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The above chart illustrates the recent downturn in the economy.  The downward slope shows the gap in demand caused by the stock 

market collapse and lost investment in the high tech sector.  This will continue if aggressive action is not taken to restore overall 

demand.  This demand gap can be largely restored by the $200 billion Progressive Caucus Economic Stimulus package.  This package 

will have an economic effect of $300 billion using a standard multiplier of 1.5.

 

Introduction

By all conventional economic measures, the U.S. economy has been stagnant or slowing for several months. In August, the U.S. unemployment rate jumped to 4.9 percent, its highest level in almost four years.  Manufacturing lost 141,000 jobs last month for a cumulative loss in excess of one million jobs since July 2000.   On top of that, the bursting of the stock market bubble has destroyed around $8 trillion in wealth (with additional declines likely). This loss of wealth means that the country will reduce consumption by $300-$400 billion annually, through the wealth effect. In addition, approximately $100 billion a year in investment in the high tech sector has disappeared due to the collapse of the tech sector bubble.  The September 11, 2001, terrorist attacks accelerated the already severe economic downturn, which is spreading to all sectors of the economy, including the service sector. 

So far, the government’s response has been ineffective.  The Federal Reserve has attempted to use the lever of monetary policy -- lowering the Federal Funds interest rate from 6.75 percent in December to 2.5 percent on October 2.  Indeed the real interest rate is now negative, but the economy has not improved.  That is because only lowering the interest rate neglects the economy’s principal problem: a consumption shortage.

There is a growing awareness that bold, different measures will be required to stimulate the economy.  The New York Times editors (October 3, 2001) recognized this when they wrote, “[I]t is becoming clear that the nation’s economic woes are not going to be fixed simply by continual rate-cutting... Cuts in the short-term federal lending rate can help business offer consumers easier credit, but they cannot make businesses invest in growth when sales are down, or make consumers suddenly worried about their jobs and portfolios decide to go shopping.  Only intelligently targeted government spending -- or, to a lesser extent, broad-based temporary tax cuts -- can stimulate purchasing.”  (Emphasis added.)  

The Congressional Progressive Caucus has designed a package of immediate spending and targeted tax cuts to stimulate the economy.  Most important is its size: $200 billion. The economic stimulus package must be large enough to have a significant impact on our $10 trillion economy.  It must add enough to aggregate demand to make up for the losses in demand indicated above.

Beyond being of adequate size, the Progressive Caucus stimulus package is designed to boost the purchasing power of people who will spend it, and thereby boost the economy.  That means a significant increase in unemployment benefits, a tax rebate to all those tax filers who did not qualify for the tax rebate offered earlier this year.  It also means job creation to enhance the productive capacity of the U.S. economy over the long-term.  Additionally, it helps offset the fall in revenues in state government treasuries, in order to prevent states from raising taxes or cutting spending due to the current economic downturn. 

In a recession, it is fiscally responsible to spend, even if that means deficit spending.  The Progressive Caucus believes that it is also fiscally responsible to pay that debt back when the economy recovers.  Therefore, the Progressive Caucus stimulus package includes provisions for paying down the debt when the economy recovers, through a postponement of certain tax cuts that benefit only the wealthiest Americans.  Postponing those tax cuts is fair, since the wealthiest will be those who benefited the most from the economic stimulus spending package.
On a sobering note, it is important to realize that there is tremendous risk to the economy and to people if the Federal government is too timid in stimulating the economy -- an inadequate federal response to the recession could worsen it. The U.S. can look to Japan, which has had 12 years of deepening recession, as an example of the economic cost of timidity.

Why size is important -- the Economic Package Needs to be $200 Billion
According to economic data from the last few months, it is evident that a slowdown had already occurred prior to the September 11 attacks.  The attacks have greatly accelerated the economic slowdown, which will be of significant magnitude.

The nature of the problem is a massive drop in overall demand, much of it due to the stock market collapse.  The collapse resulted in the loss of nearly $8 trillion in wealth, and continued poor performance will mean another $2-4 trillion lost
.  According to estimates from the Federal Reserve, this loss of wealth means that the country will reduce consumption by $300-$400 billion annually, through the wealth effect
.  Another factor is the deflation of the high tech sector, which has lost $100 billion in investment.  

Taken together, the declines in consumption and investment imply a demand gap of $400-$500 billion.  If it goes unaddressed, or is inadequately addressed, the lowered demand implies a shrinking GDP, lay-offs, bankruptcies, and deepening recession.  The economic stimulus package must add to aggregate demand to fill this gap.

A $200 billion package, or 2 percent of GDP, is the necessary leverage to raise demand enough in the short run in order to improve the economy without risking inflation.    The short run effect of a $200 billion spending package would be a rise in GDP of $300 billion.  This amount is income for families and businesses, who will then increase their spending, thus multiplying the effect of the stimulus by approximately 1.5. 

A stimulus package must also address unemployment.  Job creation is essential in order to address growing unemployment that existed prior to the attacks, as well as anticipated job losses.  Just in manufacturing sector, over one million jobs were lost from July 2000 - August 2001.  Also before the attacks, layoff announcements jumped 250 percent in July, and the service industry showed definite signs of contraction.  

As a result of the attacks, airlines have announced layoffs approaching 100,000, and this amount will be multiplied by other sectors that depend on the airlines.  The Levy Institute
 recently reported that unemployment is expected to rise to 7 percent in the second half of 2002, which means that an additional 2.5 million people will be out of work in June 2002 compared to June 2001.  Measured in terms of jobs, a $200 billion stimulus package would translate into about 4.2 million jobs.
  These jobs are critical for maintaining employment and fueling demand.  

How we should spend $200 billion in economic stimulus

INVESTMENT FOCUS
HIGH PRIORITY PROGRAMS
1-YEAR COST

Unemployment
(Total $61.2 billion)
Extend unemployment insurance benefits to 52 weeks
$50.5 billion


Supplement the amount of benefits available by $100/week
$10.7 billion

Health and Social Spending

(Total $62.8 billion)
Expanding health care coverage (100% COBRA and Medicaid)
$17.5 billion


LIHEAP and weatherization
$11 billion


Job training
  $2 billion


State Revenue Sharing
$10 billion


TANF
  $6 billion


Head Start
  $9.6 billion


WIC
  $0.5 billion


CAPTA - Child Abuse programs
  $0.5 billion

Public Works

(Total $35 billion)
Emergency school construction and repairs
$10 billion


Drinking and waste water systems repair
  $7 billion


Affordable housing
  $5 billion


Rail investments
  $6.1 billion


Small business and economic development programs
 $10 billion

Fair Tax Rebate
Tax rebate to the 51 million low income tax filers who did not receive the full rebate check this summer.
$18.6 billion

Total

$175 billion


Economic stimulus already passed by Congress

($5 billion in cash to airlines + 20 billion in FY 2001 cash for defense and NYC, PA, and VA)
+$25 billion

Total Stimulus

$200 billion

Legislative Objectives to Accompany the Progressive Caucus Economic Stimulus Package
Congress must also change some key laws to accomplish the economic stimulus spending:

· Congress should expand the Unemployment Insurance eligibility criteria to protect more people in times of an economic downturn. Such additions include requiring states to use more recent wages to determine eligibility and benefit levels and providing benefits to existing part-time workers, full-time workers seeking to transition to part-time, and others including seasonal and temporary workers.

· Congress should provide additional funds for administrative expenses for Unemployment Insurance.  In order to provide unemployed workers with efficient, high quality claims processing and reemployment services, federal administrative financing reforms should be adopted which provide mandatory funding according to an annually adjusted formula reflecting workload and inflation.

· Congress should reestablish a state revenue sharing program to help state and local governments minimize their fiscal constraints. In times of economic slowdown, there is pressure on states to raise taxes and cut spending. Federal funds should not be used to offset state spending.  States would be required to maintain spending levels, so that federal stimulus funds lead to an increase in social and health spending.
· Congress should require that all federal contracts include living wages for all employees.

· Congress should delay the bankruptcy reform bill. Failure to delay the bill will severely punish small businesses and the hundreds of thousands of citizens who have already or will soon lose their jobs.

Paying for the Progressive Caucus Economic Stimulus Package
The stimulus will be paid for when the economy recovers. Since the amount of new spending would exceed on-budget revenues, the federal government would run an on-budget deficit in FY 2002. The deficits the government would run in the short term will be paid back by a reduction in the tax cuts due to phase in in future years.  At that time, the U.S. would presumably be out of recession and in a position to run on-budget surpluses and pay-down debt.  Paying down the debt would be financed through a postponement of certain tax cuts that benefit only the wealthiest Americans.  Postponing those tax cuts is fair, since the wealthiest would be those who benefited the most from the economic stimulus spending package.

In the event that the unified budget retains a surplus, none of the spending in the Progressive Caucus Stimulus package would come from the Social Security trust fund.  The trust fund would continue to run surpluses, even as the on-budget ran deficits.  These surpluses would be used only for the payment of social security benefits or the reduction of publicly held debt.
Postpone Future Tax Cuts that Benefit only the Wealthiest Americans




Description
Money Raised

Estate Tax
Postpone reductions after 2004 ($1.5 million exemption)
$122 billion


Income Tax Rate
Postpone future reductions of 39.1 income rate

(2001 .5% reduction stays in effect)
$120 billion

Total

$242 billion *

* Note: This tax cut postponement can be adjusted to equal the exact size of the stimulus package.
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�Baker, Dean.  “Stimulus Package” 9/24/01.


�The wealth effect means that people increase consumption when the value of their stock holdings rise, and reduce consumption when the value of their stock falls.  


�The Levy Institute Forecast.  9/26/01.


�Baker, Dean.  “Stimulus Package.” 9/24/01.
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