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FALTERING ECONOMIC GROWTH AND THE
NEED FOR ECONOMIC STIMULUS

THURSDAY, OCTOBER 30, 2008

CONGRESS OF THE UNITED STATES,
JOINT EcoNoMIC COMMITTEE,
Washington, DC.

The committee met at 10:00 a.m. in room 106 of the Dirksen
Senate Office Building, the Honorable Vice Chair Carolyn B. Malo-
ney, presiding.

Senators present: Bennett.

Rgpresentatlves present: Maloney, Hmchey, Cummings, and
Brady

Staff present: Heather Boushey, Nate Brustein, Nan Gibson,
Colleen Healy, Aaron Kabaker, Justin Ungson, Ted Boll, Chris
Frenze, Bob Keleher, Tyler Kurtz, Gordon Brady, Robert O’Quinn,
and Jeff Schlagenhauf.

OPENING STATEMENT OF HON. CAROLYN B. MALONEY, VICE
CHAIR, A U.S. REPRESENTATIVE FROM NEW YORK

Vice Chair Maloney. The hearing will come to order. I believe
a meeting should start on time. I know that other members are on
their way.

Unfortunately, Chairman Schumer is unable to attend today’s
hearing, “Faltering Economic Growth and the Need for Economic
Stimulus,” and he has asked me to chair this meeting.

I would like, first, to welcome our panel, Dr. Steve Landefeld, Di-
rector of the Bureau of Economic Analysis; Dr. Nouriel Roubini; Dr.
Simon Johnson; and Dr. Richard Vedder. I thank all of you for °
coming, and I welcome my colleague, Mr. Hinchey.

Today’s news is bleak. The Gross Domestic Product, which is the
broadest measure of our economy, fell by 0.3 percent, and consumer
spending fell by 3.1 percent in the third quarter.

This news comes on the heels of this week’s dismal report that
lt)he Consumer Confidence Index plunged to an all-time low in Octo-

er,

All of this provides further confirmation that unless we act to
bring real relief to Main Street, families will continue to suffer seri-
ous economic hardships.

These data indicate that Speaker Pelosi has been right in press-
ing for additional economic stimulus, as Congressional hearings
this month have shown.

Over the past year, we have seen the subprime crisis turn into
a full-blown financial crisis. Many economists now warn that we
are in the midst of a recession, quite possibly the worst in decades,
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and the impact on families may be devastating without government
intervention.

This Committee has been tracking the unfolding economic crisis
for over a year. In our monthly hearings on the unemployment sit-
uation, we have seen how the private sector has shed nearly a mil-
lion jobs in 2008, and U.S. workers have lost all of the wage gains
they had made during the 2000 recovery.

There is now a growing consensus that Congress should enact a
second stimulus package and that it should be larger than the one
we passed in January.

During recent testimony in front of the House Budget Com-
mittee, Federal Reserve Chairman Ben Bernanke, gave his support
to another round of significant economic stimulus, and I quote,
“With the economy likely to be weak for several quarters and with
some risk for a protracted slowdown, consideration of a fiscal pack-
age by the Congress at this juncture, seems appropriate.” End
quote.

As detailed in a Joint Economic Committee report released yes-
terday, the need for stimulus is urgent. A consumer- or export-led
recovery is unlikely, because this downturn follows the weakest re-
covery on record.

[The report, “Stemming The Current Economic Downturn Will
Require More Stimulus” appears in the Submissions for the Record
on page 50.]

Even as the economy expanded over the last eight years, house-
hold incomes never recovered from the last recession.

Falling home values and rising debt have driven family balance
sheets to their worst condition in decades, while, at the same time,
banks have been curtailing access to credit. As consumers cut back
on their spending, this drags down the economy further.

Economists are also encouraging Congress to recognize that dur-
ing a potentially protracted and deep downturn, concerns about
budget deficits must be secondary to the goal of getting the econ-
omy back on track.

Former Treasury Secretary, Lawrence Summers, has said, and I

"quote, “The idea seems to have taken hold in recent days, that be-
cause of the unfortunate need to bail out the financial sector, the
nation will have to scale back its aspirations in other areas such
as healthcare, energy, education, and tax relief. This is more wrong
than right.” End quote.

Congress has already taken numerous steps to help buffer fami-
lies from the effects of the downturn. More than 130 million Amer-
ican households have received a recovery rebate, and 3.1 million
unemployed workers, have received extended unemployment bene-
fits.

In July, Congress enacted a housing package aimed at stemming
the tide of foreclosures. As the financial crisis worsened this Fall,
Congress began a sweeping investigation to examine the root of the
crisis and lay the foundation for action on common-sense regulation
of the financial and housing industries.

This is grim news today, but I expect that this Congress will act
with the current President and the next President to get the econ-
omy back on track and get America back to work.



Clearly, we need a new direction on economic policy. American
families need more help to weather this economic storm.

I want to thank our distinguished panel of witnesses for appear-
ing before us today, and thank Chairman Schumer for calling this
hearing. I look forward.to your testimony, as we work and help to
lay the groundwork for the next economic stimulus package.

[The prepared statement of Representative Maloney appears in
the Submissions for the Record on page 63.]

Vice Chair Maloney. I welcome all of my colleagues, and I now
call on the Ranking Member, Mr. Brady, for his comments. Thank
you for being here.

OPENING STATEMENT OF THE HONORABLE KEVIN BRADY, A
U.S. REPRESENTATIVE FROM TEXAS

Representative Brady. Thank you. I join Vice Chair Maloney
in thanking the panel of witnesses before us today.

Congress and the Bush Administration have taken extraordinary
steps to address this once in a lifetime global financial crisis, to
unlock the credit markets, restore investor confidence, and work
with other nations to prevent a worldwide financial meltdown.

Given the resilience of the American economy, averting a sus-
tained global recession, will, no doubt, allow us to recover much
more quickly and strongly.

But whether these actions are proven a success or a failure, de-
pends a great deal on how smartly and timely they are imple-
mented. The question now, is not how many more financial bills we
can force down the market’s throat, but how effectively they are ad-
ministrated and given time to work.

It would be wise, as well, for the financial institutions receiving
this help, to act responsibly. Hoarding these taxpayer dollars or
simply using them to swallow smaller competitors, does nothing to
increase credit for the creditworthy or address the crisis in con-
fidence facing this nation.

If these banks choose to use these dollars simply to further a
competitive advantage, rather than contribute to the recovery of
our economy, I imagine there will be plenty of bipartisan scrutiny
within Congress to those irresponsible actions.

As for the need for a second stimulus package, I seriously ques-
tion its effectiveness. Already, there is ample evidence that it will
simply become a Christmas tree of pet Congressional projects, from
Amtrak to Medicaid, adorned with financial handouts to local and
state governments, whose spending has outpaced even that of Con-
gress, a remarkable feat, given that this Congress is the Usain Bolt
of spending.

Should there be help for the unemployed and struggling states?
Of course. Are there pro-growth tax measures that could help kick-
start our economy? Yes, especially, in my view, lowering for one
year, the tax levy that prevents American companies from flowing
back an estimated $350 billion in foreign profits from overseas, and
investing them in new jobs and research here at home.

Could we create jobs by injecting a boost of funding in our crum-
bling highway and bridge infrastructure? If done right, probably,
but only if we bypass the Federal Department of Transportation
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and inject those dollars directly into bid-ready construction projects
that can churn over the next 12 months.

But in the end, there is reality. The last stimulus did not work
in a meaningful way. The dollars were negated by high gas prices,
and, to their credit, taxpayers who chose to save their checks.

The last time Congress provided financial aid to the Governors,
in 2003, many states chose simply to pad their growing payrolls,
which has only made worse, the financial crisis they face today.

Given the size of our $14 trillion economy, the stimulus package
is likely too small to have any significant impact. To put it in real
terms, if the American economy were the size of a football field, the
stimulus package represents only one yard, or if it grows larger, as
some propose, two.

It is difficult to see how that impacts the economic game in any
meaningful way.

Congress needs to do all it can to help this economy get back on
its feet, but cannot forget the dire financial crisis of its own. Repub-
licans, to our discredit, did not control spending and left control of
Congress with an annual deficit of $160 billion.

Democrats, in their first year of control, tripled the federal deficit
to over $400 billion—tripled, in just one year. Worse, at the end of
the current fiscal year, Congressional Democrats can boast the
largest deficit in American history.

And in the good news/bad news scenario, that’s what counts for
good. The bad is that it doesn’t yet factor in the cost of the finan-
cial rescue plan, or the nearly $60 trillion in unfunded liabilities
in Social Security, Medicare, and Medicaid.

Any stimulus package Congress considers, should be debated in
the context of both the current economy and the shaky financial
foundation of the Federal Government. Given that the growing
American deficit and the looming entitlement crisis, was a concern
of world markets before the current financial crisis, perhaps one
signal Congress could begin to send, is that we, too, are going to
begin to act financially responsible, as well.

With that, Madam Chairman, I yield back.

[The prepared statement of Representative Brady appears in the
Submissions for the Record on page 64.]

Vice Chair Maloney. I thank the gentleman for his statement
today, and I welcome all the panelists here.

I would like unanimous consent to put into the record, Chairman
Bernanke’s testimony before the House Budget Committee, con-
cerning the second stimulus, and also the survey that came out in
USA Today, where 74 percent of the economists surveyed, backed.
a second stimulus as a way to soften the blow.

They did not feel that it would prevent the recession, but they
believed it would prevent a worse and deeper recession.

[The statement of Ben S. Bernanke before the House Budget
Committee appears in the Submissions for the Record on page 66.]

[The USA Today survey appears in the Submissions for the
Record on page 69.]

Vice Chair Maloney. 1 would now like to welcome the panel
and introduce the panel. Also, I welcome all of my colleagues that
are here today, including Mr. Cummings, Mr. Hinchey, Senator
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Bennett, and, of course, Mr. Brady, representing the Ranking
Member.

Dr. Steve Landefeld, has served as Director of the Bureau of Eco-
nomic Analysis since 1995. Previously, he served as Chief of Staff
for the Presidents Council of Economic Advisors.

He holds a PhD in Economics from the University of Maryland..

Dr. Nouriel Roubini, is a Professor of Economics at New York -
University’s Stern School of Business and is also the Co-Founder
and Chairman of RGE Monitor, an innovative economic and .
geostrategic information service.

He received an undergraduate degree at Boccini University in
Milan, Italy, and a PhD in Economics at Harvard University.

Dr. Simon Johnson is-the Ronald A. Kurtz Professor of Entrepre-
neurship at the Sloan School of Management, MIT, and recently
finished: two years as-the Director of the IMF Research Depart-
ment.

Professor Johnson's.research focuses on the. institutions that -af-
flflctdg‘rowth and crisis through.their impact on entrepreneurs-of all

nds.

Dr. Richard K. Vedder, is a Visiting Scholar at the American En-
terprise Institute, as well as the Edwin and Ruth Kennedy Distin-
guished Professor of Economics and Faculty Associate with the
Contemporary History Institute at. Ohio University.

He received his PhD.in Economics from the University-of Illinois.

Welcome. Dr. Landefeld, you’re recognized for five minutes.

STATEMENT OF DR. J. STEVEN LANDEFELD, DIRECTOR OF .
THE BUREAU OF ECONOMIC ANALYSIS, U.S. DEPARTMENT
OF COMMERCE, WASHINGTON, DC - -

Dr. Landefeld. Thank you very much, thank you for.inviting me
to discuss the GDP accounts, especially this: morning’s release.:I'll
present the highlights, and I ask that the GDP release itself, be in-
cluded in the record.

In the third quarter of 2008, real GDP decreased, as you said,
Madam Chair, 0.3 percent, at an annual rate. By comparison, it
had increased 2.8 percent in the previous quarter. :

The decrease reflected declines in consumer spending, residential
investment, and business non-residential fixed investing. By con-
trast, government spending, net exports, and business inventory in-
vestment, increased.

The price index for gross domestic. purchases, which measures
the prices paid by U.S. residents, increased 4.8 percent, following.
a 4.2 percent increase in the second quarter.

Consumer spending also, as you said, decreased 3.1 percent in
the third quarter, following an increase of 1.2 percent in the sec-
ond. The quarter decline in consumer spending, was the largest de-
cline since the second quarter of 1980.

Consumer spending on goods, fell 14 percent, with motor vehicles
accounting for most of that decline.

Consumer spending on nondurable goods, fell 6.4 percent, which

. is a rather significant decline for nondurable goods.

In contrast, spending on services grew 0.6 percent.
To the other part of the household sector, spending on residential
investment, fell 19 percent in the third quarter, compared with a
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decline of 13 percent. This is the 11th consecutive quarter in which
residential investment has now fallen.

Since its peak in the fourth quarter of 2005, residential invest-
ment has fallen over 40 percent.

Business nonresidential fixed investment, fell one percent in the
third quarter, compared with an increase of 2.5 percent in the sec-
ond. Third quarter spending on durable equipment and software,
fell 5.5 percent, whereas spending on nonresidential structures, in-
creased eight percent, much of that being in oil and gas drilling
and some in manufacturing.

Business inventory investment contributed this time to growth,
adding about a half a percentage point to growth. Last quarter, it
subtracted 1.5 percentage points from growth.

Exports of goods and services, increased six percent in the third
quarter, compared with an increase of 12 percent in the second. Ex-
ports have now increased for 21 consecutive quarters.

Imports of goods and services, decreased 1.9 percent in the third
quarter, compared with a decrease of 7.3 percent in the second.

Spending on goods and services by the Federal Government, in-
creased 14 percent in the third quarter, compared with an increase
of 7 percent in the second.

Most of the increase was in defense spending. Spendmg by state
and local governments, increased 1.4 percent in the third quarter,
compared with 2.5 percent in the second.

During the third quarter, Hurricanes Gustav and Ike, struck the
Gulf Coast region, especially impacting coastal Texas and Lou-
isiana. Because the effects of these storms are not separately iden-
tified in our source data that we use to estimate GDP, we can’t es-
timate their overall effect on GDP, but their impact is included in
these estimates.

In particular, disruptions to oil and gas extraction and to petro-
leum and petrochemical producers, are reflected in our estimates
for inventory change in the nondurable manufacturing and whole-
sale trade industries.

As I mentioned earlier, the price index for gross domestic pur-
chases, increased 4.8 percent in the third quarter, excluding food
and energy prices, the price index for gross domestic purchases,
has increased 3.1 percent in the third quarter, after increasing 2.2
percent in the second.

The personal consumption expenditures price index, increased
5.4 percent in the third quarter, after increasing 4.3 percent in the
second. Excluding food and energy prices, the PCE price index in-
creased 2.9 percent in the third, after increasing 2.2 percent in the
second.

Turning to the household sector, real disposable personal income,
fell 8.7 percent in the third quarter, after increasing 11.9 percent
in the second. The third quarter personal saving rate was 1.3 per-
cent, compared with 2.7 percent in the second and 0.2 percent in
the first.

The second quarter increase in real disposable income, was boost-
ed by tax rebate payments authorized by the Economic Stimulus
Act.
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Excluding these payments, real disposable income increased 0.3
percegt in the third quarter, after decreasing 0.4 percent in the
second.

Thank you, Madam Chair.

[The prepared statement of Dr. J. Steven Landefeld appears in
the Submissions for the Record on page 70.]

Vice Chair Maloney. Dr. Roubini.

STATEMENT OF DR. NOURIEL ROUBINI, PROFESSOR OF ECO-
NOMICS AND INTERNATIONAL BUSINESS, NEW YORK UNI-
VERSITY, NEW YORK, NY

Dr. Roubini. Madam Chair, members of the Committee, thank
you for this opportunity to speak in front of the Joint Economic
Committee.

I would like to give you my outlook on the U.S. economy and on
the need for a major fiscal stimulus package, and try to dampen
the fact of a severe recession on the economy.

The first observation I will make, is that this is clearly the worst
financial crisis the U.S. and other advanced economies have experi-
enced since the Great Depression. Hopefully, given the significant
policy actions, the economic consequences are not going to be, of
course, as severe as the Great Depression, but this is a most severe
financial crisis. .

The second observation, which is confirmed by the data this
morning about the third quarter GDP, is that the U.S. right now
is in a recession, and in my view, and based on the analysis I've
been doing for quite awhile, this is likely to be the most severe re-
cession the United States has experienced in a number of decades.

The last two recessions were relatively short and shallow; they
lasted about eight months each, in 1991 and .2001, but even in
2001, when the economy bottomed out in November of 2001, job
losses continued all the way through August of 2003, for a cumu-
lative loss of jobs of over five million jobs.

Therefore, even in a situation of a relatively short and. shallow
recession, the economic consequences in terms of falling income
and employment, can be severe and protracted.:

Based on my own research on the weaknesses of the various com-
ponents of aggregate demand, consumption, cutbacks in spending
by the corporate sector, residential investment, I expect that this
recession is going to last at least 18 months, if not 24 months.

This is going to be much longer and more severe and more pro-
tracted than the average U.S. recession that lasts only ten months.

In a typical U.S. recession, the cumulative fall in output is on the
order of two percent, and during the last recession, that fall in out-
put was only 0.4 percent.

Unless there is a significant fiscal policy stimulus action taken,
I expect that this recession might experience a cumulative fall in
%mplﬁ of over four percent. It is the worst we’ve had since World

ar II,

So, things are very, very much stressed, and the most important
point here, is that the condition of the U.S. consumer is very, very
strained right now. The last time we had a single quarter of fall
in real consumption growth, was the 1991 recession. In the 2001
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{')ecession, it was cut backs in spending by the corporate sector went
ust.

And as you know, consumption spending is about 71 percent of
GDP. You have a U.S. consumer that is shopped out, saving less,
debt burden, and now buffeted by negative shocks, falling home
prices, falling equities, falling employment, falling consumer con-
fidence, high and rising debt ratios and debt-serving ratios.

No wonder that the third quarter has seen a very sharp fall in
consumption spending. And this consumption spending fall is going
to continue for the next few quarters.

Unfortunately, the first stimulus package, through the direction
of tax rebates, were saved by consumers. Why? They are worried
about jobs, they are worried about paying down their credit cards
and mortgages, and, therefore, I think that is now a need for a sec-
ond fiscal stimulus package.

This second fiscal stimulus package, will have to take the form
of more direct spending by the Government, on goods and services,
because, currently, the private sector is not spending, households
are not spending, corporations are now worried about the economy
and are going to cut back significantly on their capital spending.

And if the private spending is going to fall sharply and tax incen-
tives are not going to work, the only other way to incentivate and
stimulate aggregate demand and prevent an even more severe re-
cession, is going to be direct government spending in goods and
services.

Of course, you want to have this spending on things that are pro-
ductive, like infrastructure, like investments in maybe alternative
energy or renewable energy, and you also have to provide aid and
income to those parts of the economy that are more likely to spend
it.

So, aid to state and local governments, is going to be effective;
increasing unemployment benefits, food stamps to people that are
poor. :

Another part, of course, of the adjustment, is going to be that
there is a huge amount of households that are right now very much
distressed, buried under the burden of mortgage debt, credit cards,
auto loans, student loans, and we need also some reduction
through loan modification, of this debt burden, because as long as
this debt burden stays high, consumers are not going to be able to
consume.

So I think that I see the role for a very significant fiscal policy
package. It has to be large, at least $300 billion, or even $400 bil-
lion, to compensate for the fall in private demand, which in the
next year, could be on the order of $500 billion.

And this action has to be taken right away, and soon; we cannot
wait until the next Congress in February, because three months
from now, the collapse of spending, consumption, and investments,
will be so sharp that the economic contraction could become even
more severe.

So, action has to be taken now, soon, and in a large amount.
That’s going to be the only way we’re going to try to make sure
that this recession is going to be shorter and more shallow than
otherwise. Otherwise, it’s going to be very, very severe. Thanks.
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[The prepared statement of Dr. Nouriel- Roubini appears in the
Submissions for the Record on page 86.]
Vice Chair Maloney. Dr. Johnson?

STATEMENT OF DR. SIMON JOHNSON, RONALD A. KURTZ
PROFESSOR OF ENTREPRENEURSHIP, MIT, CAMBRIDGE, MA

Dr. Johnson. Thank you, Madam Chair. I'd like to make three
points this morning: The first is that we are undoubtedly in a pe-
riod of unprecedented global slowdown. I think, measured at the
world level, we will see a recession of the kind and magnitude that
we haven’t seen since World War II.

It is very hard to find any country around the world, that is im-
mune from this slowdown, and it’s very hard to find a country that
doesn’t face severe pressures in its financial system.

As I speak today, these pressures have continued to mount in
emerging markets, for example, in East Central Europe, but also
in Latin America and also in parts of Asia.

These problems are not confined in their implications, to those
places, because, as we have learned the hard way in the past few
weeks, the extent of interconnections through finance and through
trade, means that a problem in one part of the world, becomes a
vulnerability and then a crisis in some other part of the world.

In particular, I would stress the dangers of connections for
emerging markets to western Europe. I think that the inflexibility
of policy in the Euro zone and the rigidities of labor markets in the
European Union, create the potential for a very large problem in,
of course, the U.S.’s largest single trading partner region.

The second point I'd like to make, is with regard to counter-
cyclical policies in the United States. I do think that a great deal
of progress has been made on this front since late September.

In particular, I think that monetary policy, very broadly defined,
has sprung into action, a little bit late, but now they’re working
very hard. In my opinion, Mr. Bernanke is working from the anti-
deflation play book that he essentially published in a speech he
made on November 21, 2002, before the National Economists Club
in Washington, DC.

He outlines there, very clearly, what one should do, if one is run-
ning the Federal Reserve and the threat of falling prices and all
that entails, looms on the immediate horizon.

I think the Fed continues to be very innovative, and I would com-
mend them on the progress that has been made, but I also think
that some of the measures taken by Treasury, particularly the re-
capitalization of the banking system and the moves made towards
recapitalizing the insurance industry, are very helpful and sup-
portive in this context.

I would also point out that the measures announced or perhaps
pre-announced yesterday with regard to housing and restructuring
mortgages, are a major step in the right direction. I think they're
coming about a month later than I would have preferred, but if
they can implement that program and if they can, in particular,
find ways to restructure mortgages that are locked up inside mort-
gage-backed securities, then we will have an important part of the
overall approach in place.
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All of this means that measuring the scale of monetary policy re-
sponse, is incredibly difficult. It is very hard to assess the impact
of the amount of liquidity that has been placed into the U.S. sys-
tem and into the global system, including, remarkably, the exten-
sion of swap lines, again, yesterday, to four emerging markets,
from the Federal Reserve.

The third point is directly on the fiscal stimulus. I think it is
very hard to judge exactly, today, given the global dimensions of
the crisis, and given the fact that countercyclical monetary policy,
in particular, is working hard, with help from other supportive
policies, it’s very hard to know exactly how much fiscal stimulus
will be required. ,

I think we probably have a month or perhaps two months to real-
ly see the direction of the economy. I would agree completely with
people who think that now is the time to prepare a large fiscal
stimulus, and because I am so concerned about the global dimen-
sions of this crisis and the way those can come back to the United
States, my written testimony recommends, in detail, that we con-
sider a fiscal stimulus on the order of $450 billion, let’s say, rough-
ly three percent of U.S. GDP, which would be an extraordinary
measure to take under any circumstances, unless you think that
we are entering i:nto a potentially serious and prolonged recession.

The timing of your hearings is extremely fortunate, and I would
strongly recommend that you consider drafting and hopefully find-
ing a way to pass this legislation, if it is needed, by the end of this
calendar year.

I do think the amounts of money that I'm outlining, can be spent
well. I outline in detail, some particular recommendations in my
© written testimony, and I'd be happy to answer any specific ques-
tions you have in that regard. Thank you very much.

[The prepared statement of Dr. Simon Johnson appears in the
Submissions for the Record on page 96.]

Vice Chair Maloney. Dr. Vedder?

STATEMENT OF DR. RICHARD VEDDER, DISTINGUISHED PRO-
FESSOR OF ECONOMICS AT OHIO UNIVERSITY AND VISITING
SCHOLAR, AMERICAN ENTERPRISE INSTITUTE (WASH-
INGTON, DC), ATHENS, OHIO

Dr. Vedder. Thank you. I guess the economy must be in trouble,
for the JEC to have a hearing less than a week before an election.

I thank you for the opportunity to speak. I wish to make two or
three brief points.

First, economic history tells us that in periods of sharply eroding
public confidence in financial markets, that this erosion does have
significant negative economic consequences.

But it is important to note that these periods do pass, and there
is some indication that that may be starting to happen already.

I would observe also that this crisis is not simply an example of
market failure, of irrational exuberance trumping common sense.
I’'m convinced that it’s largely a reflection of a series of public pol-
icy miscues, and in the absence of these governmental mistakes, I
think this financial crisis would never have happened.

Third, I am very concerned that an overly zealous Congress, will
craft an economic program that will have adverse economic effects,
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and, unlike the previous witnesses, I am concerned that an expan-
sionary fiscal policy in the form of higher government spending,
would be the wrong thing to do, aggravating a potential explosion
in inflationary expectations, already noted in today’s statement of
a 4.8 percent rise in the GDP deflator.

And I am concerned that if consumer confidence revives sud-
denly—and it does have a tendency to be volatile—this could have
detrimental effects on markets.

Of special concern to me, is the call for the second economic stim-
ulus package. If we learned one lesson from the era of large budget
deficits in the 1970s and so on, it is that fiscal stimulus does not
promote economic recovery.

I would note that the earlier stimulus package that went into ef-
fect, has been followed by a period of falling GDP and rising unem-
ployment, rather than the reverse.

Even in the heyday of Keynesian domination of the economics
profession, scholars freely admitted that funding governmental in-
frastructure projects, was a dubious way to stimulate the economy,
simply because of the practical difficulties of timing. It takes years,
not months, for new appropriations in infrastructure, to actually
lead to, for example, new roads or school construction.

Very often, any stimulus provided by such construction, comes
long after recovery has already occurred, creating inflationary con-
ditions that could be avoided.

If you're going to have a stimulus package—and I am dubious, -

iven the fact that deficits are likely to be in the $600 billion to

1 trillion range, anyway—if you're going to have a stimulus pack-

age, certainly a tax cut or reduction, is preferable to a spending in- . -

crease that would certainly take time to implement.

And, of course, a tax cut would have some more positive long-run
incentive effects.

In conclusion, I would .urge you not to panic. The Federal Gov-
ernment has taken the most aggressively interventionist position
ever taken to deal with a crisis of investor confidence..

The impact of all of this, may be to prevent an imminent collapse
in the financial system—and I think it probably has been—but,
only, perhaps, at the price of future stagflation, declining income
and wealth, and a rise in national malaise, reminiscent of the
1970s, not the 1930s.

As I calculate it, the misery index is currently approaching 11;
it was seven or eight or nine a few years ago, which means, in ef-
fect, that rising inflationary expectations may already be taking
hold, and we are already in a situation where we cannot move up
the Phillips Curve in the way that Keynesian economics would sug-
gest.

I think, in other words, you perhaps have done enough for now—
maybe more than enough. Maybe the time has come to relax, wait
a month or two, and allow the healing properties of the markets
to be asserted again. Thank you for your attention.

[The prepared statement of Dr. Richard Vedder appears in the
Submissions for the Record on page 104.]

Vice Chair Maloney. 1 thank all of the panelists for their testi-
~ mony. Your complete testimony will be part of the record.
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My first question to each of the panelists, is a simple one: Is the
United States economy in a recession? And, give us any comment
you'd like to make about it. Dr. Landefeld—and let’s get everyone
on the record. Are we in a recession?

Dr. Landefeld. Sometimes people use rough rule of thumb that
two successive quarters of declining real GDP, is a recession. We
at BEA do not use that rule.

We defer to the National Bureau of Economic Research, who
makes these determinations of the data in business cycles and they
look at a lot of variables, including real GDP, but, prominently, em-
ployment figures, in their numbers.

Whatever we may call it, certainly we are seeing a period of dra-
matic slowdown in economic activity, from a growth rate of 2.8 per-
cent in the previous four quarters, to zero.

I discussed the sharp decline in consumer spending. We all know
there’s been a huge loss of consumer wealth during this period.
Household disposable income share going to energy, has certainly
gone up considerably over time, and the economy is growing at a
rate too slow to generate new jobs, sufficient to keep up with labor
force growth, population growth, and growth in productivity.

And that’s the reason we’ve seen the uptick in the unemployment
rate over the past 12 months, and the loss of jobs over that period.
Thank you.

Vice Chair Maloney. Dr. Roubini?

Dr. Roubini. I do believe we are already in a recession, and, ac-
tually, my analysis suggests that this recession started already in
the first quarter of this year, when the NBER states that business
cycle—they tend to look at five economic variables: GDP, income,
employment, sales and production.

If you look at the historical data, all five of these variables,
peaked between October of last year and February of this year. So,
I expect that when NBER is going to decide eventually—and they
usually are cautious and wait until the recession is over, before
they date the beginning of it, and they’re going to date the begin-
ning of this economic contraction to the first quarter.

Already, the fourth quarter of 2007 data, were revised downward
from positive to negative, and I expect that when re-benchmarking
of the labor data by the BLS, it will be down again. Even the first
quarter of this year is going to be revised to negative, and, eventu-
ally, the NBER is going to date the beginning of this recession to
the first quarter of this year.

Certainly, the third quarter number now suggests that there is
a significant contraction of economic activity. Not only has GDP
fallen, but if you exclude now, inventory adjustment, then the fall
in the sales of domestic product, is even larger.

So, when it walks and quacks like a recession duck, it is a reces-
sion duck, and we are in a recession. Everybody out there feels it
is a recession. It’s obviously a recession. The only debate at this
point, is how severe, how long, and how protracted, in my view.

Vice Chair Maloney. Dr. Johnson?

Dr. Johnson. I think the U.S. economy is in recession. I think
it entered into recession, dramatically, in the late summer and par-
ticularly in September, with the global crisis of confidence in credit.
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I think the danger now, is that we're moving from a potential—
what was seen previously to be a potential mild recession scenario,
to a much more dramatic fall and a slow recovery.

And, in that context, I would just highlight only one p01nt in ad-
dition to what the two previous witnesses said, which is, the appre-
ciation of the Dollar that has come about because there is so much -
global fear and so much running into Dollar assets, particularly
U.S. Treasury assets. The Dollar has risen in value, dramatically,
particularly over the past month, and, this, of course, hurts the -
U.S. in terms of its ability to export.

That is the brightest part of the picture presented by the BEA
this morning, and it’s been the brightest part of the picture for
some time.:

So, in addition to all the problems that we’ve become accustomed
to in the past six months, and, particularly, in the past six weeks,
the intensification, we also have to add. on to that, I'm. afraid, a
more appreciated Dollar and a much harder time for the export
sector in-the U.S.

Vice Chair Maloney. Dr. Vedder?

Dr. Vedder. I like what Dr. Landefeld said, a lot, and I'll stick
with that. I think the NBER makes the determination of when re-
cessions are, not—obviously, we're not in good times. Maybe we
will be in a recession at some future date, and I don’t know where
we stand with respect to that now.

An 0.3 percent drop in the GDP, in and of itself, does not con--
stitute a recession.

Vice Chair Maloney. Thank you. My time is .expired. I now rec-
ognize Mr. Brady for five minutes.

Representative Brady. Thank you. Congress doesn’t need
much. of an excuse to spend more. We tend to do it naturally.

And we've seen this in the last number of years, in a major way.
Dr. Johnson talked about, I think, appropriately, the scale of the
monetary actions that have occurred.

I question the scale of the fiscal actions that would occur with
the stimulus. We have a $3 trillion federal budget, we are over-
spending it by, this year, $500 billion.

1 question whether increasing that to overspending by $650 bil-
lion, really meaningfully improves our economy: In fact, I think it
does the opposite.

I think it raises more questions of consumer confidence, does lit-
tle to improve investor confidence, especially in the financial foun-
dation of our country.

When I look at the scale of the U.S. economy, what I do note,
that is standing out like a sore thumb in a very good way, is our
exports across the global marketplace.

One of the key reasons for government action across the world,
is to avert a global recession or a sustained global recession. Ex-
ports have now become a major part of our economic growth, not
Just since a weak Dollar, but fully a year and a half beforehand,
when the rate of growth of what we sell overseas, was better than
the rate of growth of what we were buying into the United States.

There is a great effort, I think, to draw walls, to build walls, to
become more protectionist in this country, rather than opening up
new markets overseas. I would ask Dr. Landefeld and Dr. Vedder,
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is there a real concern, economic concern, that Congress’s actions
to either close off these markets or to refuse to open more markets
in Colombia, South Korea, and Panama, will that have a negative
effect, a significant economic effect on the U.S. economy?

Dr. Vedder?

Dr. Vedder. I'm not an expert on Colombia, so far, but as an
economist, I would say that any attempt to prevent an expansion
of trade, a move towards freer trade, is going to have adverse eco-
nomic effects.

And what I do know about that agreement, is that the potential
possible agreement, is that the effects are fairly severely negative.
And, it’s generally consistent with my overall view that much of
what Congress has done in the last year or two, has not been pro-
motive of economic growth, but destructive of it.

Representative Brady. So Congress’s actions have hurt, rather
than helped?

Dr. Vedder. That’s right.

Representative Brady. Okay, Dr. Landefeld.

Dr. Landefeld. Well, as Director of a statistical agency, we don’t
comment on policy, but, certainly—

Representative Brady. But as far as the economic impact of
exports—

Dr. Landefeld. The economic impact of net exports, it added
about a percent during the previous four quarters, and it’'s now
added almost a percentage and a half to growth, at a time when
other things are moving in the other direction.

So, clearly, it’s the bright spot in economic growth and one that’s
at least, up till now, accelerating in its contribution to growth.

Representative Brady. As far as economic scale, that’s signifi-
cant.

Dr. Landefeld. Oh, yes. You know, we're talking about a growth
rate that fell from 2.8 percent to .8 percent over the relative four-
quarter period.

Representative Brady. But exports are—

Dr. Landefeld. Actually—

Representative Brady [continuing]. Our ability to sell, manu-
facture, dramatically improved that financial picture?

Dr. Landefeld. Yes, by a percentage point in the last previous
four quarters, and a percentage point and a half in the most recent
quarter.

Representative Brady. So our ability to sell our goods and
services across countries, really have been sort of the lifeline in our
economy here the last four quarters, six quarters?

Dr. Landefeld. The last eight quarters, they have been a signifi-
cant positive contribution to growth.

Representative Brady. Great. Thank you, Madam Chair-
woman. I yield back.

Vice Chair Maloney. The Chair now recognizes Representative
Hinchey. We're recognizing members in the order of their appear-
ance at the Committee. Representative Hinchey.

Representative Hinchey. Chairman Maloney, thank you very
much, and, gentlemen, thank you. It's very interesting to listen to
everything that you've said.
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One of the interesting things about it, is the continuing con-
troversy as to whether or not we are in some kind of economic de-
cline. It seems obvious to me, frankly, for a long time, that this was
coming.

More than 18 months ago, we've been suggesting that our eco-
nomic circumstances were in decline, and we’ve suggested that to
people like Chairman Bernanke, but all across the board, including
Secretary Paulson, the Chairman of the Securities and Exchange
Commission, Chairman Cox, all of them have denied that we were
in any economic problem, until September when the market col-
lapsed.

So, it seems pretty obvious that that’s the set of circumstances
we're facing, and it’s regretful that no positive action was taken to
prevent this set of circumstances from happening the way that they
have, and I think that there are things that could have been done.

One of the principal indicators, is the job loss. Normally, what
we say, is, you need about 100,000 to 150,000 a month, just to sus-
tain economic growth and development.

In August, we lost 84,000 jobs, and we've been losing jobs for a
long time. In September, we lost 159,000 jobs. All through 2008, we
have now lost more than 760,000 jobs.

The likelihood is that we will have lost perhaps a million jobs or
more before the end of this year. So, it’s pretty clear that we are
suffering a very serious set of economic conditions here, and we
need to act upon them.

And so the idea of a stimulus package, just makes perfect sense,
provided it’s done in the right way. And we have obvious, long-
time, ignored internal needs, and perhaps finally, this is the incen-
tive that this Congress is going to need and this President, per-
haps, is going to need—we may be able to get this done in Novem-
ber. There’s a lot of interest now in that direction.

So it seems to me—and I would appreciate your comments on
this—it seems to me that about $300 billion is necessary for inter-
nal development, and in simple things that are needed, like basic
infrastructure, bridges, roads, railroads, advancing mass transpor-
tation, water supply facilities, sewer treatment facilities.

We know that with water supply facilities, for example, based
upon history, you invest about a billion dollars, you get 47,000 jobs
generated out of that.

So that’'s what we need, we need more jobs, we need more
strength, we need a stable economy that’s going to begin to grow,
and we need to begin to meet the internal needs of this country,
which have been ignored now for so long.

So I would appreciate what you might suggest about that, where
we should be focusing our attention. I know that Dr. Landefeld has
laid out a very clear analysis, but he’s not going to be commenting
on the policies very much, so I'd like to start with Dr. Roubini.

Dr. Roubini. I certainly agree with your points. Right now,
we’re facing a very severe contraction of most components of aggre-
gate demand. Consumption is in free-fall, spending by the cor-
porate sector is in free-fall, residential investment is still col-
lapsing, and the only bright spot in aggregate demand, net exports,
is going to slow down in improvement, for two reasons: A stronger
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Dolll.f:lir and the fact that there is now a recession in the rest of the
world.

Our exports are the imports of other countries. We have a reces-
sion in Europe, in Canada, in Japan, and emerging markets, so
there is going to be a sharp fall in our exports along the way.

So I think that we need to do something, and, private demand
right now, is not going to be incentivated by tax rebates, because
people are so worried about their debts, about their jobs, about
their income, that they did not spend the first tax rebate.

So, if the private sector cannot spend and doesn’t want to spend,
the government can spend, and help to boost aggregate demand in
a situation where aggregate demand is going to be very sharply
falling, and if we don’t do anything, we’re going to have the most
severe recession we've had in decades.

The other point I would like to make, is that until now, we've
spent a fortune trying to help and backstop the financial system.
Think about it: $30 billion for the Bear Stearns; $120 billion for
AIG; $200 billion for Fannie and Freddie, all the new facilities of
the Fed, TAF, TSLF, PDCF, swap lines, the commercial paper
fund. The balance sheet of the Fed has been increasing from $800
billion to $1.8 trillion.

If you add up all the support you have given to Wall Street, it
adds up to something like, already, $2 trillion, and we have done
almost nothing for Main Street.

And even if we need to backstop Wall Street, because a collapse
of Wall Street will have so much collateral damage on Main Street,
unless we support, also, Main Street, by making sure that aggre-
gate demand is not going to collapse, six months from now, every-
thing we’ve done to backstop the banks, is going to be undone by
collapse in aggregate demand, which is going to imply credit losses,
non-performing loans, delinquencies, mortgage defaults, fore-
closures, defaults by corporations, and, therefore, if we don’t sup-
port Main Street, whatever we do to support Wall Street, is going
to be undone.

Therefore, we have to do both things. Until now, we've spent $2
trillion ahead of us, for Wall Street, and have done close to nothing
for Main Street, for real America.

Representative Hinchey. Unfortunately, my time is up.

Vice Chair Maloney. Senator Bennett is recognized for five
minutes.

Senator Bennett. Thank you very much, Madam Chairman,
and thank you for holding the hearing. It’s very timely, and it’s es-
sential that we go forward.

I'd like a simple yes or no from each of you on this question. For-
get all of the surrounding activities with it.

Was TARP a good idea, the $700 billion, was it a good idea? Yes
or no? Dr. Landefeld.

Dr. Landefeld. Again, I'm going to have to dodge this.

Senator Bennett. Okay. Dr. Roubini.

Dr. Roubini. My answer is yes, as long as most of the money
is used in order to recapitalize the banks with public injection of
capital. I think that buying at high prices, toxic assets, was a bad
idea, so the current implementation of it, is in the right direction.

Senator Bennett. Dr. Johnson.
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Dr. Johnson. The original design of TARP, to buy distressed as-
sets, was a bad idea and remains a bad idea. Using those funds to
recapitalize the banking system and the insurance industry and
other financial institutions that may need recapitalization, as we
head into serious recession, is a very good, if not essential idea.

Senator Bennett. Okay, Dr. Vedder.

Dr. Vedder. The original proposal that the Senate voted on, I
reluctantly supported. When you got through revising and doing
combinations and permutations on it, I was sort of luke-warmly
negative on it, and sort of neutral on the thing.

Senator Bennett. Okay. You add $700 billion to the national
debt, our normal activities, independent of that, as has been point-
ed out, are going to add another $500 billion this fiscal year.

And whenever you go into a recession, revenues go down, be-
cause people aren’t earning profits, and, therefore, they’re not pay-
ing taxes on the profits, so the national debt goes up that much
more, and now we’re hearing calls for $350, $400, $450 billion in
a stimulus package.

Dr. Roubini, I hear what you’re saying about Main Street. I'm
not sure I completely agree with you, but I understand the impulse
in that direction, but I ask all of you—and you can do a toss-up
as to who answers the question—what’s the impact in terms of the
national debt and what it does to America’s competitive position,
what it does—Dr. Johnson, you talked about the EU, our primary
trading partner. ‘

We are seeing enormous stress being placed on our fiscal condi-
tion overall, with these kinds of expenditures.

P've just got a grudging acceptance that the $700 billion addition
to the national debt, was probably a good idea, for various reasons.
Now we’re going to add some more with this stimulus package.

Set aside the details of the package. I'd be happy to see our infra-
structure get improved, not because of the financial stimulus, but
because it’s deteriorating and needs to be improved.

But talk about it from the debt standpoint. Who wants to do
that? Dr. Vedder.

Dr. Vedder. Well, I think you're on to a good point, Senator.
How are you going to pay for this? Are you going to print money?
Are you going to raise taxes? Or, are you going to borrow the
money?

Presumably, we're talking about borrowing. In a financially
stressed situation, we’re talking about going out and borrowing,
with, if you add $300 or $400 billion on to what we're already
doicr}lg, the better part of a trillion dollars, seven to eight percent
of GDP.

I think that is a dangerous and somewhat fiscally irresponsible
thing to do, and I think, in the long run, it will inspire a decline
in confidence and will lead to inflationary expectations soaring,
particularly since I expect that some of it will be monetized, be-
cause of political pressures, leading to greater inflationary condi-
tions.

Senator Bennett. Anybody else? Dr. Johnson.

Dr. Johnson. Two points that I think you need to keep in mind:
The first is that the United States, compared to almost all other
industrialized countries, has very weak automatic stabilizers.
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Other countries have bigger governments, so when they go into
recession, automatically, they swing into a bigger deficit, and that
tends to counter the cycle.

In the U.S,, it requires a discretionary decision by Congress to
have the same sort of countercyclical effect, so you have to make
a decision to do what, in almost all other countries at this income
level, happens automatically. That’s the first point.

The second point is that the demand for U.S. debt around the
world, is enormous. This is the counterpart of the lack of global
confidence. There is one asset that stands out as being, without
question, the safe place to park your money, and that’s U.S. Treas-
ury debt.

So I'm not proposing that you get of a path of medium-term fiscal
stability and sustainability. Obviously, that would be a bad idea,
but addressing these pressing needs right now, if the situation con-
t(iinues to deteriorate, and increase in the deficit, would be a good
idea.

Dr. Roubini. I would add another point, that you have to ask
yourself: What is the alternative? If the alternative is one in which
there is no fiscal stimulus and the recession is something like a cu-
mulative fall of GDP of 4 percent, then the collapse in revenue is
going to lead to such a widening of the fiscal deficit that actually
if you do this fiscal stimulus the total effect on the fiscal balance
is going to be smaller than the alternative. So you ask yourself: If
you don’t act, what is going to be the alternative? And I see a very
severe recession. -

So paradoxically, by doing the spending you are going to make
sure that the fiscal deficit is going to be smaller than otherwise.

Vice Chair Maloney. You are yielding back your time?

Senator Bennett. Yes. Thank you.

Vice Chair Maloney. The Chair recognizes Representative
Cummings.

Representative Cummings. Thank you very much, Madam
Chairwoman.

Dr. Roubini, you said something that I have been saying, and 1
am glad to hear somebody like you say it. We bail out, or we tried
to bail out Wall Street because we were worried about the bleeding
into Main Street. And I have said it over, and over, and over again:
The people in my City are losing their houses. They are, with re-
gard to employment they do not have Unemployment Benefits.
They have run out. So a lot of the arguments you are making, Dr.
Vedder, folks are suffering badly.

And as I listened to you, Dr. Vedder, I could not help but think
about the many times I have sat in this hearing room right here
and heard our experts come up there and said: Wait, wait, wait.
Well the American people are suffering.

Now going back to you, Dr. Roubini, I believe that it is one thing
to bail out Wall Street but when you have got people being fore-
closed upon who do not have jobs, who are losing their houses, who
cannot get consumer loans, and I can go on and on as you talked
about, Dr. Johnson. So you are doing what you can on the upper
end—that is, Wall Street—but you have got to have something
down there, like for example the efforts by the FDIC to help folks
with these mortgages.



19

That makes sense because you are stopping the bleeding down
at the bottom. Because I don’t care what you do up at the top, if
you are not stopping the bleeding of the folks who are really suf-
fering you have got a major problem. And it is like taking money
and throwing it into a bucket with a hole in it, as far as I am con-
cerned, if you are not dealing with that.

So the question that I've got, we spent yesterday in another com-
mittee that I sit on—and that is the Transportation Committee—
we spent eight or nine hours talking about a stimulus package, a
stimulus package which would include infrastructure repairs,
schools, and also of course creating jobs.

This is my question: When I look at this total picture, I realize
that one of the things that we want to do, yes, we want to inject
money into our economy so that people will begin to spend, and so
that everybody is affected, each job affects each construction job,
which effects other jobs. The question is: What is the impact, and
is it significant that it has impact, on consumer confidence and in-
vestment confidence?

Those are the questions. Because I was just wondering if there
is more impact than just the creation of jobs, people working—and
that is major; I understand that—but I am trying to figure out how
do we get a handle on this whole problem. Because as you all have
said, this is monumental.

The other thing I would ask you, Dr. Roubini, you stated that if
we do not do something now, that we would basically see cata-
strophic results. And I want you to elaborate on that.

Dr. Roubini. Yes, to elaborate on some of your points, first of
all T think there is definitely a perception out there in the public
that a lot of what is happening right now is because of reckless
lending and reckless investing and arrogance and greed on Wall
Street, and now what are we doing? We are essentially bailing out
those reckless lenders and investors. :

Now we have to do it because the collateral damage to the rea
economy is going to be severe, but there is a perception out there,
and that is why I think the House first voted against the TARP
Legislation that we had privatized the profits and the gains, and
now we are socializing the losses. This is like corporate welfare for
. the rich and for the well-connected on Wall Street, and there is an
element of unfairness.

So people out there are going to ask you who are spending $2
trillion to backstop the financial system what are we doing for U.S.
housing? What are we doing for Main Street? What are we doing
for people who are suffering and losing jobs? It is a question of effi-
ciency and fairness.

Leaving aside the fairness point, I think the crucial point right
now is private demand is in freefall. If you look at the latest data
on consumption, on residential investment, on cutback in spending,
even before the shocks of September and October were dramatic
and now there is a nasty credit crunch, aggregate demand was free
falling and nothing is sustaining it.

We have gotten into a situation right now in which Central
Banks who are supposed to be the lenders of last resort have be-
come the lenders of first and only resort because banks are not
lending to each other. Banks are not lending to corporations. And
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corporations do not have credit and cannot spend and invest and
hire people.

So we have a nasty credit crunch. At this point, we have to start
to do something for Main Street. Because as I said, if there is going
to be a collapse of economic activity—and all the data suggest this
is going to be the worst recession the U.S. has experienced in a dec-
ade—then bailing out Wall Street is not going to be enough. Be-
cause the losses, and the credit crunch, and the defaults are going
to rise, and anything we do to recapitalize the banks are going to
be undone.

So both in terms of efficiency and fairness, we have to do some-
thing for Main Street. We have spent $2 trillion of money right
now to help Wall Street, we can find $300 billion to do something
for infrastructure, for aiding state and local governments, for un-
employed, for food stamps is good, is necessary, it’s fair, and if you
don’t do it things are going to get much worse.

Representative Cummings. Thank you. I see my time is up.

Vice Chair Maloney. Thank you. Dr. Roubini, you have testi-
fied that the U.S. is more likely to experience deflation, or falling
prices in the coming recession rather than experiencing high infla-
tion. And while we have seen falls in oil prices recently and cor-
responding drops in gasoline prices, both headline and core infla-
tion remain relatively high compared to previous years.

Could you elaborate on why you believe inflation will fall?

Dr. Roubini. My view is that six months from now the biggest
problem that the Fed is going to have to face is the problem of de-
flation. And the same thing, by the way, happened during the last
recession that was short and shallow by 2002, as you recollect, the
worry was not inflation but deflation. And Chairman Bernanke
wrote several speeches about what to do if we get close to deflation
in terms of nontraditional monetary policy.

Why do I feel there is going to be deflation in the economy?
Three reasons:

There is a slack in aggregate demand relative to supply. Aggre-
gate demand is falling very sharply. And when that happens, the
pricing power of the corporate sector is reduced. And by the way,
we already have price deflation in the sectors of the economy where
there is this excess of supply: housing, consumer durables, and
automobiles and motor vehicles. We already have deflation in those
sectors.

Secondly, there is a beginning of a very large slack in the labor
market. The unemployment rate is sharply up. The job losses are
mounting month after month. When there is a large increase in un-
employment—it is going to peak above 8 percent—labor costs and
wage growth costs are going to be dampened significantly.

The third reason is that oil prices have already fallen more than
60 percent from their peak in July, and other commodity prices
have already fallen by something like 25 percent from their peak.
In a very large U.S. and global economic slump, commodity prices
are going to fall from the current level by another 20, 25 percent
for a cumulative fall in commodity prices by 40 percent. So slacking
in goods market, slack in labor markets, slack in commodity mar-
ket, and the huge excess supply of production of goods—think
about China that’s investing 50 percent of GDP to produce more
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capital goods for export—this excess supply relative to falling de-

mand is going to imply that six months from now the Fed, the CB,

End most advanced economies are going to start to worry about de-
ation.

As we know from the experience of Japan, deflation can be very
destructive. So that is what we have to worry about. Current head-
line inflation and core inflation are still high, and it is going to
sharply decelerate in the next few months.

Vice Chair Maloney. What risk would falling prices, could you
elaborate, what risk would falling prices have on the U.S. economy,
to Main Street, to the working man and woman? And how-would
the stimulus package fit into this? Would the fiscal package help?
How would it help? Could you elaborate further?

Dr. Roubini. Well ‘deflation is-dangerous for a variety of ‘rea--
sons, as the experience of Japan in the 1990s suggest where they
had deflation and you had economic stagnation for a decade.

The first- risk is that when prices are falling you want to post-
pone consumption until the future rather than consuming today,
and that reduces further demand and supply:

Secondly, you get into a situation.of a hquldlty drop when if in-
terest rates are going to go close to zero—and I think the Fed
Funds soon enough is going to be at zero—if prices are falling, you
cannot use interest rates below zero in nominal terms but the real
interest rates are going up, because real rates are the difference be-
tween the nominal and inflation, so inflation becomes negative, real
interest rates are going up.

When you-have price deflation there is also this process of debt
deflation where the real value of the debt; of those who have bor-
rowed, increases over time rather than being reduced. That in-
creases the debt servicing problems of the debtor, and in .a situa-
tion in which prices are falling and profit margins of the corporate
sector are falling, they tend to produce less. If you produce less,
there is less income, less employment, and the vicious circle of the
contraction in output and employment, income, consumption con-
tinues over time.

Situations of deflation are very, very dangerous and the situation
in which the monetarist policy stimulus becomes ineffective. That’s
why in 2002 Chairman Bernanke wrote a series of speeches saying
what can we do to prevent the deflation from occurring? We have
to prevent it again this time around.

Vice Chair Maloney. How will a fiscal stimulus package help?

Dr. Roubini. It helps because in a situation of deflation demand
is below supply, and because demand is below supply prices are
falling. So you have to boost demand. And.if the private sector is
not spending and increasing demand by the- public sector, govern-
ment spending on goods and services hopefully productive stuff
that are for the long run like infrastructure we need for things that
are crumbling is going to boost demand and prevent deflation from
occurring.

Vice Chair Maloney. My time has expired.

Mr. Brady.

Representative Brady. Thank you for holding this hearing. I
think it is important to do that.
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Secondly, it is, as we were talking, important to keep an open
mind on the stimulus package. My concern is that we are offering
false hope.

A year ago this Joint Economic Committee met to consider the
first economic stimulus, and I recall Chairman Schumer, who is
one of our most engaged and involved Members of Congress, state
that the only thing standing between America and a recession is
this Congress.

We know what occurred. I do not want to present, or market this
proposed stimulus package as the magic beanstalk that will grow
America’s economy to the sky when it may in fact be closer to a
bean, where just our deficit spending over the past year is three
times—in direct spending—is three times the size of this proposed
stimulus package.

So I do not think we ought to market it in a way that it cannot
accomplish. And again, if we can move to help those who are unem-
ployed in states that have no job hope, let’s do it. If we can find
ways to create jobs on Main Street, let’s do it. But let’s not present
this as the only thing standing between an economic collapse and
the American public. Because by no measure is it.

My question to the panelists is perhaps on the bigger picture. If
you look at the last 30 years, we are remarkably resilient. We have
bounced back from some huge hits, whether it is the '87 crash, the
dotcom crash, the attacks of 9/11, amazingly resilient. It becomes
much harder to bounce back in a global recession.

As economists, what should we be—as Members of Congress,
what should we be looking for as signals on how deep the global
recession is headed, or what measurements? How much time
should we allot to see if these global, remarkable actions by govern-
ments are working? What signals? What measurements should we
be observing to determine what the global picture is and how it is
unwinding so that we can measure our responses here in the
United States?

And I would open it up to just go down the panel, if you could.
Dr. Landefeld? ‘

Dr. Landefeld. Again, I think I will have to not answer this
question because it tends to get into policy and when one should
respond at what signal.

Representative Brady. Thank you.

Dr. Roubini. My view is that even before the very severe finan-
cial shocks of September and October, when you look at the data
for the second quarter of this year, there was an economic contrac-
tion starting in the Euro Zone. The GDP growth was negative.
GDP growth was negative in the UK, in the rest of Europe, in
Japan, in New Zealand, in Canada. So about 60 percent of global
GDP that is the part counted by most advanced economies was al-
ready contracting in the second quarter of this year, well before the
very severe financial strains we have observed in September and
October in the U.S., in Europe, in the emerging markets that have
now led to more of a liquid and a credit crunch, more of a panic,
more of a falling business and consumer confidence, and therefore
there are actually a number of research firms on Wall Street like
J.P. Morgan, or Goldman Sachs who are already estimating the
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third quarter and fourth quarter GDP growth globally is going to
be close to zero, if not negative.

And unfortunately now the crisis that started in the U.S. and be-
came European and the advanced economies now is starting to lead
to a hard landing in a number of emerging market economies.
There is a sharp slowdown of growth in China, in Asia, in Africa,
in Latin America, in emerging Europe. There are about a dozen
emerging market economies right now that have been subject to
this financial tsunami that are on the verge of a financial crisis:
the Baltic countries, Latvia, Estonia, Lithuania, Bulgaria, Roma-
nia, Hungary, Turkey, Belarus, Ukraine; going to Asia: Pakistan,
Korea, Indonesia; in Latin America, Argentina, Ecuador, Ven-
ezuela, to name just a few.

So this is becoming a global financial crisis, and it is becoming
also a global recession. And the consequence of what the U.S. is
going to be to the rest of the world is contracting. The only bright
spot in demand was exports. Exports are going to start to fall, and
that becomes a more vicious circle. That is why we have to worry
about it and do something about it.

Representative Brady. I'm sure there was my answer in there.
Dr. Johnson?

Dr. Johnson. I suggest you can look at three things.

The first is the interest rates which the market is charging, or
trading, emerging market debt. This is indicating eminent default
for a number of countries that I prefer not to name in public. Emi-
nent meaning within the next few weeks.

The second measure is stress within the Euro Zone. There you
look at the probability of default in the credit default swap spreads
that are traded for European governments. These have come down
slightly in the last 24 hours, but they are at remarkably high lev-
els. Really we have not seen anything like this since the 1930s for
developed industrial countries.

The third measure is the dollar. When everything is going back
in the world, if the world is going into a deep level of recession,
people are going to come back to the dollar. Again in the last cou-
ple of days the pressure has come off the dollar a little bit, but the
more the world gets worse the more investors are going to want to
come into the dollar, the more they are going to want to buy U.S.
Treasuries. )

I think you will know a lot about where the world is heading,
how deep and how sharp it is, in a month, one month.

Representative Brady. Thanks, Doctor.

Dr. Vedder. Well I am kind of old fashioned. When I look at the
macro economy I look—and like Dr. Roubini—at the basic indica-
tors, GDP, and unemployment growth. I do think looking at the
dollar is fascinating, but I am not sure you can tell for sure.

But getting to your export point, the decline in exports, your
point earlier, Congressman, about moving towards a greater free
trade policy and away from protectionism, if there ever was a time
to do this it would be now, it would seem, in order to promote our
export growth.

Representative Brady. Right. Thank you, Doctor. I yield back.

Vice Chair Maloney. Mr. Hinchey.
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Representative Hinchey. Thank you very much, Madam
Chairman. This has been a fascinating hearing and I thank you,
gentlemen, very much, for the insight that you are giving us here.

The Gross Domestic Product is the driving force of this economy,
and now we are seeing that GDP begin to go down. We know that
the Gross Domestic Product is driven by middle-income working
Americans, mostly blue and white-collar working Americans. They
drive the GDP by at least two-thirds.

And so we know that their circumstances are declining, and we
know that in order to deal with this situation we are going to have
to engage in economic growth that is going to create more jobs and
deal with the internal issues of our country that have been ignored
for so long.

I mean, basic, simple things like sewer treatment plants which
have not been updated since the 1980s; water supply facilities, the
same thing. You have water supply systems all over this country
falling apart, just literally falling apart.

So all of these things, in addition to transportation, has to be ad-
dressed and dealt with. But it seems also that there’s at least one
other thing. That is, new technology. Very new, very sophisticated
technology which in many instances is on the edge of really doing
something very creative, particularly with regard to energy.

This year we are going to spend more than $400 billion buying
oil from countries outside of the United States. We import 70 per-
cent. Obviously we need a new system of energy generation. So 1
am wondering if you can give us some insight as to what you think
about the development of this new technology, particularly new
technology which would begin to make this country more energy
independent.

Dr. Johnson, if you could begin I would appreciate it.

Dr. Johnson. Certainly. I think you are making a very impor-
tant point. I think there is a longer term need to invest in new
technologies relative to energy, and to develop alternatives to oil.
Oil prices are obviously falling at the moment and I expect they
will fall further as the recession develops, but this is a cyclical de-
velopment, and I think that technology has great promise.

It takes years of course to bring that technology out of the labs,
and it takes even more years to bring it to commercial fruition. I
think though the right way to think about the stimulus is in terms
of shorter term and longer term impact. So shorter term would be
income support, it would be food stamps, it would be expanding
Unemployment Benefits in ways I outline in my written testimony.

Some of the longer term things would also be the kinds of infra-
structure you are talking about—water treatment, and roads, and
so on—that would fit as part of the same package. And I think sup-
porting technology in that framework makes a lot of sense.

It is going to be a long slog. I think the recession will be quite
sharp, and it will be three or four really unpleasant quarters. And
then I think we will start to grow again, but at a painfully slow
pace, probably not creating enough jobs. So unemployment will con-
tinue to rise.

I think in that context what you are proposing, as long as there
is a short-term impact, we need that I think starting as soon as
possible, and realistically it is hard to get infrastructure going in



25

the next three months, unless you are talking about money for
maintenance. I think there is a lot of good maintenance ideas out
there that can be used right away. .

But in terms of developing your projects, that takes some time
and technology takes a little bit longer. But I think we should be
thinking out three, four, five years in terms of getting this economy
back on what will hopefully be a sustainable longer term trajectory.

Representative Hinchey. Thank you, Dr. Johnson. Dr.
Roubini, would you comment on that, please?

Dr. Roubini. I agree with you that the issue of energy security
is going to be one of the most crucial economic, financial, and also
national security issue for the United States, and you have to work
on it both on the supply side and on the demand side.

On the supply side, I think there is a huge amount of new poten-
tial technologies, alternative energy, renewable energy that you can
develop over time. I mean, it is embarrassing that a country like
Germany where there is barely any sun is much more advanced in
solar technologies than the United States because we have not
given enough support to the development of these technologies.
That’s the first observation. So we can do a huge amount of invest-
ment in research in all these renewable and alternative energy.

On the demand side I think that the lesson is that probably a
system of cap and trade is going to be beneficial for the U.S. and
is going to essentially resolve four problems:

The revenue from these auctions is going to be able to reduce the
budget deficit and/or finance investment in alternative energy. Our
trade deficit is going to fall because our demand for imported oil
is going to fall. Our dependence geopolitically on unstable states
that are producers of oil and energy is going to be reduced. And
we are also going to contribute to improvement in global climate
change.

So you get four birds with one stone: lower budget deficit, lower
trade deficit, less national security risk, and improving the environ-
ment. That is the direction we have to go both on the supply and
on the demand side. [Applause.]

Representative Hinchey. Thank you very much. A lot of sup-
port here for that, too.

Dr. Vedder?

Dr. Vedder. Yes, well, how can you talk against technology? It’s
like talking against motherhood. I'm all for it. But to pick up on
Dr. Johnson’s point, there is a short-run problem we have now of
a business cycle problem.

Long-term solutions may be desirable for the country for other
reasons, and we could have that discussion, but I do not know that
it is relevant in solving the current problems with respect to the
economy at the moment.

In fact, if you want to do an energy fix that will have a more im-
mediate effect, I would just simply let people drill more in places
like Alaska, if that is the goal. But I am not versed—I am not an
expert on our energy policies enough, except to say that I do not
think it will do anything for the short term problem that we have.

Representative Hinchey. Thank you.

Vice Chair Maloney. Senator Bennett.
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Senator Bennett. Thank you. I would be tempted to get into
this energy debate, and if you want to create jobs you can create
them a whole lot faster in ANWAR than you can with some of
these other issues, but I will leave that, tempting as it is, and go
back to this discussion of commodity prices.

Dr. Roubini, you say commodity prices are falling from their
peaks. That’s true. And isn’t that a good thing? Certainly the fall-
ing price in oil is a major lifeline to the airlines. The newspapers
are reporting this morning that some of the airlines made long-
term commitments at $145 a barrel, and now they are stuck with
those and they would love to scrap those and start making commit-
ments at $65 a barrel.

That means more jobs in the airlines. That means more produc-
tivity in the airlines. The falling price of oil has enormous benefit
to the chemical industry that is dependent on petrochemicals as
feedstock for what they do. There is tremendous benefit to farmers
because of the lower price of fertilizer, and that means falling
prices in food, which deals with starvation around the world and
helps that, which will increase demand.

So I am giving you an opportunity to go a little farther in this
because your comment left the impression that the falling com-
modity prices is one of the things we have to deal with, and that’s
terrible, and I think it’s true of housing, yes, housing prices are
falling, but they are falling from unsustainable peaks. And we will
not have stability in the economy until housing prices get down to
their intrinsic level of where they ought to be as people buy hous-
ing for shelter rather than buying housing for the purpose of sell-
ing it to some speculator who is going to buy it to sell it to another
speculator who is buying it to sell it to another speculator, and that
is what got us in this trouble in the first place was prices peaked.

And now we are seeing the actual correction in those peaks. Take
that and respond a bit, and then I would like some of the others
to do it, as well.

Dr. Roubini. Senator, you certainly make a valid point in sug-
gesting that eventually the fall in oil and energy price is going to
be beneficial for the economy and for the strapped consumer, given
the very sharp rise in transportation cost and energy was a very
major drain on the disposable income of that sector.

But you have to ask yourself why are all energy and commodity
prices falling so sharply. They are falling because in the commodity
market in the short run the supply is very inelastic, and if you
have a collapse of demand because there is a U.S., European, and
global recession, then of course prices are going to fall sharply.

So the falling prices is a signal of a malaise or a disease that we
are entering a recession. Of course once these prices are going to
fall very sharply, that’s going to boost over time disposable income
and is going to be one of the reasons why we are going to spin into
an ever declining recession. It’s going to be the bottom of it.

An additional observation: While in the short run oil and energy
prices are going to be falling because of the cyclical recession, ask
yourself what is going to happen to oil and energy prices in the me-
dium-run when the U.S. and the global economy gets out of this
recession.
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The demand growth for energy is going to be huge, because most
of the growth in the global economy is coming from emerging mar-
kets, countries that are industrializing or urbanizing like China
and India. Their demand growth is going to be very large, and the
question you have to ask yourself is: How much growth in supply
is going to be out there in o0il and energy?

And unfortunately, most of the sources of supply of energy and
oil are in a bunch of unstable petro states. One week you have
trouble in Nigeria. The next week it is Venezuela. The next week
is Iran. The next week is Iraq. The next week is Russia.

Senator Bennett. Sure, [—

Dr. Roubini. The growth of supply might be slower than the one
of demand, and then we have to do something about the energy se-
curity because outside of this slump prices are going to start rising
again and again we have the same problems.

Senator Bennett. I am conscious of the time, and just one quick
comment. I buy the argument that long-term renewables and tech-
nology and sustainables are all the thing we ought to go to. I be-
lieve in that promised land.

The bridge to that promised land is built out of fossil fuels. That
promised land is 20 years away. And if we do not start increasing
our supply of fossil fuels in stable countries, including this one that
is the third largest producer of fossil fuels in the world, then we
are adding to the instability. So that is a separate question and a
separate argument.

Dr. Johnson, you wanted to comment.

Dr. Johnson. Senator, I think you put your.finger on a very im-
portant irony, or almost a paradox, which is how can falling com-
modity prices be bad? It obviously helps the U.S. consumer, it helps-
firms, as you said. The problem is that—and commodity prices fall-
ing by themselves, if that is the only thing that is happening,
would not be bad; that would be good. But it is happening in this
global context where there is downward pressure on other prices.

For example, the price of imported goods are going to come down.
The dollar is appreciating and our exporters are going to be fight-
ing very hard to sell to us. There is downward pressure on the
price level as a whole. And that by itself does not necessarily add
up to a problem unless it also pushes down wages. Almost all of
our debts are fixed in nominal terms, if our wages fall in nominal
terms and our debt burden has gone up. And when Chairman
Bernanke gave his speech saying—which is entitled, November
2002, Deflation: Making Sure It Doesn’t Happen Here, he meant
not only deflation, he meant the Great Depression.

The key thing about avoiding the Great Depression is avoiding
deflation. When our debts are in nominal terms, we have falling
prices and falling wages, we are going to have a much, much bigger
problem than the one we are considering and really focused on
today.

Senator Bennett. Dr. Vedder.

Dr. Vedder. As an economic historian I am amused at this dis-
cussion. Between 1864 and 1896, wholesale prices in the United
States fell more than 60 percent. We had a 4 percent economic
growth, and we became the largest economy in the world.
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In the 1990s, yes, Japan had, quote, “deflation,” but it is inter-
esting that the fiscal policy followed during that decade was one of
great expansion, Keynesian expansion, along the lines that are
being suggested here. A lot of good it did them.

Senator Bennett. I see my time is up. Thank you, Madam
Chairman.

Vice Chair Maloney. Mr. Cummings.

Representative Cummings. Thank you very much, Madam
Chairwoman.

You know I am just trying to put myself in the shoes of the peo-
ple, the people like in every one of our Districts who never thought
they would lose their job but they lost them and continue to lose
them. In the City of Baltimore we have an unemployment rate of
7.1 percent, almost 20,000 people out of a population of less than
650,000 who do not have jobs.

The duration of unemployment has risen from an average of 16.7
weeks in September of 2007 to 18.4 weeks in September of 2008.
Additionally, the percent of unemployed who are unemployed for
more than 27 weeks has risen from 18.1 percent to 21.1 percent
from September 2007 to September 2008.

BLS does not report statistics for unemployment greater than 27
weeks. However, since the average duration of unemployment has
risen, and because more than 1 in 5 unemployed persons is unem-
ployed for more than 27 weeks, is it not likely that there are a
large number of unemployed persons who have exhausted their Un-
employment Benefits even with the additional 13 to 20 weeks al-
lowed in high unemployment states?

Also, isn’t it likely that unemployment rates will rise over the
next year, and that many more jobs will be lost adding further sup-
port for the need for more Unemployment Insurance?

The reason why I raise this is because, you know, Mr. Vedder,
when Bernanke testified before the JEC, sitting in one of the same
seats you are sitting in, and we talked about the housing situation,
basically he said: It'll work out. Everything will be fine. It will be
fine. We talked about the way unemployment was rising, he said:
It’ll be fine. It'll work out.

The problem is that a lot of people—I mean, everybody up here
have people in their Districts who have lost jobs, and who will con-
tinue to lose jobs. You know, not long ago, everybody thought get
a Whirlpool job, you know, you would be in good shape. You could
retire and be fine. But people in Whirlpool today and other compa-
nies are losing their jobs.

People in New York, I know many of them have lost jobs. It is
estimated that by the end of this year 1.1 million people will have
run out of Unemployment Benefits. So talk about that, Mr.
Roubini.

In other words, I was very glad to hear Mr. Brady say that per-
haps we might want to look at trying to figure out how we can help
people in areas where unemployment is high, but it did concern
me—and I do not think there is anybody up here who is trying to
create false hope. _

It is not about false hope. It is trying to help the American peo-
ple as they go through a very difficult circumstance. And you, Mr.
Johnson, said—Dr. Johnson, I apologize, you talked about how long
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this could go. You said 18 months. Or longer? Is that what you're
indicating?

Dr. Johnson. Yes.

Representative Cummings. Okay, or longer. And it seems to
me that if you do not have a job, and let’s say for example you had
a consumer loan that you were trying to pay, you are not going to
be able to pay it. I mean, that is why in some kind of way it seems
to me we have got to address this. whole issue of people on Main
Street, and we have got to do it now.

We have got to have a sense of urgency, because the people that
I represent, you know, they listen to all of this, it sounds nice, but
they are trying to figure out how they are going to survive from
one day to another, how they are going to be able to afford the gas-
oline-even if it comes down to $1.99 a gallon. That is what they -
are trying to figure out.

So would you all talk about the unemployment situation and.how
you see it—Dr. Johnson, Dr. Roubini, and maybe even you, Dr.
Vedder.

Dr. Johnson. Thank you. In my written testimony-I suggest.
very strongly that Unemployment Benefits should be extended be-
yond the current expiration time. I think the Food Stamp Program -
needs to be expanded. I think loan modifications for distressed
homeowners are very important both to help people appropriately .
and because of the macroeconomic effect. And I think that for the
longer term. programs, job retraining programs, or grants are ex-
tremely important. They take a little bit longer to work. And ex-
panded student loans, and expanded small business loans would all
address the issues that you are raising—part of a broader package
that includes infrastructure.

But we are looking at four to five years, I think, of a problem,
not a four- or five-year decline, but a sharp recession followed by
a very slow recovery. There is plenty of time for all of these pro-
grams to work and to address exactly the concerns that you are
raising, Mr. Cummings.

Representative Cummings. Dr. Roubini, did you have a com-
ment?

Dr. Roubini. I think the issue with unemployment is going to
be a very serious one. Even during the last recession in 2001 which -
was very short and shallow and lasted only eight months, and the
fall in output was only a mere 0.4 percent, job losses continued .all
the way through August of 2003. There were 5 million jobs lost.
And there is an agreement that this time around this is going to
be a much more severe and protracted recession because at that
time it was only a cutback in spending but the corporate sector was
falling 10 percent of GDP. Right now, there is a beginning of a con-
sumer recession and consumption is about 71 percent of GDP.

So you have a U.S. consumer who is shopped out. He is saving
less. That burden of debt to disposable income of the average
household has gone from 100 percent in 2000 to 140 percent. Now
home prices are falling, so you cannot use your home as an ATM
machine, borrowing against it. The value of your 401K has sharply
fallen, 40, 50 percent. Debt service ratios are now rising because
of the resetting of interest rates on mortgages, credit cards, auto
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loan, student loans. Consumer confidence is collapsing. So every-
thing is going south for the U.S. consumer.

And people said until recently, yes, these are headwinds against
consumption, but as long as there is job generation and income
generation people are going to keep on spending. But guess what?
Now for 10 months in a row employment in the private sector has
fallen, and for 9 months in a row total employment including public
employment has fallen. Every indicator of the labor market sug-
gests that this rate of job loss is accelerating.

A few months ago we were losing 50,000 jobs per month. In Au-
gust it was 80,000. In September it has already been 160,000 al-
most, and is getting worse. Indicators from initial claims for Unem-
ployment Benefits, continuing claims suggest that the condition in
the labor markets are worsening severely.

There was a piece in The New York Times this morning on the
front page on massive job losses in New York and New York State,
and it is not just finance. Everything is related to finance. It is
tourism. It is restaurants. It is corporations. It is law firms. It is
services. It is industrial production. This is becoming a very, very
severe recession, and unless we do something to boost incomes and
Unemployment Benefits, Food Stamps, fiscal stimulus and things
to try to make the recession shorter and more shallow, this is going
to be the worst recession we have had in decades. That is why it
is urgent and important to do something about it.

Representative Cummings. Thank you.

Vice Chair Maloney. Thank you for that fine statement. I
thank all of the panelists. You have really given us very insightful
and important testimony today.

I would like to hear you all day long, but we have a second panel,
residents from Main Street, who will tell us what it is like for them
in their communities.

Again, I want to thank all of you for your service here today, for
your research. It has been invaluable. We appreciate it deeply.
Thank you, very much. )

Vice Chair Maloney. I'd like to welcome the second panel. We
are going to be hearing from community leaders from Main Street,
but I would like to publicly thank my colleague and good friend,
Representative Cummings, and his staff, especially Leah Perry, for
their invaluable help in recruiting this panel of community leaders
from the great state of Maryland.

I am calling upon Representative Cummings to introduce the
panel, many of whom are from the District and state he is honored
to represent.

Representative Cummings. Thank you very much, Madam
Chairwoman. We are, indeed, honored to have three of Maryland’s
finest. I really mean that. I've known all of them for a long time.

They give their blood, sweat, and tears every day in their jobs,
lifting people’s lives.

Vincent DeMarco is President of the Maryland Citizens Health
Initiative, a coalition of organizations that seeks to ensure better
healthcare for Marylanders, by promoting universal and accessible
health insurance.

Previously, he was Executive Director for the Maryland Chil-
dren’s Initiative.



31

Donald Fry is President and CEO of the Greater Baltimore Com-
mittee, the Central Maryland region’s most prominent organization
of business and civil leaders. Mr. Fry has also served in the Mary-
land General Assembly. As a matter of fact, we served together,
and as a member of the Senate of Maryland.

He is one of only a handful of legislators, past and present, to
have served on each of the major Budget Committees of the Mary-
land General Assembly.

Mr. Joseph Haskins, Jr., is the President of the Harbor Bank,
one of the top ten African American-owned and operated financial
institutions in these entire United States.

He serves as a Director on the Board of CareFirst, Blue Cross/
Blue Shield, Morgan State University Business School, and Secu-
rity Title.

He is also a very good friend, and he serves as the Chair of the
East Baltimore Biotech Urban Development Project and Associated
Black Charities.

Thank you very much for the opportunity, Madam Chairwoman,
to introduce these distinguished gentlemen, and I want to thank
you all for being with us this morning.

Vice Chair Maloney. Thank you for helping us put this panel
together.

Each panelist will be recognized for five minutes. We'll start with
you, Mr. DeMarco, and then go to Mr. Fry and Mr. Haskins. Thank
you.

STATEMENT OF VINCENT DeMARCO; PRESIDENT, MARYLAND
CITIZEN'S HEALTH INITIATIVE, BALTIMORE, MD

Mr. DeMarco. Thank you, Madam Chairwoman Maloney and
members of the Committee, and Congressman Cummings, who has
been a hero of mine for many, many years.

I greatly appreciate the chance to talk with this Committee
about how the economic downturn is hurting Marylanders’
healthcare, and how this Congress can help resolve this problem.

Over the past few years, under the leadership of Governor Mar-
tin O’'Malley, the State of Maryland has made significant progress
in expanding healthcare access in our state.

Most importantly, because of the Governor’s initiative, and after
careful balancing of state priorities, Maryland went from 44th in
the country, to 21st, in providing Medicaid coverage to adults, and
uninsured Marylanders are responding.

In the three months since the law took effect, over 16,000 unin-
sured Marylanders have signed up for coverage, demonstrating the
great need for this expansion.

Now, though, this healthcare coverage for tens of thousands of
Marylanders, is directly threatened by the current economic crisis.
As you know, the downturn is dramatically lowering sales tax reve-
nues, forcing states to reevaluate priorities and to cut important
programs.

Maryland is among these states, facing a deficit of hundreds of
millions of dollars, despite having recently taken aggressive meas-
ures to deal with the structural budget problem.
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Many of the people who would be hurt in Maryland, if Mary-
land’s new Medicaid expansion is curtailed, are in particular need
of healthcare coverage now because of the economic downturn.

Among the people who are eligible for the new expansion, are a
plumber on Maryland’s Eastern Shore—not named Joe—and a sin-
gle mom in Prince George’s County. Both of them had healthcare
coverage through their jobs until recently when both of them lost
their jobs and their coverage, due to workforce cuts made by their
employers, necessitated by the economic downturn.

They both had jobs and coverage; the economic downturn comes,
and they lost their jobs and their coverage.

The impact of not having healthcare is devastating. I'll give you
just one example: There’s a sad story of the 54-year old brother of
Mrs. Judith Campbell of Baltimore City. Ms. Campbell told us, and
I quote her, “My brother took his life earlier this year, because he
found out that he had treatable, but potentially fatal cancer, and
was turned down by the State for healthcare assistance.”

He worked as a security guard for $8.49 an hour, and his com-
pany did not offer health insurance. Mr. Campbell would have been
eligible for the new Medicaid expansion we enacted in Maryland.
It would be very sad if the economic downturn prevented us from
fully implementing this expansion and saving many other Mary-
landers from the economic distress, healthcare woes, and possibly
even death that can result from the lack of healthcare insurance.

We strongly urge this Congress to move quickly to enact an addi-
tional economic stimulus package that would help states like Mary-
land, pay for critical healthcare needs.

Specifically, we ask that, in a new stimulus package, you include
an increase in the Federal Medical Assistance Percentage, FMAP,
that would provide additional Medicaid dollars to forestall signifi-
cant cuts.

Increasing FMAP would help Maryland in two important ways:
First, it would spur economic growth. According to a recent Fami-
lies USA analysis, for every one million dollars in additional Med-
icaid funds that Maryland would receive, there would be $2.2 mil-
lion in additional business activity, including 20 new jobs and
$765,000 in additional wages.

A bill that didn’t pass this Congress, S. 2819, would have given
Maryland an additional $111.5 million in federal dollars, which
would have generated $210 million in business activity, 1800 new
jobs, and $724 million in additional wages. That would have been
the FMAP increase. :

In addition, if you do the FMAP increase that we’re suggesting,
it would put money directly into Maryland’s Medicaid program, and
we wouldn’t have to cut people off who are now receiving
healthcare coverage, people who really desperately need it.

The FMAP. increase is the most important thing we believe you
could do in the stimulus package.

In addition, though, besides the FMAP increase, we urge you to
consider other ways to help keep healthcare alive and well in
Maryland. Most importantly, pass the SCHIP law; the State Chil-
dren’s Health Insurance Program expansion and reauthorization.
Congress previously passed SCHIP but unfortunately, it was ve-
toed. It’s very important that you go back and pass SCHIP.
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Additionally, we urge you to do whatever you can to remove ob-
stacles that the Federal Government is putting in front of us. We
want to work with you to achieve healthcare for all at the federal
level, but until we reach that goal, please don’t block us from doing
what we need to do.

We passed in 2005, a great new prescription drug law that the
Bush Administration blocked.

Please help us by supporting a bill that Representative Chris
Van Hollen has put in and help us remove the Employment Retire-
ment Security Act blocks on state programs.

[The prepared statement of Vincent DeMarco appears in the Sub-
missions for the Record on page 111.]

Vice Chair Maloney. Mr. Fry.

STATEMENT OF DONALD C. FRY, PRESIDENT AND CEO,
GREATER BALTIMORE COMMITTEE, BALTIMORE, MD

Mr. Fry. Madam Chair, members of the Committee, thank you
very much for the opportunity to be here. First of all, I commend
the Joint Committee for the foresight and initiative to pursue an
aggressive agenda to achieve our economic recovery.

The Greater Baltimore Committee has been actively engaged in
advocating for a significant investment in transportation infra-
structure in Maryland for a number of years.

A focus on investment in infrastructure, in my opinion, is an ap-
prtl)priate and much needed step that will bring about positive re-
sults.

Our nation’s infrastructure, both transportation and public utili-
ties, are under stress. If we do not invest to repair and build to
keep pace with growth and changing population and employment
patterns, the consequences will be enormous. '

We are already seeing intolerable congestion in our metropolitan
cities. We are seeing longer commute times in our expanding outer
suburban corridors.

We're experiencing a stifling of growth and economic develop-
ment as local governments attempt to keep pace with increased de-
mands for public water, sewers, schools, and transportation.

The failure to address these challenges, not only affects our eco-
nomic growth, it negatively impacts the quality of life we’ve come
to enjoy and cherish.

At the national level, the price tag to address the condition of our
transportation infrastructure, power grids, water and waste water
systems, was placed at $1.6 trillion in a report by the American So-
ciety of Civil Engineers.

The National Surface Transportation Policy and Revenue Study
Commission report, released earlier this year, concluded that there
was a need for an annual capital investment of three to four times
what the Federal Government currently spends to address the in-
vestment gap.

The cause for this deterioration regarding our infrastructure, the
backbone of our economic growth, is twofold: First, lack of money,
but, second, the failure to recognize infrastructure investment as a
public policy priority, essential to economic growth.

Those two factors have caused a significant backlog in the con-
struction of new infrastructure projects, and resulted in many
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states only expending money for the very basic maintenance and
repair of its systems.

In Maryland, the state went almost 16 years without a signifi-
cant investment in transportation funding.

Last year, the six-year transportation plan included over 90
projects in the planning phase, with not a single dollar designated
for construction of those projects.

The estimated total cost of the construction of those 90 projects,
was well in excess of $40 billion.

Yet, just a few months ago, Maryland deferred $1.1 billion in
transportation projects, in its current six-year plan, citing lagging
revenues and uncertainty over federal funding, as the cause.

It’s estimated that every billion dollars in federal transportation
investment, supports approximately 35,000 jobs and $1.3 billion in
employment income.

An investment in infrastructure at this time in our challenging
economic state, would be significant. It would help buttress the
struggling construction industry that’s lost more than 600,000 jobs
over the past two years, as a result of the declining housing mar-
ket, and tightening credit markets.

It would stimulate investment in our weakening infrastructure
and benefit small businesses and minority and women-owned busi-
nesses, that significantly rely on major construction projects to
grow and expand their business capacities.

I thank you for the opportunity to address you on the importance
of infrastructure investment and the vital role that it can and
should play in your consideration of an economic stimulus package.
Thank you.

[The prepared statement of Donald C. Fry appears in the Sub-
missions for the Record on page 1116.]

Vice Chair Maloney. Mr. Haskins.

STATEMENT OF JOSEPH HASKINS, JR., CHAIRMAN, PRESI-
DENT, AND CEO, THE HARBOR BANK OF MARYLAND, BALTI-
MORE, MD

Mr. Haskins. Thank you very much, Vice Chairwoman Maloney,
and I thank my Congressman, Elijah Cummings, for allowing me
an opportunity to share thoughts from Main Street.

I am a Main Street banker. I manage a $300 million bank that
has experiences that I think would be important for you to hear
and for me to share. So this is a tremendous opportunity, and
again I thank the Committee.

There are five points that I would like to make. I want to say
first that I recognize that the government has taken very serious
steps to address the crisis that is before us, the crisis that rep-
resents an erosion of the public confidence as well as an erosion in
the confidence of the financial institutions.

But as I look back at the many steps that have been taken, what
I quickly recognize—and many of my colleagues, and in this case
I speak both as a community banker from Maryland, but also as
a community banker representing many other community banks
across this country—what we see 1s a program that has largely fo-
cused on the large financial institutions.
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And while we recognize that there needed to be focus on the larg-
er institutions, we also recognize and suggest to this Committee
that we have got to give attention to Main Street, the street where
we believe we have not seen any real measures taken.

My five points, and I quickly make them:

One, subprime. I am fortunate that my institution stopped doing
subprime loans four years ago. The reason we stopped is not be-
cause we are smarter than my colleagues, it is simply because we
recognized that there was too much fraud, too much misrepresenta- .
tion, too much deception, and our due diligence process could not
ferret out the magnitude of the problems such that it made sense
for us to continue.

And so we say to you that those larger institutions that contin-
ued, they overlooked or did not pay attention the way that some
of the small community banks did. And when you look at the prob-
lem you will find that many of my colleagues, as I, do not have -
heavy weighted portfolios of subprime.

Why am I raising this? I am raising this because as we looked
at the increase that was made by the FDIC in terms of insurance
coverage costs, we were increased along with everyone else. In
many ways we see ourselves helping to bail out our larger, bigger
brothers. And we questioned whether or not that is fair.

The second point that I would like to make: Many of these finan-
cial institutions have suffered losses in deposits as the larger insti-
tutions stumbled. The stumbling created a confidence scare, and
therefore led to a run on deposits. Those deposits are our life blood.
We loan those out to the small businesses. And so I lost initially
about 10 percent of my deposit base.

Fortunately, with the changes made by the FDIC in coverage I
was able to regain some of those, but not all of it, back.

The third point that I would make: With the increased problems
that have plagued the economy, the credit crunch, what we have
experienced is an increased number of delinquencies and defaults.
I am running two-and-a-half times what I had previously experi-
enced in my worst year. I am a 26-year-old institution, and a 37-
year banker. So I am not talking about something that is new,
something that is recent in terms of an observation, I am talking
about something that is very real.

Our comment to you is that we at the community bank level
need to see a stimulus package that helps us address those prob-
lems of securities, those problem loans to free us up to do the busi-
ness that we need to handle.

Smaller banks, the fourth point, smaller banks need to have you
consider having us purchase and sell to you some of our problem
loans. It frees us up with our smaller staffs, our smaller operations.
We are committing our time to work out rather than giving money
to desperate leaders, or desperate businesses in our communities.

I know my time is up, but I've got to make one more point, and
I'll leave my fifth one out. What I see every day, and what I am
experiencing every day, are the small businesses that you won’t
hear from like the cleaners. The local cleaners are seeing less busi-
ness because people are being laid off.

I finance about 15 different cleaners. And so when I talk to them,
they say to me: Mr. Haskins, we’re not getting the same business.
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Restaurants, because larger companies don’t like restaurants, we
have been key in financing restaurants.

Restaurant business in Maryland is down 50 percent. I would
suspect and suggest that it probably represents that kind of num-
ber across the country. I also say to you that many of the larger
banks have approved loans to businesses, and I can give names if
necessary but I won’t because of confidentiality, but those same
businesses originally had approved loans and later were called to
say. that they could not be financed, and they have come to me for
that financing.

Ladies and gentlemen, in closing I say to you that there are hard
times on Main Street. One of the fastest ways to get funds and
money into the hands of these businesses that are vital to Main
Street survival is by supporting the local community banks, those
that know the community and deal with it every day.

Thank you, very much.

[The prepared statement of Joseph Haskins, Jr., appears in the
Submissions for the Record on page 119.]

Vice Chair Maloney. I thank all the panelists for your testi-
mony. It is important, and very relevant.

I would like to recognize my good friend Representative Cum-
mings for the first questioning period and thank him again for
helping me assemble this panel.

Representative Cummings. Thank you very much, Madam
Chairwoman.

Mr. Haskins, many small businesses have had problems with
lines of credit. I have had a number of businesses to tell me that
the larger banks cut off their line of credit, and so they were placed
in a position where they could not do business, literally could not
do business.

You might want to address this, too, Mr. Fry, but how does that
affect you? I mean, have you seen some of that? In other words,
is that a problem in our area?

Mr. Haskins. It is a serious problem. I can tell you that we fi-
nance many of the small businesses, including law firms. For ex-
ample, I have law firms that have had lines of credit with me for
as long as five years that have never borrowed on those lines. They
are now borrowing on those lines.

I have those who are in the construction business who are in the
middle of projects, and because their lines have been reduced and
cut off at other institutions have come to me for payroll. And I can
tell you that my cell phone rings endlessly. Before coming into this
meeting, I had an individual calling to make payroll tomorrow. I
mean, my views and my comments are very real. They are individ-
uals that we can talk about and we can look at.

There are people that you know that are calling me at this very
moment seeking financing for projects that they are engaged in but
they do not have the operating income to carry them forward.

Many of the larger institutions, because of the challenges that
they are experiencing, have cut off lines to smaller businesses.
That is very real. That is not something that is made up. I mean,
there are names and individuals that we can point to that are re-
flective of that situation.
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Where they turn is they turn to the community banks because
they believe we understand and have a better and deeper apprecia-
tion for their need, and will find a way to try to get financial re-
sources to them.

Representative Cummings. One of the things that in our re-
search—I also sit on the Government Reform Committee where Ms.
Maloney and I are doing investigations with regard to all of this—
and one of the things that we discovered is that a lot of the larger
banks seemed to be careless with some of their lending require-. -
ments because they knew that they could sell them off to others.

And as I listened to your comments about when you said that
Harbor Bank stopped performing subprime loans four years ago, I
am so glad you had the foresight. I assume you might not be in
business today if you had stayed in there. Is that right?

Mr. Haskins. That is a fair and accurate comment. You know
it is easy when—and -again this was not to be critical—there was
a greed factor, and this Committee and others must accept that
there was a greed factor that motivated that. The brokers that
largely put together many of these deals would present them to the .
smaller banks, or to the different community banks, and the.banks
tried to do initial due diligence. It became.challenging to do the due
diligence.

And because you were not ‘holding that portfolio in your bank in
your inventory, you packaged it, pooled it, sold it off to. Wall Street
to the Bear Stearns, and the Lehmans and so forth, and what they
did is they reconfigured it and sold it around the world.

Many of us, you know, in business school—and I am. both an
economist and a finance-trained individual—some of the training
we go through is if you diversify enough you can diversify away
risk. We are kind of trained and taught that.

Well, you know, one could make. a-case. arguing .that there was
diversity in it. Well we had geographical diversification because -
these pools were coming from across the country. There  was income
diversification. You had high income, low income. You had large
house, small house. So you could argue that there. was a lot of di--
versification.

But the underlying problem to those toxic securities was the fact
that you had too much fraud that was in. I mean, we saw misrepre-
sentation of employment history. We saw altered credit scores. We
saw fraudulent incomes. That “stated income,” any serious banker
who has been around, “stated income” was a no-no.

When I bought my first-house I worked five years to accumulate
my 20 percent down. We had an old rule-of-thumb. We said you
should never buy a house for more than two-and-a-half times your
gross income.

Well we can look back and see that people were buying houses
five, as much as ten times their income, because many times the
income was stated at levels substantially higher than what they
were actually earning. But there was no real due diligence done,
and so for the problems to be resolved we have got to work that
back through.

But to the economic stimulus package, the reason why Main
Street banks and financial institutions are important is because
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many of these individuals are coming back to us. We didn’t create
the problem, but we can help be a part of the resolution.

Representative Cummings. Do you see much of a default rate
with regard to your mortgages?

Mr. Haskins. We have defaults. We have increasing delin-
quencies, and what we are trying to do is work with individuals.
Our biggest challenge is working with the commercial clients.

Many of the borrowers now are suffering, and we will see tre-
mendous fatalities over the next six to twelve months if more fi-
nancial resources are not moved into the direct hands of commu-
nity bankers. It’s too long for that money—it will take too long for
the money to trickle down from the larger institutions.

For example, many of the largest institutions’ credit score small
business. It’s hard to credit score a business. So if that small busi-
ness doesn’t meet a credit score that’s acceptable, they don’t get the
business.

Well our experience reflects to us that there are extenuating situ-
ations, or there are different factors that you need to look at for
making that loan other than just a credit score.

Representative Cummings. I see my time is up. Thank you.

Vice Chair Maloney. Mr. Brady.

Representative Brady. Well thank you to the panel, especially
those who have Congressman Cummings as their Representative.
He is one of the more respected Members of this body, and we ap-
preciate his work on a wide range of issues. You have got a class
act there.

Was that on TV? [Laughter.]

Representative Brady. No, I'm kidding you. I'm kidding you.
[Laughter.]

Representative Brady. No, I mean I’'m sincere about that.

I do think there is merit in rebuilding our crumbling infrastruc-
ture. It is really an embarrassment. And whether we do it through
this economic stimulus or really come together, Republicans and
Democrats, on fixing the Highway Trust Fund, energizing our
Freight Rail infrastructure, our water infrastructure, we have got
to act.

I do think there is a way we could bypass our federal middleman
and inject dollars directly into bid-ready contracts back home. I ac-
tually think that that could create jobs at the local level, and fix
just a looming problem we have, especially in fast-growth areas of
the country, and then in the rural areas where they just don’t have
the resources to keep their roads and bridges safe at all.

On the banking side, you sound just like my community banks
in southeast Texas. When I was looking at the bailout package, 1
didn’t get on the phone to talk to people from Wall Street, I talked
to our community bankers. I got them on the phone and started
asking them questions, and they made the same points you did,
which is:

One, you are scaring our depositors. You know, we don’t have
these problems. We didn’t make these bad loans. We are running
these things right. Stop scaring them. Which is why I think in-
creasing the FDIC limit was helpful to reassure people, look at the
community banks, the independent banks, they have got a very
sound structure.
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They also made the same point you did, which is give us a
chance to buy some of these mortgage-backed securities and some
of these things because we know how to work a loan out. We think
there’s value in loans, if you know who the people are, if you will
work with them and try to find the terms that, if they can, keep
them in their homes. Keep the property values up and the quality
gfdlife in that neighborhood. They said exactly the same thing you

id.

My question is, Mr. Haskins, ought we not, as we go forward to
try to prevent this from happening again, ought we not consider
sort of back to the future? Going back to the basis of a down pay-
ment, even a minimal one, on home purchases? Have verifiable in-
come so that you know there is an income stream?

Perhaps having lenders, whether it is the original lender or the
first purchaser, either hold those for a period of time, or keep a
stake in them so that their standards are going to be higher at the
outset before you allow bad loans to become an infection through-
out, as we know now, the world? You know, that there would actu-
ally be value in them before that occurs? Is there merit in us insist-
ing that those nonbanking institutions have the same scrutiny,
same capitalization rate, the same leveraging restraints that our
local banks have?

Because it seems like to a layman these complicated financial in-
struments are way over many of our heads, and I am not sure if
we can ever be smart enough to regulate the back end of all that.
But it seems to me that if we set a good foundation early on in that
whole asset-based financial structure, that we really limit the mis-
chief later on.

Can you give me your thoughts?

Mr. Haskins. I think your comments are just so right on. Many
of my colleagues in the banking worlds made the early statements
that we were being sort of driven out of the origination market on
residential mortgages because we were too conservative.

We were trying to hold folks to those standards. We got the de-
velopment of an industry, the brokers, who did not make any.
gloney unless a transaction was consummated. A deal had to be

one.

Then banks started getting very liberal—and I won’t call names;
you all have heard them and seen them—and banks started getting
creative with the kind of products that steered away from that tra-
ditional kind of approach. And so we looked at teaser rates. We
looked at adjustable rate mortgages. We looked at interest-only. We
looked at stated income. And so we got creative because what we
saw is an opportunity to make money.

And if you get too much into that money-chasing vein, you are
going to start overlooking what you need to overlook. And if—and
going to your recommendation—if we start moving back to a policy
of requiring people to have money, first of all I think you should
never have an unregulated body such as the brokers were. They
ought to have some standards.

And I am not a big government kind of person, but you have got
to have some standards and some regulation there. But we ought
to require people—I mean, there is an old adage, and this I did not
learn in business school, I learned this—if folks don’t have some
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skin in the game, there is nothing to hold them to the table. And
that’s what you’re talking about.

That person who had to work to get their down payment is much
more likely to be a good payer of that mortgage. They just are. I
mean history is replete with evidence and examples of that.

So I think while we talk about home ownership and say that it
is the American dream, it shouldn’t be the American dream if we
are loaning somebody 100 percent of the mortgage and giving them
the down payment. I mean, what do they really have at stake?

So I would be one that would argue that absolutely you ought to
have a requirement for someone to have something from their per-
sonal financial resources that is verifiable, and you certainly ought
to require verification of work status as well as income.

So I think you are right on. And if you are going to promote that,
you can call me and I will be happy to come testify.

Representative Brady. Thank you, sir, I appreciate you being
here today.

Vice Chair Maloney. Thank you for your testimony. And Con-
gress did pass a Mortgage Reform bill that brings the broker/deal-
ers under the same regulation as banks and community banks, and
as we know the main problem was with the broker/dealers that had
no regulation. Your points are very clear and important on going
back to the future to standards of having skin in the game and
higher standards going forward.

In your comments, Mr. Haskins, you said that your default rate
and delinquency rates have increased. I would like to get a little
more information on your bank’s credit card accounts. Have they
increased? Commercial real estate, what is the state of that? Resi-
dential real estate, auto loans, and other personal loans? If you
could go through those categories and give us a sense of default or
health that you’re experiencing in your bank.

Mr. Haskins. I would tell you that in all of the categories that
you mentioned, to be quick, and then I can get specific, to be quick
about it, have increased in delinquency some 30 to 50 percent just
automatically, I mean we saw increases.

Credit cards are at the highest levels. So you’re not talking about
people now who have any access to credit. You're talking about peo-
ple who have exhausted their credit.

In the case of home equity lines, those lines are up to their max,
so there’s no place for them to go. And now they are delinquent on
those. So we're seeing that piece.

When we talk about residential developers—and that’s the area
probably where I'm experiencing the most difficulty—the residen-
tial developers that we have financed are those who are doing
somewhere between 5 to 50 units, and theyre in the Baltimore
Metropolitan Area.

These individuals are harder pressed for larger institutions to do.
Now fortunately we have a lot of equity. We force our builders to
put more of their money into the buildings. So while we don’t have
the same exposure, what we're seeing now with—and this is a bit

of the challenge. See, many of the larger banks, as they get access -

to these resources, they then sell and turn over their products at
substantially lower prices, which then drives down the price that
we can get.
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So you get this kind of conundrum going on here that is really
interesting. So because X bank, not to call the name of one, X bank,
we have the same financing in the same community, and so be-
cause they have gotten a nice award they can sell off their project
for 50 percent of the value, where if they didn’t have the award
they would be like me negotiating to get 80 percent of my money.

But when they get 50 percent of the money, then the next person
that comes along that I'm negotiating with will say, well, X bank
sold it for 50 percent on a dollar, why are you trying to get 80 per-
cent on the dollar? Which is the reason I am coming back to the
importance of getting this stimulus package down to Main Street
to community bankers, because we are dealing with that every day
person. We are putting folks in houses. We are still doing product
and projects that other banks have since turned their backs on.

So, yes, I am experiencing delinquencies. Fortunately, we have
remained profitable through this. But when regulators come in, we
are being asked to reserve for loans, by the way, which is very in-
teresting, loans that are not delinquent but because they are in
residential real estate we've got a reserve against those because the
residential market is down.

So there are many challenges that we are experiencing. And one
last point—

Vice Chair Maloney. Could you clarify when you say you have
to reserve against those? Do they have a specific capital require-
ment, or what is the reserve that they make you put in for residen-
tial real estate?

Mr. Haskins. For example, if it's assumed that—and they will
come up with several different indices to determine, so for example
you take let’s say a $100,000 loan. If no property has been sold, or
if this project is in the middle of its development, they.will come
in and give an assessed value of the lot and an assessed-value of
the house at the end of its completion. And if they assess- that the
value of this is $80,000 and not $100,000, then that loan becomes
what’s known as “classified,” and there are different states of clas-
sification.

Then we are required to set aside 20 percent, $20,000, in a re-
serve in anticipation of that loan not paying off or defaulting.

Vice Chair Maloney. Thank you.

Mr. Fry, I would like to focus really on a concern that we have
heard repeatedly on the fiscal stimulus to support state infrastruc-
ture spending and other infrastructure spending in our country.

We know it is in dire straits. We know we have bridges crum-
bling. We have roads that need to be repaired. But many of our col-
leagues will say that this is not a good direction to go in because
it’s not immediate. We cannot spend those dollars immediately.

I know from my own City of New York we have many projects
that have stopped because of lack of money. We could start those
projects moving immediately, and I would like to specifically ask
you: Are there projects that have been postponed only because of
financing problems that could be started immediately in your state
if there was a fiscal project directed towards its infrastructure?

Mr. Fry. 1 appreciate the concerns of those that are worried
about the lag that may occur before a project moves forward, and
that certainly could be true with respect to some projects that are
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in the planning mode, but even as recently as yesterday Maryland’s
transportation Secretary, John Porcari, before the House Transpor-
tation and Infrastructure Committee testified that he has identified
as many as three dozen projects totalling about $150 million that
could be obligated within about 120 days.

So I think that because of the deferral that has occurred recently
because of the lagging gas tax revenues that have come in, and the
lagging sales taxes that have come in from the sales of cars and
registrations, that there are a number of projects that had to be de-
ferred that could have some immediate impact if those monies were
available.

I think you do have to pick and choose which projects are there,
but I think the transportation secretaries of the states across the
country could clearly identify those projects that could have that
immediate impact.

Vice Chair Maloney. Thank you very much. My time has ex-
pired. Mr. Cummings.

Representative Cummings. Thank you very much, Madam
Chairwoman. :

Mr. DeMarco, let me just ask you this. I think there are a lot
of Americans whn are suffering, and I say that they are dying
every day in large numbers because they cannot afford medicine,
and sometimes cannot afford treatment.

I take it that these are the people you are concerned about, and
your organization is concerned about. I live in the inner city in Bal-
timore and I have a fellow who showed me his medical bills for
cancer. He had to have four chemotherapy treatments. The bill was
$12,000 a treatment. He had insurance now. And he had to pay
$1,172 of that.

He had to have something else called Nulastin after every treat-
ment. Just for a little prick in the arm of Nulastin it cost him
something like $6000 or $7000. He had to pay $500-and-some for
that.

And that does not even include the MRIs and the PET scans and
the CAT scans and all the other things. And then when we look
at bankruptcies we see in the United States that a huge percentage
of bankruptcies have to do with medical bills. People can’t pay
them.

And so in order to address that—and I say it’s sort of a silent
kind of problem because people suffer, and a lot of times they suf-
fer but they don’t talk about it to other people because it’s so per-
sonal, but when I move around and I go throughout my District
and I talk about this, I mean literally I see people sitting in the
audience with tears running down their faces because they are
going through it, or a family member is going through it.

You gave an example in your testimony, but do you see a lot of
that? Do you all hear a lot of those kinds of cases where people just
hit the end of the rope? And there is another thing that is hap-
pening, too, that my constituents tell me about, is like when people
get a little older and they have to make difficult choices, and they
see that medicine may cost them, it may be only $2000, $3000 a
year, but that $2000 or $3000 when you do not have very much in-
come is a lot of money, and so they will say: You know what? I
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don’t want to burden my family. I am already a little older. So just
let me die so that they will have a chance to live.

I mean, do you hear about those kinds of stories?

Mr. DeMarco. Yes, Congressman Cummings, we do. We have
had public hearings across the State where we constantly hear peo-
ple telling us of devastation caused to their families because they
cannot afford health care.

You are right that some studies say that up to half of all bank-
ruptcies are caused by health care bills that cannot be paid. Fore-
closures happen a lot of times because people cannot pay their
health care bills or have to put their money into staying alive so
they cannot pay for their homes. There is a study by Families USA
showing that. And it is just over and over again we see the devas-
tation caused by people not having health care.

I told the story of Ms. Campbell’s brother. There is another story
of a gentleman who was the kind of person we all talk about who
does the right thing. He works as hard as he could every day. He
did not have a high-paying job and he could not get health care at
his job, but he had to keep working. He could not stop working,
and he just kept working and kept working and did odd jobs here
and there to just feed his family, feed himself, but he could not pay
for health care. So he had some health problems and he just could
not deal with them. So, okay, he just kept working.

One day he was mowing somebody’s lawn as part of his job and
he had a heart attack and died. And if he had had health care cov-
erage he could have dealt with these problems.

Now the thing, Mr. Congressman, that you know so well is that
it is not just the uninsured who pay these costs. We all do because
when someone is very ill, if they do not have health insurance and
they put it off for years and they got sicker and sicker, we do not
let them die in the street, unless of course they have a heart attack
and die, but if they get ill and they go to the hospital we take care
of them, and that costs lots and lots of money.

And somebody pays for it. Not the uninsured because they can’t
afford it. All of our insurance premiums go up to cover that. So
there is a hidden health care tax that we all pay to keep people
alive when, if we had had everybody covered with health care, they
could have gotten their treatments and stayed alive. It would be
much better for them and their families, and much better for all
of us.

That is why this new Medicaid expansion is so important in
Maryland that Governor O’Malley enacted. It is so important. Over
the next couple of years we estimate that it will provide health care
to over 100,000 uninsured people. I want to thank Don Fry and the
Greater Baltimore Committee for being amongst the people who
really pushed for that and understood how important it was.

We desperately need your stimulus package to include the FMAP
money so that there is more money in the Medicaid Program to
help us keep that program going.

These 16,000 people who just got covered—and there are going
to be more—but these 16,000 people are people who desperately
needed it. Let me tell you, Mr. Chairman, about the very first cou-
ple:
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Alana and Adamontis Bollis, a couple whose kids were covered
by the CHIP program for awhile but they could not get health care,
and they had colon cancer issues, diabetes issues. They were not
getting treated and they were getting sicker and sicker.

On July 7th of this year, Governor Martin O’Malley handed them
the very first cards under our new Medicaid Expansion Program,
and they now can get treatment.

Please help us keep that program going.

Cglepresentative Cummings. Just one last question, Madam
air.

Mr. DeMarco, what would be the benefit of extending the Fami-
lies and Small Business Health Care Coverage Act that we have
in Maryland to the rest of the country? I am just curious.

Mr. DeMarco. Well, Representative Cummings, we want health
care for all for the whole country. That is our goal that we are
pushing for in Maryland but we want to work with you to have it
nationally. But, we believe that until we reach that goal states
should do as much as they can with your help to expand Medicaid
coverage. And in addition to Medicaid in our program gives grants
to small businesses to help them provide health care.

If in your stimulus package you included more Medicaid assist-
ance for the states, other states would be able to do this, too, and
we could help a lot of the people who just cannot afford private in-
surance and are out there getting sick like the Bollises. And again,
let me emphasize this again, Congressman Cummings, it is not just
the uninsured who suffer because of uninsurance. We all do.

Representative Cummings. I want to thank all of you for
being here today. We really do appreciate what you have done.

Mr. Haskins, I have got to ask this because there has been a con-
troversy here in the Congress with regard to these loans on mort-
gages and I want to ask you this question.

Some people bring lending to low-income households and CRA,
the Community Reinvestment Act in particular, to the current fi-
nancial crisis. As a lender who has received the highest perform-
ance rating for CRA, do you see differences in defaults or delin-
quencies from lower and middle-income households? And how has
CRA impacted the Baltimore and Prince Georges County commu-
nities that you serve? Because a lot of people seem to want to push
this on Fannie Mae and Freddie Mack, and I am just wondering
how you see it? I just want to clear that up, from your perspective.

Mr. Haskins. This problem is across the board. When you start
seeing the defaults that will begin to occur with some of the high-
end properties you will know it is not CRA-based individuals who
are a part of that problem, not at all.

I mean, this was across the board. The stated incomes are really
more in the area of individuals who were privately employed, or
upper income individuals. Many of the delinquencies and defaults
we are seeing are at housing prices that are in the half-million dol-
1%;: range and up. That is no low income. No, this cannot be passed
off.

I served, by the way, three different terms on Fannie Mae’s Na-
tional Advisory Board and can speak very definitely to that pro-
gram. Were there cases where those individuals were misrepre-
sented or misrepresented? Absolutely. But I can tell you that more
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often than not what you will find with the lower income home buy-
ers, they were more misled and duped than they were initiating.

Most do not understand. If you fill out a mortgage application,
anyone here who has bought a home who has filled out a mortgage
application, it is a pretty involved application. And I can tell you,
having done .endless seminars on how to go about buying a house,
and buying a home, or looking at property, that most low-income:
folks are totally in the dark about that and they. take a lot of direc-
tion, which is, Madam Vice Chair, why it was important to regulate
broker/dealer individuals. Because they misled a lot of these: indi-
viduals and were advising them that they, just by distorting this
and distorting that, knowing what we look at for approving a loan,
they could get over the hurdles.

So, no, you cannot put this on the back of-just low-income indi-
viduals. In fact, as data will reveal and reflect over time, you are.
going to see more .and more defaults at much, much higher home
pricing points.

Representative Cummings. Thank you very much, Madam
Chairlady, for your indulgence. .

Vice Chair Maloney. Thank you.

One last question. Mr. Haskins, you testified that you did notin-
vest and participate in these subprime loans. You saw fraud on the
applications. So given that.you did not engage in this risky behav-
ior, what do you think about the financial rescue package for large
banks?

Mr. Haskins. I can’t tell you-my first reaction. [Laughter.]

Mr. Haskins. That would not be printable or recordable. But I'll
tell you this. Because of the importance of bringing confidence and
stability back, those kinds of steps needed to and had to be taken.
So for the greater good I have accepted it and said let’s move for-
ward.

I do believe, though, that you just cannot give money away with- -
out having some requirements. You just can’t do that. I mean, I am
in a business that we set very specific requirements for getting re- .
paid.

So I agree that the actions taken by the Congress and the gov- -
ernment in general needed to be taken, especially as it relates to
Wall Street. However, I think there needs to be some requirements
placed on that money, one; and two, I definitely think that you
have got to have Main Street included in the proposition.

Vice Chair Maloney.- Thank .you. And finally I would like to
ask all of the panelists, beginning with you, Mr. Haskins, Congress
is considering a fiscal stimulus package that would include aid to
the states and infrastructure investment.

How would such a fiscal stimulus package help consumers and
businesses and individuals in your communities? Could you com-
ment, all of you, Mr. Haskins, Mr. Fry, and Mr. DeMarco?

Mr. Haskins. First, you are going to get people in positions to
earri a living. You are going to get jobs. Creating jobs. Jobs are
vital.

As has been said by several of your colleagues, we have seen a
reduction in the employment in our state, and especially in the
City. The unemployment in Baltimore City, Congressman Cum-
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mings is quoting numbers that are official. The unofficial numbers
are probably twice as high as his official numbers.

I am living on Main Street. I work with Main Street. I am in
those communities. You know, I walk down the street yesterday
past what was part of a restaurant row. Of the five restaurants
that I passed—and Wednesdays used to be a good restaurant day—
only three of the restaurants had people in those restaurants. And
of the three that had people, only in that case were there three ta-
bles that were occupied.

I am just giving an example there. So this stimulus package is
going to help create jobs where people can work and make a good
living wage, and it is going to help those who are on the margin
to be able to meet their obligations to pay the community bankers
who are willing and ready to step forward to keep financial re-
sources flowing into the community.

Vice Chair Maloney. Mr. Fry.

Mr. Fry. Madam Chair, I think that such a stimulus package
that included aid to state governments and also investment in in-
frastructure would be a significant step forward for the State of
Maryland and for the citizens there.

Right now looking at state governments, they are looking at tre-
mendous deficits themselves. They are looking at programs being
cut. They are looking at possible layoffs as time goes on, and trick-
ling down even of course to the local governments as well. Every-
body is on pins and needles, not unlike what Congressman Cum-
mings and I experienced during the early 1990s when we served
in the Maryland General Assembly together.

I think obviously what we see as significantly important would
be that investment in infrastructure. The one thing that I think
that provides a great opportunity, because transportation infra-
structure in particular does not get a lot of attention, it does not
move up that rank as far as political polls of something that is
really critically important to the voters of the time or to the citi-
zens, but transportation only.becomes important when it becomes
a crisis.

Unfortunately, once it becomes a crisis it takes too long for you
to complete the projects that will even address that concern. By
coming forth with a stimulus package that would include some in-
vestment for infrastructure, I think that would give a jump-start
to projects that have not had a chance to move forward.

In Maryland over a year ago we were successful in getting the
General Assembly to enact about $400 million in new revenue. We
argued that we should have as much as $600 million in new rev-
enue. Despite that influx of money, we’ve just seen a reduction of
$1.1 billion over the six-year transportation plan. So this is some-
thing that is significantly needed. It will provide jobs not only to
highway contractors and others, but to small businesses, to minor-
ity and women-owned companies who are also very dependent upon
those major construction projects so that they can take part in
those and also expand their capacity to grow.

Vice Chair Maloney. Mr. DeMarco.

Mr. DeMarco. Thank you, Madam Chair.

We urge you to include in your stimulus package an increase in
the FMAP for the states. And if you do it at the level that was in
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Senate Bill 2819, you would get a significant amount of new money
into the State of Maryland, resulting in 1800 new jobs and a lot
more money into the coffers of the State, which would be very im-
portant.

And in addition, very importantly, you would help us keep this
tremendous new Governors Working Families and Small Business
Health Care Coverage Act going, which is going to over the next
couple of years provide health care to over 100,000 uninsured peo-
ple, and deal with some of the major issues that Representative
Cummings sees, and we all see in our community of people who
cannot afford health care, whose lives are destroyed by it, and then
we all pay the hidden health care tax.

It is a great two-for that you can include in the stimulus package
which would help our society in Maryland a whole lot. Thank you,
very much.

Vice Chair Maloney. Well thank you. And I would like to sin-
cerely thank all the panelists and witnesses for their really mean-
ingful testimony today.

The panel today, and indeed the hearings that Congress has con-
ducted over the past month, have been sobering and should leave
no doubt that we need a new stimulus package to get the economy
back on track and provide relief to struggling American families.

Congressman Cummings and Senator Schumer and I released
this report yesterday, “Stemming The Current Economic Downturn
Will Require More Stimulus.” It can be seen on the Joint Economic
Committee web site, and on my personal web site, and I would like
unanimous consent to put it in the record.

Vice Chair Maloney. With that, the meeting is adjourned.

(Whereupon, at 12:35 p.m., Thursday, October 30, 2008, the
meeting was adjourned.)
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Executive Summary

The current economic downturn follows the weakest recovery on record, making pros-
pects for a consumer-led recovery unlikely. Families are more financially constrained
than at the beginning of any prior downturn as they face rising unemployment, high
prices, dwindling assets, historically high debt, and real incomes that are lower than
they were over eight years ago. The weakness of household finances means that absent
aggressive government action, the current downturn could be particularly long-lasting
and severe.

Consumer spending is already declining sharply. Falling household spending — which
makes up nearly three-quarters of Gross Domestic Product — means businesses have
limited incentives to invest. Declining consumer spending and business investment,
corbined with the decline in housing prices, will continue to drag down domestic de-
mand for goods and services, leading to further job losses and still greater declines in
family income and spending.

Families have not yet recovered from the previous recession and now the country, faces
a severe financial crisis that is spreading throughout the broader economy. The 10 indi-
cators below demonstrate the weakness in the housebold sector:

1. Measured by wage gains and job growth, the 2000s economic recovery was the
weakest in generations.

2. The 2000s economic recovery was the first since World War II where the typical
family saw net income losses.

3. In the face of income losses, familics sustained consumption through borrowing

and the ratio of household debt to disposable & soared.

4.  Families are now spending a historically high share of their income on debt pay-
ments.

5. As home prices fall, family net worth is plunging to its jowest levels in two dec-
ades.

.

6.  Families have little or no savings " to maintain living standards in the face
of unemployment or falling real income.

7. Families own a smaller share of their home than at any time since World War II,
cutting off the opportunity to use home equity loans as a source of “income™.

8. Women’s eamings will not be able to cushion families as they have in prior reces-

sions, b women’s ployment is already at recessionary levels.

9.  Falling real wages and limited savings have already combined to drag down con-
sumer spending.

10. In in residential housing usually boosts c ption after a ion, but

given the record-high backlog of homes for sale and the continued credit squeeze,
this is not likely to happen soon.

These indicators show that the combination of high debt loads, declining income, and
rising unemployment will make it difficult for households to sustain consumer spending
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at current levels, let alone incresse their spending enough to spur economic growth.
This cycle, in which lower spending leads to busi cutbacks and job losses, which
then lowers spending further, is the textbook process, which drives prolonged economic
recessions. ’

Increased business investment in response to export demand is also unlikely to spur

economic growth in the near term. Export demand was high in recent quarters, but has

still not been sufficient to avert slowing growth. As the economic slowdown spreads

globally, such export demand may not continue. In addition, export success depends on
. a continued low valuation of the dollar.

In order to shorten the duration of a downturn and reduce its magnitude, it is important
that government step in and break the current cycle with a temporary fiscal stimulus
designed to support economic activity and household well-being while also laying the
groundwork for further economic growth.

In January 2008, Congress passed and the President signed the Economic Stimulus Act,
which injected over $150 billion dollars into the economy. In the spring of 2008, Con-
gress extended benefits for the long-term unemployed. These policy actions have had
their intended effect by temporarily boosting spending, but employment declines have
continued and the financial crisis has spilled over into the broader economy.

Given current economic circumstances, infrastructure investment, aid to the states or
other direct spending is likely to deliver far more cffective stimulus than alternatives
such as cuts in business taxes.' Over half of the states are projecting budget shortfalls
for fiscal year 2009 and this will lead not only to cutbacks in necessary services, but
likely higher unemployment as well. Rebuilding and modernizing America’s aging in-
frastructure will strengthen our economy and help create good jobs at good wages.

Families are in a weak economic position and businesses can see clearly that consumers
will not be able to increase their spending until their incomes recover. Lowering corpo-
rate taxes will not address the fundamental problem: businesses will not have an incen-
tive to invest in products for the U.S. market until family economic circumstances im-
prove. Lowering capital gains taxes will likely have no effect on investment since very
few are seeing any gains right now.

The combination of pre-existing economic weakness and the current problems in the
financial sector makes additional fiscal stimulus through government investment and
support for families vital to keep the economy moving. As economic growth and busi-
ness hiring slows due to the credit crunch, families have fewer financial resources than
ever before to weather a downturn. This means prospects for a consumer-led recovery
are bleak, and government stimulus will be important both in promoting economic re-
covery and sustaining living standards for the middie class.
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introduction

While the ation’s attcnhon has been focused on the growing financial crisis, the broader economy has been show-
ing signs of recession.? U.S. consumers largely make the economy grow, but families are responding to the current
econormc difficulties by curtallmg their spending. Pnhmma.ry data show that real consumer spendmg declined or

gnated over the : personal ption fell by % percent in June, % percent in July and no
growth in August. Retail sales have also fallen sharply over the past few months, as export growth has stalled.
Since consumer spending makes up over 71 percent of U.S. Gross Domestic Product, these data indicate that the
third quarter GDP will likely will show faltering overall cconomic performance.

The combination of sustained job losses, falling home prices, and record levels of household debt mean that con-
sumer spending — the largest single source of derand - is unlikely to sustain robust-economic.growth in the fore-
sceable future, In addition, state and focal governments are feeling p to cut spending and busi are -
unlikely to make major investments in the face of declining consumer demand and difficulty obtaining credit,

If consumption cannot rise because of lhe oonstramts faced by households then there are three places to look to

increase economic growth: i d d exports, ‘or more government spending. It
appears unlikely that bmmesses will take up the slack. Demand drives business investment; so long-as it remains
weak, i inh durable goods, or equip is unlikely o respond strongly to lower interest rate or
10 business tax cuts — unless govemmem takes  up t the slack by ardering more goods directly. In addition, the com-
bined impact of the fi ial crisis and equity losses are likely to reduce the ability of businesses to
raise investment capital — stock market declines have created over 6.2 trillion dollars-in equity-iosses over the last
year.

Exports have been the one recent bright spot in the economy, but they are also not likely to solve our growth prob-
lem in the months to come. While exports were up sharply in the second quarter of 2008, further export growth
depends on a continued low valuation for the dollar and strong consumer demand in othet nations. There is no
guamnmee that the dollar will remain low and, since other advanced ies.are beginning to suffer
slowdowns, export-led growth may not continue.

E i h d that downtumns coinciding with sharp house price dechm or-with problcms in
the banking sector !cnd tobe s1gmﬁcamly Ionger and deeper than other types of recessions.” During serious down-
turns, private sector i and b ion decline, leaving go ding as a crucial
support for the economy. In addition, lengthy downtums greatly reduce the chance thm governmcnt fiscal stimulus
will be “mistimed”™, mkmg effecl aﬁer the economy has begun 10 recover on its own.* There is a growing consen-
sus that additional is y and many promi ect ists have recently announced their
support for a sizeable package.®

Coasumption Drives the U.S. Economy .

Consumption is by far the largest elcmcm of thc U S. economy, which is why the lack of
resources available to U.S. househ poses Us. spend-
ing (consumption) makes up 71 percent of GDP. There are three other elements of GDP:
U.S. businesses investment (14 percent), net U.S. government spending (20 percent), and
the net difference between how much we export abroad cornrared to how much we import
(-5 percent — meaning that we import more than we export).” If U.S. consumers are highly
constrained - and especially if they arc not willing or able to buy a new home, as they are
now ~ then businesses, other countries (through buying our exports), or government must:
increase their spending to keep the economy moving. However, because these three ele-
ments make up a smaller share of the ovemll | economy, they have to grow much more than
usual to make up for weak For ple, if, as was the case i July,
U.S. consumers buy 0.4 percent less than they did the prior month, then to prevent GDP
from falling, the three other components would have 10 rise by more than twice as much
(at least 1 percent) just to make up for the decline in consumption.
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Concems have been voiced that the Bush administration s $700 billion financial rescue plan will constrain the gov-
crmment’s ability to boost spending, but the rescue package should not constrain fiscal policy at this time. The res-
cue package Congress passed in September is aimed at unfreezing credit markets while insulating America'’s work-
ing families from the financial crisis by making i that may lly generate positive returns. For ex-
ample, the Treasury now plans to invest $250 billion in U.S. banks in exchange for equity shares, so that taxpayers
will see at least some return on their investment. As former Treasury Secretary Lawrence Summers wrote recently,
“for the near term, government should do more, not less .... The case for fiscal stimulus — policy actions that in-
crease short-term deficits ~ is stronger that any time in my professional lifetime.””

Today's economic difficulties are happening after the ic recovery in the post-Weorld War Il period.
Indeed, real family incomes are still lower than they were 8 years ago. As this economic downturn deepens, fami-
lies have a limited ability to maintain their living standards in the face of falling wages or job losses because the
weak recovery of the 2000s has lefi them with little to fall back on. Household incomes ncver recovered to their
pre-recession peak, so families took on more debt to maintain their standard of living.

In the recession of the early 2000s, home prices were rising and households had easy access to credit so they re-
sponded to falling real incomes by taking out billions of dollars in home equity and credit card debt. This borrow-
ing helped to keep the economy moving (although at a relatively low rate) and helped pull the economy out of re-
cession. Falling home values and rising debt have driven family balance sheets to their worst condition in decades,
and banks are now curtailing access to credit.

As the ten charts in this paper show, the deterioration of family ic ci makes a ¢ -led
recovery unlikely.
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10 Reasons Why U.S. Households Will Not Be Able to Revive the Economy

1.
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Measured by wage gains and job growth, the 2000s economic recovery was the weakest in generations
(Figure 1). The 2000s economic recovery created an average of 102 000 jobs each month, less than half as

many as during the 1990s

ion, when the

d an average of 205,000 jobs each month, or

Y B
the 1980s cxpansion, when the economy generated an average of 234,000 jobs each month.

Lackluster wage growth ac-

companied these limited em-

ployment gains. For women,
the 2000s recovery hrought 00
weaker wage gains than the
1990s or 1980s economic 400
recovery, while men experi-
enced declining real wages §®
over the 2000s
Wage growth has been slow
over the past scven years de- o
spite the fact that productiv-
ity—which should rise in o
“tandern with wages—rose by
over eight times as much s
real Jvages, 2.5 percent per
year.® The benefits from pro-

recovery.

ductivity growth were not 2 930

shared with workers.

The 2000s economic recovery was the first since World War Il where the typical household saw a net
loss of income (Figure 2). Families are starting this downtem with less income than they would have if the
2000s recovery had provided them with real income gains. Real household incomes were $324 lower in 2007
(the last year for which we have data) than they were in 2000. For “working age” households (those headed by

Figure 2. Histarically Unprecedented Fall in Household income
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someone under 65), real
household incomes fell
by $2,178 between 2000
and 2007 Given that
wages have fallen
sharply in 2008 and
hours have stagnated,
there is little indication
that the data for 2008
will show any improve-
ment in incomes. If the
2000s recovery ended in
late 2007, this is the first
recovery in decades
where household income
does not recover to its
pre-recession peak.
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In the face of income losses, families maintained their living standards by borrowing and the ratio of
h hold debt to disposable i soared (Figure 3). The 2000s economic recovery saw significantly
greater growth in houschold borrowing than previous economic cycles and this growth has accelerated in re-
cent years. There are many theorics on the causes of this growth;'® however, the desire to maintain living stan-
dards in the face of declining income likely played a key role. The increase in borrowing has left houscholds
with considerably larger debt loads than in the past.'’ Today, U.S. household debt is over 1.3 times the total

amount of disposable income households receive in a year,

Figure 3: Household Debt Soars

Houschold Debt as Percent of Disposable Parsenal income At Recent Cyclical Peaks

150%

Retoveryending in 1959 Recovery ending in 2000 frecovery ending in 2607

Families are now spending a historically high share of their income on debt payments (Figure 4). House-
hold debt service ratics have reached historic highs as a percentage of personal income, even though real inter-
est rates reached record lows during the early part of this decade. The Federal Reserve estimates that a typical
household pays over 2 percent more of its income in interest payments today than it did ten years ago. That
increase represents $1,100 a year in additional interest payments for the typical U.S. household."

Figure 4: Households Are Spending A Record

Share of Income on Debt Payments
chotd Uebt Se1vice Ratio, 19802008
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5. As home prices fall, household net worth is plunging (Figure 5). Rising real estate prices peaked in July

2006. Since that time, h g prices have declined almost 20 percent and economists forecast them to fall
further." This house price decline has aiready caused a decline in household net worth and this is likely to fall
even further as home values continue to decline. The Center for Economic and Policy Research has estimated
household net worth for 2009 based on the declines in home values that have alrcady happened and the con-
servative assumption is that housing prices fall by only an addmonal 10 percent between mid-2008 and mid
2009. Based on this conservative esti of h g price declines, the study finds that by 2009, real median
household net worth will drop to its lowest levels in twenty years,"

Figure 5: Home Prices Falling Rapidly
0-Gity Composite Home Price Index

6. Families have little or no savings “cushion” to maintain living dards in the face of unemployment or

falling real income (Figure 6). The national savings rate was near historic lows in 2007, at one-half of one
percent. ° Low savings means that many families will be unable to dip into reserve funds as incomes fall or
they lose a job. The Center for American Progress has recently used Federal Reserve data to estimate the num-
ber of households who have a three-month “cushion” of savings to cover an unemployment spell or a medical
emergency. They find that in 2007 Iess than 30 percent of families have such a reserve fund available, down
from over 40 percent a decade ago.’®

Figure 6: Fewer Families Have Savings "Cushion”
Percant of Fam with 3+ Months of Income in Financial Wealth, 1988-2007
A5% -

1395 1997 H 2003 2005 20607
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Familles own a smaller share of their home than at any time since World War I1 (Figure 7). Current lev-
¢ls of homeowner's share of equity are the lowest ever recorded: the average homeowner owns less than half
of his or her home. The decline in home equity is due to two factors: first, record levels of home equity loans
taken out by families in the mid-2000s, and second, recent declines in housing values. The growth in housing
prices during the carly 20005 allowed families to significantly incrcase home equity withdrawals. The Federal
Reserve estimates that by 2005 there were over $900 billion in home equity loans outstanding - a 124 percent
increase since 2000. The
same stady found that the Figure 7: Homeowners' Share of Equity Hits All-T
average angual level of Shave of Home Owned by Homeowners, 1978-200
home equity extraction
increased by 350 percent
in 2001-2005 as compared
to the previous decade of
1991-2000, pumping an
extra $160 billion annu-
ally into the economy.'”
As home values have
fallen over the past two
years, the share of their
homes that . homeowners
actually own has plum-
meted. Many recent pur-
chasers have no equity in
their homes, or even nega-
tive equity — homes that k4
are now worth less than
the mortgage borrowed to
purchase them.

Women’s earnings will not be able to cushion families as they have in prier recessions (Figure 8). In the
1970s, 1980s, and 1990s, family income growth was due in large part to the increase in women’s labor force
participation. Only families who have had a working wife have seen income growth since the early 1970s;
families with a stay-at-home wife have seen no growth in their inflation-adjusted family income. However, in
the 2000s, the share of women working stopped rising first, due to particularly devastating job losses suffered
during the 2001 recession and then compounded by siow employment growth during the economic recovery
thereafter.'® Since women
i did not recover to their
Figure 8. Only Families With a Working Wife See Income Gains pre-recession employment

Growth in Married-Couple family Median income, 1947-2007 levels, families may no
longer be able to rely on
women to help maintain
their living standards in a
downtum. This is looking
more likely: in recent
months, women’s unem-
ployment has hovered
near its peak during the
2000s recession,  This
underscores that families
are not going to be able to
rely on women's employ-
ment to help buffer in-
comes during this down-
turn, as they had in prior
downturns.
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9.

Falling real wages, little or no savings, and the inability to borrow have already dragged down con-
sumption (Figurc 9). Rising unemployment and falling real wages, combined with litde savings to dip into
and increased constraints on bomrowing have pushed down consumption. Year over year growth in real per-
sonal consumption has

Figure 9: Consumption Growth Already At 16-Year Low fallen sharply in recent
Year Over Year Growth in Real Persanal Conumption Expenditures, 1975-2008 quarters and is already
below where it was during
the early 2000s recession.
The trend is worsening, as
preliminary data from the
last two months shows
actual declines in real con-
sumption expenditures.
Expenditures on durable
goods such as cars and
furniture - the easiest item
for consumers to cut back
on - have been particularly
hard hit. In the second
quarter of 2008, durable
goods consumption
dropped to 7.4 percent of
GDP, the lowest level in
26 years.

. Investment in residential houslng is unfikely to boost consumption, given record home Inventory (Figure

10). Looking back on prior recessions, the cycle has typically been that home pun:ha.sﬁ fal] Guring the reces-
sion, but that they help lead ption as the y moves out of the recession.’ Typlcally this has
been because as the Federal Reserve lowers interest rates, mongage rates fall so the price that consumers pay
10 buy a home falls. This, in turn, spurs businesses to invest in new homes and ‘durable goods, since people
tend to buy new appliances and fumiture when they move into a new home. However, this is not likely to be
the case this time around. The third quarter of 2008 saw a record-high backlog of new homes for sale —10.7
months — and it will be qu:te some time before that backlog is sold and there are incentives to invest in home

ion. Already, n is at lows typically only seen during recessions: in August 2008,
residential construction hit a |7-ycar low.” Given the record-high backlog of homes for sale, it is likely to fall
further before it recovers, dragging down economic growth,

Figure 10: Investment in Residential Housing Is

Uniikely to Boost Consumption
Private Residential Investment as & Share of Gross Domestic Product, 1979-2008
os
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Stemming the Curvent Downturn Will Require More Economic Stimulus

The combination of sustained job losses, falling home prices, and record levels of household debt mean that con-
sumer spending ~ the largest single source of demand — is unlikely to sustain robust economic growth in the fore-
seeable future. To the contrary, consumption weakness is likely to contribute to economic deterioration, In short,
the prospects for a led recovery are not encouraging, making it crucial that Congress and the President
take additional measures to shore up the economy.

As employers continue to shed jobs and real wages fall to a seven-year low®, families are increasingly limited in
their ability to draw down assets or rely on debt b of the credit sq and falling home values. During the
early 1990s and early 2000s recessions, familics who saw falling incomes or lost their jobs were able to borrow to
maintain their consumption or dip into their savings. However, because family balance sheets are in their weakest
position in decades, this will not be possible for millions of families this time around.

If unemployment continues to rise, family’s resources are likely to continue to decline s higher unemployment
leads to declining real wages and incomes. Researchers estimate that in a mild-to-moderate downturn, families
could lose just over $2,000 per year by 2010, but in the case of a more severe recession, families could see income
losses of $3,750 per year by 201 1.2 However, unlike during most downtumns, this income hit will occur when fam-
ily balance sheets are already in their weakest position in decades.

The weak of household fi means that this recession could be particularly long lasting and severe, with-
out swift government action to keep the economy moving: it is the fastest way to increase economic growth, pro-
mote job creation and support families in the short- to near-term.

1 \ 'y

Congress has already idered a new sti P ge. On Scp 26", the House passed an economic
stimulus package that included infrastructure i ded iployment benefits for the long-term un-

ployed in high ployment states, Food Stamp assistance, and funding for states to continue their Medicaid
programs. On October 3, the House voted to extend unemploy benefits to ployed workers in high unem-

ployment states. These efforts have stalled b the President has th d & veto and Senate Republicans
have blocked them.
A temporary fiscal stimulus designed to support ic activity and household well-being, will lessen the sever-

ity of the downturn and shorten its duration, while laying the groundwork for future economic growth.

10
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PREPARED STATEMENT OF CAROLYN MALONEY

Today’s news is bleak. The gross domestic product, which is the broadest measure
of our economy, fell by 0.3 percent and consumer spending fell by 3.1 percent in the
third quarter. This news comes on the heels of this week’s dismal report that the
consumer confidence index plunged to an all-time low in October. All of this pro-
vides further confirmation that unless we act to bring real relief to Main Street,
families will continue to suffer serious economic hardships.

These data indicate that Speaker Pelosi has been right in pressing for additional
economic stimulus as the Congressional hearings this month have shown.

Over the past year, we have seen the sub-prime crisis turn into a full-blown finan-
cial crisis. Many economists now warn that we are the midst of a recession, quite
possibly the worst in decades, and the impact on families may be devastating with-
out government intervention.

This committee has been tracking the unfolding economic crisis for over a year.
In our monthly hearings on the employment situation, we have seen how the private
sector has shed nearly a million jobs in 2008 and U.S. workers have lost all of the
wage gains that they had made during the 2000s recovery.

There is now a growing consensus that Congress should enact a second stimulus
package and that it should be larger than the one we passed in January. During
recent testimony in front of the House Budget Committee, Federal Reserve Chair-
man Ben Bernanke gave his support to another round of significant economic stim-
ulus: “[Wlith the economy likely to be weak for several quarters, and with some risk
of a protracted slowdown, consideration of a fiscal package by the Congress at this
juncture seems appropriate.”

As detailed in a Joint Economic Committee report released yesterday, the need
for stimulus is urgent. A consumer- or export-led recovery is unlikely because this
downturn follows the weakest recovery on record. Even as the economy expanded
over the last eight years, household incomes never recovered from the last recession.
Falling home values and rising debt have driven family balance sheets to their
worst condition in decades, while at the same time banks have been curtailing ac-
cess to credit. As consumers cut back on their spending, this drags down the econ-
omy further.

Economists are also encouraging Congress to recognize that during a potentially
protracted and deep downturn, concerns about budget deficits must be secondary to
the goal of getting the economy back on track. Former Treasury Secretary Lawrence
Summers has said, “The idea seems to have taken hold in recent days that because
of the unfortunate need to bail out the financial sector, the nation will have to scale
back its aspirations in other areas such as healthcare, energy, education and tax
relief. This is more wrong than right.”

Congress has already taken numerous steps to help buffer families from the ef-
fects of the downturn. More than 130 million American households have received
a Recovery Rebate and 3.5 million unemployed workers have received extended Un-
employment Benefits. In July, Congress enacted a housing package aimed at stem-
ming the tide of foreclosures.

As the financial crisis worsened this fall, Congress began a sweeping investigation
to examine the root of the crisis and lay the foundation for action on common sense
regulation of the financial and housing industries.

This is grim news today, but I expect this Congress will act with the current
President and the next President to get the economy back on track and get Ameri-
cans back to work. Clearly, we need a new direction on economic policy. American
families need more help to weather this economic storm.

I want to thank our distinguished panel of witnesses for appearing before us
today and thank Senator Schumer for calling this hearing. I look forward to today’s
testimony as we help to lay the groundwork for the next economic stimulus package.
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“] join Vice Chairwoman Maloney in thanking the pancl of witnesses before us today.

Congress and the Bush administration have taken extraordinary steps to address this
once-in-a lifetime global financial crisis, unlock the credit market, restore investor
confidence and work with other nations to prevent a worldwide financial meltdown.
Given the resilience of the American economy, averting a sustained global recession will
atlow us to recover much more quickly.

Whether these actions are proven a success or & failure depends a great deal on how
smarily and timely they are implemented. The guestion now is not how many more
financial pills we can stuff down the market’s throat, but how effectively they are
administered and given time to work.

1t would be wise, as well, for the financial institutions receiving this help to act
responsibly. Hoarding these taxpayer dollars or simply using them to swallow smaller
competitors does nothing to increase credit for the credit-worthy or address the crisis in
confidence facing this nation. If these banks choose to use these dollars simply to further-
a competitive advantage rather than contribute to the recovery of our economy, 1 imagine
there will be plenty of bipartisan scrutiny within Congress to those irresponsible actions.

As for the need for a second stimulus package, I seriously question its effectiveness.
Already there is ample evidence that it will simply become a Christmas Tree of pet
congressional projects, from Amtrak to Medicaid, adorned with financial handouts to
local and state governments whose spending has outpaced even that of Congress—a -
remarkable feat given that this Congress is the.Usain Bolt of spending.

Should there be help for the unemployed in struggling states? Of course.

Are there pro-growth tax measures that could help kick-start our economy? Yes.
Especially lowering for one year the tax levee that prevents American companies from
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flowing back an estimated $350 billion in foreign profits from overseas and investing
them in new jobs and research here at home.

Could we create jobs by injecting a boost of funding in our crumbling highway and
bridge infrastructure? If done right, probably. But only if we bypass the federal
Depariment of Transportation and inject those dollars directly into bid-ready construction
projects that can churn in the next twelve months.

But in the end, there is reahty The last stimulus did not work, the dollars eaten up by
high gas prices and, to their credit, taxpayers who chose to save their checks. The last
time Congress provided financial aid to the governors in 2003, many states choose simply
to pad their growing payrolls which has on!y made worse the financial crisis they face
today. .

And given the size of our $14 trillion economy, this stimulus package is likely too small
to have any significant impact. To put it in real terms, if the American economy were the
size of a football field, the stimulus package represents only one yard line. Or if it grows
larger, as some propose, two yards. It is difficult to see how that impacts the economic
game in any meaningful way.

Congress needs to do all it can to help this economy get back on its feet, but cannot forget
the dire financial crisis of its own. '

Republicans, to our discredit, did not control spending and left control of Congress with
an annual deficit of $160 billion. Democrats in their first year of control tripled the
federal deficit to over $400 billion ~ tripled, in just one year. Worse, at the end of the
current fiscal year Democrats can boast the largest deficit in American history.

And in the good news — bad news scenario, that's what counts for the good. The bad is
that it doesn’t yet factor in the costs of the financial rescue plan or the nearly $60 trillion
in unfunded liabilities in Social Security, Medicare and Medicaid.

Any stimulus packagé Congress considers should be debated in the context of both the
current economy and the shaky financial foundation of the federal government.

Given that the growing American deficit and the loommg entitlement crisis was a
concem of world markets before the current financial crisis, perhaps one signal Congress
could begin to send is that we too are going to be