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THE ROAD TO ECONOMIC RECOVERY:
POLICIES TO FOSTER JOB CREATION
AND CONTINUED GROWTH

TUESDAY, FEBRUARY 23, 2010

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

The committee met, pursuant to call, at 11:30 a.m., in Room
2325, Rayburn House Office Building, The Honorable Carolyn B.
Maloney (Chair) presiding.

Representatives present: Maloney, Hinchey, Sanchez, Cum-
mings, Snyder, Brady, Paul, Burgess, and Campbell.

Senators present: Casey and Brownback.

Staff present: Brenda Arredondo, Andrea Camp, Gail Cohen,
Colleen Healy, Andrew Wilson, Rachel Greszler, Jeff Schlagenhauf,
Ted Boll, and Robert O’Quinn.

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

Chair Maloney. The meeting has come to order. I would like to
thank everybody for coming. And I would like to thank you for
being here. And we are waiting for the ranking member to get
here, and given time constraints for Members on both sides of the
aisle—we are all trying to make up snow days and have many,
many hearings planned—we are going to give all members a
chance to ask questions. I would like to limit the ranking member
or his designee for 5 minutes and others for 3 minutes.

I would like to give my opening statement before I introduce
Doug Elmendorf, who will be testifying before us today. Today’s
hearing continues the JEC’s focus on our country’s unemployment
problem, an effort that we are intensifying this year. The historic
one-two punch of snow a few weeks ago delayed our series but we
are trying to get back on track today. We will be examining ways
to help our economy recover from the great recession of 2007,
which was fueled by the double blow of crises in both the housing
and financial services sectors.

Most economists believe we have two broad job-creating policies:
increased demand through stimulus and giving incentives to em-
ployers to hire additional workers.

Today we welcome the Honorable Doug Elmendorf, Director of
the Congressional Budget Office. He will give CBO’s assessment of
policies and strategies to spur job creation in the near term.

o))



2

On Friday we will continue our hearing from business leaders
and economic forecasters as we explore the prospects for employ-
ment growth in the coming months.

Today’s hearing is timely, since the Senate plans to consider ad-
ditional actions this week to put Americans back to work. Creating
jobs is the top priority for Congress on both sides of the aisle and
for our country.

With almost 15 million Americans out of work, it is clear that
immediate targeted actions are needed to spur hiring and boost
employment. The questions before us are: How do we create jobs
quickly? And which policies are most efficient? Which offer the
most bang for the dollar? This hearing will help shine a light on
the specific actions Congress should take right now, not in some
distant future.

Just over 1 year ago, the current administration took office tak-
ing the helm of a country suffering from the worst crisis since the
Great Depression. During the last 3 months of the Bush adminis-
tration, we lost an average of 720,000 jobs per month. In contrast,
the most recent 3 months of the Obama administration, we lost an
average of 35,000 jobs each month. The trend is heading in the
right direction.

Thanks to the Recovery Act, the economy is growing. The Bureau
of Economic Analysis reported that in the final quarter of 2009, the
economy expanded at a rate of 5.7 percent. The Recovery Act in-
cluded a tax cut for 95 percent of American families and created
jobs while investing in clean energy technologies, infrastructure,
and education.

While we have brought the economy back from the brink, we are
not yet where we need to be in terms of job creation. Over 8.4 mil-
lion jobs have been lost during this great recession, and in addition
to the 14.8 million workers who are currently unemployed, there
are 8.3 million workers who currently work part-time but would
like to work full-time.

In the last year, Congress has enacted policies to support strug-
gling families and encourage job creation. These actions include
creating and extending the first-time home buyers credit; boosting
funding for small business loans via the Small Business Adminis-
tration; extending safety net programs, such as unemployment ben-
efits and food stamps; and extending the net operating loss carry-
back provision that will help small businesses hire new employees.

But we need to redouble our efforts to create jobs. In order to
bring creative ideas on job creation to Congress, I started the year
reaching out to CEOs of Fortune 100 companies and leaders of
small businesses. And I asked these employers to share with us
their ideas for job creation.

In order to jump-start job growth, I have introduced an employer
tax credit cosponsored in the Senate by my JEC colleague, Senator
Casey, and my fellow New Yorker, Senator Kirsten Gillibrand. The
idea was suggested by several of the responders to our survey. The
credit will give employers an incentive to hire new workers and
raise wages. This will help workers get back on their feet, spark
consumer spending, and brighten our economic climate.

I welcome CBOQO’s input about how to best design an employer tax
credit. A recent CBO study showed that an employer tax credit,
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similar to the one in our bill, is one of the most effective and effi-
cient ways of spurring hiring. The object of this week’s hearing is
to get feedback from experts to make sure that our actions work
and help to create jobs. For example, CBO has pointed out that one
of the lessons of the 1970s employer tax credit was that many em-
ployers did not even know about the tax credit until they filed their
returns, too late to effect hiring decisions.

I look forward to CBO’s perspective on finding solutions to the
mos‘i’1 pressing issue of the day—creating jobs. Thank you very
much.

[The prepared statement of Representative Maloney appears in
the Submissions for the Record on page 30.]

And I recognize Mr. Brownback, the ranking member, for 5 min-
utes.

OPENING STATEMENT OF THE HONORABLE SAM BROWN-
BACK, RANKING MINORITY, A U.S. SENATOR FROM KANSAS

Senator Brownback. I thank the Chair for the hearing. I ap-
preciate this very much.

Director Elmendorf, you have one of the most challenging jobs in
government. I welcome you here, and I look forward to the ques-
tion-and-answer session.

I will submit my full statement into the record so we can get to
the questions as soon as possible. But the one thing I would note
to the director is, we are seeing the Fed now start developing poli-
cies to pull back some on the monetary supply, which I think is a
wise move on the Fed’s part, having put a lot of money out there
during the recession, the key parts of it, to try to keep the banks
going, keep the economy as liquid as you possibly could. And I
think that is a wise move on the Fed’s part.

I sure think on our part, then, we ought to be looking at how we
get our deficits down. I mean, you would think if the Fed is looking
at the economy and saying, okay, it is probably starting to hit bot-
tom, maybe it is going to start coming out, and I would love to hear
your thoughts and comments on this. We have to work on the job-
less rate, yet it almost seems like now would be the time period
we would start looking at how you pull back on some of the deficits
that the Federal Government is running?

And those numbers are absolutely horrific. We have seen the
President’s proposed budget. The publicly held national debt will
nearly double from 40 percent of GDP in 2008 to 75 percent of GDP
in 2018. And that is the publicly held debt. The total U.S. debt will
surpass 90 percent of GDP this very year. I know, Director, you
know these numbers very, very well. But that 90 percent total debt
threshold number is one that I have heard a number of economists
cite and say, this is a troubling level.

Now, when you get to this point in your debt level, then it starts
being a drag on your economy and can drag it down. I have seen
numbers as high as reducing it 4 percent in its growth rate. So it
seems to me that we are at one of these crossroads that the Fed
has identified that now, after having put a lot of money out there
to try to stimulate the economy to try to help, now you have got
this debt and deficit debt at 90 percent of GDP, and it is time you
start looking at ways to pull this back so that you can get that
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under control so it won’t drag on your economy or so that the Fed’s
numbers won’t create an inflationary situation. And I really think
this is something we have got to start looking at aggressively for
us as a country.

I would note, finally, that I will be hosting, along with my col-
league, Mr. Brady, a discussion this afternoon, a seminar at the
Capitol Visitor Center, about return to prosperity, creating the
strongest economy of the 21st century. We have a Nobel prize win-
ning laureate, Dr. Edward Prescott; a noted monetary economist,
Dr. Allan Meltzer; a former OMB director and some others at that.
I think we have to start looking at this in the big broad picture.

I think we all want the same thing; we want a strong vibrant
growing economy. But you have got to start making these moves
to get the deficit under control. That is what we control. And I hope
you can help us identify some of the paths and ways that we can
do this so that the deficit and the debt doesn’t drag our potential
for some real economic growth to take place. I want to thank the
Chair again for the hearing.

[The prepared statement of Senator Brownback appears in the
Submissions for the Record on page 31.]

Chair Maloney. Thank you.

Representative Sanchez.

Representative Sanchez. I have no opening statement.

Chair Maloney. Okay.

Mr. Campbell.

Representative Campbell. No.

Chair Maloney. Representative Snyder.

OPENING STATEMENT OF THE HONORABLE VIC SNYDER, A
U.S. REPRESENTATIVE FROM ARKANSAS

Representative Snyder. Thank you, Madam Chair.

Mr. Director, I appreciate you being here. I want to make a few
comments about banking. I know you are not a banker. It was ac-
tually me that had my staff call to get a list of all your publications
over your entire life, just to see if you have ventured into the area
of banking, and I decided you had the kind of background I could
ask the question to, so I am going to take advantage of this time.

I want to tell my own personal experience about overdraft fees
and some of the things with Bank of America and then lead up to
my comment. But $35 overdraft fees. I had the experience some
time ago of discovering the hard way that the checks are processed
in your account not in the order that you incur them but in the
order of biggest to smallest. You are probably aware of that. I
pulled it on a Saturday, checked my account, had $140 or some-
thing, took out $100. By the time it was processed that following
Monday, the $100 was, the order was changed. So, in fact, the $100
incurred an overdraft fee because they are processed not in the
order in which I took money out but in an order that is most ad-
vantageous to Bank of America to drive me into overdraft fees.

And then we are all familiar with the delay. From the time I
make a purchase, it may show on my account pending Starbucks
$3.95, but it may be a while before the merchant gets that dollar.
The banks are holding that money and making some money on
that.
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But this is what got me started. I was approached at a ball game
not long ago in Little Rock by an employee of Bank of America who
said there are some practices going on that are shameful. He said
that what is happening is that people may well get their over-
draft—and we are all responsible for keeping track of our money;
I make mistakes on this stuff like a lot of people can—but he said,
in fact, that money then does not immediately go to the merchant.
It is still held for a period of time, during which the Bank of Amer-
ica makes money on that. And he said, how can this money sud-
denly have a new owner? It is either mine, or it is the merchant’s.
It is not the bank’s. So I am paying $35 for the privilege of the
merchant getting the money, but in fact the bank is holding the
money for an additional period of time. And he came to me because
he was embarrassed by what, in his view, I don’t know if he is
right or not, but this is what he told me happened. And then the
occasion of——

Chair Maloney. The gentleman’s time is almost up.

Representative Snyder [continuing]. I am sorry.

And then if you want to have a cash transfer made from your
Bank of America credit card into your checking account, it is a 25
percent interest rate. And the last time I did that, a few weeks ago,
I felt like I was dealing with a loan shark. And the comment and
question I want to make is, how can we think small business in
the American community, business community, is going to do well
if their bankers are not on their side? It is like we are no longer
dealing with Jimmy Stewart; we are dealing with Mr. Potter, to
put it in a metaphor that we can all understand from “It is a Won-
derful Life.”

And I know the chairwoman has done a lot of work on this. But
you are talking a lot about job creation. It seems like we still have
an issue that the dynamic between business people and customers
and their bankers has changed over the last several decades.

Thank you, Madam Chair.

Chair Maloney. Thank you. Mr. Brady.

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

Representative Brady. Thank you, Madam Chairman.

Director Elmendorf, thank you for being available to the com-
mittee this morning. Given the depth and length of this recession,
economists would normally expect a sharp V-shaped recovery with
a strong rebound in output and employment. As we all know, this
hasn’t been the case. Real GDP grew at an annualized rate of 2.2
percent in the third quarter of last year. It accelerated to 5.7 per-
cent, which was encouraging, but most of that growth was due to
one-off restocking of inventory. So the fourth quarter spike re-
vealed how deeply businesses emptied their shelves last year, but
doesn’t give us an indication of how confident they are in bringing
back workers or hiring new ones. Real final sales, which probably
are a better indicator, rose by just 2.2 percent last quarter.

This is consistent with the sluggish economic growth forecast for
the next 2 years. You, the CBO, forecast real GDP will grow by 2.2
percent this year, a little less than 2 percent, 1.9 next. The Feb-
ruary Blue Chip Consensus is a little more optimistic but still slow
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when compared to the normal growth after a severe recession like
this. Weak economic growth means less job creation. It will be ane-
mic. The unemployment rate will remain elevated for a number of
years. CBO again has forecast an average unemployment rate 10.1
percent for this year; slightly lower, 9.5 percent, in 2011.

And I think, while January’s declining unemployment rate to 9.7
percent is encouraging, most of the improvement was attributable
to an increased number of part-time jobs reported by households.
Payroll employment fell by another 20,000 jobs. And this diver-
gence between the household and establishment surveys is un-
usual. I think we will all be watching in the future to see exactly
what all this portends.

When I look at the recovery under the Obama administration
versus that after the August of 1981 to November of 1982 reces-
sion, which was similar in depth and length, there are major dif-
ferences. Comparing the Reagan and Obama recoveries so far, the
average annualized rate of real growth was 7.2 percent in the first
two full quarters of the Reagan recovery, compared with about half
of that, 4 percent, in the first two full quarters of this recovery.
During the first 7 months of the Reagan recovery, payroll jobs in-
creased by 1.2 million jobs. We lost about that amount, 1.1, in the
first 7 months of the Obama recovery.

So the question is, why are jobs and real GDP growth so dif-
ferent? I really believe, as Senator Brownback said, the uncer-
tainty; cap and trade, tax increases, health care mandates, all that
they are seeing up here is having a dramatic effect on businesses’
decisions to invest capital, make that expansion decision, bring
back an old worker, hire a new. And one of the questions, Director,
I am going to ask you is how that plays into some of your economic
projections going forward. Thank you.

[The prepared statement of Representative Brady appears in the
Submissions for the Record on page 32.]

Chair Maloney. Mr. Hinchey.

OPENING STATEMENT OF THE HONORABLE MAURICE D.
HINCHEY, A U.S. REPRESENTATIVE FROM NEW YORK

Representative Hinchey. Well, thank you very much, Madam
Chairman.

And Mr. Director, it is nice to see you. And thank you very much
for being here. I am looking very forward to all the things you are
going to tell us so that we can solve this problem. And we know
it is a serious problem because last year we experienced, at least,
the largest deficit that we had seen since the Second World War.

Now, a lot of that has to do with the way in which spending was
engaged in over the previous administration over the loss of the
last several years and including tax cuts. There was a big tax cut
which concentrated wealth in the hands of the wealthiest 1 percent
of the population of this country. So we have right now the greatest
concentration of wealth in the wealthiest 1 percent of the people of
this country since 1929. Now, that is indicative also in many ways
of the economic circumstances that we are dealing with.

Also, the prescription drug plan. The prescription drug plan took
a huge amount of funding out and increased this budget deficit
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hugely. That is another thing that has to be dealt with and has to
be corrected.

And, of course, the war in Iraq; the war in Iraq, which had no
justification whatsoever and which has cost us huge amounts of
money, hundreds of billions of dollars. There are estimations that
that amount may go to as high at $1 trillion at some point in the
not-too-distant future.

And all of these things have to be corrected. And there are other
things that have to be corrected. We have a lot of the manufac-
turing operations in this country that have been exported out to
other places around the world. That has got to be dealt with, and
we have got to deal with that intelligently. There is an interesting
reluctance on the part of a number of members of the Congress
here to invest appropriately in this economy, not those three things
that I just mentioned, the tax cuts, the prescription drug plan, the
war in Iraq, but to invest in the internal needs of this country. And
there is a reluctance to do that, even though there was no reluc-
tance to do the three things that I mentioned in the past.

That has got to happen. This is a country that needs to focus at-
tention on the internal needs and therefore the creation of jobs. It
was very interesting to me about how the Senate yesterday passed
that jobs bill. And if I remember correctly, I think there were four
Republicans, including one brand new one, who voted for that bill,
enabling it to pass. And that jobs bill is going to stimulate a lot
of economic growth through the creation of jobs, including the man-
ufacturing or the upgrading of the transportation industry in this
country, roads, bridges, et cetera. All of those things are in dire cir-
cumstances.

We have had too many administrations that failed to focus their
attention, and too many Congresses, that failed to focus their at-
tention on the internal needs of this country and to invest in it ap-
propriately to create the jobs and to stimulate economic growth
generally. All of that really needs to be done. And it needs to be
done in the way in which other administrations, if you think back
to the Great Depression, the way in which the Roosevelt adminis-
tration did and how they continued to operate until 1937, until a
larger number of people said, oh, my goodness, we are spending too
much money, and then it stopped.

And the increase in the economic growth stopped, and the reces-
sion dropped down deeply again, making it even worse. So there
are an awful lot of things that we know. All you have to do is look
back on history for the answer to a lot of questions. And all you
have to do is look accurately and honestly in the context of the cir-
cumstances that we are dealing with to get the answer to those
questions as well.

Hopefully this Congress, maybe even through the example of
what happened in the Senate yesterday, may now be on the edge
of doing things in the right way; stimulating economic growth, in-
vesting in the internal needs of this country and creating the kind
of jobs that we need. I am very interested in seeing what you have
to say about all those things.

Chair Maloney. Thank you very much.

And I now would like to introduce Dr. Doug Elmendorf—Mr.
Cummings, oh, I am sorry, I didn’t see you.
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OPENING STATEMENT OF THE HONORABLE ELIJAH E.
CUMMINGS, A U.S. REPRESENTATIVE FROM MARYLAND

Representative Cummings. That is okay. That is all right.

Thank you very much, Madam Chairlady.

And I want to thank you, Director Elmendorf, for being here.

You know, I was thinking about what Mr. Hinchey said, and I
associate myself with his words.

I held my third foreclosure-prevention event the other day. More
than 1,000 people showed up, and we were able to get bankers and
lenders to come together, and we saved at least 700 or 800 people’s
houses. And they are all consistently like that.

But there are some people we can’t save. Those are the people
who have lost their jobs. And it is really, really very sad. And I
guess, you know, going back to what Mr. Hinchey said, you know,
everybody jumped up and down when Scott Brown was elected on
the other side. But do you know what? I thought about it yester-
day, and maybe it will work just the opposite. Maybe he will be a
breath of fresh air coming in. And thinking about the people that
I saw on Saturday, the ones that left my prevention conference in
tears, you know, sometimes I wonder whether we up here don’t
think about enough people, like the fellow and his wife who were
sitting on the front row in my conference with tears running down
their face the whole time I was talking, for 15 minutes, trying to
tell them to save their houses. And so I think we are going in the
right direction.

To be frank with you, I don’t think the Senate bill does enough,
but it damn sure beats standing still. I mean, at least we are now
getting our Republican friends to work with us. And I encourage
the President to continue to reach out, because he is right; it is not
about us. Sometimes I think we think this is about us. It is not
about us. It is about the people that we represent and the people
you try to help every day.

And so, you know, I am glad you are here. I don’t know whether
you are going to comment on the Senate bill or the House bill. But
I do want to know what you see as being the most effective and
efficient and fastest way to get people back to work because, and
as you said in your testimony, a lot of these jobs aren’t coming
back. So then we have to deal with training and things of that na-
ture. So I look forward to your testimony.

Madam Chair, and with that, I yield back.

Chair Maloney. Thank you very much for all your hard work
in preventing foreclosures and for policies that create jobs.

I now would like to introduce Director Elmendorf, Director of the
Congressional Budget Office. And immediately prior to becoming
the CBO Director, he was a senior fellow in the Economic Studies
Programs at the Brookings Institution. He served as co-editor of
the “Brookings Papers on Economic Activity,” and the director of
the Hamilton Project, an initiative to promote broadly-shared eco-
nomic growth.

Director Elmendorf also served as a Deputy Assistant Secretary
for Economic Policy at the Treasury Department and an Assistant
Director of the Division of Research and Statistics at the Federal
Reserve Board.
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Thank you for your service. We look forward to your comments.
Thank you.

STATEMENT OF THE HONORABLE DOUGLAS W. ELMENDOREF,
DIRECTOR, CONGRESSIONAL BUDGET OFFICE

Dr. Elmendorf. Thank you, Chairman Maloney and Senator
Brownback.

To all the committee, I appreciate the opportunity to testify
today on policies to foster economic growth and employment this
year and next.

The United States has just suffered the most severe recession
since the 1930s. At 9.7 percent, the unemployment rate is nearly
twice what it was before the recession began in December of 2007.
Since that time, employers have shed about 8.5 million jobs. And
if one accounts for the jobs that would have been created had the
economic expansion continued, the recession has lowered employ-
ment by about 11 million jobs relative to what it otherwise would
have been.

The economy is starting to recover with inflation-adjusted GDP
growing in the second half of 2009. Moreover, as Congressman
Brady mentioned, severe economic downturns often sow the seeds
of robust recoveries. During a slump in economic activity, con-
sumers defer purchases, especially for housing and durable goods,
and businesses postpone capital spending and try to cut inven-
tories. Once demand in the economy picks up, spending by con-
sumers and businesses can accelerate rapidly, which in turn gen-
erates demand for workers.

Although CBO expects that the current recovery will be spurred
by that dynamic, in all likelihood, recovery will also be dampened
by a number of significant factors. Those factors include the con-
tinuing fragility of some financial markets and institutions; declin-
ing support from fiscal and monetary policy; and limited increases
in household spending because of slow income growth, lost wealth,
and a large number of vacant houses.

We expect that these factors will cause spending, output and em-
ployment to rebound only slowly, a view shared by most private
forecasters. As shown by the first figure, CBO projects that the un-
employment rate will average slightly above 10 percent in the first
half of this year; fall below 8 percent only in 2012; and return to
its long-run sustainable level of 5 percent only in 2014.

As a result, more of the pain of unemployment from this down-
turn lies ahead of us than behind us. Concerns that the recovery
will be slow and protracted have prompted the consideration of fur-
ther fiscal policy actions. For a number of policies that have re-
ceived public attention, CBO used evidence from empirical studies
and models to estimate the impact on output and employment. I
want to emphasize the uncertainty of the 10 such estimates, which
we have tied to communicate using ranges of numbers.

The second figure summarizes the results of our analysis. I am
afraid it is a little small to see on that screen. I will try to talk
through it. The figure shows for each policy the cumulative effect
on years of full-time equivalent employment per million dollars of
budgetary cost. In other words, this is the cost effectiveness of dif-
ferent policies at increasing employment, and we measure cost ef-
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fectiveness per million dollars of total budgetary cost by its cumu-
lative effect on years of full-time employment.

The lighter set of bars at the top of the picture refer to policy
options that are estimated to have a substantial proportion of their
impact beginning in 2010. On the darker bars are options that
were estimated to have most of their impact beginning in 2011.

Let me briefly run through the policy options we considered. The
top bar reflects increasing aid to the unemployed. Households re-
ceiving unemployment benefits tend to spend the additional bene-
fits quickly, making this option both timely and cost effective in
spurring output and employment.

The second bar is the effect of reducing employers’ payroll taxes.
Firms will probably respond to this sort of tax cut through a com-
bination of lower prices, higher wages, and higher profits. The
changes in prices, wages and profits would spur additional spend-
ing, which would boost employment. In addition, the reduced cost
of labor would directly encourage the use of more labor and produc-
tion.

The third bar shows the effect of reducing employers’ payroll
taxes only for firms that increase their payroll. This policy would
generate a larger employment gain than the previous one per dol-
lar of budgetary cost because the tax cut is linked to payroll growth
and therefore uses fewer dollars to cut taxes for workers who would
have been employed anyway. Alternative ways of designing such a
tax cut could have significant impact on its effectiveness, and I
would be happy to discuss that if you would like.

The next bar shows the effect of reducing employees’ payroll
taxes. This option would have a smaller stimulative effect than re-
ducing employers’ taxes. It would not immediately affect employers’
costs, but instead would have an effect similar to those of reducing
other taxes for those people. That is, it would raise spending and
therefore production and employment.

The next bar is the effect of providing an additional one-time So-
cial Security payment which would increase consumer spending.

And the last of the light bars would allow for full or partial ex-
pensing of investment costs which would provide a greater incen-
tive for business investment.

Now I will turn to the darker bars, the ones for policies that we
estimate would have their largest effect beginning in 2011. The
highest of those darker bars is investing infrastructure. Many, but
not all, infrastructure projects involve considerable start-up lags;
thus most of the increases in output and employment from this op-
tion, even if enacted in the very near term, would probably occur
after 2011.

The next bar is providing aid to States for purposes other than
infrastructure. As most States struggle to respond to huge budget
gaps, additional Federal aid would lead to fewer layoffs of State
employees, smaller increases in State taxes and so on.

The next bar is providing additional refundable tax credits for
lower- and middle-income households in 2011. This approach would
increase after-tax income for households that are likely to spend
the significant share of the funds received.

The next bar, now I am down to the next to last bar, is extending
higher exemption amounts for the AMT in 2010. This option would
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have a more limited impact on spending because it largely affects
households whose spending is not constrained by their income in
a given year.

And the last bar shows the effect of reducing income taxes broad-
ly in 2011. Again, only a fraction of such a tax cut would probably
be spent.

In conclusion, in our analysis, fiscal policy actions, if properly de-
signed, would promote economic growth and increase employment
in 2010 and 2011. However, despite the potential economic benefits
in the short run, such actions would add to already large projected
budget deficits, as Senator Brownback noted. Unless offsetting ac-
tions were taken to reverse the accumulation of additional govern-
ment debt, future incomes would tend to be lower than they other-
wise would have been. Thank you. I am happy to take your ques-
tions.

[The prepared statement of Dr. Douglas W. Elmendorf appears
in the Submissions for the Record on page 34.]

Chair Maloney. Thank you very much.

And I think that—oh, Mr. Casey just came.

Is he here?

Welcome. And I would like to have you begin the questioning
since I know you have to get back immediately.

Senator Casey. Well, thank you very much.

Mr. Elmendorf, thank you again. I appreciate your testimony
today and your service.

I was struck by the graphic that you walked through that dif-
ferentiates between impacts in 2010 versus 2011, especially in a
couple of different areas. One is obviously the bar for impact in
2010, according to your graph, is substantial as it relates to aid to
the unemployed. Is that correct?

Dr. Elmendorf. Yes. We think that policy is cost effective and
can work very quickly.

Senator Casey. Just so I am reading, I want to make sure I am
reading the graphic right, you are saying that years of full-time
employment—I want to have you say it—in terms of the impact
that an extension of unemployment compensation insurance, what
that would provide in terms of a job impact?

Dr. Elmendorf. What this picture shows in the top bar is that
over 2010 and 2011 together, that increasing aid to the unemployed
would add in our estimate between 8 and 19 years of full-time
equivalent employment per million dollars of budgetary cost.

Senator Casey. And I know that in the Senate as well as in the
House, we are going to be debating extending so-called safety-net
provisions, whether that is unemployment insurance or COBRA
health insurance as well as food stamps. So that is very helpful for
our deliberations about how to do that.

The other part that I wanted to review is with regard to payroll
taxes. I have a bill in the Senate, a tax credit proposal, which
would provide a tax credit for employers that are adding to their
payroll. For less than a hundred they would get a 20 percent credit,
and above a hundred would get a 15 percent credit. Chairwoman
Maloney has a companion bill in the House, and we think it is a
really good idea for a number of reasons, in addition to several
other tax credit ideas that are out there.
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I want to have you walk through the next two if you could, or
maybe the next three, in terms of what a—and I should say for the
record, although I won’t be able to quote from it directly, but I
know that CBO, the Congressional Budget Office, has given this
kind of idea a good review, and we are grateful for that.

But if you can just walk through the payroll tax sections here
and the impact of a tax credit. I know I have just described mine
in broad terms, but just your thoughts on that to help us with our
own deliberations.

Dr. Elmendorf. Let me just note briefly, as you know, we have
written you a letter analyzing the effects of—alternative ways of
designing a tax credit of this sort. Of course, we don’t review pro-
posals with an eye to supporting or objecting to them. We are just
doing an analysis, and it is up to you and your colleagues to decide
what policies to pursue.

Senator Casey. I was doing my best to put words in your
mouth.

Dr. Elmendorf. And I am doing my best not to let you, Senator.

What we have said in our initial report and our letter to you, and
you can see in those bars, is that in our judgment, policies that cut
employers’ payroll taxes are more cost effective in terms of stimu-
lating employment over the next couple of years than many of the
other policies that we have considered.

In our judgment, what firms will do with a cut of that sort is
partly to take advantage of their lower cost by cutting the prices
of their goods and thus trying to stimulate demand, and it is really
the shortfall in demand that is the crux of the recession and the
crux of the problem in hiring.

Additionally, these tax credits provide an incentive to use more
labor by lowering the cost of labor in particular. In our judgment,
a broad tax, payroll tax cut applying to all firms would raise full-
time equivalent employment by 5 to 13 years per million dollars of
total budgetary cost. A tax cut that was focused on firms that in-
creased their payroll would have a larger effect of 8 to 18 years of
full-time equivalent employment per million dollars. It has a larger
effect in our judgment because less of the money goes toward pay-
ing for jobs that would have existed anyway. By only granting the
tax cut for firms that are increasing employment, it is more focused
on those increases. So per dollar of lost revenue, there is a greater
incentive effect.

Now, as people have noted, for firms that have kept their pay-
rolls going, that sort of approach does not provide a reward, and
that is a tradeoff that you need to wrestle with.

We have not analyzed your specific proposal. It is complicated
enough to do hypothetical proposals of the sort that we have been
working on for a number of months, and we haven’t tried to apply
this methodology to any of the actual bills moving or being dis-
cussed in the Congress because there have just been a lot of pieces
on all of these bills, not all of which we have analyzed, and specific
features of your legislation and others that we haven’t modeled at
this point. So I can’t give numbers to your proposal, but this is the
basic thrust of our analysis.

Senator Casey. Thank you. I know I am out of time. I just say
by way of comment, it is helpful that you have not only differen-
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tiated between tax credits versus other strategies, but within the
realm of tax credits with increase payroll, those kinds of tax credits
have a bigger impact, and that you are talking about 2010, so that
is very helpful. Thank you very much.

Dr. Elmendorf. Thank you, Senator.

Chair Maloney. Thank you very much.

Senator Brownback.

Senator Brownback. Thanks, Madam Chair. I appreciate that.

Director Elmendorf, I asked you as I walked in whether you had
any number of projections on the administration’s new health care
proposal. And what you told me is that you do not; you do not have
the detail necessary to make budget projection. Is that correct?

Dr. Elmendorf. That is right, Senator.

We saw that proposal for the first time yesterday when you and
others did and have started to look through it. In our initial read,
we don’t think there is enough detail on some aspects of the pro-
posal for us to do a cost estimate. And even if such detail were pro-
vided, it would take us some time to do that. As Members of Con-
gress have learned over the past year, for very complicated pro-
posals, we try to do a very careful analysis, and that takes us a
good deal of time.

Senator Brownback. I noted to you in my opening comments
that our debt is now 90 percent of GDP, our total debt, and that
most economists believe when you get at that 90 percent level you
have a significant drag on your overall economy. Do you agree with
the assessment of most economists that when you get that level of
debt that it is a drag on your overall economy?

Dr. Elmendorf. We certainly agree, Senator, that increasing
levels of government debt provide an increasing drag.

Whether there are tipping points, and if so, what they are, is a
much more difficult point to ferret out of the data. And there cer-
tainly has been some prominent analysis that suggest that 90 per-
cent of GDP is a sort of tipping point; that countries that have had
debt above those levels have experienced significantly slower
growth than countries with debt below those levels.

But as I say, I think the level to which one can take debt and
how the risks rise as one increases the level is a difficult thing for
economists to quantify. I think there isn’t as much consensus
around that. But there is a very clear consensus that rising levels
of debt will over time reduce standards of living, will reduce the
flexibility of the government to deal with crises, and will raise the
risks of some sort of financial crisis.

Senator Brownback. Is there general agreement among econo-
mists that once you get over 90 percent debt to GDP, that this does
create a significant drag on the economy? Would you agree with
that and would you say that there is general agreement among
economists on that notion?

Dr. Elmendorf. I am reluctant, Senator, to point specific levels.

I think that is a very subtle proposition. For example, many
economists and we at CBO tend to focus on publicly held debt,
which will be, at the end of this fiscal year, we think about 60 per-
cent of GDP, rather than gross debt that you point to.

But again, that is one of the issues that people do disagree about.
So I don’t want to point to there being a specific number that most
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economists think is a sort of tipping point. But I think, again, it
is a very widespread view that if we go through the next decade
with debt at 60 percent of GDP and going up, that will mean lower
standards of living over time than if we were persisting through
this decade with debt at say 40 percent of GDP, where it was a few
years ago.

Senator Brownback. On our current trajectory, we are on a
track to have lower standards of living.

Dr. Elmendorf. Yes, that is right, Senator.

Relative to what otherwise would have happened, of course—
there is other progress in the economy as well, and we project ris-
ing GDP over time. But relative to what would have happened with
lower debt, the path that we are on, would represent a lower stand-
ard of living.

Senator Brownback. So clearly it would be wise to get that
debt and deficit down?

Dr. Elmendorf. I think there is widespread agreement among
analysts that getting that deficit and debt down over time is impor-
tant. At this point in time, it is more complicated. I think there is
a very substantial group of economists who believe that, given the
current shortfall of employment relative to what it could be, of pro-
duction relative to what it could be, that there should be stimulus
provided at this point.

I think there are very few economists who argue that we should
be looking for higher deficits 5, 6, 7, 8, 9, 10 years from now. I
think there is much more disagreement about what should happen
in the near term. And partly that is because, under current law,
as CBO projects it, deficit does fall considerably in the next few
years. As the economy recovers, even though we are looking for a
slow recovery, we are expecting the deficit to fall from nearly 10
percent of GDP this year to about 4 percent 2 years from now, in
fiscal year 2012. So under current law, and, again, that assumes
that tax cuts are not extended and so on, there is a very substan-
tial fiscal consolidation (a term people often use) over the next few
years. And some economists are worried that that is too fast; others
think that is not fast enough.

But what I think there is a very widespread consensus about is
that the persistence of deficits beyond the cyclical downturn at the
levels we expect under current law, and even more so if you extend
tax cuts and make other changes, are a level that would be very
damaging to the U.S. economy.

Senator Brownback. Or enact other spending that would exac-
erbate the deficit or debt.

Dr. Elmendorf. Yes, that is right, over that longer time frame,
yes, would be harmful, yes, that is right.

Senator Brownback. Thank you, Chair.

Chair Maloney. Thank you.

And also, Ms. Sanchez is under a time constraint, so I recognize
her for 5 minutes.

Representative Sanchez. Thank you, Madam Chair.

And thank you, Director, for being before us and for your really
great report actually.

I think back to my economic training and the whole issue of how
one invests for the long term, which is ideally the way I always
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think about things when I look at my own personal household in-
come, for example. And we always look at things like education,
movement of goods or people, communication, i.e., e-mail, Internet,
et cetera, health of people, your basic investment in research, and
then I think also to that, your access to capital is an important
issue there.

And I think as we have been trying to pass policies and as we
put forward the Recovery Act and as we are looking at this jobs
act, we are really trying to take care of people in the short run but,
at the same time, understanding that we need to invest in the long
term in order for us to be able to pay back what we are pulling
forward and spending right now.

And I think your graph shows that, you know, when you keep
people—when you extend unemployment, when you give more mon-
eys to commodities for food for people who really don’t have jobs,
et cetera. And then where you go into investment of infrastructure,
we can see how something impacts immediately and how some-
thing will impact a little bit later as the funds come out.

But my question, and it goes back to what you and I were dis-
cussing before everybody came in, this whole issue of jobs are real-
ly created at the local level by our smaller- and medium-sized busi-
nesses and their real lack of ability to get that working capital that
they need. And I gave you some examples of people that I have
been talking to, some very close to me, about just what is hap-
pening out there.

What policy could you counsel us to think about really in trying
to make a little bit more liquid the place for small- and medium-
sized businesses to go and get that working capital they need to
start the economic machine to go?

Dr. Elmendorf. You ask a very important question, Congress-
woman, and I am afraid I don’t have an answer equal to it. We
have not had an opportunity yet to look hard at ways in which the
government could improve the flow of capital to particular sectors
of the economy.

It is certainly true that small businesses are having the most
persistent problems in gaining access to capital. For large busi-
nesses, particularly for large businesses, with better credit ratings,
capital is available, but less, much less so for small businesses.
And the lack of capital is repeatedly cited as an obstacle to small
businesses.

And I should say that a larger obstacle in the minds of small
business people, according to surveys and another one was released
this morning, is a lack of demand for their products. And one thing
that would help them is for that demand to increase through high-
er consumer spending or business spending or government spend-
ing, and the policies that we are talking about today have some po-
tential for doing that.

In terms of increasing access to capital, it is difficult, I think, for
the government to set up a bank of its own in a sense. Part of what
has worked and is important for small businesses is their connec-
tion with bankers who know their business and know them. And
if those banks that they are used to dealing with, as you mentioned
to me earlier, go out of business themselves or are taken over by
other banks, that connection is broken, and it is very difficult to
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replace that. And there is some evidence that one of the reasons
that recoveries from financial crises tend to be protracted in other
countries and the U.S. in past history is because of a breakdown
in some of that financial intermediation. So you put your finger on
an important question, but we just haven’t done enough work our-
selves to offer options on policies.

Representative Sanchez. We do have guarantee type of organi-
zations like SBA, which, you know, when you look at trying to get
through that paper work and the weight that it takes on, some-
thing like that, and really the higher level of loan that one needs
to take out from that many times, it doesn’t hit those businesses
that really are looking to hire one or two people. So I am hoping
that maybe, and I have got to go talk to, obviously, Nydia Velaz-
quez, who is our chairwoman over here on Small Business, but how
we really drive maybe the Small Business Administration to be less
full of red tape and paper work and time and maybe to smaller
loans that can really be accessed by our local businesses.

Chair Maloney. Thank you. The gentlewoman’s time is expired.

Mr. Campbell is recognized.

Representative Campbell. Thank you, Madam Chair.

And thank you, Director Elmendorf.

Several questions. First one. In this committee last October,
Christina Romer, the chairman of the President’s Council of Eco-
nomic Advisers, said that the stimulus would have its most, great-
est effect on growth in 2009 and that, by mid-2010, would have lit-
tle effect on growth. But yet it is my understanding that only a
third roughly of the money has gone out the door yet. And those
two, the statement and that fact, don’t seem to work together for
me. So I guess my question is, how much of the money is out? How
do you see that? What is the effect now and in the future of the
stimulus plan?

Dr. Elmendorf. Of course, I don’t want to try to interpret what
Christina Romer meant particularly, but from our perspective, I
think the way to think of this is that as the money flows out, and
that is partly on the spending side and partly in the form of lower
taxes, so essentially less money coming in if you will, but as that
deficit effect mounts, that provides a stimulus to consumer spend-
ing and business spending and spending at State and local govern-
ment levels, and that helps to push up GDP relative to what it oth-
erwise would have been. Actually a better hand gesture would say
GDP is going like this, and our judgment, the stimulus act brought
it like this. And that happens as the money goes out.

As more money goes out, then the effect gets larger. But you
reach a point at which, even if the flow of money continues so that
the level of GDP is still above where it otherwise would have been,
as it is in our judgment, you are not stimulating the growth any-
more. And then, in fact, as the stimulus effects wane over time,
which we think begins to happen later this year, then even if the
level remains a little higher than it used to be, you start to come
back on to the path you would have been on otherwise so that you
are not really raising growth; you are actually lowering the growth
rate of the economy later this year relative to what would have
been basically because you have gone into less deep of a hole.
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Representative Campbell. Does that mean that, using your
kind of efficiency sort of chart that you have there, that if we re-
duced some of that spending, in other words, if we took some of
that stimulus money that hasn’t been spent yet and didn’t spend
it, that perhaps that might be an efficient way for the government
to save a little money and reduce the deficit and debt?

Dr. Elmendorf. Taking back that money fast—taking back that
money, not using the rest that was intended to be used, so it would
save the government money would, in our estimation, make the
economic outcomes a little worse. That part of the economy would
recover more slowly without the continuing flow of those funds.
How those particular policies compare to other uses of the funds
you might make, we haven’t done that analysis.

Representative Campbell. Right. Because the question be-
comes an efficiency thing, sort of.

Okay. Another question. The Federal Government spending as a
share of GDP is now, I believe, over 25 percent, which is I think
the highest since the end of the World War II or something like
that. State and local governments, it is my understanding, are
about another 10 percent. So you add those together, and the pub-
lic sector, if you will, governments at all level, is now over 35 per-
cent of the total economy, over a third of the total economy.

And I would argue that the public sector and governments right
now are in some trouble. Now, from California, where I come from,
obviously, my State is in deep trouble, but other States are as well.
I am in the greater Los Angeles area. The City of Los Angeles, a
former mayor believes that the city will have no alternative but to
declare bankruptcy at some point in the future; City of Los Angeles
is in deep trouble. And we know that the Federal Government is
in deep trouble, in terms of what you and everyone agrees is an
unsustainable level of deficit and debt. What impact—I mean, my
concern is that the public sector now is bigger than it has been,
and it is in trouble, and that the public sector may actually be
dragging the economy down in the future through this debt or
through whatever actions, because they got to tax more, spend less,
or all of this, or they crash. And so what is your view on how the
public sector may be actually dampening the private sector going
forward?

Dr. Elmendorf. I think, in the view of most analysts, during the
recession and in its early period of recovery, when we were still so
far short of full employment and full use of our capacity, that the
extra spending and lower taxes that the government is doing, part-
ly through the automatic stabilizers and partly through the discre-
tionary actions that have been taken, are helping to fill in for some
private demand that is not there.

And that is why, in our estimation, the automatic stabilizers and
the stimulus package have improved outcomes relative to what
they otherwise would have been. But as you go forward and as pri-
vate demand recovers, which we and others expect that it will, al-
beit somewhat slowly, then the government ends up being in com-
petition with private spending and private investment. And it is at
that point when the budget deficits become increasingly costly to
the economy.
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And that is the usual discussion that economists will provide
about how deficits are damaging. And it is that gap between spend-
ing and revenue which has to be borrowed, competing in capital
markets with the borrowing that large and small businesses are
trying to do, and households are trying to do to buy homes and
mortgages and so on, and that crowding out is what lowers stand-
ards of living over time.

But I think the focus then is on the deficit as it will be 3, 4, 5
years from now, less so than what it is in the next few years when
in this recession and the slow recovery the government is helping
to fill in for some private demand that is not there. I think that
is the consensus view of the situation that you describe.

Representative Campbell. Thank you.

Chair Maloney. I would like to look at the deficit that we have
been talking about and ask about the impact of the recession on
the tax revenues and the deficit. But I would like to understand
more about it. What percentage of the deficit over the next 10
years is due to the stimulus and due to TARP?

Dr. Elmendorf. I haven’t done those calculations exactly. Our
baseline forecast for the deficit for the next 10 years under current
law is about $6 trillion. The stimulus legislation we think has the
cost of about $850 billion. That is not all in the next 10 years; some
has already happened and I can’t do all of that math in my head.
The 850, of course, is less than a sixth of the $6 trillion that we
project in deficit over the next 10 years.

The net cost of the TARP is turning out to be about $100 billion.
Of course, that is less than we initially estimated because there
was a lot of uncertainty at the beginning of this process of install-
ing the TARP about which way the financial system would go. And
as it turned out, the financial system has healed in a way that it
has lowered the cost.

Chair Maloney. How much of it is due, do you believe, to the
Bush tax cuts?

Dr. Elmendorf. I don’t have an estimate of that. In our budget
outlook, we do report what the effects would be of extending the
tax cuts versus letting them expire as scheduled. Under current
law, the 2001 and 2003 tax cuts expire at the end of this year. In
that sense it has no effect on the next 10 years if you assume that
they expire. If you want to see what the cost is if continued, it is
in our book. I don’t recall offhand. It is several trillion dollars.

Chair Maloney. And how much is due to the wars in Iraq and
Afghanistan?

Dr. Elmendorf. Again, as you know the way that we project dis-
cretionary spending over time is to take the latest levels that Con-
gresg has approved for budget authority and to project that for-
ward.

What actually happens in Iraq and Afghanistan, of course, de-
pends on policy judgments here in Washington and effects around
the world. So how much it will actually affect deficits, I don’t know.
I don’t know what the projected amount of spending is based on the
most recent appropriations.

Chair Maloney. What is the impact of Medicare Part D?

Dr. Elmendorf. Again, I don’t have an answer. I don’t know the
forecast of that. We are currently updating our baseline in connec-
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tion with the analysis of the President’s budget and we will report
that for you in a few weeks.

Chair Maloney. And then talking about the stimulus that some
of my colleagues have raised, in your November reports you esti-
mated that the Recovery Act added between 1.2 and 3.2 percentage
points to growth by the third quarter. Additionally, CBO estimated
that between 600,000 and 1.2 million additional people were em-
ployed by the third quarter of 2009 due to the Recovery Act.

How do you respond to critics who say that the Recovery Act has
not worked when the numbers from CBO, the numbers from com-
munities, the numbers that have been given from other economic
institutions, are very similar to yours?

Dr. Elmendorf. So let me note first, Chairman Maloney, that
we will be releasing today our analysis of the fourth quarter. We
are required by the ARRA law to release a quarterly review of the
numbers being collected by the administration. That report will be
coming out today.

As we say in the report, we don’t actually put much weight on
the counts of jobs, which I think are very limited in their scope,
in addition to issues of their reliability. We rely on economic mod-
eling, and as I said in reference to our analysis of potential future
policies, there is a very uncertain business. In our judgment, and
I think it is consistent qualitatively with the judgment of a number
of outside forecasters and analysts, the policies that were enacted
in the stimulus bill are increasing GDP and employment relative
to what it otherwise would be. To be sure, not every analyst agrees
with that proposition. But we think it is well founded in economic
degree and evidence. And I am happy if you want to talk, probably
off-line, about some of the details of that analysis.

((fhe?lir Maloney. And your numbers are coming out at what time
today?

Dr. Elmendorf. I am not sure. I had a nearly final draft in my
hand before we left. I am told they have come out.

Chair Maloney. They have come out. Great. Can you share
them with us?

Dr. Elmendorf. Our analysis is that the effects of the ARRA law
were to raise the level of GDP in the fourth quarter by between 1%
and 3%z percent. That is not the growth rate in the fourth quarter.
It represents the cumulative effect of the higher growth rates over
the preceding three quarters. And we think it has raised the level
of employment in the fourth quarter by about 1 to 2 million jobs,
with slightly larger effects on full-time equivalent employment
which is the measure we have used in this analysis and tries to
incorporate not just the number of extra people with jobs, but also
people moving from part-time to full-time work.

Chair Maloney. Thank you very much.

Mr. Brady.

Representative Brady. Thank you, Director, for being here.
Now, I think if you are a government worker or belong to a teach-
ers union, the stimulus has worked. But if you are in a manufac-
turing business or if you work in a construction industry, or in the
private sector in general, those employment numbers have de-
creased. And I think that has been one of the main criticisms, gov-
ernment jobs only stay stimulated if taxpayers keep paying for
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them. Private sector jobs are investments that can drive the econ-
omy and almost every economist agrees the only way we will have
a sustainable recovery is if the private sector begins rehiring, new
expansions, increasing new hires. I appreciated, Director, your
identification of some of the policy options, what the impact is.

I am not sure economic models work as well in this environment.
And I say this because I think we are in uncertain times. Over the
District Work Period, I had a number of roundtables with small-
and mid-size businesses simply asking them, “What would it take
for you to rehire and make that expansion decision?” I ran through
many of those options in both the House and the Senate bill from
tax credits for rehiring to lowering payroll taxes and all of that.
They rejected all of those.

And here is what they said just listening to them. Looking at my
notes from the roundtables, Keith Walls who has a dry cleaning
business encapsulated everything. He said: Get rid of the fear. The
fear of health care mandates, the cap and trade costs on energy
prices, the fear of tax increases and reregulation, he said is holding
back their decisions.

Margie Claybar has a cafe in Orange said: We need certainty.
Sue Cleveland in Lumberton, Texas, just north of Beaumont, they
do renovation work in homes and businesses and she said: Basi-
cally it is the fear about what is going to happen. Again, health
care, cap and trade, tax increases across the board. And Lori from
State Farm Insurance said people are scared to invest.

And I think what we are seeing is the issue of economic rational
expectations. What businesses and people will do looking forward.
Does all of this spending require tax increases in the future? Clear-
ly, yes, it does. And it is having as one business said last week, “it
is hard enough for you to predict the market, trying to predict the
market and Congress both is impossible, so we are holding our
cash. We are not willing to make that decision until we see where
things are going.”

And this morning in The Wall Street Journal, Robert Barro, a
Harvard University economist did an op-ed and basically talked
about what the impact of the multiplier for deficit finance govern-
ment spending is. And his point is, since the fiscal multiplier was
less than one in the first year of the stimulus, that the stimulus
itself was partially offset by lower private consumption and invest-
ment expenditures. His summary was the stimulus plan likely re-
duced our economy about $300 billion over the next 4 years be-
cause private expenditures are reduced more than the stimulus
spending. Rational expectations.

Again, you have a good area of study. You guys do a lot of mod-
eling. It is difficult, obviously, by the ranges you gave us. Do your
models incorporate the concept of rational expectations in a very
uncertain market economy at this point?

Dr. Elmendorf. So I should say I am familiar with the work of
Robert Barro. He is one of my teachers in economics and we cite
the study of his in the appendix of our report on ARRA where we
talk about different methodologies for doing these kinds of esti-
mates. So we take that approach seriously.

I think economic models are not very good. Even the best of them
are not very good. And that is why we use ranges and so on. And
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I think you are hitting on an important point which is that even
if a model provides accurate estimates in the normal course of af-
fairs, it may not do a very good job under particular circumstances.
And we wrestled with that in doing these estimates.

I think this current situation is unusual but it is unusual in dif-
ferent sorts of ways. I think the uncertainty about policy plays a
role. And future tax policy, future regulatory policy, there is a good
deal of uncertainty. Our own judgment is that the biggest uncer-
tainty—and I think your businesspeople would agree with this—is
about the demand for their products. And the extent to which the
government can provide additional demand, we think that does
help to stimulate activity.

On this jobs tax credit, for example, we think one way that works
is that firms, business even though they might not decide them-
selves at first blush to hire workers, lower costs so that they can
lower prices and get more business in the door. And then that busi-
ness then can indirectly spur hiring.

Now, so it is hard to know from specific answers how things will
play out in a complicated economy. We are relying on cumulative
evidence, but we do not have evidence of what happens in reces-
sions like this one, this deep, caused in this way, under this set of
policy circumstances.

Under rational expectations, we do give some weight, and models
generally give weight to people looking ahead. How well they look
ahead, how rational those expectations are, is one of the disputed
issues in economics. And the models that we rely on don’t assume
that people are completely rational. But they do have some forward
looking behavior and we have written about this that a temporary
tax cut has less effect on spending than a permanent tax cut be-
cause you are trying to figure out if this is $100 that you have
every year or $100 that you only have this year.

So we have some forward looking behavior. It is not as rational
I think as Robert Barro would support. Or as Ed Prescott, who you
are hearing this afternoon, would support. We are solidly in the
mainstream of the economics profession, and particularly the peo-
ple who focus on forecasting employment output over the near term
and we are pleased that our estimates of GDP and employment
bracket the private forecasters that we have seen. But there is no
guarantee that that is right. I would readily admit that.

Chair Maloney. The gentleman’s time has expired.

Representative Brady. I understand. Thank you, Director.

Chair Maloney. Mr. Snyder.

Representative Snyder. Thank you, Ms. Maloney. Mr. Elmen-
dorf, I am going to continue my discussion about banking because
it relates to a lot of these discussions here and I know it does not
fall under the CBO kind of thing. I agree with you that businesses
will take the incentives over the moneys available; it may not be
determinative of their decision.

I met with a businessman some time, a landscaper who wanted
to buy a small excavator. A guy who never had problems getting
money from the bank. Couldn’t get the loan. Had to lease an exca-
vator. What that means is whoever makes small excavators did not
get that product to sell. So it was one less product to sell, which
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relates back to banking and credit policies that I think we are talk-
ing about.

If you have any comment—and I am prepared for you to not have
any comment—but it seems to me that, and I will overstate it, that
banks have become more of an adversary as institutions. Wonder-
ful people at Bank of America in Little Rock. Every person I talk
to on the phone politely enforces their policies. But it seems there
are too many banking policies that work as adversary. More inter-
ested in encouraging policies that encourage overdrafts rather than
finding Mr. Brady’s businesspeople to loan money to because they
would like to advance a product.

Do you have any comments about the nature of what banking
has become in America over the last two or three decades?

Dr. Elmendorf. Congressman, I appreciate your confidence in
the breadth of my knowledge, but I am afraid that I have to dis-
appoint you. I actually don’t know anything about overdraft fees or
these payments—I am aware of them from my own statements
from my bank, but I don’t know of any analysis of them. It is not
a topic that CBO has done a lot of work on, although there may
be some that does not come to my mind offhand.

I think economists believe that most businesspeople are mostly
interested in supporting their business. And Adam Smith, founder
in a sense of modern economics, said that it is not through the be-
nevolence of the butcher that we get our meat or the baker that
we get our bread. They are looking out for themselves, the way
they provide for themselves is they provide a service or product
that somebody else wants to buy. And that in a competitive mar-
ket, leaving aside a whole variety of complicated and important
issues, that competition induces people to run businesses in a way
that provides value to others and that is how they sell their prod-
ucts.

Representative Snyder. I think that makes sense, but the ex-
amples I gave, if I have an employee that comes to me and says
here is how it is working. We debit your account, we hold the
money for several days so we can make money, the businessman
does not have it that I bought the product from, I don’t have it.

They stole my money for several days and then charged me $35
for that honor. That doesn’t seem to be the kind of thing that Adam
Smith would think was good policy for building America. Would
you agree with that.

Dr. Elmendorf. I think I am already too far out on a limb
speaking for Adam Smith.

Representative Snyder. I did not know him.

Dr. Elmendorf. Nor I. I have been to where he is buried in Ed-
inburgh, Scotland. An interesting place. The issue for banks, seri-
ously, is that they need to make a profit like other businesses, and
there are different ways, different combinations of interest rates
they can charge, interest they can pay on accounts, and fees for
other services. And I just do not know how those decisions are
made or how they really evolve over time. It is not something I
have looked into.

But I think in some ways one might think about the overall prof-
it that banks make. Might also of think about how they do. Wheth-
er they are doing it by pricing certain kinds of services in certain
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ways. So I think the issue you raised is of how they are doing it,
but the broader issue is do you think they are making too much
money and how would one judge that?

And the last few years, of course, a lot of banks have taken very
substantial losses. Given the losses on the loans, the interest that
they are paying to customers on their bank accounts, interest that
they are charging on new loans, a lot of banks have been in trou-
ble. So one needs to weigh that against the other examples you
raise, cases where it seems like they are maybe making money in
ways that seem to you undesirable. But we just haven’t looked at
that carefully.

Representative Snyder. Can we ultimately solve our indebted-
ness if we don’t grapple with the costs of health care, whether it
is military health care, veterans health care, Medicare, Medicaid or
Indian Health Service?

Dr. Elmendorf. No, I don’t think so, practically speaking. I
mean, the health spending is now a large share of total Federal
spending. It is growing more rapidly than the rest of spending,
more rapidly than GDP, and thus more rapidly than the tax base.
For some period of time, one could cut other spending or taxes
enough to cover the cost of rising health care. But if the current
rate of growth of health spending at the Federal level continues for
decades in the future, that becomes increasingly untenable.

Representative Snyder. Thank you for being here.

Chair Maloney. Thank you. And Mr. Hinchey.

Representative Hinchey. Well, this is always a fascinating dis-
cussion, and I very much appreciate you and your work. The cir-
cumstances we are dealing with are very complex, and I think that
if we are going to deal with them effectively, we need to under-
stand what we are dealing with.

So fundamentally, the sort of deregulation of the financial indus-
try, which began back in the mid-1990s and which generated that
Wall Street bailout was one of the major problems that we had to
deal with and we consistently have to deal with. The other things
I mentioned in the first context of these question, the Bush tax
cuts, which I understand expires now at end of this year. Is that
true?

Dr. Elmendorf. The 2001 and 2003 tax cuts expire at the end
of this year.

Representative Hinchey. The end of this year?

Dr. Elmendorf. Right.

Representative Hinchey. So that will be a positive thing.
Those tax cuts are going to make some more money available,
won’t it?

Dr. Elmendorf. The expiration of the tax cuts increases Federal
revenue relative to extending them. Just remember our baseline
assumes those tax cuts expire. So if Congress takes no action and
they expire and everything else turns out just the way we expect,
then we will have the same forecast for the budget deficit than we
now have.

Representative Hinchey. We will have the same?

Dr. Elmendorf. Our baseline forecast assumes current law so it
assumes the expiration.
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Representative Hinchey. So your baseline forecast assumes
the elimination of these tax cuts and then the moving into avail-
ability more money that is going to come into the Federal Govern-
ment from those tax cuts?

Dr. Elmendorf. That is assumed. That is part of why the deficit
narrows after this fiscal year.

Representative Hinchey. That is one of the problems that we
are dealing with. The loss of that money over this long period of
time. The prescription drug plan and I mentioned the war in Iraq
and all of those things are the issues that we are dealing with.

Have you done—now, I assume that you make recommendations
specifically to this Congress and to the President in some way, one
way or another. Or at least the analysis that you create becomes
available to them. That is the way it is.

Dr. Elmendorf. We make no recommendations. All our analysis
is made available to you.

Representative Hinchey. You just provide the information and
anybody can take advantage of the information if they want to?

Dr. Elmendorf. Right.

Representative Hinchey. Have you provided any information
with regard to the context of the budget situation that the Obama
administration inherited when they came into office?

Dr. Elmendorf. I am not sure we have written it up in quite
that way. As you know we report several times a year on the budg-
et projections and one could go back to the projection we made be-
fore the Obama administration took office and look at our current
projection. And we try to decompose revisions into those caused by
legislation and those caused by evolution in the economy or tech-
nical factors. We haven’t put those features together in the way
that you are asking about.

Representative Hinchey. You haven’t put them together? You
don’t think it is necessary to do so or you don’t think it is part of
your responsibility?

Dr. Elmendorf. We have been busy. We haven’t had a specific
request to do the analysis this that way. I think the information
is out there in the document to be used.

Representative Hinchey. I am just focusing on the title of your
representation here today which you presented up there in the TV
screen: The policies for increasing economic growth and employ-
ment in the short term. So in effect, you are making recommenda-
tions. You are talking about the policies that could come into play
and should come into play.

Dr. Elmendorf. We are analyzing policies that we know have
been discussed in the Congress. And we are providing the informa-
tion so you can make your choice but we don’t have favorites
among them. The omission of things from the list shouldn’t be
viewed as a negative sign or the inclusion as a positive sign. It is
a set of policies that we thought we knew how to analyze.

Representative Hinchey. You are just making the information
available, if anybody wants to tap into it, it might be useful and
it might be helpful.

We know that in the productive, intelligent expenditures of fund-
ing can be profitable, can generate huge amounts of money. Now
that can be done personally by individuals or can only be done by
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larger organizations including this entire country. So the use of the
expenditures that are going to generate funding could be very, very
profitable in terms of generating a stronger economy.

We know, for example, based on one experience that for every
dollar that you invest appropriately, internally, in the internal
needs of the country, generates back more than a dollar.

Dr. Elmendorf. Well, I think it depends on the sort of invest-
ment. Right? So there are good investments and bad investments.
That is not always known until after the fact.

Representative Hinchey. If you identify the needs and you in-
vest in those needs and those needs then stimulate the kind of
growth that you are anticipating, that generates more economic
growth. And that is somewhat consistent, in the investing in infra-
structure that you have here. But it is a very small piece. The in-
vesting in the infrastructure is something—Ilike if that bill passes
and was signed by the President, the one that passed yesterday in
the Senate, that is going to generate a significant amount of money
for this economy. That is going to generate jobs immediately. For
example, in people who are doing construction. Construction work.

And then flowing out of that through the investment in the inter-
nal needs of the country, you generate jobs immediately, but you
also generate general economic growth through the expansion in a
positive way of the internal needs of the circumstances that you
have to deal with. The obligations that you have in order to main-
tain this country for a growing population. All of those things real-
ly need to be done, don’t you think?

Dr. Elmendorf. Well, again, I don’t make recommendations. It
is up to you and your colleagues Congressman to decide those
things. Our analysis here focuses on the short term effects, the
next few years which come principally from the hiring of workers
to do projects, the spending that they do, and the additional work-
ers get hired and so on. And we think there is what economists call
a multiplier process of that sort.

Over time, if the infrastructure that is built turns out to be use-
ful, that will support economic activity in the future. It can be an
investment of the sort that you are describing in our economic well-
being down the road. The thing to keep in mind there is that the
government borrowing, if that persists over a longer period of time,
well, when the economy gets back to full employment will crowd
out some private borrowing that would have gone to private invest-
ment. When investments by the Federal Government are deficit fi-
nanced, one needs to weigh the extra public investment that has
occurred and the private investment that does not occur indirectly
in ways that are not so visible but will not occur as a result.

A different approach, of course, is to do more investment of the
sort you are describing. Paying for that through other spending re-
ductions or tax increases today. In that case, then the trade-off is
between the extra public investment and whatever other Federal
spending is cut back or whatever private spending does not occur
because of the tax increase. There is always a trade-off there in
how the money is used.

Representative Hinchey. Thank you.

Chair Maloney. Thank you. I don’t know if you read The Wash-
ington Post op-ed article that was written by Dr.—professor Alan
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Blinder, who was supposed to be part of your panel on February
9th and it was canceled and he turned his testimony into an op-
ed. And in it he addresses three major ways that employers may
game a jobs tax credit. And I would like to ask a few questions
about a job tax credit and the way it should be formulated. My col-
league, Mr. Casey, and I have one bill, but there are numerous ap-
proaches out there.

If you had to design a tax credit or a jobs credit, what would be
the key parts? For example, would we target firms of a particular
size or age? Would you include everyone? Would you target it?

Dr. Elmendorf. Well, so our analysis is focused on a single cri-
terion which is the cost-effectiveness in terms of number of full-
time equivalent jobs per dollar budget cost. Other criteria can well
matter and we have said this a number of times in our analysis
of stimulus policies. But from that sole criterion of the cost-effec-
tiveness, our judgment is that restricting the tax credit to smaller
firms as is sometimes discussed, actually reduces its cost-effective-
ness. Jobs created at big firms are good jobs too. Many small busi-
nesses tend to be more volatile, they tend to have rapid job growth
and sometimes when things don’t work out unfortunately large job
declines. What that means is that any jobs that you are creating
through the policy may be shorter lived than jobs created at more
stable large firms.

Chair Maloney. Our proposal covered all firms. And one way
firms can game the credit is to both hire and fire workers. And our
bill only allows a credit for existing firms that increase head counts
or payroll. But Professor Blinder, in his article, points out that
firms that slashed employment during the recession will not be eli-
gible for the tax credit. Is there some way to reward these firms
without allowing others to gain the credit?

Dr. Elmendorf. I think that is very difficult. Again, in our anal-
ysis, only rewarding firms that increased payroll is more cost-effec-
tive than rewarding others but there is, as I mentioned earlier, a
consequence that firms that have kept their payrolls up, sometimes
struggling to do that, don’t get rewarded then.

I think the choice that you have is to broaden, if you would like,
to broaden the scope of the credit to include not just those who in-
crease but others. That does whittle away the cost-effectiveness to
some extent, but may provide other benefits that are important. It
is not an either/or thing. I think you can give larger credits to firms
that increase payroll and a smaller credit to all other firms if you
wanted to find some balance between those alternatives.

Chair Maloney. I recently had a conversation with Professor
Shiller, who is a critic of rational expectations and the author of
Irrational Exuberance. And it seems to me that a lot of the uncer-
tainty, especially about consumer spending, is due to the housing
bubble, and most of the blame for the housing bubble can be
blamed on lax regulations. There was absolutely no regulation of
certain sectors of the housing market. In that case, I am certain
it could have been avoided by better regulation.

In the future, there is much uncertainty about the price of car-
bon and how to limit health care spending and some of the areas
that were discussed here today and it seems that the House has
tried to limit uncertainty. When we have come forward with regu-
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lation, we are basically trying to limit uncertainty. What is your
opinion on that?

Dr. Elmendorf. I think if, I understand you right, I agree that
one can eliminate uncertainty by not regulating and sticking with
it or by establishing regulations of a certain form and sticking with
them. And I think that is absolutely right. Of course, the sort of
regulation may have other effects. But in terms of the uncertainty
alone, I agree that the key issue is establishing a policy that is
then maintained.

And so there are several ways to do that. Obviously adopting the
House-passed legislation in various fronts would be one way of re-
ducing the uncertainty. I think that is right.

Chair Maloney. Because there was some criticism of action. It
seems it was an effort to solve problems and to create certainty. My
colleague, do you have further questions?

Representative Hinchey. No.

Chair Maloney. Well, I just would like to close by thanking you
very much for coming today and reorganizing your schedule after
the snowstorm. And I just would like to comment that I was con-
fused by assertions made today by some of my Republican col-
leagues that unspent funds would be returned to the Treasury.
Many of my colleagues on both the Democratic and Republican side
have really spoken out very positively about how the recovery
funds have provided jobs or created jobs and improved infrastruc-
ture in their districts.

Your testimony today—we appreciate very much your insights on
policies to promote growth and lower unemployment. We appre-
ciate that and I hope that your comments will help enlighten the
debate in the Senate that is taking place this week as they try to
move forward with jobs-creation legislation. And we will be con-
tinuing this discussion on Friday when we will have members of
the private sector, a panel of business leaders and other fore-
casters, come forward. We appreciate your public service and we
appreciate you being here. Thank you. This meeting is adjourned.

[Whereupon, at 1:00 p.m., the committee was adjourned.]
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PREPARED STATEMENT OF CAROLYN MALONEY, CHAIR, JOINT EcONOMIC COMMITTEE

Today’s hearing continues the JEC’s focus on our country’s unemployment prob-
lem—an effort that we are intensifying this year. The historic one-two punch of
snow a few weeks ago delayed our series a bit, but with today’s hearing, we are
getting back on track. We will be examining ways to help our economy recover from
the Great Recession of 2007, which was fueled by the double blow of crises in both
the housing and financial sectors.

Today, we welcome the Honorable Doug Elmendorf, Director of the Congressional
Budget Office. He will give CBO’s assessment of policies and strategies to spur job
creation in the near term. On Friday, we will continue by hearing from business
leaders and economic forecasters as we explore the prospects for employment growth
in the coming months.

Today’s hearing is timely since the Senate plans to consider additional actions
this week to put Americans back to work.

Creating jobs is the top priority for Congress and for our country. With almost
15 million Americans out of work, it’s clear that immediate, targeted actions are
needed to spur hiring and boost employment.

The questions before us are:

e How do we create jobs quickly? and
e Which policies are most efficient—which offer the most bang for the buck?

This hearing will help shine a light on the specific actions Congress should take
right now—not in some distant future.

Just over one year ago, the current Administration took office, taking helm of a
country suffering the worst crisis since the Great Depression. During the last three
months of the Bush administration, we lost an average of 727,000 jobs per month.
In contrast, during the most recent 3 months of the Obama administration, we lost
an average of 35,000 jobs each month.

The trend is heading in the right direction. Thanks to the Recovery Act, the econ-
omy is growing. The Bureau of Economic Analysis reported that in the final quarter
of 2009, the economy expanded at a rate of 5.7 percent. The Recovery Act included
a tax cut for 95 percent of American families and created jobs while investing in
clean energy technologies, infrastructure, and education.

While we have brought the economy back from the brink, we are not yet where
we need to be in terms of job creation. Over 8.4 million jobs have been lost during
the “Great Recession.” And in addition to the 14.8 million workers who are currently
unemployed, there are 8.3 million workers who currently work part-time, but would
like to work full-time.

In the last year, Congress has enacted policies that support struggling families
and encourage job creation. These actions include:

e Creating and extending the first-time homebuyers credit,

e Boosting funding for small business loans via the Small Business Administra-
tion,

o Extending safety net programs, and

Extending the net operating loss carry-back provision that will help small busi-

nesses hire new employees.

But we need to redouble our efforts to create jobs.

In order to bring creative ideas on job creation to Congress, I started the year
reaching out to CEOs of Fortune 100 companies and leaders of small businesses.
I asked these employers to share new ideas on ways to create jobs.

In order to jump-start job growth, I have introduced an employer tax credit (co-
sponsored in the Senate by my JEC colleague Bob Casey and my fellow New Yorker,
Kristen Gillibrand). This idea was suggested by several of the respondents to our
survey. The credit will give employers an incentive to hire new workers and raise
wages. This will help workers get back on their feet, spark consumer spending, and
brighten our economic climate.

I welcome CBO’s input about how to best design an employer tax credit. A recent
CBO study showed that an employer tax credit similar to the one in my bill is one
of the most effective and efficient ways of spurring hiring. The object of this week’s
hearings is to get feedback from experts to make sure that our actions work quickly
to create jobs.

For example, CBO has pointed out that one of the lessons of the 1970s employer
tax credit was that many employers didn’t know about the tax credit until they filed
their tax returns—too late to affect hiring decisions.
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I look forward to CBO’s perspective on finding solutions to the most pressing issue
of the day: creating jobs.

PREPARED STATEMENT OF SENATOR SAM BROWNBACK, RANKING MINORITY MEMBER

Thank you Chairwoman Maloney for scheduling today’s hearing on “The Road to
Economic Recovery: Policies to Foster Job Creation and Continued Growth,” and
thank you Dr. Elmendorf for taking the time to join us this morning.

This hearing on job creation and economic growth comes as the House and Senate
are both considering implementing a third round of deficit financed stimulus aimed
at combating what has, no doubt, been a very severe economic downturn. While I
agree that the weak projected economic recovery is of serious concern to the U.S.
and particularly to unemployed workers and their families, to me, the greatest
threat our nation currently faces is a national debt that has spiraled out of control.

To-date, the federal government has enacted more than $1 trillion in deficit-fi-
nanced stimulus spending, and on top of that, the Federal Reserve and Treasury
Department have extended multiple trillions of dollars in liquidity and financial
backing. The impact of stimulus spending to date is highly uncertain. As we will
hear from Dr. Elmendorf, the expected effects on output and employment of further
proposed stimulus measures are also very uncertain. However, the CBO does note
that many of the proposed stimulus measures, such as spending on infrastructure
and aid to the states will not have any substantial impact on the economy until
2011.

With two quarters of economic growth already in place through the end of 2009,
additional stimulus support in 2011 could potentially prove detrimental to a recov-
ery already significantly underway in 2011. Of the proposed stimulus measures
which CBO deems to have substantial impacts beginning in 2010, only one policy—
increasing aid to the unemployed—has an average expected multiplier effect of one
or higher. All the other policies were estimated to have an average multiplier effect
of between 0.60 and 0.85, meaning that each dollar of spending would only generate
between sixty cents and eighty-five cents in additional output.

Furthermore, the estimated cost per new full-time equivalent job created by these
policies would be extremely high—ranging from $74,000 for increased aid to the un-
employed to $182,000 for investment expensing. In my view, these estimates indi-
cate that additional stimulus spending is not worth the added debt and lower future
incomes that CBO warns will result if offsetting actions are not taken to reverse
the accumulation of additional government debt.

Under the President’s proposed budget, our publicly held national debt will nearly
double from 40% of GDP in 2008 to 75% of GDP in 2018. And the total U.S. debt
will surpass 90% of GDP this very year. Surpassing the 90% total debt threshold
is a troubling reality: a recent study by economists Reinhart and Rogoff found that
a total debt level of 90% of GDP has historically served as a tipping point for re-
duced economic growth.

If the U.S. does not stop spending beyond its means and fails to address long-
run imbalances contained in its unfunded entitlement promises, the often hailed
U.S. economic powerhouse could quickly lose its status as an engine of growth and
leave younger and future generations with a lower standard of living. Our projected
level of debt has the potential to cause serious consequences to growth: failure to
confront our current and long-run budget deficits and rising national debt could
cause a significant rise in interest rates that will crowd out private investment,
raise future borrowing costs and interest payments on the debt, and potentially
force policymakers to enact prohibitively high tax rates that could spur a downward
spiral in output and the U.S. standard of living.

These threats are not just theoretical—they are very real. The recent crisis of con-
fidence in Greece is a clear example of the potential debt threat facing the U.S. The
only difference is that no one will be there to bail out the U.S. if financiers of our
debt lose confidence in the U.S.’s ability to repay it.

Rather than contemplate ways in which the U.S. can further increase our debt
in attempts to alleviate the current economic downturn, I believe we need to change
gears and get serious about addressing our out-of-control budget-deficits and explod-
ing national debt that threaten to cause our generation to become the first in his-
tory to leave our children and grandchildren with a worse future.

Finally, I'd like to note for my colleagues that Mr. Brady and I will be hosting
an event at 1 p.m. this afternoon in the Capitol Visitor Center titled “RETURN TO
PROSPERITY: CREATING TIIE STRONGEST ECONOMY OF THE 21ST CEN-
TURY.” We have four outstanding speakers including 2004 Nobel Prize winner Dr.
Edward Prescott, noted monetary economist Dr. Allan Meltzer, former OMB Direc-
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tor and Federal Trade Commission Chairman Jim Miller, and President of the Insti-
tute for Research on the Economics of Taxation Steve Entin. If members want to
hear how to get the economy back on track by returning government to its proper
role and through sound monetary policy, all are invited to join us—as is the public.

PREPARED STATEMENT OF REPRESENTATIVE KEVIN BRADY

I am pleased to join in welcoming Director Elmendorf before the Committee this
afternoon.

Given the depth and length of this recession, economists would normally expect
a sharp V-shaped recovery with a strong rebound in output and employment. How-
ever, this has not been the case so far.

Real GDP grew at an annualized rate of 2.2 percent in the third quarter of 2009.
While the real GDP growth rate accelerated to 5.7 percent in the fourth quarter,
more than 57 percent of the growth in the fourth quarter was due to a one-off re-
stocking of inventory. The fourth quarter spike reveals how deeply businesses
emptied their shelves last year but gives no indication they are confident in bringing
workers back or hiring new ones. Real final sales, which are a better measure of
the underlying trend in real GDP than the headline number, rose by only 2.2 per-
cent in the fourth quarter of 2009.

This is consistent with the sluggish economic growth forecasted for the next two
years. The Congressional Budget Office (CBO) forecasts that real GDP will grow by
2.2 percent in 2010 and 1.9 percent in 2011. Likewise, the February Blue Chip con-
sensus of private economists forecasts that real GDP will grow by 3.0 percent in
2010 and 3.1 percent in 2011, somewhat faster than CBO, but still slow when com-
pared with normal growth after a severe recession.

Weak economic growth means that job creation will be anemic and the unemploy-
ment rate will remain elevated for a number of years. Indeed, the CBO forecasts
that the average unemployment rate will be 10.1 percent in 2010 and 9.5 percent
in 2011. Again, the February Blue Chip consensus is somewhat more optimistic
than the CBO, but not much, forecasting average unemployment rates of 10.0 per-
cent in 2010 and 9.2 percent in 2011.

While January’s decline in the unemployment rate to 9.7 percent is encouraging,
most of the improvement is attributable to an increase in the number part-time jobs
reported by households. At the same time, payroll employment fell by another
20,000 jobs. This divergence between the household and establishment surveys is
unusual. We must await future employment reports to see how this inconsistency
between the two surveys is resolved.

Let’s compare the recovery after the recession that began in December 2007 with
the recovery after the August 1981 to November 1982 recession, which is similar
in depth and length to the recent recession. The National Bureau of Economic Re-
search has not yet determined the official bottom for the recent recession. However,
industrial production hit its bottom in June 2009, and real GDP began to grow in
July 2009. So, until the National Bureau of Economic Research makes its official
determination, let’s assume that the bottom of the recent recession occurred in June
2009.

Comparing the Reagan and Obama recoveries so far, we find:

e The average annualized rate of real GDP growth was 7.2 percent in the first
two full quarters of the Reagan recovery compared with 4.0 percent in the first
two full quarters of the Obama recovery.

e During the first seven months of the Reagan recovery, payroll employment had
increased by 1.2 million jobs, while during the first seven months of the Obama
recovery payroll employment fell by 1.1 million jobs.

Why are both real GDP growth and job creation so slow after this recession? Un-
fortunately for American workers and their families, the current economic recovery
is fighting the head winds of excessive government spending and debt, the prospect
of higher income taxes in the near future, and uncertainty over the future of health
care and “cap and trade” legislation.

The expectations among entrepreneurs and business leaders for new costly and
intrusive regulations and higher taxes on income, capital gains, and dividends start-
ing in 2011 that will continue rising to service the explosion of federal debt under
the Obama budget are the reason why firms, especially small businesses, are nei-
ther investing nor hiring new workers.

Congress should not waste taxpayer dollars on another stimulus bill, deceptively
packaged as a “jobs bill.” Instead of pushing controversial, costly, and job-killing
healthcare and “cap and trade” bills, Washington should reduce federal spending
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from President Obama’s 23 percent of GDP to no more than the post-war average
of 19.5 percent of GDP over the next five years. Recently, Moody’s warned the
United States that its reckless fiscal course threatens its triple-A credit rating. Con-
gressional action to reduce and then eliminate the federal budget deficit through
spending reductions and entitlement reforms will do more to increase business con-
fidence and create new jobs than any “jobs bill.”

I look forward to hearing today’s testimony.
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Congresswoman Maloney, Senator Schumer, Congressman Brady, Senator
Brownback, and Members of the Committee, thank you for the opportunity to
testify today on policies to foster economic growth and employment this year and
next. My statement is drawn from the Congressional Budget Office’s (CBO’s) recent
work on that topic.!

The United States has just suffered through the most severe recession since the 1930s,
The economy’s output is currently about 6 percent below CBO’s estimate of potential
gross domestic product (GDP)-—the output the economy would produce if its
resources were fully employed. At 9.7 percent, the unemployment rate is about twice
what it was in December 2007. Since that time, employers shed about 8.4 million
jobs. Moreover, if employment had grown during that period at the same rate at
which it grew from 1990 to 2007, millions of additional jobs would have been added
to the economy. All told, the recession has lowered employment by about 11 million
jobs relative to what it would otherwise be.

The good news is that the economy appears to be starting to recover. Real (inflation-
adjusted) GDP grew during the second half of 2009, after having fallen 3.7 percent
since the recession began in the fourth quarter of 2007. Severe economic downturns
often sow the seeds of robust recoveries. During a stump in economic activity, con-
sumers defer purchases, especially for housing and durable goods, and businesses post-
pone capital spending and try to cut inventories. Once demand in the economy picks
up, the disparity between the desired and actual stocks of capital assets and consumer
durable goods widens quickly, and spending by consumers and businesses can acceler-
ate rapidly. Although CBO expects that the current recovery will be spurred by that
dynamic, in all likelihood the recovery will also be dampened by a number of factors.
Those factors include the continuing fragility of some financial markets and institu-
tions; declining support from fiscal and monetary policy; and limited increases in
houscholds’ spending because of slow income growth, lost wealth, and a large number
of vacant houses.

Therefore, CBO anticipates, as do most private forecasters, that the pace of the eco-
nomic recovery will be slow. The agency’s latest forecast is presented and explained in
The Budget and Economic Outlook, which was released two weeks ago.? CBO projects
that, under current law, real GDP will increase by 2.1 percent between the fourth
quarter of 2009 and the fourth quarter of 2010 and by 2.4 percenr in 2011. Growth
of real GDP will accelerate after 2011, spurred by stronger business investment and
residential construction. For 2012 through 2014, CBO projects that real GDP will
increase by an average of 4.4 percent per year, which would close the gap between
actual output and potential output completely by the end of 2014.

1. See Congressional Budget Office, Policies for Increasing Feonomic Growth and Employment in
2010 and 2011 (January 2010); and Congressional Budget Office, letter to the Honorable Robert
P Casey Jr. providing information on various approaches to reducing employers’ payroll taxes to
encourage employment (February 3, 2010).

2. Congressional Budget Office, The Budger and Economic Outlook: Fiscal Years 2010 to 2020
(January 2010},
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Figure 1.
Unemployment Rate
(Percent)

12

10

2
o :!lxtt‘ﬁi!r"‘rf&l!&%lnlrt
1980 1985 1990 1995 2000 2005

Source; - Congressional Budget Office.
Note: The shaded bars indicate periods of recession.

Hiring usually lags behind output during the initial stages of a recovery because firms
tend to increase output first by boosting productivity and by raising the number of
hours that existing employees work; adding employees tends to occur later. CBO
expects that the unemployment rate will average slightly above 10 percent in the first
half of this year and then turn downward in the second half (see Figure 1). In CBO’s
projection, the unemployment rate does not fall below 8 percent until 2012 and does
not return to its long-run sustainable level of 5 percent untll 2014.

Reflecting the large amount of siack in the economy, inflation will decrease further
from its already low level in 2009, CBO forecasts. The core price index for personal
consumption expenditures (that is, the PCE price index excluding the prices of food
and energy) will rise by about 1 percent (on a faurth—quarter'toﬂfourth~quarter basis)
in 2010 and 2011. The overall PCE price index wxll rise by 1.4 percentin 2010 and
1.1 percent in 2011.

During the past three years, the go‘vemment has implemexited a range of policies to
address the severe recession as well as the turmoil in the hsusmg and financial mar-
kets. Concerns that the economic recovery will be slow and protracted have prompted
the consideration of further fiscal policy actions. In previous reports and testimony,
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CBO identified three key criteria for judging policy options for spurring economic
growth and increasing employment:

® Timing—providing help when it is needed most;

& Cost-effectiveness—providing the most growth and employment per dollar cost to

the federal budget; and

m Consistency with long-term fiscal objectives—preventing a short-term deficit
increase due to stimulative policy from adding excessively to federal debt in the
long run.

Other considerations affecting the design of policy options include uncertainty about
a policy’s effectiveness, the distribution of benefits among different people, and the
value of additional goods and services that would be produced.’®

This testimony summarizes the outlook for the labor market and assesses the potential
impact that a variety of policy options would have on economic growth and employ-
ment. Some of the options that CBO analyzed would reduce taxes on individuals or
increase aid to the unemployed and others, thereby increasing households’ disposable
income and boosting demand. Other policies would increase the flow of cash and
reduce taxes for businesses, which would encourage them to invest and hire and thus
increase employment. Additional options would increase federal spending by invest-
ing in infrastructure or providing aid to state governments, which would strengthen
demand for goods and services and reduce further losses of state and local government
jobs.

CBO concludes that further policy actions, if properly designed, would promote
economic growth and increase employment in 2010 and 2011. The policies analyzed
vary in cost-effectiveness as measured by the cumulative effects on GDP and employ-
ment per dollar of budgetary cost and in the timing of those effects. Policies that
could be implemented relatively quickly or targeted toward people whose consump-
tion tends to be restricted by their income, such as reducing payroll taxes for firms
that increase payroll or boosting aid to the unemployed, would have the largest
effects on output and employment per dollar of budgertary cost in 2010 and 2011.
By contrast, policies thar temporarily increased the after-tax income of people with
relatively high income, such as an across-the-board reduction in income taxes or an
increase in the exemption amount for the alternative minimum tax (AMT), would
have smaller effects because such tax cuts would probably not affect the recipients’
spending significantly.

3. See Congressional Budget Office, Oprions for Responding to Shovi-Term Economic Weakness
(January 2008); and statement of Douglas W, Elmendorf, Director, Congressional Budget
Office, before the House Comunittee on the Budget, 7he State of the Economy and Lsues in
Developing an Effective Policy Response (January 27, 2009).
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Despite the potential economic benefits in the short run, such actions would add to
the already large projected budget deficits. Unless offsetting actions were taken to
reverse the accumulation of additional government debt, future incomes would tend
to be lower than they otherwise would have been.

The Outlook for thé Labor Market

Conditions in the labor market deteriorated less rapidly during the second half

of 2009 than in the preceding year and 2 half; but a sustained turnaround in the
unemployment rate and a recovery in employment are clearly lagging behind the
recovery in production and output. The unemployment rate continued to rise in
the second half of the year, reaching 10.1 percent in October and finishing the year
at 10.0 percent. The rate then fell to 9.7 percent in January, surprising CBO and
most private forecasters; whether that decline represents a temporary improvement
or heralds the beginning of a downtrend is not clear. Payroll employment dropped
sharply during much of 2009 but appeared to be leveling out by the end of the year.
Still, payroll employment has not yet shown significant growth, New claims for
unemployment insurance have fallen substantally since early 2009, but they remain
well above prerecession levels. At the same time, hiring rates are still very low, with
only weak signals pointing to imminent improvement.

That pattern is typical of recent recessions, in which the unemployment rate contin-
ued to rise and employment continued to fall for 6 to 12 months after real GDP
began to grow. Hiring usually lags behind output during the initial stages of a recov-
ery because firms tend to increase output first by boosting productivity and by raising
the number of hours existing employees work; adding to payrolls tends to occur
somewhat later. Indeed, productivity in the nonfarm business sector surged at an
annual rate averaging about 6.7 percent from the second quarter through the fourth
quarter of 2009. Moreover, the unemployment rate generally lags further behind the
turning point in output because the number of people seeking work also increases in a
recovery.

Effects of the Recession on Unemployment

At the beginning of the recession, only 4 states had an unemployment rate of 6 per-
cent or higher. In November 2009, that number increased to 48; in 15 states, the rate
was above 10 percent, and the highest rate was 14.7 percent.

In the recent recession, those who have been hit especially hard include men, younger
workers, and less educated workers. The unemployment rate for men age 20 or older
rose from 4 percent in the fourth quarter of 2007 to 10 percent in the fourth quarter
of 2009; the rate for women, also 4 percent in late 2007, rose less—to 8 percent.
Unemployment among workers between ages 20 and 24 rose from 9 percent in late
2007 to 16 percent in the fourth quarter of 2009. During the same period, the
unemployment rate for workers age 25 or older who had less than 2 high school
diploma rose from 8 percent to 15 percent.
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The long duration of this recession has sharply increased the number of discouraged
workers and part-time workers. An alternative measure of unemployment that
accounts for “marginally attached” workers (people who say they have given up look-
ing for work) and for part-time workers who would prefer full-time employment rose
from 9 percent in December 2007 to 17 percent in December 2009.4

The recession has also had dramatic effects on the flows of workers through the job
market. In an average month in 2007, about 5.3 million people were hired, and

5.2 million people left their jobs (constituting separations by quitting, retiring, being
fired, or changing jobs). The ner effect of those huge flows was an increase in employ-
ment each month of about 100,000. By the third quarter of 2009, the average
monthly number of people hired and separated had fallen to about 4.1 million and
4.3 million, respectively; those smaller but still very large flows resulted in a net
decline in employment that averaged abour 240,000 each month. Separations
declined despite an increase in layoffs and discharges because the number of people
quitting their jobs declined dramatically.

Factors Leading to a Slow Recovery in Employment and Unemployment

Like the consensus in the most recent Blue Chip survey (compiled from about

50 private-sector forecasts), CBO envisions only a gradual recovery in employment
and other measures of the labor market.

The first and most important factor underlying that assessment is that output is
expected to grow faitly slowly. Following the two previous most severe recessions in
the postwar period—the 1973-1975 and 19811982 recessions—employment recov-
ered much more rapidly than CBO and others currently expect. But those recoveries
featured much faster growth in output than is now anticipated; real GDP grew by
6.2 percent in the four quarters following the 1973-1975 recession and by 7.8 per-
cent in the same period following the 1981-1982 recession. In contrast, employment
changed little during the four quarters following the 1990-1991 recession, when real
GDP rose by 2.6 percent; and employment fell by more than 1 million in the six
quarters following the 2001 recession, when real GDP grew at an average annual rate
of 2.1 percent. CBO currently projects that real GDP will increase by an average
annual rate of about 2% percent from the fourth quarter of 2009 to the fourth quar-
ter of 2011.

Second, average weekly hours worked in private industries fell sharply during the
most recent recession, to a level well below their long-term downward trend. Increas-
ing the hours worked by existing employees is one way that employers can increase

4, Department of Labor, Bureau of Labor Statistics, Table A-12, “Alternative Measures of Labor
Underutilization,” measure U 6. The data are available from 1994, Marginally attached workers are
people who currently are not working and are not looking for work bur indicate that they want and
are available for a job and have looked for work sometime in the recent past. People employed part
time for economic reasons are those who want and are available for full-time work but have had 1o
settle for a part-time schedule.
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labor input without having to bear the fixed costs of hiring new workers. Although
average weekly hours worked increased in late 2009, they remain below the long-term
trend, suggesting that many firms will increase workers” hours before doing new hir-
ing on a large scale.

Third, the movement of unemployed workers into new jobs will probably be more
difficult in this recovery than in past ones. Recessions often accelerate the demise

or shrinkage of less efficient and less profitable firms, especially those in declining
industries and sectors. Thus, the share of unemployed workers whose previous jobs
are permanently lost tends to rise during recessions; the rise has been especially pro-
nounced during the past two years. At the same time, workers who have been tempo-
rarily laid off represent a smaller percentage of the unemployed than they did in past
recessions.

As a result, gains in employment after this recession will probably rely more than
usual on the creation of new jobs, possibly in new firms that are located in different
places and require workers with different skills than those needed in the jobs that have
disappeared. For workers who have lost jobs to which they cannot return, acquiring
new skills can take time. (In contrast, it is easier for workers who have been laid off
temporarily to return to their jobs because the employers already know the workers
and the workers already have the righe skills and are familiar with the work.) For
workers who need to move to different regions to find new jobs, the sharp declines in
home prices during this recession, combined with the high loan-to-value ratios on
many mortgages before the downturn, will hinder relocation. With a significant share
of homeowners now owing more on their mortgages than their homes are worth,
many people may not be able to sell their house for enough money to enable them to
buy one in a new area.

Finally, the labor force is expected to begin to grow again, which will slow the pace of
decline in the unemployment rate. During the recession, many workers were discour-
aged from looking for a job; when they stopped actively seeking work, they were no
longer counted as part of the labor force. When they again actively seek work, they
will be counted among the unemployed. Following the pattern of past recessions,
those workers will probably return to the labor force as economic conditions improve,
slowing the decrease in the unemployment rate.

Although all of those factors suggest that the pace of the recovery in employment is
likely to be slow during the next few years, several indicators suggest that hiring con-
ditions may improve in the near future. Employment in temporary help services, a
leading indicator for the labor marker, showed large gains in late 2009. Moreover, the
increase in output that began in mid-2009 was achieved by increased productivity
rather than increased employment. Although such a surge in productivity is quite typ-
ical around the end of a recession and in the early stage of a recovery, in the past such
surges have not lasted more than a few quarters. Consequently, the pace of productiv-
ity growth will probably slow significandy in 2010, and as long as economic activity
continues to grow at even a modest pace, some new hiring can be anticipated.
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Assessing Policy Options for Increasing Economic

Growth and Employment

CBO has assessed the potential of a variety of fiscal policy options for promoting eco-
nomic growth and increasing employment. In particular, the agency has evaluated the
timing and cost-effectiveness of the stimulus to output and employment that would
be provided by different fiscal actions.

Types of Policy Options Considered
The different policy options would work somewhat differently depending on whether
they sought to support spending by houscholds, businesses, or governments.

Policy options aimed at assisting households would spur demand for goods and ser-
vices to varying degrees and thereby boost production to varying degrees. Because
businesses’ decisions on investing and hiring depend on the demand for their prod-
ucts, higher demand and preduction would lead to morte investment and hiring. The
size of those effects would depend largely on which households got the money. Poli-
cies that temporarily increased the after-tax income of people who are relatively well
off would probably have little effect on their spending because they generally would
be able finance their consumption out of their income or assets without such a
change. However, policies that increased the resources of families with lower income,
few assets, and poor credit would probably have a larger impact on consumption
spending. Because of the extent of job losses and declines in asset prices in this reces-
sion, more families probably fit that description now than was the case in the immedi-
ate aftermath of many previous recessions.

Policy options that support businesses would operate somewhat differently. Some
policies would seek to encourage business spending by providing incentives for new
investment, such as allowing firms to “expense” their investment costs for tax purposes
—that is, to deduct the cost of an investment in the year it is made. Those policies
would increase firms’ after-tax return on investment by reducing the present value of
taxes, and they would increase firms’ cash flow for the year in which the new invest-
ment is made. The success of such incentives in encouraging spending would depend
on the economic conditions when the incentives were in effect: A reduction in the
cost of capital will generally not cause a business to buy new machinery if demand for
the businesss output is so low that the machinery would stand idle. Several studies
suggest that the impact of being able to expense investment costs in the early 2000s,
when demand was depressed (though not nearly as weak as it is now), was modest.’

Other policies would encourage hiring by temporarily or permanently reducing the
cost of labor. The cost-effectiveness of those policies would depend on firms’
responses to the tax benefits received—whether they passed the benefits on to custom-

5. Fora summary of the literature on the effects of partial expensing and bonus depreciation in
the early 2000s, sec Congressional Budget Office, Oprions for Responding ro Short- Term Economic
Weaakness.
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ers in the form of lower prices, to employees in the form of higher wages, or implicitly
to sharcholders by retaining them as profits—and the extent to which they increased
employment and hours worked during a period when doing so would be temporarily
less expensive.

Additional government spending would also boost output and employment, both
directly through the government-funded activity and indirectly through increases in
consumers’ demand for goods and services resulting from the higher income of the
households and firms that directly benefited from the government activity. The fed-
eral government can boost demand by increasing its own purchases of goods and
services or by providing funds to state and local governments to increase their pur-
chases of goods and services. How fast significant sums of money could be wisely
spent, however, is unclear. In general, large increases in funding tend to be spent more
slowly. Also, many public infrastructure projects, which require coordination among
different levels of government, take a long time to implement. Such projects can be
cost-effective in terms of the number of jobs generated per dollar of budgetary cost
because they involve direct purchases of goods and the hiring of workers, but only a
small share of the full effect is likely to be felt in the first two years after a proposal
becomes law.

Federal grants to state and local governments can contribute to national economic
growth——and aid people in the jurisdictions that receive the funds—by reducing the
need for those governments to cut spending or raise taxes to narrow their budget
shortfalls. Analysts expect those shortfalls to be very large in the next few years. For
fiscal year 2010, 18 states are projected to have budget gaps (projected revenue short-
falls as a percentage of general fund expenditures) that exceed 20 percent, and 3 have
gaps exceeding 40 percem:.6 Aid would be less effective in increasing employment if it
simply allowed jurisdictions to borrow less. However, in the current economic envi-
ronment, most states have already borrowed as much as they can under their own
budget rules and will probably remain up against those limits during the next few
years.

CBO’s Modeling Approach
For each policy, CBO used evidence from empirical studies and econometric models
to estimate the impact on:

® Ourput—the cumulative effects on GDP per dollar of total budgetary cost (addi-
tional government spending or reduction in tax collections), and

# Employment—the cumulative effects on years of full-time-equivalent employment
per millior dollars of total budgetary cost.

6. Calculation based on data from Pew Center for the States, Beyond California: States in Fiscal Peril
(Washington, D.C.: Pew Charitable Trusts, November 2009).
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The approach CBO adopted to measure a policy’s effect on output is similar to the
method the agency previously used to assess the effects of the American Recovery and
Reinvestment Act (ARRA, Public Law 111-5).7 The estimated impacts include both
direct and indirect effects. Direct effects consist of immediate (or first-round) effects
on economic activity. For example, government purchases of goods and services
directly elicit economic activity and thereby have a direct dollar-for-dollar impact on
output. Indirect effects are the second-round effects, which may enhance or offset the
direct effects. For example, if the economy has idle resources, as it does now, govern-
ment funding for projects can lead to the hiring of otherwise unemployed workers;
and the additional spending by those workers, who now would have more income,
would constitute a positive indirect effect. In contrast, a substantial increase in gov-
ernment spending tends to drive up interest rates, which discourages spending on
investment and on durable goods by raising the cost of borrowed funds. Those indi-
rect “crowding-out” effects would offset some of the direct effect. On the basis of its
assessment of the available research, CBO chose low and high estimates of multipliers
for a given policy to encompass most economists’ views about the effects of that type
of policy.

To assess a policy’s impact on employment, CBO used a series of steps to translate the
estimated effects on output into estimated effects on cumulative years of full-time-
equivalent employment. First, CBO calculated the impact on the output gap—the
percentage difference between actual output and potential output (the amount chat
the economy is capable of producing given its labor supply, capital stock, and technol-
ogy). Next, CBO calculated the magnitude and timing of effects of changes in the
output gap on productivity, hours per worker, and the unemployment rate using the
historical relationships between those measures. Changes in the output gap inidally
have the largest effects on productivity; they affect hours per worker and unemploy-
ment gradually over several quarters. CBO also took account of the effect of changes
in the unemployment rate on the labor force, because discouraged workers and people
who have chosen to pursue activities such as schooling rather than work tend to
return to the labor force when unemployment declines and the economic environ-
ment improves.

For policy options that would reduce labor costs and provide direct incentives for
increasing employment and hours worked, CBO also accounted for firms possible
reactions, which would probably take several forms. Some firms would use additional
labor to enhance the quality of products and services in ways not reflected in GDP.
Some would use additional labor to increase maintenance of existing plants and
equipment (such as doing preventive maintenance on motor vehicles), which would
make plants and equipment last longer and delay the need to invest in replacements.
Depending on the type of products they made, some firms would also increase their

7. For the methodology to assess the economic effects of ARRA and the range of multipliers used for
each policy category, see Congressional Budget Office, Estimared Impact of the American Recovery
and Reinvestment Act on Employment and Economic Output as of September 2009 (November 2009).
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use of labor that was temporarily less expensive while the policy was in effect and
reduce their use of labor later. Last, some firms would hire a little sooner to cover
anticipared increases in their labor needs.

By measuring employment impacts in cumulative years of full-time-equivalent
employment, each defined as 40 hours of employment per week for one year, this
analysis incorporates the effects of policies on hours worked in addition to their effects
on the number of people who would be employed. Thus, it includes increases in
houts among part-time employees and possibly some overtime for full-time employ-
ees. In contrast, CBO’s earlier analysis of ARRA was based on the number of
employed people at a point in time and did not include shifts from part-time to full-
time work or overtime.

Another difference between this analysis and the analysis done for ARRA is that,
instead of reporting a policy’s multiplier or impact at a point in time, this analysis
focuses on cumulative changes over specific time periods. Effects on output were
measured as the cumulative effects between 2010 and 2015, with a particular focus on
the increase in years of full-time-equivalent employment in 2010 and 2011. The esti-
mates include the effect of fiscal policy actions on monetary policy, reflecting an
expectation that the Federal Reserve would gradually begin to offset such fiscal policy
actions at the end of 2011 in order to avoid increasing the risk of inflation; as a result,
some policies would generate cumulative effects on employment that were lower for
2010 through 2015 than for 2010 through 2011.8

For this analysis, policies were assumed to be temporary (that is, to be in effect for
specific time periods or for specific dollar amounts), although some of the policies
could also be designed to be permanent. The total effect of a policy on economic
growth and employment would depend critically on the magnitude of the reduction
in taxes or increase in spending that would occur. The largest feasible magnitude of
the budgetary change would vary among the policies, but all of the options considered
would be sufficiendy scalable to allow tens of billions of dollars of spending increases
or tax cuts in 2010 and 2011.

8. When estimating ARRA’s effects, CBO assumed thar the Federal Reserve would not reduce the
amount of stimulus it was providing with its own policy levers (such as low interest rates and its
efforts to increase liquidity by other means) to offset the output growth caused by ARRA. That
assumption rested on the assessment that the economic outlook was sufficiently worrisome that the
Federal Reserve was trying to provide a great deal of stimulus and would have welcomed additional
stimulus from fiscal policy. However, CBO now assumes that as the recovery progresses, the Federal
Reserve will see less need to provide monetary stimulus, Under CBO’s economic forecast, that
assumption implies that at the end of 2011 the Federal Reserve will gradually begin to offset fiscal
policy actions by raising interest rates {or engaging in other actions to tighten monerary policy) in
order to reduce the risk of excessive inflation. As a result, fiscal policy actions that would initially
have a positive impact on output in 2010 or 2011 would have a smaller negative effect later; conse-
quently, for some policies, the cumulative effects on years of full-time-equivalent employment from
2010 to 2015 would be smaller than the effects in 2010 and 2011.

10
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Table 1.
Estimated Effects of Policy Options on Output and Employment

Cumulative Effects on Cumulative Effects on Employment”
GDP, 2010-2015" {Years of full-time: ival ployment
(Dollars per dollar of per million doflars of total budgetary cost)
total budgetary cost) 2010 2010-2011 2010-2015
Low High Low High tow High Low _High
Policy Options with a Substantial Proportion of impacts
Beginning in 2010
Increasing Aid to the Unemployed® 0.7 1.90 4 7 8 19 & 15
Reducing Employers’ Payroll Taxes 0.40 120 3 5 5 13 4 11
Reducing Employers’ Payroll Taxes for Firms
That Increase Their Payrolt 0.40 130 5 9 8 18 7 16
Reducing Employees’ Payroll Taxes 8.30 0.90 2 4 3 9 2 7
Providing an Additional One-Time
Social Security Payment 0.30 0.90 2 [ 3 9 2 8
Allowing Full or Partial Expensing of
Investment Costs® 0.20 1.00 1 3 2 9 1 8
Policy Options with a Substantial Proportion of impacts
Beginning in 2011
Investing in Infrastructure® 0.50 1.20 * 1 2 4 4 10
Providing Aid to States for Purposes Other
Than Infrastructure® 0.40 110 1 1 3 7 3 9
Providing Additional Refundable Tax Credits for
Lower- and Middle-Income 0.30 0.90 * * 3 [ 3 7

Households in 2011
Extending Higher Exemption Amounts for the

Alternative Minimum Tax 0.10 0.40 * * 1 4 1 4
Reducing Income Taxes in 2011 0.10 0.40 * * 1 3 1 4

Source:  Congressional Budget Office.
Notes: In estimates of the effects on output and employment, the total budgetary cost is the amount of tax revenues or budget authority
over the full duration of the policies’ effects unless otherwise specified.
All years are calendar years.
The ranges between low and high estimates are designed to encompass most economists’ views,
Untless otherwise specified, spending policy options are assumed to provide budget authority as of Aprit 2010, and tax policy options
are assumed to be in effect for 2010 only.
* = between zero and 0.5.
a. Estimated as gross domestic product {GDP} with a policy minus GDP without the policy.
Estit d as years of full-time-equi employment (FTE-years) with a policy minus FTE-years without the policy. An FTE-year is
40 hours of employment per week for one year. For example, four people working 20 hours per week for six months equals one FTE-year.
¢. Spending begins in March 2010, and no benefit payments are made after July 2011.
d. Initial reductions in revenues are nearly fully offset by later increases. The policy’s effects are therefore estimated per doliar of the pres-
ent discounted value of the policy {discounted at the businesses’ cost of debt and equity) instead of per dollar of total budgetary cost.
e. Timing of spending from new funding foliows historical experience.
. Includes the effects of extending higher exemption amounts for the alternative minimum tax in 2010,

11



46

Policy Options with a Substantial Proportion of Impacts Beginaing in 2010
Among the policy options considered in CBO’s analysis, those that were estimated to
have a substantial proportion of their impacts beginning in 2010 are increasing aid to
the unemployed, reducing employers’ payroll taxes, reducing payroll taxes for firms
that increase their payroll, reducing employees’ payroll taxes, providing an additional
one-time Social Security payment, and allowing full or partial expensing of invest-
ment costs (see Table 1 and Figure 2).

Increasing Aid to the Unemployed. Under current law, some people who exhaust their
unemployment benefits by the end of February 2010 will be eligible for additional
weeks of benefits through emergency unemployment compensation. People receiving
those benefits also are eligible to collect an additional weekly payment of $25; pay-
ments for those supplements are scheduled to be phased out beginning in March
2010. In addidon, under amendments to the Consolidated Omnibus Budget Recon-
ciliation Act of 1985 (COBRA, Public Law 99-272), the government will pay for

65 percent of health insurance premiums for up ro 15 months for individuals whose
employment was involuntarily terminated between September 2008 and February
2010. The policy option analyzed by CBO would provide further assistance to the
unemployed by extending through December 2010 the benefits that will begin to be
phased out in March 2010 under current law; under this option, no added benefits
would be paid after July 2011.

Extending additional unemployment benefits would directly help those who would
otherwise exhaust their unemployment benefits between March and December of this
year. Households receiving unemployment benefits tend to spend the additional ben-
efits quickly, making this option both timely and cost-effective in spurring economic
activity and employment. A variant of this option would extend assistance with pay-
ing health insurance premiums, which would allow some recipients to maintain
health insurance coverage they would otherwise have dropped. This variant would
result in increased demand for health care services, and it would increase the income
available to purchase other goods and services for recipients who would have pur-
chased insurance even without this special assistance. Both policy options could
dampen people’s efforts to look for work, although that concern is less of a factor
when employment opportunities are expected to be limited for some time.

CBO estimates that those policies would raise output cumulatively between 2010 and
2015 by $0.70 to $1.90 per dollar of total budgetary cost. CBO also estimates that
the policies would add 8 to 19 cumulative years of full-time-equivalent employment
in 2010 and 2011 per million dollars of total budgetary cost.

Reducing Employers’ Payroll Taxes. Social Security, which consists of Old-Age,
Survivors, and Disability Insurance, is financed by payroll taxes. Under current law,
both employers and employees pay 6.2 percent of an employee’s annual earnings up to
a ceiling that is adjusted for wage growth and equals $106,800 in 2010. CBO ana-
lyzed an option that would reduce employers’ payroll taxes for 2010.
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Figure 2.
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Firms would probably respond to this temporary reduction in their portion of the
payroll tax through a combination of four channels. First, some firms would respond
to lower employment costs by reducing the prices they charge in order to seil more
goods ot services. Those higher sales would in turn spur production, which would
then increase hours worked and hiring, Second, some firms would pass the tax savings
on to employees in the form of higher wages or other forms of compensation, which
would encourage more spending by those employees. However, wages tend to be
inflexible in the short run because of negotiation and administrative costs, so that
response is not likely to be very large. Third, some firms would retain the tax savings
as profits. Higher profits would raise companies’ stock prices, and the resulting higher
household wealth would encourage more consumption, although shareholders are
likely to spend only a small portion of their gains. Higher profits would also improve
cash flow, enabling firms facing borrowing constraints to buy new equipment. Fourth,
some firms would use slightly more labor during a period when it was temporarily less
expensive. However, most of the money forgone by the government would go to
reduce employers’ taxes for existing workers, so—per dollar of forgone revenues—the
added incentive to increase employment and hours wotked would be small.

CBO estimates that reducing employers’ payroll taxes would raise output cumula-
tively between 2010 and 2015 by $0.40 to $1.20 per dollar of total budgetary cost.
CBO also estimates that the policy would add 5 to 13 cumulative years of full-time-
equivalent employment in 2010 and 2011 per million dollars of total budgetary cost.

Reducing Employers’ Payroll Taxes for Firms That Increase Their Payroll. In the late
1970s, the New Jobs Tax Credit was enacted in order to increase employment by
reducing labor costs. CBO analyzed a related policy that would give employers a one-
year nonrefundable credit against their payroll tax liability for incremental increases in
their payroll during 2010. Because the credit would be nonrefundable, the credit
amount would not exceed the firm’s payroll tax liability. Such a credit could be based
on payrolls in each calendar quarter so that firms could receive the credit quickly. To
prevent firms from firing existing employees and hiring new ones, the credit could be
based on the difference between the wage base in the current quarter and the wage
base four quarters previously (the “reference period”). Also, to reduce the incentive for
firms to delay hiring or to lower their wage base before the policy was implemented,
the policy could be retroactive to the beginning of the quarter of enactment. In addi-
tion, the eligible wage base could be capped at an annual amount for each employee.
Wage bases for the Federal Insurance Contributions Act (up to $106,800 in annual
earnings for 2010) and the Federal Unemployment Tax Act (up to $7,000 in annual
earnings) can be calculated quarterly for most employers from information already
reported to the Internal Revenue Service, thus reducing the administrative costs of
this option.

Providing tax credits for increases in payrolls would increase both output and employ-
ment. The effect on output would come through the same four channels as the effect
on output of reducing employers’ payroll taxes. CBO estimates that this option and
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the preceding one would have approximately the same economic impact per dollar of
budgetary cost through the first three channels discussed above. Through the fourth
channel, however, this option would provide a substantially larger increase in employ-
ment and hours than the previous option because this policy would provide tax bene-
fits linked to payroll growth; fewer budgert dollars would be used to cut taxes for work-
ers who would have been employed anyway, so the incentive to increase payroll per
dollar of forgone revenues would be greater.

CBO estimates that reducing payroll taxes for firms that increase their payroll would
raise output cumulatively between 2010 and 2015 by $0.40 to $1.30 per dollar of
total budgetary cost. CBO also estimates that the policy would add 8 to 18 cumula-
tive years of full-time-equivalent employment in 2010 and 2011 per million dollars of
total budgetary cost.

Various alternatives in the design of such a policy would affect its impact on
employment:”

® Each firm’s tax cut could be limited to a fixed dollar amount, a percentage of the
firm’s payroll in a base year, or both. Such a cap would reduce the policy’s total
budgetary cost, but it would also limit the incentives to increase employment. A
firm that would have boosted its payroll in the absence of the policy by enough to
reach the cap would receive the maximum tax cur under this alternative, but it
would receive no additional tax cut for further expanding employment. Thus, the
policy would give such a firm tax benefits but no extra incentive to hire more work-
ets, decreasing the employment effect per dollar of budgetary cost.

® The tax cut could be offered only to firms with a total number of employees or
total revenues below a specified threshold. However, employment at small firms is
especially volatile: Those firms exhibit high rates of job creation and job loss as well
as high rates of entering and leaving the markets in which they sell their products.
As a result, the average duration of jobs subsidized under such a targeted tax cut
would probably be shorter than the average duration under a broad-based policy.
Moreover, small firms that do expand have proportionally higher average payroll
growth than large firms that expand, so a larger fraction of the tax cut would fund
payroll growth that would have occurred anyway. Consequently, CBO concludes,
restricting eligibility to small firms would decrease the employment effect per dol-
lar of budgetary cost.

# The eligible wage base could be limited. A low maximum (say, the wage base for
federal unemployment taxes) would mean that the tax reduction would apply
essentially to the net change in the number of employees, which would especially
encourage the hiring of low-wage and part-time workers. A higher maximum (say,

9. More discussion of these and other design elements can be found in Congressional Budget
Office, Poficies for Increasing Economic Growth and Enployment; and Congressional Budget
Office, letter to the Honorable Robert P Casey Jr. (February 3, 2010).
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the wage base for Social Security taxes) would induce greater increases in hours per
employee.

# The tax cut could be based on the total payroll for newly hired workers (with a
requirement that firms not decrease their total payroll) rather than on the net
change in a firm’s payroll. CBO estimates that the total payroll in 2010 for newly
hired workers at growing firms would be about as large as the net change in payroll
for those firms from what it was a year ago.'? As a result, a similar share of the tax
reduction would provide incentives for additional employment under both poli-
cies, and the impact on employment per dollar of budgerary cost would be about
the same.

#® Government funds could be used to raise awareness of the tax change. One of the
lessons of the New Jobs Tax Credit of the 1970s was that many employers did not
know about the credit until they filed their tax returns—at which point the credit
could no longer affect hiring decisions. If a new payroll tax cut was enacted, an
outreach campaign could make firms more aware of the tax benefits of expanding
employment. Although such a campaign would require additional resources, an
effective outreach program would probably increase the employment effect per dol-
lar of overall budgetary cost.

Reducing Employees’ Payroll Taxes. Employees pay Social Security payroll taxes equal
to 6.2 percent of their annual earnings, and self-employed workers pay 12.4 percent
of their earnings up——both up to a ceiling that equals $106,800 in 2010. This option
would reduce those taxes for 2010.

A temporary reduction in employees’ portion of the payroll tax would not immedi-
ately affect employers’ costs. Instead, it would have initial effects similar to those of
reducing other taxes for people below the 2010 income cap. The increase in take-
home pay would spur additional spending by the houscholds receiving the higher
income, and that higher spending would, in turn, increase production and employ-
ment. Those effects would be spread over time, however, and the majority of the
increased take-home pay would be saved rather than spent.

CBO estimates that reducing employees’ payroll taxes would raise output cumnula-
tively between 2010 and 2015 by $0.30 to $0.90 per dollar of total budgetary cost.

10. That result is specific to the time period used in the analysis (March through December 2010), and
other policy durations would have different results. The result stems from two offsetting effects.
The net change in payroll would tend to be smaller because it would include the impact of job
losses ar those firms, whereas the payroll increase for newly hired workers would not. But net pay-
roll growth would tend to be larger because it would include all of the growth relative to the firms
payroll a year earlier, whereas the payroll for the newly hired would reflect growth only since the
policy took effect (which in this case was assumed to be March 2010). Net payroll growth is also
boosted because it would reflect increases in the hours and wages of existing employees, who have
higher average earnings than new employees.
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CBO also estimates that the policy would add 3 to 9 cumulative years of full-time-
equivalent employment in 2010 and 2011 per million dollars of total budgetary cost.

In comparison with the effects of reducing employees” payroll taxes, the effects of
reducing employers’ payroll taxes are somewhat larger per dollar of forgone revenues.
Reducing employers” payroll taxes for one year has an economic effect related to that
of a temporary cut in sales taxes because a temporary reduction in prices (the first
channel described in the section on reducing employers’ payroll taxes) would encour-
age purchases while the reduction was in effect. The effects on spending, output, and
employment through this channel are estimated to be somewhat larger than the corre-
sponding effects of increases in take-home pay from reducing employees’ payroll
taxes.

Providing an Additional One-Time Social Security Payment. Income tax reductions
and additional unemployment benefits would have small effects on senior citizens
because many of them do not pay income taxes, and most are not in the labor force.
One way to reach senior citizens is to provide direct payments. In 2009, for example,
ARRA provided $250 in additional income to each senior citizen who received Social
Security benefits in any month between November 2008 and January 2009 and to
certain other retirees and disabled veterans.!! This option would provide an addi-
tional one-time Social Security payment in 2010.

An additional payment of this sort in 2010 would increase demand to the extent
that the recipients spent the additional income. Many of the eldetly save at rates
similar to those of the working-age population, suggesting that part of the additional
income to seniors would not be spent {or at least not spent quickly) and part would.
Hence, the option would probably have a moderate effect on demand and thus a
moderate effect on output and employment.

CBO estimates that an additional Social Security payment in 2010 would raise out-
put cumulatively between 2010 and 2015 by $0.30 to $0.90 per dollar of total bud-
getary cost and would add 3 to 9 cumulative years of full-time-equivalent employ-
ment in 2010 and 2011 per million dollars of total budgetary cost.

Allowing Full or Partial Expensing of Investment Costs. ARRA raised the maximum
amount a firm can expense to $250,000 for equipment purchased in 2009. The
amount that could be expensed phased out dollar for dollar for purchases above
$800,000, so the provision targeted relatively small firms. ARRA also extended to the
end of 2009 a provision first instituted in 2008 that allowed additional first-year
depreciation of 50 percent for qualified investrnents. CBO analyzed a policy option to

11. Social Security beneficiaries received a cost-of-living adjustment in 2009 that was larger than
usual because a run-up in oil prices boosted the consumer price index. The subsequent decline
in oil prices pushed down the consumer price index. If the rules for Social Security benefits treated
increases and decreases in prices symmetrically, the cost-of-living adjustment in 2010 would have
been negative; however, the rules do not operate in that way, so beneficiaries received no cost-of-
living adjustment in 2010,
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provide further incentives to invest by extending both provisions of ARRA for one
more year.

Full or partial expensing (sometimes called “bonus depreciation”) of investment costs
allows firms to realize the tax benefits of depreciation deductions more quickly, which
provides a greater incentive for investment because a dollar of tax benefit this year is
more valuable than a dollar of tax benefit in a future year. The effect of the incentive
may be smaller when the economy is weak than when it is strong: Firms may be less
likely to increase investment when they have idle capacity and when they are less con-
fident about the future demand for their products and services. In addition, when the
economy slows, more firms incur losses and pay no income tax; some of those firms
therefore get less benefit from immediate tax deductions, although firms that paid
taxes in previous years may be able to reclaim some of those taxes.

To the extent that temporarily reducing the after-tax price of investments accelerates
the purchase of capital goods, that increased investment when the credit is available
may be partially offset by a subsequent decrease when the credit expires. In addition,
the policy would probably have the greatest effect on investment just before it expired
at the end of 2010 (as firms accelerated equipment purchases from 2011), so much of
the indirect effects on outpur and employment would spill over into 2011,

CBO estimates that allowing full or partial expensing would raise output cumulatively
between 2010 and 2015 by $0.20 to $1.00 per dollar of total budgetary cost.

CBO also estimates that the policy would add 2 to 9 cumulative years of full-time-
equivalent employment in 2010 and 2011 per million dollars of total budgetary cost.

Policy Options with a Substantial Proportion of Impacts Beginning in 2011
Among the policy options considered in CBO’s analysis, those that were estimated to
have a substantial proportion of their impacts beginning in 2011 are investing in
infrastructure, providing aid to states for purposes other than infrastructure, provid-
ing addirional refundable tax credits for lower- and middle-income households in
2011, extending higher exemption amounts for the AMT in 2010, and reducing
income taxes in 2011 (see Table 1 on page 11 and Figure 2 on page 13).

Investing in Infrastructure. ARRA appropriated about $60 billion for spending on
water, transportation, and housing projects. CBO analyzed a policy option that would
boost the demand for goods and services and thereby increase output and employ-
ment by providing additional increases in federal funding for infrastructure projects.

Infrastructure spending directly increases employment because workers are hired ro
undertake construction projects. It also adds to demand for goods and services
through purchases of material and equipment and through additional spending by the
extra workers who are hired; as with other policy options discussed in this analysis,
that increase in demand would lead to further hiring. One drawback of this option is
that infrastructure projects often involve considerable start-up lags. To be sure, some
projects, such as highway repair and resurfacing, can be implemented relatively
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quickly. However, large-scale construction projects generally require years of planning
and preparation; for example, building new transportation infrastrucrure that requires
establishing new rights-of-way and developing and implementing alternative energy
sources would probably have their biggest effects on output and employment after the
recovery was well along. As a practical matter, the experience with ARRA suggests that
fewer projects are “shovel ready” than one might expect: By the end of fiscal year
2009, outlays for infrastructure spending from ARRA made up less than 10 percent of
the budger authority granted for infrastructure in that year. Moreover, given the sub-
stantial increase in infrastructure funding provided by ARRA, achieving significant
increases in outlays above the amounts funded by ARRA would probably take even
longer. Thus, most of the increases in output and employment from this option
would probably occur after 2011.

CBO estimates that additional investments in infrastructure would raise output
cumulatively between 2010 and 2015 by $0.50 to $1.20 per dollar of total budgetary
cost and would add 2 to 4 cumulative years of full-time-equivalent employment in
2010 and 2011 per million dollars of total budgetary cost.

Providing Aid to States for Purposes Other Than Infrastructure. Many states have
experienced a high degree of fiscal stress and are expected to have large budget gaps in
the next few years. Eighteen states have budget gaps larger than 20 percent of general
fund expenditures. Those budger gaps have occurred despite more than $200 billion
provided to state governments by ARRA for purposes other than infrastructure. CBO
analyzed a policy to further assist states by providing funding to state governments for
a variety of purposes. Even if funding was intended for a specific activity, such as edu-
cation or health care, CBO anticipates that the availability of those additional funds
would both increase net state spending for that activity and affect other aspects of
state budgets.

Without further aid from the federal government, many states would have to raise
taxes or cut spending by more than they would if aid was provided. Such actions
would dampen spending by those governments and by households in those states, and
more state and private jobs would be lost. Under current policies, states will be taking
such balancing actions on an ongoing basis, so federal aid that was provided promptly
would probably have a significant effect on output and employment in 2010 and
2011. Such aid could lead to fewer layoffs, more pay raises, more government pur-
chases of goods and services, increases in state safety-net programs, and fewer increases
in state taxes; some might be saved for future use.

CBO estimates that providing aid to states for purposes other than infrastructure
would raise output cumulatively between 2010 and 2015 by $0.40 to $1.10 per dollar
of total budgetary cost. CBO also estimates that the policy would add 3 to 7 cumula-
tive years of full-time-equivalent employment in 2010 and 2011 per million dollars of
total budgetary cost.
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Providing Additional Refundable Tax Credits for Lower- and Middle-Income
Households in 2011. Some tax credits are refundable—that is, the government makes
cash payments to people who do not have enough income to pay income taxes. ARRA
contains several provisions that reduced taxes for individuals and families in 2009 and
2010 and that serve as examples of refundable credits that could be provided again in
2011. One such provision is the Making Work Pay credit, which provides a tax credit
of up to $400 for individuals and up to $800 for married taxpayers filing joint
returns; that credit is phased out as income exceeds $75,000 ($150,000 for joint fil-
ers). Another provision temporarily increased the earned income tax credit for tax-
payers with three or more qualifying children and raised the threshold at which the
amount of the credit begins to be reduced for married couples filing jointly. Yet
another provision modified the existing Hope credit (a federal tax credit for education
expenses of students meeting certain criteria) in 2009 and 2010 to make the credit
partially refundable, providing education tax benefits to a larger group of taxpayers
and allowing the ctedit to be claimed for four years of postsecondary education
instead of two. CBO analyzed an option to extend those credits through 2011,

Refundable credits are often phased out when income increases above some amount
and thus are effectively limited to lower- and middle-income households. Moreover,
credits that are refundable provide a larger income boost to those households than do
comparable credits that are not refundable, because lower-income households are
more likely not to owe income tax. Therefore, providing additional refundable credits
would increase after-tax income for households that are more likely to spend a greater
share of the funds received. As a result, such credits would increase output and
employment by more per dollar of budgetary cost than would cutting taxes fora
broader set of taxpayers.

CBO estimates that providing additional refundable tax credits would raise ourput
cumulatively between 2010 and 2015 by $0.30 to $0.90 per dollar of total budgetary
cost. CBO also estimates that the policy would add 3 to 6 cumulative years of full-
time-equivalent employment in 2010 and 2011 per million dollars of total budgetary
cost.

Extending Higher Exemption Amounts for the Alternative Minimum Tax. The alterna-
tive minimum tax was originally intended ro impose taxes on high-income individuals
who used tax preferences to greatly reduce or eliminate their liability under the regular
income tax. For most of its existence, the AMT has played a minor role in the tax sys-
tem, accounting for less than 2 percent of revenues from the individual income tax
and affecting fewer than 1 percent of taxpayers in any year before 2000. However,
unlike the regular income tax, the AMT is not indexed for inflation. As a result, left
unchanged, the AMT would affect significantly larger numbers of taxpayers over
time, and lawmakers have intervened each year since 2001 to slow the expansion of
the AMT and prevent it from affecting more taxpayers outside of the higher-income
groups. At the expiration of each of those annual “patches,” the exemptions would
have reverted to their prior-law levels, so the prospective year-to-year increase in tax
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revenues if current law regarding the AMT was maintained has become larger each
year. In 2010, under current law, the AMT will affect about 16 percent of taxpayers
(up from less than 3 percent in 2009), who will, on average, pay $3,900 more in taxes
than they would under the regular income tax system; nearly every married taxpayer
filing jointly with income between $100,000 and $500,000 will owe some amount
under the AMT. The option considered here would reduce taxes by making another
adjustment to the amount of income that is exempt from the AMT during 2010 only.

The impact of this option on consumption is likely to be limited, because the AMT
largely affects people in the upper half of the income distribution, and their consump-
tion is unlikely to be constrained by their income in a given year. In addition,
although the AMT extension would affect tax liability in 2010, most of its impact on
consumption would probably occur in 2011. The effect would be delayed both
because many taxpayers are allowed to pay their 2010 AMT liability in 2011 and
because the increase in liability in 2010 would probably not be recognized immedi-
ately. In particular, taxpayers who have not previously paid the AMT may not know
that they are becoming liable, and those previously liable for the AMT probably
expect that another extension will be enacted; for both of those groups, the AMT
liability under current law would not affect their consumption much until 2011, so
changing the law would also not have much effect on their consumption untl 2011.

CBO estimates that a one-year AMT patch would raise output cumulatively between
2010 and 2015 by $0.10 to $0.40 per dollar of total budgetary cost. CBO also esd-
mates that the policy would add 1 to 4 cumulative years of full-time-equivalent
employment in 2010 and 2011 per million dollars of total budgetary cost.

Reducing Income Taxes in 2011. Various provisions of the Economic Growth and Tax
Relief Reconciliation Act of 2001 (EGTRRA) and the Jobs and Growth Tax Relief
Reconciliation Act of 2003 (JGTRRA) will expire at the end of 2010, raising tax lia-
bilities for most people. If policymakers wanted to avoid increasing taxes during a
period of economic weakness, they could defer those increases as well as extend the
higher exemption amounts for the AMT. Accordingly, CBO analyzed a policy that
would defer, for one year, the scheduled 2011 income tax increases from the expira-
tion of provisions in EGTRRA and JGTRRA and would increase the exemption
amounts for the AMT in 2010 and 2011.

As compared with the one-year AMT patch, this option would convey a greater share
of the tax reduction to households that have less income and that would therefore be
more likely to spend a larger fraction of an increase in after-tax income. Still, only 2
fraction of the tax cut in this option would be received by those whose consumption is
constrained by their current disposable income.

Deferring the scheduled increases in tax rates in 2011 would help some businesses as
well as households. In particular, it would keep lower tax rates in place in that year for
businesses that do not pay the corporate income tax (the pass-through entities such as
sole proprietorships, partnerships, S corporations, and limited liability companies).
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However, increasing the after-tax income of businesses typically does not create much
incentive for them to hire more workers in order to produce more, because produc-
tion depends principally on their ability to sell their products.

The economic effects of this option relative to those of the one-year AMT patch are
influenced by two other factors. First, the effects would occur later, because the option
would primarily reduce taxes in 2011 and much of the economic impact would not
be felt until 2012. Second, because the economic effects would be delayed, more of
them would occur in a period when CBO assumes that the Federal Reserve will begin
to offset stimulative fiscal policy actions in order to avoid increasing the risk of exces-
sive inflation. That response would reduce the overall boost to growth and employ-
ment from this option.

CBO estimates that a two-year AMT patch and one-year deferral of the EGTRRA
and JGTRRA tax increases would raise output cumulatively between 2010 and 2015
by $0.10 to $0.40 per dollar of total budgetary cost. CBO also estimates that the
policy would add 1 to 3 cumulative years of full-time-equivalent employment in 2010
and 2011 per million dollars of total budgetary cost. Although the effects of this
policy per dollar of budgetary cost are smaller than the effects of extending ARRA’s
tax credits, the dollar amount of tax cuts under this option is substantially larger, so
the total effects on output and employment also would be larger.

One variant on this option is to defer most of the tax increases in EGTRRA and
JGTRRA for one year but allow the rate increases for the top brackets to go into
effect. That approach would cost less than would deferring all of the scheduled tax
increases, and it would be more cost-effective because the higher-income households
that would be excluded would probably save a larger fraction of their increase in after-
tax income. However, the difference relative to the option analyzed here would be
small, because much of the remaining tax reduction would still go to higher-income
taxpayers.

A related option is to permanently eliminate the scheduled tax increases in EGTRRA
and JGTRRA. A permanent extension would have a bigger effect on demand in 2011
than would a temporary extension, because households that expected higher after-tax
income in subsequent years would spend a larger share of the additional income they
receive in 2011. However, a permanent extension would entail large revenue losses
after the recovery is over, so its effects on output and employment in the next few
years per dollar of total budgetary cost would be much lower than those of the one-
year deferral analyzed here.
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