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• The recovery is fragile; removing fiscal support via tax increases or spending cutoffs could easily send the U.S.
back into recession.

• If tax cuts and unemployment insurance programs expire in 2011, the hit to the economy will approach $375
billion or 2.5% of real GDP.

• Among the expiring policies, emergency unemployment insurance benefits provide the biggest economic bang
for the buck.

• Raising top-tier tax rates would normally have little macroeconomic impact but are too risky in the current
environment.

• The Moody's Analytics macro model compares the consequences of alternative fiscal policy scenarios.

The U.S. recovery that began 18 months ago is intact, but fragile. As is clear from November's disappointing job
market data, growth has not generated enough jobs to bring the unemployment rate down. With joblessness near
double digits and still rising, the economy is extraordinarily vulnerable. The Federal Reserve has acknowledged these
threats and provides massive monetary support, most recently through the resumption of quantitative easing.

In this context, it is important that fiscal policymakers also support the economy, or at least not allow fiscal policy to
become a significant drag on growth—which it will unless the government acts quickly. Tax cuts passed a decade ago
in the wake of the 2001 recession are set to expire at the end of this year, and a number of tax benefits passed in early
2009 to combat the Great Recession are also set to expire. Emergency unemployment insurance benefits have already
ended, and unless policymakers act to extend that program, millions of unemployed workers will soon fall off the UI
roles.

Dire risks of renewed recession

If Congress and the administration are unable to renew the expiring tax cuts and temporary government spending, the
hit to the economy will approach $375 billion in calendar year 2011, equal to 2.5% of real GDP. The recovery would
have substantial difficulty weathering this, and the U.S. would likely backtrack into recession. Adding to the risks of
this scenario is the lack of a clear monetary or fiscal policy response to a renewed recession. The Fed would be in
uncharted territory, and the federal budget deficit would balloon from its already-massive size, currently equal to 9% of
GDP.
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Given these threats, it would be prudent for fiscal policymakers to extend all the expiring tax cuts and temporary
spending programs for one more year. Chances are good that with a bit more help, the recovery will gain traction in
2011 and evolve into a self-sustaining expansion by the year's end. That is, job growth will be sufficient to consistently
reduce unemployment. The tax cuts and extra spending can be allowed to expire in 2012, at least in significant part, as
the economy will likely be in position to cope with the resulting fiscal restraint. Then policymakers will need to quickly
turn their attention to the nation’s longer-term fiscal challenges.

Bang for the fiscal buck

A realistic view of current politics suggests Washington may not have the will to extend all the expiring tax breaks and
temporary spending increases. Therefore it is useful to prioritize them based on their economic efficacy. Extending
emergency unemployment insurance benefits would provide the most economic bang for the buck, defined as the
near-term increase in real GDP per dollar of tax cut or spending increase. Emergency benefits go to those who have
been out of work longer than the 26 weeks covered by regular benefits. With more than 40% of the 15 million-plus
unemployed American workers in this predicament, many families depend on this program to meet daily living
expenses.
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The broader macroeconomic benefit of emergency UI is straightforward, as unemployed workers are likely to spend
any benefits they receive quickly. This creates critical demand for goods and services, particularly during the holiday
shopping season. There are downsides to emergency UI: Some beneficiaries are surely taking advantage of the
system, but with five unemployed workers for every current job opening (compared with fewer than two in normal
times), most jobless workers and their families need the benefits.
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Among the least economically effective fiscal policies being considered are the lower marginal personal tax rates for
higher-income households. In normal times, allowing those tax rates to rise back to their 1990s levels would have little
macroeconomic impact. The rates would rise by only a small increment and would still be relatively low by historical
standards. Any negative supply-side effects would likely be modest.

Yet in the current uncertain environment, allowing tax rates on higher-income households to rise in 2011 would be
taking an unneeded chance with the recovery. Affluent households account for a disproportionate share of consumer
spending and have grown especially sensitive to their financial condition in the wake of the Great Recession. (See “The
Economic Impact of Tax Cut Proposals: A Prudent Middle Ground,” Zandi, September 2010). It is also reasonable to
worry about the impact on successful small businesses. Smaller businesses remain vital to job growth and adding to
their financial burdens would be counterproductive.

Simulating the macroeconomic impact

Given the range of options available to policymakers, the economic merits of each should be carefully considered.
Moody’s Analytics' macroeconomic model can be used for this purpose. At the request of the Center for Budget Policy
and Priorities, the model was used to evaluate the impact of two temporary and two permanent policy scenarios.

The temporary simulation compares these policy scenarios:

• No extension of upper-income tax cuts, but a one-year extension of federal emergency unemployment insurance
and a two-year extension of refundable tax credits, including the Child Tax Credit at $3,000, the Earned Income
Tax Credit marriage penalty, the EITC third tier, and American Opportunity Tax Credit, costing $85 billion in
fiscal 2011 through 2015. This is labeled the "UI scenario."

• A two-year extension of the upper-income tax cuts costing $94 billion in fiscal 2011 through 2015, but no
extension of UI or refundable tax credits. This is labeled the "HI tax cut scenario."

Compared with the HI tax cut scenario, the UI scenario:

• Raises real GDP 0.4% in 2011; real GDP remains about 0.1 of a percentage point higher in 2012-2014.
• Raises payroll employment by 500,000 jobs in 2011; payroll employment stays at least 130,000 jobs higher in

2012-2014, with a cumulative addition of 1.1 million jobs in 2010-2015.
• Lowers the unemployment rate by 0.4 of a percentage point in 2011; the unemployment rate remains about

0.1 of a percentage point lower in 2012-2015 for a cumulative reduction in unemployment of 0.8 percentage
point-years in 2010-2015.

• Adds $30 billion less to the budget deficit in fiscal years 2010-2015, taking into account the effect of stronger
growth on the deficit.
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The permanent simulation compares these two policy scenarios:

• No extension of upper-income tax cuts, but a one-year extension of federal emergency unemployment
insurance, a permanent extension of the refundable credits mentioned above, a one-year extension of the
Making Work Pay tax credit, and a two-year jobs credit modeled on the credit in the Hiring Incentives to
Restore Employment Act enacted in March of 2010, costing $345 billion in fiscal 2011-2015. This is labeled the
"expanded UI scenario."

• A permanent extension of the upper-income tax cuts costing $694 billion in fiscal 2011-2015, but no extension of
UI or refundable tax credits. This is labeled the "permanent HI tax cut scenario."

Compared with the permanent HI tax cut scenario, the expanded UI scenario:

• Raises real GDP 0.9% in 2011, 0.6% in 2012, and 0.3% in 2013; GDP remains higher through 2020.
• Raises payroll employment by 1.2 million jobs in 2011, 840,000 jobs in 2012, and 430,000 jobs in 2013, leading

to a cumulative 3.3 million job-years added in 2010-2020.
• Lowers the unemployment rate by 0.9 of a percentage point in 2011, 0.7 of a percentage point in 2012, and 0.3

of a percentage point in 2013, reducing unemployment by 2.5 percentage point-years from 2010 to 2015.
• Adds $441 billion less to the budget deficit in fiscal years 2010 through 2020, taking into account the effect of

stronger growth on the deficit.
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Other scenarios can and should be considered, and the Moody's Analytics model is available to policymakers for this
purpose.

Critical juncture

The U.S. recovery is at a critical juncture. Much progress has been made toward correcting the problems that sparked
financial panic and led to the Great Recession. The banking system is much better capitalized, household deleveraging
is well under way, and corporate America is very profitable. Yet businesses remain reluctant to hire and job growth
is insufficient to reduce the unemployment rate. Until the jobless rate is falling definitively, the recovery will not be
securely on track toward a self-sustaining expansion.

The nation’s fiscal challenges are very serious, but they will become overwhelming if the recovery does not gain
traction. The Federal Reserve, Congress, and the administration must remain aggressive in their policy support until
that happens.
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