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Executive Summary

The current economic expansion is remarkably resilient, sustained and has set longevity records. One of the
remarkable features of the expansion is the simultaneous achievement of low rates of inflation and unemployment
together with relatively robust rates of economic growth.

A key reason for the durability of the expansion owes to the maintenance of macroeconomic policies promoting
long-run efficiency and growth without inflation. Appropriate macroeconomic policies evolved from the gradual
recognition that monetary and fiscal policies should be directed at different and independent objectives; monetary
policy should focus on achieving price stability whereas fiscal policy should focus on open market, growth-
promoting tax and spending restraint policies encouraging entrepreneurial activity (i.e., policies promoting aggregate
supply).

More specific reasons for the economy’s remarkable sustainability all promote growth without inflation and
include the following:

« The growth-enhancing effects of a gradual, credible anti-inflationary Federal Reserve monetary policy.

« The growth-promoting effects of credible government spending restraint.

« The long-term growth effects of an efficiency-promoting incentive structure embedded in the tax code.

» The effects on aggregate supply and capacity of substantial investment in equipment as well as in

productivity-enhancing new technologies.

« The specialization and efficiency-promoting effects of increased international integration and open markets

(globalization).

The Administration offers an alternative explanation. It contends that its 1993 policy of raising tax rates worked
to reduce budget deficits and interest rates and thus fostered sustained recovery. This view proves inadequate for a
number of reasons including the following:

« Raising taxes does not promote economic growth without inflation.

The current expansion began well before President Clinton's inauguration.

The budget deficit began contracting well before Clinton Administration policy could have been implemented.
The timing of interest rate movements contradicts the Administration's explanation.

The Clinton Administration's own economic projections were not consistent with its after-the-fact explanation.
The Clinton Administration provides an inaccurate explanation of the disappearance of budget deficits.

The prospects for continued expansion look favorable so long as appropriate macroeconomic policies are
maintained and no serious policy errors are made.
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INTRODUCTION

After briefly summarizing recent macroeconomic developments as well as the salient features of
the current expansion, this paper outlines the reasons for the expansion's sustainability. A key reason
for this remarkable longevity relates to the pursuit of appropriate macroeconomic policy, in particular,
to the maintenance or adoption of those policies promoting long-run efficiency and growth without
inflation. More specifically, proper policies evolved from the gradual recognition that monetary and
fiscal policies should be directed at different and independent objectives. Monetary policy should focus
on achieving price stability objectives by gradually reining in aggregate demand, whereas fiscal
strategies should be focused on open market, growth-promoting tax and spending-restraint policies
encouraging entrepreneurial activity: i.e., policies promoting aggregate supply.

More detailed reasons for the economy's remarkabl e sustainability include the following:

I The many growth-enhancing effects of a gradual and credible anti-inflationary monetary
policy.

I The growth-promoting effects of credible government spending restraint together with an

accompanying lessintrusive role of government in the economy.

The long-term growth effects of an efficiency-promoting incentive structure embedded in the

tax code, as epitomized by margina income tax rates that remain lower than those of the

1950s, 1960s, and 1970s.

The effects on aggregate supply and capacity of substantial investment in equipment as well as

in productivity-enhancing new technologies.

The specialization and efficiency-promoting effects of increased international integration and

open markets, or globalization.

These reasons for the expansion's remarkable sustainability have common elements. In particular,
they al foster economic growth while at the same time reducing pressures on price inflation; they all
promote growth without inflation.

In addition to explaining the sustainability of the U.S. expansion, the paper examines an aternative
"explanation.” In particular, the Administration's claim that its policies of raising tax rates to reduce the
budget deficit and interest rates brought about the current sustained recovery prove inadequate for a
number of reasons. Raising taxes, for example, does not promote economic growth without inflation.
The economic recovery began almost two years before Clinton was inaugurated and the budget deficit
began falling well before Administration policies could have been implemented. The timing of interest
rate movements is decidedly inconsistent with the Administration's arguments. In addition,
Administration officials as well as Democratic- controlled Congressional committees are on record
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recognizing the contractionary nature of such policy. Finally, the Administration provides an inaccurate
explanation of the disappearance of budget deficits.

CHARACTERISTICS OF THE CURRENT EXPANSION: THE RECORD, A
SUSTAINED RECOVERY

The current economic expansion is now Figure 1
. . . . . Real Gross Domestic Product
approaching its ninth birthday and is the SAAR, BILCn 19965
longest expansion on record. Furthermore, 9000 1 : : : — 2000

this sustained expansion is expected to
continue into the foreseeable future since few
obvious mgjor cyclical imbalances are evident s
that have disrupted earlier recoveries.*

Notably, this expansion followed the 1980s
expansion (see Figure 1), which isthe 6000
second longest peacetime expansions on
record (92 months). In short, the U.S. is
experiencing back-to-back thefirst and T e o o e o oo o Vo e T o o T o o
second longest peacetime expansions in

American history. And the brief, mild
recession that occurred between these
record-breaking expansions was exceptionally
short (8 months).
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For much of this recent expansion, _ U e
. Real Potential Gross Domestic Product {CBO}
GDP growth has exceeded conventional +Chansg : “Cherit
estimates of "potential” GDP growth as
calculated, for example, by the
Congressional Budget Office (CBO). (See
Figure 2.)
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While most private-sector GDP
components have shared in this expansion's
growth, afew sectors have made notable,
healthy contributions. Consumption, : : : : :
investment spending, and exports, for B B e L R R R R R
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Yin particular, factors such as inventory imbalances, corporate or bank bal ance sheet distortions, overbuilding in
the construction industry, resurgencies of inflation, or sharp interest rates increases are for the most part neither
evident nor expected.

2 The source for all graphs, unless otherwise stated, is Haver Analytics.
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Pace 3

example, have all been key, leading
sectors for most of this expansion,
generally growing at rates exceeding that
of aggregate GDP. Accompanying figures
show that both investment and exports
have grown as a percentage of GDP.
Investment in business equipment (and
information processing investment)
especially contributed to this advance.
(See Figure 3.) Inventory investment,
however, has been increasingly better
managed as evidenced by significantly
lower inventory/salesratios. This
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Figure 3

Real Gross Private Domestic Investment as a percentage of Real GDP
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development enhances the likelihood of
continued economic expansion since it Figure 4
minimizes the likelihood of important Real Exports as a percentage of Real GDP
inventory corrections. _ i
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thus the export sector's GDP sharehas ~ **® 100
steadily grown during this expansion. os T P " 975
(SeeFigure 4.) | i
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One sector that has not grown as o o5 TR FEAAA -
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federal government spending. The Figure 5
accompanyi ng chart shows that federal Federal Outlays as a Percentage of GDP
government spending as a percentage of . %, NSA _
GDP hasfallen continually during this 2325 23.25
sustained expansion. (See Figure 5.) 13 i
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Employment gains have also ] I
continued to mount during much of this  *® 2100
expansion. In fact, more than 21 million ] I
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payrolls since the recovery began in the 1050 1050
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payrolls since the recovery began in the

Figure 6
early 1990s.

— Civilian Unemployment Rate
SA, %

Nonaccelerating Inflation Rate of Unemployment {CBO} ===
%

The civilian unemployment rate
has fallen well below estimates of the
non-accelerating inflation rate of
unemployment (NAIRU) and to the 7
lowest rates since the early 1970s. (See
Figure 6.) 6-

Similarly, both the
employment/population ratio and the
labor participation rate have increased : . : ,
duri ng thiS expansion and remain C|OSG 4 ‘g‘l‘l‘g‘z‘l‘g‘B‘I‘g‘A‘I‘g‘s‘I‘9‘6‘I‘9‘7‘I‘9‘8‘I‘g‘g‘ 4
to their all-time highs. The high
employment-to-population ratio
indicates that a higher proportion of the
population has jobs now than in the past. The high participation rate means that more people are
participating in the labor force (i.e., either have jobs or are seeking work) now than in the past. Both
measures suggest that the labor market is tight relative to historical norms. In short, then, this expansion
has been characterized by significant increases in the inputs of both capital and labor.

Lower, More Stable I nflation

Another important characteristic of this expansion is the notable absence of inflationary pressures
that have often plagued previous recoveries.
Most broad-based measures of inflation

Figure 7
such as GDP deflators or the core — g
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behaved. (SeeFigure7.) R T
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