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ECONOMIC REPORT OF THE PRESIDENT

10 the Congress of the United States:

The United States is enjoying a robust economic expansion because of the
good policies we have put in place and the strong efforts of America’s workers
and entrepreneurs. Four years ago, our economy was sliding into recession.
The bursting of the high-tech bubble, revelations of corporate scandals,
and terrorist attacks hurt our economy, leading to falling incomes and
rising unemployment.

We acted by passing tax relief so American families could keep more of
their own money. At the same time, we gave businesses incentives to invest
and create jobs. Last year, we gained over 2 million new jobs, and the
economy’s production of goods and services rose by 4.4 percent. The unem-
ployment rate is now 5.2 percent, which is lower than the average of each of
the past three decades and the lowest since the attacks of September 11,
2001. Our pro-growth policies are taking us in the right direction.

As I start my second term, we must take action to keep our economy
growing. I will not be satisfied until every American who wants to work can
find a job. I have laid out a comprehensive strategy to sustain growth, create
jobs, and confront the challenges of a changing America.

I am committed to restraining spending by eliminating government
programs that do not work and by making government provide important
services more efficiently. I have pledged to cut the deficit in half by 2009,
and we are on track to do so.

The greatest fiscal challenges we face arise from the aging of our society.
Because Americans are having fewer children and living longer, seniors are
becoming a larger proportion of the population. This change has important
implications for the Social Security system, because the benefits paid to
retirees come from taxes on today’s workers. In 1950, there were 16 workers
paying into Social Security for every person receiving benefits. Now there are
just over 3, and that number will fall to 2 by the time today’s young workers
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retire. We will not change Social Security for those now retired or nearing
retirement. We need to permanently fix the Social Security system for our
children and grandchildren. I will work with the Congress to fix Social
Security for generations to come.

The current tax code is a drag on the economy. It discourages saving and
investment, and it requires individuals and businesses to spend billions of
dollars and millions of hours each year to comply with the complicated
system. I will lead a bipartisan effort to reform our tax code to make it
simpler, fairer, and more pro-growth.

We are working to make health care more affordable and accessible for
American families. The Medicare modernization bill I signed gives seniors
more choices and helps them get the benefits of modern medicine and
prescription drug coverage. We have created health savings accounts, which
give workers and families more control over their health care decisions. We will
open or expand more community health centers for those in need. To help
control health costs and make health care more accessible, we must let small
businesses pool risks across states so they can get the same discounts for health
insurance that big companies get. We will increase the use of health informa-
tion technology that will make health care more efficient, cut down on
mistakes, and control costs.

Our litigation system encourages junk lawsuits and harms our economy,
and the system must be reformed. I support medical liability reform to control
the cost of health care, keep good medical professionals from being driven out
of practice, and ensure that patient care—not avoidance of lawsuits—is the
central concern in all medical decisions. I support class action reform to
eliminate the waste, inefficiency, and unfairness of the class-action system.
And I support reforms to the asbestos litigation system in order to protect
victims with asbestos-related injuries and prevent frivolous lawsuits that harm
our economy and cost jobs.

I will continue to push for energy legislation to help keep our economy
strong. We must modernize our electricity system to make it more reliable.
To make our energy supply more secure, we must explore for more energy
in environmentally friendly ways in our own country, develop
alternative sources of energy, and encourage conservation.

I will work to further simplify and streamline federal regulations that hinder
growth and encumber our job creators. Our economy needs to allow entre-
preneurs to spend more time doing business and less time with their lawyers
and accountants.

I believe that Americans benefit from open markets and free and fair trade,
and I am working to open up markets around the world and make sure that
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the playing field is level for our workers, farmers, manufacturers, and other job
creators. In the past four years, we concluded free-trade agreements with
Singapore, Chile, Australia, Morocco, Bahrain, Jordan, and six countries in
Central America and the Caribbean. My Administration will continue to work
to expand trade on a multilateral, regional, and bilateral basis, and to enforce
our trade laws to help ensure a level playing field.

I have a plan to prepare our young people for the jobs of the 21st century.
We have brought greater accountability to our public schools and are working
to improve our high schools. We have made Pell grants available to one
million more students, and we will work to make college more affordable by
increasing the size of Pell grants for low-income students. We are reforming
our workforce training programs to help Americans obtain the skills needed
for the jobs that our economy is creating.

I have an ambitious agenda for the next four years. During my first term,
working with the Congress, I put policies in place to ensure a rapid recovery and
to support strong growth. In my second term, together we will cut the budget
deficit in half, fix Social Security, reform the tax code, reduce the burden of junk
lawsuits, ensure a reliable and affordable energy supply, continue to promote free
and fair trade, help make health care affordable and accessible for American
families, and expand the quality and availability of educational opportunities.
These policies will produce an economic environment that continues to unleash
the creativity and energy of the American people.

THE WHITE HOUSE
FEBRUARY 2005
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LETTER OF TRANSMITTAL

COUNCIL OF ECONOMIC ADVISERS,
Washington, D.C., February 11, 2005
MR. PRESIDENT:
The Council of Economic Advisers herewith submits its 2005 Annual
Report in accordance with the provisions of the Employment Act of 1946 as
amended by the Full Employment and Balanced Growth Act of 1978.

Sincerely,

N gy Wi

N. Gregory Mankiw
Chairman
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Kristin J. Forbes
Member

MW

Harvey S. Rosen
Member
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Overview

n 2004, the U.S. economic recovery blossomed into a full-fledged expansion,

with strong output growth and steady improvement in the labor market. Real
gross domestic product (GDP) grew by 4.4 percent in 2004 for the year as a
whole. About 2.2 million new payroll jobs were created during 2004—the
largest annual gain since 1999. The unemployment rate fell to 5.4 percent by
years end, below the average of each of the past three decades. Inflation
remained moderate, especially excluding volatile energy prices. The U.S.
economy is on a solid footing for sustained growth in the years to come.

This is a marked reversal from the economic situation the Nation faced
when President Bush came into office. Four years ago, the economy was
sliding into recession after the bursting of the high-tech bubble of the 1990s.
The economy was then affected by revelations of corporate scandals, slow
growth among our major trading partners, and the terrorist attacks of
September 11, 2001. Business investment slowed sharply in late 2000 and
remained soft for more than two years. The economy lost over 900,000 jobs
from December 2000 to September 2001, and then almost another 900,000
jobs in the three months after the 9/11 attacks.

Prompt and decisive policy actions helped to counteract the effects of these
adverse shocks to the economy. Substantial tax relief together with expan-
sionary monetary policy provided stimulus to aggregate demand that softened
the recession and helped put the economy on the path to recovery. In addi-
tion to providing timely short-term stimulus, the President’s pro-growth tax
policies have improved incentives for work and capital accumulation, thereby
fostering an environment conducive to long-term economic growth.

This Report discusses macroeconomic developments of the past year, the
Administration’s forecast for the years to come, and several topics related to
salient economic issues.

The Year in Review and the Years Ahead

Chapter 1, The Year in Review and the Years Abead, reviews economic
developments in 2004 and discusses the Administration’s forecast for 2005 to
2010. Solid economic growth continued in 2004, and the Administration’s
forecast calls for further expansion in 2005, with real GDP growing faster
than its historical average and the unemployment rate continuing to decline.
The economy is expected to continue on a path of strong, sustainable growth.
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Real GDP expanded by 3.7 percent during the four quarters of 2004, and
by 4.4 percent for the year as a whole compared with 2003. The solid advance
in real GDP during 2004 was supported by gains in consumer spending, busi-
ness fixed investment, and, to a lesser extent, housing investment, inventory
accumulation, and government spending. Net exports (exports less imports)
held down growth in all four quarters as the trade deficit rose in the third
quarter to a record high as a percentage of GDP. Progress toward strengthened
economic growth among U.S. trading partners led to an increase in exports,
but imports continued to outpace exports as U.S. domestic demand and
demand for imported oil remained strong. The economy’s strong growth
performance came about in the face of higher oil prices, which likely reduced
growth somewhat during the year. The Administration expects real GDP to
grow 3.5 percent during the four quarters of 2005, in line with the consensus
of professional forecasters. This growth is expected to be driven by continued
gains in consumer spending, investment growth, and stronger net exports.

The labor market strengthened during the year. The unemployment rate,
which declined 0.5 percentage point to 5.4 percent by the end of 2004, is
projected to edge down further to 5.3 percent by the fourth quarter of 2005.
Nonfarm payroll employment, which grew about 180,000 per month during
2004, is projected to grow about 175,000 per month in 2005, in line with
other professional forecasts.

Inflation increased from the extremely low levels of 2003, partly because of
rapid increases in energy prices. Inflation as measured by the consumer price
index excluding food and energy remained in the moderate 2 percent range,
and inflation expectations remain low.

The economy made these advances even as energy prices soared, the Federal
Reserve raised interest rates, and the demand-side effects of fiscal policy stim-
ulus began to recede in the second half of 2004. This continued growth
indicates that the economy has shifted from a policy-supported recovery to a
self-sustaining expansion.

Expansions Past and Present

Chapter 2, Expansions Past and Present, compares the current economic
expansion to previous expansions. The current expansion and the previous
one that started in 1991 followed especially shallow recessions, and both
exhibited relatively moderate overall growth in key economic variables.
Shallow recessions typically are followed by shallow recoveries and deep reces-
sions by robust recoveries. The recent recession stands out in that there were
no consecutive quarters of decline, with revised data showing that real GDP
dropped in the third quarter of 2000 and the first and third quarters of 2001,
but grew in the intervening quarters.
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Consumption and residential investment continued to grow throughout
the recession, while business investment fell sharply in the recession and
continued to decline for five quarters after the overall economy had bottomed
out. Both of these developments likely reflect the important role of fiscal and
monetary stimulus in supporting household demand and the unusual extent
to which the recession resulted from a collapse in investment following the
bubble of the late 1990s. The relationship between firms’ abilities to invest
and the state of economic activity has been deemed the “financial accelerator,”
in that changes in activity affect firms’ ability to invest and this in turn further
affects activity, in a way that tends to accentuate economic fluctuations. Fiscal
and monetary policy actions have counterbalanced these forces. Without the
boost to disposable income from tax relief, the recession would have been
deeper and longer.

The relatively weak payroll employment growth in the initial stages of the
current expansion likely reflects both the shallowness of the recession and the
unusually strong growth of productivity in the recession and expansion. In an
average expansion before the 1990s, employment recovered along with
output at the start of the expansion and regained its previous peak about three
quarters after the trough. In the expansion of the 1990s, however, employ-
ment continued to fall for two quarters after the expansion had commenced
and did not reach its previous peak value until another six quarters had
passed. In the most recent expansion, employment continued to fall for seven
quarters after the recession had ended and regained its prerecession level only
at the beginning of 2005, some 12 quarters after the end of the recession.

The moderate employment growth reflects especially strong productivity
growth during the current expansion. Productivity growth has averaged
4.2 percent per year at an annual rate in the most recent expansion, up
substantially from the 2.5 percent growth rate seen on average from 1995 to
2000. In the short run, greater productivity growth sets the bar higher for
employment growth. With increased productivity, a given amount of output
can be produced with fewer hours worked, so real GDP must grow more
quickly for employment to grow. In the long run, however, higher produc-
tivity growth leads to higher income per person, and will thus be expected to
be positive for employment growth.

That the recent recessions and expansions have been especially moderate
suggests the possibility that the economy has become more stable in general.
If so, then part of this stability is likely attributable to more active and time-
lier stabilization policy. Other factors possibly contributing to a more stable
economy include improved inventory management that lessens the volatility
of production changes, and the ongoing shift in the U.S. economy toward the
service sector, the output of which has typically been more stable than the
production of goods.
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Options for Tax Reform

Chapter 3, Options for Tax Reform, discusses why tax reform is vital to a
stronger economy, and examines several basic prototypes for reform. The
President has not endorsed any specific proposal, and the chapter does not
advocate the adoption of any particular prototype for reform.

The current Federal tax system is unnecessarily complex and distorts incen-
tives for work, saving, and investment. In addition to the dollar amounts of
taxes paid, the tax system imposes two indirect burdens on taxpayers and on
the U.S economy as a whole: the costs (in time and money) of complying
with tax rules and the costs (including slower economic growth) of tax-
induced distortions of economic activity. The Internal Revenue Service
estimated that for tax year 2000, individual taxpayers spent 3.2 billion hours
on tax compliance, an average of 25.5 hours per return, and spent $19 billion
on tax preparers, computer software, and similar expenses.

High tax rates reduce incentives for work, saving, and investment, distort
economic decisions, and divert resources from productive activity into tax
avoidance, ultimately reducing economic growth and lowering living stan-
dards. High tax rates lead people to work less, to take their compensation in
nontaxable forms such as health insurance, and to alter their portfolios to
focus on tax-favored investments. The current tax system also distorts many
business decisions, resulting in inefficient use of resources and reduced
economic output. Double taxation of corporate income raises the cost of
capital and would therefore be expected to have an adverse effect on invest-
ment. Double taxation further leads firms to finance investment with debt
instead of equity, creates a bias in favor of using business forms such as part-
nerships and subchapter S corporations that are not subject to the double tax,
and discourages paying dividends. The Jobs and Growth Tax Relief
Reconciliation Act of 2003 (JGTRRA) reduced this double tax by reducing
the individual income tax rates for both dividends and capital gains, and
appears to have led to a sizable increase in dividend payments by firms.

Tax reform proposals generally follow either the principle of taxing
consumption or the principle of reforming the existing system to conform
more closely to a pure income tax.

Most proposals for tax reform involve variations on a few basic types of
taxes. The main types of consumption taxes are the retail sales tax, the value
added tax, the flat tax, and the consumed income tax. The retail sales tax
imposes tax liability when an individual purchases goods or services for
consumption, whereas the value added tax levies tax on the same base but the
tax is collected instead on the value added to the good or service at each stage
of its production. The flat tax consists of a business tax and an individual-level
tax, both with a single flat tax rate, in which wages are taxed at the individual
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level rather than being included in the business tax base. This allows for
building progressivity into the system by providing an exemption of, say,
$40,000 for a family of four. While these taxes appear to be quite different,
they are equivalent from an economic standpoint because consumption is the
overall tax base in each case.

Important benefits could also be obtained through simplification and
reform of the current tax system. A reformed version of the current system
would reduce transition and adjustment costs, and considerable benefits
could be obtained by simplifying and rationalizing tax provisions that overlap
or are otherwise overly complex.

The Administration’s tax program has already significantly reformed the tax
system. Achievements include lowering marginal tax rates, reducing the
double tax on corporate income, simplification, and improved fairness for
families. The tax relief passed during the President’s first term also increased
the overall progressivity of the Federal tax system. The bottom 40 percent of
the population in terms of income received the largest percentage reductions
in total Federal taxes, and the share of taxes paid by the top 20 percent in
terms of income increased as a result of the tax cuts enacted since 2001.

Possible additional reforms would be to lower tax rates further and broaden
the base; rationalize the current multitude of saving incentives; further reduce
or eliminate the remaining double taxation of corporate income; and simplify
the complex system of depreciation rules. Reform within the current system
would also address the Alternative Minimum Tax (AMT), which adds consid-
erable complexity, and which, under current law, is expected to affect a
rapidly growing number of taxpayers over the next five years.

Although tax reform has been discussed for many years, it is a particularly
pressing need at the current time. Increasing numbers of taxpayers will be
affected by the Alternative Minimum Tax, which will be a major source of
frustration and complexity. In addition, the tax reductions enacted since 2001
will expire in a few years unless they are extended or a new, reformed tax
system is adopted. If these provisions are allowed to expire, the result will be
substantial increases in taxes on taxpayers in all income groups, with the
largest percentage increases being imposed on lower- and middle-income

households.

Immigration

Chapter 4, Immigration, examines the economic impact and implications
of immigration. In recent decades, the United States has experienced a surge
in immigration not seen in over a century. Immigration has touched every
facet of the U.S. economy and, as the President has said, America is a stronger
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and better Nation for it. A comprehensive accounting of the benefits and
costs of immigration shows that the benefits of immigration exceed the costs.

Immigrants have settled in all parts of our Nation and have generally
succeeded in finding jobs quickly, helped in large measure by the flexibility of
the U.S. labor market. One indicator of this success is that foreign-born
workers in the United States have a higher labor force participation rate and
a lower unemployment rate than foreign workers in most major immigrant-
receiving countries.

While flexible institutions may speed the economic integration of the
foreign-born, the distribution of the gains from immigration can be uneven.
Less-skilled U.S. workers who compete most closely with low-skilled immi-
grants have experienced downward pressure on their earnings as a result of
immigration, although most research suggests these effects are modest. Also,
communities contending with a large influx of low-skilled immigrants may
experience an increased tax burden as immigrant families utilize publicly
provided goods such as education and health care.

U.S. immigration policy faces a complicated set of challenges, perhaps
more so now than ever before. Policy should preserve America’s traditional
hospitality to lawful immigrants and promote their economic contributions.
Yet these goals must be balanced with the Nation’s many needs, including the
imperative for orderly and secure borders. These challenges have only grown
in a post-9/11 world. The persistence of undocumented immigration and
problems with employment-based immigration suggest that current policy
falls short in addressing the demand for immigrant workers and the need for
national security. The President’s proposed Temporary Worker Program
recognizes these problems and would implement necessary reforms.

Expanding Individual Choice and Control

Chapter 5, Expanding Individual Choice and Control, examines the role
played by property rights in providing the link between people’s effort and
their reward. Having property rights allows people to know that they will reap
the rewards of their efforts and entrepreneurship.

When used in economics, the term resource refers not just to natural
resources, such as land or clean air, but to anything of value, such as skills. A
property right refers broadly to the arrangements society uses to assign people
control over resources. Property rights have a variety of names, including
deeds, titles, permits, vouchers, allowances, or accounts. Patents and copy-
rights are also property rights, establishing control over inventions, books,
songs, and other creative concepts. The essential idea is the same in each case:
the owner of the property right controls how something valuable is used.
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That control is defined using a bundle of specific rights. The bundle is
commonly thought to consist of three main elements: the right to exclusive
use of the resource, the right to income derived from the resource, and the
ability to transfer those rights. Property rights can include a range of those
elements, from weak rights (which might only include the right to use the
resource) to strong rights in all three elements.

Property rights have a profound effect on the choices people make. In
addition to giving them the incentive to maintain and invest in things, people
will use resources more prudently if they own them. Property rights are essential
for markets to function. The lack of a clear title might prevent a car purchase. A
home buyer is unlikely to sign on the dotted line if she is not sure that the seller
actually owns the house. Without property rights, would-be entrepreneurs
cannot secure loans they might need to help their businesses grow.

Property rights are essential to the efficient operation of markets, which in
turn allocate resources to their most highly valued use. Clearly defined rights
are important in avoiding overuse of resources and in encouraging the
improvement of resources. Property rights further provide incentives to invest
in, maintain, and improve resources over time. The benefits of homeowner-
ship come about because individuals have control and responsibility over their
property and their lives.

The thoughtful application of property rights has already brought about a
number of policy improvements. Introducing a property-rights regime for air
quality reduced emissions almost 30 percent more than the required level and
achieved annual cost savings estimated at hundreds of millions of dollars per
year. The use of property rights for fisheries has mitigated overfishing while
increasing commercial fishermen’s profits and promoting a more stable
industry. The application of property rights to education has facilitated
greater school choice and improved student performance. These uses of prop-
erty rights have given control to people with the best information and
incentives to use the resources in question.

Providing people with ownership, individual choice, and control of assets
could help address several current concerns. Giving families more control over
their retirement by establishing personal retirement accounts they actually
own would improve the Social Security system. Offering people greater
control over the money used for their health care would reduce health care
spending and increase the number of people with health care insurance.
Providing countries greater ownership (that is, more control) over how they
use the development assistance they receive will make them active partners in
the programs funded.
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Innovation and the Information Economy

Chapter 6, Innovation and the Information Economy, provides an overview
of recent developments in information technology and discusses some of the
economic issues relevant to this especially dynamic sector of the economy.
Innovation and information technology are increasingly key contributors to
economic growth and productivity. Our Nation’s growing prosperity depends
on fostering an environment in which innovation will flourish.

Information technology has made many workplace tasks easier, boosting
people’s productivity. One recent study finds that labor productivity in the
nonfarm business sector grew at an annual rate of 2.4 percent from 1996
through 2001, and attributes nearly three-quarters of this growth to the accu-
mulation of information technology capital together with improvements in
how people use this capital. Of the 2.9 percent growth in real gross domestic
product (GDP) in 2003, some 0.8 percentage point was attributable to
information technology.

A key development of the growing information economy is that more people
are using computers and communicating over the Internet. Usage of the
Internet includes email and the rapid growth of e-commerce, which includes
transactions with consumers and transactions between businesses. Consumers
have benefited from e-commerce through the greater variety of goods available
online and through the additional competition and lower prices resulting from
the spread of e-commerce. A downside is the rise of online theft, vandalism,
and fraud. The Administration has taken actions to protect property rights
and ensure that the Internet and other new technologies are safe venues
for commerce.

The process by which innovations such as the Internet come about involves
the invention, commercialization, and diffusion of new ideas. At each of these
stages, people are spurred to action by the prospect of reaping rewards from
their investment. Government thus has an important role to play in defining
and protecting property rights in intellectual and physical capital so that
entrepreneurs will be spurred to innovate.

In a free market, innovators vie to lower the cost of goods and services, to
improve their quality and usefulness, and—most importantly—to develop
new goods and services that promise benefits to customers. An innovation
will succeed if it passes the market test by profitably delivering greater value
to customers. Successful innovations blossom, attracting capital and diffusing
rapidly through the market, while unsuccessful innovations can wither just as
quickly. In this way, markets allow capital to flow to its highest-valued uses.
Competition drives the broad diffusion of innovative low-cost, high-quality
information services. This has held true in markets for mobile wireless
telephones, satellite television, and dial-up and broadband Internet services.
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This engine of growth can falter, however, if government policies distort the
market signals that guide innovative activity. Well-meaning policies to
promote the diffusion of a service or foster entry into new markets can have
unintended consequences. A policy to subsidize an existing service so that
more people will consume it can deter development of innovative new serv-
ices that people might otherwise prefer. In addition, potential pioneering
investors forced to share the fruits of their investment with new entrants
would find it less profitable to invest in the first place, and a new market may
never be developed. As circumstances change and industries evolve, existing
government regulations may need rethinking. In particular, economic regula-
tions aimed at correcting an absence of competition may lose their rationale
when competition from new technologies emerges.

The Global HIV/AIDS Epidemic

Chapter 7, The Global HIVIAIDS Epidemic, examines the economic issues
posed by the acquired immunodeficiency syndrome (AIDS) epidemic. The
disease has already killed over 25 million people, and currently over
40 million people are living with the human immunodeficiency virus (HIV),
the virus that causes AIDS. The chapter discusses the nature of the crisis, its
consequences, and what governments can do to create affordable access to
existing treatments while encouraging research toward the development of
new medical therapies to combat this disease.

The impact of HIV/AIDS varies across the world, both in terms of the scale
of the epidemic and the ability to treat infected individuals. Less-developed
countries are particularly hard hit on both accounts. Almost two thirds of all
people with HIV live in sub-Saharan Africa, a region that makes up only one
tenth of the world’s population. At the same time, few infected individuals in
the region receive adequate treatment for the disease.

While the disease’s impacts on human health and mortality are widely
recognized, the HIV/AIDS epidemic also has devastating economic conse-
quences that exacerbate the humanitarian crisis. AIDS deepens poverty,
intensifies food shortages, and, in some cases, erases decades of economic
progress. HIV/AIDS-related illnesses directly decrease the income of an
affected household. Even if an infected family member is able to work, a sick
worker is likely to be less productive than a healthy one. The disease predom-
inantly affects the working-age population, and thus can leave too few people
to support the aging and young populations. AIDS can also impose debili-
tating costs on other members of a household, for example as other family
members may need to miss work or school to care for a patient. The disease
can further change the way that affected families make long-term decisions,
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because they do not expect family members to live as long and because their
needs become more immediate due to pressing health concerns. As a result,
children may be pulled out of school in order to supplement the declining
family income, resulting in a loss in the children’s future earning potential.
Impacts such as this can combine to create a vicious cycle of increased poverty
in the short run and an inability of households to improve their condition in
the long run.

The President has made fighting the worldwide HIV/AIDS epidemic a
priority of U.S. foreign policy. He has taken bold action against the crisis
through his Emergency Plan for AIDS Relief. Understanding the unique chal-
lenges presented by this epidemic is essential to designing policies to prevent
the spread of the disease and to treat those who are already infected. A
comprehensive and integrated approach of prevention, treatment, and care is
essential to quelling the epidemic. In poor countries, treatment affordability
and the lack of health care infrastructure are major concerns. Compassionate
pricing policies and aid from developed nations can play an important role in
expanding access to treatment.

To continue the development of better treatments and to work toward
eradication of HIV/AIDS, drug companies need to maintain the highest
possible quality of research. Intellectual property laws are important to
ensuring appropriate incentives for innovation to create the next generation
of therapies and to develop a safe and effective vaccine.

Modern International Trade

Chapter 8, Modern International Trade, examines the benefits of free trade
and discusses the progress the Administration has made in opening global
markets. Open markets and free trade raise living standards both at home and
abroad. Any move toward economic isolationism would threaten the compet-
itive gains made by U.S. exporters while harming U.S. consumers and firms
that benefit from imports.

The President’s policy of opening markets around the world is based on a
long history of intellectual support for free trade, starting with the nineteenth
century theory of comparative advantage advanced by David Ricardo.
Ricardo illustrated the ways in which free trade allows countries to mutually
benefit from specializing in producing products at which they are adept and
then exchanging those products. This rationale remains the same, even with
advances in technology and new types of trade. The principle of comparative
advantage applies to the burgeoning trade in services, in which the perform-
ance of U.S. service workers and firms has been particularly strong. The
United States exports more services than it imports, and this surplus has been
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growing in recent years. Moreover, U.S. services exports tend to involve
relatively highly skilled and highly paid occupations, such as engineering,
financial services, or architectural services.

Richer economic models that take into account the features of the modern
world show that countries as a whole still gain from free trade. There are,
however, differing impacts of trade on different parts of the economy and the
labor force. Policies aimed at supporting individuals affected by trade are thus
vital to ensuring that its gains are widely shared. To this end, the
Administration has proposed a reform of the overall workforce training
system to help Americans obtain marketable skills needed to compete for jobs
in emerging and innovative fields. The Administration recognizes that effec-
tive workforce training requires the cooperation of the private sector and
community colleges and has worked to nurture these partnerships through
the High Growth Job Training Initiative at the Department of Labor and
through the recently enacted Community-based Job Training Grants. In addi-
tion, the Administration has proposed the establishment of Personal
Reemployment Accounts, an innovative approach to worker retraining, and
has worked to enhance the long-standing Trade Adjustment Assistance
program, which provides training and income support to workers directly
hurt by import competition. As part of the Trade Act of 2002, eligibility was
extended to workers indirectly affected by trade, such as workers employed by
firms that supply goods and services to industries directly affected by trade
competition. Benefits were enhanced to include a health insurance tax credit
and a wage supplement for older workers who found new jobs that did not
pay as well as their previous jobs. This assistance, which will total $12 billion
over 10 years, will ease the adjustment for displaced workers and help them
move into jobs for which their skills are most in demand.

Foreign direct investment is playing an increasingly important role in world
trade, as companies invest across borders to gain skills, technology, resources,
and market access. A good deal of evidence suggests that increased employ-
ment at the foreign subsidiaries of U.S. firms is associated with a corresponding
increase in employment in the U.S. parent company. Similarly, recent research
shows that one dollar of spending on capital investments abroad by U.S. firms
is associated with an additional three and a half dollars of spending on capital
investment at home. The available evidence thus suggests that, on the whole,
overseas expansion by U.S. firms goes hand-in-hand with expansion at home.
Subsidiaries of foreign firms operating in the United States make important
positive contributions to the U.S. economy as well. Foreign direct investment
into the United States is associated with the adoption of new technology, tech-
niques, and skills by locally-owned companies. U.S. subsidiaries of foreign
companies employed 5.4 million U.S. workers in 2002, nearly 5 percent of
total private-sector employment. This is up from 3.9 million workers in 1992
(4.3 percent of total private employment at that time).
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The Administration has pushed aggressively to open global markets to trade
through multilateral talks under the auspices of the World Trade Organization
(WTO), and through agreements to liberalize trade between the United States
and various partners. The Administration has worked to ensure that the benefits
promised under the agreements are realized for U.S. consumers, workers, manu-
facturers, farmers, and service providers. At the same time, lower trade barriers
benefit people in U.S. trading partner countries. When U.S. trading partners do
not fulfill their obligations, the Administration has sought their compliance
through a practical, problem-solving approach. When that fails, however, the
Administration has utilized formal dispute-settlement mechanisms.

The integration of the Chinese economy into the global trading system has
been an important development in recent years. The Administration has
worked to ensure that China lives up to the agreements it has signed,
including lowering its barriers to trade, addressing concerns about intellectual
property protection, and adopting and enforcing the rules of the multilateral
trading regime. Trade between the United States and China has been growing
rapidly. For goods trade through November 2004, China ranked as the third-
largest trading partner of the United States. For most of the period since
China’s WTO accession, U.S. exports to China have been growing at a rate
faster than its imports from China, but this export growth is occurring from
a much smaller base.

The Administration’s vigorous pursuit of trade liberalization has paid off in
progress on the Doha Development Agenda. The United States played a leading
role in the intensive negotiations that led to an agreement establishing a frame-
work for the ongoing talks at the WTO. These talks, which were launched in
2001 in Doha, Qatar, have focused on measures that will especially benefit
developing nations, including the elimination of agricultural export subsidies.
Trade agreements were also concluded in 2004 with Australia, Morocco,
Bahrain, and with the participants in the Central American Free Trade
Agreement (CAFTA), including Costa Rica, El Salvador, Guatemala,
Honduras, Nicaragua, and the Dominican Republic. At the same time, the
United States continued negotiations with the five nations of the Southern
African Customs Union (Botswana, Lesotho, Namibia, South Africa, and
Swaziland) while launching new negotiations with Thailand, Panama, and the
Andean nations Colombia, Ecuador, and Peru. The President has also
announced to Congress his intention to begin free trade agreement negotiations
with the United Arab Emirates and Oman. When combined with agreements
already negotiated by the Administration, partner countries accounting for
almost $50 billion in 2003 trade have committed to eventually eliminate tariffs
on almost all U.S. exports. Tariffs that averaged as high as 19.6 percent for U.S.

exports will be reduced to zero as a result of these agreements.
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Conclusion

The last year has seen the U.S. economy strengthen from recovery into a
solid and sustainable expansion. With the near-term outlook bright, this
provides an opportunity to put renewed focus on longer-term economic chal-
lenges. The President’s agenda is focused on these challenges—on taking the
actions needed to bring about a better economic future shared by all
Americans. The Presidents policies are designed to foster rising living
standards at home, while encouraging other nations to follow our lead.
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CHAPTER 1

The Year in Review and the Years Ahead

he recovery of the U.S. economy blossomed into a full-fledged expansion

in 2004, with solid output growth and steady improvement in the labor
market. Payroll employment increased by about 2.2 million jobs, the largest
annual gain since 1999, and the economy expanded 3.7 percent during the four
quarters of the year. The economy made these advances even as energy prices
soared, the Federal Reserve raised interest rates, and the demand-side effects of
fiscal policy stimulus began to recede in the second half. Such continued growth
indicates that the economy has shifted from a policy-supported recovery to a
self-sustaining, healthy expansion.

This chapter reviews the economic developments of 2004 and discusses the

Administration’s forecast for the years ahead. The key points in this chapter are:

* Real gross domestic product (GDP) grew solidly during 2004. Business
investment in equipment and software accelerated, and consumer
spending growth remained strong.

* Labor markets strengthened during the year. The unemployment rate
continued to decline, and employers created more than 2 million new jobs.

* Inflation rose from the extremely low levels of 2003, partly because of rapid
increases in energy prices. Nevertheless, core consumer price index (CPI)
inflation has remained in the moderate 2 percent range, and inflation
expectations remain low.

* The Administrations forecast calls for the economic expansion to
continue this year, with real GDP growing faster than its historical
average and the unemployment rate continuing to decline. The economy
is expected to continue on a path of strong, sustainable growth.

Developments in 2004 and the Near-Term Outlook

Real GDP grew a robust 3.7 percent during the four quarters of 2004,
above the average historical pace. (Real GDP growth was 4.4 percent on a
year-over-year basis comparing GDP for 2004 as a whole with GDP for 2003
as a whole.) Growth was supported by gains in consumer spending, business
fixed investment, and, to a lesser extent, housing investment, inventory accu-
mulation, and government spending. Net exports (exports less imports) held
down growth in all four quarters as the trade deficit rose in the third quarter
to a record high as a percentage of GDP. Strengthening economic growth
among our trading partners led to an increase in exports, but imports
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continued to outpace exports as U.S. domestic demand and demand for
imported oil remained strong. The rise in crude oil prices reduced growth
somewhat during the year (Box 1-1).

The Administration expects real GDP to grow 3.5 percent during the four
quarters of 2005, in line with the consensus of professional forecasters. This
growth is forecast to be driven by continued gains in consumer spending,
investment growth (although slower than in 2004), and stronger net exports.
The unemployment rate, which declined 0.5 percentage point to 5.4 percent
during the four quarters of 2004, is projected to edge down further to
5.3 percent by the fourth quarter of 2005. Nonfarm payroll employment,
which grew about 180,000 per month during 2004, is projected to grow about
175,000 per month in 2005, in line with other professional forecasts.

Box 1-1: Oil Prices and the Economy

Rising oil prices hindered growth in 2004. Boosted by strong world
demand and both domestic and foreign supply disruptions, the price of
crude oil purchased by refiners increased almost continuously from $29
per barrel in December 2003 through October 2004 when it peaked at
$46 per barrel. A more-widely followed (but less comprehensive)
measure, the spot price of West Texas Intermediate crude oil, peaked
even higher, at $53 per barrel for the month of October. These prices
were historical highs in nominal terms, and were about 60 percent of
the all-time high in real terms (Chart 1-1). Crude oil prices then dropped
off in November and December. For 2004 as a whole, refiners’ acquisi-
tion cost was almost $9 per barrel above its year-earlier level.

High oil prices are a headwind for the economy because they raise
the cost of production, thus weakening the supply side of the economy,
and absorb income that could have been used for other purchases, thus
weakening the demand side of the economy. The United States imports
about two-thirds of its crude oil (about 10 million barrels per day), and
so the higher oil prices caused the bill for imported oil to increase by
about $32 billion (or 0.3 percent of GDP) in 2004. This increase acted
like a tax holding back aggregate demand.

One rule of thumb is that a $10 per barrel increase in the price of oil
reduces the level of real GDP by roughly 0.4 percent after four quarters.
Thus the roughly $9 per barrel increase in average oil prices for 2004
may have held back real GDP growth by 0.3 or 0.4 percentage point. If
oil prices move as expected by the futures market, average oil prices in
2005 will only slightly exceed the 2004 average—so oil prices are
expected to be only a minor impediment to 2005 growth.
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Chart 1-1 Real and Nominal Price of West Texas Intermediate Crude Oil
At its peak in 2004, the real price of crude oil was lower than in the early 1980s.
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Consumer Spending

Consumer spending continued its solid growth in 2004. Real personal
consumption expenditures, which account for 70 percent of GDP, rose
3.9 percent during the four quarters of 2004. Consumer spending has been
boosted by continued gains in disposable personal income and a rebound in
household wealth. Real disposable personal income—after-tax income
adjusted for inflation—rose by 2.3 percent at an annual rate during the first 11
months of 2004. Household net worth, meanwhile, grew at a 6 percent annual
rate in the first three quarters of 2004 (on top of a 13-percent gain during
2003), as equity prices moved up and housing prices continued to increase.

Personal saving fell to 0.8 percent of disposable personal income in the first
11 months of the year, down from an average of 1.4 percent in 2003. The
Administration forecast assumes that the saving rate will be roughly flat in the
coming years. Consumer spending is projected to continue its solid growth in
2005, supported by solid consumer sentiment (which was above average
historical levels in December), projected real compensation gains, and the
recent rebound in household wealth. Real consumer spending is projected to
grow somewhat more slowly than overall real GDP during the projection
period to 2010.
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Residential Investment

The housing sector remained strong through year-end 2004. Residential
investment increased 6 percent during the four quarters of 2004, following a
12 percent gain during 2003. Demand for new housing has been stimulated
by low mortgage rates. Rates on 30-year fixed-rate mortgages averaged 5.8
percent in 2004—about the same as a year earlier, but lower than at any other
time in the past 30 years. Sales of new single-family homes during 2004 were
the highest since at least 1963, when the government began tracking this
information, and the homeownership rate was a record 69 percent.

The strength in housing demand has been reflected in home prices. An
index of prices for houses involved in repeat transactions (that is, sales prices
of the same house over time) increased by 13 percent during the four quarters
ended in the third quarter of 2004—the biggest four-quarter increase since the
late 1970s. The rapid increase in demand and prices has further helped support
gains in home construction. Housing starts totaled 1.95 million units during
2004, making it the strongest year for housing starts since 1978.

The growth of new housing starts will likely slow in 2005. Long-term
Treasury rates are projected to increase, leading mortgage rates to edge up as
well. In addition, demographics suggest that the formation of new households
is unlikely to support additional increases in housing activity. Taken together,
these factors suggest that residential construction is likely to edge lower in the
next couple of years and to remain roughly flat during the years through 2010.

Business Fixed Investment

Real business fixed investment (firms’ outlays on equipment, software, and
structures) grew 9.9 percent during 2004, following a 9.4 percent gain during
2003. Growth was concentrated in equipment and software (up 13.6 percent),
while nonresidential construction edged lower. Within the equipment and
software category, growth during the four quarters of 2004 was particularly
strong in computer equipment and software. Investment in transportation
equipment also grew rapidly in 2004, overtaking its pre-9/11 level in the
fourth quarter.

Nonresidential structures investment edged down during the four quarters
of 2004, with a notable decline in investment in power and communications
facilities. Real nonresidential construction has been stagnant since 2002, as
vacancy rates in both office and industrial buildings have remained high.
Construction of shopping centers and other multi-merchant structures has
been robust, however.

Projections of future investment growth are based, in part, on the observa-
tion that growth in investment spending correlates well with the acceleration
(that is, the change in the growth rate) of business output (Chart 1-2); the
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Chart 1-2 Investment Growth and the Acceleration of Nonfarm Business Output
Equipment and software investment grows most rapidly when the rate of increase in output is
increasing. Investment grew rapidly in 2004, partly because of the pick-up in the rate of output growth.
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Sources: Department of Commerce (Bureau of Economic Analysis) and Council of Economic Advisers.

reasons for this correlation are discussed more fully in Chapter 2, Expansions
Past and Present. Equipment investment spending grew quite fast during 2003
and 2004, consistent with the rapid acceleration of nonfarm output growth
from 2001 to 2003. The 3.5 percent growth projected for real GDP during
the four quarters of 2005 is solid but below the growth rates of 2003 and
2004. It follows, therefore, that the growth of investment is likely to be slower
in 2005 than in 2004. In addition, the termination of the special investment
expensing provisions allowed under the Jobs and Growth Tax Relief
Reconciliation Act of 2003 (JGTRRA) is likely to have advanced into 2004
some investment spending that might have been planned for early 2005. The
end of this policy could limit investment growth in the first quarter of 2005.

Business Inventories

Businesses rebuilt inventories in 2004; inventory investment was solidly
positive during the year, after being slightly negative in 2003. Inventory
investment contributed an average of 0.35 percentage point to real GDP
growth during the four quarters of 2004.

Inventories appear to be lean relative to economy-wide sales and shipments,
with the inventory-to-sales ratio for manufacturing and trade close to its
historic low. Assessing just how lean these inventories are is difficult, however,
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as ongoing improvements in supply-chain management (such as just-in-time
practices, discussed in Chapter 2) have reduced the need for inventory stocks.
Inventories grew almost as fast as sales in 2004, and the inventory-to-sales
ratio for manufacturing and trade edged down only slightly last year.
Inventory investment in 2005 is projected to be sufficient to hold the inven-
tory-to-sales ratio approximately constant, and the pace of inventory
investment is projected to contribute little to GDP growth in 2005.

Government Purchases

Real Federal purchases (consumption expenditures and gross investment)
grew at a 4 percent rate during the four quarters of 2004, with most of that
growth accounted for by defense spending. Total nominal Federal expendi-
tures (including transfer and interest payments) slowed to a 5 percent rate of
growth during 2004 from a 6 percent rate in 2003.

After several difficult years, the budget position of states and localities
improved recently due to a combination of spending restraint and renewed
growth of revenues. The level of real state and local consumption and gross
investment was little changed during 2004, the lowest growth in real
spending since the early 1980s. State and local revenues have been boosted by
increased household income and consumer spending, as well as by additional
federal grants authorized under JGTRRA. Spending restraint, together with a
pickup in revenues, boosted the net saving of state and local governments to
roughly $11 billion during the first three quarters of 2004, roughly reversing
the dissaving during the year-earlier period. Real state and local spending is
projected to pick up from last year’s slow growth, to about 2 percent per year
during the projection period.

Exports and Imports

The trade deficit expanded substantially during 2004. Real exports
increased 4 percent, as economic growth strengthened among our major
trading partners, but real imports increased even faster (at a 9.2 percent rate),
partly due to the more robust recovery in the United States than abroad. The
trade deficit on goods and services reached about 5% percent of GDP in the
third quarter of 2004.

The rapid increases in real imports were widespread and included capital
goods and industrial supplies, petroleum, and consumer goods.

All the major categories of real nonagricultural exports (capital goods,
industrial supplies, motor vehicles, consumer goods, and services) contributed
to the growth of overall exports. Agricultural exports declined, however, as
exports of beef fell on concerns about “mad cow” disease. Due to the detec-
tion of the first known case of “mad cow” disease in the United States in late
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2003, a number of countries that together account for most U.S. beef exports
have completely or partially halted purchases of American beef. As a resul,
beef exports—which were $3.1 billion in 2003—have now fallen to about
$0.5 billion at an annual rate.

The rapid growth of imports relative to exports largely reflects faster growth
in the United States than among our trading partners, as U.S. demand for
imports increases faster than foreigners’ demand for our exports. For example,
the U.S. economy grew faster than its trading partners in the Organization for
Economic Cooperation and Development (OECD) during the four quarters
of 2003 (4.4 percent versus 2.2 percent), and the OECD growth estimate
for the four quarters of 2004 also shows slower growth elsewhere in the
OECD (2.7 percent) than the 3.7 percent official estimate of growth for the
United States.

The current account deficit, which primarily reflects the trade deficit but
also includes net international flows of investment income and transfers,
widened to about 5.6 percent of GDP in the second and third quarters. The
current account deficit represents the inflow of capital that is needed to
finance domestic U.S. investment in excess of domestic saving. Over the latter
half of the 1990s and the early 2000s, the U.S. current account deficit
expanded as domestic investment grew faster than saving (Chart 1-3). More
recently, the current account deficit has expanded as the national saving rate

has fallen.

Chart 1-3 Saving, Investment, and the Current Account Balance
Lower national saving primarily accounts for the widening of the current account deficit since 2000.
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Looking ahead, stronger growth in U.S. trading partners appears to favor
continued gains in export growth. Growth among the non-U.S. members of
the OECD is projected to increase from 2.7 percent during the four quarters
of 2004 to 3.0 percent during the four quarters of 2005. This growth should
support growth in U.S. exports. This effect will likely be augmented by an
expected rise in the U.S. share of world exports, owing in part to recent
declines in the value of the dollar against other major currencies. Overall, the
Administration projects real exports to grow noticeably faster than GDP in
2005. The projected moderation of U.S. GDP growth in 2005 and 2006
together with the recent change in the exchange value of the dollar suggest
that growth in real imports will slow in the future.

Employment

Nonfarm payroll employment increased about 2.2 million during 2004,
the largest annual gain since 1999. The unemployment rate declined to
5.4 percent in December 2004, well below the 6.3 percent peak of June 2003.
The unemployment rate in 2004 was below the averages of the 1970s, the
1980s, and the 1990s.

Job gains were spread broadly across major industry sectors in 2004. The
service-providing sector accounted for 85 percent of job growth during the
year, in line with its 83 percent share of overall employment. The goods-
producing sector accounted for the remaining 15 percent of the gains, in line
with its 17 percent share of overall employment. Within the goods-producing
sector, employment growth was concentrated in construction; manufacturing
employment also increased, the first such gain since 1997.

These employment figures reflect the benchmark adjustment of the
employment data in early February 2005. The employment data for 2004 will
also be affected by next year’s benchmarking process, which will cover the
period from March 2004 to March 2005.

The Administration projects that employment will increase at a pace of
about 175,000 jobs per month on average during the 12 months of 2005—a
projection that is in line with the consensus of private forecasters. The unem-
ployment rate is projected to edge down to 5.3 percent by the fourth quarter
of 2005. Employment growth is not expected to slow by as much as output
growth because productivity (output per hour) is projected to increase at a
slower pace than in 2004, and more of the projected output growth may be
translated into labor demand and employment in 2005 than in 2004.
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Productivity

Recent productivity growth has been extraordinary. Nonfarm productivity
has grown at a 4.2 percent annual rate since the business-cycle peak in the first
quarter of 2001, a period that includes both recession and recovery. This is a
1.8 percentage point acceleration from the already rapid 2.4 percent annual
growth rate recorded from 1995 to 2001 (Chart 1-4).

Although the cause of the 1995 acceleration is not well understood,
plausible explanations have been offered relating to capital deepening, espe-
cially of informational and organizational capital. But none of these
explanations helps to explain the post-2000 productivity acceleration, which
occurred despite a slowing of investment in both conventional capital goods
and information technology (IT).

Wages and Prices

Following very low inflation during 2003, most measures of inflation
increased during 2004, with the largest increases in those price indexes that
include energy. For example, the consumer price index (CPI) increased
3.3 percent over the 12 months of 2004, well above the 1.9 percent rise

Chart 1-4 Labor Productivity, Nonfarm Business Sector
Productivity growth, which was already rapid after 1995, accelerated further after 2000.
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during the previous year. Excluding the volatile food and energy components,
core consumer prices increased 2.2 percent during 2004, up from 1.1 percent
during 2003. About 0.4 percentage point of the year-to-year acceleration in
the core CPI is accounted for by used car prices, which dropped sharply in
2003 before rebounding in 2004. Consumer energy prices increased
17 percent in 2004—with particularly large (27 percent) increases in petro-
leum-based energy prices. Food prices increased 2.7 percent during 2004,
down slightly from their 3.6 percent rise in 2003.

Hourly compensation of workers grew solidly during the year, mostly
because of rising benefits. Private-sector hourly compensation, as measured by
the employment cost index (ECI), increased 3.8 percent during the
12 months of 2004—down slightly from its 4.0 percent year-earlier pace. The
wages and salaries component of this measure rose 2.4 percent during the
year, while benefits increased by 6.9 percent. The increase in hourly benefits
was led by an increase in employer contributions to defined benefit
programs—which increased at a 66 percent annual rate during the first three
quarters of 2004, according to the employer costs for employee compensation
index (derived from the same survey as the ECI, but with different weights).
This rapid increase occurred as employers made “catch-up” contributions to
their pension plans to offset some of the underfunding that developed in
recent years. Employer-paid health premiums rose 7.3 percent during 2004
according to the ECI, a smaller increase than the 10.5 percent during 2003.

The effects of these gains in hourly compensation on unit labor costs were
mostly offset by the rapid growth rate of productivity during the first three
quarters of 2004. Unit labor costs rose at only a 0.7 percent annual rate during
the first three quarters of 2004, after falling from 2001 through 2003. Most of
the increase in prices during 2004 was attributable to widening gross profit
margins rather than to increasing costs, suggesting some tightness in product
markets. Consistent with this product-market tightness, delivery lags length-
ened during the first half of 2004, as reported by manufacturing supply
managers. These supply delivery lags increased much more slowly toward year-
end, however, and the experience of the last two expansions suggests that these
lags are likely to recede as the economy reconfigures itself for sustained growth.

Last year’s increase in inflation appears likely to have been a temporary
phenomenon rather than the beginning of a sustained increase. Inflation, as
measured by the CPI, is expected to stabilize at a 2.4 percent annual rate in
future years, up only slightly from the 2.2 percent increase in the core CPI
during 2004. In 2005 and 2006, the overall consumer price index is projected
to be held down by anticipated declines in energy prices consistent with the
declines implicit in the futures market for crude oil. The inflation fluctuations

during the past year have not affected long-term inflation expectations, which
remain stable (Chart 1-5).
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Chart 1-5 Inflation and Inflation Expectations

Long-term inflation expectations remain stable in the face of the recent uptick in core CPI inflation.
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The projected path of inflation as measured by the GDP price index is
similar, but a bit lower. It is projected to fall to 1.9 percent during the four
quarters of 2005, down slightly from the 2.2 percent annual rate of increase
in the GDP price index excluding food and energy during 2004. During the
next several years, the GDP price index is projected to increase at a 2.0 or 2.1
percent annual rate—a stable pace of inflation consistent with the projected
unemployment rate of 5.1 percent.

These inflation projections—although revised up from a year ago—are
close to those of the consensus of professional economic forecasters.

The wedge between the CPI and the GDP measures of inflation has impli-
cations for Federal budget projections. A larger wedge would reduce the
Federal budget surplus because cost-of-living adjustments for Social Security
and other indexed programs rise with the CPI, whereas Federal revenue tends
to increase with the GDP price index. For a given level of nominal income,
increases in the CPI also cut Federal revenue because they raise income tax
brackets and affect other inflation-indexed features of the tax code. Of the
two indexes, the CPI tends to increase faster in part because it measures the
price of a fixed basket of goods and services. In contrast, the GDP price index
increases less rapidly because it reflects the choice of households and busi-
nesses to shift their purchases away from items with increasing relative prices
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and toward items with decreasing relative prices. In addition, the GDP price
index includes investment goods, such as computers, whose relative prices
have been falling rapidly. Computers, in particular, receive a much larger
weight in the GDP price index (1 percent) than in the CPI (0.2 percent).

During the 10 years ended in 2003, the wedge between inflation in the
CPI-U-RS (a historical CPI series designed to be consistent with current CPI
methods) and the rate of change in the GDP price index averaged
0.4 percentage point per year. The wedge was particularly high during 2004
when the CPI increased 1.0 percentage point faster than the GDP price
index, reflecting the roughly 50 percent increase in oil prices, which have a
much larger weight in consumption prices than in GDP as a whole. Since
domestic production accounts for only about a third of U.S. oil consumption,
the weight of oil prices in GDP is roughly one-third of its weight in the
consumption basket. As this boost from higher oil prices unwinds over the
next couple of years, the wedge between CPI and GDP inflation is likely to
be lower than its recent average. During the entire 2004 to 2010 period, the
wedge is projected to average 0.4 percentage point, equal to the
Administration estimate of the wedge in the long term.

Financial Markets

Stock prices fluctuated within a relatively narrow range for the first eight
months of the year, and then increased during the last four months. Over the
12 months of 2004, the Wilshire 5000, a broad index of stock prices, rose
11 percent. These gains built on the 29 percent gains that were recorded
during 2003.

Long-term interest rates fluctuated substantially during 2004, but finished the
year essentially unchanged. The yield on 10-year Treasury notes fell by
0.3 percentage point from January through March, to about 3.8 percent. The
yield then increased sharply in the next two months, rising 0.9 percentage point,
coinciding with a pickup in the core CPI and several months of strong job
growth. Rates began to fall again in early June, as monthly increases in the core
CPI and job growth moderated. The 10-year rate declined during the second half
of the year, even as the Federal Reserve’s Open Market Committee raised the
(overnight) Federal funds rate at every meeting from June through December.
The 10-year rate ended the year at about the same level as it had begun.

The Long-Term Outlook Through 2010

The U.S. economy continues to be well-positioned for long-term growth.
The Administration projects that GDP will expand strongly through 2010,
inflation will remain contained, and labor markets will continue to
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strengthen. The forecast is based on conservative economic assumptions that
are close to the consensus of professional forecasters. These assumptions
provide a prudent and cautious basis for the budget projections.

Growth in GDP over the Long Term

The Administration projects that real GDP will grow at an average annual
rate of 3.3 percent during the four years of 2005 to 2008 (Table 1-1), roughly
in line with the consensus forecast for those years. This pace is slightly above
the expected 3.2 percent annual growth in potential GDP (a measure of
productive capacity), so the unemployment rate is projected to edge lower
from 5.4 percent at the end of 2004 to 5.1 percent by the end of 2006. The
unemployment rate is expected to remain flat thereafter as the economy grows
at its potential rate of 3.2 percent in 2007 and 2008 and 3.1 percent in 2009
and 2010. As discussed below, potential GDP growth is expected to slow
somewhat after 2008, as labor force growth declines.

The projected growth of GDP is conservative relative to recent experience.
The economy grew more than 4 percent during 2003 and is estimated to have
grown 3.7 percent during the four quarters of 2004. Moreover, Okun’s Law,
a well-known economic rule of thumb, suggests that potential GDP growth
has been about 3.5 percent in recent years (Box 1-2).

TABLE 1-1.— Administration Forecast’

Interest | Interest
Real GDP GDP price | Consumer (| Unemploy- rate, rate, N;;yfforllr
Year Nominal (chain- index price ment 91-day | 10-year employ-
GDP type) (chain- index rate Treasury | Treasury ment
yp type) | (CPIU) | (percent) | bills | motes | -
millions)
(percent) | (percent)
Percent change, fourth quarter to fourth quarter Level, calendar year
6.2 4.4 1.7 1.9 6.0 1.0 4.0 129.9
6.3 3.9 2.3 34 55 14 43 131.3
5.5 3.5 1.9 2.0 53 2.7 4.6 133.4
5.6 34 2.0 2.3 5.2 35 5.2 135.5
5.4 32 2.1 2.4 5.1 3.8 5.4 137.5
5.4 3.2 2.1 2.4 51 4.0 5.5 139.2
5.3 3.1 2.1 2.4 5.1 4.1 5.6 140.9
5.3 3.1 2.1 24 5.1 42 5.7 142.5

'Based on data available as of December 3, 2004. Figures cited in the text for 2004 are based on data
available through January 28, 2005, and so may differ from figures shown here.

?Secondary market (bank discount basis).

Sources: Council of Economic Advisers, Department of Commerce (Bureau of Economic Analysis), Department of
Labor (Bureau of Labor Statistics), Department of the Treasury, and Office of Management and Budget.

Chapter 1 | 43



Box 1-2: Okun’s Law

One way of estimating the economy’s potential growth rate is
through the empirical regularity known as Okun’s Law, which relates
changes in the unemployment rate to GDP growth (Chart 1-6). The chart
plots the four-quarter change in the unemployment rate (which has
been adjusted to account for demographic changes) against the four-
quarter growth rate of real output. According to Okun’s Law, the
unemployment rate falls when output grows faster than its potential
rate and rises when output growth falls short of that potential. The rate
of real GDP growth consistent with a stable unemployment rate is then
interpreted as the rate of potential growth; this potential can be esti-
mated as the rate at which the fitted line in Chart 1-6 crosses the
horizontal axis. As can be seen by the position of the two parallel lines,
the pace of potential real GDP growth appears to have picked up after
1995. The lower line, which is drawn through data for 1980-1995,
suggests that potential real GDP grew at a 2.8 percent annual rate
during those years. The upper line—which is drawn through data for
1996-2004 and is estimated so as to be parallel to the lower line—
suggests that real potential GDP growth accelerated to a 3.5 percent
annual rate during the past nine years.

Chart 1-6 Okun's Law Estimation of Potential GDP Growth

Real GDP growth in excess of its potential rate lowers the unemployment rate. Potential GDP has
accelerated from 2.8 percent per year before 1995 to 3.5 percent thereafter.
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The growth rate of the economy over the long run is determined by its
supply-side components, which include population, labor force participation,
productivity, and the workweek. The Administration’s forecast for the contri-
bution of different supply-side factors to real GDP growth is shown in
Table 1-2.

As seen in the fourth column of the table, the supply-side composition of
real GDP growth has been unusual since the beginning of 2001, with excep-
tionally high productivity growth (4.2 percent at an annual rate) being
partially offset by a large decline in the ratio of nonfarm business employment
to household employment. This unusual pattern reflects the discrepancy
between the slow growth of employment as measured by the employer survey
and the more rapid growth of employment as measured by the household
survey—a disparity that has not been adequately explained. Declines in the
labor force participation rate have also held down real GDP growth during the
past four years, although the reasons for these declines may be partly cyclical.

TABLE 1-2.— Accounting for Growth in Real GDP 1953-2010

[Average annual percent change]

1953 Q2 1973 Q4 [ 1995 Q2| 2001 Q1 | 2004 Q3
[tem to to to to to

1973 Q4 (1995 Q2 | 2001 Q1| 2004 Q3 | 2010 Q4

1) Civilian noninstitutional population aged 16 and over' 1.6 1.4 1.2 1.2 1.1

2) Plus:  Civilian labor force participation rate ........c..cccooo..... 2 A4 1 -5 -1

3) Equals: Civilian labor force? 1.8 1.8 1.4 7 1.0

4) Plus:  Civilian employment rate -1 .0 3 -4 1

5) Equals: Civilian employment? .........cccooeevoeveeeceeeeeeeeenes 1.7 1.8 1.7 4 1.1
6) Plus:  Nonfarm business employment as

a share of civilian employment ** -1 1 5 -9 0

7) Equals: Nonfarm business employment 1.6 1.8 2.1 -6 1.1

8) Plus:  Average weekly hours (nonfarm business) .. -3 3 -3 -4 1

9) Equals: Hours of all persons (nonfarm business)...........c........ 1.3 1.6 1.9 -1.0 1.2

10) Plus:  Output per hour (productivity, nonfarm business) ..... 2.5 1.5 2.4 4.2 2.5

11) Equals: Nonfarm business output........c.coccooveveereerecrrreninnnns 3.8 3.1 43 3.2 3.8

12) Plus:  Ratio of real GDP to nonfarm business output” ......... -2 -2 -5 -4 -4

13) Equals: Real GDP 3.6 2.8 3.8 2.8 33

! Adjusted by Council of Economic Advisers to smooth discontinuities in the population series since 1990.
*Bureau of Labor Statistics research series adjusted to smooth irregularities in the population series since 1990.
*Line 6 translates the civilian employment growth rate into the nonfarm business employment growth rate.

“Line 12 translates nonfarm business output back into output for all sectors (GDP), which includes the output of
farms and general government.

Note: The periods 1953 Q2, 1973 Q4, and 2001 Q1 are NBER business-cycle peaks. Detail may not add to total
because of rounding.

Sources: Council of Economic Advisers, Department of Commerce (Bureau of Economic Analysis), and Department
of Labor (Bureau of Labor Statistics).
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The 4.2 percent rate of productivity growth during the past three and a half
years is remarkable, particularly because this period included a recession, and
is well above the already strong 2.4 percent productivity growth experienced
from 1995 to 2001. The causes of the post-2001 productivity acceleration
remain a mystery at this time, and so it seems unwise to presume that the
rapid growth of the last few years will be sustained indefinitely. The
Administration expects nonfarm labor productivity to grow at a 2.5 percent
annual pace over the next six and a quarter years. This is a bit below the
assumed 2.6 percent trend rate of growth, similar to the 2.4 percent pace
during the 1995-2001 period, and only modestly above the 2.3 percent
average pace since the data series began in 1947.

Growth of the labor force (also shown in Table 1-2) is projected to
contribute 1.0 percentage point per year, on average, to growth of potential
output through 2010. Labor force growth results from changes in the
working-age population and the participation rate. The Bureau of the Census
projects that the working-age population will grow at an average annual rate
of 1.1 percent through 2010. This pace is more rapid in the near future and
then trails off after 2008. The last year in which the labor force participation
rate increased was 1997, suggesting that the long-term trend of rising partic-
ipation has ended. Since then, the participation rate has fallen at an average
0.2 percent annual pace.

Demographic factors will likely lead to yet lower participation in future
years. Baby boomers are currently in their forties and fifties. Over the next
several years they will move into older age brackets with lower participation
rates. As a result, the labor force participation rate is projected to edge down
an average of 0.1 percent per year through 2010. The decline may be greater,
however, after 2008, which is the year that the first baby boomers reach the
early-retirement age of 62. Together with the expected deceleration of the
growth of the working-age population, the falling participation rate works to
slow the growth rate of potential output to 3.1 percent in 2009-2010.

An expanding workweek is projected to add 0.1 percentage point to
potential GDP growth during the projection period. Most of this increase
occurs in the next couple of years during the period of strong cyclical labor
demand, rather than as a permanent feature of long-term growth. The ratio
of nonfarm employment to household employment (which, as noted above,
subtracted a puzzling 0.9 percentage point from real GDP growth during
2001-2004) is projected to contribute nothing toward real GDP growth
during the projection period. It is possible, however, that it might reverse
course during the next few years, offsetting its recent weakness. Such a
development would add to real GDP growth.
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In sum, potential real GDP is projected to grow at a 3.2 percent annual
pace through 2008, and then to slow to 3.1 percent in 2009 and 2010. Actual
real GDP growth during the six-year forecast period is projected to be
slightly higher, at 3.3 percent, as the unemployment rate declines and the
workweek expands. The economy is forecast to grow at potential beginning
in 2007, and the unemployment rate is projected to stabilize at 5.1 percent.

Interest Rates over the Long Term

The Administration forecast of interest rates is based on financial market
data as well as a survey of economic forecasters. The yield curve, which shows
how the yield on Treasury securities rises with the maturity of those securities,
is currently steeper than usual. This steepness suggests that financial market
participants expect short-term interest rates to rise. The Administration fore-
cast thus projects gradual increases in the interest rate on 91-day Treasury bills
to continue through 2010—with most of the increase expected during the
next two years. This rate is expected to reach 4.2 percent in 2010, at which
point the real interest rate on 91-day Treasury bills will be close to its histor-
ical average. The projected path of the interest rate on 10-year Treasury notes
is consistent with the path of short-term Treasury rates. By 2010, the 10-year
rate is projected to be 5.7 percent, 3.3 percentage points above expected CPI
inflation—a typical real rate by historical standards. By 2010, the projected
term premium (the difference between the 10-year interest rate and the
91-day rate) of 1.5 percentage points is in line with its historical average.

The Composition of Income over the Long Term

A primary purpose of the Administration’s economic forecast is to estimate
future government revenues, which requires a projection of the components
of taxable income. The Administration’s income-side projection is based on
the historical stability of the long-run labor compensation and capital shares
of gross domestic income (GDI). During the first three quarters of 2004, the
labor compensation share of GDI was only 56.8 percent—well below its
1959-2003 average of 57.9 percent. From this jumping-off point, the labor
share is projected to slowly rise to 57.8 percent by 2010.

The labor compensation share consists of wages and salaries, which are
taxable, employer contributions to employee pension and insurance funds
(that is, fringe benefits), which are not taxable, and employer contributions
for government social insurance. The Administration forecasts that the wage
and salary share of compensation will be roughly stable during the projection
period. One of the main factors boosting non-wage compensation during the
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past two years has been employer contributions to defined-benefit pension
plans, and although these contributions are likely to remain high in the next
few years, they are not projected to rise as a share of compensation after 2004.

The capital share of GDI is expected to fall from its currently high level
before plateauing near its historical average. Within the capital share, a near-
term decline in depreciation (an echo of the decline in short-lived investment
during 2001 and 2002) is expected to boost corporate profits, which in the
third quarter of 2004 were about 10.2 percent of GDI (excluding the tempo-
rary negative effects of hurricanes)—a figure well above its post-1959 average
of 8.5 percent. From 2005 forward, the profit share is expected to slowly edge
down toward its long-term average.

The projected pattern of book profits (known in the national income
accounts as “profits before tax”) reflects the termination of the window for
expensing of equipment investment allowed under the Job Creation and
Worker Assistance Act of 2002 and the Jobs and Growth Tax Relief
Reconciliation Act of 2003. These expensing provisions reduced taxable
profits from the third quarter of 2001 through the fourth quarter of 2004.
The expiration of the expensing provisions increases book profits from 2005
forward, however, because investment goods expensed during the three-year
expensing window will have less remaining value to depreciate. The share of
other taxable income (the sum of rent, dividends, proprietors’ income, and
personal interest income) is projected to fall in coming years, mainly because
of the delayed effects of past declines in long-term interest rates, which reduce
personal interest income during the projection period.

Conclusion

Supported by expansionary fiscal and monetary policy, the economy now
appears to have shifted from a tentative recovery to a sustained expansion.
Consumer spending remains strong, businesses are continuing to invest, and
employment growth has rebounded. Prospects remain bright for continued
growth in the years ahead. And yet much work remains in making our economy
as productive as possible. Later chapters of this Report explore how pro-growth
policies, such as reforming our tax system, expanding the reach of property
rights, and encouraging innovation, can enhance our economic performance.
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CHAPTER 2

Expansions Past and Present

he U.S. economy began to expand rapidly in mid-2003, an expansion that

carried through to 2004. Real gross domestic product (GDP) rose by
4.0 percent from the third quarter of 2003 to the third quarter of 2004.
Employment grew steadily in 2004, with more than 2.6 million jobs created on
net since the job market turned around in August 2003. The unemployment
rate has declined from a high of 6.3 percent in June 2003 to 5.4 percent in
December 2004—a rate below the average unemployment rate of the 1970s,
1980s, and 1990s. Inflation picked up modestly over the course of 2004 but
remains low by historical standards, with consumer prices having increased by
3.3 percent during 2004. This state of affairs—strong growth, declining unem-
ployment, and moderate inflation—is remarkable in light of the powerful
contractionary forces at work since early 2000: the bursting of the high-tech
bubble of the 1990s, revelations of corporate scandals, weak growth in the
United States’ major trading partners, the war in Iraq, and the impact of the
terrorist attacks.

The recent recession and expansion took place against the backdrop of an
economy undergoing fundamental changes. At the beginning of the twentieth
century, the agricultural sector was the biggest employer; at the beginning of
the twenty-first, the service-providing sector employed the most people.
Technical progress has spurred productivity growth and raised living stan-
dards. The labor force increased enormously, as the population grew and the
labor force participation rate of women rose over the course of the last
century. The development of new financial instruments helped people
become financially secure, and the expansion of the mortgage market has
helped a record number of people own homes.

Given these large changes in the structure of the U.S. economy, the nature
of economic expansions has probably also changed over time. Enough time
has now elapsed in the current expansion to allow fruitful comparisons with
previous expansions. The key findings are:

* The last two expansions—the one starting in 1991 and the current
one—are similar to each other, but dissimilar to previous expansions.
Both have exhibited relatively moderate overall growth in key
economic variables.

e The last two expansions followed especially shallow recessions.
Generally, shallow recessions are followed by shallow recoveries and deep
recessions by robust recoveries.
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* Stabilization policy—fiscal and monetary policy—has been particularly
active during the last recession and expansion. The boost to disposable
income from fiscal policy has been especially strong. Without these
strong policies, the recession would have been deeper and longer.

Overview of the Current Expansion

Chart 2-1 plots the level of real GDP in the current expansion, the
expansion of the 1990s, and the average of the five expansions from 1960 to
1990. The average provides a historical benchmark for the behavior of expan-
sions; the year 1960 is chosen as a starting point to balance the need to
smooth behavior over multiple expansions with the need to recognize that
changes in the nature of the economy over time make earlier expansions less
comparable to current ones. In each expansion, real GDP is normalized to
100 at the trough of the preceding recession (which is also the beginning of
the expansion). Dates of the troughs are determined by the National Bureau
of Economic Research. In the chart, each expansion begins at the vertical line
at 0; points to the left of that line occur during the preceding recessions. The
slope of each line is related to GDP growth: steeper slopes imply bigger
changes in the level of real GDP per quarter, or faster growth.

Chart 2-1 Real Gross Domestic Product

The last two expansions have had more moderate GDP growth than the prior ones; but the preceding
recessions were also more mild, showing smaller drops in GDP from peak to trough.
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The behavior of real GDP is similar in the 1990s and current expansions,
but both are different from the average prior expansion. In particular, real
GDP has risen less robustly during the last two expansions than it did, on
average, in the other expansions since 1960.

In the average contraction prior to 1990, the level of real GDP reached its
peak approximately four quarters before the eventual trough; in the 1990-
1991 contraction, GDP reached its peak two quarters before the trough.
There were no consecutive quarters of decline in the most recent contraction,
with revised data showing that real GDP dropped in the third quarter of 2000
and the first and third quarters of 2001, but grew in the intervening quarters.

Consumption

The largest component of GDDP, real personal consumption expenditures,
shows a similar pattern (Chart 2-2). Consumption behavior during the last
two expansions has been almost identical, with the two recent expansions
differing from prior expansions.

In the prior recessions, on average, consumption growth moderated
starting six quarters before the recession’s eventual trough, did not actually fall
until two quarters before the trough, and began to rise in the quarter before
the trough. In the 1990-1991 recession, consumption rose rapidly until two

Chart 2-2 Real Personal Consumption Expenditures

The behavior of consumption has been nearly identical over the last two expansions.
Consumption did not fall during the last recession.
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Chart 2-3 Real Nonresidential Investment
Nonresidential investment continued to fall in the two most recent expansions even after the business
cycle trough had been reached.
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quarters before the trough, dropped sharply until the trough, and mostly grew
thereafter. The most recent recession stands out as different in that consump-
tion continued to grow throughout. This likely reflects the important role of
fiscal and monetary stimulus in supporting demand and the unusual extent
to which the recession resulted from a collapse in investment following the

bubble of the late 1990s.

Investment

In an average expansion prior to 1990, total nonresidential investment
started to rise at the business cycle trough, but initially rose at a slower pace
than consumption (Chart 2-3). In the expansion of the 1990s, however,
investment continued to fall for four quarters after the trough, and in the
most recent expansion, investment fell for five quarters after the overall
economy had bottomed out.

Residential investment in the average of prior recessions began to drop
eight quarters before the business cycle trough and rose quite sharply in the
four quarters after the trough (Chart 2-4). The housing market has been
strong in the current expansion, though housing investment has been
increasing at a more moderate pace than in expansions before 1990. This
pattern is likely the result of the unusual circumstance in which residential
investment did not falter along with the broader economy. In turn, this lack
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of faltering may be attributable to low mortgage rates and to the movement
of households” funds out of equities and into housing.

Real house prices have also behaved quite differently across the two most
recent expansions. Real prices dropped throughout the expansion of the
1990s, reaching a low in 1995. They have risen by a total of about 44 percent
since then. More than half of this increase, about 25 percent, has occurred
since 2000. The recent increases in house prices, which have been particularly
large in some urban markets, have raised concerns that the housing market
may be in a “bubble.” It is worth noting in this context that home equity as
a share of net worth dropped during the 1990s, as real stock prices rose
rapidly while house prices fell for the first half of the decade. This share has
been rising since the late 1990s, but remains below its high of about
22 percent reached in 1985. This rebalancing of portfolios, pushing up the
share of home equity in net worth closer to its historical norm, raises the
demand for housing. This increase in housing demand may thus be partly
responsible for the recent run-up in house prices.

Exports

At the beginning of the current expansion, exports roughly matched the
behavior of expansions prior to 1990, in which exports picked up relatively

Chart 2-4 Real Residential Investment
Residential investment has grown moderately in the most recent expansion, after showing little if any
decline in the preceding recession.

Index, level at business cycle trough = 100

150

Average prior - "
expansion

130

120
1990s expansion

110

Current expansion
100

90

-8 -6 -4 -2 0 2 4 3] 8 10 12
Quarters from trough

Note: Average based on prior expansions since 1960 excluding 1920s expansion.

Source: Department of Commerce (Bureau of Economic Analysis).

Chapter 2 | 53



slowly at the start of the expansion (Chart 2-5). An increase in the rate of growth
of exports during the last year has moved their behavior closer to that of the
1990s expansion. The decline in exports during the most recent recession was
particularly large relative to previous ones, as economic growth among major
U.S. trading partners slowed more than in most past business cycles; in contrast,
exports continued to rise during the 1990-1991 recession. Thus both recent
recessions and expansions show anomalous behavior, though in different ways.

Chart 2-5 Real Exports of Goods and Services

In the current expansion, exports have grown in line with the average prior expansion, after an
especially sharp decline in the preceding recession.
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Labor Market

The behavior of the labor market was unusual in the most recent recession
and the last two expansions. Before 1990, on average, payroll employment
started to decline about three quarters before a business cycle trough—that is,
employment on average has continued to rise in the early part of recessions
(Chart 2-6). In an average expansion, employment begins to grow at the start of
the expansion and reaches its previous peak three quarters after the trough. In
the expansion of the 1990s, however, employment continued to fall for two
quarters after the business cycle trough and did not reach its previous peak value
until another six quarters had passed. In the most recent expansion, employment
continued to fall for seven quarters after the recession had ended and appears to
be on track to reach its prerecession level by early 2005. Though both of the
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Chart 2-6 Nonfarm Payroll Employment

Employment continued to decline after the business cycle trough in the two most recent expansions,
and subsequent growth has been more moderate than in prior expansions.
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most recent expansions have shown relatively weak employment growth, they
were also preceded by smaller declines in employment prior to the trough.

The recent behavior of productivity can account for much of the difference
in employment growth (Chart 2-7). Productivity, defined as output per hour
worked, had been growing in line with the rates seen in past expansions, but
then accelerated four to six quarters after the most recent trough. At 11 quar-
ters after a business cycle trough, productivity is usually about 8.5 percent
above its value at the trough; it is currently about 12 percent above its trough
value. During the most recent expansion, productivity growth has averaged
4.2 percent per year at an annual rate, up substantially from the 2.5 percent
growth rate seen on average from 1995 to 2000. By contrast, though the level
of productivity growth was quite high during the 1990s, at an annual growth
rate of 2.1 percent, even three years after the 1991 trough the level of produc-
tivity was not as high relative to its trough value as had been the case in prior
expansions. Hence current productivity growth particularly stands out.

In the short run, greater productivity growth sets the bar higher for
employment growth. With increased productivity, a given amount of output
can be produced with fewer hours worked, so real GDP must grow more
quickly for employment to grow. In the long run, however, higher produc-
tivity growth leads to higher income per person, and will thus be expected to
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Chart 2-7 Nonfarm Business Productivity

Nonfarm business productivity has increased at a much greater rate in the current expansion than in
previous ones.
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be positive for employment growth. This is because part of the increase in
output is distributed to workers in the form of higher real wages and benefits
and part to owners of capital in the form of profits. The fraction of national
income accorded to profits has risen in recent years, with the share going to
profits at 10.9 percent in the third quarter of 2004, up from an average of
9.3 percent during the 1980s and 1990s. The fraction accorded to wage
payments and benefits has been approximately constant over longer periods
of time. A return to the historical pattern would result in rising real wages.

The behavior of unemployment during the recent expansion, though
atypical when compared with expansions from the 1960s through the 1980s,
roughly matches the behavior of unemployment during the 1990s: a
continued rise in unemployment after the beginning of the expansion,
followed by a gradual decline about a year later.

Summary

The beginnings of the last two expansions have been characterized by
moderate growth in key macroeconomic variables: real GDP, consumption,
investment, employment, and unemployment. The beginning of the most
recent expansion has seen slower growth in investment and employment than
the last one. The pace of economic expansion picked up, however, in the
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middle of 2003. The more moderate rate of employment growth is at least
partly explained by unusually robust growth in productivicy—which further
indicates higher future real wage growth. Unemployment rose by less than in
the last recession and expansion. Both of the most recent expansions were
preceded by relatively mild recessions: the drop in real GDP was relatively
small, and consumption did not drop at all in the most recent recession.

Symmetry in Recessions and Expansions

The last two expansions, though moderate, were preceded by shallow
recessions. Past recessions were deeper and subsequent expansions more rapid.
Together, the two sets of observations suggest that the rate of expansion may
be related to the rate of contraction. This section evaluates that hypothesis.

Real GDP

Chart 2-8 plots the total percent contraction in real GDP during all
recessions since 1960 against the percent expansion in real GDP in the four
quarters following the trough. The latter time period is chosen to allow a
uniform standard of comparison across expansions. Each point is labeled by

Chart 2-8 Recessions and Expansions: Real GDP
Real GDP tends to grow rapidly after deep recessions (such as that of 1981) and moderately after mild
ones (such as that of 1969).
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the year corresponding to the start of the recession as dated by the National
Bureau of Economic Research. A regression line is drawn through the points;
the position of the line is determined by a statistical procedure known as
linear regression, which tries to determine the best possible line by mini-
mizing the squares of the sums of the vertical distances between each point
and the line. The line provides the best estimate for how much of an increase
in real GDP at the beginning of an expansion can be expected for a given
decline in real GDP during a recession.

The graph confirms the hypothesis. For example, the 1981 recession and
its aftermath saw a sharp drop in real GDP followed by a sharp rise, while
the 1990-1991 recession saw a shallow drop in real GDP followed by a
shallow rise. The regression line is upward-sloping, providing statistical
evidence that shallow recessions were followed by initially shallow expan-
sions and sharp recessions by initially sharp expansions. An inset on the
graph indicates a correlation of about 0.5. A correlation measures how
closely two variables are related: a value of 1.0 indicates that the variables
move together perfectly, 0 indicates that the variables are unrelated, and
-1.0 indicates that the variables move in opposite directions. A value of
0.5 indicates a fairly strong relationship.

The most recent recessions and expansions have been fairly moderate.
Indeed, real GDP actually rose over the course of the most recent recession;
this is true whether the last recession is dated to have started in the fourth
quarter of 2000 or the first quarter of 2001.

Components of Real GDP

Given the symmetry in contractions and expansions of real GDP one
would expect some, if not all, of GDP’s components—consumption, invest-
ment, government spending (on consumption and investment), and net
exports—to show a similar pattern. The behavior of two major parts of overall
investment, real investment in equipment and software and inventory
investment, most strongly matches that of real GDP.

The Labor Market

The relationship between the drops in employment during contractions
and the initial rises in employment during the subsequent expansions is even
stronger than the relationship between GDP declines during recessions and
GDP increases during expansions (Chart 2-9).

Drops in employment during contractions and rises during expansions are
smaller than many of the other variables we have seen—ranging between a
decline of 3 percent and an increase of 3.4 percent. The most recent contrac-
tions saw especially small declines in employment—between 0.8 percent and
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Chart 2-9 Recessions and Expansions: Nonfarm Payroll Employment
Employment tends to grow rapidly after deep recessions (such as that of 1981) and moderately after
mild ones (such as that of 1969).
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1.2 percent. Employment continued to decline into the beginning of the
expansions, though by less than 1 percent in each case. As noted above, given
the rises in GDP of over 2 percent during the first year of each expansion, the
difference reflects strong productivity growth.

A Possible Explanation: The Financial Accelerator

The charts above provide evidence that moderate recessions are followed, at
least initially, by moderate expansions, and sharp recessions by initially
rapid expansions. This is seen most strongly in the behavior of real GDP
and employment.

The largest component of GDP to follow the same pattern, investment,
suggests a possible explanation for this relationship. Investment is positively
correlated with GDP growth, rising when GDP growth is rising and falling
when GDP growth is falling. This relationship is known as the “accelerator
model” of investment: higher GDP growth leads to more investment, which
in turn leads to even faster GDP growth. A shock that leads to a large decline
in investment will thus cause an even larger decline in GDP growth. When
that shock disappears, and investment rebounds to its previous level, GDP
growth will also show a similar rebound.

Research over the past two decades on the role of financial markets in invest-
ment has provided an explanation for the relationship between investment and
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GDP growth. To buy new capital goods, firms rely on several sources of
financing. These include internal funds, such as retained earnings or capital
infusions from firm owners, and external funds, such as the proceeds from
loans and the sales of stocks and bonds. The amount of internal funds is related
to the firm’s cash flow. In response to a slowdown in sales, cash flow will likely
decline, reducing the amount of internal funds and therefore increasing the
amount a firm needs to obtain from external finance. But lenders will be less
willing to loan funds to firms with smaller cash flow, and the value of firms’
collateral is also likely to have decreased, further reducing their ability to obtain
loans. Hence firms might be forced to reduce their investment. This reduction
in turn will lead to lower output, lower cash flow, and yet again lower invest-
ment—Ieading to a further deceleration in output. The effect can work in
reverse during economic expansions, with rising GDP making it easier for
firms to get financing for new investment projects. This theory provides a
possible explanation for why changes in the amount of investment can have a
multiplier impact on the broader economy.

The “financial accelerator” effect is roughly proportional to the size of the
decline in GDD, since the change in cash flow and the value of collateral
would be expected to be roughly proportional to the decline in output. There
is no consensus, however, about the magnitude of the accelerator effect. One
study assessing the response of investment by firms to a monetary policy
tightening, both with and without a financial accelerator, showed that the
presence of an accelerator can cause the decline in investment to double
compared to a situation in which there is no accelerator effect. Another study
noted that small firms, which are likely to be more limited in their ability to
borrow than large firms, show much larger declines in inventory and sales
growth during recessions than do large firms. This finding further suggests an
important role for the financial accelerator.

The accelerator theory can also provide a link between asset price bubbles
and recessions and expansions. When the prices of equities or real estate rise,
the resulting increases in asset values raise the value of collateral, making it
easier for firms to obtain financing for investment—thus further raising
output growth. Conversely, declines in asset values from the bursting of asset
price bubbles can discourage investment.

Although the financial accelerator theory helps explain why on average the
depth of the recession corresponds to the initial strength of the expansion, the
theory will not explain the behavior of all recessions and expansions.
Investment is affected by things other than output growth, and, as will be
discussed more fully later in the chapter, economic shocks can affect other
components of GDP. In the most recent recession, for example, investment
fell more rapidly than in the average recession, but the fall in output was not
particularly large. The solid growth in consumption, boosted by expansionary
monetary and fiscal policy, helped reduce the fall in output.

60 | Economic Report of the President



Summary

Moderate recessions are followed by moderate expansions and sharp
contractions by rapid recoveries. This may be a consequence of the “financial
accelerator” model of investment, in which firms’ ability to borrow is related
to the growth rate of output.

Seen in this context, the unusually moderate growth experienced at the
beginning of the two most recent expansions seems less unusual, since the
preceding recessions were also relatively mild. This observation begs the ques-
tion of why the most recent recessions were mild. One possibility is that
stabilization policy may have been more active and more effective during the
last two recessions and subsequent expansions. This hypothesis can be
assessed by looking at the two components of fiscal policy—taxes and
spending—and at monetary policy.

Stabilization Policy

Before discussing specific details of stabilization policy, it will be useful to
review what is known about the causes of business cycles, the effects of policy
on economic activity, and the resulting challenges to the development and
implementation of effective policy.

Business Cycles: Causes

Standard economic models suggest that long-run growth of real GDP is an
outcome of technological progress, the accumulation of capital, and growth
in the labor force. The models also suggest that either a larger labor force with
a fixed capital stock or a larger capital stock with a fixed labor force will
produce smaller and smaller additional amounts of output—a phenomenon
known as diminishing returns. Hence capital accumulation alone and increases
in the labor force alone will eventually result in higher levels of output but
slower rates of output growth.

In the very long run, output will grow only if technological progress
enables the production of more output for a given amount of capital and
labor. In the short run, various shocks—unexpected events that cause large
changes in the demand or supply of goods—can lead to recessions and
expansions. The recessions and expansions can be seen as deviations from the
long-run growth path.

Economic shocks can be divided into disturbances that affect aggregate
demand and those that affect aggregate supply. Aggregate demand is the
economy-wide demand for goods and services. It consists of consumer
spending, investment, government purchases, and net exports (exports less
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imports). Aggregate supply is the economy-wide supply of goods and serv-
ices. Equilibrium in the economy occurs when aggregate demand equals
aggregate supply.

Shocks that depress aggregate demand tend to lower output, lower
employment (that is, raise unemployment), and put downward pressure on
prices. For example, a decline in stock prices could lead to lower consumption
spending. Shocks that raise aggregate demand have the opposite effect; they
raise output, raise employment (lowering unemployment), and put upward
pressure on prices. For example, greater optimism by firms about the state of
the economy could lead to higher investment spending. Research has found
that shocks to aggregate demand tend to affect output first rather than prices,
but that these effects are temporary, lasting only a few years. However, such
disturbances have long-lasting effects on the levels of prices and wages. That
is, an increase in demand will lead to a temporary boost for output but a
permanent rise in the price level (though not necessarily the inflation rate).

Shocks to aggregate supply, in contrast, tend to move output and prices in
opposite directions. A beneficial shock to aggregate supply, such as a rise in
productivity, raises output, lowers unemployment, and puts downward pres-
sure on prices. An adverse shock to aggregate supply, such as an increase in
the price of energy, has the opposite effects. To the extent that aggregate
supply disturbances influence the determinants of long-run growth—the
accumulation of capital, the supply of labor, and technological progress—
supply shocks can also have long-lasting, even permanent, effects on the level
and growth rate of output.

Economic Policy

The tools available to policymakers to affect the economy over a short
horizon (up to a few years) can be divided into fiscal policy and monetary
policy. Fiscal policy involves decisions about taxes, transfers (such as unemploy-
ment insurance, Social Security, or Medicare payments), and government
purchases of goods and services. Changes in all of these affect aggregate
demand. In the short run, lower taxes or higher transfer payments can lead to
higher disposable incomes and thereby boost consumption spending.
Government purchases directly affect spending and support aggregate demand.

The effects of tax cuts may depend on the expected duration of the cut. A
prominent theory of consumption, the life-cycle/permanent-income hypothesis,
argues that people choose their consumption to be in line with their expected
lifetime resources. To the extent they are able, people keep their consumption
constant over drops in income that are expected to be temporary by
borrowing or using their savings. Expected temporary increases in income
should be saved rather than consumed. Only sustained changes in income
would translate into equal-sized changes in consumption. Under this theory,
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permanent cuts should permanently raise consumer spending, as consumers
would view disposable income as permanently higher, while temporary tax
cuts should only be saved. But even temporary cuts could boost spending,
however, if people cannot spend as much as they would like or need to due to
constraints on their ability to borrow.

Tax changes can also increase the incentives for investment, boosting the
investment part of aggregate demand. Some tax changes can also raise aggre-
gate supply by, for example, boosting incentives for labor supply or
permanently increasing the incentives to accumulate capital, or by removing
distortions. These changes would be expected to augment the long-run
growth rate of the economy.

Monetary policy in the United States is conducted by the Federal Reserve
Board’s Federal Open Market Committee (FOMC). The FOMC targets a
short-term interest rate, the Federal Funds rate, the rate at which banks make
overnight loans to one another. This interest rate in turn influences other
short-term and long-term nominal and real (inflation-adjusted) interest rates
in the economy. In turn, these interest rates affect interest-sensitive compo-
nents of aggregate demand, such as investment and consumption of durable
goods (goods used for long periods, such as refrigerators and cars). These
components of demand are especially affected by changes in interest rates
because firms often need to borrow to make investments and consumers need
to borrow to purchase durable goods. Low real interest rates raise aggregate
demand by boosting consumption and investment; high real rates reduce
aggregate demand. The effects of monetary policy on output and other real
variables will generally be temporary. In the long run, the output effects of the
changes in aggregate demand caused by monetary policy largely disappear,
leaving effects only on the level of prices.

Research suggests that price stability—a low and stable rate of inflation—
may have important effects on aggregate supply and might therefore be
conducive to GDP growth. High and widely-varying rates of inflation create
substantial amounts of uncertainty about real rates of return, making it
difficult for people to make decisions about investment.

Policy Design: Challenges

Policymakers use the elements of monetary and fiscal policy to try to reduce
the size of economic fluctuations. Making recessions more moderate helps
people by decreasing the amount of unemployment and limiting the amount
of real income loss. Restraining expansions to sustainable levels reduces the
risks of high inflation. Such policy is often called countercyclical, since the aim
of the policy is to moderate the business cycle.

There is a broad consensus on the mechanisms by which fiscal and mone-
tary policy affect the macroeconomy, but less agreement about the timing and
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magnitude of their effects. Fiscal policy changes, especially tax policy changes,
can work fairly rapidly. For example, a temporary investment incentive can
cause firms to move investment forward and undertake projects now instead
of in the future. But enacting such a policy through the legislative and
executive branches of the government can take time. Monetary policy can be
changed more quickly, as the FOMC has eight scheduled meetings per year
and can meet more often if economic conditions warrant. In contrast to fiscal
policy, however, it takes time for interest-rate changes to affect spending
because investment plans take time to adjust to changing financial conditions.

This uncertainty about the duration and magnitude of policy effects means
that policymakers considering changes in fiscal or monetary policy must fore-
cast future aggregate demand and supply disturbances and their impact. For
example, a policymaker considering a tax cut must think about the state of
the economy in six months and beyond, when the tax cut will have its initial
impact. The same is true for monetary policy, in which it can take even more
time for policy changes to have an impact. Economic forecasting is inherently
difficult. It is not easy to determine the state of the economy even six months
out. Economic shocks are by definition unexpected. New kinds of shocks can
make predictions even more difficult. For example, the oil-price shocks of the
1970s were likely hard to forecast, since such sharp increases had not been
observed in the past.

Successful execution of policy requires not only choices about the type and
extent of policy, but also about timing and duration. While these are all diffi-
cult decisions to make, there is evidence that there has been improvement over
time. Technological improvements and economic research have allowed econ-
omists and policymakers to get more and better data more quickly on the state
of the economy. Economic models have improved as new ideas are developed
and some older ideas fail the test of time. Computers have allowed the simu-
lation of more alternative policy scenarios. Policymakers learn from the past.

The following sections compare the behavior of fiscal and monetary policy
across recessions and expansions since 1960 to assess differences in the appli-
cation and effects of policy over time.

Fiscal Policy

The two components of short-run fiscal policy, taxes and government
spending (consumption and gross investment), show different behavior across
economic expansions. The following subsections consider each in turn.

Taxes

The President signed three major tax bills into law between 2001 and 2003:
the Economic Growth and Tax Relief Reconciliation Act (EGTRRA) in June
2001, the Job Creation and Worker Assistance Act (JCWAA) in March 2002,
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and the Jobs and Growth Tax Relief Reconciliation Act (JGTRRA) in May
2003. A fourth bill, the Working Families Tax Relief Act (WFTRA), signed
in October 2004, extends some provisions of the previous bills.

These bills—described in further detail in Chapter 3, Options for Tax
Reform, and in the 2004 Economic Report of the President—were designed
to boost both aggregate demand and aggregate supply. The aggregate demand
effects came in several parts. First, tax cuts to individuals raised real dispos-
able income (real income less taxes) and thereby supported consumption.
Second, the tax cuts provided incentives for investment, both by lowering tax
rates on personal capital income and by increasing the amount of investment
allowed to be expensed by businesses. The investment incentives were also
designed to have long-term effects on aggregate supply, by increasing the
amount of capital accumulation.

The impact of the boost to aggregate demand can be assessed by plotting
the growth of real income and real disposable income across expansions
(Chart 2-10). During the first three years of an average expansion, disposable
income growth is only slightly larger than personal income growth, suggesting
that tax policy provides only a small boost. In the 1990s expansion, there was
essentially no difference between real income growth and real disposable

Chart 2-10 Growth in Personal Income During Expansion Years, Before and After Taxes

Real after-tax income increased much more than before-tax income in the recent expansion compared
with growth in previous expansions.
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Note: Before-tax personal income deflated by the price index for personal consumption expenditures. Average based
on prior expansions since 1960 excluding 1990s expansion.
Sources: Department of Commerce (Bureau of Economic Analysis) and Council of Economic Advisers.
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income growth. Tax policy neither stimulated nor contracted demand. In
contrast, the difference has been quite large in the most recent expansion.
After-tax income has grown at a much faster rate than before-tax income.

The timing of policy also likely helped stabilize the economy, which was
facing multiple contractionary forces in 2000 and 2001. The first tax relief act
was passed in the middle of the recession, so households received tax-cut
checks at an opportune time. Indeed, the decline in the personal saving rate
as a fraction of income indicates that, on average, people were spending,
boosting aggregate demand. The incentives for investment also included in
the tax relief act were important in light of the particularly sharp drop in
investment during the last recession.

Government Spending (Consumption and Gross Investment)

Government spending (consumption and gross investment) (Chart 2-11)
on average tends to rise as the economy goes into recession and continues to
rise during the beginning of the subsequent expansion. In the 1990s expan-
sion, however, government spending flattened out and began to decline. In
the most recent expansion, government spending rose at a faster rate than
average, providing a bigger boost to aggregate demand. A significant portion
of this additional spending is attributable to increased defense and homeland
security spending.

Chart 2-11 Real Government Spending (Consumption and Gross Investment)
Government spending has increased especially rapidly during the recent expansion.
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Federal government revenues had been affected by both the recession,
which had been under way for some time before the terrorist attacks of 9/11,
and the subsequent moderate growth of output during the initial phase of the
expansion. About half of the change in the Federal government’s fiscal posi-
tion from a surplus in fiscal year 2001 to a deficit in fiscal year 2004 was
attributable to the weaker economy and related factors. Just under a quarter
of the decline is attributable to increased spending, principally related to
defense and homeland security, and a little more than a quarter of the decline
is attributable to the tax cuts.

While it is undesirable to have government deficits, they are sometimes a
prudent price to pay for stimulating economic growth. Without aggressive
fiscal policy during the most recent recession and recovery, the large number
of severe shocks facing the economy might well have caused the recession to
have been much longer and deeper than it actually was, possibly further exac-
erbating the deficit. In contrast, reducing the deficit by reversing the tax cuts
would have caused growth to slow even further.

Fiscal policy provided significant stimulus during the most recent
recession and recovery through both lower taxes and increased spending.
Real government spending increased during the 1990-1991 recession, and
then remained at roughly its trough level for the next year before beginning
to decline. Hence spending provided only modest stimulus at the beginning
of the 1990s expansion.

Monetary Policy

Low real interest rates help stimulate real GDP growth by boosting invest-
ment and purchases of consumer durables, thereby raising aggregate demand;
high real rates likewise reduce real GDP growth. The Federal Reserve’s prin-
cipal policy tool, the Federal Funds rate, influences other nominal and real
interest rates. When the real (inflation-adjusted) Federal Funds rate is low,
monetary policy will be stimulative (sometimes referred to as accommodative
or loose policy). When this rate is high, monetary policy will restrain real GDP
growth (sometimes referred to as #ght monetary policy). “Low” and “high”
are both relative terms. In principle, it would be best to compare the real
Federal Funds rate with whatever interest rate would make policy neither
loose nor tight. This rate can be thought of as the long-run equilibrium rate
the economy would tend to move toward as the effects of economic shocks
wear off. In practice, this equilibrium rate is not observed. But over long
periods of time, the economy tends to drift back to its long-run equilibrium;
hence the average level of the real Federal Funds rate over a long period of
time can provide a useful, though necessarily imperfect, approximation for
the equilibrium rate.
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In Chart 2-12, the solid line plots the nominal Federal Funds rate; the dots
plot the expected real Federal Funds rate, obtained by subtracting a biannual
survey measure of inflation expectations (the Livingston survey) from the
nominal rate. The chart suggests that the real Federal Funds rate tends to fall
during recessions and rise during expansions—exactly what would be expected
from countercyclical monetary policy. But the timing of interest-rate changes
relative to the recessions and expansions has changed over time. First, declines
in the real Federal Funds rate have occurred longer before the beginning of the
last two recessions than before the other recessions after 1960. In some prior
recessions, real rates began to decline only after the recession began. Since it
can take time for real interest rate changes to affect spending, earlier actions by
the Federal Reserve can reduce the depth of recessions. Second, real rates have
remained low during the last two expansions for longer than during previous
expansions. The real Federal Funds rate has been well below its long-run
average since the beginning of 2001. This would be expected to have provided
additional stimulus at the beginning of the recovery and into the expansion.
During the course of 2004, the Federal Reserve raised its target for the nominal
Federal Funds rate from 1 percent to 2.25 percent. Although these increases in
the nominal rate also meant an increase in the real rate, the real rate still
remains well below its long-term average.

Chart 2-12 The Real and Nominal Federal Funds Rate

The real effective Federal Funds rate has remained below its long-term average since the beginning
of the most recent recession.
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Fiscal policy played an especially important role in moderating the last
recession and in supporting the subsequent economic expansion. During the
most recent set of interest-rate cuts, the nominal Federal Funds rate was
reduced to 1 percent, possibly leaving the Federal Reserve with reduced ability
to provide additional stimulus. The Federal Reserve could have used other
means of further easing policy. For example, it could have tried to target a
long-term interest rate by buying or selling long-term bonds. Since long-term
rates remained well above zero, such a policy would have given the Federal
Reserve additional room to carry out further easing. The efficacy of this and
other nontraditional policy methods is unproven.

In sum, monetary and fiscal policy together likely explain a significant part
of the relative stability of the economy over the last two recessions and expan-
sions (see Box 2-1 for further discussion).

Box 2-1: Is the Economy More Stable?

The relative moderation of the last two business cycles raises the
possibility that the economy may be becoming more stable generally.
In the 60 years since World War Il, a visible shift in the volatility of the
growth rate of real GDP occurred in the early 1980s (Chart 2-13). Does
this indicate a change in the nature of the business cycle, and if so, what
caused the change?

Chart 2-13 Real GDP Growth
Real GDP growth has become less volatile over the past 20 years.
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Box 2-1 — continued

A variety of reasons have been offered to explain this shift. One
possibility is that more active, and more effective, stabilization policy
had moderated economic fluctuations. Another is that the economy has
had a run of good luck; it has not experienced the same kinds of macro-
economic disturbances seen in earlier years, such as the oil-price
shocks seen in the 1970s and 1980s. Events of the past few years, such
as the terrorist attacks of 9/11 and the bursting of the high-tech bubble
of the 1990s, however, were significant shocks. The decline in volatility
could also be largely attributable to better inventory management. This
could be the result of the adoption of “just in time” methods, in which
goods are manufactured and supplied on demand. Yet another possi-
bility is that an increasing proportion of the economy is now in the
service sector, which has tended to be more stable than the goods-
producing sector. It is likely that all of these effects have worked
together to reduce volatility.

Conclusion

Since the late 1980s, recessions and the initial stages of expansions have
become more moderate. Some of this change reflects the general positive rela-
tionship between the size of recessions and size of expansions, which is caused
at least in part by the relationship between firms’ abilities to invest and the
state of economic activity (the “financial accelerator”). The recent recessions
and expansions have been especially moderate, suggesting the economy has
become more stable in general. Part of this stability is likely attributable to
more active and timelier stabilization policy.
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CHAPTETR 3

Options for Tax Reform

he current Federal tax system is unnecessarily complex and distorts

incentives for work, saving, and investment. As a result, it imposes large
burdens on taxpayers and on the U.S economy as a whole in the form of high
compliance costs and distortions in economic decisions.

Tax reform could make the tax system simpler and fairer and promote
growth of the economy. Various tax reform proposals have been made to
replace the current tax system. Most of these proposals are variations on a few
basic types of taxes. This chapter discusses these basic prototypes for reform.
The President has not endorsed any specific proposal, and this chapter does
not advocate the adoption of any particular prototype for reform.

The key points in this chapter are:

* The current tax system imposes high costs on society in addition to the

taxes actually collected.

* Income taxes and consumption taxes are the primary alternatives for

raising government revenues.

* The main types of consumption taxes are the retail sales tax, the value

added tax, the flat tax, and the consumed income tax.

* While the tax system could be completely redesigned, important benefits

could also be obtained through simplification and reform of the current
tax system.

Why Do We Need Tax Reform?

People often think of the tax burden in terms of the dollar amounts of taxes
paid, but this is only part of the total burden. The tax system also imposes two
indirect burdens: the costs (in time and money) of complying with tax rules
and the costs (including slower economic growth) of tax-induced distortions
of economic activity. Although all tax systems impose direct and indirect
costs, such costs are unduly high under the current system.

The Direct Burden of the Tax System: Taxes Paid

As measured by the revenues collected, the direct burden of Federal taxes is
estimated to be $2.1 trillion, or 16.8 percent of GDP in fiscal year 2005
(Table 3-1). This percentage is less than the average of about 18 percent for
the last 50 years because of the effects of the recession and of temporary
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TABLE 3-1.— Sources of Federal Revenues, Fiscal Year 2005

Billions of Percent of Percent of
Source dollars total revenues GDP
Individual income taxes 894 43.5 7.3
Corporation income taxes . 227 11.0 1.9
Social insurance receipts.. 774 37.7 6.3
Excise taxes.........o....... 74 3.6 .6
Estate and gift taxes ... 24 1.2 2
Customs duties 25 1.2 2
Miscellaneous receipts. 36 1.8 3
Total 2,053 100.0 16.8

Note: Detail may not add to totals because of rounding.
Source: Office of Management and Budget, Budget of the United States Government, Fiscal Year 2006.

economic stimulus provisions that expired at the end of December 2004, but
is projected to return to the historical average under proposed policies. The
largest share of revenues (over 92 percent) comes from taxes on income and
its components: the individual income tax (43.5 percent), payroll taxes for
Social Security and other social insurance programs (nearly 38 percent), and
the corporate income tax (11 percent).

Even when state and local taxes are included, the United States relies more
on taxes on income than most other developed countries (Table 3-2). Over
70 percent of taxes imposed by all levels of government in the United States
are individual income, corporate profit, and payroll taxes, compared to the
62 percent average for all Organization for Economic Cooperation and
Development (OECD) countries. The United States relies much less on taxes
on consumer goods and services (under 18 percent) than other countries
(32 percent average). Much of this difference reflects higher total tax burdens
in other OECD countries, which generally impose value added taxes (VATs)

on sales of goods and services in addition to income and payroll taxes.

TABLE 3-2.— Comparison of Tax Revenues: United States, G-7, and OECD, 2002

[Includes subnational governments]

United United | OECD
Revenue source States Canada | France [Germany| Italy | Japan Kingdom| average
Percent

Total revenue as percent of GDP ......... 26.4 33.9 44.0 36.0 42.6 25.8 358 363
Revenue by type as percent of total:

Income and profit........c.ccoeevrvervrnrnnnn. 44.4 46.2 23.9 28.0 32.5 30.6 37.8| 353

Social security and payroll................. 26.1 17.2 39.5 40.3 29.4 38.3 17.0 26.3

Property and wealth'....... .. 11.9 9.8 15 2.3 5.1 10.8 12.0 5.5

Goods and services . 17.6 26.3 25.4 29.2 26.9 20.1 32.7 31.9

(01411 GO 0 5 36 0 6.0 3 0 9

'Includes taxes on real estate, net worth, estates, inheritances, and gifts.
Note: Detail by type may not add to 100 percent because of rounding.
Source: Organization for Economic Cooperation and Development (OECD), Revenue Statistics.
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High Compliance Costs

The complexity of the U.S. income tax is legendary (Box 3-1), and it leads
to high compliance costs for taxpayers and the government.

The costs of the Internal Revenue Service (IRS) administering the tax system
and monitoring compliance are about 0.5 percent of revenues. But these are
just a small part of the compliance costs associated with the tax system, which
are estimated to be as much as 10 percent of revenues. The complexity of the
current system imposes substantial burdens on taxpayers in time and money
spent to prepare and file tax returns, maintain tax-related records, read and
understand instructions, engage in tax planning, and, for more than half of
individual taxpayers, pay a tax preparer. The IRS estimated that for tax year
2000, individual taxpayers spent 3.2 billion hours on tax compliance, an
average of 25.5 hours per return. Assuming a value of $15 to $25 per hour for

Box 3-1: Complexity of the Current System

The current tax system includes many provisions that duplicate or
conflict with each other and that are unnecessarily complicated. Some
examples of complexity affecting large numbers of taxpayers are:

¢ There are approximately 30 different kinds of special retirement or

special purpose savings accounts under the tax system. Each has
its own rules, and participation in one of them can affect whether
an individual can participate in another.

¢ Numerous phaseout provisions intended to limit tax benefits to

lower-income taxpayers require additional calculations and create
high marginal tax rates in the phaseout range. Two such provisions
apply to the taxation of Social Security benefits.

¢ Tax complexity is not just the bane of the wealthy. The Earned

Income Tax Credit, which provides a subsidy to the working poor
and is a basic element of our national income support system, has
13 pages of instructions and complex eligibility requirements.

¢ The Alternative Minimum Tax (AMT) requires taxpayers to calculate

their income taxes twice—once under regular tax rules and a
second time under AMT tax rates and rules. By 2010, more than
one in five taxpayers will have to calculate the AMT and pay it if it
is higher than their regular tax.

¢ Over 10 million dependents have to file income tax returns each

year. Many of them are teenagers with jobs or young children who
have modest amounts of investment income. The so-called Kiddie
Tax applies to a much smaller number of dependent filers, but
involves complex rules and can result in very high marginal tax
rates in certain cases.
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taxpayers time and adding the $19 billion spent on tax preparers, computer
software, and similar expenses results in a total estimated individual compli-
ance cost between $67 billion and $99 billion. Burdens vary substantially
among taxpayers. For example, taxpayers with self-employment income spent
almost 60 hours preparing returns. Other taxpayers spent an average of
13.8 hours, but 10.9 more hours if they filed the Alternative Minimum Tax
(AMT) form.

Effects on Behavior and Excess Burden

The third type of burden imposed by the tax system, called excess burden,
arises when high tax rates reduce incentives for work, saving, and investment,
distort economic decisions, and divert resources from productive activity into
tax avoidance. Excess burden means that it costs the economy more than one
dollar to raise one dollar in revenue. High excess burden ultimately reduces
economic growth and lowers living standards. This section examines the
evidence of the effects of high tax rates on economic behavior and how these
effects translate into measures of excess burden.

Tax Effects on Individual Behavior

An individual’s after-tax return from increased work effort, saving, or
investment depends on the individual’s marginal tax rate, the tax rate that
applies to the last dollar of the individual’s income. For example, the after-tax
return from earning one additional dollar is $0.75 for a taxpayer in the
25 percent tax bracket. By reducing after-tax returns, high marginal tax rates
reduce incentives for additional work effort. The same principle applies to
saving and other economic activities.

A variety of statistical studies have found that high income tax rates
adversely affect labor supply, particularly for certain segments of the popula-
tion. The income tax rate reductions in the 1980s significantly increased the
labor force participation and hours of work of high-income married women,
with a total increase in labor supply of as much as 12-15 percent. The effects
were much smaller for men (up to 2-3 percent) and for female heads of house-
holds (up to 4 percent). Some economists argue that these studies understate
the effects of taxes on labor supply because they do not include tax effects on
the intensity of work effort, career choice, and investments in human capital
(such as education), which are more difficult to measure.

In addition to reducing the numbers of hours they work, taxpayers respond
in many other ways to avoid the effects of high tax rates. For example,
taxpayers take their compensation in nontaxable forms such as health insur-
ance and alter their portfolios to focus on tax-favored investments. The total
effect of such responses is summarized by the responsiveness of taxable
income to changes in marginal tax rates. While the results vary among studies,
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a reasonable estimate is that a 10 percent decrease in after-tax returns leads to
about a 4 percent decrease in taxable income. Thus, for example, if the
marginal tax rate was increased from 25 percent to 28 percent, this would
reduce after-tax returns by 4 percent. Taxpayers’ behavioral responses
would reduce taxable income by 1.6 percent (0.4 times 4 percent), and this
would reduce the addition to revenue by nearly 15 percent.

1ax Effects on Business Behavior

Businesses can respond to taxes in various ways, including changing their
level of investment and employment, their method of finance, and their orga-
nizational form. Current law distorts many business decisions, resulting in
inefficient use of resources and reduced economic output.

Some of the largest distortions are associated with the corporate income
tax. This tax results in corporate income being taxed once under the corpo-
rate income tax and then a second time at the individual level when received
as dividends or when reinvested earnings result in taxable capital gains. This
double taxation of corporate income favors financing investment with debt
instead of equity because interest paid by the corporation on its debt is
deductible while dividend payments to shareholders are not.

Double taxation of corporate income also creates a bias in favor of using
business forms not subject to the double tax, such as partnerships, sole propri-
etorships, limited liability companies, and subchapter S corporations. The
double tax also discourages paying dividends. As a result, prior to the 2003
reductions in dividend tax rates, dividend payments by corporations had
declined since the 1980s (Box 3-2).

Current tax law also distorts decisions about investment in equipment and
buildings. Under an income tax, proper measurement of income requires that
the cost of investment in new equipment be depreciated by deducting the
decreases in economic value over the useful life of the investment, sometimes
called economic depreciation. Current depreciation rules, however, differ
significantly from an ideal measure of economic depreciation, leading to
biases among investment choices. For example, if a company chooses offices
with plaster walls, it would have to depreciate those walls over 39 years. But
because cubicle partitions are considered to be office furniture under IRS
rules, they can be depreciated over 7 years. Thus, the tax law favors the
purchase of cubicle partitions because the faster tax write-off saves the
company money.

Other research has shown the adverse effects of high tax rates on entrepre-
neurial activity. Several studies examined the response of small businesses to the
tax reductions of the 1980s and found that when income tax rates were reduced,
entrepreneurial businesses grew faster, were more likely to invest in new
equipment and structures, and were more likely to hire additional workers.
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Box 3-2:The Initial Effects of the 2003 Reductions in Tax Rates
on Dividends

Corporate income is taxed twice, first under the corporate income tax
and then a second time under the individual income tax as dividends or
capital gains. Consequently, the total Federal tax rate on corporate
income can be very high. For example, in 2000, the total Federal tax
rate on a dollar of corporate income paid out as a dividend could be as
high as 60.75 percent (calculated as the 35 percent corporate rate plus
an individual tax rate of up to 39.6 percent on the 65 cents of after-tax
corporate income available for dividends). State income taxes add to
this total.

Economists are in broad agreement that this system creates serious
economic distortions. Indeed, historically the United States was almost
alone among advanced countries in failing to provide some form of
relief from double taxation of corporate income. A key provision of the
Jobs and Growth Tax Relief Reconciliation Act of 2003 (JGTRRA)
reduced the double tax by reducing the individual income tax rates for
both dividends and capital gains.

Proponents of JGTRRA argued that it would lead to more dividends
being paid by corporations. Was this prediction correct? One study
reported that in the first three months after the law was passed, corpo-
rate boards of directors increased dividends by 9 percent at their first
opportunity following enactment. A subsequent study found that the
percentage of publicly traded firms paying dividends began to increase
precisely when the new law became effective in 2003. This percentage
had been declining for more than 20 years. The study found that nearly
150 firms started paying dividends after the tax cut, adding more than
$1.5 billion to total quarterly dividends. The most notable example of a
company initiating payments is Microsoft Corporation, which previ-
ously had not paid dividends in spite of accumulating large cash
reserves. Many firms already paying dividends raised their regular divi-
dend payments, and a smaller number of firms made special one-time
dividend payments to shareholders.

Overall, the response has been unprecedented in the recent history
of tax changes. Based on statistical analysis of the historical relation-
ships between dividends and tax rates, another study estimated that
over time, dividends will increase by 31 percent, about $111 billion in
additional annual dividends at 2002 levels.
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Excess Burden

Because taxes distort economic decisions and lead to inefficient use of
resources, they cause reductions in economic welfare that exceed the amount
of tax collected. These costs above and beyond the revenues collected are called
the “excess burden” of the tax system. Higher marginal tax rates lead to more
distortion in behavior, and therefore to greater excess burden. In addition, the
more responsive taxpayers are to higher marginal tax rates, the greater the
excess burden will be. A recent study estimated that the excess burden associ-
ated with increasing the individual income tax by one dollar is 30 to 50 cents.
In other words, the total burden of collecting $1.00 in additional income taxes
is between $1.30 and $1.50, not counting compliance costs.

Income Taxation Versus Consumption Taxation

The main bases available for Federal taxation are income and consumption.
Economists define 7ncome as the increase in an individual’s ability to consume
during a period of time. By this definition, anything that allows a person to
consume more is income, including compensation for services, interest, rents,
royalties, dividends, alimony, and pensions. This broad measure of income
also includes noncash benefits, such as health insurance provided by an
employer, and increases in the value of stock and other assets. While the base
of an income tax is the increase in potential consumption (i.e., income), a
consumption tax applies only to the portion of income that individuals
actually consume.

Tax reform proposals generally follow either the principle of taxing
consumption or the principle of reforming the existing system to conform
more closely to a pure income tax. In thinking about this distinction, it is
important to note that the current system already has many features of a
consumption tax: investment income is exempt from tax when it is saved in
certain forms, such as IRAs; unrealized capital gains are not taxed; and small
businesses can immediately deduct the cost of a certain amount of new invest-
ment, as would be the case under a consumption tax. Thus, characterizing the
current system as an income tax is something of a misnomer; it is more of a
hybrid between an income tax and a consumption tax.

Before turning to the main prototypes in the following section, this section
examines the choice between income and consumption taxation from
the standpoint of key criteria for evaluating a tax system: fairness, growth,
and simplification.
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Fairness

A traditional standard for fairness is that taxes should be levied according
to individuals’ ability to pay. Thus, proponents of income taxation argue that
it is fair because income best reflects the ability to pay taxes. In addition, a
common view is that individuals with higher incomes should pay a greater
proportion of their income in taxes—the tax system should be progressive. As
shown in Box 3-3, the current income tax system is highly progressive.

Box 3-3: What Is the Current Distribution of the Tax Burden?

A major criterion for judging a tax system is whether it is fair. One
way to examine this question is to look at the shares of the tax burden
borne by taxpayers in various parts of the income distribution. Nearly
two-thirds of the total Federal tax burden is borne by the top 20 percent
of taxpayers. This includes individual and corporate income taxes,
payroll taxes, and excise taxes, but not the effects of temporary
economic stimulus provisions that expired at the end of 2004. As
shown in Chart 3-1, the share of taxes of the top 20 percent increased
as a result of the tax cuts enacted since 2001.

Chart 3-1 Share of Federal Taxes With and Without Tax Cuts, 2004
The share of taxes of the top 20 percent increased as a result of the tax cuts enacted since 2001.
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Another way to look at fairness is in terms of taxes as a percent of
income. As shown in Chart 3-2, Federal taxes take a larger share of
income for higher-income groups, both before and after the tax cuts.
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Box 3-3 — continued

Chart 3-2 Effective Federal Tax Rates With and Without Tax Cuts, 2004
Effective tax rates are higher for higher income groups, both with and without tax cuts.
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The bottom 40 percent of the population received the largest
percentage reductions in total Federal taxes (Chart 3-3). After the tax
cuts, the bottom 40 percent of the population paid no income taxes,
and, on balance, received money back from the income tax system.

In summary, the tax relief passed during the President’s first term
increased the overall progressivity of the Federal tax system.

Chart 3-3 Percent Reductions in Total Federal Taxes, 2004
The bottom two income quintiles received the largest percent reductions in total federal taxes,
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Source: Congressional Budget Office, "Effective Federal Tax Rates Under Current Law, 2001 to 2014,"
August 2004,
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Critics of consumption taxes often argue that they are regressive, that is, they
represent a higher proportion of the income of lower-income families.
Conventional analyses use an annual measure of income as a measure of
ability to pay and assume that the burden is borne by consumers. They gener-
ally show that a proportional tax on consumption would be highly regressive.
Annual incomes, however, often vary substantially from year to year, so one
year’s income may not be a good indicator of ability to pay. When a lifetime
measure of income is used, the regressivity of consumption taxes appears
less pronounced.

Some studies question whether income is the most appropriate basis for
measuring fairness. One reason for taxing consumption is the belief that it is
a better measure of lifetime ability to pay than annual income. If so, progres-
sivity should be measured with respect to consumption rather than income,
and an inclusive flat rate consumption tax would be proportional by defini-
tion. In addition, as discussed below, there are ways to tax consumption while
addressing concerns about distributional fairness. Furthermore, increased
economic activity from a more efficient tax system could be sufficient to
improve the economic welfare of all income groups.

Finally, when considering the fairness of taxes, it is important to keep in
mind that the ultimate burden of a tax is not necessarily borne by the taxpayer
who writes the check to the government. In particular, the burden of taxes
paid by corporations is ultimately borne by individuals in their roles as stock-
holders, workers, and consumers. A common view of economists is that in the
short run, before there is time for economic adjustments, the burden of
increases in corporate income taxes is borne entirely by shareholders. Thus,
under this view, most of the corporate income tax burden is borne in the short
run by high-income households, because the ownership of corporate stock is
highly concentrated in high-income households. Over time, however, at least
part of the burden of corporate taxes is likely to be shifted to owners of
noncorporate businesses, workers, and consumers. Such shifting of tax
burdens can significantly affect perceptions of the fairness of particular taxes.
For example, the corporate income tax might be viewed as less fair if the
burden is seen as resulting in lower long-run wages for workers rather than
being incurred by well-to-do corporate shareholders.

Effects on Growth of the Economy

Increasing economic efficiency and promoting growth of the economy are
important goals for tax reform. A tax system that inflicts fewer distortions on
economic decisions would improve the efficiency of the use of resources in the
economy and thus improve the general welfare. One source of inefficiency is
tax preferences, that is, provisions that provide more generous tax treatment of
certain types of income and expenditures than would be accorded under a

80 | Economic Report of the President



more uniform or pure version of the tax. Such preferences cause investment
funds to flow to tax-favored lines of business at the expense of potentially more
productive investment and thus reduce the overall output of the economy.

Consumption tax proponents argue that a consumption tax would be more
conducive to growth than an income tax even in the absence of tax prefer-
ences. A consumption tax would be more neutral with respect to investment
decisions since new investments would be immediately deductible
(expensed). As noted above, the current income tax is not neutral among
investments, and it is inherently more difficult to achieve neutrality under an
income tax. By removing the tax on the returns to saving and investment, a
consumption tax would increase saving and investment. Over time, this
would increase the stock of capital. With a larger stock of capital, workers
would be more productive, and output and wages would rise. Some recent
research estimates that changing to a tax on consumption could increase the
net national saving rate by 16 to 43 percent after a year and by 12 to 31
percent after 14 years, depending on the type of tax adopted. National output
per capita would decrease by 0.5 percent or increase by up to 4.4 percent after
a year and increase by 0.5 to 6.3 percent after 14 years. The research suggests
that wages would increase by 0.8 to 1.4 percent after 14 years.

Reform of the income tax could also promote economic growth. Income
tax reform could lead to a more uniform, broad-based, low-rate income tax
that would reduce distortions in economic decisions. The above research
suggests that such an income tax reform would increase the saving rate by
10 percent after one year and by 6 percent after 14 years and that national
output per capita would increase by 3.8 percent after one year and by
4.4 percent after 14 years.

However, even if there are long-run economic gains from a tax reform
proposal, these must be weighed against the costs of transition from the
current tax system to the new one. Taxpayers would incur costs adjusting to
compliance under a new system and the IRS would incur start-up costs devel-
oping rules, forms, and administrative procedures. In addition, major tax
reform could result in significant gains or losses for some taxpayers when the
prices of assets change. If losers were to be fully compensated for their losses,
the potential gains from reform would be reduced. None of the preceding
analysis implies that tax reform should not be undertaken. Rather, the key
point is that transition issues need to be taken into account when assessing the
costs and benefits of the various reform proposals.

Finally, tax reform could impose large transition costs on state and local
governments. Some tax reform proposals call for repeal of Federal income
taxes. Since most state income taxes rely on the Federal tax as a starting point,
states would either have to find another source of revenue or administer their
income taxes on their own. Other proposals would impinge on the traditional
state reliance on sales taxes by adding a Federal tax on this base.
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Simplification

Proponents of consumption taxes argue that they would be simpler than
income taxes. Some consumption tax prototypes, such as a national retail sales
tax or a value added tax, would be simpler for individuals because the point of
collection would be shifted from individuals to businesses. This feature is not
unique to consumption taxes, however, because it would be possible to design
a comprehensive income tax that could be collected at the business level.
Consumption taxes would also be simpler because allowing immediate deduc-
tion for all purchases would eliminate the need to keep track of depreciation
deductions over time and to make distinctions among various types of prop-
erty. In addition, the complexities associated with taxing capital gains would
be eliminated, since capital gains are not part of a consumption tax base.

Proponents of income taxes point out that the current income tax system
could be greatly simplified, and that starting from scratch, one could design a
much simpler system. They also note that it is unfair to compare an idealized
consumption tax with the current system. Thus, either a consumption tax or a
reformed income tax could be much simpler than current law, but there may
be some additional simplification potential under a consumption tax.

Tax Reform Prototypes

The previous section examined some general issues of tax reform. This
section considers the most prominent consumption tax prototypes and
potential reforms of the current system. The President has not endorsed any
specific proposal, and this chapter does not advocate the adoption of any
particular prototype for reform.

Consumption Tax Prototypes

If tax reform takes the path of taxing consumption rather than income,
there are four basic types of consumption taxes to consider: the retail sales tax,
the value added tax (VAT), the flat tax, and the consumed income tax. This
section begins with a brief description of the four taxes and then discusses
each in more detail.

The simplest consumption tax to understand is the rezail sales tax, which
imposes tax liability when an individual purchases goods or services for
consumption. Retail sales taxes are levied by most states and many local
governments.

The starting point for thinking about value added taxes is to note that most
goods are produced in stages. For example, a farmer grows wheat and sells it
to a miller, who grinds it into flour and sells it to a baker, and so on until a
loaf of bread is delivered to a grocery store to be sold to consumers. Instead
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of being collected all at once at the final sale to consumers, the value added
tax is levied on the value added to the good or service at each stage of its
production. At each stage, the tax base is receipts for the sale of goods and
services less purchases of goods and services from other firms (Box 3-4).

Box 3-4: The Equivalence of Sales Taxes and Value Added Taxes

The retail sales tax and value added tax provide different methods of
taxing the consumption of goods and services. Consider a simple
example of bread produced and sold to households. A farmer grows
wheat and sells it to a miller for $300. The miller grinds the wheat into
flour and sells it to a baker for $600.The baker transforms the flour into
bread and sells it to the grocer for $800. The grocer sells the bread to
consumers for $1,000.

Value 20% value 20%

Business Purchases | Sales added added tax | sales tax

Farmer $0 $300 $300 $60 $0
Miller 300 600 300 60 0
Baker 600 800 200 40 0
Grocer 800 1,000 200 40 200

Total 1,700 2,700 1,000 200 200

Now consider a 20 percent tax on consumption. Under the retail
sales tax, the grocer would compute the tax as 20 percent of sales and
owe $200 to the government. The farmer, miller, and baker would not
pay sales tax because they sold only to other businesses for resale.

A 20 percent value added tax collects the same total revenue one
step at a time as value is added to the product at each stage. The miller
pays a VAT of $60, calculated by subtracting purchases of $300 from
$600 of sales and paying the 20 percent tax rate on the difference of
$300. The other businesses would compute their tax in the same way.
The total tax would add up to $200, the same amount as under the retail
sales tax.

A European VAT (called a credit-invoice VAT) is calculated by
imposing the tax on the full value and then giving a credit for VAT paid
at the previous stages. The grocer would compute the $40 VAT as
20 percent of sales of $1,000 (or $200) less tax credits of $160 shown on
the receipts for purchases of $800 from the baker. The other businesses
would compute their tax in the same way.

Consider what happens if the grocer fails to file and pay the amount
of tax that is owed. Under the sales tax, the full amount of tax is lost to
evasion. But under the VAT, only the tax on the last stage would be lost.
In addition, the invoices at each stage provide a paper trail that helps
improve compliance.
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Because the sum of value added at each stage equals the value of the final
product, taxing value added at each stage gives the same overall result as
taxing final products at the retail level. Therefore, the VAT is just another way
of taxing the same base as the retail sales tax. From an economic standpoint,
they are equivalent.

The flat tax consists of a business tax and an individual level tax, both of
which use a single flat tax rate. Calculation of the business tax base begins
with a compurtation like that of the VAT, receipts less purchases from other
firms. Next, wages are deducted from the business tax base. If wages are then
taxed at the same flat rate under the individual tax, the result is the same as
the VAT and retail sales tax. Therefore the key difference is that wages are
taxed at the individual level rather than being included in the business tax
base. This difference allows for building progressivity into the system by
providing an exemption of, say, $40,000 for a family of four.

Under a consumed income tax, taxpayers would first calculate their income
as they do under the current income tax. Then they would be allowed a
deduction for any saving during the year. Since consumption is equal to
income minus saving, this too is a consumption tax.

These seemingly quite different taxes are equivalent ways of taxing the same
base: consumption. As discussed in the following sections, the choice among
them is affected by various administrative and compliance issues as well as the
availability of mechanisms for obtaining distributional fairness.

National Retail Sales Tax

Sales taxes are levied by all but five states, and provide nearly 38 percent of
state tax revenues. Most state sales taxes are levied at rates between 4 percent
and 6 percent. Many states, however, exempt or apply a lower rate to food
purchases, prescription drugs, and certain other “necessities” to improve the
perceived fairness of the tax and also exempt most services.

Under a retail sales tax, individuals would no longer have to file tax returns
because taxes are remitted to the government only by retail businesses. This is
an important feature of retail sales taxes and other transactions-based taxes,
which shift the burden of complying with the tax system from individuals to
businesses. Since there would be many fewer tax filers, proponents argue that
total compliance costs would be much lower than under the current system.

Under a retail sales tax, only final sales to consumers should be taxed since
the intent is to tax consumption. Taxing business-to-business sales can result
in cascading, a situation in which the tax is imposed multiple times before the
consumer level. Nevertheless, states currently obtain about 40 percent of their
sales tax revenues from business-to-business sales, although many business-to-
business sales are exempted. The economic distortions associated with
cascading can be severe at higher tax rates, and thus a national retail sales tax
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would have to differ from state taxes by not taxing such sales. A related
problem is that it is sometimes difficult to distinguish final sales for consump-
tion from sales for use in production. For example, how would a store selling
a computer know for certain whether it is being purchased for resale
(exempt), for use in another business (exempt), or for home entertainment
(taxable)? This issue would arise with many dual-use products and services.

To replace a significant portion of Federal tax revenues, tax rates for a
national retail sales tax would have to be much higher than current state and
local rates. The exact rate would depend on which Federal taxes were to be
replaced and on whether education expenses, prescription drugs, medical
expenses, and other necessary goods and services would be taxed. Some recent
research suggests that to replace revenues from the individual and corporate
income taxes, a national sales tax rate would have to be at least 30 percent if
the tax base were that of a “typical state” and business-to-business sales were
exempt. Such high rates could create strong incentives for tax evasion and
avoidance. Some tax economists believe that sales tax rates over 10 percent
could be problematic because of the incentive for evasion and avoidance.

Concerns about the impact of sales taxes on lower-income households
could be addressed by exempting certain necessary goods and services or by
providing a refundable tax credit sufficient to cover a certain amount of tax.
Exemptions and preferential rates to address equity concerns, however,
increase the complexity of sales taxes and lead to uneven taxation of consump-
tion. Refundable credits could require the filing of some type of tax return by
lower income households. However, this would defeat one of the main goals
of the retail sales tax, which is reducing administrative burdens on house-
holds. In any case, both solutions would require higher tax rates to achieve a
given amount of revenue. Uneven taxation and high tax rates would under-
mine a principal potential benefit of this type of reform: reducing economic
distortions and promoting growth.

Value Added Tax (VAT)

Value added taxes are used in all European Union countries and in more
than 100 countries around the world. European countries, which generally
adopted VAT in the 1960s or early 1970s, typically impose a standard rate of
16 to 20 percent and a lower 5 to 10 percent or zero rate on products such as
food and drugs. It is important to note that countries adopting VATs have not
used them to replace income taxes; they are in addition to individual and
corporate income taxes.

VATs avoid the problem of cascading taxes by allowing credit for the VAT
paid on purchases. European VATs also create a paper trail that is believed to
improve compliance. In spite of these advantages, VATs have not received
serious consideration in the United States. Similar to the sales tax, VATs are
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viewed as regressive, at least when annual income is used as the measure of
ability to pay. Critics of the VAT are not mollified by the fact that it is possible
to impose lower VAT rates on commodities such as food. Another concern is
that VAT tax rates would tend to increase over time as has occurred in Europe

because the VAT is such an efficient and largely hidden tax.
The Flat Tax

Reducing the tax burden for low-income households is cumbersome under
the sales tax and VAT because they are collected at the business level. One of
the advantages of the flat tax is that it allows for progressivity by providing a
personal exemption based on family size.

The exemption leads to a fundamental trade-off in designing a flat tax. A
higher exemption level means more families at the bottom of the income scale
pay no tax and the distribution of the tax burden is more progressive. But the
higher the exemption, the higher the tax rate required to raise any given
amount of revenue. A higher rate reduces the anticipated gains in economic
efficiency. The Treasury Department estimated in 1996 that a 22.9 percent
tax rate would be required to raise as much revenue as the individual and
corporate taxes, while keeping the Earned Income Tax Credit and exempting
$40,700 income (at 2003 levels) for a family of four.

The flat tax would be simpler than the current tax system. The individual
tax is simple because it applies only to compensation for labor services and tax
liability varies only with family size. The business level tax is simpler than the
current corporate income tax. For example, since all purchases are deductible
immediately, there is no need to keep track of depreciation deductions over a
period of years or to distinguish between current expenses and capital costs.
The flat tax would also reduce the costs of tax planning. Applying the same
tax rate to all types of businesses and to both individual and business income
is important because it eliminates many opportunities for avoiding taxes by
changing the organizational form of a business or by shifting income to enti-
ties subject to lower tax rates and deductions to entities with higher rates. The
double tax on corporate income and the associated distortions would also be
eliminated.

A pure flat tax would eliminate many popular deductions, including those
for home mortgage interest and charitable contributions. Retaining these
deductions would require a higher tax rate and more complicated tax forms,
and thus lose some of the gains in economic efficiency and simplification. In
addition, some critics argue that even with a large exemption, the flat tax is
likely to shift tax payments away from the highest income groups and toward
lower- and middle-income groups. Finally, there would still be many
complexities and opportunities for tax avoidance and evasion. Suppose, for
example, that a business owner bought a computer for personal use. If the
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owner claimed it was for business, he or she could deduct the entire cost of
the computer.

There are many variants of the basic flat tax idea. For example, some
proposals would allow for greater progressivity by using multiple tax rates in
the individual tax. Other proposals would retain some deductions, such as
those for charitable contributions or mortgage interest. Each variation
sacrifices some of the efficiency gains and basic simplicity of the flat tax to
achieve other goals.

Consumed Income Tax

Under a consumed income tax, taxpayers first compute income as they do
under the income tax. Then taxpayers are allowed an unlimited deduction for
net saving during the year. A consumed income tax is comparable to a tradi-
tional IRA for which contributions are deductible and withdrawals are subject
to tax, but would have no limits on contributions or penalties on withdrawals.
To prevent taxpayers from simply borrowing money and claiming a deduction
for putting the proceeds into a savings account, any borrowing would be
added to income and thus be taxable.

The consumed income tax offers more flexibility than the flat tax in
allocating the burden among income classes because the individual tax base is
broader and most proposals include a progressive rate structure. The primary
disadvantage is complexity. It retains the complexity of the current system
because taxpayers start by computing income as they would under current
law. Then a second procedure to compute saving net of borrowing adds an
additional layer of complexity.

Reform Within the Current System

A change to any of the consumption tax proposals would scrap the current
tax system and replace much or all of it with a new one. Businesses and indi-
viduals would have to learn how to comply with and best arrange their affairs
under the new system. A new administrative apparatus would be required for
some proposals. While sales taxes have long been used in this country and
VATs in many other countries, these are imposed at lower rates than would be
required to replace all Federal revenues and are used along with, rather than
as replacements for, income taxes.

Given the costs of transition to an entirely new tax system, some proposals
focus on reform within the current structure. Starting from the current system
would reduce transition and adjustment costs and considerable benefits could
be obtained by simplifying and rationalizing tax provisions that overlap or are
otherwise overly complex. Advantages of the prototypes and the tax principles
discussed above could guide the direction of reform.
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The Administration’s tax program has already achieved significant reforms
within the current system. Achievements include lowering marginal tax rates,
reducing the double tax on corporate income, simplification, and improved
fairness for families. This section discusses possible additional reforms that
would provide simplification, improve fairness, or promote economic growth.

Lower Tax Rates and Broader Base

The principle behind the Reagan Administration’s major tax reform in 1986
was to reduce tax rates and broaden the tax base by eliminating deductions and
tax credits. The Tax Reform Act of 1986 was largely successful in this effort.
Individual income tax rates were collapsed into two rates, 15 percent and
28 percent, with the top rate falling from 50 percent to 28 percent. The corpo-
rate tax rate was reduced, from 46 percent to 34 percent. Lowering rates
reduced the distortions of the tax system and is often credited with increasing
work effort and entrepreneurial activity and reducing tax avoidance activities.
The overall reform was revenue neutral and slightly progressive. Even though
the top marginal tax rates were reduced, progressivity was enhanced because
high-income taxpayers lost many tax preferences.

While the achievements of the 1986 reform have eroded over time, the
basic principles of lower rates and a broader base benefited the economy and
could be useful in guiding reform within the current system.

Rdtionalz'zz'ng Saving Incentives

Income taxes create a bias against saving because taxpayers who choose to
save for later consumption have a larger total lifetime tax burden than those
who do not save. To offset this bias, current law includes a variety of provi-
sions that promote saving. Some are targeted at individual saving for
retirement, some at employer plans for employee retirement, and some at
saving for specific purposes, such as education and medical expenses.

The multitude of special purpose saving options encourages taxpayers to
establish small pools of savings that can only be used for one purpose.
Taxpayers have less flexibility since saving intended for one purpose cannot be
used for another (except by paying a penalty). Taxpayers are likely to be
unaware of all the options available, frustrated trying to decide which options
are best for them, and confused by the detailed requirements. Since many
incentives are available only to certain taxpayers, the multitude of options
may add to perceptions that the tax system is unfair because some taxpayers
are eligible, but others are not. Moreover, the large number of special accounts
may be an impediment for lower-income and less sophisticated taxpayers
concerned about making the wrong choices, which can have sizable penalties
associated with them.
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The current set of saving incentives could be combined into a simpler
system with one type of account for individual retirement saving, one for
employer-sponsored retirement saving, and one for lifetime saving for
anticipated future education, health, home purchases, or other expenses. The
President’s budgets have included proposals for Retirement Savings Accounts
(RSAs), Employer Retirement Savings Accounts (ERSAs), and Lifetime
Savings Accounts (LSAs). Under these proposals and after a transition period,
the savings incentives of over 90 percent of households would no longer be
adversely affected by the tax system.

Double Taxation of Corporate Income

Corporate income is taxed first at the corporate level and then a second
time under the individual income tax as dividends or capital gains. The tax
relief enacted in 2003 reduced the double tax by lowering individual income
tax rates for both dividends and capital gains. The current provisions expire
after 2008, however. Thus, tax reform could include a permanent extension
of current provisions or go further and completely eliminate double taxation
of corporate income.

Depreciation Rules

As discussed above, the logic of an income tax requires that firms be able to
deduct the amount by which their physical investments depreciate in value
each year. Current law allows deductions for different types of equipment and
buildings over nine recovery periods from 3 to 39 years. A 2000 Treasury
Department report on depreciation concluded that the current system is
based on outdated recovery periods, does not account for new industries and
technologies, and favors some assets while penalizing others. As a result, the
system distorts investment decisions and results in an inefficient allocation of
capital in the economy.

There are several approaches that reform could take. One option is to ration-
alize the current depreciation system to make it more neutral in its effects on
investment decisions. An effort to bring depreciation rules closer to economic
depreciation would raise a number of difficult measurement issues, however.
Another approach would simplify the current system by reducing the number
of recovery periods and grouping investments into broader categories.

A third approach is to increase investment incentives and move part way
toward a consumption tax by increasing the generosity of depreciation
allowances. For example, a temporary bonus depreciation provision in the
2002 tax bill allowed taxpayers to deduct 30 percent of the cost of an invest-
ment in the first year with the remaining 70 percent of the cost to be
deducted over the life of the investment. That is, 30 percent of the cost was
deducted immediately as under a consumption tax, while 70 percent was
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depreciated as under an income tax. First-year bonus depreciation was
increased to 50 percent in 2003 and 2004.

These approaches have the potential to improve the allocation of capital and
increase incentives for investment. The cost of increased incentives would have
to be balanced against other objectives, such as keeping income tax rates low.

The Alternative Minimum Tax (AMT)

The AMT is a separate tax system requiring taxpayers to compute their
income tax liability a second time under different rules and then pay the
AMT if it is higher than the regular tax. As a result, the AMT adds consider-
able complexity, and dealing with it must be an important element of any tax
reform. The predecessor to the current AMT was enacted in 1969 to ensure
that high-income taxpayers with substantial amounts of tax preferences would
at least pay a moderate sum in taxes. Unlike many income tax provisions,
Congress did not index the AMT for inflation. Later, Congress increased
AMT tax rates from 21 percent to 24 percent in 1991 and to 26 percent and
28 percent in 1993. With higher rates and no indexing for inflation, it was
only a matter of time before large numbers of taxpayers would be affected.
During the last several years, Congress has passed several temporary measures
to keep the number of AMT taxpayers from growing too rapidly. However,
under current law, the number of taxpayers paying the AMT is expected to
grow rapidly from 3 million in 2004 to 38 million by 2010. Most of the
newly-affected taxpayers will not be those with the highest incomes. One
study projects that under current law, over half of all taxpayers with incomes
of $75,000 to $100,000 (in $2003) and 94 percent of married taxpayers with
two children in that income range will be subject to the AMT by 2010.

Because taxpayers have to compute their taxes twice to see if they have to
pay the AMT, it is a major source of complexity. Further, the lowest rate
under the AMT is 26 percent, a higher rate than would otherwise be faced by
middle-income families. Finally, while some tax preferences are added back
into the tax base, many features of the AMT are inconsistent with sensible tax
principles. For example, some costs of earning income are not deductible and
personal exemptions are treated as a tax preference under the AMT.

Alternatives for AMT reform include repeal or limiting its effect to high-
income taxpayers by increasing exemption levels and lowering AMT tax rates.
Significant changes to the AMT would be costly, however, as various estimates
suggest that the 10-year cost of full repeal would be nearly $1 trillion.

Simplification

Many provisions in the current tax system overlap, conflict, or are otherwise
overly complex. The Congressional Joint Committee on Taxation and others
have produced lists of such provisions. Elimination or simplification of such
provisions could substantially reduce compliance burdens and distortions of
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the current system. In addition, some would broaden the tax base thus
allowing for further reductions in tax rates.

An example of the potential for simplification was provided when Congress
recently enacted legislation similar to an Administration proposal for a single
definition of a dependent child in determining when taxpayers can claim
several widely-used tax benefits. Previously, five different standards for a
dependent child applied under different tax provisions, leading to confusion
and inadvertent errors. This reform will benefit many lower- and middle-
income households by providing a single set of rules and reducing
burdensome record-keeping requirements.

While there are many complex provisions, among the prime candidates for
simplification are the capital gains rates affecting certain special types of gains,
taxes on dependent children with small amounts of investment income, and
provisions that phase out certain tax benefits at higher income levels.

Conclusion

This chapter has examined problems of the current tax system and examined
some of the major options for tax reform. The President has not endorsed any
specific proposal. Well-designed reforms, however, should be able to simplify
the system and enhance both fairness and economic efficiency.

Although tax reform has been discussed for many years, it is a particularly
pressing need at the current time. Increasing numbers of taxpayers will be
affected by the alternative minimum tax, which will be a major source of frus-
tration and complexity. In addition, the tax reductions enacted since 2001 will
expire in a few years unless they are extended or a new, reformed tax system is
adopted. If these provisions are allowed to expire, the result will be substantial
increases in taxes on taxpayers in all income groups, with the largest percentage
increases being imposed on lower- and middle-income households. Taken
together, these looming problems provide a natural opportunity to rethink the
entire system of taxation.
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CHAPTER 4

Immigration

In recent decades, the United States has experienced a surge in immigration
not seen in over a century. Immigration has touched every facet of the U.S.
economy and, as the President has said, America is a stronger and better
Nation for it. Immigrants today come from countries around the world and
work in diverse occupations ranging from construction workers and cooks to
computer programmers and medical doctors.

Immigrants have settled in all parts of our Nation and have generally succeeded
in finding jobs quickly, helped in large measure by the flexibility of the U.S. labor
market. One indicator of this success is that foreign-born workers in the United
States have a higher labor force participation rate and lower unemployment rate
than foreign workers in most major immigrant-receiving countries.

While flexible institutions may speed the economic integration of the
foreign-born, the distribution of the gains from immigration can be uneven.
Less-skilled U.S. workers who compete most closely with low-skilled immi-
grants have experienced downward pressure on their earnings as a result of
immigration, although most research suggests these effects are modest. Also,
communities contending with a large influx of low-skilled immigrants may
experience an increased tax burden as immigrant families utilize publicly
provided goods such as education and health care.

U.S. immigration policy faces a complicated set of challenges, perhaps more
so now than ever before. Policy should preserve America’s traditional hospitality
to lawful immigrants and promote their economic contributions. Yet these goals
must be balanced with the Nation’s many needs, including the imperative for
orderly and secure borders. These challenges have only grown in a post-9/11
world. The persistence of undocumented immigration and problems with
employment-based immigration suggest that the United States needs to better
enforce immigration laws and do more to address the demand for immigrant
workers and the need for national security. The President’s proposed Temporary
Worker Program and increased funding for internal enforcement recognize
these problems and would implement necessary reforms.

The key points in this chapter are:

* The flexibility of the U.S. labor market helps immigrants succeed.

* A comprehensive accounting of the benefits and costs of immigration

shows that the benefits of immigration exceed the costs.

e Much immigration occurs outside the realm of immigration law; a
temporary worker program and better enforcement of current laws would
be expected to result in many improvements, including a reduction in the
number of undocumented immigrants.
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Immigration and Economic Growth

Immigrants have contributed enormously to U.S. population and employment
growth. The foreign-born have grown among all occupations and regions of
the country and have spread beyond traditional immigrant centers and into
areas where previously few immigrants had lived. Following common prac-
tice, this chapter uses the terms immigrant and foreign-born interchangeably
and adopts the Census Bureau’s definition of foreign-born to mean any
person who is in the United States legally or illegally who was not a U.S.
citizen at birth (not born in the United States or of U.S. parents). This usage
differs from that of the U.S. Citizenship and Immigration Services, which
uses the term Zmmigrant to refer to a subset of the foreign-born population,
namely lawful permanent residents (see below for an explanation of the
different immigrant categories).

Immigrants and Employment Growth

The foreign-born are associated with much of the employment growth in
recent years. Between 1996 and 2003, when total employment grew by
11 million, 58 percent of the net increase was among foreign-born workers. That
immigrants contributed so much to net employment growth is not surprising:
immigrants contributed almost as much to growth in the working-age popula-
tion (51 percent) as they did to growth in employment. Almost all employment
growth among immigrants was among those who arrived in the United States
between 1995 and 2003. (Employment growth in this chapter is based on the
Current Population Survey or “household” survey because it provides informa-
tion on place of birth and citizenship status—see Box 1-2 in Chapter 1 of the
2004 Economic Report of the President for a discussion of the payroll versus
household surveys.)

While employment of the foreign-born grew among all occupations,
immigrant contributions to job growth were especially large in the service
occupations and precision production, craft, and repair (a category that
includes mechanics, repairers, and construction workers) (Table 4-1). In some
occupations, natives were leaving even as the foreign-born were entering. For
instance, employment of natives as operators, fabricators, and laborers fell by
1.4 million between 1996 and 2002, while employment in such occupations
grew by 930,000 among the foreign-born. This should not be taken as
evidence that the foreign-born displace native workers; rather, it reflects the
fact that immigrants have made up all of the growth in the low-skilled work-
force. As education levels rise among younger U.S. workers and older U.S.
workers retire, the number of low-skilled natives is declining.
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TABLE 4-1.— Foreign-Born Share of Employment Growth by Occupational Category,

1996 to 2002
Employment growth | Foreign-
th d
Occupational category {thousan s). born ai Occupation examples
Total | Foreign- | PEcen
0 born | of total
TOtAl oo 9,667 | 5,575 57.7 | (1)
Executive, administrative, and managerial .... 2,801 504 18.0 | Managers, administrators

3,158 852 27.0 | Doctors, scientists, teachers
585 181 30.9 | Health and science technicians

Professional specialty
Technicians and related support ....

SAIBS ..ot 837 480 57.3 | Salespeople, cashiers

Administrative support, including clerical...... -177 296 (1) | Clerks, secretaries, bookkeepers

SEIVICE oo 2,032 1,253 61.7 | Janitors, kitchen workers, grounds
workers

Precision production, craft, and repair........... 1,044 900 86.2 | Mechanics, construction workers

Operators, fabricators, and laborers.............. -518 930 (1) | Machine operators, bus and truck
drivers

Farming, forestry, and fishing .........ccccovvvn. -97 178 (1) | Farmers, farm workers

" Not applicable.

Note: Since data in this table end with 2002, total growth here is less than the 11 million increase mentioned in
the text, which is measured from 1996 to 2003. Data relate to persons aged 16 and over.

Source: Department of Labor (Bureau of Labor Statistics).

Immigrants and Regional Growth

Immigrants are not spread evenly across the United States but instead are
concentrated within certain states and cities. In 2000, 59 percent of the
foreign-born lived in just four states: California, New York, Texas, and Florida,
compared with only 29 percent of natives. Fully 21 percent of the immigrant
population lived in the metropolitan areas of New York and Los Angeles alone,
compared with 5 percent of the native-born. The foreign-born are concen-
trated in certain areas, not only because of the economic opportunities in these
regions, but also because new immigrants often prefer settling in cities in
which their fellow countrymen already reside. This enables new immigrants to
live among people who share their language and culture, as well as to use ethnic
networks to find jobs and learn about life in the United States.

While recent immigrants continue to settle disproportionately in cities and
states with large immigrant populations, both recent and earlier waves of
immigrants have increasingly pursued economic opportunities in areas where
few immigrants had lived previously. From 1996 to 2003, some of the fastest
job growth among the foreign-born took place in regions of the country where
few immigrants had worked at the beginning of the period (Chart 4-1). In the
East North Central region (Indiana, Illinois, Michigan, Ohio, and Wisconsin),
for example, immigrants accounted for 84 percent of employment growth
between 1996 and 2003, even though the foreign-born were only 5 percent of
workers in this region in 1996, compared to 11 percent nationwide. Even in
the East South Central states (Alabama, Kentucky, Mississippi, and Tennessee),
immigrants were only 2 percent of workers in 1996 but accounted for
47 percent of job growth during this period.
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Chart 4-1 Foreign-Born Share of Employment Growth by Census Division, 1996 to 2003
The foreign-born contributed 58 percent of growth in employment from 1996 to 2003.
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Note: Data relate to persons aged 16 and over.
Source: Department of Labor (Bureau Labor Statistics).

How Many Immigrants?

The foreign-born have contributed to population growth almost as much as
they have contributed to employment growth. Population growth is the combi-
nation of natural growth (births minus deaths) and net immigration (immigrants
minus emigrants). Since 1970, immigrants have constituted an increasing share
of the rise in population. The U.S. population grew by 21.6 million between
1996 and 2003, with 41 percent of that increase from immigration.

By 2003, 33.5 million residents of the United States had been born in other
countries, and the foreign-born share of the population had risen from
5 percent in 1970 to 12 percent in 2003 (Chart 4-2). Nonetheless, as a share
of the population, the foreign-born are still less prevalent than at their peak
in 1890, when they accounted for 15 percent of U.S. residents.

Legal and Illegal Immigrants

The 33.5 million immigrants living in the United States can be divided
into four groups: naturalized American citizens, immigrants who have become
citizens by passing a citizenship test and fulfilling other requirements; perma-
nent residents, immigrants who have “green cards” and the legal right to reside
permanently in the United States but have not become naturalized citizens;
temporary residents, people admitted to the United States temporarily for
a specific purpose, including visitors, students, and temporary workers
(referred to as nonimmigrants by immigration authorities); and undocumented
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Chart 4-2 Number and Share of Foreign-Born in U.S. Population, 1850-2003
In 2003, the number of immigrants reached a record level, but the foreign-born as a percent of total U.S.
population was still below its peak of 15 percent in 1890.

Percent of total U.S. population Millions
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Note: Data assume no undercount of foreign-born. Including an estimated undercount, the number of foreign-born in
2003 was about 34.9 million.
Source: Department of Commerce (Bureau of the Census).

immigrants (also called illegal or unauthorized immigrants), people residing in
the United States illegally.

The number of foreign-born in the United States is measured primarily
through the decennial Census and, since 2000, updated annually using the
American Community Survey. The Census is believed to undercount the
number of foreign-born, especially among undocumented immigrants.
Taking into consideration the undercount in the undocumented immigrant
population and other factors, a 2004 study estimates that the foreign-born
population was 34.9 million, or 1.4 million higher than the official 2003 esti-
mate. Chart 4-3 illustrates this study’s estimated breakdown of immigrants by
their immigration status. Legal non-citizens are about 38 percent of immi-
grants, with 12.0 million permanent residents and 1.2 million temporary
residents. An additional 34 percent are naturalized citizens, and the remaining
28 percent are undocumented immigrants.

From Which Tempest-Tossed Shores?

When Emma Lazarus wrote 7he New Colossus in 1883, immigrants were
overwhelmingly from Europe. Only a handful of immigrants were from Asia
or Latin America. The situation is reversed today. Over half of the foreign-
born population was born in Latin America (Chart 4-4). Of those from Latin
America, over two-thirds are from Mexico or Central America. The next
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Chart 4-3 Foreign-Born Population by Immigrant Status, 2003
Of the 34.9 million immigrants estimated to be in the United States in 2003, about 72 percent were in the
country legally.
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Chart 4-4 Foreign-Born Population by World Region of Birth, 2003
The majority of the foreign-born come from Mexico and Central America and Asia.
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largest group of immigrants was born in Asia, with China, the Philippines,
and India the most prevalent Asian countries of birth. An additional 14 percent
of the foreign-born come from Europe, and the remaining 8 percent were
born in other areas of the world (mainly Africa, Oceania, and Canada).

Immigrant Education and Earnings

The foreign-born are disproportionately represented among those with
little schooling. Over one-fifth of immigrants have less than nine years
of education, compared with only 4 percent of the U.S.-born population
(Chart 4-5). The foreign-born are also slightly overrepresented among people
with an advanced degree (a master’s, professional, or doctoral degree):
10 percent of the foreign-born, but only 9 percent of U.S. natives, hold an
advanced degree. This difference in advanced degrees is greater for men.
Although native- and foreign-born women are equally likely to hold an
advanced degree, 12 percent of foreign-born men but only 10 percent of
native men have an advanced degree.

Schooling levels are correlated with region of origin. Immigrants from
certain world regions tend to be highly educated while those from other world
regions tend to have little schooling. For example, 25 percent of Asian-born
men in the United States hold advanced degrees, whereas only 10 percent

Chart 4-5 Educational Attainment, 2003
The foreign-born are more likely than natives to lack a high school diploma or to hold an advanced
degree.

Percent of adult population
35

Native-born
25 b

s5l — Foreign-born
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grade diploma graduate

Note: Data relate to persons aged 25 and over
Source: Department of Commerce (Bureau of the Census)
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failed to graduate from high school. In contrast, only 2 percent of male
immigrants from Mexico or Central America have a master’s degree or higher,
while 42 percent completed less than nine years of schooling and an
additional 22 percent attended high school but did not graduate.

Partly as a result of lower average education levels, the typical immigrant earns
less than the typical native. In 2003, median immigrant earnings were $511 per
week, or 74 percent of the median earnings of natives (Table 4-2). Within educa-
tion groups, immigrants earn 82 to 94 percent of natives wages, with the
smallest earnings gap among college graduates. This earnings gap narrows over
time as most immigrant cohorts experience faster earnings growth than natives
with similar education.

TABLE 4-2.— Median Weekly Earnings by Educational Attainment, 2003

Foreign-born

Educational attainment Native-born | Foreign-born | as percent of

native-born

Al levels $688 $511 74
Less than a high school diploma 430 369 86
High school graduate, no college.... 569 467 82
Some college, no degree.......... 647 576 89
College graduate 971 909 94

Note: Data relate to full-time wage and salary workers aged 25 and older.
Source: Department of Labor (Bureau of Labor Statistics).

As a result of lower education levels and earnings and larger families,
immigrants are more likely than natives to be poor. In 2003, 16.6 percent of
immigrants were poor compared to 11.5 percent of U.S. natives. Despite
higher poverty rates, immigrants are more likely to participate in the work-
force than natives, with 78 percent of male immigrants with less than a high
school education participating in the labor force compared to 47 percent of
their native counterparts. Among undocumented male immigrants,
96 percent are estimated to participate in the labor force.

The Role of Labor Market Institutions

U.S. immigrants are much more likely to work than immigrants in most
other industrialized nations, a distinction which may in part be due to labor
market institutions. Labor market institutions refer to the constraints that
govern the employer-employee relationship, including the policies that
influence the firm’s decision to hire and the worker’s decision to work.
The demand for workers is influenced by the regulations that determine
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employment costs, including wage floors set by unions or the government,
non-wage costs such as payroll taxes, and laws that limit turnover such as rules
against firing workers. The supply of workers is likely affected by the institu-
tions that provide welfare and unemployment benefits, with more generous
programs associated with fewer incentives to work and hence a lower labor
supply or more unemployment.

The United States is regarded as having relatively flexible labor markets,
which allow individual employers and workers greater discretion in setting
working conditions. This contrasts with highly-regulated labor markets in
which wage-setting and benefits determinations are often centralized. This
section compares the United States with some other Organization for
Economic Cooperation and Development (OECD) countries to see whether
there is a correlation between the extent of labor market regulations and the
unemployment rate of immigrants relative to natives.

Institutions and Immigrant Unemployment

Labor market regulations influence the level and flexibility of wages and
affect new workers’ chances of finding employment. In standard economic
analysis, unemployment results when total worker compensation—the sum
of wages and benefits—exceeds the market rate. This happens either when
compensation is fixed and cannot fall in response to increased labor supply, or
when wage floors and mandated benefits set worker compensation at a level
above the market rate. In both cases, immigrants may be more likely than
natives to be unemployed as a result.

If immigrants are less productive than natives, then regulations that
increase compensation for entry-level workers would be expected to affect
foreign workers more than natives. Immigrants may be less productive on
their initial arrival because they may lack the language skills, educational
background, or institutional knowledge that natives can draw upon to
enhance their job performance. A lower entry-level wage could compensate
for these shortcomings and would be expected to be followed by faster wage
growth as the immigrant learns new skills and gains experience. Several
studies have found that lower initial earnings among immigrants are
in fact correlated with higher rates of earnings growth.

Rules against firing workers are common in more-regulated markets and
can reduce new hiring, especially of immigrant workers. Immigrants might
initially be perceived as more risky hires because employers may not know
how to evaluate immigrants’ educational backgrounds, for example, or may
not be able to gauge their language proficiency. As a result, immigrants may
have to search longer for a job than would otherwise similar native workers.
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Immigrants may overcome communication, cultural, and other barriers
(including discrimination) by starting their own businesses. Entrepreneurship,
however, may be out-of-reach for some immigrants in highly-regulated
markets, which are often characterized by high business start-up costs and less
access to capital. At the same time, generous unemployment insurance in
more-regulated economies and welfare programs for refugees and asylum
seekers may discourage immigrants from looking for jobs in the first place.

The composition of employment growth is another important difference
between the United States and some Western European countries that may
influence immigrant unemployment rates. In the United States, the fast-
growing U.S. service sector provides greater opportunities to new workers
than does the service sector in many other countries. In Germany, where
immigrants are disproportionately employed in the service sector, the sector’s
relatively slow growth may have limited immigrant job opportunities. The
lack of growth in low-skill service jobs could simply be another consequence
of high-cost and high-tax markets, although some researchers point to
cultural or lifestyle differences as limiting the demand for things like fast food.

Immigrants in countries with highly-regulated labor markets tend to have
higher unemployment rates relative to natives than immigrants in countries
with flexible labor markets, such as the United States. Chart 4-6 shows the
average unemployment rates of native versus foreign males in major immi-
grant-receiving OECD nations during 2000-2001. The countries are ranked
according to the competitiveness of their labor markets, with less-regulated
countries at the top of the chart and more-regulated countries at the bottom.
Immigrant unemployment rates are generally lower and more similar to native
unemployment rates in less-regulated labor markets, such as in the United
States, than in highly-regulated labor markets such as those in Spain, Sweden,
Germany, and France. Male immigrants in France, for example, had a
17 percent unemployment rate in 2000-2001, 10 percentage points higher
than natives. Male immigrants in the United States, meanwhile, had a
4.4 percent unemployment rate, 0.5 percentage points lower than U.S. natives.

Unemployment Rates Among Immigrant Youth

Labor market inexperience may exacerbate the negative consequences of
rigid labor market institutions, perhaps more so for immigrants than natives.
Chart 4-7 compares unemployment rates among foreign and native youth
(aged 15 to 24) for a subset of the countries above. Relative unemployment
rates among immigrant youth (both men and women) are higher in heavily
regulated labor markets. In Sweden, immigrant youth have more than twice
the unemployment rate of native youth. In France, foreigners aged 15-24
have a 30 percent unemployment rate, compared to 18 percent for similarly
aged natives.
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Chart 4-6 Male Unemployment Rate by Nativity, 2000-2001
Less-regulated countries tend to have lower unemployment rates for immigrants relative to natives.
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Chart 4-7 Youth Unemployment Rate by Nativity, 2000
Less-regulated countries tend to have lower unemployment rates for immigrant youths relative to native
youths.
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Caveats to Consider

Many other factors that vary across countries affect these statistics. While
in the United States, “foreign” implies that the person was born abroad, that
is not the case in Europe or Japan where “foreigner” refers only to those who
are not citizens. Either group can be bigger depending on how much coun-
tries restrict access to citizenship; in some countries even second- and
third-generation immigrants are not citizens. In Germany and Japan, for
example, relatively few immigrants become citizens while much larger shares
of immigrants naturalize in the Netherlands and Sweden. As a result of these
differences and holding all else equal, foreigners in Germany would be more
comparable to natives in Germany, shrinking the difference in the unemploy-
ment rates as compared with foreigners in the Netherlands and Sweden who
would tend to be made up of relatively new immigrants.

Differences in immigration policies across countries also affect the compar-
ison of immigrants’ labor market outcomes. Australia, for example, admits the
majority of its immigrants based on employment skills; its immigrants would
be expected to be better prepared for the job market than would immigrants
in countries which prioritize foreigners who are refugees or asylum seekers, or
family members of natives and prior immigrants, as in the United States.
Indeed, Australian immigrants have similar unemployment rates as Australian
natives (Chart 4-6). U.S. immigrants also have low unemployment rates,
however, even though U.S. immigration policy is principally based on family
ties. The last section of this chapter describes U.S. immigration policy
in more detail.

Benefits and Costs of Immigration

The gains from immigration are analogous to the gains from trade (see
Chapter 8, Modern International Trade, for a discussion explaining how coun-
tries gain from trade). In classical trade theory, countries benefit from trading
when they differ in some way. Similarly, the more different immigrants are from
natives, regardless of whether they have fewer or more skills, the bigger are the
economic gains from immigration. The skill composition of immigrants comes
into play in other ways, however. First, it determines which native workers gain
by immigration and which lose. Second, it determines whether immigration
positively or negatively affects government revenues and expenditures.

Labor Market Impact of Immigration

Standard economic theory suggests that an increase in the supply of labor,
such as an influx of immigrant workers, would be associated with lower
wages, other things being the same. Empirical estimates of how much native
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wages fall in response to immigration, however, are typically small. The
magnitude of the wage impact is mitigated by two factors: how substitutable
immigrant workers are for natives and the response of existing factors of
production such as capital and labor to the influx of immigrants.

If foreign workers are not substitutable for natives, then immigration would
be expected to have little impact on the wages of natives. For example, an
immigrant with unique skills, such as a highly specialized scientist, or an immi-
grant who speaks little or no English, is unlikely to compete directly with most
U.S. workers. Instead, recent immigrants may be the most adversely affected
by the inflow of more immigrants. A new immigrant with limited English
skills, for example, will likely compete closely with other recent immigrants
with poor English ability and in jobs that do not require institutional, tech-
nical, or advanced language skills, such as janitorial services or child care. If
immigrants become concentrated in certain states or cities, natives might also
respond by moving to locations with relatively less competition from immi-
grants. Although research findings suggest so-called native flight may have
occurred in the 1980s, the experience of the 1990s suggests the opposite—that
immigrants and natives were drawn together by economic growth.

The supply of capital might also change with immigration. An increase in
the supply of labor means that each unit of capital becomes more productive
and thus more valuable. As a result, capital may flow into areas where there
has been immigration even while output in those areas shifts toward produc-
tion of goods and services that are relatively more labor intensive. This
increased investment and production shift may in turn raise the demand for
labor and push wages partially back up.

Several economic studies have attempted to measure the wage impact of
immigration on natives and previous immigrants—a challenging task because it
is necessary to take into account all other factors that might plausibly affect
wages, such as the responses by capital and labor outlined above. Such studies
also have to take into account that immigration itself is driven by favorable
economic conditions such as high or rising wages. With those caveats in mind,
a typical finding is that, on average, immigration has little effect on native
wages. Box 4-1 reviews one of these studies in more detail. Generally, estimates
suggest that a 10 percent increase in the share of foreign-born workers reduces
native wages by less than one percent. Recent studies that look at wage effects
by skill levels typically find larger negative effects on less-skilled than medium-
or high-skilled native workers. Adverse wage effects on previous immigrants
have been found to be on the order of 2 to 4 percent. It should be noted that
these studies typically identify the effect of immigration on natives by
comparing labor market outcomes of natives in response to differences in immi-
gration across regions and over time. Analysis done at the national level relies
primarily on variation in immigration over time and finds larger adverse effects.
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Box 4-1: Wage Impacts of Immigration

The labor market effects of immigration can be identified by using
real-world events in which immigration occurs suddenly and is not
driven by economic factors. One such study measures native wages in
Miami before and after the Mariel Boatlift in which approximately
125,000 Cubans arrived between May and September of 1980.This influx
added 45,000 workers, or 7 percent, to Miami's labor force in just a few
months. Despite the fact that a relatively high fraction of the new immi-
grants were low-skilled, these immigrants had virtually no effect on the
wages or unemployment rates of less-skilled workers in Miami.

This result could have been driven by labor and capital responses.
For example, natives and other immigrants who would otherwise have
moved to Miami to fill low-skill jobs may have decided not to do so
because of the rapid influx of Cuban immigrants over this period. In
addition, textile and apparel firms, industries that are well-suited to
utilize low-skilled labor, expanded in Miami, thereby cushioning the
adverse wage impact on Miami workers.

Fiscal Impact of Immigration

Immigrants—Ilike all natives—affect the public finances, the revenues and
expenditures of local, state, and Federal governments. Immigrants contribute
money to public coffers by paying sales and property taxes (the latter are
implicit in apartment rents). Immigrants working “on the books” further
contribute through income and payroll taxes. Immigrants consume publicly
provided goods and services such as roads, police and fire protection, and
public schools. If they are eligible, some legal immigrants, such as naturalized
citizens and lawful permanent residents who have lived in the United States
for five years or more, may also receive assistance from programs such as food
stamps, Temporary Assistance to Needy Families (TANF), and Medicaid.
Supplemental Security Income (SSI) is generally restricted to citizens and to
lawful permanent residents who have worked in the United States for at least
10 years. The fiscal impact of immigration is the difference between how
much immigrants pay in to the government and the value of the public serv-
ices they consume.

Some studies have calculated the fiscal impact of immigrants on an annual
basis and looked at whether the cost of providing public goods and services to
immigrant households increases the tax burden on native households in a given
year. Such studies have found that, while immigrants do not impose a net higher
tax burden at the Federal level, natives in states with a heavy concentration of
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immigrants from Latin America do realize an increased overall tax burden.
Another approach in estimating the fiscal impact of immigration is to
compute the expected lifetime fiscal impact of immigrants who come to stay
permanently and their children, grandchildren, and future descendants. A
1997 study found that the net present value of immigrants’ estimated future
tax payments exceeded the cost of services they were expected to use by
$80,000 for the average immigrant and his or her descendants. Accounting
for the 1996 welfare reform, which restricted eligibility and imposed time
limits, this figure increased to $88,000. The value of services slightly exceeded
taxes paid by the original immigrant, but the contributions of the immigrant’s
descendants more than made up the difference.

The average impact masks two facts. First, immigrants typically do not
impose a net cost at the Federal level where most of the proceeds from payroll
taxes accrue, but rather at the state and local level through their use of public
schools and health care. Second, the average fiscal impact also masks the fact
that the fiscal effect of immigrants (like that of natives) varies by education
level. How much immigrants pay in and how many services they utilize
depend largely on whether they are families headed by skilled or unskilled
workers. Immigrants with a high school degree or better and their descen-
dants contribute more in taxes than they use in public services, which
produces the overall positive impact mentioned above. But the average net
present value of the fiscal impact of an immigrant with less than a high school
education is negative $13,000. The impact of the original immigrant with
no high school diploma is negative $89,000, which is largely offset by the
positive $76,000 in contributions by the immigrant's descendants.

Fiscal contributions and receipts are also a function of an immigrant’s legal
status and the same net present value would not apply to an undocumented
immigrant or someone residing in the United States temporarily. More than half
of undocumented immigrants are believed to be working “on the books,” so they
contribute to the tax rolls but are ineligible for almost all Federal public assistance
programs and most major joint Federal-state programs. Over time, however, if
low-income immigrants attain legal status, they may become eligible for
more welfare programs. The U.S.-born children of an immigrant, legal or illegal,
are automatically citizens and eligible for government programs.

Immigrants and Public Assistance

Immigrant households, despite the restrictions on their eligibility, are more
likely than native households to participate in public assistance programs. In
2003, 16.7 percent of native households used a major welfare program,
compared with 25.5 percent of households with a foreign-born household
head. Major welfare programs in this case include TANE SSI, food stamps,
public housing, and Medicaid. Immigrant families, which includes families
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with U.S.-born children, are more likely to use welfare as a result of their
higher poverty rates and lower rates of health insurance coverage. Medicaid
alone accounts for almost all the difference in the rates of public assistance for
these two groups. This is partly due to the fact that immigrants are more likely
to work in jobs without health insurance. Only 45 percent of immigrants
have employment-based coverage, compared to 62 percent of natives.

Immigrants and Social Security

While the number of immigrants with relatively low education levels tends
to put a strain on government budgets, several other immigrant characteris-
tics have the opposite effect. First, compared to native workers, immigrants
are relatively young when they arrive. Green card recipients are overrepre-
sented in the age groups between 10 and 39. Immigrants also have higher
fertility rates than natives. The influx of younger people and higher birth rates
expand the labor force and slow the ongoing decline in the ratio of workers
per retirees. This, in turn, contributes to the financing of pay-as-you-go
entitlement programs, such as Social Security and Medicare.

Many of these workers who have contributed to the Social Security system
return to their home countries and never file for benefits. In the case of Mexico,
millions of Mexicans have worked in the United States and returned home, but
only 37,000 non-U.S. citizens residing in Mexico received Social Security bene-
fits in 2004. Undocumented immigrants without a valid Social Security
number cannot receive Social Security benefits, but as long as the employer
reports their earnings to the Social Security Administration (SSA), their earn-
ings are subject to withholding of Social Security taxes. The SSA cannot identify
undocumented workers, but keeps track of the earnings of all workers who have
mismatched or invalid Social Security numbers in the so-called Earnings
Suspense File (ESF). The ESF was valued at $463 billion in 2002.

Totalization agreements are another way that foreign workers can affect
Social Security. Totalization agreements are binational treaties where U.S.
workers' earnings abroad count toward their Social Security contributions
and similarly for foreign workers employed in the United States. Totalization
agreements exist with 20 countries.

Additional Benefits to Immigration

Calculations of the net benefits of immigration are typically made from the
natives’ point of view, hence the focus on fiscal and labor market impacts. But
immigration also benefits the immigrant and his or her family, who enjoy
increased income and improvements in their quality of life. Some of the
increased income may be sent home in the form of remittances, benefiting
family members who remain behind in the immigrant’s country of origin. In

108 | Economic Report of the President



addition, as migrants leave the country-of-origin, economic opportunities may
arise for others who stay put. If there is enough emigration, as in the case of
Mexico, the decrease in the supply of labor could even be enough to raise wages.

Migrant remittances can have important economic benefits in the origin
country. In 2003, remittances from the United States to Latin America
exceeded $30 billion. Remittances raise income, reduce poverty, and lower
income volatility in the recipient country, an important consideration in coun-
tries where economic crises are more common. Studies of Mexican migrants
have found that remittances are used for both day-to-day consumption, such as
food and housing, as well as for investments in human and physical capital,
such as starting a business, buying land, or building a home. The United States
has led efforts to facilitate remittances. At the G-8 Sea Island summit in Georgia
in June 2004, the President secured support for a plan to help developing coun-
tries by improving data on remittance flows and by reducing the costs of
international money transfers.

In the long run, international migration can also lead to institutional change
in the origin country. The fact that people are mobile means that countries
facing high emigration may try to retain or lure their citizens back. For
example, according to news reports, Mexico launched a crackdown on corrupt
customs agents who preyed on migrants as they returned home. As part of the
crackdown, Mexico appointed a border czar in 2001 and strengthened the
Paisano Program, which helps Mexicans return home for the holidays without
being harassed or extorted. The U.S. and Mexican governments also estab-
lished Partnership for Prosperity, a large-scale binational public-private
economic development initiative. Meanwhile, Federal and state government
officials in Mexico launched programs such as Dos por Uno and Tres por Uno
to match remittance money going to infrastructure projects, such as paving
roads in migrant communities.

Immigration Policy

In a typical year, about two-thirds of new lawful permanent residents are
admitted into the United States or adjust immigration status based on their
family relationship with a U.S. citizen or permanent resident. (Adjustment of
status refers to foreigners inside the United States who apply for green cards so
they can stay here permanently.) While family-based immigration is prioritized
in U.S. immigration policy, employment-based immigration has grown in
importance in recent years largely through an increase in the number of skilled
temporary workers. Nonetheless, existing employment-based programs suffer
from many problems, including outdated processes for labor certification and
inflexible numerical caps. Immigration systems are also strained by the need
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for security measures, such as more extensive background checks on applicants.
At the same time, immigration continues to occur outside official channels in
the form of undocumented immigration.

According to the most recent estimates, there are about 10 million
undocumented immigrants in the United States, the majority of whom are
low-wage workers. More than one-half of undocumented immigrants are
from Mexico. One of the most pervasive features of undocumented immigra-
tion is that it is overwhelmingly driven by supply and demand: immigrants
want to work in the United States, and many American employers want to
hire them. Such a simple fact, however, has complex economic, humanitarian,
and security-related implications.

Many undocumented immigrants endure a perilous journey to make it to
the United States. To obtain work, some undocumented immigrants resort to
using false documents, such as fake Social Security cards or green cards. They
live in fear of deportation and may hesitate to contact law enforcement if they
become victims of crime or abuse. Once workers are here, additional undocu-
mented immigration may take place as family members and friends join the
workers. As families grow, the children born in the United States to undocu-
mented immigrants are U.S. citizens. Network-based migration and the
natural rate of population increase have created hundreds of thousands of
“mixed status” families, in which children, siblings, and parents have a
different immigration status.

Current U.S. Immigration Policy

Throughout the nineteenth and into the early twentieth century, the
United States had a generally “open door” policy toward immigration. Most
newcomers were admitted with the exception of those barred by the Chinese
Exclusion Act of 1882, prohibitions against prostitutes and felons, and a few
other exclusions. World War I, however, ushered in an era of restricted immi-
gration—a policy that has persisted to the present day. The National Origins
Act of 1924 allowed immigration under country quotas that heavily favored
northern Europeans. The Immigration Act of 1965, which provides the
framework for current policy, abolished national-origins quotas and based
immigration policy largely on “family reunification.” While the Immigration
Act of 1990 increased the cap on employment-based green cards, such green
cards make up fewer than 15 percent of the total number of green cards issued
in a typical year.

Current immigration law provides for five major bases for obtaining
permanent residency in the United States—immediate relatives of citizens,
other family members, employment immigrants, “diversity” 