important to recognize that all of that is risk, and
the question is somebody has to bear that risk in the event of fail-
ure. It is either the employees, corporate shareholders, or now with
the Pension Benefit Guarantee Corporation, the American tax-
payer. I think we have to recognize what it is we are doing when
we are setting up a pension fund.

If there are risks involved, they should be identified, and the
question is in the event of a problem, who bears the cost? Histori-
cally, it was always either the shareholders of the corporation or
the beneficiaries. Now that we have got a very big slug of possibili-
ties that the American taxpayer is going to have to pay for it. The
Congress will have to judge how far you want to carry this.

Representative Cummings. Thank you.
Representative Saxton. Thank you very much, Mr. Cummings.
Mr. McCotter, would you have a question at this point?
Representative McCotter. No, thank you.
Representative Saxton. Thank you. Let me just say where we

are in terms of time. We have been informed we will have a vote
on the House floor sometime between 11:40 and 12:00 or a little bit
after. So if it is all right with you, Mr. Chairman, we will begin
a second round and try to do it quickly. When the time comes for
us to go to vote, we will go to vote, and we will adjourn the hearing
at that point.

Mr. Chairman, you have pointed out some good news. Real GDP
growth is paced over 3 percent, and that is expected to continue
into 2006. Housing and real estate remains strong-and as a mat-
ter of fact, at near record levels. Payroll employment is up 3.5 mil-
lion jobs over the last 24 months. The unemployment rate is at 5.1
percent, which is a historic low, particularly when compared to the
averages of the 1970s, 1980s and 1990s and inflationary pressures
appear to be contained.

All of this has happened and continues to be a good picture, in
spite of the fact that we today see oil prices well over $50 a barrel.
If someone had told me in 2003, when oil prices were at $30 a bar-
rel, that the economy would have continued to expand with oil
prices at $50 a barrel, I would have had great doubts. In spite of
this, we have continued to see good growth.

I would just ask you, in spite of the fact that oil prices are in
nominal dollars, far in excess of what they were in the late 1970s
and early 1980s, adjusted for inflation, today oil prices are signifi-
cantly below what they were in the late 1970s and 1980s. Can you
expand on this and help us understand what is happening here in
the economy, in spite of the fact that we have historically high oil
prices in today's dollars, measured in nominal terms?
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Mr. Greenspan. I think one of the important issues to focus on
is the fact that when oil prices go up or, more exactly, when gaso-
line and oil prices, for example, in the United States go up, we
don't curtail consumption in any measurable way. However, as
time goes on, you get a change in the motor vehicle stocks, use of
gasoline, so that while people don't curtail the amount of miles
they travel, over the longer run, as prices stay high they start to
buy increasingly fuel-efficient cars.

So while the consumption levels don't get impacted right away
with a rise in oil prices, whether it is gasoline or in the case of
home heating oil whether insulation is put in the home-over the
longer run it does. What we find is that there is a fairly significant
response in consumption, both in the United States and worldwide,
over the longer run when oil prices go up.

So that the effect has been over the years, as we have moved
from, for example, the late 1960s, early 1970s, when oil prices real-
ly began to move, we have seen a very dramatic decline over the
long run in the ratio of oil consumption to real GDP, indicating
that the structure of the American economy, its capital assets that
consume energy and specifically petroleum-based products, that
capital structure becomes ever more energy efficient, because it
turns over toward more energy efficient-type capital, whether it be
passenger cars or capital equipment.

We are now confronted with an issue where presumptions have
changed. The earlier presumption was that the longer-term price
will go back to what used to be termed normal, which was $20 a
barrel. We no longer perceive that that is going to occur, even
though the evidence of a long-term decline in the ratio of oil to
GDP continues and the evidence of increasing fuel efficiency in cars
is occurring.

I think that the significant increase in the long-term futures
prices for crude oil 6, 7 years out, in recent years, is suggestive of
the fact that the markets do not believe that after we go through
a price bulge, which then ultimately gets reversed because con-
sumption settles down, that is not going to happen now.

Future prices have gone up for the year, to the year 2011, for ex-
ample, they are up quite significantly from what they were. The
reason why that has happened, as best I can judge, is more polit-
ical than economic. The reserves of crude oil, as you know, are
largely concentrated in OPEC countries where to a very substantial
extent, national oil companies have evolved and have become mo-
nopolies in their countries and are having considerable difficulty in
choosing whether the cash revenues go for domestic uses and the
budgets in those countries, or are plowed back into drilling, not
just to increase the oil reserves, but the capacity to produce oil
from those reserves.

We are having significant shortages in the growth of long-term
crude oil capacity availability, which seems to be falling short of
what our projections of oil use over the longer run will be, and that
has created an increase in expectations of shortages in the long
run, and it is the reason why prices are up. We also have signifi-
cant problems, I might add, with capital expenditures and capital
availability for world refining as well.
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So the international oil system is changing. We are able to func-
tion and be able to grow economically, especially in the United
States, because we find ever more sophisticated ways to remove pe-
troleum and energy as a cost in our production structures.

As a consequence, we have managed to find ways around these
ever higher increases in prices. I think we will continue to do so.
But there is no question that if the real price of oil were what it
was back in the early 1970s, our rate of growth and our current
standard of living in the United States would clearly be lower
today than it currently is.

Representative Saxton. Thank you, Mr. Chairman.
Senator Reed.
Senator Reed. Thank you, Mr. Chairman.
Chairman Greenspan, you have identified two contemporary

challenges to our economy, principally the housing bubble and also
the trade deficit, which has to be financed. With respect to the
housing bubble, you suggest that it is really a froth.

By the way, I have this image of thousands of Ph.D. students in
economics running to a thesis advisor and changing the topic from
exuberance, irrational exuberance, to housing froth. So that is hap-
pening as we speak.

But the housing bubble may be something because of the nature
of housing and the localized implications. That is not serious. But
financing our deficits, and dependence upon foreign central banks,
could be the most significant challenge we face, given the fact that
if there is a moment's lack of confidence in our economy or our de-
cisionmaking, if they feel that our deficit projections would con-
tinue to be unremitting and without any type of break, there would
be a tendency, obviously, to move out of dollars.

In fact, there was a stutter in the market several weeks or
months ago when the South Koreans seemed to be moving. Is that
to you a most significant challenge, and how long do we maintain
this co-dependency?

I mean, we are hooked on their central bank money. They are
seeing it as a way to continue to give us money to buy their prod-
ucts. How long can we maintain this, in my view, unstable co-de-
pendency?

Mr. Greenspan. The expanding dispersion of current account
balances which, as you know, are a big chunk of the deficit side,
is a function of the degree of globalization.

The increasing tendency of domestic savers to invest outside of
their country necessarily implies that the dispersion of current ac-
count balances will increase. The dispersion of current account bal-
ances is not necessarily a problem, provided that you do not, as a
consequence, build up very significant levels of debt is a con-
sequence of chronic deficits.

If you move between a surplus and a deficit, it is no real prob-
lem. But what our concern has got to be, especially in the United
States, is if we continue to build up net claims against U.S. resi-
dents, which must be serviced.

That, I suspect, will get resolved, because the markets will not
allow that to happen. The prices will change, terms of trade will
change, interest rates will change. At the end of the day, exchange
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rates will change one way or the other, which will effectively create
changes in these balances.

But the thing which should concern us is more that which the
markets cannot adjust, which is the Federal budget deficit. There
is a policy question. I would focus on that as being the major issue
which I think we have to worry about, because I believe that if we
maintain the degree of flexibility in our economy that we have
achieved in recent years, and which enabled us to absorb 9/li's eco-
nomic impact, the bubble of the markets in 2000, the corporate
scandals and their aftermath, it is the flexibility of the American
economy, which has enabled us to do that.

I do think that so long as we continue that, and avoid protec-
tionism, which would undermine it, I am not worried about how
the international system will restructure itself. But we cannot
count on the international system or the markets as such to solve
our budget deficit problem. That is an issue of choice and an issue
which is quite difficult, and I think must be addressed.

Senator Reed. Well, I agree with you, Mr. Chairman, we made
those choices in the early 1990s, we raised taxes and we cut ex-
penditures. Do you think there is any other way we can deal with
this deficit other than by pursuit of those two courses?

Mr. Greenspan. Not that I am aware of.
Senator Reed. Thank you very much.
Representative Saxton. Thank you, Mr. Chairman and Sen-

ator Reed.
Senator Bennett.
Senator Bennett. Thank you very much, Mr. Chairman.
As I look around the world, I become more discouraged than I

am about the United States. Japan seems to be unable to come out
of their now decade-long recession. I spend time with Europeans
now to a greater degree than I used to, and any country in Europe
would kill to have our numbers, our productivity numbers, our
GDP growth numbers, our unemployment numbers; they are be-
hind us in every category. And their demographic challenge is
greater than ours.

We, at least, have immigration to help us deal with the chal-
lenge. The retirement end. They don't, to the extent that we have,
they are below replacement level. Their population is shrinking.
One statistic that struck me: in the Second World War, Germany
had 70 million population, today they have 80 million, whereas we
had what-140 million in the Second World War, and we are now
closing in on 290 million. The European Union in the next 30 years
will become smaller than the United States populationwise. We
will grow, they will not.

Basically, we are carrying the rest of the world on our shoulders
in this situation.

We can talk about our deficit problem, we can talk about the for-
eign money we depend on, but as you indicated in an answer to a
previous question, a large part of the reason the foreign money is
coming here. is because it feels safer here than any other place. You
can you address this whole question of what we have to do in the
overall context of dealing with globalization, it is a reality. It can-
not be repealed. I agree were you absolutely, that we must pass
CAFTA, and we must pass other free trade agreements in an effort
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to get the greatest efficiency and benefit out of globalization that
we can.

Protectionism would be a disaster. But other than that, comment
on the overall international situation that we face in the next 10
to 15 years.

Mr. Greenspan. Well, Senator, a while back, I had to deliver a
memorial lecture on Adam Smith and was required as a con-
sequence to read The Wealth of Nations again, which I must say,
I hadn't read for 50 years. And it was obviously different. Some-
body came in and rewrote it one way or another because it seemed
so modern in so many of its insights. The major insight is, I think,
the serious question of what does create the wealth of nations?
What is it about the United States that which gives us a special
status? And, I think the way I would put it is first, it is not our
real resources as such, although we, over the generations, have had
a considerable amount of oil, copper, ore, iron ore and the like.

But it is fundamentally our Constitution, because the Constitu-
tion is structured in a manner which protects property rights bet-
ter than anywhere else in the world. And one of the reasons why
businesses have flocked here, why they have invested here, is that
they know that in the event of adjudication they get a fair trial.
And that our Constitution protects them.

The second major issue that has always been relevant to the
United States is the nature of the people and their education and
what they have in their heads. And we have managed, up until
very recently, to maintain a very high level of skills. It became ob-
viously most manifest in World War II when the kids who came out
of the war were able to put together an automotive engine in 20
minutes where the rest of the world had not yet even gotten close.
And we maintained that all the way through the 1960s, the 1970s.
We are running into problems now. They are not overwhelming yet.

But I am concerned about the quality of our workforce that we
have got to make certain can have the skills that will be required
of us in the next generation. As I said to your Congressman col-
league from Maryland, I have been around long enough to have
considerable expectation that we will figure it out at some point.
Over the years, I have been through too many hanging-over-the-
edge-of-cliffs scenarios about whether we would do it or not, but we
managed to. I think it would be very useful to anticipate sometime
in the future what we are going to have to do and do it sooner rath-
er than later.

Representative Saxton. Thank you very much.
Mrs. Maloney.
Representative Maloney. Thank you, Chairman Greenspan,

for your truly insightful testimony today. You mentioned you just
read Adam Smith. Well, have you read The World Is Flat by Thom-
as Friedman? And do you have any comments.

Mr. Greenspan. Well, the picture on the cover of his book is so
revealing. I don't know if you remember what it is. It is the gal-
leons going off the cliff and falling off the region of the earth. I
found it sufficiently riveting to go find out what is in the book. And
I think it is an interesting book and I think I haven't read it in
full detail, but I have read parts of it.
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There are big issues out here, which I think we are all trying to
come to grips with. This is a different world. I mean, it is a world
in which we all are economically related. When I first started in
business and had to forecast the American economy, I did not have
to avert to what was going on in the rest of the world because it
didn't matter that much to what the GDP-or then the GNP-
would be for the United States. But now, unless you start with
what is going on in the rest of the world, you don't have a clue with
what is going to happen here. And I think books like Tom Fried-
man's and others trying to delve into this have got good things and
bad things in them, but I think we are all learning a great deal
about how the world works. And I think it is helpful.

Representative Maloney. You commented to Senator Reed's
focus on the deficits that it is a tremendous problem, and I would
like to ask, wouldn't we see a sharp increase in interest rates and
a decline in investment if we continued to run large Federal budget
deficits?

Mr. Greenspan. Well, Congresswoman, the real problem that I
have is that if you take what I perceive is likely increases in out-
lays, as you move into the next decade and beyond, you begin to
create potentially unstable deficit situations in which deficits in-
crease, the debt increases, the interest on that debt increases, both
because interest rates go up and because the debt itself goes up,
and that increases the deficit still more, and a number of the econ-
ometric scenarios that we run in that context do not reach equi-
librium very easily so that we have a major task in front of us.

Representative Maloney. Thank you. You also mentioned
today several times and advocated as for a pay-as-you-go policy for
all of our Federal budget decisions. And that would also include
budget decisions concerning tax cuts becoming permanent, would it
not?

Mr. Greenspan. It would.
Representative Maloney. It would. OK. And currently that is

not the policy of the Administration, and have you talked to mem-
bers of the Administration and tried to persuade them of the need
for pay-as-you-go rules for all of our budget decisions?

Mr. Greenspan. I have tried to persuade lots of people in this
town, sometimes with success, more often than not, lesser success.

Representative Maloney. But we always listen to you, Mr.
Chairman, we may not agree, but we always listen to you with
great attention. And I really need more evidence to be convinced
that we have a robust economic recovery, particularly for the typ-
ical American worker. And how would you characterize the behav-
ior of payroll employment over the most recent cycle? Wouldn't you
say that it took an unusually long time just to erase the jobs deficit
created by the 2001 recession and that we are still well behind the
pace of job creation typically seen in past economic recoveries? And,
related to that, how would you characterize the unemployment? I
know that it has edged down to 5.1 percent in May. But aren't we
still waiting for labor force partnership participation to bounce
back from the effect of the recession?

Mr. Greenspan. Well, remember, one way of looking at the fact
that employment significantly lagged the recovery in the economy
earlier in this decade is we had an extraordinary rise in produc-
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tivity growth. Indeed, looking back at the figures, even though the
economy was relatively weak very early-on in the decade, produc-
tivity started to pick up, which was very unusual and as we moved
through 2002 and 2003, as I pointed out in my prepared remarks,
productivity growth continued to expand, and hence raised the
overall standard of living of the American economy. And that there-
fore, is the source of the delayed recovery in employment.

But employment, obviously, is coming back. The unemployment
rate is down to quite low levels historically. It is certainly the case
that the participation rate of the labor force has been moving down,
although it's flattened out very recently. A goodly part of that is
merely the demographics that as you move through cohorts which
generally have lower labor force participation, the average comes
down and that is one of the things that we are looking at.

But even making adjustment for the demographic shifts, there is
a tendency for people to desire to work less than they did histori-
cally. A lot of them are going to school. And it is not only the kids.
I mean, there is a very significant increase in enrolment at commu-
nity colleges which have average ages of enrollments, 30, 35 and
more.

Representative Maloney. My time is up, thank you very much.
Representative Saxton. I thank the Gentlelady. I just would

remind the Gentlelady that today's unemployment rate is 5.1 per-
cent, which is, as the Chairman has just pointed out, is historically
low. To be more specific, during the 1970s, the average unemploy-
ment rate was 6.2 percent. During the 1980s, it was averaged at
7.3 percent. During the 1990s, it averaged 5.8 percent. And so 5.1
percent doesn't appear to me to be too bad. And I think we need
to look at this in that context, and hopefully, it will be reduced
even more. But in terms of the last three decades, we are doing
pretty well.

Representative Maloney. Well, I thank the Chairman for
pointing that out to me and would like to comment that it was
lower in 2000. Thank you so much.

Representative Saxton. Again during the 1990s, the unemploy-
ment rate averaged 5.8 percent. Historical facts will bear that out.

Mr. Paul.
Representative Paul. Thank you, Mr. Chairman, I would like

to follow up on Chairman Saxton's question about the oil prices.
You said that the discounting of future high oil prices is probably
more political than economic, and I would like to suggest that pos-
sibly there are some economic factors. You know in the 1970s, we
faced a somewhat similar problem. We had a lot of inflation, and
yet we had political turmoil which helped push oil prices up. But
we were also living after the decade of the 1960s where we were
financing the Vietnam War as well as the Great Society programs
and that led to a whole decade of stagflation and significant infla-
tion.

And most individuals now recognize that general price inflation
simply is a reflex of money policy and it is not a result of political
turmoil, although, the political turmoil can contribute to higher
prices. And today certainly we have political turmoil in the Middle
East. We see oil pipelines being burned almost on a daily basis,
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and that, I would agree, certainly contributes to this anticipation
that there will be future price increases in oil.

But, it also, we talk a lot of about increase and demand and I
would recognize that that has something to do with the demand
coming from -China and other far eastern .countries that would put
pressure on the oil prices. But that the one factor that we essen-
tially never talk about nor recognize is the monetary factor that
maybe we still have some old fashioned inflation around. We have
some house pricing inflation. We have medical care cost inflation.
And we have educational cost inflation. And we also know that one
true characteristic of monetary inflation when it translates into
price inflation, it is never uniform. Some prices go down. Some
prices go up, but you still can have inflation; you can have prices
of houses going up with computer prices and TV pricing going
down.

So I am suggesting that quite possibly the markets are saying to
us in the Congress that we are discounting Congress's inability to
handle the deficit, and therefore putting more pressure on the mon-
etary authorities to do what they do. And that is, accommodate
deficits and eventually inflate just as we do to accommodate the
deficits of the 1960s, and contributed to the 1970s. Why couldn't a
case be made that there is a monetary factor in here or would you
still stick to the argument that you will say no, there is no eco-
nomic factor, it is all political factor that anticipates higher prices
of oil in the next decade or so?

Mr. Greenspan. Well, with regard to the political factors I was
referring to, I am not sure I made myself clear. It was not so much
the violence and terrorism that is involved, but the fact that very
few of these nationalized oil companies will allow foreign oil compa-
nies to come in and drill and increase their productive capacity. In
Mexico, for example, its constitution prohibits foreign involvement
in its underlying crude oil reserves.

The issue of monetary policy is potentially a significant infla-
tionary force as we have discussed before on numerous occasions.
The history of fiat monies, which is what we have, tends to be
chronically inflationary. At the current time, money supply growth
is really quite modest. And I think it is modest around the world,
and I think the reason is that a large number of us recognize-that
the inflation is a very deleterious force in a market economy, and
that if we feed inflationary forces, we ultimately undermine the
economy. The argument that we at the Fed make is that our statu-
tory requirement is to maintain maximum sustainable growth, but
we perceive the necessary condition of that to be a non-inflationary
monetary policy.

Representative Paul. Thank you.
Representative Saxton. Thank you very much.
Mr. Hinchey.
Representative Hinchey. Thank you very much, Mr. Chair-

man, Chairman Greenspan it is always more than a pleasure and
also always instructive to listen to you. I very much appreciate the
opportunity to be here with you today.

Mr. Greenspan. Thank you.
Representative Hinchey. As you point out, whenever you put

into place a program or a policy, it is always prudent to periodically
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review that policy or program to see that it still makes sense and
that it is performing as you anticipated it might.

We have an economic policy in place today which has been in
place now for about 4½2 years, and we have an opportunity to
evaluate the outcomes and to see what it is doing for us. We talk
about growth in the economy and that seems pretty significant.
Unquestionably, that growth seems strong and solid. But it doesn't
seem to be affecting everyone. For example, in the last 4Y2 years,
there are now 4 million more Americans without health insurance.
That number is up to 45 million now, and there are tens of millions
more who have inadequate health insurance. There are about 1.3
million more Americans living in poverty than there were 4Y2 years
ago. And the median annual income of middle class families is
down by $1,400 over the course of that period.

In the private sector, we still have not produced the number of
private sector jobs that would bring us back to the number of pri-
vate sector jobs that we had 4Y2 years ago. The benefits of our
economy are increasingly flowing to a smaller number of people. In
fact, a recent analysis by The New York Times, for example, indi-
cates that about less than 1/loth of 1 percent of the population are
getting not just the lion's share of the benefits, but most of the en-
tire pride's share of the benefits.

If we are going to maintain a kind of social equality, or the social
opportunities at least that we have had throughout our history,
don't you think that we need to re-examine this policy and begin
to do something different so that more people can begin to benefit
from the enormous opportunities that exist in this country? Instead
of having just a tiny fraction of people get all the benefits,
shouldn't we be trying to share them more equitably? Aren't there
things we need to be doing better?

Mr. Greenspan. I didn't read The New York Times article in de-
tail, but it is a fact that the concentration of income has increased
for reasons I discussed before. I do think it is important to recog-
nize that to the extent that that occurs, it is not helpful for a demo-
cratic society, especially one of the breadth and heterogeneity of
this type of society.

I have looked at the various different things that can be done.
And I have concluded that with education reforms necessary, what-
ever that means, because I don't know enough about how to teach
children in a way that would prevent them from falling to the bot-
tom of the barrel by the time they go from 4th grade to 12th grade.

But I do know that that is both the necessary and sufficient con-
dition to solving the problem that you are most concerned about.
I am not sure what a whole series of other programs would succeed
in doing. I am reasonably certain if we don't solve the education
problem, whatever else we do isn't going to help very much.

Representative Hinchey. I am really talking now about the
monetary and fiscal policies that we are pursuing. For example the
huge tax cuts.

Mr. Greenspan. The problem I am concerned about is on a
pretax level. You will get the same numbers.

Representative Hinchey. The ones I am concerned about are
at a post-tax level.

Mr. Greenspan. I understand that. What I am trying to say
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Representative Hinchey. Because if you have these huge tax
cuts, which take enormous amounts of money out of the Treasury,
put them into the hands of just a tiny fraction of the American peo-
ple, and just let them do with it what they want, they will not in-
vest that money into society. If you had a tax cut, for example, that
was more equitable, that was distributed more equitably among
the middle class, then you would see more investment going back
into the society. You talk about education. Because of the fact that
we are running these huge budget deficits now as a result of the
tax cuts and other actions-the war in Iraq, for example-we can't
afford to invest more in education. Now the Administration is argu-
ing that we can't afford Social Security. We can't afford Medicare,
we can't afford education. They are cutting back on Pell Grants.
They are cutting back on other means of funding education.

So if we are not putting enough money into education then you
have classrooms that are overcrowded. You have educational condi-
tions that are actually depriving young people of the education that
they should have. We are not using our resources equitably, intel-
ligently, we are using them in ways that are reckless and radical
and putting them into the hands of a tiny fraction of the American
people rather than having those resources spread in a more, not
just egalitarian, but at least more democratic way.

Mr. Greenspan. Well, it is a factual issue here that leaving
aside the question of equity, those monies come back into invest-
ment. In other words, unless you consume your income, it is going
back into financing investment.

Representative Hinchey. But Mr. Chairman, the investments
are going to buy an island in the South Pacific or buy a factory in
China or buy some kind of information distribution system in
India. That is where they're going. They are not coming back into
our economy.

Mr. Greenspan. I think you would find if you actually had the
full detail, those would be extraordinarily small proportions of
what actually gets invested. Look, the truth of the matter is, I don't
want to argue the other side of the question of equity, because I
don't necessarily disagree with that. But there is no question that
this standard of living is unmatched. And it is unmatched for ev-
erybody. Everybody has got a car. And the cars that people have
today are so superior to what they were 50 years ago it is unimagi-
nable.

So, you can look at the system and say it has got a lot of prob-
lems. And sure it does. It always has. But, you can't get around the
fact that this is the most extraordinarily successful economy in his-
tory. And while we may not distribute the resources in the way
that you or maybe I would think is necessarily appropriate, the fact
is it is still a very successful economic system. And what we are
going to find is that over the years, if we resolve the education
problems, I think we will find that everybody is getting very sig-
nificant advances.

If we were in such poor shape why do so many people want to
come to this country?

Coming to this country, taking the lowest paying jobs which are
several multiples of what they can make at home. We have got to
be doing something which is not bad.
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Representative Saxton. Thank you very much, Mr. Greenspan.
Mr. McCotter has joined us and we are going to move to him for

a question.
Representative McCotter. Thank you, Mr. Chairman. You had

spoken about having to dust off your Adam Smith. I guess I have
to dust off my civics book when I get home, because it was always
my understanding that taxation occurred with the consent of the
governed. The tax cuts are not taken from the Treasury and placed
in the hands of the few unless at first they are taken from the
hands of the people who earned them and then stuffed into the
Federal Treasury. And it can only be done with their consent. So
maybe we have a difference of opinion. I will go check and see
whether I am right or not.

Speaking of the consent of the governed, in economic models as
you rightly pointed out, in the past we only had to focus on the
United States of America, what is good for GM is good for the coun-
try, and so forth.

At this point in time, given the globalization of much of the eco-
nomic sectors, do any economic models take into account the dif-
ferent natures of the governments involved in global trade?

Mr. Greenspan. Different what?
Representative McCotter. The different type of government.

For example, let's use two examples. The United States of America
is a free republic. It has an entrepreneurial system and, say, some-
body like the People's Republic of China, which is a communist
government, it is a totalitarian state.

Do economic models anywhere account for the different natures
of the governments? For example, we can discuss where we would
rightly or wrongly invest, in education or elsewhere, but we have
to do it through the consent of the governed and through consensus
in the Congress and then express incentivize. We cannot command
and control an economic sector or our economic decisions. We have
a free market. We can help. We can hurt. We cannot command and
control.

How does a free republic with the entrepreneurial free market
system engage with a communist country which is a totalitarian
state which has a command and control structure which we cannot
follow? Do economic models take these into account? My concern is
that over time, as we look at this, is that economists tend to look
at market forces. Not the aberrations in market forces that can be
caused by a totalitarian government, whereby an economic policy
will not be determined by an aggregation of individual decisions
made throughout a free market, but at the behest and the com-
mand of a dictatorial government.

Do any economic models take this into account or do we simply
assume that perhaps these totalitarian states can be treated as a
dichotomy between their government and perhaps a system that
they are employing economically at a given time?

Mr. Greenspan. Econometric models don't. In fact, they pre-
suppose a market economy and are not sufficiently sophisticated in
their mathematical constructions to say they differentiate between
differing types of market capitalism. There are huge differences in
economic development, depending on whether or not you have a
rule of law, whether you have property rights, what type of govern-
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ment you have, is it representative, is it republic, is it democratic
in its nature? That is a part of economics which I wouldn't call
modeling, but it is called development economics, and what they
try to figure out is, as did Adam Smith, what causes the wealth
of nations? And there the conclusions come out fairly clearly.
Namely that when you have, if you want to call it a model, you ac-
tually had an experiment in central planning versus market forces
for 40 years with East Germany and West Germany in which they
came out of the same culture, language, everything similarly. The
only thing that was fundamentally different was their political
structure. And when the end of the 40 years, the experiment came
to an end and we looked. East Germany's standard of living was
a third of West Germany's.

So you can, in a sense, get a model, if you want to call it that,
to produce those results. But, it is very rare that that occurs. And
the only time I know they would use models in central planning
was the Gosplan in the Soviet Union which was very sophisticated
and didn't work.

Representative McCotter. And bring this up to my concern
over time whether or not there is a lot of faith in the permanent
normalization in trade relations with the People's Republic of
China has been that you will get democracy following economic op-
portunity if we continue to trade with China on this basis, if we
drop human rights as a criteria, if we allow them access to our
markets and we go back and forth is that somehow they will magi-
cally realize that the vanguard of the proletariat is no longer need-
ed to run the lives of their people.

My concern is not that we have soon a past model, such as the
Soviet Union or East Germany. My concern is that we may be see-
ing a different hybrid of a totalitarian government. We may be see-
ing a totalitarian government that. will allow a limited amount of
economic opportunity without any political freedom whatsoever,
without any- real democracy whatsoever. And as a resident of the
United States, I asked the question because my concern is that we
tend to think that what we have here in the free republic through
democracy and through an entrepreneurial economy is somehow
entitled to us rather than simply an experiment in democracy
which, as some of us know, did not work out too well in the ancient
Athenian city-state very long. And that as Russia goes backwards
with their economic models and China continues down the path, we
are basically, as an article of faith, hoping that China does the
right thing and becomes more like us in the next 20 years, rather
than even bother to entertain the notion if we continue to trade
with them in the manner that we are trading with them and deal-
ing with them, that somehow in the next 20 years, we might start
looking a lot more like them. So that is why I asked the question,
but as always, I enjoy engaging with you, Mr. Chairman.

Mr. Greenspan. Thank you.
Representative Saxton. Thank you very much.
Ms. Sanchez.
Representative Sanchez. Thank you, Mr. Chairman.
Mr. Chairman, what I want to go back to, what I see over time,

your concern of this, I hate to call it as the haves and have-nots,
but the widening and disparity of what is going on, and to a large
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extent, you talked today at length about how education may be one
of those big issues that makes the widening, or the gap that is oc-
curring.

I ask because I come from the fifth wealthiest county in the Na-
tion, Orange County, California. And yet, the Rockefeller Founda-
tion about 5 months ago issued a report that said that the city that
was the worst place to be poor is Santa Ana, California. That is the
county seat of Orange County. And then when I look at the percent
of giving rates, charitable giving, county-by-county in the Nation,
Orange County is pretty low on the list as a percent. And when we
see where it gives, a lot of the giving that we are seeing in my area
goes to the arts.

So I am looking at the policy or what is it that is creating this
disparity and one of the issues that comes up is this whole issue
of the estate tax. And to tell the truth, that has come up in dif-
ferent forms, I have voted one way or the other depending on
whether or not I think this will work.

As a Blue Dog, we tried to put in a proposal that would basically
have no tax all the way up to 97 percent of all households in the
United States. But that didn't go through. The House recently
passed an estate tax that said there will be no estate tax. I want
to ask you because one of the arguments that people used in trying
to sway some of us to vote one way or the other was this other
whole issue of if you don't tax with an estate tax, then people will
not put their monies into charitable types of institutions. They
won't make the Carnegie Foundation. They won't make these foun-
dations that in turn come back and do education on a more broad
base, or invest in research on a more broad base.

What do you think about eliminating completely the estate tax
versus something of, you know, trying to eliminate it from most,
but not the very top 2 percent of estate tax estates? What is your
opinion on that?

Mr. Greenspan. I don't have a view on that particularly. I think
that there is a great deal of literature as to whether or not Ameri-
cans contribute to charities because of the graduated income tax or
not at all. I mean, obviously, through very significant charitable
contributions and bequeathing of very large trusts for charitable
distributions, before the income tax, we obviously had Carnegie
and Rockefeller, and a variety of other major contributors. But it
is an analytical question as to the impact of the estate tax or in-
deed the income taxes on charitable giving, and I am not suffi-
ciently familiar with the conclusions of that. I don't really have a
position on it.

Representative Sanchez. Aside from this education gap, what
do you think might be other policies that we, the Federal Govern-
ment, have instituted that are creating this widening of the gap be-
tween those who have the low paying service jobs and those who
have the creative, technological-type jobs?

Mr. Greenspan. Congresswoman, I don't think we need to do
anything else. If we succeed in solving the education issue, I think
we have got it solved. Remember, we came out of World War II
with the GI Bill of Rights, and a lot of technological capability,
what the technologies were back at the end of World War II. And
we had, for several decades, a very rapidly growing economy and,
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no increasing concentration of income. In other words, all wage lev-
els moved the same. You are not going to eliminate the differential
wage levels because those are skill-based.

But what we need to eliminate is the ever gradual spreading of
those wages which we now see and there are lots of ways you can
come out at it, but all I can say is that if you can solve the edu-
cation problem you don't have to do anything else. And if you don't
solve it, nothing else is going to matter all that much.

Representative Sanchez. Thank you Mr. Chairman. Thank
you.

Representative Saxton. Thank you, Ms. Sanchez.
Mr. Chairman, we have got to go vote, and we want to thank you

for being here with us this morning. We are pleased with the news
that you bring us today. And, I want to thank you also for empha-
sizing the concern that you have with regard to the educational
issues in our society. I think that is extremely important. I sit here
in this room, actually on the Armed Services Committee, and one
of the things that we are reminded about from time to time is the
shortage of engineers that work in various capacities that provide
for expertise in the area of defense, national security. These are
important issues and I agree with you that we need to recognize
them and work on them. Thank you again for being here with us
this morning and we look forward to seeing you again in the fu-
ture.

Mr. Greenspan. Thank you, Mr. Chairman.
[Whereupon, at 12:30 p.m., the hearing was adjourned.]
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WASHINGTON, D.C. - I am pleased to welcome Chairman Greenspan before the Joint
Economic Committee today. Chairman Greenspan's testimony will provide useful-insights on
the current economic expansion and the potential for further economic progress.

A broad array of standard economic data indicates that the economic expansion is on a solid
footing. The U.S. economy grew 4 percent in 2004, and advanced at a 3.5 percent rate in the
first quarter of 2005. A rebound in business investment has played an important role in
explaining the pick-up in the economy since early 2003. Equipment and software investment has
been strong over this period.

The improvement in economic growth is reflected in other economic figures as well. Over the
last 24 months, 3.5 million jobs have been added to business payrolls. The unemployment rate
stands at 5.1 percent. Consumer spending continues to grow. Homeownership has hit record
highs. Household net worth is also at a high level. .

Meanwhile, inflation pressures appear to be contained. Interest rates remain at historically low
levels, with long-term interest rates, including mortgage rates, actually declining recently. This
decline of long-term interest rates, even as the Fed is increasing short-term rates, is very unusual.

In short, overall economic conditions remain positive. It is clear that accommodative monetary
policy and tax incentives for investment have made important contributions to the improvement
in the economy in recent years. Recently released minutes from the Federal Reserve suggest that
the central bank expects this economic strength to continue.

As always, there are some aspects of the economy that should be monitored closely. There
appears to be speculative pressures in some local housing markets, but these seem unlikely to
pose a significant threat to the national economic expansion. The increase in oil prices has had
an impact on certain sectors of the economy, but has not severely undermined overall economic
growth.

The consensus of Blue Chip forecasters projects that the economic expansion will continue
through 2005 and 2006. This is consistent with Federal Reserve forecasts for economic growth
through 2006. In summary, the current economic situation is solid, and the outlook remains
favorable.
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June 22. 2005

The Honorable Alan Greenspan
Chainman
Board of Governors of the Federal Reserve System
20th Street and Constitution Avenue, NW
Washington, DC 20551

Dear Chairman Greenspan:

I would like to thank you for your recent testimony on the Economic Outlook before the
Joint Economic Committee. Your testimony addressed a number of compelling and timely
issues, and the printed record of the hearing will be an invaluable resource.

I would appreciate your addressing the attached four questions for the record.

Also, a copy of the June 9, 2005, hearing transcript is enclosed. Please have a member of
your staff return the corrected transcript, together with your answers to the submitted questions,
to my Executive Director, Christopher Frenze, Joint Economic Committee, 433 Cannon Office
Building, Washington, D.C. 20515. Should your staff have any questions, please call Chris at
(202) 225-3923.

Thank you and I look forward to your response.

Sincerely,

Jim Saxton
Chairman

SI..tf.6'tee

SD- tO1 ~ at,
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Ouestions Submitted for the Record
Chairman Saxton for Chairman Greenspan
June 22. 2005

* Economists have established a connection between movements in the yield spread (i.e.,
the difference between the long-term bond yield and the fed funds rate) and the thrust of
monetary policy. As the yield spread widens, policy becomes easier and becomes tighter
as the spread narrows or inverts: Such an empirical relation has been identified by a
number.of researchers, including several within the Federal Reserve System. Further, the
Conference Board uses this spread as one of its most reliable components in-its index of
leading economic: indicators. -

On the other hand, some policymakers and researchers seem to contend that the recent
decline in the long-bond yield is an independent source of policy stimulus. An.example
of this is provided by the recent reduction in the long bond yield that stimulated the real
estate sector. In this view, in situations when the Yield spread narrows in part due to
a decline in the lone bond yield, the spread does not measure the same degree of
monetary policy restrictiveness. Recently, for example, as the Fed narrowed the spread
by increasing the fed funds rate-and an accompanying fall in the long-bond yield took
place, a given narrowing of the spread was not seen as restrictive as earlier was believed.
According to this view, in these circumstances, it is possible that the monetary authorities
could misinterpret heretofore important policy indicators.

At our recent JEC hearing,- you indicated that the decline of the long-bond yield may be
stimulative. In that context,

(1) Could you.comment on the above interpretation?
(2) In our current circumstances, do you view a reduction in the long-bond yield as

stimulative or restrictive?
(3) Could you expand on your previous discussions of this topic?

* During the June 9 Joint Economic Committee hearing, I asked you about a Wall Street
Journal article published that morning that included criticism of the Fed for its handling
of the conditions arising from the 2000 bursting of the stock market and technology
bubbles. The article contended that in addressing the macroeconomic fallout of the
bubbles that popped in 2000, the Fed helped create a housing bubble that is still
expanding.. In response to my question, you effectively defended the Fed's actions.
However, could you expand on the potential risks to the macroeconomic situation had the
Fed not acted as it did in easing monetary policy?
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* Oil prices have increased significantly to levels above $50/b. In assessing the economic
effects of these oil price increases, the earlier experience of the U.S. still influences
many. Historically, the U.S. has experienced a number of supply-restrictive episodes;
prices increased largely because of restrictive supply. The oil price supply shocks of the
1 970s, for example, caused prices to increase sharply and adversely impacted the real
sectors of most economies.

Currently, we are again experiencing significant increases in oil prices. Today, however,
there are a number of reasons to believe that those oil price hikes may not impact the real
economy as severely as earlier episodes of the 1970s did. Consider, for example, the
following:

/ The economy is more energy-efficient today.
V The real price of oil has not increased to the degree that it did in the 1970s.
V Recent price hikes have (for the most part) been the result of increases in demand,

and therefore, the product of healthy economies rather than supply-side shortages.

In view of these considerations, what is the Fed's latest thinking on the following:
(I) the economic affects of our current oil price increases?
(2) the future of the price of oil?

* A consensus view among monetary policy makers is that monetary policy should not be
used to respond to, manage, or attempt to "burst" an asset price "bubble." Rather,
monetary policy should be used to provide for overall, macroeconomic price stability, not
asset price stability in one particular sector. Should a "bubble burst" and adversely affect
the macroeconomy, then the monitoring authority can and should respond.

/ Given this view, is there any regulatory poliev tool that can be used to moderate
lending in "frothy" sectors that fuel asset price inflation?

/ Is there a "regulatory substitute" that can help to minimize asset price bubbles?

/ Is the recent Interaeency Credit Risk Mananement Guidance for Home
Equity Lending such an attempt?

s Is this Guidance an example of some "reeulatory suasion" to help with this
problem?

/ What rezulatorv options does the Federal Reserve have to better manage or
influence asset price bubbles?

/ What are the most risky lending practices currently contributing to the froth in the
housing sector?
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ALAN GREENSPAN

' mu. C HAIRMAN

July 11, 2005

The Honorable Jim Saxton
Chairman
Joint Economic Committee
Washington, D.C. 20510

Dear Mr. Chairman:

I am enclosing. for the record my responses to your additional

questions following the Committee's hearing of June 9, 2005, on the Economic

Outlook.

Please let me know if I can be of further assistance.

Enclosure
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Chairman Greenspan subsequently submitted the following in response to written questions
received from Chairman Saxton in connection with the hearing before the Joint Economic
Committee on June 9, 2005:

* Economists have established a connection between movements in the yield spread
(i.e., the difference between the long-term bond yield and the fed funds rate) and the
thrust of monetary policy. As the yield spread widens, policy becomes easier and
becomes tighter as the spread narrows or inverts. Such an empirical relation has been
identified by a number of researchers, including several within the Federal Reserve
System. Further, the Conference Board uses this spread as one of its most reliable
components in its index of leading economic indicators.

On the other hand, some policymakers and researchers seem to contend that the
recent decline in the long-bond yield is an independent source of policy stimulus. An
example of this is provided by the recent reduction in the long bond yield that
stimulated the real estate sector. In this view, in situations when the yield spread
narrows in part due to a decline in the long bond yield, the spread does not measure
the same degree of monetary policy restrictiveness. Recently, for example, as the Fed
narrowed the spread by increasing the fed funds rate and an accompanying fall in the
long-bond yield took place, a given narrowing of the spread was not seen as restrictive
as earlier was believed. According to this view, in these circumstances, it is possible
that the monetary authorities could misinterpret heretofore important policy
indicators.

At our recent JEC hearing, you indicated that the decline of the long-bond yield may
be stimulative. In that context,

(1) Could you comment on the above interpretation?
(2) In our current circumstances, do you view a reduction in the long-bond
yield as stimulative or restrictive?
(3) Could you expand on your previous discussions of this topic?

Although the slope of the yield curve can at times be a useful indicator, there are
several points to bear in mind.

* First, the slope of the yield curve has flattened considerably over the past year,
but currently it is about in its average range for the last twenty years.

* Second, a sharp flattening of the yield curve is not a foolproof indicator of
economic weakness. Indeed, the yield curve narrowed sharply over the period
1992-1994 even as the economy was entering the longest sustained expansion of
the postwar period.
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* Third, researchers have developed a number of statistical models relating the
slope of the yield curve to future GDP growth. Based on recent readings of the
slope of the yield curve, such models typically project continued moderate
expansion of GDP for the foreseeable future.

The decline in long-term nominal bond yields observed over the past year appears to
have reflected, at least in part, in lower real interest rates. Lower real interest rates reduce
the cost of borrowing for households and businesses and support the prices of many other
assets. Thus, the decline in long-term yields, other things equal, is stimulative. However,
interest rates both affect, and are affected by, a wide range of other variables.
Consequently, movements in bond yields should not be assessed in isolation but need to be
interpreted in the context of overall domestic and foreign economic and financial
developments.

* During the June 9 Joint Economic Committee hearing, I asked you about a Wall
Street Journal article published that morning that included criticism of the Fed for its
handling of the conditions arising from the 2000 bursting of the stock market and
technology bubbles. The article contended that in addressing the macroeconomic
fallout of the bubbles that popped in 2000, the Fed helped create a housing bubble
that is still expanding. In response to my question, you effectively defended the Fed's
actions. However, could you expand on the potential risks to the macroeconomic
situation had the Fed not acted as it did in easing monetary policy?

The Federal Reserve aggressively eased monetary policy over the course of 2001,
beginning early that year, in response to factors that were tending to weaken the U.S.
economy. Those factors initially included a considerable slump in capital spending in the
wake of the shakeout in the technology sector, a substantial inventory correction, a slowing
of economic growth abroad, and the effects on consumer spending of the sharp decline in
equity prices. Later in the year, those influences were compounded by the adverse
economic effects of the terrorist attacks on September 11.

In the event, the United States experienced a recession during 2001, albeit one that
was neither especially severe nor prolonged in comparison with other downturns in the
post-World-War-l period. Absent the monetary stimulus applied promptly by the Federal
Reserve in 2001, that recession could have been considerably deeper and more costly for
our nation. The sharp reduction in money market interest rates resulting from our
monetary policy actions fostered a considerable easing of broader financial market
conditions. Longer-term interest rates fell particularly notably, reaching their lowest levels
in decades. The drop in yields provided substantial support to interest-sensitive spending--
especially housing, but probably to expenditures on consumer durables and business
investment as well. Without the more accommodative financial conditions, this pickup in
interest-sensitive spending would presumably have been greatly damped--or may not have
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occurred at all--and the result could have been a much more severe economic downturn.
Moreover, it is worth recalling that, even as events turned out, inflation appeared to be in
the process of falling to uncomfortably low levels--and possibly so low that the ability of
monetary policy to help stabilize the economy could have been impaired.

* Oil prices have increased significantly to levels above $50/b. In assessing the
economic effects of these oil price increases, the earlier experience of the U.S. still
influences many. Historically, the U.S. has experienced a number of supply-
restrictive episodes; prices increased largely because of restrictive supply. The oil
price supply shocks of the 1970s, for example, caused prices to increase sharply and
adversely impacted the real sectors of most economies.

Currently, we are again experiencing significant increases in oil prices. Today,
however, there are a number of reasons to believe that those oil price hikes may not
impact the real economy as severely as earlier episodes of the 1970s did. Consider, for
example, the following:

-The economy is more energy-efficient today.
{The real price of oil has not increased to the degree that it did in the 1970s.
lRecent price hikes have (for the most part) been the result of increases in
demand, and therefore, the product of healthy economies rather than supply-side
shortages.

In view of these considerations, what is the Fed's latest thinking on the following:
(1) The economic affects of our current oil price increases?
(2) The future of the price of oil?

The spot price of West Texas Intermediate crude oil currently is trading around
$60 per barrel. The high price reflects the significant global demand for crude oil as well
as the limited ability of oil-producing nations to expand their production in the short run.
Far-dated futures prices, which reflect the market's expectations of prices six years hence,
are around $55 per barrel. The small expected decline from current prices reflects the
market's view that the supply-demand balance for oil will not change appreciably over the
medium term.

These high oil prices are having an effect on the U.S. economy. Consumer price
inflation has moved up along with the higher crude oil prices. This has reduced
households' purchasing power and adversely affected spending. Businesses too seem to
have reassessed the profitability of some investment projects in the light of significantly
higher energy costs. Based on econometric estimates done by the Board staff, the increase
in oil prices since the end of 2003 probably has shaved roughly 1/2 percentage point off of
real GDP growth last year, and they look to restrain growth this year by approximately
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3/4 percentage point. Aside from these "headwinds," the U.S. economy seems to be

coping pretty well with the run-up in crude oil prices.

* A consensus view among monetary policy makers is that monetary policy should
not be used to respond to, manage, or attempt to "burst" an asset price "bubble."
Rather, monetary policy should be used to provide for overall macroeconomic price

stability, not asset price stability in one particular sector. Should a "bubble burst"
and adversely affect the macroeconomy, then the monitoring authority can and should

respond.

{Given this view, is there any regulatory policy tool that can be used to moderate
lending in "frothy" sectors that fuel asset price-inflation?

VIs there a "regulatory substitute" that can help minimize asset bubbles?

{Is the recent Interagency Credit Risk Management. Guidance for Home Equity
Lending such an. attempt?

{Is this Guidance an example of some "regulatory suasion" to help with this

problem?

VWhat regulatory options does the Federal Reserve have to better manage or -

influence asset bubbles?

{What are the most risky lending practices currently. contributing to the froth in

the housing sector?

Bank regulatory policies are neither designed nor used to influence asset prices in

particular sectors of the economy. Rather, their purpose is to ensure adequate bank risk

management and thereby strengthen the safety and soundness of individual banking firms,

foster a resilient banking system, and protect FDIC-insured deposits. To be sure, bank

regulatory policies can be influenced by macroeconomic and broad market developments.
Macroeconomic and market trends and risks may induce action to modify regulations,
particularly if banks do not appear to be taking appropriate account of such developments
in the measurement and management of their own-risks.

With respect to regulatory options or 'regulatory substitutes" to address asset price

bubbles, some observers have suggested increasing margin requirements to counter
perceived speculation in equities markets. Even if one presumes that a bubble in this

market can be identified before it bursts, however, such an approach is unlikely to succeed.
Only a small fraction of equity is purchased using credit. Moreover, money is fungible, so

that if an attempt were made to limit the amount of credit that could be used for a
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particular purpose, say, the purchase of securities, it is highly likely that some investors
who would be constrained by such a regulation would find ways to channel credit from
other sources to effect the desired purchases--for example, by funding more of the security
purchase with funds ostensibly borrowed for other purposes, such as mortgage or
consumer loans.

The recent Interagency Credit Risk Management Guidance for Home Equity
Lending was not a regulatory effort to combat a housing price bubble, nor was it an
example of regulatory suasion aimed at asset prices. Rather, it was a response to
indications that some banks were not appropriately managing risks in the home equity area.
The regulatory system is not designed to influence or control asset bubbles, but rather to
ensure that bubbles, should they develop, do not lead to unsafe lending practices.
Although the guidance was not aimed at affecting asset prices directly, it may nevertheless
affect market conditions through changes in the availability of credit for some riskier
households.

As I indicated in my testimony, there does not appear to be a 'bubble" in home
prices for the nation as a whole, but there are signs of "froth" in some local markets where
home prices seem to have risen to unsustainable levels. It is not clear whether lending
practices have contributed to these local conditions. After all, the mortgage market is
national in scope, while rapid price increases have been in particular areas. The
Interagency Credit Risk Management Guidance for Home Equity Lending listed a number
of product, risk management, and underwriting risk factors and trends that suggested that
some financial institutions may not fully recognize the risk embedded in home equity loan
portfolios. These factors include interest-only features on some loans, loans with limited
or no documentation of borrowers' financial condition, high loan-to-value and debt-to-
income ratios, greater use of automated valuation models, and increased use of loan
brokers or other third parties to generate transactions. These factors have not necessarily
had a material effect on housing prices. The possibility that home prices may be
unsustainably high does, however, contribute to the risks associated with such lending,
since it may suggest that the value of some loans' collateral may be vulnerable to declines.
Indeed, the guidance indicated that financial institutions should perform stress tests of their
key portfolio segments, including evaluations of the effects of declines in home values.
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Thank you,.Chairman Saxton. I want to welcome Chairman Greenspan and thank you for
testifying here today at a time'when there are so many genuine puzzles about the direction of
the American economy.

Chairman Greenspan, you have been ratherupbeat about the economic outlook, and let me
be the first to say that I hope you're right. However, I am concerned about-what continues to
be a disappointing economic-recovery for the typical American worker. Economic insecurity
for workers is widespread as a healthy jobs recovery has yet to take hold, wages are failing to
keep pace with inflation, income inequality is growing, and private pensions are in jeopardy.

Job growth sputtered again last month when only 78,000 jobs were added, calling into
question the strength of the labor market recovery. We still have. not seen several
consecutive months of solid job gains, which is disappointing 42 months into a recovery. At
this point in the last recovery, the economy had created over four million more jobs than we
have seen in this recovery, and we regularly saw gains of 200,000 to 300,000 and sometimes
400,000 jobs per month. Employers don't seem to have enough confidence in this recovery
to pick up their pace of hiring.

Of course, the real disappointment in this recovery is how workers have been left out of the
economic growth we have seen so far. Strong productivity growth has translated into higher
profits for businesses not more take home pay for workers. Since the start of the economic
recovery in late 2001, corporate profits from current production have risen by 67 percent. By
contrast, employee compensation rose by only 17 percent. Since the economy started
generating jobs in May 2003, the average hourly earnings of production workers in nonfarm
industries have fallen by 1.4 percent after inflation. The stagnation of earnings in the face of
higher prices for gasoline, food, and.medical care is squeezing the take home pay of workers.

I hope that the Federal Open Market Committee is paying close attention to the labor market
as they set the direction of monetary policy. Workers have been shortchanged so far in this
recovery, and I believe that the economy should be able to accommodate some acceleration
in wages to catch up to productivity growth without generating undue fears of inflation.

Any wage gains we have seen seem to be concentrated at the top of the earnings
distribution, while the largest losses are at the bottom. As the New York Times noted this
week, the distribution of earnings is also becoming so unequal that 'Even the merely wealthy
are being left behind in the dust by the small slice of super-rich Americans." I know,
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Chairman Greenspan, that you have expressed concern about widening inequality of income
and earnings in the American economy, so this development cannot be encouraging to you.

Another troubling development is how unstable the private pension system is becoming. Data
released this week by the govemment's Pension Benefit Guaranty Corp. (PBGC) show that
the country's 1,108 weakest pension plans had an aggregate shortfall of $353.7 billion at the
end of last year - 27 percent more than the previous year. Meanwhile, the PBGC itself is
under-funded. Social Security does face long-term challenges, but at the moment it's looking
like the strongest leg of our retirement system.

Raising national saving is the key to our economic growth, a good way to reduce our record
trade deficit, and, as your past testimony reflects, the best way to meet the fiscal challenges
posed by the retirement of the baby boom generation. Unfortunately, the President's large
federal budget deficits are undermining national saving and leaving us increasingly hampered
in our ability to deal with the host of challenges we face. The President's policy priorities of
large tax cuts for those who are already well off and private retirement accounts that add to
the debt and worsen Social Security's solvency would take us in exactly the wrong direction
for the future.

Finally, there are real questions about whether today's workers can look forward to a future of
economic prosperity or one of continued risk and uncertainty about whether they will have
good jobs and the means to provide a comfortable standard of living for their families.

Chairman Greenspan, I look forward to your testimony about the economic outlook, and
exploring some of these issues further with you in the questioning.
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PREPARED STATEMENT OF HON. ALAN GREENSPAN, CHAIRMAN,
BOARD OF GOVERNORS, FEDERAL RESERVE SYSTEM

Chairman Saxton, Vice Chairman Bennett, and Members of the Committee, I am
pleased to appear once again before the Joint Economic Committee.

Over the past year, the pace of economic activity in the United States has alter-
nately paused and quickened. The most recent data support the view that.the soft
readings on the economy observed in the early spring were not presaging a more-
serious slowdown in the pace of activity. Consumer spending firmed again, and indi-
cators of business investment became somewhat more upbeat. Nonetheless, policy-
makers confront many of the same imbalances and uncertainties that were apparent
a year ago.

Our household saving rate remains negligible. Moreover, modest, if any, progress
is evident in addressing the challenges associated with the pending shift of the
baby-boom generation into retirement that will begin in a very few years: And al-
though prices of imports have accelerated, we are, at best, in only the earliest stages
of a stabilization of our current account deficit-a deficit that now exceeds 6 percent
of U.S. Gross Domestic Product (GDP).

A major economic development over the past year has been the surge in the price
of oil. Sharply higher prices of oil imports have diminished U.S. purchasing power.
The value of petroleum imports rose from 1.4 percent of nominal GDP in the first
quarter of 2004 to 1.8 percent in the first quarter of this year. The alternating bouts
of rising and falling oil prices have doubtless been a significant contributor to the
periods of deceleration and acceleration of U.S. economic activity over the past year.

Despite the uneven character of the expansion over the past year, the U.S. econ-
omy has done well, on net, by most measures. Real GDP has grown by 3.7 percent
over that period, the unemployment rate has fallen to 5.1 percent, and core personal
consumption expenditure prices have risen a historically modest 1.6 percent. But
the growth of productivity, though respectable at 2½2 percent over the year ending
in the first quarter, is far less than the extraordinary pace of 5½2 percent during
2003. Excluding a large but apparently transitory surge in bonuses and the proceeds
of stock option exercises late last year, overall hourly labor compensation has exhib-
ited few signs of acceleration. Thus, the rise in underlying unit labor costs has been
mainly the result of the slower growth of output per hour. At the same time, evi-
dence of increased pricing power can be gleaned from the profit margins of non-
financial businesses, which have continued to press higher even outside the energy
sector. Whether that rise in unit costs will feed into the core price level or will be
absorbed by a fall in profit margins remains an open question.,

Among the biggest surprises of the past year has been the pronounced decline in
long-term interest rates on U.S. Treasury securities despite a 2-percentage-point in-
crease in the Federal funds rate. This is clearly without recent precedent. The yield
on ten-year Treasury notes, currently at about 4 percent, is 80 basis points less than
its level of a year ago. Moreover, even after the recent backup in credit risk spreads,
yields for both investment-grade and less-than-investment-grade corporate bonds
have declined even more than Treasuries over the same period.

The unusual behavior of long-term interest rates first became apparent almost a
year ago. In May and June of last year, market participants were behaving as ex-
pected. With a firming of monetary policy by the Federal Reserve widely expected,
they built large short positions in long-term debt instruments in anticipation of the
increase in bond yields that has been historically associated with a rising Federal
funds rate. But by summer, pressures emerged in the marketplace that drove long-
term rates back down. In March of this year, market participants once again bid
up long-term rates, but as occurred last year, forces came into play to make those
increases short lived. There remains considerable conjecture among analysts as to
the nature of those market forces.

That said, there can be little doubt that exceptionally low interest rates on ten-
year Treasury notes, and hence on home mortgages, have been a major factor in the
recent surge of homebuilding and home turnover, and especially in the steep climb
in home prices. Although a "bubble" in home prices for the Nation as a whole does
not appear likely, there do appear to be, at a minimum, signs of froth in some local
markets where home prices seem to have risen to unsustainable levels.

The housing market in the United States is quite heterogeneous, and it does not
have the capacity to move excesses easily from one area to another. Instead, we
have a collection of only loosely connected local markets. Thus, while investors can
arbitrage the price of a commodity such as aluminum between Portland, Maine, and
Portland, Oregon, they cannot do that with home prices because they cannot move
the houses. As a consequence, unlike the behavior of commodity prices, which varies
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little from place to place, the behavior of home prices varies widely across the Na-
tion.

Speculation in homes is largely local, especially for owner-occupied residences. For
homeowners to realize accumulated capital gains on a residence-a precondition of
a speculative market-they must move. Another formidable barrier to the emer-
gence of speculative activity in housing markets is that home sales involve signifi-
cant commissions and closing costs, which average in the neighborhood of 10 percent
of the sales price. Where homeowner sales predominate, speculative turnover of
homes is difficult.

But in recent years, the pace of turnover of existing homes has quickened. It ap-
pears that a substantial part of the acceleration in turnover reflects the purchase
of second homes-either for investment or vacation purposes. Transactions in second
homes, of course, are not restrained by the same forces that restrict the purchases
or sales of primary residences-an individual can sell without having to move. This
suggests that speculative activity may have had a greater role in generating the re-
cent price increases than it has customarily had in the past.

The apparent froth in housing markets may have spilled over into mortgage mar-
kets. The dramatic increase in the prevalence of interest-only loans, as well as the
introduction of other relatively exotic forms of adjustable-rate mortgages, are devel-
opments of particular concern. To be sure, these financing vehicles have their appro-
priate uses. But to the extent that some households may be employing these instru-
ments to purchase a home that would otherwise be unaffordable, their use is begin-
ning to add to the pressures in the marketplace.

The U.S. economy has weathered such episodes before without experiencing sig-
nificant declines in the national average level of home prices. In part, this is ex-.
plained by an underlying uptrend in home prices. Because of the degree of
customization of homes, it is difficult to achieve significant productivity gains in res-
idential building despite the ongoing technological advances in other areas of our
economy. As a result, productivity gains in residential construction have lagged be-
hind the average productivity increases in the United States for many decades. This
shortfall has been one of the reasons that house prices have consistently outpaced
the general price level for many decades.

Although we certainly cannot rule out home price declines, especially in some
local markets, these declines, were they to occur, likely would not have substantial
macro-economic implications. Nationwide banking and widespread securitization of
mortgages make it less likely that financial intermediation would be impaired than
was the case in prior episodes of regional house price corrections. Moreover, a sub-
stantial rise in bankruptcies would require a quite-significant overall reduction in
the national housing price level because the vast majority of homeowners have built
up substantial equity in their homes despite large home equity withdrawals in re-
cent years financed by the mortgage market.

In conclusion, Mr. Chairman, despite some of the risks that I have highlighted,
the U.S. economy seems to be on a reasonably firm footing, and underlying inflation
remains contained. Accordingly, the Federal Open Market Committee in its May
meeting reaffirmed that it ". . . believes that policy accommodation can be removed
at a pace that is likely to be measured. Nonetheless, the Committee will respond
to changes in economic prospects as needed to fulfill its obligation to maintain price
stability."

0
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THE EMPLOYMENT SITUATION:
SEPTEMBER 2005

FRIDAY, OCTOBER 7, 2005

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITTEE,

Washington, DC
The Committee met, pursuant to call, at 9:30 a.m., in room 1334,

Longworth House Office Building, the Honorable Jim Saxton,
Chairman of the Joint Economic Committee, presiding.

Representatives present: Representatives Saxton, English,
Paul, Maloney, and Sanchez.

Senator present: Senator Reed.
Staff present: Chris Frenze, Robert Keleher, Colleen J. Healy,

John Kachtik, Brian Higginbotham, Chad Stone, and Matt
Salomon.

OPENING STATEMENT OF HON. JIM SAXTON,. CHAIRMAN,
A U.S. REPRESENTATIVE FROM NEW JERSEY

Representative Saxton. Good morning. I would like to welcome
Deputy Commissioner Rones, from the Bureau of Labor Statistics,
and his colleagues before the committee this morning to discuss theSeptember employment data. As we all know, both the household
and establishment measures of employment in September have
been affected by Hurricane Katrina. The catastrophic impact of
Katrina on the Gulf Coast has caused a tragic loss of life and wide-
spread destruction of property and businesses. Many of the affected
businesses either have been unable to reopen or have only partially
recovered and do not have the resources to continue to meet pay-
rolls at previous levels. As a result, employment was essentially
unchanged in September as measured by both employment sur-
veys.

According to the establishment survey, payroll employment
shows an apparent decline of 35,000 in September, but this is not
a statistically meaningful number. Household survey employment
was also statistically unchanged. The unemployment rate edged up
by two-tenths of a percent in December. It is likely the effects of
the hurricanes will affect the employment data for the next several
months. The hurricanes will also temporarily reduce the rate of
economic growth in the second half of 2005.

According to the Congressional Budget Office, the hurricanes will
reduce the rate of economic growth by about a half a percentage
point in the second half of the year. Some forecasters expect that
reconstruction in the Gulf region will boost economic activity in the
next year. The National Association for Business Economics survey

(1)
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projects that the economy will still grow at a rate exceeding 3 per-
cent in both 2005 and 2006. Unfortunately, the upward trend in
employment growth was disrupted in September and may take a
few months to fully recover. Nonetheless, the data reported today
demonstrate a resilience in the U.S. economy in absorbing yet an-
other severe shock.

The Federal Government has responded to the hurricanes by pro-
viding $62 billion in disaster aid in addition to other Federal as-
sistance triggered under a variety of programs. Others have sought
as much as $250 billion in disaster aid, an amount viewed as exces-
sive by many, including the Washington Post editorial page. The
Congress will devote much time in the coming months to finding
the right policy mix needed for the recovery of the Gulf Coast. Tax
and regulatory relief for the employers and employees devastated
by the hurricane should certainly be a part of the response.

Mrs. Maloney, do you have an opening statement?
[The prepared statement of Representative Saxton appears in the

Submissions for the Record on page 161

OPENING STATEMENT OF HON. CAROLYN B. MALONEY,
A U.S REPRESENTATWE FROM NEW YORK

Representative Maloney. Yes, thank you very much. I know

that Senator Reed is voting, and he will be here and he does have
a statement. I would like very much to welcome Deputy Commis-
sioner Rones and his staff.

I know that you must have been faced with an incredible chal-
lenge in producing this month's jobs report. It must have been in-
credibly hard. I commend you for overcoming the difficult cir-
cumstances you must have encountered.

This month's employment report is obviously very dominated by
Katrina, and it is impossible to know what it would have looked
like without the hurricanes. The net loss of 35,000 jobs is well
below what many analysts were predicting, so I am wondering if
we have yet seen the full impact of the hurricanes in our job loss
and in our job data.

I do know that prior to Katrina, American workers were still
waiting to see the benefits of the economic recovery. Job growth
was sluggish, there was hidden unemployment, real wages were
stagnating, and wage and income inequality was on the rise, which
I find tremendously troubling.

I believe this trend is very bad for our country, and I would wel-
come any comments by you on what we can do to try to adjust it.
I hope the Bush administration is paying attention to these trends
and will begin to address the growing economic insecurity that is
felt by many American workers.

I thank you for your time, and I really look forward to your state-
ments. Thank you.

[The prepared statement of Representative Maloney appears in
the Submissions for the Record on page 17]

Representative Saxton. Mr. Rones, we are anxious to hear
your report this morning, so why don't you go ahead?
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STATEMENT OF PHILIP RONES, DEPUTY COMMISSIONER,
BUREAU OF LABOR STATISTICS

Mr. Rones. Mr. Chairman, and members of the committee,
thank you for the opportunity to discuss the September employ-
ment and unemployment statistics that we released this morning.
Commissioner Utgoff was under the weather this week, and she
sends her regrets.

Nonfarm payroll employment was little changed. It was down
35,000 in September, and the unemployment rate increased from
4.9 to 5.1 percent. September labor market developments reflected
both the impact of Hurricane Katrina and ongoing job market
trends. Over the 12-month period prior to September, nonfarm em-
ployment increased by an average of 194,000 per month, and the
unemployment rate trended down from 5.4 to 4.9 percent.

Before looking at the data in greater detail, I would like to brief-
ly review the extraordinary efforts that the Bureau of Labor Statis-
tics, the Census Bureau and our State partners undertook to obtain
information from our sample establishments and households in the
areas affected by Hurricane Katrina.

The hurricane struck the Gulf Coast on August 29th, prior to the
reference periods for our September surveys. The severity and
scope of the damage led us to carefully evaluate our data collection
and estimation procedures. As a result, we modified some aspects
of survey operations, and we announced those changes 2 weeks
ago. We did not alter the concept or the definitions for either sur-
vey. In the payroll survey, employed persons are those who receive
pay for any part of the pay period that includes the 12th day of
the month. Therefore, people who were on payrolls in the after-
math of Hurricane Katrina were counted as employed even if they
were absent from work. In the household survey, employed persons
include those who are temporarily absent from their jobs, whether
they were paid or not. To be classified as unemployed, persons
must be actively looking for work and be available to take a job.

In the establishment survey, BLS and our State partners worked
especially hard to contact respondents in hurricane-affected areas-
in September. We also modified our estimation procedures so that
businesses that were closed following the storm, as well as firms
that were still operating, would be better represented in the esti-
mates. In the household survey, Census Bureau interviewers
worked under difficult conditions to interview sample households in
the Gulf Coast. Interviews were not conducted in the two parishes
that were under mandatory evacuation orders. These extra steps
undoubtedly helped us to get a better picture of the national labor
market situation for September.

Turning to the data from our payroll survey, one way to roughly
gauge the impact of the hurricane on job growth in September is
to compare the over-the-month employment change with the
monthly average for the prior year. The change recorded for Sep-
tember, a loss of 35,000 jobs, is about 230,000 less than the aver-
age monthly gain over the previous 12 months. Using this simple
approach to gauge the hurricane impact assumes that in the ab-
sence of the storm, employment growth would have followed its re-
cent trend. To test that assumption, we constructed a rough esti-
mate of the change in payroll employment from August to Sep-



4

tember, excluding all the sample units in the disaster areas. This
exercise showed that total nonfarm employment would have in-
creased by an amount in line with the prior year's average. We will
know more about the hurricane's impact when local employment
estimates become available later this month.

As we look at the official September data for specific industries,
I would note that job losses in the storm-related areas may have
been offset or exacerbated by developments in the rest of the econ-
omy. In September, retail trade employment overall was down
88,000. There was a particularly large employment decline in food
and beverage stores. Much of this decline reflects industry restruc-
turing and associated store closures unrelated to the hurricane. In
leisure and hospitality, the job total fell by 80,000 in September in
part due to the hurricane. There were large losses in food services
and drinking places, and in amusement, gambling, and recreation
establishments.

Employment in professional and business services increased by
52,000 over the month, with a large gain in temporary help serv-
ices. The employment increase in temporary help services for Sep-
tember was more than twice as large as the average monthly gain
for the prior 12 months. It is. possible that some of the September
growth was due to the hiring of workers to assist in post-hurricane
recovery efforts.

Health care added 37,000 jobs over the month, continuing its
long-term growth. Employment also continued to trend up in finan-
cial activities.

In the goods-producing sector of the economy, construction added
23,000 jobs in September, equal to the average monthly gain for
the prior year. Manufacturing employment was down by 27,000.
Much of the decline reflected a strike in the aerospace industry
that took 18,000 workers off payrolls.

Turning to some of the major labor market indicators from our
household survey, the number of unemployed persons rose by
270,000 over the month, and the jobless rate increased from 4.9 to
5.1 percent. Most of the increase in unemployment occurred among
job losers, and the labor force participation rate held at 66.2 per-
cent in September.

In summary, payroll employment was little changed in Sep-
tember, and the unemployment rate rose to 5.1 percent. It is clear
that Hurricane Katrina adversely affected labor market conditions
in September. However, we cannot quantify precisely the overall ef-
fects of the disaster and its aftermath on the September employ-
ment and unemployment figures. We hope to get additional insight
as more data becomes available.

Of course, my colleagues and I would now be glad to answer any
of your questions.

Representative Saxton. Thank you very much, Mr. Rones.
[The prepared statement of Mr. Rones appears in the Submis-

sions for the Record on page 19]
Representative Saxton. Senator Reed was delayed by a vote in

the Senate this morning, so he has asked that he be granted some
time here to give his opening statement. So we will proceed with
your opening statement.
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OPENING STATEMENT OF HON. JACK REED, RANKING
MINORITY, A U.S. SENATOR FROM RHODE ISLAND

Senator Reed. Thank you, Mr. Chairman, very much. Again I
apologize. We had a vote on the defense appropriations bill, which
is something that no one can miss.

Thank you again, Mr. Chairman. This is a very important hear-
ing because it is our first look at the jobs data that begins to reflect
the impact of Hurricane Katrina. I want to commend Deputy Com-
missioner Rones and all of the members of the Bureau of Labor
Statistics for producing this month's employment statistics under
truly extraordinary circumstances. Thank you very much.

Obviously, this month's employment report is dominated by the
devastating impact of Hurricane Katrina on the gulf coast. The
human costs were tragic and the property losses staggering. For
the economy as a whole, the net job losses in September were
35,000. That is substantially below what markets were expecting,
which may reflect the difficulty we face in getting a clear picture
of the impact of the hurricane on employment.

We don't know what this month's employment report would have
looked like without Katrina, but we do know that prior to Katrina,
the labor market was still feeling the effects of the most protracted
job slump in decades. The growth in payroll and employment since
job losses peaked in May 2003 has been modest by the standards
of most economic recoveries, and we haven't seen very many
months of truly healthy job growth.

Although the unemployment rate has come down, it is still con-
siderably higher than the 4 percent rate achieved in the expansion
of the 1990s. There is evidence of hidden unemployment, with labor
force participation and the fraction of the population with a job still
at depressed levels.

And finally, of course, there is the disappointing performance of
wages. The typical worker's earnings are not keeping up with their
rising living expenses. Gasoline prices have been high, and home
heating costs are expected to be substantially higher this winter
than they were last winter. The real wage gains we have seen in
the past year or so have been concentrated in the upper reaches
of the wage distribution, while real earnings in the middle or lower
portions of the distributions are falling.

I am troubled by the fact that President Bush wasted little time
exercising his power to lift a Federal law governing workers' pay
on Federal contracts in the hurricane-ravaged areas. That provi-
sion, known as the Davis-Bacon Act, requires Federal contractors
to pay the prevailing or average wage in the region. According to
the Department of Labor, the prevailing wage for construction
labor is about $10 an hour in New Orleans, where last year the
overall poverty rate was about 2 percentage points higher than the
national average, and 25 percent of children lived in poverty.

It is certainly hard to take seriously the President's rhetoric
about wanting to lift families out of poverty while legitimizing sub-
par wages for workers rebuilding their communities on the gulf
coast. The Davis-Bacon wage protection for workers should be re-
stored immediately.

The American economy is resilient and forecasters expect that re-
construction efforts in the wake of the gulf hurricanes will stimu-
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late the recovery in jobs from the depressed levels we see in this
month's job report. I hope they are right. But I also hope that
President Bush knows that many American workers do not feel
they are part of the economic recovery. That was reflected in the
Conference Board's consumer confidence index which dropped by
17.9 percent last month, its largest decline since October of 1990,
and the University of Michigan's index of consumer sentiment,
which posted its largest drop since December 1980. Economic inse-
curity is not just growing, it is becoming palpable.

I look forward to Deputy Commissioner Rones' statement and
further discussion of the September employment situation. I thank
the Chairman for allowing me these words. Thank you.

Representative Saxton. Thank you, Senator.
[The prepared statement of Senator Reed appears in the Submis-

sions for the Record on page 50]
Representative Saxton. Mr. Rones, when I received word of

the announced data this morning, I was somewhat surprised. I an-
ticipated that there would be significant loss of employment due to
the hurricanes, which I believe goes without saying, actually oc-
curred. Yet we saw a loss of employment nationwide of only 35,000
jobs which is, as I noted earlier, statistically insignificant.

The question is this: If we lost hundreds of thousands of jobs,
then what accounts for the mild, statistically insignificant measure
of job losses?

Mr. Rones. The best way to look at the job loss is not just look-
ing at that net loss of 35,000. It is really looking at the difference
between that and what we would have normally expected to get
based on recent trends.

A simple calculation of that tells us that we were about 230,000
below the normal trend. That is probably a better measure of the
hurricane effects. We also have to keep in mind that there were
quite a number of particularly larger companies that continued to
pay people. So even though those people were displaced from their
jobs, by our definitions they were still employed because they were
still on employer payrolls. Clearly, we are seeing a substantial hur-
ricane effect in our data.

Representative Saxton. And while we are seeing a substantial
hurricane effect, what could be said about the job growth picture
or job loss picture nationwide?

Mr. Rones. What we were able to do is run our employment
data, leaving out the establishments from the hurricane-affected
area. So basically we are looking at what happened in the rest of
the country as kind of a baseline. In fact, the employment grew
right on trend, roughly 200,000 or so for the month of September,
which was pretty much what we were getting before the hurricane.

Representative Saxton. Is the level of September payroll em-
ployment statistically different from that of August?

Mr. Rones. The level is not. That is, the decline of 35,000 is not
statistically significant. Again, in this special circumstance, I would
look at it differently. I would say that compared to what we would
have gotten-and again our estimate for the rest of the economy
gives us a good foundation for that-we were about 230,000 down.
A change like that would clearly be statistically significant.
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Representative Saxton. The same could be said about the
household employment levels?

Mr. Rones. The household employment is essentially unchanged.
Representative Saxton. Does the data reported today suggest

that the underlying trend in job growth continues, if one were to
set aside the temporary effects of the hurricane versus a follow-on
to my original question?

Mr. Rones. Yes. I think that is definitely the case. I think that
is what we see in the remainder of the country, a continuation of
recent trends.

Representative Saxton. Were you able to see any data that
give any insight into the continuing effects of the hurricanes in the
region affected?

Mr. Rones. Certainly in the employment data that we have on
hand, we see effects across the industry range. When we get the
State data, which will be available in 2 weeks, we will have a much
better view of the geographically isolated effects.

We were able to take a cursory look at the firm-specific data in
this region, and clearly we are seeing disemployment effects across
the industry range.

Representative Saxton. Have you been able to look at it on a
state-by-state basis-I suspect that Louisiana and Mississippi were
the States with the most difficult situation-and talk a little bit
about that for us?

Mr. Rones. Again, the official data for the States won't be avail-
able for 2 weeks. The State analysts have spent some time review-
ing all the data for their States specifically. But from our national
sample, we are able to take a cursory look at the State data. Again,
it is clear that the weakness is isolated in those States. I am talk-
ing specifically about our payroll employment data.

Representative Saxton. Could you highlight industry data in
today's report that seem to have been significantly affected by the
hurricane?

Mr. Rones. When we do that exercise where we look at the rest
of the economy, that is, geographically, the rest of the Nation, as
compared to the hurricane-affected areas, we see declines across
the board. Some of things that show up in the national statistics
that I talked about in my statement would be, for instance, the lei-
sure and hospitality industry might be partly a result of that.

On the flip side, some of the growth in temporary help might be
the first signs that some temporary workers are on duty in Lou-
isiana and Mississippi doing some of the recovery work.

Representative Saxton. Thank you. One more question. Have
you noticed on an industry-by-industry basis the effects on the oil
and gas extraction industry?

Mr. Rones. Let me get those numbers for you.
Representative Saxton. Sure.
Mr. Rones. Employment in oil and gas extraction was up 1,000.

That may be partly due to the payment status of employees, even
on those rigs that were closed, many of those people may have been
paid.

Representative Saxton. So you don't really know whether that
1,000 gross is a real number or whether it is because people have
just remained on payrolls?
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Mr. Rones. Right. It doesn't necessarily reflect how many people
are actually on duty. What it does reflect is their payment status.

Representative Saxton. Thank you. Mr. Reed.
Senator Reed. Thank you very much, Mr. Chairman.
And again, Commissioner Rones and your colleagues, you are

doing an exceptional job under very difficult circumstances, and I
thank you for that.

I just want to probe, if I could, some of the methods you had to
adopt to come up with these statistics and see what biases might
be included in that approach. As I understand it, businesses that
did not respond to the payroll survey were treated as having zero
employment. What bias might that lead to in terms of over- or
undercounting?

Mr. Rones. The businesses that would have been treated that
way are just those in the most affected areas: The places that were
under water, the places that were evacuated, the places that had
extreme damage. So our assumption was that those people were
not working, even if we didn't get a report. It seemed like quite a
reasonable assumption. We didn't carry that assumption to the re-
mainder of the disaster counties or other areas in those States. So
while the bias from that would be a potential upward bias, we did
as much as we could to contact those firms. If we were unable to
do that, we tried to actually get secondary sources, even through
the Internet, as to whether those companies were working or
whether they were paying their employees. So despite the potential
bias that you mentioned, I think we were probably able to do a
pretty good job of estimation.

Senator Reed. Going to a related issue, there are some busi-
nesses that were keeping people on the payroll at least tempo-
rarily, although there was no work because of the conditions in
their company. And those workers might not ultimately go back to
work, but at least in the short run they are being kept on the pay-
rolls.

That could understate the negative job impacts of the storm, and
that is another potential bias. How have you tried to deal with
that, Commissioner?

Mr. Rones. We have maintained our concepts, so in these data,
we are reflecting the payroll status. What you will see is, in coming
months, those effects will show up. As an example, we have had
some announcements from some of the government entities in the
New Orleans area, where they have kept people on payrolls, that
they will cut back. So we will pick that up in future months.

Senator Reed. So in this situation, these numbers will poten-
tially get worse as companies who, in the immediate shock of the
storm, maintained employment, now are realizing they can't, and
New Orleans is a good example?

Mr. Rones. It will definitely go both ways. At the same time
that people are being let go because their companies or the govern-
ment agencies can't pay them anymore, other companies will be
coming back on line as their electricity comes back and services are
restored. So how that washes out, it is hard to predict. But there
will be factors that go both ways.

Senator Reed. Now, with respect to the household survey, you
indicated very clearly that you could not conduct interviews in Jef-



9

ferson and New Orleans Parish. And the procedure to make up for
that lack of information was to survey in other parishes?

Mr. Rones. No. What we did in our household survey was basi-
cally keep with our normal estimation procedures. And it doesn't
work particularly well for this disaster because the way it works
is, other people who did report end up representing those who
didn't.

In the payroll survey, we were able to make reasonable assump-
tions about the status of people. We talked about if a firm is shut
down in a disaster area that is under water, we can say that they
weren't employed. That is a reasonable assumption. But the house-
hold survey concepts make it difficult for us to do that. So if you
lost your job down there, how are we going to classify you next
month? Are you unemployed? Well, we don't know whether you are
looking for work because we don't know where you are. And you
have to be actively looking for work to be classified that way.

Chances are many of those people at the time of the survey
would have been out of the labor force; that is, they were taking
care of family business or taking care of household problems. They
were not actively looking for work. They were not available for
work. And finally, others may have viewed their job loss as tem-
porary, so they expect to be recalled. Under our concept, those peo-
ple would have been employed.

So we just had no good basis to simply assign a labor force status
for the people that we didn't get information for.

Senator Reed. So for the household survey, you are much less
confident about the accuracy versus the payroll survey?

Mr. Rones. I think that is a fair statement. What I would sug-
gest, though, for those who are interested in unemployment, is to
look at the unemployment insurance claims data. Now, normally
we would say that the claims are far more restrictive a concept
than our total unemployment. That is always the case.

But the Department of Labor has expanded its eligibility require-
ments for people who might not otherwise have qualified for unem-
ployment insurance. And, in fact, what we see is, that leading up
to the hurricane we had weekly claims of about 320,000 each week,
and it was pretty stable. If you look at the last 4 weeks, the De-
partment of Labor data showed that claims have been at least
300,000 higher than we would have expected. And so that is a rea-
sonable gauge of unemployment, probably a better gauge than we
can get from our household surveys.

Senator Reed. And with that gauge, what would be the unem-
ployment rate-do you have it off the top of your head?

Mr. Rones. Well, if there was an increase of 300,000 in unem-
ployment, it would raise the rate two-tenths

Senator Reed. So that number would be 5.3?
Mr. Rones. Well, we are reporting 5.1, but we are probably pick-

ing up some of that unemployment. So perhaps it could have gone
up a tenth, but that is speculation on our part.

Senator Reed. Let me just quickly turn to another issue. I know
this is an employment hearing, but the BLS also is collecting price
information. One of the questions that the Chairman alluded to is
the effect of the storms not just on employment in the energy sec-
tor, but on energy prices. It is my assumption and presumption
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that energy prices were accelerating well in advance of Katrina,
and I would sense-I would ask if that is accurate.

And second, what is your notion of how Katrina will affect these
energy prices overall.

The final point, how will that contribute to the CPI? If you have
any thoughts.

Mr. Rones. I will ask Dr. Greenlees to answer that.
Senator Reed. Thank you.
Dr. Greenlees. Well, on the question of whether energy prices

were accelerating prior to the hurricane, that is certainly correct.
The most recent data in the Consumer Price Index, which is our

most broad measure of inflation, are for August. We will publish
the September CPI data on October 14th.

But through August of this year, energy prices facing consumers
have been increasing at a seasonally adjusted annual rate of 25.7
percent. So that is significantly higher than in recent years.

On the question of whether increases will result from the hurri-
cane, we don't have a direct method of determining any subsequent
increase in energy prices or gasoline prices in the CPI that would
be attributable to the hurricane as opposed to anything else. We
wouldn't be doing that sort of analysis. But the question is, do we
expect to see further energy price increases? Well, the answer
would be, again, yes.

There are data for September that are published by the Energy
Information Administration of the Department of Energy that sug-
gest that there have been significant increases in gasoline prices
during September. And we would expect those to show up in the
Consumer Price Index. The weight of gasoline, for example, in the
CPI is such that if, for example, there was a 10 percent increase
in gasoline prices, that would raise the CPI by about five-tenths of
a percent by itself.

Senator Reed. Thank you very much, Dr. Greenlees. Thank you
very much, Commissioner.

Representative Saxton. Senator, I can't resist the opportunity
to follow up on Senator Reed's last question and Dr. Greenlees' re-
marks. I think the hurricane situation has demonstrated full well
the vulnerability that this country faces in terms of its energy sup-
ply and disruptions in the energy supply.

It seems to me that while we are going to vote on the energy bill
later today, that we continue to ignore the basic elements of finding
other ways, through creativity and using different types of science,
to develop efficient ways to fuel our economy, literally fuel our
economy-other than petroleum. It is a frustration to me to have
watched this go on over these many years and for our bills that we
are considering today-which I don't intend to vote for-continue
along the same lines when, in fact, technology exists to get us away
from petroleum.

I would just say to my companions here on the dias, you may
check out a couple of bills that I have introduced that I call "Set
America Free" legislation, which would move us toward alternative
fuels. It would move us toward biofuels. It would move us in trans-
portation toward hybrid automobiles. Again, these technologies al-
ready exist. They are already being produced. We are just not
using them.
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Mr. Paul.
Representative Paul. Thank you, Mr. Chairman. I have just

one brief question. So far today, we have heard that the hurricane
is very important in affecting the unemployment statistics. We talk
about other events like 9/11 and oil shocks and how this will affect
the economy and unemployment.

I am wondering if any of you give consideration to monetary pol-
icy and its effect on the business cycle, and thus affecting the un-
employment rate? How often do you take that into consideration,
and do you consider it very important issue?

Mr. Rones. We have a strict rule in the Bureau of Labor Statis-
tics that we avoid policy analysis so that you can be in a position
where you can trust that the statistics and the analysis that we
put out are unbiased. So on that basis, I would say that I really
don't have an opinion on the effect of monetary policy on employ-
ment.

Representative Paul. So you are saying you don't have an
opinion that monetary policy could have on it? I am not saying
what the effect is or what monetary policy you should advocate, but
do you think there is a connection?

Mr. Rones. As a trained economist, I would certainly grant you
that there is a potential effect of monetary policy on the economy.

Representative Paul. Thank you.
Representative Saxton. Thank you. Ms. Maloney.
Representative Maloney. Thank you, Mr. Chairman, and I in-

tend to look at your "Set America Free" bill. I agree with you com-
pletely that we should be moving to hybrid cars and alternative en-
ergies. We should have done it a long time ago. So I may be joining
you in that effort.

I am very concerned, Mr. Rones, about the reports of the growing
gap between the haves and the have-nots. This is not good for any-
one. I just would like to ask what has happened to the average
hourly earnings of wage and salary workers since the economy fi-
nally started to create jobs in May of 2003; and, specifically, has
the increase in wages over that period been less than the increase
in the cost of living?

Mr. Rones. The average hourly earnings of production workers
rose from 15.31 in May 2003 to 16.15 in August 05. Those are sea-
sonally adjusted figures. That is an increase of 5.5 percent. So over
the same period, the CPI rose by 7 percent.

Representative Maloney. So wages have really lagged far be-
hind the growth in productivity over the past 4 years, would you
say?

Mr. Rones. We have certainly experienced strong productivity
growth in recent years. Output per hour in our nonfarm business
sector rose more than 14 percent from the second quarter of 2001
to the second quarter of this year. Over the same period, the aver-
age hourly earnings for production workers rose by 10.7 percent, so
definitely less than the increase in productivity.

Representative Maloney. Is that an unusual trend? Produc-
tivity increases so much over wages?

Mr. Rones. In the long term, there tends to be a relationship be-
tween productivity and wages. In relatively short periods of time,
you can see them going in directions that aren't consistent with the
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long-term trend. So I would say it is unusual, but it is not typical
of the long-term trend.

Representative Maloney. The Bureau of Labor Statistics pub-
lishes data on the usual weekly earnings of full-time workers, in-
cluding some information about the wage distribution; is that cor-
rect?

Mr. Rones. That is correct. That comes from our household sur-
vey.

Representative Maloney. Our staff has calculated that from
the fourth quarter of 2000 to the fourth quarter of 2004, median
earnings have increased by just .2 percent per year after inflation.
Does that seem about right to you?

Mr. Rones. Yes, that is very close. I think our calculations for
that period are .15 percent, which could round to .2, so that is
about right.

Representative Maloney. Over that same period, hasn't there
been widening inequality, with growth at the top of the distribution
but a decline at the bottom?

Mr. Rones. So over that same 4-year period that you asked
about in the previous question, the way we look at this is we look
at deciles. You take the earnings distribution of the population and
break it into tenths. So if we look at the ninth decile, which is the
highest earners, their earnings went up 13.7 percent over that pe-
riod. If you go to the bottom end of the distribution, it is somewhat
less; it is 8.5 percent.

Representative Maloney. Quite a bit less. Hasn't that inequal-
ity gotten worse in the most recent four quarters, with the real
growth only at the top, the 90th percentile, and declined elsewhere;
and the largest decline at the very bottom, the tenth percentile?

Mr. Rones. Over the past year-so the most recent data we are
looking at would be the second quarter. Over that year, weekly
earnings at the ninth decile-again, those are the highest earn-
ers-are up about 3.1 percent in nominal terms. Earnings at the
first decile are up just 1 percent.

So given that the CPI is up 3 percent over that period, we would
say that in the ninth decile there is a very, very slight increase in
real earnings, where at the bottom of the distribution there is a de-
cline in real earnings.

Representative Saxton. Thank you very much.
Ms. Sanchez.

STATEMENT OF HON. LORETTA SANCHEZ,
A U.S. REPRESENTATIVE FROM CALIFORNIA

Representative Sanchez. Thank you, Mr. Chairman. Thank
you, gentlemen, for being before us.

I have several questions and they go along two lines. One, I
would like to talk a little bit about what is going on with Katrina,
if you can; and secondly, just overall, what I see looming on the ho-
rizon for the economy and things that are worrying me.

If you were a victim of Katrina, where would you go-where
would you go to file unemployment? I mean, were there-could you
go if you were a refugee in Texas and do that? So have you seen
any of the real impact on people who are-I know that you said
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that some people stayed employed, like with the city. But yesterday
the city announced half of its workers would go off.

So I am wondering about the logistics so we can figure out when
we will really see the impact of something like Katrina.

Mr. Rones. I think we are seeing the impact, because one of the
first things the Department of Labor did was to make sure that the
people in the area had a way to file for unemployment insurance
benefits.

There were special grants given to the affected States to increase
their capacity to accommodate this flow of claimants. The Depart-
ment of Labor has contracted for-I think it is 150 counselors-to
work at employment centers, not only in Louisiana, Alabama, Mis-
sissippi, but in all the States surrounding it that got substantial
numbers of refugees, to help people in their transition to jobs in
those areas. I think that is a system that worked pretty well.

When I say that the unemployment insurance claims were more
than 300,000 above what they would have been under a normal sit-
uation, that would be a substantial portion of the people who are
displaced from jobs.

Representative Sanchez. You know, I am also worried about
this prevailing wage rollback by the President. The biggest reason
is, of course, people who are used to making $18 or $36 an hour
now may make $8 or $9 an hour. How do you think that will affect
these people?

Have you guys looked at the prevailing wage reduction in a con-
struction area like that? I ask this question because I am assuming
that with the Federal moneys coming in, that construction will at
some point start to pick up in that area and we will see a signifi-
cant number of new jobs created because of rebuilding after
Katrina. But what I have seen in my particular area is people
maybe not being unemployed but being underemployed.

In other words, they used to have a $36-an-hour job with benefits
and now they have two part-time jobs, one at $7 an hour and one
at $8 an hour, neither of which carry benefits.

Would you anticipate that type of a situation given that-a very
basic pillar called prevailing wage in the construction industry may
go away in Katrina?

Mr. Rones. I wouldn't comment on the policy decision to waive
the Davis-Bacon.

Representative Sanchez. I am asking in your economist role,
what would you anticipate would happen there with underemploy-
ment?

Mr. Rones. What I would say is we have a lot of experience with
measuring the effects of worker displacement. Typically it is for
other reasons. As a supplement to our household survey, every 2
years we look at worker displacements, and what we find is that
it is not unusual for people who lose jobs, for any reason-and I
would include the hurricane in that context-to take a considerable
amount of time to find work, and for those who find work to find
work at lower wages. So that is a fairly typical impact of worker
displacement.

What we also find is many people, maybe even the majority of
people, relatively soon after displacement, are able to get jobs that
are comparable to their original jobs.
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Representative Sanchez. But in this particular case, the Fed-
eral Government is pretty much lowering the mandate, so people
probably won't find comparable jobs. If you are a carpenter who
used to make $36 an hour, I think it is going to be very difficult
for you to go back into the same arena and make those $36 an hour
now that the prevailing wage has been undone by the President,
wouldn't you say?

Mr. Rones. I wouldn't phrase it that way because of our dif-
ferent roles. But I understand that you are saying that there will
be a reduction in the pay rate for jobs in the construction industry.
We will wait to measure that in our surveys and to see what the
effect is.

One thing we do know is that employment pay rates are subject
to the laws of supply and demand. There will be an unprecedented
demand for construction labor in that area. Again, economic theory
would tell me that that would tend to drive up the prevailing
wages in that area.

Representative Sanchez. So you think it is going to go above
the prevailing wage rate?

Mr. Rones. No. I am saying that when you have an increase in
demand of that magnitude, economic theory would tell you that
wages tend to go up.

Representative Sanchez. I know my time is up-
Representative Saxton. Excuse me-
Representative Sanchez. I would like to just put on the record

that the President has, in fact, lowered the prevailing wage rate.
He is hoping that the cost per hour will come down.

Representative Saxton. Mrs. Sanchez, if you could please sum-
marize, if you haven't already.

Representative Sanchez. Mr. Chairman, let me repeat what I
just said. President Bush, I think, has lowered the prevailing wage
rate because it is his hope that people will make less per hour
when they go in these construction jobs. That is the whole rea-
soning behind lowering the prevailing rate. Thank you.

Representative Saxton. Mr. Rones, thank you for being with
us this morning. We appreciate it very much.

I was interested in the comment that you made. It occurred to
me about the same time when Ms. Sanchez was asking her ques-
tion, that with the population in the area dispersed the way it is,
and workers in that population dispersed, who would like to go
back home, and with the amount of reconstruction or construction
that there is to be done, certainly the demand for labor will in-
crease. It would be very difficult to discern what effect that would
have on the cost of labor in the area, given the fact that we know
that there is going to be a high demand and given the questions
involved in where the labor is and whether there will be an ade-
quate supply of labor. So it could very well be, as you suggest, that
the cost of labor could increase.

Mr. Reed.
Senator Reed. Mr. Chairman, I don't have a question. I believe

neither does Ms. Maloney, but I think Congresswoman Sanchez
has a question.

Representative Saxton. We are not going to have a second
round. We are going to let Mr. Rones go. Thank you for coming this
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morning. We appreciate very much your participation and we look
forward to seeing you in the months ahead.

Mr. Rones. Thank you very much.
[Whereupon, at 10:24 a.m., the committee was adjourned.]
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SEPTEMBER EMPLOYMENT
SITUATION

WASHINGTON, D.C. - I would like to welcome Deputy Commissioner Rones ofthe Bureau of Labor
Statistics (BLS) and his colleagues before the Committee this morning to discuss the September
employment data.

As we all know, both the household and establishment measures of employment in September have been
affected by Hurricane Katrina. The catastrophic impact of Katrina on the Gulf Coast has caused a tragic
loss of life and widespread destruction of property and businesses. Many of the affected businesses either
have been unable to reopen or have only partially recovered, and do not have the resources to continue to
meet payrolls at previous levels. Ass result, employment was essentially unchanged in September as
measured in both employment surveys.

According to the establishment survey, payroll employment shows an apparent decline of 35,000 in
September, but this is not statistically meamingful. Household survey employment was also statistically
unchanged. The unemployment rate edged up by 0.2 percent in September. It is likely that the effects of
the hurricanes will affect the employment data for the next several months. The hurricanes will also
temporarily reduce the rate of economic growth in the second half of 2005.

According to the Congressional Budget Office (CBO), the hurricanes will reduce the rate of economic
growth by about halfa percentage point in the second half of the year. Some forecasters expect that
reconstruction in the Gulf region will boost economic activity next year.

The National Association for Business Economics (NABE) survey projects that the economy will still grow
at a rate exceeding 3 percent in both 2005 and 2006. Unfortunately, the upward trend in employment
growth was disrupted in September, and may take a few months to fully recover. Nonetheless, the data
reported today demonstrate the resilience of the U.S. economy in absorbing yet another severe shock.

The Federal Govemment has responded to the hurricanes by providing $62 billion in disaster aid in
addition to the other Federal assistance triggered under a variety of programs. Others have sought as much
as $250 billion in disaster aid, an amount viewed as excessive by many, including the Washington Post
editorial page. The Congress will devote much of its time in coming months to finding the right policy mix
needed for the recovery of the Gulf Coast. Tax and regulatory relief for the employers and employees
devastated by the hurricanes should certainly be part of the Federal response,
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Statement of Rep. Carolyn Maloney
JEC Hewing on the Employment Situation
October 7, 2005

Thank you, Mr. Chairman. I know Senator Reed has a statement. but I would like t. welcome
Deputy Commissioner Rones and the other members of the BLS staff I know you I ave been
faced with an extraorlinary challenge producing this month's job report, and I comr tend you for
the effort you have put in.

This month's employment report is dominated by Karina and Rita and it is imposst se to know
what it wousd have looked like without the hurricanes. The net loss of 35,000 jobs,; wet] below
what many analysts were expectsig so I an wondering if we have yet seen the ful mpact ofthe
hurricanes in our jobs data.

I do know that prior to Katrina American workers were still waiting to see the bene its of the
economic recovery. lob growth was sluggish, there was hidden unemployment, ren wages were
stagnating, and wages and income inequality was on the rise I hope the Bush Adsmi ustration is
paying antention to those trends and wit] begin to address the growing economic ins -curity felt by
American workers.
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Philip L. Rones
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UNITED STATES CONGRESS

Friday, October 7, 2005

Mr. Chairman and Members of the Committee:

Thank you for the opportunity to discuss the September

employment and unemployment statistics that we released

this morning.

Nonfarm payroll employment was little changed

(-35,000) in September, and the unemployment rate increased

from 4.9 to 5.1 percent. September labor market

developments reflected both the impact of Hurricane Katrina

and ongoing job market trends. Over the 12-month period

prior to September, nonfarm employment increased by an

average of 194,000 per month, and the unemployment rate

trended down from 5.4 to 4.9 percent.
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Before looking at the data in greater detail, I'd like

to briefly review the extraordinary efforts the Bureau of

Labor Statistics, the Census Bureau, and our state partners

undertook to obtain information from our sample

establishments and households in the areas affected by

Hurricane Katrina.

The hurricane struck the Gulf Coast on August 29,

prior to the reference periods for our September surveys.

The severity and scope of the damage led us to carefully

evaluate our data collection and estimation procedures. As

a result, we modified some aspects of survey operations and

we announced those changes about 2 weeks ago. We did not

alter the concepts or definitions for either survey. In

the payroll survey, employed persons are those who receive

pay for any part of the pay period that includes the 12th

day of the month. Therefore, people who were on payrolls

in the aftermath of Hurricane Katrina were counted as

employed even if they were absent from work. In the

household survey, employed persons include those who are

temporarily absent from their jobs, whether they are paid

or not. To be classified as unemployed, persons must- be

actively seeking work and be available to take a job.

In the establishment survey, BLS and our state

partners worked especially hard to contact respondents in
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hurricane-affected areas in September. We also modified

our estimation procedures so that businesses that were

closed following the storm, as well as firms that were

still operating, would be better represented in the

estimates. In the household survey, Census Bureau

interviewers worked under difficult conditions to interview

sample households in the Gulf Coast. (Interviews were not

conducted in two parishes in the New Orleans area that were

under mandatory evacuation orders.) These extra steps

undoubtedly helped us get a better picture of the national

labor market situation for September.

Turning to the data from our payroll survey, one way

to roughly gauge the impact of the hurricane on job growth

in September is to compare the over-the-month employment

change with the monthly average for the prior year. The

change reported for September--a loss of 35,000 jobs--is

about 230,000 less than the average monthly gain over the

previous 12 months. Using this simple approach to gauge

the hurricane impact assumes that, in the absence of the

storm, employment growth would have followed its recent

trend. To test that assumption, we constructed a rough

estimate of the change in payroll employment from August to

September excluding all of the sample units in the disaster

areas. This exercise showed that total nonfarm employment
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would have increased by an amount in line with the prior

year's average. We will know more about the hurricane's

impact when local employment estimates become available

later this month.

As we look at the official September data for specific

industries, I would note that job losses in the storm-

related areas may have been offset or exacerbated by

developments in the rest of the country. In September,

retail trade employment overall was down by 88,000. There

was a particularly large employment decline in food and

beverage stores (-30,000); much of this decline reflects

industry restructuring and associated store closures

unrelated to the hurricane. In leisure and hospitality,

the job total fell by 80,000 in September, in part due to

the hurricane. There were large losses in food services

and drinking places (-54,000) and in amusement, gambling,

and recreation establishments (-19,000).

Employment in professional and business services

increased by 52,000 over the month, with a large gain in

temporary help services (32,000). The employment increase

in temporary help services for September was more than

twice as large as the average monthly gain for the prior 12

months. It is possible that some of the September growth
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was due to the hiring of workers to assist in post-

hurricane recovery efforts.

Health care added 37,000 jobs over the month,

continuing its long-term growth. Employment also continued

to trend up in financial activities.

In the goods-producing sector of the economy,

construction added 23,000 jobs in September, equal to the

average monthly gain for the prior year. Manufacturing

employment was down by 27,000 in September; much of the

decline reflected a strike in the aerospace industry that

took 18,000 workers off payrolls.

Turning to some of the major labor market indicators

from our household survey, the number of unemployed persons

rose by 270,000 over the month and the jobless rate

increased from 4.9 to 5.1 percent. Most of the increase in

unemployment occurred among job losers. The labor force

participation rate held at 66.2 percent in September.

In summary, payroll employment was little changed in

September, and the unemployment rate rose to 5.1 percent.

It is clear that Hurricane Katrina adversely affected labor

market conditions in September. However, we cannot

quantify precisely the overall effects of the disaster and

its aftermath on the September employment and unemployment
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figures. We hope to get additional insight as more data

become available.

My colleagues and I now would be glad to address your

questions.
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THE EMPLOYMENT SITUATION: SEPTEMBER2005

Nonfarm payroll employment was little changed (-35,000) in September, and the unemployment rate
rose to 5.1 percent, the Bureau of Labor Statistics of the U.S. Department of Labor reported today. The
measures ofemployment and unemployment reported in this news release reflect both the unpact of Hurri-
cane Katrina, which struck the GulfCoast in late August, and ongoing labor market trends. Over the 12
months ending in August, payroll employment grew by an average of 194,000 a month and the unem-
ployment rate trended downward.

Bureau of Labor Statistics

Tecbhricalinlmnrtion:
Household data:

Hurricanes Katrlna and Rita

Data for September are the first foem the household survey (Current Population Survey or
CPS) and the establishment survey (Current Employment Statistics survey orCES)to reflect
the impactofHurcane Katrina.

In September, the CPS was conducted largely according to standard procedures. Efforts
were made to contact households in storm-afected areas with the exception of Orleans and
Jefferson parishes in Louisiana, which were under mandatory evacuation orders when inter-
viewer instructions were issued.

For the September CES estimates, several modifications to the usual estimation procedures
were adopted to beer reflect employment in Katrina-affected areas. The changes included:
a) msodification of procedures to impute employment counts for survey notrespondents in the
most heavily impacted ares, b) adjustments to sample weights for sample units in the more
broadly defined disaster area to compensate for lower-than-average survey response rates, and
c) modification of the adjustment procedure forthe business net birth/death estimatorto reflect
likely changes in business birth/death patterns in the disaster areas.

Huricane Rita made landfall dwuing the Septemberdata collection perod. Asaresuh,
response rates for both surveys were lower than normal in some areas. However, because
the reference periods for both surveys occurred befire Hurricane Rita struck, the impact of
this storm on measures of employment and unemployment was negligible.

Formore information on household and establishment survey procedures and estimates
for September 2005, see http://wwwbis.gov/atina/cpscesquestions.htmL Or, call
(202) 691-6378 for information about the household survey, and (202) 691-6555 for
information aboutthe establishment survey.

-

.

-
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Table A. Major indicators of abor market aetivity, easondly adjusted
(Numbers in thousands)

_ ;__ , | ~~~~~~~~~~~~~~~~~~~Aug.-
Category 20035 .2005 Sept.

11 I III I July I Aug. I change

HOUSEHOLD DATA Ib forc stnt

Civilian labor force................................
Employment....................................

Unemployment.................................
Not in labor force.................................

All workers...................................
Adult men.......................................
Adult women...................................
Teenagers.......................................
White ...........................................
Black or African Amcrican ..................
Hispanic or Latino ethnicity..................

ESTABLISHMENT DATA

Nonfarm employment............................
Goods-producing .............................

Construction................................
Manufacturing.............................

Service-providing . ...........................
Retail trnde . .............................
Professional and business services
Education and health services...........
Leisure and hospitality...................
Government................................

Total private........................................
Manufacturing.................................

Overtime............................I..

lotal private .........................................

Average hourly earnings, total private.........
Average weekly earnings, total private.........

1490031 149.8,35 149,573 149,S41 150,093
141,40 142,319 142,076 142,449 142,432

7,599 7,516 7,497 7,391 7,661
76.671 76.587 76,5S0 76.581 76.600

252
-17
270

to

Unemployment rates

5.1 5.0 5.0 4.9 5.1 0.2
4.4 4.4 4.3 4.3 4.5 .2

. 4.6 4.6 4.7 4.4 4.6 .2
. 17.4 16.1 16.1 16.5 15.S -.7

4.4 4.3 4.3 4.2 4.5 .3
10.3 9.5 9.5 9.6 9.4 -.2
6.1 5.9 5.5' 5.8 6.5 .7

Employment

133,429 p133,994 133,865 p134,076 p134,041 p-35

22,134 p22,148 22,134 p22.154 p22,155 pl
7,217 p7,261 7.235 p7.262 p7,285 p23

14,292 pl4,255 14,270 p14.261 p14,234 p-27

111,295 pi 1 1,846 111,731 pl 1 1,922 p I l 1,886 p-36
15,1S0 p15,230 15,249 pl5,265 p15,177 p-88

16,867 p17.007 16,964 p17,002 p17,054 p52
17,289 p17,427 17,377 p17,427 pl7.476 p49
12,741 p12,799 12,801 p12,838 p12,75S p-80
.2 1.,753 ,,~p21,U' 21,817 p21,843 p21,874 p3 1

Hours of work 3

.. 33.71 p33'3 71 p33.7 p33.71 p0.0
40.4 p40.5 40.51 p40.51 p40.51 p.0
4.4 P.' 4.51 p4.5 p441 pA.l

Indexes of aggregate weekly hours (2002=100)'

102.4 p102.91 102.81 2103.01 I102.81 p-0.2

Earnings3

S16.031 pS16.161 S16.141 pS16.151 pS16.181 pS0.03
540.861 p544.481 543.921 p544.261 p545.271 pl.01

' Includes other industries, not shown separately.
2 Quarterly averages and the over-te-month change are calculated using unrounded data.
' Data relate to private production or nonsupervisory wokeas

p-preliminary.
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Unemolovment(louseholdSurvevData)

Both the number of unemployed persons, 7.7 million, and the unemployment rate, 5.1 percent, rose in
September. They had been trending down in recent months and remain lower than a year earlier. (See
tableA-I.)

The unemployment rates for most major worker groups-adult men (4.5 percent), adult women (4.6 per-
cent), whites (4.5 percent), and Hispanics or Latinos (6.5 percent) rose in September. The jobless rates for
teenagers (15.8 percent) and blacks (9.4 percent) showed little change. The unemployment rate for Asians
was 4.1 percent, not seasonally adjusted. (See tables A-I, A-2, and A-3.)

In September, the number of persons unemployed due to job loss rose by 234,000 to 3.7 million. The
number of newly unemployed-those who were unemployed less than 5 weeks-grew by 193,000 to 2.7
million. Bothofthese numbers had been trending down inrecentmonths. (See tables A-S and A-9.)

Total EmolovmentandtheLaborForce(HouseholdSurvevData]

Total employment(142.4 million) and theeemployment-population ratio (62.8 percent)were little changed
in September. The labor force participation rate (66.2 percent) was unchanged over the month. (See table
A-1.)

PersonsNot in the Labor Force (Household Survey Data)

In September, 1.4 million persons were marginall attached tothe labor force, about the same as ayear
earlier. These individuals wanted and were available to work and had looked for ajob sometime in the prior
12 months. They were not counted as unemployed, however, because they did not actively search for work
in the 4 weeks preceding the survey. The number of discouraged workers, at 362,000 in September, was
little changed from a year earlier. Discouraged workers, a subset of the marginally attached, were not cur-
rently looking for work specifically because they believed nojobs were available for them. The other 1. I
million persons marginally attached to the labor force had not searched for work for reasons such as school
attendance or familyresponsibilities. (See table A-13.)

lnustvsPavrollEmplovmente(EstablishmentSurvevData)

Total nonfarmpayroll employment was itde changed in September (-35,000), seasonally adjusted.
This followed job gains of 277,000 in July and 21 1,000 in August (as revised). Hurricane Katrina caused
job losses in September among many industries in the affected areas. At the national level, these storm-
related losses may have been offset or exacerbated in some industries by developments in the rest of the
country. (State and metropolitan area payrol data, includinginfonnation by idustry, will be released by
BLS on October 21.) (See table B-I.)

Retail trade lost 88,000 jobs in September, with declines spread across several component industries.
Overthe prior 12 months, employment in retail trade had increased by 18,000 per month on average.
In September, there were job losses in clothing and accessories stores (-28,000), sporting goods stores
(-17,000), and building material and garden supply stores (-9,000). Over the month, food and beverage
stores lost 30,000 jobs, much of which was due to store closings unrelated to the hurricane.

Employment inthe leisure and hospitality industry fell by 80,000 in September, partly dueto the
hurricane. Employment in food services, which includes restaurants and drinking places, decreased by
54,000 over the month, after averaging monthly gains of 23,000 jobs during the 12 months ending in
August Amusements, gambling, and recreation lost 19,000 jobs in September.
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In September, manufacturing employment was down by 27,000 and has declined by 118,000 over the
year. The September job decline was concentrated in transportation equipment, reflecting a strike of 18,000
workers in the aerospace industry. Employment declines in electrical equipment and appliances (4,000) and
paper and paper products (-3,000) were offset byagain in machinery manufacturing (7,000).

Employment in transit and ground passenger transportation declined by 8,000 in September. Air
transportation lost 6,000 jobs over the month; about half of the job loss was due to strike activity in the
industry. Truck transportation employment was flat in September and has shown little change since June.

Professional and business services employment rose by 52,000 in September. More than halfofthe
employment increase was in temporasy help services (32,000), where hurricane recovery efforts may have
boosted hiring. Employment in architectural and engineering services rose by 8,000 over the month. These
increases were partly offset by a decline in legal services (-7,000).

Health care employment continued to grow in September, rising by 37,000. Ambulatory health care
services, which includedoctors' offices and outpatient clinics, added 16,000 jobs. Hospitals and nursing
and residential care facilities also contributed to the employment gain.

Construction employment rose by 23,000 in September, about in line with the industry's average monthly
gain over the past year. Job gains in September were concentrated largely among residential specialty trade
contractors. Mining employment continued to trend upward, adding 5,000 jobs overthe month. Support
activities for mining operations accounted for much ofthe increase.

WeeklvHours(EstablishmnentSurvevData)

The average workweek for production or nonsupervisory workers on private nonfarm payrolls was
unchanged at 33.7 hours in September, seasonally adjusted. The manufacturing workweek remained at
40.5 hours, and factory overtime was down by 0.1 hour to 4.4 hours. (See table B-2.)

The index of aggregate weekly hours of production or nonsupervisory workers on private nonfarm
payrolls declined by O.2 percent in Septemberto 102.8 (2002=100). The manufacturing index was down
by 0.1 percent over the month to 93.6. (See table B-5.)

Hourlvand WeeklvEamiings(EstablislmnentSwuev Data)

Average hourly earnings of production or nonsupervisory workers on private nonfarm payrolls rose by
3 cents in September to $16.18, seasonally adjusted. Average weekly earnings increased by 0.2 percent
over the month to S545.27. Over the year, average hourly earnings increased by 2.6 percent, and average
weekly earnings grew by 2.3 percent. (See table B-3.)

The Employment Situation for October 2005 is scheduled to be released on Friday, November 4,
at 8:30 A.M. (EST).
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Benchmark Revisions of the Payroll Survey

In accordance with usual practice, the Bureau of Labor Statistics has completed preliminary
tabulations of the universe counts for the first quarter of this year. The tabulations indicate that
the estimate oftotal nonfarm payroll employment will require a downward revision of 191,000,
or one-tenth of one percent, for the March 2005 reference month. The historical average for
benchmark revisions over the last 10 years has been plus or minus two-tenths of one percent
BLS will publish data revised to the March 2005 benchmark on February 3, 2006, with the
release of data for January 2006.
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Explanatory Note

Thbs news release prerse statistics frn twG mnjtor surveys. the
Curremt Population Survey (horoehold survey) snd the Curren
Enpiloymema Statistics sirvey (etblishmemt survey). The ho-se
hold survey provides the information on the labor ftrce, employ-
ment, and onemploymnen that appeart in the A tables, marked
HOUSEHOLD DATA lt is a sranp lsurvey of aoot 6,000 hore-
holds conductoed by the U.S. Censuso uress for the Bureau of Labor
Statistics (BLS)

The establishment survey provides the infrmnation on the
etnploymest, honbs. nd emnings of workers on nnfarts paynilts dta
appears in the 8 tables, otraked ESTABUSHMENT DATA. This
information is tollected from payroll records by BLS in cooperstiou
with stae agencies The sapkle includes shoot 160,000 businescs
and government agenrcrs covering approxsiately 400,000 ndividttl
worksiles. The active sample includes about one-hrd of al ronfrsn
payroll workers. The sample is drawn from a sampling orrne of
uneitployrmnt insutrrnce ta, accounts.

For both surveys, the data for a given mronth relate to a particudar
week or pay period. In the household survey. the reference week is
generallythera.endweekthaontainsthe 12thdayofthemonth. In
the establishmtert survey, the reference period is the pay period is-
chrding the 12th, which may or easy not correspond directly to the
calendar week.

Coverage, definffleoas, and differences
between surveys

Household survey. The sarnple is selected to reflect the entire
civitin ooninstitiorta population. Based on respons o asries of
questions on work and job search activitime each peaou 16 years and
over in a sample househotd is classi fled as employed, unemployed, or
not in the labor foee.

People ore classified as ompljrd if they did ny work at all an
paid employees during the reference week; worked in their own easi-
ness, profession, or on their own fartn or worked without pay at least
15 hours in a fntily business a firn. People are ao eourted as
employed if they were tenpoersrly absemn from theurjobs becase of
illness, bad weather. vc tioe, labor-nmanagement dispsesorpersonal
reasons

People are classifited as aeeployvd if theymee all of the fallowing
criteria: Theyhadno erploymenduringthe refolrenceweek; theywere
available for work at that time; and they made specific efforts to find
employment sometime during the 4-week period ending with the
referenceweek. Personsleidofffirom ajobandexpectingrecall need
not be looking for work to be counted as unemployed. The unemploy-
meet data derved floes the household sureey in no woy depend upan
the eligibility for or receipt of unemployment insurance benefits

The cilias laborfarc is the samof employed and unempblyed
persons. Those not classified an employed or uenMployed are noa
is the laborfioren. The auerploysuerwte is the nutmber unemployed
as a percent of the labor force The labor-force p-snicipsioa -1e is
the tabor force as a percent of the populotion. and the -rplas -
pops/alion ratio is the enployed ass percent of the popultion.

Estabttshinea survey. The snaple nambishsents en drawn
fror private nonfhrens butmesses sach as fca, offices, ad stores
as well as fedard, state, and local government ernries. E npoyees on
onfstorpyrala are those who received pay for any part ofthe refer-

ace pay period, mnchading persons on paid leav Persons rar cosued
in each job they bold. Horn awl earsangs data are the prvate busi-
neses and relate only to produosion workers in the goods-prodocing
sector and nonsupervisory workers in the service-prviduig sector.
Industnren are classified on the basis of their Principal atcivity in
accordance with the 2002 version of the North American Indostry
Classification System

Differeacets to employmentsimatest The umetous concept-
mul and methodological differenoen between the household and
establishment surveys estlt in irportant distinctions in the employ-
mons estimates derived from dae survys. Among these uam

* Tbe hosehold surey inceludes agrieiltusrl workers. db self-
ployed. aepaid farmily worker, and private hoauehold workera annsg
theemployed. Theegroapasreesclodidfromithe estabtishesntanrcy.

* The bousehold sravey ihiede people on unpaid lease asorg the
enmployed. The e ustablishent suroey does on.

* Thebousebold reyi blimritedto workers 16y=st fagesmsolder.
The establislentm survey is ant limited by age.

* Tbe household srovey has no duplicatian of irdinidls. becotas
individuxl re emo.nd only once, esen if tey held rnowe thn onejb.
In the establishmnt urvey, emtptoyes working at mare than oe job
arnd thus ppearing on sore than one payndl would he caned spa-
rately for each pperance

Seasonal acdustment
Ovrt hecourtenofs year, the sit ofthe ntion's Ibor force ad the

levels ofereptoyrent and anemployment undergo sharp fluctrations
duto an chss evestsaschanginweatverredtucedorexparded
production. harvesta, major holidys. and dhe opening and closing of
schools Theeffectoflsuchosasonal varsiation en be verylam sen-
sonal flhtaautis mayaccouct fohras much as 95 percent ofthe mwtts-
to-sritbh anges in unemployment

Because these seasonal events follow asmareor leas regular pattern
each year, their influence on statisico trends can be eliminated by
adjusting the stalistics frome mouth to month. These Adjustment, make
nonseasoual developments, such as decliner in economic activity or
incases in the participation of worters in the labor force, easier to
spoe. Foa exraple. the large snumer of youth entering the lbor force
each June is likely to obscure any other changes that hae taken place
nelative to May, making is dil ficlt to determine if the level of eco-
nomic acivity has risn or declined. Ho ever. becaure the effect of
students finishing sachol in previous years is known, the smatiics
foa the curtent year em be adjusted to allow for a comparable chang
Insofar as the fteason adjustmen is mnde correctly, the stajsted fi-
gum provides a mote useful tool with which to oalyze cdnges in
economic atcivity.

Mono seasonally adjusted series re independently adjusted in both
the household and establishment surveys. Howeve, the ad-
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jtsted series for many major estinutes, such as total payroll employ-
ment, employment in mont supersectors, total employment, and
unsnnployment am camputed by aggregating independently adjusted
conmpsent seric. For example, toeld unemployrent is derived by
suammngm the adjusted series foe four major age-sex components
this differs from the unemployment estimate that would be obtained
by directly adjusting the total or by combining the duration, reasors,
ormoredetailedageategones.

For both the houseold and establishmeat surveys, a concurient
seasonal adjustment methodology is used in which new seasonal
factors arm calcuhted each month, using all relevant dats, up to and
including the data forthe current month. In the household survey. new
seasonal factors are used to adjust only the cuarent month'B data. In
the establishmentsurvey, however, new seasonal factors ore used ech
month to adjust the three most recent monthly estimram bn both
surveys, revisions to historical data are made once a year.

Reliability of the estImates
Statistics based on the household and establishment surveys are

subject to both sampling and nonsampling error. When a sample ather
than the entire population is surveyed, there is a chance that the sampte
estimates maydiffnr from the 'true" populaso valums theyreprtsent
The exact difference, or sanphng erro, varies depending on the
porticubar sample selected, and this variability in measured by the
standard error of the estimate. There is about a 90-pencent chance, or
level ofonficdence, that an estimate based on asample will differbyno
morethan t 6ssundartd erms from the~teaopopulanon vaoue because
of sampling error. BLS analyses are genmesaly conducted at the 90-
percent level of confidence.

For example the confidence intetvnl for the monthly change in totat
employment from the household survey is on the order of plus or
minus 430,000. Suppose the estimate of total employment increases
by 100,000 from one month to the nexL The 90-percent confidence
interval on the monthlychasge would range from -330,000 to 530,000
(100,000 +/- 430,000). These figures do not mean that the sample
results ae off by these magnitades, but rather that there is about a

90-percent chance that the 'ste" over-the-month chang hes within
this interval. Since this range includes valhes of less thus zero, we
could not say with confidence that employment had, in fact, increased.
If, however, the reported employnsnt rise was half a million, then
all of the vaees within the 90-percent confidence interval would be
greater than zero. to this ease, it is likely (at least a 90-percent chance)
that an erploymnent rise had, in fact, occurred. At an unentployrmrt
rae of aound 5.5 percent, the 90-pereent confidence interval for the
monthly change in unemployment is about +/- 200,000, and for the
monthlychange in theonrmploymentrateit biabout+/. .l9percentage
point.

In general, cnimts involving many individuals or establishments
have lower standard erros (reltive to the Mcm of the astimate) than
estinuts which are based on a small number of observations. The
precision of estimates is also improved when the data ae cumulated
over time such as for quarterly and annual aveges. The seasonal
adjusrtemi process o also improve the stability of the monthly
estimates.

The household and establishment surveys ate also affected by
no.sping enro Nonsomopling e can occur for many reasons,
including the failure to sample a segment ofthe population, inability to
obtain infonnation for all respondents in the amneple, inability or
unwillingness of respondents to provide coect inforoation on a
tonely basis, mistakes made by respondents, and ermoms made in the
collection or processing of the data.

For example. in the establishment survey, estonates for the most
recent 2 months are based on incomplete returns; for this reason, these
estinates are labeled preirinary in the tables. It is only aster two
successive revisions to a monthly esisnate, when nearly all sample
reports hawe been received, tht the estimate is considered fimal.

Another tajor sourre of nonsespling error m the establishment
survey is the inability to capture, on a fonely basis, etmployrnent
genemted bynew firm. To correct fo this systenutic undeaestimtation
ofenmloyment growth, am stimation procedurewith twocomponents
isusedtorccunt forbustoesabirths. Thefltstcontponentusesbusiness
deaths to impute employment for business births. Thisis incorporated
into the rmple-based link relative estintate procedure by sinply not
reflecting sample Unit going oat of business, but impitingto thern the
same trend as the other firms in the snaple. The second component is
an ARlMA timn series odel designed to estirmae the residual net bnth/
death employment not accounted for by the intoutation. The historical
tirne series used to create and rest the ARIMA model ws derived from
the unemrployment insurance universe eicro-level database, rnd reflects
the actual residual net of births and deaths over the past five years.

The sonmule-based estimates floes the establishsreat survey on
adjusted once a yenr (on a lagged basis) to universe counts of payroll
employnmes obtained from adeninistrative records of the unemploy-
MCnt Insurance Progrom. The difference between the March rample-
based eMptoyent estimates and the Marsh universe eounts is known
as a benchnmark revision, and serves as a rough proxy for total survey
error. The new benchmars also incorporate changes in the cla;ssfi-
cation of industries. Over the past decade, the beachmark reviion for
total nonfarm employment has averaged 0.2 percent, ranging from
less than 0.05 percent to 0.5 percent

Additional statlstcrs and other Infomtmatio
More coiprehensive atistics are contained in Easploynent and

Enniigo, published each month by BLS. It is available for S27.00 per
issue or $53.00 per year from the U.S. fiovernment Priuting Office,
Wdmingtn, DC 20402. All ordrntmust be prepaid bysendingacheck
or money order payable to the Superinrendent of Documens, or by
charging to Mastercard or Visa

Emlmnwnt audEar ingrsols provides measures of sampling error
for the household and establishment survey data published in this
release. For unemployment and other labor force categories, these
measures appear in tables I-B through l-D ofits "Explanatory Notes.,
Forthe establishment surveydata, the sampling error r and the
actual size of revisions due to benehmark adjasrmnt appear in tables
2-B through 2-F of Empnoyrnet and Eurnigs.

Information in this nrlease will be made available to sorony in-
paird individuals upon request Voice phone: 202-691.52l0: TDD
messagereferalphone t-00-877-.339.
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1.W .86- 6 1251A 1,2350 I5ZM 1.235 126713 1154.7 5152.6 5.257 117A 1154. Il
F h54558 8865545g 65 65551 8611 564.4 565. 2 5614 586 586.1 5684 5864 571.5 212

Eb1.408 685 Ppk ... 5042 516.5 5251D 5251 55A 35214 524 5251 5W33 53545 212
655k .1 5 Wo 5.ob-.owpV 6s.. 1,23 1114A 5155.7 1=.2 1.5 125746 1272 1270 1276. 1.357 43
74-4 IMb. W - -565562.6502 2.865 Z.555 2AO5.5 2U.351 2.358 2.5402 2A4425 2.642 2,8124 -350
51.85566.5.6686856. .. 584 8651 6865 886.1 042.5 866.0 866.7 8661 866.7 8642 .5.5
Go866 V0- 865.7 NU2 5544 867 676.0 6784 8740 6861U 8617 MI5 A
08l*5g6~86 -W.5 1..3.51557 54224 5WAS 1255 1171 5154.5 5.4c5 5.426.3 5.4251 5.386 -27-4

64686 .. -- - ~~~~~~. 643.d7 6104 55.1 624.5 638.7 627, 8353 8371 638 625.5 -184
G-M -f .6... 2,78.5, 2.8184 235.7 2A.867 2422.8 2.886 Z664 24575 2.865 2.816 -713

D. 8686 s....... 578.5 5855.6 ,5*86.2 1,2828 IJW1 I5nA lAA.? 537.5 5*351 5=7 4.4
65... 55.R11…053 MAE 20350 MA5 517.0 5511 5541 0.2 5543 668 1.7

No.5545.5.501.5. …~~~~~.. 422. 455. 415.8 42461 4224 416.5 456.4 4184 422.1 422.9 168

T-w.W. W 6865 - 431118 4.WO4 4.342 4.= 4274.1 41654 415809 4X.26 4.36710 41588 .8.
MS 886.461p 86 - - 515.4 MA6 55784 486.5 5134 086.1 585.6 1505. 2031 4864 402
R646 66155.5.. WOA 2244 =A 2241 225.5 224 22i- 224 223.1 22& .1
8641... SU45~1 ~ 0. 06.5 86.2 6440 57.2 81.5 62.2 551 351 3 .7
T.* _5.13864 1A121 5.417,7 5.41,41 5.354 11350 5186.3 1.3855 1.384 5.383, A
T-M -6d45 OWO955895968 68 . 387.7 3315 3234 367,7 0861 2864 3554 3859 3868 38660 4.3
vPg. s655, s- 3980 30. 40.0 38. 3. 3513 323 392 39.7 3954 2
S82,.54 8. ~ ... 5 3256 3982 2.3 3448 22.81 263 26.4 268 259 MO8 10

S~pW WJW5.W O-.p43S1 586.2 055.5 5859. 537.7 5571 W554 548.5 553.7 557.4 37?

WV...585..kV 54g 56513 55513 8641o 187 554 5774 505.3 88446 5671 5864 2.5

0531 .6......... ..... .......... 575.1 5704 0864 575.4 575.1 57.4 ;75.1 575.5 5787 5754 -.

b4.s5565 3 .114 2.186 3.154 3.543 5.52 3.148 5.186 3.48 5.155 3.153 2
KbbtdMl 486255. - to598.* 8664 912.7 81240 853.0 9861 97 6707 813.5 ~ 9 855.6 4
M066536. 65- 48 8686 5 .~ 908685 379.4 454A 40861 288.5 38617 3041 393.5 3522 38651 435. 4.2
W-6 1586-55ft 3 2L8. =234 334 330. 2261 3354 331.6 moz 37310 326A .5.

855655.4 p464*g 88 56,.d~~g ~ 22.5 35.4 22. 26.8 3255 35.2 35. 35.1 357 382 45
T46.556555584086...... . 52~1.25.4 51372 5.5331 5138021 05 4 1.55821.554 5343.3, 5103550 55025 .5.2

MSP. -..h4so58. 5 24 55645 38651 38113 =5 35548 367.6 354 302.4 5811 391A 35350 51
086- 4255-486 -Al~..... 556. 51.3 5540 48.6 555 13.2 S3.6 58.8 5061 53.5 .3

F555 .- 55.." . . 5.086 .8 5.300 a- 6,200 OM55 8.586 8.206 8.227 5.244 5.255 I1
FSS.8 d k6.68 - .. 5844 6.8684 &555. oo865 5.555. 8.559 8.W4 G.571 8.064,2 8.554 1812

U4~.507-y.4888-. 6855 .. 21.5 254 MA4 20A 214 2054 204 24 2053 23. 0
C.,d58865_4685650156905588d.-2.32 2,557.5 2,04.1 2,58. 2484110 .086 2,855.4 24225 2.95 24344 7.6
O~p4494755.88.551'0.....-. 57855 5*16.4 545174 1A.86 5.78651 1.7874 5*42. 5.881 IAO93 5.8121 249

cs._.25m 1 5204.5 5.2251 51552.7 5155.4 1,286-4 5.384 1.1154 515541 51144 5.1564 280
58688.M 86..s6l8.My W-O,-ft. 7712 755.5 794A 735 772.3 78748 784 765 71. 7105 755I 2.5
76,6,5 5565W 5.66 41.4... 22 2.5 16 2.25 2,256.2 215312.235 2158.8 2.255.7 251.58 2,2383 A

F64618,56d g . 255*2253 O -217425811354254. .54 5.541 2.581 4.
0654555...... ~ ...... 5427 1416 5403 I.09 545 544Z.64 .7 .78 85 4
8.1861 864 606586.5*5. .... ~ - 602.7 674 524 63 6.647 6184 8661 585.1 5573 5133 41
5.65486*55 7865955 5.8686 ~~24.0 59 26 6 248 25.0 4 25.8 28.5 284 .A
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5TAOULSH MT DATA ESTABUSHIT DATA

T bbB-1. a-ilb - N.o m, by oWYr ..d i4 d hW 4 d C"d

I N.1 . y - -*I X I _- A

ko-" j~~jzjz-jr1 1 1 1 TF...z .M 2Mg

_____ ____ ____ ____ ____ _ 1 .1 4. L 1N W

P48 .51i58b44518 ,= .. ... 18,835 67.078 7.197 17.182 1&S14 18,851 1.0 18.58 17.002 17.32 4 52

_7 9 m5d844 72 * 28,7 6,537 832 85s 83.8 8.8253 G5 4 02830.1 9510 6.5742 8,95 7=Z 148

L.Ow .0098 ,,,.. 1.10.8 1.180.1 1.1883 1.151o 1.1881 1.1822 1.183.0 1.163,0 1.12SD2 .1155 49

A- 4 .* .-. 7488 790.5 MA78 780.8 811 86014 808.5 801.7 8055 807.8 2e 5

MM..8" .. 09-*V - . ,- 1,215 1.338,9 1.343,A 1.38 1.705 7.039 1.310,0 1.317.5 1.3233 2.3 7 8

C 5 1 8 7~~ 8 -3 7 g .0 3 s1 780170497 2 e 1 ,0 9 1 S 1 , s 7, 7 7 a 7 I 4 e

.,15746 1.181.8 .,04 1.1, 1.161,1 1.1782 1.182. 1.184,8 1.1874 1.1912 3.8

a S -- - ~ ~~ -~-~ to44"789.0 8190 83M.3 819.4 78I.9 801,9 858.3 811, 815,0 817.0 21

. ___.. 0..9= m1a40,17,e,18807049 - 1.71a,1 1.7833 1,74A4 737.7J I50 1.73,1 1,730.? 1.73n5 1.7349 1.73 2 .2,7

A&0*03805 tl, 1 8,31.3 8,8. 8,06248 7880.2 8,197.9 82318.5 8,254.1 8,1.7 8314 407.

MA V.D0.03.5894 .3 7.854,1 8,934 8.187,7 8,=0 7.87,3 7A&88 75.887 7.927, 7151.3 7.808.7 431

8,l9l17 -,ft. U,31,0 317152 3.840.5 3.032 3,0132 3X07.0 3,08.O 3.707 3,731,0 3,768.1 34.

T84'715Y81h 088 -A.. . 2234.32 301- 2508.0 2.708.9 2,438.7 2217.7 2A.035,0254B,0 2287.1 3.5188 31.7

-0*--WPM - .. 74.7 743.9 745,9 74e0s 752, 733 751, 751.7 75.4 7532 A8

F' 941-A -88 1 8d.1 I.7731 19847.3 1A36.2 1,81111 U7A 1.7 1O.720 1.7"9 1.7381I 1.7402 21

_909 1ll018lW5dW5 32035,0 333.0 331,1 334,0 32350 3211 323,8 325.7 3284 321.7 2.7

R __ __ _ h -It. I…917 17.984 17.081 17I.37 17.019 17.39 17.33 17.377 17.427 17.479 49

E~s~00Ll.4 .. n09. - 2782.0 2.50 3 ,487.7 2.73.5 2.713,2 2,32 213.5 2.8378 2.10.? 20.032 9.
,.W. 8898 88- .... .,..144.214,0 4353.,4 14.003, 14.4588 14244.1 14,4872 14,505 14.5395 14.5794 14.818.1 3957

12842 12357 12.2871 1238,903 12., I731 1Z3M3 12337A 12.38050 12,40985 38,5

A40tn b.iM - -A- 4M108, 3.110.0 5.M 512. a ,174 4.95,0 5. 7 5.0845,0O3,74,0 8 S.115 5S.W18 181

aa2.0081 27135.4 7 . 7621 2.384.5 3.114.4 2.1195 2.124.2 2,52 2,137,7 52

OA l d.___ - ------. 4488 44 483.0 4181 44&7 45, 458.7 481.2 4627 . 9 01 41

H_ 2.M MA5848,,~...~ 77 8882 0.1 812.0 779, 798 834.1 $0873 8101 81A8 446

00.4438 -- - ,,,,,,,., ~~~~4.331 4.401,2 4.4008, 4,4080A 4.3180 4=.30G 4.374.5 4,3841 4.,83 4A.40, 104

19849824803 4hmb ..'.......... 2,,d11 2,9S42 2,3W87 20 2.83, M.8B 2.8412 29.803,SZ3 2.dWU 9_,

N-ft - Wr -1,077- 1.5772 1,581 1,5831 1.579, 1,272,7 1 A3 1.8S. 1,577.0 1q58034 04

mS.W 22.1701 2.107,9 2.1809 Z21.7 Z1401 2.101 2=2 22, 2.2A 2,2111 31

Ch*44181.Y -…----- 7883 7108 7482 78816 797,0 78, 793.2 72.7 791. 791,3 .0

1032-.84 h88853 --- Z…2706 13,435 13,411 72Z803 12.522 12,738 I7G57 12.801 1I.838 12.758 .a8

Aft. W04w,4 ,I03 - 1,80 Z11381 MO1SS 1.907,3 1.874 1,03.8 1.8301 1,834,8 1.844.1 1,351 .19,1

P4.95141 .7 51 110 170.U .... .. 3784 3881 3084 37716 383, 341,7 384.1 383.8 75440 3118 1.12

84511.7.. 6d49 ~. .4 " Pf.- 118 138 121.1 120,1 1181 117,3 1W7, 117.9 1178 118,0 14

A~7,l.84s I48pll8h78037S480 .115 1.011.4 12824 1,40988 1.358.3 1.20 7,349, 1,534 -16333 1,3440 .19.3

A34087.7ds91.1.8l.W 08 ..... .... 0,03,0 11,27471 11.3DI. 11,84512 10,08 15,811.1 10534.2 1%%585 10,9921 13.32 40.1

A .0758l.. , - 1.833 LO97W 7871 1.07-7 1.0812 1J.83 1.874,0 1135. I51359 i.039 44

F-d 88 .8Chld9890. .,., 895,M7 8,34.1 8,333.9187.875 8,083, 9=,0 81041 8,1387 9.1571 9.18034 -03.7

0851 35108 5-,-- 1419 5.545 5.18 5,44 5,474 5408 5.479 0.477 5.473 5,449 .7

R.0* 3n.9858; .,, ,.,.,. 02M 1,35.8 1,344,0 1,334 1,391 1,2414 1,344,1 12443 1=.23 1.03. 41

ft.~ M."-,i - 1.270 1,374 1,3881 1175.5 1.271.5 1.284.4 1,332 1281 1,391.17203 14A

8440031.0 1 1.03 ..
4

.8.- 2.821A 3,0181 2,803.9 2,3331.037, 2.842, 2.051.7 392,2 2252.9 2,8492 .0.8

Qo.s1-17.,0 …........ 21.492 25.833 20.081 21.707 1 1 21.87 71.74 I 21.70 8117 21,843 27.874 31

F.4.d8 … .. .- 2.73 2.73 Z.,3 2.7 21740 2,72 2.719 2,71 2,1 .719 .1

74881.88-00047308(80 ,,,,,1.8A 7,807,3 1.8520 1,940. 1188.9 1,94,08 1.83786 193715 1.9Z37139 1.82371 -.2

us PWW 'MA . ,.,,, 70 77889 7757 778,7 783.4 74112 781.2 781,1 781.2 780,7 .5

00829-381.9 ~~- -- ~ , 4188 4.753 4.750 5,942 5.030 5= 5,M 5,034 5.038 5.050 14

S1.l.8a7511519 . Z=', 223, 1,9790 1.089 2,28086 2.387 2.377, 2.275 2.3835 Z27.273 2.258 7.0

0%"9-.aill~4 .k*9 -- -9.9, ----- 2.737,1 2,7773 2.771, 2,751.3 2.739,4 2,74505 2.74786 2.710.9 2,749.1 2,7514 2.3

0088190 --1------ -- 13.7 10.744 13.194 1083" 13,847 18,03 14,355 14,34 14,088 14.135 78

(40490151125519 80.~~~1. ~ . 7153.2 8,731 8,810. 7.7001 7,731 72335 7274. 7.979 7.08921 7".82 714

I.448g515125588,00459800881.7.~~ ,135.0 8,407 8,340,7 8,14 8,103.4 8,180.9 8,7849 0,188.1 5,1800 8,357 085

;bk ~ --~i. k.- 
.

848l~ 54 4312 8d. p490510.y.
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MSABUtSH4N88 DATA M9ABU3HUMF4 DATA

T.W& A-..gW.&8ph-.1 I88l - o154.1.o~.s -8.tb p"win by- I 45y .d
*-W W&-"1 d."

I 4 I -

-ub [=If+1z~I A -Im l=0

TM p ~ 6.. 339 33.8 3389 33.8 332 33.7 33.7 33.7 33.7 33.7 0.0

Co0s.,40,,dng V 39.7 39-7 40.3 40.8 40.1 3992 39.9 39.9 399 39.9 .0

l4oI.oo..od0 1*g -.-.-- 4-.3 43.5 48.4 4098 44.5 45.9 45A8 43.9 45,0 45.9 -.1

C1.188140010 ~~~~~~~~~~~~~~3 706 3886 39.3 39A 38.3 US 385 39.2 3593 391 -.1

M..b.D-V ~~~4056 39.9 40.B 41.0 4086 40.4 40.4 40.5 40.5 40,5 .0
041.t- h00. ........ --------- --- 4.7 4.3 4.7 4.8 406 4.4 4.4 4.5 4.5 44 -.1

OX.W4goo4. ... ~ 409 40.3 41.1 415. 41.2 4068 40.9 4150 41. 410 -.1
01.v- b- ~~4.6 4.3 4.8 4.8 4.7 4.4 4.4 4.8 47 4.5 -.2

W00d P..d. .. . 39.7 39.8 39.9 40.0 40A 39.0 39.5 39.5 39.4 396 .5
N400l.ftfl01l0P50.1.......... 43.0 4106 4213 43.1 42.4 41.A 41.7 41.6 41.8 42.1 .5
P58lY51- ... ---- 420 42.4 42.9 4312 43.1 42.5 42.7 4351 43.0 43.0 .0
FW.01dn-W W-sM .. 40.7 4013 40.7 41-1 41.2 40.7 4071 40.8 40.7 4086 -.1
M8,4.51y .... ........... 41.5 41.8 41.8 42.0 4213 4159 41.9 42.1 42.0 41.8 1-
C-PA. W 40KO' 4.,l.P .... 40.1 39,7 39.8 40.7 4013 3989 39.8 40.1 399 402 .3
Ebe W40.8 4012 41.5 41.7 40.8 402 401 4089 4029 411 a
T1.~.t#911.Q- eq* l 421 43.0 42.7 43-0 43.4 41.8 42.2 42.2 42.8 42.4 -4

mm. eI4,. ..,Pft.L..... ........ 42. 39.8 42.9 432 42.4 41 .4 42.0 4589 42.8 42.9 -.4
F..W_,140554bo&0. . 398 391 39.6 3986 39.3 39.1 391 391 391 3912 0
he .. 9 I10- . 38 37.8 UT. 398. 304 398. 39.7 382 38.7 33. .1

N.W-bb .. ftI 40.1 39A 392 402 40.1 39.7 39.7 397 39 7 39.7 . 0
0l.l011,0l1 ..... .. ... . . 4.5 41 4.5 4.7 4.4 413 4.3 413 41 4.3 .0

F-d 05i105l~398$ 398. 391 3925 39.3 398 382 39 3985 39.7 --
B-o90 W ft P440 392 4080 4080 392 391 39.0 40.0 39.9 49.0 39.5 .5
T~k dt39.9 3980 40.0 400 40.2 40.4 401 401 39.8 39.8 -.1
T40.dP.odsolot . -.... . 39.7 3712 394 38.7 39.1 38.7 39.1 38.2 30. 333 -1

App.,O US 33. 349 US2 39.0 38.2 35.1 35.4 35.3 202 352 -A
L 0.mw S P-.ft ~ 3712 384 3893 585 391 3895 38. 3913 394 304 .0
PW .WP b- ---- 424 4129 4231 42.7 4212 42.3 422 4212 424 42.4 .0
P,5045,gs04l -b1041*A. X 34 30.1 391 39.9 39.3 35,4 38,2 304 38.3 38A 1
P.bvw4 w mw Pood d s .9 ..... ..... 45.8 4525 44.8 47.9 4608 4.02 45.6 45.4 45.2 40.9 1.7
Chl~t-- - 4271 4126 4125 42.0 42.8 4213 42.1 42.0 41.7 42.0 .3

M.S. Id *A- ~ 4051 3a.8 392 4025 40.3 3926 3986 3986 3989 40.1 12

Ptol~Mt o. ..... ......... 32.3 32.8 32.5 32.3 32.0 3234 32.4 32.4 3234 3234 .0

T7104. 880 o14s. o 33A 3386 33.5 33.4 3306 33.4 3313 33-3 3313 331 .0

Wr1104800i051-4. ..... 37.0 37.5 37.5 37.7 3728 37.8 3725 372 37.5 3786 .1

Re.50 &.. ... .. ....... . ........ 3098 35,0 3098 3006 30.8 3985 30.5 30.5 30.5 3025 .0

T,1.l.W-1.~41.08-1. 37.4 37.1 3750 38.8 37.5 37.1 37.0 37.0 30.8 308 -.3

98810 --........ .. ... ....... ........ 41.5 41.1 41.1 42.4 414 40.8 41.2 41.2 41.3 41.9 .0

600~~~~1.0U1...~~~~~~~~ ~ ~ ~ 38.2 30.8 3885 38.4 39.3 3.08 38.4 308 30.4 392 12

Fol0405. . 352 3529 3589 35.7 39,5 30.0 30.0 30.5 380 3602 0

PI080.04.W W 10144. .~.. 340 3412 3413 34.3 34.7 34.1 34.1 3413 3412 34.3 .1

Ed ... 1404h401 10'4 . ....... - 3234 3237 33.8 332. 33.5 3226 3386 33.7 32.5 33.7 .2

L05.i- Wh.pfft -- ........ . ...... .. 25.3 28.4 234 25.3 398e 258a 2398 2.7 25.7 25.8 -.1

off1.l. .....-------- … 1308 3112 311 30.8 31.0 30.9 35.0 31.0 35.0 3089 -.1

I D~ ,.8t1. p.0*5,o .00 b..10000 l d~0 ll*l k 4 2 kkd4. .040. .14., n19 o4d.3 bd W "Q041.40 1

-k- , ft 8101 -p11 i8144.lk4,.51. Th-. W.W.47 xl8 40 P.Pkl-
.p W3so~y741.4th. 1 81.50505 W~ 1.lp0)ll.01.7405 t01.107090..
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EOTABUJS6T DATA ESTABISHUMENT DATA

.TV B- A-Wp bab ny _. t - pd.po pi&.oaos - ni.on d1 - W -.,. _W lb by by .c -d5
96d 4d0l8

ToM pi FL -. -. $15.79 819695 816665 Mm.3 $5304 5542.49 $544.43 554624

S- S *.Wd 15. ss~n77 1614 12615 IB 53303 54693 54426 54527

C~,.9lo6V.&. -... 17.40 7.63 17.70 17.76 6so.76 69s.61 713.3t 72106

N569* 1.60 .4d. . 1797 172 1eA4 1e74 7907 651.76 664.90 877.03

CWol.O6............. .. 19.42 19.0 16.56 19.73 730.19 756.63 769.69 77736

Id.6916.___ 1635. ..... ..... ..... ...... 16149 1l.66 15.63 66361 657.65 673.96 661.63

D-bb o.& 17.06 17.21 17.42 17.43 6a7.73 6M3IS 715.0 723s35
W .3 =. ....... 314 13186 13AS . i39 521.686 521.3 6 35.76 523.90

N.-t6dk k464d O6bf 16.51 16632 16.4 19.73 706693 763607 713.33 721.08
.. &1.6 16.96 19.9 1626 9049.4 66356 6146 634.69

F AI90.4l.~0~5*166 15.43 1536 15.68 15S82 8°9.o 6335 64632 666.31
____ -__ 14.3 17.11 1665 16.M 69928 711.76 75.12 706.12

C.665A.4 .0 Oftoft .... 17.46 16683 1663 16.49 795.9 739.61 741.A7 752.54
e.0ka m _4191961 - 15.06 15.23 19.30 1923 60320 614.36 636. 635.09

T-np.lU.1 .4 . ... _. 21.91 21.46 2229 22.44 836.79 669. 9 51.78 664.62
F dM ld pd _ _ _. 13.39 13.45 13.47 13.3 5196o3 63724 533A61 537.77
Mkwl hd..916 _ 1.367 1424 14.14 14.11 5S306 53A2 54722 546m

955596.61. 00_ 1. 152s 35M 15.24 33 619.72 664.00 66655 615.90
Fo44.m4 l6.9- ~ -- --- 1326 13.63 12.69 12.97 520.9 9W6.1 59M21 512.32

6.o~~ws .o1~~~o~o4.~ 15,1 19.01 19.46 1$ 61 76.6 760540 75629 742.5
--M t 12235 12L44 i146 12j44 468.76 4E62 496840 4827.6

T-Ift P-.Mo ft ~11.49 11.75 11.76 11.69 464466 444.15 461.20 453.40
AT. d - ____ - A963D 16027 6 102 6 i0.D 352S2 35632 365.96 356.90

L.Ow ,W Sd lim11.5 11.54 11.6 11.76 436.63 443.14 443.51 416045
Pow = .I....... . 19.21 19' 17.63 17.65 777.102 76.4 3M 75.44 76647
P. .61.dd BB . _ _. 566 157 1563 1661 612.6 599.31 6662D 652.79

F 4 _ _- -.. _ 24.44 24. 24.08 2425 1.,1935 1,11748 .07197 1.6190

_ ..44 19.71 19.72 18.67 6o.os 619.94 S16.6 634 54
PB4.s d ft_._____ - 147 n 1491 14.5 146S 561.46 579.51 3S62 903.56

P455* .r-odkV _.. M- 1.35 1163 15.61 15.79 496561 59.54 567.33 510.62

T-W C9 6p. _ .6. _ 146.9 19.00 14.95 15.02 493.5 504.00 56W.3 so567

V1~5 e t._.___ _ 17.71 16.20 19.16 1639 6596 65256 691.00 668.40

6*1. .... ..- ... - 1221 1Z43 12-6 12.36 37726 3.3 382.54 371.22

T _.6w. .6 k *w 16.51 1690 1663 16.3 617.47 62332 632 .4 619.34

a._._. 2_....5 ... ... ... # 59 2864 3626 27.15 1.07444 1.103 12 126.21 1.151.16

21.73 333 22.13 22.52 70.663 0.693 610.69 619.73

F d _ __. _ ____ 17.62 17.93 17.92 17.7 62023 643.69 64333 64S23

P . W _ _bl.__ A 17A7 17.3 17.66 17.67 593.66 63.21 61260 86137

Edn. and 6h4 .__5._. ........... ..... 16.30 16.7 16.72 16.64 526.12 544.36 545.40 56s.9
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Thank you, Chairman Saxton. This is a very important hearing because it is our first look
at jobs data that begin to reflect the impact of Hurricane Katrina. I want to commend
Deputy Commissioner Rones for the hard work that the Bureau of Labor Statistics staff put
into producing this month's employment statistics under truly extraordinary circumstances.

Obviously this month's employment report is dominated by the devastating impact of
Hurricane Katrina on the Gulf coast. The human costs were tragic and the property losses
staggering. For the economy as a whole, the net job losses in September were 35,000.
That is substantially below what markets were expecting, which may reflect the difficulty
we face in getting a clear picture of the impact of the hurricane on employment.

We don't know what this month's employment report would have looked like without
Katrina, but we do know that prior to Katrina, the labor market was still feeling the effects
of the most protracted jobs slump in decades. The growth in payroll employment since job
losses peaked in May 2003 has been modest by the standards of most economic
recoveries, and we haven't seen very many months of truly healthy job growth.

Although the unemployment rate has come down, it is still considerably higher than the 4
percent rate achieved in the expansion of the 1990s. There is evidence of hidden
unemployment, with labor force participation and the fraction of the population with a job
still at depressed levels.

Finally, of course, there is the disappointing performance of wages. The typical worker's
earnings are not keeping up with their rising living expenses. Gasoline prices have been
high and home heating costs are expected to be substantially higher this winter than they
were last winter. The real wage gains we have seen in the past year or so have been
concentrated in the upper reaches of the wage distribution, while real earnings in the
middle and lower portions of the distribution are falling.

I am troubled by the fact that President Bush wasted little time exercising his power to lift
the federal law governing workers' pay on federal contracts in the hurricane-ravaged
areas. That provision, known as the Davis-Bacon Act, requires federal contractors to pay
the prevailing or average wage in the region.
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According to the Department of Labor, the prevailing wage for construction labor is about
$10 an hour in New Orleans, where last year the overall poverty rate was about two
percentage points higher than the national average and 25 percent of children lived in
poverty. It's certainly hard to take seriously the President's rhetoric about wanting to lift,
families out of poverty while legitimizing sub-par wages for workers rebuilding their
communities on the Gulf Coast The Davis-Bacon wage protection for workers should be
restored immediately.

The American economy is resilient, and forecasters expect that reconstruction efforts in
the wake of the Gulf hurricanes will stimulate a recovery in jobs from the depressed levels
we see in this month's jobs report. I hope they are right.

But I also hope President Bush has noticed that many American workers do not feel they
are a part of the economic recovery. That was reflected in the Conference Board's
consumer confidence index, which dropped by 17.9 percent last month, its largest decline
since October 1990, and in the University of Michigan's index of consumer sentiment
which posted its largest drop since December 1980. Economic insecurity is not just
growing, it's becoming palpable.

I look forward to Deputy Commissioner Rones' statement and to a further discussion of the
September employment situation.

0
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THE ECONOMIC OUTLOOK

THURSDAY, OCTOBER 20, 2005

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITTEE,

Washington, DC
The Committee met, pursuant to notice, at 10 a.m., in room 311,

Cannon House Office Building, the Honorable Jim Saxton, Chair-
man of the Committee, presiding.

Representatives Present: Saxton, Ryan, English, Paul,
Maloney, Hinchey, and Sanchez.

Senators present: Bennett and Reed.
Staff present: Chris Frenze, Robert Keleher, Brian

Higginbotham, Colleen Healy, John Kachtik, Suzanne Stewart, Jeff
Schlagenhauf, Emily Gigena, Chad Stone, Matt Salomon, Nan Gib-
son, and Daphne Federing.

OPENING STATEMENT OF HON. JIM SAXTON, CHAIRMAN, A
U.S. REPRESENTATIVE FROM NEW JERSEY

Representative Saxton. Good morning. I am pleased to have
the opportunity to welcome Chairman Bernanke and the members
of our second panel as well before the Joint Economic Committee
this morning.

The Committee values its long history of cooperation with the
Council of Economic Advisers. The testimony today will provide a
solid foundation for understanding the forces that are shaping cur-
rent economic conditions, as well as the economic outlook.

The recent hurricanes have caused a tragic loss of life and prop-
erty on the Gulf Coast and also have had temporary effects on the
U.S. economy as a whole. One reason for this national impact is
that a significant portion of U.S. oil and gas production is con-
centrated in the Gulf, and much of it is still damaged. Thus, it is
reasonable to expect that the economic impact of the hurricanes
will slow GDP growth during the second half of 2005.

In 2006, as recovery efforts proceed, many economists expect
growth to be a bit higher than previously forecast. Despite the hur-
ricane damage, a broad array of standard economic data indicates
that the economic expansion has built up a strong momentum. The
U.S. economy grew at 4 percent during 2004 and advanced at a
rate of about 3.5 percent in the first half of 2005. A rebound in
business investment has played an important role in explaining the
pickup of the economy since 2003. Equipment and software invest-
ment has been strong over this period.

The improvement in economic growth is reflected in other eco-
nomic figures as well. For example, since May of 2003, business

(1)
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payrolls have increased by 4.2 million jobs. The unemployment rate
stands at 5.1 percent. Consumer spending continues to grow. Home
ownership has hit record highs. Household net worth is also at a
record level, and productivity growth continues at a healthy pace.

Long-run inflation pressures appear to be contained, and that is
good news. Long-term interest rates, including mortgage rates, are
still relatively low, in spite of the fact that the Fed has increased
short-term rates. It is clear that the Fed remains poised to keep
inflation under control.

In summary, overall economic conditions remain positive. The
U.S. economy has displayed remarkable flexibility and resilience in
dealing with many shocks.

It is clear that monetary policy and tax incentives for investment
have made important contributions to the improvement of the econ-
omy in recent years. Recently released minutes from the Federal
Reserve suggest that the central bank expects this economic
strength to continue. The Administration forecast for economic
growth in 2006 is compatible with those of the Blue Chip consensus
and Federal Reserve.

With growth expected to exceed 3 percent next year, the current
economic situation is solid, and the outlook remains favorable.

At this time, we will go to Ranking Member Senator Reed for his
opening statement.

[The prepared statement of Representative Saxton appears in the
Submissions for the Record on page 37.]

OPENING STATEMENT OF HON. JACK REED, RANKING
MINORITY MEMBER, A U.S. SENATOR FROM RHODE ISLAND
Senator Reed. Thank you very much, Mr. Chairman.
I want to welcome Chairman Bernanke to the hearing today. I

hope he will give us some important insights into current economic
conditions and the President's policies and the direction of these
policies.

I am also pleased that we will have a second panel of witnesses
to provide additional perspectives on the current economic condi-
tions and outlook.

Like many Americans, my concerns about the economic outlook
and the Administration's stewardship of the economy have grown
in the wake of Hurricane Katrina and Hurricane Rita and the new
hurricane in the Gulf. Economic insecurity for workers is wide-
spread as energy prices are soaring. Employer-provided health in-
surance coverage is falling, private pensions are in jeopardy, and
American workers are still waiting to see the benefits of the eco-
nomic recovery reflected in their paychecks.

President Bush's tax cuts were poorly designed to stimulate
broadly shared prosperity, and it produced a legacy of large budget
deficits that leaves us increasingly hampered in our ability to deal
with the host of challenges that we face. The devastating impact
of Hurricanes Rita and Katrina will put short-term strains on the
Federal budget, strains that would be fairly easy to absorb if our
budget and economic policies were sound, but they are not.

The President's goals of making his tax cuts permanent and cut-
ting the deficit in half are simply incompatible. Large and per-
sistent budget deficits have also contributed to an ever-widening
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trade deficit that forces us to borrow vast amounts from abroad
and puts us at risk of a major financial collapse if foreign lenders
suddenly stop accepting our IOUs. The trade deficit of $59 billion
in August is close to the record for a single month of more than
$60 billion set in February.

The broader current account deficit, which measures how much
we are borrowing from the rest of the world, is running at a record
annual rate of nearly $800 billion, or well over 6 percent of GDP.
I will be interested in the Chairman's views on whether the budget
deficit and trade deficit are dangerous imbalances that pose a risk
to the economic outlook. I am also pleased that we will be able to
hear Dr. Setser's views, which may be somewhat different.

I hope that we would all agree that raising our future standard
of living and preparing adequately for the retirement of the baby
boom generation require that we have a high level of investment
and that a high fraction of that investment be financed by our own
national savings, not by foreign borrowing. We followed such pros-
perity enhancing policies under President Clinton, but that legacy
of fiscal discipline has been squandered under President Bush.

Sound policies are clearly important for the long run, but I am
also deeply concerned about what continues to be a disappointing
economic recovery for the typical American worker. Strong produc-
tivity gains have turned up in the bottom line for the shareholders,
but not in the paychecks of workers. The typical worker's earnings
are not keeping up with their rising living expenses, and both earn-
ings and economic inequality are increasing.

It is certainly hard to take seriously the President's rhetoric
about wanting to lift families out of poverty when he has refused
to support an increase in the minimum wage and has lifted the
Davis-Bacon Act, thereby legitimizing subpar wages for workers re-
building the communities in the hurricane-stricken gulf coast re-
gion.

Even though home heating costs are expected to skyrocket this
winter, President Bush said he will not request additional funds for
the Low Income Home Energy Assistance Program known as
LIHEAP. Together with my colleagues, Senators Snowe and Col-
lins, we have been trying to reverse that by providing additional
funds, and I hope we succeed, but I think the Administration
should be supportive, not antagonistic to that approach.

I look forward to your testimony, Chairman Bernanke, about the
economic outlook; and thank you again, Mr. Chairman, for this
hearing.

[The prepared statement of Senator Reed appears in the Submis-
sions for the Record on page 49.]

Representative Saxton. Thank you.
Thank you for being with us this morning, Dr. Bernanke. Let me

just say, for purposes of introduction, Dr. Bernanke was sworn in
June of 2005 as chairman of the President's Council of Economic
Advisers. Prior to his appointment to the Council, Dr. Bernanke
served as a member of the Board of Governors of the Federal Re-
serve.

We are pleased to have you here today.
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I might also note, as a New Jerseyan, that Dr. Bernanke has
served as professor of economic and public affairs at Princeton Uni-
versity.

Dr. Bernanke.

STATEMENT OF HON. BEN BERNANKE, CHAIRMAN, COUNCIL
OF ECONOMIC ADVISERS, WASHINGTON, DC

Dr. Bernanke. Thank you.
Chairman Saxton, Vice Chairman Bennett, Ranking Member

Reed and Members of the Committee, thank you for the oppor-
tunity to testify before the Joint Economic Committee. We appre-
ciate the long-standing and mutually beneficial relationship be-
tween the Committee and the Council of Economic Advisers. My re-
marks today will focus on the current state of the economy, but of
course, such an overview would be incomplete without an eye to
the human and economic impacts of Hurricanes Katrina and Rita
in the U.S. Gulf Coast.

While it has been nearly two months since Hurricane Katrina
made landfall, its devastation will have a protracted impact on the
Gulf region. As you know, Hurricane Katrina wreaked unprece-
dented losses on the people of Louisiana, Mississippi, and the Ala-
bama coasts. Katrina took many lives, destroyed communities and
shook a vital portion of our nation and our economy. The Gulf re-
gion was then hit by Hurricane Rita, which did significant damage,
but in most areas less than was feared.

In response to the disasters, the President has directed all agen-
cies of the Federal Government to devote their maximum effort to
helping the victims of the hurricanes and to begin the process of
cleaning up and rebuilding the region. The President has also pro-
posed a series of measures to restore the Gulf's communities and
economy.

One of the greatest assets we have in rebuilding after a hurri-
cane is the overall strength of the national economy. The resiliency
of the economy-the product of flexible labor markets, a culture of
entrepreneurship, liquid and efficient capital markets and intense
market competition-is helping it to absorb the shocks to energy
and transportation from the hurricanes. The ability of our economy
to grow and create jobs will act as a lifeline to the regions and peo-
ple most affected. Thus, these recent events make it all the more
important that we keep the fundamentals of the national economy
strong and continue to promote economic policies that will encour-
age growth and job creation.

When thinking about where the economy is now and where it is
heading, it is useful to keep in mind just how far the U.S. economy
has come in recent years. The economy's resilience was put to se-
vere test in the past 5 years, even prior to Katrina. A remarkable
range of shocks hit the U.S. economy, beginning with a sharp de-
cline in stock prices in 2000 and the recession that followed in
2001. The economy was further buffeted by the terrorist attacks of
September 11, 2001, and the subsequent geopolitical uncertainty.
Business and investor confidence was shaken by a series of cor-
porate scandals in 2002. By early 2003, uncertainty about economic
prospects was pervasive and the economy appeared to be sput-
tering.
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Yet, in the face of all these shocks, together with new challenges
such as the recent sharp rise in energy prices, the American econ-
omy has rebounded strongly. Policy actions taken by the President
and the Congress were important in getting the economy back on
track. Notably, beginning with the President's 2001 tax cuts, mul-
tiple rounds of tax relief increased disposable income for all tax-
payers, supporting consumer confidence and spending, while in-
creasing incentives for work and entrepreneurship. Additional. tax
legislation passed in 2002 and 2003 provided incentives for busi-
nesses to expand their capital investments and reduce the cost of
capital by lowering tax rates on dividends and capital gains.

Together with appropriate monetary policies, these policy actions
helped spur economic growth in both the short run and the long
run. Today, the U.S. economy is in the midst of a strong and sus-
tainable economic expansion. Over the past four quarters real GDP
has grown at a 3.6 percent rate and over the past eight quarters
real growth has been at a 4.1 percent annual rate.

Prior to Katrina, the near-term forecast of both CEA and private-
sector economists had called for continued solid growth. The de-
struction wrought by Katrina and Rita may reduce growth some-
what in the short run, but the longer-term growth trajectory re-
mains in place. I will return to economic prospects in a moment.

An important reason for the recovery has been improved busi-
ness confidence. To an extent unusual in the post-War period, the
slowdown at the beginning of this decade was business-led rather
than consumer-led. Home building and purchases of consumer du-
rables did not decline as they typically do in a cyclical downturn.
Instead, the primary source of weakness was the reluctance of
businesses to hire and to invest. Supported by appropriate fiscal
and monetary policies and by the economy's innate strengths, busi-
ness confidence has risen markedly in the past few years. The ef-
fects are evident in the investment and employment data. From its
trough in the first quarter of 2003, business fixed investment has
increased over 21 percent, with the biggest gains coming in equip-
ment and software.

Since the labor market bottomed out in May 2003, more than
four million net new payroll jobs have been added. Currently, the
unemployment rate stands at 5.1 percent, up from 4.9 in August
prior to the job losses that followed Katrina.

Although growth and GDP and jobs capture the headlines, one
of the biggest macroeconomic stories of the past few years is what
has been happening to productivity. Productivity growth is the fun-
damental source of improvements in living standards and the pri-
mary determinant of the long-run growth potential of the economy.
Over the past four years, labor productivity in the non-farm busi-
ness sector has grown at a 3.4 percent annual rate, and produc-
tivity in manufacturing has risen at a 5.7 percent annual rate. Pro-
ductivity growth has slowed- recently as businesses have absorbed
millions of new workers-a normal development for this stage of an
economic expansion-but it remains-in the four quarters ending
in the second quarter this year-at the quite respectful level of 2.2
percent and 6.3 percent in the non-financial corporate sector. Thus,
on each of the three key indicators of the real economy-GDP
growth, job creation, and productivity growth-the United States in
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recent years has the best record of any major industrial economy
and by a fairly wide margin.
- Finally, while there has been a notable rise in overall inflation
this year, prices on nonenergy products have continued to increase
at moderate rates. In particular, soaring energy prices have played
the largest role in boosting the overall consumer price index to an
increase of 4.7 percent in the past year, up from a 2.5 increase over
the year-earlier period.

In contrast, core consumer prices-as measured by the consumer
price index, excluding volatile food and energy prices-rose only 2
percent the past 12 months, unchanged from the year-earlier pace.
Long-term expectations also remain low and stable, based on meas-
ures of inflation compensation derived from inflation-indexed
Treasury securities.

To be clear, the focus on core inflation by no means implies the
rise in energy prices is inconsequential. Sharply higher energy
costs place a heavy burden on household budgets and increase
firms' costs of production. I will discuss the energy situation in
more detail in a moment. However, the stability in core inflation
and inflation expectations does suggest that overall inflation is
likely to return to levels consistent with price stability in coming
quarters.

Let me turn now to the outlook. In the shorter term, the devasta-
tion wrought by the hurricanes has already had palpable effects on
the national rates of job creation and output growth. Payroll em-
ployment declined by 35,000 in September, its first decline since
May of 2003, and industrial production fell 1.3 percent, its largest
monthly decline in over two decades. Both of these declines appear
to be entirely accounted for as the effects of the hurricanes. The
Bureau of Labor Statistics estimates employment growth would
have been roughly 200,000 in the absence of the hurricanes, and
the Federal Reserve estimates that industrial production would
have increased about .04 percent. Consumer confidence also
dropped in September, although growth in consumer spending has
continued to be solid.

While the effects of the storm certainly reduced growth in the
third quarter relative to what it would have been otherwise, most
private-sector economists expect healthy growth for the remainder
of this year and in 2006. For example, the Blue Chip panel of fore-
casters now projects growth at 3.2 percent in the second half of
2005 and 3.3 percent growth in 2006. Recovery and rebuilding will
contribute to job creation and growth by the latter part of this year
and in 2006.

The economic impact of the hurricanes included significant dam-
age to the country's energy infrastructure. As you know, Katrina
shuttered a substantial portion of U.S. refining and pipeline capac-
ity, which led to a spike in gasoline prices in the weeks after the
storm. Rita caused further damage. The Federal Government has
assisted in, among other ways, by lending or selling oil from the
Strategic Petroleum Reserve, arranging for additional shipment of
oil and refined products from abroad to the United States, and pro-
viding appropriate regulatory waivers to increase the flexibility of
the energy supply chain. In part because of these efforts and a vig-
orous private-sector response, oil prices have returned to roughly
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their pre-Katrina levels. Wholesale gasoline prices have also re-
treated to the levels of mid-August, suggesting the recent declines
in prices at the pump is likely to continue. National gas prices may
remain elevated somewhat longer, however, because of lost produc-
tion in the Gulf, the difficulty of increasing natural gas imports,
and damage to plants that process natural gas for final use.

Even as the energy sector continues to recover, it remains true
that the prices of oil and natural gas have risen sharply in the past
two years, reflecting a tight balance of supply and demand. High
energy prices are burdening household budgets and raising produc-
tion costs, and continued increases would at some point restrain
economic growth. Thus far, at least, the growth effects of energy
price increases appear relatively modest. The economy is much
more energy efficient today-than it was in the 1970s when energy
shocks contributed to sharp slowdowns.

Well-controlled inflation and inflation expectations have also
moderated the effects of energy price increases since those in-
creases no longer set off an inflation spiral and the associated in-
creases in interest rates as they did three decades ago. In addition,
allowing prices to adjust, rather than rationing-gasoline, is helping
to minimize the overall impact on the-economy.

House prices have risen by nearly 25 percent over the past two
years. Although speculative activity has increased in some areas,
at a national level these price increases largely reflect strong eco-
nomic fundamentals, including robust growth in jobs and income,
low mortgage rates, steady rates of household formation, and fac-
tors that limit the expansion of housing supply in some areas.

House prices are unlikely to continue rising at current rates:
However, as reflected in many private-sector forecasts such as the
Blue Chip forecast mentioned earlier, a moderate cooling in the
housing market, should one occur, would not be inconsistent with
the economy continuing to grow at or near its potential next year.

The current account deficit presents some economic challenges.
At 6.3 percent, the ratio of the current account deficit to GDP is
now at its highest recorded level. Gradually reducing the account
deficit over a period of time would be desirable. While the current
account imbalance partly reflects the strong growth of the U.S.
economy and its attractiveness to foreign investors, low U.S. na-
tional saving also contributes to the deficit. The United States
should work to increase its national saving rate over time by en-
couraging private saving and by controlling federal spending to re-
duce the federal budget deficit. Our trading partners must also
play a role in reducing imbalances by becoming less reliant on ex-
port-led growth and increasing domestic spending and by allowing
their exchange rates to move flexibly as determined by the market.

The economic challenges posed by Hurricanes Katrina and Rita
reinforce, once again, the importance of economic policies that pro-
mote growth and increase the resilience of the economy. Energy
issues, in particular, have come to the fore recently. The energy bill
recently passed by Congress and signed by the President should
help address the nation's energy needs in the longer term. As an
additional step, the Administration will continue to work with Con-
gress to take measures that permit needed increases in refinery ca-
pacity. The Administration has made a number of other proposals
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to increase economic growth, including proposals to reduce the eco-
nomic cost of litigation, to increase quality and reduce costs in the
health care sector, and to address national needs in education and
job training.

The Administration is currently engaged in several international
negotiations, including the Doha round at the World Trade Organi-
zation, as well as talks with China on a number of matters involv-
ing trade, exchange rates and needed financial reforms. Liberalized
trade and capital flows promote economic growth, and we should
strive to achieve those objectives in the context of a gradual reduc-
tion of current account imbalances. It is important that we persist
in these efforts and not retreat to economic isolationism, which
would negatively affect the long-run growth potential of the econ-
omy.

Fiscal discipline, always important, has become increasingly so
in the face of the likely costs of assisting the victims of the hurri-
canes and of helping in the rebuilding. Before the impact of the
hurricanes, strong economic growth was helping to reduce the
budget deficit and the government finished fiscal year 2005 with a
much lower-than-expected deficit.

The President remains committed to controlling spending and
cutting the budget deficit in half by 2009. His 2006 budget made
numerous proposals to save more than $200 billion over the next
10 years from both discretionary and mandatory programs.

In the budget resolution earlier this year, Congress laid plans to
pass $35 billion out of the President's $70 billion in savings for
mandatory programs over the next 5 years. Congress should now
make good on that plan by passing at least $35 billion in manda-
tory savings in reconciliation legislation.

Further savings beyond $35 billion would be highly desirable.
The President continues to seek a decrease in non-security discre-
tionary spending in fiscal year 2006 appropriation bills, and the
Administration is working on options for spending rescissions. The
President also remains committed to reforms to address fiscal chal-
lenges in the longer term, such as Social Security.

Finally, I note that the Tax Reform Advisory Panel, whose offi-
cial report will go to the Secretary of the Treasury on November
1st, has kicked off a much-needed debate on how to make the Fed-
eral Tax Code simpler, fairer, and more pro-growth. We thank
them for their hard work and look forward to reviewing their rec-
ommendations.

Thank you very much for the opportunity to be here today, and
I would be happy to take any questions.

[The prepared statement of Dr. Bernanke appears in the Submis-
sions for the Record on page 52.]

Representative Saxton. Thank you very much, Dr. Bernanke.
We appreciate your being here.

Thank you.
Let me begin with a question on business investment. As most

of us know, in recent economic analysis a lot of credit has been
given to business investment that has spurred economic growth.
However, when the recovery started in the last quarter of 2001,
business investment was not great. In fact, it was not good in 2002,
and it didn't begin to click in until the second quarter of 2003.
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Coincidentally, Congress passed some tax legislation that was
recommended by the President in 2003 which appears to have
stimulated investment. Dr. Bernanke, do you believe that the tax
legislation that was passed in 2003 had this effect; and, if so, how
important do you think it was?

Dr. Bernanke. As I agreed, it was very important. As your chart
shows, investment was quite weak until the middle of 2003. The
President's tax proposals which were passed by Congress included,
first, measures to reduce the cost of capital, including reductions in
dividends and capital gains taxes; second, bonus depreciation provi-
sions which increased the incentives for firms to make capital in-
vestment.

Of your private nonresidential investment, there were two com-
ponents. There are both equipment and structures. Structures in-
vestment has remained somewhat moderate in terms of its recov-
ery, reflecting overbuilding in the late 1990s and relatively high va-
cancy rates in office buildings, for example. So investment in the
structure side, while we expect it to recover, has not yet fully recov-
ered to earlier rates. However, the recovery in equipment invest-
ment has been quite strong; and I believe that the tax measures
that you mentioned were an important component in that recovery.

Representative Saxton. Thank you, sir.
Let me turn quickly to another question. I would like to show

you another chart that shows the history of inflation during the
past several years; and it is fairly obvious by looking at the chart
that inflation has remained in check since the early 1990s.

[The chart appears in the Submissions for the Record on page
40.]

As an advocate of inflation targeting, it appears to me that the
Fed has successfully kept the measure of inflation in the range, as
the chart shows, between 1 and 2 percent, which some refer to as
the Fed's, quote, comfort zone. This appears to be similar to infor-
mal inflation and targeting, inflation targeting. By keeping infla-
tion low and in this narrow range, hasn't the Fed reduced risk and
helped keep long-term interest rates lower than they would other-
wise be, in spite of the fact the Fed has increased short-term rates
in recent times?

Dr. Bernanke. Indeed, sir, you are correct. Bringing inflation
down has been an important accomplishment. It has been often
noted that, since about 1986, that the U.S. economy has been more
stable. This is referred to by economists as a so-called grade mod-
eration. In my belief, one of the major contributors to the increased
stability of the economy, the fact the recessions are less frequent
and severe than they were earlier, is the fact that inflation remains
low and stable.

As you point out, inflation, core inflation has remained within
the 1 point to 2 percent range, which I believe is consistent with
overall price stability. Looking forward, I hope the Fed will con-
tinue to maintain its commitment to keep inflation low and stable.
I believe that is the best way to achieve its overall objectives of eco-
nomic stability, price stability and low interest rates, as you point
out.

Representative Saxton. Thank you.
Senator Reed.
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Senator Reed. Thank you very much, Mr. Chairman. Thank
you, Chairman Bernanke.

Much has happened since the President's tax cuts were first ad-
vocated or passed here-9/11, huge costs for homeland security, the
war in Iraq-which has consumed over $200 billion. In fact, I think
one of your predecessors, NEC Director Lindsey, accurately pre-
dicted that, much to the chagrin of the Administration.

We have hurricanes that we are going to spend billions of dollars
in the Gulf, and yet the President seems to still be solely stuck on
permanent tax cuts. Some people suggest that he is not paying at-
tention to the reality of what has been happening in the last sev-
eral years about the expenditures that we just can't avoid and the
need, as you also suggested, to balance the budget, bring down the
deficit. So what is more important, reducing the deficit or contin-
ued tax cuts?

Dr. Bernanke. Thank you.
First, as you point out, a good bit of the costs that have occurred

are related to security expenditures, the global war on terror; sec-
ond, the disasters in the Gulf. I think most economists would agree
that, to the extent that deficit spending is appropriate for large ex-
penditures of this type, using deficit spending as a partial way of
funding it is not an unreasonable approach.

With respect to taxes, it is my belief, and I think many econo-
mists would agree, that low marginal tax rates are supportive of
economic growth, particularly in the long run, and that keeping
them low, therefore, is an important priority. The question one
would ask is, "Before we begin raising taxes, have we really satis-
fied ourselves that we have reduced government spending as much
as possible and that the existing programs that we are funding
meet rigorous cost-benefit tests?" I would submit that we would
want to look very hard at government spending, make sure it is
controlled before we raise taxes, which, in turn, would have nega-
tive impacts on the economy.

Looking in the future, first in the near term, I do believe the
President will be successful in his promise to bring the deficit down
half by 2009. If that is accomplished, then, as a share of GDP, it
will be significantly lower than the long-term average.

Looking further out, we face very substantial increased costs in
terms of entitlement programs. I would submit that there is simply
no way that tax increases could ever cover the projected costs of
those entitlement programs because they, on current plans, over
the next few decades will rise, will increase government spending
by 50 percent or more. Therefore, both in the short run as we look
at current government programs and in the long run at entitlement
programs, we need to think how hard we are going to maintain dis-
cipline in fiscal spending.

Senator Reed. We have gone from a surplus in the Clinton ad-
ministration, when tax policies seemed to be not adversely affecting
the economy, to a situation now where we have no surplus, we
have deficits, cumulative deficits going forward many years, a posi-
tion of economic weakness rather than strength. Everyone is sym-
pathetic about programs that don't seem to be working efficiently,
but we are talking about cutting deeply into programs that are nec-
essary for many Americans: those entitlement progranis, et cetera.
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As we approach the baby boom generation, we seem to have squan-
dered the flexibility and strength which we had several years ago
with a surplus.

Again, in the short run, what is more important, to deal with
this deficit or to have permanent tax cuts?

Dr. Bernanke. With respect to the arrival of deficits in the early
part of this decade, I believe that the tax revenues that were re-
ceived in the late 1990s were well above normal levels and I think
I attribute that to the stock boom and the unsustainable state of
the economy in the late 1990s. The deficits that arose early this
decade primarily, in my opinion, arose because of the decline in the
stock market, the end of the Internet bubble and then, on the
spending side, from the increased costs of the War on Terror in
particular.

So I think
Senator Reed. Well, I have just 30 seconds. Can you give us

your estimate of how much we will be spending on homeland secu-
rity and the war in Iraq over the next 5 years? Because I presume
you would not want to cut those funds.

Dr. Bernanke. I think efficiency should be applied throughout
the budget. Wherever we can find savings, it is important to do so.
I do not know, however, what the spending will be on those items
you are referring to.

Senator Reed. So you would urge us to look closely at the mili-
tary budget, Iraq, everything.

Dr. Bernanke. I think the cost-benefit analysis should be ap-
plied wherever it is appropriate. However, the President has set
forward proposals for savings that would double, for example, the
current proposed savings under the budget resolution. So there cer-
tainly are many proposals that have been put forth by the White
House, and I think we should look throughout the entire budget
and see where we can find programs that are not providing value
for money.

Senator Reed. Thank you.
Representative Saxton. Thank you very much, Senator Reed.
We are going now to Senator Bennett.
Senator Bennett. Thank you, Mr. Chairman.
The longer I sit on this Committee, the more I realize the debate

just keeps being recycled. I remember the first time I came to the
JEC as the Committee's very junior, very green, newest Member.
One of your predecessors, Dr. Tyson, was the witness and her com-
ment was, "Compared to other industrial nations in the world, we
are seriously undertaxed; and this Administration is going to fix
that."

Now, with the benefit of a dozen years of hindsight, looking back
at the U.S. economic position vis-a-vis that of other industrialized
nations, to pick a few-Germany, France, Japan, Great Britain-
would you say that our tax policies have been more conducive to
growth than theirs and that the level of taxation, which in my
opinion should be measured as a percentage of GDP rather than
in numbers of tax rates and tax brackets, but the amount, what-
ever the method, by which the Government takes money out of the
economy relative to the GDP is the number that I think makes the
most sense. Do you think our present band of GDP tax revenues
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is too high or too low compared to other industrialized nations,
their rate of growth? Just get into this whole question of the Amer-
ican economy and tax policy and growth vis-h-vis other countries.

Dr. Bernanke. Thank you, Senator.
There have been three important long-term trends in tax policy

in the United States. They encompass both Democratic and Repub-
lican administrations.

Since President Kennedy, there has been generally declines in
the marginal tax rates both at the highest level, but throughout
the distribution. My view, and I think that this has become broadly
accepted, is that lower marginal tax rates improve incentives for
work and promote growth. The differences in marginal tax rates
here and abroad, I think, account for a significant part of the dif-
ference in U.S. economic performance in terms of growth and pro-
ductivity relative to other countries.

The other two trends are, first, that the share of taxes, the share
of GDP collected in taxes has not in fact changed very much de-
spite the declines in marginal tax rates, suggesting that growth
and other measures have been sufficient to keep revenues strong.

The ultimate way to determine the appropriate level of revenue
collection-I think, again, the first place to look is to ask the ques-
tion, what does the Government need to spend; we need to look at
spending programs in terms of whether they are providing value
for money.

So my approach is to think first about government spending. It
is, in fact, the share of GDP that goes to government spending
which is the true measure of the burden of the government on the
national economy, and that is where we have to make sure that we
are getting full value for money.

Let me just add that although I think the U.S. tax system on the
whole has been positive in terms of promoting growth, investment,
entrepreneurship, and productivity, relative to other industrial
countries, there is still a lot of improvement that can be had in the
U.S. Tax Code. The President's tax panel is reporting and the ob-
jectives of tax reform would be to make the system simpler-it is
incredibly complex-to make it more fair and to increase still fur-
ther its tendency to increase and support economic growth. I think
there is progress that can be made, but this bipartisan consensus
over 40 years of reducing tax rates and improving incentives I
think has paid off in terms of U.S. economic performance.

Senator Bennett. Let me just comment, my reaction to the
Mack-Breaux Commission is that I am sorry they weren't more
bold. The present tax system is a disaster in terms of simplicity
and efficiency, and we continue to nibble around the edges as we
have done ever since we created the tax in the 1930s. I would have
preferred something much more dramatic than they have proposed.
I would endorse the direction they are proposing, but I would like
to move in another direction. Thank you very much.

Chairman Saxton has given us a chart that shows the relative
unemployment in various countries. Maybe we are not doing so
badly when we compare American unemployment with some of
that of the other industrial nations. Thank you.

[The chart appears in the Submissions for the Record on page
39.]



13

Representative Saxton. Chairman Bernanke, if I may refer to
the chart to my right, your left. The unemployment rate in the so-
called Euro zone is shown on this chart to be about 8.6 percent; in
Canada, 6.7 percent; and here in the United States at 5.1 percent.
Your comments relative to and Senator Bennett's comments rel-
ative to the tax situation I suspect you would agree has something
to do with this in various economies.

Dr. Bernanke. Yes, sir. In addition, another dimension of this
labor market performance is job creation where over the past two
or three years total job creation in the United States is greater
than that of Germany and Japan and the UK combined. Our tax
system makes a constructive contribution to this performance. In
addition, we have flexible and diverse labor markets which also can
adapt to shocks and have allowed us remarkably to deal with high
energy prices, hurricanes and many other shocks to the economy
and still continue to have growth and job creation.

Representative Saxton. Thank you, sir.
Mrs. Maloney.
Representative Maloney. Thank you very much and welcome.

Congratulations on your appointment.
You testified that productivity growth is absolutely fundamental

to the improvement of the standard of living for Americans and for
our long-term growth, but in order to have productivity we have to
have jobs.

At a recent forum that we had, Professor Blinder testified and
said some interesting and, for me, some rather disturbing things
about outsourcing for the future of this country. He argued that we
can expect a dramatic increase in the amount of outsourcing be-
cause there is a huge educated population in China, India and
other countries, and any job that can be remotely subject to
outsourcing or can be done in another country, he says is in jeop-
ardy. He predicts that outsourcing will be an incredible drain on
American jobs in the future. I would like to hear your comments
on what he has put forward, and does the Administration have
policies that would address the fact that a huge number of Amer-
ican jobs may be at risk in the future.

Dr. Bernanke. Thank you.
First of all, we certainly don't want to see any American lose

their job. If someone loses a job, we hope to have ways of helping
them retrain and relocate as needed to find good new work. We
want to support American workers in every way that we can.

There is certainly some outsourcing in terms of purchases of
services abroad. There is also insourcing. For example, the United
States, although we have a very large overall current account def-
icit, we have a surplus on services. Americans provide financial,
educational, tourism, and other services to people the world over.
So it is a source of prosperity in markets for us as well.

In addition, we benefit from foreign direct investment. Many
Americans are employed by foreign companies with- plants in the
United States, for example, in the automobile industry. So trade is
a two-way street. I think it is important to protect Americans who
lose their jobs or whose jobs come under pressure from inter-
national trade, but I think we need to be careful not to embrace
economic isolationism.
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With respect to overall jobs, I dispute the conclusion that either
trade or even current account deficits destroy jobs. As was just
shown on the diagram, the unemployment rate here is lower than
Germany, which has a larger current account surplus, lower than
Japan or other countries which have large current account sur-
pluses. The job creation is better here. I believe that the U.S. econ-
omy will prosper in an international global economy and that jobs
will be created, as many as needed, to employ all those who want
to work.

Representative Maloney. So, you do not see outsourcing as a
challenge to American jobs. How much do you believe the United
States will have to borrow from the rest of the world this year to
support our swollen trade deficit? Some people have said it will be
as much as 600, 700, 800 billion dollars. What is your estimate?

Dr. Bernanke. As I mentioned in my testimony, the current ac-
count deficit is currently 6.3 percent of GDP, so that would be
roughly the amount of foreign acquisition of U.S. assets associated
with the current account deficit. I agree that we need to bring the
current account deficit down, and I believe we can do so over a pe-
riod of time. Doing so requires more savings of the United States,
including a reduction in the U.S. budget deficit.

Representative Maloney. That is roughly $800 billion. What
would happen, Professor, if the rest of the world decided that it
was too risky to hold this large amount of our debt? Would we see
a collapse of the dollar, high interest rates, and possibly an inter-
national crisis if countries decided not to continue holding our
debt?

Dr. Bernanke. I don't anticipate any such development. U.S.
bonds are well regarded as safe and liquid investments. They are
the primary source of international reserves.

Representative Maloney. Finally, what are your comments on
the growing trend of inequality between the haves and have-nots
that has been displayed? We have a chart. This also was a theme
at our hearing with Professor Blinder, and I believe that leaders
on both sides of the aisle are concerned about this trend. It is not
good for our country, it is not good for our people, and what policies
does the Administration have to address this growing trend of in-
equality between the haves and have-nots?

[The chart appears in the Submissions for the Record on page
51.]

Dr. Bernanke. Ma'am, that is a very complex question. I won't
have time to answer in full detail. But I would point to one trend
which is over the last 25 years or so the returns to education have
risen. Therefore, people who are more educated, have college de-
grees or advanced degrees, the differential in their earnings to
those who have high school or less has increased. This is reflective
of the change in our economy toward a more technologically dy-
namic economy, one where higher skills are valued.

The fact that we have become more technologically dynamic is a
positive thing, but the increased inequality and earnings associated
with this is a concern. I think certainly one approach is to try and
spread the benefits of education, skills and training more broadly
to make sure everyone is equipped to deal with the demands of our
current economy.
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Representative Saxton. Thank you very much.
Mr. Paul.
Representative Paul. Thank you, Mr. Chairman.
On page 8, you talk about the current account deficit which you

expressed concern about and you discussed, as well as expressing
concern about spending and deficits. You talked about a $35 billion
cut, which to me seems like a drop in the bucket and will turn out
to be irrelevant. We can't even get it passed here. It is over 5 years,
and the national debt is going up nearly $600 billion a year. I don't
think we are addressing the real problem, and the real problem is
the Government is out of control and spending is out of control.

But I think some of the problems you discuss here are probably
related to monetary policy, and we never seem to connect the two.
Yet in a speech a few years ago, I thought you did make a connec-
tion, and I want to just quote from that 2002 speech.

He says, "We conclude that under a paper money system, a de-
termined Government can always generate higher spending and
hence positive inflation. While there are some who are less enthusi-
astic about paper money than that, I don't see inflation ever as a
positive because it caused some of these problems that we are con-
cerned about." But also increased spending naturally is going to
lower savings. You would like to see higher savings. So we have a
system of money where free market people supposedly have total
monopoly control of the money supply and interest rates so we ma-
nipulate interest rates down to 2 percent on savings and then we
want people to save. These are artificially low interest rates. So
people on fixed incomes aren't going to save. There is really no in-
centive. Then we tax them on the interest they earn.

To me, that is reflection of a very flawed monetary policy, and
it does confirm Nixon's contention in 1971 that we are all Keynes-
ians now, and we are resorting to the liquidation of debt through
the debasement of currency, and it also invites concern about defla-
tion which you have had concern about. But, since 1971, we have
had a 1,300 percent increase in the money supply and we have the
privilege of being the reserve currency of the world, so we are en-
couraged to spend.

But I think it is so unfair. It is not, as far as I am concerned,
good economics, and it is unfair to the people who want to save.
Then we get concerned about savings and then we create a mone-
tary system that does increase spending not only in the private sec-
tor, but in the Government sector. As long as the Fed is there wait-
ing ready to monetize anything we spend on, I think we are going
to continue guns and butter, endless war spending, endless domes-
tic spending.

So I would like to suggest why can't we make a better connection
to monetary policy, and I think you would be the expert on this
that might be able to do that, and how can we justify this as being
a fair system to the elderly who would like to earn a decent inter-
est on their savings?

Dr. Bernanke. Related back to an earlier question from Mr.
Saxton, I think the best thing the Federal Reserve can do to avoid
the problems you are referring to and make sure people get a fair
return on their savings is to keep inflation low and stable. That
has been the objective, and success has been increased over a pe-
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riod of time. You keep inflation low and stable. Then the cost of liv-
ing for the retirees, for example, doesn't go up as fast. The real re-
turns to savings are not eroded by inflation.

So I think the appropriate approach is to focus on keeping infla-
tion in the medium term low and stable. I believe that supports the
Fed's other objectives of low interest rates and stable employment
growth. So that would be the central part of my prescription for
making monetary policy constructive in terms of economic growth
and stability.

Representative Paul. But for the elderly, the cost of living is
not 2 percent, so I think it is a fiction to tell the people there is
no inflation. If most of their money is being spent on medical care
and on energy and keeping their house warm, these people are
having an inflation rate of 10, 12 or 15 percent and we deny this.
So at the same time the Government says there is no inflation,
therefore it is justified to have low interest rates. My contention is,
why should we assume that we know what the interest rates ought
to be? Why as free market people do we not resort to the market-
place to determine interest rates?

Dr. Bernanke. There have been many proposals along those
lines, and some of them are quite interesting. Under our current
system, the central bank has been required by Congress to manage
the monetary system, and I think the best way to do that in a sta-
ble manner is again, to focus on making sure that we have price
stability.

You point out correctly we do have inflation now. We have 4.7
percent inflation in the last year. The biggest contributor to that
is higher energy prices, which in turn depends on a variety of fac-
tors, including the supply and demand for energy around the
world. That is a real phenomenon, one that is affecting people's
budgets. It is hitting a lot of people, a lot of firms. There is no
question that is a negative influence on our economy.

Representative Saxton. Thank you very much. The gentle-
man's time has expired.

Mr. Hinchey.
Representative Hinchey. Thank you very much, Mr. Chair-

man.
Chairman Bernanke, it is nice to see you, and thank you for

being here.
We are talking about economic growth; and it strikes me that

growth, somewhat like beauty, is in the eye of the beholder. Look-
ing at the chart over here on unemployment rates, I think that
those figures in many respects do not reflect aspects of our culture
that, if they were taken into consideration, would cause some dra-
matic differences in the levels of those charts.

For example, we have two million people in prison in the United
States, more than in any other country in the world, with the pos-
sible exception of China. We don't know how many they have, but
if that were reflected in that chart number it would go up consider-
ably.

We have the highest level of homeless people of any advanced in-
dustrial country in the world. If that number were considered in
there, the unemployment rate would go up substantially.
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There are a great number of people who have dropped out of the
economy. That number of people is not reflected in that chart over
there as well.

So you have a situation where we are not just facing up to the
truth. We are not addressing the real needs of people in this coun-
try, and one of the ways that we are avoiding that is pretending
that the situation is rosy, rosy where for a lot of people it really
isn't. One of the reasons why we have had the kind of growth that
you described in your testimony over the last several years is that
we have experienced an extraordinary amount of economic stimula-
tion, both fiscal and monetary; and the fiscal stimulation, of course,
has resulted in huge budget deficits, in fact, record budget deficits
for the last 3 years and a record and growing national debt.

The question arises, I think, in the minds of anyone looking at
this objectively, how much longer can we sustain that kind of so-
called economic stimulation, which is the source of whatever
growth we are experiencing? And, of course, going back to the idea
of the inequality of that growth, we are seeing more and more in-
equality in this country.

The tax cuts that were passed by this Congress have had ex-
traordinary economic benefits for the wealthiest people in America,
but, at the same time, they are causing economic hardship for mil-
lions and millions of other people. We have 37 million people in
America now living below poverty. That is an increase of more than
one million in the last couple of years. We have 45 million people
now without health insurance, most of them working people mak-
ing incomes of above $50,000 a year. Nevertheless, 45 million
Americans are without health insurance. That number has gone up
by nearly 8 million in the last 5 years.

So the inequality that we are experiencing is very, very dramatic.
Anyone sitting here at this table or as a member of the President's
Council of Economic Advisers pretending that everything is just
fine in America, that everybody is benefiting from this growth in
the economy isn't really being honest about the situation.

What is it that we ought to be doing to address the real economic
needs of the average America?

With another example, the median income of the average Amer-
ican family has been flat for the last 5 years. They are experiencing
no growth whatsoever. That is the first time that that has hap-
pened in recorded history in our nation. So, what can we do, what
can this Congress do and what can you recommend as the sole
member of the President's Council of Economic Advisers that we
can do to address the real needs of the real people of America?

Dr. Bernanke. Thank you. That was a very lengthy question.
First of all, with respect to the labor market, it is true that the

unemployment rate is calculated relative to the labor force, and
that in turn depends on how many people are actively seeking
work and would include, for example, prisoners. If you look at
other measures of the labor force, the share of the total population
that is working or the number of jobs that are created, both of
those also suggest a very strong labor force, so I don't think incar-
ceration rates, for example, are the issue here.

Also, in terms of sustainability, ultimately what allows us to con-
tinue to grow is the rate of productivity growth. As I mentioned in
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my testimony, we have had remarkable productivity growth going
back to the mid-1990s.

Representative Hinchey. That productivity growth is not being
shared equitably. We have lost 3 million manufacturing jobs in the
last several years here in this country. The kind of growth that you
are talking about is not being shared equitably. If we are going to
put up a chart reflecting the unemployment rates between Europe
and another country that I can't see or another place that I can't
see and the United States, we need to take into consideration the
cultural aspects of those countries. The things that you are talking
about are not reflected there. The number of people that are in the
employment arena in Europe is reflected in those numbers.

Representative Saxton. I am sorry, but the gentleman's time
has expired.

Representative Hinchey. They are not reflected here in this
chart.

Representative Saxton. Let me just remind everybody, we
have this room for just 2 hours. We started right on time. We are
now 55 minutes into the first hour, and we haven't finished the
first round of questions. So we are going to go to Mr. Ryan.

Representative Ryan. I will try to keep under the 5 minutes.
First, I want to make a clarification and ask a quick question.

I think it was Senator Reed who talked about the tax cuts, how
they supposedly balloon the deficits and how we should not extend
these tax cuts. Mr. English and I serve on the Ways and Means
Committee that wrote that tax cut, so I looked up the spreadsheet
from the Joint Committee on Taxation that we used in 2003 to esti-
mate what they would cost.

In 2003, our official scorekeeper estimated that in the next year,
2004, the individual income tax cuts would cost this country $106
billion in revenue loss and that the corporate tax revenue loss
would cost us $35 billion. So, we thought in 2003 individual re-
ceipts would go down by $106 billion. What happened? They went
up 14 percent. We thought corporate receipts would go down, be-
cause of the tax cuts, $35 billion. What happened, they went up
33.4 percent. In total, in light of our scorekeeping, our estimate, we
thought that in 2004 we would lose $148 billion in revenues from
those tax cuts. We thought we would increase the budget deficit by
$148 billion. What actually ended up happening in 2004 was reve-
nues went up $116 billion.

Look at what is happening in 2005. In 2005, so far this year, in-
dividual income tax receipts are up 15 percent and corporate in-
come tax receipts are up 47 percent. We have had the largest year-
to-year increase in revenues in this country since 1981 and, in par-
ticular, in our budget deficit in the first quarter of this year, we
have the largest drop, an unprecedented first quarter drop of $94
billion. The budget deficit is now down $94 billion pre-Katrina, and
we are preparing a package to pay for that one as well.

So, I think it is very important as we talk about tax policy and
what to do in the future, and what not to do in the future, not look
at estimates that were done a few years ago that we already know
for a fact are not only incorrect, but are way off. Let's look at re-
ality, and let's look at actual performance, and let's look at the fact
that these tax cuts not only help produce jobs and economic
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growth, lower the retirement or lower the unemployment rates, but
these tax cuts actually increased revenue to the Federal Govern-
ment, which is helping us get this budget deficit down. So it is a
very important dose of reality.

Here is my quick question. Two important tax cuts expire in
2008, dividends and capital gains; they are off the track with re-
spect to the rest of the tax cuts which expire in 2010.

I want your opinion, Dr. Bernanke, on how the economy views
this; how do the markets look at this? I am very concerned that the
longer we delay in extending those two provisions that expire in
2008, the more it will produce more uncertainty in the capital mar-
kets, will make capital less attractive in the United States and
more attractive in foreign countries, will depress our savings rate
even more, and would be harmful to our economy. But that is just
my own personal concern. Could you address what the economic
ramifications, in your opinion, are of not extending the capital
gains and dividend tax cuts; and are we hurting ourselves with re-
spect to the economy by delaying extending those cuts? Is it wrong
to wait until the last minute to extend those cuts, and should we
do this now or should we not be concerned about that?

Dr. Bernanke. Thank you. First of all, I agree about your com-
ments about 2005, that tax receipts have been about $100 billion
more than expected, and the deficit correspondingly lower.

With respect to taxes on capital gains and dividends, the Presi-
dent, as you know, is in strong support of continuing those tax
measures. I do think that uncertainty and delay, although sequel,
would be costly in the sense that investors would not know exactly
what to anticipate in making their decisions. So there is, I think,
some validity to that concern.

Representative Ryan. So we will forego economic growth that
we would have otherwise been able to achieve in this economy if
we delay in extending those two provisions from 2008 to, say, 2010
or permanently.

Dr. Bernanke. There will be an increase in uncertainty and
there may be some effect on growth, yes.

Representative Ryan. Thank you.
Representative Saxton. Thank you.
Ms. Sanchez.
Representative Sanchez. Thank you, Mr. Chairman. And I

have to tell you that as a trained economist, I feel like I am in-
and I am used to sitting in a room with lots of economists and ev-
erybody having different opinions-but I really feel like I am in the
twilight zone here. It is just amazing to hear some of the things
that are being said here.

I find it interesting that this Administration would pat itself on
its back by comparing the European Union's unemployment to the
United States', for example. Europe has been vigorously incor-
porating poor countries into its economy, cold war economies that
were totally devastated by communism, and cold war workers who
have had a very hard time accommodating to the market economy.
So to compare their unemployment rate to the United States, I
mean, I think this Administration has been terrible about accom-
modating poor people, about educating poor people, about bringing
people who are underemployed or unemployed into the realm. And
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we see it basically with the differences between the gap, income
gap. And certainly Chairman Greenspan spoke about this when he
was before us most recently.

I have a couple of questions. I hope I get to them. The first one
would be, I am interested in the comments that were just made
about the revenue levels with respect to the tax cut, because when
I look at the numbers, I see that the revenue levels in the Bush
administration have been actually lower as a share of GDP than
at any time since 1959. So with increased spending priorities-I
mean, this Administration is spending like crazy, it is just unbe-
lievable-why is it better to have deficits than to pay for them on
a pay-as-you-go basis, Mr. Chairman?

Dr. Bernanke. There was a decline in tax revenues in 2001, I
believe, which I think was justified, first of all, by the recession
and the appropriate fiscal response to that. And in addition, it has
been the case in the past that in a short period following cuts in
marginal tax rates, which, as I mentioned, occurred under both
Democratic and Republican administrations, there was a period of
reduced tax revenues associated in the short run with that reduc-
tion. However, over a longer period, there is a tendency to return
to a more normal level, and currently income tax revenues, for ex-
ample, as a share of GDP, are very close to their long-run average
and they are projected to go above the long-run average by 2009.

Representative Sanchez. But over the time, they have been
lower than at any time since 1959. Are you saying that all of a sud-
den, the next couple of years, we are just going to do such incred-
ible things that that is not going to be true? I mean, given the fact
that I have got two Louisiana Senators asking for $250 billion for
Louisiana, for example, that I am sure most people here are going
to try to put in a supplemental spending.

Dr. Bernanke. Well, as I mentioned earlier, I think that some
deficit spending is appropriate when you are facing a global war on
terror and natural disasters. It certainly would not have been-a
balanced budget policy in 2001 would not have been a constructive
economic policy, in my view. I think that the President is going to
meet his objective of reducing the deficit in half by 2009, and if he
does so as a share of GDP, we will be actually well below-

Representative Sanchez. And how do you think he is going to
do that? I mean, I don't know where you got this figure from, but
you just said that you thought that entitlements were going to be
increasing by 50 percent, and I don't know over what time period
you gave us. I mean, when I think of entitlements, I think of vet-
erans health care, Social Security, disability benefits, a death ben-
efit to survivors of people who have put into Social Security, Medi-
care. Are you trying to tell me that the President is going to cut
health care to the elderly, retirement to the elderly, cut moneys to
those who are disabled, cut money to orphans, cut health care to
veterans, cut the retirement of our people who have served in the
military? Is that what his intentions are to bring down the deficit,
if you are looking at a 50 percent increase over this time period?

Dr. Bernanke. No, ma'am. I have two different time frames in
mind. The President's 2009 commitment obviously is over the next
few years, and over the next few years I believe that-not cutting,
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but simply slowing the very rapid rate of growth of some programs
will be sufficient to restore the deficit to a lower level.

However, the real challenges for America are not in the next five
years, they are over the next 20 and 30 and 40 years; and that is
what my figures about 50 percent were referring to, around 2030
and 2035. If you make no changes in current programs such as So-
cial Security and Medicare and Medicaid, and they continue to
grow at recent pace, reflecting the graying of America, the retire-
ment of the baby boomers and the like, there is going to be an
enormous increase in the share of national resources absorbed by
Government programs, much greater than we could conceivably
cover by tax increases. We will need to consider how to modify
those programs so that they serve their purposes without busting
the budget.

Representative Sanchez. It sounds to me, Mr. Chairman, like
you are expecting the President to cut those programs-

Representative Saxton. The time of the gentlelady has ex-
pired.

Representative Sanchez. Thank you, Mr. Chairman.
Representative Saxton. Mr. English.
Representative English. I would like to move this debate a lit-

tle bit, Doctor, out of the twilight zone and maybe focus on a couple
of things where we are comparing apples to apples. You have been
criticized, I see, for pointing out what I think is a useful point: that
our unemployment rate in this country, although it is not very good
in parts of my district, overall is significantly lower than that of
many of our European trading partners.

I wonder if you could briefly, maybe provide a perspective of com-
paring the growth rate within the United States-which I think is
very much affected by our tax policy, and Chairman Greenspan has
conceded that point up front-would you compare our growth rate
with that of our trading partners in Europe?

Dr. Bernanke. I don't immediately recall the recent growth
rates in the major countries, but I am quite certain that the U.S.
growth rate in recent years, and also over the last decade, for that
matter, is higher by a significant margin than other major indus-
trial countries such as Germany, U.K., France, and Japan. And job
creation is significantly greater in the United States than in those
countries.

Representative English. And that growth rate has a direct
bearing on our ability to grow our tax base and generate revenues
that in turn will move us away from a deficit position. Has that
not been the experience over the last year-as Mr. Ryan was care-
ful to point out-with, in effect, a reduction in the overall deficit
picture beyond estimates of about $95 billion. That $95 billion
drop-which I realize didn't take into account Katrina and some
other factors-that was largely driven, as I understand it, by a
growth in revenues that are directly attributable to economic
growth. Am I mistaken on that point?

Dr. Bernanke. No, sir, you are correct. GDP growth in the
United States has been 4.1 percent annually over the past two
years. I believe that tax policy had a. significant role to play in cre-
ating that growth. Revenues have grown accordingly with economic
growth, and indeed in 2005 they appear to be significantly higher
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than we expected, even given the amount of economic growth that
we observed.

Representative English. Then I think the issue here is what
do we need to do to continue that growth path despite price shocks
in the energy sector. And here I want to go back to Mr. Ryan's
point with regard to current tax rates on dividends and long-term
capital gains. I am concerned about the message we might send to
markets if we don't move now to extend the current rates.

And this week I noticed that the chief economist at Wachovia,
John Silvia, published a research note in which he said, and I
quote, "Policy makers can enhance employment and growth by pro-
viding a stable tax environment for capital by extending the 15 per-
cent tax rate."

Now, opportunities lost may be difficult to quantify in the short
run, but the competitive nature of a global marketplace suggests
that other nations will attract the capital necessary to improve
their competitiveness and long-term employment if we fail to ex-
tend the current 15 percent rate.

Now, do you think this concern is an immediate one? You have
already testified that it would make sense for us to move sooner
rather than later, but at what point will markets start to make the
judgment that Congress may lack the political will to extend its
current pro-growth policies?

Dr. Bernanke. Well, as I indicated, I think it is important that
we make the tax cuts permanent. The markets will have to make
their own assessment about the probabilities and the risks associ-
ated with that. And I really don't have much to add on that side,
other than the more we can assure markets that we continue to
favor pro-growth policies and a low cost to capital, the better off we
are going to be.

I realize it is a very complex budget negotiation going on, and I
want to say, in addition, that we do need to look at the spending
side and make sure that spending is under control and we are
eliminating programs that are not providing good value. Ulti-
mately, if the spending grows beyond reasonable ranges, then it
will be extremely difficult to maintain the low tax rate.

So part of keeping taxes low is also keeping spending low, and
I think that is equally important as we look at the budget process.

Representative English. And ultimately, economic growth is
critical to us in meeting our social needs, which the gentlelady
from California was kind enough to catalog for us.

I yield back the balance of my time, Mr. Chairman.
Representative Saxton. Thank you very much, Mr. English.
Chairman Bernanke, thank you very much for being with us this

morning. I wish we had more time; however, we are pressed, and
so we thank you for being here with us. And you can be sure that
we will invite you back again.

Dr. Bernanke. Thank you very much for having me.
Representative Saxton. We are now going to move to our sec-

ond panel: Dr. Mickey D. Levy, who is the Chief Economist at the
Bank of America in New York City; Dr. David F. Seiders, Chief
Economist, National Association of Home Builders here in Wash-
ington, DC; and Dr. Brad Setser, Senior Economist and Director of
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Global Research at the Roubini Global Economics in New York
City. If you would be so kind as to take your places.

Representative Saxton. And, Dr. Levy, when you are ready,
sir, we would appreciate hearing from you.

STATEMENT OF DR. MICKEY D. LEVY, CHIEF ECONOMIST,
BANK OF AMERICA, NEW YORK, NY

Dr. Levy. Yes. Mr. Chairman, and Members of the Committee,
I am very pleased to discuss the economy and associated economic
policies, particularly in regard to following Ben Bernanke's com-
ments. I think it is extraordinarily important to point out the un-
derlying fundamentals in the U.S. economy, how strong they are.
And here I refer to the flexible and efficient production processes,
labor markets, the low inflation, the relatively favorable taxes and
regulatory policies, and this leads to the U.S. economy growing
much faster than every other industrialized nation.

This has been true, the United States has grown at least a per-
centage point faster than Europe every year since 1990, with the
exception of 2002. Capital spending is multiples higher. And I
would say U.S. potential growth is 3½2 percent plus, to the plus
side. And we have an $11 trillion economy. And so 312 percent
growth adds an extra output of $375 billion, which creates jobs and
the like. And I think it is incumbent for policymakers to maintain
policies that are consistent with sustained healthy economic
growth, not just for raising standards of living, but for the best en-
vironment for budget policymaking.

There was sound economic growth prior to Katrina, showing
some signs of moderation, but healthy increases in employment,
modest increases in wages, healthy increases in personal income,
business investment was rising, and corporate profits had reached
an all-time high. And, I might note, exports had reaccelerated sig-
nificantly.

The impact of Katrina will cause a temporary-and I underline
the word temporary-impact on employment, consumption, trade,
and inflation. And the data we have seen for September, post-
Katrina, suggests that the impacts are identifiable and local, mean-
ing that in the rest of the Nation there continues to be healthy
growth. And I might note that the healthy economic expansion and
the Fed's accommodation so far will help absorb displaced workers,
and that is already occurring.

I expect in the next quarter and this quarter, and perhaps into
early 2006, moderation in the rate of consumption growth; but then
you are starting to see, as we speak, increased Government pur-
chases, increased Government spending and fiscal policy multi-
pliers are really going to kick in. And you can have that occur just
at the same time consumption is bouncing back next year. So next
we could have very strong economic growth.

I might note here that the higher headline inflation due to high-
er energy prices is reducing real purchasing power and is having
a temporary negative impact on real wages. I do not expect that
to continue. I do expect sustained productivity gains to generate in-
creases in wages.

I would like to clarify two misperceptions I read about-I see
about characteristics in the economy that are commonly viewed as
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flaws. And the first is the low rate of personal saving. And I would
like to point out here that the rate of personal saving, which is
close to zero, is a flow variable; it does not include any appreciation
of stocks or bonds, it does not include any appreciation of real es-
tate. Therefore, this rate of personal saving is so low it excludes
every avenue through which most households save. Meanwhile,
total household wealth, even excluding all debt, is at an all-time
high. So I say the rate of personal saving, in an odd sense, reflects
confidence in the U.S. economy. People, even if they feel like they
might lose their job, they can find another one, so they spend their
cash flow and wealth continues to rise.

The other misperception about the economy is the trade deficit
which is very, very large. Many people perceive that the high trade
deficit is due to U.S. consumers, which is borrow to the hilt and
spend their money on imported goods. But in fact if you look at a
composition of what we import, it is amazing, because 40 percent
of all imported goods to the United States are industrial materials
and capital goods, even excluding oil and excluding autos. That is
as much as total imports of all consumer goods.

Now, if you look at the way the United States has consistently
grown faster than any other industrialized nation and its capital
spending is multiples faster, the wide trade deficit, the fact that we
are importing more than we are exporting, is a natural con-
sequence of that. And it may just last a long time, and it may just
be sustainable. That is, if we had a recession, and capital spending
fell and consumption slowed, then, sure, the trade deficit is going
to come in. What should your objective be?

But I would also point out so far this year, the trade deficit has
come in, for some reason import growth is slow, the exports are ac-
celerating nicely. And when I look around the world I see very
strong economic growth in Asia, and Japan is really coming back
to stronger growth. The Latin countries are doing fairly well now.
All of our major trading partners, except for Europe, are doing
poorly; so I think we can look forward to continued growth in ex-
ports, but the trade deficit is going to stay wide.

In this regard, the extraordinarily large current account, it has
widened. I do not perceive it is an immediate problem. When we
think about-when we ask the question, will foreign central banks
and foreign portfolio managers continue to buy dollar-denominated
assets, the answer is yes; they are doing so because it is economi-
cally rational for them to do so. Put yourself in their shoes. They
see stronger economic growth in the United States, higher interest
rates, higher inflation-adjusted interest rates, a credible central
bank, credible policymakers, predictable policymakers. If you were
in their shoes, you would allocate your resources to the United
States. And I don't see any dramatic shift in global asset allocation
that would lead to either a dramatic decline in the dollar or a
sharp rise in interest rates.

Having said that, the character of the current account deficit has
changed. In the 1990s we had an investment boom and saving was
OK, but insufficient relative to investment. Now the problem we
have is investments bouncing back, but saving is low, OK. So you
have insufficient saving relative to national investment, just like
Japan has excess saving relative to investment, so the exports are
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capital here. The culprit of the lack of saving is not as much the
low rate of personal. saving, as it is the budget deficit, and this
needs to be addressed.

And so the problem, I see, is we have this issue that, when I look
at it, both the current trade account deficits-we should expect
them to be wide-it is a natural consequence of differences.

Let me just put it as a question. If you see such large differences
in economic growth across nations and large differences in rates of
saving and investment and you believe in international trade-and
capital flows, why would you ever expect current accounts. and
trade accounts to be in balance? You shouldn't. But we have this
problem.

Now, what is the solution? I would love to see the solution be the
United States, Europe, and Asian policymakers sit around the
table and say, OK, United States says we will lower our budget
deficit by 2 percent GDP, Europe says we will lower taxes, reduce
our burdensome regulations, increase our potential growth from 2
to 3, and Asia-China would come along and say if you do that, we
will float our currency. That is a pro-growth solution. But the point
here-the reason I am bringing that out is when you look at these
imbalances, think about pro-growth solutions rather than just re-
ducing imbalances just to reduce them. My expectation is that con-
sumption growth in the United States will bounce back post-
Katrina, but it will slow-it will bounce back to a more moderate
level than we had. I mean, if you look at the average annualized
growth of consumption, really the last 45 years it has averaged 3.6
percent, we are not much higher than that now. I think it is going
to bounce back to a slower rate of growth, exports are going to sur-
prise to the upside, and the trade deficit will decline, and that im-
balance will decline a bit, but we still have this long-run budget
problem.

And on the budget issue I would just note, trying to be as abso-
lutely nonpartisan -as possible, if you look at what has happened
to the composition of spending in the budget and the composition
of the growth in spending, in the last 3-in the 1990s, the vast ma-
jority of the move toward budget surpluses on a cash flow basis
was due to the decline in defense spending. In the last 3-4 years,
both sides of the political aisle have voted for increase in defense
spending. Neither party has come up with a great long-run solution
for Medicaid or Medicare, both of which are rising fast as a share
of the budget and the GDP, and we all know the Social Security
issue.

So basically, given the short-run intractability of the spending
side of the budget-I am being a realist here-what fiscal policy-
makers should be addressing now is to address the larger budgets
on an accrual basis; that is, look at the large entitlement and re-
tirement programs, which is the larger source of the increase of the
budget over the last 15 years, and have a rational debate and say-
and ask the question, how can we put together programmatic
changes that are fair to current participants, that put in place the
right incentives-

Representative Saxton. Doctor, if I may ask you to cut it-
Dr. Levy [continuing.] And for the long run, just make the ben-

efit structures rational. Thank you.
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[The prepared statement of Dr. Levy appears in the Submissions
for the Record on page 55.]

Representative Saxton. Thank you very much.
Dr. Seiders.

STATEMENT OF DR. DAVID F. SEIDERS, CHIEF ECONOMIST,
NATIONAL ASSOCIATION OF HOME BUILDERS,

WASHINGTON, DC

Dr. Seiders. Well, thank you, Mr. Chairman. It is genuinely an
honor to be here today. I appreciate the opportunity to testify, and
will certainly take any questions you may have.

My name is David Seiders. I am Chief Economist with the Na-
tional Association of Home Builders. My written statement con-
tains detailed forecasts for the economy and the housing sector, on
a quarterly basis, through 2007.

Today, I would just like to concentrate on what the role of hous-
ing has been in the economic expansion so far, and how I view the
evolving role of housing in the near-term outlook.

Let me say at the beginning, that my forecasts assume that the
current economic and housing policy structure remains very much
intact. Housing certainly has some beneficial provisions in both the
Tax Code and the housing finance system, and I'm assuming in the
forecast that they are unchanged in the near term.

There has been a lot of talk about imbalances here this morning,
and you may be aware that Chairman Greenspan recently de-
scribed the current "housing boom," as he called it, as one of Amer-
ica's great economic imbalances. I certainly don't share that opin-
ion, and I will tell you why as we go along.

As you know, the housing sector has been a real pillar of
strength for the economy, even in the recession of 2001, and cer-
tainly in the economic expansion since then. The housing produc-
tion component of gross domestic product has been growing rapidly
and delivering solid contributions to GDP growth. The housing
stock itself produces housing services that are consumed by house-
holds, a big piece of consumer spending in the GDP accounts that
also has been showing solid growth.

When housing is moving well in terms of sales and production,
we are pulling other industries with us, like furniture and appli-
ances and those sorts of things. And as Chairman Greenspan has
been talking a lot about recently, the strong house price apprecia-
tion that we have seen in recent years has created huge capital
gains and equity benefits for America's homeowners, about 70 per-
cent of all households. And that equity generation has supported
a lot of consumer spending. When you add all this up, we estimate,
I think conservatively, that housing has been accounting for at
least a full percentage point of GDP growth in recent times. That
is at least a quarter of the total, so it has been quite a story.

I mentioned that this kind of performance, particularly the be-
havior of house prices, has generated widespread speculation that
the housing "boom" is overdone, and that it is likely to "bust" and
possibly cause not only serious damage to our sector, the housing
sector, but also to the economy overall. And we have been seeing
a lot of analogies drawn between the current housing boom, if I can
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use the term, and the stock market bubble that preceded the reces-
sion of 2001. I think those analogies are really off base.

My own view is that the housing market will inevitably cool
down to some degree before long, but a destructive housing bust is
not in the cards. Furthermore, rebuilding in the wake of this year's
hurricane season will add to housing production for years to come.
Everything considered, I think that the housing sector should tran-
sition away from being this strong GDP engine-fairly soon prob-
ably-but continue to play a vital role in the economy going for-
ward.

Recent housing market indicators, on balance, have been sug-
gesting that the housing market may be plateauing in terms of the
volume of sales and starts and so forth. We got some very strong
numbers yesterday on permit issuance and housing starts in Sep-
tember, a little stronger than I expected. However, my surveys of
builders and some other indicators suggest that there is kind of a
flattening going on out there in terms of volume, certainly not yet
in terms of pricing. And so I think that the housing market, in
terms of sales and production, if not topping out now, is close to
it.

Going forward, my forecast does recognize emerging affordability
issues that have been created, first of all, by the succession of rapid
house price gains in many parts of the country. We are seeing that
affordability factor putting a bind on home buying now. And we ex-
pect the affordability issue to be more complicated as we go ahead,
as the interest rate structure, both short and long rates, gravitates
up further; and that process certainly has begun.

I am also looking for less support to the housing market from
two special factors that probably are temporary. One is heavy use
of what Chairman Greenspan has called "exotic" forms of adjust-
able-rate mortgages, including deeply discounted interest-only ad-
justable-rate loans and various structures like that. Certainly the
financial regulators are taking a very hard look at that right now.
I expect to see these types of loans recede in the market, in terms
of their importance.

The other special factor we have seen is a lot of investors out
there, and a lot of them probably just short-term speculators in the
housing market. As the market situation evolves and housing de-
mand does fade to some degree, because of the affordability issue,
I think we will see a lot of those speculators go to the sidelines as
well.

So, what does my forecast show? It says that we are going to see
the housing numbers, in terms of home sales and housing starts,
move off in 2006. The decline probably will be only about 5 percent
from 2005, which will easily be a record for the single-family mar-
ket, in particular, and also a very strong year for the condo market.

In terms of pricing, we are still seeing double-digit increases in
house values nationally, 20 percent or more in 50 to 60 metro areas
in recent times. As housing demand fades as I have described, and
volume comes off, I think that the rate of appreciation in house val-
ues will recede. To what rate next year, I am not exactly sure. If
I had to make a guess, probably 10 to 12 percent this year, next
year something like half that pace.
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Don't expect to be worrying about a national house price decline
over the next couple of years. We may see some declines develop
in some of the hottest areas where the prices have risen the most.
But even in those areas, unless the economy falters, I think price
declines are a low probability. One of the key things in those areas
has been serious supply constraints, mainly land-use controls
which prevent the builders from meeting the housing demand that
is there. As we go forward, more supply will keep coming on those
markets, and I think that the price rebalancing will be an orderly
process.

Mr. Chairman, that concludes my remarks.
[The prepared statement of Dr. Seiders appears in the Submis-

sions for the Record on page 60.]
Representative Saxton. Thank you very much, Dr. Seiders.
Before we go to Dr. Setser, let me just say that we have a series

of votes currently on the House floor, and House Members will be
scampering out to make those votes, and then we will try to get
back for the question and answer period. In the meantime, Senator
Bennett is going to take the Chair. Thank you.

Dr. Setser.

STATEMENT OF DR. BRAD SETSER, SENIOR ECONOMIST
AND DIRECTOR OF GLOBAL RESEARCH, ROURINI GLOBAL
ECONOMICS, LLC, NEW YORK, NY
Dr. Setser. I want to thank Chairman Saxton and the Members

of the Joint Economic Committee for the opportunity to testify here
today.

My remarks will focus on one particular aspect of the economic
outlook, the payments deficit that the United States is running
with the rest of the world. I want to make five points.

First, the U.S. current account deficit has reached an unprece-
dented size for a major economy. Barring a sharp fall in oil prices,
that deficit is likely to rise next year.

Second, the U.S. external deficit reflects policy decisions both
here in the United States and abroad, not simply private savings
and investment decisions. Both the large U.S. fiscal deficit and the
unwillingness of many economies elsewhere in the world to allow
their currencies to appreciate against the dollar are contributing to
this deficit.

Third, trade deficits at nearly 6 percent of U.S. GDP are simply
not sustainable over time.

Fourth, large current account deficits reflect borrowing that is
needed to finance consumption in excess of income. The availability
of sufficient financing to sustain deficits of the current-size-bor-
rowing that may reach $900 billion next year-should not be taken
for granted. Consequently, these large ongoing deficits will be a
risk to the U.S. economic outlook for many years to come.

Finally, policy actions both here and abroad can help, first to sta-
bilize and then to reduce the U.S. external deficit. The needed pol-
icy steps by now, I think, are well known, but no less urgent.

First, the U.S. current account deficit is now quite large. The
current account deficit is, by definition, the sum of the trade deficit,
the deficit on transfer payments-U.S. foreign aid, and private gifts
of U.S. citizens abroad-and the balance on income. The income
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balance reflects the difference between what the United States
earns on its foreign assets and what the United States must pay
on its liabilities. The United States pays both dividends on foreign
investments here in the United States and the interest on our ris-
ing external debt.

In the second quarter, that balance-the balance on income-
turned negative for the first time in some time, and over time the
balance on investment income will contribute increasingly to the
U.S. current account deficit.

In 2005, I expect the current account deficit to rise to a bit over
$800 billion. That will reflect a trade deficit that will increase to
about $720 billion, largely on the back of higher oil prices, contin-
ued transfer deficits, and for the first time in several years, an in-
come deficit.

That $800 billion deficit is a significant increase from the $520
billion deficit of 2003 and the roughly $670 billion deficit of 2004.
I expect the trend of wider deficits to continue in 2006 for three
reasons:

First, the pace of growth of non-oil imports, as has been noted,
has been relatively subdued this year. That reflects a lag after very
strong growth at the end of 2004. As the U.S. economy continues
to grow, I expect some resumption in the growth of non-oil imports.

Second, I expect the current strong export growth to slow. Why?
Because the dollar has been strengthening this year, and that will
impact the trade balance.

I disagree somewhat with Dr. Levy in his emphasis on strong
growth in Asia and low growth in Europe. If you look at the com-
position of U.S. export growth this year, U.S. exports to Europe
have been growing faster than U.S. exports to the Asia Pacific re-
gion for the simple reason the dollar felt substantially against the
euro in 2003 and 2004.

Finally, the balance on investment income, the amount of inter-
est that the United States has to pay on the external debt, is set
to rise substantially. The roughly $800 billion that we have to bor-
row this year, assuming an interest rate at around 5 percent,
translates into a $40 billion increase in our net payments abroad.

Second point, this rising external deficit is a function of policy
choices both here and abroad-policy choices that have reduced
savings relative to investment in the United States and increased
savings relative to investment in the rest of the world. The key pol-
icy decision that we in the United States made is to increase our
structural fiscal deficit. That deficit went up during the recession,
as Dr. Bernanke noted. It has not come down commensurately as
the economy has recovered. As investment has picked up from its
low levels, that has correspondingly widened the gap between sav-
ings and investment here in the United States.

Abroad, savings and investment have evolved in different ways
in different countries, but I think it is important to recognize the
main counterparts to the U.S. current account deficit-or to the
rise in the U.S. account deficit-has not been an increase in Eu-
rope's current account surplus. Europe's current account surplus,
broadly speaking, has been falling. Japan's surplus has been rising,
but the rise, roughly $60 billion since 1997, is in no way on the
same scale as the increase in the U.S. current account deficit. The
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main counterpart to the increase in the U.S. current account deficit
has been the enormous increase in the surpluses that have been
run by so-called emerging and developing economies. That reflects
rises in savings in China and in the oil-exporting countries, and
falls in investment in many other emerging Asian economies.

The vector that has carried these surplus savings to the United
States, by and large, has not been the private flow of capital; rath-
er, it has been the unprecedented increase in the accumulation of
hard currency reserves by emerging economies. The increase in
true reserves, the annual increase, has gone from about $116 bil-
lion in 2001 to about $500 billion last year, and I expect around
$600 billion this year just in the world's emerging economies.

Third point. These deficits are not sustainable over time. Particu-
larly trade deficits of this magnitude are not sustainable over time.
Why? Because a constant trade deficit, according to basic external
debt sustainability analysis, implies a rising external debt-to-GDP
ratio over time, and a rising external debt-to-GDP ratio implies a
rising current account deficit as the amount of interest that we
have to pay on our external debt rises over time.

Indeed, should the trade deficit gradually fall to roughly zero
over the next 10 years, something that would imply substantial
changes, the U.S. national external debt would still rise to about
50 percent of U.S. GDP, and at the end of that adjustment period
the United States would still be running a significant current ac-
count deficit.

Fourth, as I mentioned earlier, sustaining ongoing deficits of this
magnitude next year requires net inflows of capital from abroad of
between $900 billion and $1 trillion dollars; that implies that we
have to commit some of our future income to pay for that inflow
of debt. And broadly speaking, since we are relying on foreign sav-
ings to finance investment here at home, some of the benefits of in-
vestment here will flow to our foreign creditors.

More immediately, though, the risk is that the financing needed
to sustain these deficits won't be available at current relatively low
interest rates. Any rise in interest rates might provoke a slowdown
in U.S. economic activity.

The combination of market forces and policy decisions that will
bring about the necessary adjustment in the U.S. trade deficit is
subject to substantial uncertainty, but there is no doubt that the
adjustment, when it comes, implies substantial changes in the driv-
ers of growth both in the United States and in our trading part-
ners. Specifically, consumption growth here in the United States
must slow, and consumption growth in our trading partners needs
to rise.

Recent studies by the staff of the Federal Reserve Board offer
hope that the necessary adjustment process will be relatively
smooth. However, caution is in order. The United States is in many
ways operating outside the realm of historical experience. But I
think one lesson from international experience is pretty clear. As
a country's external debt grows, it becomes more, not less, impor-
tant to maintain confidence in a country's fiscal policy choices. Re-
ducing the fiscal deficit, put simply, is the best way to raise na-
tional savings.
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Policy changes are also necessary abroad. China, Malaysia, and
many oil-exporting countries need to unpeg or reduce the degree to
which they peg their currencies to the dollar. Spending in oil-ex-
porting countries must rise if oil prices stay high, and China needs
to take steps to stimulate consumption.

As I have argued, the expansion of the U.S. trade deficit reflects
mutually reinforcing policy choices. The stabilization and the even-
tual fall in the U.S. deficit will also be far smoother if that process
is supported by appropriate policy changes. No doubt market forces
will eventually demand adjustment even in the absence of policy
change. But as both the current President of the New York Fed,
Tim Geithner, and former Treasury Secretary Robert Rubin have
emphasized,. without supporting policies the needed market moves
are bigger and the risk of disrupted market moves is far higher.

Thank you.
[The prepared statement of Dr. Setser appears in the Submis-

sions for the Record on page 67.]
Senator Bennett [Presiding.] Thank you very much. This is a

very interesting and worthwhile panel, and it looks like Senator
Reed and I are going to have the next 15 minutes to ourselves be-
fore the lease runs out and we are forced to leave the room.

I would like Dr. Setser and Dr. Levy to kind of go at each other
here, because they have slightly different views; but there is also
a degree of agreement and common ground from which to have this
exchange.

Let me just make a comment before I ask the two of you to re-
spond to each other. Everybody agrees that the American deficit
has to-come down; that is, the amount of borrowing by the govern-
ment, whose percentage of GDP has to be stabilized-I am of the
opinion that if it stays at its present level as a percentage of GDP
that is within historic norms, then it is completely sustainable.
However, if you look ahead at the demographics, it becomes abun-
dantly clear that it cannot stay within its present percent of GDP
without some fairly fundamental changes in the spending.patterns.
And we saw the peace dividend that occurred in the 1990s that
brought the deficit down, and we all assumed we were responsible.
All of us- here in the Congress took full credit for it, and the Clinton
administration took full credit for it, and that is the way politics
works. But the peace dividend is a one-time dividend, and if we are
going to bring the deficit down, we are going to need to have the
courage to address the entitlement problem. And the entitlement
problem is summarized by our friend Ted Stevens, who, when he
went on the Appropriations Committee, said the Appropriations
Committee controlled two-thirds of the Federal budget and one-
third was mandatory spending outside of the purview of the appro-
priations process.

Today those numbers are reversed. We have a budget of roughly
$212 trillion, and that portion that is subject to appropriations is
roughly $800 billion, a third. And-the percentages keep going in
favor of the mandatory spending, to the detriment of discretionary
spending. And the $800 billion-$840 I think is the actual num-
ber-roughly $800 billion that the appropriations covers includes
defense, which is roughly half.
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So if you take away half of the discretionary spending and say
it is off limits because of defense, and you are going to, quote, "bal-
ance the budget by Congress getting its act in order and holding
down spending, you have a universe of $400 billion that you have
to deal with out of a $2½2 trillion budget, unless you are willing
to tackle the mandatory spending, the entitlement spending, which
means Social Security, Medicare and Medicaid. And if we say those
must be held inviolate, we will see the two-thirds that is currently
mandatory grow to three-fourths, or to 90 percent, or eventually
100 percent. And if you want to talk about something that is
unsustainable, that is a trend that is unsustainable and affects ev-
erything else we are talking about.

OK. Having made that point, Dr. Setser and Dr. Levy, can you
comment back and forth on each other, and we will try to hold
what you say between the two of you for maybe the next 7 minutes,
and then Senator Reed can ask his for the next 7 minutes, and we
will have taken the time that is available to us because I don't
think our House colleagues are coming back. Is that a fair division
of time, Senator?

Dr. Levy. Let me take a crack at it. I would note in the 1990s,
even as the cash flow government budget went from deficit to sur-
plus, on an accruable basis the deficit-on an accrual basis, the
budget was deteriorating because of the continued rising in the un-
funded liabilities.

It is imperative to address the long-run budget imbalance be-
cause if we look realistically in the short run, many aspects of the
programs that are growing the fastest are intractable. So it is now
important to address in a very rational, fair way that doesn't affect
current recipients, change the policies that will affect the long run,
grandfather them in.

And I remember when I was working on the Hill in the late
1970s and the Social Security projections were accurate-they
proved to be accurate. And the issues are the same, just the num-
bers are bigger. Address them in an appropriate way.

I would like to make two comments on the current account. Very
frequently in my position I have to talk to portfolio managers that
run all of the Asian central bank money. And I was just over there,
and they are very economically rational. And they are seeking the
highest risk-adjusted expected rates of return. They have no inten-
tion at all of dramatically altering their asset allocation.

Second, if you think about it, in the last year with low interest
rates, when they buy, say, a 2-year debt, we are borrowing at, say,
3 percent, now it is 4 percent, the issue is what are we doing with
the imported capital? To the extent we are using it-and as I men-
tioned it in my testimony-to finance corporate purchases of indus-
trial materials and capital goods, I guarantee you the average rate
of return on that imported capital is higher than the cost of financ-
ing it. So once again, the culprit once again is the budget deficit.
And not just the budget deficit per se, but the entitlement pro-
grams, the consumption-oriented ones that increase spending with-
out adding to the Nation's long-run productive capacity.

Senator Bennett. Dr. Setser.
Dr. Setser. Well, I do think Dr. Levy and I share a common

opinion that the best way that the pace of increase in the current
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account deficit can first be reduced and then the deficit can be
brought down is by taking steps to increase national savings, and
the first best way to do so is to reduce the fiscal deficit.

I am not convinced, however, that the debate about entitlements
is totally relevant here, and I say that for the following reason, and
with complete respect for the opinions of the Senator.

In my personal opinion, the trade deficit and the trends of the
unsustainability about the trade deficit are likely to manifest them-
selves as a problem in a much shorter time frame than the time
frame that is relevant for the debate about entitlements, and par-
ticularly for the debate about Social Security. And I would note in
that context that at this current point in timre. Social Security r un-s
a cash flow surplus, as is well known, and this reduces the cash
flow deficit of the rest of the government. So my concern wohild be
that in the context of reforming our entitlements, we increase our
near-term fiscal deficits-cash flow deficits-and increase our near-
term borrowing. That would not increase our own national savings
or decrease our dependence on savings from abroad.

As I have argued, our current dependence on foreign savings is
already quite high. And since I don't think we are talking about a
40-year problem or a 20-year problem, I think we are talking about
more of a 10-year problem, so I think the time frames are a little
bit different.

The question about the continued availability of financing to sus-
tain the U.S. current account deficit-which is much larger than
the U.S. fiscal deficit-does hinge, as Dr. Levy suggested, on the
portfolio decisions made by Asian central banks. I would also note
it hinges on the portfolio decisions made by the Russian central
bank and by the central banks of the major oil-exporting countries.
One of the major evolutions that has occurred this year is that a
growing share of our deficit is indirectly being financed by Saudi
Arabia, by Russia, by the other countries with large oil exporters.

I differ slightly from Dr. Levy in his assessment that it is ration-
al for these countries, on an investment basis, to be sending and
to be buying U.S. treasuries at the current rate; I say that for the
following reason. Most forecasts for the size of the dollar deprecia-
tion against Asian currencies that would be needed to bring the
trade deficit down over time, are quite large; therefore, even the in-
terest rates of 4 percent or 5 percent that these countries are get-
ting on your dollar assets here, is unlikely to compensate them for
the future exchange rate risk. So while I don't think Asian central
banks are likely to shift their portfolio away from dollar assets, I
think there is a risk that over time they may be less willing to add
to their stock of dollar assets. And remember, we do need $800-
or $900 billion every year. We get it 1 year, we still need it the
next year. I also differ slightly in my assessment of the uses to
which this imported savings is being put.

Senator Bennett. I am sorry to interrupt you, but I would like
Senator Reed to-

Senator Reed. Go ahead, Doctor.
Dr. Setser. My concern is that the external debt that we are

taking on right now is not being, by and large, used to finance in-
vestment in the tradables portion of the U.S. economy, and exter-
nal debt is ultimately a claim on our tradable production of goods
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and services. So while in the short run, shifting resources toward
the residential housing sector and toward other sectors can help
sustain growth, in the long run it is not obvious to me that im-
provement in our residential housing stock will generate the future
export revenue needed to pay back the interest on that rising exter-
nal debt.

Senator Bennett. Thank you.
Senator Reed. Thank you, Senator Bennett.
It strikes me that we all are saying the same thing, just in dif-

ferent ways. That is that we have to increase national savings.
There are several ways to do that. One is to reduce the budget def-
icit, or to increase household Dersonal savings. And it strikes me
with all the discussion particularly around this room about tax pol-
icy, tfax policy doesn't seem to produce a lot of increases in personal
savings.

Do you want to comment on that, Dr. Setser?
Dr. Setser. I tend to agree with that. I think the general studies

suggest that tax incentives for savings have offsetting effects, that
on one level they may increase some savings at the margins, but
a lot of the benefits from the tax incentives go to people who would
otherwise have saved, and so are offset by reductions in tax reve-
nues, and the overall impact on national savings is small.

Senator Reed. Dr. Levy, I will let you respond, too, but behind
that question is another question. If we can't effectively-or don't
choose to effectively stimulate household savings, then we are left
to close the budget deficit in order to achieve this goal of increasing
national savings and investment; is that-

Dr. Levy. You want to reduce the budget deficit in any way, in
any case, because how you spend and how you tax determines the
allocation of national resources. And once again, what you want to
do is effect a policy that is best for a sustained, healthy long-run
economic growth.

With regard to tax incentives, I respectfully disagree. I think
they have increased saving.

I would like to embellish on one other point, and it is an oddity
in the following way

Senator Reed. Excuse me. In your testimony you indicated that
the numbers suggest a close to zero household savings rate. You
made some interesting points about the fact that it doesn't include
residential real estate and stocks, et cetera, but I just want you to
clarify now whether you are saying that tax policy is actually stim-
ulating savings.

Dr. Levy. Well, the rate of personal savings has come down be-
cause it is a cash flow measure and people are spending their cash
flow because their wealth is going up. Let me juxtapose that with
the double-digit rate of saving, personal saving in Germany, be-
cause people are still pessimistic about the economy and their pros-
pect for jobs, where there is a 7½2 percent rate of personal saving
in Japan where there is a lot of angst.

Let me add this oddity. In the last year oil prices have increased
significantly. On an annualized basis, the doubling of oil prices has
increased revenues to OPEC just in the United States by over $200
billion. U.S. consumers have smoothed their consumption pattern,
that lowers their rate of saving; but because it is all denominated
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in dollars, a lot of it flows back into the United States and keeps
the real cost of capital low.

So it is very ironic, like circa 1970s recycling petro dollars; that
is, lowering our rate of personal saving and widening our current
account deficit. That is, the cost of higher energy crisis is real.

Senator Reed. And both those things are bad in terms of low-
ering savings and-

Dr. Levy. Yes.
Senator Reed. Dr. Setser, do you have a final comment?
Dr. Setser. I agree with the mechanism that Dr. Levy described

by which the oil surplus is being recycled back on the United
States. I think the ironic thing, in some sense, is that the oil sur-
plus that these countries have comes not just from exporting oil to
the United States, but to exporting oil to Asia. And one of the strik-
ing features of the current situation is while they are earning
money from the entire world, it seems like a disproportionate share
of their savings is flowing back to the United States.

However, I wouldn't assert that is a necessary consequence of the
fact that oil is priced in dollars. In liquid capital markets, it is
quite easy to sell oil for a dollar and trade that dollar for a euro,
and I think over time we shouldn't assume that current patterns
will continue.

Senator Reed. Well, thank you very much, gentlemen. Thank
you, Senator Bennett.

Senator Bennett. This has been a most worthwhile panel. And,
Dr. Seiders, you didn't get into this macro stuff because you are
talking about housing

Dr. Seiders. The House Members are probably more interested
in that. Just kidding.

Senator Bennett. I found your comments to be very useful.
Let me just make one comment, back to my earlier one about the

mandatory spending and the entitlements. Dr. Setser, the only rea-
son that I pick on Social Security is that it is the easy one. Medi-
care and Medicaid are going to be much more difficult. And if we
cannot in the Congress come together to solve the Social Security
long-term structural problem-I agree with Dr. Levy, we should
hold the present participants harmless, because I happen to be one
of them; but for my children and grandchildren, if we can't come
together to deal with Social Security in a bipartisan fashion, we
will never, ever get our arms around the Medicare problem.

Social Security is the easy one because it is simply moving num-
bers around. We know all the people, we know all the dollars that
can be allocated. Medicare has so many other problems connected
with it.

So I agree with you that Social Security may not be the big one,
but at least I want to take it on because I think it is the easy one.

And thank you very much for your participation here. The hear-
ing is adjourned.

[Whereupon, at 12 p.m., the Committee was.adjourned.]
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PREPARED STATEMENT OF REPRESENTATIVE JIM SAXTON, CHAIRMAN

I am pleased to welcome Chairman Bernanke and the members of our second
panel of witnesses before the Joint Economic Committee this morning. This Com-
mittee values its long history of cooperation with the Council of Economic Advisers.
The testimony today will provide a solid foundation for understanding the forces
that are shaping current economic conditions as well as the economic outlook.

The recent hurricanes have caused a tragic loss of life and property on the Gulf
Coast, and also have had temporary effects on the U.S. economy as a whole. One
reason for this national impact is that a significant portion of U.S. oil and gas pro-
duction is concentrated in the Gulf, and much of it is still damaged. Thus it is rea-
sonable to expect that the economic impact of the hurricanes will slow GDP growth
in the second half of 2005. In 2006, as recovery efforts proceed, many economists
expect growth to be a bit higher than previously forecast.

Despite the hurricane damage, a broad array of standard economic data indicates
that the economic expansion has built up strong momentum. The U.S. economy
grew 4 percent in 2004, and advanced at a rate of about 3.5 percent in the first
half of 2005. A rebound in business investment has played an important role in ex-
plaining the pick-up in the economy since early 2003. Equipment and software in-
vestment has been strong over this period.

The improvement in economic growth is reflected in other economic figures as
well. Since May of 2003, business payrolls have increased by 4.2 million jobs. The
unemployment rate stands at 5.1 percent. Consumer spending continues to grow.
Homeownership has hit record highs. Household net worth is also at a record level.
Productivity growth continues at a healthy pace.

Long run inflation pressures appear to be contained. Long-term interest rates, in-
cluding mortgage rates, are still relatively low. It is clear that the Fed remains
poised to keep inflation under control.

In summary, overall economic conditions remain positive. The U.S. economy has
displayed remarkable flexibility and resilience in dealing with many shocks. It is
clear that monetary policy and tax incentives for investment have made important
contributions to the improvement in the economy in recent years. Recently released
minutes from the Federal Reserve suggest that the central bank expects this eco-
nomic strength to continue.

The Administration forecast for economic growth in 2006 is comparable with those
of the Blue Chip consensus and the Federal Reserve. With growth expected to ex-
ceed 3 percent next year, the current economic situation is solid and the outlook re-
mains favorable.
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ECONOMIC EFFECTS OF INFLATION TARGETING

After decades of debate, the case for inflation targeting is well established. This
paper focuses on one key ingredient of the argument supporting inflation targeting:
The proposition that a credible implementation of inflation targeting will calm and
stabilize various financial markets, anchor the price system, and limit inflation as
well as its variability and persistence. Other competing views-i.e., (a) that inflation
targeting has no impact on financial markets and (b) that inflation targeting leads
to asset price bubbles and hence to financial market volatility-are briefly outlined.

These alternative views are presented and briefly contrasted with existing empir-
ical evidence. Some key findings include the following:

* There is little or no evidence that inflation targeting adversely affects financial
markets.

. While not unanimous, the weight of the existing empirical evidence appears to
support the view that inflation targeting matters and will work to calm and limit
the variability of financial markets, as well as the persistence of inflation. As the
empirical literature suggests, this will likely help to foster healthier economic
growth. Although some research findings are consistent with competing hypotheses,
this research has a number of problems.

Since there is little evidence that inflation targeting has adverse effects on finan-
cial markets or the economy, adopting inflation targeting once price stability is
attainted likely will make maintaining price stability easier. As emphasized by-oth-
ers, adopting inflation targeting will help future economic performance in that gains
in credibility will be preserved for future Federal Reserve chairmen.

INTRODUCTION

The theoretical case for inflation targeting (IT) has been spelled out during the
course of the last 15 years in a number of publications, including several JEC stud-
ies. The case for IT is a strong one, supported by a number of compelling arguments.
According to proponents, adopting IT certainly does make a difference by improving
the performance of the economy, the financial system, and the inflation rate. The
arguments supporting this approach, however, will not be repeated here; these argu-
ments have been amply described elsewhere. Instead, one component of the argu-
ments supporting the adoption of IT will be reviewed and assessed.

In particular, IT proponents contend that its adoption will help to calm and sta-
bilize financial markets. More precisely, the adoption of credible IT will provide an
anchor to the financial system and to financial markets. In so doing, financial mar-
kets will stabilize as inflation is driven from the price system. Temporary deviation
of inflation will be ignored. This credibly reduced inflation is associated with less
volatile financial markets, smaller risk premiums, and lower inflationary expecta-
tions. In this view, then, IT is associated with more stable financial markets.

On the other hand, some economists contend that IT is associated with asset price
bubbles, and thus, asset price volatility. In particular, as credible IT works to sta-
bilize conventional measured inflation, to reduce risk premiums, and to tame eco-
nomic fluctuations, economies experience more risk taking and more risky invest-
ment. Economies will also experience increased stock price volatility and associated
asset price bubbles. According to this view, there is a kind of "moral hazard" of eco-
nomic policymaking: The more stable/predictable the economic environment, the
more risk taking and risky investment take place. Proponents of this view point to
several classic episodes in which asset price bubbles followed periods of price sta-
bility; e.g., the United States during the 1920s, as well as more recent episodes in
Japan and the U.S. In this view, then, IT is associated with more volatile asset prices
and financial markets, the opposite contention of the above, more conventional view.

This paper briefly describes these alternative views, reviews relevant empirical
evidence, and attempts to reconcile these seemingly conflicting positions.

AN UNCONVENTIONAL VIEW: INFLATION TARGETING (IT) AND ASSET PRICE VOLATILITY

Recently, a few economists have broken rank with the conventional view sup-
porting IT. These economists contend that low inflation environments tend not to
be associated with asset price stability. Instead, they argue that IT or low inflation
environments tend to be associated with asset price movements and bubbles (or fi-
nancial fragility) and asset price volatility. Fildaro, for example, states that:

. . .The achievement of a low, stable inflation environment has not simulta-
neously brought about a more stable asset price environment. The record over
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the last decade, in fact, has raised the prospect of asset price booms and busts
as a permanent feature of the monetary policy landscape.'

Similarly, Borio and Lowe (2002) argue that:
. . .financial imbalances can buildup in a low inflation environment . . .while low and stable inflation promotes financial stability, it also increases thelikelihood that excess demand pressures show up first in credit aggregates and

asset prices, rather than in goods and services prices . . . We stress that finan-
cial imbalances can and do buildup in periods of disinflation or in a low infla-
tion environment,2

Furthermore, in reviewing the economic environment of the past 30 years or so,
Borio and White (2004) maintain that this environment can be characterized as im-proving in price stability while at the same time experiencing more financial insta-
bility.3

Some endorsing this alternative view include some economists sympathetic to theAustrian School and several economists affiliated with at the Bank for International
Settlements (BIS).4

This alternative view embodies some important implications. Notably, proponents
of this view contend that price stability or IT causes sharp movements in asset
prices; i.e., price stability or IT is associated with asset price bubbles.

According to proponents of this view, IT central banks themselves increasingly
(but unwittingly) work to create the environment conducive to the formation of assetprice bubbles or instabilities. Specifically, as modern central banks learn to control
inflation and tame economic fluctuation, thereby stabilizing economic activity, these
economies will experience more risk taking, more innovation, more investment and
sometimes stronger advances in productivity. They will experience increased stock
market volatility and associated asset price bubbles. Credible IT policies, therefore,
stabilize conventionally measured price indices while at the same time create new
incentives to take risk.

In this view, there is a kind of "moral hazard" of economic policymaking: The
more stable/predictable the economic environment, the more risk taking, invest-
ment, and innovation take place. In sum, low inflation environments are increas-
ingly associated with financial imbalances and asset price volatility.

THE CONVENTIONAL VIEW: INFLATION TARGETING CALMS AND STABILIZES FINANCIAL
MARKET PRICES

There are several theoretical explanations of how financial markets are affected
by the existing monetary regime. In particular, different explanations exist as to
how movements in financial market prices are shaped by the adoption of IT and its
associated consequent price stabilization. One of the direct benefits of IT, for exam-
ple, is the calming, stabilizing effect it has on financial market prices and on the
market price system itself. In short, IT stabilizes prices and serves as an anchor to
the price system. According to Levin et.al., for example:

.. under an inflation-targeting regime, expectations about inflation, par-
ticularly at longer horizons, should be "anchored" by the target, and thus should
be less affected by changes in actual inflation . . . Having inflation expectations
that are well anchored-that is, unresponsive to short-run changes in infla-
tion-is of significant benefit to a country's economy . . . Keeping inflation ex-
pectations anchored helps to keep inflation itself low and stable. 5

More specifically, as inflation rates are credibly lowered and as stable prices even-
tually emerge, inflation and inflationary expectations will have less of a disturbing
effect on price movements. Price reactions to both economic policy announcements
and economic data releases will be tempered. This reduction in inflation and infla-
tionary expectations will lower the variability of relative and nominal prices. And

I Fildaro, Andrew, "Monetary Policy and Asset Price Bubbles: Calibrating the Monetary policy
tradeoffs," BIS Working Paper No. 155, June (2004), p.2 Borio Claudio, and Philip Lowe, "Asset Prices Financial and Monetary Stability: Exploring
the Nexis," BIS Working Paper No. 114, (July 2002), Abstract, p. 1.3Borio, Claudia and William White, "Whither Monetary and Financial Stability? The Implica-
tions of Evolving Policy Regimes," BIS Working Paper No. 147 (February 2004).4 These authors, include, for example, Charles Bean, Claudia Borio, Philip Lowe, William
White, Andrew Filadro, Andrew Crockett, and others.5Jeremy Piger, "Does Inflation Targeting Make a Difference?", Monetary Trends, Federal Re-serve Hank of St. Louis, April 2004, p. 1. See also Lovin, Andrew T., Natalucci, Fabio M. andPiger, Jeremy M., " 'he Macroeconomic Effects of Inflation Targeting," Federal Reserve Bank ofSt. Louis Review, July/August 2004, 86 (4).
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this reduction of inflation and inflationary expectations will also reduce uncertainty
and thereby lower risk spreads.

Furthermore, distorting interactions of inflation with the tax code will gradually
be minimized. In short, the operation and working of the price system will be im-
proved as adopting IT will reduce market volatility.

These factors will contribute to calming and stabilizing a number of important
markets including the short-term money market, long-term bond market, foreign ex-
change market, sensitive commodity markets, as well as equity markets. All of these
improvements will work to better enable to function, improve market efficiency, and
inevitably to improve economic growth and performance.

INDIRECT APPROACHES TO STABILIZE MARKETS

There are additional indirect, but important ways in which IT can work further
to calm and stabilize movements in market prices. More specifically, IT necessarily
involves an increase in central bank transparency, which can work to further sta-
bilize markets. 6 The benefits of monetary policy transparency cited in the literature
include a reduction in both the level of and variability of inflation, as well as out-
put.7

IT, after all, involves the announcement of and explicit public identification of pol-
icy goals or policy rules. This involves providing more information to the market.
Markets work better with more information; more specifically, they absorb new in-
formation and use it to form common, concentrated expectations about the future.8

As markets begin to anticipate policy changes, the initial steps of the monetary
transmission mechanism between policy action and economic activity begin to work
more efficiently.9 Policy surprises affecting markets become smaller and fewer in
number. Central bank credibility begins to build and to anchor inflationary expecta-
tions, thereby helping to stabilize financial markets. As one proponent put it: "the
strength of inflation targeting, vis-a-vis other monetary regimes lies precisely in
how transparency enhances monetary credibility and anchors private expecta-
tions." 10

In short, increased transparency changes behavior so that markets function better
and in a more stable, predictable manner that works to stabilize markets.

EMPIRICAL EVIDENCE

In sum, alternative views as to the effects IT might have on financial markets
suggest that, the adoption of IT could result in these markets becoming more volatile,
less volatile, or unaffected by IT. Existing evidence sheds some light on validity of
these alternative views.

Does IT result in more Volatile Financial Markets?
Hard empirical evidence supporting the view that IT causes financial market vola-

tility appears difficult to muster. Much of the literature sympathetic to this view
is not focused directly on such empirical evidence. Rather, it often deals with broad-
er issues of monetary policy and the policy role played by asset price "bubbles".
Borio and Lowe, for example, make such a connection:

While low and stable inflation promotes financial stability, it also increases
the likelihood that excess demand pressures show up first in credit aggregates
and asset prices, rather than in goods and services prices. Accordingly, in some
situations, a monetary response to credit and asset markets may be appropriate
to preserve both financial and monetary stability.1

But the argument that price stability or IT itself fosters asset price bubbles, asset
price volatility, or financial instability has been neither adequately nor convincingly
established. And the case that financial imbalances develop because of stable price
environments, has not been demonstrated; it has not been shown that price stability

6 Transparency has several dimensions. These involve explicit identification of policy objec-
tives, issuing inflation reports, policy announcements, and testimony, i.e., providing much more
information to the market. See for example, Seth B. Carpenter, 'Transparency and Monetary
Policy: What Does the Literature tell policymakers?" Working Paper, Board of Governors of the
Federal Reserve System, April 2004. p. 1.

7 See Carpenter, op. cit., p. 1.
5 See, for example, Gavin, William, "Inflation Targeting," Business Economics, April 2004, pp.

30, 36.
9 See, Charles Freedman, "Panel Discussion: Transparency in the Practice of Monetary Policy,"

Review, Federal Reserve Bank of St. Louis, July/August, 2002, p. 155.
10Klaus Schmidt-Hebbel and Matias Tapia, "Statement" (2002), p. 11)
IIBorio Claudio and Philip Loew, "Asset Prices, Financial and Monetary Stability: Exploring

the Nexis," BIS Working Paper No. 114, July 2002, Abstract.
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causes financial instability. In short, no direct "hard core" or formal statistical or
econometric evidence supports this view. Instead, anecdotal compilations of "stylized
facts" are used to assess historical episodes in support of the view. Additionally, only
a few episodes appear to have the characteristics (low inflation, credit growth, asset
price bubbles, etc) consistent with this view. Instead of such evidence, proponents
rely on assumptions relating to the credibility of policymakers, investment activity,
technological advances, or productivity gains that can serve to constrain the price
increases of goods and services. In sum, little hard empirical evidence supporting
the view that price stability or IT contributes to or causes volatile financial markets
exists.

Empirical Evidence: Does IT matter? Is IT unrelated to economic performance or
to market volatility?

A number of studies have examined whether the adoption of IT improves eco-
nomic performance (as measured by movements in inflation, output, and/or interest
rates) or affects the volatility of market variables. In short, they have tested to see
if IT matters.

Several researchers have addressed this question. Despite a good deal of effort,
however, some of their empirical results have been mixed. As a result, this research
in turn has raised a number of methodological questions. More specifically, in as-
sessing these questions in recent years, researchers have often used a common
methodology. The reason for this is that recently both IT and non-IT countries expe-
rienced improvement in economic performance as measured, for example, by infla-
tion or the level of interest rates. Focusing on any one IT country in isolation might
lead researchers to falsely conclude that IT caused the improvement. But non-IT
countries may have experienced similar affects. Some researchers contend, there-
fore, that to test for the effects of IT, improvements in IT countries must be made
relative to improvements in non-IT countries.

Examples of research results: Implying IT doesn't matter include the following:
* Ammer and Freeman (1995) surveyed three IT countries, New Zealand, Canada,

and the United Kingdom. They found that although each reached its inflation goal,
bond yields suggested that long-term inflationary expectations exceeded targets as
did short-term measures of inflationary expectations. This suggests that these coun-
tries did not attain the credibility necessary to properly anchor other prices and sta-
bilize the price system. Moreover, there is no evidence that announcement of an ex-
plicit IT policy would reduce inflationary expectations.1 2

* Johnson (2002) employed data from 11 countries. He adopted a methodology
which divided up his sample into inflation targeting and non-inflation targeting
countries. His results are mixed. Specifically, he found that while the level of infla-
tionary expectations falls after announcing explicit inflation targets, the variability
of expected inflation does not. In describing his results, Johnson contended that "in-
flation targets allowed a larger disinflation with smaller forecast errors to take place
in targeting countries." 13

* Recent research by Ball and Sheridan (2003) is perhaps the most forceful exam-
ple of empirical work concluding that IT does not matter. These authors, for exam-
ple, conclude that:

. . . on average, there is no evidence that inflation targeting improves per-
formance as measured by the behavior of inflation, output, or interest rates . . .
overall it appears that targeting does not matter. Inflation targeting has no ef-
fect on the level of long-term interest rates, contrary to what one would expect
if targeting reduces inflation expectations . . . targeting does not affect the var-
iability of the short-term interest rates controlled by policymakers . . . we find
no evidence that inflation targeting improves a country's economic perform-
ance.14

In short, some research clearly concludes that IT does not matter.

SOME QUESTIONS AND CRITIQUE

There are, however, a number of fundamental reasons why this research and its
conclusions are both questionable and in conflict with the results of other research.

'
2
John Ammer and Richard T. Freeman, "Inflation Targeting in the 1990s. The Experiences

of New Zealand, Canada, and the United Kingdom," Journal of Economies and Business, 1995,
47:165-192, pp. 165,189.

'
3

David R. Johnson, "The Effect of Inflation Targeting on the Behavior of Expected Inflation:
Evidence from an 11 country panel," Journal of Monetary Economies, 49 (2002) 1521-1538, p.
1537.14

Ball, Laurence and Niamh Sheridan, "Does Inflation Targeting Matter?," Paper presented
at NEER Inflation Targeting Conference, January 2003 (March 2003), pp. 2,3,4,29.
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For example, many economists question the methodology employed in these studies.
The selection and identification of "non-IT countries," for example, is one of these
issues. Several economists, analysts, and even Federal Reserve officials have pointed
out that a number of key countries, including the U.S., are identified as non IT
countries in the studies because they do not have explicit inflation targets. But many
of these countries consistently pursued an implicit inflation targeting strategy. So
the label may be misleading and inappropriate for several countries. This
misspecification also applies to countries pegging their currencies to a currency
whose central bank is following ITs; (i.e., some countries in Europe and Asia). These
observations were made by, Gertler, Mankiw, Federal Reserve officials and others. 15

These contentions draw into question the validity of the methodology and results
of these empirical studies.

Furthermore, recent IMF research surveys and delineates the many dimensions
to and ways of classifying and categorizing IT. This research underscores the large
number of variables that can be used to select and define IT. It is a reminder that
there may be no easy, simple way of neatly identifying an IT central bank.

Because of the multi-dimensional character of IT regimes, it is difficult to clearly
and neatly dichotomize existing central banks into IT and non-IT categories. Defini-
tions of IT, for example, should be adjusted to reflect the realities of "flexible" IT.
The clean dichotomization maintained by theoretical researchers may not be nearly
as clean as suggested by the authors. Consequently, the empirical results may not
be as clean as suggested by some of the results of these papers.

Additionally, several statistical or econometric issues and critiques were identified
in much of this literature. In his comments on Ball and Sheridan, for example,
Gertler notes that "existing evidence in favor of inflation targeting is open to identi-
fication problems." 16 Ball and Sheridan themselves assert that their empirical re-
sults are often not strictly comparable to the results of other studies because of un-
usual techniques that were employed.17

Empirical Evidence: IT is related to macroeconomic performance and to financial
market volatility: IT does make a difference.-Despite the widespread practical sup-
port accorded IT in recent years, not much hard empirical support was found favor-
ing IT in early, initial research.18 As time passed and more historical data has come
to the fore, however, researchers have uncovered a number of important empirical
regularities tending to support IT. Some of the evidence comes from single-country
case studies suggesting that IT tends to stabilize markets. Other evidence is cross-
section support. For example, a number of recent empirical studies examined the
relationship between IT and macroeconomic performance, as well as between IT and
financial market behavior: i.e., these studies attempted to assess whether IT mat-
ters. While mixed, the bulk of the new evidence indicates that IT matters; IT has
a positive significant impact on economic and financial market performance.

The following "bullet points" supply an abbreviated summary of the recent key em-
pirical studies relevant to this topic:

* In a (1996) report to the FOMC, David Stockton surveyed existing literature re-
lated to price objectives for monetary policy.19 In that survey, Stockton identified
several well-known established empirical relationships pertinent to this topic. They
included the following:

* Both cross-country and time-series evidence supports the notion that infla-
tion reduces the growth of real output (or productivity).

* Inflation is positively related to the variability of relative prices.
* Inflation is positively related to inflation uncertainty.
* In general, relative price variability and inflation uncertainty adversely af-

fect real output.
* In his recent book Inflation Targeting (2003), Truman summarizes the prin-

cipal conclusions of the empirical literature on inflation targeting.2 0 In particular,
IT generally:

'5 See Gertler, Mark, "Comments on Ball and Sheridan," Prepared for the NBER Conference
on Inflation Targeting, January 2003. (June 2003), pp 1, 3-5; Mankiw N. Gregory, (2001), "U.S.
Monetary Policy During the 1990's. NBER Working Paper No. 8471, Cambridge, Mass Sept
2003; and Marvin Goodfriend, "Inflation Targeting in the United States?," (2003) Paper pre-
pared for the NBER Conference on Inflation Targeting, January 2003.

16 Gertler, Mark, "Comments on Ball and Sheridan,' June 2003, Paper prepared for the NBER
Conference on Inflation Targeting, January 2003, p. 1.

1 7 Ball and Sheridan, op. cit., p. 28. (The unusual technique was regression to the mean.)
1 5See Neumann and Von Hagen, p. 127.
'9David J. Stockton, "The Price Objective for Monetary Policy: An Outline of the Issues," A

Report to the FOMC Board of Governors, June 1996.20 Edwin M. Truman, Inflation Targeting in the World Economy, Institute for International
Economics, Washington, D.C. October 2003, p. 72.
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* Has had a favorable effect on inflation, inflation variability, inflation expec-
tations, and the persistence of inflation.

* Has not had a negative effect on economic growth, the variability of growth,
or unemployment.

* Has had mixed effects on both the level and variability of real, nominal,
short-term, and long-term interest rates.

* Has had positive effects on exchange rate stability.
* Has affected the reaction functions of the central banks that have adopted

the framework.21

* For the most part, economists have established empirically a negative relation-
ship between inflation uncertainty and real economic activity. Elder (2004), for ex-
ample, relates that:

Our main empirical result is that uncertainty about inflation has significantly
reduced real economic activity over the post-1982 period . .. Our findings sug-
gest that . . . macroeconomic policies that reduce volatility in the inflation proc-
ess are likely to contribute to greater overall growth. 22

. In a early study, Ammer and Freeman (AF) (1995) examined three IT countries.
This study provided mixed results for IT. On the one hand, inflation did not exceed
the targets and this result occurred without sharp increases in short-term rates.
These researchers found that "inflation fell by more than was predicted by the mod-
els in the early 1990s, an indication of the effect of the new regime."2 3 However,
"longer term interest rates suggest that none of these countries rapidly achieved
complete long-term credibility for their announced long-run inflation intentions. 2 4

* Some of the earlier (pre-2000) literature was summarized by Neuman and von
Hagen (NvH) and included the following observations:

* Some authors find that "IT might . . . serve to lock in gains from disinfla-
tion rather than to facilitate disinflation." 2 5 After introducing IT, inflation and
interest rates remained below values predicted by existing models.

* Other authors found that the "volatility of official central bank interest
rates . . . declined substantially after the introduction of IT."2 6

* Neumann and von Hagen (NvH) (2002) reviewed earlier studies of inflation tar-
geting episodes. They presented "evidence on the performance of IT central
banks." 2 7 In particular, NvH showed that ". . . IT has reduced short-term varia-
bility in central bank interest rates and in headline inflation. 25 (The NvH
paper) "suggests that IT has indeed changed central bank behavior . . ." (NvH)
"looked at different types of evidence in order to validate" (the claim that inflation
targeting) "is a superior concept for monetary policy." "Taken together, the evidence
confirms that IT matters. Adopting this policy has permitted IT countries to reduce
inflation to low levels and to curb the volatility of inflation and interest rates

.29 In discussing this paper, Mishkin reminds us that NvH "produce several
pieces of evidence quite favorable to inflation targeting." 30

* Johnson (2002) shows that inflation "targets reduced the level of expected infla-
tion in targeting countries" 3 1

. .. 'The evidence is very strong that the period after
the announcement of inflation targets is associated with a large reduction in the
level of expected inflation . . . that (significant) reduction took place in all 5 coun-
tries with inflation targets. This is an important success of inflation targets.". . .
"inflation targets allowed a larger disinflation with smaller forecast errors to take
place in targeting countries." 32 In sum, inflation targeting presumably favorably af-
fected the bond and other markets by influencing inflationary expectations and re-
ducing uncertainty premiums.

2 1Ibid. p. 72. (The points outlined were taken from Truman, p. 72.)2 2 John Elder, "Another Perspective on the Effects of Inflation Uncertainty."
23Neumann and von Hagen, op.cit., p.128.2 4John Ammer and Richard T. Freeman, "Inflation Targeting in the 1990's: The Experiences

of New Zealand, Canada, and the United Kingdon," Journal of Economics and Business, 1995;
47: 165-192, p. 189.25 Neumann and von Hagen, op.cit., p.128.

261bid. p. 129.
2 7 Manfred J.M. Neumann and Jurgen Von Hagen, "Does Inflation Targeting Matter?," Fed-

eral Reserve Bank of St. Louis, Review, July/August 2002, p. 130.
238Ibid, p. 127.
2 91bid, pp. 128, 144 (parenthesis added).
30 Frederck Mishkin, "Commentary," FRB St. Louis Review, July/August, 2002, p.144.3 1 David R. Johnson, "The Effect of Inflation Targeting on the Behavior of Expected Inflation:

Evidence from an 11 country panel."
32 Journal of Monetary Economics 49 (202), p. 1522. ibid, pp/1537. (parenthesis added).
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Levin, Natalucci and Piger (LNP) (2004) find "evidence that IT plays a signifi-
cant role in anchoring long-term inflationary expectations and in reducing the . . .

persistence of inflation"3 3 The evidence suggests that IT practitioners can more

readily delink their inflationary expectations from realized inflation.3 4 In short, IT

plays a significant role in anchoring long-term inflation expectations and long-term
interest rates themselves.3 5

* LNP find that "inflation targeting affects the public's expectations about in-

flation" . . . "under an inflation targeting regime, expectations about inflation,
particularly at longer horizons, should be 'anchored' by the target, and thus

should be less affected by changes in actual inflation." "Keeping inflation expec-
tations anchored helps to keep inflation itself low and stable." 36

* In commenting on this paper, Uhlig (2004) . . . "concludes that these fig-
ures seem to suggest that an environment of low and stable inflation helps to
reduce output volatility and support economic activity." 37

* Recent empirical research at the Federal Reserve by Gurkaynak, Sack and

Swanson (GSS) (2003) shows that the Fed could boost the economy by being more
transparent about its long-term inflation objectives.3 8 GSS "show that the long-term
interest rates (of non-IT countries) react excessively to macroeconomic data releases
and to news about monetary policy. This overreaction is caused by changes in the
markets long-term inflation expectations." 3 9

IT, however, works to anchor (or prevent excess volatility in) long-term market's.
Consequently, in IT countries (like the UK), markets do not overreact or display
over-sensitivity. The empirical results of the paper suggest "that the central bank
can help stabilize long-term forward rates and inflation expectations by credibly

committing to an explicit inflation target."4 0 Commitment to an explicit target will

help stabilize both long rates and inflation expectations.
* Other research conducted at the Federal Reserve also relates to this evidence.

Carpenter (2004), for example, surveyed empirical studies of transparency.
41 The

summarized results are mixed, but suggest there is evidence of a relationship be-

tween IT and both transparency and lower inflation. Moreover, it is emphasized by

several authors that there is no evidence that IT causes any harm. Swanson (2004)
showed that increased central bank transparency acts to reduce financial market
surprises and uncertainties. This suggests that IT-which is tantamount to in-
creased transparency of policy goals-may aid in reducing financial market vola-
tility and stabilizing financial markets. 4 2

* Several studies establish that additional central bank transparency in the form
of announced inflation target, works to lower inflation and stabilizes output. Re-

cently Fatas, Mihov, and Rose (FMR), for example, found "that both having and hit-

ting quantitative targets (like IT) for monetary policy is systematically and robustly
associated with lower inflation . . . Successfully achieving a quantitative monetary
goal (like ITs) is also associated with less volatile output." 43 These authors find that
". . . countries with transparent targets for monetary policy achieve lower infla-
tion." 44 They found "that having a quantitative de jure target for the monetary au-

thority tends to lower inflation and smooth business cycles; hitting that target de

facto has further positive effects. These effects are economically large, typically sta-

3 3Andrew T. Levin, Fabio M. Natalucci, and Jeremy M. Pager, "The Macroeconomic Effects
of Inflation Targeting," Federal Reserve Bank of St. Louis, Jan. 23, 2004. Abstract.

34Op.cit., Abstract.
350p. cit., p.2.
36Jeremy Piger, "Does Inflation Targeting Make a Difference?" Monetary Trends, April, 2004.
3 7 Jeremy M. Piger and Daniel L. Thornton, "Editor's Introduction," Federal Reserve of St.

Louis Review, July/August 2004, Volume 86, Number 4, p. 5.
3 5 See Refet S. Gurkaynak, Brian Sack, and Eric Swanson, "The Excess Sensitivity of Long-

Term Interest Rates, Evidence and Implications for Macroeconomic Models," Finance and Eco-
nomic Discussion Series, Federal Reserve Board, November 17, 2003; William Gavin, "Inflation
Targeting, Why It Works and How to Make it Work Better," Business Economics, Vol XXXIX
April, 2004, p. 32.

39See Gavin, op cit, pp. 32, 36 (parenthesis added).
40GSS, op.cit. p. 28.
41 Seth Carpenter, 'Transparency and Monetary Policy: What Does the Academic Literature

Tell Policymakers?, "Working Paper, Board of Governors of the Federal Reserve System, April
2004, pp. 11-13.

42Eric T. Swanson, "Federal Reserve Transparency and Financial Market Forecasts of Short-
Term Interest Rates," Working Paper, Board of Governors of the Federal Reserve System, Feb-
ruary 9, 2004.43 Antonio Fatas, Ilian Mihov, and Andrew K. Rose, "Quantitative Goals for Monetary Policy,"
NBER Working Paper No. W 10846, October 2004, Abstract (parenthesis added.)

44Ibid, p. 1.
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tistically significant and reasonably insensitive to perturbations in (their) econo-
metric methodology." 45

. Siklos (2004) found that "inflation-targeting countries have been able to reduce
the nominal interest rate to a greater extent than have non-inflation targeting coun-
tries . . . It is also found that central banks with the clearest policy objectives have
a relatively lower nominal interest rates."4 6

This abbreviated review of some of the recent literature suggests that overall,
there is a good deal of evidence supporting the case for IT. This review suggests
that inflation targeting does matter. More specifically, credible commitment to an
explicit IT likely will work to help lower and stabilize the level and variability of
inflation. This result occurs in part because of the reduction and stabilization of in-
flationary expectations. Hence, it will likely lower both the level and variability of
the long bond rate. IT will anchor the price system and help to stabilize short-term
interest rates, long-term interest rates, the foreign exchange and stock markets.
Some research suggests IT also helps to dampen the business cycle and stabilize
movements in output. Additionally there is a body of evidence indicating that trans-
parency helps to stabilize markets and fosters central bank credibility.

SUMMARY AND CONCLUSIONS

After decades of debate, the case for inflation targeting is well established. This
paper focuses on one key ingredient of the argument supporting inflation targeting.
Namely, it examines the proposition that a credible implementation of inflation tar-
geting will calm and stabilize various financial markets, anchor the price system,
and limit inflation, as well as its variability and persistence. Other competing
views-i.e., (a) that inflation targeting has no impact on financial markets and (b)
that Inflation Targeting leads to asset price bubbles and hence to financial market
volatility-are briefly outlined.

These alternative views are presented and briefly contrasted with existing empir-
ical evidence. Some key findings include the following:

* There is little or no evidence that inflation targeting has adverse effects on fi-
nancial markets.

. Research finding that inflation targeting does not matter has problems, in part
related to the selection and definition of inflation targeting countries.

- The weight of the existing empirical evidence appears to support the case for
inflation targeting; i.e. overall, it supports the view that inflation targeting matters
and will work to calm and limit the variability of financial markets as well as the
persistence of inflation. It will serve to anchor the price system. As the empirical
literature suggests, this will likely foster healthier economic growth.

There is little evidence that inflation targeting has adverse effects on or hurts fi-
nancial markets or the economy. 4 7 Accordingly, adopting inflation targeting once
price stability is attained likely will make it easier to maintain.48 As emphasized
by Gertler, "the case made for adopting formal targets in the U.S. is not that this
system would have improved past performance, but rather that it would help future
performance by preserving gains in credibility for Greenspan's successor." 49

PREPARED STATEMENT OF SENATOR JACK REED, RANKING MINORITY MEMBER

Thank you, Chairman Saxton. I want to welcome Chairman Bernanke, who I hope
will give us useful insights on current economic conditions and where he thinks the

President's policies are taking us. I am also pleased that we will have a second
panel of witnesses to give us further perspectives on the economic outlook.

Like many Americans, my concerns about the economic outlook and the Adminis-
tration's stewardship of the economy have grown in the wake of Hurricane Katrina.
Economic insecurity for workers is widespread as energy prices are soaring, em-
ployer-provided health insurance coverage is falling, private pensions are in jeop-
ardy, and American workers are still waiting to see the benefits of the economic re-
covery reflected in their paychecks.

4 5Ibid. p. 21. (parenthesis added).4 6 Pierre L. Siklos, "Central Bank Behavior, The Institutional Framework, and Policy Re-
gimes: Inflation Versus Non-Inflation Targeting Countries," Contemporary Economic Policy, vol
22, no. 3, July 2004, 331-343, pp 331, 332.47 Ball and Sheridan, op. cit., p. 29.

4 See Anthony M. Santomero, "Monetary Policy and Inflation Targeting in the United States,"
Business Review, Federal Reserve Bank of Philadelphia, Fourth Quarter 2004, p. 1.

49Mark Gertler, "Comments on Ball and Sheridan." A Paper presented to the NBER con-
ference on Inflation Targeting, January 2003, p. 5. The point was also made by Ball and Sheri-
dan, op. cit., p. 30
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President Bush's tax cuts were poorly designed to stimulate broadly shared pros-

perity and have produced a legacy of large budget deficits that leave us increasingly
hampered in our ability to deal with the host of challenges we face. The devastating

impact of Hurricanes Katrina and Rita will put short-term strains on the Federal

budget-strains that would be fairly easy to absorb if our budget and economic poli-

cies were sound, but they are not. The President's goals of making his tax cuts per-

manent and cutting the deficit in half are simply incompatible.
Large and persistent budget deficits also have contributed to an ever-widening

trade deficit that forces us to borrow vast amounts from abroad and puts us at risk

of a major financial collapse if foreign lenders suddenly stop accepting our IOU's.

The trade deficit of $59 billion in August is close to the record for a single month

of more than $60 billion set in February. The broader current account deficit, which

measures how much we are borrowing from the rest of the world, is running at a

record annual rate of nearly $800 billion, or well over 6 percent of GDP.
I will be interested in Chairman Bernanke's views on whether the budget and

trade deficits are dangerous imbalances that pose a risk to the economic outlook.

But I am also pleased that we will be able to hear Dr. Setser's views, which may

be somewhat different.
I hope that we would all agree that raising our future standard of living and pre-

paring adequately for the retirement of the baby boom generation require that we

have a high evel of national investment and that a high fraction of that investment

be financed by our own national saving-not by foreign borrowing. We followed such

prosperity-enhancing policies under President Clinton, but that legacy of fiscal dis-

cipline has been squandered under President Bush.
Sound policies for the long run are clearly very important, but I am also deeply

concerned about what continues to be a disappointing economic recovery for the typ-

ical American worker. Strong productivity gains have shown up in the bottom lines

of shareholders but not in the paychecks of workers. The typical worker's earnings

are not keeping up with their rising living expenses. And both earnings and income
inequality are increasing.

Instead of addressing these problems, the President's policies seem to be piling

on. It's certainly hard to take seriously the President's rhetoric about wanting to lift

families out of poverty when he has refused to support an increase in the minimum
wage and he has lifted the Davis-Bacon Act, thereby legitimizing sub-par wages for

workers rebuilding their communities in the hurricane-stricken Gulf Coast region.

And even though home heating costs are expected to skyrocket this winter, Presi-

dent Bush has said he will not request additional funds for the Low Income Home

Energy Assistance Program, known as LIHEAP. Together with Republican Senators

Susan Collins and Olympia Snowe, I have offered an amendment to increase

LIHEAP by $3.1 billion, so that low-income Americans won't be left out in the cold

this winter. I would like to know if the Administration is willing to reconsider its

position on providing additional LIHEAP funds and if not, why not?
It seems to me that the President's compassionate words hardly match his Admin-

istration's actions. Now is not the time to cut funding for important programs such

as LIHEAP and Medicaid that support working families and seniors, while the

President continues to push for irresponsible tax breaks for those who are already
well-off.

I look forward to Chairman Bernanke's testimony about the economic outlook, and

I will listen with interest to anything the Chairman and our witnesses can tell me
that will allay my concerns about that outlook.
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PREPARED STATEMENT OF HON. BEN BERNANKE, CHAIRMAN, COUNCIL OF
ECONOMIC ADVISERS, WASHINGTON, DC

Chairman Saxton, Vice-Chairman Bennett, Ranking Member Reed, and Members
of the Committee, thank you for the opportunity to testify before the Joint Economic
Committee. We appreciate the long-standing and mutually beneficial relationship
between the Committee and the Council of Economic Advisers. My remarks today
will focus on the current state of the economy, but of course such an overview would
be incomplete without an eye to the human and economic impacts of hurricanes
Katrina and Rita in the U.S. Gulf Coast.

While it has been nearly 2 months since Hurricane Katrina made landfall, its dev-
astation will have a protracted impact on the Gulf region. As you know, Hurricane
Katrina wreaked unprecedented losses on the people of the Louisiana, Mississippi,
and Alabama coasts. Katrina took many lives, destroyed communities, and shook a
vital portion of our Nation and our economy. The Gulf region was then hit by Hurri-
cane Rita, which did significant damage but, in most areas, less than was feared.
In response to the disasters, the President has directed all agencies of the Federal
Government to devote their maximum effort to helping the victims of the hurricanes
and to begin the process of cleaning up and rebuilding the region. The President
has also proposed a series of measures to restore the Gulfs communities and econ-
omy.

One of the greatest assets we have in rebuilding after a hurricane is the overall
strength of the national economy. The resiliency of the economy-the product of
flexible labor markets, a culture of entrepreneurship, liquid and efficient capital
markets, and intense market competition-is helping it to absorb the shocks to en-
ergy and transportation from the hurricanes. The ability of our economy to grow and
create jobs will act as a lifeline to the regions and people that have been most af-
fected. Thus these recent events make it all the more important that we keep the
fundamentals of the national economy strong and continue to promote economic
policies that will encourage growth and job creation.

THE ECONOMIC EXPANSION

When thinking about where the economy is now and where it is heading, it is use-
ful to keep in mind just how far the U.S. economy has come in recent years. The
economy's resilience was put to severe test during the past 5 years, even prior to
Katrina. A remarkable range of shocks hit the U.S. economy, beginning with the
sharp decline in stock prices in 2000 and the recession that followed in 2001. The
economy was further buffeted by the terrorist attacks of September 11, 2001, and
the subsequent geopolitical uncertainty. Business and investor confidence was shak-
en by a series of corporate scandals in 2002. By early 2003, uncertainty about eco-
nomic prospects was pervasive and the economy appeared to be sputtering.

Yet, in the face of all these shocks, together with new challenges such as the re-
cent sharp rise in energy prices, the American economy has rebounded strongly. Pol-
icy actions taken by the President and the Congress were important in helping to
get the economy back on track. Notably, beginning with the President's 2001 tax
cuts, multiple rounds of tax relief increased disposable income for all taxpayers, sup-
porting consumer confidence and spending while increasing incentives for work and
entrepreneurship. Additional tax legislation passed in 2002 and 2003 provided in-
centives for businesses to expand their capital investments and reduced the cost of
capital by lowering tax rates on dividends and capital gains.

Together with appropriate monetary policies, these policy actions helped spur eco-
nomic growth in both the short run and the long run. Today the U.S. economy is
in the midst of a strong and sustainable economic expansion. Over the past four
quarters real GDP has grown at a 3.6 percent rate, and over the past eight quarters
real growth has been at a 4.1 percent annual rate. Prior to Katrina, the near-term
forecasts of both CEA and private-sector economists had called for continued solid
growth. The destruction wrought by Katrina and Rita may reduce growth somewhat
in the short run, but the longer-term growth trajectory remains in place. I'll return
to economic prospects in a moment.

An important reason for the recovery has been improved business confidence. To
an extent unusual in the postwar period, the slowdown at the beginning of this dec-
ade was business-led rather than consumer-led. Homebuilding and purchases of con-
sumer durables did not decline as they typically do in cyclical downturns; instead
the primary source of weakness was the reluctance of businesses to hire and to in-
vest. Supported by appropriate fiscal and monetary policies and by the economy's
innate strengths, business confidence has risen markedly in the past few years. The
effects are evident in the investment and employment data. From its trough in the
first quarter of 2003, business fixed investment has increased over 21 percent, with
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the biggest gains coming in equipment and software. Since the labor market bot-
tomed out in May 2003, more than 4 million net new payroll jobs have been added.
Currently, the unemployment rate stands at 5.1 percent, up from 4.9 percent in Au-
gust, prior to the job losses that followed Katrina.

Although growth in GDP and jobs capture the headlines, one of the biggest macro-
economic stories of the past few years is what has been happening to productivity.
Productivity growth is the fundamental source of improvements in living standards
and the primary determinant of the long-run growth potential of the economy. Over
the past 4 years, labor productivity in the nonfarm business sector has grown at
a 3.4 percent annual rate, and productivity in manufacturing has risen at a 5.7 per-
cent annual rate. Productivity growth has slowed recently as businesses have ab-
sorbed millions of new workers-a normal development for this stage of an economic
expansion-but it remains (in the four quarters ending 2005:Q2) at the quite re-
spectable level of 2.2 percent (and 6.3 percent in the nonfinancial corporate sector).
Thus, on each of three key indicators of the real economy-GDP growth, job cre-
ation, and productivity growth-the United States in recent years has the best
record of any major industrial economy, and by a fairly wide margin.

Finally, while there has been a notable rise in overall inflation this year, prices
on nonenergy products have continued to increase at moderate rates. In particular,
soaring energy prices have played the largest role in boosting the overall consumer
price index to an increase of 4.7 percent over the past year, up from a 2.5 percent
increase over the year-earlier period. In contrast, core consumer prices (as measured
by the consumer price index excluding volatile food and energy prices) rose only 2.0
percent over the past 12 months, unchanged from its year-earlier pace. Long-term-
inflation expectations also remain low and stable, based on measures of inflation
compensation derived from inflation-indexed Treasury securities. To be clear, the
focus on core inflation by no means implies that the rise in energy prices is incon-
sequential; sharply higher energy costs place a heavy burden on household budgets
and increase firms' costs of production. I will discuss the energy situation in more
detail in a moment. However, the stability in core inflation and inflation expecta-
tions does suggest that overall inflation is likely to return to levels consistent with
price stability in coming quarters.

THE ECONOMIC OUTLOOK

Let me turn now to the outlook. In the shorter term, the devastation wrought by
the hurricanes has already had palpable effects on the national rates of job creation
and output growth. Payroll employment declined by 35,000 in September, its first
decline since May 2003, and industrial production fell 1.3 percent, its largest month-
ly decline in over two decades. Both of these declines appear to be entirely ac-
counted for as the effects of the hurricanes. The Bureau of Labor Statistics esti-
mates that employment growth would have been roughly 200,000 in the absence of
the hurricanes, and the Federal Reserve estimates that industrial production would
have increased about 0.4 percent. Consumer confidence also dropped in September,
although growth in consumer spending has continued to be solid. While the effects
of the storms certainly reduced growth in the third quarter relative to what it would
have been otherwise, most private-sector economists expect healthy growth for the
remainder of this year and in 2006. For example, the Blue Chip panel of forecasters
now projects growth at 3.2 percent in the second half of 2005 and 3.3 percent growth
in 2006. Recovery and rebuilding will contribute to job creation and growth by the
latter part of this year and in 2006.

The economic impact of the hurricanes included significant damage to the coun-
try's energy infrastructure. As you know, Katrina shuttered a substantial portion
of U.S. refining and pipeline capacity, which led to a spike in gasoline prices in the
weeks after that storm. Rita caused further damage. The Federal Government has
assisted, in among other ways, by lending or selling oil from the Strategic Petroleum
Reserve, arranging for additional shipments of oil and refined products from abroad
to the United States, and providing appropriate regulatory waivers to increase the
flexibility of the energy supply chain. In part because of these efforts and a vigorous
private-sector response, oil prices have returned to roughly their pre-Katrina levels.
Wholesale gasoline prices have also retreated to levels of mid-August, suggesting
that the recent decline in prices at the pump is likely to continue. Natural gas
prices may remain elevated somewhat longer, however, because of lost production
in the Gulf, the difficulty of increasing natural gas imports, and damage to plants
that process natural gas for final use.

Even as the energy sector continues to recover, it remains true that the prices
of oil and natural gas have risen sharply in the past 2 years, reflecting a tight bal-
ance of supply and demand. High energy prices are burdening household budgets
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and raising production costs, and continued increases would at some point restrain
economic growth. Thus far at least, the growth effects of energy price increases ap-
pear relatively modest. The economy is much more energy-efficient today than it
was in the 1970s, when energy shocks contributed to sharp slowdowns. Well-con-
trolled inflation and inflation expectations have also moderated the effects of energy
price increases, since those increases no longer set off an- inflation spiral and the.
associated increases in interest rates, as they did three decades ago. In addition, al-
lowing prices to adjust,.rather than rationing gasoline, is helping to minimize the
overall impact on the economy.

House prices have risen by nearly 25 percent over the past 2 years. Although
speculative activity has increased in some areas, at a national level these price in-
creases largely reflect strong economic fundamentals, including robust growth in
jobs and incomes, low mortgage rates, steady rates of household formation, and fac-
tors that limit the expansion of housing supply in some areas. House prices are un-
likely to continue rising at current rates. However, as reflected in many private-sec-
tor forecasts such as the Blue Chip forecast mentioned earlier, a moderate cooling
in the housing market, should one occur, would not be inconsistent with the econ-
omy continuing to grow at or near its potential next year.

The current account deficit presents some economic challenges. At 6.3 percent, the
ratio of the current account deficit to GDP is now at its highest recorded level.
Gradually reducing the current account deficit over a period of time would be desir-
able. While the current-account imbalance partly reflects the strong growth of the
U.S. economy and its attractiveness to foreign investors, low U.S. national saving
also contributes to the deficit. The United States should work to increase its na-
tional saving rate over time, by encouraging private saving and by controlling Fed-
eral spending to reduce the budget deficit. Our trading partners must also play a
role in reducing imbalances, by becoming less reliant on export-led growth and in-
creasing domestic spending, and by allowing their exchange rates to move flexibly
as determined by the market.

CONCLUSION

The economic challenges posed by hurricanes Katrina and Rita reinforce once
again the importance of economic policies that promote growth and increase the re-
silience of the economy. Energy issues in particular have come to the fore recently.
The energy bill recently passed by Congress and signed by the President should
help address the Nation's energy needs in the longer term. As an additional step,
the Administration will continue to work with Congress to take measures that will
permit needed increases in refinery capacity. The Administration has made a num-
ber of other proposals to increase economic growth, including proposals to reduce
the economic costs of litigation, to increase quality and reduce costs in the health-
care sector, and to address national needs in education and job training.

The Administration is currently engaged in several international negotiations, in-
cluding the Doha round of the World Trade Organization, as well as talks with
China on a number of matters involving trade, exchange rates, and needed financial
reforms. Liberalized trade and capital flows promote economic growth, and we
should strive to achieve those objectives in the context of a gradual reduction of cur-
rent account imbalances. It is important that we persist in these efforts and not re-
treat to economic isolationism, which would negatively affect the long-run growth
potential of the economy.

Fiscal discipline, always important, has become increasingly so in the face of the
likely costs of assisting the victims of the hurricanes and of helping in the rebuild-
ing. Before the impact of the hurricanes, strong economic growth was helping to re-
duce the budget deficit and the Government finished fiscal year 2005 with a much
lower-than-expected deficit. The President remains committed to controlling spend-
ing and cutting the budget deficit in half by 2009. His 2006 budget made numerous
proposals to save more than $200 billion over the next 10 years from both discre-
tionary and mandatory programs. In the budget resolution earlier this year, Con-
gress laid plans to pass $35 billion out of the President's $70 billion in savings from
mandatory programs over the next 5 years. Congress should now make good on that
plan by passing at least $35 billion in mandatory savings in reconciliation legisla-
tion. Further savings beyond $35 billion would be highly desirable. The President
continues to seek a decrease in non-security discretionary spending in FY2006 ap-
propriations bills, and the Administration is working on options for spending rescis-
sions. The President also remains committed to reforms to address fiscal challenges
in the longer term, such as Social Security.

Finally, I note that the tax reform advisory panel, whose official report will go
to the Secretary of the Treasury on November 1, has kicked off a much-needed de-
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bate on how to make the Federal tax code simpler, fairer, and more pro-growth. We
thank them for their hard work and look forward to reviewing their recommenda-
tions.

Thank you for the opportunity to be here today. I would be happy to answer your
questions.

PREPARED STATEMENT OF DR. MICKEY D. LEVY, CHIEF ECONOMIST, BANK OF
AMERICA, NEW YORK, NY

My outlook for U.S. economic performance is upbeat, based on sound fundamen-
tals that underlie high potential growth and a history of resilience to shocks. The
negative effects of Katrina on employment, consumer spending, trade and inflation
will be temporary, and growth will bounce back in 2006, aided by a significant jump
in Government purchases. Increases in wages and personal incomes will continue
to support consumption. Housing activity is slowing, and prices are beginning to re-
cede, but it is very unlikely that average values will decline sharply and unhinge
the economic expansion. As always, the economy faces risks: present concerns in-
clude higher energy prices and further aggressive monetary tightening, a negative
shock or a global slump. The Federal Reserve is expected to raise rates to 4.5-4.75
percent, but this would not be considered excessive. The probability of recession in
2006 is very low. Sustained long-run economic health requires fiscal reform involv-
ing programmatic changes to the Government's retirement and health care policies
that are fair to current participants, incorporate the right incentives, and slow the
growth of future benefits.

(1) Solid fundamentals provide a favorable long-run outlook for U.S. economic
growth, and the efficiency and flexibility of the economy and capital markets provide
resilience to external shocks. Potential growth is 3.5+ percent.

Long-run annualized growth has averaged 3.4 percent, and recent positive trends
in productivity point to sustained healthy economic growth and rising standards of
living. Favorable foundations, often overlooked in short-term assessments of eco-
nomic conditions, include the efficiency and flexibility of U.S. production processes
and labor markets, favorable tax and regulatory environment facilitating the entre-
preneurship and business investment that support technological innovation, extraor-
dinarily efficient capital markets and a well-capitalized banking system, and low in-
flation and the inflation-fighting credibility of the Federal Reserve. Following an
elongated early expansion spurt in productivity, labor productivity gains have mod-
erated but are expected to remain healthy, which combined with labor-force growth
points to sustained economic growth over 3.5 percent.

Growth of U.S. GDP and capital spending has exceeded all other large industri-
alized nations, and its potential growth is higher. Moreover, combined with the re-
sponsiveness of economic policymakers, sound fundamentals provide significant re-
silience to external shocks. All recent economic expansions, including the current
one that began in 2001Q4, have experienced external shocks that potentially could
have sidetracked performance: Latin American debt crises in the early 1980s and
mid-1990s, the Russian default and Asian financial crisis in 1997, the collapse of
LTCM in 1998, 9-11, and most recently, Hurricane Katrina. In each case, adjust-
ment processes unfolded more quickly than widely anticipated and, following tem-
porary slowdowns, economic growth quickly snapped back. The resilience provided
by these built-in stabilizers and smoothed cycles have reinforced confidence in U.S.
economic performance.

(2) Economic growth, which was solid prior to Katrina, will moderate for several
quarters, followed by a reacceleration to trendline in 2006. Risks to the outlook are
slower growth as a consequence of tighter monetary policy and higher energy prices,
or a negative shock or global slump.

The economy grew at an estimated 3.8 percent annualized pace in the first three
quarters of 2005, and displayed healthy characteristics and surprising vigor prior
to Katrina. In particular, consumer and business investment spending was quite re-
silient to the negative impact of higher energy prices. This reflected several factors:
energy consumption per unit of GDP has declined significantly in recent decades in
response to higher energy prices, and nominal spending growth has exceeded 6 per-
cent, reflecting the Federal Reserve's monetary accommodation, so that the higher
outlays for energy have not significantly "crowded out" real spending on non energy
goods and services. Employment gains averaged 177,000 per month, and the unem-
ployment rate dipped to 4.9 percent. Wages were increasing modestly, contributing
to healthy increases in disposable income. Businesses were very disciplined, and in-
ventories were very low relative to sales. Corporate profits and cash-flows rose to
all-time highs.
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*Katrina generated huge declines in national wealth (by some estimates, up to
$150 billion), caused unprecedented displacement of households and workers, in-
volved large uninsured business losses, and impaired and disrupted oil and gas re-
fining facilities as well as the port of New Orleans. Although large, these losses in
wealth must be judged relative to the $11 trillion U.S. economy and its high growth
potential, and household net worth of nearly $50 trillion. The loss in wealth has lit-
tle direct impact on measured GDP, while the clean up and rebuilding, however fi-
nanced, count as production and adds to GDP.

As a result of Katrina, U.S. economic growth will temporarily slow and its com-
position will change. Consumption growth is projected to slow sharply from its esti-
mated 3.8 percent pace over the past 4 quarters, to approximately 1 percent
annualized in Q4, followed by a modest rebound in 2006Q1. Business investment
is unlikely to be significantly affected, while both imports and exports may be tem-
porarily delayed, which may temporarily slow production. Aided by a sharp boost
in Government purchases and associated "fiscal policy multipliers," real GDP is pro-
jected to rebound significantly in the first half of 2006, just when the growth of pri-
vate consumption is rebounding.

Certainly, the economy faces risks. Domestic demand would slump in the second
half of 2006 if the Fed inadvertently hikes rates too much and energy prices rise
further. With the Federal funds rate at 3.75 percent, monetary policy remains acL
commodative, and the inflation-adjusted funds rate is below its long-run average. It
is likely the Fed will raise interest rates to 4.5-4.75 percent by mid-2006, which I
consider toward the higher end of the range of a "neutral" funds rate. Monetary
tightening far beyond "neutral" would accentuate the impacts of higher energy
prices. Internationally, a negative global shock, sharply lower global growth that
generated declining U.S. exports, or a sharp fall in the demand for U.S. dollar-de-
nominated assets that led to global financial turmoil would harm the U.S. economy.
However, such international events are unlikely, and the risks of an economic down-
turn in 2006 remain modest.

(3) Consumer spending growth is projected to slow significantly through year-end
2005 and rebound to a moderate pace in 2006, while business investment spending
is expected to continue rising at a healthy pace.

The expected temporary sharp slowdown in consumption growth in Q4 stems from
several factors: The disruptions to economic activity in the hurricane/flood-affected
region, including the negative impact on consumption and provision of services
(business, personal, health and education services, etc.); the depressing.impacts of
higher energy prices and the temporary rise in unemployment on real disposable
personal income; and the decline in motor vehicle sales from earlier unsustainable
incentive-driven levels. Through August, increases in employment and wages had
more than offset the higher energy prices, with real disposable personal income
averaging 2.3 percent year-over-year growth in the first half of 2005. Consumer
spending will find additional support from low real-interest rates and household net
worth-which measures the total value of stocks, bonds and real estate held by
households net of all household debt-that reached an all-time record in its last
reading. Noteworthy, however, the sustained rapid growth of consumer spending in
the face of higher energy prices has lowered the rate of personal saving even fur-
ther.

In the near term, the combination of temporary declines in employment and high-
er energy prices will dent real purchasing power, but the impact must be put into
perspective: Even displaced households will continue to consume (shelter, food and
clothing) regardless of how the purchases are financed, and declines in consumer ac-
tivities in the Gulf Coast region will be partially offset by increases in other regions.
Look for consumer spending to rebound, but to a slower pace of growth.

Business investment spending is projected to continue to grow at a healthy pace,
and is unlikely to be materially affected in the near term. Factors underlying invest-
ment, including product demand, corporate profits and cashflows, and low real costs
of capital, remain positive. The rebuilding of structures and the reconstruction of
damaged infrastructures in the Gulf Coast, including oil and gas refining facilities,
will boost investment spending.

(4) Employment has fallen modestly and the unemployment rate has risen in the
aftermath of Katrina, but these are temporary effects, and labor markets remain gen-
erally healthy. Wages are rising to reflect sustained productivity gains, but the sharp
increases in energy prices have temporarily suppressed real wage gains.

Katrina's displacement of businesses and households will temporarily disrupt oth-
erwise healthy labor markets. Employment fell modestly in September and the un-
employment rate rose to 5.1 percent. A hallmark of the current expansion has been
the slow return to health of the U.S. labor market, following the 2001 recession and
severe equity market declines in 2000-2002. Business caution was unusually high
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and slow to recede, contributing to the above-trend pace of productivity gains. How-
ever, prior to Katrina, the pace of layoffs, measured with initial unemployment
claims, had receded to very low levels, and businesses were both hiring an expand-
ing the hours worked of existing employees.

This slow cyclical rebound in emp oyment and business caution and discipline will
serve to mitigate the impact of Katrina on net payrolls. Importantly, outside the af-
fected Gulf Coast region, economic conditions and business hiring have remained
strong. These conditions provide a positive backdrop for facilitating the re-absorp-
tion into the workforce of many displaced workers. In addition, labor shortages and
temporarily high wages have begun to attract workers back into the affected region.
Following temporary weakness, employment is projected to resume its growth, and
the unemployment rate should again recede below 5 percent.

Until recently, real wages had been rising, although not as fast as gains in labor
productivity. Rapid increases in nonwage costs, including employer contributions for
worker health care, partially explain the gap. The recent sharp rise in energy prices
has pushed headline inflation above wage gains, reducing real wages. This too is
likely to be temporary, as the rising demand for labor lifts wages while headline
inflation recedes.

(5) The jump in Government spending for the Katrina cleanup and rebuilding and
the expected fiscal policy multipliers will support economic growth in Q4 and boost
it in 2006, but will contribute to a renewed spike in budget deficits.

Prior to Katrina, rapid growth in tax receipts (a whopping 14.6 percent in the just
completed FY2005) had contributed to a faster-than-expected decline in the budget
deficit. The deficit for FY2005 fell to less than $320 billion or 2.6 percent of GDP,
a significant reduction from 3.5 percent in 2003 and 3.6 percent in 2004. Fiscal re-
sponses to Katrina may raise the deficit by as much as 1 percent of GDP, as tax
receipts temporarily slump and outlays surge. So far, Congress has authorized more
than $60 billion in Katrina-related spending, and the total Federal fiscal response
almost certainly will be higher.

To date, the financial market reaction to Katrina and the anticipated fiscal re-
sponse has been modest: The U.S. dollar has been virtually unchanged and bond
yields have drifted up, reflecting both related and unrelated concerns. Inflationary
expectations have risen, the underlying economy has shown strength and resilience,
and markets fear a letdown by fiscal policymakers in the wake of the hurricanes.
The longer-run costs are not trivial. The higher deficit will add to the stock of Gov-
ernment debt, raising net interest costs. The net costs to sustainable economic
growth depend on a host of factors, including how the Government funds are spent,
the returns on such spending and investments and how they influence private in-
centives, and how the outlays are financed-through offsetting spending reductions,
tax increases or higher debt. All of these factors have important implications for the
allocation of national resources. I urge fiscal policymakers to consider these issues
in all of their dimensions, and encourage a rational debate about how to allocate
the Government funds in the most economically efficient manner.

(6) Corporate profits, which have grown to record levels, are projected to continue
increasing through 2006, although higher energy prices will adversely affect profits
in select industries.

Operating profits-after-tax profits with inventory valuation and capital consump-
tion allowance adjustments-have risen 9.9 percent in the last year and almost 59
percent cumulatively since the 2001Q4 recession trough, modestly faster than prof-
its gains during prior economic expansions. Profits have benefited from healthy
growth in product demand, firm margins generated by modest pricing power and
strong productivity gains that have constrained unit labor costs, low interest rates
that have allowed businesses to restructure their financial balance sheets and the
low U.S. dollar that has boosted repatriated profits from overseas activities. Higher
energy prices have depressed profits unevenly, with outsized impacts on the airline,
automobile and other select industries.

I project profits to rise at a moderating pace in 2006, reflecting ongoing business
discipline, enhanced production efficiencies and global demand for U.S. products.
The Fed rate hikes will slow growth in nominal spending, which will dampen busi-
ness top-line revenue growth. Business pricing power will be limited, but sustained
productivity gains should largely offset upward pressures on wage compensation
and help constrain increases in unit labor costs. Nonlabor costs may rise however,
largely reflecting, among other influences, higher insurance costs.

(7) Housing activity is expected to soften and average prices decline modestly, but
the probability of sharp declines that would unhinge consumer spending and the
economy is low.

Following the unprecedented rise in residential sales, housing construction and
home prices, the real estate market is showing signs of cooling. In select regions in
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which prices had soared, inventories of unsold homes have jumped up-presumably
in response to the high prices-and the volume of sales transactions has begun to
slow. In response to the Fed's rate hikes and flattening yield curve, there has been
a clear shift in mortgage applications toward longer-term mortgages and away from
short-term variable mortgages that had contributed to real estate price speculation.

Clearly, the rate of real estate appreciation in recent years is unsustainable. A
crucial issue is how and why the market will adjust, and whether any fall in real
estate prices will harm overall economic performance. My assessment is that hous-
ing values will decline from lofty levels in select "speculative-driven" regions, but
average housing prices will dip only modestly, and as long as the economy continues
to expand at a healthy pace and inflation and bond yields remain reasonably low,
the adjustment in housing activity and prices will not unduly harm the macro econ-
omy.

Concerns that the sharp appreciation of real estate has been the primary factor
driving consumer spending are overstated; while housing appreciation has contrib-
uted positively to net worth and the propensity to spend, real disposable income,
which has continued to rise, remains the crucial variable underlying consumer
spending. A slump in overall economic activity, employment and incomes would gen-
erate sharp declines in housing; however, a flattening in housing, including signifi-
cant price declines in speculative markets in response to the Fed rate hikes and
modestly higher mortgage rates, may slow the rate of consumption growth, but is
very unlikely to unhinge the economic expansion.

(8) Exports are projected to continue rising rapidly, reflecting improving global eco-
nomic trends; but recently slower import growth has begun to narrow the trade def-
icit.

Real exports, which rose very sluggishly early this expansion, but accelerated to
a rapid 9.1 percent average annualized growth pace in the last 2 years, are pro-
jected to grow strongly through 2006, as global economic conditions continue to im-
prove. Imports have been much more volatile: After declining during the 2001 reces-
sion, they have increased at a 7.5 percent average annual pace, faster than exports,
and the trade deficit has widened. However, so far in 2005, import growth has
slowed significantly to a 3.5 percent pace-contributing to a narrowing trade deficit.

With the exception of economic weakness in core European nations, the economies
of major U.S. export markets are healthy. Asia, destination for approximately 26
percent of U.S. exports, continues to grow significantly faster than the global aver-
age. Importantly, Japan, the world's second largest economy, is rebounding to sus-
tainable healthy growth following prolonged stagnation and deflation. I expect
Japan will grow significantly faster than consensus estimates through 2006. China's
economy shows no signs of slowing from its long-run 9+ percent rate of expansion.
U.S. exports to China have grown 46 percent in the last year, reaching $39 billion,
and should continue to increase rapidly. India's economy and trade with the U.S.
are also expanding rapidly. Growth in Canada remains healthy, Mexico is growing
on the coattails of the U.S. expansion, and Brazil, Argentina and Chile are expand-
ing and enjoying relative stability. Europe's economic performance will remain up-
even. Misguided tax and regulatory policies constrain potential growth in core Euro-
pean nations, while other European nations, including some that will be joining the
European Union, are growing rapidly.

The substantial widening of the U.S. net export deficit in recent years implies
that foreign producers have supplied a growing share of domestic demand. More-
over, fueling concerns about the trade deficit, the common perception is that "exces-
sive consumer spending" is the primary culprit of rapid import growth. In fact, near-
ly 40 percent of total U.S. imported goods are industrial supplies and capital goods
(excluding automobiles and petroleum), which directly contribute to business pro-
duction and expansion. The growth and composition of imports suggest strongly that
the wide trade deficit is to some extent a reflection of the U.S.'s economic strength,
and is not as bothersome as is commonly perceived.

As long as the U.S. continues to grow faster than other industrial nations, and
its investment growth is stronger, its trade deficit will tend to remain wide. How-
ever, the strength in exports and recent slowing in import growth, which must be
interpreted cautiously, have reduced the trade gap. As economic growth improves
in other regions of the world, investment in these nations will expand, and real in-
terest rates will rise. Slower growth in U.S. consumption, higher household savings
rates, a greater reliance on exports to spur domestic economic growth and a gradual
narrowing in the U.S. trade gap are natural and necessary consequences of an im-
proved balance in world economies. The best contribution for U.S. economic policy
is to encourage the positive trends abroad while sustaining healthy domestic eco-
nomic fundamentals.
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(9) Headline inflation has risen due to higher energy prices, but core measures of
inflation, excluding food and energy, have remained low. Core inflation may rise
modestly in response to Katrina, but I expect that any rise will be temporary, and
project inflation to remain low in 2006.

Following the energy price spike that accompanied Katrina, the CPI has now
risen 4.7 percent in the past 12 months, highest since mid-1991 and a substantial
jump from 2.5 percent only a year ago. Core measures of inflation that exclude food
and energy have drifted up very modestly: both the core PCE deflator and core CPI
have risen 2.0 percent in the past 12 months, ending in August and September re-
spectively. Presently, the core PCE deflator is at the top end of the Fed's central
tendency forecast of 1.75-2.0 percent through 2006. The Fed and most macro-
economists generally focus on core measures of inflation because historically, the
food and energy components have been very volatile, and have tended to regress to
their long-run averages, while core measures of inflation have provided the most re-
liable forecasts of future inflation.

Core inflation may rise gently through year-end 2005 as a consequence of
Katrina-related price increases of materials and commodities, but I expect that will
prove to be temporary, and core inflation will remain relatively low in 2006. I am
very impressed with the Fed's inflation-fighting resolve. The Fed rate hikes will
slow nominal spending growth, which will constrain excess domestic demand rel-
ative to productive capacity (the Fed's central tendency forecast for nominal GDP
is 5.25-5.5 percent for 2006, a meaningful deceleration from its 6.1 percent year-
over-year pace). Moreover, the rapid expansion of the economies of low-cost pro-
ducers China and India has lifted global productive capacity, and should continue
to put downward pressure on the prices of traded goods. A widening array of serv-
ices is also traded, helping to lower accompanying cost structures. These trends in-
crease real output globally while constraining inflation.

(10) The Federal Reserve's primary focus remains low inflation, and it will con-
tinue to hike short-term rates into 2006. Bond yields are projected to rise, but not
as much as short-term rates, contributing to a flatter yield curve.

Even though the Fed has raised its Federal funds rate target from 1 percent to
3.75 percent, it perceives that monetary policy remains accommodative, and it will
continue to raise rates in order to constrain core inflation. The Fed does not have
a "formal" numeric inflation target like many central banks, but it has clearly sig-
naled that low inflation is its primary goal. Beyond the typical issues of forecasting
inflation and the economy amid uncertainty, the difficulty the Fed faces is that
there is no reliable measure of monetary thrust that provides a clear, forward-look-
ing guideline for conducting policy, and there are many crosscurrents in various
monetary indicators. The "neutral" Federal funds rate is uncertain. At present, the
funds rate remains below its long-run average in inflation-adjusted terms, nominal
spending growth remains too fast to be consistent with stable low long-run inflation,
and the unemployment rate is low. However, growth of the monetary aggregates has
not provided reliable estimates of nominal spending; although their recent moderate
growth points to slower nominal GDP growth, the seemingly excess liquidity in fi-
nancial markets in recent years has not been reflected in money supply measures.
The sharp flattening of the yield curve historically has implied monetary restrictive-
ness, but the real costs of capital remain low. The lags between monetary policy and
economic activity always add a degree of difficulty to Fed decisionmaking.

I expect that the Fed will raise rates through mid-2006, to approximately 4.5 to
4.75 percent. Core inflation is unlikely to recede appreciably, and the Fed will re-
main concerned about inflation in light of sustained economic growth, low unem-
ployment and scattered production bottlenecks. Although a "neutral" funds rate is
unobservable, my assessment is these anticipated rate hikes would lift rates to a
level consistent with a neutral monetary policy, and would slow nominal spending
and help constrain inflation. Following several years of very low rates and monetary
stimulus, the Fed will perceive it necessary to hike rates to the high end of esti-
mated range of neutrality. Rising world real interest rates also imply a higher equi-
librium funds rate target.

Bond yields, which have drifted up recently reflecting concerns about inflation,
are projected to rise to 5 percent by mid-2006. This would involve a further flat-
tening of the yield curve; I do not expect the Federal funds rate to rise above 10-
year Treasury bond yields. Low core inflation and the Fed's credibility anchor bond
yields. With inflation expectations around 2 percent, a rise to 5 percent bond yield
would provide an ex ante 3 percent real interest rate, in line with the long-run aver-
age of inflation-adjusted bond yields.

(11) The high U.S. trade deficit has resulted largely from the U.S.'s relative eco-
nomic strength, while the unprecedented U.S. current account deficit reflects global
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differences in growth, saving and investment, and is not likely to be the primary
source of economic destabilization.

Since 1990, U.S. economic and investment growth has been persistently and sig-
nificantly stronger than Europe, Japan and other industrialized nations, and its fu-
ture potential growth is estimated to be higher. The rising U.S. trade deficit reflects
and is consistent with its relative economic strength, as its strong domestic demand
and investment spending support rapid growth in imports. As long as the U.S.
maintains this growth advantage, which boosts the demand for imports, and the de-
mand for U.S. dollar-denominated assets remains high, the trade deficit will remain
large.

In general, the large current account imbalances of many nations and inter-
national capital flows reflect the large difference in rates of economic growth, invest-
ment and saving. The unprecedented U.S. current account deficit-now exceeding
6 percent of GDP-reflects the U.S.'s insufficient saving relative to investment,
other nations' excess saving, and the strong demand for U.S. dollar-denominated as-

sets as global portfolio managers seek the highest risk-adjusted rates of return on
investment. While U.S. investment remains strong, its large budget deficit and low
rate of personal saving drag down national saving.

In contrast, Asian nations tend to be large savers. Japan exports capital, as its
weak investment and high saving have generated current account surpluses (Japan
has been running a large government deficit, but its private sector saving has been
very high, reflecting the prolonged deflation and long-run concerns about govern-
ment finances and pensions). Barring a sharp change in global economic fundamen-
tals, I do not expect a dramatic shift in asset allocations away from U.S. dollars that
would generate a sharp fall in the U.S. dollar and/or rise in interest rates that
would damage U.S. economic performance. That said, there are initiatives that
international policymakers could agree on that would reduce global imbalances and

boost growth at the same time. A coordinated package that would reduce U.S. budg-
et deficits, institute pro-growth tax cuts and regulatory reforms in Europe, and in-
volve agreement by select Asian nations, including China, to float their currencies,
is such a package.

(12) The largest risks to the medium-term U.S. economic outlook are excessive mon-
etary tightening and higher energy prices or an unanticipated slump in global econo-
mies. The U.S. economic expansion is not likely to be sidetracked by large global im-

balances or falling housing prices. Addressing the U.S.'s large Government budget
imbalances remains crucially important to long-run economic health.

Beyond the widely anticipated temporary economic slowdown following Katrina,
the largest risks to U.S. macro performance in 2006 are not the negative ripple ef-
fects of a collapsing housing market or financial turmoil resulting from a dramatic
withdrawal of foreign capital from U.S. dollar-denominated assets. Rather, my con-
cerns center on the lagged impacts of significant monetary tightening coupled with
sustained high energy prices, or some unforeseen global slump. So far, the economy
has been very resilient to higher energy prices and Fed rate hikes, but consumer
and business investment spending could be hurt by further energy price increases
and rate hikes beyond the neutral range. The Fed's top priority should be con-

straining inflation, but it must mind its lagged policy impacts, particularly in light
of leveraged household balance sheets. However, the low real costs of capital and
lean business inventories provide important buffers and substantially reduce the
probability of economic downturn.

Although the Government's long-run budget imbalance is unlikely to hamper
near-term economic performance, addressing future rapid growth in projected out-
lays and the Government's unfunded liabilities is crucially important to the Nation's
long-run economic health. Delays in policy changes only raise future economic costs.
The estimated difference between projected spending and taxes under current law
is so large that raising taxes to "close the gap" on paper would damage economic
performance and adversely affect the financing gap. Successfully achieving fiscal re-

sponsibility requires programmatic changes to the major entitlement programs, the
sources of the recent and projected future spending increases, that are fair to cur-
rent program participants, provide the right incentives, and are financially viable
for the long run.

PREPARED STATEMENT OF DR. DAVID F. SEIDERS, CHIEF ECONOMIST, NATIONAL
ASSOCIATION OF HOME BUILDERS, WASHINGTON, DC

Thank you Chairman Saxton and Members of the Joint Economic Committee, I

appreciate the opportunity to testify before you today on behalf of the National As-

sociation of Home Builders (NAHB). NAHB represents more than 220,000 members
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involved in home building, remodeling, multifamily construction, property manage-
ment, subcontracting, and light commercial construction. NAHB is affiliated with
more than 800 State and local home builder associations around the country. Our
builder members will construct approximately 80 percent of the more than 1.84 mil-
lion new housing units projected for construction in 2005.

The home building industry has been one of the strongest contributors to the na-
tional economy in recent years. We have had record years of production that have
led to the highest homeownership rate in U.S. history--69 percent. It is in America's
interest to assure that the home building industry maintains its leadership role in
the economy, not only because housing and related industries account for 16 percent
of the gross national product (GDP), but most importantly because of the benefits
of home ownership to our country.

INTRODUCTION

The current U.S. economic expansion began almost 4 years ago, payroll employ-
ment has been growing for about 2 years, and the unemployment rate has come
down substantially in the process.

The housing sector has been a pillar of strength throughout this economic expan-
sion. The housing production component of GDP (residential fixed investment) has
delivered major contributions to growth, particularly since early last year, and surg-
ing home sales and residential construction have pulled related components of GDP
ahead as well-including the furniture and household equipment component of con-
sumer spending. The volume of services produced by the housing stock and con-
sumed by households also has been a large and growing component of GDP. Finally,
surging house prices have generated massive amounts of wealth for America's home-
owners, and debt-financed "extraction" of housing equity has supported spending on
residential remodeling and a variety of consumer goods and services. Everything
considered, it's safe to say that the housing sector has contributed at least a full
percentage point to overall GDP growth in recent times, conservatively accounting
for between one-fourth and one-third of the total.

The extraordinarily strong performance of housing, including the large cumulative
increase in house prices, has prompted widespread charges of an unsustainable
housing boom, as well as projections of a bust that could wreck not only the housing
market, but also the entire economy. Indeed, analogies have been drawn between
the current housing market and the stock market bubble that preceded the reces-
sion of 2001.

The housing market inevitably will cool down to some degree before long, but a
destructive housing bust is not in the cards; furthermore, rebuilding in the wake
of this year's hurricane season will add to housing production for years to come. Ev-
erything considered, the housing sector should transition from a strong engine of
economic growth to a more neutral factor in the GDP growth equation, but housing
will continue to play a vital role in U.S. economic activity going forward.

It should be noted that the housing forecasts presented below (attachment) as-
sume that the current U.S. housing policy structure remains essentially intact, with
some temporary enhancements to deal with the extraordinary housing issues cre-
ated by hurricanes Katrina and Rita and with maintenance of current benefits to
housing in the tax code and the housing finance system.

FORECAST HIGHLIGHTS

* The U.S. economy was performing quite well prior to hurricanes Katrina and
Rita and has enough fundamental strength to easily weather the storms.

* The hurricanes took an immediate toll on growth of economic output and em-
ployment and may shift energy costs upward for an extended period of time. But
the recovery and reconstruction process will soon provide enough economic stimulus
to outweigh the negatives, thanks largely to the Federal Government response.

. The higher energy costs provoked by the hurricanes are putting upward pres-
sures on headline inflation numbers, but that effect will diminish with time. Core
inflation (excluding prices of food and energy) promises to accelerate modestly dur-
ing the next year or so as labor markets tighten further and high energy prices in-
evitably leak into the core.

. The Federal Reserve tightened monetary policy another notch on September 20,
judging that the longer-term inflationary implications of Katrina outweigh the
short-term economic negatives. Additional quarter-point hikes are likely at the next
three FOMC meetings, taking monetary policy to an approximately "neutral" posi-
tion as Chairman Greenspan's term runs out at the end of January 2006.

* Long-term interest rates have firmed up from their post-Katrina lows as the
bond markets have judged that the economy will weather both storms and generate



62

an inflation issue in line with the Fed's concerns. Long-term rates should move up

somewhat further in coming quarters, lessening the risk of yield curve inversion as

the central bank raises short-term rates.
. Katrina and Rita destroyed more than 350,000 housing units and significantly

damaged another 330,000, creating the potential for a huge repair and rebuilding

process with major implications for residential remodeling, manufactured home

shipments and conventional housing starts-both inside and outside the impacted
areas.

. NAHB's housing forecasts incorporate tentative assumptions regarding the tim-

ing and the patterns of repair and rebuilding in the wake of the hurricanes. We're

assuming that existing rental vacancies and available subsidized housing units in

the Gulf region and elsewhere will meet some of the current need. We've also bol-

stered our outlook for residential remodeling and manufactured home shipments

through 2007 while phasing in increases in conventional housing starts (single-fam-
ily and multifamily) over an even longer period of time.

. Recent housing market indicators, on balance, suggest that home sales and

housing starts were toying with cyclical peaks prior to Katrina, and surveys of

builders and lenders conducted since then seem consistent with that judgment.

However, the housing market still has a lot of fundamental strength and home
prices still are trending upward-at least according to most measures we have in
hand.

* NAHB's housing outlook recognizes declines in housing affordability measures

that so far have been caused by sustained rapid increases in house prices and that

figure to be further eroded down the line by a persistent upshift in the interest rate

structure. We're also anticipating less support to the single-family and condo mar-

kets from "exotic" forms of adjustable-rate mortgages and from investors/speculators
that have been relying on short-term capital gains-two factors that undoubtedly
have contributed to the recent housing boom in some areas.

* NAHB's housing forecast through 2007 shows a definite cooling down of the sin-

gle-family and condo markets, with relatively strong performances turned in by

rental housing, manufactured homes and remodeling-owing in part to Katrina and
Rita. Everything considered, the housing production component of GDP (residential
fixed investment) should soon fall out of the economic "growth engine" category and
exert a slight drag on GDP growth in both 2006 and 2007.

. The anticipated fade in demand for single-family houses and condo units will

result in some deceleration of price gains in 2006-2007, but national average prices

will not actually fall in the type of economic and financial market environment por-

trayed in our forecast. Prices could fall in some local markets that have experienced
particularly strong increases in recent times, although persistent supply constraints

in such areas should continue to support home prices for some time.
* Homeowner finances currently are quite healthy, despite a huge volume of bor-

rowing against accumulated housing equity in recent years, and the Fed's Financial

Obligations Ratio for homeowners still is in a manageable range. Furthermore, the

vast majority of homeowners will not be disadvantaged by perspective increases in

market interest rates and most have equity positions that could easily absorb de-
clines in house values-should they occur in some local markets.

ECONOMIC GROWTH

Incoming data suggest that annualized growth of real gross domestic product

(GDP) was heading toward a robust pace of about 4.5 percent in the third quarter

before Hurricane Katrina hit the Gulf Coast on August 29. We estimate that

Katrina took nearly a percentage point out of third-quarter GDP growth (dropping

it to an estimated 3.6 percent) and that the one-two punch from Katrina and Rita

will hold fourth-quarter growth to 3.2 percent-still a trend-like performance that

displays the resilience of the U.S. economy to serious shocks.
GDP growth should accelerate in the first half of 2006 as rebuilding activities

gear up in the wake of this year's unprecedented hurricane damage. A bit further

out, GDP growth should settle down to a sustainable trend pace (around 3.25 per-

cent), reflecting minimal remaining slack in labor markets and maintenance of solid

growth in labor productivity.

LABOR MARKETS

The employment report for September contained upward revisions to payroll em-

ployment for both July and August, bringing the average monthly gain to a robust

244,000. The preliminary estimate of net job losses in September came to only

35,000, much less than the consensus expectations, although data collection prob-
lems in the Gulf region definitely created a wide range of uncertainty.
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For now, the Labor Department suggests that, in the absence of Katrina, employ-
ment growth probably would have followed its recent trend (an average gain of
194,000 for the previous 12 months), meaning that Katrina probably subtracted
around 230,000 jobs from the national numbers in September. It's also worth noting
that strikes subtracted 22,000 from the September payroll employment numbers,
implying that, ex-Katrina and ex-strikes, payroll employment increased by about2 25,000-in line with the strong July-August performance.

The labor market report for October will have to cope with hurricanes Katrina
and Rita, both because more Katrina casualties will drop off payrolls and because
Rita destroyed additional jobs of her own. However, the September-October disrup-
tion to job markets will be temporary, and national net job growth should regain
a solid trend before long. Indeed, we're looking for resumption of strong payroll em-
ployment growth in 2006, aided by rebuilding activities, followed by a slowdown in
2007 as GDP growth recedes to around trend. The unemployment rate should sag
a bit next year from the current hurricane-related level (5.1 percent) but then edge
up a bit in 2007.

ENERGY COSTS AND INFLATION

The hurricanes have seriously complicated the inflation picture, boosting energy
prices and headline inflation in the near term and putting some upward pressure
on core inflation down the line as energy prices inevitably seep into the business
cost structure.

The disruptions to energy production and transmission in the Gulf region caused
energy prices to spike sharply after Katrina, but prices subsided within a few weeks
as the supply situation improved. However, the arrival of Rita caused energy prices
to surge again, particularly for gasoline and natural gas, and prices for these prod-
ucts are likely to remain elevated for quite a while.

We're currently assuming that the spot price of WTI crude oil averages a record
$65/barrel in the fourth quarter and gradually recedes to about $45/barrel by late
2007. We expect the retail price of gasoline to continue to recede gradually from the
post-Katrina peak (above $3.00/gallon) but remain historically high across the fore-
cast horizon. We also assume that persistently higher prices for natural gas will
make their way into the prices for residential gas and electric service as utilities
gain regulatory approval to raise their rates.

We expect core inflation to firm up to some degree, particularly in 2006, reflecting
tight labor markets and stronger growth of hourly compensation, as well as some
pass-through of high energy prices. Core consumer price inflation is likely to rise
from year-over-year rates of slightly below 2 percent in the third quarter of this year
to about 2.5 percent by 2007. That pace may be around the upper end of the Federal
Reserves "comfort zone."

INTEREST RATE STRUCTURE

The apparent strong forward momentum of the U.S. economy, along with the
prospects for higher headline and core inflation, apparently have steeled Federal Re-
serve resolve to keep the inflation situation under control and have sent long-term
rates upward.

The Fed enacted another quarter-point increase in short-term interest rates at the
September 20 meeting of the Federal Open Market Committee (FOMC), raising the
Federal funds rate to 3.75 percent (the bank prime rate went to 6.75 percent in the
process). While acknowledging the negative economic effects of Hurricane Katrina,
the FOMC characterized these negatives as temporary and focused heavily on the
evolving threats to core inflation. And while continuing to say that remaining mone-
tary policy accommodation can be removed at a "measured" pace, the FOMC held
open the possibility of a more aggressive approach in the event that inflation con-
cerns become more serious than expected.

In recent weeks, various Fed spokespersons have stressed the evolving inflation
threat, and another quarter-point rate hike at the next FOMC meeting on Novem-
ber 1 seems a foregone conclusion. Furthermore, we're assuming additional rate
hikes at the December 13 and January 31 meetings, as Chairman Greenspan's term
runs out. We're assuming the 4.5 percent funds rate will be considered "neutral"
and that monetary policy will hold steady for some time.

The bond markets apparently share the Fed's perspectives on economic growth
and inflation, and market expectations for monetary policy are essentially the same
as ours. As a result, long-term interest rates have backed up considerably from their
post-Katrina lows and the long-term home hiortgage rate edged over 6.0 percent in
the second week of October. Our forecast shows some additional increase in long-
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term rates in coming quarters, with the home mortgage rate reaching 6.6 percent
by the fourth quarter of 2006.

HURRICANE HOUSING DAMAGE

.According to the October 3 Red Cross "disaster assessment" for hurricanes
Katrina and Rita, the two storms destroyed an estimated 356,000 housing units,
with 353,000 attributed to Katrina. This was more than 12 times the number de-
stroyed in any previous natural disaster (or series of disasters) in the Nation's his-
tory.

Furthermore, 146,000 units suffered "major" damage (not currently habitable),
184,000 had "minor" damage (could be occupied), and an additional 206,000 had "ex-
tremely minor" or "nuisance" damage such as a few missing shingles or broken win-
dows. Four-fifths of the "destroyed" housing units (uninhabitable and beyond repair)
are in Louisiana and nearly one-fifth are in Mississippi, while Alabama and Texas
got off quite lightly in this regard. Total damaged housing units (needing major,
minor or extremely minor repairs) amounted to 329,000 in Louisiana, 173,000 in
Mississippi, 33,000 in Texas, and about 1,000 in Alabama.

The Red Cross has been trying to categorize destroyed or damaged homes by type
of unit. Current estimates say 88 percent of destroyed units are single-family
homes, 11 percent are apartment units and less than 1 percent are manufactured
homes. Census Bureau numbers, on the other hand, show that about 15 percent of
the housing stock in Louisiana, Mississippi, and Alabama consisted of manufactured
homes in 2000. Thus, it's likely that the Red Cross has been categorizing many de-
stroyed or damaged HUD-code housing units as conventionally built single-family
homes.

Whatever the exact numbers, it's perfectly clear that the cleanup, repair and re-
building process in the wake of Katrina and Rita will be immense and that the im-
plications for residential maintenance and repair, spending on improvements (in-
cluding replacements of major systems), manufactured home shipments and conven-
tional housing starts are profound. The timing and composition of the process will
depend heavily on the pattern of Government responses.

REPAIR/RECONSTRUCTION ASSUMPTIONS

It's extremely difficult to estimate the patterns of repair and reconstruction of the
housing stock that was destroyed or damaged by hurricanes Katrina and Rita. Expe-
rience with previous natural disasters, along with evolving patterns of Federal Gov-
ernment assistance in the wake of Katrina-Rita, have led us to the following work-
ing assumptions for the 9-quarter period extending through the end of 2007:

* $1.8 billion for outlays on residential maintenance and repair.
* $4.7 billion for improvements to residential structures (including replacements

of major systems such as roofs and heating systems).
* 38,000 manufactured home shipments (HUD-code units).
* 90,000 conventional housing starts (80 percent single-family units), including

units built on existing foundations in the Gulf region.

RECENT HOUSING PERFORMANCE

Housing market indicators painted a fundamentally positive picture through the
pre-Katrina period (essentially through August). Single-family starts and permits
for August held in the record range established during other recent months, sales
of existing homes (based on closings) displayed a similar pattern, and "pending"
sales of existing homes (based on contracts signed) actually moved up to a new
record in August. Sales of new homes (contract basis) fell off in August following
a record pace in July, but statistical problems definitely contributed to volatility in
those months (hardly a new problem with this series).

For the post-Katrina period, NAHB's single-family Housing Market Index fell by
two points in September, but regained that loss in October, leaving the index slight-
ly below the cyclical peak in June. The weekly index of applications for mortgages
to buy homes (Mortgage Bankers Association series) was essentially flat throughout
August, September, and early October (4-week moving average basis).

Everything considered, it seems fair to say that single-family housing activity has
been toying with a cyclical peak and is poised to show some fade before long. Meas-
ures of home-buying affordability have been eroding in the face of ongoing rapid in-
creases in house prices in many areas, and the recent upshift in short- and long-
term interest rates figures to take some toll as well. Furthermore, there's a good
chance that those "exotic" forms of adjustable-rate mortgages are losing some luster
under the public scrutiny of Federal financial regulators and the rating agencies.
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Finally, there's some tentative evidence of decline in the investor shares of pur-
chases of single-family homes and condo units, and this component of demand can
be quite fragile.

THE HOUSING FORECASTS

NAHB's forecast shows a slight decline in total housing starts in the fourth quar-
ter of this year, partly because of hurricane effects in the Gulf region, and we expect
total starts to be down moderately in both 2006 and 2007, despite hurricane-related
additions.

Our forecast for 2006-2007 shows a cumulative decline of 9 percent in single-fam-
ily starts from the 2005 record. The multifamily sector is essentially flat in this fore-
cast, thanks primarily to a good performance by the rental sector. We expect manu-
factured home shipments to pick up significantly in coming quarters, reaching
150,000 units in 2006 before settling back toward a pre-Katrina pace. Residential
remodeling should post solid growth (in both nominal and real terms) throughout
the forecast period, supported by a massive amount of homeowner equity and swol-
len repair/improvement needs in the wake of the hurricanes.

Everything included, the residential fixed investment component of GDP should
soon move out of the strong "growth engine" category occupied since the 2001 reces-
sion, although the real value of RFI should remain within a few percentage points
of the record high reached in the third quarter of this year.

HOMEOWNER FINANCES

Various media reports have been insisting that heavy borrowing against housing
equity has been pushing homeowner finances to the brink of disaster. Indeed, Fed-
eral Reserve Chairman Alan Greenspan recently unveiled Fed research showing net
home equity "extraction" of $600 billion in 2004 (6.92 percent of disposable income),
and borrowing against equity could be even bigger this year.

These are staggering numbers, of course, but they don't actually mean that some-
thing has gone wrong. Indeed, the Fed's own national balance sheets show that
homeowner equity grew to $10.5 trillion by mid-2005, up by 18 percent from a year
earlier. Furthermore, the aggregate housing debt-to-value ratio stood at 43 percent
at mid-year, lower than at any time in recent years.

It's also clear that mortgage debt repayment is not placing an undue burden on
the income of America's homeowners-partly because mort age debt has been sub-
stituting for a lot of shorter-term, higher-cost, consumer debt. Indeed, the Fed's Fi-
nancial Obligations Ratio for homeowners was only 16.37 percent in the second
quarter, compared with 28.87 percent for renter households.

While it's possible to find debt-strapped homeowners, the overall picture shows re-
markably healthy homeowner finances and a housing equity nest egg that could
withstand sizable shocks. Indeed Chairman Greenspan recently pointed out that
"only a small fraction of households across the country have loan-to-value ratios
greater than 90 percent" and that "the vast majority of homeowners have a sizable
equity cushion with which to absorb a potential decline in house prices." *

Mr. Chairman, that concludes my remarks. Again, thank you for the opportunity
to appear before you today. I look forward to answering any questions you or the
Members of the Committee may have for me.

*Alan Greenspan, remarks on "Mortgage Banking" to the American Bankers Association An-nual Convention, September 26, 2005
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PREPARED STATEMENT OF DR. BRAD SETSER, SENIOR ECONOMIST AND DIRECTOR OF
GLOBAL RESEARCH, RouBrn GLOBAL ECONOMICS, LLC, NEW YORK, NY

I want to thank Chairman Saxton and the Joint Economic Committee for the op-
portunity to testify. My remarks will focus on one particular aspect of the economic
outlook-but a very important one-the payments deficit the United States is run-
ning with the rest of the world. I will make five key points:

. The U.S. current account deficit has reached an unprecedented size for a major
economy. Barring a sharp fall in oil prices, this deficit is likely to continue to in-
crease in the next year, in part because of rising interest payments on the United
States growing external debt.

* The U.S. external deficit is a reflection of policy decisions, both here in the U.S.
and abroad, not just private saving and investment decisions. Both the large U.S.
fiscal deficit and the unwillingness of many economies to allow their currencies to
appreciate against the dollar have contributed to the United States large deficit. Net
private flows have not been large enough to finance the United States current ac-
count deficit.

. Trade deficits of nearly 6 percent of U.S. GDP are not sustainable over time.
They imply a rapid increase in the U.S. external debt to GDP ratio and a growing
current account deficit.

* The availability of sufficient financing to sustain deficits of this size at current
U.S. interest rates should not be taken for granted. The larger the deficit, and the
longer adjustment is delayed, the greater the associated risks.

. Policy actions, both at here and abroad, can help first to stabilize and then to
reduce the U.S. external deficit. The needed policy steps are by now well known,
but no less urgent. A reduction in the U.S. fiscal deficit would increase national sav-
ings, and thus reduce the United States' need to draw on the world's savings. Our
trading partners need to show greater willingness to allow their currencies to appre-
ciate and to take policy steps to encourage domestic consumption growth.

The current account deficit looks likely to continue to grow in 2006.-The current
account deficit is the sum of the trade deficit, the balance on transfer payments, and
the balance on labor and investment income. This deficit totaled $395 billion in the
first half of the year, largely because of the $346 billion trade deficit. The trade def-
icit is set to widen further in the second half of the year on the back of higher oil
prices and the disruption to U.S. oil production and refining created by Katrina and
Rita. The current account deficit has, until now, largely tracked the U.S. trade def-
icit, but this is likely to change going forward. The balance on investment income
turned negative in the second quarter, and further deterioration is to be expected
as higher short-term rates work their way through the U.S. external debt stock. A
surge in incoming transfer payments as European re-insurers make Katrina-related
claims may offset some of this increase.

The 2005 trade deficit is likely to approach $720 billion and, in conjunction with
a transfers deficit of $85 billion and a negative income balance, push the current
deficit to around $815 billion, or about 6.6 percent of U.S. GDP-up substantially
from the $520 billion (4.6 percent of GDP) deficit of 2003 and the $668 billion deficit
of 2004 (5.7 percent of GDP). In dollar terms, the 2005 deficit will be about twice
as large as the $413 billion deficit of 2000, the peak deficit of the .com investment
boom.

If both the U.S. and the world continue to grow at close to their current rates
in 2006, the current account deficit is likely to continue to widen in 2006. The recent
increase in the trade deficit has been driven almost exclusively higher oil prices;
monthly non-oil imports have been roughly constant since January. Subdued non-
oil imports combined with strong export growth to lead the non-oil trade deficit to
fall ever so slightly in the second quarter. However, this improvement in the non-
oil balance is likely to be difficult to sustain in 2006. Strong export growth in 2005
reflects the lagged impact of falls in dollar/euro in 2003 and 2004, plus a cyclical
recovery in demand for civil aircraft. By 2006, the recent rise in the dollar is likely
to begin to slow export growth. The slowdown in the growth of non-oil imports is
therefore partially a reaction to the exceptionally rapid growth of these imports at
the tail end of 2004. So long as the U.S. economy continues to grow as expected,
it is reasonable to expect growth in non-oil imports to resume, though at a lower
rate than 2004.

The balance on investment income is likely to continue to deteriorate. Remember,
the U.S. will take on $800 billion in new external debt over the course of 2005 to
finance its ongoing external deficit. If that debt only carries an average interest rate
of 5 percent, it implies an additional $40 billion in external payments. The full im-
pact of the Fed's recent tightening on short-term rates will also begin to manifest
itself in 2006, as existing short-term debt is refinanced at a higher rate. The result-
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ing 2006 current account deficit is likely to top $900 billion, and exceed 7 percent
of GDP.

The current account deficit essentially measures of how much we have to borrow
from the rest of the world to support the amount we consume in excess of our in-
come. It consequently is equal to the gap between what the U.S. saving and U.S.
investment. The U.S. budget deficit-a drain on national savings-is likely to in-
crease in 2006 on the back of Katrina. Barring a fall in investment or rise in house-
hold savings, so the overall gap between overall national savings and investment
is likely to continue to widen. Put differently, savings imported from the rest of the
world will finance an increasing share of domestic U.S. investment.

2003 2004 2005 (I 2006 (f)

Trade balance ............................................ -495 -618 -720 -780

O/w oil ...............- 130............... - 175 -241 - 260

Non-oil trade balance .......... .................................. -365 -443 -479 -520

Transfers balance ............................................ -71 -81 -85 -90

Income balance ............................................ 46 30 -10 -65

Current account ............................................ $520 $668 $815 $935

1% of GDP) ........................................... 4.7%)............... (5.6% ) (6.6 %) (7.1%)

Policy choices in the U.S. and abroad have contributed to the increase in the def-
icit.-Current account deficits of this magnitude are without precedent for a major
economy. As Dr. Bernanke has emphasized, these deficits have, to date, been fi-
nanced at remarkably low interest rates. Indeed, current U.S. interest rates seem,
on their face, insufficient to compensate the central banks of the emerging market
economies now financing the United States for the risk of further dollar deprecia-
tion. Consequently, it is interesting to review the forces that have led to the emer-
gence of such a large U.S. external deficit.

The U.S. current account deficit, by definition, has to be matched by a current
account surplus in rest of the world. The fall in savings relative to investment in
USA necessarily has been matched by a rise in savings relative to investment in
rest of world. The U.S. external deficit started to widen in the late 90s, as invest-
ment in the U.S. surged and investment in certain Asian economies fell sharply.
The U.S. external deficit, surprisingly, did not fall when U.S. investment fell sharp-
ly in 2001 and 2002, largely because changes in tax policy-along with an upturn
in expenditure growth-turned a small structural fiscal surplus to a structural fiscal
deficit of around 3 percent of GDP.' Since the fiscal deficit peaked as a share of
GDP in 2004, the recent deterioration in the U.S. current account deficit has been
driven by a fall in household savings and a rebound in investment. This reflects a
surge in investment in residential property, and, as Chairman Greenspan has em-
hasized, rising house prices also seem to be closely linked to the fall in U.S. house-

gold savings.
Dr. Bernanke has noted that the main counterpart to the recent rise in the U.S.

current account deficit is not found in either Japan or Europe.2 The eurozone's cur-
rent account surplus fell between 1997 and 2005.3 The roughly $60 billion rise in
Japan's current account surplus between 1997 and 2005 is far too small to account
for the much larger rise in the U.S. current account deficit. Rather, rising U.S. defi-
cits have been matched by rising surpluses in emerging and developing economies.

These surpluses have different causes. Emerging Asia's surplus has increased
since 1997, driven first by the Asian crisis and, more recently, by the surge in Chi-
na's current account surplus. Setting China aside, the savings rates in most Asian
emerging economies have been constant. Their surpluses reflect a fall in investment,
which fell (from quite high levels) during the crisis and have yet to recover. China
is a different story: its national savings rate has soared to over 50 percent of its
GDP, with most of the increase occurring recently. It is hard to find evidence of a
global savings glut, but it is hard to deny the presence of savings glut in China.
Latin America has shifted from a deficit to a surplus, largely because improvements

' IMF, 2005. See Table of 14 of the statistical appendix of the WEO. William Gale and Peter
Orzag have reached a similar conclusion; see http:/lwww.brookings.edu/views/articlesI
20050214galeorszag pdf

2 Ben Bernanke, "The Global Savings Glut and the U.S. Current Account Deficit," The Homer
Jones Lecture, April 14, 2005. http://www.federalreserve.govlboarddocsIspeeches/

2 00 5
/

20050414 /default.htm.
3The eurozone's surplus fell from $96 billion in 1997 to an estimated $24 billion in 2005; Ja-

pan's surplus rose from $97 billion to an estimated $153 billion in 2005. The surplus of the
Asian NICs rose from $6 to $80 billion, and a $85 billion deficit in "other emerging markets
and developing economies" turned into a $410 billion surplus in 2005. IMF data and estimates.
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in the fiscal position of most Latin governments have pushed national savings rates
up. Finally, rising oil prices have led to higher savings in the world's oil exporters.

It is important to note that private capital flows have not carried the savings sur-
plus of emerging economies to the U.S. Rather the large scale flow of capital from
emerging economies to the U.S. is a function of policy decisions on the part of many
emerging economies to resist pressures for currency appreciation-pressures stem-
ming, in some cases, from rising current account surpluses and, in other cases, from
pivate capital flows. In 2004, IMF data shows that private investors put $150 bil-fion more into the emerging world than they took out. Such private flows potentially
could have financed a substantial current account deficit, or at least allowed emerg-
ing economies to reduce their large current account surpluses. However, in aggre-
gate, these economies maintained current account surpluses, in some cases, quite
large surpluses even as private flows picked up. Consequently, private flows to
emerging economies generally have financed faster reserve growth, and thus have
been recycled back to the U.S. and Europe.

IMF data indicates that reserve accumulation by emerging economies has gone
from $116 billion in 2001 to $517 billion in 2004.4 In 2003 and early 2004, Japan
also intervened heavily to prevent the dollar from depreciating against the yen. Ac-
cording to official U.S. data, central bank financing of the U.S. rose from $116 bil-
lion in 2002 to $278 billion in 2003 and $395 billion in 2004-and U.S. data almost
certainly understates total dollar reserve growth, and thus foreign central bank's in-
direct role in the financing of U.S. deficits.

U.S. data shows a substantial reduction of central bank flows so far in 2005. This
data needs to be interpreted with some caution. Reserve accumulation, once adjust-
ments are made for the falling dollar value of euro reserves, is still running at a
roughly $600 billion annual pace. Overall, global growth has not fallen, but the com-
position of countries adding to their reserves certainly has changed. Japan has
stopped intervening, while reserve growth in both China and the world's oil export-
ers has picked. Almost all of Japan's increase in reserves showed up in the U.S.
data. However, recorded Chinese purchases of U.S. debt in both 2004 and 2005 have
equaled only about 40 percent of China's reserve increase. OPEC and Russia com-
bined to run a current account surplus of perhaps $200 billion in the first half of
2005, but-at least according to U.S. data-they only purchased only $5 billion in
U.S. long-term debt (and $1.5 billion in U.S. stocks). There are several ways to rec-
oncile this data: China and the oil exporters may account for some of the increase
in "onshore" central bank dollar deposits in the second quarter; they may have
added to their offshore dollar deposits; they may have purchased U.S. securities via
intermediaries (inflows from the UK have been strong); or they may have built up
their holdings of euros-driving down yields on European bonds and thus encour-
aging private capital to flow to the U.S.

Consequently, in my view, rapid reserve growth my emerging economies continues
to be a key reason why the U.S. has been able to finance its current account deficit
without difficulty.

Large trade deficits are not sustainable over time.-The current U.S. position dif-
fers from the U.S. position in the 1980s in two key ways: The underlying deficit now
is substantially larger, and U.S. is by now a substantial net debtor. The 2005 cur-
rent account deficit, combined with the reduced dollar value of American assets in
Europe, is likely to lead the U.S. net external debt5 to increase to around 30 percent
of U.S. GDP at end of 2005.

Basic external debt sustainability analysis implies that sustained trade deficits of
the current level will lead to the United States net external debt to rise relative
to GDP. Sustained trade deficits also imply a rising current account deficit, as the
current account deficit includes interest payments on external debt. Stabilizing the
U.S. net external debt-to-GDP ratio at between 50-60 percent of U.S. GDP (a rel-
atively high level) requires the elimination of the trade deficit over the next 10
years. Even in that scenario, the U.S. current account deficit is likely to remain
close to 3 percent of U.S. GDP. If this adjustment is delayed, U.S. external debt-
to-GDP will stabilize at higher levels, net interest payments will be higher, and the
U.S. could eventually need to run substantial trade surpluses to avoid ongoing in-
creases in its external debt-to-GDP ratio.

4The 2004 increase was inflated by perhaps $60 billion as a result of the rising dollar value
of euro reserves.

51 am using net external debt as shorthand for the United States Net International Invest-
ment position. The international investment position includes U.S. equity investment abroad,
and foreign equity investment in the U.S. Since U.S. equity (FDI and portfolio equity) invest-
ment abroad is worth more than foreign equity investment in the U.S., the negative U.S. Net
International Investment position is entirely the product of a large negative net debt position.
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US trade deficit as a share of GDP: scenarios

Evolution of US net international investment position: Scenarios

--Baseline u-Tr^ade deficit constant -.n-Sustained Adjustment|

Note: no adjustments for valuation gains associated with future dollar depreciation; dollar depreciation,

particularly against the euro, pound and Canadian dollar, tends to increase the value of US external assets,

and thus reduce US net debt
Relying on foreign savings to finance a substantial share of investment in the U.S.

implies that, over time, more and more of the income earned on investment in the

U.S. will need to be sent abroad. Here is one way to think about it: A Chinese com-

pany believed that the future income of Unocal, a U.S. oil company, was worth

about $20 billion. Financing this year's current account deficit would therefore re-

quire selling off the future income of 40 Unocals. Since next year's deficit is larger,

it would require selling off the future income of another 50 Unocals. The U.S. has

been financing its external deficits by selling debt not equity, but the basic principle
is the same.

International experience also suggests that deficits associated with fiscal deficits

and low levels of national savings are of greater concern than deficits associated
with high levels of investment. The recent shift in composition of investment toward

residential property is not particularly encouraging either: Housing is not an obvi-
ous source of future export income.
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Short-term risks can be reduced with coordinated policy action.-Even if the trade
deficit stabilizes in 2006 and beings to fall in 2007, the U.S. is likely to still need
between $900 billion and a trillion in financing from the rest of the world in each
of the next 2 years. In the long-run, failing to make the adjustments needed to raise
national savings and bring the U.S. trade deficit down over time poses real risks
to the U.S. economy. In the short-run, though, the biggest risk is that market condi-
tions will change suddenly. Should the market's demand for adjustment would ex-
ceed the capacity of the U.S. economy to adjust smoothly, U.S. growth could slow-
perhaps significantly. The dollar would fall and interest rates would rise, and the
drag on the economy from higher interest rates would exceed the stimulus to theU.S. export sector from a falling dollar. U.S. trade and current account deficits have
built over time; we do not want to be forced to get rid of those deficits over night.

The combination of market forces and policy decisions that will bring about the
necessary adjustment in the U.S. trade deficit is subject to substantial uncertainty.
But there is no doubt that the adjustment, when it comes, will require substantial
changes in the drivers of growth, both in the U.S. and among our trading partners.
In the U.S., consumption must grow more slowly than overall income, generating
an increase in savings. Some sectors of the economy that currently are doing well
may do less well, and resources will likely shift into the production of tradable goods
and services. As former Treasury Assistant Secretary and long-term Director of the
Federal Reserve's international staff, Edwin Truman has emphasized, overall U.S.
growth could slow even during a relatively orderly adjustment process. Conversely,
countries that until now have relied heavily on U.S. demand growth to spur their
own economies will have to find new motors to propel their own growth. Just as
the composition of growth must change here in the U.S., so too must it change
abroad. After a period of time when U.S. imports have grown faster than U.S. ex-
ports, the world is likely looking at an extended period when U.S. exports will grow
faster than U.S. imports.

Recent studies by the staff of the Federal Reserve Board offers hope that the ad-
justment process will prove to be relatively smooth, and need not involve either a
sharp rise in interest rates or a large slowdown in growth. However, caution is still
in order. The U.S. is in many ways operating outside realm of historical experience.
The U.S. current account deficit now is far bigger than the deficit of the 1980s. The
U.S. trade deficit is exceptionally large relative to the U.S. export sector. In 2004,
the U.S. exported more "debt" than "goods." The U.S. is starting the adjustment
process with very low long-term interest rates. The U.S. has significant assets
abroad, which can help ease the adjustment process, but also very large gross exter-
nal debts. Any sustained increase in U.S. interest rates could have a significant im-
pact on the size of U.S. external interest payments. The adjustment process in the
world's largest economy will have far larger impacts on the rest of the world than
past adjustments in smaller economies.

International experience certainly suggests one clear lesson: As a country's exter-
nal debt grows, it becomes more, not less, important to maintain fiscal policy credi-
bility. Reducing the U.S. fiscal deficits is the easiest and most certain way to bring
about the needed increase in U.S. national savings; it is likely to prove central to
maintaining the confidence of the United States external creditors during whatcould be a long period of adjustment. Work by the IMF and OECD suggest that a
$1 reduction in the fiscal deficit would lead to a 40 to 50 cent reduction in the U.S.
current account deficit.

Just as policy changes here in the U.S. can help to increase U.S. savings relative
to investment, policy changes in the rest of the world can raise their consumption
growth relative to their income growth, raise their imports relative to their exports
and reduce their savings relative to their investment. China, Malaysia and many
oil exporting countries need to be willing to allow their currencies to appreciate
against the dollar. All these countries are now running large current account sur-
pluses, and countries with big surpluses cannot peg, or otherwise tie their cur-
rencies tightly to dollar, without impeding effective adjustment in the global balance
of payments. If higher oil prices are sustained, oil exporters will need to spend more
and save less. The low level of consumption in China relative to Chinese GDP sug-
gests that there is substantial scope, with appropriate policies, for strong consump-
tion growth in China to replace strong consumption growth in the U.S. as the driver
of global demand growth. Continental Europe needs to direct its domestic macro-
economic policies toward supporting domestic demand during the adjustment proc-
ess.

The expansion of the U.S. trade deficit reflects mutually reinforcing policy choices,
both here in the U.S. and abroad. The stabilization and eventual fall of the U.S.
deficit will also be far smoother if this process is supported by appropriate policy
changes. No doubt, market forces will eventually demand adjustment even in the
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absence of policy changes. But, as both New York Federal Reserve President Tim-
othy Geithner and former Treasury Secretary Robert Rubin have emphasized, with-
out supportive policies, the needed market moves are bigger and the risks of disrup-
tive market moves are substantially higher.

Central bank financing of the U.S. current account deficit
T 1-- l A A

2004 2005 (l)

U.S. current account deficit .475 520 668 815

Central bank financing (BEA data) ................. : . ............ 116 278 395 205

As percent of deficit .24% 53% 59% 25%

BIS estimate for increase in dollar reserves6 . 187 423 498 ?

As percent of U.S. deficit .39% 81% 75% ?

Memo: Global reserve increase, all currencies (Setser estimates, based
on IMF data with adjustments for valuation changes) .285 510 640 600

Four quarter sum of increase in global reserves v. four quarter sum of central bank

purchases of US Treasuries.
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6 Includes the increase in central banks "offshore" dollar deposits reported in the international

banking system. See Robert McCauley, "Distinguishing global dollar reserves from official hold-

ings in the United States," BIS Quarterly Review, September 2005. For more on different meas-

ures of central bank financing of the U.S., see Matthew Higgins and Thomas Klitgaard, "Re-

serve accumulation: implications for global capital flows and financial markets," Current Issues

in Economics and Finance, Volume 10 No. 10. Federal Reserve Bank of New York. September-

October 2004.
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Chinese Reserves, including reserves transferred to state banks

Recorded Chinese Purchases of U.S. Assets v. Chinese Reserve Accumulation

Estimated
T-bills Treasuries Agencies BCor Foreign Total in change in re-Bnds 0"' U.S. data serves lad-justed tor valu-

ation)

2002 . . .... 0.2 24.1 29.3 6.1 3.5 63.1 74.5 85%
2003 ...... 0.3 30.1 29.4 4.5 4.0 68.4 157 43%
2004 ...... 17.3 18.9 16.4 12.1 3.0 67.4 194 34%
Jan-June 2005 ...... 2.5 17.3 11.3 13.2 14.3 48.7 137 35%
2005 f ................. .... ................ 4.... ................ .... 0............ .. %............... ... 110
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THE ECONOMIC OUTLOOK

THURSDAY, NOVEMBER 3, 2005

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITTEE,

Washington, D.C.
The Committee met, pursuant to notice, at 10 a.m., in room

2175, Rayburn House Office Building, the Honorable Jim Saxton
(Chairman of the Committee) presiding.

Present: Representatives Saxton, English, Brady, Paul,
Maloney, Hinchey, Sanchez and Cummings.

Staff Present: Chris Frenze, Robert Keleher, Colleen Healy,
John Kachtik, Emily Gigena, Brian Higginbotham, Chad Stone,
Matt Salomon, and Nan Gibson.

OPENING STATEMENT OF HON. JIM SAXTON, CHAIRMAN,
A U.S. REPRESENTATIVE FROM THE STATE OF NEW JERSEY
Representative Saxton. Good morning, I am pleased to wel-

come Chairman Greenspan before the Committee once again to tes-
tify on the economic outlook. We appreciate the many times that
you have testified before this Committee, Mr. Chairman, and recog-
nize your outstanding stewardship of monetary policy during your
tenure as Fed Chairman.

You have guided monetary policy through stock market crashes,
wars, terrorist attacks and natural disasters with a steady hand.
Under your tenure, price stability has been the norm, with infla-
tion low and stable. You have made a great contribution to the
prosperity of the United States, and the Nation is in your debt. .

A broad array of standard economic data reflect the health of the
U.S. economy. Figures released last week indicate that the econ-
omy grew at a 3.8 percent rate last quarter despite the massive re-
gional destruction wrought by the hurricanes.

So far during 2005, the economy has expanded at a 3.6 percent
rate, roughly in line with Federal Reserve expectations as well as
the Blue Chip indicators.

Equipment and software investment has bolstered the economy
since 2003 and continues at a healthy pace. This component of in-
vestment responded especially sharply to the incentives contained
in the 2003 tax package. Employment has also gained over the pe-
riod with 4.2 million jobs added to the business payrolls since May
2003, and the unemployment rate is at 5.1 percent.

Consumer spending continues- to grow. Home ownership has
reached record highs. Household net worth is also at a record level.
Productivity continues at a healthy pace, and although higher en-

-- ~~~~~(1)
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ergy prices have raised business costs and imposed hardships on
many consumers, these prices have not derailed the expansion.

As the Fed recently suggested, long-term inflation pressures are
contained. As a result, long-term interest rates, such as mortgage
rates, are still relatively low.

By its actions, the Fed has made clear its determination to keep
inflation in check.

In summary, the economy has displayed impressive flexibility
and resilience in absorbing many shocks. Monetary policy and tax
incentives for investment have made important contributions in ac-
celerating the expansion in recent years.

The most recent release of Fed minutes indicates that the central
bank expects this economic growth to continue through 2006.

The Blue Chip Consensus of private economic forecasters also
suggests that the economy will grow in excess of 3 percent next
year.

Current economic conditions are positive, and the outlook for
2006 is favorable.

Mrs. Maloney, we are ready for your opening statement.
[The prepared statement of Representative Jim Saxton appears

in the Submissions for the Record on page 27.]

OPENING STATEMENT OF HON. CAROLYN B. MALONEY,
A U.S. REPRESENTATWE FROM THE STATE OF NEW YORK

Representative Maloney. Well, thank you very much, Mr.
Chairman, and on that note I would like to place inside the record
Senator Reed's opening statement and hope that everyone about
will get a chance to see it. It is over on the desk.

[The prepared statement of Senator Jack Reed, Ranking Minority
Member, appears in the Submissions for the Record on Page 36.]

Representative Maloney. First of all, I want to welcome Chair-
man Greenspan for his appearance before the Joint Economic Com-
mittee as Fed Chairman.

This will probably be your last appearance before us, and first
of all, I want to say that New York is so proud of you. And we take
tremendous pride in the fact that you are a born, tried and true
New Yorker. And many of my constituents have expressed their
gratitude for your service and their hope that in retirement you
will be able to spend more time back in New York City.

You have really done a great service for this Nation. You have
pulled us through some difficult times that were outlined by the
Chairman. I would like to add to that list, 9/11. That was a very
difficult economic time. And your leadership is greatly appreciated
by New York and the entire Nation.

Over the past 18 years, Chairman Greenspan has achieved a
really remarkable record of success as the country's central banker.
He has steadfastly maintained the Fed's credibility for keeping in-
flation under control while dealing flexibly with a variety of eco-
nomic challenges. The 10-year economic expansion of the 1990's
was the longest on record. One contributing factor was Chairman
Greenspan's strong sense in the middle of that expansion that
there was room for monetary policy to accommodate further reduc-
tions in the unemployment rate, even though the conventional wis-
dom at the time said otherwise.
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Of course, another contributing factor was the Clinton adminis-
tration's strong commitment to deficit reduction, which created a
fiscal policy environment conducive to strong, sustainable, non-
inflationary growth.

Unfortunately, that discipline is now a distant memory and
Chairman Greenspan's successor will face a host of problems man-
aging monetary policy in the face of historically large budget defi-
cits, largest in history, a record current account deficit, a negative
household savings rate, rising inflation and a labor market recov-
ery that remains very weak in many respects.

As always, I look very much forward to hearing Chairman
Greenspan's testimony. I hope that, in addition to his views on the
economic outlook, he will share with us some reflections on what
has made his tenure at the Fed so successful and what are the key
lessons he would like to pass on to his successor. We thank you for
your many years of public service.

[The prepared statement of Representative Carolyn B. Maloney
appears in the Submissions for the Record on page 36.]

Chairman Greenspan. Thank you.
Representative Saxton. Mr. Chairman, let me just add my per-

sonal thanks for you being here today and just say that, in my of-
fice, there is a great picture of you with me, and as my constituents
come in and tell me whatever it is that is on their minds, on the
way out the door, I often point to that picture and say, "and there
we are planning for this great economy." And so it has been a
pleasure working with you, sir, and Mr. Chairman, we are ready
for your statement.

STATEMENT OF HON. ALAN GREENSPAN, CHAIRMAN, BOARD
OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Chairman Greenspan. First, let me thank you both for your
thoughtful and kind comments. I will be excerpting my prepared
remarks and request the full transcript be included in the record.

Representative Saxton. Without objection. Thank you.
Chairman Greenspan. Prior to the hurricanes that severely

damaged the Gulf Coast, the economy appeared to have consider-
able momentum. But pressures on inflation remained elevated.
Then Hurricane Katrina hit at the end of August, causing wide-
spread disruptions to oil and natural gas production and driving
the price of light sweet crude oil above $70 per barrel. With the re-
covery from the first storm barely under way, Hurricane Rita hit,
causing additional destruction, especially to the energy production
and distribution systems in the Gulf.

These events are likely to exert a drag on employment and pro-
duction in the near term and to add to the upward pressure on the
general price level. But the prices of crude oil and refined petro-
leum products have now fallen significantly from their peaks, and
repair and rebuilding activities are underway in many parts of the
affected region.

Outside the areas affected by the storms, economic fundamentals
remain firm, and the U.S. economy appears to have retained con-
siderable forward momentum.

If allowance is taken for the effects of Katrina and Rita and for
the now-settled machinists strike at Boeing, industrial production
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rose at an annual rate of 5Y4 percent in the third quarter. That is
up from an annual rate of 1Y4 percent in the second quarter when
a marked slowing of inventory accumulation was a restraining in-
fluence on growth.

The September employment report showed a loss of 35,000 jobs.
However, an upward revision to payroll gains over the summer in-
dicated a stronger underlying pace of hiring than before the storms
that had been previously estimated.

The Bureau of Labor Statistics estimates that employment
growth in areas not affected by the storms was in line with the av-
erage pace over the 12 months ending in August.

Retail spending eased off in September, likely reflecting the ef-
fects of the hurricanes and higher gasoline prices.

Major chain stores report a gradual recovery over October in the
pace of spending, though light motor vehicle sales declined sharply
last month when some major incentives to purchase expired.

The longer-term prospects for the United States' economy remain
favorable. Structural productivity continues to grow at a firm pace,
and rebuilding activity following the hurricanes should boost real
GDP growth for a while.

More uncertainty, however, surrounds the outlook for inflation.
The past decade of low inflation and solid economic growth in the
United States and in many other countries around the world has
been without precedent in recent decades.

Much of that favorable performance is attributable to the re-
markable confluence of innovations that spawned new computer,
telecommunication and networking technologies, which especially
in the United States, have elevated the growth of productive capac-
ity, suppressed unit labor costs and helped to contain inflationary
pressures. The result has been a virtuous cycle of low prices and
solid growth.

Contributing to the disinflationary pressures that had been evi-
dent in the global economy of the past decade or more has been the
integration of in excess of 100 million educated workers from the
former Soviet bloc into the world's open trading system. More re-
cently, and of even greater significance, has been the freeing from
central planning of large segments of China's 750-million work-
force. The gradual addition of these workers, plus workers from
India, a country which is currently undergoing a notable increase
in its participation in the world trading system, will approximately
double the overall supply of labor once all these workers become
fully engaged in competitive world markets.

Of course, at current rates of production, the half of the world's
labor force that has been newly added to the world competitive
marketplace is producing no more than one quarter of world out-
put. With increased education and increased absorption of signifi-
cant cutting-edge technologies, that share will surely rise.

Over the past decade or more, the gradual assimilation of these
new entrants into the world's free market trading system has re-
strained the rise of unit labor costs in much of the world and hence
has helped to contain inflation.

As this process has unfolded, inflation expectations have de-
creased, and accordingly, the inflation premiums embodied in long-
term interest rates around the world have come down.
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The effective augmentation of world supply and the accompanied
disinflationary pressures have made it easier for the Federal Re-
serve and other central banks to achieve price stability in an envi-
ronment of genuinely solid economic growth. But this seminal shift
in the world's workforce is producing, in effect, a level adjustment
in unit labor costs.

To be sure, economic systems evolve from centrally planned to
market-based only gradually and at times in fits and starts. Thus,
this level adjustment is being spread over an extended period. Nev-
ertheless, the suppression of cost growth and world inflation at
some point will begin to abate and, with the completion of this
level adjustment, gradually end.

These global forces pressing inflation and interest rates lower
may well persist for some time. Nonetheless, it is the rate at which
countries are integrated into the global economic system, not the
extent of their integration, that governs the degree to which the
rise in world unit labor costs will continue to be subdued.

Where the global economy is currently in this dynamic process
remains open to question. But going forward, these trends will
need to be monitored carefully by the world's central banks.

Mr. Chairman, I want to conclude with a few remarks about the
Federal budget situation which, at least until Hurricanes Katrina
and Rita struck the Gulf Coast, were showing signs of modest im-
provement. Indeed, tax receipts have exhibited considerable
strength of late, posting an increase of nearly 15 percent in fiscal
year 2005 as a result of sizable gains in individual and, even more,
corporate income taxes.

Thus, although spending continued to rise gradually last year;
the deficit in the unified budget dropped to $319 billion, nearly
$100 billion less than the figure for fiscal year 2004 and a much-
smaller figure than many had anticipated earlier in the year.

Lowering the deficit further in the near term, however, will be
difficult in light of the need to pay for post-hurricane reconstruc-
tion and relief.

But even apart from the hurricanes, our budget position is un-
likely to improve substantially further until we restore constraints
similar to the Budget Enforcement Act-of 1990, which were allowed
to lapse in 2002. Even so, the restoration of PAYGO and discre-
tionary caps will not address the far more difficult choices that con-
front the Congress as the baby boom generation edges toward re-
tirement.

As I have testified on numerous occasions, current entitlement
law may have already promised to this next generation of retirees
more in real resources than our economy, with its predictably slow-
ing rate of labor force growth, will be able to supply.

So long as health care costs continue to grow faster than the
economy as a whole, as seems likely, Federal spending on health
and retirement programs would rise at a rate that risks placing the
budget on an unsustainable trajectory. Specifically, large deficits
will result in rising interest rates and an ever-growing ratio of debt
service to GDP. Unless the situation is reversed, at some point,
these budget trends will cause serious economic disruptions.

We owe it to those who will retire over the next couple of decades
to promise only what the government can deliver. The present pol-
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icy path makes current promises, at least in real terms, highly con-
jectural. If fewer resources will be available per retiree than prom-
ised under current law, those in their later working years need suf-
ficient time to adjust their work and retirement decisions. Crafting
a core strategy that meets the Nation's longer-run needs will be-
come ever more difficult and costly the more we delay.

The one certainty is that the resolution of the Nation's demo-
graphic challenge will require hard choices and that the future per-
formance of the economy will depend on those choices. No changes
will be easy, as they all will involve setting priorities and making
tradeoffs among valid alternatives.

The Congress must determine how best to address the competing
claims on our limited resources. In doing so, you will need to con-
sider not only the distributional effects of policy changes, but also
the broader economic effects on labor supply, retirement behavior
and private savings. The benefits of taking sound, timely action
could extend many decades into the future.

Thank you very much.
I look forward to your questions, Mr. Chairman.
[The prepared statement of Hon. Alan Greenspan appears in the

Submissions for the Record on page 37.]
Representative Saxton. Thank you, very much, Mr. Chairman.
Mr. Chairman, let me refer first in a question to something that

you mentioned in your testimony, and that is, expectations related
to inflation. I would like to put up a chart, if I may, that shows
changes in core personal consumption expenditures, which is a
measure of inflation that the Fed likes to use. The Fed has success-
fully kept this measure of inflation between 1 and 2 percent, which
some refer to as the Fed's comfort zone. By keeping inflation low
and in this narrow range, it seems to me that the Fed has reduced
and helped keep long-term interest rates lower than they would
otherwise be.

We know that we have had 12 short-term increases in interest
rates brought about by monetary policy. And at the same time,
long-term rates, which often in the past have tracked along with
short-term rates, have remained relatively low.

[The chart entitled "Core PCE Inflation" appears in the Submis-
sions for the Record on page 41.]

By lowering uncertainty, by keeping inflation controlled and re-
ducing the inflation premium embedded in interest rates, it seems
to me that price stability has helped promote long-term economic
growth and, in doing so, kept long-term interest rates relatively
low. Is this a policy result that was planned by the Fed, and, if so,
what is your perception of how well it has worked?

Chairman Greenspan. Well, I go back to the earlier years
when I first joined the Federal Reserve, and our general policy that
emerged from that particular period going forward was a recogni-
tion of our dual mandate to maintain maximum, sustainable
growth and price stability.

What we began to learn-which came as a conceptual shock to
most economists in the 1970s-is that you could get both rising un-
employment and rising inflation concurrently. We began to recog-
nize that, indeed, rising inflation causes unemployment or, the re-
verse, that a necessary condition for maximum sustainable growth
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is price stability. So what has occurred over the years is a recogni-
tion that rather than having a dual set of goals which are inde-
pendent of one another, which indeed was the general policy pre-
scription in earlier decades, it is price stability which creates eco-
nomic growth, employment and higher standards of living.

We have chosen the core PCE inflation measure as our standard
gauge largely because, as I have argued many times in the past,
there are structural problems in the consumer price index which
don't capture the inflation rate per se.

We are also aware that even though this is a superior measure
to the CPI, it nonetheless does have upward measurement bias.
And it ranges, depending on how you look at some of the numbers,
from a half a percent, to as much as a percentage point.

Second, as you may recall, we ran into what looked to be the be-
ginnings of at least possible disinflationary pressures in- the sum-
mer of 2003,. another surprise to economists who did not believe
that would be feasible in a world of fiat money, but Japan proved
otherwise.

We have gained from that experience a recognition that we don't
want to get close to that particular area, either. So we have chosen
effectively to perceive price stability largely as the range which you
are seeing, after making adjustment for the statistical and eco-
nomic adjustments which we learned over the last couple of dec-
ades.

I don't want to communicate to you that somehow we had this
chart up there, and every time the inflation rate got close to the
top, we tightened it, and every time it got down to the bottom, we
eased. That is not the way policy- is run because there are long
leads in various different things. But essentially, as I indicated,
fairly early on in this particular period, I thought that we had, in
fact, achieved price stability. While it has moved up and down
since then, it has broadly stayed in that range.

And judging from the data which you have cited; Mr. Chairman,
it appears to be a range which is really quite conducive to economic
growth and prosperity that are associated with that.

Representative Saxton. Thank you very much. Let me ask a
question that is related to inflation, as it also relates to energy. Oil
prices in particular have shot up, as every American consumer
knows, boosting increases in the major broad price indices. Argu-
ably, however, the additional expense of oil might not be infla-
tionary if it were offset by cutting back on other expenses.

In the absence of an accommodatative monetary policy, should oil
prices necessarily be expected to lead to increases in inflation?
Would you give us your response to that?

Chairman Greenspan. Yes, Mr. Chairman. I think there are
two aspects to this. One is a technical issue which relates to the
degree to which American businesses, confronted with increasing
energy costs, institute various different actions, either by capital
equipment or changing of the structure by which goods are pro-
duced. The extent to which they do that can increase the efficiency
of oil use. Indeed, we have been seeing that for several decades.

The ratio of British thermal units per constant dollar of GDP has
effectively been falling progressively decade after decade since the
1970s in this country, so that the intensity of energy use-and in-
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deed oil use as well-is about half of what it was relative to the
level of GDP, say, 30 years ago.

The increasing, if I may put it in these terms, productivity of en-
ergy, gains in productivity associated with more efficient use of en-
ergy, continues to this day. Indeed, as best we can judge, the very
sharp increases in prices, and therefore costs to the non-financial,
non-energy corporations of this country, actually induced a fairly
significant rise in efficiency, so it all didn't pass through as cost in-
creases. But more important is the perception that inflation overall
will be contained.

Indeed, as you point out, inflation expectation is a crucial vari-
able in any market system, largely because it tends to be a key fac-
tor in wage rates and labor costs generally.

As long as the Federal Reserve is perceived to be holding infla-
tion expectations in check, which means holding core inflation in
check, the pass-through of energy costs into the underlying infla-
tion rate will be subdued.

And indeed, the data indicate that while, prior to the early
1980's, a goodly part of energy costs were indeed passed through
into the general price level, subsequent to then, there is very little
indication that has been the case, and we associate it with the sig-
nificant decline in inflation expectations. One of the reasons why
we are very firm in the notion that this country should not visit
the 1970s again, in the way of inflation, is that we have managed
to keep expectations contained. As difficult as energy problems
are-there is no doubt there has been a very significant amount of
hardship, and I think people are going to be quite surprised at
their heating bills this winter-we have not had the pass-throughs
into other products in a manner which existed in the 1970s.

Representative Saxton. Let me ask you just one final question.
According to a FOMC statement of last Tuesday, "core inflation has
been relatively low in recent months and longer-term inflation ex-
pectations remain contained."

Given the need for the Fed to preempt inflation, to what exteni
is the Fed now addressing inflationary expectations or fears that
may not be fully evident in the current available data?

Chairman Greenspan. Inflationary expectations are reasonably
well measured concurrently and in real time in the sense that we
pick them up from a variety of different sources, but mostly from
the structure of interest rates: very specifically, the differences be-
tween interest rates, which are defined in real terms, such as
Treasury TIPS, and what we call additional compensation required
for inflation. That pretty much picks up what we are looking at.

Although we measure the same phenomena in a number of dif-
ferent ways-in other words, we have a whole series of measures
which relate to inflation expectation, essentially picking up the
same general attitude that is embodied in the marketplace-they
all very much show the same sort of pattern, which is that inflation
expectations are contained.

Representative Saxton. Thank you, Mr. Chairman.
We are going to move now to Mrs. Maloney for her questions.
Representative Maloney. Thank you, Chairman Greenspan.

The question that my constituents ask me, I am going to ask you:
If the economy is so good and inflation is so well behaved and there
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is price stability, then why does everything cost so much more
when you go to buy something? They are feeling pressured in their
lives.

The question that I hear from my neighbors and friends and con-
stituents is, when we have so many economic indicators that are
unhealthy, how are we having a healthy economy? We have a cost-
ly war, the largest deficit in history, the largest trade deficit in his-
tory, high energy costs, a weak dollar, huge investment from for-
eign countries. All of these patterns are very troubling to people,
yet the economy appears, according to your testimony, strong and
moving forward.

They question, how can it be strong when there are so many con-
crete problems out there that are unhealthy for the -economy? And
I would like to frame the question in terms of your career at the
Fed. When you first came in the 1970s, your first job was with
President Ford as the head of his Council of Economic Advisors.
And when you took that job, the country was going through -a great
deal of what we are going through now, possibly less shocked than
we are now, you had the high energy price shock, but not the huge
deficits in history, and you didn't have a war. But inflation in 1974
shot up to double-digit territory, and by 1975, the economy was in
a serious recession with the unemployment rate rising from under
6 percent in 1974 to 8.5 percent in 1975.

Now we are experiencing yet another energy price shock. But
your testimony is very optimistic. And you are saying that we will
not see any inflation, that we will not see any recession. You are
very optimistic.

I want to know how are you confident that we will not-that we
will be able to avoid the same type of economic outcomes now that
we had in the 1970s? Has the economy fundamentally changed?
Are we more competitive? Is it the world economy? Is it Fed policy?
What has changed so that the economy has not experienced the
really dramatic problems that we had in the 1970s?

I guess a part of it is, what are the key changes over the past
30 years in our economy and in the way that we are conducting
monetary policy that have put us in a better position to withstand
energy supply shocks or price shocks?

Chairman Greenspan. Well, Congresswoman, that is a very
important question, because it is the experience that we had in the
1970's that gave us a far better understanding of how the post-
World War II American economy functions.

First, let me say that we have a very complex, huge economy
which is churning. There are winners, and there are losers, and
there are pockets in the economy where things are exceptionally
weak, areas where they are strong.

The best way of summarizing why I say things are doing well is
that I would suspect that, on average, I worry about 20 different
problems which seem insurmountable out there. Today, there are
only 12 or thereabouts. So, they are still out there. And you know,
I have mentioned on innumerable occasions, despite the fact that
the economy overall is growing, there is a definite bimodal labor
market in the sense that for the 80 percent of the labor force which
are production workers, wages are growing far less quickly than
the skilled workers. This is, as I have mentioned before you on nu-
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merous occasions, essentially an educational problem which we
need to adjust because it is creating a skewing of economic dis-
tribution in this country, which I think is a very unsettling trend
for a democracy.

That, to me, is where I think the major problems are.
But what I should also point out the reason people are seeing

prices rising is that they are. They are seeing them, however, for
a lot of petroleum-related products. The one statistic that I think
almost everybody is able to audit clearly every day, every week, is
the price of gasoline. It is a homogeneous product, and it is listed
on the signs in the service stations all the time, and needless to
say, the price has been fluctuating all over the place.

But the Bureau of Labor Statistics does an excellent job in trying
to truly get what is the structure of price change in this country.
Those data, which essentially come from the BLS and in detail, are
the best we can do. So I think that it is mainly a selective view,
when you look at the total, which people often see in a period like
this. But when you look at all the data, it doesn't show the concern
of acceleration that I often hear, as you do.

What has changed since the 1970s with respect to oil is, as I
mentioned before, we are using only half as much as we used to
relative to the GDP in the 1970s. As a consequence of that-and
also because of the fact that the underlying inflation rate is now
much lower-we are able to absorb a remarkable amount of that
increase because we have an extraordinarily more flexible economy
than we had in the mid-70s.

Indeed, that very flexibility itself is one of the reasons we have
gotten through a whole series of shocks that the Chairman men-
tioned early on. It is the development of that flexibility, coupled
with the fact that the use of energy is much less than it was, that
has enabled us to absorb the energy shock with nowhere near the
consequences that we confronted in the earlier period.

Representative Maloney. Thank you.
In your testimony today, Chairman Greenspan, you stress the

long-term core pressures that we face with the retiring baby
boomers. And we have very little flexibility in our core. Most of it
is entitlements. We have very little discretionary spending now in
our Federal core. So this is a huge challenge. But weren't those
pressures also there in 2001? And wouldn't it have been better if
we had focused on that challenge in 2001, instead of enacting tax
cuts that lost revenue and reduced our national savings? And I
want to read the following quote from a story that was in the New
York Times on Monday:

"Mr. Greenspan is widely perceived as having given an agreement to Presi-
dent Bush's plans for a big tax cut in 2001 and thus to have helped set the
stage for the huge deficits that followed."

And do you have any regrets about the way you expressed your-
self in 2001? And were you surprised that your testimony was in-
terpreted as having given a green light of support for these policies
that have added to this extremely large core deficit?

Chairman Greenspan. Let me review what was going on then
and what I actually testified to with respect to the budget at that
particular point.
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We, as you know, then had very large surpluses, which all of the
technical experts projected further, and indeed, the Congressional
Budget Office projected them further. The Office of Management
and Budget projected them further. The staff at the Federal Re-
serve projected them further. We were all trying to get as full de-
tailed an analysis as we could on something which we found very
surprising, namely, chronic surpluses, which we never believed we
would ever see, and we could not find any technical reasons to say
that those data were incorrect.

Indeed, the Federal Reserve embarked upon a study of what we
would do when the actual supplies of U.S. Treasury issues would
become inadequate for purposes of open market operations, mean-
ing that the level of debt outstanding would approach de minimis
levels.

The problem, if you get to that point and still have surpluses, is
that you have to accumulate technically private assets plus State
and local assets.

I have always argued that that is potentially very destabilizing
where large claims on American businesses would be held by the
U.S. Government.

As a consequence, I argued at that time that we ought to cut
taxes before the debt would get to such levels that we couldn't re-
duce it any more and would therefore have to accumulate assets.
Were I confronted with the same data today as I was then, I would
have given exactly the same testimony.

I must tell you, however, that in that whole evaluation I did rec-
ognize, in the testimony, that even though we couldn't find any-
thing wrong with the forecasts of surpluses should they, in fact,
dissipate, we ought to have procedures which would follow up any
changes in budgetary policies, whether for tax cuts or expenditure
increases, and essentially have triggers or other means of review
that would reverse the actions that would be taken at that par-
ticular point in time.

So, I have gone back and I have reviewed that testimony. And
I must tell you that, aside from the fact that the probability that
we all perceived of the deficit reemerging was small and that was
clearly a forecast gone wrong-not that the probability was small,
but that we would maintain the surpluses. Aside from that, I must
say, I would reproduce the testimony word for word.

Representative Maloney. Well, former Treasury Secretary
O'Neill reports that when he expressed concern about the possible
impact of the proposed tax cuts on the deficit and he said that Vice
President Cheney said, "Reagan proved that deficits don't matter."
And did you have any idea when you gave that testimony in 2001
that the Administration was not serious about containing deficits,
was not serious about enforcement rules to help turn record deficits
into surpluses and to control the core?

Chairman Greenspan. I think the "deficits don't matter" was
a reference that they don't have an impact on interest rates. And
I disagree with that. I disagreed with it then; I disagree with it
now. And I disagree with it because the facts prove otherwise.

Representative Maloney. My time is up, and as always, it is
a great pleasure to listen and learn from you. Thank you.

Chairman Greenspan. Thank you.
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Representative Saxton. Thank you, Mrs. Maloney.
Mr. Paul.
Representative Paul. Thank you, Mr. Chairman.
And welcome, Mr. Greenspan.
Looking at your last three paragraphs, I certainly would agree

with your concern about the concerns for the future, the future fi-
nancing of the medical care system as well as the retirement pro-
grams, as well as financing the debt. And to me, I read that as a
rather dire warning of what we should be dealing with in the Con-
gress. And you make a suggestion that the entitlement laws should
be looked at because we cannot much sustain this.

And yet I think that is only part of the problem, because the en-
titlement system is certainly one reason why we spend a lot of
money. I don't think we can do this without addressing the subject
of what we do with our foreign policy as we spend hundreds of bil-
lions of dollars overseas destroying countries and then rebuilding
countries.

I cannot see how we can adjust our ways here unless we talk
about that as well. But I also think that we should tie in this def-
icit spending and this commitment to the future to overall mone-
tary policy because I think the system of money that we have had
helped create the problems that we have. And we can't separate
the two because it certainly makes it a lot easier for Congress to
spend if there is some way of creating new money to accommodate
these deficits.

Just in the time that you have been at the Fed, we have had a
lot of monetary inflation. We have had a lot of new money pumped
into the system. As a matter of fact-over $600 trillion as meas-
ured by M3-it is all new money. It is three times as much money
as we had in 1987. But interestingly enough, the total debt, govern-
ment debt, corporate debt and personal debt, has done the same
thing. It has tripled. It was approximately $8 trillion in 1987, and
now it is like $25 trillion. So a lot of new money was created. And
we have a lot of new debt in the system. But we also suffered a
consequence, our dollar now is worth 55 cents. So that to me seems
unfair because if I had saved money in 1987, I am only going to
get 55 cents back on my dollar.

I think there is a moral element to this, too, as well as an eco-
nomic argument. Why save? And we don't save. And if we need
more money to take care of our entitlements or fight a war or ac-
commodate the debt, we just literally are able to go and depend on
the Federal Reserve to make sure interest rates don't go up.

And then I think another problem we have is we look at the
wrong things when we are looking at our problems. It has been
said that the government tells us there is really no inflation. But
you know we could use what we strike out. We could look at med-
ical care costs. We could look at food. We could look at energy. We
could look at the cost of government, taxes. And who knows, the
inflation rate might be 12 percent or 14 percent. So sometimes I
think we deceive ourselves with the system of money that we have
today by looking at the wrong things.

Because of globalization and productivity, prices have in some re-
spect been held in check. But I cannot see how we can continuously
reassure ourselves that that is good, because it doesn't deal with
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the problem of the malinvestment, the overinvestment, the bubbles
that develop, as well as-the debt that builds up.

And this could not be done other than with someone being able
to create credit out of thin air.

I think it should be held in check.
So, in order to get this into a question, isn't there-isn't there

something unfair about the system? How can we justify stealing
value from people who save, cheat the people who are on retire-
ment and then they get so little on their interest earned as well?
Is this a wise thing to do economically? Because you have ex-
pressed the concerns that I have. But I cannot see how you can
separate that from the overall monetary system that we have been
dealing with a lot longer than you have been in charge of the Fed.

Chairman Greenspan. Well, Congressman, the first thing that
we have to recognize is that the inflation rate, properly measured,
at this particular stage has been very close to zero for a very long
period of time.

In other words, as I said earlier, those numbers are biased up-
wards because of the way we calculate it. So while that is true
about a number of the statistics you quote, those statistics go back
well before the inflation rate stabilized and are reflecting very sub-
stantial inflation pressures which existed, especially during the
1970s when the inflation rate was double-digit.

But the level of nominal GDP has gone up basically roughly the
same after certain types of adjustments, with what the real under-
lying GDP properly measured would have done. That tells me that
we are not unduly inflating the system.

Representative Paul. Well, I don't think that reconciles the
facts that I can get from the Federal Reserve that show that our
dollar is worth 55 cents compared to 1987. If that is not the reverse
of what you see in rising price and inflation, my dollar just doesn't
buy as much any more. And the trend is continuous since 1914. It
is worth 5 cents. So I don't see how you can say there is no infla-
tion.

Chairman Greenspan. Well, you and I have discussed this
issue at length many times over the years. And I agree with you
in part, and I disagree with you on the other part.

Representative Paul. Can you say anything favorable about
gold today?

Representative Saxton. The gentleman's time has expired. We
are going to go now to Mr. Hinchey.

Representative Hinchey. Thank you very much, Mr. Chair-
man.

Mr. Greenspan, I just want to say that we are going to miss you,
really miss you.

I think that you have probably been one of the most effective
chairmen of the board in the history of the Federal Reserve.

Chairman Greenspan. Thank you.
Representative Hinchey. And also I think one of the most in-

teresting and instructive. And I think that that instruction has
come on a variety of levels, so you have done one heck of a job. I
won't say, Brownie, but you have done one heck of a job. And I
think we are going to miss you a great deal, and I want to thank
you, take this opportunity to thank you very much for your service
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and to share the things that were said by my friend and colleague,
Mrs. Maloney, a few moments ago. As a New Yorker, I am very
proud of you, too.

The economic circumstances that we are experiencing today,
growth in the economy, is a result of a variety of things, not the
least of which, the most of which, frankly, I think is the conflux
of some extraordinary circumstances of economic stimulation. We
have had record low interest rates, extraordinary amount of Fed-
eral spending and record tax cuts, all coming at the same time.
And if you don't have economic stimulation and a growing, cre-
ating-new-money economy when you are pouring all that money in,
both in terms of monetary and fiscal policy, then you are in deep,
deep trouble.

So I am frankly very concerned about what is going to happen
when the conflux of circumstances wears out. And it certainly will
in the not-too-distant future.

So that would be my first question to you. What is going to hap-
pen when all of this stimulation starts to decline?

Chairman Greenspan. Congressman, it depends on what is
going on in the world generally, because you can remove all of that
stimulation, but if the underlying incentives in the private system
are increasing-and I think they are, at the moment, especially
coming out of the hurricanes-you can more than offset the stimu-
lation, if you want to put it that way, from the private sector.

Representative Hinchey. That is true. And if that happens,
that may be the case-

Chairman Greenspan. Well, the history of stimulating a mar-
ket economy is mixed. There are innumerable occasions in the past
when we have engaged in very significant stimulation-in other
words, large deficits, large expansions of the monetary base-and
we found that real GDP barely grew, and-often fell into recession
because of the inflation which was engendered by the excess stimu-
lant. I think we have to be careful about defining what type of
stimulus, what part of the economy it is imposed on or injected into
and what is going on mainly in the private sector, because that is
where most of the job generation occurs.

Representative Hinchey. Well, the job generation in the pri-
vate sector-

Chairman Greenspan. Let me just follow up. I recognize that
and agree with you. I think that there is going to be significant
pulling back in the overall degree of stimulus. At least I hope there
is, because if we engage in fiscal policy that I was concerned about,
that was in the latter part of my testimony, then we are going to
get exceptionally large amounts of fiscal stimulus which we are not
going to want.

Representative Hinchey. Well, Mr. Chairman, I know that is
a very vague and ambiguous answer. And it is probably the best
you can do in the context. But the fact of the matter is that I think
we are going to be facing some very serious problems when we
begin to pull back. And we will have to pull back. In terms of the
job production in the private sector, this economy has lost substan-
tially more than a million manufacturing jobs in the last 5 years.
And those are the best paying jobs.
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One of the scholars at the American Enterprise Institute very re-
cently made the observation that the benefits in the economy-and
these are his words-the benefits of the economy are not filtering
down, that the creating-new-money benefits are going to capital
and not to workers.

And we see that very, very clearly. The median pre-tax income
is now $44,389. That is the lowest it has been since 1997.

We have a situation here in our country where the average, the
median income of the average American family has been flat for 5
years. The biggest problem that we are going to face, in addition
to maintaining the growth of the economy, assuming that we can
do that, even as we have to withdraw all of this stimulation that
we have been pouring into it because growing core deficits and a
national debt now that exceeds- $8 trillion-the biggest problem
that we are going to face, is how to engage in some more equitable
distribution of the benefits of the creating-new-money growth in
the context of a democratic society.

How are we going to do that?
Chairman Greenspan. Well, first of all, let me just say that

there is a question about what the real median income level has
been, and it gets to different types of price deflation and which
types of data are employed.

Representative Hinchey. That number takes into consider-
ation inflation.

Chairman Greenspan. I don't disagree with the conclusion that
you raised as a consequence of that.

The issue is most vividly reflected in the fact that, in the last pe-
riod, 20 percent of the workforce, which is largely supervisory by
definition, has had hourly wage increases approaching 10 percent,
whereas the increase for those in the 80 percent, who are perceived
to be production workers, is under 4 percent.

That is essentially creating a type of bimodal distribution.
The argument that seems most convincing to me as to the cause,

of this problem, indeed it is almost necessary, is that we have
clearly observed a major increase in the need for skilled workers
to basically staff our ever-increasingly complex technological capital
stock.

On the other hand, we have seen a relative decrease in those
who are required to do less skilled work. Our educational system,
however, has, as best we can judge, been falling short in pushing
our students, from fourth grade to high school and from high school
into the universities relative to the rest of the world. As a con-
sequence, we are left with a shortage of skilled workers who go
through this whole educational process, and with a lot of more less-
er-skilled people than are needed to staff our capital structure. The
result is that wages are rising rapidly among the skilled and at a
very subdued level for the lesser skilled, creating a very marked
change in the distribution of income. And it is showing up in the
capital as well.

Representative Saxton. Thank you very much, Mr. Hinchey.
Representative Hinchey. Wish we had more opportunity to fol-

low up, Mr. Chairman.
Chairman Greenspan. I agree with you. I think this is a very

important question for the United States.
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Representative Saxton. Thank you, Mr. Chairman, and Mr.
Hinchey.

We are going to go to the gentleman from northwestern Pennsyl-
vania, a Member of the Ways and Means Committee, Mr. English.

Representative English. Thank you, Mr. Chairman.
Chairman Greenspan, let me first say I would also like to thank

you for your long years of testimony before this and other commit-
tees up here on the Hill and your willingness to speak truth to
power and present some powerful economic realities to us whether
they are politically comfortable at the moment or not.

I am particularly grateful in this testimony that you have fo-
cused on the nuances of the problems that you see in our fiscal pol-
icy, and particularly the fact that we have an ongoing challenge in
dealing with the deficit. I was particularly grateful for how your
testimony also focused on the fact that prior to Katrina, we had,
in effect, seen a lowering of the deficit by a little under $100 billion
for the previous year, the result at least in large part of economic
growth interacting with the Tax Code to produce additional reve-
nues. To me, that points the way for at least partially digging out
from under this problem even though we now have huge additional
obligations, as some of the other Members have noted.

To me, through all of this you have made the case for strong poli-
cies to continue to encourage economic growth, and I am concerned
that we have, in effect, in the Tax Code scheduled under current
law a tax increase in a couple of the provisions that directly impact
on our growth rate, and here I am noting for the record that in
2008 under current law, the capital gains tax rate will go back up,
and the reforms in dividends will be phased out. And I wonder if
you would comment on whether you think that that is sound policy,
or whether Congress should move now while we have the oppor-
tunity to make the current rates permanent before the market be-
gins to anticipate that we might allow those tax increases to go
into law. Do you share my concern, Mr. Chairman?

Chairman Greenspan. I think there are two issues here, Con-
gressman, and I thank you, incidentally, for your kind remarks.
The first is, I have testified previously that the partial elimination
of the double taxation of dividends has been a major contribution
to the structure of our tax system, and I should very much like to
see it continued.

Secondly, however, I would like to see it continued in the context
of PAYGO, in the sense that we should not be cutting taxes by bor-
rowing, we should be cutting taxes by reducing the level of spend-
ing, and that is an issue which I think is critical.

We do not have the capability of having both productive tax cuts
and large expenditure increases and presume that the deficit
doesn't matter, because it will create very serious backlashes in the
system. So I would like to see the extension of that provision in the
tax law, but I would insist that it be done in the context of a
PAYGO, which is not currently on the books. As I indicated in my
testimony, one of the very first things that we ought to recognize
is that if we are going to come to grips with the long, very difficult
budget problems that exist as the baby boomers start to retire, we
have to put in place a structure which will enable the Congress to
make rational choices. I don't believe this is realistically possible
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unless something like the Budget Enforcement Act of 1990 is on
the books, and if that is the case, then I would say let's confront
the question of the tradeoffs, of what the advantages are of keeping
or even increasing the reduction of the double taxation on divi-
dends with the context of what other priorities there are.

There are no easy choices. The easy choices are long gone. These
choices are between things which a majority of the Congress has
previously said are good and another one which the majority of
Congress has said are good, but both can't exist at the same time.

Representative English. Thank you, Mr. Chairman, and thank
you, Mr. Chairman.

Representative Saxton. Thank you, Mr. English.
Ms. Sanchez.
Representative Sanchez. Thank you, Mr. Chairman, and

thank you, Chairman Greenspan, for your service to our country.
I think most of my colleagues have already spoken about your serv-
ice, and I would associate myself with their words.

I have a couple of questions. One has to do with the capital mar-
kets and our budget situation here in Washington, D.C., and the
other has to do with something in your testimony on page 5 with
respect to the result of 100 million educated workers from the
former Soviet bloc entering into the world's trading system, China's
750 million people workforce, and India are also engaging in it.

Let me go first with this one, because basically what you have
said in here is the economy, the world's economy, has been able to
absorb much of this workforce. You have also said in there, or you
alluded to the fact, that they are educated workers, and my biggest
fear for this country's future, competitively speaking, is that we are
doing such a poor job in education. When I go to the universities,
the teachers in the graduate departments of science and math tend
to be foreigners; .and probably three-quarters of the classes are.

So I guess my question to you is with this disparity that we con-
tinue to see growing between no growth or actually a decrease in
the real income of unskilled workers in the United States versus
the high-skilled workers, what do you think we do as a Nation to
address that?

Chairman Greenspan. Let me address the issue, because I
think this is a critical question that we will be confronted with as
the years go on. The global world is changing in a way which is
that an ever-higher proportion of value added in the world, goods
and services produced-meaning value which the world consumers
view as value-is becoming increasingly conceptual and less phys-
ical, more services and less physical goods.

We have recently done an analysis of 136 countries in the world
which indicates that there is. a very high correlation between the
proportion of services to GDP and the relative real per capita in-
come in that country, reflecting that those countries with an above-
average amount of services relative to goods being produced tend
to have the higher standard of living.

What we in the United States are going through is a very dif-
ficult transition. Our standard of living continues to increase, our
per capita real GDP continues to be increasing amongst the major
countries; we are obviously well ahead even considering the prob-
lem I was discussing with Congressman Hinchey previously. On
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the average we are well ahead, which essentially says that we are
going through a period which is extremely stressful for those people
who are producing goods. Indeed we have had an extraordinary de-
cline-not in industrial production, which has held up-but in em-
ployment involved in industrial production. The job loss has been
horrendous, and in certain areas of the country it has really been
a very serious and stressful problem.

It does say to us, however, that our standard of living is depend-
ent on our ability to create services, conceptual services, ever more
as an increasing ratio to goods, and this is where our educational
system is going to be critical. While we will find that both China
and India have a huge number of educated people, they still are
missing one thing which we have, which in addition to our fairly
wide but, as I said previously, less than numerous skilled workers,
we have a really very imaginative workforce and a very productive
workforce.

We also have what the others don't have, namely the Constitu-
tion of the United States. What that has done, in my judgment, is
to create a rule of law which enables individuals both in this coun-
try and those investing from abroad-in other words, those who in-
vest in the United States-to know and trust the course of this
country to protect their rights. That is true both of citizens of the
United States and foreigners, and I believe that has been a very
major factor in why we do as well as we do, and indeed a lot of
the so-called development research which endeavors to determine
why certain economies prosper and others don't would subscribe to
that.

But unless we get our educational system in check, even our
Constitution is not likely to protect us over the very long run. But
we do have an awful lot going for us, and if we can resolve our edu-
cational problems, we will maintain the very extraordinary position
the United States holds in the world at large.

Representative Sanchez. I see my time has expired, Mr.
Chairman.

Representative Saxton. Thank you very much, Ms. Sanchez.
Mr. Brady.
Representative Brady. Thank you, Mr. Chairman, for this

hearing and, Mr. Chairman, like others, I want to thank you for
your service. It has been famously said you make a living by what
you get; you make a life by what you give. You have given back
so much through your guidance of our economy and the Fed to the
prosperity of this Nation. I just want to join others in thanking you
for your leadership.

I want to ask two questions, one related to foreign holdings of
U.S. debt and the other to the account deficit the United States is
running. In your view, what do you see as the real world risk to
the large amount of foreign holdings of our U.S. debt? In the ac-
count deficit, while we mostly look at that as a function of what
we purchase and what we export, there is a savings component in
that trade deficit that I think is often ignored. Can you give your
views to us on what impact we can have, what role that plays long
term for us?

Chairman Greenspan. I think it is part of the globalization
process which has been accelerating over recent years, especially



19

since 1995. In other words, the last decade has been a remarkable
period of expanding trade, movement of capital, and all the various
measures which we use to say that globalization has increased. You
can compare, for example, the U.S. economy 150 years ago-where
we had a lot of interstate movement of goods and services and
trade deficits between the States, but very little outside of our bor-
ders-as we expanded into a national market, all of that activity
that is going on between peoples in different geographical areas-
which creates deficits and creates debts and all the variety of other
elements-spills over our sovereign borders, and now we look at it
in somewhat a different way, but it really is not.

I grant you that there is exchange-rate risk and legal risk with
respect to whose jurisdiction you are in, but a lot of what we are
observing is economic process, which is adjusted. The markets are
gradually adjusting.

The big puzzle to everybody is how is it possible for the United
States to have a current account deficit of more than 6 percent of
the GDP. It is one of the major puzzles, and the reason why I be-
lieve it exists is that it is a market phenomenon which is reflecting
globalization. It can't go on indefinitely, as I indicated previously,
but a lot of these variables-that is, the big increase in debt hold-
ings or U.S. Treasury holdings by foreign central banks or the even
larger holdings of American debt by foreign citizens-all of this is
a buildup which is characteristic of the global markets.

At some point globalization will slow down, but we are in a pe-
riod where it has been undergoing extraordinary expansion and
has had effects we have yet to fully understand. Indeed, one of the
problems that we have run into, which was a great surprise to us,
is how apparently globalization forces have affected the long-term
interest rates when we started tightening our monetary policy in
June 2004. Long-term interest rates did not rise because of these
extraordinary forces, which we are just now beginning to under-
stand.

So, yes, we ought to be looking at these various different in-
creases. A very significant part of our Federal debt is -held outside
of this country. It is close to half, depending on what the denomi-
nator is. But that is part and parcel of the globalization process,
and I think the presumption that when it stops, the whole world
is going to collapse is not correct, unless we fall back on a degree
of protectionism which has not existed in the world in the post-
World War II period.

Representative Brady. Thank you.
Would your advice to Congress be to not overreact to those ele-

ments until we see further how it is working out? And what the
impact is in this?

Chairman Greenspan. Yes. Most certainly, Congressman, and
indeed I have argued in other recent testimony that the best way
we can address this type of problem is to make certain that our
economy overall is sufficiently flexible so that adverse events-the
unforecastable events that occur as a part of this globalization-
will not have a significant negative impact on production or em-
ployment in this country. As far as policy is concerned, that is a
policy issue, and I think we ought to move as best we can to create
as much flexibility as we can in our system.
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Representative Brady. Thank you, Mr. Chairman.
Representative Saxton. Mr. Chairman, let me just ask a quick

question here. We have talked about various stimuli that have oc-
curred in recent years, and one of the by-products of the easing of
monetary policy which began in 2001 was to give homeowners
whose properties had increased in value the opportunity to refi-
nance at lower rates of interest. And as people did that, we found
them not only refinancing to the balance of their higher rate mort-
gage, but also taking out more of their equity, which supported
consumer spending.

I am just curious to know whether the Fed anticipated that this
would happen and your thoughts on-just generally on this matter.

Chairman Greenspan. Well, in the early stages we didn't,
largely because the proportion of cash-outs that were associated
with refinancing were relatively small. But as refinancing became
ever easier, as the costs of refinancing declined, and as the home
equity loans became a major instrument for household debt accu-
mulation-or, more exactly, an ability to extract equity from
homes, plus the automatic extraction of equity that occurs when
homes are sold and the realized capital gains for all practical pur-
poses come out as cash-these have turned out to be extraor-
dinarily large amounts relative to disposable income. Ten years ago
we would not have been able to forecast them because we would
not have been able to foresee the extraordinary changes that would
emerge in the mortgage markets, in the secondary mortgage mar-
ket, in the whole structure of asset-based securities generally, and
the willingness on the part of households and their ability to ex-
tract very substantial amounts of equity as the capital gains built
up.

We have been observing that phenomenon very closely. Indeed,
my colleagues at the Fed and I have put together a fairly detailed
series trying to trace the issue of cash-outs and the effects of equity
extraction from home turnover and home equity loans, and trying
to determine to what extent that has been a factor in the decline
in the savings rate in this country. We are still examining it. There
are conflicts in the data, and it is very clear a good part of the de-
cline in the savings rate is directly attributable to the extraction
of equity.

Representative Saxton. Mr. Chairman, one of my great staff-
ers and I have had ongoing conversations about the so-called flat-
tening of the yield curve, which essentially means that short-term
rates have gone up, while long-term rates have stabilized, creating
a very small gap between short-term and long-term rates. What, in
your opinion, is the effect of this on the economy in the future?

Chairman Greenspan. Mr. Chairman, that used to be one of
the most accurate measures we had to indicate when a recession
was about to occur and when a recovery was about to occur. It has
lost its capability of doing so in recent years. The markets have be-
come far more complex, and the simple relationships that that
yield curve slope indicated no longer work. For example, remember
we used to have Reg Q a number of years ago, which essentially
limited the extent to which you could increase interest rates, short-
term deposit rates, and that created all sorts of imbalances in the
system and was an indicator which induced the change in the
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structure of the yield curves, which did anticipate fairly accurately
what was going to happen to financial markets and to the economy.

The effectiveness of that relationship to where the economy is
going has virtually disappeared, and while it has significant finan-
cial impacts, it's no longer useful as a leading indicator to the ex-
tent that it was.

Representative Saxton. I thank you for that.
I just want to refer to the chart that we put up. The red line,

of course, refers to short-term rates, which have gone up 12 times.
The darker gray line indicates the level of long-term rates. My
question is: If banks are forced to pay interest at relatively high
rates on short-term loans, what is-the encouragement to loan with
long-term rates when there is such a small difference in the
spread?

[The chart entitled "Yield Spread" appears in the Submissions
for the Record on page 42.]

Chairman Greenspan. Well, what is happening is that, for ex-
ample, in the mortgage market where we used to find that rates
were low, say, back closer to June 2004, adjustable-rate mortgages
became an extraordinarily important instrument. They are obvi-
ously undergoing significant contraction now, as rates go up, even
though a very substantial number of those loans are so-called hy-
brids, they are half short-term, half long-term mortgages. But con-
sumers are changing their behavior, and we would.have clearly ex-
pected that to happen, and we don't think that's bad. We think
that is good.

Representative Saxton. Thank you.
Mrs. Maloney.
Representative Maloney. Thank you, Mr. Greenspan.
When you say that inflation causes recession, are you saying that

the private economy on its own collapses, or are you saying that
inflation leads to a monetary policy response of higher interest
rates that slows the economic activity?

Chairman Greenspan. I think the problem is that it is the in-
flation process itself that creates the difficulty, and to the extent
that monetary policy is inappropriate, the central bank can con-
tribute to that, or it can actually reduce the probability. But there
are broader inflationary processes in the private economy as well,
so it is a combination of a number of forces.

Representative Maloney. What caused the 1981 recession?
Chairman Greenspan. Essentially a recognition on the part of

government generally that the acceleration of inflation that was
building for the latter part of the 1970s was creating such huge
distortions that unless and until we confronted it, this country
could get into very serious -trouble. As a consequence, my prede-
cessor in October 1979 withdrew a huge amount of liquidity from
the system in order to bring down the inflation rate. That process,
while it ultimately was clearly successful and importantly success-
ful to the economy longer term, had short-term consequences,
which was a very severe recession.

I would in a sense debit the recession to the earlier policies that
created the inflationary pressures which necessitated the reaction
that we had rather than to the Federal Reserve's action in 1979.
We had no choice, and indeed had that action not been done, had
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that action not been implemented, I fear for the stability of our sys-
tem, therefore, going forward.

Representative Maloney. You have spoken very eloquently
today about the growing-and expressed concern about the growing
gap between the haves and the have-nots, the inequality that is
growing in our country, which is a very bad trend, and the solu-
tions that you have talked about are all long term.

I want to pick up on one of the points that you made about the
effects of integrating China and India into the world economy, and
you described that as helping to keep labor costs contained and
helpful in restraining inflation, but doesn't it also contribute to in-
equality by putting a downward pressure on the wages of U.S.
workers and the competition that they feel internationally?

Chairman Greenspan. It hasn't put downward pressure over-
all. What it has done is tended to put downward pressure mainly
in the goods area of the American economy, because that is where
their capabilities at this particular stage of the development are
most evident, and the impact has been fairly pronounced in a num-
ber of areas of this country, especially in the manufacturing area.

Representative Maloney. I would like to bring up a point that
Dr. Alan Blinder brought up at a Democratic forum we had on the
economy, and he argued that continuing advances in telecommuni-
cations technology are going to make global outsourcing of jobs a
much larger problem in the future. He says we have a challenge
now, but in the future it is going to be absolutely huge, and that
in the coming years the highly-skilled educated workers could be
just as vulnerable as the less-skilled workers. And doesn't that
imply that education and training are at the least a very incom-
plete answer to the challenge that we confront with the outsourcing
of jobs and the growing middle-class job insecurity that I hear
every day in my office?

Chairman Greenspan. As globalization proceeds and very
clearly creates an average higher level of standard of living in this
country, it also, because it rests upon what we call creative de
struction, induces a greater degree of insecurity in the system. This
is manifested by the fact that today half a million people lose their
jobs every week, and another half a million quit, and we hire a mil-
lion people, plus or minus, every week. The churning is extraor-
dinary. It basically means that the old view of job security which
we tended to have, or the way we viewed what it was in earlier
generations, is disappearing.

We are now finding that education is not wholly constrained to
our earlier years; it is basically becoming a lifelong proposition.
Community colleges, for example, are becoming a major part of our
education system, and the average age of the people in community
colleges is quite high. So people are recognizing that they are going
to have more than one job-indeed, they may have more than one
profession-in their lifetime.

This is the choice that we must make. In other words, if we want
the benefits of the huge amount of interaction, division of labor and
specialization that is implicit in an ever-growing world economy,
that implies a huge amount of both insourcing and outsourcing of
all goods. We at the moment, of course, are the recipient of more
insourcing than we send out. We have a net surplus of services.
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I don't know whether that will continue to exist or not, but I do
agree that the amount of exchange of services across national bor-
ders is almost surely going to increase, and as a consequence,
standards of living will increase. But in the process there are win-
ners and losers, and if you have creative destruction-which essen-
tially means you move the obsolescent capital, less productive cap-
ital, to cutting-edge technologies-it necessarily means that the
workforce which is involved in the growingly obsolescent technology
has to move to another part of the economy.

That is happening. It is happening in the vast, vast majority of
cases. But there is a small and very pronounced segment of the
world economy which is creating problems which are difficult to re-
verse.

Representative Maloney. My time is up. Thank you very
much.

Representative Saxton. Mr. Paul.
Representative Paul. Thank you, Mr. Chairman.
You mentioned earlier that we have been debating the monetary

issue for a long time, and I guess that will go on. I am quite con-
fident that what I say here or whatever we say together probably
won't determine whether paper wins over gold or vice versa, be-
cause I think the market will determine that.

I think the only thing that I have on my side is history, because
paper currencies don't have a very good history. They usually end
up in the waste can, and gold survives the many thousands of
years it has been used. So time will tell.

But a question I have relating to gold is currently, especially
since the early 1980s, 25 years, the last time there was ever any
serious talk about gold, today it is inappropriate to talk about it,
but since that time, of course, the dollar has lost a lot of value. But
during that time essentially paper has won out, intellectually
speaking. Nobody speaks of gold, but the question I have is why
does our Government-why does policy still mean that we should
hold the gold?

And I don't have any problems with this. I would think that if
we trust paper, we ought to just get rid of the gold and spend the
money. We are in big deficits; we could get a lot of money for it.
So if gold is so out of place, and we will never have to use it again,
why couldn't we make the case for just getting rid of it, as well as
the IMF?

Representative Saxton. Mr. Chairman, before you answer, if I
may just ask my colleagues, Mr. Hinchey and, I think, Ms. Sanchez
also have a question. We are in the beginning of a series of votes,
so if we could get through this question rather expeditiously and
go to Mr. Hinchey and then Ms. Sanchez, and then we will vote,
and we won't have to ask you to wait for us to come back from this
series.

Go ahead and respond to this question, if you would.
Chairman Greenspan. The question is what do we do with the

gold supply?
Representative Paul. If we don't believe in gold, why don't we

just get rid of it?
Chairman Greenspan. It is a very interesting question and a

question debated at length on rare occasions within government.



24

The bottom line is that in periods of extreme chaos, it has turned
out that gold has been the ultimate means by which transactions
have been consummated. It occurred, for example, during World
War II when you could only negotiate transactions with gold.

I must say, however, there was a vigorous debate in the Ford ad-
ministration as to whether it made any sense to hold gold stock at
all, and the debate ended up with leaving it as it is. I would sus-
pect the same psychology exists around the world, and that is the
reason why the IMF basically holds the gold that it does and is also
the reason that other central banks are holding the gold that they
do. You might be aware, for example, that the Europeans have sold
off significant amounts of their gold, but they still hold quite a good
deal.

Representative Paul. Thank you.
Representative Saxton. Thank you, Mr. Paul.
Mr. Hinchey.
Representative Hinchey. Thank you, Mr. Chairman.
Mr. Chairman, in response to one of the questions that I was

asking earlier with regard to this growing inequality in income, you
were drawing attention to the inequality between supervisory per-
sonnel and nonsupervisory personnel. I understand that, and that
is fine, but that isn't the real issue. The real issue is the huge
growing inequality between people at the top of the income ladder
and those down at the middle.

As I pointed out, even a very conservative scholar at the very
conservative American Enterprise Institute pointed out the benefits
of the tax cuts are going to capital and not to workers. That is a
problem that we face.

Now, you, of course, looking at these growing surpluses back in
the beginning of this decade, were very supportive of the ideological
tax cuts that came out of this Administration which were designed
to benefit people at the upper income of the ladder.

Now, at the same time, this country for several decades now has
been facing some very serious infrastructure deterioration, every-
thing from energy to transportation, to environmental protection,
health care, general quality of life. All of that has been declining
for decades in the public sector. Wouldn't it have been wiser to take
some of that money in those surpluses, rather than just give almost
all of it to the wealthiest people in the country, to use some of it
to build up the basic infrastructure of the country rather than con-
tinuing to witness this serious deterioration?

The final aspect of my question is we have another tax cut com-
ing up next year, 2006. That tax cut comes about at a time when
the median income is just over $44,000, meaning half of the people
in the country make less than that. This tax cut is going to benefit
people making over $182,000 and couples making more than
$326,000. Aren't we on the wrong track here, Mr. Chairman?

Chairman Greenspan. Congressman, I think that a large num-
ber of economists, perhaps most, view the issue of tax policy in two
ways: one, how does it impact on the growth of the economy and
the increase in the tax base that is associated with the growth. My
argument in favor of a number of the tax cuts which have been of-
fered in recent years, especially the one which I thought was the
most structurally desirable-namely the elimination of the double
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taxation of dividends for lots of reasons-is essentially because I
believed they would enhance economic growth. Similarly, I was a
strong supporter of the 1986 Tax Reform Act, which, as you know,
eliminated many of the loopholes, expanded the tax base and im-
proved the system materially.

As I said there are two schools with respect to taxation. One is
what does it do to the economy and to the tax base; and two, what
does it do to the distribution of income. In considering the issue
you have to look at both, and I think that there is a tendency for
one side of this aisle to look one way, the other side to look at the
other. Perhaps we ought to be aware that there is double-entry
bookkeeping involved here, as in many other things.

Representative Saxton. Thank you, Mr. Chairman.
Representative Hinchey. That is not an answer, Mr. Chair-

man, but I thank you very much for it, and I wish you the very
best in the future.

Chairman Greenspan. Thank you very much, Congressman.
Representative Sanchez. Thank you, Mr. Chairman.
Mr. Chairman, before I came to the Congress, I was involved in

the capital markets, and so I have a question for you, just an over-
all question that has been bothering me for a while. And I asked
my friends on Wall Street, and most of the time they just shrug
their shoulders and don't have a good answer for this. Maybe I
thought as a parting-since this will be the last time you are before
our Committee, maybe you could give me some advice on this.

I am worried that we have an $8 trillion debt, and from my cal-
culation, even though you brought up today that you thought the
unified budget was at a deficit of $319 billion right now, I some-
times, when I look at it, truly look at it, I look at us spending be-
tween $400 and $800 billion more every year, at least in the last
5 years of this Congress, because I think-and I believe there is a
lot of things that don't get taken into account; supplementals that
we do here, supplemental appropriation bills, the -two Louisiana
Senators asking for $250 billion just for Louisiana; a Medicare Part
D package that was supposed to be $400 billion spending over 10
years, now it is calculated at at least $1.3 trillion, probably will get
to $2 trillion by the time we finish with that. We spend $1.55 bil-
lion a week in Iraq, with no end in sight in that place, and that
doesn't include the reinvestment we are going to need to do in our
vehicles and everything that is wasting away in that desert right
now. I have in Congress a lot of colleagues who want to increase
our Army by 100,000 new troops and don't really know what the
cost is to that or the capacity that we currently have and how that
is going to affect our troops. So we have all these big spending
plans out there.

My question is why haven't the capital markets told Congress
and Washington, D.C., to get their act together? Why are they ig-
noring what is happening here?

Chairman Greenspan. That is an excellent question, Congress-
woman, and let me explain to you what I think the answer is, but
I don't know for certain. As part of this globalization trend, not
only have we had the major disinflationary forces that are occur-
ring because of the educated workers of the former Soviet Union,
China and India coming in, but we also have had the issue of, as
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I think I testified before the House Banking Committee, an excess
of saving over investment and a general set of forces suppressing
long-term interest rates.

So the question really is why is it that with what has to be rising
expectations of very heavy borrowing as we move out, say, into the
.early part of the next decade, why isn't that beginning to reflect
itself in, say, 10-year notes, because it has to be out there for 10
years.

I think the answer-I don't really fully feel comfortable with it,
it is one of the issues that I think is on the table and has to be
understood-is that the disinflationary pressures, the excess sav-
ings pressures, have more than offset the expectational concerns
that rising supplies of U.S. Treasury debt have out there. I think
that is going to change. I think, as I tried to indicate in my pre-
pared remarks, that is a gradually changing process, but I find it
utterly inconceivable, frankly, that we can have the type of poten-
tial fiscal outlook which now confronts us over the next 15, 20
years without having a significant impact on long-term interest
rates.

So I guess the answer to your question is there are other forces
involved offsetting it, or, to put it another way, that the impact has
been delayed.

Representative Saxton. Mr. Chairman, just let me add to the
chorus of appreciation for the many appearances that you have
made here before the Joint Economic Committee over the years.
We have benefited greatly from your wisdom, and we thank you.
And in conclusion I would just like to offer my wishes for the best
of everything in the future. Thanks for being with us.

Chairman Greenspan. Thank you very much, Mr. Chairman,
and I thank the Committee. I have always enjoyed being here, and
I must say I get questions at this Committee which I don't hear
elsewhere, and they are most interesting. Thank you.

Representative Saxton. Thank you, sir.
[Whereupon, at 11:48 a.m., the Committee was adjourned.]
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PREPARED STATEMENT OF REPRESENTATIVE JIM SAXTON, CHAIRMAN

I am pleased to welcome Chairman Greenspan before the Committee once again
to testify on the economic outlook. We appreciate the many times you have testified
before this Committee, and recognize your outstanding stewardship of monetary pol-
icy during your tenure as Fed chairman.

You have guided monetary policy through stock market crashes, wars, terrorist
attacks and natural disasters with a steady hand. Under your tenure price stability
has been the norm, with inflation low and stable. You have made a great contribu-
tion to the prosperity of the U.S., and the Nation is in your debt.

A broad array of standard economic data reflects the health of the U.S. economy.
Figures released last week indicate that the economy grew at a 3.8 percent rate last
quarter, despite the massive regional destruction wrought by the hurricanes. So far
during 2005, the economy has expanded at a 3.6 percent rate, roughly in line with
Federal Reserve expectations as well as the Blue Chip Consensus.

Equipment and software investment, which has bolstered the economy since 2003,
continues at a healthy pace. This component of investment responded especially
sharply to the incentives contained in the 2003 tax legislation. Employment has also
gained over this period, with 4.2 million jobs added to business payrolls since May
of 2003. The unemployment rate is 5.1 percent.

Consumer spending continues to grow. Homeownership has reached record highs.
Household net worth is also at a record level. Productivity growth continues at a
healthy pace. 4

Although higher energy prices have raised business costs and imposed hardship
on many consumers, these prices have not derailed the expansion.

As the Fed recently suggested, long-term inflation pressures are contained. As a
result, long-term interest rates, such as mortgage rates, are still relatively low. By
its actions the Fed has made clear its determination to keep inflation in check.

In summary, the economy has displayed impressive flexibility and resilience in
absorbing many shocks. Monetary policy and tax incentives for investment have
made important contributions in accelerating the expansion in recent years. The
most recent release of Fed minutes indicates that the central bank expects this eco-
nomic growth to continue through 2006. The Blue Chip Consensus of private eco-
nomic forecasters also suggests that the economy will grow in excess of 3 percent
next year.

Current economic conditions are positive, and the outlook for 2006 is favorable.
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November 14, 2005

The Honorable Alan Greenspan
Chairman
Board of Govemors of the Federal Reserve System
20th Street and Constitution Avenue, NW
Washington, DC 20551

Dear Chairman Greenspan:

Chairman Greenspan, on behalf of the Members of the Joint Economic
Committee, I would once again like to express our appreciation and gratitude for so many
years of outstanding and productive service to our country. Many millions of Americans
have greatly benefited from the positive economic consequences your legacy of price
stability has established. You have our. best wishes for great happiness in your future
retirement from the Federal Reserve.

Most recently, we appreciate your testimony earlier this month before the JEC,
and have attached several additional questions for the record. A copy of the November 3,
2005, transcript also is attached. Please have a member of your staff return your
corrected transcript, together with your answers to the submitted questions, to my
Executive Director, Christopher Frerize, Joint Economic Committee, 433 Cannon House
Office Building, Washington, DC 20510. Should your staffhave any questions, please
call Chris on (202) 225-3923.

Thank you and I look forward to your response.

Sincerely,

VJim Saxton

Chairman
Joint Economic Committee
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Questions Submitted for the Record by Joint Economic Committee
Chairman Saxton for Chairman Greenspan

> Since the "neutral" rate is not observable, how do you know when you've
reached the "neutral" rate? What variables do you monitor to make judgments
as to how close to neutral the fed funds rate is? As the fed funds rate is
ratcheted up, and given the lags that exist, does the possibility of raising it
above a neutral level increase?

> Over the last year and a half, the Federal Reserve has raised the Federal Funds
rate by 3.0 percentage points and indicated that further increases are likely in
order to check inflation. Yet long-term interest rates, including mortgages, are
lower now than when the FOMC began tightening. In past comments you have
termed this situation a "conundrum" without recent precedent. What explains
the low level of long-term rates?

> I was intrigued by your response to my question relating to the yield curve and
associated yield spread between the fed funds rate and the 1 0-year bond yield.
In particular, your response to the spread question was as follows:

* . that used to be one of the .. .most accurate measures we used to have
to indicate when a recession was about to occur and when a recovery was
about to occur. It has lost its capability of doing so in recent years... .it
has significant financial impacts, it's no longer useful as a leading
indicator to the extent that it was."

In pondering this comment, three considerations appear to be especially
relevant: (l)First, the importance of a yield spread for monetary policy has
been long recognized by classical economists. Both Henry Thornton and Knut
Wicksell recognized that when the central-bank- controlled short-rate moves
relative to a long-term market rate, relative prices, incentives, and behaviors
change. (2) Second, the recent (2005) extensive review and summary of the
literature pertaining to research on the yield spread (published by the Federal
Reserve Bank of New York) concludes that the weight of the evidence supports
the potency of the yield spread. (See Estrella; October 2005) (3) Third, the
Conference Board includes a yield spread variable in its index of leading
economic indicators. The Conference Board conducts an ongoing evaluation of
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these indicators and an especially thorough, major reevaluation of the
composite was made last July. The bottom line is that the yield spread remains
a key component of this composite.

* In light of these considerations, what available evidence or other
factors support the view that the yield spread is no longer especially
useful? Has the Board staff assessed this relationship recently?

> One of the strategies or institutional changes that you have supported in recent
years relates to the increased transparency of the Federal Reserve. This
increased Federal Reserve transparency has, for the most part, been associated
with more benefits than costs. Doesn't this increased transparency work to the
benefit of both the Federal Reserve and the public?
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* ofGO~i4 BOARO OF GOVERNORS
Al ~~~~Ittl ~~~OF THE

FEDERAL RESERVE SYSTEM
*, - ma WASHINGTON. D. D. I0551

* .. > 4t" . ALAN GREENSPAN
CHAIR4MAN

November 28, 2005

The Honorable Jim Saxton
Chairman
Joint Economic Committee
Washington, D.C. 20510

Dear Mr. Chairman:

I am pleased to enclose my responses to the additional questions you

forwarded in connection with the November 3 hearing.

I also wanted to thank you, and the other members of the committee,

for your kind and generous comments at the hearing and in your letter. It has been

a pleasure appearing before the Joint Economic Committee over the years.

Enclosure
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Chairman Greenspan subsequently submitted the following to written questions received
from Chairman Saxton in connection with the Joint Economic Committee hearing on
November 3, 2005:

Q.1. Since the "neutral" rate is not observable, how do you know when you've
reached the "neutral" rate? What variables do you monitor to make judgments as to
how close to neutral the fed funds rate is? As the fed funds rate is ratcheted up, and
given the lags that exist, does the possibility of raising it above a neutral-level
increase?

A. 1. Although the concept of a "neutral interest rate" is a useful theoretical
construct, difficulties in implementing it in practice limit its usefulness as a framework for
monetary policymaking. For one thing, a variety of definitions of a neutral real interest
rate are possible. For another, quantitative estimates of the level of such a rate are subject
to considerable uncertainty. Also, such estimates can vary widely depending on the type of
measure and the prevailing and projected economic conditions. In particular, all variables
that contribute to making a macroeconomic forecast are relevant for estimates of neutral
interest rates, greatly complicating such assessments. Thus, it is impossible to know with
any certainty when the neutral rate has been reached. Moreover, the use of neutral real -
rates in the formulation of monetary policy is not necessarily straightforward. For
instance, in some circumstances, attaining a "neutral" federal funds rate would in principle
be an appropriate objective for monetary policy, but in others--particularly when inflation
is too high or too low--aiming for a neutral funds rate in the near term would not be
appropriate. These uncertainties and complications suggest that reliance on a single
summary measure such as a neutral real interest rate would be unwise as a strategy for
formulating monetary policy. Rather, a full consideration of current and prospective
economic developments, and of the risks to the outlook, is essential for the conduct of
monetary policy.

Q.2. Over the last year and a half, the Federal Reserve has raised the federal funds

rate by 3.0 percentage points and indicated that further increases are likely in order
to check inflation. Yet long-term interest rates, including mortgages, are lower now
than when the FOMC began tightening. In past comments, you have termed this
situation a "conundrum" without recent precedent. What explains the low level of
long-term interest rates?

A.2. As I noted in my monetary policy testimony before the Congress in July, two
distinct but overlapping developments appear to be at work in explaining the low level of
long-term interest rates: a longer-term trend decline in bond yields and an acceleration of
that trend over the period since mid-2004. Both developments are particularly evident in
the nominal interest rate applying to the one-year period ending ten years from today that
can be inferred.from the U.S. Treasury yield curve. In 1994, that so-called forward rate
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exceeded 8 percent. By mid-2004, it had declined to about 6-1/2 percent--an easing of
about 15 basis points per year on average. Over the past year, that drop steepened, and the
forward rate fell 130 basis points to less than 5 percent.

Some, but not all, of the decade-long trend decline in that forward yield can be
ascribed to expectations of lower inflation, a reduced risk premium resulting from less
inflation volatility, and a smaller real term premium that seems due to a moderation of the
business cycle over the past few decades. As I noted in my testimony before the Joint
Economic Committee in February, the effective productive capacity of the global economy
has substantially increased, in part because of the breakup of the Soviet Union and the
integration of China and India into the global marketplace. And this increase in capacity,
in turn, has doubtless contributed to expectations of lower inflation and lower inflation-risk
premiums. A

In addition to these factors, the trend reduction worldwide in long-term yields surely
reflects an excess of intended saving over intended investment. This configuration is
equivalent to an excess of the supply of funds relative to the demand for investment.
Because intended capital investment is to some extent driven by forces independent of those
governing intended saving, the gap between intended saving and investment can be quite
wide and variable. It is real interest rates that bring actual capital investment worldwide
and its means of financing, global saving, into equality. We can directly observe only the
actual flows, not the saving and investment tendencies. As best we can judge, both high
levels of intended saving and low levels of intended investment have combined to lower
real long-term interest rates over the past decade.

Q.3. I was intrigued by your response to my question relating to the yield curve and
associated yield spread between the fed funds rate and the 10-year bond yield. In
particular, your response to the spread question was as follows:

"...that used to be one of the ...most accurate measures we used to have to indicate
when a recession was about to occur and when a recovery was about to occur. It has
lost its capability of doing so in recent years...it has significant rmancial impacts, it's
no longer useful as a leading indicator to the extent that it was."

In pondering this comment, three considerations appear to be especially relevant: (1)
First, the importance of a yield spread for monetary policy has been long recognized
by classical economists. Both Henry Thornton and Knut Wicksell recognized that
when the central-bank-controlled short-rate moves relative to a long-term market
rate, relative prices, incentives, and behaviors change. (2) Second, the recent (2005)
extensive review and summary of the literature pertaining to research on the yield
spread (published by the Federal Reserve Bank of New York) concludes that the
weight of the evidence supports the potency of the yield spread. (See Estrella,
October 2005). (3) Third, the Conference Board includes a yield curve spread
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variable in its index of leading economic indicators. The Conference Board conducts

an ongoing evaluation of these indicators and an especially thorough, major

reevaluation of the composite was made last July. The bottom line is that the yield

spread remains a key component of this composite.

In light of these considerations, what available evidence or other factors support the

view that the yield spread is no longer especially useful? Has the Board staff assessed

this relationship recently?

A.3. Although the slope of the yield curve remains an important financial indicator,

it needs to be interpreted carefully. In particular, a flattening of the yield curve is not a

foolproof indicator of future economic weakness. For example, the yield curve narrowed

sharply over the period 1992-1994 even as the economy was entering the longest sustained

expansion of the postwar period.

Three basic factors affect the slope of the yield curve--the current level of the real

federal funds rate relative to the long-run level, the level of near-term inflation expectations

relative to expected inflation at longer horizons, and the level of near-term risk premiums

relative to risk premiums at longer horizons.

Statistical analysis indicates that the first factor--the gap between the current and

long-run levels of the real federal funds rate-is the key component from which the yield

curve slope derives much of its predictive power for future GDP growth. When the level

of the real federal funds rate is pushed well below its long-run level, economic stimulus is

imparted and the yield curve steepens. The economic stimulus influences output growth

with a lag; as a result, the steepening of the yield curve in this scenario is a predictor,

albeit not the cause of, stronger economic activity ahead. Conversely, when the level of

the real federal funds rate is pushed above its long-run level, economic restraint is imparted

and the yield curve flattens. Once again, the economic restraint influences output growth

with a lag, so the flattening (inversion) of the yield curve in this scenario would signal

weaker economic growth ahead, but would not itself be the cause of the weakening.

The connection between future output growth and the other two factors affecting the

slope of the yield-curve--the gap between near-term and long-term inflation expectations

and the difference between near-term and long-term risk premiums--is far less certain and

likely to depend on economic circumstances. For example, a rise in near-term inflation

expectations above long-term inflation expectations would tend to flatten the yield curve

and might also signal a prospective weakening in aggregate demand. This configuration in

inflation expectations might reflect adverse supply factors that have pushed up inflation

expectations in the near term but that are expected to dissipate over time. In this case, the

flattening of the yield curve might well be a signal of an improving inflation picture that

could also be accompanied by a favorable outlook for economic growth.
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The connection between output growth and risk premiums is also quite uncertain. A
fall in distant horizon risk premiums would flatten the yield curve and might signal a
weakening in economic activity if, for example, the drop in risk premiums in fixed-income
markets was associated with a "flight to safety" on the part of global investors seeking a
safe haven from turbulence in equity markets and other risky assets. But it is also possible
that a decline in distant horizon risk premiums could be a sign that investors are generally
more willing to bear risk. In this case, a flattening of the yield curve stemming from this
factor could be an indicator of an easing in financial conditions that would stimulate future
economic activity.

In summary, many factors can affect the slope of the yield curve, and these factors
do not all have the same implications for future output growth. In judging the indicator
value of any particular change in the slope of the yield curve, it is critical to understand the
underlying forces that may be affecting the yield curve at that moment. As the 1992-1994
episode attests, simply relying upon an average statistical relationship estimated over a very
long sample can be quite misleading.

Q.4. One of the strategies or institutional changes that you have supported in recent
years relates to the increased transparency of the Federal Reserve. This increased
Federal Reserve transparency has, for the most part, been associated with more
benefits than costs. Doesn't this increased transparency work to the benefit of both
the Federal Reserve and the public?

A.4. Greater transparency with regard to Federal Reserve actions encourages
public discussion and informed scrutiny, important aspects of accountability in a
democratic society. Transparency also enables financial markets to better predict monetary
policy decisions, which can contribute to improved policy outcomes. However, providing
more complete information about policy decisions is not without cost. Transparency
requires careful attention by policymakers, and so constrains the time they have for
actually making decisions. More importantly, excessive transparency could inhibit
policymakers, making them less spontaneous in their remarks and less willing to explore
new ideas. Such an outcome would have adverse effects on policy decisions. The Federal
Reserve's current practices strike a reasonable balance between transparency and the
degree of confidentiality appropriate to support the policy process.
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PREPARED STATEMENT OF SENATOR JACK REED, RANKING MINORITY

Thank you, Chairman Saxton. I want to welcome Chairman Greenspan for his
last appearance before the Joint Economic Committee as Fed Chairman. As always,
I look forward to his perspectives on the economic outlook, but I'm also interested
in any reflections he may have on his tenure as Fed chairman.

Some have called Chairman Greenspan the most successful central banker in his-
tory. On his watch, inflation was kept under tight control and we enjoyed the long-
est economic expansion on record from March 1991 to March 2001.

While the Chairman's track record managing monetary policy is very impressive,
his role in justifying the 2001 tax cuts is more problematic. I know that Chairman
Greenspan will point to his caveats about the need for triggers and other cautions,
but in the real world of politics, he was seen as giving the green light to President
Bush's tax cuts, and now we are living with the consequences.

President Bush's tax cuts were poorly designed to stimulate broadly shared pros-
perity and have produced a legacy of large budget deficits that leave us increasingly
hampered in our ability to deal with the host of challenges we face. Large and per-

sistent budget deficits are undermining national saving, and they have contributed
to an ever-widening trade deficit. Our vast borrowing from abroad puts us at risk
of a major financial collapse if foreign lenders suddenly stop accepting our IOU's.

Raising national saving is the key to our economic growth, a good way to reduce
our record trade deficit, and, as the Chairman's past testimony reflects, the best
way to meet the fiscal challenges posed by the retirement of the baby boom genera-
tion. But what has the President offered us? A plan to replace part of Social Secu-
rity with private accounts that would increase the deficit without raising national
saving and a proposal to make his tax cuts permanent that is simply incompatible
with reducing the deficit.

Sound policies for the long run are clearly very important, but I am also deeply
concerned about what continues to be a disappointing economic recovery for the typ-
ical American worker. Strong productivity gains have shown up in the bottom lines
of shareholders but not in the paychecks of workers. The typical worker's earnings
are not keeping up with their rising living expenses, including soaring energy
prices. And both earnings and income inequality are increasing.

Chairman Greenspan has regularly expressed concern about the widening in-
equality of income and earnings in the American economy, but his solutions are al-
ways focused on the long term. While I too acknowledge the importance of education
and training, we face an immediate problem.

The flooding of New Orleans forced America to confront the existence of poverty.
A new report shows that hunger in America has risen dramatically over the last
5 years, with more than 38 million people living in households that suffer directly
from hunger and food insecurity, including nearly 14 million children. The minimum
wage has been losing purchasing power steadily, and low- and moderate-income
households face crushing energy bills this winter.

Of course, many of these problems in the American economy lie outside the pur-
view of the Federal Reserve, where Chairman Greenspan has carried out his official
monetary policy responsibilities well. He has shown flexibility rather than a rigid
adherence to any predetermined policy rule in responding to changing economic cir-
cumstances, in order to pursue the multiple policy goals of price stability, high em-
ployment, and sustainable growth.

I hope the next Fed chairman observes that precedent when he takes up his du-
ties in the face of historically large budget deficits, a record current account deficit,
a negative household saving rate, rising inflation, and a labor market recovery that
remains tepid in many respects.

Chairman Greenspan will be a hard act to follow. The impending "Greenspan def-
icit" is but the latest addition to our concerns about the economic outlook. Chairman
Greenspan, I want to thank you for your public service and I look forward to your
testimony today.

PREPARED STATEMENT OF REPRESENTATIVE CAROLYN B. MALONEY

Thank you, Chairman Saxton. Senator Reed will not be able to be here because
of votes in the Senate, so I request that his opening statement be entered into the
record, and I would like to make a few brief remarks.

I want to welcome Chairman Greenspan for his last appearance before the Joint
Economic Committee as Fed Chairman. Over the past 18 years, Chairman Green-
span has achieved a remarkable record of success as the country's central banker.
He has steadfastly maintained the Fed's credibility for keeping inflation under con-
trol while dealing flexibly with a variety of economic challenges.
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The 10-year economic expansion of the 1990s was the longest on record. One con-
tributing factor was Chairman Greenspan's strong sense in the middle of that ex-
pansion that there was room for monetary policy to accommodate further reductions
in the unemployment rate, even though the conventional wisdom at the time said
otherwise. Of course, another contributing factor was the Clinton administration's
strong commitment to deficit reduction, which created a fiscal policy environment
conducive to strong, sustainable, non-inflationary growth.

Unfortunately, that fiscal discipline is now a distant memory, and Chairman
Greenspan's successor will face a host of problems managing monetary policy in the
face of historically large budget deficits, a record current account deficit, a negative
household saving rate, rising inflation, and a labor market recovery that remains
tepid in many respects.

I look forward to Chairman Greenspan's testimony. I hope that, in addition to his
views on the economic outlook, he will share with us some reflections on what made
his tenure at the Fed so successful and what are the key lessons he would want
to pass on to his successor.

PREPARED STATEMENT OF HON. ALAN GREENSPAN, CHAIRMAN,
BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Mr. Chairman, when I last appeared before the Joint Economic Committee in
early June, economic activity appeared to be reaccelerating after a slowdown in the
spring. The economy had weathered a further run-up in energy prices over the win-
ter, and aggregate demand was again strengthening. Real gross domestic product
(GDP) growth averaged 3Y2 percent at an annual rate over the first half of the year,
and subsequent readings on activity over the summer were positive. By early Au-
gust, the economy appeared to have considerable momentum, despite a further
ratcheting up of crude oil prices; pressures on inflation remained elevated.

As you know, the economy suffered significant shocks in late summer and early
autumn. Crude oil prices moved sharply higher in August, bid up by growth in
world demand that continued to outpace the growth of supply. Then Hurricane
Katrina hit the Gulf Coast at the end of August, causing widespread disruptions to
oil and natural gas production and driving the price of West Texas Intermediate
crude oil above $70 per barrel. Because of a lack of ready access to foreign supplies,
natural gas prices rose even more sharply. At the end of September, with the recov-
ery from the first storm barely under way, Hurricane Rita hit, causing additional
damage and destruction-especially to the energy production and distribution sys-
tems in the Gulf. Most recently, Hurricane Wilma caused widespread power outages
and property damage across the State of Florida. These events are likely to exert
a drag on employment and production in the near term and to add to the upward
pressures on the general price level. But the economic fundamentals remain firm,
and the U.S. economy appears to retain important forward momentum.

Of course, the higher energy prices caused by the hurricanes are being felt well
beyond the Gulf Coast region. Those higher prices resulted from the substantial
damage that occurred to our nation's energy production and distribution systems.
Of the more than 3,000 oil and gas production platforms in the paths of Katrina
and Rita, more than 100 were destroyed, and an additional 50 suffered extensive
damage. Of the 134 manned drilling rigs operating in the Gulf, 8 were lost, and an
additional 38 were either set adrift by the storms or were badly damaged. At
present, both oil and natural gas production in the Gulf are operating at less than
50 percent of pre-Katrina levels. Since the first evacuations of oil and gas facilities
were ordered before Katrina, cumulative shortfalls represented almost 4 percent of
the nation's annual production of crude oil and 2 percent of our output of natural
gas.

The combination of flooding, wind damage, and a lack of electric power also forced
many crude oil refineries and natural gas processing plants to shut down. The res-
toration of production at the affected natural gas processing facilities has proceeded
particularly slowly, in part because of the lack of natural gas feedstocks and infra-
structure problems. Most refineries, however, will be back on line within the next
month or so, though a few may take longer.

In the interim, a greater output of refined petroleum products in other areas of
the country and much higher imports, especially of gasoline, are making up for the
production shortfalls in Gulf refining. The temporary lifting of some environmental
regulations and the suspension of the Jones Act facilitated those adjustments. In ad-
dition, refiners have shifted the mix of production toward more gasoline and less
heating oil and jet fuel. That shift has had benefits in the short run, though the
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longer it continues, the greater the possibility of upward pressure on distillate fuel
oil prices during the winter heating season.

Releases from the nation's Strategic Petroleum Reserve relieved much of the up-
ward pressure on crude oil prices, and imports of refined products responded rapidly
to ease the price pressures stemming from the loss of refinery production in the
Gulf. As a consequence, the nationwide retail price of gasoline for all grades has de-
clined 60 cents per gallon from its peak of $3.12 per gallon in the week of September
5. Motorists appear to have economized on their driving, and gasoline demand ap-
pears to be off a bit. However, it will take time and an appreciable increase in the
fuel economy of our stock of motor vehicles to fundamentally change the amount of
motor fuel used on our nation's highways.

The far more severe reaction of natural gas prices to the production setbacks that
have occurred in the Gulf highlights again the need to expand our nation's ability
to import natural gas. In contrast to the fall in crude oil prices and the sharp nar-
rowing of refinery margins during the past 2 months, natural gas prices have re-
mained high. Moreover, judging from elevated distant futures prices, traders expect
natural gas prices to edge lower but to stay high for the foreseeable future. This
expectation largely reflects a natural gas industry in North America that is already
operating at close to capacity and our inability to import large quantities of far
cheaper, liquefied natural gas (LNG) from other parts of the world. At present, nat-
ural gas supplies appear to be sufficient to meet the near-term demands-even with
some ongoing shortfall in Gulf production. However, a colder-than-average winter
would stress this market, and prices will likely remain vulnerable to spikes until
the spring.

U.S. imports of LNG have been constrained by inadequate global capacity for liq-
uefaction, as well as by environmental and safety concerns that have restricted the
construction of new LNG import terminals in the United States. In 2002, such im-
ports accounted for only 1 percent of U.S. gas consumption. Despite the major effort
to expand imports, the Department of Energy forecasts LNG imports this year at
only 3 percent of gas consumption. Canada, which has recently supplied one-sixth
of our consumption, cannot expand its pipeline exports significantly in the near
term, in part because of the role that Canadian natural gas plays in supporting in-
creasing oil production from tar sands.

The disruptions to energy production have noticeably affected economic activity.
We estimate that the storms held down the increase in industrial production 0.4
percentage point in August and an additional 1.7 percentage point in September.

Except for the hurricane effects, readings on the economy indicate a continued
solid expansion of aggregate demand and production. If allowance is taken for the
effects of Katrina and Rita and for the now-settled machinist strike at Boeing, in-
dustrial production rose at an annual rate of 514 percent in the third quarter. That's
up from an annual pace of 1V4 percent in the second quarter, when a marked slow-
ing of inventory accumulation was a restraining influence on growth.

The September employment report showed a loss of 35,000 jobs. However, an up-
ward revision to payroll gains over the summer indicated a stronger underlying pace
of hiring before the storms than had been previously estimated. The Bureau of
Labor Statistics estimates that employment growth in areas not affected by the
storms was in line with the average pace over the twelbe months ending in August.

Retail spending eased off in September, likely reflecting the effects of the hurri-
canes and higher gasoline prices. Major chain stores report a gradual recovery over
October in the pace of spending, though light motor vehicle sales declined sharply
last month, when some major incentives to purchase expired.

The longer-term prospects for the U.S. economy remain favorable. Structural pro-
ductivity continues to grow at a firm pace, and rebuilding activity following the hur-
ricanes should boost real GDP growth for a while. More uncertainty, however, sur-
rounds the outlook for inflation.

The past decade of low inflation and solid economic growth in the United States
and in many other countries around the world has been without precedent in recent
decades. Much of that favorable performance is attributable to the remarkable con-
fluence of innovations that spawned new computer, telecommunication, and net-
working technologies, which, especially in the United States, have elevated the
growth of productivity, suppressed unit labor costs, and helped to contain infla-
tionary pressures. The result has been a virtuous cycle of low prices and solid
growth.

Contributing to the disinflationary pressures that have been evident in the global
economy over the past decade or more has been the integration of in excess of 100
million educated workers from the former Soviet bloc into the world's open trading
system. More recently, and of even greater significance, has been the freeing from
central planning of large segments of China's 750 million workforce. The gradual
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addition of these workers plus workers from India-a country which is also cur-
rently undergoing a notable increase in its participation in the world trading sys-
tem-would approximately double the overall supply of labor once all these workers
become fully engaged in competitive world markets. Of course, at current rates of
productivity, the half of the world's labor force that has been newly added to the
world competitive marketplace is producing no more than one quarter of world out-
put. With increased education and increased absorption of significant cutting-edge
technologies, that share will surely rise.

Over the past decade or more, the gradual assimilation of these new entrants into
the world's free-market trading system has restrained the rise of unit labor costs
in much of the world and hence has helped to contain inflation.

As this process has unfolded, inflation expectations have decreased, and accord-
ingly, the inflation premiums embodied in long-term interest rates around the world
have come down. The effective augmentation of world supply and the accompanying
disinflationary pressures have made it easier for the Federal Reserve and other cen-
tral banks to achieve price stability in an environment of generally solid economic
growth.

But this seminal shift in the world's workforce is producing, in effect, a level ad-
justment in unit labor costs. To be sure, economic systems evolve from centrally
planned to market-based only gradually and, at times, in fits and starts. Thus, this
level adjustment is being spread over an extended period. Nevertheless, the sup-
pression of cost growth and world inflation, at some point, will begin to abate and,
with the completion of this level adjustment, gradually end.

These global forces pressing inflation and interest rates lower may well persist
for some time. Nonetheless, it is the rate at which countries are integrated into the
global economic system, not the extent of their integration, that governs the degree
to which the rise in world unit labor costs will continue to be subdued. Where the
global economy is currently in this dynamic process remains open to question. But
going forward, these trends will need to be monitored carefully by the world's cen-
tral banks.

I want to conclude with a few remarks about the Federal budget situation,
which-at least until Hurricanes Katrina and Rita struck the Gulf Coast-was
showing signs of modest improvement. Indeed, tax receipts have exhibited consider-
able strength of late, posting an increase of nearly 15 percent in fiscal 2005 as a
result of sizable gains in individual and, even more, corporate income taxes. Thus,
although spending continued to rise ra idly last year, the deficit in the unified
budget dropped to $319 billion, nearly $100 billion less than the figure for fiscal
year 2004 and a much smaller figure than many had anticipated earlier in the year.
Lowering the deficit further in the near term, however, will be difficult in light of
the need to pay for post-hurricane reconstruction and relief.

But even a p art from the hurricanes, our budget position is unlikely to improve
substantially further until we restore constraints similar to the Budget Enforcement
Act of 1990, which were allowed to lapse in 2002. Even so, the restoration of
PAYGO and discretionary caps will not address the far more difficult choices that
confront the Congress as the baby-boom generation edges toward retirement. As I
have testified on numerous occasions, current entitlement law may have already
promised to this next generation of retirees more in real resources than our econ-
omy, with its predictably slowing rate of labor force growth, will be able to supply.

So long as health-care costs continue to grow faster than the economy as a whole,
as seems likely, Federal spending on health and retirement programs would rise at
a rate that risks placing the budget on an unsustainable trajectory. Specifically,
large deficits will result in rising interest rates and an ever-growing ratio of debt
service to GDP. Unless the situation is reversed, at some point these budget trends
will cause serious economic disruptions.

We owe it to those who will retire over the next couple of decades to promise only
what the government can deliver. The present policy path makes current promises,
at least in real terms, highly conjectural. If fewer resources will be available per
retiree than promised under current law, those in their later working years need
sufficient time to adjust their work and retirement decisions.

Crafting a budget strategy that meets the nation's longer-run needs will become
ever more difficult and costly the more we delay. The one certainty is that the reso-
lution of the nation's demographic challenge will require hard choices and that the
future performance of the economy will depend on those choices. No changes will
be easy, as they all will involve setting priorities and making tradeoffs among val-
ued alternatives. The Congress must determine how best to address the competing
claims on our limited resources. In doing so, you will need to consider not only the
distributional effects of policy changes but also the broader economic effects on labor
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supply, retirement behavior, and private saving. The benefits of taking sound, time-
ly action could extend many decades into the future.
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Congress of the nimted ,itates
JOINT ECONOMIC COMMIlTEE

WtFAnTED PLIANUT TO SIC. s IS PTJBIX LAW S3t04.i1W COlNOUSOt)

;W~ashington, BIZ 20510--6602

November 2, 2005

The Honorable Alan Greenspan
Chairman
Board of Governors of the

Federal Reserve System
2 0e & Constitution Avenue, NW
Washington, DC 20551

Dear Mr. Chairman:

Tomorrow you will be testifying before the Joint Economic Committee on the
Economic Outlook. I am looking forward to discussing the current state of the economy
and its future outlook with you at tomorrow's hearing.

As you know, one of the major issues facing Congress is how best to facilitate
recovery and rebuilding in the areas affected by recent hurricanes, most notably Katrina
and Rita. The debate over how to meet the challenge before us has been wide ranging
as has been the scope of suggested policy responses. I will be quite interested to hear
what views and suggestions you might have for the Congress.

There is one proposal being considered in a number of forums that I am
particularly interested in discussing with you. Some have suggested that to aid in the
recovery and rebuilding efforts the Congress should authorize the creation and issuance
of federally guaranteed municipal securities. I would be most interested in hearing your
views on whether such an approach represents a wise course of action and what
impacts, direct and indirect, such a policy approach would have on the economy, the
federal budget, bond markets in general, and the market for Treasury securities.

Once again, I look forward to your testimony tomorrow and hope you will provide
us with some wise counsel on the specific issue of creating federally guaranteed
municipal securities.

Sincerely,

* . ,
Robert F. Bennett
Vice Chairman
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.OARO OF GOVERNORS
OF THi

FEDERAL RESERVE SYSTEM
WASHINGTON, D. C. 20551

ALAN GREENSPAN

...... 
.... ' CHAIRMAN

November 4, 2005

The Honorable Robert F. Bennett
Vice Chairman
Joint Economic Committee
Washington, D.C. 20510

Dear Mr. Vice Chairman:

Thank you for your letter enquiring as to my views regarding whether-as

you put it-"the Congress should authorize the creation and issuance of federally

guaranteed municipal securities" as a means of aiding the recovery effort in the Gulf Coast

area.

For a variety of reasons, I believe such a step would be quite inadvisable.

First and foremost, authorization of federally guaranteed municipal securities would set an

unfortunate precedent. To date, the federal government has not been in the business of

guaranteeing municipal-debt, and I am concerned that if it were to get into that business for

the governments directly affected by the recent hurricanes, many other municipal

governments would appeal for similar treatment. Moreover, if federally guaranteed

municipal securities were issued, financial-market participants might perceive an implicit

federal guarantee of the whole of the nearly $2 trillion outstanding in municipal debt,

resulting in an enormous new contingent liability for the federal government.

Second, provision of a federal guarantee would come at a cost. Under

current federal credit rules, provision of a guaranteed loan should--appropriately--be scored

as entailing a subsidy. (These scoring rules capture the essential idea that issuance of a

guarantee increases the exposure of the federal government to risk.) If the scope of the

guarantee could be tightly limited, the explicit cost would be small in the context of the

overall resources being committed to the Gulf Coast area. However, if--as I fear might be

realistic--the guarantee was seen as extending to a much wider base of municipal debt, the

implicit cost could be quite significant and would likely not be reflected in budget costs.

At present, municipal governments are able to purchase bond insurance from

private insurers; about half of all municipal bonds are insured. If the Congress determined

that it wanted to support the affected state and municipal governments in their efforts to

borrow at low cost, it could appropriate to those governments the amounts required to
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purchase insurance from private providers. Alternatively, the Congress could simply
augment the overall financial assistance being provided to the affected governments, and let
those governments determine whether the funds would best be used to purchase bond
insurance or for some other purpose. Either approach, it seems to me, would underscore
the special nature of the action and thus run less risk of opening the door to a much wider
federal commitment.
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(Zongres of the iUnitrd ,tates
JOINT ECONOMIC COMMITTEE

WIflashington, BE 51io--66o2

November 7, 2005

The Honorable James Saxton
Chairman
Joint Economic Committee
Washington, DC 20510-6602

Dear Mr. Chairman:

I regret that business on the Senate floor prevented me from participating in last
Thursday's hearing on the 'Economic Outlook" with Federal Reserve Board of
Governors Chairman Alan Greenspan.

I intended to ask Chairman Greenspan for his views on various proposals to
allow for the creation and issuance of federally guaranteed municipal securities in
connection with the recovery and rebuilding efforts following recent hurricanes along the
Gulf Coast.

I wrote to Chairman Greenspan prior to the hearing and indicated that I intended
to pursue that line of questioning. Chairman Greenspan was kind enough to provide me
with his views on the subject by letter. I would respectfully ask that my letter and
Chairman Greenspan's response be made a part of the permanent record of the
hearing.

Sincerely,

Robert F. Bennett
Vice Chairman

0
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THE EMPLOYMENT SITUATION:
OCTOBER 2005

FREDAY, NOVEMBER 4, 2005

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITTEE,

Washington, DC
The Committee met, pursuant to call, at 9:30 a.m., in room 2226,

Rayburn House Office Building, the Honorable Jim Saxton, Chair-
man of the Committee, presiding.

Representatives present: Representatives Saxton, McCotter,
and Maloney.

Senator present. Senator Reed.
Staff present: Chris Frenze, Robert Keleher, Colleen Healy,

John Kachtik, Brian Higginbotham, Emily Gigena, Chad Stone,
Matt Salomon, and Daphne Clones.

OPENING STATEMENT OF HON. JIM SAXTON, CHAIRMAN,
A U.S. REPRESENTATIVE FROM NEW JERSEY

Representative Saxton. Good morning. It is a pleasure to wel-
come Commissioner Utgoff before the Committee once again to tes-
tify on the employment situation.

The employment figures released today may reflect the indirect
affects of the recent hurricanes. Payroll employment increased by
56,000 in October to a total level of 134.1 million workers. Accord-
ing to the separate household survey, the unemployment rate
edged down to 5.0 percent, a decrease of one tenth of a percentage
point.

Other standard economic indicators reflect the health of the U.S.
economy. Figures released last week indicate that the economy
grew at a 3.8 percent rate in the last quarter of this year, despite
the massive regional destruction wrought by the hurricanes.

So far in 2005, the economy has expanded at a 3.6 percent rate,
roughly in line with the Federal Reserve expectations as well as
the Blue Chip Consensus indicators. Equipment and software in-
vestment, which has bolstered the economy since 2003, continues
at a healthy pace. This component of investment responded espe-
cially sharply to the incentives contained in the 2003 tax legisla-
tion.

Employment has also gained over the period, with 4.2 million
jobs added to business payrolls since May of 2003. The unemploy-
ment rate, as I said a minute ago, is at 5 percent. Consumer spend-
ing continues to grow. Home ownership has reached record highs.
Household net worth is also at record levels. Productivity growth
continues at a high pace, although higher energy prices have raised

(1)
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business costs and imposed hardship on many consumers. These
energy prices have not derailed the expansion.

In summary, the economy has displayed impressive flexibility
and resilience in absorbing many shocks. Monetary policy and tax
incentives for investment have made important contributions in ac-
celerating the expansion in recent years. The most recent release
of Fed minutes indicates that the central bank expects the eco-
nomic growth to continue through 2006. The Blue Chip Consensus
of private economic forecasters also suggests that the economy will
grow in excess of 3 percent next year, and that employment will
continue to rise.

[The prepared statement of Representative Saxton appears in the
Submissions for the Record on page 15.]

OPENING STATEMENT OF HON. JACK REED, A U.S. SENATOR
FROM RHODE ISLAND

Representative Saxton. I would like to ask our Ranking Mem-
ber if he would like to make a statement at this point.

Senator Reed. Thank you very much, Chairman Saxton, thank
you, Commissioner and your staff, for joining us this morning. This
hearing gives us the opportunity to continue examining the impact
of the recent hurricanes on the jobs data and to try to discern un-
derlying trends in the labor market. I want to commend Commis-
sioner Utgoff for the hard work her staff at the Bureau of Labor
Statistics has put into producing these statistics under extraor-
dinary circumstances, particularly the hurricane.

As measured by initial claims for unemployment insurance, the
number of people who have lost their jobs due to Hurricanes
Katrina and Rita has now exceeded the half million mark, and
more job losses are expected from Hurricane Wilma. In the coming
months I hope the reconstruction efforts will stimulate a recovery
in jobs throughout the region.

Beyond the hurricane-affected areas, the labor market showed
signs of losing strength. For the economy as a whole, this month's
BLS report shows that only 50,000 net jobs were created. It ap-
pears high gas prices may be squeezing employers as well as con-
sumers.

Even before the hurricanes, the labor market was still feeling the
effects of the most protracted job slump in decades. Cumulative
payroll employment growth has been modest by the standards of
most economic recoveries, and we continue to see evidence of hid-
den unemployment, with labor force participation and the fraction
of the population with a job still at depressed levels.

The typical worker's earnings are not keeping up with rising liv-
ing expenses, which is squeezing family budgets. Gasoline prices
have been high, and home heating costs are expected to be sub-
stantially higher this winter than they were last winter. In the
past year, real wages have fallen throughout the earnings distribu-
tion, with the largest declines in the bottom half.

I am pleased that President Bush reversed his unwise decision
to suspend the Davis-Bacon Act in the hurricane-ravaged areas and
restored Federal wage protection for workers on Federal contracts.
But the President's steadfast refusal to support an increase in the
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minimum wage still makes it hard to take seriously his rhetoric
about wanting to lift families out of poverty.

I look forward to the Commissioner's statements and further dis-
cussion of the October employment situation. Thank you.

[The prepared statement of Senator Reed appears in the Submis-
sions for the Record on page 16.]

Representative Saxton. Commissioner Utgoff, we will be
pleased to hear from you at this time. Thank you.

STATEMENT OF KATHLEEN P. UTGOFF, COMMISSIONER, BU-
REAU OF LABOR STATISTICS, U.S. DEPARTMENT OF LABOR;
ACCOMPANIED BY JOHN M. GALVIN, ASSOCIATE COMMIS-
SIONER FOR EMPLOYMENT AND UNEMPLOYMENT STATIS-
TICS AND JOHN S. GREENLEES, ASSOCIATE COMMISSIONER
FOR PRICES AND LIVING CONDITIONS
Commissioner Utgoff. Thank you very much, Mr. Chairman

and members of the Committee. I appreciate this opportunity to
comment on the labor market data we released this morning. I
would also like to say that I have with me Jack Galvin, who is As-
sociate Commissioner for Employment and Unemployment, and
John Greenlees, who is Associate Commissioner for Prices.

Turning to our data that we released this morning, nonfarm pay-
roll employment was little changed in October, and the jobless rate
was 5.0 percent. Payroll employment was flat in September, minus
8,000. That was a revised figure.

Before discussing the payroll survey data in detail, I would note
that the October estimates were prepared using the same modified
procedures that were introduced in September to better gauge em-
ployment developments in areas affected by Hurricane Katrina. We
will continue to evaluate our data collection and estimation proce-
dures and will resume standard survey operations when it is ap-
propriate.

You will recall that in our analysis of the September employment
data, we concluded that the weakness was largely due to the job
loss in areas devastated by Hurricane Katrina. This conclusion was
based on an estimate of the change in payroll employment exclud-
ing all of the sample units in the disaster areas. That exercise
showed that job growth outside the disaster area was in line with
the average monthly increase for the Nation as a whole during the
prior year.

We did a similar exercise for October and concluded that the rel-
atively weak increase was not attributable to the areas directly af-
fected by Katrina. Rather, job growth in the remainder of the coun-
try appeared to be below trend in October. In addition, the direct
impact of Hurricane Rita on the national employment data for Oc-
tober was judged to be minimal. It is possible, of course, that the
employment growth for the Nation could have been held down by
indirect affects of Hurricane Katrina and Rita, for example, be-
cause of their impacts on gas prices. I will note that Hurricane
Wilma made landfall after the October survey reference period, so
we may not see effects of that until next month.

Turning to the national developments by industry, leisure and
hospitality employment edged down in October. This follows a sub-
stantial decline in September, at least some of it which was hurri-
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cane-related. Employment in retail trade was basically unchanged
in October after a large decline in September. In addition, there
was little job growth in professional and business services in Octo-
ber. The number of jobs in its temporary help component showed
little movement over the month as well.

A few major industries posted notable gains in October. Employ-
ment in the construction industry rose by 33,000 over the month
compared with average growth of about 21,000 per month during
the first 9 months of the year. Some of the October gain reflects
post-hurricane rebuilding and clean-up efforts.

Employment and financial activities continue to increase, rising
by 22,000. About half of this gain occurred in credit intermediation.
Employment, health care, and social assistance also continued to
expand in October.

Elsewhere in the economy, employment in the information indus-
try fell over the month, mostly because of a large decline in motion
picture and sound recording.

Factory employment edged up in October because of the return
of aerospace workers from a strike. The manufacturing workweek
rose by an unusually large amount, four tenths of an hour. In-
creases in the factory workweek occurred throughout most of the
component industries. Average hourly earnings of private produc-
tion for nonsupervisory workers on private nonfarm payrolls rose
by $0.08 in October to $16.27 following a 2-cent increase in Sep-
tember. Over the year, average hourly earnings were up by 2.9 per-
cent.

Looking at some of the household survey indicators, the jobless
rate was 5.0 percent in October. The unemployment rate basically
has held steady since May of this year. Both the labor force partici-
pation rate and employment-population ratio were little changed in
October.

I would also like to discuss some preliminary findings on the em-
ployment status of persons directly affected by Hurricane Katrina.
Shortly after the hurricane struck, Bureau analysts together with
our colleagues at the Census Bureau devised a short series of hur-
ricane-related questions for inclusion in the October Current Popu-
lation Survey. These questions were designed to identify and solicit
information from survey respondents who were evacuated from
their homes even temporarily because of Hurricane Katrina.

It is important to note that the estimates based on these ques-
tions are not representative of all evacuees, but only those who
were interviewed through normal household survey procedures.
Some evacuees reside outside the scope of the survey, such as those
currently living in hotels or shelters.

Based on information collected by CPS-sampled households,
there were 791,000 persons aged 16 and over who had evacuated
from where they were living in August due to Hurricane Katrina.
About 300,000 of these persons had returned to the home from
which they evacuated, and the remaining 500,000 had not returned
to their August residences.

Of the 800,000 evacuees, 55.7 percent were in the labor force in
October, and their unemployment rate was 24.5 percent. The job-
less rate among those who have not been able to return home was
substantially higher than the rate for those who returned to their
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August place of residence. Again, these figures do not reflect the
situation of persons still residing in shelters, hotels or other places
out of the scope of the household survey.

Even with these limitations we believe that these data provide
useful information about the employment status of those persons
affected by Hurricane Katrina. As people make the transition to
more permanent housing, the estimates may be more representa-
tive of the situation of all evacuees. We plan to keep these special
Katrina-related questions in the survey at least through January
2006.

Summarizing labor market developments for October, nonfarm
payroll employment was little changed over the month, and the un-
employment rate was 5.0 percent.

My colleagues and I will now be glad to address your questions.
Representative Saxton. Thank you, Commissioner, for your

very concise and informative statement.
[The prepared statement of Ms. Utgoff appears in the Submis-

sions for. the Record on page 17.]
Representative Saxton. Commissioner, in your statement you

have a lot to say about the weather events that occurred, namely
Hurricane Katrina and Rita, which were back-to-back storms at the
end of August and the beginning of September.

In looking at the employment numbers from the month of Sep-
tember and now, of course, the month of October, we see a much
different trend than we had been seeing for the months in the first
half of the year. In January, we had job growth of about 124,000
jobs; in February, 300,000 jobs; in March, 122,000; in April,
292,000; and that trend continued June, July and August. The
numbers were 175,000, 277,000 new jobs, and in August, 211,000
new jobs.

When we get to September and see the effects of, for some rea-
son-and I assume that you have talked about weather events sig-
nificantly because you think that had something to do with it-all
of a sudden the September numbers were down to a negative
35,000, which have just been revised back up to a negative 8,000,
and this month's numbers were also on the weak side.

Can you venture some opinion, venture some reasoning that
would support the notion that the hurricanes have had a lot to do
with this?

Commissioner Utgoff. We have come to the conclusion that in
October, Hurricane Katrina, which is the hurricane that has most
affected employment, did not cause additional losses, that the weak
employment situation is throughout the country. I think it is fair
to speculate that things such as higher gas prices have influenced
people's behavior in a way that has dampened the employment sit-
uation.

The employment in discount stores and supercenters was weak,
as was employment in leisure and hospitality. These are the kinds
of places where people are not spending their money because they
may be spending their money on higher gas prices.

Representative Saxton. Not spending because they are spend-
ing it on higher gas prices, that decision that an individual or a
family has to make about where they are going to spend their dol-
lars.
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Commissioner Utgoff. Yes.
Representative Saxton. In addition to that, wouldn't it discour-

age people to see $3 on the pump? So that affects people's behavior,
and that negative behavior may be an indirect result of the hurri-
cane that we see the resulting weakening of the numbers, which
occurred simultaneous with the occurrence of these weather events.

Commissioner Utgoff. Yes, yes. There are many strong eco-
nomic numbers that have come out this month, but the employ-
ment numbers reflect an economy that is not growing as rapidly as
it has been before.

Representative Saxton. Are there any other indicators in the
data that you have seen that would say that there are other factors
at play here?

Commissioner Utgoff. I would like to point out that manufac-
turing showed a small gain because of return from a strike, but
there was also a 0.4 percent gain in hours in the manufacturing
industry spread throughout the entire industry, which is often a
sign that employers are on the cusp of bringing back additional
people. First they add hours, and then they add additional people.
So that may be one positive sign, for this month for employment
to be stronger next month. We also have the lingering effect of
Hurricane Rita and Wilma, which really did not show up this
month in the data because of the timing of the survey and may
show up in later months.

Representative Saxton. So the results of Rita are not in this
survey?

Commissioner Utgoff. They are, but we had good response
rates from employers who were affected by the hurricane. Next
month there may be rebuilding, there may be other activities that
go on that will affect the employment situation.

Representative Saxton. Can you shed any light for us on the
difficulties that may have resulted from the devastating storms
that occurred in having an effect on your ability to collect and ana-
lyze this work-related data?

Commissioner Utgoff. The last 2 months have shown a real ef-
fort by dedicated public servants to get out the best numbers pos-
sible so that we could judge what was happening in the economy.
The Census Bureau made every opportunity to get to every house-
hold that they could. There were two parishes that they were not
able to get into because they were completely evacuated. They got
back into those parishes this month. There was a higher response
rate. That is for the household survey.

In the payroll survey, Herculean efforts were made to get re-
sponses from people that when normally they would do things like
many people who do touchtone entry, where they pick up the phone
and they just push-call a number and push a few buttons, and
that is their response, we called all those people individually. Peo-
ple worked long hours to contact virtually every person they could
in the hurricane-affected areas.

Jack Galvin, Associate Commissioner for Employment.
Mr. Galvin. That covers it pretty well. We also had cases of es-

tablishment survey respondents seeking out different numbers to
reach us and report their information via touchtone data entry.
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Our 1-800 numbers were down for a while, but these employers
thought it important to report their numbers.

Representative Saxton. I see. The lack of communication that
resulted in the couple of weeks immediately after Katrina seemed
to have been a very significant impediment to me in regard to your
ability to collect data. I had a friend who still lives in New Orleans,
who ended up in Baton Rouge, and I tried to call him for 2 weeks
with no luck, and he was in Baton Rouge. It must have posed some
real challenges.

Commissioner Utgoff. We didn't change the definitions of em-
ployment for the payroll survey, but as we discussed last month,
we did change the statistical analysis of those numbers. For your
friend who may have owned a business, if he didn't report, in nor-
mal months we would have assumed that in first closing if you
didn't report, in the first period you didn't report, that you looked
like other people in your class, size, industry, area, and we didn't
assume that this time. We assumed that people who reported zero
employment did have zero employment. We went through all of our
procedures for estimating employment and changed many of them.

Representative Saxton. Yesterday Chairman Greenspan was
here to testify before the Joint Economic Committee, and he was
pleased to reflect on the 3.8 percent growth that we saw in the last
quarter; he was pleased to project that growth will continue in the
next year or so at a rate, GDP rate, above 3 percent. He was
pleased to talk about low long-term interest rates. He was pleased
to see that in spite of Katrina and Rita and Wilma, and in spite
of uncertainties created by the Gulf War, by the war on terror, and
in spite of the interest rate increases that the Fed has deemed nec-
essary, that he expects the economy to continue to grow.

Do you see anything in the numbers that would speak contrary
to that view?

Commissioner Utgoff. The numbers that we are putting out,
many of them are very strong. The only cause for concern is this
month's employment situation is relatively weak compared to the
very strong employment growth that we have been seeing earlier.

Representative Saxton. In that regard previous Commis-
sioners always have warned us about reading too much into the
monthly data release. Would you say that this month's data is sta-
tistically significant, or is it something that we need to wait and
see as we move forward?

Commissioner Utgoff. I will say the same thing as every other
Commissioner: One month data is not something that you want to
make a significant judgment on.

Representative Saxton. We have got the weather events that
could have a temporary affect here, and we know from past experi-
ence that the statistical significance of 1 month's numbers are not
always particularly meaningful.

Commissioner Utgoff. Yes.
Representative Saxton. Thank you, Commissioner.
Mr. Reed; I'm sorry, Senator Reed. My friend.
Senator Reed. Jack.
Thank you, Commissioner, and thank you, Mr. Chairman.
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We were seeing what appeared to be sustained job growth over
the last several months, but I understand the August number was
revised down from the initial report; is that correct?

Commissioner Utgoff. Yes, that is correct.
Senator Reed. The initial report for August jobs was?
Do we recall a revised number?
Commissioner Utgoff. Just a moment.
Mr. Galvin. When we reported August back in September, we

reported it at 169-, then in our second closing last month we re-
vised it up to 211-, and now we are reporting 148-.

Senator Reed. We went from 211- to 148-, and that was before
Katrina and Rita and Wilma; is that correct, before the hurricanes?

Commissioner Utgoff. Yes, the August number would not have
been affected by the hurricanes.

Senator Reed. So what we were seeing was growth, and some-
thing suddenly might have happened in August to cause a revision
downward. Then we have this month's report, which I thought was
interesting, because in response to the Chairman's question, you
point out you did not really see the primary affects of the hurricane
because the weakness was nationwide; is that a fair statement?

Commissioner Utgoff. Yes.
Senator Reed. And so, we saw revised numbers downward in

August, we had a hurricane, and now we are seeing very, I think
being polite, modest growth in jobs in this month, which is nation-
wide and not targeted to the hurricane effects.

The other aspect here I think is interesting is labor force partici-
pation. That seems to be consistently poor. In fact, I think there
was a slight increase-I should say a slight decrease in labor force
participation in October?

Commissioner Utgoff. Down one tenth of a percent.
Senator Reed. Down a tenth. Not statistically significant, but

indicating there is a huge reservoir of people who are not counted
in the unemployment rolls because they are not actively seeking
work, and that seems to be stable at high levels. I guess histori-
cally in terms of a recovery from a recession, these levels of work-
force participation seem to be high; is that accurate, too?

Commissioner Utgoff. The decrease in labor force participation
that occurred with the recession that started in 2000 was signifi-
cant and has not returned to prerecession levels.

Senator Reed. I think that is a significant issue when it comes
to the truth of the situation of American families across the coun-
try.

We have been talking about payroll growth and job growth, et
cetera, but unemployment claims for this month seem to be grow-
ing also; is that fair?

Commissioner Utgoff. I believe that the initial claims were-
Mr. Galvin. Overall initial claims declined, 12,000.
Senator Reed. How about in terms of, again, talking in terms

of the hurricanes; are those claims still coming out of the hurricane
areas?

Commissioner Utgoff. Yes.
Mr. Galvin. ETA has reported that the number has gone above

500,000 of initial claims related to the hurricanes.
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Senator Reed. What is your expectation with respect to addi-
tional claims coming out of those regions? Let me step back for a
second. Is there a delay because people have difficulty because they
have been uprooted in filing their claims?

Commissioner Utgoff. There has been a concerted effort to
have additional places to file unemployment insurance in all the
areas that have been affected and to make sure that the places
where evacuees have gone in large numbers have the ability to file
for both employment insurance and disaster unemployment assist-
ance.

Senator Reed. Do you expect a significant number of people
have not yet filed?

Commissioner Utgoff. I can't opine on that.
Senator Reed. Let me turn to a final topic. One of the things

that is both interesting and in a sense disturbing is we have an in-
crease in productivity which is substantial, yet wages seem to be
not reflecting those increases in productivity. Productivity went up,
wages seem still to be rather anemic, and in real terms, wages are
falling. If that is a trend that is going to continue, that has omi-
nous implications for the economy. People are working harder and
harder, and the overall economy is more productive, and yet they
are not receiving any increase in wages.

How does that work for most of the people that work in this
country? Do you have a comment on that dilemma?

Commissioner Utgoff. Over the long run we normally see that
productivity and wages move in the same direction; not always, but
normally. That has not happened in the last few years. Produc-
tivity has increased faster than wages and compensation.

Senator Reed. That might be the long run, but that is-2 years
of data is a significant amount of data, which suggests that this is
a huge problem, because I think the premise that we all have in
our market economy is that increased productivity will be shared
in some sense with increased wages. If there is a disconnect be-
tween productivity increases and wage increases, that is, again, an
ominous development in the country and I think something we
have to be terribly concerned about. Thank you.

Representative Saxton. Mr. McCotter.
Representative McCotter. Thank you for being here.
Along similar lines, I am just curious if we have ever had a

study, because I come from Michigan. Just so you know, we hear
a lot in Michigan about the outsourcing of jobs, jobs lost. One ques-
tion I can't seem to get answered because I don't know if anybody
keeps track of it, and if you don't, nobody does, is what jobs are
lost overseas as opposed to what jobs are lost to other States. Is
there anywhere I could go find that?

Commissioner Utgoff. We have a survey that addresses part of
that for large layoffs where there have been 50 or more people laid
off in a 5-week period and the layoff lasts more than a month. We
call back the company and ask where the movement of jobs has
been, and it is far more common for job loss to be the result of
movement of a company's activities to another State or another
area than it is for it to be moving out of the country. So that
outsourcing-there is outsourcing, but it represents a relatively
small fraction of job loss due to the movement of work either with-
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in the company or to a different company and within the United
States and outside the United States.

Representative McCotter. Where can I get that?
Commissioner Utgoff. We will be happy to send you more ma-

terial. We have both quarterly reports and a year-end report that
talks about that.

Representative McCotter. Can I get the latest year-end report
and the latest quarterly?

Commissioner Utgoff. Yes.
Representative McCotter. Along the lines of what the Senator

talked about, the increase in productivity and the stagnation of
wages to match that rise, is there any analysis of how the flood
tide of globalization is causing that? It seems to me that one of the
problems would be that if you have to compete globally with any
nation, not simply developed democracies, what happens is you will
try to do everything you can to be more productive, and one of the
things that you can't because it increases prices of your products
would be to reward your employees for their increased productivity.
Is there anywhere to find a correlation between those two? Because
it is an ominous trend to find people working harder because they
are forced to compete globally with any country which may or may
not have similar protections for their people and find out at the end
of the day that is merely to tread water and to survive economi-
cally, not to grow and prosper and pursue your American dream.
Is there anywhere that can be found?

Commissioner Utgoff. We have data on the increase in wages
and compensation benefits for the people over the 2-year period
that you are talking about, and for people who do not have signifi-
cant education, wages have been stagnant or falling. It is a stark
example of why we really need to have a good educational and
training system to prevent wage stagnation in a world of global
competition.

Representative McCotter. Relative to Michigan specifically
from what you were just saying, then, is that it is probably statis-
tically borne out that the people who are hurt the most will be in
such areas as manufacturing, it would seem to me, because the his-
tory has been that you do not need an advanced degree although
the work is very technical to go into a very well-paying job, to be
able to produce, and then what we are seeing now is that that no
longer is a career path, the statistics bearing out the people who
get the degrees generally don't go work at Ford on the assembly
line, or they don't work in the manufacturing area. Are we seeing
then from the statistics a special problem within the manufac-
turing sector because of this trend?

Commissioner Utgoff. The manufacturing executives have told
the Department of Labor that they have help wanted signs up not
for assembly-line workers, but for workers who have more training
and more education; that manufacturing has become much more of
a high-tech industry where productivity has reduced the need for
workers with limited education.

Representative McCotter. If you would indulge me one last
question. Are they also telling you that they are able to take the
people who are engaged in the manufacturing sector currently and
then bring them into those jobs?
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Commissioner Utgoff. They are all very interested in training
programs either on their own or with the help of the Department
of Labor and the Department of Education to make sure that peo-
ple graduate from high school with the skills that they need to
enter the high-tech manufacturing workforce, because that is
where manufacturing is headed, and to retrain their workers to
take new jobs.

Representative McCotter. The high tech.
Commissioner Utgoff. In higher tech.
Representative Saxton. Good questions. Thank you.
Mrs. Maloney.
Representative Maloney. Welcome.
Commissioner Utgoff. Thank you.
Representative Maloney. What fraction of the population actu-

ally has a job?
Commissioner Utgoff. Let me get to the numbers.
Representative Maloney. If you want you can get back to me

later.
Commissioner Utgoff. No, no, no. We have all these numbers.
The employment to population ratio in October 2005 was 62.9

percent.
Representative Maloney. What would the unemployment rate

be if you included people who want to work but have given up?
They are not officially in the labor force, they have been turned
down 10 times, and are not actively looking? What would the un-
employment rate be if you included those people?

Commissioner Utgoff. In October 2005, our broadest measure
of labor utilization, U6, was 8.7 percent.

Representative Maloney. What would the unemployment rate
be if you included people working part time for economic reasons?

Commissioner Utgoff. U6 includes those working part time for
economic reasons.

Representative Maloney. This also includes people who would
like to work but have given up?

Commissioner Utgoff. It includes discouraged workers.
Representative Maloney. I would argue the real unemploy-

ment rate is 8.7 percent.
Anyway, I would like to ask you to clarify for me-first of all, I

want to go back to the numbers that you gave us. You said that
there was a net gain of 56,000 jobs in October and a loss of 8,000
jobs in the revised September reading. How many of those net gain
jobs at 56,000 are filled by women, and how many are filled by
men? Likewise, I think it is important to see who it is that is losing
a job. How many of the net loss of 8,000 jobs in the revised reading
had been filled by women, and how many had been filled by men?

Commissioner Utgoff. The number that you refer to, 56,000, is
net. They are both people who have gotten jobs and people who
have lost jobs.

Representative Maloney. How many of them were women, and
how many were men?

Commissioner Utgoff. We don't have that statistic.
Representative Maloney. Did you at one time keep that sta-

tistic?
Commissioner Utgoff. Yes, we did.
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Representative Maloney. I find that an important statistic to
have. In fact, Senator Kennedy with the help of Senator Reed, pro-
posed an amendment to put it back into the payroll data, and I
would just like to clarify why the Bureau has discontinued the
women workers series on the current employment statistic survey.
Why did you discontinue it? It is half the population. That is an
important number to study.

Commissioner Utgoff. The statistic that you are talking about
would not be available to me to report to you for October
because

Representative Maloney. That wasn't my question. My ques-
tion is why did you stop-why did you discontinue keeping that
statistic.

Commissioner Utgoff. The decision was made based on the fact
that the burden on employers for collecting that statistic was not
worth the amount of use that statistic was getting. We know that
because we can measure the hits on the Web site. We know that
in the last 10 years that 6 articles have been written that partially
use that data, and we have calculated that if it takes employers a
minute apiece to answer that question, and you use a relatively low
bookkeeper salary, that the cost of those 6 articles is almost $3.5
million apiece.

Representative Maloney. I would like to request a copy of
those six articles. According to the research that we looked at, that
question has an 86 percent response rate. It is the second highest
responded-to question of any.on the survey; the only one being
higher is how many employees do you have. The only business or-
ganizations that responded supported collecting the data. There
was no business that went on record being opposed to collecting the
data. They all came out in supporting it. Researchers use this data.
The Federal Reserve Bank of New York has used it, and many oth-
ers use it.

So, I cannot understand why in the world you have removed it.
There is no substitute. Businesses don't seem to have a problem
with it since they all responded to the comment period at OMB, in
the original comment period, in support of it. Researchers use it,
and there seems to be overwhelming support for it. The comments
submitted to BLS ran 9 to 1 in favor of it, and I believe the Senate
just voted overwhelmingly, in a bipartisan way I might add, to con-
tinue collecting it. I must say I have signed numerous letters in a
bipartisan way in support of it, and I have spoken to professional
researchers who tell me that they use it, that it is valuable. I can't
understand why getting the number of women employed is not im-
portant.

Now in your breakdown of these numbers by industry, how many
industries do you break it down by?

Mr. Galvin. Over 1,000 industries.
Representative Maloney. Eight hundred industries.
Mr. Galvin. That is the national numbers. The women's workers

numbers were broken down to a high level of industry detail of
about 40 high-level sectors.

Representative Maloney. Forty high-level sectors. I would like
to look at how you collected it in the past. I might say that I went
to your Web site in the past, and I have never seen it mentioned,
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it is never in your press releases. If people don't know about it,
then they won't be using it.

I would just like to ask you; it was my understanding that the
New York Federal Reserve testified to the usefulness of this data;
is that correct, about the New York Federal Reserve Bank?

Commissioner Utgoff. There was a written response from the
Federal Reserve bank that they had used the data.

Representative Maloney. If they are using it, I think we need
to give them the data they need.

Does collecting this data impose a large burden on BLS, or is
there some compelling reason why we should not continue to collect
this data since the response was 9 to 1 in support of continuing it?
Every business that wrote in wrote in in support of it.

Commissioner Utgoff. First, let me make an important point.
The data on industry by women is available in the Current Popu-
lation Survey. We are making that more useful to our users by pro-
ducing a longer-time series. It is just the nature of when you ask
an employer do you want to put this data down, when they spend
12 minutes a month-excuse me, 12 minutes a year responding to
it, they are not going to write a letter.

It is our job as a statistical agency to make the judgment that
12 minutes a month for 400,000 employers is a very large burden
compared with 6 articles in 10 years.

Representative Maloney. Commissioner, if no one writes in in
opposition, why are you even having a comment period if you are
going to make a decision not based on the comments? Nine to one
the comments were in support of continuing the data, and re-
searchers have told me, that the other data that you are using is
not the same. They have told me that the CPS data comes from a
different source, individuals rather than employers, and has a
smaller sample size. BLS states that-you have stated that it is
less reliable for month-to-month employment changes. The Federal
Reserve uses this data. I would respectfully urge you to continue
collecting it.

Now, if Congress passes a bill forcing you to collect it, would you
collect it?

Commissioner Utgoff. Yes.
Representative Maloney. I would urge in a bipartisan way

that we put in such a bill. I know that Senator Kennedy and like-
minded people will be working in the conference committee to keep
the legislation in, and, quite frankly, I am absolutely appalled that
of all the things to cut out, it is keeping data on employed women.
I think that women's data should be kept, and I urge you on your
own to make this correction.

Commissioner Utgoff. We produce voluminous data on women;
earnings, use of their time, and when they are displaced from the
workforce. We cover every aspect of women in the labor force.

Representative Maloney. Maybe I should wait until the second
round.

Representative Saxton. Actually, Senator Reed and I have ten-
tatively agreed not to have a second round.

Representative Maloney. May I have a follow-up question.
Representative Saxton. The gentlelady has made her point,

and you are rapidly approaching the 10-minute-your red light has
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been on for 5 minutes. If you would ask another question and con-
clude, I would appreciate it.

Senator Reed. I have one more question.
Representative Maloney. What is the Bureau doing to study

the wage gap specifically, and what are you doing to determine
how much of the wage gap is attributed to discrimination by em-
ployer, and are you designing any surveys on this issue, or do you
have any surveys on this issue?

Commissioner Utgoff. We just produced a lengthy report, I will
send everybody on the Committee a copy, on highlights of women's
earnings. We publish earnings by age, race, all kinds of groups, to
compare them to men so that we know in what industries women
are making progress relative to men, in what educational groups
women are making progress relative to men, occupations. This is
a 40-page report that was just recently produced and will continue
to be produced.

The data that you say are being dropped were never used by the
BLS to evaluate women's earnings and the progress of their earn-
ings and are not suitable for doing that.

We will continue to be a major source of information on women
in the workforce and how women in the workforce are doing rel-
ative to men by numerous categories.

Representative Maloney. I thank you for your testimony, and
you may not be using the information, but other researchers, in-
cluding the Federal Reserve, are using the information on the num-
ber of women employed, or losing jobs, and that is valuable infor-
mation and I would respectfully urge BLS to place that back in
their column of items.

Representative Saxton. Commissioner, I would like to thank
you for being here with us this morning. We appreciate it very
much. We always enjoy these sessions, but we enjoy them even
more when you bring us good news. Hopefully next month we will
have some good news.

Commissioner Utgoff. We have had a spate of hurricanes, and
hopefully that will die down. And no snow storms next month.

Representative Saxton. Thank you.
[Whereupon, at 10:22 a.m., the Committee was adjourned.]
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OCTOBER EMPLOYMENT SITUATION

WASHINGTON, D.C. - It is a pleasure to welcome Commissioner Utgoff before the
Committee once again to testify on the employment situation.

The employment figures released today may reflect the indirect effects of the recent hurricanes.
Payroll employment increased by 56,000 in October to a level of 134.1 million. According to
the separate household survey, the unemployment rate edged down to 5.0 percent.

Other standard economic indicators reflect the health of the U.S. economy. Figures released last
week indicate that the economy grew at a 3.8 percent rate last quarter, despite the massive
regional destruction wrought by the hurricanes. So far during 2005, the economy has expanded
at a 3.6 percent rate, roughly in line with Federal Reserve expectations as well as the Blue Chip
Consensus.

Equipment and software investment, which has bolstered the economy since 2003, continues at a
healthy pace. This component of investment responded especially sharply to the incentives
contained in the 2003 tax legislation. Employment has also gained over this period, with 4.2
millionjobs added to business payrolls since May of 2003. The unemployment rate is 5.0
percent.

Consumer spending continues to grow. Homeownership has reached record highs. Household
net worth is also as a record level. Productivity growth continues at a healthy pace. Although
higher energy prices have raised business costs and imposed hardship on many consumers, these
prices have not derailed the expansion.

In summary, the economy has displayed impressive flexibility and resilience in absorbing many
shocks. Monetary policy and tax incentives for investment have made important contributions in
accelerating the expansion in recent years. The most recent release of Fed minutes indicates that
the central bank expects this economic growth to continue through 2006. The Blue Chip
Consensus of private economic forecasters also suggests that the economy will grow in excess of
3 percent next year, and that employment will continue to rise.
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Thank you, Chairman Saxton. This hearing gives us the opportunity to continue examining
the impact of the recent hurricanes on the jobs data and to try to discern underlying trends
in the labor market. I want to commend Commissioner Utgoff for the hard work that her
staff at the Bureau of Labor Statistics (BLS) has put into producing these statistics under
extraordinary circumstances.

As measured by initial claims for unemployment insurance, the number of people who
have lost their jobs due to hurricanes Katrina and Rita has now exceeded the half-million
mark, and more job losses are expected from Hurricane Wilma. In the coming months, I
hope the reconstruction efforts will stimulate a recovery in jobs throughout the region.

Beyond the hurricane-affected areas, the labor market showed signs of losing strength.
For the economy as a whole, this month's BLS report shows that only 56,000 net jobs
were created. It appears that high gas prices may be squeezing employers as well as
consumers.

Even before the hurricanes, the labor market was still feeling the effects of the most
protracted jobs slump in decades. Cumulative payroll employment growth has been
modest by the standards of most economic recoveries, and we continue to see evidence of
hidden unemployment, with labor force participation and the fraction of the population with
a job still at depressed levels.

The typical worker's earnings are not keeping up with rising living expenses, which is
squeezing family budgets. Gasoline prices have been high and home heating costs are
expected to be substantially higher this winter than they were last winter. In the past year,
real wages have fallen throughout the earnings distribution, with the largest declines in the
bottom half.

I am pleased that President Bush reversed his unwise decision to suspend the Davis
Bacon Act in the hurricane-ravaged areas and restored federal wage protections for
workers on federal contracts. But the President's steadfast refusal to support an increase
in the minimum wage still makes it hard to take seriously his rhetoric about wanting to lift
families out of poverty.

I look forward to Commissioner Utgoffs statement and to a further discussion of the
October employment situation.
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Mr. Chairman and Members of the Committee:

I appreciate this opportunity to comment on the labor

market data we released this morning.

Nonfarm payroll employment was little changed in

October (+56,000), and the jobless rate was 5.0 percent.

Payroll employment was flat in September (-8,000, as

revised).

Before discussing the payroll survey data in detail, I

would note that the October estimates were prepared using

the same modified procedures that we introduced in

September to better gauge employment developments in areas

affected by Hurricane Katrina. We will continue to
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evaluate our data collection and estimating procedures and

will resume standard survey operations when it is

appropriate.

You will recall that in our analysis of the September

employment data, we concluded that the weakness was largely

due to the job loss in areas devastated by Hurricane

Katrina. This conclusion was based on an estimate of the

change in payroll employment excluding all of the sample

units in the disaster areas. That exercise showed that job

growth outside the disaster areas was in line with the

average monthly increase for the nation as a whole during

the prior year (about 200,000). We did a similar exercise

for October and concluded that the relatively weak increase

was not attributable to the areas directly affected by

Katrina. Rather, job growth in the remainder of the

country appeared to be below trend in October. In

addition, the direct impact of Hurricane Rita on the

national employment data for October was judged to be

minimal. It is possible, of course, that employment growth

for the nation could have been held down by indirect

effects of Hurricanes Katrina and Rita, for example,

because of their impact on gas prices. (Hurricane Wilma

made landfall after the October survey reference period.)
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Turning to the national developments by industry,

leisure and hospitality employment edged down in October.

This followed a substantial decline in September, at least

some of which was hurricane related. Employment in retail

trade was basically unchanged in October after a large

decline in September. In addition, there was little job

growth in professional and business services in October;

the number of jobs in its temporary help component showed

little movement over the month.

A few major industries posted notable job gains in

October. Employment in the construction industry rose by

33,000 over the month, compared with average growth of

about 21,000 jobs per month during the first 9 months of

the year. Some of the October gain reflects post-hurricane

rebuilding and clean-up efforts. Employment in financial

activities continued to increase, rising by 22,000; about

half of this gain occurred in credit intermediation.

Employment in health care and social assistance also

continued to expand in October, rising by 23,000.

Elsewhere in the economy, employment in the

information industry fell by 15,000 over the month, mostly

because of a large decline in motion pictures and sound

recording.
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Factory employment edged up in October because of the

return of aerospace workers from a strike. The

manufacturing workweek rose by an unusually large amount,

0.4 hour; increases in the factory workweek occurred

throughout most of the component industries.

Average hourly earnings of private production or

nonsupervisory workers on private nonfarm payrolls rose by

8 cents in October to $16.27, following a 2-cent increase

in September. Over the year, average hourly earnings were

up by 2.9 percent.

Looking at some major household survey indicators, the

jobless rate was 5.0 percent in October. The unemployment

rate basically has held steady since May of this year.

Both the labor force participation rate and employment-

population ratio were little changed in October, at 66.1

percent and 62.9 percent, respectively.

I'd also like to discuss some preliminary findings on

the employment status of persons directly affected by

Hurricane Katrina. Shortly after the hurricane struck,

Bureau analysts, together with our colleagues at the Census

Bureau, devised a short series of hurricane-related

questions for inclusion in the October Current Population

Survey. These questions were designed to identify and

solicit information from survey respondents who had
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evacuated from their homes, even temporarily, because of

Hurricane Katrina.

It is important to note that the estimates based on

these questions are not representative of all evacuees, but

only those who were interviewed through normal household

survey procedures. Some evacuees reside outside the scope

of the survey, such as those currently living in hotels or

shelters.

Based on information collected from CPS-sampled

households, there were about 800,000 persons age 16 and

over who had evacuated from where they were living in

August due to Hurricane Katrina. About 300,000 of these

persons had returned to the home from which they had

evacuated, and the remaining 500,000 had not returned to

their August residence.

Of the 800,000 evacuees, 55.7 percent were in the

labor force in October, and their unemployment rate was

24.5 percent. The jobless rate among those who have not

been able to return home (33.4 percent) was substantially

higher than the rate for those who had returned to their

August place of residence (10.5 percent). Again, these

figures do not reflect the situation of persons still

residing in shelters, hotels, or other places out of the

scope of the household survey.
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Even with their limitations, we believe that these

data provide useful information about the employment status

of those persons affected by Hurricane Katrina. As people

make the transition to more permanent housing, the

estimates may become more representative of the situation

of all evacuees. We plan to keep these special Katrina-

related questions in the survey at least through January

2006.

Summarizing labor market developments for October,

nonfarm payroll employment was little changed over the

month, and the unemployment rate was 5.0 percent.

My colleagues and I now would be glad to address your

questions.
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Table. A. Major Indicators of labor nmarket activity, seasonally adjusted!
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33.7 p33.7 33.71 p33.81 p33.81 p0.0
40A1 p4O.5 40.5 p40.6 p41.0 p4

4. p4.5 4.5 p4 p4.' p.0

Induces of aggea week hours (2002=100)'

102.4 p103. 102.91 p103.2| g103.21 pO.0

S16.031 p5l6.17 616.171 pS16.191 pS16.271 PawO
540.86 p545.36 54493 p547.22 p54993 1 p2.71

I Includes odin Industries, not sow separately.

2 tQarely avamges and tihe ove ansth change are calculaWd ut unrounded data.

' Data relate to private production or onsuperisory workas.

p = preliminary.
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Unenmlosnent (HousdfoldSwvev Data)

Both thenmber ofunnmptoyed persons, 7A million, and the unemployment rate, 5.0 percent, were
little changed in October. The unemployment rate has ranged fiom 4.9 to 5.1 percent since May. The
unemployment rates for adult women (4.6 percent), teenagers (1 5.9 percent), whites (4A percent), and
blacks (9.1 percent) showed lite orno change over the month. Thejobless rates for adult men (4.3 per-
cent) and Hispanics or Latinos (5.8 percent) both declined from September. In October, the unemploy-
ment rate for Asians was 3.1 percent, not seasonally adjusted (See tables A-I, A-2, and A-3.)

After increag by asimilarmagritude in September, the numnberofperns unemployed due tojob
loss fell by 201,000 inOctober to 3.5 million. Since December, the numberofumemployedjob losers has
decreased by 585,000. (See table A-8.)

Total EBalovment and the LaborForce (Household SurveyData)

Total employment, 1426 million, and the civilian labor force, 150.1 million, were little changed in
October. The employment-population ratio (62.9 percent) and the labor force participation rate (66.1
percent) also were little changed. (See table A-l.)

In October, persons employed part time for economic reasons-those who are available for and would
prefer full-time work-decreased by 330,000 to 4.3 million. This nrmberhad been trending up in recent
months. (See table A-5.)

Persons Not in the Labor Force (Household Survey Data)

Thnber ofpersonsmaginallytachedto the laborforcewas 1.4 million in October, down from
1.6 million ayearearlier. (Dataare not seasonallyadjustedL) These individuals wanted and were available
to work and had looked for ajob sometime in the prior 12 months. Theywere not counted as unemployed,
however, because theydid not actively search forwork inthe 4 weeks preceding the suvey. There were
392,000 discouraged workers in October, little changed flim ayear earlier. Discouraged workers a subset
ofthe marginally attached, were not currently looking for work specificallybecause theybelieved no jobs
were available for them. The other 1.0 minion marginally attached persons had not searched for work for
reasons such asschool attendanceorfamilyresponsibilities. (SeetableA-13.)

Total nonfarm payroll employment was little changed (+56,000) in Octoberat 134.1 million. Employ-
ment growth was fiat in September (-8,000, as revised). due inpart to the effects offHurincane Katrina. In
the first 8 months ofthe year, payroll employment had increased by an average of 196,000 per month. In
October,construction, financi activities, andbealthcareaddedjobswhile employmentinmostothermajor
industries showedlittlemovene (SeetableB-I.)

Over the montb, construction employment increased by33,000, with much ofthe gain (20,000) occurring
inresidentialspecialtytradecontn PriortoOctober, construction employment had been expanding by
an averageof21,000permonthin2005. Octobe's gain maypartly reflect rebuilding and cleanup efforts
following Hurricane Katrina. Mining continued to trend upward, adding 5,000 jobs over the month.

Manufacturing added 12,000jobs in October. Employment intransportation equipmet increased by
22,000, largelydueto the return of 18,000 striking workers in the aerospace industry. This gain in trans-
portation equipment employment was partlyoffsetbyjob losses incomputer and peripheral equipment
(-2.000), electrical equipment and appliances (-3,000), and miscellaneous mam&ct-g (-4,000) in
October.
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Employmentmnfina a activitiescnnmedto gownOctober,n sigby22,O00. Employment gains i

credit intermediation accounted for about halfofthe over-the-month increase. Ovar the year, credit inter-

mediation has added 107,000jobs. Employment in insurance edged up in October.

Health care employment alsocorinued to gro in October, increasing by 17,000. Ambulatory health

care services, which include doctors' offices and outpatient clinics, added 11,000jobs. Hospitals also con-

tributed to the employment gain with an increase of 6,000 jobs.

Employment in the leisure and hospialityindustryedged down in October, afterdecliningby63,O00in

September. Wthinthe ustry, food se vice-wichincludesresturants anddrnldngpla o anted

for the weakness overthemonth. Prior to September, food services had been adding about 26,000 jobs

per month in 2005.

Retail trade employmnat was essabllyuan gedinOctoberfollowingalargedeclinein Sqpteinber. In

October, there werejob losses in departmentstores (-18,000) and automobile dealers (-9,000). Following

large declines in August and September, employment in food stores edged up by 9,000 in October. Sporting

goods, hobby, book, and music stores also added 9,000 jobs over the month, largely offsetting a decline in

Septenbr.

Professional and business services employment was little changed in October. Overthe last 12 months,

however, the industryhas added 442,000 jobs. Overthemonth, employment in computer systems design

and related services increased by 8,000.

In October, employmentininformation decreased by 15,000. Much ofthis decline was dueto ajob

loss ofll,OOOinthe motion picture and sound recording industry. DespitetheOctoberdecline, employ-
mentintheinfomnationindustrywas about unchanpd over theyear.

Weelv Hours (Establishment SurveyData)

The average workweek firproduction or nonspviryworkers onpvatenonfarmpayrolls wasiu

changed at 33.8 hours in October, seasonallyadjusted. Themanufacturingworkweek increased byO.4 hour

to 41.0 hours, and factory overtime was'unchanged at 4.5 hours. (See table B-2.)

The index of aggregate weekly hours ofproductionornonsuervisory workers onprivate nonfarm pay-

rolls was unchanged in October at 103.2 (2002=100). The manufacturing index was up by 1.3 percent over

the month to 95.1. (See table B-5.)

Hourly and WeeklvEarM s (Establishment SunvevData)

Average hourly mig ofproduction or nonmpesuoywo rson private nonfampayrollsrose by

8 cents inOctober to S 16.27, seasonally adjusted. Average weekly earnings increased by 0.5 percent over

the month to $549.93. Over the year, both average hourly and weekly earnings increasedby 2.9 percent

(See table B-3.)

The Employment Situation for November 2005 is scheduled to be released on Friday, December 2 , at

8:30 A.M. (EST).
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Explanatory Note

Thi sews r pren tic rnt two mqOr survea, tde
menst Population Survey (household suvey) and th Cerrent

Enltoyment St =i ourvey (etblt rarvey). The houe-
hold urvey provid de biforf tion n the labor frce, e.espoy-
meat, and _nenploymeat dia appears in die A tables. orsed
HOUSEHOLD DATA. It is a n rvey of about 60.t00 house-
holds cenducted by the U& Censat Bome for thedBeume oftLabor
Statintica(B4

The establishment survey provides the information on die
e ,ploynent hor, amd earnings of work mronnenfarm payrolls that
appears in tde B tabim, ernted ESTABUSHMDIT DATA. Mh
inbimition is olle from payroll records by BLS in cooperatimo
widi am agesnce. Th7e rsaple includes shout 160,000 bmesnon
mid g t es overing pox atyill 00 D individual
wtorl s. Tbe active arple includes about one-thud of all noaim
payroll workers 7be marpl is drawn from a samling frme of
unemployment ineurance tax acecoutt.

Per botd surny, the data for a givrn month relate to a partiular
week or pay period In the household sme, tde relerm week la
garlytheseodrweekdiatooantsthe l2ddaynof the mondi tn
the establisliment mrvey, the redarc period is de pay period in-
duding the 12di, which tnay or may not enerespond directly to the
cdcadarweek.

C ov e tb~defln anladdinaes,c
betwom mtw ys

Household arvey. 7he mnle a belec er to reflect the enire
civilian nonnstitel poelmi .Based onrespoesmtoaarues of
quest on wk d job ee activites, ach pe 16yersind
over in a sriple houseold ia dlasodfle is employed, unmsmployd oc
not in the labor force.

Penple we dassified a5s esprtyed if tiey did any wonk at all a
paid cmpleye dari the rerence we; matted in their onn bul-
a, preofssion r cn theirowvn firra orworked without pay at ast
15 boes in a frtmily b _nis or five Fe P bopl e also onted as
employed if thcy war tempestrily abremt frem thir jobs bcause of
illnes, bad _-*r. vacation, labbor-m nsgentdius.ca-persrl
rermee

Penplem0e laaifedsaet jafthey nwotafl ofthiehllowing
erils: Theybeden oemploynetduringtirer mecewwekd;eywern
arlb for wrtk at i M MAd tIhCy nrde spcific effrb to fed
eirplyorcint retime - daing the 4-wek period enoding widh tde
referecevice. Perseulaid offfrees jobmidespectigea need
notbelokingforwoektobocmedasanaspnyed. Toemploy-
trat data derived fromnlie household survey in no wanydepend upon
the eligiblity for er receipt ofunemploymnet insurance benefits.

7he cwhns labojiru is dietmiof aployedand unennployed
pers Those not classifiedl as eonmlyed or omtmployed am aot
inthe laborforce Thea entot demn rn erd
sa percentoftde laborfirce. Theibofanpotticpadonrosein

the labor force as a p of the population, Sl the
p bpnlatim rtino in the emlnoyed an ap of the popilation.

Fnbnhmat suvey. The a*Sph, atibiblmrst; me dzaw
heomspriteonmoinemen miah as taiese, of-. m and norm
as wellsfel si, ,midleal govatnticntiti E nploye
aor f pp lWpeydimew orvadpaypfryfolofdierer-
e payperind.ind socipaille. Pervousarecounted
at each job they hold Rnny and einp data me for jrivate beei-
Dace mnd relate ol to prhduction weorern in die geodsprodacirg
SC= Ind nonnpervimsy winters in die eavi .om idi seter,
Idustries am classified on dte basis of ditei principal aceivity in
acnle widh the 2002 eso of dhe Norch American Inducbry
clasification syatea

DlffMy"MCa is cnsoent Ibmacte. nume rust mece-
oul med methodological diflemeon between dhe hosebold and
establisentasacvr m.h in hqportans distcom in die employ-
meat derived fi6n die survey A gthese am

* The hoerdseld sany itcladin agrcuieltu workems. die self-c,
plyed. unasid findly woeake, md pissee Usehold w Woker a
desployed Te e ldf e ntabishosntvey.

* The beIold arvey cutbacs people no onpaid hove onmg die
e . TIe _atabsintass mey does oun

* Telbmdloldnrvey liimiredlo workais 1yeaasofsandolder.
Tbe eblismt cray is at HmHie by age

* The hounsield urney ha no duplication of individuala, because
ilvidualsame ceted only cam en if d bWyld mo Om onejob.
In die stabliahoer survey, miloyeowabing at ms don me Ab
and doon appearig on more than oe psyirll waid be e eps-
rody for each sppearanc

SeSW adi bnlmit
Overdthee se ofayear, the ize ofthe atmaslaborefoinezodtie

levels of eaploymnct nid onempf unioos onderg imp fluctuations
duetosuchbasnmlevents c s gesiowather roduodorepetded
prodaction, harvests. major lDodm and die opening and coing of
dicools 7 ecftofzwberasonad variation can be very yg , tea-
nasl flwctusrimnanssyac ismtfrnaisch a5°5 pementoftheinnthn-
toote chclrgma inantloynt t

Bcre these saesonil events followammom or les;regularppaten,
ach yen, their infloe an ratistical imth cm be dociuentd by
adtosting the saim fnomasditom nonth. These mltmmisiake,

_nonoeetsidl ddvlolmelsu a diremen at eoononic activity or
e in the poniciption of women m ithe labor fre, easir to

spot. For cwx , th larg a er of yanh etering dhe lbor face
ac lame likedy to obct amy otber changes it have takcn plaec

reltive M y. ii t iffitto deme if the level of co-
ainic aivity has rien ror declined. Hawever, beone the effect of

atasents finishing crhool in previous yearin sn ow, tde aastis
for dhe cement ye can be ajusted to allow fora coparable chaing.
inhfor es the _ease 4tustmwt is mnde correctly, thde -,d fi-
g provi a m one uil tool with which to aityne dcngm in
c miactivty.

Most seasonallyadjunted seriesae indepeqdentlyadjusted in both
the household mnd establishment sarvey. However, the ad-
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justed series for many mrror estimat s ch as eeat payroll employ-

ment. enWployom- hi mast asert toaln emeiloymem, and
r nelynt tr ecorped by aigg ig iepnldcstly adjusted

ceseoeonet ries For exantee, trntal uestioloksyuat is derived by

sesindg the ujus ed serie for four majr age-vs om: nm;

this differs fleen the unctoloyrtetst estimeae that would be obtained

by directly adjusting Uhe ed or by omining hedt resms,
oretcoredemaidaggestguries.

For both the hoseold and establisment rvs a n n

sasonal adjusenest mrthodology is used in which new sesonal

amvs calculated eca, nd oh, using all relevant daft, up to ad

incltdingthbedataforthe enta nth. lthetahseholdseeveyasre

teasonal thctots s useed to adjust only the curent nounthbs dm In
the establishetsntsurvey. bowever newseasonal factons we used each

month to adjust the thine mast recent omthly estimat Il beth

saveys revislios to bietrical daa wse made use a yaw.

Reftlfbtty ofthe esthta
Statistics bused en the household and establishment nsveys vs

wubjectrobothrolingmltoionsmplingenor Wbnasa* leater
thmatheentirepoputsinrs u rve. dmthertisa d cttitthed onmple

diyibem tse "tsew pepeetion values tbhyrepresenty
The exact di fl e re or saxliftg ver, vae depending en the
psettcular s l selected, and this variability in aasad by the

sd d erroroftheetimate. The is abouta9Opercechsaene, or
level ofcotefidenee thtmn estieetabased co a sare ell differ byso

marethan 1.6 snrd areas fth e ue"popuaitavhslebe_
of sampling rmr. BLS analy ve gceally cosducted at the 90.
plxutievei ofecnfidence.

Fore mpile tbeconhfder inrvalforthenmonthlydchage in tota
employment from tUe household survey in on the order of phis or

mimus 430,000 Suppo.se the es of total enptoyrirn inr
by 100,000 from ern rosth to she nexs The 90.pcendt rnfidee

intarvl on thea montlyditagewould rage fritnm-330
00

to5
3

tO,000

(100,000 4/- 430,000). Thes figures do rot nwen that the eass

resu;s ve off by tihes magnitudes but rIthsr that thye is about a

90percent cace thust the tue- over-therdbth change lies with
thi interval Since this rt incledes values of kems than mo, we

could na Sy with ceofndencetba ateplobymte hil, in bA Increasedt
t1 however, the reted eploy nt rise was half a mtli then

al of the vanes within Ihe 90gpercent coofidnce interval would be

rat thamerz i this rssehitiniely(stteasts9- otebance)
that an enalmantat rise hbd, in ft t, occurr At so usarsployment

rate of artcud 5S5 percen the 90-percent cenfideoe interval fr the

monthly change in sensttloyment in about 4i- 2F0,000, and for the
mandthlycharieinthe immilitttmernineit saboat#i-.19Perff ae

point-
In Fgrudestimtesinvolving nu ndividutse oreetablishmets

have tower standard erms (relative to the size of the estimate) than
estute which vs based sn a rsmll nm tber of obsavatias The

precision of estiretes is also impoved when tUe data w cumualated
over tine rude as hr quarterly and Manual xvmsC The sssmil
adjussaent prorn am Isto irproe tbe stability of the nonbly

estiates.

The tatusebold and establishment surver ar o affected by
nosasilbeg crm,. Nassonplisg earoms can ocom for many reams.
including sbef llme to satwleaseg*net oftbt populationsblfbfityto
o inffmatie for oIl respondents in the smpce isibility or

unwillingness of respoqnts to provide aoct imoation on a
timely basis, mistkes made by responden ad aoms made in dse

Colletion orprocesong of the dat
For example. in the establishment urtvey. essies for te maost

eceant 2 notons arc based on micomtee retS h tbris ra the

estimates m labeled pretininary in the tableL It or tty after two

tseesive evitken; to a monthly estimaste when neatly all sanple

pehe bee ceiva theesthtuteic dad fiL
Anotoer major cme of teensateling minr in the eslabtishment

survey is the inability to cature, en a timely basis, anwleynut
gFrsed byner'fle Toocrectforthiss intatetedic eisait
ofeeloymentgrowts sm estimatioceure witb two cenonesta
isusedtoaccontfhrrbusinesebirths. Theirstemecom ennts business
deatlu to ispsta employmsent for business biuis This rs incorpoted

hst the ssrpte-base littk relative estimate pscedure by simply not
reflecting samlk uste goin4g tofubt nMm but nting tothebstbe,
seaee trend as de other f6rns m the samp The econd eomponent is
amARBtwimamDdeild toesp snatesheeaidudtabhtW

dcad employment not o t forbytinepur io. Thehhisorial
time seres ssed t cratnd test thebARMAmdel wadslrived from,

dbe umnatloy ei auvawi rkvdda sd ret
the scual residual net of births end deaths over the pit five years.

The aampletased eatinwes fnees die estabislant arvey ate

adusted once a yea (en a tagg basis) to universe rmu of payol
ateloymest obtained from adarinitative records af the usmplOy-
mnt insoance prgim. Tbe difference betwcen the Match sample-
based employant estimates and she March nivmees tsisu known
a e benhak revinien, and saves as a g plwxy ftr total srey
aew, Tie now beschmatrk also Incorporate changes in the classifi-

asio of industries. Over hepastdocadec the bes tarkreviriom fer
soeat noo mn employment has averaged 0.2 c nt r ngiag frome

lur1 thus 0.05 pcernt to 0.5 pearCCt

Addtional stm and o~ Wontati
Mere eeivrebssive statistics we contained in E4psWoassr ad

E .tpublished easch rns byBLS. tis available for S27.00 per

issme or S53.00 per year fror tse U5 Government Printig Oc
Wastinguon DC 20402. All edes-s beprepaidbysisdingacheck
or money order pyble to the Superintendent of Docuents, or by

charging ro Mastenrcd or Visa.

ESwpea d whgealsopsad ideser so naueoflaullingerrmr
for the household sed esbasliwhment naey data published an this
rdelas. For unsamloyrnyet and other labor force categories, thes
me-suresappearin tbles I-B through l-Dofit rlsptztyNte."
Prrthe establishmlnt surveyds a, the samsling mnrroeand the

ctua size ofrevisiudoe to bendchmuk adjustments ape hin tables

2-B throngh 2-F of 6 tpopuew and Eanings.
Information in this r will be nsde availble so aensosy ins

paired individuals uepon requat Voice phont 202.691-5200; IDD

ntssagerefertl phme: 1400477-8339.
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U. S. Departnlt of Labt Cum rsadlm

WaJs~tmu D.C. 2M1 2

W!V 30 3M

The Honorable Jim Saxton
U.S. House of Representatives
2217 Rayburn House Office Building
Washington, D.C. 20515

Dear Congressman Saxton:

At the November 4 hearing of the Joint Economic Committee, I
was asked if the Bureau of Labor Statistics had any studies
on earnings of women and men.

I am pleased to provide you with a copy of Highlights of
Women's Earnings in 2004 which was released on October 7.
This annual report presents earnings for wage and salary
workers from the Current Population Survey (CPS), a monthly
survey of about 60,000 households.

In 2004. median weekly earnings for women who were full-time
wage and salary workers were $573, or 80 percent of the
$713 median for their male counterparts. This ratio was
about the same in 2003. In 1979, the first year in which
comparable data were collected, women's earnings were
63 percent of men's. The updated Highlights of Women's
Earnings provides 2004 earnings for women and men by various
characteristics, including age, race, educational attain-
ment, occupation, marital status, and presence of children.
In addition to the 2004 earnings data, the report includes
inflation-adjusted median earnings back to 1979.

Highlights of Women's Earnings in 2004 is available on the
Internet at StLbls.Qov/cos/cpswom2Q0A_.df.
In addition to this annual report, we also issue data on
women's and men's earnings from the CPS in our quarterly
news release, Usual Weekly Earnings of Wage and Salary
Workers. A copy of the most recent release is enclosed for
your information. The Bureau, of course, will continue to
make these important data available in the future.
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If you have any additional questions, you or your staff may
contact Mr. Thomas Nardone, Assistant Commissioner for
Current Employment Analysis at 202-691-6379.

Sincerely yours,

KATHLEEN P. UTGOFF
Commissioner

Enclosures
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Bureau of Labor Statistics Washington, D.C. 20212

Tedhi rfon& (202) 691-6378 USDL 05-1977
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Forrebease: 10.00A.MtEDT
Med iacent± 691-5902 Thursday, October 20, 2005

USUAL WEEXLY EARNINGS OF WAGE AND SALARY WORKERS:
THIRD QUARTER 2005

Medi wekY eainmgs oftbe nation's 1054 million fi-t wage and slatywoiers wae $649 in the
third quarter of 2005, the Bureau ofLabor Statistics of the U.S. Dpartment ofLabor reported today. This
ws2-7lPerc hiagslthanayearlier, cmpalowithdagain of 3.8 pecnentini Co Prioe
forAll Urban Consumers (CPI-U) overm the e period.

Data unusual earing axe collected as part ofthe Current Population Survey, a nationwide smpe
survey ofhousabolds m wbich respondents are asked, amng other things, bow much each wage and slamy
workeruamallye (SetheExplanatoryNotc.) Hiigbssfrntbrda raare:

-Wo wnenawbo uallywOrked filldtiebadmedioreamingsofS585perweek,or81.7 per tofthe
S716 media for men. Tbe female-t-male eaings ratios w b aong blacks (955 pecent) and
Hispanics orLatinos (86.5 p-e )tb arnong whites (80.6 peCent) or Asia (79.0 percent) (See
table 1.)

-Medinnearingforblackmrenhworngdatmfi nejobswereS533 per week, 72.3 pecnt oftbe
median for white ren(S737). The dffece was less among womea, sbladcwomen's medi eanings
(S509) were 85.7 percent ofthose for their white counterparts ($594). Overall, median earnings of
Hispanics orLai who worked full time (S462) were lowerthan those ofblaks ($520), whites (S667),
and Asians (761). (See table I.)

-Among Men, those age 55 to 64 and age 45 to 54 hardthe highest median weely earnings, S858 and
$848, respecively. Among wome, eanings were highest for45- to 54-ye-rolds and 55- to64-wear-olds,
$640 and $639, respectively. (see table 2.)

-Am g the Mor occupational groups, personseamployed fall time in r on al peofsi, and
related occmpations had the highest median weekly eanm SI-l,103 forinim and S8 12 for women. Men
and womien im sevice jobs eared the leasL (See table 3.)

-Full-me workers age 25 and over without a bigh school diploma had median weekly eamings of
S413, compaed with S583 forhigh school graduates (no college) and Sl,014 forcollege graduates holding
at least abachelor's degree. Among colee rdas with advanced degees (proferrionalormasta's
degree and above)X the highest-amring 10 percent of roale workers made S2,729 or more per week,
compared with $ 1,858 or more fortheir fenale counterparts (See table 4.)
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Highlights of Women's
Earnings in 2004

U.S. Department of Labor
U.S. Bureau of Labor Statistics
September 2005

Report 987

L O2004, median weekly earnings forwomen who were full-
time wage and salary worker were $573, or 80 percent of

e S713 median for their male counterparts. This ratio
was about the same is 2003. In 1979, the first year of compa-
rable earnings data, women earned 63 percent as much as
men did. (See chart I.)

The women's-to-men's earnings ratio varies significantly
by demographic group. The ratio was about 89 percent for
blacks and 87 percent for Hispanics or Latinos in 2004. For
whites, it was 80 percent, and for Asians it was 76 percent.
Young women, those 16 to 24 years old, earned almost as
much (94 percent) as young men did, while women 35 years
and older earned about 75 percent as much as did their male
peers.

This report presents earnings data from the Current Popu-
lation Survey (CPS). The CPS is a national monthly survey
of approximately 60,000 households conducted by the U.S.
Census Bureau for the Bureau of Labor Statistics. Informa-
tion on earnings is collected from one-fourth of the CPS
sample each month. Users should note that the compari-
sons of earnings in this report are on a broad level and do
not control for many factors that can be significant is ex-
plaining earnings differences. For a detailed description of
the source of the data and an explanation of the concepts
and definitons used, please see the Technical Note in this
report.

Highlights

Following are some highlights of women's and men's earn-
ings in 2004.

Full-time workers
* Among women, 45- to 54-year-olds had the highest

median weekly earnings (S625), followed closely by 55- to
64-year-olds ($615), and 35- to 44-year-olds ($608). Men's
earnings also were highest among 45- to 54-year-olds ($857)
and 55- to 64-year-olds (S843). The difference between
women's and men's easnings was much larger among irnddle-
aged and older workers than among younger workers.. For
instance, among workers aged 45 to 54, women earned 73
percent as much as men did. By comparison, among 16- to
24-year-olds, women earned 94 percent as much as their male

counterparts, and, among workers 25 to 34 years old, women
earned 88 percent as much as did men. (See table I.)

* Between 1979 and 2004, the earnings gap between
women and men narrowed for most major age groups. The
wOmen s-to-men's earnings ato among 35- to 44-year-olds,
for example, rose from 58 percent in 1979 to 76 percent in
2004, and that for 45- to 54-year-olds rose from 57 percent in
1979 to 73 percent 25 years later. The earnings ratios for
teenagers and for workers 65 years old and older, however,
showed no consistent movement over the period. (See table
12.)

* Asian workers of both sexes earned more than their
white, black, or Hispanic or Latino counterparts did. Asian
women's median weekly earnings (S613) were 5 percent higher
than white women's earnings ($584), 21 percent more than
black women's earnings (S505), and 46 percent higher than
the earnings of Hispanic or Latino women (S419). In comn-
parison,Asian men's earnings (S802)were lopercenthigher
than the earnings of white men ($732), 41 percent greater
than the earnings of black men ($569), and 67 percent higher
than those of Hispanic or Latino men ($480). (See tables I
and 13 and chart 2.)

Earnings differences between women and men in 2004
were widest for whites andAsians. White women earned 80
percent as much as white men did, andAsian women earned
76percent asmuch asAsianmen did Both black women (89
percent) and Hispanic or Latino (87 percent) women had
earnings that were much closer to those of their male coun-
terparts. (See table I.)

* Growth in earnings for white women has outpaced that
for their black and Hispanic or Latino counterparts. Between
1979 and 2004, inflation-adjusted earnings for white women
grew fairly steadily, rising by 32 percent. Earnings over the
period grew by 24 percent for black women and by II per-
cent for Hispanic or Latino women. In contrast, real earnings
for white and for black men rose only slightly, while those for
Hispanic or Latino men fell by 9 percent. (See table 13.)

*
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* Median weekly earnings in 2004 varied significantly
by level of education. Among women, those with less than a
high school diploma earned $334 per week, compared with
S860 for those with a college degree. Among miei high school
dropouts earned 446 a week. compared with S l,143 for col-
lege graduates. (See table 6.)

* At all levels of education, women have fared better
than nien with respect to earnings growth. Although both
women and men with less thimt a high school diploma have
experienced a decline in inflation-adjusted earnings since
1979, the drop for wonmn-9 percent-was significantly less
than that for men-27 percent. Earnings for women with
college degrees have increased by 35 percent since 1979 o0
an inflation-adjusted basis, while earnings for male college
graduates have riseoby 20 percent. (See table 14 and chart 3.)

* Womnen working full time in management, business,
and financial operations occupations earned a median of
S8 12 per week in 2004. This was more than women earned in
any other major occupational category. The second highest
paying job group was professional and related occupations,
in which women earned $767 per week W ithin management
fields, the highest paying occupations for women were chief
executives, computer and information systems managers,
human resources managers, purchasing managers, medical
and health services managers, and management analysts.
Within professional occupations, women working as phar-
macists, lawyers, computer software engineers, computer
programmers, and physicians and surgeons had the highest
median weekly earrings. (See table 2.)

* Within occupational groups, women and men tend to
work in different occupations. in professional and related
occupations, for example, women were muchless likely than
men to be employed in the highest paying occupations-
engineers and computer and mathematical scientists. Women
were more likely than men to work in lower paying education,
training, and library occupations. (See table 2.)

* The ratio of female-to-male earnings variedby place of
residence, from a high ofg87 percent in California to a low of
66 percent in Wyoming. The differences among the States
reflect, in part, variations in the occupations and industries
found in each State and tn the age coniposuifon of each State's
labor force. In addition, sampling error for the State esti-
mates is considerably larger than it is for the national esti-
mates; thus, one should be especially careful when compar-
ing State estimates. (See table 3.)

* Just 5 percent of women earned $1,500 or mare per
week, compared with 13 percent of men. Not surprisingly,
given their higher earnings overall, Asian women were more
likely than other womento ea atleast Sl,SO0perweek. (See
table 7.)

* Medianweeidyeammgs of mannedwomenwithchild-
ren under the age of 18 were 21 percent higher than the
earnings of umnairied mothers. The difference was even
greater for men: marred fathers earned 33 percent more than
unmarried fathers did. (See table 8.)

Part-timo workers
* Women who worked part time-that is, less than 35

hours per week-accounted for 25 percent of all female wage
and salary workers in 2004. In contrast, just 11 percent of
men in wage and salary jobs worked part time. (See tables 4
and 5.)

* Median weekly earnings of female part-time workers
were S201, compared with $183 for male part-tine workers.
The men have lower earnings than the women because male
part-time workers are more highly concentrated in the yonmg-
est age groups, which typically have low earnings. Half of
male part-time workes were 16 to 24 years old, compared
with just under a third of female part-timers. (See table 4.)

Workers paid bythe hour
* About 63 percent of women and 57 percent of men

employed in wage and salary jobs were paid by the hour in
2004. Women m this category had median hoarly earnings
of S10.17, or 85 percent of the median for men paid by the
hour($12.02). (Seetables 5,9,10,I5, and 16.)

* Among women who were paid hourly rates in 2004,
about 4 percent reported hourly earnings at or below the
prevailing Federal minimum wage of $5.1 5 an hour. his
share compared with 2 percent of men who were paid by the
hour. (See tables II and 17 and chart 4. Also see the Techni-
cal Note for informtion about workers with earnings below
the Federal mintiusnuwage.)

* Aswouldbeexpected, 16-to 19-year-oldwomenand
men paid by the hou were the most likely to have earnings at
or below the ininmun wage. Worker 25 years of age and
older were very unlikely to earn the minimum wage or less,
although forwomen aged 65 and older the incidence of mini-
mum wage work rose. (See table II and chart 4.)
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Chart 1. Median usual weekly earnings of full-tine wage and salary workers In constant (2004)
dollars by sex, 1979-2DO4 annual averages
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Chart 2. Median usual weekly earnings of full-lime wage and salary workers by sex, race,
and Hispanic or Latino ethnicIty, 2004 annual averages

Eanings Earnings

$900 J90
0

__ $802 women MI
$713 S732 -

$700 $700

$6W Sm $584 ~~~~~~~~~$613 $0

$600 $54380 $500

$419
$400 $400

$300 $300

$900 ~~~~~~~~~~~~~~~~~~~~$200
$100 $100

so oTOW Whrile Black or Asian Hispan so
African or

Amriecan Lafino



59

Chart 3. Change in constant-dollar median weekly earnings from 1979 to 2004 by educational
attainment and sex
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Chart 4. Women with earnings at or below the prevailing Federal minimum wage
by age, 2004 annual averages
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Tomb M8.edIn osoal tey saridego of 6Uwo td salar wo r by too. s , and
presence and age clw chDildren under 18* year ol. m00tannual aeages

ICodn I - I wel rdiaver

WOMEN

Total. _ trlals e ........... a. 223 S 573 52
Wllh chldbonnd er .yenoa.ld . 16.549 551 4

Witlh cdd rn 6 r 17 - r yorger. l OOssO 568 5
With hildren dr 6 yen od ................... 5.99 524 5

WiLl n -Chlldvn under 18 Ynrs odid 27.674 582 2

TotaL arrd.ied spotse p .er.t 23n.14 604 2
Wilth osldren oderl yarsosd 11.010 592 3

Wih rhdren N a l7. rote yoWtg.r 6S84 591 4
With chirddesyder hdw aold . . 4.125 592 6

WRhl-lCnhad-rerirI fy-old .......... 12,154 615 3

Total. othaer rsatali s s
t

2tO 59 523 3
With chdares under 15 ries old 5.539 489 4

WiNh itthled SIN 7. ne yorunger 3.666 519 5
With Child.Idn o.der .$9010 old 1.874 423 6

Wilh nio tidhirs under IS yesIs old .15520 546

MEN

Total. at roadlal statuses. 57.001 713 2
With childrer utde 18 ya1 old 22397 794 5

With children 6 117. -ai yownger 11964 827 6
Wdh dildren =der Gyrs old . 10.133 756 6

With -o children lri d.r.tO.years od. 34.904 5 61 3

Total, maied. p0 - p t ........ 35.426 al1 4
With chrildreo s der 1 yae ol . 20,502 813 5

With Crhildee 6 1 17. rose younger . 15.001 842 6
With crhilder order 6 yeaId o.5 9.501 775 7

With rioddnnuridorllynrold 14,5e2r. ... 14 807 6

Tolat. oee la marital .latu ..as' 21S575 574 3
With lrld-l .nd.r 18 yoa old 1.595 610 10

WiOh rlsdren 61017. lotte yomr ..er 962 655 tS
With childrenm udel 6 yeam old .632 S13 10

With no sltdre undor 16 yets old .19.980 570 4

NInOT.de eirtan lod wr chidn. s 2enrated. oire. Eoduded ae other relate dColden such as
and roo o gidildo, sons. . and usiti. arid

NOTE: Chidernm.o IN tsrr olr' ildrer and urnleated olsldron
-hode, sori. da-ghter. ttroctddr. antd adopted
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Tb 11. Wagp and sary wo-ker paid oty rts -dt eatmeg at or bey th. prevalg Fedel tlrdt e by loned ohbotls.
2004 anoual asats

Inbr a by-da)

W rOyAt Ie

IBelow Al Total at T~ O weOttoagO
cbaro00sr Paenig preveder Fedea oeooowo

Total Federal Fdeal
m0100 wantwo miwNumber loly-yaa

wap wae ror.dift

AGE. AND SEX

Tota. r6 I- ........a...It- -atrI....... ........e... 73.039 1.403 520 2.003 27
's to24y.. .... ........... ......... Fran.......... ...... 10.174 70D 272 1,021 03

lOtol ytear ...... ............ 4-........................ S 33 329 186 498 02

2S Y..e . ............................ .........- ........ 57.785 733 249 902 17

35 W Yeo. .........................................- ..... ... 16.715 175 83 235 14
45 W 4 y - ................ ....... ..................... 14.796 125 40 173 12
OONO4y .............a- - - ............ ......... 7.001 el 40 ¶01 1.3
65 yearsa oor -- . .. . ..... ............................... 2.177 03 33 07 4 0

Wata, lo y.,areado. .......n-er 11 ............ I...... .. 37.133 1.013 310 1.323 38
l .l 2'ayea .............r................... 7.896 510 145 603 83
I6 M l9ye-r - ........ 781 229 00 310 11.0
2

5
0 W2'oew ............. 5.130 282 Ss 336 68

20 Y.aread o. ...................................... ............. 29288 082 00 600 23
25t0 349 40.1.....0 ,-, "- .. .. . . .. .. .. 7.645 209 35 244 3.2
301044Y.a1 ... ... ........ .....-..... 8.430 102 40 108 2.0
45 W 54 y`aro 7.888 84 31 118 1 5flsloS4 Y ..... .................. 4.080 47 27 74 108
Sb y-noa do............ 1.213 48 27 67 05

Mn.. 18 Y-arard ....er....20.806 470 210 088 168
lis W24rer y. . .8.305 230 127 300 4A

1 tD 1oYe.. ............aro. . .. ... .. . . ...... . 20672 lt 70 r7e 8.7
20 . 24 ye ..r ..........e... .. ..... ... .. .. .... 5.033 139 40 187 3.2

250y -oe over .... ...................... ....... ...... ........ 28.5DO 231 83 314 1.1
2 0 34 ye . ......................... ... .................. 8.022 III 38 140 106
33lo 44 ye. ..a.r.e ..... .... ..... 8.27 04 17 78 .045D40odsr Y-.8.920 48 17 57 83
Oslotd4yeae . 3.402 16 13 27 8
O5 Y...e ,,do e .............. 64...... ........ ...... 9 13 7 15 20

RACE, OEZ AND O6SPAPUC OR LATINO ETHNICITY

9 148.l Y-aredo e 00 .... ... ............ .................. ..... 5 ,877 1.280 380 1.001 2.8

........................................- ................... 38,255 303 181 056 18s

1B 0k or Affr..Ao-aetoa, 16 Year too ove 8............................... ,417 126 05 228 24
Waver 0~~~~~......... .... . ...... . . . ...... ... .174 19 09 130 27M . .... ............................ 4...243...... ................ 40. ...... 8....0.2 3 421 a .

A4 ,160 l yearoa .............................................. 2.073 38 8 38 104
W -ro ~ ......... ...................... .... ............ 1.378 18 0 23 1.7

tKsWlr - War. lsyeot.ndo. 12.... ... ... ....... .... .I073 100 62 258 2.1
.W ............... e ..... 4.000 132 40 101 3 1Meo ~~~~~ ~~ ~ ~~ ~ ~~~ ~~~~~~~~~~~~~~~~~~~~~7.183 00 32 00 1.4

FULL.. AND PARtT-TIME STATUIS AND 5EX52

Foll .Oarevtr . ...... - -- ........ -. ...... ........ 53.738 583 177 788 14.
Wotries ~ ~ ~~~~~~..... .............. 24.7aa 360 180 460 1.9

Mao ~~~~~~ ~ ~~~~ ~~ ~ ~~~~ ~~~~~~~~~~~~~~~3D.051 223 7 300 tO0

W .tu .1................. ....... ............... 8.04 007 3 3 1,240 809
.... . ....................... 12.278 651 210 001 70D

3I .770 248 ¶32 378 886

eaudway oo eur U t005 out 10 -0 d1 F -r ae b .ad 00 NO87: E vra ls Wor oe a-t 18- Crwupe (ort blark or O AMio n
000 a ts d;oekmo p¢0 Ar) 00 not aur00 4te 80. by are p ay t2 tle dhslrnorw Orlae 5.1 ad 00r1-,wa ookr a Oaoo 60 '_r 00roeI 000.010601. rtrt eta s¶aa~rrao

...afY -worrl Th..a 04 o4 ow tur to rota. Oorue lui. Mrer-m~e wy0 tayaoc Orotte i, oa tte b8roo at woOj as by :ap
Statu 00teyoy o t.OlpwF Oo, a etoo ro rure 01 woo-ple .Y..d -~ . ft y..,,y. : . y.
lobhMl .W oa-brs-WI
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Tn99 12 Sti t 000.1 oso s 0M1tim eataBy In co n sent 2C640bn fst I,
1979-2004 ... 1 Ire

I T .I, 16 to 24 s 26y eas 4151 0W
y- - - Ye a.d y e1'._i ¶02 41 T.5.1 125520 ID541D4350¶51 10.64 [5¶0414

y___ 500 501 etls 9'S 64 year 490

90114 SUEXS

1979 .........--............ 9591 S415 5347 0449 969 S516 $675 6666 563 9477

1990 ......... 6.9...... ... .. 40 334 435 67 58 65 64 1 44
,g9l ..................... 963 359B 320 423 612 199 649 636 613 441
1962. ." '" 566 260 269 413 612 593 663 647 699 474
19913 ................... 593 379 294 49D 616 578 665 660 623 409
1694...... . . ... 64 S 376 292 396 962 599 673 666 632 470
1995 -:576 375 291 402 634 595 679 671 639 467
1596'....... . .....- ...... 590 381 263 459 643 592 669 663 652 491
'667 .......................... 595 396 295 411 641 594 693 693 645 493
MS..... .. . .... . 591 392 399 497 635 909 690 695 643 996
19619................... .... 597 391 366 466 629 57 694 694 634 451

'956 ..... ........... . 579 377 294 450 636 571 682 695 641 4B2
1091 ........ . ......... 976 375 296 394 632 592 673 696 63 515
1952 591........... ......... B 364 260 382 632 559 663 669 637 499

I963 960........ ...... ............ S 363 275 382 632 562 666 697 633 666
1994' ...... ...................... 599 391 376 379 639 554 677 714 631 4165
1665 ............................... 596 396 254 376 626 559 677 717 633 479

.....996 .... ......... 5.66: . .. S 357 397 374 624 555 670 712 941 480
1657........................ 591 399 266 377 634 565 676 712 655 482
1996 ............................. 605 370 319 392 662 591 691 719 699 489

1659' 633~~~~~~ .......... 2 397 319 411 6", 697 692 739 695 458

2006.6...........91.................1 631 356 325 420 967 9602 995 733 679 996
3001.................... .. ....... 36... a 451 325 421 672 615 701 749 699 531
.2062 ............. ......... .... 639 40 330 419 619 620 762 741 709 527

2963' 636............... ............. 397 326 412 679 615 706 742 727 539
20041 -............................. 639 390 3D9 496 693 604 713 743 725 569

WOMEN

1979 .......................... 439 375 319 ,89 479 490 471 465 455 419

1995 ....- ........... . .......... 438 392 315 379 492 473 465 453 444 379
196 1............. ...I............. 435 356 366 399 492 474 472 447 441 375
1982 . .......................... 447 359 296 377 477 463 494 471 450 396
¶963 453.... . ....... A 356 254 373 491 499 499 475 493 391
1964 459 352 290 369 490 4962 95D 493 457 370
1999....... 465 353 376 279 496 495 514 406 477 406
19m6 ...... .... ....1....... 476 399 376 391 587 503 535 507 496 421
15987 ........... .. .. ........... 492 360 373 365 01i 503 526 515 460 415
169 ....... 493................ A 391 262 396 514 591 543 529 497 429
1969 ............--.............- 493 362 2599 293 516 599 543 125 499 439

16600 .............. ........ ...... . 496 356 576 377 518 456 947 529 496 431
1961 ........................... . 496 399 Z77 399 524 595 991 530 491 432
1592.........---.................. . 561 352 270 369 527 694 592 559 496 433
1993 .......... ........ . 596 352 294 372 534 599 569 566 509 431
1994'I.........- ....... .9............... 03 347 267 365 531 501 965 568 592 424
1595 ................................ 5D9 339 264 239 537 497 956 572 496 934
1956m...........-... ................ 501 340 267 359 532 496 095 578 594 491
1957'............................... . 996o 343 292 359 592 561 565 561 506 459
1699I......... ................. ... 529 353 299 369 591 523 076 597 551 405
IN9' . . ...... ............ 7 397 392 39 99 53 571 696 15 419

2D000.........................'...... . 9541 376 310 492 569 541 571 619 957 430
3001 .......... .......... .......... . 9$47 377 358 400 579 547 594 627 972 417
302D2................................ . 596 395 310 404 597 558 600 632 992 452
2003' . ..........................- 507 391 307 398 600 Sol 666 635 657 44
3004' ....................... ... . 573 371 293 391 159 Sol 699 6239 615 470

See Knots. 09 01 of D.
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Table 12 Median -go wg d sa nlary wadr-em io constnt (2064) daa by ao sod ago.
1970.2064 annual aega - Connod

ITol. 1 r 161024ye5s lystsot ooeYealanduw 905051 nd...i..... T_
aver Total 150o1002602bZ o 5o34~ 35 1c445*lo5410SS6 lo 6465 er._ year. yea y_ yea year s d cW

MEN

1903410801 ...... .. ... .. ... ....
.9572 . ....... ....... ..

15a4
'005

1502

1987

'34 .. ....... ...'9U5

:w.'
s994

'07k

. .. ........... ..................... .... ............

20 .... ......... .....................-................

2001 ....
2002 .
2003'.
200C

WO1MEN'S EARNINGS
AS PERCENT OF MEWS 2

19!00

.S84 . .................... ..................

.9 5 .. ....... .... .... .................. .........
'58:

so'

1939

991
1092
1953
1091

1995 -........ .1904'

1957 ..... .. ............ .... .............. ......'

'9991

2001
2002
2003
2004 .

$703

679
674
662
651
670
601
600
690
609
606

675
607
001
657
6SW
003
668
679
692
701

702
715
713
713
713

625

643
645
655
656
670
632
603
699
701
701

71.9
743
756
77.1
764
754
750
745
763
765

770
764
770
795
003

$473

452
433
421
401
430
403
405
400
401
335

395
336
374
371
371
373

36S
372
36
404

411
416
411

409
400

0373

351
333
318
302
302
306
305
311
314
300

305
206
200
204
288
301
301
300
326
330

336
340
3M3
320
310

705 05s2

80.1 09 5
82 6 910
093 920
68.6 94.1
87.9 9Z7

875 g00

68.1 070!
900 a90
g07 940

90.1 910
93.3 03 5
S4.0 939
945 930
937 92 7

02.4 8809
9Z1 91.4
91.3 00 5
910 913

92.0 92.3
90.2 90 3
93 7 94.5
93.3 93.2
93.7 92.2

$000

43e
471
450
434
433
433
434
437
420
427

410
408
392
390
337
339
3a5
397
413
430

433
436
430
423
417

765

7a0
807
025
055
553
595

077
S00
901

902
935
042
956
945
922
92.
906
004
90.5

020
919
939

093

0757

736
737
738
731
731
742
761
759
740
735

710
700
707
710
727
724
719
732
740
757

760
700
760
704
762

62.1

027
627
64.7
650
670
069
687
a7.3
00.7
70.2

721
740
740
74.7
731
727
741
70.1
759
744

74.5
753
776
705
707

$712

602
674
670
607
661
659
061
M5l

645
630

S30
630
615
612
604
603
590
605
650
654

630
659
650
645
050

67.4

604
70.4
721
733
74.0
751
76.2
766
77.7
704

79.2
009
020
82
029
024
037
020
83
$1.5

025
033
04.4
070
87.0

SS09

797
760
790
795
815
015
820
all
793
790

706
770
767
767
779
706
750
760
754
796

790
004
790
796
004

0014

795
706
704
790
$13

019
032

042

636

830
239

636
041
.46

043
837
03
647
065

046

603
840

007

$753

74,
740
747
740
760
703

707
70
780
706

765
762
763
754
760
767
770
705

003

023

800
012
642
849
043

5 3 56. 0 0

5834 56.9 59 4
5.9 560 009
612 60 1 61.3
61 0053 610
01.0 00.4 61 4
031 597 609
64.0 610 610

66.1 62.3 62.2
604 61 6 62.4
60.1 62 7 63.9

69.7 63 8 63.7
708 640 6484

71.9 6505 64.9
73 0 07.3 674
72 5 67.1 658
72.7 670 64.8
737 680 654
74 0 0904 64 7
73 5 70.5 6002
717 70.1 6708

71.5 73.2 6902
720 735 705
75.2 745 715

76 2 730 72 6
75.6 73 5 73 8

3520

496
523
562

565
615
000
604
603
579

505
632
591

556
543
572
530
550
533

573
603
612

620
641

770

765
708
704
057

680
714

68.7
700
743

745
004
70.1
74 1
7603
700
700
77.1
7Z6
70.7

751
001
730
712
746

75Th. coeypebioly ohisf 61 10000WV50o1 95 1 00rp i1ee 10dat 7 4 ThM figures ar p cornputtd 0u ng 18 11d .40 and tey
a -t u sy s vedntloi3 a Iv -onclua gesa, i 3eh Cone's diffo, Oghtly lot' PerWeot -ospeol 0000 tnre rounded endans

Populuoi.n Survey (CPS). Fot an ealPana5ion soe Me EpOnartlol di0p051ed in 10h t0tle.
Not's and EsULlv-1es of Error s.esio of 01 Febtuary 2005 and NOTE9 T1. C.-oueter P? 0,deo arh saves using clre's
sussaquerrl 00400 of Erployenl a-d EriTnqs. a o l 6LS retoots (CPI.LlRS) is u~ed 10 -ove? coneM 001hrs 10 -onstanl
petcal doar Soe Teotnic l Now

-
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TV. 13. NadL" oo weedy - --V. of bein w and .1y -km e.eunt (2004) doll. by seno. 'e.xand W 0or L-tino
oIdty, 1979-4 --nn

Yams | T65;11 , r | nd non B6 A -e 9 | d .1

BOTH SEXES

1979 ,.. .51 . Swl 5479 U N400

190 ........ .. 558 503 481 _ 454
1001 _ ._ . 563 570 466 _ 442
1982 ............................ . . .. . .. 566 562 450 45D
19t3 ._ 563 575 470 _ 449
1924 . .. . 564 502 466 _ 449
1965 .. . . 576 595 465 4 452
1,06' _ , _ 590 61D 479 _ 458
1987 . . . _ 595 610 479 4 453
19m ... 591 005 482 _ 445
1989 . . 587 602 470 _ 438

1990' _ 570 594 462 425
1091 , _ 576 599 471 423
1992 __ _ _ _ 565 604 470 424
1903 _ .. ,,, . _. 50 611 475 - 426
19941 . _ 509 610 460 40_
1995 590 6D9 471 405
199 . 566 06 464 4 406
19971 591 609 469 4 412
1900 ... 605 631 493 _ 429
1 .90' . .. 622 849 504 - 432

2000 . . _ 31 547 520 0674 43B
2001 ... . 636 651 524 62 445
2002 639 655 523 691 445
2003' ._ _ 636 653 52B 712 452
2004' _ 63B 057 525 700 456

WOMEN

1979 . 439 444 406 - 379

1980 439 440 402 _ 374
1081 435 43B 409 _ 377
1982 __ 447 453 407 _ #,
'983 , _ 453 45B 417 _ 306
'954 . . _ . _ , 45B 464 417 _ 36
1985 _. . 465 471 423 _ 304
906' .. .. 478 464 434 _ 397
967 , . . . 462 409 438 _ 399

1900 ....... 40 4I 442 _ 390
1949 0 _ 482 491 443 _ 396

1.00.0 . 46 496 432 _ 390
1901 . .... *496 505 437 _ 395
1002 0 501 510 442 _ 398
103 ... ,..500 5.6 44 _ 402
19941 0 503 514 437 _ 304
7995 . . 500 515 437 _ 376
19906 501 513 435 _ 379

0997' 0 ,, ., , ._ 506 521 440 _ 373
1990' 528 541 462 _ 390
1509'1 _,,, ........ 537 543 403 - 394

2000' _ ,, _. _ _, . 541 X0 471 509 402
2001 ..... 547 557 485 001 415
2002 __ 556 575 497 595 417
2993' .. 0 ,, ,, , 567 503 504 614 421
20041 ... 573 54 505 613 419

See fmoto0,s ax nod of Ubf57

l
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TON.e 13. Media .a-l wes5y erigie lu - gs su ad salny w-rker In costant (2004) dollar by sa .. raead Hipanic Or Lathan,
eth-icay. 1979.2004 annua avnge - ConlaUed

Y.. a_____ ____ I Toal 6 - I 1. ,A 6i. 4. HPa

MEN

1579 ......... . ..... .. ........... 3703 0719 S5W S529

155 .. _ _ -.......... . ..... 679 695 53W 505
19V '... . 674 69' 533 499
1952 . .... ............. . 642 703 521 -503
:993 ..... 95.. . ...................... 6 1 697 528 493
'05. .678 693 524 - 496
957 681 699 515 495
'10 695 713 524 - 492

:207 905 716 519 - 487
'gas ..... 89 713 933 -472
1959 ............. 8 . S 759 512 -463

......... ........... 6T5 693 956 - 44
........................ .I . 667 694 507 -427

:552 ...... .9.5..... ... .......... 6 1 678 502 - 4 7
1993i................. wo .......... 657 87495D4 -445
1994 ................ . ......- 656 690 545 433
1955 ................. .......... 6083689 540 430
1956 ........ .......... 688 698 493- 426
1997' . ...... 679 699 507 -436

1959' ~~~~ ~~~~ ~~~~ ~ ~ ~~~~~~692 711 4 3
1995' ........ ........... . ...... 701 724 9554 - 460

2050' . ....................... 702 729 559 5751 457
2951 -.................. ......... 715 726 565 782 470
2002 ....... ....... ............... ....... 713 737 55D 794 474
20031 _... ... ............ ......... 7`13 734 569 793 476
2004' . ................... ..- ..... 713 732 069 802 480

WOMEN'S EARNINGS
AS PERCENT OF MEN'S 

2

1879 .... ................. ................ 625 81 774 3 -71

1955 ...... ............ ................... 64.3 635 75.8 73.6
1991 ~...... ..... ..... ... ..... I 64.5 631 76.7 -756
1952 _ ............................... 65.5 664 4790 -75.7
1953 . ... ................... . 6 6865.7 7859 -78.3
1984 6 .......... .. .... ... 7.8 87.0 79.6 -77.8
195.5.5 ....... .......... 68.2 674 82.8- 77.7
1986 ............ . ... .... ..... .... 69.3 675 5827 50957
19 57 .. ............ 8_....... 9.9 69.2 8464 - 31
1955 ........... ...... . ...... ........ 70.1 885 830 -848
1999 ........ . ... .............. 70.1 693 28.5 - 5,6

1990 ... .......... .. 719 71.5 85.5 -87.6
1951........... .. 74.3 73.7 6,1 -9055
1992 . .... ... ...... ..... 758 7532 8 1 -991
19935...................... 77.1 76.5 88.8- 95 4
1994' 79 4 74 5 "I85 - 098
19955 ......... 75 4 73 2 893 - 873
1996 759.......... .. i 739' 881 -8990
1997: ................... ,," , -," 74.5 748 898. a 83
:959',.......... ..... ...... - 76.3 7691 954 - 985
19991 ...... ................. ............ 76.5 75.7 93.7 - $557

2500. ........ 77 0 75 8 54.2 79.9 110
2551 ...... 78 4 7586 855 76 9 12
2002 77:9 785 9054 749 ea31
209, 79.5 79.4 9884 77 5 el53
7540, 80.3 7998 89.9 70 4 67.,

T.,. so'naa:ab' oflso 51 h.Ilbitfe 5419145tee 511f962959 5'0..p D99, istude- P io: 02023, pmssns 04p5:13159 010 tWa
yis 1,159 ho815: -n150'9sam SIC 51235,4c76505 Iret, Cu::et 30, '95-9 me'1 :50 it2 'n g'1554 Ltyoe: 41st 01s 455:0 15911

,.745 9:2 E5:145. II Errol 680551 05 Ml 7951, 2, 005 911 798fl9 0' 921411 P9159116 h115 11C1. S 4951ieda
sjts-e,!'. 95411 o' Srpfoymeolt *7d Sarms a rnnClyf SLS 12i558159, La3,c may Se 51 any .45 and. 51.1e 8a11 C59ssir.. by
76-15524 e -615

1
98D Ds9b 3. :9 Oat. los 2055--z an tr15g5190'

T,..01 fi55'1 811 d1p~.I9 5845g ii1r0dea am091 99 y14 Awlan aId Pat.cIladr St.,IN Mn 2303. Asians -95351511
f~:sgl-y1: 76:59113 -Wpi.e2 usin the roned111,8,s 51p4,ale taeg'y. For more nlomaoo. se lMe Espla-talyt No:..

o sla, e :1,slame an.,Od 55115- 90f5E0 sebon of Smply-en cnn E--o Dale I.,
0.1,:v noa.alale A-i' #1le lt IWtet mt 195993:25000 The Consue:PSSO 1095a

Soo~iN' ui 2030. esfaes5, 11 Coce' 810679 1091915 84145 -515 Cl.'t61Iods (CP;.L-RS) o used to tn6
'WI's 14 5 lny Annenan 895 AVian 05421 911155s *5 5-1912 -15,1 15 -t11 du.. S". Teontisa '015
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T&bl 14, Mtt t suadb *i of f.M-r -p -d -yken 2S y3d V4 in ~tat (2004) ddU tby ".
-d 4d-dw1 1979-04 -tW ta

SMT SeEXS

19s9 .. .. ... .......... ........................ ....

1984

1987 .. .........
1988 ..........
1989 .. ...... ... ..... ..... . ..

1994 .......... .

l9wl.-............ .. ............................

20 0 .. ......... -............ .

WOMIEN

*seo .......... .......................................

1s83 ............................................. ..... .

*ses ........... .................. ................. .

19W

1991

199t3 _. ... .. .. ...

19943 ..............

19959 ..............- .....
I9 9 8 .. ... ... . .... .. .......

19 93 . .. .. . .. .... . . .
M3 .. ..... .. .... .. .... .. ... .

23D 3i ... .. ....... .......

20CD03._ .......

.-

12s

e12

E18

US6
634

643

641

635

E2D

629

&V2

632

632

630

U~S

624

634

6e2

671

687

672

67n

6e3

470

462
462

481

490

496

5 1
5l4

5 6

518
524

527

534

531

527

532
542
561

563

597

5339

S5De
482

475
404
4ED
456
452
457
451
442
437

425
411e
410

404
3e7

381

37G
390
393

396
40S
408

40a

36e

355
317
345

3wD
346
33S
3,41
341
338
340

337
338
337
32D
324
322
32.2

327
329

334

33
3341

SEg,
sla

568

SE3

565d
566

564
552

541
537
532

531'
532
532
541

566

562
s5e

S679

659
643
657
653
661
668
6Tt
669

66D
665

667
E62
&19
636
62
65
621
625
64E
Ese

653
659

SW3
656
661

se2s

aae
ED7
819
43D

S40
947
aw3
896
ese
$95

:95
901
9is

920
925
92D
Dn9

914
9sD
975

977
983
s5e
gag
gas

446 5w3 m3

435 SD1 :29

431 Sw 631

442 51, 649
443 51, 663

448 SZ7 67S

448 531 69

455 542 717

45' 552 740

457 552 7"4
448 557 7a8

4 554 75,

4 537 783

4 543 786

443 53,3 799

439 525 793

438 529 788

444 535 7es

458 561 dSI

459 554 83:

481 554 829

472 sss WS9

431 571 850
az 575 &5A

488 577 SW

S-e f-mm w ew C w*
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Tabl 14 Mdian Wnol unekly Aigs f f.zll- wag and salay woke 25 Y- d W- in- sta (2004) doll by a
and eductional -a ra-t. 1973-II24 annual e-age -Confianed

T o nh Baa I = I Kdebs , aa
Veotuesar i Tolat L~s1'a HglimOd wqwcllgeo

I 5erad t~slol gaae.8 ~ doe IM reohm.,
2

_

179 ....... 7.................... 5757 9600 5743 0794 S954

19W0 .......................... 736 00 710 m77 s2T
19Wl . ......................... 737 567 707 771 943
1902 ........ .................. 730 549 700 770 942
1963 . ... ............ 731 542 697 760 932
1984-. ...... ................. 731 533 090 771 972
19 S 9 .......................... 742 520 602 790 913
198

9 7 1 52
8
0 68 4 7 9

8 
1.0 1
3

1987... 759 515 672 79D 1.038
199 . . 748 510 670 772 1.042
1989 .......................... 735 509 662 700 1.037

i ..o ........................... 71 480 043 761 1.039
191 .. ........................ 708 473 030 702 1.034
1992 ...... 7......... ........ 7 483 031 732 1.044
1993 715.45...........................4 2 730 1.037

i994 ........... .......... 727 432 026 740 1.042
1995 ............... 2............I 7 427 625 7534 l.08
199$ ................ .......... 719 42 6019 724 1.048
¶9973 ..... ............... 722 429 a20 729 1.052
19903 ............ ..._ ......... 740 44.4 947 745 1.0917

20003 ....................... 757 447 04s 7n3 1.119
2001 ........ ................ 709 447 90 7172 1.129
2002 ......... ................. 769 443 064 769 1.145
20033 ....... 7..................... 74 4"1 45 709 1.161
2zo43 ................. ......... 702 446 645 761 1.143

WOIEN-s EARNINGS
AS PERCENT OF MEWS '

1979....... ...... ..... ......... 21 60.2 60 0 0 4.0 6609

19090 . . .............. 627 01.3 013 640 67.9
1991 .................... . 0 627 61.1 610 60.6 06 9
19 92 ................ 7......0.. ... ............ . 62.0 631 66.7 M .9
1993 ...... ........... ......... 65 064.6 035 0s01 71.1
1904 --....... 67.0 64.9 04.9 60 4 60.5
1995 . . . 05...... 669 64A 65 7 67.2 70.2
1903 0 . . ..... 66.7 64.7 e6.6 67.9 7006
1987 . - ................. . 0 673 06 1 68.0 69.9 71.3
1988 ....................... 7..... .. ........ . 6 .4 68.3 71.5 7i.4
189 . . . 70.2 60.0 6706 73.3 71.9

1 W0 .......................... 72. 72.2
1991 73...................5....... 74.0 715 699 n26 73
1992 _ 74.6 72 70 3 734 75.0
1993... ....................... 74.7 73.8 71.3 73.7 75.9
19943 .......................... 73.1 74.9 700a 72.0 7607
1995 .......................... .7 754 702 710s 782
1996 .. ........................ 74.1 75.2 7057 73.1 75.2
1097 .... 7.0.................. 75.1 75.2 7008 73.0 75 0
19931 75.9 737 70 9 74.0 75.3
igaow ........... ............... 744 73.5 so 8 73.5 75.7

20003 ......... ................. 74.5 74.9 712 73 1 74.1
2001 ... ...................... 753 75.4 72.7 71.9 73.7
2002 ................. ........ 770 77.1 74 3 74 3 74.2
20033 78.5 76.7 75 6 75.7 73 6
20043 ........... .......... 78.7 74.9 75.6 75.5 75.2

¶ lodes pers oih alhgh shdon dlota or ebt Epiyov-nen Ord E-inv. a nmicoos LS Pedndl
ades Cen5 orlt a oblcn 2.* easer. pm s l. Those gporeae - r0t0 usng Ontr dd eled-ns awd

and d.or deee may differ oligh
0

y Inn penents compited reing m0 rounded
Tile cotoparbltry oR hitortlel labor lorre d4a8 has been medians dpayed ithis tble

affteted 01 -ucoes We"s by o ftlogicI tnd cnptu NOTE The C -ater Pnce Ideu tiosearctt 10 rsing
bwange t thil Caot Poplain Sry (CPS) Fot an 65 t 1methods (CPIJFMS) i. mod 8 conned- cment dogs. t

Optatlaoo. san the Etpl-a0 y Notes ad sEtnlatas of Em, rconstant dntars. See Te.tnical Nrte
Softro o Ore Felr; 2005 and absq-ant iea 01
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T0469 eS 815 Hen060007s400ngs01f 6le ,od y Bode s pa0d0ho0dy in cog Em Awn by and 9W 6 .004

-host 1 6] 151022 Yell 1 2SY6Wooiooo.V-Id-I . .- * -y_ _

_ _ _ _ _ _ _ _ _ _ _ _ _ _ _ I JS I Z I Z ! L I ~ I ~Ie - nd Y.-"t_ I==I~F :

1060 ....... 104 80 700 9.32 1206 022 0251 1229 1172 ;TS

1901 ~~~~~ ~~~~ ~ ~~~~10:24 760 712 910 0090 I2II I23 109 00.5 7 70

l5& . 1020 73~~~~~~~~~~~~~~~.0 650 '4 19 010 14 12.12 110.4 7 92
080.0 10~~ ~~~~~ ~~~~~10 720 033 83 10 007 .;2 1224-3 1227 01 47 003
1975 ~~~~~ ~~~~ ~~~~~0002 7.125 0.17 B.63 10t2 00.65 02571 1237 11.00 700

001 10 22 72Z7 6.12 034 0150 1003 0283 02 70 110 000 l
10303 7.31 6.07 63 1107; 0145 Il 1203 022 1100o a05
l033 73 IS 19 027 106 012 25 120 014Ii9 a00
00.30 7.29 622 033 11.70 1120I 1200 12,40 11 52 101

0990' 10.16 7.20 6 30 a31 11 40 10-10 1238 12.35 11 26 608
0991 . 10 17 704. 036 61 104 1069 1242 023 11 09 80
0002 005 70020 25 97 I 1053 1079 123 12750 1121 6012
0993_ .. 11 7.0 60 03 105 0000 1238 0270 1147 24
00941 10 12 7010 620 000 000 005I 12 52 122 10I39 80
1995 10.07 706 620 792 0154 10:74 1238 1249 113 820

0995 ~~~~~ ~~~~ ~~~~~1008 7.12 6 21 o I04 0154 104 131 020 027 803

095 00 20 723 647 612 115 I06I 11 129 114 600
190 1213 7:63 601 6 1173 I 010 0208 122 1108u I508

0993 10532 7681 090 079 100 1133 1250 1200 1076 674

2000 ........ 10006 704 7013 6005 11.93 010 124 1296 100 00788
2001 100 0 21 7 21 6 2.0 0138 127 129 1214 91
2002 . 100 020 72S 600 02:43 105.313 1200 1 30 12,45 9:52
2003 ......... 11a01 0 0 1 23 115 17 133 0251 94

2004 ......... 00 008 700 678a 12.23 11 37 0219 0323 0238 902

WOMEN

099......... .. . 974 770 7.32 8419 9 41 976 908 920 507 753

~190 .. 6...0. 7510 68 ~ 025 922 906 I 932 19 I8 110
097 .6.00...... .......... s 7 37 7.00 6014 9.33 07 49 93 000 039

051 654 ~~~7010 6 67 7817 0143 9 74 93 82 0
030 600~~~~~~~~~~~~~~' 60 48641 7.7 962 900 90 I3 914 150

19,. 61 01 02 75 5 9 71 07 53 94 05
0960 862....673 .. 806 1.00 9062 7 1 6000 91 14

..9..6... 079 6 77 6 02 7.77 900 9080 100 9 87 947 700
0087 89 62 9 7.70 961 078 020 999 1 900 7

1002 5~~ ~~~~~ ~~~~~~~91 6 01 77 800 977 103 .102 93 70

0500 900 091 69 70 999 98 140 107 620 757

0901m! 9 04 0 95 6012 7083 9 93 362 1030 1000 9 45 7 65
1000 . . 905 689 ~~~~ ~~~~ ~~~~ ~ ~~~ ~~63 773 905 974 1048 1031 942 70SO

102 . ....... 909 66 620 763 0011 98 0053 1048 851 'SI
193.. '9a 679 610 709 004 980 10051 10 54 9 74 007
0994'...... 9 13 073 6011 750 101 963 0:50 100 00 7 WS
0090 9019 61 77 09 7 52 1004 9 76 10 64 10.76 970 05
1996 ... 9.26 662 0112 7:52 190. 0008 10067 107 900 000
0997 933 700 637 7,70 0020 844 10.75 1004 9 76 0 02

0908 9~~ ~~~~~ ~~~~~ ~~~54 7.23 870 800 100 119 119 1033 10 20 535
10999 901 7050 0,79 818a 10,62 1033 110 11 34 005 052

2000 9594 7008 69 653a 1085 1062 Ov0 I16 0079 8,62
2000 I 102 7.73 7.06 053 1099 I06 14 158 00 69
2002. 15:38 782 7 14 62 11 I063 015 11,74 003 917

2003 1020. .. 779 1 03 840 0030 029 0147 01 11 .3I4 900
2004 10017 7 71 080 033 122 0002 0040 100 07 0

000 '0101008- 4 000
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T h b * 1 5 .Md d ~9o ~ 1 oe sdnu7nsi odn ,0}dlAttae17w94an4

avM-Conend

MEN

19 9 .... .. hh.........

I981 ... ...... . ..
19!2 . ...........................................
Igm ........ ...........
I 984 ...... ............. ......

Im c -- ..............................
Isas . .......
I987 ...... ....... ...............

I290, ............. ..... .. ........
m l9 ....................... .............................

1922 ... .......... ......... ...

19951.

l95......................

'99 1 ,....... .. .... ..... ............ ...............

I999, : ......... ... ....-.. .... ........

DOfl . ....... ..... ........... .. .... .......... ..

2002 . ... . .

Zo031 .
2DO4' .... ..... ...........

WOMEW"S EARNING
AS PDERCENT OF MFN'S 2

1979 ... .. .. .. .... .... ..... .. ....

l9ow .. ............................
I981. ...........................
1982 . ..........
'19 3 . ......... ..... .. ... ...............

1985 .. . ...- . .. .......I.... ........

1967 .................. ..............
ts37 .. . .. .............. ...

*ses1 ......... ...........I.....

I99o2 ................................................
1993 -- ............ ............. ... ....

192. ... ........... .....
1990 .. ........ ... .... .. .. . .... ....
199741 ... .......-................... .....

tIN S . .......
1997 . ~~~~~~~~~..................

20011 ..........I............ ...................

$7.71

7 3.
7.25
1117
6S1

645
631

6.30
:.38

647

as2
s43

634
6.2B
63D
635

6.31
SSO

7.02

7.zs

7 21d

7.15

9..Q

s3.t
s6.e
97.i

966

Ds
93.
94.4

93.4

9 .6
97.

972
7 0
96.9

ff.6

967

95 ea

967

5.9

s11-21 1S16 1s
s.5.04

.14

I3 94
l366

121
I26

lZ40
I2.i2
II 91
1172

11. 6

164

1 1.14

12.0

I2 35

120

642

66 7
57.
70.
71.1
72 4
7 .1
7 4,
7 .7
78 1

79.
80.^

93.7

it3 7

E3.1

86 I

sa.3

ass
85l

87.
asB.3

SP.43

&.92
S.55
a.21

7go
7'.:2

7.90

,.3
762

7.64
7.56
7 46

7.42
7.45
7. 1
7 58

8.01

ad

a.3

B:t6

821

81.7

84.1

87.1S

s60
85.7

8590

$9.
90

9l0
9l2

90 3
92.7

90

szo

.3.2

939

$17.1S | $17.13 | S15,89 I SS 6$3.64

12.85
i.46
'2.34
'22
'250
'2.

11.92

11,014

11 31
'I38
11 43

II70

12.03

~221
2C02

64.0

64 9
652

65
694
7D.
7 .3
7 0

T79,

7'6

80 4

$0.5

83.9
85.
85.
US:
54

i0eg
.16

:61
909
at95
n.7s
it94
904
aso
a87

S5B

645
.25

817

sa4

a40

9l

g12O

9.5
9.72

924
907

75A

61ea
4 4
545

7.3
864

M02

9l6

91 1
so,

$9,.
B9A1

:1.1

15.15

'4 97

1 0
^X 4

14.59
14 29

l3 2a
I3 l1

13.Z
12 94
I3 04
13 58
13A2

134
1.75
13.7
I36

3.74

58d3

see
60.3
Z22

61.
7a:

646

11 3
68.7
69.9

71.
73 6
7S.1
" 3
782
762
783
7aG
77.
79.4

808
792

82.1

81.7

16.47

le 44
16 45
le 07

15,es
15.59

15.07
14s

14.6'5

14 29
14.1

l44

14 41
l4A8

I4 51
^.60

55.8

s7 a
57 2
57.
590
60 3
el .
e2.3

67.0

63 7
70 4
733

73^
73 4

74.7
756
77 4
76.9

76.3
75 0
78se
79.0
75 4

164.
16 7e

6. 70

16.2zs
'a 42

15.6
'S.a
'S.6

.8

5 52

s5 13

1511

54.1

5A4 14

565 7

56.
57.8
59 1

6435

57-3

760
5721

72.4
75.0
7Z$

73.2
76.2
77 6
MO0
79.1

is6

I51,

15~74

1s5

1.72

.4 2

13 ss

l412
13.9

370
l338
13 85

'4.oS

13 12
14.0

14.54

57.0

56 2

58 0
59.
60.4
so 3
:2.1

2ZS
63.A

i652
aso0
694
69 0
70.7
71 .
7Z4
70.5
72.4
78.4

76 8
80:2
so.
78X
Ts.

8.38
385

a.5,
S37

a47
a49

a89

853
t65
as3d
845

8 93

l0 27

67 7

89 3

58 1

87 e
89.l

Beg3

e72

89,6
92 6
92 5
92 2
94 0
94.1

9.11

954

sA6
890
2DA2
92 5

rIw Th.! SY iWt of N.ii ta. f..o dtat h- b- ff- . .5hd ai- Wn ~ -P crn*d -V9 a w W- ftta~y d h ft

EW f E- - of th.a bl.W 20l M , nd .°1i>i CCMaRS to .. W -" -. 1en ddWr. 1. ontant Sd~n. ¢

Th ives .r cond .in9 .Iftund .udon. ..d n-y d;7r t f.
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T1M8611 4Oo r 0 4104644941,4141 oOhoy 4860011828)48 y .ro.odHonoo
Lalmfl OlnhCd,l 1979.2004-. .I,10440

Yoor od - m
TolL16,a, [ 06 11 r900-r884~o

1979 .. .. .. ................ ......... $010 2 $10.80 9992 - 9005

1980 ................ ......... ...... 10.49 10 69 9 66 -9.69
198 1024 10.31 9.75 .- 996

1982 ~~~~~ ~~~~~ ~~~~ ~ ~ ~~10613 10.26 9.50 -9.40
177<3 . ~~~~~ ~~~~~ ~~~~ ~ ~~10,08 10 21 9.27 -9,17

192.1.............. 10.10 19 22 9.30 -9 14
1936 10912 19 24 9,23 -919a
19a60 19.22 10.34 9956 -931
1997 . 10930 10 45 9954 -927
1988 ...... 10.32 10 40 9 4 9 14
1989. ........ 10930 10 43 940 8.95

19901 .... .................... t 19 10 30 89 6 982
1991 .... ........... 10 17 10.31 9.48 a 878
1942 . .............. --...... 1020 10233 9332 678
1993 - 1 ...... 1....... .. 1014 1027T 9 25 980
1994' ... . ............... 10.12 10,24 9.21 8,75
1995.. . . ... ...... 70 07 10.25 945 8864
1990 .... . .......... 70 08 10 29 6:31 8 61

..71 1. . . .......... 028 1044 9 41 69
19986' ..... .. ..... ...-..... . 1090, 1068 8 72 -919
190 10........... o82 1105 104 91

2000' - .......... .................... 10896 1092 1 24 917.04 9 30
2001 . .. ..... - 1087 10,94 10.44 17,47 867
2002 .10 119 10 43 108Be 9069
28031 ... ..... 11,:14 I'-1129 t 142 11011 10902
2004' 1100O 1 113 10.19 1110o 681

WOMEN

1979 ........... . ............ 874 75 a ST - 8,31

1980 --........ ....... ............. 08 0 051 644 -8.22
10 l81 .... .................... 858 8902 8934 a 16
1982 - .. .......................... . 8 64 8.60 043 -8,14
1,983 .................. 06 8.66 8 0-797
1904 ..... 0...... . ...... 861 863 849 a007
1965 .0.........8 2 863 8946 -8.10
19051 ..... 9. .79 092 8952 -8.24
I1947 1 . 9.. ........ ........ 891 0.94 8667 8.14
1999 ..... .. .. ............. 8 97 9.01 063 - 81I
19899 . . ........... ...... . 8900 9 03 8A68 0.1

1990' ,.._............. .. _ 9 04 9 08 0.70 .819
1991 ....... . ........ 9.19 977T 889 811I
1992. ........... 7.9 9.24 8677 - 9 6
1993 . . . . .... . ..91822 a 808 0.14
1984 919 90::7 8.0 09
ia95 .......... 9.19 030 78 7- 014
I93 - . ............. 9328 9 30 804 812
1437 ..-............ 9.33 9.40 881 - 8.0
1998, ................- ......... . 954 9,66 9-10 8.3
1990' ... . ......... ...... ....... .. ...... 9.81 991 9.23 8 47

2000, 9 94 9897 971 1072 8066
'001 10 28 10 39 9.77 10.74 8054

107<3 .. 10~~~~~~~~~~~~~~~~~~~I30 104 93 108 87
2093' ..... .......... 10235 1030 101. 7 70 97 9 2
2004' i ........ .... . 10 17 10 21 993 10057 9 04

See 701894 end 0114'
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L.8988 Withidty. 1979-2004 ...a mr-ges- Caomsed

laknAtrlIT r '-i .Year .08 ceIotl 16 yer 95t 4rencn As Lafio

1979 ............... ....... 0138 84 13.98 01180 - 11057

1980 .......-........................ ....... 13.24 13-53 11.28 10.93
19 81......- ~ ........ 13.05 13.34 11-54 10.67
198.2 ......... 12 83 13.09 11.21- 10.75
1983 ........ ........ ...... ...... 12.46 1273 73 3M M 10.47
1984 ...... . 12.34 12.58 10.67- 10 48
1905 . ............................ . 1230 1272 10-31 10 18
19061. .. .. ....... 12.50 129a2 1092 -10 29

196 1237 12903 1073 - 10 14
19088 ....... 12.15 12 37 1098 6 9.99
1989 ....... ................... 11.92 1220 10.42 - 9 81

,O l - ..... . ............ - 11.61 1201 10.35 9.47
1991 ....... .......... -- ................... 11.64 11.90 1828 -93
1992 .............- -..... 1140 11.74 10.07 -923
1843i. . ............- ..... ......... 11,42 11609 9.00 9.19
1994' - ...............--.. ........ ...- 11.36 11.62 10 00 -9.09
1995 - ..................-......... 11.38 11846 100as8 990
11996 ... ............ 11.43 11.75 9.82 -9.15
1997. .. ................ . 11.09 11.10 10.19 - 9.29
f99 ........ ...9.................

1
... 

11 8
6

5 1 1. 79 10 .53 - 9.53

19991 - I - - .............. 11,70 12.05 11.09 - 9.79

20001...... ........ . . . 11 85 12.01 10894 011.83 9091
2001. . . .... 12,08 12.39 10996 12.84 10 32
2002. 12323 13.4$ 10.70 11998 10 42
2003' . ...... 1......221 12.30 11.10 12.21 10,30
2004 ... .......'..... 12.02 1216 10.80 11.99 10.02

WOMEIFS EARNINGIS
AS PERCENT OF MEWS 

2

1919 ..... ......... ............ 84.0 62.8 72.6 - 7198

19000 ....................................... 04.9 636 7M0O 75 2
901 ................. I, ........ . 65.2 63.9 722 - 704

1902 ................................... . 673 66-1 753- 75.7
1983............. .......... 0995 081 79-3 -761
1994 8..............9...... 8 6886 79.2 -77.1
1985i...........I ..........- 1- -....... 70.1 67,8 820 -785
1006 ....'...... .......................... 70.3 988 7868 - 59
1997 - . ................ ..... 72.0 7008 80.2 8023
1999 ....... ............. ....... 73.9 72-8 999 - 1.2
1980.................... 7506 741 03.2 - 3 1

19901-....7......... 9... M 75.6 84.5 so I8
1991 ................ .................... 70.6 76.7888 . 9999
1843........... . 99... 02 787 97.2 -88 4
1093 .......- - -- 80 4 78.9 89.6 .- 997
19941 ........ ..... ....... 8W 79.7 07.5 896 3
1993 ......... 9.......6. 78.4 07.3 -999
1996 ................... ............ 01-2 798 9 0 8890sa
1997 .......-........... 909 80.3 87.5 -083
1998' ........... 1............9... .. 81.8 0198.9- 87.5
18991 ............................ : 83.8 023 83.2 - 08.7

2000' 8........... ...................... 3.9 030 99 7 90.8 87.4
2001............ .................... 5i 01 39 999 90.0 85.7
2002I.6" . ......... ,5 0 038 92~3 917 86.1
2003'.6.... ............... 46 8 CI 9161 8998 005
2004' ............-..................... 946 84 0 01.3 8908 9092

The PcomtaraitY of rusloncal laber force data hf8 been 018.4.d at op ar not inclodec. pr_. In 2003 peime.s~w 01,0809le, ls
la1100 times by mto~do10iogc ad MCencotal changes ih the Cu-len 71810 ISicue n15 10 dnie s1." mar r.o,
PopPlaral Survy (CPS), For an enpjanason. be the ErDlan-.lor EOmuis It r wre racfe grup tol g..p chrn id000fe because l-la a- o
001.5 soc Estimth"It nl Elro secuoc 01 the Februry 2005 and Ple-ened lot cIJ rac- Per.-o whote ethnicily 8. delifilhd 95

Su"aye' 898 Of EmPiOY-rir 808 Esorogs.1 8 MeflIty $1. Hi~pani or Lalino lIn 0801 ao lane ctOt,-. therelore. a'e cleassed by
Tp8100881 -1-dL1 -ddIleiass 8150007 85 011 5by raem 09t0 flo 2D80-02 are for IU. calq-

difersghtly frM- 047801 -O.Wtm 0800 Ore -unded medal,, eaaectgr o m nolrn e~.Eraaou
Disla. 0.15 3' ibie. aobsmtso ro scoio irlyeo n mel~oOl for

NO0E: 9egi-nin in 2003. esImrtose fortheao, rc rus rsac els000cretm~os(P-~-S sue 0 ,crIer.
b -!-.clcko A hra AmerWa, end AlionI includ pero_0,0 Coro dla, -rsalceasSe ehiclNt
sa 9-e o rc osSoly: Pemshnsho seiscrd mer ilac908race
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708.17. Wg , ndwh0 y npldb no 1188 p orb , Kn Fb
197982584 W .n.*-

0188 W0 0918J

T.W 8 A 5580.8 Fd.W

Y-" - .W~~~ 78v P.1880d P48000 P- m .
W889o t. .84 808 Rd 94F84

w8a "l " n8888
9890 028. .ad88

088k88

BOTH SEXES3

187 ..................... - ------ . .... ....... 87.529 58.721 58.1 2.985 3.987 8.912 13.4

=8888 .. - --- -- -. 87 .... .84 51.335 5885 35867 4.688 7.773 12.1
go,1 ....... ............................... sole1 38.88 5886 3.513 4.311 7.824 -1.
882 ....... ........... -..... . 87.388 18.846 542 2.308 4.1.8 8.498 12.8
GM8 ....... ............. ... . .. - . 8838 5183 58.7 2.077 4.288 8.338 122
898 ------ ....... .......... ............ ....... W82.8 54.802 58.7 i.83l 4.135 5.883 180
1885 . . ... .... ..... ............... I 84 .821 55.782 880 1.8389 3.898 5.53 88
1888' ...... ................. .. ..... ... 88.883 57:53 08.4 .588 3.481 5.885 8.8
1887- -............................ 98.3 58.552 8820 1.488 3.229 4.888 7.8
1888 ...................... .. ....... ... 101.487 88.878 85,D 8.318 2.88 32927 8.5
1988- .......- .......... .. ........ ... ............ 103.480 82.3B9 8083 1.372 1.788 3.182 58
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Technical Note

T he estimates in this report were obtained from the Cur-
rent Population Survey (CPS), which provides a wide

range of information on the labor force, employment, and
unemployment The survey is conducted monthly for the
Bureau ofLabor Statistics (BLS) by the U.S Census Bureau
using a national sample of about 60,000 households, with
coverage in all 50 States and the District of Columnbia. The
eartntgs data are collected from one-fourth of the CPS
monthly sample.

Material in this report is in the public domain and, with
appropriate credit, may be used without permission. This
information is available to sensory-unpaired individuals en
request. Voice telephone: (202) 691-5200; Federal Relay
Service: 1400877-8339.

Concepts and definitions
The principal concepts and definitions used in connection
with the earnings data in this report are described below.

Usual weekly earnings. Data are collected on wages and
salaries before taxes and other deductions and include any
overtime pay, commissions, or tips usually received (at the
principal job in the case of multiple jobholders). Self-en-
ployed workers are excluded, regardless of whether their
businesses are incorporated. Prior to 1994, respondents were
asked how much they usually earned per week. Since Janu-
ary 1994, respondents have been asked to identify the easi-
est way for them to report earnings (hourly, weekly, biweekly,
twice monthly, monthly, annually, other) and how much they
usually earn in the reported period. Earnings reported on a
basis other than weekly are convened to a weekly equiva-
lent. The term "usual" is as perceived by the respondent. If
the respondent asks for a definition of usual, interviewers
are instructed to define the term as more than half of the
weeks worked during the past 4 or 5 months.

Medians (and quanriles) of weekly earnings. Most of the
earnings estites shown in this report are medians. The
median (or upper limit of the second quartile) is the amount
that divides a given earnings distribution into two equal
groups, one having earnings above the median, and the other
having earnings below the median. Ten percent of workers
in a given distribution have earnings below the upper limit of
the first decile (90 percent have higher earnings); 25 percent
have earnings below the upper limit of the first quartile (75
percent have higher earings); 75 percent have eamings below
the upper limit of the third quartile (25 percent have higher
earnings); and 90 percent have earsongs below the upper
limit of the rsrth decile (10 percent have higher earnings).

The BLS estimating procedure for determining the me-
dian of an earnings distribution places each reported or cal-

culated weekly earnings value intoa S50-wide interval that is
centered on a mnultiple of S50. The actual value of the median
is etimated through the linear intrpolation of the interval in
which the median lies.

Over-the-year changes in the medians (and quantile
boundaries) for specific groups may not necessarily be con-
sistent with the movements estimated for the overall quantile
boundary. The most commson reasons for this possible
ainonly are:

*There could be a change in the relative weights of the
subgroups. For example, the medians ofboth 16- to 24-year-
olds and those 25 years and older may rise, but ifthe lower
earning 1 6-to-24 age group accounts for a greatly increased
share of the total, the overall median could actually fall

* There could be a large change in the shape of the
distribution of reported earnings, particularly near a quannle
boundary. This could be caused by survey observations
that are clustered at rounded values, forexample, S250, S300,
or S400. An estimate lying in a S50-wide centered interval
containing such a cluster, or "spike," tends to change more
slowly than one in other intervals. For example, medians
measure the central tendency of a multipeaked distribution

.that shifts over time. As the distribution shifts, the median
doesnot necessarily move at the same rate. Specifically, the
median takes relatively more time to move through a fre-
quently reported interval but, once above the upper limit of
such an interval, it can move relatively quickly to the next
frequently reported earnings interval. BLS procedures for
estimating medians (and other quantile boundaries) mitigate
such irregular movements of the measures; however, users
should be cautious of these effects when evaluating short-
term changes in the medians and in ratios of the medians.

Constant dollars. The Consumer Price Index research series
using current methods (CPI-U-RS) is used to convert current
dollars to constant dollars. BLS has made numerous im-
provements to the Consumer Price Index (CPI) over the past
quarter-century. Although these improvements make the
CPI more accurate, historical pnce index series are not ad-
justed to reflect the improvements For a historical series
that measures price change consistently over the entire pe-
riod, the CPI-U-RS provides an estimate of the CPI incorpo-
rating most of the methodological improvements made since
1978 into the entire series. For more information, see "CPI
research series using current methods, 1978-98" by Kenneth
1. Stewartand Stephen B. Reed,MoanthlyLaborReview, June
1999, pp. 29-38; and 'Questions and Answers: Consumer
Price Index Research Series Using Current Methods" on the
Web at vwwbls gov/cpi/cpirsdc htm.
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This report uses the most recent version of tht CPI-U-RS
available at the tinie of production. Users should note, how-
eer, that the CPI-U-RS is subject to periodic revision. As a
result, the rate of inflation incorporated into the constant-
dollar earnings estimates in this repor may differ forn that in
previous reports in this series or in other publications

Wage and salary workers. These are workers who receive
wages, salaries, cottanmssions, tips, payrenttin kind. orpiece
rates. The group itcludes employees in both private and
public sectors but, for purposes of the earnings series, ex-
cludes all self-employed persons, whether or not their busi-
nesses are incorporated.

Full-time workers. Workers who usually work 35 hours or
more per week at their sole or principal job are defused as
working full time for estimates of earuings.

Pant-ime workers. Workernwhoousually work fewerthan 35
hours per week at their sole or principal job are defined as
working pact time for estimates of earings.

Workers paid by the hour Workers who are paid an hourly
wage make up approximately three-fifths of all wage and sal-
aty workers. Workers paid by the hoar are, therefore, in-
cluded in the full- and parn-time worker tables in this report,
along with salaried workers and other workers not paid by
the hour. (Data for workers paid at hourly rates are pre-
sented separately in tables 9 to 11 and 15 to 17.)

Workers paid at or below the Federal minimum wage. The
estinates ofthe nunber of workers with reportedeanings at
or below the Federal mninimmn wage in tables II and 17 per-
tain only to workers who are paid hourly rates. Salaried
workers and other workers who are not paid by the hour are
not included, even though some have earnings that, when
convened to hourly rates, are at orbelow the ntinimum wage.
Consequently, the estimates preseted in this report likely
understate the actual number of workers with hourly earn-
ings at or below the minimum wage. Research has shown,
however, that the degree of understatement is smtall. BUS
does not routinely estimate hourly earnings for workers not
paid by the hoor because of data quality concerns associ-
ated with such an estimation process-

The prevailing Federalminiran wage was 52.90effecive
January 19

7
9, S3.10 effective January 1980,53.35 effective

January 1981, S3.80effectiveApril 1990,S4.25 effectiveApril
1991, 54.75 effective October 1996, and $5.15 effective Sep-
tember 1997.Data for 1990-91 and 1996-97 intable 17 reflect
changes in the numusns wage during those years.

The presence of workers with hourly eartings below the
numnunrn wage does not necessarily indicate iolations of
the Fair Labor Standards Act, as there are cxemptions to the
minimnun wage provisions of the law. In addition, srme work-
ers might have rounded their hourly earnings to the nearest
dollar in response to survey questions. As a result, some
might have been reported with hourly earnings below the
minminn wage when, in fact, they earned the mrtaione wage
or higher. This may be more likely ta occur in yeas during
which the minimum wage level is jst above a whole dollar
value, as has been the case since September 1997 (55.15).

Reliability
Statistics based on the CPS are subject to both sampling and
noosampling error. Wbhn a sample, rather than an entire
population, is surveyed, the sample estinats may differ from
the "true" population vahams they represent. The exact dif-
ference, or sampling error, varies depending on the patrcular
sample selected, and this variability is measured by the stan-
dardetroToftheestinate. There isabouta90-percent chance,
or level of confidence, that an estinate based on a sample
will differbyno mare than 1.6 standard erors ron the "true"
population value because of sampling error. BLS analyses
generally are conducted at the 90-percent level of confidence
Estimates of earnings and their standard errors can be used
to construct approximate confidence intervals, or ranges of
values that include the true population value with known
probabilines.

The CPS data also are affected by nonsarpling error.
Nonsamping error cam occur for many reasons, including
the failre to sample a segment of the population, inability ta
obtain information for all respondents in the sample, inabil-
ity or nwillingness oftespondents to provide correct infor-
mation, and enrors made in data collection orprocessing.

For a full discussion of the reliability of dita from the CPS
and information on estimating standard meon, see the "Ex-
planatory Notes and Estimates of Error section of Employ-
metn amd Earniogy, on the BLS Web site at wseji1sgov/cpSl
eetae'hareds4df
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U.S. Macroeconomic Performance

* Introduction and Backpround:

This introduction provides a broad economic overview of the
performance of the U.S. economy since about 2003. Beginning in
about 2003, the macroeconomy finally began to shake off the throes or
burdens of the adjustments required by bursting stock market and
investment bubbles. When an asset price (or stock market) bubble
bursts, banks necessarily have to contract- their lending and consolidate
their portfolios. Such adjustment is tantamount to a slowdown in
investment: i.e., such a stock market adjustment is associated with a
downward movement in investment. The stock market-peak occurred
in the spring of 2000. The Dow and Nasdaq stock price indices, for
example, peaked in January and March 2000, respectively. Overall,
then, stock market prices began to fall sharply in the spring of 2000.
Notably, most of the Nasdaq's large decline took place prior to January
2001, and consequently, had nothing to do with the Administration's
economic policy. As stock prices fell, the financial cost of investment
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increased and various measures of investment growth declined: i.e.,
declines in investment led to declines in economic activity. The
investment sector, then, played a very important role in influencing
recent cyclical economic activity. The seeds of this unsustainable
stock market bubble, however, were sown in the period prior to the
spring of 2000, since the stock market bubble burst beginning in the
first quarter of 2000.

Many economists have noted that the economic weakness of 2000-
2001 (or the "Post Bubble" or "Adjustment Economy)" was inherited
from earlier periods involving an asset-price contraction in the late
1990s. (See Figure 1).

Figure 1
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Furthermore, the economic and financial strength of the late 1990s was
unsustainable, with some of that strength borrowed heavily from the
"irrational exuberance" of sharp stock market and balance sheet gains.

In sum, changes in the investment sector have been much larger
and more prominent than changes in most other sectors, including real
GDP. The investment sector, for example, was significantly weaker
than real GDP during downturns and significantly stronger than real
GDP during recoveries (see Figure 2).
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Figure 2
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*Brief Overview:1

A brief overview of recent macroeconomic activity- indicates that
the economy is expanding robustly with little sign of any meaningful
inflation. In the third quarter, for example, the most recent.data
indicate that real GDP growth was robust. at 4.3%. Real GDP has
grown at positive rates for 16 quarters in a row and at rates- above 3.0%
for I10 quarters in a. row. Consensus forecasts have real GDP
increasing by 3.5% to 4.0% for the next few years. Figure 2 highlights
some of these facts.

Components of real GDP suggest that expansions of real
nonresidential fixed investment should continue at a healthy pace.
The equipment andsfwr component of real nonresidential fixed
investment, for example, has been growing on average at a double digit
rate (I11.7%) since the third quarter of 2003. Its leading indicator,
capital good orders, continues to trend upward.

Another interesting observation relates to academic research
relevant to U.S. economic growth. Recent.research has thoroughly
established that the volatility of U.S. GDP has consistently fallen for a
number of years. This reduction of volatility means that the economy
is not only growing robustly, but that growth is more stable than in the
past. This fosters a reduction in risk premiums and lower interest rates.

Significant improvement- can be seen in other sectors. For
example, 4.5 million jobs have been added to the, existing payrolls
since May of 2003. The U.S. has gained many more jobs than key
European economies. Similarly, the unemnpjoyqrnent rate, now at
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5.0%, is historically low and below the average U.S. unemployment
rate for the 1970s, 1980s, and 1990s. Further, the U.S. unemployment
rate is lower than most European rates.

The housing sector has performed much better than most analysts
predicted. Housing sales have remained strong and residential
investment elevated.

Another prominent feature of the recent U.S. economy is the lower
and more stable rate of inflation we have experienced. While most
broad measures of inflation provide similar information, we
nonetheless use the core PCE on a year-over-year basis, depicted in the
accompanying figure (see Figure 3). The persistently lower rate of
inflation depicted there has helped to calm financial markets and
reduce risk premiums. This persistently lower rate of inflation has in
turn fostered lower expectations of future inflation and, consequently
helped to lower interest rates.

In short, the macroeconomy has established a remarkably solid
record with measures of aggregate economic activity registering not
only relatively rapid growth figures, but exceptionally stable non-
inflationary growth. These surprisingly strong results, it will be
remembered, occurred in the face of a literal barrage of supply side
shocks (discussed below) that were readily absorbed by this
exceptionally resilient economy.

Figure 3
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* Policy Contribution

With this impressive record as a backdrop - particularly in the face
of the many negative shocks absorbed by the economy - a question
facing policymakers is: Why has the economy performed so well? Put
bluntly, the economy has advanced at a-healthy. stable pace with little
sign of meaningful inflation because of the economic policies that have
been adopted. These policies will be briefly summarized.
Monetary Policy:

In adopting a flexible, implicit inflation targeting strategy, the
Federal Reserve's monetary policy contributes to minimizing inflation,
reducing the volatility of inflation, and anchoring the price system.
Over time, the credible implementation of this strategy works to calm
and stabilize markets, such as the money, capital, anc foreign exchange
markets. Some argue that this strategy also works to reduce
macroeconomic volatility. This more stable set of markets works to
promote economic growth. . Recent monetary policy, then, has likely
made a number of contributions to the workings of the macro
economy. In particular, this credible, implicit inflation targeting
approach works to lower inflation, lower the volatility of inflation,
lower the volatility of economic activity, and promote economic
growth (see Figure 4).

Figure 4
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Whereas the Federal Reserve's current monetary policy performs a

number of important functions, tax policy can play a major role in
promoting investment or capital formation and consequently, economic
growth. Accordingly, the tax-policy endorsed by the Administration is,
for the most part, focused on a limited number of key objectives that
often relate to economic growth.

In assessing initial economic conditions during the current
expansion, it became obvious that investment and capital formation
were weaker than desirable. The argument that with an entrenched
income tax in place, saving, investment, and capital formation were
over-taxed and further, taxed multiple times, seemed to be underscored
by the data. Accordingly, a tax program was proposed which lowered
the tax rates on dividends and capital gains, and expanded expensing
for business investment. More specifically, the "Jobs and Growth Tax
Relief Act of 2003" was passed and contained a number of provisions,
most notably, a reduction in both dividend and capital gains tax rates. 1

There were a number of reasons to lower these tax rates on capital:
o Removing some of the bias toward the multiple taxation of

capital and investment.
O Lowering tax rates so as to affect behavior and promote

additional incentives to save and invest.
o Removing some of tax burden's dead-weight loss.
o Maintaining the U.S. as an attractive investment outlet for

international investors.
o And, most importantly, fostering capital formation so as to

promote economic growth.

As the data in Figure 2 suggest, these tax cuts are associated with
higher trend growth in business investment spending and increases in
the value of stock market. The NIPA data, for example, suggest that
after the 2003 tax cuts, various categories of non-residential fixed
investment began trending up at more rapid rates. Similarly, most
common measures of stock market value (e.g., Dow Jones, Nasdaq, or
S&P) began advancing at a faster pace. In addition, since the tax cuts
were implemented, the country has experienced higher economic
growth, increases in payroll employment, lower unemployment, and
more tax revenue. In short, the timing of investment and stock market
activity appear to be consistent with the case made by proponents of
the tax cuts.

' The highest capital gains rate of 20 percent was lowered to 15 percent while
the highest rate on dividend income was reduced from 35 percent to 15
percent. See Alan Auerbach and Kevin Hassett, "The 2003 Dividend Tax
Cuts and the Value of the Firm: An Event Study," NBER working paper
11449, June 2005, p.1.
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Furthermore, a number of studies (and empirical evidence) support

this conclusion.
The findings of several studies tend to support the view- that

changes in the tax law have significant impacts on economic activity
and economic growth.

A review of the problems caused by high dividend taxes shows that
the U.S. had the second highest dividend tax rate in the OECD. In light
of this finding, lowering the dividend tax rate- in the US may be more
potent than if undertaken elsewhere. -

Furthermore, Auerbach- and Hassett- (2005) find strong evidence
that the 2003- change in the- dividend tax law had a significant impact
on US equity-markets. It could be, therefore, that by reducing those
forms -of taxation- that work to: tax capital in multiple ways a more
rational system can result.

A similar view- was outlined- by Ben Bernanke (then CEA
Chairman):

"...tax legislation passed in 2003 provided incentives for
businesses to expand their capital investments and reduce the cost
of capital-by lowering tax rates on dividends and capital gains... .the
effects are evident in the investment and employment-data. From
its trough in the first quarter of 2003, business fixed investment has
increased over 21 percent, with the biggest gains coming in_-
equipment and software."2

In sum, the macroeconomy has advanced sharply in recent years in
part because of the contribution of a tax relief effort that lowered
taxation on capital, promoted economic growth, and provided potent
tax relief.

Conclusion.
Recent economic data'indicatethatthe economy. is quite robust and.

advancing at a healthy pace. Our- economy has weathered a barrage of
negative supply shocks (including -a stock market bubble-bursting, a
terrorist attack, a severe hurricane -followed- by -a severe -flood, two
wars, corporate scandals, and a sharp increase in the price of oil).
Given this array of significant hurdles, the economy's performance is
remarkable. Part of the reason for this performance relates to -the
contributions of monetary policy's focus on price-stability, which leads
to a lowering of inflation, the volatility of inflation, and the volatility of-
economic activity, thereby fostering economic growth. Another reason

2 Ben S. Bernanke, "The Economic Outlook," Chairman, President's Council
of Economic Advisors, Testimony before the Joint Economic Committee,
October 20, 2005, pp.34.
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for this remarkable performance is the pro-growth tax policy that has
been embraced and allowed to lower the cost of capital. A further
contribution relates to our flexible price system, which has enhanced
the economic resiliency we enjoy.

Consequently, the economic outlook remains positive. According
to Federal Reserve and private economic forecasts, the economy is
expected to grow at a healthy pace through 2006.

Jim Saxton
Chairman

Joint Economic Committee

Robert F. Bennett
Vice Chairman

Joint Economic Committee
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Economic Effects of Inflation Targeting

Introduction
The theoretical case for inflation targeting (IT) has been spelled

out during the course of the last 15 years in a number of publications,
including several JEC studies. The case for IT is a strong one,
supported by a number of compelling arguments. According to
proponents, adopting IT certainly does make a difference by improving
the performance of the economy, the financial system, and the inflation
rate. The arguments supporting this approach, however, will not be
repeated here; these arguments have been amply described elsewhere.
Instead, one component of the arguments supporting the adoption of IT
will be reviewed and assessed.

In particular, IT proponents contend that its adoption will help to
calm and stabilize financial markets. More precisely, the adoption of
credible IT will provide an anchor to the financial system and to
financial markets. In so doing, financial markets will stabilize as
inflation is driven from the price system. Temporary deviation of
inflation will be ignored. This credibly-reduced inflation is associated
with less volatile financial markets, smaller risk premiums, and lower
inflationary expectations. In this view, then. IT is associated with
more stable financial markets.

On the other hand, some economists contend that IT is associated
with asset price bubbles, and thus, asset price volatility. In particular,
as credible IT works to stabilize conventional measured inflation, to
reduce risk premiums, and to tame economic fluctuations, economies
experience more risk taking and more risky investment. Economies
will also experience increased stock price volatility and associated
asset price bubbles. According to this view, there is a kind of "moral
hazard" of economic policymaking: the more stable/predictable the
economic environment, the more risk taking and risky investment take
place. Proponents of this view point to several classic episodes in
which asset price bubbles followed periods of price stability; e.g., the
U.S. during the 1920s as well as more recent episodes in Japan and the
U.S. In this view, then. IT is associated with more volatile asset prices
and financial markets, the opposite contention of the above, more
conventional view.

This paper briefly describes these alternative views, reviews
relevant empirical evidence, and attempts to reconcile these seemingly
conflicting positions.
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An Unconventional View: Inflation Targeting (IT) and Asset Price
Volatility

Recently, a few economists have broken rank with the
conventional view supporting IT. These economists contend that low
inflation environments tend not to be associated with asset price
stability. Instead, they argue that IT or low inflation environments tend
to be associated with asset price movements and bubbles (or financial
fragility) and asset price volatility. Fildaro, for example, states that:

"...The achievement of a low, stable inflation environment
has not simultaneously brought about a more stable asset price
environment. The record over the last decade, in fact, has
raised the prospect of asset price booms and busts as a
permanent feature of the monetary policy landscape." 1

Similarly, Borio and Lowe (2002) argue that:

"...financial imbalances can build up in a low inflation
environment...while low and stable inflation promotes
financial stability, it also increases the likelihood that excess
demand pressures show up first in credit aggregates and asset
prices, rather than in goods andservices prices ...We stress that
financial imbalances can and do build up in periods of
disinflation or in a low inflation environment," 2

Furthermore, in reviewing the economic environment of the past
30 years or so, Borio and White (2004) maintain that this environment
can be characterized as improving in price stability while at the same
time experiencing more financial instability. 3

Some endorsing this alternative view include some economists
sympathetic to the Austrian School and several economists affiliated
with at the Bank for International Settlements (BIS).4

This alternative view embodies some important implications.
Notably, proponents of this view contend that price stability or IT-

' Fildaro, Andrew, "Monetary Policy and Asset Price Bubbles: Calibrating the
Monetary policy trade-offs," BIS Working Paper No. 155, June (2004), p.
2 Borio Claudio, and Philip Lowe, "Asset Prices Financial and Monetary
Stability: Exploring the Nexis,"
BIS Working Paper No. 1 14, (July 2002), Abstract, p. 1.
3Borio, Claudio and William White, "Whither Monetary and Financial
Stability? The Implications of Evolving Policy Regimes," BIS Working Paper
No. 147 (February 2004).
4 These authors, include, for example, Charles Bean, Claudio Borio, Philip
Lowe, William White, Andrew Filadro, Andrew Crockett, and others.
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causes sharp movements in asset prices; i.e., price stability or IT is
associated with asset price bubbles.

According to proponents of this view, IT central banks themselves
increasingly (but unwittingly) work to create the environment
conducive to the formation of asset price bubbles or instabilities.
Specifically, as modem central banks learn to control inflation and
tame economic fluctuation, thereby stabilizing economic activity, these
economies will experience more risk taking, more innovation, more
investment and sometimes stronger advances in productivity. They
will experience increased stock market volatility and associated asset
price bubbles. Credible IT policies, therefore, stabilize conventionally
measured price indices while at the same time create new incentives to
take risk.

In this view, there is a kind of "moral hazard" of economic
policymaking: the more stable/predictable the economic environment,
the more risk taking, investment, and innovation take place. In sum,
low inflation environments are increasingly associated with financial
imbalances and asset price volatility.

The Conventional View: Inflation Targeting Calms and Stabilizes
Financial Market Prices

There are several theoretical explanations of how financial markets
are affected by the existing monetary regime. In particular, different
explanations exist as to how movements in financial market prices are
shaped by the adoption of IT and its associated consequent price
stabilization. One of the direct benefits of IT, for example, is the
calming, stabilizing effect it has on financial market prices and on the
market price system itself. In short, IT stabilizes prices and serves as
an anchor to the price system.

According to Levin et.al., for example;

"...under an inflation-targeting regime, expectations about
inflation, particularly at longer horizons, should be "anchored"
by the target, and thus should be less affected by changes in
actual inflation... Having inflation expectations that are well
anchored - that is, unresponsive to short-run changes in
inflation - is of significant benefit to a country's
economy.....Keeping inflation expectations anchored helps to
keep inflation itself low and stable." 5

5 Jeremy Piger, "Does Inflation Targeting Make a Difference?", Monetary
Trends, Federal Reserve Bank of St. Louis, April 2004, p. 1. See also Levin,
Andrew T., Natalucci, Fabio M. and Piger, Jeremy M., "The Macroeconomic
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More specifically, as inflation rates are credibly lowered and as
stable prices eventually emerge, inflation and inflationary expectations
will have less of a disturbing effect on price movements. Price
reactions to both economic policy announcements and economic data
releases will be tempered. This reduction in inflationand inflationary
expectations will lower the variability of relative and nominal prices.
And this reduction of inflation and inflationary expectations will also
reduce uncertainty and thereby lower risk spreads.

Furthermore, distorting interactions of inflation with the tax code
will gradually be minimized. In short, the operation and working of
the price system will be improved as adopting IT will reduce market
volatility.

These factors will contribute to calming and stabilizing a number
of important markets including the short-term money market, long-
term bond market, foreign exchange market, sensitive commodity
markets, as well as equity markets.

All of these improvements will work to better enable to function,
improve market efficiency, and inevitably to improve economic growth
and performance.

Indirect Approaches to Stabilize Markets
There are additional indirect, but important ways in which IT can

work further to calm and stabilize movements in market prices. More
specifically, IT necessarily involves an increase in central bank
transparency, which can work to further stabilize markets. 6 The
benefits of monetary policy transparency cited in the literature include
a reduction in both the level of and variability of inflation as well as
output.'

IT, after all, involves the announcement of and explicit public
identification of policy goals or policy rules. This involves providing
more information to the market. Markets work better with more
information; more specifically, they absorb new information and use it.

Effects of Inflation Targeting.". Federal; Reserve Bank of St. Louis Review,
July/August 2004, 86 (4).
6 Transparency has several dimensions. These involve explicit identification
of policy objectives, issuing inflation reports, policy announcements, and
testimony, i.e., providing much more information to the market. See for
example, Seth B. Carpenter, "Transparency and Monetary Policy: What Does
the Literature tell policymakers?" Working Paper, Board of Governors of the
Federal Reserve System, April 2004. p. 1.
7 See Carpenter, op. cit., p. 1.
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to form common, concentrated expectations about the future. 8 As
markets begin to anticipate policy changes, the initial steps of the
monetary transmission mechanism between policy action and
economic activity begin to work more efficiently. 9 Policy surprises
affecting markets become smaller and fewer in number. Central bank
credibility begins to build and to anchor inflationary expectations,
thereby helping to stabilize financial markets. As one proponent put it:

"the strength of inflation targeting, vis-A-vis other
monetary regimes lies precisely in how transparency enhances
monetary credibility and anchors private expectations." lo

In short, increased transparency changes behavior so that markets
function better and in a more stable, predictable manner that works to
stabilize markets.

Empirical Evidence
In sum, alternative views as to the effects IT might have on

financial markets suggest that, the adoption of IT could result in
these markets becoming more volatile, less volatile, or unaffected
by IT. Existing evidence sheds some light on validity of these
alternative views.

Does IT result in more Volatile Financial Markets?
Hard empirical evidence supporting the view that IT causes

financial market volatility appears difficult to muster. Much of the
literature sympathetic to this view is not focused directly on such
empirical evidence. Rather, it often deals with broader issues of
monetary policy and the policy role played by asset price "bubbles".
Borio and Lowe, for example, make such a connection:

"While low and stable inflation promotes financial
stability, it also increases the likelihood that excess demand
pressures show up first in credit aggregates and asset prices,
rather than in goods and services prices. Accordingly, in some
situations, a monetary response to credit and asset markets may

8 See, for example, Gavin, William, "Inflation Targeting," Business
Economics, April 2004, pp 30, 36.
9 See, Charles Freedman, "Panel Discussion: Transparency in the Practice of
Monetary Policy," Review, Federal Reserve Bank of St. Louis, July/August,
2002, p.155.
10 Klaus Schmidt-Hebbel and Matias Tapia, "Statement" (2002), p.1 1)
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be appropriate to preserve both financial and monetary
stability.""

But the argument that price stability or IT itself fosters asset price
bubbles, asset price volatility, or financial instability has been neither
adequately nor convincingly established. And the case that financial
imbalances develop because of stable price environments, has not been
demonstrated; it has not been shown that price stability causes
financial instability. In short, no direct "hard core" or formal statistical
or econometric. evidence supports this view. Insteadr. anecdotal.
compilations of "stylized facts" are used to assess historical .episodes in
support of the view. Additionally, only a few episodes appear to have
the characteristics -(low inflation, credit growth, asset price bubbles,
etc) consistent with this view. Instead .of such. evidence, proponents
rely on assumptions. relating to the- credibility of policymakers,
investment activity, technological advances, or productivity gains that
can serve to constrain the price increases of goods and services. In
sum, little hard empirical evidence supporting the view that price
stability or IT contributes to or causes volatile financial markets exists.

Empirical Evidence: Does-IT matter? Is IT unrelated-to-economic.
performance or to market volatility?

A number of studies have examined whether the adoption- of IT -
improves economic performance (as measured by movements in
inflation, output, and/or interest rates)- or affects the volatility of market
variables. In short, they have tested to see if IT matters.

Several researchers have addressed this question. Despite a good
deal of effort, however, some of their empirical results have been
mixed. As a result, this research in turn has raised a. number of
methodological questions. More specifically, in assessing. these
questions in recent years, researchers. have often used a common
methodology. The reason for this is that recently both IT and non-IT
countries experienced improvement in economic performance .as
measured, for example, by inflation or the level of interest rates.
Focusing on any one IT country in isolation might lead researchers to
falsely conclude that IT caused the.improvement. But non-IT countries
may have experienced similar affects. Some researchers contend,
therefore, that to test for the effects of IT, improvements in IT
countries must be made relative to improvements in non-IT countries.

1 l Borio Claudio and Philip Loew, "Asset Prices, Financial and Monetary
Stability: Exploring the Nexis," BIS Working Paper No. 114, July 2002,
Abstract.
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Examples of research results: Implying IT doesn't matter include

the following:

* Ammer and Freeman (1995) surveyed three IT countries, New
Zealand, Canada, and the United Kingdom. They found that
although each reached its inflation goal, bond yields suggested that
long-term inflationary expectations exceeded targets as did short-
term measures of inflationary expectations. This suggests that
these countries did not attain the credibility necessary to properly
anchor other prices and stabilize the price system. Moreover, there
is no evidence that announcement of an explicit IT policy would
reduce inflationary expectations. 12

* Johnson (2002) employed data from eleven countries. He
adopted a methodology which divided up his sample into inflation
targeting and non-inflation targeting countries. His results are
mixed. Specifically, he found that while the level of inflationary
expectations falls after announcing explicit inflation targets, the
variability of expected inflation does not. In describing his results,
Johnson contended that "inflation targets allowed a larger
disinflation with smaller forecast errors to take place in targeting
countries." 13

* Recent research by Ball and Sheridan (2003) is perhaps the
most forceful example of empirical work concluding that IT does
not matter. These authors, for example, conclude that:

"...on average, there is no evidence that inflation targeting
improves performance as measured by the behavior of
inflation, output, or interest rates....overall it appears that
targeting does not matter. Inflation targeting has no effect on
the level of long-term interest rates, contrary to what one
would expect if targeting reduces inflation
expectations... targeting does not affect the variability of the
short-term interest rates controlled by policymakers... we find

12 John Ammer and Richard T. Freeman, "Inflation Targeting in the 1990s.
The Experiences of New Zealand, Canada, and the United Kingdom," Journal
of Economies and Business, 1995, 47:165-192, pp.165,189.
13 David R. Johnson, "The Effect of Inflation Targeting on the Behavior of
Expected Inflation: Evidence from an 11 country panel," Journal of Monetary
Economies, 49 (2002) 1521-1538, p., 1537.
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no evidence that inflation targeting improves a country's
economic performance." 14

In short, some research clearly concludes that IT does not matter.

Some Ouestions and Critique:
There are, however, a number of fundamental reasons why this

research and its conclusions are both questionable and in conflict with
the results of other research. For example, many economists question
the methodology employed in these studies. The selection and
identification of "non-IT countries," for example, is one of these
issues. Several economists, analysts, and even Federal Reserve
officials have pointed out that a number of key countries, including the
U.S., are identified as non IT countries in the studies because they do
not have explicit inflation targets. But many of these countries
consistently pursued an implicit inflation targeting strategy. So the
label may be misleading and inappropriate for several countries.
This misspecification also applies to countries pegging their currencies
to a currency whose central bank is following ITs; (i.e., some countries
in Europe and Asia). These observations were made by, Gertler,
Mankiw, Federal Reserve officials and others.15 These contentions
draw into question the validity of the methodology and results of these
empirical studies.

Furthermore, recent IMF research surveys and delineates the many
dimensions to and ways of classifying and categorizing IT. This
research underscores the large number of variables that can be used to
select and define IT. It is a reminder that there may be no easy, simple
way of neatly identifying an IT central bank.

Because of the multi-dimensional character of IT regimes, it is
difficult to clearly and neatly dichotomize existing central banks into
IT and non-IT categories. Definitions of IT, for example, should be
adjusted to reflect the realities of "flexible" IT. The clean
dichotomization maintained by theoretical researchers may not be
nearly as clean as suggested by the authors. Consequently, the

14 Ball, Laurence and Niamh Sheridan, "Does Inflation Targeting Matter?,"
Paper presented at NBER Inflation Targeting Conference, January 2003
(March 2003), pp. 2,3,4,29.
1 See Gertler, Mark, "Comments on Ball and Sheridan," Prepared for the

NBER Conference on Inflation Targeting, January 2003. (June 2003), pp 1,3-
5; Mankiw N. Gregory, (2001), "U.S. Monetary Policy During the 1990s.
NBER Working Paper No. 8471, Cambridge, Mass Sept 2003; and Marvin
Goodfriend, "Inflation Targeting in the United States?," (2003) Paper
prepared for the NBER Conference on Inflation Targeting, January 2003.
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empirical results may not be as clean as suggested by some of the
results of these papers.

Additionally, several statistical or econometric issues and critiques
were identified in much of this literature. In his comments on Ball and
Sheridan, for example, Gertler notes that "existing evidence in favor of
inflation targeting is open to identification problems."'6 Ball and
Sheridan themselves assert that their empirical results are often not
strictly comparable to the results of other studies because of unusual
techniques that were employed. 17

Empirical Evidence: IT is related to macroeconomic performance
and to financial market volatility: IT does make a difference.

Despite the widespread practical support accorded IT in recent
years, not much hard empirical support was found favoring IT in early,
initial research.' 8 As time passed and more historical data has come to
the fore, however, researchers have uncovered a number of important
empirical regularities tending to support IT. Some of the evidence
comes from single-country case studies suggesting that IT tends to
stabilize markets. Other evidence is cross-section support. For
example, a number of recent empirical studies examined the
relationship between IT and macroeconomic performance as well as
between IT and financial market behavior: i.e., these studies attempted
to assess whether IT matters. While mixed, the bulk of the new
evidence indicates that IT matters; IT has a positive significant impact
on economic and financial market performance.

The following "bullet points" supply an abbreviated summary of
the recent key empirical studies relevant to this topic:

0 In a (1996) report to the FOMC, David Stockton surveyed
existing literature related to price objectives for monetary policy. '9
In that survey, Stockton identified several well-known established
empirical relationships pertinent to this topic. They included the
following:

16 Gertler, Mark, "Comments on Ball and Sheridan," June 2003, Paper
prepared for the NBER Conference on Inflation Targeting, January 2003, p. 1.
17 Ball and Sheridan, gpk cit., p.28. (The unusual technique was regression to
the mean.)
18 See Neumann and Von Hagen, p. 127.
19 David J. Stockton, "The Price Objective for Monetary Policy: An Outline of
the Issues," A Report to the FOMC Board of Governors, June 1996.
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> Both cross-country and time-series evidence supports the
notion that inflation reduces the growth of real output (or
productivity).
> Inflation is positively related to the -variability of relative
prices.
> Inflation is positively related to inflation uncertainty.
> In general, relative price variability and inflation
uncertainty adversely affect real output.

* In his recent book Inflation Targeting (2003), Truman
summarizes the principal conclusions of the empirical literature on
inflation targeting. 20

In particular, IT generally:

> Has had a favorable effect on inflation,., inflation
variability, inflation expectations, and the persistence of
inflation.
> Has not had a negative effect on economic growth, the
variability of growth, or unemployment.
> Has had mixed effects on both the level and variability of
real, nominal, short-term, and long-term interest rates.
> Has had positive effects on exchange rate stability.
> Has affected the reaction. functions of the central banks
that have adopted the framework.2 '

* For the most part, economists have established empirically a
negative relationship between inflation uncertainty and real..
economic activity. Elder (2004), for example, relates that:

"Our main empirical result is that uncertainty about
inflation has significantly reduced real economic activity over
the post-1982 period... Our findings suggest that
... macroeconomic policies that reduce volatility in the
inflation process are likely to contribute to greater overall
growth."2 2

* In a early study. Ammer and Freeman (AF) (1995) examined
three IT countries. This study provided mixed results for IT. On
the one hand, inflation did not exceed the targets and this result

20 Edwin M. Truman, Inflation Targeting in the World Economy, Institute for
International Economics, Washington, D.C. October 2003, p 72.
21 Ibid. p 72. (The points outlined were taken from Truman, p. 72.)
22 John Elder, "Another Perspective on the Effects of Inflation Uncertainty"



20
occurred without sharp increases in short-term rates. These
researchers found that "inflation fell by more than was predicted
by the models in the early 1990s, an indication of the effect of the
new regime."23 However, "longer term interest rates suggest that
none of these countries rapidly achieved complete long-term
credibility for their announced long-run inflation intentions." 24

* Some of the earlier (pre-2000) literature was summarized by
Neuman and von Hagen (NvH) and included the following
observations:

> Some authors find that "IT might ... serve to lock in gains
from disinflation rather than to facilitate disinflation." 25 After
introducing IT, inflation and interest rates remained below
values predicted by existing models.
> Other authors found that the "volatility of official central
bank interest rates... declined substantially after the
introduction of IT."26

* Neumann and von Hagen (NvH) (2002) reviewed earlier
studies of inflation targeting episodes. They presented "evidence
on the performance of IT central banks." 27 In particular, NvH
showed that "... IT has reduced short-term variability in central
bank interest rates and in headline inflation..."28 (The NvH paper)
"suggests that IT has indeed changed central bank behavior..."
(NvH) "looked at different types of evidence in order to validate"
(the claim that inflation targeting) "is a superior concept for
monetary policy." "Taken together, the evidence confirms that IT
matters. Adopting this policy has permitted IT countries to reduce
inflation to low levels and to curb the volatility of inflation and
interest rates...." .29 In discussing this paper, Mishkin reminds us

23 Neumann and von Hagen, pp.cit., p.128.
24 John Ammer and Richard T. Freeman, "Inflation Targeting in the 1990s:
The Experiences of New Zealand, Canada, and the United Kingdon," Journal
of Economics and Business. 1995; 47: 165-192, p. 189.
2 5 Neumann and von Hagen, 2p.cit., p.128.
26 Ibid., p.129.
2 7 Manfred J.M. Neumann and Jurgen Von Hagen, "Does Inflation Targeting
Matter?", Federal Reserve Bank of St. Louis, Review, July/August 2002, p.
130.
28 Ibid, p.127.
29 Ibid, pp. 128, 144 (parenthesis added)
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that NvH "produce several pieces of evidence quite favorable to
inflation targeting." 30

* Johnson (2002) shows that inflation "targets reduced the level
of expected inflation in targeting countries" 3' ... "The evidence is
very strong that the period after the announcement of inflation
targets is associated with a large reduction in the level of expected
inflation.. .that (significant) reduction took place in all 5 countries
with inflation targets. This is an important success of inflation
targets."... "inflation targets allowed a larger disinflation with
smaller forecast errors to take place in targeting countries." 32 In
sum, inflation targeting presumably favorably affected the bond
and other markets by influencing inflationary expectations -and
reducing uncertainty premiums.

* Levin, Natalucci and Piger (LNP) (2004) find "evidence that
IT plays a significant role in anchoring long-term inflationary
expectations and in reducing the.. .persistence of inflation" 33 The
evidence suggests that IT practitioners can more readily delink
their inflationary .expectations from realized inflation. 34 In short,
IT plays a significant role in anchoring long-term inflation
expectations and long-term interest rates themselves..

> LNP find that "inflation targeting affects the public's
expectations about inflation"... "under an inflation targeting
regime, expectations about inflation, particularly at longer-
horizons, should be 'anchored' by the target, and thus should
be less affected by changes in actual inflation." "Keeping
inflation expectations anchored helps to keep inflation itself
low and stable."36

30 Frederick Mishkin, "Commentary," FRB St. Louis Review, July/August,
2002, p.144.
31 David R. Johnson, "The Effect of Inflation Targeting on the Behavior of
Expected Inflation: Evidence from an 11 country panel"
32 Journal of Monetary Economics 49 (202), p. 1522. ibid, pp/1537.
(parenthesis added).
33 Andrew T. Levin, Fabio M. Natalucci, and Jeremy M. Pager, "The
Macroeconomic Effects of Inflation Targeting," Federal Reserve Bank of St.
Louis, Jan. 23, 2004. Abstract.
34 O0.cit, Abstract
35Opci., p.2
36 Jeremy Piger, "Does Inflation Targeting Make a Difference?" Monetary
Trends. April, 2004
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> In commenting on this paper, Uhlig (2004)... "concludes
that these figures seem to suggest that an environment of low
and stable inflation helps to reduce output volatility and
support economic activity."37

* Recent empirical research at the Federal Reserve by
Gurkaynak, Sack and Swanson (GSS) (2003) shows that the Fed
could boost the economy by being more transparent about its long-
term inflation objectives. 38 GSS "show that the long-term interest
rates (of non-IT countries) react excessively to macroeconomic
data releases and to news about monetary policy. This over-
reaction is caused by changes in the market's long-term inflation
expectations." 39

IT, however, works to anchor (or prevent excess volatility in) long-
term market's. Consequently, in IT countries (like the UK),
markets do not overreact or display over-sensitivity. The empirical
results of the paper suggest "that the central bank can help stabilize
long-term forward rates and inflation expectations by credibly
committing to an explicit inflation target." 40 Commitment to an
explicit target will help stabilize both long rates and inflation
expectations.

* Other research conducted at the Federal Reserve also relates to
this evidence. Carpenter (2004), for example, surveyed empirical
studies of transparency. 41 The summarized results are mixed, but
suggest there is evidence of a relationship between IT and both
transparency and lower inflation. Moreover, it is emphasized by
several authors that there is no evidence that IT causes any harm.
Swanson (2004) showed that increased central bank transparency
acts to reduce financial market surprises and uncertainties. This

37 Jeremy M. Piger and Daniel L. Thornton, "Editor's Introduction," Federal
Reserve of St. Louis Review, July/August 2004, Volume 86, Number 4, p.5.
38 See Refet S. Gurkaynak, Brian Sack, and Eric Swanson, "The Excess
Sensitivity of Long-Term Interest Rates, Evidence and Implications for
Macroeconomic Models," Finance and Economic Discussion Series. Federal
Reserve Board, November 17, 2003; William Gavin, "Inflation Targeting,
Why It Works and How to Make it Work Better," Business Economics, Vol
XXXIX April, 2004, p. 32.
39 See Gavin, op cit, pp. 32, 36 (parenthesis added)
40 GSS, Mcit. p.28.
41 Seth Carpenter, "Transparency and Monetary Policy: What Does the
Academic Literature Tell Policymakers?, "Working Paper, Board of
Governors of the Federal Reserve System, April 2004, pp 11 -13.
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suggests that IT - which is tantamount to increased transparency of
policy goals - may aid in reducing financial market volatility and
stabilizing financial markets. 42

* Several studies establish that - additional central bank
transparency in the form of announced inflation target, works to
lower inflation and, stabilizes output. Recently Fatas, Mihov, and
Rose (FMR), for example, found "that both having and hitting
quantitative targets (like IT) for monetary policy is systematically
and robustly associated with lower inflation ... Successfully
achieving a quantitative monetary goal (like ITs) is also associated
with less volatile output." 43 These authors find that "... countries
with transparent. targets for monetary policy achieve lower
inflation." 44 They found "that having a quantitative de iure target-
for the monetary authority tends to lower inflation and- smooth
business cycles; hitting that. target -de facto has further positive
effects. These effects are economically large, typically statistically
significant and reasonably insensitive to perturbations in (their)
econometric methodology." 45

* Siklos (2004) found that "inflation-targeting countries have
been able to reduce the nominal interest rate to a greater-extent
than have non-inflation targeting countries... .It is also found that
central banks with the clearest policy objectives have a relatively
lower nominal interest rates." 46

This abbreviated review of some-of-the recent literature suggests
that overall, there is a good deal of evidence supporting the case for IT.
This review suggests that inflation targeting does- matter. More
specifically, credible commitment to an explicit- IT likely will work to.
help lower and stabilize the level and variability of inflation. This
result occurs in part because of the reduction and stabilization- of

42 Eric T. Swanson, "Federal Reserve Transparency and Financial Market
Forecasts of Short-Term Interest Rates," Working Paper, Board of Governors
of the Federal Reserve System, February 9, 2004.
43 Antonio Fatas, Ilian Mihov, and Andrew K. Rose, "Quantitative Goals for
Monetary Policy," NBER Working Paper No. W 10846, October 2004,
Abstract (parenthesis added.)
44 Ibid, p. I
45 Ibid. p.21. (parenthesis added)
46Pierre L. Siklos, "Central Bank Behavior, The Institutional Framework, and
Policy Regimes: Inflation Versus Non-Inflation Targeting Countries,"
Contemporary Economic Policy, vol 22, no. 3, July 2004, 331-343, pp 331,
332.
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inflationary expectations. Hence, it will likely lower both the level and
variability of the long bond rate. IT will anchor the price system and
help to stabilize short-term interest rates, long-term interest rates, the
foreign exchange and stock markets. Some research suggests IT also
helps to dampen the business cycle and stabilize movements in output.
Additionally there is a body of evidence indicating that transparency
helps to stabilize markets and fosters central bank credibility.

Summary and Conclusions
After decades of debate, the case for inflation targeting is well

established. This paper focuses on one key ingredient of the argument
supporting inflation targeting. Namely, it examines the proposition
that a credible implementation of inflation targeting will calm and
stabilize various financial markets, anchor the price system, and limit
inflation as well as its variability and persistence. Other competing
views - i.e., (a) that inflation targeting has no impact on financial
markets and (b) that Inflation Targeting leads to asset price bubbles
and hence to financial market volatility - are briefly outlined.

These alternative views are presented and briefly contrasted with
existing empirical evidence. Some key findings include the following:

* There is little or no evidence that inflation targeting has
adverse effects on financial markets.

* Research finding that inflation targeting does not matter has
problems, in part related to the selection and definition of inflation
targeting countries.

* The weight of the existing empirical evidence appears to
support the case for inflation targeting; i.e. overall, it supports the
view that inflation targeting matters and will work
to calm and limit the variability of financial markets as well as the
persistence of inflation. It will serve to anchor the price system.
As the empirical literature suggests, this will likely foster healthier
economic growth.

There is little evidence that inflation targeting has adverse effects
on or hurts financial markets or the economy. 47 Accordingly,
adopting inflation targeting once price stability is attained likely will
make it easier to maintain. 48 As emphasized by Gertler, "the case

47 Ball and Sheridan, op.cit.. p. 29.
48 See Anthony M. Santomero, "Monetary Policy and Inflation Targeting in
the United States," Business Review, Federal Reserve Bank of Philadelphia,
Fourth Quarter 2004, p. 1.
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made for adopting formal targets in the U.S. is not that this system
would have improved past performance, but rather that it would help
future performance by preserving gains in credibility for Greenspan's
successor."49

49 Mark Gertler, "Comments on Ball and Sheridan." A Paper presented to the
NBER conference on Inflation Targeting, January 2003, p.5. The point was
also made by Ball and Sheridan, op. cit., p. 30
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Individuals and the Compliance Costs of Taxation

It will be of little avail to the people that the laws are made by men of
their own choice, if the laws be so voluminous that they cannot be
read, or so incoherent that they cannot be understood; ... or undergo
such incessant changes that no man who knows what the law is today
can guess what it will be tomorrow. Law is defined to be a rule of
action; but how can that be a rule, which is little known, and less
fixed?

Alexander Hamilton or James Madison, The Federalist Papers,
No. 62.

Introduction
Taxes impose many costs. It would be easy to view the costs as

simply the amount of money a person gives to the tax collector.
However, the economic effects go beyond simply transferring money
from one party to another. Since Adam Smith, economists have been
concerned with the costs of taxation and have developed several
different measurements of the economic costs.

First, as Smith pointed out, taxes can change or alter behavior. This
may or may not be intentional. For example, taxes on cigarettes have
the stated purpose of reducing smoking. Likewise, tax incentives to
attend school may lead to an increase in the demand for schooling.
However, there are other costs that are not intentional. In the modem
economic literature, these costs are known as the excess burden (or
deadweight loss of taxation.) The excess burden is a loss of welfare
above and beyond the tax revenues collected.

Additionally, we should consider what Slemrod (2005) terms the
resource costs of taxation. These consist of two parts:

Compliance costs: the cost (usually thought of as time, but can
also be monetary) that is borne by individuals as a result of
paying their income taxes.* This includes record keeping,
learning about specific laws and forms, preparation time,
remittal time, and any monetary costs such as seeking
assistance from a certified public accountant, tax lawyer, or tax
preparer (such as H&R Block) or buying computer programs

Compliance costs also fall on businesses, however the focus here will only
be on the cost to individuals.
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or books. It is a measure of the opportunity cost of complying
with the tax code.*

Enforcement costs: the costs associated with the
administrative operation of the Internal Revenue Service (IRS).

Empirical work on the deadweight loss of taxation has resulted in a
vast literature.t The purpose of the present study, however, is to
examine only one aspect of the resource costs: the compliance costs
associated with taxation. Compliance costs are a primary result of the
complexity in the tax system.1 It is commonly believed that
complexity reduces levels of voluntary compliance, either through
avoidance or evasion, likely increases the difficulty in administering
the tax law, and may reduce the perceived level of fairness in the
Federal tax system.

While the tax system is obviously complex, it may not be that
complex for everyone. Some individuals (those with lower incomes)
qualify to fill out the 1040EZ, which is a comparatively easy
document. Others may fill out the 1040A, which, while not as easy as
the 1040EZ, is still not as complex as the 1040 basic form (see Table 1
for time estimates). Some people though, will use complex forms
simply due to financial transactions. Others will try to minimize taxes
by pursuing aggressive avoidance strategies. Ultimately, it is
important to understand whether complexity is a result of the
underlying transactions into which the taxpayer has chosen to enter, or
whether the complexity is embedded in the tax code.

This study will focus on these questions and how individuals react
when presented with complexity. The study will begin with a review
of the estimated costs of compliance across time periods and will then
examine the economic response of individuals to complexity.

Some of the literature on compliance costs includes the administrative costs
borne by the government, although here they are considered separately.
t See Vedder and Gallaway (1999). JEC (2005) provides a brief overview of
the topic.
I Complexity can have different effects, depending on the type of complexity.
For example, in some instances complex laws may lead to uncertainty in the
correct application of the law to particular facts. Or in may require complex
numerical calculations that, while potentially beneficial, may intimidate the
tax filer.
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Cost Estimates'

The modem literature on compliance costs begins with the work of
Wicks (1965, 1966) who conducted the first study based on survey
information. Wicks handed out questionnaires to 380 students with the
request they mail the questionnaire to their parents. Adjusting for bias,
Wicks estimated compliance costs amounting to 11.5 percent of the
revenue raised.t

Slemrod and Sorum conducted the next survey (1984), this time of
Minnesota households. They found that on average a taxpayer spent
21.7 hours on tax matters, or close to 2 billion hours for society. They
estimated compliance costs as 5-7 percent of income tax revenue.

Blumenthal and Slemrod repeated the survey in 1990 and found
that time requirements for 1989 returns had increased to 3 billion
hours. In this study, individuals, on average, spent 27.4 hours on tax
matters, despite the intervening Tax Reform Act of 1986, which was
intended to simplify the tax code.

The largest survey, conducted by the consulting firm Arthur D.
Little, Inc. (ADL) and commissioned by the IRS, was a mail
questionnaire sampling approximately 6,200 individuals. ADL also
conducted a diary study of time spent in 1983 by 750 individuals. The
results were broadly consistent with those of Slemrod (1984), although
there were important differences in the measurement of business
compliance costs, which are not discussed here. ADL estimated that
individual taxpayers spent 1.6 billion hours for tax year 1983 and 1.8
billion hours on 1985 returns.

The IRS now uses the ADL study as the basis for their estimates of
time compliance. These estimates are published in the instruction
booklets for the respective tax forms as part of the "Paperwork
Reduction Act Notice." For example, for tax year 2004, the IRS

*The works cited here refer only to the compliance costs associated with the
U.S. federal income tax system. Scholars have surveyed the costs faced in
other countries, most notably with respect to Australia and the U.K. See
Slemrod and Sorum, (1984) and Blumenthal and Slemrod (1992) for a review
of this literature.
t Wicks (1966).
$ The previous study (Slemrod and Sorum) did not include a category on the
time spent arranging financial affairs to minimize taxes, which the latter study
(Blumenthal and Slemrod) does include. For this reason, the 1982 survey
might have been biased downward slightly, although respondents may have
included the time estimates included in this category implicitly elsewhere.
Thus, the time estimates are roughly comparable, though the categories are
not. See Blumenthal and Slemrod (1992) for a discussion.
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estimates the compliance burden for the standard 1040 at nearly 13.5
hours, on average (see Table 1 below).*

Table 1, Estimated Preparation Time
Copying,

Learning assembling,
about the and sending

Record law or Preparing the form to
Form f keeping the form the form the IRS Totals
2004 l 2 hr., 46 3 hr., 58 6 hr., 17 . 13 hr.
1040 umn. min. mih. - 3m 35 min.
1992 3 hr., 8 2 hr., 42 3 hr.,37 4m. 10h.
1040 min. min. min. 26 min.
2004 I hr.,10 3 hr., 28 10 hr.

1040A min. 3 mm. 25 min.
1992 1 hr., 3 2 hr., 8 2 hr: 47 - 5 ih.733

1040A. mm. min. mm. mm.
2004 I hr., 41 1 hr., 41 3 20m3hr., 46

1040EZ mm. mim.. mm.- -- - --- - -- - 1 _ -- _ _ . ___ __ _._ _. _ _ __X_._ .__ _ _ _ _ . __. ___ _ _._ ____ _ ___ _ .---_.-_-_._-. __ _____-

1049Q92Z 5 min. 33 min. 39 mm. 34 min. 1 hr.,51
1040EZ min.

Source: Selected IRS instruction booklets, various years.

Two recent studies by Payne (1993) and Moody (2002) base their
estimates on the ADLAIRS time estimates. Payne uses data from the
ADL survey while Moody considers the number of forms -returned by
type and simply adds the estimated totals per form -to reach a
cumulative total. Payne estimates that time spent complying equals 1.8
billion hours (for 1985) and Moody places the time at 2.8 billion hours
(for 2002).

Because the ADL survey is over -20 years old, the IRS wishes to
update its compliance estimates, which are derived from the survey. To
accomplish this task, the IRS turned to IBM. IBM has now completed
its Individual Taxpayer Burden Model (ITBM) and the results have
been published in Guyton (2003.) The model is still being tested for
reliability, but its compliance estimates are consistent with other
studies. For tax year 2000, the ITBM model estimates a compliance
burden of 3.21 billion hours. Guyton, et al., apply three different wage
rates, $15, $20, and $25 respectively, yielding a compliance cost of
between $48 and $80 billion. If we add in the cost of paid preparers,

*The time estimates only reflect the time to complete one specific form. It is
entirely possible, and if time estimates are to be believed, necessary, that other
forms, with their own time requirements will also be completed. The IRS
estimates preparation time for all of their forms, even though only a few are
listed in Table 1.
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tax software, and related expenses, which the authors estimate at $18.8
billion, we can estimate a compliance cost between $67 and $99
billion.

Slemrod (2004) estimates taxpayers spent 3.5 billion hours
complying with the tax code for tax year 2004. He follows the same
methodology as Guyton, et. al. but estimates the compliance cost using
the middle of the three wage rates ($20). Slemrod estimates a cost of
$70 billion.

A conservative estimate would be to use the Guyton study
methodology and estimate the cost at $20 per hour and then add the
costs for additional services, $18.8 billion, which yields a total cost of
$83 billion.

A recent Government Accountability Office (GAO) report reached
a similar conclusion. For individuals, GAO estimates compliance costs
between $67 billion to a little over $100 billion.* At the low end was
the aforementioned IBM/IRS study and Moody's estimates (2002)
were at the high end. It is important to remember that we are not
dealing with absolutes and that even at the low end, the compliance
costs are massive and are likely underestimated. They present a real
cost to society because every dollar that is lost to inefficiency
represents a dollar society could have used for productive purposes.
Individual Responses to Complexity

Economics is ultimately interested in how individuals behave
given certain constraints and how incentives influence behavior. Given
high compliance costs, it is important to understand what economic
responses people exhibit.

Substitution Effect. Because people have some understanding of
the time costs of preparing their taxes, many will choose to forgo the
process entirely and have someone else do the work. About half of all
taxpayers purchase assistance from an accountant or other tax
professional.t Those who purchased assistance spent about $158
(1995 dollars) on average, although the amounts varied widely
depending on the complexity of the return.$

Because leisure time is valuable, it is not surprising that so many
people seek assistance. Indeed, even some people with comparatively
simple returns, such as those who file the 1040EZ, seek assistance.§

GAO (2005) p. 12.
t Slemrod (2000).

Slemrod (2000).
§ The 1040EZ constitutes 75% of all forms H&R Block files per year. Indeed,
the fact that anyone would pay to have the form completed is a little
surprising. A much higher number of people seek help to complete form
1 040A, which, though it is still complex, is not as time intensive as the 1040.
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While seeking assistance will reduce the time costs of taxation,

records still need to be kept, and the individual must invest some level
of time and- effort. Nevertheless, because tax preparers have developed
a high level of expertise, they will be more efficient and will lower the
time requirements, but not necessarily-the monetary costs, to comply
with the Code.

Taxpayer Confusion. For those who file themselves, complexity
can create confusion. People may intentionally take conservative filing
positions when faced with a complex area of the tax code that seems to
offer no clear answers. Alternatively, some people may want to "roll
the dice" and try a more aggressive approach in the hope that
complexity may protect them in case of an audit.*

In other cases, complexity may induce changes in behavior even
when the tax law is clear -and there is little chance of confusion. The
tax law may be clear in some cases but involve a large number of steps
or calculations that could be intimidating. This would not result in
confusion or uncertainty, but.might still alter behavior. For example,
the Government Accounting Office (GAO) estimated that in tax year
1998, approximately 510,000 individuals did not itemize their
deductions and may have overpaid their taxes by $311 million.t

One possible reason. for- this apparently irrational behavior is that
the GAO only considers the accounting costs involved. Itemizing may
save a taxpayer money, but the economic costs, such as the lost time,
may not be worth the accounting profit. Again, faced with a work-
leisure constraint, people may simply decide to take the standard
deduction in order to save themselves time and potential headaches.

As would be expected, individuals seek the easiest methods to
complete the-unpleasant process of filing taxes. Over the past 20 years,
as technology has improved (especially computers), people have more:
and easier options to assist them.- Now, approximately half of all
returns are filed electronically.. IRS forms can be downloaded! online,
saving individuals the time and effort of waiting in lines and traveling
for the proper forms. Also, programs like TurboTax and Quicken can
further simplify the process by making complex calculations that

Those that choose to pursue.a more aggressive approach are also more likely
to seek ways that avoid or evade taxation, usually with the assistance of a tax-
preparer. Comprehensive studies of tax evasion, though older (1992), suggest
that noncompliance of both individual and corporate income tax cost the U.S.
Treasury $128.4 billion in that year (Slemrod, 2000).
t GAO (2001). In tax year 1999 31.7% of filers itemized their returns. Similar
numbers hold across time periods (Campbell, 2001).
1 Balkovic (2005).
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would have previously been done by hand. These programs do have a
monetary cost though.*

Lack of Transparency. Complexity in the tax laws obscures the
actual tax base and increases the tendency for people to "free ride" on
the contributions of others because each citizen's individual
contribution is just a drop in the bucket and doesn't affect what
benefits one receives from the government. This added effect of
complexity can, over time, increase the tendency of people to feel that
the tax system is not fair. People may call for marginal tax rates to
increase, so a higher percentage of the burden of taxation will fall on
the wealthier individuals in society.t Or, it can breed cynicism among
taxpayers, which can ultimately lead to intentional noncompliance.
Over time, this could make the collection duties of the IRS increasingly
difficult.

Complexity Creep. One lesson of economics is that legislation
can have unintended consequences. In tax law, one problem is that
complexity does not become evident until many years after a change in
the tax law. Consider the alternative minimum tax (AMT). In tax year
1990, only 132,000 people paid the AMT for individuals (there is also
an AMT for corporations). In 2000 that number rose to 1.3 million and
by 2010 the number is projected to rise to nearly 35 million, unless the
current law is changed.

Ultimately, in order for a "voluntary" tax system to work, people
must believe in the inherent goodness of paying taxes and providing
for the public goods that all enjoy, even if the act itself is still painful.
Complexity undermines this process through many of the processes
mentioned above.

Conclusion
The Internal Revenue Code now consists of more than 1.4 million

words and the result is complexity and taxpayer confusion.t The
combination of compliance, administrative and welfare costs lead to
very large economic costs and create strong disincentives to complying
with the tax system. Tax reform is necessary and worthwhile.
However, for tax reform to be successful, legislators should keep filing

*Some filers - those with incomes below a certain income threshold - can
now use certain tax programs for free if they file online. This has the added
bonus of providing sound assistance while reducing time costs.
t Several surveys, summarized in Slemrod (2000), suggest that people have a
hard time identifying the true burden of taxation and frequently believe that
the wealthier classes bear a smaller share of the burden than is actually the
case.
$ See Schuler (2001) for an overview of the AMT. For the data on future AMT
filers, see National Taxpayer Advocate (2004), p. 3.
§ National Taxpayer Advocate (2004).
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and administrative costs to a minimum and they should apply low
marginal tax rates to a broad economic base. These simple guidelines
should ensure that tax reform reduces disincentives to work, save, and
invest.

Brian Higginbotham
Economist
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OPEC and the High Price of Oil

I. Introduction
This paper explores the reasons for high crude oil prices. It finds

that the world is not running out of crude oil, on the contrary, it exists
in great abundance. Crude oil also is not very expensive to produce.
The cost of producing crude oil in the Middle East is less than $5 per
barrel and even in higher cost producing areas is nowhere near today's
price.

The reason for the high price of oil is an artificial scarcity imposed
on the market by the Organization of the Petroleum Exporting
Countries (OPEC). The flow of oil to the market is restricted through
collusion and the underdevelopment of the vast oil resources controlled
by the OPEC cartel. The cartel controls 70 percent of the world's
known oil reserves but contributes only 40 percent to world oil
production.

Since the oil embargo of 1973, the price of crude oil also has been
subject to wide swings. The reason is that OPEC has difficulty
manipulating its output to fit changing market conditions and
compounds the problem with secretiveness. Independent producers are
left guessing what OPEC will do next and what market share it will
claim. In the capital intensive oil industry this added uncertainty
hinders investment decisions and lengthens the lead time of supply
responses to a higher price.

Increases in world oil consumption have been driven principally by
developing countries in Asia. Asian crude oil consumption has more
than doubled since 1985. U.S. crude oil consumption, by comparison,
increased just 12 percent in 25 years while the size of the economy
more than doubled. Non-OECD countries now account for 40 percent
of world crude oil consumption.

OPEC used the increase in oil demand to build up its market share
until 1998. Since the oil price collapse in 1998 that followed the Asian
currency crisis, the cartel has redoubled its efforts to preempt price
declines and allowed increases in oil demand to push up the price.
OPEC today barely produces more crude oil than it did in 1977. It has
been sitting on spare capacity while the price has soared and is
expected to collect an increase in oil revenue of $92 billion for 2005
alone.

Part II of this paper cites geological estimates of the oil resource on
earth and presents data on the amount of proven oil reserves; the
concern over an eventual world oil shortage is addressed; and the cost
of producing crude oil in different parts of the world is examined. Part
III reviews the size of OPEC's oil reserves, its rate of production, the
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price volatility it has caused since the oil embargo of 1973, the manner
in which it manipulates output, and its secretiveness. Part TV addresses
non-OPEC production and the effect that OPEC has on it. Part V
examines trends in oil consumption in developed and developing
countries over time. Part VI analyzes oil price developments since
1998 in detail and discusses secondary market factors often blamed for
oil price shocks. Part VII considers the long-run outlook, and Part VIII
presents the conclusions.

II. Supply of Oil
The oil resource. Oil exists on earth- in different- forms and in

enormous quantity. The Energy Information Administration (EIA)
estimates the world's recoverable conventional oil endowment at 3.3
trillion barrels, i.e., liquid oil in underground reservoirs, of which only
950 billion barrels have been removed in 145 years of production as of
2004. Annual oil consumption in 2004 was 30 billion.barrels. At that
rate the remaining conventional oil would last another 78 years. In
addition, there are more- than 4 trillion barrels of oil in the form of so-
called oil sands and extra heavy oil, and at least another 2.6 trillion
barrels in the form of oil shale.'

All this oil is not available for immediate consumption. The
availability of oil for consumption follows a hierarchy of cost related to
the difficulty of finding it, making it accessible and extracting it from
the ground. The economic concept of oil supply thus is different from
the physical concept of how much oil exists. As an illustration,
roughly two-thirds of the conventional oil known to exist in reservoirs
traditionally has been abandoned as uneconomic, although that share is
shrinking.2 How much is recovered varies with the price of oil. If the

' This estimate was generated by the Energy Information Administration
(EIA) from the U.S. Geological Survey (USGS) estimates and other federal
government sources; see Guy Caruso, "When Will World Oil Production
Peak?" 10h Annual Asia Oil and Gas Conference, June 13, 2005, EIA,
http://www.eia.doe.gov/neic/speeches/main2005. html#June; Pete McCabe,
senior USGS geologist, "USGS Official Upbeat About Oil Reserves Outlook,"
Oil & Gas Journal, 103, 16 (4/25/2005): 32; Sam Fletcher, "Industry, U.S.
Government Take New Look at Oil Shale," Oil & Gas Journal, 103, 15
(4/18/2005): 26.
2 The amount of oil abandoned is not included in the 3.3 trillion barrel
estimate. For a schematic on recoverable oil estimation with a hypothetical
conventional 6 trillion barrel oil-in-place resource base, see John H. Wood,
Gary R. Long, and David F. Morehouse, "Long Term World Oil Supply
Scenarios," posted August 18, 2004, p.3;
http://www.eia.doe.gov/pub/oilgas/petroleumI/featurearticles/2004/worldoils
upply/oilsupplyO4.html; see also Edward D. Porter, "Are We Running Out of
Oil," American Petroleum Institute (API), Discussion Paper #081, December
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price falls, oil field development will be curtailed. If the price rises,
progressively more costly oil will be developed and produced. In
addition to price, technology has a major impact on oil supply.
Improved survey and recovery methods can increase knowledge about
the location and size of oil deposits and reduce the cost of extraction.3

Geological estimates of the physical oil resource itself have grown over
time as technology advanced. U.S. Geological Survey (USGS)
estimates have a history of upward revision.

Known reserves. In order to produce oil, detailed knowledge
about its location and the structure of deposits must be gathered, wells
drilled and pipes laid for collecting the oil lifted from the ground. This
activity is referred to as oil field development. The amount of oil that
can be produced as a result of a given investment in oil field
development is considered a "known" or "proven" oil reserve. The
standard for proven reserve estimation is virtual certainty that the oil
can be produced economically under existing technical conditions.
"Known" reserves can be viewed as a producer's oil inventory in the
ground that is drawn down by ongoing production and restocked
through incremental oil field development. Known reserves can be
bought and sold in-ground. Figure 1 shows the size of world's known
oil reserves since 1980.

1995, which refers to an original conventional oil-in-place resource base
between 6 and 8 trillion barrels and provides information on increasing
recovery percentages.
3 To those who waive off blind faith in technology, a recent graphic in the
Wall Street Journal may be instructive. It shows a survey ship atop the ocean
sending seismic signals below to explore for oil beneath the ocean floor. The
ocean is about 2 1/3 miles deep; the signals reach to a depth another five miles
below the ocean floor. In October 2003, Unocal announced finding oil after
drilling a well in the Gulf of Mexico through water and rock to a depth of
35,966 feet. That distance is the cruising altitude of jet aircraft. "Deep
Drilling in the Gulf," Wall Street Journal, June 23, 2005.
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Figure 1 KNOWN OIL RESERVES
Billions of Barrels
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One approach to measuring whether the supply of oil is keeping up
with demand is to track the size of the world's in-ground oil inventory

and compare it to the rate of production. In 1980 known oil reserves

stood at 645 billion barrels; today they stand at 1.278 trillion barrels.
This means that enough new oil was developed to replace all the oil
produced in 25 years and nearly double the reserves. In 1980, the

rate of production was 60 million barrels per day (b/d). The known

reserves would have lasted for 29 years at that rate, if no new oil had

been developed. Much was, said at the time about the world running

out of oil, because the price was at an all-time high. But, in 2004 the

rate of production was 82.5 million b/d and at-that rate today's reserves

would last more than 40 years. Figure 2 shows the history of reserve

life expectancy over time, also called the reserves-to-production ratio.
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Figure 2
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Source: The BP Statistical Review of World Energy, June 2005.

World oil shortage. Predictions of a world oil shortage are based
on the notion of the oil supply as fixed. They miss the fact that the rate
at which the physical oil resource enters the world's economic oil
supply inventory depends on the price and development costs, which in
turn depend on the state of technology. Proponents of the so-called
peak production theory warn that an increasing rate of production will
eventually reach an unsustainable level from which it must decline.
They foresee a growing shortage arising after the peak has been
reached.4 In the first place, this prediction fails to acknowledge that
the price system will reallocate consumption among alternative
resources long before any one of them run short. The occurrence of a
peak in the rate of oil production at some point is to be expected and
does not necessarily represent an adverse market event. Production
profiles for minerals, commodities, and manufactured products
typically increase at first and eventually decline as they are overtaken

4This view draws on the bell-shaped production profile made famous by M.
King Hubbert, a geologist who predicted the production peak for the
continental U.S. The profile derives from the declining flow rate of producing
oil fields due to diminishing natural underground pressure. Hubbert's model
underestimated U.S. production in total, mainly because it fails to account for
secondary and tertiary recovery methods. The peak production theory as such
is a truism. Given the assumption of a fixed quantity of recoverable oil, an
increasing rate of production must lead to a peak and a subsequent decline,
more or less abrupt depending on the steepness of the upswing.
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by substitutes. In the case of crude oil, that may be natural gas. Rather
than experiencing a shortage, the world likely will leave a surplus of
oil in the ground.

Secondly, the theory denies that there is any elasticity to the supply
of oil, that the price mechanism can provide any inducement for
increased oil development. Instead, the prediction is premised on a
fixed quantity of oil reserves. Yet, while ongoing production
obviously reduces the physical quantity of oil in existence, oil reserves
have been increasing as shown. The premise of a fixed oil supply has
been proved wrong time and again by experience, as reserve
estimates and the timing of production peaks have been surpassed.
Daniel Yergin, chairman of Cambridge Energy Research Associates
(CERA), has ventured a guess that the word has "run out" of oil five
times already. He also points out that the share of "unconventional
oil," such as oil sands and extra heavy oil, will rise from 10 percent of
total capacity in 1990 to 30 percent by 2010.5 In other words, oil
considered "unconventional" today will become "conventional" in
the future. The EIA shows a history of steadily increasing world oil
resource estimates since 1942 when no more than 600 billion barrels of
oil were thought to exist on earth.6 That is less than one-fifth of the
current USGS estimate of conventional oil deposits alone. The peak
will keep moving to the right for some time to come.

Costs. "Lifting" costs refer to costs incurred in operating existing
wells to extract oil from developed oil reserves. Persian Gulf wells
have the highest flow rates and the lowest lifting cost. Saudi Arabia's
oil minister stated in October 1999, that its cost is less than $1.50 per
barrel.7 In the North Sea, one of the higher cost producing areas,
operating costs have been estimated between $3 and $6 per barrel.8

The EIA shows average direct oil and gas lifting- costs worldwide of
$3.87 per barrel in 2003.9

The cost measure of greatest significance for the future oil supply
is incremental reserve development cost. It represents the cost of

5 Daniel Yergin, "It's Not the End of the Oil Age," editorial, Washington Post,
July 31, 2005.
6 Guy Caruso, "When Will World Oil Production Peak?" 10th Annual Asia Oil
and Gas Conference, June 13, 2005, EIA,
http://www.eia.doe.gov/neic/speeches/main2005.
' "Saudi Oil Policy Combines Stability with Strength, Looks for Diversity,"
Oil & Gas Journal 98, 3 (January 17, 2000): 17. The statement refers to
"full" cost, but the context indicates operating cost.
8 Thomas R. Stauffer, "Trends in Oil Production Costs in the Middle East,
Elsewhere," Oil & Gas Journal, 92, 12 (March 21, 1994): 107
9 Performance Profiles of Major Energy Producers 2003;
http://www.eia.doe.gov/emeu/perfpro/ch I sec5.html.
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creating additional oil reserves and can be thought of as an inventory
replacement cost. The "Big Four" Persian Gulf producers Iran, Iraq,
Kuwait, and Saudi Arabia, have by far the lowest replacement cost; it
has been estimated between $1 and $2 per barrel.10 The U.S., being
the most intensely developed oil producing area in the world, faces
some of the highest costs among major producers, upwards of $25 per
barrel in the lower 48 states. Figure 3 shows incremental cost ranges
for major oil producing countries throughout the world. 11

The sum of lifting and development costs in much of the Middle
East thus falls in a likely range of $2.50 to $3.50 per barrel and
certainly is below $5 per barrel. The OECD cites costs in the Middle
East of less than $5 per barrel of oil as does the EIA. 12 The costs cited
in this paper do not include taxes, which can be substantial.

10 Thomas R. Stauffer, "The Economic Cost of Oil and Gas Production: A
Generalized Methodology," The OPEC Review 28, 2 (June 1999): 192.
1 Worldwide cost studies of more recent vintage have not been found, but the
EIA's data on foreign finding costs per barrel of oil equivalent (boe) show that
costs have remained stable since 1994. Finding costs are the exploration,
development, and property acquisition costs of replacing oil and gas reserves
removed through production. The three-year average foreign cost computed
by the EIA, in real terms, has moved between $5 and $6 per barrel from 1994
to 2003, except in 1996 when it was $4.73. Prior to 1994 finding costs had
been higher. In the U.S. costs rose in the past two three-year periods;
http://www.eia.doe.gov/ emeu/perfpro/figl6.gif. However, as an absolute
measure finding costs are problematic, because the data comes only from U.S.
companies subject to the EIA's Financial Reporting System (FRS) and for the
reasons given in note 13 following.
12 OECD Economic Outlook, Vol. No. 76, December, 2004/2, p.l23; "Oil
Production Expansion Costs For The Persian Gulf, 1994-2010," EIA, January
1996, Table 6 and author's calculations.
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Figure 3
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Source: Thomas R. Stauffer, "Trends in Oil Production Costs in the Middle
East, Elsewhere," Oil & Gas Journal, 92, 12 (March 21, 1994): 105-107.

Technological advances have made unconventional oil
development economical. In 2004, Canada's oil sands production
exceeded 1 million barrels per day. Canada's oil sands projects are
reported to require a price of oil around $25 per barrel to be profitable,
implying development plus operating costs in that range. 3 This
means that world oil reserves can be replenished and produced at
a cost of less than $5 per barrel by the world's low-cost producers,
and a cost in the vicinity of $25 per barrel by high-cost producers
in existing oil producing areas.'4 However, development investments
are large in absolute terms and essentially irreversible. This exposes

13 Canadian Association of Petroleum Producers, "Canadian Crude Oil
Production and Supply Forecast, 2004-2015," p.5; Sam Fletcher, "N.
American Unconventional Oil a Potential Energy Bridge," Oil & Gas Journal,
April 11, 2005; 103, 14, p.22; Tamsin Carlisle, "A Black-Gold Rush in
Alberta," Wall Street Journal, September 15, 2005.
14 Exploration costs per barrel of oil are difficult to isolate and assign
appropriately because (a) most new oil is found through incremental
development of existing oil fields, (b) time lags in oil discovery and
development complicate exploration cost assignment to production volume,
and (c) oil and gas tend to occur together but not in fixed proportion. Oil
sands development requires no exploration. The cost of exploration per boe
thus is not a useful concept. See M.A. Adelman, The Genie out of the Bottle,
World Oil since 1970, (MIT Press, 1995), 20 and 37, for a critique of this
measure. In any event, according to its oil minister, Saudi Arabia's cost of
finding new reserves is less than 10 cents per barrel (op. cit.).
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high-cost producers to added risk, especially in a market that is subject
to manipulation (see discussion of non-OPEC producers in Part IV.)

III. The OPEC Cartel
Low cost producers collude openly. Established in 1960, the

Organization of the Petroleum Exporting Countries (OPEC) is an
intergovernmental cartel. The member nations own different oil fields
and operate production facilities through state-owned oil companies in
the Persian Gulf, Africa, South-East Asia and South America. The
membership includes Iran, Iraq, Kuwait, Saudi Arabia ("The Big
Four"), Qatar, the United Arab Emirates (U.A.E.), Algeria, Libya,
Nigeria, Indonesia, and Venezuela. OPEC conducts formal meetings
to discuss oil prices and output, share information, and coordinate the
market activity of its member countries for the purpose of increasing
their oil revenue. In 1982, OPEC started to assign explicit crude oil
production quotas to each individual member country (Iraq has not
been part of the production agreements since 1998). Previously, the
OPEC members had coordinated the offer prices they posted for their
crude oil. Professor M.A. Adelman, whose studies of the oil industry
span decades, has described the cartel as follows:

OPEC is a forum whose members meet from time to time to
reach decisions on price or on output. Fixing either one determines
the other. ... They refrain from expanding output in order to raise
prices and profits. Because each member's cost is far below the
price, output could expand many fold if each producer followed his
own interest to expand output, which would lower prices and
revenues. Only group action can restrain each one from expanding
output. 15

Needless to say, if U.S. companies engaged in price fixing and
concerted output restriction they would be in per se violation of anti-
trust laws.

Holding back the flow of oil. OPEC has huge known oil reserves.
Its reserves are currently estimated at 885 billion barrels versus 393
billion barrels for non-OPEC producers (Figure 4). 16 Yet OPEC
releases its oil to the market at an artificially low rate. OPEC today
barely produces more than it did in 1977 when world oil
consumption was 61.8 million b/d whereas consumption is now
approaching 85 million b/d. In 2004 OPEC's daily production was

15 M.A. Adelman, "The Real Oil Problem," Regulation (Spring 2004): 20.
M.A. Adelman is professor of economics emeritus at the Massachusetts
Institute of Technology.
16 "Annual Special World Wide Report," Oil & Gas Journal, 102, 47
(December 20, 2004); EIA presents but does not certify foreign reserve
estimates.
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32.9 million barrels compared to 50 million barrels for non-OPEC
countries (Figure 5). Non-OPEC production, which was about the
same as OPEC's in 1977, has increased by two-thirds since 1977 and
today far exceeds OPEC's rate of production. Professor Adelman has
observed that "for lower-cost output to fall or stagnate, while
higher-cost output rises, is like water flowing uphill. Some special
explanation is needed...."

Figure 4
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The special explanation is that OPEC holds back output to support
the price, whereas producers acting independently sell what they can
when the market price exceeds their cost. The OECD concurs, stating
that, "OPEC and the reserve-rich producers in the Middle East have
incentives to exploit [their] cost advantage by trading off market share
for a higher price." 17 Given the large size of its known reserves, OPEC
definitely has the ability to increase production substantially. Even
OPEC delegates reportedly have indicated that the cartel is capable of
raising production by one-third to 44 million b/d by 2009.18

17 M.A. Adelman, "World Oil Production and Prices 1947-2000," The
Quarterly Review of Economics and Finance 42 (2002): 169. Professor
Adelman provides a thorough discussion of the OPEC cartel, its output
manipulation and its effect on price in this article. OECD Economic Outlook,
Vol. No. 76, December, 2004/2, p.123.
18 Carola Hoyos, "West Told Oil Demand is Too Much for OPEC," Financial
Times (FT), July 7, 2005.
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Figure 5

OPEC And Non-OPEC Oil Supply
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Spare capacity. Moreover, OPEC has had substantial excess short-
run production capacity. Figure 6, reproduced from the IMF's April
2005 World Economic Outlook, shows OPEC idle production capacity
over time.

Figure 6
OPEC'S SPARE PRODUCTION CAPACITY
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Source: IMF World Economic Outlook, April 2005.
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OPEC's spare short-run production capacity has been viewed as a
"safety margin" that can be tapped quickly-within 30 days according to
the EIA's definition-in case of supply disruptions or demand surges
and its reported decline as a reason for higher prices. This logic is
inverted. OPEC does not hold excess production capacity for the
benefit of oil buyers. Significant, persistent excess production capacity
is an indication of strategic output curtailment. At an average
worldwide lifting cost of less than $4 per barrel, a price of, say, $20 per
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barrel would yield more than $16 in gross margin. Producers who forgo
this size margin on any appreciable volume of sales have a strategic
motivation. Non-OPEC producers do not hold excess capacity. From
the beginning of 2002 to the first quarter of 2004, the worldwide average
crude oil price rose from less than $20 to $30 per barrel and also
exhibited short-term swings close to ten dollars in magnitude. Several
OPEC members were sitting on excess short-run capacity during this
time that could have been activated within a month's time. As the price
rose above $30 per barrel, more of the excess capacity was activated (the
gross margin exceeding $26 per barrel), but to this day Saudi Arabia is
reported to have surplus production capacity of 0.9 to 1.4 million b/d.19

This surplus is not being used to lower the price. In the wake of
Hurricane Katrina, OPEC declared its willingness to produce as much
oil as needed. As Hurricane Rita gained strength in the Gulf of Mexico,
OPEC even announced suspension of its output quotas. But when asked
about discounting oil Saudi Oil Minister Ali Naimi said: "Absolutely
not. I don't want to bring it on the market unless the consumer wants it
at the commercial rate." 20 The commercial rate was near $70 per barrel
at the time. Katrina, though more devastating than anticipated, had no
adverse effect on the price of crude oil after the fact; the price actually
fell because buyers' stocks from the strategic petroleum reserves were
released to the market. Thus the price of crude oil will be lower and
more stable if spare capacity is held by oil buyers (in the form of oil
stocks), not if it is held by oil sellers with monopoly power.

Price volatility. The price of oil used to be low and stable. The
price per barrel fluctuated over months, not years and by cents or ten
cents, not tens of dollars, notwithstanding increasing oil consumption,
threatening political events and severe weather conditions. From the
end of World War II until the oil embargo of 1973, Arabian Light
crude oil sold for less than $2.50 (about $10 in 2004 dollars) per barrel
in Ras Tanura, Saudi Arabia's Persian Gulf oil terminal. Then OPEC
imposed the oil embargo; the price shot up and started to gyrate.
Figure 7 shows the history.

'9 EIA, Table 3a, OPEC Oil Production; Reuters reports OPEC's president
stated that OPEC has spare capacity of 2 million b/d. "Oil Prices Near
'Acceptable' Levels: OPEC," October 29, 2005.
20 Bhushan Bahree, "OPEC Suspends its Output Quotas," Wall Street Journal,
September 21, 2005, p. A5.
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Figure 7
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Output manijpu!ation. OPEC's effectiveness as a cartel has been
questioned because an unstable price could suggest a lack of control
over the market. Furthermore, prices had fallen below $20 for many
years which seemed low compared to the price peaks of the 1970's and
1980's. However, under changing market conditions it is far more

difficult to maintain price or profit targets with compensating output
adjustments that are timed correctly than it is to simply push the price
above cost. In a dynamic market OPEC cannot go through an output
adjustment process only once to get the margin it wants. It has to keep
manipulating output and will know only after the fact if it could have
driven the price higher or if it caused the price to rise too much. To
maximize its profit over time, OPEC must take into account that a
price level achieved in the short-run may not be sustainable in the long-
run, because demand is more price sensitive (elastic) in the long-run as
is the output of alternative suppliers. Once customers and competitors
have had time to react to a higher price, OPEC may have to cut output,
accept a lower price or a combination of both. Large price swings
reveal errors in forecasting and execution, not a lack of power to
move the price.

In the 1970's OPEC misjudged the industrialized world's ability to
conserve and find substitutes for oil and drove the price too high.
Consumption fell by 6.4 million barrels per day from 1979 to 1983. At
the same time, OPEC underestimated non-OPEC supply. Oil fields in
Alaska's North Slope, Mexico, and the North Sea had been discovered
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and committed to development before the 1973 OPEC oil embargo.21

OPEC reduced its production up to 14 million barrels per day from
1977 to 1985-a reduction of 45 percent-and managed to hold the
market price in a range between $15 and $21 per barrel for the most
part from 1986 to 1999.22 World output continued growing, because
the price remained above the incremental cost of non-OPEC producers.
Had there been no cartel action to prevent it, the price would have
fallen back down to OPEC members' cost.

OPEC's internal management problems further complicate the
execution of joint output plans. Holding back output cooperatively is
difficult, because each producer's incentive individually is to expand
output when the price exceeds cost. Professor James L. Smith of the
Southern Methodist University provides a most apt description of the
cartel: "OPEC acts as a bureaucratic syndicate; i.e., a cartel weighed
down by the cost of forging and enforcing consensus among its
members, and therefore partially impaired in pursuit of [its] common
good."23 Professor Adelman is blunter: "Since cooperation is usually
difficult, reluctant and slow, members' output overshoots or
undershoots the demand. Prices are volatile not because of methods of
production or consumption, but because of the clumsy cartel."24

A study released in June 2005 by the Federal Trade Commission
(FTC) confirms that OPEC has tried to cut or increase production to
enforce a per barrel price band of $22 to $28 per barrel. The FTC
concludes that while these efforts where only sporadically effective,
OPEC "has been successful in exercising a significant degree of market
power and in obtaining prices above competitive levels." The
Economist reports that OPEC cleverly reduced its quotas to stop prices
from softening whenever oil stocks in OECD countries started rising.25

21 M.A. Adelman, The Genie out of the Bottle, World Oil since 1970, (MIT
Press, 1995), pp. 150-153.
22 In over 30 years, the world-wide weighted average crude oil price computed
by the EIA fell to a low between $9 and $10 for just eight weeks. Data
supplied by EIA.
23 James L. Smith, "Inscrutable OPEC? Behavioral Tests of the Cartel
Hypothesis," The Energy Journal; 2005, 1.
Professor Smith presents quantitative evidence of the cartel's output
manipulation. He also discusses reasons why several other studies had failed
to do so. Professor Smith is Cary M. Maguire Chair in Oil and Gas
Management.
24 M.A. Adelman, "World Oil Production and Prices 1947-2000," The
Quarterly Review of Economics and Finance 42 (2002): 171.
25"Gasoline Price Changes: The Dynamic of Supply, Demand, and
Competition," Federal Trade Commission, June 2005, p.23; "Oil in Troubled
Waters--A Survey of Oil," Economist, (April 30, 2005), p.4.
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Indeed, OPEC has collected enormous monopoly rents since 1973.

The Economist cited an estimate in 2003 that over $7 trillion dollars in
wealth has been transferred from American consumers alone to oil
producers since the 1973 oil embargo by keeping the oil price above its
true market-clearing level.26 The EIA estimates that OPEC will collect
$430 billion in net oil export revenues in 2005; that is $92 billion more
than in 2004.27 Stable or not, high oil prices are hugely profitable
for OPEC and they are kept high only by collusion. Addressing the
Houston Forum in October 1999, Ali I. al-Naimi, Saudi Arabia
Minister of Petroleum and Mineral Resources, stated that "one thing is
for sure: Saudi Arabia cannot accept a low oil price. Yet it cannot
defend the world oil price all by itself, it can do so only in cooperation
with other producers. We have tried doing it alone in the past and it
did not work."28

Secretiveness. Among the troubling characteristics of OPEC is its
lack of transparency. It does not permit outside inspection of its
reserves or production facilities, does not release timely, accurate
output data and does not reveal its future output plans or price targets.
Inadequate information from OPEC renders industry data incomplete
and forecasts highly unreliable. 29 This adds unnecessary uncertainty.
that can misdirect investment decisions and set off or exacerbate
speculative forces in the oil market. Born from internal posturing and
cheating relative to the cartel's quota allocations, the OPEC member's
aversion to transparency serves no positive purpose. Secretiveness
fosters duplicity in the members' dealing with each other and with
the outside world. Transparency International's Corruption
Perceptions Index 2005, surveyed 159 countries and rated them on a
corruption scale from 0 (most) to 10 (least). It shows seven OPEC
countries with a score of less than 3.3°

IV. Non-OPEC Producers
Crude oil is sold in standardized grades on a world market.

Individual oil producers typically do not account for enough supply to
move the market price to their advantage. They are price takers.
Hence they operate close to their short-run pumping capacity. With the

26 "The End of the Oil Age," Economist, October 25, 2003, p.1 1.
27 "OPEC Revenue Fact Sheet," EIA, June 2005.
28 "Saudi Oil Policy Combines Stability with Strength, Looks for Diversity,"
Oil &Gas Journal (January 17, 2000): 98, 3, p.18.
29 Bhushan Bahree, "Oil Forecasts Are a Roll of the Dice," Wall Street
Journal, August 2, 2005.
30 "Transparency International Corruption Perceptions Index 2005,"
Transparency International, The Coalition Against Corruption;
http://www.transparency.org/surveys/index.html#cpi.
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upper bound of operating costs estimated at $6 per barrel, producers
who take the market price as given would leave highly valuable output
in the ground, if they do not operate their wells at capacity. Each well
is subject to a declining flow rate which steadily raises a well's
operating cost per barrel of oil produced. When a well's operating or
lifting cost exceeds the market price, it is capped. Short-run output
flexibility is provided by the rate at which aging wells are shut down,
which depends on the market price.

Non-OPEC producers will respond to a rising oil price by keeping
older wells operating longer and by drilling new ones. But upfront
investment in new production is essentially irreversible. Since
investors know that OPEC can move the price up as well as down but
do not know what its plan is, they are more hesitant to invest than they
would be if the market were not subject to manipulation. The
heightened uncertainty can delay an adequate supply response to a
rising price. By the same token, once new supply capacity is in place
it takes an exceedingly low price (below operating cost) to shut it
down. According to Adelman, "Oil prices fluctuate more because
betting on price must include calculations about not just supply and
demand, but also about OPEC's quota decisions, plus the members'
fidelity to their promises. Hence, the world oil market is less
predictable, more volatile, and more herky-jerky." 31 The IMF World
Economic Outlook concludes: "The unpredictability and volatility of
oil prices also has deleterious effects on investment in the oil sector. ...
The impact of price volatility on investment could generate a vicious
cycle whereby low or delayed investment activity could in turn add to
price volatility." 32 Claude Mandil, Executive Director of the
International Energy Administration (lEA), in a statement dated June
29, 2005 and posted on the lEA website, has called for OPEC
governments to announce clearly their programs and schedules for new
capacities. They have not done so.

V. Demand for Oil
Economic growth. Oil is needed for industrial production, electric

power generation, and transportation. In the developed countries, oil
demand from all three was increasing rapidly prior to 1973. But the oil
price spikes of the 1970's and 1980's caused the OECD countries to
curtail their demand for oil through input substitution and conservation.
Industry and utilities in substantial measure have shifted to other
energy sources (e.g., natural gas). The transportation sector was forced
to conserve fuel through minimum mileage requirements for cars in the

3' M.A. Adelman, "The Real Oil Problem," Regulation, Spring 2004, 20.
32 IMf World Economic Outlook, April 2005, Chapter IV, p. 160.
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U.S. and high gasoline taxes in other countries. World oil consumption
fell as a result and even substantial economic growth in OECD
countries thereafter caused it to rise only gradually. Since 1979, U.S.
oil consumption increased by 12 percent in which time the nation's
real GDP more than doubled. Figure 8 shows the much lower
trajectory of OECD oil consumption since the 1980's compared to the
period prior to the embargo. In non-OECD countries meanwhile,
economic growth has led to greater increases in oil consumption. In
1973 non-OECD countries accounted for 27 percent of world oil
consumption; in 2003 they accounted for 40 percent. Developing

Figure 8
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economies are much less energy and oil efficient than the more
developed economies and their growth is more oil dependent.
The People's Republic of China (PRC) for example is less than half as
efficient in the use of oil per unit of GDP as the OECD average.33

Some countries, such as the PRC and Indonesia, actually subsidize the
use of oil domestically to mitigate the adverse impact of high oil prices
on their economy.34

Asian demand. Economic development in Asia is a major new
force in the world, and its oil consumption accounts for most of the
increase. Figure 9 shows the steep rise in Asian consumption. It
overtook U.S. oil consumption first in 1997 and, after the Asian
currency crisis had set it back temporarily, again in 2000.

33 James Hookway, "Thailand Tries to Prop Up Economy," Wall Street

Journal, August 30, 2005.
34 Paul Blustein and Craig Timberg, "High Oil Prices Met With Anger
Worldwide," Washington Post, October 3, 2005.
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Figure 9
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Of the 4.8 million barrel increase in daily world oil consumption
from 2001 to 2004, 3.29 million (69 percent) came from non-OECD
countries and 2.32 million (48 percent) came from non-OECD
countries in Asia. The new demand has been coming primarily from
the PRC and India. From 1990 to 2003 the shares of oil consumption
by the three largest oil consuming nations in Asia changed
dramatically: The PRC's share rose from 18 percent to 26 percent,
India's share rose from 8.5 percent to 10.5 percent, and Japan's share
of oil consumption fell from 38 percent to 25 percent. The PRC is now
the largest oil consuming nation in Asia.

VI. Analysis of Oil Price Developments Since 1998
OPEC reclaims market share. Growing Asian demand helped

OPEC to boost its oil production and market share from their 1985
levels without causing the price to decline further. The steep rise in
Asian oil demand starting in 1986 (Figure 8) coincides with the recovery
of OPEC's rate of production (Figure 4) and market share, which
increased from 29 percent in 1985 to 40 percent by 1994. In 1997,
OPEC committed a miscalculation, however, and suffered a severe
setback. It raised its production ceiling substantially by 2.5 million b/d
in anticipation of further demand growth from Asia, but it guessed
wrong.35 The currency crisis of late 1997, instead, caused Asian
demand to fall. The result was a market price that dipped below $10 per
barrel for the first time since 1973, and a $51 billion year-over-year
reduction in oil revenue.

35 For a more extensive discussion of this event and OPEC's subsequent
actions, see Wilfrid L. Kohl, OPEC behavior, 1998-2001, The Quarterly
Review of Economics and Finance 42 (2002), 210-213.
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Price rises as OPEC restrains output. OPEC quickly lowered its

output quotas and kept them below the level adopted in December
1997 for the next seven years. This despite the fact that world: oil
consumption recovered and in 1998 was higher than in 1997. The
attacks of September 11, 2001 caused oil demand to fall, but world oil
consumption was still.4.4 million b/d higher in 2002 (78.5 million b/d)
than it had been in 1998 (74.1 million b/d). Yet OPEC cut its quotas
for all of 2002 to a level 5.8 million b/d below that of December 1997
(21.7 vs. 27.5 million b/d). Its market share fell to 37.6 percent.
World oil consumption subsequently accelerated, increasing by 1.53
million b/d from 2002 to 2003 (to 79.9 million b/d), and by 2.57
million b/d from 2003 to 2004 (to 82.5 million b/d). OPEC finally
raised its quotas in 2003 and regained-market share, but it subsequently
lowered its quotas again, while the price was rising. As late as April
2004, it reduced its quotas to 23.5 million b/d. In December 2004, it
resolved to cut back member output that was exceeding its quotas.36

Prices had.been in the mid-$30s per barrel in December 2004; by the
last week of January 2005, they exceeded $40 per barrel and continued
to climb. Only in April of this year did OPEC bring the quotas back up
to the level in effect at the beginning of 1998. It finally raised its
output ceiling by another 0.5 million b/d effective July 1, 2005. On
June 25 of this year OPEC's president was quoted by The Wall Street

Journal as saying that there was a need to observe price further before
raising *the production ceiling again. The price for West Texas
Intermediate crude oil had just reached $60 per barrel.37

36 OPEC's 13 3rd meeting on December 10, 2004; EIA, Country Analysis
Briefs, "OPEC," June 7, 2005.
37 "OPEC President Will Wait Before Making Output Hike," The Wall Street
Journal, June 25, 2005.
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and deliberate overproduction by some members, OPEC's total oil
supply exceeds its quotas. As Figure 11 shows, total OPEC supply
nevertheless correlates to the-crude oil quotas and was held below or
close to its 1998 level until 2004 when it moved modestly higher. In
2004, world oil consumption had grown to 82.5 million b/d and the price
had been rising almost continuously since early 2003.

When demand increases and sufficient additional oil is not offered
to fully accommodate the increment, buyers will allocate among
themselves what quantity is available by bidding the price up. Since
1998, OPEC has managed its rate of oil production so that when demand
increased it would not be fully accommodated and the price was bid up.
There were brief phases. when-demand declined, and OPEC may have
been concerned that Asian demand would recede again. It may have
been overly restrictive in its production and -also slow to invest in
capacity expansion for this reason. OPEC shrouds its oil industry in
secrecy. It.is not known to what extent its conduct has been shaped by
an overly cautious strategy to prevent another price collapse or by a
deliberate plan to bring about a higher price. The fact is that the price
of oil did not have to rise. OPEC members hold more than enough
oil reserves to satisfy increases in demand, and in the Middle East it
costs less than $5 per barrel to .produce more oil. Yet despite facing
increases in world oil consumption year after year, OPEC did not
raise its output quotas above the level of early 1998 until April of
2005.

Other explanations for high oil prices. An inadequate supply side
response to increasing demand magnifies the price impact of any
occurrence that lessens, even minimally, the amount of oil available for
purchase. In the short-run input substitution typically is a very limited
option, which makes oil buyers willing to bid the crude oil price up
disproportionately to try to meet their requirements (demand is
inelastic). This heightens concerns over events that normally would not
move the price of oil on the world market, such as accidents or labor
strikes somewhere in the oil supply chain. Natural disasters, terrorist
attacks or production problems in a major oil producing country
certainly can have an effect on the price of oil, but these events also are
usually compensated for in short order in an unfettered market. Supply
shocks of this kind occurred prior to the oil embargo of 1973 as well,
but they were absorbed so quickly that annualized price data shows
no variations (see the nominal price line in Figure 7). It-is also useful
to recall the complaint by Mr. Ali I. al-Naimi that Saudi Arabia-the
largest oil producer in the world-cannot hold up the market price of oil
by itself, which strongly suggests that no other country can either,
whatever the nature of the supply problem. The reason for high oil
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prices is the ongoing, collective restriction of the oil supply by the cartel
members.

Refinerv "bottlenecks." OPEC has claimed that insufficient
refinery capacity is linked that to high crude oil prices.38 This is not
logical. Refineries process crude oil. If they are operating at full
capacity, then the rate at which they can use unprocessed crude oil has
reached a limit and they will not bid the price up to buy more. On the
other hand, if OPEC were to bring more crude oil on the market, that
would lower the price.

Different grades of crude oil require different types of refining
capacity. In the short-run, imbalances can arise that may cause price
differentials among different crude oil grades to widen temporarily.
This has occurred with respect to lower sulfur (sweet) and higher sulfur
(sour) crude oil grades. But refiners in time adapt their facilities to
changing price differentials for different quality grades. The dramatic
upward price trend in all crude oil grades cannot be explained by
limitations in all or some types of refining capacity.

OPEC's output restriction expected to continue. When an
increase in oil scarcity is perceived to be temporary, the spot price of
crude will rise but oil futures prices for long term delivery will not.
Crude oil delivery prices exceeding $60 per barrel extend to 2011.
This timeframe is longer than it takes to drill more wells and increase
production capacity. Saudi Arabia earlier this year embarked on a $50
billion program to expand its petroleum industry over the next five
years to 2010.39 OPEC has indicated that it could increase production
by 11 million b/d by 2009. Daniel Yergin of Cambridge Energy
Research Associates (CERA) recently stated that "between 2004 and
2010, capacity to produce oil (not actual production) could grow by 16
million barrels per day-from 85 million barrels per day to 101 million
barrels a day-a 20 percent increase. Such growth over the next few
years would relieve the current pressure on supply and demand."40

The CERA forecast is based largely on projects already under
development that had been approved in the 2001-2003 timeframe with
lower price expectations than current prices. The forecast implies a 3
percent average annual compound growth rate of capacity. Since 2001,
world oil consumption has been increasing at an average annual
compound growth rate of 2 percent. How can oil futures prices remain

38 Acting for the OPEC Secretary General, Dr. Adnan Shihab-Eldin delivered
a speech at an OPEC/1EA luncheon on September 28, 2005, "OPEC-IEA
Cooperation and the International Oil Market Outlook;"
http://www.ope.org/opecna/Speeches/2005/OPECIEA.htm.
39 Wall Street Journal, June 6, 2005.
40 Daniel Yergin, "It's Not the End of the Oil Age," editorial, Washington
Post, July 31, 2005.
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so high then? Yergin goes on to say that the capacity growth is "pretty
evenly divided between OPEC and non-OPEC." Therein lays the
answer. If OPEC does not fully utilize its capacity, then incremental
production could be as much as halved and prices would stay high.
OPEC has a history of holding back production to support the market
price and it could continue to do so, compensating for non-OPEC
supply increases. As Phil Verleger of the Institute for International
Economics and The Economist put it: "Investors [in oil futures]
believe the OPEC cartel will cut output to stop prices falling."41 If
demand continues to grow sufficiently, OPEC may even have room to
raise its production at a controlled pace while prices remain high or are
pushed higher. The OECD puts it this way: "The less elastic global oil
demand and non-OPEC supply are in the long-run, the greater are
OPEC's incentives to restrict output and thus raise prices in the face of
rising world demand." 42

VII. The Long-Run
Oil futures prices over $60 per barrel for delivery as late as six

years hence (2011) point to a scenario in which strong demand growth
from developing economies compensates for countervailing market
forces and strengthens OPEC's pricing power. However, the longer
the timeframe considered, the greater the elasticity of global oil
demand and of non-OPEC supply is likely to be. Six years was the
timeframe from the oil embargo (1973) to the oil price peak (1979).
Thereafter the price plummeted. Oil sands production today is at a
beginning stage, just as Alaskan and North Sea production had been in
the 1970's. The use of oil in developing nations is relatively inefficient
and also may experience improvements similar to those in more mature
economies. Moreover, new technologies in the oil intensive
transportation sector, for example hybrid electric vehicles, are gaining
acceptance and could be deployed throughout the globe, not only in
developed countries. 43

Since the Asian currency crisis, OPEC has taken pains to reduce
output at any sign of softening demand. It has increased output only
gradually when demand has risen. This strategy indicates
preoccupation with price in the near tem, not with long-run forces
mobilized by large margins over incremental development cost. The
market price has moved far beyond the $22 to $28 per barrel price

41 "Oil in Troubled Waters, A Survey of Oil," Economist, April 30; 2005, p; 4.
At the time the price was $40 per barrel. Both spot and futures prices are now
over $60 per barrel.
42 OECD Economic Outlook, Vol. No. 76, December, 2004/2, p. 123
43 See, for example, Jathon Sapsford, "General Motors Joins Rush to Make
Hybrids in China," Wall Street Journal, October 3 1, 2005
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band OPEC once sought to maintain. It appears that OPEC's members
have been adjusting upward their view of what the long-run sustainable
crude oil price is along with the upward movement of the market price.
In June of this year, OPEC's ministers reportedly indicated that they
would "like to see" a price below $50 per barrel, but there was no
consensus on how much lower, though not below $30.44 More recently
OPEC officials are said to believe that the market may support a price
well above $50 per barrel.45 The enormous revenue increases for
OPEC brought on by the price surge-from $338 billion in 2004 to an
estimated $430 billion in 2005 alone-provide a powerful inducement
for members to regard a high price as the "right" price. It will be
difficult for OPEC's members to change their bias toward
underproduction when it has resulted in growing riches. This could
portend continuation of high prices for the next several years and a
subsequent recurrence of the price decline seen after 1979.

VIII. Conclusion
The world is not running out of oil. Crude oil is an abundant

resource. The rate at which it enters the world's economic oil supply
inventory depends on the price, development costs, and technology.
The supply of oil therefore is not fixed, and known oil reserves, in fact,
have been increasing, not decreasing.

Unfortunately, the price of oil bears no relation to the scarcity of
oil in the ground or to the cost of getting it out of the ground. The
OPEC cartel controls 70 percent of the world's known oil reserves and
manipulates how much oil reaches consumers. It imposes an artificial
scarcity on the market that elevates the price manyfold above Middle
East production cost of less than $5 per barrel and far above the cost of
other producing areas as well.

The market price of oil is also highly unstable, because the cartel is
not able to accurately anticipate market changes and administer
compensating output adjustments. In the short-run, OPEC commits
errors in timing and sizing its output changes that set off price
gyrations. In the long-run, it has underestimated the elasticity of oil
demand and of non-OPEC oil supply. In the 1970's it drove the price
up over several years but then had to accept years of price declines. As

44 Bhushan Bahree, "OPEC Lifts Quota But Urges Increase In Refining
Capacity," Wall Street Journal, June 16, 2005.
45 Michael Williams, "Why OPEC's Over a Barrel," Wall Street Journal, June
16, 2005; September 17-18, 2005, Wall Street Journal, August 30, 2005.
Reuters reported OPEC's president stating that "... Oil prices were
approaching a level acceptable to both consumers and producers after recent
decreases," "Oil Prices Near 'Acceptable' Levels: OPEC," October 29, 2005.
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a result, price trends do not even convey changes in the true scarcity of
oil.

The effect of the price distortion is worsened by OPEC's
secretiveness. The lack of transparency has no benefit to the cartel as a
whole and is associated with cheating and corruption. Other market
participants lack crucial market information including what price
OPEC intends to support and what market share will be left for them.
Especially in a capital intensive industry this delays appropriate supply
responses from non-OPEC suppliers and aggravates price volatility.

Most of the increases in oil demand since the late 1980's have
come from developing countries in Asia. Currently 40 percent of
world oil production is consumed and paid for by non-OECD
countries, up from 27 percent in 1973. One aspect of this shift in
demand is that developing countries increasingly are paying for
OPEC's enormous profits. The EIA estimates that from 2004 to 2005
alone OPEC's net oil revenue will increase by $92 billion.

Rising demand, on the whole, allowed OPEC to sell more crude oil
without lowering the price prior to 1998, and after the Asian currency
crisis, to raise the price while maintaining its sales volume. OPEC's
output quotas were the same in March 2005 as they were in early 1998.
Going forward, if demand continues to grow, OPEC may be able to
keep the price high. Oil futures prices are above $60 per barrel for
delivery dates to 2011, which is beyond the timeframe it would take to
bring substantial production increases online. OPEC is hinting that it
may support prices far above the $22 to $28 per barrel range it tried to
maintain in years past.

However, significant developments on the demand and the supply
side of the oil market are taking hold and could gain momentum
(among them hybrid electric vehicles and oil sands production). The
inflation adjusted historical crude oil price peak occurred in 1979.
That was six years after the oil embargo of 1973 when OPEC first
imposed dramatic price increases. After the peak, the price
commenced a long, steep decline as input substitution, conservation
measures, and increased non-OPEC production lessened OPEC's
pricing power. The world may be in the first phase of another such
cycle.

Of course, the world could pressure OPEC to produce more oil and
provide more information about its oil fields and production plans, if
not to dismantle the cartel. The first step is to dispense with
misleading representations of oil resource depletion and to place short-
run disturbance to the oil supply outside the cartel in proper
perspective. Secondly, as a cause for high prices, less emphasis should
be placed on increases in oil demand, which, after all, emanate from
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long awaited economic development in poor countries. Instead,
OPEC's restrictive output policy, large reserves, low costs, and surging
revenues should make the most headlines: "OPEC's output barely
higher than in 1977;" "Mid-East production costs less than $5 per
barrel;" "OPEC to collect $430 billion in 2005." The Third World will
need more oil in order to grow economically. It would benefit from
more responsible policies on the part of the world's oil producers with
the lowest cost and the largest reserves.
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RANKING MINORITY MEMBER'S VIEWS AND LINKS TO

MINORITY REPORTS

I. OVERVIEW

The economy grew in 2005, but the benefits of that growth
continued to show up in the bottom lines of companies rather than in
the paychecks of workers. In the recovery from the 2001 recession,
working families have been left behind from the start, and they
continued to be left behind in 2005.

The signature policies of the Bush Administration and. the
Republican Congress have not addressed the problems facing ordinary
American families. Successive rounds of tax cuts were poorly
designed to stimulate job creation and produced a legacy of large
budget deficits. Those large and persistent budget deficits contributed
to an ever-widening trade deficit and massive borrowing from abroad.
Most of the benefits of the tax cuts accrued to very high-income
taxpayers, while cuts in programs that benefit middle- and lower-
income families were viewed as the best way to pay for those tax cuts.

Policymakers faced a challenge in 2005 from the devastation
to the Gulf coast from Hurricanes Katrina and Rita. The economy
suffered a blow to employment and economic activity, and a budget
that was already under strain had to absorb additional funding for
emergency relief and planned reconstruction. In addition, the
hurricanes focused attention on problems that had been ignored, such
as the lack of emergency preparedness, inadequate investment in
critical infrastructure, and, most sadly, neglect- of our most
disadvantaged citizens.

Many economists predicted that the economy would be
resilient in the face of the hurricanes (see the JEC Democrats' report
Potential Economic Impacts of Hurricane Katrina), and they appear to
have been correct. However, the challenges facing policymakers
remain (see Meeting America's Economic Challenges in the Wake of
Hurricane Katrina, a forum sponsored by the JEC Democrats and the
Democratic Policy Committee).

Unfortunately, there has been no change in the priorities or
policies of the Bush Administration and the Republican Congress to
address the problems facing the country's most disadvantaged citizens
or to help ordinary working families deal better with job and retirement
insecurity and the rising costs of energy, health care, and education for
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their children. The Congress ended the first session of the 109'h
Congress debating budget reconciliation bills that would cut spending
on programs that benefit middle- and lower- income families in order
to partially fund the extension of tax cuts that mostly benefit very high-
income taxpayers. The rest of the tax cuts would be financed by
adding still more to the budget deficit.

The JEC Democrats' report, Potential Economic Impacts of
Hurricane Katrina can be found at:
http:H/www.jec.senate.gov/democrats/Documents/Reports/katrinareport
sepO5.pdf

Materials from the JEC Democrats/Democratic Policy
Committee forum, Meeting America's Economic Challenges in the
Wake of Hurricane Katrina, can be found at:
http://www.iec.senate.gov/democrats/hearings.htm.

II. The Economy in 2005

The U.S. economy grew at an average annual rate of 3.8
percent over the first three quarters of 2005 despite the destruction
caused by the Gulf hurricanes in late August and September. That
growth rate is somewhat faster than the economy's long-term trend rate
of growth, which is generally thought to be in the range of 31/4 to 372

percent per year.

Above-trend growth was possible because productivity growth
was strong and there was still slack in the labor market from the
protracted jobs slump that began with the 2001 recession. A growing
economy led to a pick-up in job creation and a modest reduction in the
unemployment rate in 2005, but other indicators continued to point to
softness in the labor market.

The Labor Market

Over the first eight months of the year and prior to Hurricane
Katrina, employers added an average of 196,000 jobs per month to
their payrolls. Hurricane-related job losses contributed to a sharp
slowdown in aggregate job growth in September and October, but
national payroll employment picked up again in November when over
200,000 jobs were created. The unemployment rate, which was 5.4
percent at the end of 2004, came down in early 2005 and settled into a
narrow range around 5 percent for the rest of the year.
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For an economy going through the most prolonged jobs slump

in the postwar period, any improvement in the labor market was
welcome. Nevertheless, many Americans remained unemployed and
the official unemployment rate did not reflect hidden unemployment
associated with depressed labor force participation. For those people
with jobs, wage growth lagged far behind growth in output and
productivity. Rising energy prices caused consumer prices to grow
substantially faster than wages. Moreover, wage growth was uneven,
with low-earning workers hit hardest by sluggish wage gains and more
recently by declining real wages.

A protracted jobs slump. The jobs slump associated with the
recession that began in March 2001 was the most protracted jobs slump
since at least the end of World War II (the period over which we have
comparable data). In fact, one would have to go back to the 1930s to
find a worse jobs slump.

On average in the postwar period, job losses have stopped
about a year after the onset of a recession and employment has begun
to increase after about 15 months. Within two years, employment has'
surpassed its pre-recession peak and is expanding at a healthy pace.
The most recent jobs slump was dramatically different from that
pattern and even more protracted than the so-called "jobless recovery"
following the 1990-91 recession (Chart 1).

The 2001 recession began in March and ended in November,
according to the National Bureau of Economic Research, the widely
recognized arbiter of business cycle dating. However, job losses
continued until May 2003-more than two years after the start of the
recession. It was not until January 2005, nearly four years after the
start of the recession, that payroll employment climbed above its
March 2001 level. Payroll employment increased in every month from
June 2003 through November 2005. However, the pace of job creation
over that period was just 149,000 jobs per month-only a little faster
than the pace needed to keep up with normal growth in the labor force.

Whereas it was common to see job gains of 200,000 to
300,000 and sometimes 400,000 jobs per month in the 1990s
expansion, gains of that magnitude were rare in the recovery from the
2001 recession. The economy created 3.4 milion jobs between the end
of the recession in November 2001 and November 2005. That is 4.9
million fewer jobs than were created over a comparable period in the
recovery from the 1990-91 recession.
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Chart 1
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Indicators of labor market weakness. Millions of Americans who
want to work do not have jobs. Although the unemployment rate has
come down from its peak of 6.3 percent (reached in June 2003), the
rate of 5.0 percent in November 2005 was still 0.8 percentage point
higher than it was in January 2001 when President Bush took office
and a full percentage point higher than it was in 2000.

In November 2005, 7.6 million people were officially counted
as unemployed-1.6 million more people than were unemployed when
President Bush took office in January 2001 (Chart 2). To be counted
as unemployed, a person must be actively looking for work, but in a
weak labor market there can be considerable hidden unemployment
and underemployment if people who want to work have been
discouraged from looking for work and if people who want to work
full-time can only find a part-time job.
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Chart 2
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in a typical business cycle recovery, people come back into the

labor force as the prospects of finding a job improve, but in the most

recent jobs slump labor force participation has remained depressed

compared with what it was at the start of the recession. In November
2005 the labor force participation rate (the proportion of the population

working or actively looking for work) was 1.1I percentage points lower

than it was at the start of the recession in March 2001. As a result of

sluggish job creation and the depressed labor force participation rate,

the proportion of the population with a job (the employment-to-
population ratio) was 1.5 percentage points lower than it was at the
start of the recession.

In November 2005, 4.8 million people who were not in the

labor force said they wanted a job; about 1.4 million of these are

considered "marginally attached" to the labor force because they have

searched for work in the past year and are available for work. At the

same time, 4.2 million people were working part-time because of the

weak economy but wanted to be working full-time. The Bureau of

Labor Statistics estimates that if marginally attached workers were

included, the unemployment rate would have been 5.9 percent in

November 2005, and if those working part-time for economic reasons

were also included it would have been 8.7 percent.
A final indicator of labor market weakness is the fact that the

number of people unemployed for more than 26 weeks is twice as high
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as it was when President Bush took office. Twenty-six weeks is the
cut-off for regular state unemployment benefits, and the President and
the Republican-controlled Congress failed to renew the Temporary
Extended Unemployment Compensation program when it expired in
December 2003. As a result, those who subsequently exhausted their
regular state benefits did not receive any additional federal benefits,
even though it was difficult to find a new job in a labor market that
remained relatively weak.

The number of long-term unemployed as a fraction of total
unemployment fell below 20 percent in June 2005 for the first time in
32 months-the longest stretch on record in which that fraction
exceeded 20 percent. In November 2005, a still-large 18.4 percent of
the unemployed had been without a job for more than 26 weeks.

Sluggish wage growth. For those workers who are employed, wage
gains have been swamped by increases in the cost of living. Over the
first 11 months of 2005, real (inflation-adjusted) average hourly
earnings of production and other nonsupervisory workers in private
nonfarm establishments fell at an annual rate of 0.7 percent. While the
most recent declines in real earnings have been especially sharp
because of the rise in energy prices, wages have been growing
relatively slowly for some time.

Since the economic recovery began in late 2001, output per
hour in the nonfarm business sector has grown at a 3.4 percent average
annual rate, but the average hourly pay and benefits of the workers
producing that output has grown at an average annual rate of just 1.5
percent after inflation.

Over most of that period non-wage benefits grew more rapidly
than wages, but that is because employers were absorbing higher costs
for the health insurance and other benefits they were providing. The
take-home pay of workers was stagnating. In the second and third
quarters of 2005, total pay (wages plus benefits) did not keep up with
inflation.

Strong productivity growth has boosted national income and
profits, but wages have lagged. From the end of the recession in the
fourth quarter of 2001 until the third quarter of 2005, aggregate
compensation (wages and salaries plus benefits) rose 20.4 percent,
while corporate profits rose 64.2 percent-more than three times as
fast. Aggregate wages and salaries rose just 16.6 percent. As a



70
percentage of national income, wages and salaries reached an all-time
low in 2004 and remained near historically low levels in 2005.

Unequal wage growth. Real wages at the top of the distribution have
grown, while wages at the bottom have fallen. For example, from the
end of 2000 to the end of 2004, the usual weekly earnings of full-time
wage and salary workers in the middle of the earnings distribution
grew by just 0.2 percent per year after inflation (Chart 3). Earnings
near the top (the 9 0th percentile) rose by almost 1 percent per year after
inflation, while earnings near the bottom (the 10th percentile) fell by
0.3 percent per year, on average. That sluggish and unequal growth in
earnings contrasts sharply with the experience from the end of 1994 to
the end of 2000, when real wage gains were substantial throughout the
earnings distribution.

Most recently, real wages have fallen and some of the largest
declines have been at the bottom of the distribution. For example,
from the third quarter of 2004 to the third quarter of 2005, the real
usual weekly earnings of workers fell throughout the distribution, with
declines of 3.0 percent at the 25h percentile and 2.7 percent at the 10th

percentile. Real earnings at the 9 0th percentile fell by 2.2 percent. In
the third quarter of 2005, median usual weekly earnings of full-time
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workers were $649. Earnings at the 90th percentile of the distribution
were $1,484, while those at the 1O0h percentile were $306.

Energy Prices. Inflation, and Monetary Policy

Energy prices were already rising before the Gulf hurricanes
hit, and, although prices abated somewhat from their storm-related
spikes, energy prices in November 2005 were considerably higher than
they were a year earlier. Prior to hurricane Katrina, the Energy
Information Agency (EIA) expected the average retail price of regular
gasoline to be $2.21 per gallon in the fourth quarter of this year, and to
decline to $2.18 by the end of next year. In its December 2005
forecast, the EIA is expecting average gasoline prices in the fourth
quarter to be $2.38 per gallon, with the same price expected to prevail
at the end of next year. Natural gas prices rose sharply as well, and
home heating costs are expected to be significantly higher in the winter
of 2005-2006 than they were the previous year.

As a result of rising energy prices in 2005, the consumer price
index (CPI) in November was 3.5 percent above its level a year earlier.
However, the underlying rate of inflation a measure that is more
significant to the Federal Reserve's monetary policy decisions than the
overall CPI-appeared to be little affected by the acceleration in
energy costs. The core CPI (which excludes volatile food and energy
prices) grew a moderate 0.2 percent in each of the last two months. In
November, the core CPI was only 2.1 percent above its level a year
earlier. That suggests that little if any of the rise in energy prices had
so far translated into higher prices for non-energy consumer goods.

A stable underlying rate of inflation is a good thing for
macroeconomic stability, but households must still pay their energy
and food bills. The EIA currently expects that consumers will have to
spend over 25 percent more to heat their homes this winter than they
did last year. For those consumers whose homes are heated solely by
natural gas (nearly 58 percent of U.S. households), the increase in
winter heating expenditures is expected to be close to 40 percent.

Although core inflation has been tame, the Fed has been
raising its target for the federal funds rate-the short-term interest rate
it controls-since June 2004. For much of that period the Fed
described its actions as "removing policy accommodation." In other
words, concern over the weakness of the recovery in 2003 and early
2004 had led the Fed to keep short term interest rates very low, but
once the economy began to show stronger growth, the Fed began to
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raise rates at what it called "a pace that is likely to be measured." The
policy announcement accompanying the 13th rate hike in December
2005 changed that language. The Fed no longer described monetary
policy as accommodative but it continued to signal the possibility of
further rate hikes "to keep the risks to the attainment of both
sustainable economic growth and price stability roughly in balance."

Rising energy prices could create a dilemma for the Fed if
those increases begin to feed into core inflation while at the same time
contributing to weaker household spending. In such a "supply-shock"
scenario, the Fed would have to choose between tightening monetary
policy (raising interest rates more than they otherwise would have) in
order to keep inflation contained or loosening monetary policy (cutting
interest rates or at least ceasing to raise them) in order to strengthen
demand and keep unemployment from rising. -To date, however, core
inflation and inflationary expectations have remained contained.

III. The Consequences of Irresponsible Fiscal Policy

When President Bush took office in January 2001, the

Congressional Budget Office projected large and ,growing federal
budget surpluses under existing laws and policies (the so-called
baseline projection). Those surpluses were projected to cumulate to
$5.6 trillion over the 10 years from 2002 to 2011. In fact, of course,
the surplus was smaller than projected in 2001 and by 2004 a projected
$400 billion surplus had turned into a deficit of over $400 billion
(Chart 4).

The fiscal year 2005 budget deficit was $319 billion, which is
much lower than was originally estimated in January of this year.
While the improvement in the 2005 budget is welcome, a deficit of
$319 billion is still very large and stands in marked contrast to the
surplus of $433 billion that CBO was projecting in January 2001 when
President Bush took office. Moreover, many analysts believe that the
improvement in the 2005 budget reflects temporary factors that have
boosted revenue this year but that the long-term budget outlook is little
changed and continues to show persistent large structural deficits.
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Many factors have contributed to the return of large structural
budget deficits after a strong economy and the fiscal discipline of the
1990s had restored the budget to surplus. For example, the 2001
recession caused a temporary cyclical increase in the budget deficit.
But one of the main reasons for the re-emergence of large structural
deficits is the tax cuts enacted over the past four years.

Defenders of the tax cuts argue that they were necessary to pull
the economy out of the recession and that they will contribute to long-
term growth. Some even argue that the tax cuts generate enough
revenue to pay for themselves.

In fact, however, the tax cuts were poorly designed to generate
short-term job-creating stimulus without adding to the long-term
budget deficit. A wide range of economists recognizes that tax cuts
increase the budget deficit. Dynamic analyses of the tax cuts by both
the Congressional Budget Office and the Joint Committee on Taxation
conclude that the negative effects of budget deficits tend to outweigh
any positive benefits from the tax cuts on economic growth. A
Congressional Research Service analysis of the dividend tax cut
reached the same conclusion.
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Tax cuts and economic growth

Proponents of extending the 2001-2003 tax cuts argue that
those tax cuts are responsible for the current economic recovery and
that they need to be extended beyond their statutory expiration date in
order to promote continued economic growth. While the immediate,
one-time tax rebates that were part of the 2001 tax package provided
needed economic stimulus in the short-term, extending the tax cuts
beyond their scheduled expiration will do little to promote the saving
and investment needed for sustained long-term growth. Rather,
extending the tax cuts will increase the deficit, reduce national saving,
and ultimately result in lower national income.

Effects of the tax cuts so far. Despite over $800 billion in cumulative
tax cuts since 2001, economic growth in the period following the 2001
recession was not particularly strong, lagging behind the growth
experienced in the recoveries following previous recessions. In the
recovery following the 1990-91 recession, growth was more rapid than
in the current recovery, even with the tax increases enacted in 1990 and
1993.

The 2003 tax cuts, which lowered the tax rate on dividends and
capital gains and increased the amount of investment expense that
businesses could deduct in the first year, were intended to promote
saving and investment. Proponents of extending those tax cuts point
to the increase in business investment that followed enactment of the
tax cuts as evidence of their success. However, the increase in
business investment that started in the second quarter of 2003 was not
unexpected given the sharp drop in investment during the 2001
recession.

The increase in business investment in this recovery is not
particularly strong when measured against previous business cycles.
Business investment was only 5.8 percent higher in the third quarter of
2005 than it was in the first quarter of 2001. In contrast, business
investment was almost 26 percent higher at a similar point in the
recovery following the recession in 1990-1991.

Tax cuts do not "pay for themselves." Supporters of the
Administration's economic policies claim that deficit-financed tax cuts
are not a problem because tax cuts lead to increased federal revenues.
Some suggest that the rapid growth in revenues in 2005 is evidence
that "tax cuts can pay for themselves."
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While revenues were higher than expected in 2005, the

Congressional Budget Office (CBO) attributes little of the additional
revenues to higher-than-expected economic growth. Real economic
growth in 2005 was not stronger than projected by CBO or the Office
of Management and Budget at the beginning of the year. Much of the
recent revenue surprise is the result of strong corporate income tax
receipts following the expiration of the enhanced investment expensing
provisions enacted in 2002 and 2003. As CBO noted in its August
2005 update to its Budget and Economic Outlook:

"CBO now expects that when all revenues for 2005 are tabulated,
corporate tax receipts will exceed its March projection by $53 billion.
[Note: Receipts were actually $62 billion higher than the March
projection.] Only $1 billion of that difference can be attributed to the
revised economic outlook.

". [Tihe sources of the current strength in corporate tax receipts will
not be known until information from tax returns becomes available in
future years, but CBO anticipates that most of that strength will be
temporary."

A comparison of actual revenues with revenue projections
done in January 2001 prior to enactment of the tax cuts does not
support the claim that tax cuts pay for themselves (Table 1). The
revenue shortfall in 2003 through 2005 is almost $900 billion more
than the projected cost of the enacted tax cuts.

It is important to keep in mind that even with the rapid growth
in revenues in 2005, federal revenue expressed as a share of GDP was
17.5 percent in 2005, well below an average revenue share of 18.2
percent since 1960. Federal revenues fell to 16.3 percent of GDP in
2004, the lowest level relative to the economy since 1959. It is not
surprising that the revenue share of GDP would grow as the economy
recovers. However, if the 2001-2003 tax cuts are extended, the
revenue share of GDP will drop below its current level after 2006.
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Table 1

A Comparison of CBO Revenue Projections with Actual Revenues,
2003-2005

(Billions of dollars)

2003 2004 2005 20035-

CBO revenue projection 2,343 2,453 2,570 7,366
(January 2001)
Actual revenues 1.782 1,880 2!154 5.816
Revenue shortfall 561 573 416 1,550

CBO projected revenue
loss from the 2001-2004 179 265 211 655
tax cuts

Budget Deficits. Trade Deficits, and Economic Growth

Large and persistent budget deficits have contributed to
producing an ever-widening trade deficit that forces the United States
to borrow vast amounts from abroad and puts the economy at risk of a
major financial collapse if foreign lenders suddenly stop accepting U.S.
IOUs. Even if an international financial crisis is avoided, continued
budget and trade deficits will be a drag on growth in living standards.

Reduced national saving means lower national income. Large
federal budget deficits have caused U.S. national saving to plummet
since 2000. That decline in national saving has not translated into a
similar decline in national investment, but only because the United
States has run a large international trade deficit (Chart 5). Without the
substantial purchases of U.S. Treasury securities by foreign central
banks and others that have helped finance that deficit, U.S. interest
rates would almost certainly be much higher than they are now and
national investment would be much lower.

The relationship since 2000 among saving, investment, and the
current account deficit contrasts sharply with the situation in the 1990s
expansion. In the 1990s, U.S. net national investment exceeded net
national saving, but both were growing as the improvement in the
federal budget contributed to higher net national saving. An increasing
fraction of net national investment was being financed by U.S. saving
and a diminishing fraction by foreign borrowing. After 2000, a
growing fraction of U.S. net national investment was financed by
foreign borrowing rather than U.S. saving.
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Chart 5

If the United States continues to rely on foreign borrowing
rather than its own national saving to finance investment, growth in
national income will be curtailed. Maintaining investment through
foreign borrowing contributes to higher productivity growth in the
United States. However, the income from investment financed by
foreign borrowing accrues mostly to the foreign lenders. As long as a
high fraction of U.S. national investment is being financed by foreign
borrowing, future U.S. national income will be reduced by the costs of
financing and repaying those loans.

The trade and current account deficits are at record levels. The
deficit in goods and services (the difference between U.S. imports of
goods and services and U.S. exports of goods and services) rose to a
monthly record of $68.9 billion in October. Both in dollar terms and as
a share of GDP, the trade deficit will set another record in 2005. The
broader current account deficit, which includes income flows as well as
goods and services, was 6.3 percent of GDP in the second quarter of
2005 (the latest data available) and is on track to set a record in 2005.

The United States had to borrow nearly $670 billion to finance
its international payments imbalance in 2004. It is on track to have to
borrow nearly $800 billion in 2005.
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A depreciation of the dollar will not restore balance any time soon.
After nearly three years of decline, the dollar rose in value against the
currencies of its trading partners in 2005. However, many analysts
believe that the rise in 2005 is temporary. More importantly,
notwithstanding the recent increase, the value of the dollar in
November 2005 was 11 percent lower than it was at its peak in
February 2002 (based on the broadest trade-weighted exchange rate
index, adjusted -for differences in inflation among the various
countries}.

In principle, a fall in the dollar can improve the trade deficit by
encouraging exports and discouraging imports. However, changes to
imports and exports resulting from changes in the exchange rate can
take some time to play- out, and the trade deficit may initially worsen
when the dollar depreciates (because. the price of imports has gone up
but the quantity purchased-has not yet gone down).

Moreover, the central banks of some Asian economies where
exports are viewed as an important source of economic growth have
been resisting the appreciation of their currency (which would hurt
their exports) by buying dollars. In recent years, for example, China.
has intervened heavily in the foreign exchange market by purchasing.
U.S. Treasury securities and other-dollar-denominated assets to keep its
currency from rising beyond its target exchange rate. In effect,
governments that intervene to support their currency are helping to
finance the U.S. trade deficit and limiting adjustment through the
exchange rate.

Restoring fiscal discipline is one of, the best- ways to reduce- the
trade deficit and avoid problems fronr a weak dollar. Thus far,
there has not been a flight from the dollar among- foreign holders.
However, private investors and foreign governments may -suddenly
decide that the benefits of holding dollars no longer justify the risks. A
widespread dumping of dollar-denominated assets could precipitate an
international financial crisis. But even an orderly further depreciation
of the dollar and reduction in foreign capital inflows is likely to be
accompanied by inflationary pressures -from rising import prices and a
further tightening of monetary policy by the Fed.

Without an increase in national saving, any reduction in the
current account deficit would also entail reduced national investment
that would harm future growth. Private saving may rise some from its
very depressed levels, but it would be imprudent to count on that. As
many experts, including Federal Reserve Chairman Greenspan, have
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said, the best way to increase national saving is to reduce the federal
budget deficit. That is also one of the best ways to reduce the trade
deficit and to promote U.S. national investment and a rising standard of
living.

Distorted Budget Priorities

No matter what the budget situation, the challenge of dealing
with the effects of Hurricanes Katrina and Rita would have put short-
term strains on the federal budget. However, those strains would have
been easy to absorb if U.S. budget and economic policies were sound.

Unfortunately, instead of sound budget policies aimed at
preparing for the imminent retirement of the baby-boom generation,
the Bush Administration and the Republican Congress have refused to
adopt the kinds of budget enforcement rules that helped achieve fiscal
discipline in the 1990s; have pursued an open-ended commitment to
rebuilding Iraq that relies on supplemental appropriations rather than
the normal budget process; and have remained committed to extending
tax cuts that will add further to the budget deficit.

The end result is that policy priorities are distorted and
programs that help ordinary Americans cope in a difficult economy
become candidates for budget cutting in order to fund tax cuts. The
budget reconciliation process this year illustrates these misplaced
priorities. Congress was having difficulty completing the
reconciliation process at the time this JEC annual report was
completed, but the JEC Democrats' study, The Impact on Families of
the House and Senate Spending and Tax Reconciliation Provisions: A
Preliminary Analysis, shows how families in different parts of the
income distribution would be affected by the plans under
consideration.

The report compares the dollar value of the loss in benefits
from cuts in spending that affect people directly with the gain in after-
tax income from the tax cuts for families in each fifth of the income
distribution. Using the House bills as a model, the analysis shows that
families in the poorest fifth of the income distribution, which receive
only 3 percent of total family income, would bear 22 percent of the
cuts in spending directly affecting families and receive almost no
benefit from the tax cuts. In contrast, families in the richest fifth of the
income distribution would receive most of the benefits of the tax cuts,
and those benefits would far outweigh any loss from the spending cuts
(Chart 6).
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The JEC Democrats' report, The Impact on Families of the
House and Senate Spending and Tax Reconciliation Provisions: A
Preliminary Analysis, can be found at:
http://www.1 ec.senate.gov/democrats/Documents/Reports/budzetrecon
ciliationdec2005.pdf

IV. Meeting America's Economic Challenges

The Joint Economic Committee Democrats issued several
reports in 2005 analyzing America's economic challenges. In addition,
they co-sponsored a forum at which distinguished policy experts
discussed those challenges in the wake of Hurricane Katrina. This
section summarizes those reports and provides web links to them.

Democratic Economic Forum: Meeting America's Economic
Challenges in the Wake of Hurricane Katrina

The JEC Democrats and the Democratic Policy Committee co-
hosted a forum with distinguished economic policy experts Robert
Rubin, Alan Blinder, Alice Rivlin, Roger Altman, Cecilia Rouse, and
Bruce Bartlett to discuss the economic challenges posed by Hurricane
Katrina and how working families are paying the price for misplaced
budget priorities and other structural economic problems that existed
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before the hurricane and which remain unaddressed by the Bush
Administration.

The panel generally agreed that the devastating impact of
Hurricane Katrina will put short term strains on the federal budget, but
a long-term economic disaster looms if the Bush Administration does
not change course on economic policy. The panelists focused their
remarks on the historically large budget and trade deficits; growing
income disparities and the economic insecurity felt by the middle class;
and providing adequate education and training. The panel assessed the
economic challenges we face, evaluated current policies and how they
differ from those implemented in the 1990s, and discussed policies we
should pursue in the future.

Materials from the JEC Democrats/Democratic Policy
Committee forum, Meeting America's Economic Challenges in the
Wake of Hurricane Katrina, can be found at:
http://www.jec.senate.gov/democrats/hearings.htm.

Poverty. Family Income, and Health Insurance

Annual data released in 2005 by the Census Bureau show that
the Bush administration's economic policies have not benefited most
working families. During the first term of the Bush administration,
income for the typical American household fell by $1,670, 5.4 million
more people slipped into poverty, and 6 million more joined the ranks
of those without health insurance.

The proportion of Americans living in poverty rose to 12.7
percent in 2004, up from 11.3 percent in 2000. Inflation-adjusted
median household income was $44,389 in 2004, down from $46,058 in
2000. The number of Americans without health insurance increased to
45.8 million in 2004, up from 39.8 million in 2000.

Key findings from the reports can be found in the following
three JEC Democratic studies:

Poverty Rate Increases for Fourth Consecutive Year
http://www.jec.senate. gov/democrats/Documents/Reports/poverty7sep
2005.pdf

Household Income Unchanged in 2004, but Down Since 2000
http://www.jec.senate.gov/democrats/Documents/Reports/income7sep2
005.pdf
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The Number of Americans without Health Insurance Grew by 860,000
in 2004, Increasingfor the Fourth Year in a Row
http ://www.iec.senate.gov/democrats/Documents/ReportSlhealtbinsura
nce7sep2005 .pdf

Social Security Reform

Three reports by the JEC Democrats examined the negative
impacts of the President's plan to replace part of Social Security with
private accounts.

The Negative Impacts of Private Accounts on Federal Debt,

Social Security Solvency, and the Economy finds that President Bush's
plan to replace part of Social Security with private accounts would lead
to a massive increase in federal debt, weaken the-solvency of Social
Security, and fail to increase national saving in preparation for the
retirement of the baby boom generation. Furthermore, if the benefit
cutbacks President Bush seems to favor were added to the plan, future
generations would face the double burden of large cuts in their
guaranteed Social Security benefits and paying down the higher federal
debt.

What if President Bush's Plan for Cuts in Social Security
Benefits Were Already in Place? finds that if President Bush's proposal
for price indexing Social Security benefits had gone into effect.in 1979
instead of the current method, middle-class workers retiring this year
would receive a benefit 9 percent smaller than they would get under
current law. Benefit cuts would grow larger over time, and Social
Security would replace an ever smaller share of workers' pre-
retirement earnings. Indexing would hit middle-income workers much
harder than upper-income workers, because middle-income workers
rely on Social Security for a much larger fraction of their retirement
income than do upper-income workers.

How the President's Social Security Proposals Would Affect
Late Baby Boomers finds that the President's proposals for price
indexing and the privatization tax accompanying private accounts
would significantly cut guaranteed Social Security benefits for 40- to
50-year-olds. The guaranteed Social Security benefit after both price-
indexing and the privatization tax would be 27 percent less than under
current law for a 40-year-old worker who makes about $36,000
annually.
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These three studies can be found at the following links:

The Negative Impacts of Private Accounts on Federal Debt, Social
Security Solvency, and the Economy
http://iec.senate.gov/democrats/Documents/Reports/ssprivateaccountsa
prO5.pdf

What if President Bush's Plan for Cuts in Social Security Benefits
Were Already in Place?
http://jec.senate.gov/democrats/Documents/Reports/ssprogindexingma
yO5.pdf

How the President's Social Security Proposals Would Affect Late Baby
Boomers
http:H/iec.senate.gov/democrats/Documents/Reports/babyboomersrepor
tmayO5.pdf

Pension Reform

Two reports examined ways to improve defined contribution
pensions for workers and reform the excesses of executive retirement
packages.

Two-Tiered Pension System Protects Executives, But Not
Average Workers argues that executives should have a stake in the fate
of their companies' pension plans in order to improve corporate
governance. Too often, the executives of companies that default on
their pension obligations escape with padded executive retirement
packages while the average worker is left with little or nothing.
Companies that underfund or default on their pension obligations
should be prohibited from funding and paying out benefits from special
executive pension plans.

Improving Defined Contribution Pension Plans examines the
risks associated with the shift from traditional employer-provided
pensions to defined contribution plans, where workers manage their
own retirement savings. Despite some of the advantages to employees
of defined contribution plans, most workers lack the experience and
financial expertise to manage the risks and responsibilities of these
plans. Low participation rates, low contribution rates, ill-informed
investment decisions, and early withdrawals of funds all contribute to
the increased retirement security risks associated with defined
contribution plans.
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These pension studies can be found at the following links:

Two-Tiered Pension System Protects Executives, But Not Average
Workers
http://www.jec.senate. gov/democrats/Documents/Reports/twotieredpen
sionsO6oct2005.pdf

Improving Defined Contribution Pension Plans
http://www.jec.senate.gov/democrats/Documents/Reports/dcpensionpla
nsO6oct2005.pdf

Welfare Reform

Despite net increases in spending in both the House and Senate
welfare reauthorization bills, those measures still fall well short of the
amount needed to offset inflation and simply extend current welfare
policy. The funding shortfalls are even greater after accounting for the
significantly higher child care funding needs that would result from the
increased work requirements under both bills.

The JEC Democrats' report, Getting Real about Welfare
Funding: The Costs of Sustaining Current Policy Are Not Program
Expansions, finds that this year the real value of the basic Temporary
Assistance for needy Families (TANF) block grant was only 85 percent
of its fiscal year (FY) 1997 level. If funding remains fixed in nominal
terms, the purchasing power of the TANF block grant will continue to
erode, falling to just 75 percent of its original value by FY 2010.
Furthermore, from FY 2006 through FY 2010, the increase in child
care funding needed to offset inflation and higher work requirements
would total between $5.4 billion and $8.3 billion, according to CBO
data.

Getting Real about Welfare Funding: The Costs of Sustaining
Current Policy Are Not Program Expansions can be found at the
following link:
http://www.iec.senate. gov/democrats/Documents/Reports/tanfreport iun
e2005.pdf
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V. Conclusion

Despite solid economic growth and some improvement in the
labor market, 2005 was another disappointing year for American
families. Real wages fell in the face of rising energy prices and the
economic recovery continued to benefit mainly those who were already
well-off. Although the Gulf hurricanes focused attention on the many
challenges, new and old, facing policymakers, it was business-as-usual
for the President and the Republican Congress. Instead of focusing on
issues of concern to working families, they continued to devote their
energy to extending tax cuts for the rich. Meanwhile the problems of
large budget and trade deficits and the economic insecurity felt by
many American families remained unaddressed.
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THE ECONOMIC OUTLOOK

APRIL 27, 2006

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITTEE,

Washington, DC.
The Committee met at 10:02 a.m., in room 216 of the Hart Sen-

ate Office Building, the Honorable Jim Saxton (Chairman of the
Committee) presiding.

Representatives present: Saxton, Ryan, English, Paul, Brady,
Maloney, Hinchey, and Cummings.

Senators present: Bennett, Sununu, Sessions, Reed, and Sar-
banes.

Staff present: Chris Frenze, Robert Keleher, Brian Higgin-
botham, Colleen Healy, Katie Jones, Jeff Schlagenhauf, Jeff Wrase,
Chad Stone, Matt Salomon, and Pamela Wilson.

OPENING STATEMENT OF HON. JIM SAXTON, CHAIRMAN,
A U.S. REPRESENTATIVE FROM NEW JERSEY

Representative Saxton. Good morning. Chairman Bernanke,
it's a pleasure to welcome you here this morning. We appreciate
your appearance today and we look forward to hearing your views
on the economic outlook.

According to the official data, a healthy economic expansion has
been underway for several years. The U.S. economy advanced 4.2
percent in 2004, and 3.5 percent in 2005.

As I have noted many times, the pickup in economic growth since
the middle of 2003 is mostly due to a rebound in investment activ-
ity, which had been weak prior to that. This rebound was fostered
by a mix of Federal monetary policy and the 2003 tax legislation
and its incentives for investment.

The continued economic expansion has created 5.2 million payroll
jobs since 2003. The unemployment rate, at 4.7 percent, is below
the averages of the 1970s, the 1980s, and the 1990s.

The Federal Reserve and private economists forecast that busi-
ness investment and the overall economy will continue to grow this
year.

As the Fed noted in a policy report last February, "The U.S. de-
livered a solid performance in 2005." The Fed also stated that "the
U.S. economy should continue to perform well in 2006 and 2007."

Recent data indicate that the economic growth rate for the first
quarter of this year will be quite robust when it is released tomor-
row.

According to a broad array of economic data, the outlook remains
positive. Consumer spending is expected to be solid in 2006; home

(1)
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ownership has reached record highs; household net worth is also at
record levels; the trend in productivity growth remains strong.

Although oil prices have raised business costs and imposed hard-
ships on many consumers, these prices have not derailed the ex-
pansion.

Meanwhile, long-term inflation pressures are contained. As a re-
sult, long-term interest rates such as mortgage rates, are still rel-
atively low, although these rates have edged up in recent weeks.

According to the Fed's preferred price index, inflation is well
under control.

One point that I would like to mention, however, is that it's im-
portant to examine the price of energy, the causes for increased
prices, the relationship between supply and demand, the relation-
ship between the pump price of gasoline and oil companies' profits,
and the effect of these items on the economy as we go forward.

In sum, current economic conditions are strong. While economic
growth is expected to exceed 3 percent this year, the economic out-
look remains positive.

Mr. Chairman, at this point, we would normally hear from the
Ranking Member, Senator Reed, however, he's tied up on the floor,
and so we're going to turn to you now for your testimony, and then
we'll get into questions.

[The prepared statement of Representative Jim Saxton appears
in the Submissions for the Record on page 35.]

STATEMENT OF HON. BEN BERNANKE, CHAIRMAN, BOARD OF
GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Chairman Bernanke. Thank you. Mr. Chairman and Members
of the Committee, I am pleased to appear before the Joint Eco-
nomic Committee to offer my views on the outlook for the U.S.
economy, and on some of the major economic challenges that the
Nation faces.

Partly because of last year's devastating hurricanes and partly
because of some temporary or special factors, economic activity de-
celerated noticeably late last year. The growth of the real gross do-
mestic product, or GDP, slowed from an annual average rate of
nearly 4 percent over the first three quarters of 2005, to less than
2 percent in the fourth quarter.

Since then, however, with some rebound in activity underway in
the Gulf Coast region and continuing expansion in most other parts
of the country, the national economy appears to have grown brisk-
ly. Among the key economic indicators, growth in non-farm payroll
employment picked up in November and December, and job gains
averaged about 200,000 per month between January and March.
Consumer spending and business investment, as inferred from data
on motor vehicle sales, retail sales, and shipments of capital goods,
are also on track to post sizable first-quarter increases.

In light of these signs of strength, most private sector forecasters
such as those included in the latest Blue Chip survey, estimate
that real GDP grew between 4 and 5 percent at an annual rate in
the first quarter.

If we smooth through the recent quarter-to-quarter variations,
we see that the pace of economic growth has been strong for the
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past 3 years, averaging nearly 4 percent at an annual rate since
the middle of 2003.

Much of this growth can be attributed to a substantial expansion
in the productive capacity of the U.S. economy, which, in turn, is
largely the result of impressive gains in productivity, that is, in
output-per-hour-worked.

However, a portion of the recent growth reflects the taking up of
economic slack that had developed during the period of economic
weakness earlier in the decade. Over the past year, for example,
the unemployment rate has fallen nearly one-half percentage point,
the number of people working part-time for economic reasons, has
declined to its lowest level since August of 2001, and the rate of
capacity utilization in the industrial sector has moved up 1.5 per-
centage points.

As the utilization rates of labor and capital approach their max-
imum sustainable levels, continued growth in output, if it is to be
sustainable and non-inflationary, should be at a rate consistent
with the growth in the productive capacity of the economy.

Admittedly, determining the rates of capital and labor utilization
consistent with stable long-term growth is fraught with difficulty,
not least because they tend to vary with economic circumstances.

Nevertheless, to allow the expansion to continue in a healthy
fashion and to avoid the risk of higher inflation, policymakers must
do their best to help to ensure that the aggregate demand for goods
and services does not persistently exceed the economy's underlying
productive capacity.

Based on the information in hand, it seems reasonable to expect
that economic growth will moderate toward a more sustainable
pace as the year progresses. In particular, one sector that is show-
ing signs of softening is the residential housing market. Both new
and existing home sales have dropped back, on net, from their
peaks of last Summer and early Fall, and while unusually mild
weather gave a lift to new housing starts earlier this year, the
reading for March points to a slowing in the pace of homebuilding
as well.

House prices, which have increased rapidly during the past sev-
eral years, appear to be in the process of decelerating, which will
imply slower additions to household wealth, and, thereby, less im-
petus to consumer spending.

At this point, the available data on the housing market, together
with ongoing support for housing demand from factors such as
strong job creation and still-low mortgage rates, suggests that this
sector will most likely experience a gradual cooling, rather than a
sharp slowdown. However, significant uncertainty attends the out-
look for housing, and the risk exists that a slowdown more pro-
nounced than we currently expect could prove a drag on growth
this year and next. The Federal Reserve will continue monitoring
housing markets closely.

More broadly, the prospects for maintaining economic growth at
solid pace in the period ahead, appear good, although growth rates
may well vary, quarter-to-quarter, as the economy downshifts from
the first-quarter spurt.
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Productivity growth, job creation, and capital spending are all
strong, and continued expansion on the economies of our trading
partners, seems likely to boost our export sector.

That said, energy prices remain a concern. The nominal price of
crude oil has risen recently to new highs, and gasoline prices are
also up sharply. Rising energy prices pose a risk to both economic
activity and inflation. If energy prices stabilize this year, even at
a high level, their adverse effects on both growth and inflation
should diminish somewhat over time. However, as the world has
little spare oil production capacity, periodic spikes in oil prices re-
main a possibility.

The outlook for inflation is reasonably favorable, but carries
some risks. Increases in energy prices have pushed up overall con-
sumer price inflation over the past year or so. However, inflation
in core price indexes, which, in the past has been a better indicator
of long-term inflation trends, has remained roughly stable over the
past year.

Among the factors restraining core inflation, are ongoing gains in
productivity, which have helped to hold unit labor costs in check,
and strong domestic and international competition in product mar-
kets, which have restrained the ability of firms to pass cost in-
creases on to consumers.

The stability of core inflation is also enhanced by the fact that
long-term inflation expectations, as measured by surveys and by
comparing yields on nominal and indexed Treasury securities, ap-
pear to remain well anchored.

Inflation expectations will remain low only so long as the Federal
Reserve demonstrates its commitment to price stability. As to infla-
tion risks, I have already noted that continuing growth in aggre-
gate demand in excess of increases in the economy's underlying
productive capacity would likely lead to increased inflationary pres-
sures. In addition, although pass-through from energy and com-
modity price increases to core inflation has thus far been limited,
the risk exists that strengthening demand for final products could
allow firms to pass on a greater portion of their cost increases in
the future.

With regard to monetary policy, the Federal Open Market Com-
mittee, or FOMC, has raised the Federal Funds rate in increments
of 25- basis points at each of its past 15 meetings, bringing it to its
current level to 4.75 percent.

This sequence of rate increases was necessary to remove the un-
usual monetary accommodation put in place in response to the soft
economic conditions earlier in this decade. Future policy actions
will be increasingly dependent on the evolution of the economic
outlook, as reflected in the incoming data. Specifically, policy will
respond to arriving information that affects the Committee's as-
sessment of the medium-term risk to its objectives of price stability
and maximum sustainable employment. Focusing on the medium-
term forecast horizon is necessary because of the lags with which
monetary policy affects the economy.

In the statement issued after its March meeting, the FOMC
noted that economic growth had rebounded strongly in the first
quarter, but appeared likely to moderate to a more sustainable
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pace. It further noted that a number of factors have contributed to
the stability in core inflation.

However, the Committee also viewed the possibility that core in-
flation might rise as a risk to the achievement of its mandated ob-
jectives, and it judged that some further policy firming may be
needed to keep the risk of attainment of both sustainable economic
growth and price stability, roughly in balance.

In my view, data arriving since the meeting, have not materially
changed that assessment of the risks. To support continued healthy
growth of the economy, vigilance in regards to inflation, is essen-
tial. The FOMC will continue to monitor the incoming data closely,
to assess the prospects for both growth and inflation. In particular,
even if, in the Committee's judgment, the risks to its objectives are
not entirely balanced, at some point in the future, the Committee
may decide to take no action at one or more meetings, in the inter-
est of allowing more time to receive information relevant to the
outlook. Of course, a decision to take no action at a particular
meeting does not preclude actions at subsequent meetings, and the
Committee will not hesitate to act when it determines that doing
so is needed to foster the achievement of the Federal Reserve's
mandated objectives.

Mr. Chairman, the remainder of my testimony, which I submit
for the record, discusses two longer-term challenges to the U.S.
economy: The first is the long-run sustainability of the Federal
budget deficit. Given the aging of our population, we're going to see
increasing stress on transfer programs as a share of GDP, and I
argue that Congress needs to make difficult choices about what
share of the GDP is to be devoted to Federal programs, and to set
taxes accordingly to match that share of GDP.

The second issue that I discuss-and I'm simply summarizing-
is the U.S. current account deficit, which is now at about 6.5 per-
cent of GDP, and which cannot be sustained indefinitely at that
level.

Recent discussions with the G7 have made the important point
that the U.S. current account deficit is not a U.S. problem alone,
but is a global problem, and one which requires action and re-
sponse, not only by the United States, but by our trading partners,
as well. There are a number of steps that both we and our trading
partners can take to improve the current account situation over a
period of time. On our side, again, improved fiscal balance would
be helpful, but, in addition, other countries need to take action, as
well.

In conclusion, Mr. Chairman, the economy is performing -well,
and the near-term prospects look good, although, as always, there
are risk to the outlook. Monetary policy will continue to pursue its
objectives of helping the economy to grow at a strong, sustainable
pace, while keeping inflation firmly under control.

And while many of the fundamental factors that determine long-
term economic growth appear favorable, actions to move the Fed-
eral budget toward a more sustainable position will do a great deal
to help ensure the future prosperity of our economy.

Thank you, and I'd be happy to take any questions you might
have.
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[The prepared statement of Hon. Ben Bernanke appears in the
Submissions for the Record on page 37.]

Representative Saxton. Mr. Chairman, normally we would
begin our questions at this point, but let me just ask Senator Reed,
who was tied up on the floor previously, if he has an opening state-
ment.

OPENING STATEMENT OF HON. JACK REED, RANKING
MINORITY, A U.S. SENATOR FROM RHODE ISLAND

Senator Reed. Well, thank you very much, Chairman Saxton,
and welcome, Chairman Bernanke, and thank you for your testi-
mony today and for your service.

All eyes are on you as you embark on a very delicate balance in
terms of allowing the economy to grow and employment to reach
its full potential, while you remain mindful of the risks of inflation.

For some time, the Fed's job has been easier. It had room to raise
interest rates from very low levels, with little risk of derailing the
economic recovery, while inflation and other lurking economic prob-
lems were at bay.

Today, soaring energy prices, record budget and trade deficits,
negative household savings rates, and a disappointing labor market
recovery, all pose tremendous challenges to setting monetary pol-
icy.

The Fed has raised its target for the Federal Funds rate by 25
basis points at each of the last 15 FOMC meetings, and, according
to the minutes of the March meeting, most members of the FOMC
thought that the end of the tightening process was near. The ques-
tion on everyone's mind is, are we there yet?

The phrase we are hearing is that interest rate changes will now
be data-driven, so I hope that means, Chairman Bernanke, that the
Fed will look hard at the full range of data on economic growth,
employment, and inflation, to determine the best course for mone-
tary policy.

GDP is growing, but the typical American worker has been left
out of the economic gains of this recovery. Strong productivity
growth has shown up in the bottom lines of shareholders, but not
in the paychecks of workers.

Too many Americans are being squeezed by stagnant incomes
and rising costs for gasoline, healthcare, and education. It seems
to me that there is still room for real wages to catch up with pro-
ductivity, before the Fed needs to worry about inflationary pres-
sures from the labor market.

However, there are many other downside risks to the economy on
the horizon. You have mentioned some of them.

Energy prices have been pushing up overall inflation for some
time, but last month, we saw an uptick in core inflation, which
might be an early sign that businesses are starting to pass on their
higher energy costs to customers.

Rising oil prices and interest rates, coupled with a weakening
housing sector, could take their toll on consumers and businesses
alike, and slow down the economy.

Your task in setting the right course for monetary policy is com-
plicated by fiscal policy and international imbalances, which you
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discuss in the bulk of your statement, which you put into the
record.

We no longer have the fiscal discipline that we had in the 1990s,
which allowed for monetary policy that encouraged investment and
long-term growth. The President's large and persistent budget defi-
cits have led to an ever-widening trade deficit that forces us to bor-
row vast amounts from abroad, and puts us at risk of a major fi-
nancial collapse if foreign lenders suddenly stop accepting our
IOUs.

Even assuming we can avoid an international financial crisis,
continued budget-and trade deficits will be a drag on the growth
of our standard of living, and leave us ill prepared to deal with the
effects of the retirement of the Baby Boom generation.

Strong investment financed by our own national saving, not for-
eign borrowing, is the foundation for strong, sustained economic
growth and rising living standards.

There is final issue that I'd like to raise, and that is the growing
inequality of income, earnings, and wealth in the -U.S. economy.
Your predecessor, Chairman Greenspan, regularly raised that issue
as one of the concerns for our political economy. It is not good for
a democracy to have widening inequality.

I know you share those concerns. Recently the Federal Reserve
published the results of the 2004 Survey of Consumer Finances.
They show that the growth in median income and wealth have
slowed substantially, and the top 1 percent of families -hold more
wealth than the bottom 90 percent of families.

Mr. Chairman, I hope you can concentrate on that issue as you
continue to develop policy, and, I again encourage and welcome
your presentation here today. Thank you, Mr. Chairman.

[The prepared statement of Hon. Jack Reed appears in the Sub-
missions for the Record on page 36.]

Representative Saxton. Thank you very much, Senator Reed.-
Mr. Chairman, let-me begin with a question that I think is cen-

tral to the subject that we're discussing here, and that is the Fed's
role in managing our Nation's monetary policy.

In both your statement and in Senator Reed's statement, the
subject of inflation was mentioned prominently. As a matter of fact,
the Fed's monetary policy for -many years has focused on price sta-
bility and trying to control inflation.

Under such policy, inflation and interest rates are kept low. As
this low inflation persists, the central bank's policy becomes in-
creasingly credible in the eyes of investors, as well- as in the eyes
of savers.

As a consequence, inflationary expectations recede and interest
rates decline. These movements, in turn, encourage economic
growth and lower unemployment, and just better economic out-
comes for everyone.

My question is this: If the United States were to move toward
explicit inflation targeting, would this be largely a movement for
greater transparency, or mostly a significant change in the sub-
stance of Fed monetary policy?

Chairman Bernanke. Thank you, Mr. Chairman. Let me first
address the point on inflation. The Federal Reserve has a three-
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part mandate: Price stability; moderate long-term interest rates;
and maximum employment.

Clearly, keeping inflation low and stable addresses directly the
first two of those, in particular, since long-term interest rates can
only be low if investors expect inflation to remain low. I would
argue, in addition, that there's very strong evidence that low and
stable inflation and well-anchored inflation expectations also con-
tribute mightily to the third objective, which is strong and stable
employment growth.

For example, we have seen since the mid-1980s, what economists
refer to as the great moderation, the fact that recessions have been
somewhat less frequent and milder, that quarter-to-quarter vari-
ation in output and employment has been lower. Many scholars at-
tribute that to the fact that inflation in that last 20-year period,
has been low and stable.

Therefore, it is very much in the interest of all of the objectives,
including the employment objectives of the Federal Reserve, to
keep inflation low and stable. So, then, the question is, how to do
that?

The Federal Reserve already has established strong credibility
for keeping inflation low and stable, and I anticipate we will retain
that credibility.

I have discussed, and will be discussing with the Federal Open
Market Committee, ways in which we can continue Chairman
Greenspan's movement toward greater transparency and better
communication, to further anchor inflation expectations and reduce
uncertainty in financial markets.

One of the ideas that's been discussed in that context, is the idea
of defining, quantitatively, what the optimal long-term inflation
rate might be. In doing so, the hope would be to reduce uncertainty
and to help anchor inflation expectations more tightly.

Clearly-and I'd like to emphasize this point-taking this step
would in no way repudiate the employment part of the dual man-
date; to the contrary, it would provide the Fed with a stronger tool
and better ability to meet this very important objective.

So, to answer your question most directly, I don't see, and I don't
desire, any change in the basic operating procedures of the Fed,
nor in its objectives; rather, I think that we need to work on our
communication, broadly speaking, to make sure that inflation ex-
pectations remain low and stable, as a tool for meeting all three
of the Federal Reserve's mandated objectives.

Representative Saxton. Mr. Chairman, thank you. Some worry
about Fed policy, which has focused on price stability over the last
couple of decades. Recently, under this policy we have seen a rel-
atively long period of Fed tightening, which resulted in higher over-
night interest rates.

Some would worry that this translates into higher interest rates
in the economy, particularly in long-term interest rates, and, most
recently, that has not happened. As a matter of fact, we have seen
stable long-term interest rates, in spite of the fact that short-term
rates have increased rather significantly.

Why is it that long-term rates have remained stable and even
come down during this period of time, on occasions, when Fed pol-
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icy has been to tighten and the net result of that is short-term rate
increases?

Chairman Bernanke. Mr. Chairman, first I'd like to reiterate
the point that increasing short-term rates to control inflation has
the effect actually, in the long run certainly, of keeping long-term
rates lower, rather than higher.

I can only draw the contrast between the 1970s and the early
1980s when people paid 18 percent for mortgages, vis-a-vis today
where they are paying 6 percent-plus, in an environment where in-
flation is low and stable and under control, and in that respect,
meeting our objective of low to moderate long-term interest rates
is best achieved by keeping inflation low and stable.

With respect to the recent behavior of long-term interest rates,
it's useful to think about the long-term interest rate as consisting
of a series of short-term rates, the rates for the next few years and
then the rates that investors expect to be maintained further out
into the future.

Over the last almost 2 years, as the Fed has been tightening, the
short-term component of that has been rising, as the policy rate
has risen, but the further-out short-term rates, at the far end of
the yield curve, have been declining and offsetting that effect and
leaving the overall 10-year rate more or less stable.

The declines in the far-out yields, further out in the term struc-
ture, seem to result from both an increase of saving in the global
economy, which has been looking for returns-and some of that has
come to the United States and to other industrial countries, driving
down returns-and also some reduction in term premiums, reflect-
ing the reduced sense of risk that investors feel about the general
economy, about inflation, and about-the bond market, specifically.

Now, recently, we have seen a turnaround, in that the far-out
short-term rates, the rates that investors expect to be maintained,
5 or 10 years from now, have risen fairly significantly, leading to
an overall increase in long-term interest rates.

I think there are basically two reasons for that: First, there has
been some return of the term premium back to more normal levels,
after a period of unusually low levels.

But, second, and, I think, importantly for our economy, it ap-
pears that the world economy is growing this year at a very
healthy pace. We're seeing strength in Japan; we're seeing some in-
cipient strength in Europe; China continues very strong, as well as
Southeast Asia; emerging markets are doing well, so general
strength in the world economy is providing some increased upward
pressure on long-term interest rates, and that, I think, explains
what's been happening in the last couple of months.

Representative Saxton. Thank you. Let me just change the
subject for just a moment.

The price of oil has reached a price in excess of $70 a barrel. Just
let me ask quickly before we turn to the next Member, how does
the oil price increase affect your outlook on the economy? Are you
worried or extremely worried? What is your general outlook on this
subject?

Chairman Bernanke. Yes, Mr. Chairman, higher oil prices do
create problems for monetary policy. On the one hand, they directly
affect the cost of living, inflation, on the other hand, by taking pur-
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chasing power away from consumers, they tend to slow economic
activity, and so they do produce a difficult problem.

For the Federal Reserve, one issue we will be looking at very
carefully is whether the increases in energy prices that we have al-
ready seen and that we may see in the future pass through into
core inflation-that is, whether they go beyond the energy sector
itself and begin to be seen in higher prices for other goods and
services. If that were to happen and if expectations of inflation
were thereby to rise, that would be very deleterious to the long-
term growth of the economy.

By contrast, if inflation expectations remain stable and core in-
flation is not infected, so to speak, by high energy prices, that gives
the Fed considerably more leeway to respond to any changes that
may happen in the real economy related to the higher oil prices.

In particular, we do expect to see a slight slowing in growth, per-
haps a couple of tenths, this year and next associated with the
higher oil prices and their effects on consumer spending. And we
are very aware of that and are paying attention to those develop-
ments.

Representative Saxton. Thank you, Mr. Chairman.
Senator Reed.
Senator Reed. Thank you, Mr. Chairman. Because Senator Sar-

banes has to leave, I would yield him 5 minutes for questions.
Senator Sarbanes. Thank you very much, Senator Reed. I will

be very brief and I apologize to Chairman Bernanke that I cannot
stay. I have been looking forward to this hearing, but I have an-
other commitment.

I am drawn to the sentence at the bottom of page 3 of your state-
ment: "Of course, inflation expectations will remain low only so
long as the Federal Reserve demonstrates its commitment to price
stability." And the question I want to raise to you is that in order
for the Federal Reserve to demonstrate its commitment to price
stability, is it necessary for the Open Market Committee to raise
interest rates 25 basis points every time they meet?

Chairman Bernanke. No, Senator.
Senator Sarbanes. Well that is fine. All I need is an answer,

just so I
Chairman Bernanke. If that satisfies-
Senator Sarbanes [continuing]. Just so I know that we are not

on an irreversible treadmill here, since we have seen 15 meetings
in a row in which the Open Market Committee has taken the inter-
est rates up. But it has not built itself in so that you have to do
that at every meeting in order to show that you're inflation fight-
ers, is that correct?

Chairman Bernanke. Yes, Senator. Our assessment currently
is that the risks to inflation are perhaps the most significant at the
moment and we need to address that. But as I emphasized in my
statement-I make two points: first is that now that we have taken
away most of the extraordinary accommodation that we had in the
system back from 2003, we are much more data-driven, we need to
continually reevaluate our forecasts and think about the prospects
for the economy and make our decisions based on the information
that is coming into our hands.
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And second, as I noted in my written testimony, there is always
the possibility that if there is sufficient uncertainty that we may
choose to pause simply to gain more information to learn better
what the true risks are and how the economy is actually evolving.

Senator Sarbanes. Well, I see that the minutes of your most re-
cent meeting on March 28th did say, "Most members thought that
the end of the tightening process was likely to be near and some
expressed concerns about the dangers of tightening too much, given
the lags in the effects of policy." I very much share that concern,
and so I welcome that statement and I hope the Open Market Com-
mittee will, in effect, act off of that statement in the upcoming
meetings.

The other point I would like to raise to you is I want to again
urge you, as we did when we held your confirmation hearing, on
the issue of Federal statistics and the importance of having appro-
priate and accurate Federal statistics. A number of us in the Con-
gress-71 Members, 29 Senators and 42 House Members-have
written to the President about the elimination of the Survey of In-
come and Program Participation series, and we urge the Adminis-
tration to try to find money with which to continue that particular
program.

I think if the Chairman of the Fed would take a keen interest
in Federal statistics, it would be very helpful in assuring-ourselves
that we have accurate and reliable data upon which to make some
of these decisions. Major decisions are being made that have vast
economic implications, and yet the amount of money going into the
methodologies is very, very limited. We were never able to get
Chairman Greenspan to agree to any spending program except
Federal statistics. He did on one occasion say that he thought we
ought to do more. So I would just leave that idea with you. Thank
you very much.

And thank you, Senator Reed.
Representative Saxton. Thank you very much, Senator Sar-

banes.
Senator Bennett.
Senator Bennett. Thank you very much, Mr. Chairman.
I would note your comment with respect to rate hikes. Everybody

wants to read into what you are saying to get an advance under-
standing of what is going to happen tomorrow. My own sense is
that the economic information tomorrow is going to be very strong
with respect to GDP growth in the first quarter; you indicated your
assumption that that will be the case. My market watchers say
that could be really bad for the market, because when the GDP
numbers come out very strong, that means the Fed is going to raise
interest rates and they are all going to sell off in anticipation of
that.

I recognize that there is no way you or I can anticipate what you
are going to do at the next FOMC meeting but, following up on
Senator Sarbanes, I would just reassure the people who were con-
cerned about this, Chairman Bernanke has said that even if in the
Committee's judgment the risk to its objectives are not entirely bal-
anced, at some point in the future the Committee may decide to
take no action at one or more meetings in the interest of allowing
more time to receive information relevant to the outlook.
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That is a very Greenspan-type statement, sufficiently tipped in
both directions, but I take it as a signal that what you have said
to Senator Sarbanes here is correct, that we are getting to the
point where this almost automatic increase is not going to occur.
And Chairman Greenspan made it very clear in his statements
that there was going to be an automatic increase every single time
they met when the rate was 1 percent. And he tried to be as clear
as he ever could be that that was going to happen, and I welcome
this statement and I think in this conversation we have had, we
ought to highlight it one more time, as I have done.

Now, let's talk about the global savings glut. You have made
mention of that, suggesting that one of the explanations for the
persistence of relatively low long-term interest rates has come from
a global savings glut. And as long as we are looking into crystal
balls and trying to predict what is going to happen, let's get out
of the FOMC crystal ball and look around the world. Do you think
there is still a global savings glut and what is your sense as to how
long it is going to continue? Because that has a great deal to do
with the current account deficit and people investing in the United
States and so on.

Chairman Bernanke. Thank you, Senator. Just to provide a lit-
tle bit of background, I have argued in the past that there is an
excess of saving over investment in our trading partners around
the world and that extra saving has come to the United States, has
driven down world real interest rates, and has been part of the rea-
son for our current account deficit. And I do believe that is part of
the explanation for why the current account deficit of the United
States has risen and part of the reason why, as I argued earlier,
it is really a global issue and not just a United States issue to deal
with this deficit.

In terms of whether the savings glut still exists, there is a short-
term and a long-term answer to that question. Relevant to my ear-
lier comment, I think we are seeing a bit of a decline in that glut
in that interest rates-global interest rates, not just those in the
United States-long-term rates have risen in the last couple of
months, suggesting some reduction in the excess of savings over in-
vestment outside of the United States, and I think that is perhaps
a small step in the direction toward the moderation of the savings
glut.

Longer-term, though, I think there is still a long way to go. And,
in particular, what is needed is for our trading partners, including
those in southeast Asia, and also oil producers, emerging markets
generally, to rely more heavily on their own domestic demand as
a source of growth rather than on exports to the United States.

To take one example, I do see some encouragement that the Chi-
nese are at least talking about these issues, that they have recog-
nized that it is not in their interest to run their economy as an ex-
port-led economy indefinitely, and that they are at least discussing
some approaches to increase domestic consumption in order to re-
duce the amount of saving that they put into the world capital
markets.

So these are steps that are promising. It is still very early; there
is not much to be seen from it yet. But that is the kind of develop-
ment that, over a number of years, will help rebalance the world
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economy so that the U.S. is not importing goods and capital at such
a high rate and other countries are growing more from their do-
mestic demand and less from exports.

Senator Bennett. So if I can summarize without putting words
into your mouth, the solution to the current account deficit given
the scenario you have outlined, could very well come in slowly over
time rather than dropping off a cliff, and we could see this thing
resolve itself in the next, say, within the next decade or so.

Chairman Bernanke. I would not expect it to resolve in a short
period. It is going to take quite a few years for these balances to,
readjust internationally.

Senator Bennett. But you do not see it dropping off a cliff.
Chairman Bernanke. I do not expect any such change.
Senator Bennett. Good. Thank you.
Representative Saxton. Thank you very much, Senator.
We are going to go now to Mrs. Maloney, the gentle lady from

New York.
Representative Maloney. Thank you.
Welcome, Mr. Bernanke, and thank you for your testimony.

Democrats are concerned not only about price stability and main-
taining and controlling inflation, but also jobs, wages, and con-
tinuing to grow our economy. We are very concerned that in the re-
covery the economic positive impact has not shown up in the wages
of the average worker and there has been a decline in the past 2
years, and we hope you will take that into consideration as you de-
velop monetary policy.

My constituents are very concerned, I would say even nervous
about this continued clip or pace in the increase in interest rates-
it has been raised 15 times since June of 2004, and there is a feel-
ing that maybe we should step back a few steps and just assess
where we are. And there is a deep concern about it and I wanted
to relay that to you. My question is can we continue to increase in-
terest rates without having a negative impact on our economic
growth?

Chairman Bernanke. Thank you for the question. Let me just
address a few parts of it, if I might.

On wages, real wages have not grown at the pace we would like
to see. There are a number of reasons: energy prices have clearly
sapped consumer buying power. There has been a spread between
real wages and compensation reflecting increased health costs,
health insurance costs, for example, and, most puzzling, real wages
have not apparently caught up with the productivity boom that we
have seen going on in the economy.

My suspicion is that as the economy continues to strengthen and
labor markets continue to strengthen, we will see further increases
in real wages and that will be very desirable. I would also add that
I do not believe that higher real wages are inflationary. Higher real
wages can be offset by higher productivity and they can be offset
by lower margins between costs and selling prices. And so I do
hope to see higher real wages going forward.

With respect to the Fed's mission, as I argued before, it is like
the seventies when inflation was out of control and those were not
good times for workers either. I think we all benefit from price sta-
bility. The Fed has a very important objective in maintaining price
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stability and credibility that is going to keep prices at a stable
point. And I believe that doing so supports strong and stable em-
ployment growth, and that is the other part of our mandate, to
which we are going to pay very serious attention.

Representative Maloney. Do you believe we can continue to
raise interest rates without having a negative impact on our econ-
omy?

Chairman Bernanke. I think we will try to raise rates, if we
do, in a way that maximizes the attainment of our objectives,
which are price stability and maximum sustainable employment
growth. Employment growth that is not sustainable and which
leads to

Representative Maloney. Mr. Chairman, are we not near full
employment now, so-

Chairman Bernanke. But the underlying growth of the econ-
omy, which is being determined by a very robust productivity in-
creases, is still going to be quite healthy, and so my anticipation
is that for example, in 2006 we are still going to see growth in the
range between 3 and 4 percent, a very healthy pace of growth, and
I believe that would be consistent with our attempts to keep infla-
tion well anchored.

Representative Maloney. In your testimony you said our ac-
counts deficit, our trade deficit, was 6-6Y2 percent of GDP and that
this was unsustainable and that our world partners, our global
partners, are saying the same thing. Right now we have very low
national savings and also this large trade deficit. What role does
fiscal discipline have in addressing these problems and, second,
what will happen if we do not get control of the Federal budget?
What will happen?

Chairman Bernanke. Well first of all, it is very important that
we get control of the fiscal situation, particularly over the longer
term. As my testimony elaborates, in particular as our society ages,
the share of GDP going to the three major transfer programs is
going to go from about 8 percent of GDP today to about 16 percent
in 2040. And if that were to transpire as forecast, we would be
faced either with essentially cutting all other types of spending or
raising taxes quite substantially. So there are some very hard
choices to be made if our Federal budget is going to be sustainable
into the next few decades. That is very important, and we need to
be thinking about that soon. The sooner we make these hard
choices, the better the economy will be able to adjust whatever
changes we make.

With respect to the current account, there is a link, a somewhat
weak link, between fiscal and current account deficits. To the ex-
tent that fiscal deficits reduce national saving, that in turn contrib-
utes to the need to borrow abroad, which a part of what the current
account deficit is about. Unfortunately, most of the research sug-
gests that fiscal consolidation by the United States on its own will
only have modest impacts on the current account deficit. Every dol-
lar or so by which the fiscal deficit is reduced by most estimates
would only reduce the current account deficit by 20 or 30 cents for
various reasons that I could get into.

But the implication is that the United States really cannot solve
the current account deficit problem by itself. It is a global issue.
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We need the cooperation of our trading partners. And all together,
by taking actions which are in our own individual interest, we can
also help create a better balance in terms of trade flows as well.

Representative Maloney. My time is up. I did want to ask
what we could do about this growing inequality, but maybe the
next round.

Chairman Bernanke. Sure.
Representative Saxton. We are going to go to Mr. Ryan next,

but I cannot help but talk a little bit here just for a minute about
a real-life experience that I had relative to interest rates and infla-
tion expectations. In 1965, I graduated from college and in 1966,
I became a real estate salesman. And I remember for quite a few
years whether I went to Bank A, B, or C, the interest rate on home
mortgages was 6 percent. And as we got to the late 1970s all of
a sudden inflation became an issue. And by the end of the seven-
ties, 1978, 1979, inflation had reached double digits. And when we
went to the bank with the person who wanted to buy the house,
they were told the interest rate was 18, 19 or 20 percent. And
when I asked the bankers why that was, they said because we
don't know what inflation is going to be next year. Our expectation
is that we don't know, and therefore we have to hedge against even
higher inflation than 10 or 11 percent.

Today's interest rates are back where they were essentially in
1966, when I was a young guy and a real estate salesman. And
today home mortgage interest rates are at 6 percent because the
expectations of inflation going forward are that inflation is under
control. And I credit the policy of the Fed over the past couple of
decades for bringing us back to 1966 levels of mortgage interest
rates.

I wanted to note that because everyone in the public should have
the opportunity to understand what it is that the Fed has been suc-
cessful in doing over these years. And I don't know whether you
would like to comment further on that, but this is an extremely im-
portant element going forward with respect to economic growth.

Chairman Bernanke. I would just add that it's often neglected
that the third part of our legal mandate is to maintain low to mod-
erate long-term interest rates and that is, of course, best achieved
by keeping inflation not only low, but keeping a high degree-of con-
fidence among bond traders and the like that it will stay low.

Representative Saxton. We have a chart over here that shows
the path of inflation during the decades of the 1980s and 1990s and
into 2000. It very clearly shows that during the early 1990s infla-
tion peaked out at a very moderate 4.5 to 5 percent and today we
are down to a rate that appears to be under 2 percent. And so
these are what creates the environment in which long-term rates
are set. And so to the extent that we thank you and your prede-
cessor for helping us to understand this, it has been a very, very
healthy process.

[The chart entitled "Inflation" appears in the Submissions for the
Record on page 41.]

Mr. Ryan.
Representative Ryan. Thank you, Chairman. We have

belabored monetary policy so I am going to switch to fiscal policy,
but I want to just make one point. Chairman Bernanke, I am very
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pleased and encouraged with what you had to say about inflation
targeting. To the extent that the Fed can institutionalize expecta-
tions and smooth out the investment horizons and remove further
uncertainty by being more transparent with inflation targeting, I
think that is a fantastic contribution you can bring to the Federal
Reserve, so I am very encouraged with your statements on that.

On fiscal policy, we are in the midst of considering tax legislation
right now as to whether or not to extend the tax cuts that passed
in 2003. Many of us are concerned that large tax increases at this
time, during our economic recovery, would be a bad idea. I just
want to go through a few statistics, because we have seen people
make points to the contrary which don't necessarily add up.

Since the 2003 tax cuts-first of all, our unemployment rate was
6.3 percent at that time. Now it is at 4.7 percent. Since the 2003
tax cuts, we have gained net in the employment survey 5.2 million
new jobs. Our economic growth rate, the 10 quarters preceding the
tax cuts was 1.3 percent, the 9 quarters since then it has been 3.9
percent; so we have seen a remarkable turnaround I would say due
in large part to the fiscal policy of our country. But now is the time
to talk about whether or not to extend these things. And people
have been talking about revenues.

When we passed it-I serve on the Ways and Means Committee,
and we looked at these revenue projections quite a bit. And we
thought, according to our estimates, that we would increase the
deficit or that we would actually see a reduction in revenues. And
what actually ended up turning out was that our revenue projec-
tions by the Joint Committee on Taxation didn't materialize; actu-
ally revenues increased at these lower tax rates. Economic reve-
nues from the individual side in 2004 were up 1.9 percent at the
lower tax rates and the corporate income tax receipts were up 43.7
percent in 1904. In 1905, revenues were up 14.6 percent on the in-
dividual side and 47 percent on the corporate side.

At this moment, we are debating tax legislation as to whether or
not to extend the 2008 deadline on capital gains and dividends.
And that is where some people are saying the dividends-the cap-
ital gains tax cuts cost us money.

The Joint Committee on Taxation at the time, in 2003, told us
that we would lose $27 billion in revenue in lower receipts over the
years 2004-2005. What actually materialized, the actual revenues
were, realization surged and receipts went up. The receipts in-
creased by $26 billion. So we went from a projection of a $27 billion
loss over 2004 and 2005 to actually increasing tax receipts from
capital gains at the lower tax rate by $26 billion over that, so an
enormous difference.

The question I basically have is do you agree that the tax cuts
have been helpful to economic growth, and do you see a benefit in
providing predictability to investors on tax rates? I clearly can tell
that you believe there is a benefit to providing certainty with re-
spect to monetary policy, thus the discussion on inflation targeting.
Do you believe that there is a benefit to the economy and to inves-
tors by providing certainty on tax rates given the fact that virtually
every corner of the Tax Code is up for grabs in either 2008 or 2010?

Chairman Bernanke. Mr. Ryan, I highly value the nonpartisan
nature of the Federal Reserve, and for that reason I have decided
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that I will not be advising on specific individual tax and spending
programs. I will make a couple of comments, though, which I hope
will be useful.

One is that I do agree that fiscal policy, along with monetary pol-
icy, was an important factor in helping to restart the economic en-
gine in this latest episode, and some of the statistics you quoted
suggest that we did go from a very weak situation early in 2003
to a much stronger growth path after that.

The other comment I would make on your issues with respect to
revenues I have addressed in a recent letter, and that concerns the
issue of dynamic versus static scoring. To the extent that tax cuts,
for example, promote economic activity, the loss in revenues arising
from the tax cut will be less than implied by purely static analysis
which holds economic activity constant.

There is currently an important and interesting debate going on
to the extent to which so-called dynamic scoring should be used in
the Congress. I don't want to come down with a definite rec-
ommendation. One issue is that any dynamic scoring model re-
quires some assumptions about what theory, what model, you are
going to use to make the assessment, and, therefore, you are going
to have to look at different alternatives in coming up with an out-
come. But I do think it is worth considering an alternative range
of scoring mechanisms to give Congress a sense of what the pos-
sible outcomes would be on the revenue side from different tax
changes.

Representative Saxton. And as to promoting certainty in the
investment markets and in households and businesses to the tax
climate in the future?

Chairman Bernanke. Well again, I don't want to make a defi-
nite recommendation. The specifics of the dividend tax extension,
for example, would involve not only considerations of efficiency, but
also considerations of equity and revenues. But looking strictly at
the efficiency side, clearly more certainty about the tax code-and
I think this applies to any tax regulation-when people know the
tax rules are going to be stable, they are going to have stronger ef-
fects and more positive effects than if they are worried that they
are going to be changing from year to year.

Representative Saxton. Thank you.
Senator Bennett. Senator Reed.
Senator Reed. Thank you, Mr. Chairman. Thank you for your

testimony today. And just in line with the question about the effect
of tax cuts, the former chairman of the Council of Economic Advi-
sors, Greg Mankiw, wrote in his macroeconomic textbook that there
is no credible evidence that tax cuts pay for themselves and that
an economists who makes such a claim is-quote--"a snake oil
salesman who is trying to sell a miracle cure." Do you agree with
that?

Chairman Bernanke. I don't think that as a general rule tax
cuts pay for themselves. What I have argued instead is that to the
extent the tax cuts produce greater efficiency or greater growth,
they will partially offset the losses in revenues. The degree to
which that offset occurs depends on how well-designed the tax cut
is.
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Senator Reed. If you will let me-this goes out of the realm, I
think, of macroeconomics to simple arithmetic. We are running a
huge deficit, so over time if the tax cut doesn't pay for itself and
we cut taxes again, we are not likely to help the deficit. Is that a
fair judgment?

Chairman Bernanke. Well, the issue as always is whether the
deficit should be adjusted on the spending side or on the tax side,
and I have to leave that to Congress, those are very difficult value
judgments.

Senator Reed. Well you are very clear in that statement, but
I can assume that those tough choices that must be made include
choices on the revenue side as well as the spending side, is that
your view?

Chairman Bernanke. I would say that if you are one of those
who supports low taxes that you also have to accept the implication
that spending also has to be controlled in a commensurate way,
whereas if you are in favor of a larger government, then you have
to accept the corollary that taxes have to be higher. So, I think the
specific law I am arguing for here is the law of arithmetic, which
says-

Senator Reed. Well so am I, but right now the arithmetic is not
running favorably in terms of those people who want fiscal dis-
cipline.

Chairman Bernanke. And I am agreeing that people need to be
consistent in their choices.

Senator Reed. Thank you.
One of the issues that Congresswoman Maloney mentioned and

I am concerned about also is this growing inequality.
Your recent survey of consumer finances has some very dis-

turbing data. According to the statistics, the top 1 percent of fami-
lies hold more wealth than the bottom 90 percent of families com-
bined. And that is accurate, I presume?

Chairman Bernanke. Yes.
Senator Reed. It suggests that in most families wage is the

main source of income. Is that true also?
Chairman Bernanke. Yes.
Senator Reed. These figures on wages are not encouraging.

After accounting for inflation, the median usual weekly earnings of
full-time wage and salary workers fell by 0.9 percent between the
end of 2000 and the end of 2004, and the earnings at the 10th per-
centile fell by 2.1 percent. But meanwhile, earnings for the 90th
percentile, the upscale workers, were up 4 percent.

We are seeing a divergence between low-income/moderate-income
Americans, who are losing ground, and very wealthy Americans,
who are gaining ground. And that has not only economic con-
sequences, it has social and moral consequences in many respects.

What do we do about this? What policies can we adopt to, as you
indicated in your statement, not only increase -wages, but make
sure that those benefits are more equally distributed?

Chairman Bernanke. Senator, first of all, I agree that the in-
creasing inequality in wages is an important social problem, first,
because we care about our fellow citizens and want to be sure that
they are living in a decent way, but second, from a political point
of view our society is based on opportunity, it is based on flexibility
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in labor markets and product markets, it is based on open and fair
trade, and all of those things are at risk if a growing portion of the
population feels they are not sharing in the benefits from those
changes.

So, I am very concerned about rising inequality. It is a very dif-
ficult problem. I think it should be made clear that the growing in-
equality in wages which we are seeing is not a new phenomenon.
It has been going on for about 25 years or so. And indeed a good
bit of it occurred in the early 1980s.

There are a number of arguments and analyses about why these
increases are taking place. My own view, and I think that of most
economists, is that the dominant factor is the increase in the re-
turn to skills; the fact that as our society becomes more techno-
logically oriented, people who have not necessarily formal edu-
cation, but other kinds of skills, on-the-job kinds of training, will
get a higher return, get a higher wage.

So, for a given distribution of education, these changes, this skill-
biased technical change, is going to cause the wage distribution to
widen.

In addition, it has been pointed out in some recent research that
there is a phenomenon at the very top, the so-called "super stars
phenomenon," which suggests that, given the size of our markets
and the interconnectedness of our world economy, those people who
have extraordinary skills can command tremendous premiums for
their work.

Consider what a star baseball player receives today versus 20
years ago, the fact that that player can now play before much larg-
er markets and through an international market; that affects their
wages, as well.

So again, my main explanation for this phenomenon is the higher
return to education, the higher return to skills. What can we do
about it?

Well first of all, the Federal Reserve will do what it can, which
is primarily to try to maintain strong and stable employment
growth, and that is going to keep providing opportunities for people
and give them on-the-job experience that will allow them to have
higher wages.

But more broadly, the only really sustainable response to this
problem is to alleviate the skills deficit. Sometimes that is taken
as a counsel of despair because it takes such a long time to improve
our school system and to bring a whole new generation through the
system, but I would like to point out that skills can be acquired
through a whole variety of programs and mechanisms, including
on-the-job occupational training, community colleges, technical
schools, and all kinds of other vehicles which would allow people
to upgrade their skills relatively quickly.

In our current labor market, people with skills like commercial
drivers' licenses, or practical nursing degrees, are at a premium.
They have sufficient skills that they are in high demand. So, I do
think that it is feasible within a medium-run period of time to up-
grade our skill base sufficiently to make a noticeable dent in this
inequality.
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I agree it is a very difficult problem, and I hope that we will ad-
dress it because it does pose issues for our political economy, as
well as for our society.

Senator Reed. Just a final point. Do you believe it should be
the conscious policy, for all the reasons you espoused, of this Gov-
ernment to raise wages and distribute them more equally in terms
of our economic performance?

Chairman Bernanke. Well, in the current Administration?
Senator Reed. Well, in any Administration.
Chairman Bernanke. Well, administration after administration

have tackled the educational issues. This Administration has its
own program. Others have had others. There is a significant
amount of money being put into job training programs and there
have been suggestions for reform about how to make that more ef-
fective and more efficient.

There has been a lot of support for community colleges. Your col-
league, Senator Dole, for example, has often talked about the bene-
fits of community colleges.

I make just one additional comment, which is that one area
where we are quite deficient is in financial literacy. Many people
who earn even a moderate income are not able to save and to build
wealth in part because they may not understand enough about
banking and financial markets to allow them to do that.

So, I am very much in favor of activities through the Congress,
the Federal Reserve, and through the financial sector itself to help
train people to understand better how to save, how to budget, and
how to build wealth for themselves and for their children.

Senator Reed. Thank you.
Thank you, Mr. Chairman.
Senator Bennett. Thank you very much.
Senator Sununu.
Senator Sununu. Thank you.
Chairman Bernanke, a number of economists and regulators, in-

cluding members of the Fed, have testified to Congress on a num-
ber of occasions that the business models of Fannie Mae and
Freddie Mac effectively amount to privatized profits coupled with
socialized risk that stems from the implied guarantee behind their
securities.

Your predecessor spoke clearly of the need for Congress to anchor
the companies more firmly in their housing mission-which we all
agree is very important but from which they have strayed at
times-and he noted the danger and the risks that are presented
to our financial system and the economy by Fannie and Freddie's
very large, maybe more fairly put, massive investment portfolios.

I have a letter from Chairman Greenspan, Chairman Bennett,
that I would like to be included in the record-

Senator Bennett. Without objection.
Senator Sununu. [continuing]. Which addresses the relation-

ship between these portfolios and the housing mission.
[The letter from Chairman Alan Greenspan to Senator John

Sununu appears in the Submissions for the Record on page 47.]
Senator Sununu. But in short, the research done by Fed econo-

mists has shown that their investment portfolios simply act as in-
vestment vehicles whereby they can arbitrage their low borrowing



21

rates against higher yields for mortgage-backed securities. As a re-
sult, they earn great profits, but they do so in a way that does not
result in better accessibility for 30-year mortgages, and lower inter-
est rates for consumers.

That is a very profitable arbitrage operation and, as a result, we
should not be surprised that Fannie and Freddie do not support
provisions in our GSE legislation that passed the Senate Banking
Committee that would give a regulator power to set limits on those
portfolios consistent with their mission.

Now in the coming months, as they square away the many finan-
cial and accounting irregularities that have delayed their issuing of
financial statements, OFAO, their current regulator, will lift its re-
quirement that they put aside additional capital.

For Fannie Mae, for example, that is going to result in a release
of $5 to $6 billion. When that capital is leveraged by what is typ-
ical for these institutions 30 or 40 times, that means that they
could potentially grow their portfolios dramatically-$250 billion or
more.

This causes me great concern given the very significant systemic
risks that exist, but I think, fortunately for the taxpayers, the
Treasury does have some power to limit the size of the portfolios,
and in particular the statutes governing Fannie and Freddie state
that the corporation is authorized to issue, upon the approval of
the Secretary of the Treasury, and have outstanding, at any one
time, obligations having such maturities and bearing such rate or
rates of interest as may be determined by the corporation-again,
with the approval of the Secretary of the Treasury.

So obviously the Secretary has the power in statute to clearly
limit the issuance of GSE debt.

My question is that, given the nature of the implied guarantee,
is this power that has been given to the Secretary in statute an im-
portant power to have, given the structure of these corporations?
And under what circumstances should the power be exercised?

Chairman Bernanke. Thank you, Senator.
I would like first just to comment on the S. 190 legislation on

portfolios. There is a misperception, I believe, that the legislation
calls for hard caps, or for specific numbers, and that is absolutely
not the case, as you well know.

What the legislation tries to do is specifically to anchor the size
of the portfolio in the housing mission so that it serves the mission
and not other purposes.

In particular, the portfolio would be allowed to hold affordable
housing mortgages that are not otherwise securitizable. They
would be allowed to hold as much liquidity as they wished in order
to intervene perhaps in the housing markets during periods of
stress, but it would be limited in securitizable MBS which, beyond
a moderate amount for inventory purposes and the like, is really
not a direct or obvious affordable housing reason for those holdings.

You are correct, as far as I understand, that the Treasury does
have the power to limit the debt issued by the GSEs, and perhaps
some power even over the terms or maturities, as you suggested.

My preference, in terms of making sure that this is done right
would be to ask the Congress to, or hope the Congress could, make
clear to the regulator what the expectations of the Congress were
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and what the powers of the regulator were. That would be, I think
from a political economy point of view, the right first step.

If we were unable to achieve progress through Congress, I don't
think Treasury should abandon that power. I think it should con-
sider using it if it believes that the systemic risks being generated
by the portfolios greatly outweigh the benefits that are mandated
by the affordable housing mandate.

Senator Sununu. So in structuring the language in the legisla-
tion-and you have spoken about the legislation I think in past
hearings-one, to reiterate, you would not recommend a hard cap,
and we have no such hard cap in the legislation; are certainly com-
fortable with maintaining portfolios in the kinds of securities that
you describe; and feel that the portfolio should be consistent with
the housing mission, as everything that they do should be con-
sistent with their mission as chartered by Congress.

One, is that a fair representation of the key elements that we
consider in the legislation?

And is there anything else that you think would be important to
maintaining an appropriate level of flexibility?

Chairman Bernanke. No, I think that is a fair characterization
and I agree with that characterization. I would just add that the
S. 190 bill also has some important provisions relating to capital
and receivership which are part of making the GSE regulator more
like a bank regulator with adequate supervisory powers.

Senator Sununu. Thank you.
Thank you, Mr. Chairman.
Senator Bennett. Thank you.
Mr. Hinchey.
Representative Hinchey. Thank you, Senator.
Thank you very much. Mr. Chairman. Thank you for your testi-

mony here today and for your service. I very much appreciated lis-
tening to you. It has been very instructive.

We have heard a lot about the positive aspects of the economy,
including things like low interest rates, and it may have been men-
tioned also that the productivity rate is now I think more than 3
percent. There are a lot of positive aspects to that.

But there are also a conflux of circumstances that need to be ad-
dressed, I think, as well. We live in a demand economy. I think
every successful entrepreneur, at least since Henry Ford, has un-
derstood that. But we are not doing much to deal with that end of
our economy.

As you pointed out just a few moments ago, for the last 25 years
or so the median household income of American families has been
stagnant or declining during that period of time. But it has dra-
matically dropped in the last few years.

In the last few years, that median household income has gone
down by almost 4 percent.

So we are facing a number of circumstances that we are not real-
ly addressing. Rising income inequality has been mentioned on a
number of occasions here. We also have very low and declining per-
sonal savings rates. We have a huge and growing debt. And the
current account deficit, which you talked about a moment ago, is
also placing a heavy burden on our economy.
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These rising imbalances are seemingly at the moment peculiar to
America. You have no other industrial country that has this con-
flux of circumstances in the way that we do. And it seems to me
that they are essentially impracticable and unsustainable.

So I just would like to hear your opinion on what we ought to
be doing to deal with these circumstances on the demand side. We
have this huge tax cut, the benefits of which have flown to people
who are already very secure, and these benefits have made them
even more so.

The primary beneficiaries of that tax cut are the richest 1 per-
cent and those just a few percentage points below that group. But
it has little or no effect, obviously, based upon these statistics, on
the average working family.

What should we be doing to deal with those economic cir-
cumstances?

Chairman Bernanke. Thank you, Congressman. The United
States is unique in some respects and not in others. We do have
an unusually large current account deficit. There are some smaller
countries with large deficits, Japan and Germany have surpluses,
and I have discussed some of the ways in which we can address
that particular problem.

On the long-term issues of the fiscal deficit, one of the main driv-
ers there is the aging of the population. In that regard, we are per-
haps no worse off than some of the other major industrial countries
which are aging quickly. Even China, surprisingly, because of their
one-child policy, will become as old as the United States by the
middle of this century.

So the aging and the demographic transition and the implica-
tions that that has for fiscal policy is a broader issue, a difficult
one, but one that we share with others.

I have already addressed to some extent the inequality issue. We
are not the most unequal country in the world by any means, but
this trend is a disturbing one and it has I think unfortunate con-
sequences for our political economy.

I am not quite sure what you mean by "demand policies." I think
that if you mean fiscal and monetary policies to bring the economy
to full employment, I think we have worked hard on that and the
economy is approaching a sustainable growth path consistent with
maximum sustainable employment.

But I do think that if we are going to address wages, and in par-
ticular inequality in wages, we have to to do that I would say on
the supply side. That is, by addressing the skills gaps that exist
among different groups of people in our society.

Senator Reed. Well if that is the case, then we are going in the
opposite direction because we are cutting back on education and
training, and we are cutting back on various ways in which we can
enhance the skill sets of our personnel. We are doing that in the
context of the Federal budget.

We are also seeing a decline in pensions as we move away from
defined benefit to defined contribution benefit pension programs.
These are going to reduce the economic circumstances of people
who are working today and those who are about to retire.

So I think the point is that while the emphasis of this particular
Government, this Congress and this Administration, has been on



24

tax cuts and enormous amounts of spending, it is not in ways that
are going to enhance the economy.

We are not doing anything, for example, to increase the amount
of goods that we produce that are marketable both here in America
and around the world. In fact, the amount of goods that we produce
that fall into both of those categories is declining, and that of
course is a major contributor to the current account deficit that we
are experiencing.

So are there not other things that we could be doing, and should
be doing, to deal with those aspects of this economy?

And although you mentioned that there are other countries that
have similar circumstances discretely in one or two of those cat-
egories, I do not think there is any other country in the industrial
world-no other advanced country-that is confronting this con-
fluence of circumstances. And I do not know how this economy is
going to continue to prosper unless we begin to deal with those cir-
cumstances which are unique in the industrial world.

Chairman Bernanke. A point on which I am very much in
agreement is that in thinking about the budget, it is not enough
just to say what is the total amount that we are spending; it is
really how well are we spending it?

The programs we are spending it on, are they effective? Are they
delivering results? So I would urge Congress to look very hard at
the mix of programs that you authorize to make sure that they are
producing returns for the dollar.

So in particular looking at education, are there ways to increase
accountability? To increase flexibility? To allow schools to do a bet-
ter job?

With regard to job training programs: We spend on the order of
$15 to $20 billion a year on job training programs. Is that money
being well used? I think it is enormously important for us to review
those programs on a regular basis to make sure that the benefits
are flowing to the people who need them and not just being lost
in the bureaucracy.

Senator Reed. Thank you.
Senator Bennett. Mr. English.
Representative English. Thank you, Mr. Chairman.
Mr. Chairman, your testimony here has been actually a source

of not only interest to me today but also a source of great encour-
agement. But I would like to pursue a couple of the specific issues
that you have brought up in your testimony.

I first of all found it refreshing that you focused as heavily in
your printed remarks as you did on the challenge of the U.S. cur-
rent account deficit.

On that point, you specifically mentioned that you think it is ap-
propriate for some of our trading partners to pursue exchange rate
flexibility.

In your view, given that China now has massive currency re-
serves, is China in a position to move seamlessly toward a position
of exchange rate flexibility to benefit themselves, as well as pre-
sumably to stop dictating for their goods an artificial price advan-
tage?

Chairman Bernanke. China certainly could and should do
more toward increasing the flexibility of its foreign exchange re-
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gime. A point I think that is worth emphasizing and that we have
tried in our bilateral discussions to make with the Chinese, and
Treasury of course takes the lead on this, is that increased cur-
rency flexibility is in China's interest.

It is a very large country. They need to have an independent
monetary policy. They cannot really run an independent monetary
policy without a flexible exchange rate.

Moreover, their current policies are distorting prices domestically
as well as internationally. And in particular that means that their
economy is becoming devoted toward export production and not to-
ward the production of domestic goods and services.

Finally, as an emerging power in the world trading system,
China has an interest in global stability, as do we, and by reducing
its overall trade surplus, by increasing its focus on domestic de-
mand, and by increasing the flexibility of its currency, it can help
improve global stability.

So for all those reasons, I think they should move further. There
are technical issues that they are trying to address, but they are
quite conservative, let's say, in terms of their willingness to move
further on this issue.

Representative English. And a remark that you made that I
found particularly intriguing had to do with your comment about
the fact that simply reducing the fiscal deficit will have a limited
impact on the reduction of the current account deficit.

You know, I know there has been a great deal of political rhetoric
linking the two deficits together. Could you explore for us why
there is a limited interaction where a reduction in the budget def-
icit has only a limited impact on the trade deficit?

Chairman Bernanke. Yes, I would be glad to.
I would first point out that, just looking around the world, there

is no obvious correlation between trade deficits and budget deficits.
Japan and Germany have budget deficits which are equal to or

larger than ours and they have large trade surpluses. The U.S.
trade deficit began to expand in the 1990s at a time when we had
a budget surplus. And so there is not an obvious 1 to 1 correlation.

The issue in this case is: If the United States were to reduce its
own deficit, if no other action is taken by any other country, that
would tend to slow down economic activity by reducing aggregate
demand. The Fed, following its mandate for full employment,
would lower interest rates, stimulating investment spending in the
United States.

And so the investment/savings imbalance would not be much
changed if that were the only action being taken. And the esti-
mates that have been made by not only the Federal Reserve, but
by the OECD and others, are that a dollar reduction in the U.S.
budget deficit only would by itself lead to about a 20 to 30 cent re-
duction in the current account deficit.

By contrast, if the U.S. budget deficit reduction were accom-
panied by increased demand abroad so that the Fed would not have
to respond-that is, exports would take the place so to speak of
Government spending-then you could get a much bigger pass-
through from deficit reduction into current account deficit reduc-
tion.

Representative English. That is an excellent analysis.
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Mr. Chairman, I had not planned to bring up this final point, but
in response to some of the strawmen that have been brought up
earlier in previous questions, I wanted to explore the issue of
whether tax cuts can actually promote enough economic growth to
pay for themselves.

I note that in 2003, before the reduced rates of tax on capital
gains were passed, the CBO estimated the total capital gains liabil-
ities in 2004 and 2005 would be $125 billion.

Following the passage of the new tax rates, CBO revised its esti-
mates and at that point their estimate for capital gains tax liabil-
ities in '04 and '05 had fallen to $98 billion, a drop of $27 billion.

Earlier this year, however, CBO reported on actual capital gains
liabilities in '04 and '05. Rather than falling by the projected $27
billion, they actually rose by $26 billion to a total of $151 billion.

Mr. Chairman, I recognize that many factors influence capital
gains realizations, including the strength of the economy, but as
many experts have speculated the lower rates clearly are partially
responsible for improving the economic outlook and rising stock
prices.

You know, accordingly, can we look at these actual revenue num-
bers and not conclude that, at least at some level, these tax rate
reductions have actually produced added revenue for the Treasury?

And, accordingly, slapping on a tax increase because it is a tax
increase, that some on the other side have suggested in this area,
might actually generate-might actually not generate the revenue
that we need in order to deal with the deficit?

Chairman Bernanke. As you point out, Congressman, this is a
complex issue. There are a lot of factors affecting both the increase
in the stock market and realizations. And one of the issues here is
the question whether or not some realization is taking place today
which otherwise might have taken place in the future.

And so in that sense the increase in tax revenue is reflecting a
one-time gain as opposed to a permanent gain. So that is one of the
issues that you would have to address in analyzing the revenue ef-
fect.

But I go back to what I said before, which is that well-designed
tax cuts which stimulate economic activity will at least partially
offset the revenue losses by stimulating the tax base.

Representative English. Thank you, Mr. Chairman.
And thank you, Mr. Chairman.
Senator Bennett. Thank you.
Mr. Paul.
Representative Paul. Thank you, Mr. Chairman. I would ask

for unanimous consent to submit some written questions, if I don't
get through this.

Senator Bennett. Without objection.
Representative Paul. Thank you, and welcome. Mr. Chairman.

I have a question dealing with inflation targeting, but I wanted to
make a few assumptions first and have you comment on these as-
sumptions, as well.

You state that inflation is under reasonable control at the mo-
ment. I have a lot of constituents that would disagree with you,
and would disagree with the chart because if you look at energy
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and medicine and education and taxes, there's a lot of price infla-
tion out there that they are concerned about.

I think there is a discrepancy in who suffers the most from high-
er prices. Sometimes the wealthy suffer less than the poor and the
middle class because of the way they spend their money. So, one
index is not a perfect answer to how people respond to inflation.

One assumption I would have, I think it was Milton Friedman
who said that inflation is first and foremost a monetary phe-
nomenon, and I sort of ascribe to that. And many other economists,
you know-there's a consensus among many economists that would
go along with that.

Another assumption that I would make is that the role of the
Fed in dealing with the money supply has to do with increasing or
decreasing the money supply, and yet we mostly talk about interest
rates, we're raising interest rates or we're lowering interest rates.
But my assumption is that we're manipulating increases or de-
creases in the money supply in order to secondarily affect interest
rates.

Assuming that we did not have an Open Market Committee and
they ceased purchasing securities, my assumption would be that in-
terest rates would go a lot higher, but we don't know exactly how
high. So the Fed's job, generally speaking, is to keep interest rates
lower than the market and that the point is there's only one way
they can do that and that is increasing the money supply so, there-
fore, the money supply is the most direct measurement that we
need to look at to find out what to anticipate with price increases,
also recognizing that productivity obviously influences that.

Traditionally we've always measured our dollar in terms of gold.
The dollar was worth $20-gold was worth $20 an ounce when the
Fed came into existence. Today that dollar, pre-Fed dollar is worth
4 cents. We've had tremendous depreciation and devaluation and
a lot higher prices since then.

We had major events throughout history that were monetary
events. During the Roosevelt era, gold going from $20 to $35, and
this was considered a devaluation. And then twice under Nixon, an
8 percent devaluation and then a 10 percent devaluation. And then
of course when gold was put into the marketplace we had again a
lot of devaluation. Gold settled down after that, around $250 an
ounce, and that's what the price of gold was in the early-in 2001.
Since that time, gold has gone from $250 up to $630, plus or
minus. That represents more than a 60 percent devaluation of the
currency.

Now in your job in looking at inflation and targeting inflation
and looking at prices, how important is this? We do know that cen-
tral banks around the world-and our central bank is still very
much aware of the fact that gold is an important monetary ele-
ment, it is not like we've thrown it away or sold it. We hold more
gold than anybody else. So it is a monetary issue.

But how do you look at this price? Does this concern you? Is it
meaningless? What if gold would go to a thousand dollars an ounce,
how would that affect your thinking about what to do with interest
rates and the money supply?

Chairman Bernanke. Thank you, Congressman. You raise a lot
of interesting questions there. I can address a few of them.
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It's true that we look at core inflation, which leaves out, for ex-
ample, energy and food and the question, as you know, is whether
that really is representative of the consumer basket that the aver-
age person is facing. The answer is no. And we are interested in
maintaining stability of overall inflation.

Our focus on core inflation is mostly a technical thing, because
generally speaking energy and food prices are more volatile and
tend to stabilize more quickly than other parts of the inflation bas-
ket. That hasn't been true lately, as you know, and we really need
to pay attention I think to the overall inflation rate as well as the
core inflation rate.

You're also quite correct that our interest rate policy is closely
linked to our control of the money supply, and during periods like
the recent one where interest rates have been rising, you also ex-
pect to see slower money growth and that in fact has been gen-
erally the case, and those two things do go together.

I don't think it's really the case that we keep the interest rate
lower than the market. If we were doing that, then financial condi-
tions would be excessively easy and we would probably see more
inflation. In fact, although we're obviously not perfect at controlling
inflation, not only the Fed, but other central banks around the
world have done a much better job in the last few decades at tar-
geting and managing inflation and that at least is positive.

You raise the question of gold, and if your question is do I look
at the gold price, it's on my screen, I look at it every day. I think
there is information in gold prices, as there is in other commodity
prices. But there are also other indicators of inflation. For example,
there is the spread between indexed and nominal bonds-the so-
called break even inflation compensation, which suggests that in-
flation expectations are relatively well controlled.

So the puzzle is why are gold prices rising so fast? There is prob-
ably some fear of inflation; there certainly is some speculation
about commodity price increases in general, which is being driven
by world economic growth. But clearly a factor in the gold price has
got to be global geopolitical uncertainty and the view of some inves-
tors that, given what's going on in the world today, that gold is a
safe haven investment and for that reason they purchase it.

So to summarize in trying to forecast inflation, I strongly believe
that you need to look at lots of different things. The commodity and
gold prices and oil prices, energy prices, are all part of the matrix
of things that a good central banker has to pay attention to. But
no single variable I think is going to be adequate for judging the
inflation situation.

Representative Paul. Thank you.
Senator Bennett. Mr. Brady.
Representative Brady. Thank you, Chairman Bennett.
Mr. Chairman, I'm Kevin Brady, a five-term Member from the

Texas area, east Texas and part of the Houston region. Inter-
national trade is a big job creator for our State and obviously helps
stretch families' budgets by giving them lower prices and more
choices when they shop. As a Nation we are a fairly open market.
How important is it economically that we continue to pursue more
open markets overseas, more trade agreements that lower those
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barriers and continue to offer more consumer choices here at home?
How important is it that we continue to follow that policy?

Chairman Bernanke. Congressman, it's extremely important,
and for more reasons than the textbook will tell you, I think. The
textbook tells us about comparative advantage, the idea that some
countries can produce some things cheaper than others and there-
fore it pays them to trade to take advantage of that. And that's cer-
tainly going on in the world today, we're getting specialization
across different countries.

But I think also that an open trading system increases competi-
tion, it increases the flow of ideas, increases the flow of capital, and
makes the world overall a more dynamic and effective economic en-
vironment. And so I think it's a terrible mistake to try to shut out
the world, to embrace economic isolationism and, even though it's
not always popular, economists and I hope Congress will try to
keep trade open.

There is an issue which is an important one, not to be neglected,
that while trade provides broad benefits to our society and to our
economy, there are sometimes people who are made worse off by
trade, workers who lose their jobs because a certain factory goes
overseas or because the competition from imports is reducing their
market. We need to pay attention to that concern.

But rather than attempting to freeze their jobs in place by pre-
venting any change in the economy, we're much better off allowing
the change to take place, but helping people retrain or otherwise
provide for themselves so that they can join the global economy
rather than be isolated by it. So I certainly agree with your propo-
sition with the proviso that we need to pay attention to those who
are adversely affected by trade as well as those who benefit.

Representative Brady. I agree. People oftentimes look at the
trade deficit and proclaim it a failure of our trade policy, but your
testimony, written testimony, makes the point it's much more com-
plex than just how much we buy and how much we sell. America
is a key investment target overseas. But, it is also our failure to
save as a Nation is-a factor we can control as a solution on cur-
rent accounts and the trade deficit. Is it your view that our best
solution or approach is increase our savings and increase our sales
abroad, which also requires other countries to boost their spending
and lower their barriers? Is that the solution to how we approach
this problem? It's not to stop free trade, it is to increase our sav-
ings and our sales.

Chairman Bernanke. Absolutely. And I think one of the rea-
sons to be concerned about the current account deficit is that it
may promote protectionist impulses which would be very counter-
productive to our economy.

Representative Brady. Mr. Chairman, let me finish with this
thought. I was not going to ask this question, but in the last week
we've seen a spate of ideas on how to deal with current energy
prices, from a windfall profits tax to today where I read about $100
rebates and gas tax holidays. I won't ask you if these are political
gimmicks, but I will ask you are these substantive? Do these sub-
stantively, positively impact the fundamental drivers of our energy
prices?
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Chairman Bernanke. Congressman, unfortunately the high
prices we're seeing are due to a multitude of factors, but they're
driven primarily by supply and demand conditions in the world
today. We have substantial economic growth which generates in-
creased demand, and supply has been very insecure for a variety
of reasons. And unfortunately there's nothing really that can be
done that's going to affect energy prices or gasoline prices in the
very short run. This situation has been building up for a long time.

And what we need to do is think about whether there are actions
we can take that, over a number of years, will put us on a more
secure footing and allow for either increased supply or reduced de-
mand that will help keep prices down. Unfortunately, after many
years of not really doing as much as we should on the energy front,
this situation has arisen and I don't see any way to make a marked
impact on it in the very short run.

Representative Brady. Does a windfall profits tax increase
production or in any way lower our gas prices?

Chairman Bernanke. I don't think it would. Profits taxes have
the adverse effect of removing one of the major incentives of our
market system. If people think that their profits are going to be
taxed away, that reduces their incentive to engage in certain activi-
ties.

So I would like to let the market system work as much as pos-
sible to generate new supplies, both of oil but also of alternatives,
and for the prices, as painful as they may be, to help generate more
conservation and alternative uses of energy on the demand side.

Representative Brady. Thank you, Chairman. Thank you,
Chairman Bennett.

Senator Bennett. Thank you, Mr. Chairman. This has been a
most illuminating morning.

Representative Hinchey. Mr. Chairman, are you concluding?
Senator Bennett. Did you want a second round?
Representative Hinchey. If you don't mind. It's not quite 20 of.
Senator Bennett. All right. Well, in that case, I'll use my pre-

rogative to comment and then yield to you.
I'm on my way tonight to Brussels, where I will be addressing,

with some other Members of both the House and the Senate, eco-
nomic issues with members of the European Union. As your testi-
mony makes clear, the United States would not trade its place eco-
nomically with any other country in the world. If you look at the
level of unemployment, if you look at the level of deficit computed
as a percentage of GDP-rather than in total dollars-and if you
look at the aging populations and the demographic projections in
other developed countries of the world, and every other country
would like to be where we are, which is not to say we don't have
serious problems.

But I think we should put it in that perspective, and that's going
to be, I think, some of the conversations we will have in Brussels.

With your predecessor, Chairman Greenspan and I used to have
a kabuki dance that we went through every time he appeared be-
fore this Committee, and I had not planned to do it here, but it
keeps coming up. I would always ask him, stroking my chin in a
thoughtful fashion, as if it has just occurred to me, Mr. Chairman,
what is the ideal capital gains rate?
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And he would stroke his chin and say, Senator, the ideal capital
gains rate is zero. And I would say, thank you, and, you know, we
would do that every time he came, because capital gains means if
there's a capital gains tax rate, it locks the capital to the degree
that the rate is high, in its current investment.

And it may well be that the entrepreneur or the venture capi-
talist who has built, by his investment, Business A, now wants to
sell Business A to the pension fund that's perfectly happy with the
mature investment, and move that venture capital to Business B,
that creates an opportunity for more entrepreneurial activity, and,
thereby, more wealth.

But there is a barrier to making that movement from a mature
business to an entrepreneurial activity, in the form of a tax. As we
lower that tax barrier from 28 percent to 20 percent, we see more
capital flowing over the wall, if you will.

And when we lowered it again to 15 percent, we saw more cap-
ital flowing over the wall, and I would like to see the barrier dis-
appear altogether, because the two things that are essential to cre-
ate wealth, are accumulated capital and risk-taking.

And if the accumulated capital is held in one place where the
risk-taking-it can't join with the risk-taking in another place, the
economy, as a whole, doesn't get the benefit of the growth.

Now, that's my non-professional economic analysis, and having
done that dance with Chairman Greenspan, I now give you an op-
portunity to comment on it one way or the other, and disagree with
your predecessor, if you will, but let's at least discuss that, because
I think that is the major issue with respect to capital gains.

It has to do with the movement of capital to the place where it
can produce within the economy, ultimately the most wealth.

And I would add this comment: When we asked Chairman
Greenspan, during the great expansion of the late 1990s, who is
benefiting the most, even though the statistics were showing the
great growth at the top, he very instantly said, the people who ben-
efited the most from this booming economy, is the bottom quintile,
because they have jobs.

And the difference in lifestyle for Bill Gates, by this growth, is
really nothing, but the difference in lifestyle by people who can't
get jobs who now can, because there's a booming economy, is night
and day.

So, regardless of the statistics, the people who benefit the most
from a growing economy and the creation of wealth are the people
at the bottom. And that's what we all need to be concerned about,
so I'd be interested in your responses.

Chairman Bernanke. Well, Senator, I think most public fi-
nance economists would agree that, on an efficiency basis, the zero
tax rate on capital gains is the optimal one. You can see that, for
example, in the President's Tax Panel, which tried to push our sys-
tem toward a consumption-based tax; that is, one which exempts
from taxation returns to savings, including dividends and capital
gains, the idea being that by exempting savings from taxation, you
create more rapid capital accumulation and that does generate
broader economic growth.

So, as a theoretical matter, I think that's correct. Again, I want
to be very careful not to make an unambiguous recommendation,
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and I would just point out that people may differ about the equity
implications in terms of who benefits the mnost from a cut in capital
gains taxes, and that to the extent that there are revenue effects-
and we just had some discussion about how big they might be and
whether they are temporary or permanent-issues of the deficit
and funding and government spending, would also arise.

So, the final policy decision is a complex one, but I think that
purely from an efficiency perspective, it's a fairly broad view among
public finance economists, that capital income should be taxed at
a low rate.

Senator Bennett. Thank you.
Mr. Hinchey.
Representative Hinchey. Thank you very much, Mr. Chair-

man, and, thank you, Mr. Chairman. I have a number-actually,
I think, a large number of constituents who take the position that
the optimum tax rate on wages should be zero percent. That's a
slightly different point of view, from a different perspective.

I want to
Senator Bennett. I'll be happy to join them-
(Laughter.)
Senator Bennett [continuing]. If we find another way to finance

the government. I don't think wages is the most efficient way to do
it.

Representative Hinchey. Let's talk, Mr. Chairman, let's talk.
I very much appreciate your solid and straight answers to the

questions that were delivered today, including the one about the
payback on tax cuts. Your predecessor said something very similar
in testimony before the House Budget Committee. He said: "It's
very rare and few economists believe that you can cut taxes and
you will get an equal amount of revenues. When you cut taxes, you
gain some revenue back. We don't know exactly what this amount
is, but it's not small, but it's also not 70 percent or anything like
that."

And we have similar statements from the Congressional Budget
Office and the Congressional Research Service. The one that I liked
the best was the one from the former Chairman of the Council of
Economic Advisors, Greg Mankiw, who wrote in his macroeconomic
textbook, and he says and I quote, "There is no credible evidence
that tax cuts pay for themselves and an economist who makes such
a claim, is a snake oil salesman who is trying to sell a miracle
cure."

So we have some interesting points of view on this particular
issue.

I wanted to just ask you about the dollar. We have a national
debt now which is about $8.33 trillion. Congress just raised the
debt ceiling a couple of weeks ago-3 weeks ago, to just below $9
trillion.

Projections are now that within the next 5 years, that the na-
tional debt is going to exceed $11 trillion, based upon the cir-
cumstances that are prevailing currently. This year, we're antici-
pating a budget deficit of $379 billion.

The circumstances here have got to be putting enormous pres-
sure on the value of the dollar. We've seen the value of the dollar
decline recently, and I'm wondering what you would say about the
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potential for the strength of the dollar, given these economic cir-
cumstances of huge growing debt and these huge annual budget
deficits that are fueling that growing debt, and the current ac-
counts deficit, which-I'm not sure what that number is, but I
think it's something in excess of, what-what is the current ac-
counts deficit?

Chairman Bernanke. Eight hundred billion dollars.
Representative Hinchey. Eight hundred billion, yes, a little

over $800 billion.
What does this mean for the value of the dollar? Is the value of

the dollar going to go down?
We have the situation and an interesting report from the IMF.

They report that the internal purchasing parody of the Chinese
currency is more than five times its external value. Given the out-
come of the recent visit of the President of China, there doesn't
seem to be any indication that those circumstances are likely to
change.

What do we have to anticipate with regard to the pressure on the
value of our dollar?

Chairman Bernanke. Well, Congressman, I just wanted to say
a word about the Federal debt, which you mentioned, first of all.
There are different ways of measuring it, and you get somewhat
different answers.

The debt limit includes a lot of debt with the government, like
the Social Security Trust Fund, for example, and if you look at the
debt held by the public, including the Federal Reserve, you find
that it's something on the order of 40 percent of GDP, which is
lower than a number of other industrial countries.

From that perspective our current deficit last year was 2.6 per-
cent of GDP, so in a short-term sense, we are in a comparable situ-
ation with other industrial countries.

I think we have a much larger problem, if you take an unfunded
liability approach and say, well, what is it that we really owe to
our senior citizens, based on the promises we've made in Social Se-
curity and Medicare, and there you get a much larger number, so
that that's an issue.

I don't think the Federal debt has a great deal to do with the
dollar. The usual arguments have to do with the current account
deficit and the dollar, and here, I'd like to, I guess, make a clari-
fication.

There was some media report that the discussions of the G7 over
the weekend, had discussed some kind of depreciation of the dollar
or managed depreciation of the dollar as part of the strategy for ad-
dressing the U.S. current account.

That is not correct. The G7 supports a market-determined dollar,
not a managed dollar.

In terms of making forecasts, as I think Chairman Greenspan
often said in this context, you can forecast the dollar and half the
time, you're going to be right.

The experience is that forecasting the dollar is very difficult, and
we want to just leave it to market forces to determine where the
dollar is going to be.

Representative Hinchey. Thank you.
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Senator Bennett. Thank you very much, Mr. Chairman. We ap-
preciate your being here, and look forward to continued meetings
with you, with the JEC.

This Committee was created by the Humphrey-Hawkins Act, as
Senator Humphrey wanted to increase the connection between the
Fed and the Congress, and established these regular reports.

We know you have other things to do, but we're grateful for your
willingness to come spend the morning with us on the Hill. The
hearing is adjourned.

Chairman Bernanke. Thank you, Senator.
(Whereupon, at 11:55 a.m., the hearing was adjourned.)
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Chairman Bernanke, it is my pleasure to welcome you this morning before the
Joint Economic Committee (JEC). We appreciate your testimony on the economic
outlook.

According to the official data, a healthy economic expansion has been underway
for several years. The U.S. economy advanced 4.2 percent in 2004, and 3.5 percent
in 2005. As I have noted many times, the pick-up in economic growth since the mid-
dle of 2003 is mostly due to a rebound in investment activity, which had been weak.
This rebound was fostered by a mix of Fed monetary policy and the 2003 tax legisla-
tion and its incentives for investment.

The continued economic expansion has created 5.2 million payroll jobs since Au-
gust of 2003. The unemployment rate, at 4.7 percent, is below its average levels of
the 1970s, 1980s, and 1990s. Federal Reserve and private economists forecast that
business investment and the overall economy will continue to grow this year.

As the Fed noted in a policy report last February, "the U.S. delivered a solid per-
formance in 2005." The Fed also stated that the "U.S. economy should continue to
perform well in 2006 and 2007." Recent data indicate that the economic growth rate
for the first quarter of this year will be quite robust when it is released tomorrow.

According to a broad array of economic data, the outlook remains positive. Con-
sumer spending is expected to be solid in 2006. Homeownership has reached record
highs. Household net worth is also at a record level. The trend in productivity
growth remains strong. Although high oil prices have raised business costs and im-
posed hardship on many consumers, these prices have not derailed the expansion.

Meanwhile, long-term inflation pressures are contained. As a result, long-term in-
terest rates, such as mortgage rates, are still relatively low, although these rates
have edged up in recent weeks. According to the Fed's preferred price index, infla-
tion is well under control.

In sum, current economic conditions are strong. With economic growth expected
to exceed 3 percent this year, the economic outlook remains positive.

PREPARED STATEMENT OF SENATOR ROBERT BENNETT, VICE CHAIRMAN

It is a pleasure to welcome the Honorable Ben Bernanke, Chairman of the Board
of Governors of Federal Reserve System, before the Committee this morning. We
view your testimony on the economic outlook as a continuation of the longstanding
productive exchange between the Federal Reserve and the Joint Economic Com-
mittee.

A wide range of economic data confirms that the U.S. economic expansion remains
on a solid foundation. Growth in the inflation-adjusted, or "real," gross domestic
product increased 3.5% during 2005, on the heels of over-4% growth in 2004. Real
GDP has now been growing for 17 consecutive quarters. Most private forecasters be-
lieve that growth for the first quarter of this year will be a sizeable acceleration
from the temporary lull in the final quarter of 2005 and growth is then expected
to return to more trend-like, yet still healthy, rates through the remainder of the
year.

The unemployment rate has fallen to 4.7 percent, the lowest level in five years
and stands below the averages of the 1960s, 1970s, 1980s, and 1990s. In 31 consecu-
tive months of job creation, payroll employment in the Nation has expanded by over
5.1 million new jobs. Last year alone, 2 million new jobs were added to business
payrolls.

While long-term interest rates, including mortgage rates, have edged up recently,
they remain low by historical standards and financial conditions of households and
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businesses seem to be in reasonably good shape. Activity in housing markets has
recently been showing signs of cooling, but levels of activity remain strong.

Although headline consumer price inflation has been boosted by another round of
increased energy prices, so-called "core" consumer price inflation remains relatively
steady and measures of inflation expectations remain stable.

Nevertheless, last year was the third consecutive year of rising and volatile en-
ergy prices, and we all feel how energy price increases have cut into households'
purchasing power and the profitability of non-energy producing businesses. The
economy has remained resilient in the face of escalating energy prices, but further
increases pose a risk to future growth and inflation.

As I mentioned, the economic expansion remains on a solid foundation. And I be-
lieve that one important ingredient that helped generate the robust economic
growth over the past few years is the enactment of pro-growth tax relief in 2003.

We look forward to your review of recent economic developments and your outlook
for the U.S. economy.

Welcome, again, Chairman Bernanke.

PREPARED STATEMENT OF SENATOR JACK REED, RANKING MINORITY

Thank you, Chairman Saxton. I want to welcome Chairman Bernanke and thank
him for testifying here today.

All eyes are on you, Chairman Bernanke, as you embark on a tricky high-wire
act in which you allow the economy to grow and employment to reach its full poten-
tial, while you remain mindful of the risks of inflation. For some time, the Fed's
job had been easier-it had room to raise interest rates from very low levels with
little risk of derailing the economic recovery, while inflation and other lurking eco-
nomic problems were at bay. Today, soaring energy prices, record budget and trade
deficits, a negative household saving rate, and a disappointing labor market recov-
ery all pose tremendous challenges to setting monetary policy.

The Fed has raised its target for the federal funds rate by 25 basis points at each
of the last 15 FOMC meetings. According to the minutes of the March meeting, most
members of the FOMC thought that the end of the tightening process was near. The
question on everyone's mind is: are we there yet? The phrase we are hearing is that
interest rate changes will now be "data driven." So I hope that means, Chairman
Bernanke, that the Fed will look hard at the full range of data on economic growth,
employment, and inflation to determine the best course for monetary policy.

GDP is growing, but the typical American worker has been left out of the eco-
nomic gains of this recovery. Strong productivity growth has shown up in the bottom
lines of shareholders but not in the paychecks of workers. Too many Americans are
being squeezed by stagnant incomes and rising costs for gasoline, health care, and
education. It seems to me that there is still room for real wages to catch up with
productivity before the Fed needs to worry about inflationary pressures from the
labor market.

However, there are many other downside risks to the economy on the horizon. En-
ergy prices have been pushing up overall inflation for some time. But last month,
we saw an uptick in core inflation, which might be an early sign that businesses
are starting to pass on their higher energy costs to customers. Rising oil.prices and
interest rates coupled with a weakening housing sector could take their toll on con-
sumers and businesses alike and slow down the economy too much.

Your task in setting the right course for monetary policy is complicated by fiscal
policy and international imbalances. We no longer have the fiscal discipline that we
had in the 1990s, which allowed for a monetary policy that encouraged investment
and long-term growth. The President's large and persistent budget deficits have led
to an ever-widening trade deficit that forces us to borrow vast amounts from abroad
and puts us at risk of a major financial collapse if foreign lenders suddenly stop ac-
cepting our IOU's.

Even assuming we can avoid an international financial crisis, continued budget
and trade deficits will be a drag on the growth of our standard of living and leave
us ill-prepared to deal with the effects of the retirement of the baby-boom genera-
tion. Strong investment financed by our own national saving-not foreign bor-
rowing-is the foundation for strong and sustained economic growth and rising liv-
ing standards.

One final issue that I would like to raise is the growing inequality of income,
earnings, and wealth in the U.S. economy. Your predecessor, Chairman Greenspan,
regularly raised that issue as one of concern for our political economy-it is not good
for democracy to have widening inequality. I know you share these concerns. Re-
cently, the Federal Reserve published the results from the 2004 Survey of Consumer
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Finances. They show that growth in median income and wealth have slowed sub-
stantially and the top 1 percent of families hold more wealth than the bottom 90
percent of families.

In this environment, it is hard to understand why the Administration is con-
tinuing to pursue policies that add to the budget deficit by providing tax breaks to
those who are already well-off, including the permanent elimination of the estate
tax. Meanwhile, they continue to propose budgets that cut programs for those who
are struggling to make ends meet. Mr. Chairman, I know you don't want to get into
the specifics of particular policies, but I hope you can offer us some insights about
the kinds of policies that are likely to be effective in addressing the real challenges
we face in this economy and offering real opportunities for growth that provides
widespread benefits to the American people.

I look forward to your testimony on the economic outlook and to a discussion of
these issues.

PREPARED STATEMENT OF HON. BEN BERNANKE, CHAIRmAN, BOARD OF GOVERNORS
OF THE FEDERAL RESERVE SYSTEM

Mr. Chairman and members of the Committee, I am pleased to appear before the
Joint Economic Committee to offer my views on the outlook for the U.S. economy
and on some of the major economic challenges that the Nation faces.

Partly because of last year's devastating hurricanes, and partly because of some
temporary or special factors, economic activity decelerated noticeably late last year.
The growth of the real gross domestic product (GDP) slowed from an average annual
rate of nearly 4 percent over the first three quarters of 2005 to less than 2 percent
in the fourth quarter. Since then, however, with some rebound in activity under way
in the Gulf Coast region and continuing expansion in most other parts of the coun-
try, the national economy appears to have grown briskly. Among the key economic
indicators, growth in nonfarm payroll employment picked up in November and De-
cember, and job gains averaged about 200,000 per month between January and
March. Consumer spending and business investment, as inferred from data on
motor vehicle sales, retail sales, and shipments of capital goods, are also on track
to post sizable first-quarter increases. In light of these signs of strength, most pri-
vate-sector forecasters, such as those included in the latest Blue Chip survey, esti-
mate that real GDP grew between 4 and 5 percent at an annual rate in the first
quarter.

If we smooth through the recent quarter-to-quarter variations, we see that the
pace of economic growth has been strong for the past 3 years, averaging nearly 4
percent at an annual rate since the middle of 2003. Much of this growth can be at-
tributed to a substantial expansion in the productive capacity of the U.S. economy,
which in turn is largely the result of impressive gains in productivity-that is, in
output per hour worked. However, a portion of the recent growth reflects the taking
up of economic slack that had developed during the period of economic weakness
earlier in the decade. Over the past year, for example, the unemployment rate has
fallen nearly V2 percentage point, the number of people working part time for eco-
nomic reasons has declined to its lowest level since August 2001, and the rate of
capacity tilization in the industrial sector has moved up 1V2 percentage points. As
the utilization rates of labor and capital approach their maximum sustainable lev-
els, continued growth in output-if it is to be sustainable and non-inflationary-
should be at a rate consistent with the growth in the productive capacity of the
economy. Admittedly, determining the rates of capital and labor utilization con-
sistent with stable long-term growth is fraught with difficulty, not least because
they tend to vary with economic circumstances. Nevertheless, to allow the expansion
to continue in a healthy fashion and to avoid the risk of higher inflation, policy-
makers must do their best to help to ensure that the aggregate demand for goods
and services does not persistently exceed the economy's underlying productive ca-
pacity.

Based on the information in hand, it seems reasonable to expect that economic
growth will moderate toward a more sustainable pace as the year progresses. In
particular, one sector that is showing signs of softening is the residential housing
market. Both new and existing home sales have dropped back, on net, from their
peaks of last summer and early fall. And, while unusually mild weather gave a lift
to new housing starts earlier this year, the reading for March points to a slowing
in the pace of homebuilding as well. House prices, which have increased rapidly dur-
ing the past several years, appear to be in the process of decelerating, which will
imply slower additions to household wealth and, thereby, less impetus to consumer
spending. At this point, the available data on the housing market, together with on-
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going support for housing demand from factors such as strong job creation and still-
low mortgage rates, suggest that this sector will most likely experience a gradual
cooling rather than a sharp slowdown. However, significant uncertainty attends the
outlook for housing, and the risk exists that a slowdown more pronounced than we
currently expect could prove a drag on growth this year and next. The Federal Re-
serve will continue to monitor housing markets closely.

More broadly, the prospects for maintaining economic growth at a solid pace in
the period ahead appear good, although growth rates may well vary quarter to quar-
ter as the economy downshifts from the first-quarter spurt. Productivity growth, job
creation, and capitalspending are all strong, and continued expansion in the econo-
mies of our trading partners seems likely to boost our export sector. That said, en-
ergy prices remain a concern: The nominal price of crude oil has risen recently to
new highs, and gasoline prices are also up sharply. Rising energy prices pose risks
to both economic activity and inflation. If energy prices stabilize this year, even at
a high level, their adverse effects on both growth and inflation should diminish
somewhat over time. However, as the world has little spare oil production capacity,
periodic spikes in oil prices remain a possibility.

The outlook for inflation is reasonably favorable but carries some risks. Increases
in energy prices have pushed up overall consumer price inflation over the past year
or so. However, inflation in core price indexes, which in the past has been a better
indicator of longerterm inflation trends, has remained roughly stable over the past
year. Among the factors restraining core inflation are ongoing gains in productivity,
which have helped to hold unit labor costs in check, and strong domestic and inter-
national competition in product markets, which have restrained the ability of firms
to pass cost increases on to consumers. The stability of core inflation is also en-
hanced by the fact that long-term inflation expectations-as measured by surveys
and by comparing yields on nominal and indexed Treasury securities-appear to re-
main well-anchored. Of course, inflation expectations will remain low only so long
as the Federal Reserve demonstrates its commitment to price stability. As to infla-
tion risks, I have already noted that continuing growth in aggregate demand in ex-
cess of increases in the economy's underlying productive capacity would likely lead
to increased inflationary pressures. In addition, although pass-through from energy
and commodity price increases to core inflation has thus far been limited, the risk
exists that strengthening demand for final products could allow firms to pass on a
greater portion of their cost increases in the future.

With regard to monetary policy, the Federal Open Market Committee (FOMC) has
raised the Federal funds rate, in increments of 25 basis points, at each of its past
fifteen meetings, bringing its current level to 4.75 percent. This sequence of rate in-
creases was necessary to remove the unusual monetary accommodation put in place
in response to the soft economic conditions earlier in this decade. Future policy ac-
tions will be increasingly dependent on the evolution of the economic outlook, as re-
flected in the incoming data. specifically, policy will respond to arriving information
that affects the Committee's assessment of the medium-term risks to its objectives
of price stability and maximum sustainable employment. Focusing on the medium-
term forecast horizon is necessary because of the lags with which monetary policy
affects the economy.

In the statement issued after its March meeting, the FOMC noted that economic
growth had rebounded strongly in the first quarter but appeared likely to moderate
to a more sustainable pace. It further noted that a number of factors have contrib-
uted to the stability in core inflation. However, the Committee also viewed the pos-
sibility that core inflation might rise as a risk to the achievement of its mandated
objectives, and it judged that some further policy firming may be needed to keep
the risks to the attainment of both sustainable economic growth and price stability
roughly in balance. In my view, data arriving since the meeting have not materially
changed that assessment of the risks. To support continued healthy growth of the
economy, vigilance in regard to inflation is essential.

The FOMC will continue to monitor the incoming data closely to assess the pros-
pects for both growth and inflation. In particular, even if in the Committee's judg-
ment the risks to its objectives are not entirely balanced, at some point in the future
the Committee may decide to take no action at one or more meetings in the interest
of allowing more time to receive information relevant to the outlook. Of course, a
decision to take no action at a particular meeting does not preclude actions at subse-
quent meetings, and the Committee will not hesitate to act when it determines that
doing so is needed to foster the achievement of the Federal Reserve's mandated ob-
jectives.

Although recent economic developments have been positive, the Nation still faces
some significant longer-term economic challenges. One such challenge is putting the
Federal budget on a trajectory that will be sustainable as our society ages. Under
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current law, Federal spending for retirement and health programs will grow sub-
stantially in coming decades-both as a share of overall Federal spending and rel-
ative to the size of the economy-especially if health costs continue to climb rapidly.
Slower growth of the workforce may also reduce growth in economic activity and
thus in tax revenues.

The broad dimensions of the problem are well-known. In fiscal year 2005, Federal
outlays for Social Security, Medicare, and Medicaid totaled about 8 percent of GDP.
According to the projections of the Congressional Budget Office (CBO), by the year
2020 that share will increase by more than 3 percentage points of GDP, an amount
about equal in size to the current Federal deficit. By 2040, according to the CBO,
the share of GDP devoted to those three programs (excluding contributions by the
states) will double from current levels, to about 16 percent of GDP. Were these pro-
jections to materialize, the Congress would find itself in the position of having to
eliminate essentially all other non-interest spending, raising Federal taxes to levels
well above their long-term average of about 18 percent of GDP, or choosing some
combination of the two. Absent such actions, we would see widening and eventually
unsustainable budget deficits, which would impede capital accumulation, slow eco-
nomic growth, threaten financial stability, and put a heavy burden of debt on our
children and grandchildren.

The resolution of the nation's long-run fiscal challenge will require hard choices.
Fundamentally, the decision confronting the Congress and the American people is
how large a share of the nation's economic resources should be devoted to Federal
Government programs, including transfer programs like Social Security, Medicare,
and Medicaid. In making that decision, the full range of benefits and costs associ-
ated with each program should be taken into account. Crucially, however, whatever
size of government is chosen, tax rates will ultimately have to be set at a level suffi-
cient to achieve a reasonable balance of spending and revenues in the long run.
Members of the Congress who want to extend tax cuts and keep tax rates low must
accept that low rates will be sustainable over time only if outlays can be held down
sufficiently to avoid large deficits. Likewise, members who favor a more expansive
role of the government must balance the benefits of government programs with the
burden imposed by the additional taxes needed to pay for them, a burden that in-
cludes not only the resources transferred from the private sector but also the reduc-
tions in the efficiency and growth potential of the economy associated with higher
tax rates.

Another important challenge is the large and widening deficit in the U.S. current
account. This deficit has increased from a little more than $100 billion in 1995 to
roughly $800 billion last year, or 61/2 percent of nominal GDP. The causes of this
deficit are complex and include both domestic and international factors. Fundamen-
tally, the current account deficit reflects the fact that capital investment in the
United States, including residential construction, substantially exceeds U.S. na-
tional saving. The opposite situation exists abroad, in that the saving of our trading
partners exceeds their own capital investment. The excess of domestic investment
over domestic saving in the United States, which by definition is the same as the
current account deficit, must be financed by net inflows of funds from investors
abroad. To date, the United States has had little difficulty in financing its current
account deficit, as foreign savers have found U.S. investments attractive and foreign
official institutions have added to their stocks of dollar-denominated international
reserves. However, the cumulative effect of years of current account deficits have
caused the United States to switch from being an international creditor to an inter-
national debtor, with a net foreign debt position of more than $3 trillion, roughly
25 percent of a year's GDP. This trend cannot continue forever, as it would imply
an evergrowing interest burden owed to foreign creditors. Moreover, as foreign hold-
ings of U.S. assets increase, at some point foreigners may become less willing to add
these assets to their portfolios. While it is likely that current account imbalances
will be resolved gradually over time, there is a small risk of a sudden shift in senti-
ment that could lead to disruptive changes in the value of the dollar and in other
asset prices.

Actions both here and abroad would contribute to a gradual reduction in the U.S.
current account deficit and in its mirror image, the current account surpluses of our
trading partners. To reduce its dependence on foreign capital, the United States
should take action to increase its national saving rate. The most direct way to ac-
complish this objective would be by putting Federal government finances on a more
sustainable path. Our trading partners can help to mitigate the global imbalance
by relying.less on exports as a source of growth, and instead boosting domestic
spending relative to their production. In this regard, some policymakers in devel-
oping Asia, including China, appear to have recognized the importance of giving do-
mestic demand a greater role in their development strategies and are seeking to in-
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crease domestic spending through fiscal measures, financial reforms, and other ini-
tiatives. Such actions should be encouraged. For these countries, allowing greater
flexibility in exchange rates would be an important additional step toward helping
to restore greater balance both in global capital flows and in their own economies.
Structural reforms to enhance growth in our industrial trading partners could also
be helpful. Each of these actions would be in the long-term interests of the countries
involved, regardless of their effects on external imbalances. On the other hand, rais-
ing barriers to trade or flows of capital is not a constructive approach for addressing
the current account deficit because such barriers would have significant deleterious
effects on both the U.S. and global economies.

In conclusion, Mr. Chairman, the economy has been performing well and the near-
term prospects look good, although as always there are risks to the outlook. Mone-
tary policy will continue to pursue its objectives of helping the economy to grow at
a strong, sustainable pace while seeking to keep inflation firmly under control. And,
while many of the fundamental factors that determine longer-term economic growth
appear favorable, actions to move the Federal budget toward a more sustainable po-
sition would do a great deal to help ensure the future prosperity of our country.
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JOINT ECONOMIC cOMM rrTTE

MVashington, DB 20510-0002

May 8, 2006

The Honorable Ben S. Bemanke
Chairman
Board of Governors of the Federal Reserve System
20' Street and Constitution Avenue NW
Washington, DC 20551

Dear Chairman Bernanke:

I would like to thank you fbr your recent testimony on the Economic Outlook before the
Joint Economic Committee. Your testimony addressed a nunber of compelling and
timely issues, and.the printed record of the hearing will be an invaluable resource.

I would appreciate your addressing the attached four questions for the record.

A copy of the April 27, 2006, hearing transcript is enclosed. Please have a member of
your staff return the corrected transcript, together with your answers to the submitted
questions,.to the Executive Director of the Joint Economic Committee, Christopher
Frenze, 433 Cannon House Office Building, Washington, DC 20515. Should your staff
have any questions, please call Chris on (202) 225-3953.

Thank you and I look forward to your response.

Sincerely

Jim Saxton
Chairman
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WRITTEN QUESTIONS SUBMITTED BY HON. JIM SAXTON TO HON. BEN BERNANKE

Question 1. Your testimony regarding the stance of monetary policy indicated that
the Fed is not locked into a rigid, predetermined schedule of increases in the federal
funds rate. Rather, future decisions will be data dependent, i.e., made on the basis
of the most recent economic and financial information available. Your statement did
not rule out any future increases in the federal funds rate. Is this a fair summary
of the point you were making?

Question 2. As you know, there are a number of reasons why inflation targeting
allows for a good deal of operational flexibility. Yet critics of inflation targeting often
contend that adopting this procedure removes much of monetary policymaker's dis-
cretionary powers and flexibility.

This criticism appears questionable given the host of adjustments and exceptions
used in inflation targeting. For example, numerical bands rather than point esti-
mates are usually used as policy targets by those countries successfully imple-
menting inflation targeting. Similarly, multi-year targets are often employed. The
inflation indices normally used are adjusted for volatile components as well as for
other factors. In practice, countries adopting inflation targeting have all used a flexi-
ble approach in implementing monetary policy. Doesn't this suggest that inflation
targeting is quite flexible?

Question 3. What is the role of asset prices in a monetary policy focused on price
stability? Should the central bank respond to asset price "bubbles" or disturbances
such as a bubble in the stock market or a bubble in the real estate market? Or
should it ignore such movements in asset prices?

Are there "moral hazard" problems associated with highly predictable central
bank attempts to respond to asset price bubbles?

Question 4. Federal Reserve officials often refer to the PCE (personal consumption
expenditure) deflator in addressing measures of price changes. What are the advan-
tages of the PCE deflator over the CPI? Does the CPI overstate inflation to some
extent?

What does the core PCE deflator currently tell us about the degree to which infla-
tionary forces are being contained at present?
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B 8OARD OF GOVERNORS
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FEDERAL RESERVE SYSTEM
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C,*IlHMAN

May 24, 2006

The Honorable Jim Saxton
Chairman
Joint Economic Committee
Washington, D.C. 20510

Dear Mr. Chairman:

I am pleased to enclose my responses to the questions you submitted

for the record following the hearing of April 27, 2006, concerning the economic

outlook.

Please let me know if I can be of further assistance.

Sincerely,

Enclosure
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RESPONSE FROM CHAIRMAN BEN BERNANKE TO WRITTEN QUESTIONS SUBMITTED BY
CHAIRMAN JIM SAXTON

Chairman Bernanke subsequently submitted the following in response to writtenauestions received from Chairman Saxton in connection with the Joint Economic
Committee hearing on April 27, 2006:

Question 1. Your testimony regarding the stance of monetary policy indicated thatthe Fed is not locked into a rigid, predetermined schedule of increases in the Fed-eral funds rate. Rather, future decisions will be data dependent, i.e., made on thebasis of the most recent economic and financial information available. Your state-ment did not rule out any future increases in the Federal funds rate. Is this a fair
summary of the point you were making?

Answer. Yes. As conveyed in my testimony, monetary policy must be forward look-ing and depend on the Federal Reserve's best assessment of the economic outlook
as inferred from economic and financial information. Indeed, the Federal Open Mar-
ket Committee was quite explicit on this point in the statement issued after itsmeeting on May 10. The statement explained that "the Committee judges that some
further policy firming may yet be needed to address inflation risks but emphasizes
that the extent and timing of any such firming will depend importantly on the evo-
lution of the economic outlook as implied by incoming information."

Question 2. As you know, there are a number of reasons why inflation targeting
allows for a good deal of operational flexibility. Yet critics of inflation targeting often
contend that adopting this procedure removes much of monetary policymaker's dis-
cretionary powers and flexibility.

This criticism appears questionable given the host of adjustments and exceptions
used in inflation targeting. For example, numerical bands rather than point esti-
mates are usually used as policy targets by those countries successfully imple-
menting inflation targeting. Similarly, multi-year targets are often employed. The
inflation indices normally used are adjusted for volatile components as well as for
other factors. In practice, countries adopting inflation targeting have all used a flexi-ble approach in implementing monetary policy. Doesn't this suggest that inflation
targeting is quite flexible?

Answer. By definition, an inflation targeting framework focuses on keeping infla-
tion low and stable, and on clearly communicating to the public both the objectives
of monetary policy and the strategy for achieving those objectives. The key advan-
tage of such a framework is that it can help anchor inflation expectations more firm-
ly and therefore promote greater stability in both inflation outcomes and resource
utilization. As you point out, however, inflation targeting frameworks can be quite
flexible. For example, in practice, all inflation-targeting central banks pay important
attention in their policy decisionmaking not only to inflation but also to output and
employment. Objectives generally are set for some date in the future, in recognition
of the fact that monetary policy affects the economy only with a considerable lag.
Some inflation-targeting central banks set multi-year targets, while others set policy
so as to keep their inflation projection at a certain horizon close to its target; yet
others aim to keep inflation close to its target on average over the business cycle.
Specifying the inflation objective as a band may help convey the reality that infla-
tion cannot be controlled perfectly at every instant, though a band may also increase
the challenges around the communication of objectives and strategies to the public.
These are a few of the key design features that can be used to build flexibility into
the overall policy framework.

Question 3. What is the role of asset prices in a monetary policy focused on price
stability? Should the central bank respond to asset price "bubbles" or disturbances
such as a bubble in the stock market or a bubble in the real estate market? Or
should it ignore such movements in asset prices?Are there "moral hazard" problems associated with highly predictable central
bank attempts to respond to asset price bubbles?Answer. In setting monetary policy to achieve price stability, a central bank
should take account of all factors influencing the economic outlook. Accordingly, acentral bank cannot ignore movements in stock prices, home values, and other assetprices, but should respond to them only to the extent that they have implications
oo r f ure otput and inflation. Some observers have argued that a central bankshould respond more aggressively to asset-price booms thought to have an important

speculative component. In so doing, so the argument goes, a central bank can limitthe future expansion of the bubble, thereby mitigating the fallout from its eventual
bursting. However, the validity of this argument rests on several conditions forwhich there is little or no empirical evidence, including the presumptions that thecentral bank is better able than the market to identify speculative bubbles and thatit can successfully "deflate" such bubbles without harming the broader economy.
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Given our limited knowledge of the forces driving speculative bubbles, the more pru-
dent approach is to respond only as the overall outlook for output and inflation mer-
its. Such a limited approach should also mitigate potential moral hazard problems
that might arise were a central bank to, in effect, take responsibility for the appro-
priateness of asset prices.

Question 4. Federal Reserve officials often refer to the PCE (personal consumption
expenditures) deflator in addressing measures of price changes. What are the ad-
vantages of the PCE deflator over the CPI? Does the CPI overstate inflation to some
extent?

What does the core PCE deflator currently tell us about the degree to which infla-
tionary forces are being contained at present?

Answer. While the PCE price index generally moves roughly in line with the
CPI-and indeed is derived largely from CPI source data-it does have some advan-
tages relative to the CPI as a measure of inflation. The PCE chain-type index is
constructed from a formula that reflects the changing composition of spending and
thereby avoids some of the upward bias associated with the fixed-weight nature of
the CPI. In addition, there is some evidence that the PCE weights are measured
more accurately than the CPI weights. The PCE price measure also has some dis-
advantages relative to the CPI; most important, its broader scope necessitates the
inclusion of some prices that are not derived from market transactions and so may
add some noise to the overall index as a proxy for the cost of living.

Most analysts believe that changes in the CPI overstate changes in the cost of
living to some extent. In 1996, the Senate Advisory Commission to Study the CPI
(The Boskin Commission) assessed the bias in CPI inflation as centering on 1.1 per-
centage points per year, with a range of 0.8 to 1.6 percentage points per year. This
result was similar to the findings of other analysts. Since the time of these studies,
the BLS has made several improvements to the CPI that have, on balance, served
to reduce that bias. In part for this reason, more recent estimates of bias in CPI
inflation have generally been a little smaller than estimated by the Boskin Commis-
sion. For example, a recent study by Federal Reserve economists judged the bias in
CPI inflation currently to center around 0.9 percentage point per year. The PCE
price index likely is also biased upward, though probably by less than the CPI in
light of the PCE measure's advantages cited above.

Although increases in energy prices have pushed up overall consumer price infla-
tion over the past couple of years, core inflation has been more stable. The core PCE
price index increased 2 percent over the twelve months to March of this year, about
the same as the increase over the preceding twelve months. Similarly, the core CPI
has increased 21 percent over each of the past 2 years. The stability of core infla-
tion, even as many firms have faced substantial cost increases for energy products,
has been enhanced by the fact that long-term inflation expectations appear to re-
main well contained. Of course, inflation expectations will remain low only so long
as the Federal Reserve demonstrates its commitment to price stability.
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ALAN GREENSPAN

January 3, 2006

The Honorable John E. Sununu
United States Senate
Washington, D.C. 20510

Dear Senator:

Thank you for inquiring about my views concerning supervision and
regulation of government-sponsored enterprises (GSEs) and about how best to focus the
GSEs on their public mission without destabilizing the economy. I also appreciate your
kind words about my public service on the Federal Reserve Board.

Fannie Mae (Fannie) and Freddie Mac (Freddie) essentially run two lines of
business: securitization of mortgage credit and holding of mortgage and other assets for
investment purposes. The first line of business provides substantial benefits for affordable
housing through the process of using credit guarantees to turn mortgages into marketable
securities that trade in public debt markets. This process creates a wide variety of liquidity
benefits, some of which flow to homeowners and mortgage originators. Moreover,
creating securities from the mortgages extended to nontraditional homeowners is an
important step to making mortgage credit more widely available. Focusing Fannie and
Freddie on this type of securitization activity can promote affordable housing without
creating significant risks to the financial system.

In contrast, once a mortgage has been securitized and sold into the public
markets, Fannie's and Freddie's purchases of their own (or each other's) mortgage-backed
securities (MBS) for their investment portfolios creates substantial systemic risk while
yielding negligible additional benefit for homeowners, renters, or mortgage originators.'
Under normal circumstances, GSEs are able to easily maintain and grow their large
portfolios of mortgage and non-mortgage assets without the significant market checks or
balances faced by other publicly traded financial institutions. These large portfolios, while
enriching GSE shareholders, do not meaningfully benefit homeowners and do not facilitate
secondary market liquidity. They do add systemic risk to our financial system, which
normal market forces are unable to resolve.

' For further details, please see my April 2005 testimony before the Senate Committee on Banking, Housing and
Urban Affairs, my May 2005 speech under the auspices of the Federal Reserve Bank of Atlanta, and my letters to
Senators Bennett and Sununu during the summer of 2005.
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In the current system of mortgage financing, the prepayment and interest rate
risks associated with mortgages are concentrated in Fannie's and Freddie's large portfolios
rather than being more widely dispersed across a broad range of market participants,
including the overwhelming number of financial institutions that are significantly less
leveraged than the GSEs (such as commercial banks and insurance companies). As Fannie
and Freddie increase in size relative to the counterparties for their hedging transactions,
their ability to quickly respond to changing market conditions and correct the inevitable
misjudgments inherent in their complex hedging strategies becomes more difficult,
.especially when vast reversal transactions backed by their thin capital holdings are required
to rebalance portfolio risks .2 Furthermore, the success of interest-rate-risk management,
especially the exceptionally rapid timing necessitated by dynamic risk adjustments, requires
that the ultimate counterparties to the GSEs' transactions provide sufficient liquidity to
finance an interest-rate-risk transfer that counters the risk. Otherwise, large and rapid
destabilizing adjustments will result in sharp changes in the interest rates required to
rebalance and hedge the GSEs' mortgage portfolio.

Also, as I have testified earlier, the GSEs and their government regulator
need specific and unambiguous Congressional guidance about the intended purpose and
functions of Fannie's and Freddie's investment portfolios. Often, this proposal is referred
to as 'portfolio limits." The purpose of this guidance, however, is not just to limit the
GSEs' portfolios, but to firmly anchor the GSEs' investment portfolios to their public
purpose. Strong portfolio guidance by Congress is needed because GSEs are an unusual
government intervention in private markets; such institutions lack the typical financial
market discipline that is commonplace for other publicly traded firms.

The bill approved by the Senate Banking Committee in July 2005 (S. 190)
provides this much-needed anchor and would refocus Fannie and Freddie on their
important public policy mission. In addition, S. 190 appropriately strengthens the capital
authority of the regulator and establishes a clear and credible receivership process for
handling a failed or failing GSE.

In contrast, as I observed during my July 2005 appearances before Congress
on monetary policy, the bill that passed the House of Representatives in October 2005
neither takes the steps needed to create an effective GSE regulator nor addresses the
systemic risks posed by Fannie's and Freddie's investment portfolios. In the first instance,
the House bill fails to sufficiently strengthen the capital authority of the regulator and does
not establish a clear and credible receivership process for handling a failed or failing GSE.
But, more importantly, the House bill fails to comprehensively address the problem of

' For mortgage portfolios in particular, misjudgments are inevitable mainly because of the inherent difficulties in
forecasting households' prepayment behavior.
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systemic risks presented by the GSEs' investment portfolios. Improved regulation by itself
may be insufficient and could exacerbate the potential systemic problems associated with
the GSEs' large portfolios if financial markets infer from such regulation that the
government is more strongly backing GSE debt.

Moreover, the Federal Reserve Board believes that any legislative approach
that relies mainly on the future regulator to oversee the GSEs' investment portfolios
without providing that regulator with specific and unambiguous Congressional guidance is
unlikely to succeed in directing these portfolios toward their important public purposes.
Faced with trillions of dollars of assets and the large profits and capital gains created by the
perception of government backing, the current GSE regulators have proved unable in
recent years to thwart expansionary behavior and focus the GSEs on their important
housing mission. The new GSE regulator needs a precise and clear statement from the
Congress about the purpose of the GSEs' portfolios in order to assure these portfolios
achieve their public mission in a manner that does not run the risk of destabilizing the
housing finance markets or the financial system more generally.
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