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INTRODUCTION

On Tuesday, February 11, 2003 the Senate Committee on Finance will hold a hearing to
examine proposals for economic growth and job creation through incentives for increased
consumption of goods and services. On Wednesday, February 12, 2003, the committee will hold
a hearing to examine proposals for economic growth and job creation through incentives for
increased investment spending. This pamphlet, prepared by the staff of the Joint Committee on
Taxation,' provides background data on the macroeconomic performance of the U.S. economy,
discusses the use of changes in tax policy as a fiscal policy tool, and describes certain proposals
before the committee.

Part I provides background data on the U.S. economy. Part II discusses how fiscal policy
affects aggregate demand and aggregate supply. Part III provides present law and descriptions of
proposals related to changes in the Internal Revenue Code that may affect consumption spending
or investment spending.

! This pamphlet may be cited as follows: Joint Committee on Taxation, Economic
Growth And Job Creation: Background and Proposals Relating to Incentives for
Consumption and Investment (JCX-9-03), February 10, 2003.



I. TRENDS IN THE UNITED STATES ECONOMY

A. Overview

In general terms, aggregate output and the price level of that output result from the
interaction of the nation’s aggregate demand for goods and services and the nation’s aggregate
supply for producing goods and services. In the short run, the economy’s capacity often is fixed.
It is not possible to make more than marginal additions to the economy’s supply of physical
capital (e.g., the stock of land, buildings, and machinery) in the short term.

During periods of slow economic growth or recession, the economy’s supply of physical
capital is often underutilized. As a consequence, policymakers generally emphasize policies that
affect aggregate demand when they are concerned about short-run economic performance. Such
policies might include increased government expenditures, tax changes designed to alter
consumer demand for consumption goods or business demand for new plant and equipment, or
monetary policies designed to reduce interest rates to encourage consumer and business
borrowing.

In the long run, aggregate supply is variable. Policymakers concerned about future
economic performance generally emphasize policies that increase aggregate supply in the long
run. Such policies might include increasing the level of national saving by increasing
government saving (i.e., increasing the level of a surplus or decreasing the level of a deficit), or
changing tax policy to increase individual saving and business investment.

This part of the pamphlet reviews data on the economic performance of the American
economy. The data on short-run economic performance emphasize comparison of selected
macroeconomic variables to previous periods of recession in the postwar era and show that the
most recent recession, while it ultimately may be determined to be longer than the average
postwar recession, has been less severe in many respects than previous recesstons.

2 Policies may affect both aggregate demand and aggregate supply. For example,
policies that affect current business demand for new plant and equipment might alter both current
aggregate demand and long-run aggregate supply.



B. Short-Run Economic Performance

No precise definition of “recession” exists in economics.> Analysts frequently designate
periods as recessions by comparing many measures of economic activity to their levels in other
periods. As a consequence, analysts examine many variables to ascertain if the economy is in
recession. Among variables commonly examined are the rate of growth of real gross domestic
product (“GDP”’), employment, industrial production, wholesale and retail sales, the capacity
utilization rate, interest rates, trade and real income. Moreover, because multiple variables are
compared, some measures of economic performance in periods deemed to be recessions may
surpass the same measures from another time period when the economy was not deemed to have
been in recession.

Growth of real GDP

Figure 1 details the rate of real GDP* growth over the period 1977-2002.° The figure
reveals that the declines in real GDP recently experienced are modest in comparison to the
recessions of 1981-82 or 1990-91.

3 Definition of a recession as two consecutive quarters of negative growth in real GDP is
commonly, albeit mistakenly, attributed to the National Bureau of Economic Research. The
National Bureau of Economic Research is a non-profit research organization whose objective is
to ascertain and to present to the public important economic facts and their interpretations in a
scientific and impartial manner. The National Bureau of Economic Research Business Cycle
Dating Committee decides turning points by looking at a variety of indicators, not solely GDP.
In particular, GDP is a quarterly concept, while peaks and troughs are monthly (see Table 1 in
text). Thus, while the National Bureau of Economic Research has identified March of 2001 as a
peak of business activity, real GDP had peaked in the fourth quarter of 2000. Consequently,
identifying peaks and troughs involves professional judgments. See National Bureau of
Economic Research, “The NBER’s Recession Dating Procedure.”

However, the definition of two consecutive quarters of decline in real GDP represents a
fairly accurate description of a rule of thumb used by economists to identify recessions.

* When there is inflation, nominal or current dollar GDP may continue to rise while real
or constant dollar GDP declines. Real GDP represents the constant dollar value of goods and
services produced in the economy. Declines in real GDP represent declines in real output.

> Figure 1 measures the growth rate as the annual rate of change in real GDP from the
level of GDP prevailing in the preceding quarter. Data for Figure 1 are from the National
Income and Product Account (“NIPA”) as reported by the Bureau of Economic Analysis of the
U.S. Department of Commerce.



Figure 1.—Rate of Growth of Real GDP, First Quarter 1977 to Third Quarter 2002
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According to the National Bureau of Economic Research’s commonly accepted dating of
business cycles, nine recessions occurred in the post-World War II era prior to 2001. Excluding
the economic downturn accompanying the de-mobilization following the Korean War, the
number of peacetime recessions prior to the 2001 recession is seven. Table 1 lists these
recessions.

The National Bureau of Economic Research measures the length of recessions by
reference to the number of months between the peak of business activity prior to its subsequent
decline and the subsequent trough in business activity. Table 1 follows this convention in
presenting the duration of post-World War II recessions. By this peak-to-trough measure,
recessions in the postwar period have averaged 11 months in duration. The National Bureau of
Economic Research has identified a peak in March 2001. The National Bureau of Economic
Research has yet to date the trough of the most recent recession. Consequently, a precise
measure of the duration of the most recent recession cannot be made at the present time. With
respect to determining the end of the recession that began in 2001, the National Bureau of
Economic Research has stated, “The first step will be to determine if the period of weakness that
began in late 2002 amounts to a recession....The second step would be to determine if the
recession starting in late 2002 was a continuation of the recession that we have already
determined began in March 2001. We would decide in favor of a single, longer recession if we
determined that economic activity in the period from March 2001 through late 2002 never
surpassed its peak in March 2001. Here, we would have to reconcile the conflicting behavior of
output and employment. Output surpassed its previous peak in late 2001, while employment rose
only slightly from its lowest level of April 2002 to the highest level it reached in 2002, in
August. At that time, employment was still 1.2 percent below its peak in March 2001.” ¢

6 See The NBER’s Business-Cycle Dating Procedure. Business Cycle Dating
Committee, National Bureau of Economic Research, January 13, 2003.



Table 1.— Post World War II Recessions in the United States

Peak’ Trough' Duration in months
November 1948 October 1949 11
July 1953 May 1954 10
August 1957 April 1958 8
April 1960 February 1961 10
December 1969 November 1970 11
November 1973 March 1975 16
January 1980 July 1980 6
July 1981 November 1982 16
July 1990 March 1991 8

March 2001 (Not yet determined) (Not yet determined)
Average 11

! Peaks and troughs as identified by the National Bureau of Economic Research.

Source: National Bureau of Economic Research.

Unemployment and capacity utilization

As noted above, economists typically do not rely on a single measure of economic
activity to gauge whether the economy is in recession. For example, increases in unemployment
generally accompany declines in real GDP, but positive real GDP growth need not immediately
be followed by a reduction in unemployment. Unemployment usually remains high during the
beginning of the recovery period.” As a consequence, the NBER peak-to-trough measure of
business activity may not correspond to the popular perception of recession based on
unemployment.

Figure 2 reports the civilian unemployment rate monthly from January 1977 through
December 2002 as reported by the Bureau of Labor Statistics. Figure 3 reports the Federal
Reserve’s capacity utilization rate.® The latter measures the level of employment of the

" The measured unemployment rate is computed by dividing the number of individuals
who are not employed, but who are actively seeking employment, by the total labor force, both
employed and unemployed. Individuals who are out of work but who ceased to seek
employment actively are called “discouraged workers.” Discouraged workers are not counted as
part of the labor force.

Individuals who have moved from full-time to part-time employment are counted as
employed. For these two reasons, the unemployment rate may not be the most accurate single
measure of job loss. However, this measure has been consistently applied across all postwar
recessions.

® The capacity utilization rate is equal to the index of current industrial production
divided by a capacity index. The capacity index attempts to measure “practical” capacity, that is,




economy’s capital resources in manufacturing, mining, and utilities. The recessions of 1981-82
and 1990-91 are reflected clearly by the spikes in the civilian unemployment rate. Downward
spikes in the capacity utilization rate also accompanied these recessions. Measured by the
unemployment rate, the economic decline of the past year has been modest. The December 2002
unemployment of 6.0 percent is below the peak unemployment of the 1990-91 recession (7.8
percent in June 1992) and below the peak unemployment rate of the 1981-82 recession (10.8
percent of November and December 1982). The Bureau of Labor Statistics estimated that in
January 2003 the unemployment rate had declined to 5.7 percent. Measured in absolute
numbers, unemployment at present is less severe than in the 1981-82 recession or the 1990-91
recession. The Bureau of Labor Statistics estimates that the unemployed numbered 8.6 million
persons in December 2002.° The Bureau of Labor Statistics estimated that 12.0 million persons
were unemployed in December 1982 and 10.0 million persons were unemployed in June 1992.
Capacity utilization presents a different picture. The decline in capacity utilization of the past
year is less severe than the decline of the early 1980s, but has exceeded the decline of the early
1990s.

the greatest level of output that plants can maintain within a framework of a realistic work
schedule, taking account of normal downtime, and assuming sufficient availability of inputs to
operate the machinery and equipment in place. Thus, the capacity utilization rate may be
thought of as a measure of idle factories and mines, with a lower rate indicating greater idleness.

® The data reported in the text on the number of individuals unemployed and employed
and the data in Figure 2, Figure 4, and Figure 5 are from the Bureau of Labor Statistics of the
U.S. Department of Labor as reported in January 2003. These data will not be directly
comparable to data released after February 6, 2003 by the Bureau of Labor Statistics because of
changes statistical method. In particular, the Bureau of Labor Statistics has estimated the civilian
labor force to be substantially larger than the estimates used for prior data. The Bureau of Labor
Statistics explains this as follows: “Beginning in January 2003, population controls based on the
results of Census 2000 were used in the monthly CPS [Current Population Studies] estimation
process, and data for the 3 prior years were revised to reflect these new controls. (Previously,
estimates for January 1990 through December 2002 were based on 1990 Census population
controls adjusted for the estimated undercount.) The Census 2000-based controls increased the
size of the civilian noninstitutional population by over 3 million. As a result, they also increased
the estimates of employment and unemployment. Since the increases were roughly proportional,
however, the overall unemployment rate did not change significantly. In addition to the shift to
Census 2000-based controls, the U.S. Census Bureau introduced another large upward
adjustment (+941,000) to the CPS population controls in January 2003 as part of its annual
update of population estimates. BLS [Bureau of Labor Statistics] does not anticipate revising
historical data to reflect this additional adjustment.” U.S. Department of Labor, Bureau of Labor
Statistics, “Employment Situation Summary,” February 7, 2003.
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Figure 2.-Civilian Unemployment Rate, Monthly, 1977-2002
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Figure 3.—Capacity Utilization as Reported in Each December
1977-2002
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Measured unemployment can increase even if the economy is expanding if the number of
entrants into the labor force seeking work exceeds the number of new job openings. In the
current recession, as in the recessions of 1981-82 and 1990-91, the economy has experienced job
loss. Figure 4 reports civilian employment monthly for the period January 1977 through
December 2002. The most recent peak in civilian employment occurred in December 2000
when the Bureau of Labor Statistics estimated that 135.9 million persons were employed.
Employment declined from that peak to 133.5 million in January 2002. The Bureau of Labor
Statistics estimated civilian employment at just under 134 million in December 2002. Measuring
from peak to trough, the recent job losses have been somewhat larger in aggregate, but less in
percentage terms, than the job losses experienced in the early 1980s when employment fell from
a peak of 101.0 million in April 1981 to a low of 99.0 million in December 1982. The recent
job losses have been larger, in the aggregate and in percentage terms, than the job losses
experienced in the early 1990s, when employment fell from a peak of 119.2 million in March
1990 to a low of 117.4 million in May 1991.

The national unemployment rate and employment figures may mask important sectoral or
regional differences. Figure S reports employment in manufacturing monthly for the period
January 1977 through December 2002. During the recent period of greatest aggregate
employment loss (December 2000 to January 2002), manufacturing employment fell from 18.4
million to 16.9 million. The loss of 1.4 million manufacturing jobs comprised more than half of
the total national job loss of 2.4 million during that period. From January 2002 through
December 2002, total employment has grown, but the Bureau of Labor Statistics estimates that
an additional 477,000 manufacturing jobs have been lost.



Figure 4.-Civilian Employment, Monthly, 1977-2002
[in Millions]
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