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Executive Summary

The current economic downturn follows the weakest recovery on record, making pros-
pects for a consumer-led recovery unlikely. Families are more financially constrained
than at the beginning of any prior downturn as they face rising unemployment, high
prices, dwindling assets, historically high debt, and real incomes that are lower than
they were over eight years ago. The weakness of household finances means that absent
aggressive government action, the current downturn could be particularly long-lasting
and severe.

Consumer spending is already declining sharply. Falling household spending — which
makes up nearly three-quarters of Gross Domestic Product — means businesses have
limited incentives to invest. Declining consumer spending and business investment,
combined with the decline in housing prices, will continue to drag down domestic de-
mand for goods and services, leading to further job losses and still greater declines in
family income and spending.

Families have not yet recovered from the previous recession and now the country faces
a severe financial crisis that is spreading throughout the broader economy. The 10 indi-
cators below demonstrate the weakness in the household sector:

1. Measured by wage gains and job growth, the 2000s economic recovery was the
weakest in generations.

2. The 2000s economic recovery was the first since World War II where the typical
family saw net income losses.

3. In the face of income losses, families sustained consumption through borrowing
and the ratio of household debt to disposable income soared.

4. Families are now spending a historically high share of their income on debt pay-
ments.

5. As home prices fall, family net worth is plunging to its lowest levels in two dec-
ades.

6. Families have little or no savings “cushion” to maintain living standards in the face
of unemployment or falling real income.

7. Families own a smaller share of their home than at any time since World War II,
cutting off the opportunity to use home equity loans as a source of “income”.

8. Women’s earnings will not be able to cushion families as they have in prior reces-
sions, because women’s unemployment is already at recessionary levels.

9. Falling real wages and limited savings have already combined to drag down con-
sumer spending.

10. Investment in residential housing usually boosts consumption after a recession, but
given the record-high backlog of homes for sale and the continued credit squeeze,
this is not likely to happen soon.

These indicators show that the combination of high debt loads, declining income, and
rising unemployment will make it difficult for households to sustain consumer spending
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at current levels, let alone increase their spending enough to spur economic growth.
This cycle, in which lower spending leads to business cutbacks and job losses, which
then lowers spending further, is the textbook process, which drives prolonged economic
recessions.

Increased business investment in response to export demand is also unlikely to spur
economic growth in the near term. Export demand was high in recent quarters, but has
still not been sufficient to avert slowing growth. As the economic slowdown spreads
globally, such export demand may not continue. In addition, export success depends on
a continued low valuation of the dollar.

In order to shorten the duration of a downturn and reduce its magnitude, it is important
that government step in and break the current cycle with a temporary fiscal stimulus
designed to support economic activity and household well-being while also laying the
groundwork for further economic growth.

In January 2008, Congress passed and the President signed the Economic Stimulus Act,
which injected over $150 billion dollars into the economy. In the spring of 2008, Con-
gress extended benefits for the long-term unemployed. These policy actions have had
their intended effect by temporarily boosting spending, but employment declines have
continued and the financial crisis has spilled over into the broader economy.

Given current economic circumstances, infrastructure investment, aid to the states or
other direct spending is likely to deliver far more effective stimulus than alternatives
such as cuts in business taxes." Over half of the states are projecting budget shortfalls
for fiscal year 2009 and this will lead not only to cutbacks in necessary services, but
likely higher unemployment as well. Rebuilding and modernizing America’s aging in-
frastructure will strengthen our economy and help create good jobs at good wages.

Families are in a weak economic position and businesses can see clearly that consumers
will not be able to increase their spending until their incomes recover. Lowering corpo-
rate taxes will not address the fundamental problem: businesses will not have an incen-
tive to invest in products for the U.S. market until family economic circumstances im-
prove. Lowering capital gains taxes will likely have no effect on investment since very
few are seeing any gains right now.

The combination of pre-existing economic weakness and the current problems in the
financial sector makes additional fiscal stimulus through government investment and
support for families vital to keep the economy moving. As economic growth and busi-
ness hiring slows due to the credit crunch, families have fewer financial resources than
ever before to weather a downturn. This means prospects for a consumer-led recovery
are bleak, and government stimulus will be important both in promoting economic re-
covery and sustaining living standards for the middle class.
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Introduction

While the nation’s attention has been focused on the growing financial crisis, the broader economy has been show-
ing signs of recession.” U.S. consumers largely make the economy grow, but families are responding to the current
economic difficulties by curtailing their spending. Preliminary data show that real consumer spending declined or
stagnated over the summer months: personal consumption fell by % percent in June, ‘2 percent in July and no
growth in August. Retail sales have also fallen sharply over the past few months, as export growth has stalled.
Since consumer spending makes up over 71 percent of U.S. Gross Domestic Product, these data indicate that the
third quarter GDP will likely will show faltering overall economic performance.

The combination of sustained job losses, falling home prices, and record levels of household debt mean that con-
sumer spending — the largest single source of demand — is unlikely to sustain robust economic growth in the fore-
seeable future. In addition, state and local governments are feeling pressures to cut spending and businesses are
unlikely to make major investments in the face of declining consumer demand and difficulty obtaining credit.

If consumption cannot rise because of the constraints faced by households, then there are three places to look to
increase economic growth: increased business investment, increased exports, or more government spending. It
appears unlikely that businesses will take up the slack. Demand drives business investment; so long as it remains
weak, investment in housing, durable goods, or equipment is unlikely to respond strongly to lower interest rate or
to business tax cuts -- unless government takes up the slack by ordering more goods directly. In addition, the com-
bined impact of the financial crisis and associated equity losses are likely to reduce the ability of businesses to
raise investment capital — stock market declines have created over 6.2 trillion dollars in equity losses over the last
year.

Exports have been the one recent bright spot in the economy, but they are also not likely to solve our growth prob-
lem in the months to come. While exports were up sharply in the second quarter of 2008, further export growth
depends on a continued low valuation for the dollar and strong consumer demand in other nations. There is no
guarantee that the dollar will remain low and, since other advanced economies are beginning to suffer economic
slowdowns, export-led growth may not continue.

Economic research demonstrates that downturns coinciding with sharp house price declines or with problems in
the banking sector tend to be significantly longer and deeper than other types of recessions.’ During serious down-
turns, private sector investment and household consumption decline, leaving government spending as a crucial
support for the economy. In addition, lengthy downturns greatly reduce the chance that government fiscal stimulus
will be “mistimed”, taking effect after the economy has begun to recover on its own.* There is a growing consen-
sus that additional economic stimulus is necessary and many prominent economists have recently announced their
support for a sizeable package.’

Consumption Drives the U.S. Economy

Consumption is by far the largest element of the U.S. economy, which is why the lack of
resources available to U.S. households poses significant problems. U.S. consumer spend-
ing (consumption) makes up 71 percent of GDP. There are three other elements of GDP:
U.S. businesses investment (14 percent), net U.S. government spending (20 percent), and
the net difference between how much we export abroad compared to how much we import
(-5 percent — meaning that we import more than we export).® If U.S. consumers are highly
constrained — and especially if they are not willing or able to buy a new home, as they are
now — then businesses, other countries (through buying our exports), or government must
increase their spending to keep the economy moving. However, because these three ele-
ments make up a smaller share of the overall economy, they have to grow much more than
usual to make up for weak consumer spending. For example, if, as was the case in July,
U.S. consumers buy 0.4 percent less than they did the prior month, then to prevent GDP
from falling, the three other components would have to rise by more than twice as much
(at least 1 percent) just to make up for the decline in consumption.
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Concerns have been voiced that the Bush administration’s $700 billion financial rescue plan will constrain the gov-
ernment’s ability to boost spending, but the rescue package should not constrain fiscal policy at this time. The res-
cue package Congress passed in September is aimed at unfreezing credit markets while insulating America's work-
ing families from the financial crisis by making investments that may eventually generate positive returns. For ex-
ample, the Treasury now plans to invest $250 billion in U.S. banks in exchange for equity shares, so that taxpayers
will see at least some return on their investment. As former Treasury Secretary Lawrence Summers wrote recently,
“for the near term, government should do more, not less .... The case for fiscal stimulus — policy actions that in-
crease short-term deficits — is stronger that any time in my professional lifetime.””

Today’s economic difficulties are happening after the weakest economic recovery in the post-World War II period.
Indeed, real family incomes are still lower than they were 8 years ago. As this economic downturn deepens, fami-
lies have a limited ability to maintain their living standards in the face of falling wages or job losses because the
weak recovery of the 2000s has left them with little to fall back on. Household incomes never recovered to their
pre-recession peak, so families took on more debt to maintain their standard of living.

In the recession of the early 2000s, home prices were rising and households had easy access to credit so they re-
sponded to falling real incomes by taking out billions of dollars in home equity and credit card debt. This borrow-
ing helped to keep the economy moving (although at a relatively low rate) and helped pull the economy out of re-
cession. Falling home values and rising debt have driven family balance sheets to their worst condition in decades,
and banks are now curtailing access to credit.

As the ten charts in this paper show, the deterioration of family economic circumstances makes a consumer-led
recovery unlikely.
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10 Reasons Why U.S. Households Will Not Be Able to Revive the Economy

1.

Measured by wage gains and job growth, the 2000s economic recovery was the weakest in generations
(Figure 1). The 2000s economic recovery created an average of 102,000 jobs each month, less than half as
many as during the 1990s expansion, when the economy generated an average of 205,000 jobs each month, or
the 1980s expansion, when the economy generated an average of 234,000 jobs each month.

Lackluster wage growth ac- Figure 1. 2000s Economic Recovery Brought
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The 2000s economic recovery was the first since World War II where the typical household saw a net
loss of income (Figure 2). Families are starting this downturn with less income than they would have if the
2000s recovery had provided them with real income gains. Real household incomes were $324 lower in 2007
(the last year for which we have data) than they were in 2000. For “working age” households (those headed by
someone under 65), real

Figure 2. Historically Unprecedented Fall in Household Income household incomes fell
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Source: U.S. Census Bureau, Income, Poverty, and Health Insurance Coverage in the United States: 2007, Table Al.
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In the face of income losses, families maintained their living standards by borrowing and the ratio of
household debt to disposable income soared (Figure 3). The 2000s economic recovery saw significantly
greater growth in household borrowing than previous economic cycles and this growth has accelerated in re-
cent years. There are many theories on the causes of this growth;'® however, the desire to maintain living stan-
dards in the face of declining income likely played a key role. The increase in borrowing has left households
with considerably larger debt loads than in the past.'' Today, U.S. household debt is over 1.3 times the total
amount of disposable income households receive in a year.

Figure 3: Household Debt Soars

Household Debt as Percent of Disposable Personal Income At Recent Cyclical Peaks

150%

95.8%

Recovery ending in 1989 Recovery ending in 2000 Recovery ending in 2007

Source: JEC staff calculations based on data from Federal Reserve and the Bureau of Economic Analysis.

Families are now spending a historically high share of their income on debt payments (Figure 4). House-
hold debt service ratios have reached historic highs as a percentage of personal income, even though real inter-
est rates reached record lows during the early part of this decade. The Federal Reserve estimates that a typical
household pays over 2 percent more of its income in interest payments today than it did ten years ago. That
increase represents $1,100 a year in additional interest payments for the typical U.S. household."?

Figure 4: Households Are Spending A Record

Share of Income on Debt Payments
Household Debt Service Ratio, 1980-2008
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Sources: Federal Reserve Board, Bureau of Economic Analysis, and the National Bureau of Economic Research.
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5. As home prices fall, household net worth is plunging (Figure 5). Rising real estate prices peaked in July
2006. Since that time, housing prices have declined almost 20 percent and economists forecast them to fall
further."® This house price decline has already caused a decline in household net worth and this is likely to fall
even further as home values continue to decline. The Center for Economic and Policy Research has estimated
household net worth for 2009 based on the declines in home values that have already happened and the con-
servative assumption is that housing prices fall by only an additional 10 percent between mid-2008 and mid
2009. Based on this conservative estimate of housing price declines, the study finds that by 2009, real median
household net worth will drop to its lowest levels in twenty years."*

Figure 5: Home Prices Falling Rapidly

Case-Shiller 20-City Composite Home Price Index
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Source: Standard & Poors.

6. Families have little or no savings “cushion” to maintain living standards in the face of unemployment or
falling real income (Figure 6). The national savings rate was near historic lows in 2007, at one-half of one
percent.”” Low savings means that many families will be unable to dip into reserve funds as incomes fall or
they lose a job. The Center for American Progress has recently used Federal Reserve data to estimate the num-
ber of households who have a three-month “cushion” of savings to cover an unemployment spell or a medical
emergency. They find that in 2007, less than 30 percent of families have such a reserve fund available, down
from over 40 percent a decade ago.'®

Figure 6: Fewer Families Have Savings "Cushion"
Percent of Families with 3+ Months of Income In Financial Wealth, 1989-2007
45%

40.3% in 1997

29.4%in 2007

20%
1989 1991 1993 1995 1997 1999 2001 2003 2005 2007

Source: Center for American Progress, 2008. Simulation based on Federal Reserve data.
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Families own a smaller share of their home than at any time since World War II (Figure 7). Current lev-
els of homeowner’s share of equity are the lowest ever recorded: the average homeowner owns less than half
of his or her home. The decline in home equity is due to two factors: first, record levels of home equity loans
taken out by families in the mid-2000s, and second, recent declines in housing values. The growth in housing
prices during the early 2000s allowed families to significantly increase home equity withdrawals. The Federal
Reserve estimates that by 2005 there were over $900 billion in home equity loans outstanding — a 124 percent
increase since 2000. The

same study found that the Figure 7: Homeowners' Share of Equity Hits All-Time Low
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Women’s earnings will not be able to cushion families as they have in prior recessions (Figure 8). In the
1970s, 1980s, and 1990s, family income growth was due in large part to the increase in women’s labor force
participation. Only families who have had a working wife have seen income growth since the early 1970s;
families with a stay-at-home wife have seen no growth in their inflation-adjusted family income. However, in
the 2000s, the share of women working stopped rising first, due to particularly devastating job losses suffered
during the 2001 recession and then compounded by slow employment growth during the economic recovery
thereafter.'® Since women
did not recover to their

underscores that families
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9.

10.

Falling real wages, little or no savings, and the inability to borrow have already dragged down con-
sumption (Figure 9). Rising unemployment and falling real wages, combined with little savings to dip into
and increased constraints on borrowing have pushed down consumption. Year over year growth in real per-
sonal consumption has
Figure 9: Consumption Growth Already At 16-Year Low fallen sharply in recent
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Investment in residential housing is unlikely to boost consumption, given record home inventory (Figure
10). Looking back on prior recessions, the cycle has typically been that home purchases fall during the reces-
sion, but that they help lead consumption as the economy moves out of the recession.'” Typically, this has
been because as the Federal Reserve lowers interest rates, mortgage rates fall so the price that consumers pay
to buy a home falls. This, in turn, spurs businesses to invest in new homes and durable goods, since people
tend to buy new appliances and furniture when they move into a new home. However, this is not likely to be
the case this time around. The third quarter of 2008 saw a record-high backlog of new homes for sale —10.7
months — and it will be quite some time before that backlog is sold and there are incentives to invest in home
construction. Already, residential investment is at lows typically only seen during recessions: in August 2008,
residential construction hit a 17-year low.”” Given the record-high backlog of homes for sale, it is likely to fall
further before it recovers, dragging down economic growth.

Figure 10: Investment in Residential Housing Is

Unlikely to Boost Consumption
Private Residential Investment as a Share of Gross Domestic Product, 1979-2008
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Stemming the Current Downturn Will Require More Economic Stimulus

The combination of sustained job losses, falling home prices, and record levels of household debt mean that con-
sumer spending — the largest single source of demand — is unlikely to sustain robust economic growth in the fore-
seeable future. To the contrary, consumption weakness is likely to contribute to economic deterioration. In short,
the prospects for a consumer-led recovery are not encouraging, making it crucial that Congress and the President
take additional measures to shore up the economy.

As employers continue to shed jobs and real wages fall to a seven-year low”', families are increasingly limited in
their ability to draw down assets or rely on debt because of the credit squeeze and falling home values. During the
early 1990s and early 2000s recessions, families who saw falling incomes or lost their jobs were able to borrow to
maintain their consumption or dip into their savings. However, because family balance sheets are in their weakest
position in decades, this will not be possible for millions of families this time around.

If unemployment continues to rise, family’s resources are likely to continue to decline as higher unemployment
leads to declining real wages and incomes. Researchers estimate that in a mild-to-moderate downturn, families
could lose just over $2,000 per year by 2010, but in the case of a more severe recession, families could see income
losses of $3,750 per year by 2011.%2 However, unlike during most downturns, this income hit will occur when fam-
ily balance sheets are already in their weakest position in decades.

The weakness of household finances means that this recession could be particularly long lasting and severe, with-
out swift government action to keep the economy moving: it is the fastest way to increase economic growth, pro-
mote job creation and support families in the short- to near-term.

Congress has already considered a new stimulus package. On September 26™, the House passed an economic
stimulus package that included infrastructure investment, extended unemployment benefits for the long-term un-
employed in high unemployment states, Food Stamp assistance, and funding for states to continue their Medicaid
programs. On October 3, the House voted to extend unemployment benefits to unemployed workers in high unem-
ployment states. These efforts have stalled because the President has threatened a veto and Senate Republicans
have blocked them.

A temporary fiscal stimulus designed to support economic activity and household well-being, will lessen the sever-
ity of the downturn and shorten its duration, while laying the groundwork for future economic growth.

10
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