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Mr. Chairman and members of the Committee, thank you for this opportunity to testify. I believe that HR 853
is a thoughtful effort to improve the budget process and to adjust it to an era of surpluses. However, I think
that there are a few places where modifications could improve the incentives inherent in the bill.

Before getting into those issues, let me first support the proposal to make the budget resolution a joint
resolution rather than a concurrent resolution. I have long thought that it would be useful to bring the
President into the bargaining process early. It slightly enhances his or her influence over budget strategy,
which I believe to be appropriate given our severe constitutional limits on the President’s power over
budgetary matters. By creating the fallback of allowing rapid consideration of a concurrent resolution if the
Congress and the President fail to reach agreement, you address the most compelling criticism of a joint
resolution and that is that the bargaining process could be very time consuming and inordinately delay the
passage of a complete budget.

Nevertheless, the problem of delays remains a serious issue. Bargaining over a resolution could take a long
time before it is recognized that there are no grounds for an agreement. It is my hope that in a typical year,
the time spent bargaining over aggregates could smooth the way for more rapid agreements regarding
individual policy issues as the year progresses. It has to be recognized that there will be periods in which this
will not be true, however. During the Reagan Administration, there was remarkably little disagreement
between the President and the Congress over total spending. There were, however, profound disagreements
over the division of spending between defense and nondefense programs. Consequently, some caution is
required. My overall conclusion is that a joint resolution has enough merit to be tried, but the Congress has to
be ready to reconsider if it becomes evident that the approach is not working efficiently.

I like the bill’s approach to insurance programs. Conceptually, there is little doubt that they should be
estimated on an accrual basis. Practically, it cannot be denied that there are areas where it is extremely
difficult to make credible estimates of the appropriate accrual amounts. The most difficult issues arise in those
areas, such as deposit insurance, in which there is a tiny probability of a catastrophic event. Small changes in
the absolute value of the probability can create large changes in the appropriate accrual estimate. But you
allow considerable time for the agencies doing the estimates to work on methodologies and the results of that
work will determine whether or not this is a practical reform. I suspect that the CBO will, in fact, be able to
resolve most of the difficult conceptual issues.

The bill provides an exception for certain social insurance programs. For information purposes, I believe that
it would be useful to estimate the contingent liability in the social insurance programs as well, especially Social
Security and Medicare. This is done, in a way, when the trustees of those programs examine the financial
future of the trust funds. However, this is not a very useful economic concept, because the economic burden
imposed by those programs is not directly influenced by the amount of resources held by the trust funds.
Routinely providing an estimate of the present value of the expected liability and the present expected value
of the earmarked payroll tax would provide valuable complementary information.

Turning to some areas where I believe the incentives created by the bill could be improved, I would especially
single out the portion of the bill that attempts to avoid disruptive closures of government agencies when
appropriations actions have not been completed. Allowing spending to continue at last year’s level is too
lenient in my view. We all know how easy it is for a determined minority to delay action in the Congress. I
fear that if a majority of the Congress wishes to cut a program, it may not get done under this rule.
Conversely, a minority may find it easy to thwart increases in a program.

I think that it has to be more painful to delay action. The automatic appropriation could be set at the lower of
the level passed by the House or Senate, or if nothing has been passed, at 95 percent of last year’s level.

HR 853 makes a valiant attempt to deal with "emergency" spending. Last year, a particularly large amount of
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HR 853 makes a valiant attempt to deal with "emergency" spending. Last year, a particularly large amount of
spending that could not be related to any real emergency was funded by so-called emergency legislation, thus
circumventing the previously legislated caps on discretionary spending. The bill tightens the definition of an
emergency, gives the Budget Committee Chairman considerable power to enforce the definition, and sets
aside a reserve fund to cover normally expected natural disasters and other true emergencies.

In considering these provisions, it is important to recognize that the main problem does not stem from the
procedures for handling emergencies. Severe pressures have been imposed on those procedures, because the
Congress was faced with caps on discretionary spending that were so severe as to be impractical politically.
The problem arises because the caps have no programmatic content when they are passed. That allows them
to be lowered arbitrarily, especially in the out-years. When the out-years arrive, the Congress is faced with a
severe problem. A vast majority wants to pass programs that violate the caps, but they do not want to
increase the caps explicitly for fear of being labeled spendthrifts.

I doubt that any emergency procedure will work well unless the Congress faces up to this basic problem.
Because the caps are inherently arbitrary when passed, the Congress might wish to consider an arbitrary rule
regarding their growth. The rule would attempt to strike a balance between realism and fiscal prudence. For
example, caps that allowed one percent real growth per year would provide considerable more flexibility than
the current caps while still ensuring that discretionary spending would not grow faster than the GDP. Such a
rule would have to be revisited from time to time and there would likely be instances where special provisions
and fire-walls are needed for specific types of spending, e. g. defense. But my main point is that we need an
explicit debate on the levels of the caps. If that debate reaches a reasonable conclusion, it will be less
essential to modify emergency procedures.

The emergency procedures established by the bill have one flaw that could become serious if the current
approach for formulating discretionary caps is not changed. It bases the reserve for emergencies on a
five-year moving average of past expenditures. I fear that there will be severe pressure to spend at least the
reserve and because there will be years in which true emergencies push spending above the reserve, the
five-year moving average will be placed on a strong upward trend. I would equate the reserve to some other
variable. For example, it could be equated to some percent of last year’s outlays. One percent would provide
somewhat less than was spent last year. One half of one percent would provide something less than was
spent on average over the last five years.

Another change included in the bill would have the baseline for discretionary spending defined as last year’s
nominal spending level instead of defining it to be last year’s level plus an adjustment for inflation. I do not
think that this change will have as important an effect as some believe, but I have no strong objection so long
as CBO continues to report amounts adjusted for inflation. That will help policy analysts in and out of
government understand what is happening to the real level of goods and services provided by various
programs.

Those who argue that the baseline should hold nominal levels of discretionary spending constant believe that
the current approach imparts an upward bias to spending. I am not so sure this is the case, because there are
also biases the other way. When I was at CBO, I had pressures from some committees to raise the baseline
for programs that they were intent on cutting. It was as though they would not initiate cuts unless they got
credit for more significant savings than they got with the traditional baseline concept. Similarly, a committee
may be more inclined to increase spending on a highly popular program, if they get credit for a bigger
increase relative to the baseline.

The most difficult challenge faced by the bill involves the effort to retain the discipline imposed by
pay-as-you-go (PAYGO) rules while allowing the surplus to be used for spending increases or tax cuts. PAYGO
rules were clearly designed for an era of deficits. They prohibit policy changes involving taxes or entitlements
that would increase any deficit during the projection period, which was defined to be five years when PAYGO
was first adopted. These same rules now prohibit any reduction in the projected surplus because of tax or
entitlement changes. Although I favor saving a considerable portion of the projected unified budget surplus,
this is a policy decision and the formal budget process should not so strongly favor one policy outcome over
another.

The proposed rule would allow projected surpluses to be used up by tax cuts or entitlement increases. If the
projections prove too optimistic and a deficit emerges, a sufficient portion of the cost of the previous policy
action has to be made up in order to eliminate any deficit. Otherwise, a sequester will be imposed. If,
however, a deficit emerges because of a recession, the rules would be suspended and there would be no need
to make up for past policy actions. OMB estimates and projections will be used to enforce these rules.

There are a number of problems with this approach. First, budget projections might be adjusted by large
amounts even if the economy does not go into a recession. For example, growth can be weaker than
expected, interest rates might be higher, and medical cost growth may rise faster than expected. The
required policy adjustment could be large enough to impose a substantial negative shock on the economy, or
more likely, the goals will have to be changed as under Gramm-Rudman, and the whole process will lose
credibility.

This problem could arise even if all projections are done honestly. However, the proposed change creates a
strong incentive for the promulgation of rosy economic scenarios, thus leaving future policy makers to deal
with the problems that arise when the scenarios do not materialize. The change also creates an incentive to
promulgate unrealistically low caps for discretionary spending in the long-run, thus making it appear as
though there is more room for a tax cut or entitlement increase. These incentives will tend to increase the



size of future deficit reducing actions, thus increasing the probability of destabilizing corrective actions.

These problems are formidable, but on the other hand, current PAYGO rules are so inappropriate for an era of
surpluses that I suspect they will not survive without modification. What then, should we do?

I think that we are better off with a weak variant of PAYGO rather than with no PAYGO at all. The propensity
to promulgate rosy scenarios and to set unrealistically low spending caps would exist even if there were no
PAYGO. But because the danger of forcing destabilizing shocks is very real in the PAYGO variant described in
this bill, I would suggest a weaker variant in which bygones are bygones and corrective action is not required
if a deficit emerges. The only thing that happens is that we go back to traditional PAYGO rules.

One might say that this increases the propensity to assume rosy scenarios and to lower future discretionary
spending caps, because all future penalties for doing so are removed. That is true. The problem of the caps
would not be so severe, however, if my previous suggestion was adopted and we had an explicit debate about
setting caps in a realistic, but fiscally prudent manner.

The problem of rosy scenarios is somewhat different. Unless OMB became totally outrageous in their
estimates, the errors in a rosy scenario are likely to be relatively small for the budget year, but then they
grow mightily in future years. Rosy scenarios are, therefore, not suited for justifying large initial tax cuts or
entitlement increases. Instead, they work better as a means for justifying large surplus reducing measures
that have a small effect immediately, but are then phased in over time. If the bill built in a mechanism for
cutting off phase-ins when future deficits were projected, I believe that the danger posed by rosy scenarios
would be greatly reduced.

The danger of rosy scenarios would be further reduced if the weakened PAYGO rule were based on CBO rather
than OMB estimates. CBO forecasts cannot stray far from that of a consensus of outside economists.
Administrations have more scope for playing with the numbers. Although not a lawyer, I believe that the rule
could be written in a constitutionally acceptable fashion. When the Supreme Court ruled that CBO could not
play an operational role in administering Gramm-Rudman, it left intact the ability of CBO to declare a
recession, which in turn allowed the Congress to turn off Gramm-Rudman.

It is true that sequestration is based on OMB rather than CBO estimates, but since we are worried about rosy
scenarios, the OMB estimates would not be constraining. When OMB turns out to be less optimistic than CBO,
the difference is seldom very large and in those times the Congress would have to pay a lot of attention to
where OMB was coming out, but that should not be difficult.
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