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ECONOMIC REPORT
OF THE PRESIDENT



ECONOMIC REPORT OF THE PRESIDENT

To the Congress of the United States:

Two years ago | took office determined to improve the lives of av-
erage American families. | proposed, and the Congress enacted, a
new economic strategy to restore the American dream. Two years
later, that strategy has begun to pay off.

Together we have created an environment in which America’s
private sector has been able to produce more than 5 million new
jobs. Manufacturing employment grew during each month of
1994—the first time that has happened since 1978. We have cut
the deficit in the Federal budget for 3 years running, we have kept
inflation in check, and, based on actions | have already taken, the
Federal bureaucracy will soon be the smallest it has been in more
than 3 decades. We have opened up more new trade opportunities
in just 2 years than in any similar period in a generation. And we
have embarked on a new partnership with American industry to
prepare the American people to compete and win in the new global
economy.

In short, America’s economic prospects have improved consider-
ably in the last 2 years. And the economy will continue to move for-
ward in 1995, with rising output, falling deficits, and increasing
employment. Today there is no country in the world with an econ-
omy as strong as ours, as full of opportunity, as full of hope.

Still, living standards for many Americans have not improved as
the economy has expanded. For the last 15 years, those Americans
with the most education and the greatest flexibility to seek new op-
portunities have seen their incomes grow. But the rest of our work
force have seen their incomes either stagnate or fall. An America
that, in our finest moments, has always grown together, now grows
apart.

I am resolved to keep the American dream alive in this new
economy. We must make it possible for the American people to in-
vest in the education of their children and in their own training
and skills. This is the essence of the New Covenant | have called
for—economic opportunity provided in return for people assuming
personal responsibility. This is the commitment my Administration
made to the American people 2 years ago, and it remains our com-
mitment to them today.



The Administration’s Economic Strategy

Our economic strategy has been straightforward. First, we have
pursued deficit reduction to increase the share of the Nation’s eco-
nomic resources available for private investment. At the same time
we have reoriented the government’'s public investment portfolio
with an eye toward preparing our people and our economy for the
21st century. We have cut yesterday's government to help solve to-
morrow's problems, shrinking departments, cutting unnecessary
regulations, and ending programs that have outlived their useful-
ness. We have also worked to expand trade and to boost American
sales to foreign markets, so that the American people can enjoy the
better jobs and higher wages that should result from their own
high-quality, high-productivity labor. Having fixed the fundamen-
tals, we are now proposing what | call the Middle Class Bill of
Rights, an effort to build on the progress we have made in control-
ling the deficit while providing tax relief that is focused on the peo-
ple who need it most.

Putting Our Own House in Order

The first task my Administration faced upon taking office in Jan-
uary 1993 was to put our own economic house in order. For more
than a decade, the Federal Government had spent much more than
it took in, borrowing the difference. As a consequence, by 1992 the
Federal deficit had increased to 4.9 percent of gross domestic prod-
uct—and our country had gone from being the world'’s largest credi-
tor Nation to being its largest debtor.

As a result of my Administration’s deficit reduction package,
passed and signed into law in August 1993, the deficit in fiscal
1994 was $50 billion lower than it had been the previous year. In
fact, it was about $100 billion lower than had been forecast before
our budget plan was enacted. Between fiscal 1993 and fiscal 1998,
our budget plan will reduce the deficit by $616 billion. Our fiscal
1996 budget proposal includes an additional $81 billion in deficit
reduction through fiscal 2000.

Preparing the American People to Compete and Win

As we were taking the necessary steps to restore fiscal discipline
to the Federal Government, we were also working to reorient the
government’s investment portfolio to prepare our people and our
economy for 21st-century competition.

Training and Education. In our new information-age economy,
learning must become a way of life. Learning begins in childhood,
and the opportunity to learn must be available to every American
child—that is why we have worked hard to expand Head Start.

With the enactment of Goals 2000 we have established world-
class standards for our Nation's schools. Through the School-to-



Work Opportunities Act we have created new partnerships with
schools and businesses to make sure that young people make a suc-
cessful transition to the world of work. We have also dramatically
reformed the college loan program. Americans who aspire to a col-
lege degree need no longer fear that taking out a student loan will
one day leave them overburdened by debt.

Finally, we are proposing to take the billions of dollars that the
government now spends on dozens of training programs and make
that money directly available to working Americans. We want to
leave it up to them to decide what new skills they need to learn—
and when—to get a new or better job.

New Technology. Technological innovation is the engine driving
the new global economy. This Administration is committed to fos-
tering innovation in the private sector. We have reoriented the
Federal Government’s investment portfolio to support fundamental
science and industry-led technology partnerships, the rapid deploy-
ment and commercialization of civilian technologies, and funding
for technology infrastructure in transportation, communications,
and manufacturing.

A Middle Class Bill of Rights. Fifty years ago the GI Bill of
Rights helped transform an economy geared for war into one of the
most successful peacetime economies in history. Today, after a
peaceful resolution of the cold war, middle-class Americans have a
right to move into the 21st century with the same opportunity to
achieve the American dream.

People ought to be able to deduct the cost of education and train-
ing after high school from their taxable incomes. If a family makes
less than $120,000 a year, the tuition that family pays for college,
community college, graduate school, professional school, vocational
education, or worker training should be fully deductible, up to
$10,000 a year. If a family makes $75,000 a year or less, that fam-
ily should receive a tax cut, up to $500, for every child under the
age of 13. If a family makes less than $100,000 a year, that family
should be able to put $2,000 a year, tax free, into an individual re-
tirement account from which it can withdraw, tax free, money to
pay for education, health care, a first home, or the care of an elder-
ly parent.

Expanding Opportunity at Home Through Free and Fair Trade

Our efforts to prepare the American people to compete and win
in the new global economy cannot succeed unless we succeed in ex-
panding trade and boosting exports of American products and serv-
ices to the rest of the world. That is why we have worked so hard
to create the global opportunities that will lead to more and better
jobs at home. We won the fight for the North American Free Trade
Agreement (NAFTA) and the Uruguay Round of the General Agree-
ment on Tariffs and Trade (GATT).



Our commitment to free and fair trade goes beyond NAFTA and
the GATT. Last December's Summit of the Americas set the stage
for open markets throughout the Western Hemisphere. The Asia-
Pacific Economic Cooperation (APEC) group is working to expand
investment and sales opportunities in the Far East. We firmly be-
lieve that economic expansion and a rising standard of living will
result in both regions, and the United States is well positioned
both economically and geographically to participate in those bene-
fits.

This Administration has also worked to promote American prod-
ucts and services to overseas customers. When foreign government
contracts have been at stake, we have made sure that our export-
ers had an equal chance. Billions of dollars in new export sales
have been the result, from Latin America to Asia. And these sales
have created and safeguarded tens of thousands of American jobs.

Health Care and Welfare Reform: The Unfinished Agenda

In this era of rapid change, Americans must be able to embrace
new economic opportunities without sacrificing their personal eco-
nomic security. My Administration remains committed to providing
health insurance coverage for every American and containing
health care costs for families, businesses, and governments. The
Congress can and should take the first steps toward achieving
these goals. | have asked the Congress to work with me to reform
the health insurance market, to make coverage affordable for and
available to children, to help workers who lose their jobs keep their
health insurance, to level the playing field for the self-employed by
giving them the same tax treatment as other businesses, and to
help families provide long-term care for a sick parent or a disabled
child. We simply must make health care coverage more secure and
more affordable for America’s working families and their children.

This should also be the year that we work together to end wel-
fare as we know it. We have already helped to boost the earning
power of 15 million low-income families who work by expanding the
earned income tax credit. With a more robust economy, many more
American families should also be able to escape dependence on wel-
fare. Indeed, we want to make sure that people can move from wel-
fare to work by giving them the tools they need to return to the
economic mainstream. Reform must include steps to prevent the
conditions that lead to welfare dependency, such as teen pregnancy
and poor education, while also helping low-income parents find jobs
with wages high enough to lift their families out of poverty. At the
same time, we must ensure that welfare reform does not increase
the Federal deficit, and that the States retain the flexibility they
need to experiment with innovative programs that aim to increase
self-sufficiency. But we must also ensure that our reform does not



punish people for being poor and does not punish children for the
mistakes of their parents.

Reinventing Government

Taking power away from Federal bureaucracies and giving it
back to communities and individuals is something everyone should
be able to support. We need to get government closer to the people
it is meant to serve. But as we continue to reinvent the Federal
Government by cutting regulations and departments, and moving
programs to the States and communities where citizens in the pri-
vate sector can do a better job, let us not overlook the benefits that
have come from national action in the national interest: safer foods
for our families, safer toys for our children, safer nursing homes for
our elderly parents, safer cars and highways, and safer workplaces,
cleaner air and cleaner water. We can provide more flexibility to
the States while continuing to protect the national interest and to
give relief where it is needed.

The New Covenant approach to governing unites us behind a
common vision of what is best for our country. It seeks to shift re-
sources and decisionmaking from bureaucrats to citizens, injecting
choice and competition and individual responsibility into national
policy. In the second round of reinventing government, we propose
to cut $130 billion in spending by streamlining departments, ex-
tending our freeze on domestic spending, cutting 60 public housing
programs down to 3, and getting rid of over 100 programs we do
not need. Our job here is to expand opportunity, not bureaucracy—
to empower people to make the most of their own lives. Govern-
ment should be leaner, not meaner.

The Economic Outlook

As 1995 begins, our economy is in many ways as strong as it has
ever been. Growth in 1994 was robust, powered by strong invest-
ment spending, and the unemployment rate fell by more than a full
percentage point. Exports soared, consumer confidence rebounded,
and Federal discretionary spending as a percentage of gross domes-
tic product hit a 30-year low. Consumer spending should remain
healthy and investment spending will remain strong through 1995.
The Administration forecasts that the economy will continue to
grow in 1995 and that we will remain on track to create 8 million
jobs over 4 years.

We know, nevertheless, that there is a lot more to be done. More
than half the adult work force in America is working harder today
for lower wages than they were making 10 years ago. Millions of
Americans worry about their health insurance and whether their
retirement is still secure. While maintaining our momentum to-
ward deficit reduction, increased exports, essential public invest-
ments, and a government that works better and costs less, we are



committed to providing tax relief for the middle-class Americans
who need it the most, for the investments they most need to make.

We live in an increasingly global economy in which people, prod-
ucts, ideas, and money travel across national borders at lightning
speed. During the last 2 years, we have worked hard to help our
workers take advantage of this new economy. We have worked to
put our own economic house in order, to expand opportunities for
education and training, and to expand the frontiers of free and fair
trade. Our goal is to create an economy in which all Americans
have a chance to develop their talents, have access to better jobs
and higher incomes, and have the capacity to build the kind of life
for themselves and their children that is the heart of the American

dream.

THE WHITE HOUSE
FEBRUARY 13, 1995
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CHAPTER 1

Implementing a National Economic
Strategy

BY MOST STANDARD MACROECONOMIC INDICATORS, the
performance of the U.S. economy in 1994 was, in a word, outstand-
ing. The economy has not enjoyed such a healthy expansion of
strong growth and modest inflation in more than a generation.

Growth in 1994 was robust, fueled by strong investment spend-
ing. Nonfarm payroll employment grew by 3.5 million jobs, the
largest annual increase in a decade, and the unemployment rate
fell by more than a full percentage point, to 5.4 percent. Buoyed by
improving job prospects and growing incomes, consumer sentiment
hit a 5-year high, and retail sales expanded at their fastest pace
in a decade. Yet despite growing demand both at home and abroad,
inflation remained modest and stable. The core rate of consumer
price inflation (which removes the effects of volatile food and en-
ergy prices) registered its smallest increase in 28 years. And the
Federal deficit declined by more than $50 billion, as the ratio of
Federal discretionary spending to gross domestic product (GDP) fell
to its lowest level in 30 years.

The economy’s performance in 1994 is even more remarkable
when viewed against the backdrop of the economic challenges con-
fronting the Nation around the time this Administration took of-
fice. Then the economy seemed mired in a slow and erratic recovery
from the 1990-91 recession, business and consumer confidence was
low, and the unemployment rate was over 7 percent. Between 1989
and 1992 the Federal deficit had jumped by $137.9 billion, to 4.9
percent of GDP, and even larger deficits were looming on the hori-
zon. To make matters worse, the problems of anemic recovery and
mounting deficits were superimposed on some disturbing long-term
trends: a 20-year slowdown in productivity growth, a 20-year stag-
nation in real median family incomes, and a 20-year decline in real
compensation levels for many American workers. For an increasing
number of these workers and their families, the dream of rising in-
comes and prosperity appeared to be fading away under the pres-
sures of rapid technological shifts and a changing global economy.

This Administration moved quickly and decisively to improve the
economic situation, and the turnaround in macroeconomic perform-
ance has been dramatic. The deficit has declined sharply, the econ-
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omy has grown at a more rapid and even pace, and more and more
Americans are participating in the Nation’'s economic expansion. At
the same time, the Administration has acted to help reverse the
long-term trends that continue to depress the incomes of many
Americans. That, however, will take time: problems that were 20
years in the making cannot be solved in the course of 2 years. But
the Administration’s economic policies have begun to move the Na-
tion in the direction necessary to again place the American dream
within the grasp of all Americans.

This chapter describes the Administration’s strategy for reviving
economic growth and job creation, preparing American workers for
the challenges and opportunities of changing technology and a glob-
al economy, opening foreign markets, and restructuring the Federal
Government for greater efficiency and effectiveness. The chapter
also provides an overview of three major policy initiatives—middle-
class tax relief, welfare reform, and health care reform—that the
Administration plans for the coming year. The remaining chapters
of this Report examine both the accomplishments of the past year
and the outlook for the future in greater detail.

THE ADMINISTRATION'S ECONOMIC STRATEGY: A
MIDTERM REPORT

This Administration entered office at a time of sluggish economic
recovery, mounting fiscal deficits, disappointing income growth,
and growing income inequality and poverty. The first challenge was
to get the Nation’'s fiscal house in order after more than a decade
of fiscal profligacy. One of the most fundamental lessons of eco-
nomic history is that sustained economic expansion depends on
sound fiscal foundations. Therefore the linchpin of the Administra-
tion’s economic strategy was and remains a deficit reduction plan
that is balanced and gradual, yet large enough to be credible and
to have a significant and sustained effect on the course of the defi-
cit over time.

A second defining component of the strategy is a set of policies
to help American workers and businesses realize the opportunities
that flow from rapid changes in technology and an increasingly
global economy. The common theme of these policies is investment,
public and private: on the public side, a shift in government spend-
ing away from current consumption and toward investment in chil-
dren, education and training, science and technology, and infra-
structure; on the private side, tax incentives to encourage invest-
ment by businesses and individuals in physical, scientific, and
human resources. A logical implication of these policies is that gov-
ernment must not only spend less—it must also spend better, by
focusing more of its resources on the Nation’s future.
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A third component of the Administration’s economic strategy is
tax relief for working families who have seen their incomes stag-
nate or decline over the past 15 to 20 years. The dimensions of the
family income problem are compelling. The real median family in-
come in 1993, the last year for which complete data are available,
was virtually unchanged from what it had been in 1973, despite
the fact that during the intervening 20 years real output had in-
creased by 57 percent.

The stagnation of real median family income has been accom-
panied by an equally disturbing trend of increasing income inequal-
ity. In contrast to the years from 1950 to 1973, when average real
family incomes increased across the entire income distribution, be-
tween 1973 and 1993 the share of total family income declined for
the lower 80 percent of the income distribution (Chart 1-1). Mean-
while, at the bottom of the income distribution, the number of
Americans living in poverty hit a 30-year high in 1993 of 39.3 mil-
lion, 40 percent of them children.

Chart 1-1 Share of Aggregate Family Income by Quintile
Between 1973 and 1993, the share of money income received by the 20 percent of families
with the highest incomes rose substantially. The shares for all other quintilesfell.
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Although not all of the forces behind the rise in income inequal-
ity are understood, most economists agree that changes in tech-
nology that have reduced the demand for workers with relatively
low levels of skill and education have played a major role. This in-
sight lies behind the Administration’s efforts to help Americans at-
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tain the skills and training they need for today’s high-paying jobs
through changes in both government spending priorities and tax
policies.

The Administration’s first response to the dwindling income pros-
pects of many working Americans took the form of a substantial ex-
pansion of the earned income tax credit (EITC). The EITC expan-
sion, included in the Omnibus Budget Reconciliation Act of 1993
(OBRA93), increased the after-tax incomes of over 15 million Amer-
ican workers and their families. The EITC is a refundable tax cred-
it that provides a bonus to eligible low-income workers—a bonus
that can amount to over $3,000 a year for a family with two chil-
dren. Through the EITC these workers may realize after-tax in-
comes well in excess of their wages.

At the end of 1994 the President proposed a package of addi-
tional tax cuts that will extend tax relief to middle-class American
families, to help them meet the costs of raising their children, ac-
quire more education and training, and save for a variety of pur-
poses. These proposed tax cuts reflect the much-improved outlook
for the fiscal deficit, which allows the President to deliver on his
campaign promise of tax relief for the middle class.

The Federal Government, too, must respond to the demands of
economic change. That is why a fourth component of the Adminis-
tration’s economic strategy is to reinvent the Federal Government
itself, so that it works better, costs less, and sheds functions that
are no longer needed in today’s economy or are better performed
by either State and local governments or the private sector. The
savings that can be realized by eliminating some existing programs
and rationalizing and improving others are essential to achieving
the goals of deficit reduction, tax relief to working families, and a
shift in the balance of Federal spending toward more investment.

Finally, the Administration has linked its ambitious domestic
economic strategy to an equally ambitious foreign economic strat-
egy based on promoting global trade liberalization. During the last
decade trade has become an increasingly important source of high-
wage jobs for American workers. Recognizing this reality, the Ad-
ministration has wedded policies to make Americans more produc-
tive with policies to improve their access to expanding inter-
national markets on more equitable terms.

TOWARD FULL EMPLOYMENT WITH FISCAL
RESPONSIBILITY

In early 1993, the Administration faced the challenge of ensuring
that the economic recovery from the 1990-91 recession would gain
strength and return the economy to full utilization of its resources.
At the same time it was vital that this be accomplished in a sound
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and balanced way, to avoid an acceleration of inflationary pres-
sures. As the preceding discussion indicates and as Chapter 2 de-
lineates in greater detail, this challenge was met in 1994.

In part as a result of the Administration’s 1993 budget package,
the Nation’s fiscal environment today is sounder than it was during
the preceding 14 years. Federal Government purchases of goods
and services declined in real terms, and the Federal deficit in fiscal
1994 was more than $50 billion lower than in fiscal 1993 and about
$100 billion lower than what had been forecast before the enact-
ment of OBRA93. Excluding interest payments on the debt in-
curred by previous Administrations, the Federal budget in fiscal
1994 was essentially balanced, and the Federal debt outstanding,
which had nearly quadrupled between 1981 and 1992, had begun
to stabilize relative to the size of the economy. Moreover, as Charts
1-2 and 1-3 indicate, the Administration’s deficit reduction meas-
ures—along with welcome slowdowns in projected medicare and
medicaid spending—have significantly improved the long-run defi-
cit and debt outlook.

Chart 1-2 shows the Federal deficit as a percentage of GDP for
fiscal 1993-98 as projected in April 1993, prior to the passage of
OBRAO93. The deficit was then expected to be around 5.0 percent
of GDP in 1993, falling to a low of 4.1 percent in 1996 before rising
again to 4.9 percent of GDP by 1998. The chart contrasts these
gloomy predictions with the actual deficits for 1993 and 1994 and
the projected deficits for 1995-2000 based on OBRA93, the Admin-
istration’s fiscal 1996 budget proposal, and its current economic
forecast. The actual deficit in 1993 was only 4.1 percent of GDP,
thanks to the stronger than expected economic recovery and lower
than expected interest rates. In 1994 the deficit fell to $203.2 bil-
lion, or 3.1 percent of GDP, and in 1998 it is slated to fall to 2.4
percent of GDP, the lowest level since 1979. Over the entire 1994—
2000 period the deficit is forecast to average about 2.5 percent of
GDP, well below the levels that would have been reached in the ab-
sence of OBRA93 and nearly 2 percentage points less than the
1982-93 average of 4.4 percent. Chart 1-3 shows that the debt-
GDP ratio is also expected to be stable through the end of the dec-
ade.

The effects of the Administration’s budget plan on economic per-
formance were in line with its predictions—and completely at odds
with the gloomy prognostications of its critics. A dramatic decline
in long-term interest rates in 1993, occasioned in part by market
expectations of a significant long-term reduction in government
borrowing needs, fostered strong growth in interest-sensitive in-
vestment and consumption spending. As business expectations im-
proved, new job creation picked up pace, and the growth in incomes
in turn reinforced consumer spending, creating the kind of virtuous
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Chart 1-2 Federal Budget Deficits With and Without Deficit Reduction
Budget deficits would have remained quite large relative to the size of the economy without
deficit reduction initiatives. Instead, deficits have fallen sharply.
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Chart 1-3 Publicly Held Federal Debt With and Without Deficit Reduction
Federal indebtedness as a percent of GDP is expected to remain approximately constant
through 2000 under OBRA93 and the Administration’s 1996 budget proposal.
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cycle of employment, income, and spending growth that is the hall-
mark of periods of robust expansion. The acceleration of growth
around the world, coupled with the Administration’s strong leader-
ship in expanding world trade, added to the momentum by encour-
aging American companies to invest in greater capacity to serve
growing global markets.

As the economy expanded, the Federal Reserve raised interest
rates several times, tightening the stance of monetary policy in an
effort to prevent inflation from accelerating. The increase in short-
term interest rates resulting from Federal Reserve actions was sub-
stantial. Long-term rates also increased significantly during the
year, and the flattening of the yield curve (which plots rates of in-
terest for debt of all maturities prevailing at a given time) that
most economic forecasters had predicted failed to materialize. Al-
though the causes of the rise in long-term rates continue to be de-
bated, the analysis in Chapter 2 suggests that it was largely the
result of a strong economy and reflected an increase in the demand
for capital, as businesses and households increased their borrowing
to invest in durable goods and structures both at home and around
the world. Despite this increase, however, long-term interest rates
remained lower than they would have been if the government's vo-
racious borrowing needs had not been curbed by the enactment of
the Administration’s deficit reduction program.

ENHANCING THE ECONOMY'S LONG-RUN
GROWTH POTENTIAL

Chapter 3 analyzes the sources of long-term growth in the econ-
omy and confirms a simple but powerful proposition: the rate of
growth of productivity is the most important determinant of how
fast the economy can grow and how much living standards can rise
over time. What happens when productivity growth slows? Chart
1-4 shows that growth in both real compensation per hour and real
median family income slowed markedly in the early 1970s. This is
precisely the period when productivity growth also slowed, from an
annual average rate of 3.1 percent between 1947 and 1973 to an
average of just 1.1 percent in the two decades since. This slowdown
shows up not only in the economic statistics, but also in the lives
of many Americans who know that they are working harder for
less. (Productivity growth is measured here using fixed-weight
data. An alternative measure using chain-weighted data is pre-
sented in Chapter 3. See Box 3-1 for a more detailed discussion.
Although the two measures differ somewhat, both show a similar
post-1972 slowdown in productivity growth.)

Although economists do not completely understand all the deter-
minants of productivity growth, it is known that increases in phys-
ical, human, and technological capital play a key role. This insight
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Chart 1-4 Real Income, Productivity, and Compensation
Productivity, real income, and real hourly compensation all slowed markedly
around 1973.
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has shaped the Administration’s economic strategy from the begin-
ning. The link between real productivity growth and the rate of in-
vestment in the Nation’'s capital stock is straightforward: invest-
ment in physical capital and new technology equips workers with
more and better capital; workers so equipped are more productive.
Investment in skills and training also adds to productivity by al-
lowing workers to utilize physical capital more effectively. And
more-productive workers tend to earn higher real wages. Few prop-
ositions in economics are as well documented as these or command
as much support among professional economists, whatever their po-
litical persuasion.

DEFICIT REDUCTION AND INVESTMENT

A primary economic reason for reducing the Federal deficit is to
increase national saving, in the expectation that increased saving
will in turn increase national investment in physical capital (Box
1-1). As Chart 1-5 shows, investment rates and productivity
growth rates correlate highly across countries. National saving
rates and national investment rates also correlate highly across
countries, despite the increasing globalization of world financial
markets. The implication is that increased national saving should
be associated with increased productivity.
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Box 1-1.—The Economic Rationales for Deficit Reduction

Perhaps the most important reason for reducing the Federal
budget deficit is to increase national saving. A higher rate of
saving cuts the cost and increases the availability of capital for
private borrowers and reduces the need for the United States
to borrow from the rest of the world. The personal saving rate
in the United States has been too low to cover both private in-
vestment needs and the combined borrowing needs of all levels
of government. As a result, the Nation has borrowed massively
from the rest of the world, running a persistent surplus in its
international capital account. Since the capital and current ac-
counts must balance under floating exchange rates, the mirror
image of this capital account surplus has been an equally large
current account deficit.

Demographics are likely to exacerbate the problem of insuffi-
cient national saving in the first half of the next century. As
the U.S. population ages, the payment of federally sponsored
retirement and health benefits will place increasing burdens on
the budget. Absent an increase in private saving, larger gov-
ernment deficits will mean diminished resources for private in-
vestment and a further increase in borrowing from the rest of
the world. However, since many countries will be facing similar
demographic pressures, the United States is likely to find itself
competing with them for worldwide saving to cover its borrow-
ing needs.

A second reason for reducing the deficit is to reduce the debt
burden that the present generation will bequeath to future
generations. Gross Federal debt per capita—a debt that every
American is saddled with at birth—is approaching $20,000.
This legacy of debt is a real concern, yet it is important not to
overstate the problem or to use it as an excuse to skimp on
public investment. We also bequeath to future generations a
stock of physical capital—highways, airports, and the like—as
well as a stock of human capital and technological knowledge.
Because these add importantly to future generations’ produc-
tivity and well-being, these assets will somewhat reduce their
debt burden.

A third reason is that a large deficit hamstrings discre-
tionary fiscal policy as a tool of macroeconomic stabilization. In
the presence of a looming deficit, it is difficult for the Federal
Government to respond to cyclical slowdowns by cutting taxes
or increasing spending. A gradual policy of reducing deficits
can build a cushion in case the Federal Government needs to
engage in countercyclical fiscal policy sometime in the future.
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Chart 1-5 Investment and Productivity
There is a close correlation between investment rates and productivity growth
rates across industrialized countries.
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According to this reasoning, deficit reduction is not an end in it-
self but a means to the end of greater national investment and
higher living standards. This logic has three important corollaries.

First, bringing the Federal deficit down is only one step toward
a more productive and prosperous future. That is why, in addition
to measures to reduce the deficit, the Administration’s 1993 budget
package contained several new proposals to encourage private in-
vestment, including an increase in the amount of equipment that
small businesses may deduct immediately in computing their in-
come tax liability, a targeted reduction in capital gains tax rates
on long-term equity investments in certain small businesses, and
needed public investments. The President's 1996 budget plan
builds on these priorities, holding the line on the deficit, cutting
outdated government programs while investing in new and existing
ones, and offering a package of new middle-class tax incentives.

Second, squeezing worthwhile public investments out of the
budget is the wrong way to reduce the deficit. America needs more
of both public and private investment, not a swap of one for the
other. That is why the Administration seeks not only to constrain
total government spending but also to reorient it more toward the
future. Between fiscal 1993 and fiscal 1996, overall discretionary
government spending is expected to remain nearly unchanged in
nominal terms (and fall by more than 6 percent in real terms). At
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the same time, discretionary spending on the Administration’s pub-
lic investment programs in such vital areas as education and train-
ing, technology support, public health, and infrastructure increases
by over $24 billion. Over this short time period, investment pro-
grams will increase from 11.5 percent to 15.5 percent of total dis-
cretionary spending.

Third, because deficit reduction—whether accomplished through
increases in revenues or decreases in spending—has a direct
contractionary effect on aggregate spending, there are limits to the
amount of deficit reduction the economy can be expected to with-
stand within a short period without endangering economic growth.
Over the long run, deficit reduction makes room for additional pri-
vate investment, but in the short run it depresses aggregate de-
mand and as a result can actually depress private investment. If
long-term interest rates do not decline sufficiently fast and far to
replace the aggregate demand lost through deficit reduction, eco-
nomic growth will slow, and this will discourage private invest-
ment. The policy challenge is to bring the deficit down gradually
and credibly, so as to increase national saving and investment, but
not so rapidly as to threaten continued economic expansion. This
challenge was met in 1994, and the Administration’s economic fore-
cast indicates that it will continue to be met through the remainder
of this decade. The success to date in meeting this challenge is one
reason why the Administration opposes a balanced budget amend-
ment to the Constitution (Box 1-2).

INVESTING IN SKILLS AND EDUCATION

Education and training—investments in human capital—are a
wellspring of human progress, a basic foundation of the country’s
long-run growth potential and its long-run viability as a democracy,
and the ladder of opportunity for all of its citizens (Box 1-3). As
already noted and as analyzed in considerable detail in Chapter 5,
today’s high-paying job opportunities demand increasing levels of
education and training. In part as a result of rapid changes in tech-
nology and the global economy, the real average annual earnings
of male high school graduates declined by 15 percent between 1979
and 1992. In 1992 the annual average earnings of a male college
graduate were 64 percent higher than the average annual earnings
of a male high school graduate; in 1979 the difference had been
only 43 percent (Chart 1-6).

The Administration is embarked on an ambitious agenda to im-
prove the education and training prospects for all Americans, and
with support in the Congress it has achieved considerable success
on this agenda during the last 2 years. The Administration is com-
mitted to ensuring that at every stage of life—preschool, elemen-
tary school, secondary school, college, and in the work force—all
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Box 1-2.—The Shortcomings of a Balanced Budget Amendment

Continued progress on reducing the Federal budget deficit is
sound economics; a constitutional amendment requiring annual
balance of the Federal budget is not.

The fallacy in the logic of the balanced budget amendment
lies in the premise that the size of the Federal deficit is purely
the result of deliberate policy decisions. In reality, the pace of
economic activity also plays an important role. An economic
slowdown automatically depresses tax revenues and increases
government spending on such cyclically sensitive programs as
unemployment compensation and food stamps. As a result, the
deficit automatically worsens when the economy goes into re-
cessions, and these temporary increases in the deficit act as
“automatic stabilizers,” quickly offsetting some of the reduction
in the purchasing power of the private sector.

A balanced budget amendment would throw the automatic
stabilizers into reverse. The Congress would be required to
raise taxes or cut spending programs in the face of a recession,
to counteract temporary increases in the deficit. Rather than
moderate the normal ups and downs of the business cycle, fis-
cal policy would be forced to aggravate them.

Under a balanced budget amendment, monetary policy would
become the only tool available to stabilize the economy. But
there are several reasons why the Federal Reserve on its own
would not be able to moderate the business cycle as well as it
can in concert with the automatic fiscal stabilizers. First, mon-
etary policy affects the economy only indirectly and with long
lags, making it difficult to time the desired effects with preci-
sion. Second, the Fed could become handcuffed in the event of
a major recession, its scope for action limited by the fact that
it can push short-term interest rates no lower than zero, and
probably not even that low in practice. Third, the more aggres-
sive interest rate movements required to limit the cyclical vari-
ability of output and employment could actually increase the
volatility of financial markets—something the Fed would prob-
ably try to avoid.

The role that fiscal policy can play in smoothing fluctuations
in the business cycle is one of the great discoveries of modern
economics. Unfortunately, the huge deficits inherited from the
last decade have made discretionary changes in fiscal policy in
response to the business cycle all but impossible. A balanced
budget amendment would eliminate the automatic stabilizers
as well, thus completely removing fiscal policy from the macro-
economic policy arsenal.
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Box 1-3.—The Relationship Between Poverty, Education, and
Earnings

Our core democratic values affirm that each individual
should have the opportunity to reach his or her full potential,
regardless of race or the income or educational attainment of
his or her parents. Yet numerous studies confirm that our Na-
tion today is far from reaching this ideal. That shortfall im-
poses great costs both on individual Americans and on the
country as a whole.

A recent study by a group of economists chaired by a Nobel
laureate and commissioned by the Children’'s Defense Fund ex-
amined the effects of childhood poverty on an individual's fu-
ture living standards. The study concluded that childhood pov-
erty itself, as distinct from such factors as family structure,
race, and parental education, has a significant adverse effect
on both the educational attainment and the future wages of
the Nation’s poor children. The study found that children who
experience poverty between the ages of 6 and 15 years are two
to three times more likely than those who are never poor to be-
come high school dropouts. Using years of schooling as a pre-
dictor of future hourly wages, the study concluded that just 1
year of poverty for the 14.6 million children and their families
in poverty in 1992 costs the economy somewhere between $36
billion and $177 billion in reduced future productivity and em-
ployment.

Significantly, one of the studies that the group examined
concluded that each $1 reduction in monthly assistance
through the aid to families with dependent children (AFDC)
program may reduce future output by between $0.92 and $1.51
(in present value terms) solely by reducing the educational at-
tainment and future productivity of the children who are
AFDC's beneficiaries.

Americans have the opportunity to acquire the skills they need to
participate fully in today’s economy. Chapter 5 of this Report de-
scribes the major components of the Administration’s lifelong learn-
ing approach; we summarize them here.

Expanded support for Head Start—funding for which increased
by 45 percent between the fiscal 1993 and fiscal 1995 budgets—has
ensured that fewer disadvantaged children will have their opportu-
nities shut off even before they reach kindergarten. Goals 2000 has
put in place a national framework for school assessments to help
citizens throughout the country evaluate how well their local
schools are achieving basic educational goals. The School-to-Work
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Chart 1-6 Average Annual Earnings by Educational Attainment
The gap in earnings between college graduates and workers with less education has
widened among both men and women.
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transition program has provided support to States to develop part-
nerships between schools and businesses, to facilitate the process
of moving high school graduates into promising job opportunities or
further training and education.

Two innovative education programs developed by the Adminis-
tration during its first 2 years are AmeriCorps (the national service
program) and the income contingent student loan program. The
former provides Americans with the opportunity to participate in
community service projects while earning funds that can be used
to pay for college or other postsecondary education. The income
contingent student loan program both reduces the cost of student
loans, by making them directly available from the Federal Govern-
ment at more attractive rates than those offered by private sector
lenders, and makes loan repayment after college less burdensome
by allowing repayments to vary with the borrower’s postcollege in-
come. This program addresses one of the major capital market im-
perfections that discourages many Americans from attending col-
lege at a time when the returns to higher education have increased
dramatically.
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INVESTING IN SCIENCE AND TECHNOLOGY

As the analysis in Chapter 3 indicates, advances in scientific and
technological knowledge are another important determinant of
long-run productivity growth. Moreover, as the history of this and
other nations demonstrates, public investment has long played a
vital role in promoting scientific discovery and technological
change. At the heart of the dramatic improvements in agricultural
productivity in the United States over the last century have been
the research efforts conducted at federally supported land-grant
colleges and the rapid dissemination of their results to millions of
American farmers through the agricultural extension services sup-
ported by the Department of Agriculture. Similarly, Federal invest-
ments to promote research in public health, primarily through the
National Institutes of Health, have produced many commercially
successful new drugs, new treatment regimes, and innovative medi-
cal equipment, which are the foundations of America’s premier po-
sition in the global biotechnology and medical equipment indus-
tries.

Federally supported research during World War Il and the cold
war promoted or accelerated the development of many new tech-
nologies for defense purposes—such as jet engines, computers, and
advanced materials—that eventually found widespread success in
commercial markets. One of the most successful computer-based in-
novations created by the Defense Department and adopted by the
private sector is the Internet, which began life as ARPANET, a
geographically distributed computer communications system de-
signed to link researchers located at universities around the coun-
try. Today tens of millions of people around the world are commu-
nicating via the Internet for business, educational, and recreational
purposes.

Most Federal investments in science and technology support the
realization of a particular national mission—for example, increas-
ing national security or enhancing public health. But economists
have long recognized that there is a powerful rationale for Federal
support to increase the general level of scientific investigation and
technological innovation. Markets shape the behavior of private
participants through incentives, but individuals and companies
may invest too little in research and development (R&D), because
market incentives do not reflect the full value to society of such in-
vestment. Significant economic gains from scientific discovery and
technological innovation may remain unexploited because markets
alone cannot guarantee that the innovator will capture all or even
most of the economic returns to innovation. This is particularly
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true of basic research, which increases the store of fundamental
knowledge that underlies most technological innovation. But it is
also true of many generic technologies, the benefits of which flow
quickly and in some cases automatically beyond the laboratory or
the factory floor where they were invented.

Empirical research tends to support these analytical arguments.
As Chapter 3 documents, the estimated annual social rate of return
to R&D spending can be as high as 50 percent, much higher than
the average estimated private rate of return of 20 to 30 percent.

This Administration has built on the strong bipartisan tradition
of Federal support for basic research and technological innovation.
Even as overall discretionary spending has remained approxi-
mately constant in nominal terms, Federal spending on science and
technology in this Administration has edged upward. Moreover, as
Chapter 4 discusses in greater detail, the Administration has intro-
duced several policy innovations to enhance the efficiency of Fed-
eral R&D support and to refocus it in ways that reflect tighter
budgetary constraints, the new national security environment, and
changing market conditions in high-technology industries.

REINVENTING GOVERNMENT

Through the Vice President’s National Performance Review
(NPR), the Administration has, from its inception, taken on the dif-
ficult but critical task of reinventing government.

When an organization in the private sector becomes unresponsive
to customers, encumbered by inflexible internal rules, saddled with
ineffective management, or unwilling to buy inputs or produce
goods and services at lowest cost, it will lose customers to rivals
offering lower prices, superior products, or better service. If the
firm’s customers do not force an improvement in organizational be-
havior, its shareholders may replace senior management directly or
do so indirectly by selling the company, or the company may simply
go out of business.

Public sector organizations, on the other hand, often lack a clear
and indisputable bottom line for their performance and are not
subject to the same remorseless pressures that force private firms
to function efficiently. The Office of Management and Budget,
along with relevant congressional committees, attempts to monitor
organizational performance within the Federal Government. But
systematic and thoroughgoing organizational improvement of how
the government functions requires strong leadership and the com-
mitment of the most senior executive branch officials—as has been
provided in this Administration through the NPR.

The NPR analyzed the characteristics of successful organizations
in both the public and the private sector. Four principles emerged
from this analysis as key to success: cutting red tape, putting cus-
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tomers first, empowering employees to get results, and getting back
to basics, which in the context of the Federal Government means
producing a government that “works better and costs less.” To im-
plement these principles throughout the Federal Government, the
NPR has sought ways to decentralize decisionmaking power within
agencies, to give Federal workers the tools they need to do their
jobs and hold them accountable for results, to replace regulation
with incentives and market solutions, to expose Federal operations
to competition, to eliminate unnecessary or duplicative government
functions and rules, and to establish concrete measures of success,
one of which is customer satisfaction with government services.

Through the end of 1994 the Administration’s reinventing gov-
ernment reforms had reduced the Federal work force by about
100,000 employees, out of a total reduction of 272,000 planned by
1999, and essentially shredded the 10,000-page Federal personnel
manual. Other NPR initiatives—including procurement reform, one
of its notable successes, and the proposal to restructure the organi-
zation controlling the Nation's air traffic control system—are dis-
cussed in Chapter 4.

At the end of 1994 the Administration announced a second round
of NPR reforms, beginning with the restructuring of three cabinet
departments and two major government agencies. The reform plan
proposes to consolidate 60 existing programs in the Department of
Housing and Urban Development (HUD) into three performance-
based funds. This will enable HUD to focus its mission more sharp-
ly on promoting economic development for communities and facili-
tating transitions to economic independence for needy families. The
Department of Transportation will collapse its 10 operating agen-
cies into 3 and consolidate over 30 separate grant programs to
States and cities into one flexible transportation infrastructure pro-
gram, emphasizing capital investment assistance. And the Depart-
ment of Energy will privatize some of its oil and gas reserves, sell
its excess uranium, reduce costs in its research programs and lab-
oratories, and substantially reorganize its nuclear waste cleanup
program.

Taken together, the NPR reforms announced at the end of 1994
will cut $26 billion from government spending over 5 years. Yet an-
other phase of the NPR will propose additional agency restructur-
ing in the coming months. The savings from these and other re-
forms will be used to finance the President’s proposed middle-class
tax cuts and to continue progress on reducing the Federal deficit.
With these additional cuts, discretionary government spending as
a share of GDP is slated to fall below 6 percent by the year 2000,
less than half the share in 1970, and the Federal work force is slat-
ed to fall to its lowest level in the decades.
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OPENING FOREIGN MARKETS

The expansion of international trade is integral to raising Amer-
ican incomes, and exports play an increasingly important role in
providing a livelihood for American workers. Between 1986 and
1993 increased exports were responsible for 37 percent of U.S. out-
put growth. The jobs of more than 10 million American workers
now depend on exports, and export-related jobs pay wages signifi-
cantly above the average. In addition, the reduction of barriers to
trade raises standards of living by providing a wider variety of
goods at lower prices. And foreign competition leads to greater effi-
ciency and higher quality in U.S. production, spurring the produc-
tivity growth that is essential for real income growth.

This Administration came to office committed to opening foreign
markets to U.S. exports and bringing down barriers to trade, and
it has achieved remarkable success. As detailed in Chapter 6, the
Uruguay Round agreement of the General Agreement on Tariffs
and Trade (GATT) will bring down foreign tariffs facing U.S. ex-
porters by about a third on average, open foreign markets in agri-
cultural products and services for the first time, and do much to
establish a single rulebook for all trading countries. The North
American Free Trade Agreement (NAFTA) with Mexico and Can-
ada is a pathbreaking accord with two of our three largest trading
partners, achieving a degree of liberalization well beyond that of
similar international agreements. In its bilateral negotiations, the
Administration has been forceful in seeking market-opening meas-
ures in Japan, China, and other countries and in advancing the in-
terests of U.S. exports through its National Export Strategy. Fi-
nally, during the second half of 1994 the Administration helped
launch negotiations that will lead to the creation of open and free
trade areas among the countries of the Western Hemisphere by
2005 and among the countries of the Asia-Pacific Economic Co-
operation forum by 2020.

The Administration’s efforts come at a moment of historic oppor-
tunity in the global trading system. Less developed countries and
the economies in transition from central planning, having recog-
nized the importance of international trade in fostering economic
growth, are now willing to lower their barriers to imports. The Ad-
ministration’s efforts in NAFTA and in encouraging movement to-
ward free trade areas in the Western Hemisphere and the Asia-Pa-
cific region have established an environment in which countries
feel they must participate in meaningful trade liberalization efforts
or be left out.

In a dynamic world economy, trade means challenge and adjust-
ment as well as opportunity. The Administration’s domestic eco-
nomic policy is a necessary complement to its trade policy. By en-
couraging investment and research and development to maintain
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and increase U.S. competitiveness, and by investing in people—
maximizing their ability to acquire skills and move to higher pay-
ing jobs in newly emerging occupations—the Administration seeks
to ensure that Americans gain all the benefits possible from com-
peting in world markets.

THE ADMINISTRATION’'S ECONOMIC STRATEGY:
THE UNFINISHED AGENDA

For all of its remarkable accomplishments, the American econ-
omy continued to suffer from some persistent long-term difficulties
in 1994, Although improvement was seen in the quality of new jobs
created, the real earnings of American workers continued to stag-
nate. Long-term unemployment rates remained stubbornly high,
especially when viewed against the backdrop of more than 3 years
of economic recovery. The unemployment rates of black Americans
remained more than double that for whites. More children lived in
poverty in 1993 than in any year since 1965, despite the doubling
of real GDP over the same period.

In light of such disturbing trends, it is not surprising that so
many Americans feel increasingly cut off from the prosperity of an
expanding economy. The experience of 1994 confirms that even
though a strong and sustainable economic expansion is a necessary
condition for improving the living standards of all Americans, it is
not sufficient. Still other policies are required to help Americans
obtain the skills and the education demanded by today’'s tech-
nologies and international markets, and to cope with the often sig-
nificant dislocations that are a natural feature of today’s economy.

Over the next 2 years the Administration plans several major
policy initiatives, including tax relief for middle-class families, wel-
fare reform, health care reform, and continued restructuring or
reinvention of the Federal Government. In addition, the President
recently announced a proposal to increase the minimum wage from
its current level of $4.25 per hour. This proposal reflects a deter-
mination to ensure that working families can lift themselves out of
poverty, as well as a recognition that inflation has reduced sub-
stantially the real value of the minimum wage (see Chapter 5 for
further discussion of the minimum wage). Every one of these policy
initiatives is designed to keep the economic expansion and deficit
reduction on track while enabling all Americans to enjoy the bene-
fits of a healthy American economy.

MIDDLE-CLASS TAX RELIEF

A little over 50 years ago the Gl Bill of Rights, designed to help
average Americans purchase homes, improve their educations, and
raise their families was signed into law. The GI bill helped trans-
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form a wartime economy into an extraordinarily successful peace-
time economy and in the process helped build the great American
middle class. At the end of 1994 the President announced a new
Middle Class Bill of Rights, which like the GI Bill of Rights from
which it draws its inspiration, is designed to help average Ameri-
cans cope with the demands of today’s economy.

The Middle Class Bill of Rights includes a three-part tax pack-
age: a $500 per-child tax credit, a tax deduction for up to $10,000
for annual expenses on postsecondary training and education, and
an expansion of individual retirement accounts (IRAs) to all mid-
dle-class families. An estimated 87 percent of the benefits of the
proposed tax cuts would go to families with annual incomes under
$100,000. In addition, the Middle Class Bill of Rights contains a
plan to consolidate over 50 government training programs into a
single training voucher system that would allow eligible workers to
finance the training they need to obtain employment. What ties the
package together is the belief that appropriately structured tax re-
lief and support for training can help middle-class Americans in-
vest in their own future earning power and that of their children.

The Administration proposes a $500 nonrefundable tax credit for
children under 13 in middle-class families. The credit would be
phased out between $60,000 and $75,000 of annual adjusted gross
income (AGI). This measure would increase the income tax thresh-
old (below which no income tax is paid) for a married couple in the
15-percent tax bracket with two eligible children by $6,667 (about
a 30-percent increase over the current threshold). The child-based
tax credit complements other parts of the Administration’s
profamily policy agenda, including the earned income tax credit ex-
pansion and welfare reform.

The proposed credit reflects the fact that the existing tax allow-
ance for children—the dependent exemption—has not kept pace
with inflation and income growth. In 1948 the real value of each
child’'s personal exemption—$3,700 as measured in 1994 dollars—
was nearly half again as large as today’s $2,500 exemption. Mean-
while many of the costs of raising children—especially medical care
and education—have increased far more rapidly than the overall
price level. And child-rearing costs are often more burdensome for
younger families, who are generally at a stage in their lives when
incomes are relatively low. For all these reasons, taxpayers with
children may have a substantially reduced ability to pay income
taxes.

In addition to the child-based tax credit, the Administration has
proposed a tax deduction for postsecondary education and training
expenses (Box 1-4). Each year of postsecondary education or train-
ing has been shown to boost future earnings between 6 and 10 per-
cent on average. Meanwhile the costs of a college education have
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increased much faster than the overall consumer price index. Mid-
dle-class families have become less able to afford higher education
just at the time when it is becoming an increasingly critical deter-
minant of future earnings.

Box 1-4.—The Proposed Tax Deduction for Postsecondary
Education and Training

The Administration’s tax proposal would allow a deduction of
up to $10,000 for amounts spent by a taxpayer on postsecond-
ary education and training expenses for the taxpayer and his
or her spouse and dependents. This deduction would be used
in determining the taxpayer’s adjusted gross income. The max-
imum allowable deduction would be phased out for taxpayers
filing a joint return with AGIls (before the proposed deduction)
between $100,000 and $120,000. For a taxpayer filing as head
of household or single, the maximum allowable deduction
would be phased out for AGIs between $70,000 and $90,000.
Qualifying educational expenses are those related to post-
secondary education paid to institutions and programs eligible
for Federal assistance. This includes most public and nonprofit
universities and colleges and certain vocational schools.

Over 90 percent of families could potentially benefit from the
proposed deduction.

Businesses have long been allowed to deduct the costs of provid-
ing education and training for their employees. Yet despite the
high returns and the high costs of postsecondary training and edu-
cation, the current tax code provides only limited preferences to in-
dividual taxpayers making such investments. The Administration’s
proposal will help ensure that the income tax deductibility of train-
ing and education expenses does not depend on one’s employer pay-
ing for it. But more important, it will provide a financial incentive
for Americans to get the education and training necessary to thrive
in a changing economy. The Administration’s proposed deduction
recognizes that investment in human capital, like investment in
physical capital, is a major determinant of growth in productivity
and living standards.

The third component of the Administration’s proposed tax pack-
age is an expansion of individual retirement accounts, aimed at en-
couraging households to save more and increase the Nation's worri-
somely low private saving rate. Under current law, for taxpayers
with employer-provided pension coverage, eligibility for deductible
IRAs is phased out for AGIs between $40,000 and $50,000 (for mar-
ried couples filing joint returns; a lower threshold applies to tax-
payers filing as single or head of household). Neither the maximum
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annual deductible contribution per worker ($2,000) nor the income
thresholds are indexed for inflation. The proposal doubles the exist-
ing thresholds, making IRAs completely deductible for married cou-
ples filing joint returns with incomes below $80,000, regardless of
pension coverage, and allowing partial deductions for those with in-
comes up to $100,000. In addition, the income thresholds and the
$2,000 contribution limit (both set in 1986) would be indexed for
inflation. Finally, withdrawals from IRAs would be allowed without
penalty to buy a first home, to pay for postsecondary education, to
defray large medical expenses, or to cover long-term unemployment
expenses. As already noted, faster wage and income growth is pos-
sible only by boosting investment and saving in America. The Ad-
ministration’s proposed IRA expansion is a way to promote greater
awareness of personal responsibility for saving.

WELFARE REFORM

The President entered office with a promise to reform the welfare
system so that it would function as an effective safety net promot-
ing work and family, rather than as a snare enmeshing poor fami-
lies in long-term dependence. Under the current system some peo-
ple have become long-term welfare recipients—although more than
one-third of all women who ever receive AFDC do so for less than
2 years, almost one-fourth end up receiving AFDC for over 10 years
during their lifetime. And, as currently structured, the welfare sys-
tem in effect imposes a high marginal tax rate on paid employ-
ment, because low-income mothers lose their AFDC and food stamp
benefits and eventually their medicaid health insurance for them-
selves and their children when they take a job. In short, for many
the current system contains powerful disincentives against work
and in favor of continued welfare.

The fundamental goal of all of the Administration’s policies
aimed at those at the lower end of the income distribution is to in-
crease the rewards and hence the incentives to work. These policies
are also designed to ensure that those willing to work will be able
to live above the poverty level (see Box 1-5 for a discussion of how
housing reforms relate to welfare reform).

The Administration’s proposed welfare reform legislation, the
Work and Responsibility Act, will help make work pay, by ensuring
that welfare recipients obtain the skills they need to find employ-
ment, and by eliminating long-term welfare dependency as an op-
tion for those able to work. Under the Administration’s plan, wel-
fare recipients who are job-ready will begin a job search imme-
diately, and anyone offered a job will be required to take it. Sup-
port for child care will be provided to help people move from de-
pendence to independence. For those not ready for work, the Ad-
ministration’s proposed reforms will provide support, job training,
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Box 1-5.—HUD Reforms and Welfare Reform

The Administration has proposed major reforms aimed at
reinventing the Federal Government's housing programs.
These reforms will focus the efforts of the Department of Hous-
ing and Urban Development on two major tasks: empowering
individuals and empowering communities.

The Administration’s proposals for empowering individuals
in the housing market bear a close connection to its proposals
to reform welfare. The HUD reforms will gradually end public
housing as we know it, moving from support of public housing
projects to support of individuals who need housing. The cur-
rent system impedes the job mobility of public housing recipi-
ents. In order to accept a job in another community, a recipient
may have to give up the subsidized public housing he or she
has and sign up at the bottom of a waiting list for housing as-
sistance in the new location. In addition, public housing often
concentrates the poor in areas where few jobs are available
close at hand. Under the reinvention proposal, instead of being
tied to a particular unit in a public housing project, households
would be given portable rental housing certificates, which
could be used to obtain housing in the private market. This re-
form would encourage mobility between jobs, impose market
discipline on public housing authorities, help break up the dys-
functional concentration of the poor, and enable individuals to
make housing choices best suited to their needs. In all these
ways the HUD reform effort complements welfare reform by
removing barriers to participation in the paid labor force.

and assistance in finding a job when they are ready. Each adult re-
cipient of AFDC will be required to create an employability plan,
to ensure that he or she will move into the work force as quickly
as possible. Time limits on receipt of welfare benefits will require
that anyone who can work, must work—in the private sector if pos-
sible, in a temporary, subsidized job if necessary.

The proposed program will strongly discourage children from
bearing children. Parents under the age of 18, if they apply for wel-
fare payments, generally will not be allowed to set up independent
households; instead they will receive assistance to stay in school.
The Administration’s proposal also includes funding for grants to
schools and communities to prevent teen pregnancy, and it tough-
ens efforts to collect child support from all absent fathers—a provi-
sion that is expected to double Federal collections of child support
payments, from $9 billion to an estimated $20 billion by 2000.
These proposals to discourage teen pregnancy and to foster paren-
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tal responsibility will help prevent the need for welfare in the first
place.

In welfare as in other areas of joint Federal and State respon-
sibility to help the poor, such as medicaid, the Administration is
committed to working with the States to enhance the flexibility and
efficiency of programs. For this reason the Administration has been
an active proponent of granting waivers from various regulatory
constraints, to allow States to experiment with new ways of design-
ing welfare strategies and find the ones that best suit their particu-
lar needs and characteristics. During its first 2 years in office, this
Administration granted waivers to enable 24 States to undertake
welfare reform—more than all previous Administrations combined.

Partnerships with State and local governments take many forms.
Box 1-6 describes one of the Administration’s initiatives for work-
ing with State and local governments to encourage community-
based solutions to economic development problems in poverty-
stricken areas.

HEALTH CARE REFORM

The President entered office with a pledge to reform the Nation’s
health care system, and he will continue to work with the Congress
to realize this objective during the coming year. Reform is essential
to address four separate but interrelated problems of the current
system, which if left unsolved will result in an increasingly heavy
financial burden on governments and individuals (Box 1-7).

First, millions of Americans, both insured and uninsured, do not
have health security. Those who are insured face the risk of losing
their coverage, at least temporarily, if they lose or change their
jobs. Meanwhile the number of uninsured Americans continues to
grow at an alarming rate.

Second, the current health insurance system has a number of
shortcomings. One is that insurers know that a small proportion of
the population incurs the bulk of medical expenditures, making it
profitable to screen prospective purchasers to determine their risk
characteristics; those who are sick—who have so-called pre-existing
conditions—may be unable to purchase insurance altogether, or
may only be able to purchase it at exorbitant prices. Another short-
coming is that people unable to obtain health insurance through
their employers may be offered coverage only at prices unaffordable
for many Americans. Still another is that many insurance policies
do not cover a variety of large financial risks (e.g., high-cost ill-
nesses), although these are exactly the kinds of risks for which in-
surance is most needed.

Third, the current health care system imposes a large and
unsustainable burden on public sector budgets. Governments ac-
count for nearly half of all health care spending in the United
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Box 1-6.—Empowerment Zones and Enterprise Communities

OBRA93 contained a provision to create 9 empowerment
zones and 95 enterprise communities in selected localities
across the Nation. The designated zones and communities will
receive significant tax benefits and new Federal resources to-
taling an estimated $3.8 billion over the next 5 years, to sup-
port economic revitalization and community development. In
December 1994 the President announced the areas selected to
participate. Selections were based primarily on the strength of
the applicants’ proposed strategies for community-based devel-
opment. Cities receiving urban empowerment zones are At-
lanta, Baltimore, Chicago, Detroit, New York, and Philadel-
phia/Camden. Rural empowerment zones designated are the
Kentucky Highlands region of Kentucky, the Mid-Delta region
of Mississippi, and the Rio Grande Valley in Texas.

The empowerment zone/enterprise community program is
based on the notion that development efforts can be targeted
to areas that have been economically left behind. Besides re-
ceiving monetary awards totalling $1.3 billion in financial as-
sistance and $2.5 billion in tax benefits over the next 5 years,
the selected zones and communities (as well as nonselected ap-
plicants) may request waivers from many Federal regulations,
and their requests will be processed on an expedited basis. To
date over 1,200 such requests have been received. Perhaps
more important, the areas selected generally are those that
have effectively mobilized local private and public sector re-
sources to leverage the potential Federal commitments. The
application process encouraged localities to harness their own
creative talents and financial resources to frame a comprehen-
sive response to the problems of local economic development.

In a sense, the zones and communities selected are labora-
tories for experiments in local economic development. The Fed-
eral Government realizes that it does not have all the answers
to the economic development conundrum; instead it has en-
listed institutions at the State and the local level (including
the private and nonprofit sectors) to help design possible solu-
tions.

For the program to work, however, successful areas and the
reasons for their success must be identified. Therefore a com-
prehensive evaluation process will follow the progress of the
selected zones and communities and report periodically on
them. The evaluation will largely determine whether the pro-
gram should be replicated elsewhere.
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Box 1-7.—The Cost of Doing Nothing About Health Care

If no steps are taken to reform the Nation’s health care sys-
tem, existing trends will result in increased health care costs
and reduced health insurance coverage. Neither of these out-
comes is desirable. Without reform:

e Per capita health care costs will rise from about $3,300
in 1993 to about $5,200 in 2000.

« Aggregate health care costs, currently running at around
14 percent of GDP, will increase to an estimated 18 per-
cent of GDP by 2005.

« Health care expenditures by the Federal Government
will increase from 21 percent of total expenditures in
1994 to 26 percent by 2000.

¢ Medicare and medicaid expenditures will grow at 9.1
percent and 9.2 percent per year, respectively, over the
foreseeable future, nearly three times as fast as overall
consumer prices.

« More Americans will lose health insurance coverage,
adding to the nearly 40 million without health insurance
in 1993.

* Wages will continue to be held down, as an ever-greater
proportion of total compensation is paid in the form of
health benefits. In the past 5 years, health care benefit
costs per employee rose at about twice the overall rate
of inflation.

States, primarily in the form of payments for medicaid and medi-
care. Since 1980 the share of health care spending in the Federal
budget has doubled; the budgets of State and local governments
also saw larger shares going toward health expenditures.

Fourth, the current health care system suffers from numerous
structural features that may keep costs high. For instance, fee-for-
service providers may have an incentive to overprovide care, and
provide some care that is inappropriate or of equivocal value, be-
cause they are generally reimbursed for each additional test or pro-
cedure they perform. For their part, consumers often do not have
the information they need to evaluate the differences among pro-
viders or to determine whether or not the care prescribed for them
is necessary. Moreover, in a system dominated by third-party pay-
ers (insurers), consumers seldom have a strong reason to be di-
rectly concerned about the cost-effectiveness of their care. Third-
party payers have responded by establishing programs to review di-
agnoses and suggested treatments. Competition among insurers
may help offset some of the effects of informational asymmetries.
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Over the past few years, under the pressure of rapidly escalating
costs, the private health care system has begun a process of dra-
matic structural change. In 1988, for example, only about 29 per-
cent of health insurance enrollees were in some form of managed
care plan, in most cases either a health maintenance organization
(HMO) or a preferred provider organization (PPO). By 1993 this
figure had increased to 51 percent. Much of this migration toward
managed care has occurred in larger firms, where nearly 60 per-
cent of covered employees are now in managed care plans. Many
analysts credit managed care with keeping health care costs down.
In the Far West, where HMO penetration is higher than elsewhere
in the country, real spending on health care grew more slowly over
the 1980-91 period than in any other region in the country (3.4
percent per year versus a national average of more than 4.5 per-
cent). In part as a result of these changes, there is some promising
evidence that growth in health care costs in the private sector may
be slowing somewhat. For instance, medical price inflation slowed
to a 5.4 percent annual rate in 1993 and slowed still further to 4.9
percent in 1994. Even the 1994 rate, however, was still well above
the overall rate of inflation.

For a variety of reasons discussed in Chapter 2, the increases in
medicare and medicaid spending projected for the coming years
have been revised downward significantly. For instance, in January
1993 medicaid expenditures were projected to increase at an an-
nual rate of nearly 15 percent through 1997. Yet actual medicaid
expenditures grew by only 11.8 percent in fiscal 1993 and 8.2 per-
cent in fiscal 1994. Accordingly, the 1996 budget projects slower
growth in medicaid than did prior budgets, averaging slightly over
9 percent for 1996-2000. The situation for medicare is similar.
Even with these changes, however, health care spending is slated
to remain the most rapidly growing component of the Federal budg-
et during the rest of this century, and to escalate during the first
decade of the next century, partly in response to the aging of the
American population.

This Administration remains firmly committed to reforming the
current health care system in order to expand coverage, contain
costs, and curb public sector deficits. Last year’s debate on health
care reform produced a consensus on several key points. Many of
the alternative proposals included insurance market reforms, such
as provisions to prevent insurers from denying coverage to those
who have been ill. A number of bills recognized the importance of
providing health care coverage to low- and middle-income Ameri-
cans, especially children. It is possible to build on this consensus
and achieve real reform.

The Administration believes that any successful reform must ul-
timately be comprehensive in scope, even if it proceeds step by
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step. This belief rests on the reality that none of the four major
problems of the current health care system identified above can be
solved in isolation. For example, any attempt to impose arbitrary
caps on Federal health care spending without more-fundamental
reforms would simply shift more government program costs onto ei-
ther State and local governments or the private sector. According
to one recent estimate, uncompensated care and government pro-
grams that reimbursed hospitals below market prices shifted about
$26 billion in costs onto the private sector in 1991. Similarly, any
attempt to provide universal coverage without complementary
measures to improve competition and sharpen the incentives for
more cost-conscious decisions by both providers and consumers
would mean even more dramatic increases in systemwide costs.
Limited reforms designed to eliminate the most glaring short-
comings of private insurance markets, although desirable, would
not solve either the problem of providing health security for all
Americans or the problem of escalating public health care bills. Fi-
nally, efforts by the private sector to control costs might well in-
crease the number of Americans without health insurance, espe-
cially children and those most in need of medical attention.

Ultimately, meaningful reform of the Nation’s health care system
will do more than just unburden public sector budgets and provide
health security. It will also improve living standards. For years, the
rising cost of health care has forced a shift in the composition of
the typical compensation package away from take-home wages and
salaries and toward fringe benefits, especially health insurance.
Between 1966 and 1994 the share of health benefits in total labor
compensation increased from 2.0 percent to 7.2 percent, while the
share of cash compensation correspondingly fell. In absolute terms
average real take-home pay barely increased: most of the gains in
total compensation were realized as fringe benefits. In short, work-
ing men and women, for the most part, paid for escalating health
costs by taking home lower pay than they would have otherwise.
On the assumption that the future will look much like the past, the
Administration expects that any benefits of a reduction in health
care costs resulting from meaningful reforms will show up in high-
er take-home pay for working Americans.

CONCLUSION

Nineteen ninety-four was a very good year for the American
economy. Indeed, robust growth, a dramatic decline in the unem-
ployment rate, low inflation, and a much improved outlook for the
Federal budget combined to yield the best overall economic per-
formance in at least a generation. In addition, last year's economic
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performance ranks as the best among the advanced industrial
countries with which the United States is usually compared.

But the economic successes of the past year must not obscure the
long-term economic challenges facing the Nation. Some of these,
like the dramatic growth in entitlement spending projected for the
first few decades of the next century, or the disturbing increase in
the number of Americans without health insurance, result in large
part from the interaction of national economic policy choices with
the changing demographics of the American population. Others,
such as the persistent decline in real compensation for many
groups and overall increasing income inequality, may in large part
result from worldwide changes in technology and other areas.
These changes are creating a new world economy and a new Amer-
ican economy, which hold both the promise of a more prosperous
future and the threat of more dislocation and adjustment for many
American workers and their families.

As the Nation enters the last half-decade of this century, this Ad-
ministration has already put in place some important foundations
for greater prosperity. Over the coming year we look forward to
working with the Congress, with the States, and, most important,
with the American people, to address the Nation's long-term eco-
nomic challenges and to make the most of the Nation's long-term
economic opportunities.
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CHAPTER 2

The Macroeconomy in 1994 and
Beyond

IN 1994 THE AMERICAN ECONOMY enjoyed a balanced and
broad-based expansion, marked by rising real output, declining un-
employment, and modest and stable inflation. Over the year, real
gross domestic product (GDP) advanced 4.0 percent and real dis-
posable income rose 4.3 percent. Between January and December
1994 the unemployment rate declined 1.3 percentage points, and
3.5 million more payroll jobs existed in December 1994 than in De-
cember 1993. The consumer price index (CPI) rose by 2.7 percent,
essentially the same rate recorded over the past 3 years. The
economy’s performance in 1994 was a dramatic improvement over
its performance at the beginning of the recovery from the 1990-91
recession, when output growth was fitful and anemic, and over its
performance in 1992, when despite a strong gain in output, employ-
ment growth remained lackluster. Indeed, the combination of rapid
job growth and low inflation gives 1994 one of the best macro-
economic performances on record (Chart 2-1).

Initially, recovery from the 1990-91 recession was hampered by
several special factors including large household and business debt
burdens, high vacancy rates in commercial real estate, tight credit
practices by many lenders, stagnant growth in much of the rest of
the world, and declining Federal purchases, especially of military
goods and services. As the recovery progressed, all but the last of
these impediments diminished in importance, providing a more fa-
vorable environment for a pickup in economic growth and job cre-
ation. As described in last year's Report, the pace of expansion also
improved as a result of a substantial decline in long-term interest
rates in 1993 that accompanied first the anticipation and then the
passage of the Administration’s deficit reduction package in August
of that year. Lower interest rates strengthened the interest-sen-
sitive components of private spending, which in turn bolstered the
rest of the economy.

The expansion of output and jobs that characterized the second
half of 1993 persisted and strengthened in 1994, despite a shift to-
ward tighter monetary and fiscal policies. In February 1994 the
Federal Reserve began reducing the degree of monetary accommo-
dation, and by the end of the year the resulting increase in interest
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Chart 2-1 Job Creation and Inflation
Compared with the experience of the 1980s and early 1990s, the economy in 1994
produced a large number of jobs with low inflation.
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rates was substantial. Continued fiscal restraint was also signifi-
cant, as evidenced by a decline of $20 billion in the structural
budget deficit ($40 billion excluding special factors like deposit in-
surance) during fiscal 1994. Nevertheless, investment and con-
sumption spending remained strong. High rates of inventory accu-
mulation through most of the year signaled business confidence
about future demand for output, as did business investment in
equipment and structures, which rose 12.9 percent over the year.
Households, too, showed substantial optimism about their income
and employment prospects, as purchases of motor vehicles and ex-
isting homes as well as residential construction were at high levels
despite rising interest rates. Overall, the economy grew at a faster
rate than virtually all forecasters had projected at the start of
1994, and it did so despite interest rates that were much higher
than forecast at that time.

The performance of inflation in 1994 was equally impressive,
with most price measures near forecasts made at the beginning of
the year, despite much stronger than expected levels of output and
employment. These price developments reflected continued growth
above trend in labor productivity and a surprisingly modest in-
crease in hourly compensation. As discussed below, compensation
increased less than would have been expected based on historical
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experience, indicating possible changes in the dynamics of the labor
market.

CLOSING IN ON POTENTIAL OUTPUT

Over the last 2 years the economy has grown at an average an-
nual rate of 3.6 percent, as aggregate demand rebounded from the
1990-91 recession and the sluggish growth that initially followed
it. In part the economy’s expansion was accomplished through an
increase in the quantity and quality of the labor force and through
net additions to the capital stock, the latter financed by both do-
mestic saving and foreign borrowing. In part average labor produc-
tivity increased as a result of efficiency-enhancing technologies em-
bedded in the capital stock. But to a significant extent, output was
able to satisfy the strong growth of aggregate demand in 1994, be-
cause workers who had been unemployed were reemployed, and be-
cause capital that had been idle or underutilized was brought back
on line or utilized more intensively. By the end of 1994, however,
both labor and capital utilization rates were in ranges that sug-
gested little remaining slack.

As the margin of underutilized capital and labor reserves dimin-
ishes, the economy’s growth rate becomes increasingly constrained
by the rates of growth of new entrants into the labor force, net ad-
ditions to the capital stock, and the productivity of labor and cap-
ital owing to technological progress and to improvements in the
quality of the labor force. Over the long run these factors deter-
mine the economy’s growth rate of potential output. If, in the ab-
sence of slack in labor or product markets, growth in aggregate de-
mand outstrips growth of the economy’s potential output, pressures
to increase wages and prices are likely to mount, increasing the
probability of a rise in inflation. In turn, the buildup of wage and
price pressures is likely to cause interest rates to rise, dampening
aggregate demand growth and bringing it back in line with the
growth of potential output.

The preponderance of the available empirical evidence suggests
that the growth rate of potential output is currently around 2.5
percent. But the economy’s strong performance in 1994 has caused
some observers to speculate that the growth rate of potential out-
put is now, or soon will be, higher. This hypothesis is examined in
Chapter 3, which analyzes the major factors behind the economy’s
long-run growth potential. The remainder of this chapter analyzes
the economy’s macroeconomic performance in 1994, a year during
which the margins of slack were sharply reduced. This chapter also
examines the course of fiscal and monetary policy in 1994, looks at
the surprising rise in long-term interest rates, and presents the Ad-
ministration’s economic forecast for the 1995-2000 period.
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OVERVIEW OF THE ECONOMY IN 1994

A sector-by-sector look at economic performance provides a clear-
er picture of the factors contributing to the continued strong expan-
sion in 1994.

BUSINESS FIXED INVESTMENT

A key factor driving the current expansion has been the rapid
growth of business fixed investment, particularly spending on cap-
ital equipment (Chart 2—2). Between the trough of the 1990-91 re-
cession and the end of 1994, investment in producers’ durable
equipment (PDE) increased at an average annual rate of 12.8 per-
cent, while real GDP rose at an annual rate of 3.1 percent. (Table
2-1 summarizes the growth of GDP by component.)

Chart 2-2 Growth in Real Nonresidential Investment

Investment in business equipment has surged during the current expansion, but investment
in nonresidential structures has just begun to increase.
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The extraordinary growth in PDE reflects the strong growth
posted by spending on both computers and noncomputer equip-
ment. Since the current expansion began, real investment in com-
puters and peripheral equipment has increased at an average an-
nual rate of 33.9 percent, while real spending on equipment other
than computers has increased at an annual rate of about 8 percent.
As a share of real GDP, noncomputer investment during 1994 was
higher than at any time since separate records were first kept for
computer and noncomputer investment spending. Over 1994, PDE
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TaBLE 2-1.— GDP Scorecard for 1994
[Real growth fourth quarter to fourth quarter]

Percent
change,
Component except Comments
as noted
Consumer expenditures ... 3.4 | Strong gains in employment as well as in households will-

ingness to increase levels of indebtedness accounted for
broad-based increases in consumer spending.

Producers’ durable equipment 15.6 | The real success story underlying the strength of the cur-

rent expansion.

HOUSING oo 1.9 | Residential investment showed remarkable resilience in the
face of rising interest rates throughout 1994, partly due
to adjustable—rate mortgages.

Nonresidential StrUCTUrES .......c.coccenveenne 4.2 | This sector rebounded after a surplus of commercial and
industrial real estate led to no growth during the early
part of the expansion.

Change in inventory investment ! $37.1 | A key to maintaining momentum in the economy during
(billions of 1987 dollars) ........c.c.ee... 1994.
Federal Government purchases .............. —6.2 | Corporations were not the only organizations downsizing in

the current expansion. Federal spending was a net drag
on economic growth in 1994.

Exports of goods and Services ............... 10.2 | A marked increase in exports reflected the pace of eco-
nomic recoveries abroad.

Imports of goods and services .............. 14.9 | Strong consumption and investment demand showed up in
imports during 1994. Computers and computer compo-
nents accounted for much of the runup.

1Change between 1993 and 1994 in annual inventory investment.
Note.—Data are preliminary.

Source: Department of Commerce.

spending reflected especially robust investment in cars and trucks,
total sales of which to business and households rose to 15 million
units.

Whereas gross investment in PDE has been on a fairly steady
upward trend for most of the postwar period, the trend in net in-
vestment (that is, net of depreciation) is less pronounced. Because
the composition of PDE investment has shifted toward short-lived
equipment, such as computers, a growing proportion of gross in-
vestment each year represents replacement of existing capital stock
rather than a net increase in its overall level. The growing wedge
between gross and net real PDE investment is illustrated by the
fact that depreciation of PDE, relative to GDP, rose to roughly 6.5
percent in 1994 from about 5.8 percent a decade earlier. Gross in-
vestment has beneficial effects on the economy, contributing to in-
come growth and facilitating the introduction of new technologies
into the production process. But net investment is even more im-
portant to the Nation’s economic well-being, because by adding to
the amount of capital per worker, it raises labor productivity and
the long-run earning potential of workers.

The other major component of business investment is spending
on nonresidential structures, including office buildings, shopping
malls, and retail stores. During 1994 the shadow cast over this sec-
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tor of the economy by overbuilding during the 1980s began to fade,
and nonresidential investment in structures increased 4.2 percent.
The supply of bank credit for new construction appeared to be plen-
tiful, and increased demand for office and industrial space was re-
flected in a fall in vacancy rates in some parts of the country. Con-
tract awards for commercial and industrial construction increased
during the second half of 1994, and sales prices for office, indus-
trial, and other commercial structures posted solid increases during
the year.

CONSUMER SPENDING

A favorable environment for consumer credit and strong gains in
employment contributed to healthy increases in consumer spending
and sentiment during 1994. Personal consumption spending ad-
vanced at a 3.4-percent pace during the year, led by an 8.1-percent
rise in purchases of consumer durables. In turn, durable goods pur-
chases were buoyed by double-digit growth in consumer expendi-
ture on furniture and household equipment, especially video, audio,
and computer equipment. Consumer sentiment returned to pre-
recession levels early in the year and surged to a 5-year high at
the end.

Households increased their indebtedness in 1994, as the ratio of
debt to disposable personal income reached a record 81 percent
(Chart 2-3). Undoubtedly, households were reacting in part to the
fact that the cost of borrowing had declined dramatically during
1993 and remained low throughout much of 1994. Growth of
consumer credit may also have been spurred by the proliferation of
credit card programs that offer rewards to cardholders—such as di-
rect rebates on purchases or frequent-flyer miles—based on
amounts charged. Nonetheless, as in 1993, Americans devoted the
smallest fraction of their disposable income to scheduled payments
on principal and interest since 1984. The decline represented a sub-
stantial windfall for debtor households: had the debt-service burden
remained at its 1989 peak, the average American household would
have paid about $965 more in principal and interest during 1994.
The reduction in the debt-service burden, which primarily reflected
lower financing costs on mortgages, freed up income, fueling part
of the increase in household discretionary spending.

An increase in the personal saving rate occurred toward the end
of the year, with the rate rising to 4.6 percent in the fourth quarter
from 3.6 percent in the first quarter. In part this rise reflected a
likely worsening in the ratio of net worth to income, as household
debt burdens rose relative to income, while household assets—such
as corporate equity—declined slightly relative to income.
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Chart 2-3 Consumer Debt and Debt-Service Payments
Despite an increase in the ratio of debt to disposable income, debt-service payments
declined relative to income.
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INVENTORIES

The sustained pace of inventory accumulation during 1994 was
in marked contrast to the early stages of the recovery, when busi-
nesses refrained from rebuilding inventories out of concern that the
recovery might lose steam. A hefty accumulation of inventory
stocks occurred in the second, third, and fourth quarters, particu-
larly in the wholesale and retail trade sectors. Although it is im-
possible to know with certainty to what extent the accumulation
was intended, sales and shipments were also robust, so that there
was little evidence of an inventory overhang that would warrant
significant production cutbacks over the near term. Instead, the
pace of inventory accumulation in the trade sector suggests that
business expected continued growth in demand for its production.
Inventory accumulation was modest in the manufacturing sector,
and movement in the manufacturing inventory-to-sales ratio was
dominated by the strong downward trend seen the past several
years.

RESIDENTIAL INVESTMENT

Residential fixed investment was buoyed throughout 1994 by
growth in incomes and employment. This traditionally interest-sen-
sitive sector of the economy showed remarkable resilience in the
face of rising interest rates. Housing starts totaled 1.5 million
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units, their highest level since 1988, with single-family home starts
posting their highest annual total since 1978. Although a slowdown
in residential investment took hold during the second half of the
year as real investment dropped at an annual rate of 4.3 percent,
average 1994 residential investment was still over 8 percent great-
er than the average for 1993. Sales of existing single-family homes,
at just under 4 million, posted the highest resale total since 1978.

One factor that sustained the strength in housing in 1994 was
the increased reliance on adjustable-rate mortgages (ARMSs) in fi-
nancing home purchases. During the summer of 1993 the ARM
share of mortgage originations was only about 17 percent—near
the historic low for this series. By November 1994, however, more
than half of all mortgage originations were ARMs—the highest pro-
portion in more than 5 years. Not only were many ARMs priced
with a first-year discount, but they also allowed borrowers to struc-
ture their payments in a variety of ways; for example, some ARMs
offered fixed rates for the first 7 or 10 years. The pricing of ARMs
mitigated the initial cash crunch facing many home buyers and
meant that fewer families were priced out of the market as interest
rates rose (Chart 2—4).

Chart 2-4 Fixed-Rate Mortgage Interest Rates and the Share of ARMs
Over the past year, more home buyers turned to adjustable-rate mortgages (ARMs)
as rates on fixed-rate mortgages rose.
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Construction of multifamily units gradually picked up following
the overbuilding of the 1980s. The willingness to build new units
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was boosted by the increased availability of credit for such con-
struction over the course of the year. During 1994, multifamily
housing starts rose by 59 percent relative to 1993.

EMPLOYMENT AND PRODUCTIVITY

The strength of the expansion in 1994 was accompanied by a
rapid pace of job creation. According to current estimates the econ-
omy generated an average of 290,000 new payroll jobs per month,
for a total of 3.5 million jobs, more than 90 percent of which were
in the private sector. An early analysis of forthcoming revisions to
estimates of payroll employment indicates that the job gains in
1993 and 1994 may prove to have been even stronger. For the 12
months ending in March 1994, the Bureau of Labor Statistics
(BLS) estimates that as many as 760,000 additional jobs may have
been created. When the revised data are released next summer, it
is expected that the job gains since the Administration took office
will have exceeded 6 million.

The employment gains of 1994 were spread widely throughout
the economy (Table 2-2). Among goods-producing industries, con-
struction employment posted its largest annual gain in a decade,
while manufacturing employment recorded its largest increase
since 1987. However, almost 85 percent of the advance in payroll
employment was concentrated in the services sector, with 20.3 per-
cent originating in the business services category (temporary agen-
cies, building maintenance, and the like) and another 7.3 percent
in the health services industry. Employment of Federal workers de-
clined by 46,000.

TABLE 2—2.— Growth in Nonagricultural Payroll Employment

Employment in Change since December 19931
Sector December 19941

(thousands Thousands As percent of

of persons) of persons total change
Total nonagricultural employmeNt ...........ccoocvereneernmeenerrnseeneiins 115,864 3,490 100.0
Goods—producing industries 2 ... 23,779 553 15.8
Construction 4,956 298 85
Manufacturing ......... 18,226 271 79
Durable goods 10,419 250 7.2
Services-producing industries 2 . 92,085 2,937 84.2
Retail trade . 21,297 811 23.2
Business services ... . 6,817 710 20.3
Health SEIVICES .....ccocvvvvverreeiesieisee s 9,153 256 73
Government ........... e ————— . 19,491 252 7.2
Federal ....... e 2,872 —46 -1.3
State and 10Cal .......cccoceevverererieeeeee s 16,619 298 85

LPreliminary.
2|ncludes industries not shown separately.

Note.—Data are not seasonally adjusted.
Source: Department of Labor.

Although job creation has been exceedingly strong during the
past 2 years, some analysts have expressed concern about the qual-
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ity of the jobs created. In particular, it has been noted that, during
the late 1980s and the early part of this decade, job growth in the
traditionally high-wage manufacturing sector lagged increasingly
behind gains in the relatively low-paying services sector. Less fre-
quently cited, however, is the fact that recent gains in employment,
although concentrated in relatively low-wage industries, have at
the same time favored high-wage occupations.

For example, according to BLS, managerial and professional oc-
cupations represented 26.5 percent of total employment in 1992. In
1993 this share rose to 27.1 percent. Although the data for 1994
are not directly comparable because of the introduction of a new
survey of household unemployment, the share of total employment
accounted for by managerial and professional occupations last year
rose to 27.5 percent. Managerial and professional jobs paid a me-
dian wage for full-time employees of $680 per week—some 47 per-
cent above the median wage of all full-time workers.

One characteristic of recent job growth that warrants concern
has been the increase in the share of new jobs accounted for by
temporary jobs. Employment at so-called help supply services (the
best available measure of temporary employment) has accounted
for 13.8 percent of all new jobs created during the current expan-
sion. By comparison, over the 1982-90 period, only 4.4 percent of
total growth in employment was in the help supply services cat-
egory.

With the sharp job gains in 1994, the civilian unemployment rate
fell by more than 1 percentage point, from 6.7 percent in January
to 5.4 percent in December. Despite the fact that the new survey
method is likely to have raised the measured unemployment rate,
December’s rate was the lowest since 1990 (Box 2-1). Nevertheless,
over the current expansion, the average duration of unemployment
has increased, and the share of unemployed workers reporting per-
manent job losses has risen.

Not only were more people working in 1994, but they were work-
ing longer hours. In the manufacturing sector, employment posted
its first annual increase since 1988, and both the factory workweek
and manufacturing overtime hours increased to postwar records.
Labor productivity in the nonfarm business sector has also been
strong: since the trough of the recession in 1991, output per hour
in the nonfarm business sector has risen at an annual rate of 2.1
percent, well above most estimates of its long-run trend. Because
productivity generally grows at above-trend rates during a cyclical
rebound, it would be premature to conclude that there has been an
increase in the long-run trend in productivity growth. Chapter 3
provides a more detailed discussion of the factors affecting long-run
productivity growth.
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Box 2-1.—The Redesign of the Current Population Survey

The Bureau of Labor Statistics’ Current Population Survey,
a monthly survey of households, is a major source of informa-
tion about the U.S. labor market. The monthly unemployment
rate statistics are based on this survey. In January 1994 a
major redesign of the survey was implemented to give a more
accurate picture of the work force, taking into account changes
in the patterns of employment by industry and changes in the
labor force participation of women. BLS currently estimates
that the effect of the new survey is to raise the measured ag-
gregate unemployment rate by 0.2 percentage point relative to
the old survey.

INCOMES AND PROFITS

The gains in employment during 1994 were reflected in strong
aggregate income growth. Real disposable income increased 4.3
percent over the year. Nonetheless, the gain in real compensation
per hour remained modest. Hourly compensation, as measured by
the employment cost index, increased 3.0 percent, barely outpacing
the 2.7-percent increase in CPI inflation.

Based on a statistical relationship between the unemployment
rate and the growth rate of hourly compensation, actual growth in
compensation (with the compensation measure taken from the na-
tional income and product accounts, or NIPA) was lower than
would have been expected. The same was true in 1993. Statistical
relationships are meant to explain only average historical experi-
ence, and their predictions can err substantially on a year-by-year
basis. Nevertheless, the shortfall in actual relative to predicted
growth in hourly compensation averaged 1.4 percent in the 2
years—a shortfall that by its size and persistence could suggest
some substantial changes in the dynamic behavior of the labor
market.

The increase in corporate profits in 1994 was impressive. Al-
though the January 1994 earthquake in Northridge, California, de-
pressed profits (so that first-quarter profits fell by 18 percent at an
annual rate), they rebounded quickly. Despite the earthquake-re-
lated drop, corporate profits increased at an annual rate of 5.6 per-
cent over the first three quarters of 1994,

INFLATION

Some observers expressed concerns during 1994 that the strong
gains in employment would translate into upward pressure on
labor costs and prices by the end of the year. Indeed, the prices of
some highly visible commodities, including coffee, cotton, and basic
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metals, did rise by significant amounts during the year. In addi-
tion, surveys of industrial prices by the National Association of
Purchasing Managers and the Federal Reserve Bank of Philadel-
phia indicated that prices in the industrial sector were accelerat-
ing. Although increases in commodity prices, particularly among
industrial goods, made for some disturbing headlines, rising com-
modity prices are a normal phenomenon during a cyclical rebound
in the economy and do not typically lead to a noticeable increase
in broader measures of inflation. However, with capacity tight in
many industries, there was concern that commodity price increases
would spill over into increases in other goods. Moreover, for the
first time in 4 years, import prices began edging up more rapidly
than overall inflation.

Despite the episodes of price acceleration for some commodities,
and despite real GDP growth that sharply reduced slack in labor
and capital markets, broad measures of inflation remained stable
throughout the year (Table 2-3). Inflation ended the year about in
line with the consensus forecast made at the beginning of the year.
Core CPI and PPI inflation rates (measures that exclude volatile
food and energy components) were lower during the second half of
1994 than during the first half of the year. Core CPI inflation was
just 2.6 percent last year—the lowest rate since 1965 (Chart 2-5).
(Box 2-2 Contains a discussion of problems in the CPI as a meas-
ure of changes in the cost of living.) A major source of the restraint
in inflation was modest growth in employee compensation accom-
panied by strong growth in labor productivity.

REGIONAL DEVELOPMENTS

The ongoing effects of the national economic expansion were felt
in all major regions of the country during 1994. Although the pace
of the expansion was uneven across the country, all major regions
(that is, all nine Census divisions) enjoyed stable employment or
outright employment growth, steady or declining unemployment
rates, and real growth in income and retail sales.

In 1994 the Midwest and South continued along the moderate-
to-strong growth path established over the preceding 2 years, with
payroll employment rising 2 to 3 percent, unemployment rates fall-
ing steadily, and income rising more than 6 percent. In the North-
ern Plains States the unemployment rate fell below 4 percent—its
lowest level in 15 years. Parts of the Northeast also grew strongly.
In New England, employment rose nearly 2 percent in 1994, and
the unemployment rate dropped to below the national average. The
Middle Atlantic region displayed somewhat weaker growth but nev-
ertheless generated increased employment, with the region’s unem-
ployment rate falling to 5.4 percent in December (Chart 2-6).
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TaBLE 2—-3.— Measures of Inflation

1994 Iv
(annual
rate)

Measure 1993 1994

Percent change

GDP fixed—weight price index .......... . 28 129 12,6
Non-oil import prices ..... . 15 39 46
CPI-U:
All items . 27 27 22
Al items less food and energy . . 32 26 2.0
Medical care ........... . . 5.4 49 6.1
PPI:
Finished goods ........ 2 17 1.0
Finished goods less food and energy A4 16 -6
Intermediate materials less food and e 1.6 5.1 9.0
Crude materials ....... 1 -11 28
Employment cost index: 2
Total compensation ... . 35 3.0 2.6
Wages and salaries .. 31 28 24
Benefits .......... 4.6 34 28

L Preliminary.
2For civilian workers.

Note.—Inflation as measured by the GDP price index is computed from fourth-quarter to fourth-quarter for 1993 and
1994, and from 1994 IIl to 1994 V. All other measures are calculated from December to December for 1993 and 1994, and
from September to December for 1994 IV.

Sources: Department of Commerce and Department of Labor.

Chart 2-5 Consumer Prices Less Food and Energy

In 1994 consumer prices less food and energy increased at the lowest annual rate
since 1965.
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Box 2-2.—Problems in Measuring Cost-of-Living Increases

It is impossible in practice to calculate an index number that
accurately reflects changes in the cost of living for American
families, because no two families are alike and because the
qguality and the availability of goods and services change. Pri-
vate companies and public policymakers, needing an objective
measure of consumer inflation but aware of the limitations to
which all are subject, have used what is widely regarded as the
best available index, the consumer price index (CPI).

Researchers at the Bureau of Labor Statistics, which pre-
pares the CPI, have identified several problems with the index,
and the agency has moved, where possible, to address them.
The most important technical problems remaining are substi-
tution bias and the treatment of quality changes and new prod-
ucts. The net effect of these and other problems is probably to
make the CPI overstate actual cost-of-living increases, but this
is controversial and estimates vary widely.

Substitution bias arises because consumers regularly shift
the composition of their purchases, substituting goods that
have become relatively cheaper for goods that have become rel-
atively more expensive. The CPI, which measures the price
changes of a mostly fixed basket of goods, fails to capture such
shifts. This is inherent in the nature of the CPI, which was de-
signed originally to measure the average price increase for a
fixed basket of goods and services, not to capture changing con-
sumption patterns. Whenever the market basket used to cal-
culate the CPI is updated (usually every 10 years), substitution
bias is mitigated, only to worsen again over time as consumer
choices diverge from the new market basket. More frequent
changes in the market basket would reduce the bias but would
require additional resources as well as research to determine
how frequently the updates should occur.

The quality of the goods and services purchased by consum-
ers also changes over time. In principle, a change in price that
reflects a change in quality is not a change in the cost of living.
The CPI cannot, however, adjust the prices of all the products
in its market basket for changes in their quality: it is simply
impossible to measure the extent of ongoing quality changes in
the myriad products consumers purchase. Experts disagree
about how well the CPI in practice has accounted for quality
changes and how this accounting might best be improved.
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Chart2-6 Unemployment Rates by State, December 1994
Though gains in employment were spread widely across the Nation during 1994,
state unemployment rates still vary greatly.

(U.S. average = 5.4 percent)

West
North /Central

East New England
North Central B AN

el D Mdde 7
¥ 2 At|a<

[Pa ]

Atlantic

Il 78% or over
EH67%-77%
Il 56% - 6.6%
4.6% - 5.5%
[ 4.4% or below

Pacific

j Alaska

Source: Department of Labor.

East
South Central

West
South Central

The West was a region of sharp contrasts. The Rocky Mountain
region was the star performer of 1994. Payroll employment rose
more than 4 percent and personal income jumped more than 8 per-
cent. Similarly, the Mountain region led the Nation in retail sales
growth. Although the unemployment rate fell less sharply there
than in other regions in 1994, by September the rate was less than
5 percent.

In contrast, the Pacific region’s performance continued to lag well
behind its strong growth of the 1980s, largely reflecting the subpar
performance of California. Payroll employment growth in the Pa-
cific region, although positive, trailed that of other regions; even by
the end of the year the level of employment had not yet regained
its prerecession peak. California’s unemployment rate remained far
above the national average throughout the year, and the pace of job
creation there was much slower than in the rest of the country.

Much of the softness of the California economy reflected weak-
ness in the southern part of the State. The loss of jobs associated
with defense downsizing and the collapse of the Los Angeles area
real estate market over the past few years has been well docu-
mented. Although the number of jobs in the aerospace industry
continued to decline, there is now evidence that other sectors of
Southern California’s economy are picking up and that the real es-
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tate market has finally stabilized. Moreover, California should ben-
efit from the growth in incomes elsewhere in the Nation as it
translates into increasing orders for California producers who “ex-
port” their goods and services to the rest of the country.

INTERNATIONAL DEVELOPMENTS

During 1994, America’'s merchandise trade deficit (the excess of
merchandise imports over exports) increased to 2.7 percent of GDP,
reaching a total deficit of $169 billion (Chart 2-7). More rapid
growth at home than in the rest of the world was a major factor
responsible for the deterioration in the Nation’'s external position.

Chart 2-7 Merchandise Exports and Imports
Since 1991 the deficit on merchandise trade has been widening.
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Note: Trade data are on a balance-of-payments basis.
Sources: Council of Economic Advisers and Department of Commerce.

Real exports of goods and services expanded briskly, rising 10.2
percent in 1994, and the United States maintained its position as
the world’s largest exporter. The strengthening recovery in foreign
industrial countries, continued robust growth in developing coun-
tries, the decline in the dollar's exchange value, the implementa-
tion of the North American Free Trade Agreement, and the ongoing
improvement in America’s underlying competitiveness all helped to
boost export sales to record highs. But the rise in exports was out-
stripped by the increase in imports that accompanied strong do-
mestic investment and consumption demand. The performance of
the trade deficit in 1994 was consistent with estimates indicating
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that, for the United States, the response of imports to a change in
domestic income is generally greater than the response of exports
to a similar change in foreign income.

America as an International Debtor

The United States remains critically dependent on foreign capital
inflows to finance its sizable external deficit. Since the early 1980s,
when America’s claims on foreigners exceeded foreigners’' claims on
the United States, persistent current account deficits and the coun-
terpart foreign acquisition of U.S. assets have led to a buildup of
U.S. international indebtedness. By the late 1980s the value of U.S.
assets owned by foreigners was larger than the value of foreign as-
sets owned by American residents, and the gap has continued to
grow since then (Table 2—4). Total net U.S. international debt ex-
ceeded $500 billion in 1993; the figure is $556 billion if direct in-
vestment holdings are valued at current cost, and $508 billion if
those holdings are evaluated at market value. As a share of nomi-
nal income, the burden of net international debt has risen to be-
tween 8 and 9 percent of GDP. Regardless of whether it is meas-
ured in billions of dollars or as a share of income, however, the
debt owed to foreigners remains high.

TABLE 2—-4.— U.S. Net International Investment Position

Billions of dollars Percent of GDP
End of year At current At market At current At market
cost value cost value
1982 oo 379 265 11.9 8.3
1987 oot -23 58 -5 1.2
1990 oo —251 —224 -45 -4.0
1993 e —556 -508 -8.6 -7.8

Source: Department of Commerce.

Yet despite its position as an international debtor, the United
States until very recently registered a positive balance on net in-
vestment income. Higher rates of return on U.S. holdings abroad
than on foreign holdings of U.S. assets reflected in part low rates
of return on foreign holdings, most notably on investments in real
estate. During 1993, however, the balance on investment income
switched from positive to negative. Net investment payments now
add to our current account deficit, increasing our financing needs
and our dependence on foreign capital. Without a sizable reduction
in the net debt owed to foreigners, either through an increase in
U.S. holdings of foreign assets or through a reduction in U.S. liabil-
ities to foreigners, net investment income payments are likely to
remain in deficit through the end of the decade and beyond. Over
time, net investment income payments to foreigners will constitute
a larger and larger share of our current account position.
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Exchange Rates

The value of the dollar declined about 8 percent last year when
measured on a trade-weighted basis against the currencies of the
nine major foreign industrial countries. However, the nominal
value of the trade-weighted dollar has been broadly trendless since
early 1987, following the Louvre Accord among the six major indus-
trialized countries to stabilize exchange rates.

The dollar moved more substantially against some individual
currencies than is reflected in the weighted-average rate (Chart 2—
8). Between the end of 1993 and July 1994, the dollar declined
some 12 percent against the Japanese yen, bringing the cumulative
decline vis-a-vis the yen since the end of 1992 to 21 percent. After
midsummer the dollar’s value in terms of the yen was more stable,
and the dollar ended the year trading at 99.6 yen. Movements in
the dollar-yen rate reflected to some extent trade tensions between
Japan and the United States (see Chapter 6). In addition, the ris-
ing current account deficit in the United States and surplus in
Japan may have increased downward pressure on the dollar and
upward pressure on the yen. Although both the American and the
Japanese current account imbalances have been rising in recent
years, external imbalance is not new for either country; thus it re-
mains a question how much this factor influenced the behavior of
financial markets in 1994,

Chart 2-8 Measures of the Dollar's Value
The dollar fell against the currencies of Japan and Germany in 1994 but appreciated
against the Canadian dollar.
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The dollar also weakened significantly against some European
currencies, most notably vis-a-vis the German mark and the cur-
rencies that are closely tied to it through the European Exchange
Rate Mechanism, such as the French franc, the Belgian franc, and
the Dutch guilder. Over the course of the year the dollar fell 11
percent against the mark. At the beginning of 1994 market partici-
pants expected some rise in the dollar's value relative to the mark,
as monetary policy in the United States was widely expected to
grow tighter and that in Germany to become easier over the year.
The strength of the German recovery relative to expectations may
have accounted for some of the appreciation of the mark against
the dollar.

Against the currency of our largest export market—the Canadian
dollar—the U.S. dollar appreciated 5 percent last year. Since mid-
1991 the Canadian dollar has lost 19 percent of its value relative
to the U.S. dollar. Major contributors to the slide in the Canadian
dollar have been rising government debt and political uncertainty:
the ratio of Canadian Government debt to GDP hit 95 percent in
1994 (up from less than 70 percent in 1989), and the increasing
strength of the Quebec separatist movement has gained widespread
attention.

At the end of 1994 the Mexican peso declined sharply—by some
31 percent—vis-a-vis the U.S. dollar. Details of the peso’s fall and
efforts by the Administration to address Mexico's resulting liquidity
crisis are discussed in Chapter 6.

Other factors are likely to have influenced the overall deprecia-
tion of the dollar as well. First, the perception by at least some
market participants that the Federal Reserve was slow to tighten
the stance of monetary policy may have led investors to sell dollar
assets. In addition, the widely discussed move by institutional in-
vestors out of dollar assets and into emerging-market funds in
order to diversify portfolios no doubt contributed to the dollar’'s
weakness.

FISCAL POLICY IN 1994 AND BEYOND

As noted in Chapter 1, the Administration’s 1994-98 budget
package, embodied in the Omnibus Budget Reconciliation Act of
1993 (OBRA93), resulted in a dramatic reduction in the Federal
deficit in 1994 and markedly improved the deficit outlook for the
remainder of this decade. The fiscal 1994 deficit was $52 billion
lower than the fiscal 1993 deficit, and $72 billion lower if special
factors, such as net receipts from sales of assets acquired from
failed savings and loans, are excluded. Over the entire 199498 pe-
riod, the Administration estimates that accumulated deficits will
fall by some $616 billion relative to the pre-OBRA93 baseline—
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roughly $500 billion from OBRA93's spending cuts and revenue in-
creases, and the remainder from technical revisions as well as im-
proved economic conditions, the latter in part due to the budget
package. The Administration’s 1996 budget package preserves
OBRA93's deficit reduction measures and adds another $81 billion
in budgetary savings through 2000, even as it provides full funding
for the Administration’s proposed middle-class tax cuts, which will
total $63 billion between 1996 and 2000.

As a result of the Administration’s deficit reduction measures,
along with projected slowdowns in medicare and medicaid spend-
ing, the Federal deficit will continue to decline as a share of GDP,
averaging about 2.5 percent during the 1994-2000 period, nearly 2
percentage points less than the 4.4-percent average for the 1982—
93 period.

Because the size of the budget deficit depends not just on policy
decisions but also on the state of the economy, economists prefer
to use the so-called structural or cyclically corrected deficit to as-
sess the stance and direction of fiscal policy. The structural deficit,
defined as the deficit that would result if the economy were operat-
ing at or near its potential output level, is designed to capture the
effects of policy and exclude the effects of the business cycle on the
size of the deficit.

Chart 2-9 shows the Administration’s estimates of the structural
deficit relative to the economy’s potential output. The chart reveals
that this ratio rose dramatically during the 1980s, reaching a peak
of 5 percent in 1986 and averaging 3.9 percent between 1982 and
1993. Between 1993 and 1994 the stance of fiscal policy became
contractionary in response to OBRA93's implementation, and this
ratio fell from 3.3 percent to 2.8 percent. The decline in the ratio
of the structural deficit to potential GDP is even more impressive
when special factors such as deposit insurance are excluded: from
3.7 percent in 1993 to 2.9 percent in 1994. Moreover, based on the
Administration’s current economic forecast, projected slowdowns in
the growth of medicare and medicaid spending, and the Adminis-
tration’s deficit reduction policies, the structural deficit is projected
to decline throughout the remainder of the decade as a share of po-
tential GDP and to average 2.5 percent for the entire 1994-2000
period.

THE BUDGET OUTLOOK OVER THE LONGER RUN

Current long-run projections suggest that if the Administration’s
current policy proposals are enacted and the anticipated slowdowns
in medicare and medicaid spending persist, the improvement in the
deficit should be preserved for at least the next 10 years. Beyond
2000 the deficit is anticipated to remain roughly constant. Relative
to GDP, however, the deficit is likely to continue its gradual de-
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Chart 2-9 Structural Budget Deficits
Policy changes enacted in 1993 arrested the upward trend of the deficit, and the President’s
proposed budget for fiscal 1996 will achieve even more deficit reduction.
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Sources: Council of Economic Advisers and Office of Management and Budget.

cline, falling below 2 percent early in the next century. Over the
longer run, changing demographics will put upward pressure on
the deficit as the baby-boom generation, born during the first two
decades after World War 11, begins to retire. The aging of the popu-
lation will contribute to rising expenditures for both Social Security
and Federal medical programs, because medicare is primarily a
program for those over the age of 65, and medicaid is increasingly
a program for elderly people needing nursing home care.

During the 1996-2000 period, spending for both medicare and
medicaid is projected to increase at a slower rate than in recent
years. This projected slowdown is the result of several factors in-
cluding lower projected medical cost inflation, slower projected
growth of the medicaid beneficiary population, and increased scru-
tiny of State claims for certain Federal medicaid matching pay-
ments. Despite these changes, however, the projected growth rates
for both medicare and medicaid remain very high. Medicare bene-
fits are projected to grow at an average annual rate of 9.1 percent,
and medicaid benefits at an average annual rate of 9.3 percent.
Both of these growth rates are nearly three times the projected
general inflation rate of 3.2 percent, and at these rates both medi-
care and medicaid spending will double every 8 years. As a result,
by 2000 spending on these programs will account for one-fifth of
total Federal outlays, rising from 3.4 percent of GDP in fiscal 1994
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to 4.1 percent by 2000. By 2005 these health care programs will
amount to 4.9 percent of GDP.

The number of people participating in the Federal health pro-
grams is expected to increase as the medicaid population grows at
an anticipated 3.8-percent annual rate on average between now
and 2000. However, this expansion makes up a relatively small
part of the increase in total Federal spending for medicare and
medicaid—it could be accommodated without undue pressure on
the deficit. The main reason why the fiscal impact of these pro-
grams is such a problem is that health care spending per bene-
ficiary keeps rising faster than inflation—indeed faster than infla-
tion plus the general increase in real per capita GDP.

Chart 2-10 illustrates the impact of rising medicaid and medi-
care spending on the deficit. If spending on these programs grew
at the rate of increase of the beneficiary population, but spending
per beneficiary rose in line with per capita nominal GDP, the Fed-
eral budget would be balanced by the year 2003. Obviously it is un-
realistic to anticipate such a sharp change in health care spending
trends given the long history of rapid growth, but this fact helps
pinpoint the real problem behind the continuing large Federal defi-
cit and confirms the need for genuine health care reform.

Chart 2-10 Health Care Inflation and the Federal Deficit
If per beneficiary costs of medicare and medicaid rose only at the rate of growth of nominal
per capita output, the Federal deficit would vanish by the year 2003.
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As noted in Chapter 1, the Administration remains committed to
such reform, to provide health security to all Americans and con-
tain health care costs for families, businesses, and Federal, State,
and local governments. Because of the linkages and interactions be-
tween public health care programs and the private health care
market, attempts to stem the growth of Federal programs by such
mechanisms as spending caps will not solve the underlying prob-
lem of costs. Instead, the imposition of caps will shift costs to the
private sector and threaten the availability and quality of services
for the medicare and medicaid populations.

THE CHANGING COMPOSITION OF
FEDERAL SPENDING

One of the underappreciated aspects of fiscal policy is the change
in fiscal spending priorities that has emerged during the last three
decades. Chart 2-11 presents the major categories of Federal
spending over this period. The chart indicates that—contrary to
conventional belief—the long-run growth of nondefense discre-
tionary spending has been considerably slower than GDP growth
for much of this period, and the ratio of nondefense discretionary
spending to GDP is projected to remain well below the peak real-
ized in 1980.

Chart 2-11 Composition of Federal Spending
Relative to GDP, discretionary spending has fallen during the past two decades,
while entitlement spending and interest on the debt have grown.
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To some extent, the diminishing claim on economic output of
nondefense discretionary spending reflects competition between de-
fense and nondefense spending. But to a larger extent the contrac-
tion of nondefense discretionary spending relative to GDP reflects
the pressure on the budget of rapid growth in both net interest
payments on the debt and entitlement spending. Over the early
1980s the buildup in Federal debt was particularly large. As a re-
sult, 1994 interest payments on the debt constituted 3.1 percent of
GDP, compared with an average of 1.6 percent between 1970 and
1981.

The most dramatic feature in the changing expenditure mix is
the growth of spending on entitlement programs, especially health
care programs. Federal health care spending grew from an average
of 1.3 percent of GDP over the 1970-81 period to close to 3.4 per-
cent of GDP by 1993-94. Between 1970 and 1994, average annual
growth in health care spending was about 134 times average an-
nual growth in nominal GDP.

Chart 2-12 provides detail on the projected composition of Fed-
eral spending for fiscal 1995. The four largest components of Fed-
eral spending are Social Security, national defense, interest on the
debt, and medicare, in that order. Together these categories ac-
count for about 65 percent of total Federal spending. Expenditures
for medicare, the smallest of these four components, are over five
times spending on food stamps, over eight times spending on inter-
national affairs, and over nine times spending on aid to families
with dependent children.

PRINCIPLES FOR EVALUATING ALTERNATE
TAX PROPOSALS

As already noted and described in Chapter 1, the Administra-
tion’s 1996 budget proposal contains a package of tax cuts for mid-
dle-class Americans. These include a child-based tax credit, a tax
deduction for postsecondary education and training expenses, and
expanded availability of individual retirement accounts (IRAS).
These initiatives are paid for primarily by discretionary spending
cuts.

In its assessment of various tax proposals that are likely to be
considered by the Congress during the coming year, the Adminis-
tration will rely on four basic principles:

» Do the proposed changes in tax policy enhance long-run eco-

nomic growth?

» Are they consistent with norms of economic efficiency?

e Are they fair?

» Are they fiscally responsible?
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Chart 2-12 Federal Outlays by Function, Fiscal 1995
Social Security, defense, medicare, and net interest on the debt comprise 65 percent of
Federal spending, dwarfing outlays on international affairs and social insurance programs.
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Although each of these principles is important in its own right, any
set of tax proposals should be evaluated in terms of how it meas-
ures up against all four.

The first of these principles focuses on the incentive properties
of tax measures and takes a long-run view of their likely results.
The Administration’s proposed tax deduction for postsecondary
education and training expenses, for example, is designed to
strengthen individual incentives to invest in these activities, both
of which have been demonstrated to offer good rates of return on
average. Similarly, the Administration’s proposed IRA expansion is
intended to focus more attention on household saving. The goal of
these tax proposals is to increase the economy’s aggregate amounts
of human and physical capital, thereby increasing incomes in the
long run.

The second principle concentrates on economic efficiency by ex-
amining the distortions that proposed taxes might create in basic
economic choices. In the early 1980s, for example, changes in tax
policy produced a proliferation of tax shelter activity, with adverse
consequences for both investors and the tax system. Another exam-
ple of a proposal that is deeply flawed from an efficiency point of
view is the “neutral cost recovery system” proposed in the House
Republican Contract with America. This system offers, for certain
types of assets, depreciation allowances that are indexed for infla-
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tion and then increased by a factor of 3.5 percent per year. How-
ever, it does not index debt, so that businesses can deduct all of
their interest expense rather than only that portion associated with
the real interest rate. Thus it effectively shields businesses from
taxation on many of their investments while permitting them to de-
duct fully the costs of debt to finance those investments. This
would create a large economic distortion in investment choices both
because it would result in a negative income tax on a significant
fraction of total business investment and because it would treat dif-
ferent types of capital differently.

The third principle for evaluating tax proposals is fairness, an
important dimension of which is vertical equity, or the distribution
of the tax burden among families at different income levels. As
noted earlier, about 87 percent of the benefits of the Administra-
tion’s proposed tax cuts would go to families with annual incomes
under $100,000. In contrast, according to analyses by the Treasury
Department, about 50 percent of the benefits of the tax cuts pro-
posed in the Republican Contract would go to families with annual
incomes over $100,000—only 10 percent of all American families.
The overall effect of the Contract’'s tax package would be to reduce
substantially the progressivity of the Federal tax system. A second
important dimension of fairness is horizontal equity—that is, pro-
viding similar treatment to taxpayers in similar economic situa-
tions. By further increasing the gap between the tax burdens on
labor income and capital income, the capital gains rate reductions
proposed in the Republican Contract fall short on this score as
well.

Finally, whether a proposed tax reduction is desirable economic
policy depends on whether it provides social benefits greater than
its revenue cost. As already noted, the revenue losses resulting
from the Administration’'s tax proposal are fully offset by specific
spending cuts, allowing continued progress on deficit reduction
through the end of the decade. Specific revenue offsets have not
been offered for the substantial costs of the tax proposals in the Re-
publican Contract; those costs have been estimated by the Treasury
Department at $205 billion between fiscal 1995 and fiscal 2000,
and $725 billion between fiscal 1995 and fiscal 2005.

Moreover, the Administration uses conventional accounting
methods to “score” the impact of its tax proposals. In contrast,
some members of the Congress have proposed using so-called dy-
namic scoring methods to evaluate the budgetary impact of their
proposed tax reductions. For the reasons noted in Box 2-3, al-
though such methods sound reasonable in theory, in practice they
would pose grave risks, because they could easily be used to ration-
alize tax reductions that would sharply increase the deficit over
time.
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Box 2-3.—Scoring the Revenue Consequences of Tax and
Expenditure Changes

Current “static” budgeting techniques recognize and incor-
porate many Kkinds of behavioral responses to proposed changes
in government policies. For example, if an increase in the tax
on gasoline is being considered, budget analysts will estimate
the likely reduction in gasoline purchases and adjust their rev-
enue estimates. But current techniques also assume that these
behavioral responses are not large enough to significantly af-
fect the level of total output or its growth rate within the 5-
year budget window.

Nearly all economists would agree that in principle policy-
makers should consider the effects of policy changes on the ag-
gregate economy. But the consensus quickly falls apart when
it comes to the details of how such “dynamic” scoring should
be conducted. The lack of consensus reflects the fact that mod-
els of the macroeconomy are very complex, embodying myriad
assumptions about the behavior of individuals and businesses.
Even small differences in these assumptions can lead to dif-
ferent conclusions.

For example, different assumptions about the sensitivity of
labor supply decisions to changes in income tax rates, and
about the sensitivity of saving to changes in the after-tax rate
of return, can lead to very different conclusions about the ex-
tent of revenue loss resulting from a reduction in the income
tax rate or the capital gains tax rate. Unfortunately, existing
empirical techniques make it impossible to determine which es-
timates are the best predictions of behavioral responses to tax
rate changes with the degree of precision necessary for reliable
dynamic analysis.

Although static scoring techniques rest on simplifying as-
sumptions, budget decisions involving tens of billions of dollars
are too important to leave to dynamic scoring techniques which
are fraught with uncertainties and easily manipulated. It is
not hard to imagine how dynamic scoring techniques could be
used to justify generous tax cuts on the grounds that they
would pay for themselves, when it is all too likely that they
would cause a large increase in the deficit.

The Debate over Further Reduction in the Capital Gains

Tax Rate

One of the fiscal initiatives that is likely to be proposed and de-
bated during the coming fiscal year is a further reduction in the
tax rate on capital gains. Under current law, capital gains income
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already receives a tax preference relative to other forms of income.
This preference arises from several provisions. First, the statutory
rate on capital gains is capped at 28 percent, compared with a 39.6-
percent marginal rate on other forms of income for upper income
households. Second, capital gains are taxed only when an asset is
sold, not as the gain accrues. Third, the tax liability against an ap-
preciated asset is forgiven when the owner of the asset dies.
Fourth, the tax liability on the sale of a principal residence is de-
ferred provided the seller purchases another house at least as ex-
pensive within 2 years. Finally, taxation on up to $125,000 of the
capital gain on the sale of a principal residence is forgiven if the
owner is over the age of 55 (this exclusion may be taken only once
in a taxpayer’s lifetime). OBRA93 further expanded the tax pref-
erence for capital gains by exempting from tax one-half of all cap-
ital gains generated by equity investments held for at least 5 years
in certain small businesses.

Arguments in favor of yet more generous treatment of capital
gains are based largely on claims that a cut in the tax rate would
spur saving and investment and would raise, rather than lower,
government tax revenues, especially capital gains tax receipts. Al-
though a reduction in capital gains tax rates would increase the
after-tax rate of return on savings (for a given before-tax rate of
return), the preponderance of the available empirical evidence sug-
gests that private saving is not likely to increase much in response.
Indeed, private saving (both from domestic sources and from an in-
flow of foreign capital) has historically been fairly insensitive to
changes in the rate of return. In addition, as discussed below, gov-
ernment revenues from capital gains are likely to fall with a cut
in the tax rate, unless there are feedback effects on the growth of
the economy (for instance from channeling more, or redirecting ex-
isting, resources into new ventures) that are implausibly large. If
total saving—the sum of private saving and government saving—
did not increase, neither investment spending nor aggregate output
would increase.

Can lower capital gains tax rates raise capital gains revenues
even if they do not induce an increase in the economy’s growth
rate? In the short run, revenues could increase as lower tax rates
caused asset holders to accelerate the sale of their assets. Espe-
cially if the tax cut is thought to be temporary, the incentive could
be strong to realize the gain and pay the tax sooner rather than
later. But such a shift in the timing of the tax would probably
mean a reduction in total capital gains taxes paid on a given asset
over the long run. Indeed, the acceleration in payment would occur
precisely because asset owners view this as a tax-minimizing strat-

egy.
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In the long run, without an induced increase in economic growth,
a cut in the capital gains tax rate could raise capital gains reve-
nues only under the following circumstances. First, an increase in
the differential between the tax rate on capital gains income and
that on ordinary income might lead taxpayers to transform ordi-
nary income into tax-preferred capital gains income, hence generat-
ing more capital gains revenue. Of course, aggregate income taxes
inclusive of capital gains taxes would fall. Second, a reduction in
the capital gains tax rate could induce a shift in investors’ port-
folios away from tax-exempt bonds or even housing into assets sub-
ject to capital gains taxes. Third, and most important, a reduction
in the tax rate could encourage a decrease in the value of assets
that are held until death in order to escape taxation. Whether the
increase in the realization of capital gains that would otherwise es-
cape taxation would be large enough to offset the decline in tax
revenues from assets whose gains are generally taxed is an empiri-
cal question.

Although studies have found a wide range of responses, recent
research suggests that capital gains realizations would rise over
the long haul if tax rates were reduced, but not by enough to keep
capital gains revenues from falling. In any case, eliminating the
capital gains tax preference given to inherited assets is a more
straightforward and certain way of eliminating the lock-in effect,
and thus raising capital gains tax revenues, than a reduction in the
capital gains tax rate itself.

Finally, income tax revenues other than on capital gains could
increase if a reduction in the capital gains tax rate raised the turn-
over rate of assets subject to sales commissions that are either
fixed or based on gross value rather than capital gain.

When judged by the four principles of long-run growth, economic
efficiency, fairness, and likely effects on revenues and the deficit,
the reduction in the capital gains tax rate proposed by the House
Republican Contract with America—which calls for a 50-percent
tax exclusion for all capital gains and, for certain assets, the tax-
ation of only real capital gains (through the indexation for tax pur-
poses of capital gains for inflation)—is problematic and ultimately
ill-advised. For the reasons already noted, the direct effects of addi-
tional capital gains tax relief on private saving and investment—
perhaps its only valid rationale—are likely to be small. The cre-
ation of a larger wedge between the rate of capital gains taxation
and the rate of income taxation for higher income taxpayers is like-
ly to encourage more-aggressive tax-sheltering activities. And a re-
duction in the capital gains tax rate that applied both retrospec-
tively and prospectively would provide a substantial windfall to in-
vestments undertaken before the change in the tax code, which
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does not serve the purpose of encouraging new saving and invest-
ment.

An across-the-board reduction in the capital gains tax rate also
violates the principle of tax fairness. By providing different tax
treatment to different classes of assets, the proposal would create
an uneven playing field for investors. Moreover, according to avail-
able estimates, about 50 percent of the benefits of a uniform capital
gains rate cut would go to the 1 percent of the population with the
highest incomes, and over 75 percent of the benefits would accrue
to the top 10 percent of the income distribution. Such a skewed dis-
tribution of benefits follows directly from the current distribution
of wealth in the United States. According to the Survey of
Consumer Finances, Americans in the top %2 percent of the net
worth distribution owned 29.1 percent of aggregate net worth in
1989, while the bottom 90 percent owned only 30.7 percent. The
share of the wealthiest ¥z percent increased by 5 percentage points
and that of the bottom 90 percent fell by 2.6 percentage points be-
tween 1983 and 1989.

Finally, a uniform and generous reduction in the capital gains
tax rate is likely to be expensive in terms of forgone revenues. The
Treasury estimates that the capital gains tax reduction currently
proposed in the Contract with America would reduce tax receipts
by about $60 billion between fiscal 1995 and fiscal 2000 and by
about $183 billion between fiscal 1995 and fiscal 2005. These lost
revenues would have to be offset by an equivalent amount of
spending cuts (or increases in other revenues) to make the overall
proposal deficit-neutral.

MONETARY POLICY IN 1994

At the beginning of 1994 a growing number of observers began
to express concern that continued economic growth at the pace ex-
perienced over the second half of 1993 would soon close the gap be-
tween actual and potential output, precipitating increases in wage
and price inflation. This concern was heightened both by a jump
in GDP growth at the end of 1993, to a rate in excess of 6 percent,
and by the degree of underlying momentum the economy carried
into 1994.

Acting to forestall inflation, the Federal Reserve raised the Fed-
eral funds rate (the rate on overnight interbank loans) by one quar-
ter percentage point in early February 1994. Monetary policy was
tightened further in five subsequent Fed policy actions over the
course of the year, and by December 1994 the Federal funds rate
stood 2.5 percentage points higher than in January 1994. Although
the year-end Federal funds rate was still considerably lower both
in nominal and in real terms than it had been in 1989 and early
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1990 (Chart 2-13), when the gap between actual and potential out-
put was roughly comparable to where it was at the end of 1994,
the cumulative rise in the rate was substantial when measured
against changes in the first year of earlier episodes of tightening.

Chart 2-13 Nominal and Real Federal Funds Rates
The rising Federal funds rate in 1994 reflected the Federal Reserve’s shift toward
tighter monetary policy.
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Sources: Department of Commerce and Board of Governors of the Federal Reserve System.

The Fed's action in February, in advance of any apparent in-
crease in inflation, reflected its view that economic activity re-
sponds with a lag and then only gradually to changes in interest
rates. In the belief that the risks on inflation had shifted to the up-
side, the Federal Reserve reduced the degree of monetary accom-
modation slowly but substantially. In the Fed’s view, the risk of in-
creased inflation was augmented by the actual and expected
strength of real activity, and by the absence of any appreciable
slack in labor markets. Additional factors that influenced the Fed
included a significant pickup in inflation at the early stages of
processing, and an acceleration in nonoil import prices. The Fed
also saw signs that inflationary expectations had risen in the be-
havior of foreign exchange and long-term debt markets: bond prices
rallied initially with many of the rate hikes, but retreated subse-
quently with the release of additional news confirming the persist-
ent strength of the economy. Finally, the Fed believed that various
practices of banks during 1994—Ilowering standards for business
loans and passing through to consumer loans an unusually small
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portion of the rise in market interest rates—were offsetting some
of the effects of higher interest rates and thus warranted somewhat
larger interest rate hikes.

By the end of 1994 the effects of higher interest rates on real ac-
tivity had shown up clearly only in the most interest-sensitive sec-
tors, such as housing. Still, the expectation was that the bulk of
the restraint imposed by higher rates in 1994 would materialize
over the coming months, moderating the pace of economic activity
in 1995. Although it is expected that the economy will slow just
enough to bring it to its long-run sustainable path, neither the tim-
ing nor the ultimate size of interest rate effects is known with cer-
tainty. Thus, it is possible that the Fed will decide that another
rise in interest rates will be required to slow the economy suffi-
ciently, or that the Fed's monetary tightness will cause economic
growth to slow more than anticipated by the Administration’s fore-
cast.

RISING INTEREST RATES

An element of considerable surprise in financial markets over the
past year was the sharp increase in yields on long-term bonds in
most industrial countries. Although bond yields might have been
expected to rise somewhat with the increase in short-term rates en-
gineered by the Fed, the yield curve (the rates of interest across all
maturities that prevail at a given time) nevertheless would have
been expected to flatten significantly. Instead, from a low of 5.78
percent on October 15, 1993, the yield on 30-year U.S. Government
bonds rose markedly during 1994, peaking at 8.16 percent in early
November and ending the year at 7.89 percent. Thus, even before
the first Fed action in February, yields across the maturity spec-
trum had risen fairly uniformly relative to the yield on 3-month
Treasury bills, and the spread vis-a-vis the 3-month bill rate con-
tinued to rise through early April. Over the remainder of the year,
spreads between the 3-month bill rate and yields on 1- to 3-year
notes were roughly constant, while the spread between the bill rate
and yields on longer term debt narrowed somewhat, especially after
the Fed's tightening in November (Chart 2-14).

All told, the increase in bond yields was unusually large when
judged by the historical relationship between year-to-year move-
ments in short- and long-term interest rates. Chart 2—15 plots the
actual yields on U.S. long-term corporate bonds and the yields that
would be predicted from historical experience. The chart shows the
uncharacteristic size of the 1994 prediction error, with actual long-
term rates much higher than expected. The prediction is based on
a relatively standard equation that explains the relationship be-

80



Chart 2-14 Term Structure of Interest Rates on Government Debt
Contrary to most expectations, long-term interest rates rose by almost as much as
short-term rates over the course of 1994.
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Source: Department of the Treasury.

tween short-term and long-term yields—the term structure of inter-
est rates.

The rise in long-term interest rates in the United States was
fully matched by increases in the weighted average of interest
rates in Japan, Germany, France, Italy, the United Kingdom, and
Canada (Chart 2-16). Since the end of 1993, the weighted average
of 10-year interest rates in the foreign G—7 countries moved up 2.1
percentage points over the year. However, this average movement
disguises experiences that differed markedly across individual
countries—for example, long-term interest rates rose 1.3 percent-
age points in Japan and 3.6 percentage points in Italy.

What explains the unusual rise in long-term rates both in the
United States and in other industrial countries? To sort out the al-
ternative explanations one must first determine the extent to
which the increase in yields constituted a rise in real rates of inter-
est, and the extent to which it reflected heightened expectations of
inflation. If real rates have risen, the cause could be either stronger
than expected aggregate demand or an increase in the risk pre-
mium (or some combination of the two). Only limited evidence ex-
ists to help make these distinctions. The relative importance of
each factor is likely to have differed—perhaps significantly—across
countries. The next section sets out a framework for examining the
rise in interest rates and applies it to the U.S. experience.

81



Chart 2-15 Actual and Predicted Long-Term Interest Rates
The increase in long-term interest rates during 1994 is at odds with standard models
of interest rate determination.
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Chart 2-16 U.S. and Foreign Long-Term Interest Rates
The rise in interest rates in the United States in 1994 corresponded to similar increases
in foreign industrialized countries.
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EXPLAINING THE RISE IN LONG-TERM RATES

Theories of the relationship between the yields on assets of dif-
ferent maturities generally argue that the yield on a 30-year bond
should equal the average of expected yields on 1-year bonds over
the next 30 years, plus some premium to compensate the bond-
holder for a loss of liquidity or other sources of long-term risk.
Under the assumption that there was no change in the risk pre-
mium, the term structure theory suggests that the average ex-
pected 1-year rate over the next 30 years rose by 2.1 percentage
points in the United States between October 1993 and the end of
1994, 0.4 percentage point less than the increase in the Federal
funds rate during 1994. Moreover, because the rise in rates was
roughly uniform for 1- to 30-year debt through most of the year,
financial market participants acted as if the higher level of short-
term rates would persist indefinitely. Thus, the market seemed to
be saying that short-term rates would remain high for many years.

Based on historical experience—experience that is captured in
equations used to model the term structure of interest rates—ex-
pectations about future short-term rates are not based solely on the
value of the current short-term rate but also on values of past
short-term rates. The almost contemporaneous increase in short-
and long-term rates over 1994 thus signaled a fundamental change
in the outlook for future rates. This change in interest rate expec-
tations coincided with a growing consensus that the underlying
strength of the U.S. economy was greater than first thought.

To see how the increased strength of the economy could raise
rates, consider two alternative scenarios. Each scenario highlights
one extreme on the spectrum of interpretations of the increase in
interest rates. Both scenarios assume that the economy is operat-
ing close to its level of potential output and that something hap-
pens to raise the outlook for aggregate demand. For instance, for-
eign GDP growth could strengthen relative to prior expectations,
thus enhancing the prospects for U.S. exports. Alternatively, hous-
ing starts or other elements of domestic demand could appear to
be unusually immune to high interest rates.

In the first scenario, in order to prevent the economy from oper-
ating above its potential level following the increase in aggregate
demand, the real interest rate would have to rise. Moreover, if the
upward shift in aggregate demand is expected to be sustained for
some years, the rise in the real interest rate must also be sus-
tained. This scenario attributes the rise in expected short-term
rates implicit in the rise in long-term interest rates to an expected
and sustained increase in real short-term rates. This scenario is
consistent with a view that the Federal Reserve's commitment to
a goal of price stability will lead it to raise real rates when an in-
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crease in demand would otherwise result in the economy operating
above its potential.

The second scenario attributes the rise in long-term rates to an
increase in the long-term forecast for inflation. It is based on a
view that, although aggregate demand has shifted upward, the
Federal Reserve either does not fully recognize the increased
strength of demand or reacts only after some time has elapsed,
during which price pressures build. In this scenario, in which the
Fed is seen as tolerating an economy operating above its potential,
the rate of inflation increases until either aggregate demand shifts
back to its original level or the Fed steps in and raises real interest
rates by the amount necessary to dampen the level of demand.
Thereafter the inflation rate stabilizes, but at a higher level—the
longer the economy is allowed to operate above potential, the larger
is the sustained increase in the inflation rate.

Both of these scenarios assume that the impetus to the runup in
long-term yields in 1994 was a reassessment of the fundamental
strength of demand in the U.S. economy. How large would that up-
ward revision have to have been to justify a sustained increase in
expected real rates of 2.1 percentage points or an increase in the
inflation premium of the same magnitude? And how plausible is
such an upward revision in view of the behavior of the U.S. econ-
omy over 1994? In short, is either of the two scenarios plausible?

Rules of thumb derived from U.S. macroeconomic data can be
used to quantify, albeit very crudely, the size of the perceived shock
to aggregate demand under these two alternative scenarios. In the
first scenario, the size of the upward shift to aggregate demand
that can be offset by a given increase in real rates depends on the
sensitivity of aggregate demand to changes in such rates. The more
interest-sensitive is demand, the larger is the shift in aggregate de-
mand associated with the observed increase in the real rate. Based
on estimated statistical relationships, an increase in real interest
rates of 2.1 percentage points would offset a permanent upward
shift in aggregate demand of about 1.9 percent of GDP. That is, to
keep the level of output unchanged—despite an increase of about
1.9 percent in the level of demand associated with any given real
interest rate—real rates would have to rise by about 2.1 percentage
points.

In the second scenario, where the entire rise in rates reflects an
increase in the long-term inflation forecast, the cumulative output
gap—defined as the excess of actual output relative to potential
output over the period when the economy is operating above poten-
tial—is roughly 10.5 percentage points (Box 2—4 describes this cal-
culation). A cumulative gap of this magnitude can arise either
quickly or over a longer period of time. For instance, the antici-
pated shift in aggregate demand could be a near-term phenomenon,
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with the level of output exceeding potential by 5.3 percent over
each of the next 2 years. Alternatively, investors may think that
the additional strength in the economy is likely to last about 5
years and be worth a little more than 2 percent on the output gap
each year.

Box 2-4.—Calculating the Cumulative Output Gap

The output gap associated with a permanent increase in the
inflation rate of 2.1 percentage points can be calculated by
using Okun’s rule and an estimate of the sacrifice ratio (de-
fined as the percentage-point decline in the unemployment rate
required to raise the long-term rate of inflation by 1 percentage
point). From Okun’s rule, every percentage-point increase in
the gap between actual and potential output reduces the unem-
ployment rate by 0.4 percentage point. Then, using a mean es-
timate of 2 for the sacrifice ratio, each percentage-point de-
crease in the unemployment rate that is sustained for 1 year
adds 0.5 percentage point to the permanent rate of inflation.

EVIDENCE FROM THE UNITED STATES

Is there evidence to discriminate between these hypotheses—an
expected permanent increase in the real interest rate or an ex-
pected increase in the long-term inflation rate? What evidence is
there for some middle ground—a combination of an expected in-
crease in both the real interest rate and the inflation rate? And is
the magnitude of the implied shift in aggregate demand reasonable
under either of these scenarios, or is it so implausibly large that
alternative explanations of the rise in long rates must be sought?

Monthly Blue Chip forecasts help to shed some light on these
questions (the Blue Chip forecast is a consensus forecast of some
50 private sector economists). Beginning with the Blue Chip fore-
cast of real GDP growth made in October 1993 (the recent low
point for long-term yields) and continuing through the forecast
made early in January 1995, upward revisions were made to the
level of real GDP projected to prevail in the fourth quarter of 1994.
By January 1995 the forecast of the level of real GDP for the final
quarter of 1994 was 2 percent higher than the forecast made in Oc-
tober 1993. Forecasts of 1995 growth (on a fourth-quarter-over-
fourth-quarter basis) were essentially unchanged over this period,
indicating that the upward shift in the level of demand was ex-
pected to be sustained at least through 1995. These forecast revi-
sions underestimate—possibly significantly—the perceived upward
shift in aggregate demand because they occurred at the same time
that actual interest rates and projected interest rates were increas-
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ing (and thus do not reflect the increase in demand that would
have been consistent with unchanged yields).

Blue Chip projections for the U.S. economy over the next decade
are broadly consistent with the notion that the upward shift in the
underlying strength of the economy in 1994 was expected to be sus-
tained for a period of years. In October 1993 the unemployment
rate was projected to average 6.0 percent and the yield on cor-
porate Aaa bonds was expected to average 7.4 percent between
1995 and 2004. By October 1994 the average unemployment rate
projected to prevail between 1996 and 2005 had risen only to 6.1
percent (roughly 5.9 percent after correcting for the difference in
the new and old unemployment rate survey) despite the sizable in-
creases in interest rates that had already occurred and an upward
revision of about 0.5 percentage point to 10-year forecasts of both
nominal and real interest rates (as discussed below). Thus, sus-
tained higher interest rates were expected to be necessary to re-
store the level of output approximately to where it would have been
in the absence of the upward shift in demand.

The Blue Chip forecasts also offer some evidence on the decompo-
sition of the rise in interest rates into real and inflation compo-
nents. Between October 1993 and January 1995, forecasts of
consumer price inflation over the year ending in the fourth quarter
of 1994 were revised downward slightly—from 3.2 percent to 2.8
percent. Similarly, projections of inflation over the year ending in
the fourth quarter of 1995 were revised upward modestly—from 3.3
percent to 3.5 percent. In addition, forecasts of the average annual
increase in the CPI over the next 10 years were revised down be-
tween October 1993 and October 1994 by 0.1 percentage point.
Taken as a whole, these revisions offer no evidence for an increase
in the inflation premium and thus lend support to the hypothesis
that the rise in long-term rates was largely due to an increase in
the real component.

Clearly, revisions to Blue Chip forecasts of output growth and in-
flation provide at best imperfect evidence on long-run expectations,
and even then are limited by their 10-year horizon. Moreover, there
is some evidence to suggest that financial market participants saw
a very different story. For instance, the dividend-price ratio of the
stocks in the Standard & Poor’'s 500 index—a reasonable proxy for
the expected real rate of return on equity—showed no significant
sustained increase over the course of 1994. So, from the behavior
of equity markets, the rise in long-term interest rates either was
due to heightened expectations of inflation or represented some
shift in the preference for equity over bonds. A popular view in the
financial press was that, for much of the year, the Fed was “behind
the curve”; in that case, some fraction of the rise in long-term rates
would have reflected market fears of increased inflation. In fact,
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the flattening of the yield curve that followed the Fed's November
tightening is consistent with the view that the Fed had only then
assumed the appropriately aggressive stance.

An increase in the market's required compensation for risk could
also be an important factor in the rise in long-term yields. The risk
premium is difficult to measure and can vary over time as percep-
tions change. The events in financial markets in 1994 no doubt
heightened market participants’ assessments of risk, as is evi-
denced by a rise in expected volatilities inferred from options
prices. But expected volatilities remained well below levels re-
corded through much of the 1980s, and thus this measure of riski-
ness, by itself, does not support the hypothesis that higher risk
premia accounted for a significant portion of the runup in U.S.
long-term interest rates.

On balance, therefore, the evidence from the United States is
mixed. The consensus of forecasts sees no major increase in infla-
tion. But there are indications that financial markets did see infla-
tion and that the increase in long-term rates was therefore not en-
tirely due to an increase in its real component.

More direct and reliable readings of inflation expectations would
be provided if one could compare rates of return on bonds whose
yields are invariant to inflation with yields on conventional bonds
(Box 2-5). Such inflation-indexed bonds have been issued in other
countries, but not in the United States, and valuable information
about inflation expectations has been obtained from their yields.

EVIDENCE FROM FOREIGN COUNTRIES

A number of factors appear to have contributed to the rise in
long-term interest rates in foreign countries during 1994. Probably
the most important development—virtually identical to the evo-
lution of forecasts for the U.S. economy—was the better than ex-
pected recovery in real economic activity in the foreign G-7 coun-
tries. At the beginning of 1994, market forecasters expected real
GDP growth to average 1.1 percent in the major foreign countries
in 1994 and 2 percent in 1995. By the end of last year those expec-
tations had been revised upward to 2.1 percent and 2.6 percent, re-
spectively. As in the case of the United States, there is some lim-
ited evidence available to decompose the rise in nominal yields into
real, inflation, and risk components.

Evidence from the United Kingdom’s well-established market for
indexed bonds suggests that only about one-half of the rise in
nominal interest rates in that country has shown up in real rates.
The remaining increase in nominal interest rates during 1994 is
viewed as compensation for inflation, a measure that includes the
expectation of inflation as well as any premium for inflation risk.
That the United Kingdom would have experienced such a large in-
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Box 2-5.—Indexed Bonds

Although the inflation-indexed bonds that various countries
have issued differ somewhat in their design, their terms gen-
erally guarantee that the principal and coupon payments are
adjusted to reflect the cumulative change in a specified price
index since a base period. For instance, consider an indexed
bond that is issued with 2 years to maturity, a maturity value
of $100 in real terms, and an annual coupon rate of 5.0 per-
cent. One way of structuring the payments stream is as fol-
lows. If prices rise by 3 percent in the first year, the first-year
coupon payment would be $5.15 (0.05 times $100 times 1.03).
If prices rise by 4 percent in the second year, the second-year
coupon payment would be $5.36 ($5.15 times 1.04). The matu-
rity value at the end of the second year would be $107.12 ($100
times 1.03 times 1.04). If this bond sells for $100, its real yield
is 5 percent.

For this indexed bond, the real yield to maturity is set once
the purchase price of the bond is determined. The real yield
does not vary with the rate of inflation, although the realized
nominal yield to maturity does. By contrast, with a conven-
tional bond the nominal yield to maturity is known given the
purchase price, and the realized real yield to maturity will de-
pend on the actual course of inflation.

An estimate of the expected rate of inflation can be derived
by comparing the real yield on an indexed bond with the nomi-
nal yield on a conventional bond. For example, if the average
annual nominal yield on a conventional bond is 9 percent and
the average annual real yield on an indexed bond is 5 percent,
then the average annual expected rate of inflation is approxi-
mately 4 percent, assuming that, except for the indexation, the
bonds are perfect substitutes for each other in investors’ port-
folios. Differences between the bonds’ maturity, coupon pay-
ments, tax treatment, and other features could affect the pref-
erence for one type of bond relative to the other, in which case
the difference in yields would not correspond exactly to the ex-
pected rate of inflation. For example, investor preferences for
certainty about the real rate of return are likely to cause the
spread between yields on conventional and indexed bonds to
overestimate the expected rate of inflation, because investors
would be willing to pay a premium on indexed bonds (or would
require additional compensation on conventional bonds). Simi-
larly, if investors preferred certainty about nominal returns,
the yield spread would be likely to understate the expected in-
flation rate.
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crease in compensation for inflation over 1994 should come as no
surprise, given that inflation there in recent years has been some-
what volatile. Moreover, the withdrawal of the pound sterling from
the Exchange Rate Mechanism of the European Monetary System
in September 1992 may have increased the risk premium attached
to British assets. Notwithstanding this evidence of a greater likeli-
hood of inflation, or increased uncertainty about inflation pros-
pects, forecasts of U.K. retail price inflation for 1994 and 1995 were
actually revised downward over the year.

With the exception of Italy, inflation forecasts for 1994 and 1995
remained unchanged or declined between January and December
1994 in the foreign G—7 countries. This evidence, by itself, would
suggest that in most countries the rise in yields was due to higher
real rates or increased premia for risk. However, some analysts
have suggested that the rise in long-term bond yields across coun-
tries in 1994 should be viewed in the context of each country’'s in-
flation history. Chart 2—17 demonstrates that the rise in long-term
interest rates last year was smaller in countries with a history of
lower inflation (such as Japan and Germany) than in countries
with a history of higher inflation.

Others have suggested that the size of fiscal deficits may have
played a role. But the evidence on the link between government
spending and increases in long-term yields is more mixed. The total
stock of government debt is a far better indicator of a nation’s fiscal
position than is the size of the deficit in a single year. Whereas in
Italy and Sweden increases in long-term yields of 3.6 and 3.7 per-
centage points, respectively, seemed to be related to government
debt levels around 100 percent of GDP, rates rose in Belgium by
a smaller 1.9 percentage points, despite government debt near 150
percent of GDP. There was considerable discussion among analysts
about the determinants of the rise in long-term vyields, but past
price and fiscal developments were not “news” in 1994, and there-
fore it is difficult to understand why financial market participants
had not already incorporated such developments into their expecta-
tions. In some cases these variables, when coupled with an uncer-
tain political environment, may have increased the market’s re-
quired compensation for risk.

FISCAL DEFICITS, DEMOGRAPHICS, AND
EMERGING MARKETS

Some analysts have pointed to other factors as possible contribu-
tors to increased capital demands and last year’s global rise in
long-term interest rates. One factor frequently mentioned is gov-
ernment deficits in industrial countries, which are sizable but gen-
erally did not increase appreciably last year. Another factor men-
tioned is demographic shifts that will begin in some countries by
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Chart 2-17 Inflation and Long-Term Interest Rates
Interest rate increases were greater in countries with histories of higher rates of inflation.
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the end of this century and are expected to bring with them in-
creased health care costs and rising pension liabilities. Ultimately,
fiscal deficits may grow significantly larger, as countries face the
expenses associated with aging populations. Finally, increased in-
vestment opportunities in developing countries and transition
economies are often viewed as having added to global demands for
capital in 1994. Many commentators have pointed to the rise in
stock market capitalizations in emerging economies and the in-
creased flow of capital into those markets from U.S. institutional
investors seeking portfolio diversification.

None of these factors was new last year, however, and it is dif-
ficult to see what would make them suddenly become important in
1994. Although the factors just enumerated may be important in
assessing the expected competition in world capital markets over
the longer term or the generalized rise in the level of real interest
rates since the 1960s and 1970s, it seems improbable that they con-
tributed substantively to increases in long-term interest rates dur-
ing 1994.

THE ADMINISTRATION FORECAST

The Administration expects the economic expansion to moderate
in 1995 as the effects of increases in interest rates to date spread
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more broadly through the economy. The actual growth rate is fore-
cast to approach the growth rate of potential output, with the econ-
omy achieving a so-called soft landing. Over the longer run, output
is forecast to grow in line with potential output, and the rate of in-
flation to remain roughly constant at 3 percent (Table 2-5).

TABLE 2-5.— Administration Forecast

; 1994
item (actual)t 1995 1996 1997 1998 1999 2000
Percent change fourth quarter to fourth quarter
Real GDP .....cooeumvvvviiveriiinns 4.0 24 2.5 25 25 25 25
GDP implicit deflator .......... 2.3 29 2.9 3.0 3.0 3.0 3.0
Consumer price index
(CPI-U) oo 26 32 32 32 32 31 31
Calendar year average
Unemployment rate
(PErCeNt) w..vveevrrriierins 6.1 5.5-5.8 5.5-5.8 5.5-5.8 55-5.8 55-5.8 55-5.8
Interest rate, 91-day
Treasury bills (percent) .. 43 5.9 55 55 55 55 55
Interest rate, 10-year
Treasury notes (percent) 71 7.9 72 7.0 7.0 7.0 7.0
Nonfarm payroll
employment (millions) ... 1134 116.7 118.3 120.1 121.7 1234 125.1
L Preliminary.

Sources: Council of Economic Advisers, Department of the Treasury, and Office of Management and Budget.

By early 1996 the forecast predicts an easing in short-term inter-
est rates. Over the forecast horizon, long-term interest rates also
are projected to decline, and the spread between long- and short-
term rates is projected to narrow, as the near-term slowing of
growth dispels any fears on the part of financial market partici-
pants of an overheated economy. The decline in nominal long-term
rates reflects a decline in real long-term rates and, in turn, is a
consequence of the growing restraint implied by the stance of fiscal
policy. Absent the decline in the real rate, output growth would be
likely to slow with the slowing in Federal Government spending.
Thus the Administration’s longer term outlook is consistent with a
growing share of private sector spending (especially of its interest-
sensitive components) and a declining share of Federal spending in
GDP.

The unemployment rate is forecast to be between 5.5 and 5.8 per-
cent. A range, rather than a single figure, is projected both because
the relatively short experience with the new unemployment rate
survey increases the uncertainty associated with its forecast, and
because, as indicated earlier, some structural change could be
under way in labor markets. Nevertheless, the Administration ex-
pects that economic growth over the next several years will be
strong enough to absorb all new entrants into the labor force. For
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budget purposes, the more conservative projection of a 5.8 percent
unemployment rate was used.

As always, there are risks to the forecast. In assessing the near-
term risks, some possibility exists that the interest rate increases
to date will not succeed in dampening growth as quickly as antici-
pated and that the pace of the expansion could overshoot the pro-
jected growth rate of 2.4 percent for 1995. Were this to happen, in-
terest rates would be likely to rise further, slowing the economy
thereafter more than expected.

On the downside, there remains the possibility that interest rate
increases already in the pipeline will moderate the expansion soon-
er and by more than anticipated. Compounding this risk is the risk
that foreign economic growth may stall, reducing foreign demand
for U.S. exports. The sharp decline in the Mexican peso and the en-
suing slowdown in the Mexican economy will also cut into U.S. ex-
port growth. In addition, the substantial inventory accumulation
over the past year may not be entirely intentional. If this is the
case, production could be scaled back more than anticipated in
order to reduce the degree of inventory overhang.

Finally, the course of the economy depends as always on budg-
etary and other policy decisions of the Congress. Perhaps more
than usual in recent years, there is substantial uncertainty about
future congressional action in matters that can influence the paths
of output, deficits, and interest rates over the medium run.

CONCLUSION

Strong, investment-led growth with rapid job creation and low in-
flation is a winning combination, and this is what the U.S. macro-
economy has achieved over the past 2 years. In part, the robust
pace of growth in GDP in 1993 and 1994 was possible because con-
siderable slack existed in the economy in January 1993. Because
most of that slack had disappeared by the end of 1994, it is un-
likely that the economy will realize the same rate of growth over
the next few years. That is why the Administration—and most pri-
vate forecasters—predict a soft landing in which GDP growth
moves to what is widely viewed to be its long-run potential rate of
about 2.5 percent a year.

Despite the likely slowing of growth, the macroeconomic outlook
remains very favorable. Continued increases in employment and in-
comes are expected. Job creation should be sufficient to keep the
unemployment rate down, and sustained economic expansion with
moderate inflation should allow more Americans to increase their
real earnings and their family incomes over the next 2 years and
beyond.
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As always, there are risks in the economic outlook. The Federal
Reserve has increased short-term interest rates, and long-term
rates have risen almost in parallel. Indeed, long-term rates have
risen around the world. The rise that has already taken place could
slow growth more than expected. However, the Council of Economic
Advisers views this as an unlikely outcome.

In the 1980s the U.S. economy collided with exploding budget
deficits. That situation has changed. The deficit reduction meas-
ures already enacted have paid off, leading to an improved deficit
outlook for the remainder of the decade. The President’s 1996
budget proposal includes additional deficit reduction, as well as a
middle-class tax cut. The Administration’s progress on reducing the
deficit has provided the basis for a stable and balanced long-term
growth path.

One weak spot in the macroeconomic picture for 1994 has been
the current account deficit, which widened significantly over the
year as the strong U.S. expansion, combined with less robust
growth overseas, resulted in stronger growth in imports than in ex-
ports. An improvement in the current account is anticipated for
1995, as growth overseas strengthens and U.S. import growth
slows. Over the longer run, reductions in the budget deficit will aid
in reducing the current account deficit.

With a budget deficit that is under control, strong growth of jobs
and GDP, and continued low inflation, the macroeconomy has
changed vastly for the better over the past 2 years, and the U.S.
economy looks forward to continued growth with rising incomes in
1995.

Vigorous growth in 1993 and 1994, an expected soft landing in
1995, large increases in employment, and modest rates of infla-
tion—these are noteworthy achievements for any economy. But the
unemployment rate remains high—especially for teenagers, blacks,
and Hispanics—despite a significant decline over the past 2 years,
and the real incomes of many Americans have shown only meager
growth. Chapter 5 discusses the Administration’s proposals for life-
long learning, which have the potential to greatly improve the
earning prospects of those Americans who have not participated
fully in the economy’s expansion. First, however, Chapter 3 dis-
cusses policies to enhance the economy’s long-run growth.
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CHAPTER 3

Expanding the Nation’s Productive
Capacity

HOW FAST CAN THE ECONOMY grow on a sustainable basis?
Most mainstream analysts currently believe that aggregate output
can grow about 2%2 percent per year. Recently, however, some ana-
lysts—perhaps inspired by the outstanding performance of the
economy in 1994—have asserted that much more rapid growth,
possibly as fast as 5 percent per year, may be sustainable.

The answer to this question has profound implications for the fu-
ture well-being of the American people. If the mainstream view is
correct, aggregate output will double only every 28 years or so, and
per capita output only about every 56 years (assuming population
growth of 1 percent per year). But if the alternative view is correct,
aggregate output could double every 14 years, and per capita out-
put every 18 years.

The answer also has important implications for the conduct of
government policy. Sensible Federal budget planning can proceed
only in the context of a realistic assessment of the long-term out-
look for the economy. If the outlook is robust, then a more expan-
sionary fiscal policy may well be consistent with a responsible out-
come on the deficit. If, on the other hand, the outlook is more sub-
dued, a greater degree of fiscal restraint may be required.

Chart 3-1 illustrates one simple method for assessing the sus-
tainable rate of growth of gross domestic product (GDP). (The esti-
mates of GDP used in this chapter are based on so-called chain-
type annual weighted data, which are discussed in Box 3-1.) The
chart focuses on the growth of real GDP between the first quarter
of 1988 and the fourth quarter of 1994. The reason for focusing on
these two quarters is that the unemployment rate was very similar
in both: 5.7 percent and 5.6 percent, respectively. This suggests
that a similar fraction of the economy’s overall productive capacity
was being utilized in both quarters. Thus the average rate of
growth of output in the interval between them should give a good
indication of the average rate of growth of the economy’s productive
capacity during that period.

As the chart shows, real GDP increased at an average annual
rate of 2.1 percent between the first quarter of 1988 and the fourth
quarter of 1994. This suggests that the economy’s productive capac-
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Chart 3-1 Real Gross Domestic Product
Between the beginning of 1988 and the end of 1994, real GDP increased at an
average annual rate of 2.1 percent.
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ity—potential GDP—also grew at about that rate. Over the same
period, real GDP measured on the more conventional basis (1987
dollars) increased at an average annual rate of 2.3 percent. There-
fore, this simple method suggests that the consensus view that the
sustainable rate of growth is about 2%z percent per year is slightly
more optimistic than a purely mechanical reading of recent experi-
ence would warrant.

But does the simple graphical method, based only on historical
experience, provide an accurate signal about the future growth of
the economy’s capacity? Historical experience does not yield certain
knowledge of future trends. In particular, it does not take into ac-
count the influence of policies adopted by this Administration with
the goal of enhancing the productive capacity of the economy. This
chapter undertakes a systematic analysis of the factors contribut-
ing to the growth of the economy’s potential, mainly for the pur-
pose of assessing future growth prospects. The chapter begins by
reviewing trends in the growth of GDP since the early 1960s. Next
it analyzes improvements in the productivity of American workers
and increases in their hours of work—the two major sources of
growth in the economy’s productive capacity. This discussion also
examines the shortcomings of existing measures of productivity
growth and concludes that the economy’s actual performance may
be stronger than current estimates indicate. The chapter then
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Box 3-1.—Chain-Weighted Measures of Output and
Productivity Growth

Any index of aggregate output is constructed as the weighted
sum of the output of the myriad types of goods and services
produced in the economy. But what weights does one use?
From an economic standpoint, it makes sense to use relative
prices as weights. In the United States, government statisti-
cians traditionally have used fixed weights, namely, the rel-
ative prices that prevailed in a particular recent year (cur-
rently 1987). The resulting index is appropriate for assessing
economic performance in years when the relative price struc-
ture was similar to that in the base year.

Over time, however, relative prices can change greatly, mak-
ing a fixed-weight index less useful for gauging long-term
trends in output. Computers serve as a good example. The
rapid increase in the quantity of computers produced over the
past 30 years has been accompanied by a sharp decline in their
relative price. Because the price of a computer in 1987 was far
lower than it was in, say, 1963, the fixed-weight index under-
states the sector’s share in total output in 1963, and hence un-
derstates total output growth between 1963 and 1987. After
1987, the effects are reversed: the price of computers has con-
tinued to decline, so use of 1987 weights for 1994 computer
output causes an overstatement of the contribution of comput-
ers to 1994 output. Because the output of the computer sector
has continued to grow faster than the economy as a whole, this
overweighting causes the fixed-weight index to overstate the
growth in output between 1987 and 1994.

Fortunately, the Department of Commerce, which prepares
the traditional fixed-weight measures of GDP, also now pub-
lishes alternative GDP measures that eliminate this bias. One
such alternative is the so-called chain-type annual weighted
measure. The Department of Labor uses a similar chain-
weighted measure (for the private nonfarm business sector) to
construct the productivity measures cited in this chapter. Ac-
cording to the chain-type output measure, between 1963 and
1987 real GDP increased by an average of 3.3 percent per year,
or 0.3 percentage point faster than the fixed-weight measure.
Between 1987 and 1993, output as measured by the alternative
index grew an average of 1.9 percent annually, or about 0.2
percentage point less than the official fixed-weight figures.
Thus, correcting for fixed-weight bias makes the post-1987 per-
formance of output (and therefore also of productivity) look
somewhat less encouraging relative to its pre-1987 perform-
ance.
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turns to an examination of the appropriate role of government pol-
icy in enhancing the economy’s sustainable long-run growth rate.
The chapter concludes with a brief assessment of the outlook for
trend productivity growth and for the growth of the economy’s po-
tential.

FACTORS GENERATING GROWTH
OF POTENTIAL GDP

Between 1963 and 1994 real U.S. GDP increased at an average
annual rate of 3.1 percent per year. Because the economy appears
to have been operating about at its potential in both those years,
the average rate of growth of actual output between those dates
should provide a relatively accurate estimate of the average rate of
growth of potential output during the same period.

Growth of real GDP can be decomposed into two main compo-
nents: growth of output per hour worked (or productivity) and
growth of hours worked. As Chart 3-2 illustrates, these two compo-
nents each contributed 1.7 percentage points to the growth of GDP
between 1963 and 1994. (Strictly speaking, the data on productiv-
ity and hours worked pertain only to the private nonfarm business
sector, whereas the data on output pertain to the total economy. As
a result, and because the output of the private nonfarm business
sector was increasing slightly more rapidly than the output of the
total economy, the growth of output per hour and the growth of
hours worked add up to slightly more than the growth of GDP).

Chart 3-2 also shows that the average experience since 1963
subsumes two very different episodes. Between 1963 and 1972 real
GDP increased at an average annual rate of 4.2 percent. By con-
trast, since 1972 real GDP has increased only about 2.6 percent per
year. (The economy appears to have been operating at about its po-
tential in 1972; as a result, that year should also serve as a useful
benchmark for purposes of estimating potential GDP growth rates.)
The slower rate of growth of GDP since 1972 can be attributed to
a slowdown in the rate of growth of productivity, since the growth
of hours worked was about as rapid after 1972 as before.

Chart 3-3 examines the slowdown in the growth of productivity
in more detail. The chart illustrates one of the most significant eco-
nomic developments of the postwar period. Whereas productivity in
the private nonfarm business sector increased at an average an-
nual rate of 2.8 percent between 1963 and 1972, it increased only
1.7 percent per year between 1972 and 1978, and only 1.0 percent
after 1978 (yet another year in which the economy was operating
close to potential).

By contrast, productivity growth in the manufacturing sector
seems to have slowed much less during the past four decades. As
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Chart 3-2 Factors Generating Growth of Gross Domestic Product
Since 1972, real GDP has increased more slowly than before, owing to a reduction
in the rate of growth of output per hour worked.
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Chart 3-3 Output per Hour in the Private Nonfarm Business Sector
Productivity growth in the private nonfarm business sector seems to have slowed
markedly sometime in the early 1970s.
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Chart 3—-4 shows, output per hour in the manufacturing sector is
estimated to have increased on average about 3.3 percent per year
between 1963 and 1972, 2.6 percent between 1972 and 1978, and
2.6 percent again between 1978 and 1987. (The chain-weighted
data used in Chart 3-4 were only available through 1991. Growth
in manufacturing productivity between 1987 and 1991 was quite
weak, but this is not surprising given that the economy was still
in recession in early 1991. Assessment of the more recent trend in
manufacturing productivity will have to await publication of data
for subsequent years, when the economy was once again operating
closer to potential.)

Chart 3-4 Output per Hour in the Manufacturing Sector
Productivity growth in the manufacturing sector appears to have slowed only a
little since the 1960s and early 1970s.
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Taken together, Charts 3-3 and 3-4 suggest that the slowdown
in the growth of productivity after 1972 was concentrated outside
the manufacturing sector. It has been argued that these and simi-
lar data exaggerate that concentration, because they do not control
for the fact that the manufacturing sector may have increasingly
“outsourced” some low-productivity activities. For example, if fac-
tories contract with security firms to do work formerly done by
their own security guards, that activity will be counted in the serv-
ices rather than the manufacturing sector, and if security guards’
productivity is less than that of the factories’ assembly-line work-
ers, official statistics may report an increase in overall manufactur-
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ing productivity that does not reflect an increase in the productiv-
ity of any individual worker. What this argument ignores, however,
is that high-productivity jobs may also have been outsourced, in
which case the direction of bias in the official estimates would be
ambiguous. On balance, the evidence suggests that the apparent
strength of productivity growth in manufacturing is not a figment
of job migration.

Much of the discussion in this chapter focuses on the slow rate
of growth of productivity in the United States since the early
1970s, relative to earlier U.S. experience and the experience of
other countries. But it is worth noting that U.S. workers remain
among the most productive in the world. This suggests that the
productivity “problem” in the United States has much more to do
with the rate of growth of productivity than with its level. Box
3-2 discusses one possible explanation for the coincidence of a high
level and slow growth of productivity in the United States com-
pared with other countries.

FACTORS GENERATING GROWTH OF
PRODUCTIVITY

Productivity can be raised by improving the quality of the work
force (adding human capital per worker in the form of education or
training); by increasing the quantity of capital (investing in new
private equipment and structures and in public infrastructure); and
by improving the efficiency with which these factors of production
are used. Improvements in efficiency can come from advances in
technology (due to basic research or applied research and develop-
ment, or R&D), but they can also come from other sources, such as
process innovation, that are not conventionally thought of as tech-
nology. Chart 3-5 summarizes the behavior of the main factors
contributing to the growth of productivity since 1963. (Box 3-3 dis-
cusses whether an increase in productivity comes at the expense of
a reduction in jobs.)

THE QUALITY OF THE WORK FORCE

One important determinant of worker productivity is the workers
themselves and the skills and abilities they bring to the workplace.
Increases in the hourly output of the average worker can reflect an
improvement in the characteristics that allow workers to accom-
plish the same tasks in less time, to adapt to changing situations
with greater flexibility, and to become the engineers of change
themselves.

Two rough indicators of work force quality are average edu-
cational attainment (average years of schooling per worker) and av-
erage experience. Since 1963 the average educational attainment of
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Box 3-2.—Technological Catch-up and International
Differences in Productivity Growth

How could it be that the United States, with one of the high-
est levels of productivity in the world, is not also among the
countries where productivity is growing most rapidly? Some
economists have suggested that, far from being a paradox, this
circumstance is to be expected. The slow-growing leader, fast-
growing follower pattern may simply reflect the dynamics of
technological “catch-up.”

Standard models of economic growth assume that richer and
poorer countries have the same production technologies at
their disposal (even if they choose to implement them with dif-
ferent mixes of capital and labor). Recently, however, growth
economists have begun to question the realism of this assump-
tion. In practice, technological diffusion—the spread of ideas—
from leader to follower is far from automatic. Firms in follower
countries may lack the skilled workers (engineers, managers)
needed to exploit technologies used in leader countries effi-
ciently. In addition, firms in leader countries may attempt to
guard their core technologies to prevent or delay their spread
to potential competitors abroad. Technological diffusion may be
particularly slow in the case of “soft” technologies (process
technologies and work organization), which cannot be imported
and reverse-engineered as new products can.

For follower countries a gap in technology creates an oppor-
tunity. Leader countries (such as the United States) will find
their productivity growth limited by the rate of creation of new
knowledge. But followers can grow more quickly by closing a
portion of the technology gap. It appears that success in closing
this gap helped spur the postwar growth of Japan and the East
Asian newly industrializing countries, which invested heavily
in technology acquisition and human resources and created
business environments conducive to technological growth. Not
every country succeeds, however, in closing the technology gap.
Indeed, some followers have fallen farther behind, and follower
countries as a group have not become richer faster than leader
countries. Nevertheless, the evidence suggests strongly that,
for followers, the upper limit on growth in per capita income
and productivity exceeds that for technological leaders.

the work force has increased by about 2 years. The Bureau of

Labor Statistics (BLS) of the Department of Labor estimates that
investment in education boosted productivity about 0.3 percentage
point per year, on average, between 1963 and 1992. In contrast, the

average experience level declined slightly between 1963 and 1992,
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Chart 3-5 Factors Generating Growth of Output per Hour
Most of the slowdown in productivity growth after 1972 reflects a deceleration
of the so-called residual factor.
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knocking about 0.1 percentage point off productivity growth each
year. On net, therefore, measured changes in worker quality have
added an estimated 0.2 percentage point per year to productivity
growth since 1963. Interestingly, worker quality appears to bear
none of the responsibility for the post-1972 slowdown in productiv-
ity growth. In fact, the estimated contribution of improvements in
worker quality to productivity growth increased, from essentially
nothing before 1972 to about 0.3 percentage point per year between
1972 and 1992 (Chart 3-5).

One caveat is in order here. Although the BLS education meas-
ure captures changes in the average number of years of schooling,
it does not capture changes in its quality. Clearly, quality matters:
a worker who spent 12 years marking time in poorly taught classes
is likely to be less productive than one who spent the same number
of years actively learning from skilled teachers. Unfortunately, the
evidence on whether any such decline in the quality of schooling
could help explain the productivity slowdown is too scanty to sup-
port any firm conclusions.

Training workers on the job is another way of increasing their
human capital and contributing to aggregate productivity growth.
Solid quantitative estimates have not been made of the contribu-
tion of training to aggregate productivity growth because there are
no reliable data on the aggregate amount of training taking place.
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Box 3-3.—Productivity and the Growth of Jobs

A persistent concern, voiced by many workers and business
owners as well as some economic analysts, is that rapid growth
of productivity may cause job losses. This concern seemed vali-
dated early in the current expansion, when strong growth of
productivity seemed to be standing in the way of a vigorous
pickup in the pace of hiring. Does this concern have any ana-
lytical basis?

At the macroeconomic level, a pickup in the rate of produc-
tivity growth need not be associated with any reduction in the
aggregate number of jobs available in the economy—at least
not once fiscal and monetary policy have been adjusted to re-
flect the favorable change in productivity growth. An increase
in productivity growth allows GDP to grow more rapidly with-
out generating inflationary pressures. Over the long term,
macroeconomic policies can bring the growth of aggregate de-
mand in line with the improved rate of expansion of the econo-
my’s productive capacity, and thus sustain the growth of em-
ployment.

At the microeconomic level, productivity growth may change
the composition of available jobs, and thus may be associated
with significant dislocation as workers are forced into new jobs,
possibly requiring different skills and perhaps even relocation.
In this context, the role of government is to facilitate the tran-
sition of workers and capital to their most productive uses,
while setting fiscal and monetary policies to keep the economy
on a sustainable trajectory of high employment with low infla-
tion.

Nevertheless, available microeconomic evidence suggests that
training matters. Studies of the wages of individual workers indi-
cate that the payoff to formal training (including apprenticeships)
can be quite substantial: a year of training typically provides re-
turns of a similar magnitude to those offered by a year of formal
schooling (an increase in wages of about 6 to 10 percent on aver-
age). Other research has found that companies offering more train-
ing enjoy higher rates of productivity growth. (Chapter 5 discusses
the importance of worker training in greater detail.)

THE SIZE OF THE PRIVATE CAPITAL STOCK

Increasing capital intensity—roughly speaking, the amount of
capital per worker—has been a key source of productivity improve-
ment over the postwar period. When new investment has been un-
dertaken to support an improved technology, the gains have some-
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times been especially impressive. For example, output per hour in
the telecommunications industry increased an average of 5.5 per-
cent per year between 1969 and 1989, as the industry invested
heavily in new satellite, cellular, and fiber optic technologies.

Productivity increases through capital investment have often in-
volved exploiting economies of large-scale production. Industries
such as food processing, beverages, and electricity generation are
cases in point. In the beverage industry, for example, high-speed
canning lines have raised productivity, but their contribution has
been made possible in part by the development of large markets.
To operate efficiently, these lines must produce nearly 500 million
cans per year!

Data from the BLS indicate that increases in capital intensity—
also known as capital deepening—added about 0.9 percentage point
per year to the growth of U.S. productivity between 1963 and 1992.
As Chart 3-5 shows, a reduction in the pace of capital deepening
explains only a small portion of the post-1972 slowdown in produc-
tivity growth.

INFRASTRUCTURE

Historically, investment in public capital such as roads, bridges,
airports, and utilities has made a significant contribution to the
Nation’s productivity growth. Yet the net public capital stock in the
United States has declined relative to GDP, from 50 percent of
GDP in 1970 to only a bit more than 40 percent recently. The net
public capital stock has also declined relative to the net private
nonresidential capital stock. These declining trends in public cap-
ital suggest that infrastructure investment has been a net drag on
the growth of productivity since 1970, but there is no consensus as
to the quantitative importance of this effect.

RESEARCH AND DEVELOPMENT

Total Federal and private spending for research and development
has averaged about 2%2 percent of GDP since 1960 (Chart 3-6). In
dollar terms, American investment in R&D in 1992 was greater
than the R&D investment of Japan, Germany, and France com-
bined. Even relative to national income, the United States was
roughly tied with Japan for first place among major industrialized
countries.

As Chart 3—6 shows, a much larger share of total R&D spending
in the United States is privately financed now than used to be the
case. Relative to GDP, Federal spending for R&D was at a high
level in the early 1960s, after the Sputnik launch provoked a wave
of concern that the United States was lagging behind the Soviet
Union technologically. But that ratio trended down during most of
the 1960s and 1970s and has been more or less flat since the late
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Chart 3-6 Expenditures for Research and Development Relative to GDP
Total R&D expenditures have been fairly steady over the past three decades, but the share
financed by private industry has risen since 1980.

Percent

PO = e o o o R AR
1960 1963 1966 1969 1972 1975 1978 1981 1984 1987 1990 1993

Federal Industry Other Total

Note: "Other" includes R&D funded by universities and other nonprofit organizations. Observations after 1990 are
not strictly comparable with those of earlier years, due to a change in the survey methodology.
Sources: Council of Economic Advisers and the National Science Foundation.

1970s. In contrast, industry-funded R&D investment has been no-
ticeably greater relative to GDP during the 1980s and early 1990s
than during the 1960s and 1970s. Indeed, since 1980 the private
sector has sponsored more R&D than has the Federal Government.

According to BLS estimates, investment in R&D contributed
about 0.2 percentage point to the growth of productivity between
1963 and 1992, with essentially no difference before and after 1972
(Chart 3-5). In all likelihood, however, R&D has played a more im-
portant role than these estimates would indicate, for a number of
reasons. First, given the difficulties involved in measuring the re-
turn to investment in R&D, part of it probably shows up in the un-
explained residual (see below). Second, because it is very difficult
for anyone investing in R&D to capture all of the benefits of that
investment, part of the return to American investment in R&D
probably is captured by foreign producers. (Similarly, American
producers probably capture some of the benefits of R&D investment
undertaken by foreign firms.) Finally, some investment in R&D has
had important benefits in addition to whatever improvement in the
measured growth of productivity it may have yielded. For example,
medical research (which claims 18 percent of total U.S. R&D) has
substantial payoffs, but it is highly unlikely that these payoffs are
fully reflected in the statistics on output per hour.
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THE RESIDUAL

Over the postwar period, increases in human and physical cap-
ital and investment in R&D fail to account for all of the measured
growth in productivity. The remainder generally is presumed to re-
flect unmeasured improvements in the quality of the capital stock
and the work force, as well as more efficient utilization of capital
and labor in the production process. Available data suggest that
this unexplained residual contributed about 0.5 percentage point
per year to the growth of productivity between 1963 and 1992.

The nature of this residual has puzzled economists for 40 years
and has stimulated a vast literature seeking to explain it and to
understand the dramatic difference in its behavior before and after
1972. Between 1963 and 1972 the residual contributed about 1.5
percentage points per year to the growth of productivity. Between
1972 and 1992, however, the residual made no contribution at all
(Chart 3-5).

Two possible explanations as to the source of the residual follow
from the previous discussion. The data from the BLS do not quan-
tify the effect of either on-the-job training or investment in infra-
structure, so any contributions of those two factors end up in the
residual. In addition, industries evolve in ways that increase pro-
ductivity, and the contributions of these evolutions are not cap-
tured in existing measures of capital, labor, or R&D investment.
For example, the shift from small food stores to supermarkets gave
a substantial boost to productivity in food retailing in the United
States in the 1950s and 1960s. Similarly, many American compa-
nies have improved their business systems, and the contributions
of these improvements are likewise not captured in the official sta-
tistics except, by default, in the residual. For example, the redesign
of production processes within the manufacturing sector (such as
lean manufacturing of automobiles) and the redesign of products to
make them easier to assemble have been sources of productivity
growth.

Some observers have argued that an increasing burden of gov-
ernment regulation may account for part of the reduction in the
contribution of the residual during the 1970s. Since the late 1970s,
however, a number of important industries—including trucking,
airlines, and rail—have been deregulated. In addition, competition
has been introduced into the market for long-distance telephone
services. These factors suggest that any role of regulatory burden
in the post-1972 productivity slowdown probably has not been
large.

Another commonly mentioned explanation for the reduction in
the contribution of the residual to productivity growth is the rise
in energy prices during the 1970s. According to this logic, efforts
to reduce energy consumption reduced measured productivity
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growth. This explanation is not very convincing, however, because
energy costs do not bulk large in total costs, and because productiv-
ity growth has not revived despite the reversal of most of the 1970s
runup in real oil prices.

Finally, it is possible that part of the slowdown in measured pro-
ductivity growth is not real but reflects measurement error. This
could be the case if, for example, measurement error has caused
the official statistics to understate productivity growth by more
since 1972 than before. Even if measurement error does not help
explain why productivity growth has been slower since 1972 than
before, it may help explain why it has been so slow in absolute
terms. A later section of this chapter examines the extent to which
the productivity problem might reflect faulty measurement.

HAS THE TREND IN PRODUCTIVITY GROWTH
IMPROVED RECENTLY?

Since 1987, according to current estimates, productivity growth
in the private nonfarm business sector has averaged 1.2 percent
per year, somewhat faster than the average during the previous
decade. And since 1991, productivity growth has averaged about
2.0 percent per year—more than twice the 1978-87 average. Are
recent claims of a pickup in trend productivity growth justified?
(Provided there has been no offsetting reduction in the growth of
hours, such a pickup would translate into an increase in the econo-
my’s potential growth rate.) This question is not easily resolved be-
cause the recent behavior of productivity has been heavily influ-
enced (for the better) by the faster pace of economic activity during
the last 2 years. A proper assessment of the trend in productivity
growth can be made only by abstracting from cyclical influences.

Chart 3—7 focuses on the behavior of productivity since 1976. Be-
tween 1978 and 1982—a period that included the deepest recession
of the postwar period—productivity actually declined slightly ac-
cording to official estimates. Then, as recovery took hold, productiv-
ity rebounded. By 1987 the economy once again was operating in
the neighborhood of its full potential. Between 1978 and 1987 the
growth of productivity averaged about 0.9 percent per year.

Since 1987 this chain of events has essentially repeated itself: a
period of slow growth in productivity as the economy endured a re-
cession, followed by a period of rebound as the recovery gathered
strength. Today, well into the expansion, the economy once again
appears to be operating in the neighborhood of its potential. Be-
tween 1987 and 1994—as was noted above—productivity growth
averaged about 1.2 percent per year. Thus, currently available data
do seem to hint that the trend in productivity growth has picked
up in the last few years. However, the magnitude of that pickup
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Chart 3-7 Output per Hour in the Private Nonfarm Business Sector
Productivity has increased rapidly since 1991. Nonetheless, it is still difficult to know whether
there has been an improvement in the trend rate of productivity growth.
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pales in comparison to the decline that occurred earlier in the post-
war period. Moreover, the evidence in support of a pickup is still
inconclusive. For example, if trends are computed for the periods
1978-86 and 1986-94 rather than 1978-87 and 1987-94, the sug-
gestion of a pickup is much weaker: productivity growth averaged
1.0 percent per year in the earlier alternative subperiod and 1.1
percent in the later one. On the other hand, if the breakpoint cho-
sen is 1988 or, especially, 1989, the evidence in favor of a pickup
appears stronger. However, the averages over these later periods,
especially the one since 1989, are dominated by the cyclical recov-
ery and so may create a false impression of an improvement in the
trend.

Furthermore, the Labor Department released data in 1994 sug-
gesting that the growth of hours worked between 1993 and 1994
may be revised upward by enough to shave 0.1 percentage point off
the average rate of productivity increase for the period 1987-94.
Thus, while the evidence in favor of a slight improvement in the
productivity growth trend is encouraging, it is not yet decisive. The
experience of the next few years will be quite telling for this issue.
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ISSUES RELATED TO THE MEASUREMENT OF
PRODUCTIVITY

To many in the business community, the idea that there has
been a slowdown in the rate of improvement of business efficiency
would simply be implausible. International comparisons based on
detailed case studies suggest that the level of productivity is higher
in the United States than in Germany or Japan and that many im-
portant innovations—especially in the services sector—have origi-
nated in the United States.

Examples of such innovations abound. Retailers have invested
heavily in information technology to improve efficiency and the
quality of service. New specialty formats provide customers with a
wider array of choices. Financial institutions have simultaneously
improved their efficiency and expanded their product lines dramati-
cally. Mortgages are now processed much more quickly and in
much greater volume. Customer service has been enhanced by the
widespread introduction of automatic teller machines as well as
automatic deposit and withdrawal services. The mutual fund indus-
try now provides individual investors with diversification possibili-
ties that would have been barely conceivable 30 years ago. In the
field of medicine, with the introduction of microsurgical techniques,
a cataract operation performed today is faster and safer than one
performed even a decade ago. And with the advent of arthroscopic
surgery, repair of a torn knee ligament involves a shorter stay in
the hospital, less chance of collateral damage during surgery, and
a faster recovery time. Telecommunications companies have intro-
duced many new services, including high-speed data transfer and
mobile cellular telephone service.

To some extent, these dramatic changes in service industries are
not reflected in the productivity data presented in this chapter. Ei-
ther they do not enter the standard productivity calculations at all,
or their contribution to growth is understated. For example, within
the financial services area, productivity growth in the banking in-
dustry has averaged more than 2 percent per year in recent years,
according to BLS estimates. However, these estimates are not used
in the construction of aggregate measures of output and productiv-
ity. Instead, for these measures, growth of real output in banking
and other financial services is assumed equal to the increase in
hours worked in the industry, so that growth in labor productivity
is roughly zero by assumption.

Measurement issues are particularly important in the area of
health care, both because that sector now accounts for 14 percent
of GDP and because the conceptual difficulties there are so great.
For example, current productivity measures would not reflect the
influence of a technological advance that allowed a gallbladder pa-
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tient to be treated and to recover in a much shorter time than be-
fore. As for telecommunications, productivity data understate the
benefit to consumers of newly available services.

These examples reflect underlying problems in productivity
measurement associated with the changing character of the econ-
omy. But there are also other general problems in measuring pro-
ductivity. Roughly speaking, official measures of average labor pro-
ductivity are calculated by dividing the nominal output of a given
sector (e.g., the private nonfarm business sector or the manufactur-
ing sector) by an estimated price index and a measure of hours
worked. The trends in all three of these variables are subject to
measurement error.

In concept, the task of measuring nominal output is straight-
forward: one need only calculate the current dollar value of total
production of “final” goods and services—that is, goods and services
that are used for either consumption or investment at home or
abroad, by either individuals, businesses, or governments. In prac-
tice, however, the task is challenging. One important set of difficul-
ties involves the definition of investment goods. Traditionally, in-
vestment goods have been defined as tangible assets, such as fac-
tories or drill presses, that have a useful lifetime of more than 1
year. As a result, intangibles such as computer software and re-
search and development have for the most part been treated as in-
termediate goods and services—that is, as inputs into the produc-
tion process—and therefore not as part of final demand.

Recently, however, a number of observers have suggested that
the traditional definition of an investment good should be expanded
to include business expenditures for computer software. A move in
this direction would raise the measured level of GDP and hence
would also raise the measured level of productivity. Moreover, to
the extent that business expenditures for computer software have
been growing more rapidly than the economy as a whole, such a
redefinition would also raise the rate of growth of both output and
productivity. Finally, such a redefinition would temper the appar-
ent slowdown in productivity growth since 1972, assuming that, as
seems likely, the growth of software production has been more
rapid since 1972 than before. Box 3—4 discusses issues related to
treatment of software as an investment good in the national income
and product accounts (NIPAS).

Measurement of prices is the critical problem in the measure-
ment of productivity. The output of the economy increasingly is
shifting away from standardized commodities with easily definable
characteristics that change little over time, toward goods and serv-
ices for which issues of quality and even definition are of primary
importance. And if the trend in prices is mismeasured, so will be
the trend in output and hence productivity. As an illustration of
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Box 3-4.—Business Expenditures for Computer Software in the
National Income and Product Accounts

Much of computer software is treated as an intermediate
good in the national income and product accounts rather than
as an investment good. (Software that is sold with computer
hardware as part of a package is, however, included in the cur-
rent NIPA measure of investment if the machine itself is so
treated.) In part, the current treatment of software reflects a
presumption that much computer software has a useful life-
time of less than 1 year, and thus does not qualify as an in-
vestment good under current definitions. In part, however, it
also reflects a lack of information; many companies probably do
not themselves know how much they spend on computer soft-
ware, and the Department of Commerce certainly does not
know, because none of its ongoing surveys requests this infor-
mation.

If computer software were to be included in the national in-
come accounts as an investment good, estimates would have to
be developed not only of nominal outlays for computer soft-
ware, but also of a quality-adjusted price of software. To esti-
mate such prices, analysts would have to determine, for exam-
ple, how much more “word processing power” was provided in
a new release of a word processing package than in the one it
superseded.

It is difficult to know how much the treatment of computer
software as an intermediate good affects the overall productiv-
ity picture. But because the volume of software purchases is
vastly greater today than it was three decades ago, it may help
explain part of the productivity puzzle. The case of computer
software also illustrates some of the serious conceptual difficul-
ties involved in improving current measures of productivity.

the difficulties involved in measuring prices, consider the increased
prominence of discount outlets in the retail sector. In constructing
the consumer price index, government statisticians treat goods sold
at discount retailers as distinct from similar or identical goods sold
through traditional outlets. When a discount retailer adds to its
product line an item already being sold by traditional retailers, but
offers it at a lower price, the difference between the discounter’s
and the full-service merchant’s price is treated as signaling a dif-
ference in the quality of a total package: item for sale, service pro-
vided, and possibly other consumer amenities. Hence, the lower
price suddenly available at the discounter is considered not to
imply a reduction in the cost of living, and it is not allowed to drive
the index down. But while it may be true that discounters provide
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less attentive or complete service and a less enjoyable overall shop-
ping experience than their full-price counterparts, it is also plau-
sible that part of the difference in initial price reflects operating ef-
ficiencies and hence does represent a true reduction in the cost of
living; if so, it would argue for taking at least partial account of
the discounter’s initial prices in computing the index.

Even measurement of hours worked is more difficult than one
might imagine. Estimates based on surveys of employers and
households show different trends. In part this divergence may indi-
cate that employers have a relatively poor idea of how many un-
paid overtime hours their employees are working at home. For
their part, workers have been shown to overstate hours worked on
average.

It is easy to point to deficiencies of existing elements of the
measurement system—deficiencies that could be alleviated by a
reallocation of resources for data collection and analysis—but it is
much harder to pinpoint the quantitative significance of such defi-
ciencies. The Bureau of Labor Statistics has been in the forefront
of research into methodological improvements in both price and
productivity data and, indeed, has implemented many improve-
ments in both types of data in recent years.

What are the implications of possible measurement errors? First,
they are likely to provide at least a partial explanation for why the
measured growth of productivity has been slow in recent years.
Second, as was noted earlier, they help explain the post—1972 slow-
down in productivity growth to the extent that they have been
more severe since 1972 than before. Although the magnitudes in-
volved are not known with any precision, it is likely that error-con-
taminated data understate the economy’s productivity growth rate
and hence its capacity growth rate.

FACTORS GENERATING GROWTH OF HOURS
WORKED

In addition to increases in output per hour worked, the other
source of growth in the productive capacity of the economy is in-
creases in the total number of hours worked. Of course, the impli-
cations of increases in work hours for the economic well-being of
the American people are not the same as the implications of in-
creases in productivity, because increases in hours worked impose
some cost in terms of time no longer available for other activities.

Growth in hours worked can come from four main sources:
growth in the number of hours worked each week by the average
employed worker; growth in the fraction of the labor force that is
employed; growth in the fraction of the working-age population
that is in the labor force; and growth in the size of the working-
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age population. Chart 3-8 summarizes the behavior of each of
these factors since 1963.

According to the Department of Labor, the number of hours
worked per week on the average job in the nonfarm business sector
declined from just over 38 hours per week in the mid-1960s to
about 34 hours in the early 1980s. Since then it has been about flat
(Chart 3-9). (The nonfarm business sector differs from the private
nonfarm business sector in that it includes government enterprises
such as the U.S. Postal Service.) On net, the decline in the average
workweek has taken about 0.4 percentage point off the growth of
aggregate hours worked since 1963—a bit more between 1963 and
1972, and a bit less since 1972 (Chart 3-8).

Changes in the employment rate have contributed essentially
nothing to the trend growth in hours over any of the periods shown
in Chart 3-8. This outcome reflects two facts. First, the years 1963,
1972, and 1994 were chosen as endpoints precisely because the em-
ployment rate was near its so-called full-employment level in those
years. Second, the full-employment level of the employment rate
has not changed greatly over the periods examined here.

One of the most striking macroeconomic developments of the
postwar period has been the convergence in the labor force partici-
pation rates of men and women (Chart 3-10). Thirty years ago
fewer than 40 percent of working-age women were in the labor
force; today that fraction stands at nearly 60 percent. The largest
increases in labor force activity took place among younger women,
but substantial gains were also registered by women in their forties
and fifties. The trend among men has been in the opposite direc-
tion. In 1960 more than 83 percent of working-age men were in the
labor force, but by the early 1990s that fraction had dropped below
76 percent. The reduction in the labor force participation of men
was particularly pronounced among older workers.

On balance, the influx of women into the labor force was the
more important of the two gender-related trends, and the aggregate
participation rate displayed a marked upward drift over the last 35
years, contributing about 0.4 percentage point per year to the
growth of hours. The contribution of the participation rate to the
growth of hours has been a shade greater since 1972 than before.

Since 1989, however, the growth in labor force participation has
been unusually slow. In fact, the average participation rate in 1993
was below the average rate in 1989. The average rate did move up
noticeably in 1994, but it is still too early to know whether the up-
ward trend in this variable has resumed. Moreover, the interpreta-
tion of the participation data for 1994 has been made more prob-
lematic by the introduction in January 1994 of the redesigned Cur-
rent Population Survey (the Labor Department survey that is one
of the key sources of monthly data on the labor market). Data col-
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Chart 3-8 Factors Generating Growth of Hours Worked
Overwhelmingly, the increase in aggregate hours worked since 1963 reflects the
increase in the working-age population.
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Chart 3-9 Average Weekly Hours in the Nonfarm Business Sector
The length of the average workweek trended downward from the early 1960s until
the early 1980s. Since then it has been about flat.
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Chart 3-10 Civilian Labor Force Participation Rates for Men and Women
The participation rates of men and women have converged over the past three decades.
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lected over the next few years should help resolve whether the
pause in the increase in the participation rate between 1989 and
1993 was a temporary aberration or a signal of a new, permanent
state of affairs.

Between 1963 and 1972 growth of the working-age population
averaged nearly 1.8 percent per year. By contrast, since 1972 this
growth has averaged 1.4 percent per year, and since 1982 only
about 1.1 percent per year.

Since 1963, aggregate hours worked in the private nonfarm busi-
ness sector have increased at an average pace of about 1% percent
per year, with little difference in the growth rate before and after
1972. By happenstance, the slower rate of decline in the workweek
after 1972 and the slight step-up in the rate of change of the par-
ticipation rate (both pluses for the growth of hours) were about off-
set by the slower growth in the working-age population.

WHAT CAN THE GOVERNMENT DO TO IMPROVE
THE ECONOMY'S LONG-RUN GROWTH
POTENTIAL?

Without a doubt, the future rate of increase in the economy’s pro-

ductive capacity will be largely determined by the decisions of the
millions of individual businesses and households in the private
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economy. The role of the government is, and will continue to be, a
limited one: to foster an open and competitive market environment,
and to help the market work better when it would otherwise gen-
erate an inefficient result.

Government policies to advance these objectives generally fall
into two broad categories. First, government must address the
question of national saving. Historically, nations that have saved
the most have also invested the most, and investment has been
strongly correlated with productivity. Therefore, it is a matter of
considerable concern that the national saving rate in the United
States is low by international standards and has declined in the
last 20 years. Second, government must address market failures.
Depending on the context, pursuit of the second objective may re-
quire the government to strengthen market forces already in place
(as, for example, when it subsidizes student loans or provides sup-
port for worker training and skill acquisition); to impose regulation
(as, for example, when it takes actions to curb excessive market
power or to protect the environment); to enhance competition (as,
for example, when it reduces barriers to international trade); or to
provide public goods (as, for example, when it funds R&D). The
need for public goods arises especially in situations in which pri-
vate market incentives on their own would result in less than the
optimal amount of investment being undertaken because the re-
turns from that investment are not fully appropriable by the pri-
vate investor. Investment in basic research is a case in point. It
should go without saying that government policies to address mar-
ket failures should be designed to achieve their objective while im-
posing the lightest possible burden on the economy. (Chapter 4 dis-
cusses this point further.)

BOOSTING PRODUCTIVITY BY INCREASING DOMESTIC
SAVING

During the 1960s and 1970s gross saving in the United States
averaged about 17 percent of GDP. As Chart 3-11 shows, gross
saving declined markedly thereafter, averaging roughly 15%2 per-
cent during the 1980s and only about 12%2 percent between 1990
and 1993 (fiscal-year basis). In part this decline reflected the dete-
riorating fiscal position of the government sector (defined to include
all levels of government—Federal, State, and local). Measured on
a national income accounts basis and averaged over fiscal years,
the deficit of the government sector was only 0.2 percent of GDP
during the 1960s and about 1 percent during the 1970s. But during
the 1980s the average deficit widened to 2% percent of GDP, owing
entirely to a dramatic increase in the Federal deficit. And the aver-
age between 1990 and 1993 was even a bit worse because of a de-
cline in the surplus of State and local governments.
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Chart 3-11 Components of Gross Saving
Gross saving has declined since the 1970s, partly because the personal saving rate has
declined and partly because the public sector has run much larger deficits.
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Personal saving has also declined, from about 4%> percent of
GDP during the 1960s and 5%z percent in the 1970s to only 3%z
percent during the early 1990s. Meanwhile, the trend in business
saving—which accounts for the bulk of gross saving—has been re-
markably flat since the 1960s.

In fiscal 1994, gross saving, private and public, reversed course
and edged up to nearly 13%2 percent. The main cause of this devel-
opment was a considerable reduction in the deficit of the consoli-
dated government sector, almost exclusively the result of a sharp
improvement at the Federal level: measured on a national income
accounts basis, the Federal deficit in fiscal 1994 (the first year in
which this Administration’s budget plan was in effect) declined to
2.6 percent of GDP, a full 1.5-percentage-point reduction from the
preceding year.

Gross saving serves as a good measure of the Nation's saving ef-
fort, but saving net of depreciation may be a more meaningful
measure of the domestic resources available for increasing the cap-
ital stock. Unfortunately, the trend in net saving has been even
more disturbing. As Chart 3-12 reveals, the decline in net saving—
from an average of 8 percent of GDP in the 1960s to an average
of 2 percent of GDP between 1990 and 1993—has been even steep-
er than the decline in gross saving. Net saving increased in 1994,
and it is in this light that the reduction in the Federal deficit is
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especially significant: the fiscal consolidation at the Federal level
accounts for all of the improvement in the Nation's net saving rate
in 1994 over the average for the early 1990s.

Chart 3-12 Gross Saving, Depreciation, and Net Saving
Since the 1960s, net saving has fallen more sharply than gross saving, in part because of
a shift in investment toward more rapidly depreciating equipment.
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In theory, domestic investment need not be tightly linked to do-
mestic saving, and a country that succeeds in boosting domestic
saving may not be rewarded with an increase in domestic invest-
ment. In that event, however, it would be rewarded with a reduc-
tion in its current account deficit (roughly speaking, its balance of
trade in goods and services with other countries). In the case of the
United States, either outcome—an increase in investment or a re-
duction in the current account deficit—would be a desirable result
of an increase in the domestic saving rate.

In this light it is relevant to ask what the government can do to
stimulate the rate of gross saving. Fundamentally, two approaches
are possible: one is to boost public saving (that is, cut the deficit
of the government sector), and the other is to stimulate private
saving.

Increasing Public Saving

As has been documented in Chapters 1 and 2, this Administra-
tion has made a very substantial contribution toward the reduction
of the Federal deficit (Chart 2-9 in Chapter 2). Even so, the longer
term outlook for the deficit remains troublesome, owing in part to
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the projected shift in demographics, as the baby-boom generation
moves into retirement and begins collecting Social Security and
medicare benefits. This aspect of the long-term outlook suggests
that, despite the progress achieved under the Omnibus Budget Rec-
onciliation Act of 1993 and the additional deficit reduction proposed
in the Administration’s 1996 budget package, more work remains
to be done to put the budget on a secure footing for the long term
and hence to ensure a healthy national saving rate.

Increasing Private Saving

The Federal Government has often sought to increase national
saving by inducing the private sector to save more. The evidence
on the effectiveness of such efforts is mixed.

Many of these attempts have focused on increasing the after-tax
rate of return to the owner of a particular type of asset. For exam-
ple, individual retirement accounts (IRAS) increase the rate of re-
turn on saving by allowing tax-free accumulation of funds held in
qualified accounts, from which the funds cannot be withdrawn
without penalty until the owner reaches the age of 59%. The Ad-
ministration has proposed an expansion of IRAs, to allow tax-de-
ductible contributions by all couples with incomes below $100,000
(and individuals with incomes below $70,000), and to allow pen-
alty-free withdrawals before age 59%> for the purpose of purchasing
a first home, paying for postsecondary education, defraying large
medical expenses, and covering long-term unemployment expenses.
Chapter 1 discusses this initiative in greater detail.

BOOSTING PRODUCTIVITY BY HELPING MARKETS
WORK BETTER

Aside from increasing domestic saving, a government can in-
crease the productivity of its citizens by improving the quality of
the labor force, increasing the quantity and improving the quality
of the available capital stock, promoting the development of new
technology, and fostering a free market characterized by vigorous
competition.

Improving the Skills of the Work Force

The Federal Government has an important role to play in im-
proving the quality of labor. Individual workers have an incentive
to acquire productive skills on their own, without government in-
volvement, if for no other reason than that better skills usually
mean higher earnings. As is discussed in Chapter 5, however, indi-
viduals and organizations left to themselves are likely to
underinvest in skill acquisition. To help overcome this problem, the
Administration has devised a comprehensive set of education poli-
cies centered on the theme of lifelong learning. Together these poli-
cies are aimed at ensuring that students enter school ready to
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learn (thanks to Head Start and other programs); that schools work
as effectively as possible in helping students to live up to their po-
tential (through the Goals 2000 program); that students make a
smooth and well-planned transition from high school to a job or
further training (through the School-to-Work program); and that
workers are given an opportunity to upgrade their skills (for exam-
ple, with the help of a tax deduction for postsecondary training or
through a grant for retraining in the event of unemployment). Each
of these initiatives is described in detail in Chapter 5.

Increasing Investment in Technology

Firms that invest in technology often are unable to capture all
of the benefits of their investment. That is, there appear to be im-
portant spillovers or “positive externalities” from such investment,
in the form of benefits captured by other firms without compensa-
tion to the firm making the investment. These externalities imply
that the social return to investment in R&D is higher than the pri-
vate return, and that a private market left to its own devices would
invest too little. As a result, government has an important com-
plementary role to play, either in sponsoring research itself or in
subsidizing private-sector research, or both.

Increasing investment in research and development is one way
to promote technological innovation and productivity growth, be-
cause well-directed R&D spending has a very high growth payoff
per dollar. Indeed, estimated social rates of return to R&D average
around 50 percent—much higher than the average estimated pri-
vate rate of return of 20 to 30 percent. (Box 3-5 discusses empirical
evidence on average rates of return on R&D investment.)

For this reason the Administration has supported extending the
research and experimentation (R&E) tax credit. (Box 3—-6 examines
the R&E tax credit in more detail.) The Administration is also in-
creasing funding for government-industry research partnerships
and is working to restore a 50-50 balance between the military and
civilian components of its technology investment. (The defense
share of Federal R&D spending has already fallen from 69 percent
in the government’s fiscal year 1986 to a projected 55 percent in
fiscal 1995.) In addition, the Administration is working to focus a
larger portion of the Federal R&D effort on so-called dual-use tech-
nologies (those with both military and civilian applications). Other
Administration research initiatives reflect a strong continuing com-
mitment to basic science, to the creation of improved information
and transportation infrastructure, and to the development of tech-
nology in pursuit of other national goals, such as environmental
protection and world-class manufacturing. These initiatives and
others are designed to speed the pace at which new technological
ideas are discovered and disseminated in the private sector. Chap-
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Box 3-5.—Research and Development Pays Off

Investment in R&D appears on average to have an impres-
sive payoff. One recent study concluded that the private rate
of return—that is, the return to the firm performing the
R&D—averages perhaps 20 to 30 percent. For comparison, the
average rate of return to investment in the business sector as
a whole is thought to be in the neighborhood of 10 percent.

Estimated rates of return in R&D to society as a whole are
even higher, thanks to the spillovers described in the text. For
specific innovations, estimates of the returns have ranged as
high as 423 percent in the admittedly atypical case of optical
fiber. In a wide range of areas, however, case study evidence
points to rates of return of between 30 percent and 80 percent.

By choosing particular technologies for study, case study re-
search runs the risk of choosing only “winners” (that is, R&D
investments that have paid off handsomely), thus biasing the
results upward. But the case study evidence has been widely
corroborated by industry-level studies. By estimating the in-
dustry-wide returns to R&D carried out within the industry it-
self and within related industries, these studies have provided
additional evidence that social rates of return greatly exceed
private returns. On the basis of such evidence, a recent survey
concluded that, with spillovers taken into account, the returns
to R&D average perhaps 50 percent.

Typically, we might expect such high returns to encourage
firms to spend more on R&D, driving down the rate of return
until it equals the return to other activities. Why have returns
remained so high? In the case of private returns, one probable
explanation is that investing in R&D is risky. For every idea
that yields a high payoff there may be dozens of “losers” into
which a firm sinks resources in vain. If the firm were uncon-
cerned about risk—for example, if it were able to farm out its
risk by selling shares of its R&D activities to mutual funds—
the variability of returns would not matter. But in practice, be-
cause of the problems of communicating the quality of a poten-
tial innovation to investors, the firm is likely to have to shoul-
der some of the risk itself. As a result, unless it is large
enough to withstand the resulting variability of returns with-
out difficulty, the firm will probably require a higher return as
compensation for the greater risk.
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ter 4 provides more details on the Administration’s reorientation of
Federal R&D policy in light of the end of the cold war.

Box 3-6.—The Research and Experimentation Tax Credit

The research and experimentation tax credit is a Federal tax
subsidy available to firms engaging in certain research activi-
ties. To address concerns that the subsidy be focused as nar-
rowly as possible on research that otherwise would not have
taken place, the credit is made available only on the increment
of domestic research expenditures over a threshold amount.

The incremental nature of the credit means that some tax-
paying firms (those with total research spending below the
threshold) will not receive a subsidy for their research activi-
ties, worthwhile though they may be. The Congress recognized
this concern but believed that an incremental credit was a
more efficient subsidy mechanism than one that subsidized all
research spending—in other words, that an incremental credit
could achieve most of the benefit provided by a flat
(nonincremental) credit at a lower budgetary cost.

Empirical research on the effectiveness of the R&E credit
has yielded mixed results. Many of the early studies found that
the credit was not very effective: an additional dollar of Fed-
eral tax subsidy was estimated to generate less than a dollar
of additional research. However, the credit was substantially
restructured in 1989, and more recent studies have indicated
that the R&E credit is more cost-effective than previously
thought.

The spillovers from both basic research and more applications-
oriented activities cross national boundaries. In recent decades
such transnational spillovers have probably been magnified by the
revolution in communications, which allows news about innova-
tions to be transmitted instantaneously around the world. Impor-
tantly, the existence of these spillovers suggests that the global re-
turn on R&D investment exceeds the national return. As a result,
even national governments, acting on their own, will tend to spon-
sor too little basic research and applied R&D. If this analysis is
correct, there may be a role for international coordination in sup-
port of such research. By instituting a formal mechanism for shar-
ing research costs, such coordination could reduce the incentive of
each country to free-ride on innovations financed by others.

Working to Reduce Trade Barriers

Barriers to international trade inhibit the efficient allocation of
production across industries and countries and lower the real pur-
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chasing power of consumers. Trade barriers at home permit ineffi-
cient industries to continue using labor and capital resources that
could be used more productively in other sectors. And trade bar-
riers abroad limit the access of our efficient industries to foreign
markets. One of the most beneficial aspects of an open world trad-
ing environment is that it exposes businesses all over the globe to
greater competition, and forces firms and industries either to im-
prove their efficiency or to free up their productive resources (labor
and capital) for use elsewhere in the economy. Box 3-7 describes
a recently developed theory suggesting that traditional analyses
have been far too conservative in their conclusions regarding the
costs of protectionism.

Box 3-7.—A New Analysis of the Costs of Protectionism

Traditionally, in extolling the virtues of free trade and warn-
ing against excessive tariff protection, economists have focused
on trade-induced efficiency gains of the type discussed in the
text. But estimates of the costs of protectionism obtained from
traditional economic models have typically turned out to be
quite small. The inefficiencies caused by a 20-percent tariff, in
one such analysis, turn out to cost the economy perhaps 4 per-
cent of national income—hardly trivial, but far too little to ex-
plain why highly protected developing economies have often re-
mained very poor. This finding has become more puzzling over
the past decade or two, as mainstream opinion in development
economics has swung firmly toward the view that integration
in the world trading system has been critical to the success of
the fastest growing developing nations.

Recent research has suggested one possible solution to this
puzzle. If international trade barriers prevent new goods and
technologies from being introduced into an economy, rather
than simply raising the cost of goods that are currently avail-
able, then the cost of protection may be much higher. In one
simple new-goods model, for example, a 20-percent tariff exacts
costs equal to an astounding 39 percent of income—nearly 10
times as much as in the standard model. No highly abstract
model is likely to give definitive estimates of the costs of pro-
tectionism, of course, and models with different assumptions
yield very different results. Nevertheless, the new research
does suggest a way to bring theory more closely into line with
experience.

In light of the significant long-run benefits accruing to the econ-
omy from the pursuit of open markets, the Administration strongly
supports the creation of a world trade and investment environment
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free of international barriers and has made historic progress to-
ward that objective. After securing the ratification of the North
American Free Trade Agreement (NAFTA) in 1993, the Adminis-
tration scored several major achievements on the trade front in
1994. Most important was the signing of the Uruguay Round agree-
ment of the General Agreement on Tariffs and Trade and its subse-
quent congressional approval. The Administration also made
strides toward achieving freer trade and investment flows within
Asia and Latin America. Chapter 6 describes at greater length the
accomplishments of the Administration on the trade front.

Although removal of trade barriers leads in the long run to an
improvement in the standard of living in all countries that partici-
pate, it can involve significant costs in the short run for some in-
dustries and some workers. For example, the transition to a new
job from one lost because of trade liberalization can be difficult and
may require significant retraining for the new job and even reloca-
tion. However, part of society’s overall income gain from the move
to freer trade can be used to reduce the cost of dislocation borne
by individual workers. To ease the transition of workers affected by
the implementation of NAFTA, as well as of other displaced work-
ers, the Administration has introduced a number of innovative pro-
grams focusing on worker retraining. These programs are described
in Chapters 5 and 6.

Improving the Efficiency of Regulation

Government regulation plays a central role in shaping the com-
petitive environment in which firms operate. In many cases an im-
provement in regulation can simultaneously promote the more ef-
fective attainment of policy objectives and increase the efficiency of
the economy. For example, a traditional approach to the problem
of reducing emissions of sulfur dioxide (a major cause of acid rain)
might have entailed mandatory investment in costly new pollution
reduction equipment by all emitters. Instead, a market-oriented
system, based on tradable emissions allowances, is achieving the
same results while allowing the efficient allocation of the task of
reducing pollution across emitters. Chapter 4 addresses in much
greater detail the important contribution of efficient regulation to
overall productivity.

CONCLUSION: PROSPECTS FOR GROWTH

In sum, the preponderance of the available empirical evidence
supports the conventional wisdom that the economy’s productive
capacity is expanding at roughly a 2%2-percent annual rate. Growth
in the productivity of American workers appears to have picked up
slightly in recent years, to about 1¥4 percent per year, measured
on a chain-weighted basis (this is roughly equivalent to 1¥2 percent
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on the more usual fixed-weight basis). However, trend growth in
the aggregate number of hours worked in the economy probably
will be somewhat slower than it has been during the past decade
or two, owing largely to a decline in the rate of growth of the work-
ing-age population. On balance, the sustainable rate of growth of
the economy’s potential appears to be nearly the same as it has
been over the past two decades, with the increase in the trend
growth of productivity offsetting part of the decline in the popu-
lation growth rate.

The Administration’s economic projection for the next 5 years re-
flects this analysis. Thus, among other factors, the projection re-
flects a cautious assessment of the beneficial effects of Administra-
tion policies to enhance the Nation's productive capacity and to fos-
ter more rapid growth of productivity. The projection also places
the Administration squarely within a broader consensus about the
longer term outlook for the economy. The Administration has at-
tempted to adopt a balanced assessment of the outlook, grounded
in rigorous analysis and consistent with recent experience. Al-
though some observers maintain that the economy can grow much
more rapidly on a sustained basis, currently there is no convincing
empirical evidence to support such claims.

To illustrate the difficulty of improving the trend in the growth
of the Nation’s productive capacity, consider the following example.
Suppose that a particular set of policies were to result in an imme-
diate and permanent increase in the investment rate of 1 percent-
age point of GDP. Given that investment now constitutes about 14
percent of GDP, this would be an impressive accomplishment in-
deed. Under plausible assumptions, a standard approach to model-
ing the long-term growth of the economy suggests that such an in-
crease in investment would boost the average annual rate of growth
of potential GDP only by about 0.2 percentage point per year for
the first 10 years. Thereafter the growth effects would diminish,
fading eventually to nothing—but leaving the level of potential
GDP an estimated 3%z percent higher than it would have been
without the investment push.

The analysis in this chapter also indicates that currently avail-
able official statistics probably understate the true rate of growth
of productivity, and hence the rate of expansion of the Nation’s pro-
ductive capacity. Furthermore, to the extent that problems of meas-
urement have become more acute during the last two decades (as
might be suggested by the shift in the economy toward the services
sector, where measurement is particularly difficult), the slowdown
in the trend rate of productivity growth during the mid-1970s ap-
parent in the official data is probably overstated.

Clearly, a full understanding of the scope and magnitude of
measurement error is important for the proper design and conduct
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of economic policy. In particular, measurement error may cause of-
ficial statistics to understate the performance of the American busi-
ness sector, both relative to its international competitors and rel-
ative to its earlier performance. At the same time, measurement
error does not provide a basis for adjusting one’s view of the appro-
priate stance of monetary and fiscal policy. An upward revision in
the estimated pace of innovation and growth in the economy would
have similar implications for estimates of both actual and potential
output, and thus would result in no revision in the estimated gap
between the two.

The improvement in the trend rate of growth of productivity that
is embedded in the Administration’s economic forecast has impor-
tant implications for the wealth and welfare of the Nation. If poli-
cies to boost the annual growth of productive capacity by 0.2 per-
centage point had been implemented a decade ago, the American
economy would now have the capacity to generate an additional
$150 billion in goods and services every year. Fortunately it is not
too late to lay the foundations for comparable gains in productivity
and incomes 10 years hence. The disappointing growth record of
the last 20 years, and the anxieties that so many Americans have
about their own and their children’'s economic prospects, demand
that every effort be made today to expand the economy’s capacity
in the future.
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CHAPTER 4

Public and Private Sector
Initiatives to Promote Economic
Efficiency and Growth

FROM THE DAYS OF ADAM SMITH, economists have recog-
nized that a system of perfectly competitive markets enhances eco-
nomic well-being in several ways: by permitting resources, prod-
ucts, and services to go to those who value them most; by providing
incentives for cost savings and innovation in the production and
distribution of goods and services; and by fostering low prices. Yet
like Adam Smith, today's economists also recognize that under
some limited but important circumstances markets do not always
achieve these desirable ends. When they do not, appropriate gov-
ernment action can improve markets' functioning and so increase
economic well-being—for example, by enhancing health and safety,
protecting the environment, maintaining competition, and helping
develop the intellectual and physical infrastructure that undergirds
economic progress.

Markets may fall short in several ways. Markets in some sectors
of the economy are imperfectly competitive because a few suppliers
exercise market power, keeping prices high and discouraging inno-
vation. Markets may also be subject to externalities, in which pri-
vate actors, responding to market incentives in their own self-inter-
est, impose costs on others (for example by polluting the environ-
ment) without compensating them for their loss. Finally, markets
by themselves are not likely to provide appropriate amounts of
some goods and services—like national security, education, and re-
search and development—because these “public goods” have value
to society far in excess of their value to any individual buyer.

Governments, like markets, may fall short of perfection. Govern-
ment operations are not always as efficient as they could be, and
government regulations, however well intentioned, may sometimes
themselves distort economic activities so that markets function less
than perfectly. Accordingly, the Administration has taken on the
challenge of creating a government that, in the words of the Na-
tional Performance Review (NPR), “works better and costs less.”

This chapter begins by describing the results so far of the Admin-
istration’s effort to reinvent government. The remainder of the
chapter examines some of the Administration’s policy initiatives to-
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ward making markets work better. These initiatives reflect the
positive role of government, long recognized by economists, in pro-
moting competition in particular markets, remedying harmful
externalities, and providing public goods.

IMPROVING HOW THE GOVERNMENT FUNCTIONS

For Americans used to hollow rhetoric about efforts to change the
culture of government, the first fruits of the National Performance
Review, directed by the Vice President, come as a welcome sur-
prise. In its first report, in September 1993, the NPR identified 384
separate actions that the Federal Government could take to save
money while preserving or even improving the level of service. One
year later, more than 90 percent of the NPR’s recommendations
were being implemented. Actions already taken are expected to
achieve more than half of the $108 billion in savings the NPR fore-
cast achieving over 5 years. Thirty bills covering one-fifth of the
NPR's legislative recommendations have been signed into law, in-
cluding the Procurement Reform Act, the Customs Service Mod-
ernization Act, the Federal Employee Buyout Bill, Financial Man-
agement Reform, and the Department of Agriculture Reorganiza-
tion Act. The Federal Government is buying fewer custom-designed
products and becoming a more sensible shopper of merchandise off
the rack. Agencies are saving taxpayers millions of dollars by
slashing red tape. Federal employees have contributed hundreds of
promising practices to share with other Federal agencies. Across
the country, 135 “reinvention labs” are fostering innovation by Fed-
eral employees.

The Administration’s efforts to improve government functioning
and government regulation seek to replace administrative controls
with market constraints and market-like incentives where feasible.
For example, Federal agencies have long been in the habit of pro-
viding certain financial and administrative services for themselves.
The NPR directs Federal agencies to open up these internal monop-
olies by exposing their operations to competition. Agencies can now
purchase over 100 financial, administrative, and other services
from competitive suppliers in other agencies. Similarly, the General
Services Administration has begun a pilot initiative to reduce its
monopoly on government real estate services and instead give its
agency customers a choice of service providers. This initiative in-
volves the creation of competitive enterprises to provide real prop-
erty services on a fee basis, with benchmarks for performance.

The NPR also challenges Federal agencies themselves to search
for market, not administrative, solutions to agency needs and mis-
sions. Agencies can now make small purchases with an ordinary,
commercially issued credit card; this move saved $50 million in

130



1994 alone. At the Defense Department a new travel process is ex-
pected to save $1 billion over 5 years. And as discussed below, the
Federal Communications Commission has begun to auction the
rights to portions of the radio spectrum that previously were allo-
cated in a cumbersome administrative hearings process or by lot-
tery. These auctions have already raised hundreds of millions of
dollars.

The NPR encourages government agencies to replace regulations
with incentives. For example, the Environmental Protection Agency
(EPA) is shifting its emphasis from regulation-based pollution con-
trol to providing incentives for pollution prevention. The EPA’s
Common Sense Initiative involves six major U.S. industries in cre-
ating more cost-effective pollution control and prevention strate-
gies, such as allowing companies to trade pollution credits (the ad-
vantages of tradable credits are explored later in this chapter). The
Occupational Safety and Health Administration has restructured
its approach to workplace safety, empowering OSHA inspectors to
identify better ways to protect American workers.

PROCUREMENT REFORM

For decades, changes in government purchasing rules were more
often proposed than enacted. But with the support of the Adminis-
tration a bipartisan coalition in the Congress passed the Federal
Acquisition Streamlining Act of 1994. The act changes the way the
Federal Government buys $200 billion worth of goods and services
each year—everything from paper clips to jet aircraft. Two hundred
and twenty-five major provisions of law are either repealed or re-
formed, resulting in a purchasing system that will increase com-
petition and lower costs.

To most Americans government procurement has become almost
synonymous with “waste, fraud, and abuse.” This is understand-
able, given the many well-publicized anecdotes over the years sug-
gesting a regulatory bureaucracy gone out of control. Yet, iron-
ically, the web of laws and regulations that gave rise to such horror
stories as the Defense Department’s $600 toilet seat actually
evolved out of laudable efforts to protect the taxpayer from waste,
fraud, and abuse.

Since the Civil War, Federal authorities have sought ways to en-
sure fair competition for government contracts. By 1994 no fewer
than 889 oversight laws and regulations were on the books. Over-
sight activities employed thousands of procurement officials and
added billions of dollars each year to the cost of running the De-
fense Department. Today the Congress and the Administration be-
lieve the public interest can be better served by a procurement sys-
tem that is less regulated, more flexible, and much more compat-
ible with commercial practices.
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The inherited procurement system raises costs and impedes inno-
vation by discouraging commercial firms from doing business with
the government, and especially with the Defense Department,
which accounts for well over half of all Federal procurement. Par-
ticularly cumbersome are the provisions of the Truth in Negotia-
tions Act of 1962 (TINA), which among other things generally re-
quire companies with government contracts worth over $100,000 to
account for every 6 minutes of each of their employees’ time. One
leading defense contractor, a manufacturer of aircraft engines for
commercial as well as military customers, has to employ 52 extra
people, at a cost to taxpayers of $13 million a year, just to comply
with TINA and other government procurement regulations. The
high overhead costs of dealing with the purchasing bureaucracy
have led at least one other large corporation, faced with declining
sales due to military downsizing, to sell its defense division to a de-
fense contracting specialist, which could afford the cost of doing
business with the public sector because it could spread the over-
head costs over a greater sales base.

The procurement barriers that prevent the Defense Department
from buying commercial items off the shelf do not merely raise
costs to the taxpayer; they also impede the Pentagon’'s access to
commercial technology, which in many critical areas is now more
advanced than military technology. Because of specialized cost ac-
counting practices and other demands unique to the government,
leading-edge commercial producers of advanced technology some-
times refuse to become partners with military contractors. The re-
sult is to choke off the flow of technology from the civilian to the
defense sector.

An incident during the Persian Gulf crisis offers probably the
best-known recent example of how procurement regulations can
prevent the Defense Department from taking full advantage of the
inventiveness and efficiency of commercial producers. The Penta-
gon placed an emergency order with a leading U.S. telecommuni-
cations equipment supplier for 6,000 commercial radio receivers.
The Pentagon waived all military-unique specifications, but pro-
curement officials were still legally bound to ensure that the gov-
ernment was getting the lowest available price. Unfortunately, the
company’s commercial unit lacked the specialized recordkeeping
systems required to demonstrate that the quoted price was indeed
the lowest for that radio available anywhere. And since any
misstatement regarding the price might constitute a felony, no
company official would risk making the certification. The impasse
was resolved only when the Japanese Government, unencumbered
by such rules, agreed to purchase and “donate” the radios as part
of its promised contribution to the allied war effort.
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Past efforts to fine-tune the procurement system have not solved
its problems. The entire system has to be fundamentally rede-
signed. The Federal Acquisition Streamlining Act of 1994 begins
this process by making three key statutory changes.

First, the new law simplifies government contracting for commer-
cial purchases. Agencies acquiring goods shall give preference to
commercially available versions rather than ones specifically de-
signed for the government. The law waives many laws that re-
quired supplier companies to provide the government with data
they did not already routinely collect or that their commercial cus-
tomers did not also require. Second, the law authorizes the Defense
Department to undertake pilot projects to test innovative ap-
proaches to acquiring military equipment derived from commercial
products.

Third, the law authorizes greatly simplified contracting proce-
dures for small purchases while also encouraging electronic com-
merce—in effect, Federal contracting by electronic mail. The new
law waives the paperwork and recordkeeping requirements of nu-
merous existing laws for purchases of less than $100,000 (the pre-
vious threshold was $25,000). The increase will make an additional
45,000 procurement actions annually—valued at about $3 billion
each year—eligible for simplified acquisition procedures. Federal
agencies also are given greater flexibility to make “micro pur-
chases” of $2,500 or less. For example, a Federal office manager
can now buy pencils at a local discount store without having to fill
out a stack of government purchasing forms.

The new law facilitates electronic commerce by encouraging Fed-
eral agencies to plug into a publicly accessible Federal Acquisition
Computer Network. The President has also ordered all Federal
purchasing agencies to utilize electronic commerce to the extent
possible; as a result, nearly 250 Defense Department offices, which
account for 80 percent of small defense purchases, plan to be on-
line within 2 years.

Building upon these legislative reforms, the Pentagon is rede-
signing its buying practices to reduce significantly its reliance on
so-called milspecs, the 31,000 military specifications that describe
down to the minutest detail how items ordered by the military are
to be made—everything from shotgun ammunition to macaroons for
the mess hall. Another case from the Persian Gulf conflict high-
lights the urgent need for change. The U.S. Army had placed an
emergency order with a large defense contractor for 12,000 hand-
held navigation devices. The devices would receive signals from the
Global Positioning Satellite (GPS) System, thus enabling soldiers to
know their precise position on the desert battlefield. The contractor
responded that, to comply with milspecs, each receiver would cost
$34,000 and weigh 17 pounds, and the order would take at least
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18 months to fill. The Army obtained an exemption from the
milspecs and found two commercial firms that could fill the order
quickly with GPS receivers that weighed only 3 pounds and cost
only $1,300 apiece.

Milspecs may have made more sense in the past, for sophisti-
cated weapons systems at least, when the Pentagon and the de-
fense industry dominated advanced technology. But for the fields of
technology most important to the Defense Department today—
semiconductors, computers, software, telecommunications—tech-
nical leadership now generally resides with commercial industry.
By adopting commercial standards, the Defense Department ex-
pects to pay less to provide the armed forces with the latest genera-
tion of equipment than if it attempted to design and maintain its
own unique standards. Under the new procurement system, to be
fully implemented in 3 or more years’ time, the Defense Depart-
ment will no longer tell contractors how most of the products it
buys must be made. Milspecs will be the exception, not the rule.

The complete restructuring of the government’'s procurement sys-
tem will take time. Some analysts believe that nothing less than
a cultural revolution is needed to make the shift to a system that
supports innovation and rewards market-driven, entrepreneurial
management. That may be so, but in the meantime the Federal Ac-
quisition Streamlining Act, together with other reforms being ac-
tively implemented by the Defense Department, will produce—in-
deed, are producing—positive results.

REFORMING THE FEDERAL AVIATION
ADMINISTRATION

The National Performance Review also called for reform of the
way the Federal Aviation Administration (FAA) operates the Na-
tion's air traffic control system. Emerging, satellite-based tech-
nologies of air navigation and air traffic control promise to reduce
routine air travel times and congestion-related delays by freeing
aircraft from having to travel in designated airways. But, the NPR
argued, existing budgeting, personnel, and procurement rules so
hobble the agency as to impede its ability to adopt this cutting-edge
technology quickly. To create an organization that would be up to
the challenge of building and running a state-of-the-art air traffic
control system, the NPR proposed transferring that responsibility
from the FAA to a public corporation set up for that purpose. The
National Commission to Ensure a Strong Competitive Airline In-
dustry contemporaneously made a similar recommendation.

In May 1994 the Administration announced a plan to implement
these recommendations. The new government corporation would be
funded in part from fees paid by the commercial aviation firms
using the new system. It would also be permitted to borrow from
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the Treasury and from private capital markets, so that the sub-
stantial capital investment needed to complete an advanced air
traffic control system would not be limited by the flow of user fees.
Accelerating the full deployment of the new system in this way
will, it is hoped, speed complementary investments by the airlines
in aircraft equipment needed to use the system.

The Administration’s proposal assigns the users of the air traffic
control system a significant role in its corporate governance: avia-
tion company executives would be not merely advisers to the cor-
poration but its directors as well. In part because of the fees they
would pay, users would have a direct and substantial financial
stake in ensuring that air traffic control services promote safe and
rapid air travel, that those services are provided at low cost, and
that beneficial investments are not delayed. Strong user represen-
tation on the board of directors would therefore encourage sensible
and cost-effective corporate decisionmaking.

Regulatory oversight remains important to ensure safety in air
travel, to prevent monopoly abuses in the setting of user fees, and
to ensure that the corporation does not abuse its ability to borrow.
In the Administration’s plan, these functions would be performed
outside the corporation by the Department of Transportation. Safe-
ty regulation would remain in the hands of a slimmed-down FAA,
which would oversee the new air traffic control corporation in much
the same way it now oversees air carriers and manufacturers. The
Secretary of Transportation would have the power to disapprove
user fees that harm new entrants, diminish competition, or lead to
excessive fees for air service, and the power to disapprove borrow-
ing in excess of the corporation’s ability to repay or borrowing in-
tended for inappropriate, wasteful, or unreasonably speculative ac-
tivities.

PROMOTING EFFICIENCY IN THE MARKET
ECONOMY

Government can promote efficiency in the market economy in
many ways, including these three: restraining anticompetitive prac-
tices, ensuring that the costs of externalities are taken into account
by those who create them, and undergirding markets with research
and information that would be undersupplied—or not supplied at
all—by private markets. This Administration is committed to mak-
ing the Federal Government perform these and other important
functions efficiently so that markets perform better, and is working
on many fronts to do so. Notable examples are initiatives in anti-
trust enforcement and interstate banking legislation. Other chal-
lenges—and opportunities—for improving the performance of the
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market economy lie ahead, for example in the areas of agricultural
policy and ground transportation regulation.

ANTITRUST ENFORCEMENT

The Nation’s antitrust laws, effectively enforced, preserve com-
petition and the economic benefits it yields. This Administration is
committed to maintaining antitrust protections. In 1994 the Justice
Department filed three complaints challenging firms for monopoliz-
ing markets, including a widely publicized settlement involving the
largest firm in the computer software industry. In contrast, the
Justice Department had filed only four other such complaints since
the successful conclusion, in 1982, of the prolonged government
lawsuit to break up what was then the nationwide telephone mo-
nopoly. Other important antitrust initiatives of the past year in-
cluded a renewed campaign against foreign anticompetitive conduct
that harms U.S. interests, the settlement of the Justice Depart-
ment's price-fixing case against the major airlines (Box 4-1), new
efforts in reviewing proposed mergers and acquisitions to har-
monize the need to protect competition with industry trends toward
rationalization, and efforts to protect incentives for firms in com-
petition to innovate. This last initiative is discussed later in this
chapter (in the section on “Intellectual Property”); the other three
are considered here.

Anticompetitive Foreign Practices

For 50 years the antitrust laws have been interpreted as forbid-
ding anticompetitive foreign practices that harm U.S. interests,
whether by raising the prices of imports to American consumers or
by closing markets to American exporters. In the past, for example,
the antitrust laws have been employed against foreign buying car-
tels using monopsony power—the market power of a single buyer—
to lower the price received by U.S. exporters. Such enforcement not
only protects specific U.S. interests directly, but also advances U.S.
interests more broadly by promoting a global regime of competitive
open markets.

In 1988 the Justice Department chose to disavow the use of these
laws to protect U.S. export trade. That policy was renounced in
1992, but no new case was filed until 1994, when the department
reached a settlement with a large British producer of float glass
(the type of glass used in automobiles and buildings). The Justice
Department charged that the company used exclusive territories
and other restrictions in licensing its technology in an attempt to
monopolize this $15-billion-a-year global industry. The licensing re-
strictions discouraged U.S. firms from designing, building, or open-
ing float glass plants abroad. Because much of the technology being
licensed is now in the public domain, and thus could not claim in-
tellectual property protection as trade secrets, the Justice Depart-
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Box 4-1.—Airline Price Fixing

In 1994 the Justice Department settled a case involving
price-fixing charges against eight major airlines. What was
new about the case was the way in which new forms of infor-
mation exchange made possible by advances in telecommuni-
cations and computerization were allegedly used to facilitate il-
legal conduct.

The major airlines are connected through a computerized
system, set up by the airlines themselves through a joint ven-
ture, that collects fare information from each of them and
transmits it to the various computer reservation systems used
by travel agents. Through the joint venture, the air carriers
process and sort fare change information to produce detailed
daily reports displaying relationships among fares. The Justice
Department emphasized that much of this information is un-
available in practice to travel agents and other users of the
reservation systems.

According to the Justice Department, the carriers’ joint ven-
ture was used in a novel and anticompetitive way to coordinate
fare decisions over a 5-year period. Using certain features of
the fare records (first and last ticket dates and footnote des-
ignators) and often employing prospective fares never offered
to the public, the carriers created a detailed language for strik-
ing complex bargains across fares and routes. For example, one
carrier might agree to raise its fares for a certain city-pair
market in which a rival carrier would prefer a higher fare than
the first carrier desired, in exchange for the rival carrier agree-
ing to raise its fares in a second market in which the pref-
erences were reversed. The rapid information exchange made
possible by the computerized network aided the carriers in en-
forcing such bargains: an airline could usually detect and re-
spond to a rival’s deviation from such a deal within a day.

The Justice Department claimed to have identified over 50
such collusive agreements between carriers using the comput-
erized joint venture for negotiations, and challenged as unrea-
sonable the features of the fare records that made these con-
versations possible. If such coordination had raised fares by as
little as 5 percent for 5 years on 300 routes, the cost to con-
sumers would have been nearly $2 billion, according to the
Justice Department. The price-fixing charges were settled by
an agreement approved by a Federal court which forbids the
carriers from using the features of the fare records that facili-
tate bargaining.
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ment concluded that the licensing provisions were not legitimate
business practices but were instead being used to close off foreign
markets to U.S. competitors. The settlement eliminates the British
company'’s territorial restrictions, allowing U.S. firms to manufac-
ture float glass abroad. This case also illustrates the Justice De-
partment’s renewed focus on anticompetitive distribution practices
and the anticompetitive potential of sham intellectual property li-
censing arrangements.

The ability of Federal antitrust enforcers to challenge inter-
national cartels and other anticompetitive foreign practices that
harm U.S. consumers and exporters was enhanced by legislation
enacted in 1994. The new act allows the Justice Department and
the Federal Trade Commission to enter into reciprocal agreements
with foreign antitrust agencies, under which the U.S. and the for-
eign agencies will assist each other’s investigations by obtaining
antitrust evidence from firms and persons within their own juris-
dictions. Safeguards in the legislation ensure that confidential busi-
ness information supplied to foreign antitrust authorities will not
be improperly used or disclosed.

Antitrust Review of Mergers and Acquisitions

Mergers and acquisitions are on the upswing: both their number
and the value of the assets transferred have increased every year
since 1991. But half of all mergers and acquisitions in 2 recent
years, as measured by asset value, have occurred in four indus-
tries: telecommunications, health care, financial services, and de-
fense and technology (Table 4-1). These are all industries in which
technology or the government’s role has been changing dramati-
cally, leading firms to alter their business strategies through re-
structuring.

TaBLE 4-1.—Announced Mergers and Acquisitions Transactions in 1992

and 1993
Transactions Asset value
Industry .
Percent of Millions of Percent of
Number total dollars total
AlLINQUSETES oo SR 5,237 100.0 273,088 100.0
FINANCE ..vvvveriiiriieit e 900 17.2 65,030 23.8
Telecommunications ....... st renn 249 48 62,615 229
Health care .. et e ——— 598 114 18,503 6.8
Defense and teChnology ..........occvceeevereneeinerieeneniseiseseeeniens 226 43 8,913 33

Source: Merrill Lynch, Mergerstat Review 1993. Reprinted with permission.

Mergers and acquisitions may be attractive to the parties in-
volved for a number of reasons. They may allow the merging firms
to lower costs, improve management, stimulate innovation, or re-
duce taxes. But they may also—and this is the concern of antitrust
enforcers—enable the expanded company to exercise market power.
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Acquisitions in industries undergoing widespread restructuring
are more likely than most to raise conflicts between the business
trends that encourage consolidation and the need to preserve and
promote competition. Such conflicts have arisen in the hospital in-
dustry, where a consolidation has been under way for some time.
Nationwide, almost 100 hospitals merge or close in a typical year,
and consolidation is occurring in all regions of the country. Because
many hospitals serve highly localized geographic markets, where
few alternative providers exist or could enter the market, the loss
of a single hospital through merger or closure can often sharply re-
duce competition in its locality. In part the trend toward industry
concentration reflects, ironically, the efforts of health insurers and
managed care providers to lower the prices they pay by encourag-
ing competition among neighboring hospitals and the rationaliza-
tion of duplicative facilities. Hospitals also face increasing competi-
tion from surgical and outpatient clinics, which can offer at lower
cost some health care services that formerly only hospitals pro-
vided.

Cost-saving consolidations can lower the price of hospital services
and improve health care delivery—so long as they do not under-
mine competition. Competition ensures that hospital cost reduc-
tions will benefit consumers. Antitrust enforcers have not chal-
lenged the more than 95 percent of all proposed hospital mergers,
and the even greater fraction of proposed joint ventures, that they
did not find threatening to competition. But a few proposed consoli-
dations do raise conflicts between the trend toward rationalization
and the need to promote competition.

During 1994 the Department of Justice, in partnership with the
Florida Attorney General’s office, responded innovatively to one
such conflict. Under the terms of a consent settlement of an anti-
trust case, the two largest general acute care hospitals in northern
Pinellas County, Florida, were permitted to collaborate in providing
those services in which they compete with nonhospital or distant
hospital providers, including many outpatient services and tertiary
care services. The hospitals were also allowed to consolidate billing,
procurement, and other administrative functions. But the settle-
ment requires them to market their collaborative services inde-
pendently and to continue to compete in offering those inpatient
services for which there may be no practical alternative supplier
for most patients in their region.

In recognition of the restructuring under way in the health care
industry, the Justice Department and the Federal Trade Commis-
sion have jointly issued several antitrust guidelines for the health
care industry as a whole. The agencies’ joint statement on hospital
mergers declares that the government will not normally issue a
challenge if either of the merging hospitals averages fewer than
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100 beds and fewer than 40 patients per day over a 3-year period—
regardless of concentration in their geographic market. Guidelines
such as these should encourage needed investment and reorganiza-
tion in this industry by lessening uncertainty about the antitrust
consequences of proposed restructurings.

INTERSTATE BANKING

Legislation enacted in 1994 takes a giant step toward interstate
banking and bank branching in the United States. The new law re-
moves Federal barriers to geographic expansion and authorizes the
States to remove the rest. Lowering the hurdles to interstate bank-
ing and branching improves the efficiency of the banking system in
three ways. First, banks can increasingly consolidate branches
across State lines into one network and accept interstate deposits
without restrictions. This will lower costs for banks operating in
more than one State.

Second, increased interstate banking reduces the likelihood of
bank failures by facilitating greater diversity in bank loan port-
folios. Banks can more easily avoid tying their profitability and sol-
vency to the health of a single region. This will make it easier to
diversify against regional risks such as weather- or disease-related
crop failure, earthquake, or energy price fluctuations.

Finally, banks' increased ability to enter new markets across
State lines will boost competition. To further promote competition,
the legislation limits mergers and acquisitions that would cause a
bank holding company to control more than 30 percent of the bank
deposits in a State, unless the State waives this limit.

INTRASTATE TRUCKING

The trucking industry was partially deregulated in 1980, with
the enactment of legislation significantly reducing Federal control
over entry, pricing, and operations of interstate trucking. Scholars
estimate that this legislation has generated annual savings in the
tens of billions of dollars. Legislation enacted in 1994 removes the
most burdensome remaining governmental constraints: regulation
by more than 40 States of the rates, entry, and routes of motor car-
riers.

The end of intrastate trucking regulation in 1995 promises to
lower the prices of trucking services. For example, under current
State regulation, one consumer products distributor pays $560 to
ship products the 422 miles between Dallas and Laredo, Texas, but
only $410 to ship the same goods the 480 miles between Dallas and
Topeka, Kansas, in largely unregulated interstate commerce. The
new legislation discourages inefficient business practices predicated
on State regulation. For example, cargo carriers will no longer have
an incentive to ship to inconvenient out-of-State airports in order
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to avoid regulated intrastate trucking rates. Competition among
truckers and multimodal cargo carriers implies that much of the
savings from deregulation will be passed through to consumers.

FARM POLICY REFORM

The drafting of a new farm bill in 1995 will give the Federal Gov-
ernment an opportunity to reassess and redesign its role in the ag-
ricultural economy. A more efficient farm policy would reflect con-
temporary economic conditions, environmental needs, and public
values. As described below, efficiency requires that farmers be
given greater opportunity to respond to market incentives, and that
cost-effective public policies be used to correct market failures in
agriculture. Revising government policy to meet better these objec-
tives will help unleash more of the innovative energy that has long
characterized American agriculture.

Changing Conditions in the Agricultural Economy

Today's agricultural commodity support programs are rooted in
landmark New Deal legislation that followed the agricultural de-
pression of the 1920s and 1930s. These programs were designed to
sustain prices and incomes for producers of cotton, milk, wheat,
rice, corn, sugar, tobacco, peanuts, and other crops. However,
changing economic conditions and trends in agriculture over the
past half-century suggest that many of the original motivations for
farm programs no longer apply.

The farm sector no longer looms large in the macroeconomy. Com-
modity programs were originally instruments of macroeconomic
policy as well as a means of sustaining farm families’ incomes. In
the 1930s farm households accounted for 25 percent of the U.S.
population and generated over 10 percent of gross domestic product
(GDP). Today they comprise less than 2 percent of the population.
Although the U.S. food and fiber system as a whole (including food
processing and marketing) provides an estimated 18 percent of U.S.
jobs and contributes over 15 percent of GDP, farming alone now
generates only 9 percent of rural employment and less than 2 per-
cent of GDP. Technological progress and growth in farm productiv-
ity permit a smaller labor force to supply the agricultural needs of
the entire country. As a result, government farm programs play a
reduced role in the U.S. macroeconomy.

International trade in agricultural products has grown. Produc-
tivity gains in agriculture have helped fuel growth in agricultural
exports. For example, wheat exports have grown from 8 percent of
U.S. wheat production in the 1930s to over 50 percent today, while
corn exports have grown from less than 2 percent of production to
about one-quarter. Such growth has helped convert agriculture
from a trade deficit sector to an important trade surplus sector,
contributing over $19 billion to the U.S. balance of trade in 1993.
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The average farm payment recipient is no longer poor. In the
1930s per capita farm income was only one-third the per capita in-
come of the remaining population. Commodity programs were in-
tended to reduce this disparity. Today, however, recipients of farm
program payments (about one-third of all farm operators) tend to
be better off than the average American. Overall, farm households
have about the same average income and quadruple the net worth
of the average U.S. household. Moreover, two-thirds of program
payments go to the largest 18 percent of farms—even though the
average income of these recipients is triple that of the average U.S.
household.

Agricultural production is increasingly concentrated. The number
of farms has fallen by more than 60 percent since 1950, while the
size of the average farm has doubled. Moreover, 92 percent of what
the Bureau of the Census terms farm households operate small
farms but receive almost all their income from off-farm sources;
they have about the same average income as the typical nonfarm
household and receive only a small share of government farm pro-
gram payments.

Demographic data indicate that these trends will continue, in
part because the young increasingly choose nonfarm occupations.
During the 1980s, entry rates into farming fell by 50 percent
among those under 25 years of age and by 35 percent among those
aged 25 to 34. Low rates of young farmer entry have persisted
since 1987. By 1990, as a result, 22 percent of farm operators were
65 or older, compared with only 3 percent of the U.S. work force
as a whole.

Farmers now can insure themselves against price declines. In the
early 1930s farm incomes were at the mercy of year-to-year fluc-
tuations in farm prices. Commodity programs provided price floors
for agricultural producers, insuring them against adverse price
swings. The growth of futures and options markets now lets farm-
ers protect against short-term price declines without the need for
a government program.

The potential environmental costs of farming have increased.
Modern agricultural practices can sometimes lead to substantial
runoff of nutrients and chemicals, which pollute downstream water
resources. The use of both pesticides and fertilizers has doubled
since the 1960s, and agriculture is now considered a contributor to
water quality problems in approximately 60 percent of river and
lake areas that are impaired. An increasing rural population has
raised the potential public health costs of environmental damage
from agricultural activities. Agriculture has also been a major
source of wetlands losses, which can diminish floodwater storage
capacity and harm water quality and wildlife. The upper Midwest,
for example, once had an estimated 53 million acres of wetlands;
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today only about 23 million acres remain, 29 million acres having
been converted to cropland. (Wetlands policy is discussed further
below.)

New Foundations of Agricultural Policy

Both changing economic conditions and the quest for efficiency in
government motivate a new set of objectives for agricultural policy.

Market incentives at home and abroad. With the increasing im-
portance of international markets to U.S. agriculture, free trade be-
tween nations has also become increasingly important to this sec-
tor. As discussed in Chapter 6, the Administration has achieved
historic agreements that will lower international trade barriers
around the world, including some prominent barriers to agricul-
tural trade. These agreements will yield large dividends to the
farm sector and the U.S. economy at large.

At home, farmers must be given appropriate market signals so
that their decisions will help maximize aggregate economic welfare.
Unfortunately, some government farm programs impede market
processes and efficient choices. In some agricultural markets, the
Federal Government operates programs that do not involve tax-
payer subsidies, but that nonetheless reduce economic efficiency.
For example, in markets for sugar, peanuts, and tobacco, above-
market prices are supported by cartel-like supply restrictions that
are enforced by the Federal Government. The sugar and peanut
programs also impose marketing restrictions in ways that inhibit
shifts of production from more costly to less costly producers.

Farm commodity programs currently come in two main forms.
Income support is provided by deficiency payment programs, which
make payments that depend on a commodity’s statutory target
price, the actual market price, and the number of acres a farmer
has accredited to the commodity program. To maintain their bene-
fits, farmers have an incentive to plant the same crops year after
year. Deficiency payments are sometimes tied to a requirement
that farmers idle a portion of their land. Farmers that are eligible
for deficiency payments also benefit from price support programs
that pay them the difference between a commodity’'s support price
and its international price on each unit of a program crop that they
produce.

Both programs affect economic behavior in ways that may prove
costly. By encouraging overinvestment and overproduction in agri-
culture, the programs affect the allocation of resources in the econ-
omy and thereby reduce overall productivity. The programs also re-
duce the productivity of agriculture itself because they subsidize
different crops to different extents. Indeed, almost half of agricul-
tural production is not covered by either price support or deficiency
payment programs. In addition, farm programs may have long-run
costs: by raising agricultural land values, crop subsidies may raise
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the financial barriers to entry into farming, deterring some entry
and increasing the financial vulnerability of new farmers.

The programs may also discourage environmentally beneficial
practices. By favoring program crops over nonprogram rotation
crops, both programs discourage crop rotations that break pest cy-
cles and promote soil conservation. Price support programs can en-
courage the use of pesticides, herbicides, and fertilizers, which may
raise yields but contribute to off-site environmental damage. By in-
creasing the returns to crop cultivation, both programs may encour-
age the farming of marginal lands, which for environmental rea-
sons may be better left fallow. And both programs may skew the
composition of farm output toward program crops, some of which
are particularly intensive in environmentally harmful inputs. For
example, a 17-State Department of Agriculture survey found that
farms growing cotton, a program crop, use almost twice as much
pesticide per acre as the average farm.

Some economists argue that current farm programs can be re-
formed to increase economic efficiency, better serve environmental
objectives, and still provide government support to the agricultural
sector. For example, one approach would sever the link between
commodity program payments and farmers’ crop choices by fixing
farmers’ commodity program acreages, allowing farmers complete
planting flexibility on these acreages, terminating acreage control
requirements, and rolling price support programs for the income-
supported commodities into deficiency payments (thus curtailing
overproduction incentives implicit in price supports).

Farm survival. Farmers are subject to daunting risks from both
nature and markets. For a variety of economic reasons, including
incentive considerations, these risks are mostly borne by farmers
themselves. Investment in farmland and farm capital generally re-
quires a combination of a farmer’s own funds and bank loans.
When the agricultural economy suffers a downturn, farmers’ debts
can threaten their financial stability and indeed the survival of
their enterprises, as was witnessed most recently in the agricul-
tural recession of the early 1980s. For would-be farmers with lim-
ited capital, such prospects can limit the availability of bank funds
and deter entry, even if that entry appears profitable, on average,
in prospect. Government support of farm credit and crop insurance
is intended to counter these effects.

Risks to farm revenues come from two sources: prices and yields.
When both prices and yields are insured, so is the product of the
two, farm revenues. Price insurance is now available on private
markets in the form of futures and options contracts. Yield insur-
ance, on the other hand, is offered by the Federal Government in
the form of subsidized crop insurance.
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In principle, private insurance markets can mitigate risks to
farm revenue when an individual farm’s revenues are closely tied
to observable regional measures of crop revenue. Regional revenue
insurance can offer farmers compensation when revenues are low,
without creating problems of adverse selection and moral hazard
(Box 4-2). In practice, however, the Federal Government has de-
terred the development of a private insurance market by offering
subsidized crop insurance of its own and by standing ready to un-
derwrite many farm losses in the event of natural disasters.

Even if regional revenue insurance were available, some risks
specific to individual farms may remain uninsurable in private
markets because of adverse selection and moral hazard. Farm dis-
aster insurance responds to this market failure.The Administration
has moved swiftly to address the need for farm disaster insurance
that both protects farmers from large crop losses on their individ-
ual farms and clarifies the government’s role in disaster relief. The
Federal Crop Insurance Reform initiative, signed into law in the
fall of 1994, provides for minimal disaster insurance coverage for
all farmers that participate in government farm programs and any
others that choose to purchase this coverage; the insurance protects
farmers from yield losses above 50 percent of their historical aver-
age yields, with payments for such losses at a rate of 60 percent
of the expected crop price. This reform provides farmers with disas-
ter protection that is statutory and hence dependable. With this
basic protection in place, the stage is set for advancing market al-
ternatives to conventional government crop insurance, in order to
insure against low, but noncatastrophic, revenues. Regional reve-
nue insurance represents one possible private market insurance al-
ternative.

Environmental stewardship and efficient land use. The choice of
farm practices can have a wide range of environmental effects,
positive and negative. Negative effects include off-site costs of soil
erosion and agricultural runoff; positive effects include wildlife
preservation benefits from hedgerows and windbreaks, and reduced
greenhouse gas emissions due to improved fertilizer management
and processing of confined livestock waste. Over the past two dec-
ades, farm conservation practices have improved dramatically.
Nonetheless, farmers should be given incentives to consider the en-
vironmental costs and benefits of their actions. Federal policy can
incorporate environmental and public health values into farmers’
decisionmaking through an incentives-based approach that leaves
management decisions in farmers’ qualified hands while turning
collective environmental objectives into individual financial ones.
For example, the environmental costs of agricultural erosion and
runoff stem from both the application of fertilizers and pesticides
and a variety of other farm practice decisions, including tillage
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Box 4-2.—Adverse Selection and Moral Hazard in Crop
Insurance

When some farmers face a higher risk of crop shortfalls than
others, but potential insurers cannot identify which farmers
are high-risk, insurance premiums must be set to reflect the
average risk of insured farmers. However, for low-risk farmers,
such premiums will be higher than their average revenue
losses, and these farmers may therefore decide not to buy the
insurance. As a result, only the high-risk farmers may choose
to purchase private crop insurance, leaving all other farmers to
face the full range of revenue risk, and leading insurers to
raise their premiums on the now-riskier pool of customers. The
problem that arises when individual farmers know their own
vulnerability to specific hazards better than do insurers is
called adverse selection.

Crop insurance can also fall victim to what economists call
moral hazard, the problem that arises because a farmer who
is insured against crop loss has less of an incentive to avoid
the loss. Moral hazard in this setting occurs when insured
farmers adjust their production practices to increase the likeli-
hood of receiving an insurance payment. This can be done, for
example, by producing a small crop and a large crop in alter-
nating years. The large crops keep the insured revenue level
up, while the small crops permit the farmer to collect on the
insurance contract.

Both adverse selection and moral hazard problems could be
avoided with regional revenue insurance that compensates each
farmer only for shortfalls in regional revenue, not the farmer’s
own revenue. For example, a regional insurance contract could
be tied to average corn revenue in a given county, defined as
the product of the county-wide average yield on corn acreage
and a corn price index. An insured farmer would receive a pay-
ment when average corn revenue falls below a given level; the
size of the payment would depend upon the amount of insur-
ance the farmer has purchased. To the extent the farmer’s own
corn yields match those of the region, regional insurance would
provide financial relief in times of low revenue, without tying
insurance payments to outcomes that depend upon the farmer’s
own planting decisions or risk attributes.

practices, crop rotation decisions, and the use of filter strips that

absorb runoff in the boundaries of croplands. When the application
of fertilizers and pesticides imposes off-site costs, farmers can only

be expected to make efficient decisions if they are themselves con-

fronted with these costs. One possibility by which policy could use

146



markets to do this is to levy fees on the use of these inputs that
reflect the environmental cost of their application in different geo-
graphical areas. Another option is to use positive financial incen-
tives to encourage the adoption of conservation practices that re-
duce erosion and runoff or provide wildlife habitat.

Federal policy also needs to be concerned with agricultural land
use. In some cases the public benefits from preserving uncultivated
land or returning cultivated land to its native form may exceed the
potential private benefits of cultivation. This is likely to be the case
with some highly erodible land and many wetlands. About 120 mil-
lion acres of cropland, representing over 25 percent of all U.S. crop-
land, is considered highly erodible. These lands are estimated to
erode at least eight times as fast as their soil can be naturally re-
generated, leading to high off-site costs of sediment and chemical
runoff. Such lands have been among the most important targets of
the Agriculture Department's principal land retirement program,
the Conservation Reserve Program, which has succeeded in reduc-
ing the overall national soil erosion rate by an estimated 20 per-
cent. Federal policy should continue to target such sensitive lands
and do so in a way that yields the greatest environmental benefit
per tax dollar.

How wetlands are used affects a wide variety of public resources,
including water quality, groundwater supplies, floodwater storage,
and wildlife. To protect these resources, Federal wetlands policy
should address both wetlands restoration and wetlands conversion.
The Administration has sought to accelerate wetlands restoration
through the Wetlands Reserve Program. To date, this program has
permanently restored 125,000 acres of critical wetlands from crop-
land at a cost of less than $1,000 per acre.

The conversion of natural wetlands to cropland has been regu-
lated by the Federal Government under both Section 404 of the
Clean Water Act and a provision of the farm bill called
“Swampbuster.” Under Section 404, permits are often required for
the conversion of wetlands; the Army Corps of Engineers and the
Environmental Protection Agency share responsibility for granting
the permits. Under the Swampbuster provision, agricultural pro-
ducers can sometimes be denied farm program benefits if they cul-
tivate a native wetland.

The Administration has worked to resolve a variety of wetlands
policy issues by streamlining administrative procedures for issuing
wetland conversion permits, clarifying the delineation of wetlands
that are subject to regulation, promoting flexibility in wetlands reg-
ulation so as to achieve wetlands preservation at a lower cost, and
providing incentives for States and localities to engage in water-
shed planning and thus reduce conflicts arising from permit-by-per-
mit decisionmaking. For example, to reduce regulatory duplication
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and delays, the Administration has designated the Natural Re-
sources Conservation Service (formerly the Soil Conservation Serv-
ice) as the lead Federal agency for wetlands delineation on agricul-
tural lands under both the farm bill and the Clean Water Act. The
Administration has also exempted 53 million acres of converted ag-
ricultural wetlands from regulation and endorsed the use of mitiga-
tion banking. Mitigation banking allows environmental damages
from a given wetland conversion to be offset by the prior creation
or restoration of other wetlands. It thus allows valuable develop-
ment to proceed while protecting wetlands and making the permit-
ting process more flexible and cost-effective.

Critics of Federal wetlands regulation have argued that restric-
tions on private wetlands conversion constitute a government “tak-
ing” for which private landowners should be compensated. Such
claims are part of a broad and important public debate on the ap-
propriate scope of the takings doctrine (Box 4-3).

Food safety. When consumers cannot easily determine for them-
selves the healthfulness and safety of the foods they buy, they can-
not appropriately reward producers for providing these attributes
even though they value them. Government can enhance social wel-
fare in these circumstances by undergirding markets with food
safety protection. This undergirding of markets takes four forms:
inspection of meats and other foods for contaminants, standards for
pesticide residues on food, regulation of the pesticides themselves
and their availability to farmers, and consumer information
through education and labeling.

Food safety policy has evolved to address public demands for pro-
tection, but not always in cost-effective ways. Inspection programs
need to provide food producers with appropriate incentives to pre-
vent contamination, while at the same time keeping regulatory de-
sign standards to a minimum. Overproliferation of prescriptive
standards can prevent firms from developing the protection sys-
tems best suited to their facilities. Appropriate incentives can be
provided through effective Federal contaminant detection pro-
grams, combined with penalties and remedies for contamination.

The Administration’s pathogen reduction initiative is an impor-
tant step in this direction. This initiative provides for the recall of
meat and poultry products that pose a threat to public health, the
assessment of penalties when health standards or inspection proce-
dures are violated, and the introduction of the latest pathogen de-
tection technology in a meat inspection system that has become
outmoded. The Administration is moving toward a system based on
detecting the microbial contaminants that are the sources of
foodborne illness rather than relying on visual inspection alone.
This reform should permit the cost-effective achievement of public
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Box 4-3.—The Takings Debate

Federal, State, and local governments regulate land use in a
variety of ways, to protect their citizens from harmful
externalities and to preserve public resources, including wild-
life, water quality, and open space. State and local authorities,
for example, routinely make decisions about zoning and per-
mits that constrain the uses of private lands and the buildings
allowed on them. Such constraints protect residential and
other property from harm by noxious development on neighbor-
ing property. Federal land use regulations include wetlands
protection and endangered species preservation.

Compensation for some regulatory actions affecting property
values is required by the Fifth Amendment to the Constitution,
which forbids the government to take private property for pub-
lic use without just compensation. This provision establishes
and protects the institution of private property, thus laying the
foundation for economic growth financed largely by private in-
vestment.

Recent legislative debate has centered on the extent to which
landowners should be compensated for regulatory actions af-
fecting the value of their property in situations in which com-
pensation is not constitutionally mandated. Under many pro-
posals for expanded compensation, the government would thus
be required to provide compensation when zoning, environ-
mental, or other regulations prevent landowners from using
their property in ways that harm other property owners or the
public.

An expanded compensation requirement could harm the
economy in at least two ways. First, it would tend to discour-
age Federal, State and local governments from a critical task
of microeconomic policy: that of addressing market failures,
such as externalities or the underprovision of public goods, in
order to protect health, safety, and the environment. For exam-
ple, enactment of some proposals to expand compensation
could discourage environmental regulations that prevent land-
owners from storing barrels of toxic waste near a neighborhood
or school. Second, an expanded compensation requirement
might give landowners an incentive to alter the use of their
land in order to increase the likelihood or amount of compensa-
tion. If environmental resources could be protected only by
paying off those who would benefit from damaging them, then
landowners, for example, would have an incentive to seek com-
pensation by proposing environmentally damaging projects
that they might never have otherwise considered.
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health goals, the importance of which has been highlighted by re-
cent episodes of contamination by the intestinal bacterium E. coli.

The Federal Government determines pesticide residue standards
according to criteria laid out in the Federal Food, Drug, and Cos-
metic Act (FFDCA). The so-called Delaney clause in this act re-
quires that processed foods contain no additives that, in any quan-
tity, could potentially cause cancer. For residues on raw agricul-
tural commodities, in contrast, the FFDCA gives regulators greater
flexibility in determining the amounts of chemical residues allowed.
The zero-risk standard implicit in the Delaney clause requires that
even safe amounts of pesticide residues not be allowed in processed
foods, no matter how much the application of pesticide might re-
duce the cost of producing food.

The government’s pesticide registration process has been criti-
cized for costly delays and a statutory apparatus that can some-
times prevent the substitution of less toxic new pesticides for more
toxic older ones. To address these problems, the Administration has
proposed a periodic review of all registered pesticides and an expe-
dited registration process for those pesticides that present reduced
risk and for minor use pesticides. Beyond these administrative re-
forms, efficiency dictates that pesticide registration decisions be
guided by benefit-cost criteria. If regulation is imposed even though
the benefits of reduced risk do not justify the costs, the Nation
loses an opportunity to redirect resources toward more effective
risk-reduction activities.

Finally, government policy can be used to help consumers become
better informed about the foods they purchase. To promote this
end, Federal grading and labeling standards should focus on pro-
viding the information about nutrition, food safety, and other
health concerns that consumers may lack, and not on cosmetic at-
tributes (such as fruit size and external blemishes) that consumers
can readily observe for themselves. Beyond grading and labeling,
the government can usefully promote access to additional informa-
tion about food product attributes, whether it concerns the use of
additives, irradiation, or other food production processes that con-
sumers may care about.

Research and development. The U.S. Government has a long and
distinguished history of sustaining research that advances agricul-
tural production capabilities. Today agricultural research confronts
new challenges as the farm economy strives to sustain its high pro-
ductivity, meet a growing concern with the environmental effects of
agricultural practices, and find new uses for farm products. Re-
search and development on bioenergy is a prime example of Fed-
eral Government efforts to respond to these new challenges.

Biomass from tree and grass crops may become an important
new fuel source for electricity generation in future decades. To fos-
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ter this emerging technology, the Administration is pursuing a col-
laborative interagency effort to promote research, development, and
demonstration of new bioenergy-generating technologies and feed-
stock crop systems. Studies using economic and technological mod-
els of biomass production have produced preliminary estimates in-
dicating that a commercially viable biomass industry could rep-
resent a significant share of new U.S. electric generating capacity
within a couple of decades. Commercial viability is judged in these
studies without incorporating any environmental benefits of bio-
mass generation, even though two such potential benefits are fore-
seen. First, fuel crops are suitable for production on highly erodible
land, giving farmers a potentially profitable alternative crop that
also promotes erosion control and water quality improvement. Sec-
ond, biomass power can help to reduce net greenhouse gas emis-
sions to the extent they supplant fossil fuels: both types of fuel re-
lease carbon dioxide when combusted, but growing biomass crops
reabsorb it from the atmosphere—fossil fuels do not.

Bioenergy crops could also provide an important new source of
agricultural income in future decades. Some forecasts suggest that
as many as 50 million cropland acres could, under favorable condi-
tions, be devoted to feedstock production. New agricultural activi-
ties of this kind, together with rural bioenergy generation, may
help reinvigorate America’s rural economy.

The Federal Government has an important economic role to play
in promoting biomass power generation for two reasons. First, pri-
vate markets are likely to fail to capture the promised environ-
mental benefits. Second, research and development in this infant
technology is likely to be a public good that merits government sup-
port, because its benefits are difficult to appropriate.

POLICIES FOR MORE EFFICIENT TRANSPORTATION

About 12 percent of national income is spent on transportation
services, including efforts to reduce the environmental impacts of
transportation. However, several types of external costs of motor
vehicle usage are not reflected in prices. As a result, excessive driv-
ing-related social harms are likely to occur.

For example, traffic congestion and wear on roads will be exces-
sive when individuals’ driving and road use decisions do not take
these costs fully into account. Similarly, the tax deductibility of
businesses’ expenses for employee parking constitutes a subsidy,
which artificially encourages driving. The environmental costs of
motor vehicle fuel use are also important externalities. Although
new-car tailpipe emissions per mile traveled have decreased at
least 76 percent and possibly as much as 96 percent since the late
1960s, total travel has increased by two-thirds, consumers have
shifted vehicle purchases toward light trucks with lower fuel econ-
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omy and higher emissions, and older, more polluting vehicles re-
main on the road longer than before. Vehicle traffic is responsible
for roughly 40 percent of emissions of ozone precursors and is an
important source of toxic air pollutants, as well as a source of pol-
luting runoff into waterways. The transportation sector is also a
significant contributor to greenhouse gas emissions.

When externalities are significant, government policy can pro-
mote economic efficiency by seeking to ensure that private agents
pay the full costs of their transportation decisions. Many of these
costs are interrelated and therefore demand integrated regulatory
approaches. Such approaches are consistent with the Administra-
tion’s commitment to exploring more effective regulation by exploit-
ing synergies between achieving economic and environmental goals.
For example, policies to reduce peak traffic congestion, if carefully
designed, can also reduce some pollution problems, and conversely,
policies that increase the total cost of driving by making drivers
pay the environmental costs of vehicle usage also will limit road
congestion.

The challenge is to design a menu of policies that achieves objec-
tives set for pollution and congestion reduction at minimum cost.
Needlessly rigid emissions and fuel economy standards can raise
the cost of regulatory compliance, by limiting flexibility and incen-
tives to innovate.

Overly prescriptive vehicle inspection and maintenance programs
have been criticized as costly and ineffective at emission reduction.
Finally, vehicle environmental standards that are not well inte-
grated with approaches to emissions reductions from other sources
lead to economic waste when the marginal cost of emissions reduc-
tion varies across sources. Social science research can suggest new
tools for addressing those regulatory problems (Box 4-4).

Greater regulatory flexibility and reliance on economic incentives
would provide opportunities for vehicle users, manufacturers, fuel
suppliers, and local regulators to develop innovative, cost-effective
solutions. This would tend to alleviate congestion and pollution,
and encourage the development of environmentally beneficial
changes in technology. One step forward would involve making cur-
rent vehicle emission standards more flexible by allowing auto-
makers to trade vehicle emission credits. Companies that can
cheaply overcomply with average per mile emission standards
could sell excess credits to those facing higher compliance costs.
Such policies are similar in spirit to tradable emissions allowances
for sulfur dioxide (Box 4-5).

Economic efficiency may also be increased through greater flexi-
bility in the control of mobile and other pollution sources, although
more experimentation is needed to determine the size of the likely
social benefits. For example, “cash for clunkers” programs, which
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Box 4-4.—Social Science Research and Environmental Policy

Social science provides an important link between science
and technology investments and the Nation’s social concerns,
including economic development, health, and environmental
quality. In particular, social and economic research helps to de-
velop knowledge that decisionmakers can use in formulating
cost-effective, incentive-based environmental policy instru-
ments.

The further development of policies establishing tradable
rights or allowances for pollutant emissions or the use of natu-
ral resources provides an example. Such policies have emerged
from over a quarter-century of social science research and are
now in active use in the United States and other countries to
regulate a variety of activities, including local and regional air
pollution emissions and catches from open-access fisheries.
Current support for social science research should allow the ex-
pansion of similar trading systems to cover other problems
such as vehicle emissions and water pollution, generating im-
portant resource savings for the Nation as a whole.

Beyond contributing to policy design, social science research
undergirds efforts to better understand the benefits to society
of public resource preservation and environmental protection.
This information is important for setting rational standards for
resource protection. Important examples of research issues now
under study include tradeoffs between environmental and
other risks and the valuation of nonmarket environmental at-
tributes. The techniques developed for environmental resource
valuation and policy design should find applications in numer-
ous other areas, including worker safety, health, and invest-
ment in human capital.

purchase and remove from service older, high-emissions vehicles,
may be a cost-effective way of reducing emissions quickly, and in-
dustrial emitters may be willing to pay the costs as an alternative
to tighter controls on their own sources. In addition, automobile
sellers may be able cost-effectively to reduce total emissions in an
airshed by, for example, subsidizing the purchase of low-emission
lawn mowers.

GLOBAL CLIMATE CHANGE

The external costs of environmental pollution and degradation
are often local or regional in nature—this is true, for example, of
the costs associated with certain farming practices, such as pes-
ticide use, discussed earlier in this chapter. But scientists and
economists also recognize the possibility of environmental
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Box 4-5.—Clearing the Air on Emissions Allowances

Beginning January 1, 1995, 110 of the Nation’s dirtiest coal-
burning plants must be in possession of an “allowance” for
every ton of sulfur dioxide (SO) they emit. Each plant will re-
ceive an annual allotment of tradable allowances. Firms that
can reduce emissions at low cost, to the point where they emit
less than their annual allotment of SO, can sell their unused
allowances. Firms that face high costs of cleanup can purchase
allowances and emit more than their initial allotment. If firms
are allowed to buy and sell allowances freely, the overall clean-
up objective will be achieved at minimum total cost, and the
price of allowances will equal the cost of reducing emissions
through the cheapest alternative means.

Trading in allowances thus far has been thin, but most sales
in 1994 cleared at between $140 and $170 per ton. Taken at
face value, this range of prices suggests that the cost of reduc-
ing SO- emissions will be much lower than most analysts had
expected when the program was being devised. The low prices
reflect the decline in price for low-sulfur coal, a decline that is
itself partly due to the flexibility of the new program. As a re-
sult, fuel switching is now a cheaper means of achieving emis-
sions targets than had been expected.

However, some State utility commissions continue to favor
installation of scrubbers over other methods of cleanup. This
reduces the demand for allowances and hence artificially de-
presses their price. In addition, by ruling that most or all al-
lowance-related cost savings must be passed on to customers,
some State commissions have weakened the incentives for util-
ities to choose the least-cost method of achieving emissions re-
ductions. On balance, the early results from SO, allowance
trading are encouraging. But greater benefits should be real-
ized if State utility commissions avoid distorting the incentives
for choosing the least expensive abatement strategies.

externalities on a global scale. A potentially important example is
the accumulation of greenhouse gases in the earth’'s atmosphere.
This buildup, which derives from a variety of human activities, in-
cluding those that use fossil fuels, agriculture, and deforestation,
poses an uncertain but potentially great long-term danger to the
global biosphere and human well-being. The best scientific evidence
indicates that the release of carbon dioxide, methane, and other
gases that trap heat in the Earth’s atmosphere has already reached
levels well above those of preindustrial times. At current rates of
growth in emissions worldwide, the concentration of carbon dioxide
in the atmosphere by the middle of the next century will be equiva-
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lent to twice its current atmospheric concentration. Because these
gases linger for a long time in the atmosphere, the effects of past
emissions would persist even with significant reductions in current
emissions.

The effects of greenhouse gas accumulation on ecosystems and
human well-being have received extensive international scrutiny in
an effort to develop a range of agreement on the impacts and to
identify the limits of current knowledge. A number of analysts be-
lieve that significant negative impacts could result. Possible effects
include a rise in sea levels, inundating some island nations as well
as some inhabited coastal areas; shifts in optimal growing regions
for crops, due to changes in temperature and moisture patterns
that hamper agricultural productivity in some regions (even while
increasing it in others); threats to human health from greater heat
exposure and changes in the incidence of disease; and threats to
“unmanaged” ecosystems, with adverse effects on biodiversity. The
possibility that the global climate changes discontinuously—that
significant effects do not occur until greenhouse gases accumulate
beyond a certain threshold—must also be considered.

The potential for harmful climate change, combined with uncer-
tainty about the likelihood and magnitude of adverse effects, sug-
gests the value of taking action to reduce these risks and their im-
pacts. This action can take a variety of forms, including a slowing
of emissions, investment in greater adaptation capacity, and accu-
mulation of additional knowledge about the threats and possible
technological responses.

Climate change is inherently a long-term issue. The effects of
any actions taken today will benefit the current generation’s chil-
dren and grandchildren. Reducing greenhouse gas emissions is also
inescapably a global problem: no country acting alone can, as a
practical matter, reduce the total flow of emissions, or reverse their
effects. To date, the vast bulk of greenhouse gas emissions has
come from activities in the advanced industrialized countries. In
the absence of significant technical change, however, economic
progress and increased energy use in what are now the lower and
middle-income countries will cause an enormous swelling of emis-
sions. Moreover, the effects of climate change and efforts to miti-
gate them will differ in different countries. For example, low-lying
island nations will be affected more severely than the United
States. These differences in vulnerability and the debate over the
apportionment of responsibility for greenhouse gas control com-
plicate the effort to achieve and implement international agree-
ments to deal with the problem.

Despite these complications, the United States and most mem-
bers of the world community have signed the Framework Conven-
tion on Climate Change, which was announced during the Earth
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Summit in Rio de Janeiro in 1992. This convention sets out a long-
term objective of limiting greenhouse gas concentrations and a
commitment to negotiate interim steps to attain that long-term
goal. An interim aim of the more industrialized countries of the
world is to reduce their rates of greenhouse gas emissions to 1990
levels by the year 2000. Beyond this initial step, the Administra-
tion currently is developing a decision framework to guide U.S. cli-
mate policy in the 21st century, and to support the next round of
international negotiations on climate measures.

In devising strategies to curtail greenhouse gas emissions, sev-
eral objectives are important.

Cost-effectiveness. Cost-effective greenhouse gas control policies
must rely as much as possible on economic incentives, to motivate
the responses of the literally billions of people responsible for
greenhouse gas-emitting activities.

Concern for the future. Cost-effective policies also need to provide
appropriate insurance against the threat of climate change to fu-
ture generations. The concept of “sustainability” may provide rel-
evant insights (Box 4-6).

Flexibility. Because the potential damages from climate change
are related directly to the long-term accumulation of greenhouse
gases, and not just to the annual rate of emissions, it is important
to address long-term greenhouse gas concentrations while provid-
ing flexibility in the timing of emissions reductions. Such flexibility
would allow emitters and national policymakers to benefit from
new information about climate change hazards and technologies,
and to adjust behavior and policies to differing near-term economic
development objectives. Flexibility also is needed in the pursuit of
measures aimed at mitigation, adaptation, and technology develop-
ment.

Comprehensiveness. Given the global scope of the issue, it will be-
come increasingly important to coordinate national responses in
order to avoid excessively costly or perverse outcomes. For example,
focusing only on emissions in today’s advanced industrialized coun-
tries would do little to prevent the “leakage” of emissions to other
countries that are expanding their industrial bases.

Compatibility with diverse international interests. In the short
run it is unlikely that developing countries will make substantial
efforts to curb their greenhouse gas emissions without technical
and financial assistance from the more developed countries, which
are likely to take the lead in developing low-carbon energy and
other technologies. This observation suggests that there are bene-
fits to be had from helping developing countries improve their ca-
pacity to monitor their emissions and analyze policy options; from
supporting measures in those countries that will both lower emis-
sions and improve economic growth; and from assisting in develop-
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ing a technological capacity in developing countries for reducing
emissions in the future.

To translate these principles into practice, the Administration
has initiated a Climate Change Action Plan to lower the rate of
greenhouse gas emissions in 2000 to 1990 levels, through largely
voluntary measures that focus on education and expanding the use
of cost-effective technologies with lower greenhouse gas emissions.
Examples include Green Lights, an initiative to promote the use of
energy-efficient lighting; Natural Gas Star, promoting efforts to re-
duce methane leaks; and the Motor Challenge, designed to assist
in the promulgation of high-efficiency motor systems. However, the
difficulty of achieving the targeted emissions reductions even with
this program underscores the challenge that the climate change
issue presents. The Administration is considering other potentially
cost-effective measures for slowing U.S. emissions after 2000, in-
cluding emissions reductions in the transportation sector and en-
couraging greater use of biomass fuels.

To support international progress in addressing climate change,
the Federal Government has invested in a “country studies” pro-
gram that provides technical and financial support for developing
and transitional countries to understand better their own green-
house gas emissions sources, vulnerabilities to climate change, and
options for cost-effective mitigation. Ultimately over 50 countries
are expected to develop joint programs with the United States as
a result of the country studies. Such assessments of international
circumstances provide a foundation for the diffusion of cost-effec-
tive emissions reduction strategies to other countries, and for the
“joint implementation” pilot program initiated by the Administra-
tion. Joint implementation permits U.S. emitters of greenhouse
gases to achieve emissions reduction goals by undertaking mitiga-
tion activities in and with other countries, where the costs of green-
house gas control may be much lower than in the United States.
Joint implementation is thus an important example of the use of
flexible, cost-effective policies to meet the divergent interests of the
world’s nations.

ENCOURAGING ECONOMIC GROWTH

As the analysis in Chapter 3 indicates, technological change is an
important determinant of the economy’s potential growth rate. Rec-
ognizing this, the Administration has worked to support techno-
logical innovation by the private sector and to improve the effec-
tiveness of Federal spending on science and technology. This sec-
tion provides an overview of the Administration’s science and tech-
nology policy, focusing on efforts to facilitate the telecommuni-
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Box 4-6.—"Sustainability” and Economic Analysis

The concept of sustainability, commonly invoked in debates
about environmental, economic, and social values and policies,
involves a number of important economic issues. One of these
is intergenerational equity. The growing scale of human impact
on the planet’s ecosystems creates concern about the kind of
environment we will leave to future generations. The economic
methodology used in policy evaluation can in principle incor-
porate distributional effects across generations. Doing so re-
quires attention to ethical concerns in setting the social dis-
count rate, and to the collective bequest values experienced by
the current generation in providing for our descendants.

A second fundamental concern involves the substitutability of
other forms of wealth—physical capital and knowledge—for the
services of the natural environment that are lost as natural
systems are degraded. If substitution is relatively easy, as
often assumed in economic analysis, then concern for the fu-
ture largely reduces concern about the overall level of savings
across generations, without regard to whether the saving takes
the form of preserved ecological assets or other forms of
wealth. But if substitution possibilities are more limited when
human impacts are large, then greater concern for natural
preservation is warranted.

Several other economic ideas also are relevant to discussions
about sustainability. The concept of fully valuing all the con-
sequences of pressures on the environment, including irrevers-
ible losses and the value of preserving options, is an economic
approach for setting priorities in the use of scarce resources for
environmental protection. The concept of cost-effectiveness—
meeting environmental and other policy targets at minimum
cost, typically by employing economic incentives and by allow-
ing flexibility in the means for attaining goals—also is impor-
tant.

The criticisms of economic analysis in the sustainability de-
bate point to important directions for further study. For in-
stance, equity concerns may receive inadequate consideration
in standard benefit-cost analyses. This omission is especially
important to overcome for issues that have substantial dis-
tributional impacts over time. Similarly, information provided
by ecologists about the complex and interdependent function-
ing of natural systems should be considered in economic policy
analyses.
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cations revolution, and on efforts to restructure Federal research
and development programs.

TELECOMMUNICATIONS

The telecommunications industry plays a crucial role in our econ-
omy. Like the railroad and highway infrastructures built by earlier
generations, the telecommunications infrastructure brings people
together and helps firms reach their customers and suppliers
quickly and cheaply. As a result, our lives are enriched and our
firms and workers are more productive.

The vast opportunities created by recent advances in communica-
tions and information services will likely transform the economy
and the way we live and work. Innovation in this sector is continu-
ing at a rapid rate. Within just the past decade, the facsimile (fax)
machine and the cellular telephone have ceased to be curiosities
and are now commonplace. Television news is now transmitted in-
stantaneously from the field to the studio by satellite. Access to the
Internet computer network is spreading beyond the government
and academic researchers that were its original users, to involve
private individuals, businesses, and other government functions as
well. The number and variety of cable television channels continue
to grow. More and more, people work from home or on the road by
computer and modem, far from their offices. The power and sophis-
tication of personal computers in homes and offices have grown by
leaps and bounds.

Even more important advances in technology are on the horizon.
Technical change will permit private industry to make new prod-
ucts and services available. Two-way, interactive, broadband serv-
ice will someday be the norm, although it is not yet clear whether
the emerging broadband network will be formed from wires, fiber
optic lines, wireless technologies, or hybrids thereof. The computing
power available to consumers of multimedia services provided by
the emerging information infrastructure will undoubtedly rise,
though it remains to be seen whether that power will be lodged in
a server outside the house or office, or within the home or office
through a personal computer or a set-top box connected to a tele-
vision.

Legislative Proposals and the Prospects for Growth

The Administration seeks Federal legislation to accelerate the
progress of the telecommunications and information services revo-
lution. The Vice President has articulated five principles on which
legislative and administrative reform of telecommunications policy
should be based: policy should encourage private investment in the
national information infrastructure, should promote and protect
competition, should provide open access to the infrastructure for
consumers and service providers, should preserve and advance uni-
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versal service to avoid creating a society of information “haves” and
“have-nots,” and should ensure flexibility so that the newly adopted
regulatory framework can keep pace with rapid technological and
market changes.

New Federal legislation consistent with these principles can be
expected to accelerate the development of the national information
infrastructure in three ways: by reducing uncertainty about the
course of national and State regulation, by promoting competition
throughout the telecommunications and information services indus-
tries, and by providing a mechanism for removing existing regu-
latory restrictions as the development of competition makes them
unnecessary. Private industry will thereby be encouraged to invest
more aggressively in information infrastructure and to develop new
services more rapidly. The new legislation sought would also re-
duce the likelihood that regulation will distort the choice of tech-
nology or other investment decisions. It would allow beneficial reg-
ulatory changes to occur more quickly, more consistently, and with
greater certainty than would be achieved through market-by-mar-
ket regulatory reforms in the States and by the Federal Commu-
nications Commission (FCC).

According to a study by the Council of Economic Advisers, reform
of the Nation's regulatory framework could add over $100 billion
(in discounted present value) to GDP over the next decade by en-
couraging greater private investment to develop and deploy new
telecommunications services, and by spurring new entry and great-
er competition throughout the telecommunications and information
sector. An acceleration of private investment and of the pace at
which new services become available could increase GDP through
three transmission mechanisms.

First, each new job in the telecommunications and information
sector should produce greater output per hour worked than the av-
erage new job in the economy. Hence, when the economy shifts in-
puts, especially workers, into this high-value-added sector, national
wealth will increase even at full employment. This process is im-
peded today because existing regulations restrict entry and other-
wise create distortions that limit the sector’s output. Many of these
regulations have been necessary in the past to prevent even worse
distortions resulting from the exercise of market power by monopo-
lists. But as developments in technology shrink the potential scope
of this monopoly power, and as regulatory reforms encourage com-
petition, the economy can shift resources into this more productive
sector, and so increase social wealth. As this happens, however, the
sector’'s marginal productivity advantage over other sectors should
eventually diminish.

Second, the new information infrastructure will boost productiv-
ity throughout the economy. Geographically distant firms will be

160



able to behave more like neighbors, and new ways of working will
produce changes in the innovation process, increasing the likeli-
hood of future discoveries. If new legislation can accelerate the in-
vestments needed to develop the national information infrastruc-
ture, so that new services come on line more quickly than they
would have otherwise, these productivity gains will be realized
more quickly.

Third, appropriate legislation is likely to encourage industry to
invest in the new technologies sooner than it otherwise would.
Should the economy exhibit a tendency to operate at less than full
employment at any time during the next decade, the resulting
higher level of overall domestic investment would tend to offset the
loss of potential GDP.

Reinventing Spectrum Allocations

The FCC allocates portions of the electromagnetic spectrum for
each communications service—radio and television broadcasting,
cellular telephone, and so on—and issues licenses to would-be serv-
ice providers. For many years the FCC selected for licenses those
applicants that it believed would best serve the public interest. It
made this determination by holding hearings to compare appli-
cants’ business plans, experience, and backgrounds. Because the
number of competing licensees allowed in a given geographic mar-
ket is limited, successful applicants have frequently earned sub-
stantial profits.

Critics of the elaborate comparative hearing process argue that
its length, administrative burden, and cost to applicants outweigh
any benefit to the public. The reason for choosing the one winning
candidate over the many losers, all of which may be basically quali-
fied, is often obscure. Often the successful applicant earns profits
not shared by the public, thus appropriating much of the value of
the public resource.

About a decade ago, the Congress authorized the FCC to use lot-
teries to choose among competing applicants in licensing some serv-
ices. Lotteries took much less time than comparative hearings.
They were criticized, however, because often the lucky winner, hav-
ing paid the government nothing for the license, would turn around
and sell it for a high price. This process merely delayed getting li-
censes into the hands of the firms that would eventually build the
communications facilities and operate the services. And, like the
comparative hearings, the lotteries failed to compensate the public
for the private use of the resource. To address these problems, the
spectrum allocation process is being reinvented to substitute public
auctions for lotteries in some cases.

Economists have long recognized the advantages of auctioning
spectrum licenses. An auction puts the license directly in the hands
of the applicant who values it most, and is thus likely to provide
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the most aggregate value to the public. An auction also allows the
public to share in the financial benefits that accrue from the use
of the resource. Auctions are compatible with the pursuit of other
societal goals: applicants can continue to be screened for basic
qualifications, and license uses can be regulated as necessary to
protect the public interest. Even with these restrictions, using auc-
tions to license spectrum is more efficient and less costly than lot-
teries and comparative hearings.

In 1993 the Congress authorized the FCC to invite competitive
bids for initial licenses for spectrum dedicated to commercial sub-
scription uses. The first auctions, for spectrum devoted primarily to
advanced and two-way paging, took place in 1994 and yielded sub-
stantially more revenue to the government than some industry
forecasters had predicted. Auctions for spectrum devoted to per-
sonal communications services (PCS) are anticipated to generate
billions of dollars over the next several years.

SCIENCE AND TECHNOLOGY

Scientific discovery and technological innovation play central
roles in increasing productivity and economic growth. In the long
run, it is the discovery of new ideas—better “recipes,” as distinct
from merely more cooking in the traditional way with more of the
same limited supply of ingredients—that reduces the cost to society
of producing any given amount of goods. Ultimately these cost re-
ductions will translate into some combination of lower prices for
consumers, higher wages for workers, and higher profits for inves-
tors. Over time these changes can lead to significant, cumulative
increases in living standards. Today the pace of scientific and tech-
nological progress is accelerating in tandem with the pace of the
product cycle in international markets. These twin accelerations
blur the lines and shrink the intervals that formerly separated
basic from applied research, fundamental science from engineering
and technical progress, and technological innovations from their
initial commercial applications.

Wherever they originate, in the laboratory or on the factory floor,
new scientific and technological ideas are often expensive to dis-
cover, yet cheap to replicate. It still costs something to draft the
blueprint that captures the new idea, and something to make each
unit of the product that embodies it, but once created, the idea it-
self is easily and often beneficially copied. Thus the economic re-
turns to one company’s investment in innovation can pass quickly
to others. Economists have estimated that, because of this tendency
of new ideas to become rapidly diffused, innovators typically cap-
ture less than half the total social returns to their investments in
research and development (R&D). In short, the difficulty of estab-
lishing and enforcing property rights to new ideas reduces the eco-
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nomic incentive for private companies to invest in a socially and
economically optimal level of R&D. Bolstering that incentive is
therefore an important efficiency-enhancing function of govern-
ment. Government can do so through enhanced patent protection—
while bearing in mind the potential inefficiencies in production and
innovation that can occur with even temporary market power—and
through public support for R&D.

Even before this Administration came into office, historic
changes in the global distribution of wealth and power had sparked
a public reexamination of the nature and extent of Federal support
for the Nation’s science and technology enterprise. Much of this at-
tention focused on the implications for Federal R&D spending of
the end of the cold war and the growing technical competence of
foreign-based firms in areas where U.S.-based industry had tradi-
tionally been the world leader. To respond to these changes, this
Administration has reoriented the Federal R&D effort from pri-
marily defense-related investments toward investments in a broad-
er set of national goals, including health, prosperity, environmental
responsibility, and improved quality of life, in addition to national
security. Although the United States is still in the midst of a major
transition in the way both the public and the private sector man-
age the development and commercialization of science and tech-
nology, recent changes are beginning to show positive results.

Trends in National R&D

Together industry, government, and universities in the United
States have typically spent more money on R&D activities than
their counterparts in any other country—an estimated $176 billion
in 1994, or 2.6 percent of GDP. Indeed, in 1992, the most recent
year for which comparative data are available, the United States
spent 28 percent more on R&D than did Japan, Germany, and
France combined. However, these countries collectively spent near-
ly as much as the United States on nondefense R&D. As a percent-
age of GDP, U.S. spending for civilian R&D stood at 2.1 percent in
1992, compared with 2.4 percent in Germany and 2.8 percent in
Japan.

Long-term real growth in U.S. R&D has also been slow: just 0.9
percent per year on average between 1985 and 1993, compared
with 5.3 percent per year between 1975 and 1985. This slowdown
of total R&D growth has been paralleled by slower growth in pri-
vate R&D. In 1994 R&D spending by U.S. industry decreased by
0.5 percent in real terms; this followed an average annual real
growth rate of only 1.2 percent between 1986 and 1993, compared
with a robust real annual growth rate of 6.7 percent between 1976
and 1985.

Some of the slowdown in R&D spending may reflect the recent
recession. The slowdown may also reflect recent corporate cost-cut-
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ting drives that have shifted R&D spending toward in-house devel-
opment of technologies closer to commercialization and that have
prompted collaborative research, which is less costly to individual
firms. (More than 350 multifirm collaborative research ventures,
among them many R&D consortia, have been created in the United
States since 1985, as well as more than 1,000 university-industry
research centers, 72 percent of which were established with State
or Federal support.) Finally, the slowdown in R&D spending re-
flects the end of the cold war. R&D spending by industry is highly
concentrated in the United States—eight industries account for
more than 80 percent of the total—and the top two, aircraft and
communications equipment, are closely related to defense.

The deceleration of growth in spending for R&D has been accom-
panied by a shift in the sources of R&D funds and a shift in where
the R&D is actually performed. Nongovernmental sources of fund-
ing have become increasingly important. Universities’ share of
R&D performance rose to 12 percent by 1993 from just 9 percent
in 1985. Although Federal spending on all university research has
risen, the share of university research funding that comes from the
government has declined and recent financial problems of some
universities may jeopardize their direct expenditures on research.
Meanwhile industrial support for academic research has grown
dramatically, from 3.9 percent of the total in 1980 to 7.3 percent
in 1993. Industrial firms are still responsible for performing most
of the Nation's R&D—%$125 billion worth, or 71 percent in 1994—
but even if their increased support for academic research is in-
cluded, their share of the total national R&D effort has fallen since
1985.

Recent trends in U.S. R&D investment leave some analysts con-
cerned that the Nation is spending too little on the basic research
that will drive tomorrow’s revolutionary breakthroughs. This con-
cern is supported by empirical evidence that suggests there are
large unexploited economic gains to be realized from raising our so-
ciety’'s level of scientific activity and technological research and de-
velopment; in the past, the social rate of return on such invest-
ments has been high. As a central component and stimulus of U.S.
innovation, Federal R&D investment can lead technological innova-
tion nationwide and affect the Nation’s military posture, a variety
of important social objectives, and the competitive performance of
U.S.-based firms in domestic and foreign markets.

Confronting the Cold War Legacy

This Administration has realigned Federal spending for R&D so
that it more equally balances civilian and military priorities. The
purpose of this shift is not only to strengthen civilian industry, but
also to promote the cost-effective development of new technologies
for national defense and stimulate the creation of an integrated ci-
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vilian-military industrial base. The Administration is also
reorienting the Federal Government's R&D portfolio toward the
achievement of important social objectives that would otherwise be
inadequately addressed. These include the development of cleaner
and more efficient transportation systems, more rapid and wide-
spread diffusion of technological and managerial innovations to
small and medium-sized manufacturers, environmental remedi-
ation, and pollution prevention.

The Administration’s R&D strategy relies on a combination of
grant programs in which industry and government share the costs;
national initiatives in areas such as manufacturing, transportation,
high-speed computing and telecommunications, and environmental
technology; defense reinvestment efforts; and enhanced technology-
transfer mechanisms (for example, the increased use of cooperative
research and development agreements, or CRADAs, which ease pri-
vate companies’ access to the scientific and technological resources
in U.S. Government laboratories). These programs require Federal
agencies to work more closely with commercial industry to
strengthen the technological underpinnings of the entire economy.

Reflecting cold war concerns, national security long commanded
the largest share of Federal R&D funds. Spending priorities shifted
even further—dramatically so—toward defense programs in the
1980s. The defense share of Federal R&D spending reached its
most recent peak in 1987, when it accounted for 69 percent of the
total. The defense share declined from 59 percent to 56 percent be-
tween 1992 and 1994, indicating progress toward the Administra-
tion’s goal of restoring a 50-50 split by 1998.

The national security focus of U.S. R&D spending during the cold
war has also affected the agenda for government support of much
industrial and university-based science. During the late 1980s, for
example, the Defense Department provided 32 percent of all funds
for academic engineering research. While Federal funds account for
just one-fourth of the money private industry spends to support
R&D, 76 percent of that Federal support goes to aerospace and
communications equipment firms, primarily for development of
weapons and related systems of military application. The cold war
emphasis on defense also affected the structure and objectives of
the Nation's Federal laboratory system.

In an era of increasing budget pressure—an era, too, in which
commercial technology development defines the leading edge in key
strategic areas—the maintenance of a defense industrial base sepa-
rate from commercially oriented industry is in many areas eco-
nomically inefficient. Recognizing this, the Defense Department is
now working more closely with firms engaged in commercial and
dual-use production than in the past (dual-use goods are those with
both military and commercial uses). Dual-use R&D programs, in-

165



cluding the Administration’s Technology Reinvestment Project
(TRP), are a different—and more economically efficient—way of
carrying out the Defense Department’s traditional R&D activities.
The TRP has played a role in facilitating new partnerships between
defense and commercial industry. Combined with the procurement
reforms discussed earlier, the program is expected to make the De-
fense Department a more attractive customer for civilian produc-
ers. It is also exposing traditional defense contractors to innovative
management and production techniques that can lower their costs
and encourage more rapid technology transfer from the commercial
sector.

Other important examples of Defense Department dual-use R&D
initiatives include the development of flat panel display technology
(Box 4-7) and microwave and millimeter wave monolithic inte-
grated circuit technology (MIMIC). Commercial applications for
MIMIC devices include their use in collision avoidance systems for
automobiles, satellite communications, and portable telephones.
The development of dual-use components that can be built on the
same production line as the military-only versions has resulted in
lower cost devices for the military and new, commercially market-
able products for U.S. firms. Commercial technology cannot supply
defense needs in all instances—tanks and nuclear attack sub-
marines, for example, require technology that is defense-unique.
But a great many defense needs can be served more efficiently—
and less expensively—by commercial firms and facilities. Indeed, as
flexible manufacturing systems are developed and more widely
adopted, it will be increasingly possible to produce in a single plant
both low-volume military equipment and high-volume commercial
equipment.

Private Innovation and Public Goods

Beyond reorienting the government’'s own R&D portfolio, this Ad-
ministration has worked on many fronts to increase the level of pri-
vate innovation—by supporting public-private partnerships for the
provision of industry-specific public goods, by supporting the exten-
sion of the R&D tax credit (discussed in Chapter 3), and by propos-
ing changes in intellectual property law that will increase the in-
centives for efficient creation and use of private inventions.

Industry-specific public goods. It has already been noted that in-
dividual firms typically have too little incentive to invest in R&D,
because an innovation and its payoffs may pass quickly to other
firms and to consumers, who paid little or nothing to create the in-
novation in the first place. The constant creation and rapid diffu-
sion of scientific discovery and technological innovation are good for
the economy as a whole, but investment in innovation may not ap-
pear to be a prudent move for any individual firm.
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Box 4-7.—The National Flat Panel Display Initiative

Today’'s computers display information in one of two ways:
on cathode ray tubes, the bulky devices now used in television
sets and most desktop computers; or on flat panel displays, the
thin, light, rugged screens used in laptop computers. Flat panel
displays are already key components in many consumer prod-
ucts: facsimile machines, portable telephones, compact disc
players, and videocassette recorders, as well as laptops. They
will also transform future battlefields, where they will be used
to satisfy the huge demand for information from myriad sen-
sors, providing real-time intelligence to combatants in aircraft,
ships, tanks, and the infantry.

A recently completed interagency study of flat panel displays
shows them to be increasingly important in military applica-
tions. But with 95 percent of supply controlled by foreign pro-
ducers, whose willingness to work with the Defense Depart-
ment cannot be taken for granted, access to the latest flat
panel display technologies for timely incorporation into defense
systems is not assured. The Department of Defense requires
early, certain, and affordable access in order to integrate dis-
plays into systems and to work out tactics for their use in mili-
tary situations.

To answer these national security concerns, the Defense De-
partment is implementing the National Flat Panel Display Ini-
tiative, a 5-year, $587 million program of support for research
and development into flat panel displays, including research on
their manufacture. Part of this precompetitive R&D funding is
focused on ensuring that the research leads to actual products
that will be used in important military applications. A portion
will go to an innovative program in which firms with a dem-
onstrated commitment to build current-generation displays
share with the Pentagon the burden of developing dual-use
technology for next-generation products and manufacturing
processes. Matching funds will be awarded in competitions
open to a variety of flat panel display technologies.

A similar logic is at work with regard to investments in industry-
specific public goods. Investments in a particular technological
breakthrough may create large economic benefits for the industry
as a whole, from which no single producer or subset of producers
can be excluded, even though the breakthrough was financed and
achieved by others.

The Commerce Department’s Advanced Technology Program
(ATP) is a policy experiment to test whether government-industry
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partnerships can overcome market barriers to the provision of in-
dustry-specific public goods. Take, for example, the barriers that
have impeded some potentially lucrative technical improvements in
the materials and manufacturing processes for printed-wiring
boards (PWBs). PWBs comprise the backbone and much of the
nervous system of virtually every modern electronic product. Each
increase in the speed and complexity of electronic devices has in-
creased the density of the PWB's lacework of copper lines, which
must be embroidered to tiny plated holes. By the early 1990s,
PWBs were beginning to reach the fundamental physical limits im-
posed by both materials and manufacturing processes. PWB mar-
ket analysts understood that relatively minor material or process
improvements could result in sizable cost savings for the entire in-
dustry, yet no single company or group of companies was willing
to risk a large-scale investment.

The ATP stepped into the breach, agreeing to help finance a 5-
year research plan developed by an industry consortium, as long as
the consortium’s members were themselves willing to put up at
least half of the money. The $28 million effort began in 1991. A
study conducted in 1993 found that after 2 years the project had
already saved the participants about $13.5 million simply by help-
ing them to avoid redundant research, to share results more rap-
idly, and to access each other’s specialized know-how and facilities.

The ATP itself is only 4 years old, and the Administration is cre-
ating long-term and intermediate performance measures in order to
rigorously evaluate its economic impact. This effort to promote in-
novation in the private sector is itself an innovation in the relation-
ship between industry and the government, one that was begun
during the previous Administration.

Intellectual property. Incentives for technological innovation are
affected by the regime of intellectual property rights, including pat-
ents and copyrights. Absent well-defined and effectively enforced
intellectual property rights, rivals could readily duplicate new in-
ventions or writings without offering compensation; this reduces
the innovator’s likely profit and mutes the incentive to develop and
market his or her creations in the first place.

The economics of patent protection have long been understood as
posing the following policy tradeoff: patent protection encourages
innovation, but that social benefit comes at the cost of allowing
some successful innovators to price the resulting products well
above marginal cost. In recognition of this tradeoff, patent protec-
tion is granted for a limited term of years. Yet appropriate public
policy toward innovation must also recognize a second tradeoff, in-
volving the scope rather than the term of patents.

The scope or breadth of patents refers to the extent to which a
new innovation must differ from an existing one in order to avoid
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infringing on the latter’'s patent rights. Under some circumstances,
narrowing the scope of patent rights would increase aggregate in-
novation rates. When an inventor's patent rights are broad in
scope, extending to a relatively wide range of similar innovations,
later inventors will not be permitted to use their own innovations
that fall within that broad penumbra of similarity, without the first
inventor’'s permission. Recognizing that such permission will fre-
quently involve negotiating a payment to the first inventor (a nego-
tiation in which the second inventor will sometimes have little bar-
gaining leverage), the second inventor may be discouraged from ex-
ploring his or her new ideas to begin with. Or, if the second innova-
tion is produced but the first and second innovators dispute its
value, and in consequence are unable to reach a bargain, the sec-
ond innovation may not be used until the patent expires. Giving
broad scope to patent rights may thus discourage potential
innovators from undertaking R&D effort in areas likely to produce
follow-on inventions. Yet in other cases, narrowing the scope of in-
tellectual property rights would reduce aggregate innovation rates
by lowering the value of initial innovations, thus reducing the in-
centive for initial innovation.

In part to promote innovation, the U.S. Patent and Trademark
Office has proposed legislation to permit greater third-party par-
ticipation in patent reexamination proceedings. Under this pro-
posal, industry experts and rivals would have a greater opportunity
to present information about novelty or obviousness to the patent
examiner after a patent is issued. In addition, the Department of
Justice has drafted proposed new antitrust guidelines for the li-
censing and acquisition of intellectual property. By clarifying the
conditions under which trade restraints involving intellectual prop-
erty, like those involving other forms of property, can harm com-
petition and run afoul of the antitrust laws, the Justice Depart-
ment seeks to explain how antitrust law and intellectual property
protections can be harmonized to encourage innovation and effi-
ciency, and so benefit consumers.

CONCLUSION

Adam Smith published The Wealth of Nations in 1776, the same
year Thomas Jefferson wrote the Declaration of Independence.
Since that time the United States has become a vastly larger and
more prosperous Nation. One reason is that, throughout our his-
tory, government has worked in partnership with the private sector
to promote competition, discourage externalities, and provide public
goods. The policy challenges that face us vary from generation to
generation, and government institutions appropriate for addressing
one era’'s problems must be reinvented for the next. But in every
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era, the role of government in helping remedy market failures re-
mains central for enhancing the Nation’s well-being.
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CHAPTER 5

Improving Skills and Incomes

BETWEEN 1973 AND 1994 the U.S. economy created 37 million
additional jobs. This growth in employment absorbed an unprece-
dented number of new entrants, including millions of baby-boomers
and women, into the work force and surpassed the record of the
other large industrial nations. During this same period, however,
slow productivity growth in the United States was reflected in slow
growth in average real compensation. Indeed, real compensation
per employed person increased more slowly in the United States
than in the other large industrial countries (Chart 5-1). Even
worse, income growth stagnated in the middle of the income dis-
tribution and declined sharply for those at the low end, causing in-
security and falling living standards for many Americans. The
large declines in the real wages of less educated and lower paid
workers were associated with increased inequality in family in-
comes and with growing rates of poverty among working families.
For a growing number of workers without college degrees or signifi-
cant on-the-job training, the American dream faded.

This chapter examines the factors that underlie the disappoint-
ing growth in the incomes of most American workers over the past
20 years and describes this Administration’s policy responses.

The sluggish growth of incomes is due to dramatic changes in
technology and in global competition that have affected industri-
alized economies around the world, reducing the relative demand
for workers with less education and training. Industrialized nations
have differed in their response to these common changes. Since
1973, the U.S. economy has created more jobs than all of the Euro-
pean Community. But at the same time the other industrialized
economies have experienced more rapid growth in wages and pro-
ductivity and slower growth in inequality.

Although these differing patterns appear to suggest a trade-off
between rapid job growth and high wage and productivity growth,
this Administration believes that such a trade-off is not inevitable.
To sustain rapid job growth while increasing growth in wages and
productivity, the Administration has undertaken an ambitious
agenda of lifelong learning to help American workers respond to
the challenges and grasp the opportunities afforded by the new eco-
nomic realities.
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Chart 5-1 Growth in Real Compensation per Person Employed
Real compensation has grown more slowly in the United States than in the other
major industrialized countries.

Average annual percent change
10

EthLkL

United States  Canada United Kingdom  Japan France Germany Italy

Il 196573 [ ] 1973-03

Note: Data for Canada begin with 1966.
Source: Organization for Economic Cooperation and Development.

WHAT HAS HAPPENED TO WAGES AND INCOMES

Compared with the preceding decades, family incomes over the
last 20 years have either grown more slowly or actually declined
at all income levels. This discouraging picture emerges no matter
what statistical measure of compensation or inflation one chooses
(Box 5-1).

SLOW GROWTH IN PRODUCTIVITY AND AVERAGE
WAGES

Growth in average real compensation declined from 3.0 percent
a year between 1948 and 1973 to 0.7 percent a year between 1973
and 1993. This decline parallels a similar drop in worker productiv-
ity growth, from 2.5 percent per year to only 0.9 percent. If real
compensation had continued to grow at the same rate after 1973
as it had in the previous 25 years, the average compensation of a
full-time worker in the United States in 1993 would have been
$62,400 instead of $40,000.

The slowdown in wage growth can be seen within the span of a
single individual's career. Sixty-two percent of men aged 22 to 26
in 1967 enjoyed earnings growth of over 40 percent by 1979; only
9 percent suffered earnings declines. In contrast, only 42 percent
of young men in the 1980s enjoyed wage gains over 40 percent,
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while the proportion of those with wage declines tripled to 26 per-
cent.

Box 5-1.—Measuring Trends in Pay and Inequality

Measures of changes in real pay differ across a number of di-
mensions: how inflation is adjusted for; whether pay is meas-
ured as wages per hour or earnings per year; whether it is lim-
ited to cash wages or includes benefits (the latter is referred
to as total compensation); and whether the mean or the me-
dian is chosen as the measure of central tendency. All standard
measures of pay show both a slowing of overall growth and a
concentration of the bad news among those with less than a
college degree; nevertheless, different measures show some-
what different patterns over the last few decades (Chart 5-2).

Mean and median wages differ. The mean is the average of
all wages earned, whereas the median is the wage of the work-
er who falls precisely at the middle of the distribution, with
half of all workers earning more and half less. Because wages
at the high end of the distribution have risen much more rap-
idly since 1973 than those in the middle, the mean wage has
risen more rapidly than the median.

Wages differ from total compensation. Total compensation in-
cludes such benefits as health insurance and employers’ con-
tributions to pensions in addition to wages. Expenditures on
these benefits, led by rising prices for health care, have grown
rapidly since 1973. Thus, hourly compensation continues to
grow more rapidly than wages, although both have slowed in
the last 2 decades.

Hourly wages differ from annual earnings because the num-
ber of hours worked per year is not constant. The trend in
overall hours is not clear, with employers, but not employees,
reporting declining hours. This divergence may be due to an in-
crease in unpaid overtime or work at home, but it remains an
area of active research.

The method of adjusting for inflation makes a difference. As
noted in Chapter 2, it is possible that actual increases in work-
ers’ cost of living have been smaller than trends in the
consumer price index (CPI) would suggest. Consequently,
standard measures that rely on the CPl may understate the
growth in real pay. But the basic finding of slower wage
growth since 1973 holds for all standard measures of inflation
(although all suffer from possible mismeasurement of quality
changes). In any case, the finding that wage dispersion has
grown holds regardless of how inflation is measured.
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Chart 5-2 Growth in Various Measures of Real Pay
Most measures of wages and earnings show a flattening of growth after 1973.
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SLOWDOWN FOR MOST, STAGNATION FOR MANY

What growth there has been has not been shared by all Ameri-
cans. The median real hourly wage fell by 6 percent from 1973 to
1993. The middle of the income distribution was hurt more by the
slowdown than the top, largely reflecting a dramatic shift in the re-
wards offered in the labor market against those without a college
degree or a high level of skill (Chart 5-3). For example, the aver-
age real wage of male high school graduates fell 20 percent, from
$14.02 per hour in 1973 (measured in 1993 dollars) to $11.19 per
hour in 1993. The decline was even steeper for male high school
dropouts, whose average wage fell 27 percent over the same period,
from $11.85 to $8.64 per hour. At the same time, the average hour-
ly wage for males with a college degree but no further education
fell by 9 percent, from $19.41 to $17.62. Hourly wages of those with
a college degree and 2 or more years of additional education fell by
only 2 percent, from $22.20 to $21.71. Trends for women show a
similar though less extreme widening in the wage differential be-
tween those who went to college and those who did not (Chart 5—
4). Wage dispersion also increased within demographic and skill
groups. The wages of individuals of the same age, education, and
sex, working in the same industry and occupation, were more un-
equal in the early 1990s than 20 years earlier.
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Chart 5-3 Real Hourly Wages for Men by Level of Education
Real wages have fallen for men of all education levels, but those with the least
education have been hurt the most.
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Chart 5-4 Real Hourly Wages for Women by Level of Education
Women with at least some college education have seen modest wage gains, while
wages have fallen for those without.
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Another perspective on the decline in real wages can be seen by
examining trends at points in the wage distribution other than the
median (Chart 5-5). Between 1973 and 1993 real hourly wages of
full-time male workers at the 10th percentile (that is, those whose
wages are just above those of the lowest-paid 10 percent of work-
ers) declined 16 percent, while real hourly wages at the median fell
12 percent. Over the same two decades, workers at the 90th per-
centile eked out a wage gain of 2 percent. The net effect is that lev-
els of wage inequality for men have been greater in recent years
than at any time since 1940. Women received wage increases
throughout the wage distribution, but the gains were concentrated
at the top. Women at the 10th percentile earned 6 percent higher
wages, while those at the 90th percentile had gains of 24 percent
(Chart 5-6).

The decline in wages for high school graduates was matched by
a decline in benefits coverage. For example, whereas the proportion
of the work force with education past college who have company-
or union-provided health insurance has remained almost constant
at over 75 percent since 1979, the comparable proportion of those
with less education has declined markedly. In 1992, only 60 per-
cent of high school graduates and fewer than 40 percent of those
who did not graduate from high school had company- or union-pro-
vided health insurance.

As already noted, women were an important exception to the
broad pattern of wage declines. Overall, the median real hourly
wage of women who worked full time, year round, rose by 9 percent
from 1973 to 1993, and rose as a proportion of the median wage
for men from 63 percent in 1973 to 78 percent in 1993. Much of
the improvement in women’s earnings relative to those of men was
due to the growing labor market experience of working women. In
1975 the average working woman had put in not much more than
half (57 percent) the years of full-time work that the average male
worker had; by 1987 that figure had risen to 73 percent. A second
important factor was that women increasingly went to work in
higher paid occupations that had previously been dominated by
males. Statistics from several traditionally male professions reveal
the size of the shift: from 1970-92 the proportion of female grad-
uates from medical schools rose from 8 percent to 36 percent; the
proportion graduating from law schools rose from 5 percent to 43
percent; and the proportion from dental schools from less than 0.1
percent to 32 percent.

FAMILY INCOMES

Incomes have stagnated for many American families as well as
for individual workers. Family income as reported in U.S. statistics
differs from annual earnings per worker both because there can be
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Chart 5-5 Real Hourly Wages for Men by Wage Percentile
Real wages have declined for all but the highest-paid male workers.

1993 dollars
25

20

15 -

10 —

10th Percentile 25th Percentile Median 75th Percentile 90th Percentile

Il 1073 [ ] 19003

Source: Department of Labor.

Chart 5-6 Real Hourly Wages for Women by Wage Percentile
Women at all wage levels received increases in pay, but those at the top gained the most.
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more (or fewer) than one wage earner in a family and because fam-
ily income includes nonwage income such as interest, dividends,
profits, and government transfer payments.

The median family income in the United States grew a meager
0.2 percent in the entire 20 years between 1973 and 1993—al-
though hardly impressive, this performance at least was better
than the outright decline in median hourly wages. In addition,
there was a significant widening in the family income distribution.
Average incomes rose 25 percent for those families in the upper
fifth of the distribution, but fell by 15 percent among the poorest
fifth of families (Chart 5-7). An important reason why median fam-
ily incomes rose slightly while the median wage was declining is
that married women now work more hours for pay. Between 1973
and 1992 the proportion of married couple families in which the
wife worked for pay grew from 42 percent to 59 percent and those
wives who worked for pay worked more hours.

Chart 5-7 Average Family Income by Quintile
Incomes have fallen for the poorest forty percent of families.
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RISING POVERTY

From 1960 to 1973 the Nation’s overall poverty rate fell from 22
percent to 11 percent; it then rose to 15 percent by 1993. Poverty
rates for children have been even higher: 27 percent in 1960, 14
percent in 1973, and 23 percent in 1993. The observed rise in pov-
erty remains even after taxes and transfers are accounted for: pov-
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erty rates by this measure rose from 9 percent in 1979 to 12 per-
cent in 1993 (comparable figures are not available prior to 1979).
The increase in poverty has occurred in spite of slow growth in av-
erage income over the last 20 years.

A large portion of the rise in poverty is due both to the increase
in wage inequality discussed above and to a rise in the proportion
of female-headed households. The proportion of children under 18
who live with one parent has nearly tripled, from 9 percent in 1960
to almost 27 percent in 1992. More than half of the children born
in America today will spend time living in a single-parent home,
either because of divorce or because the parents were never mar-
ried. Because the poverty rate in female-headed families with chil-
dren is higher, at 46 percent, than in other families, increases in
the proportion of families headed by a single parent increase the
poverty rate.

Many explanations for the increase in single parenthood have
been proposed, ranging from the rise in women'’s labor force partici-
pation (which has increased women'’s ability to live without a hus-
band), to the falling wages and employment of the men they might
marry, to cultural changes reducing the stigma of divorce and
unwed motherhood.

Some have blamed the rise in female-headed households on the
welfare system. Although the current system has a number of prob-
lems (discussed in Chapter 1), careful studies have concluded that
it has not played a major role in the increase in female-headed
households. Nationwide, average benefits under the aid to families
with dependent children (AFDC) and food stamp programs rose
from 1964 to 1972, and during those years single-parenthood rates
did rise; however, those rates continued to rise over the next 14
years even as the level of benefits fell by 20 percent in inflation-
adjusted terms. In addition, States with more generous AFDC ben-
efits do not have a higher proportion of children in single-parent
households. Although welfare has not caused most of the changes
in family structure, the welfare system does have aspects that dis-
courage marriage—elements of the Administration’s welfare reform
proposal, discussed in Chapter 1, address these problems.

THE DECLINING FORTUNES OF BLACK AMERICANS

Black workers have been particularly harmed by recent earnings
trends. After a decade of progress following the Civil Rights Act of
1964, the trend in the relative earnings of blacks to whites re-
versed. In the early 1960s, the wage gap between black and white
men of similar age and with similar education was over 20 percent.
This gap closed to less than 10 percent in the mid-1970s, but a sig-
nificant proportion of this gain has since eroded. In addition, the
employment-to-population ratio for black men over 20 years old has
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declined, from about 6 percentage points less than the rate for
whites to about 9 percentage points, over the last 20 years. The
drop in employment is due to a decline in black labor force partici-
pation as well as increases in black unemployment. In some inner-
city neighborhoods as few as 40 percent of black men are em-
ployed—that is less than three-fifths the male employment rate for
the Nation as a whole.

In contrast to the decline in relative earnings, years of school
completed and test scores among blacks have risen relative to
whites. The difference in high school dropout rates between blacks
and whites has narrowed sharply. From 1973 to 1992, dropout
rates for blacks fell from 12.3 percentage points more than for
whites to only 4.1 percentage points more. Black educational at-
tainment (as measured by the National Assessment for Educational
Progress) generally increased significantly from 1978 to 1992, while
white test scores rose only slightly. But in many inner-city districts
the dropout rate remains above 50 percent, and Hispanic dropout
rates remain very high.

Inner cities have experienced poor job opportunities, more con-
centrated poverty, and low-quality schools. At the same time a ma-
jority of young black male high school dropouts have turned to ille-
gal activities for income. Surveys indicate that young black men
are more likely now than a decade ago to perceive greater rewards
from crime than from regular employment. Young persons’ partici-
pation in crime has adverse effects on their likelihood of future em-
ployment, especially if their activities lead to incarceration. These
problems feed on each other: a child’s chances of attending a low-
quality school, becoming a teen parent, dropping out of school, liv-
ing with only one parent, and having parents who do not work for
pay are all associated with living in a poor neighborhood.

Racial and ethnic discrimination remains a significant barrier for
minorities in the job market. Direct measures of discrimination in
employment are available from experiments in which similarly
qualified white and black candidates, or Anglo and Hispanic can-
didates, applied for the same job. In one such experiment, white
applicants were found to be 24 percent more likely to receive sig-
nificantly better treatment than black applicants, and Anglo appli-
cants were 22 percent more likely to receive significantly better
treatment than Hispanic applicants. In addition, among applicants
who reached the interview stage, whites were over four times more
likely to be offered a job than were blacks with similar qualifica-
tions.

Government antidiscrimination efforts became less aggressive in
the 1980s, and this may account for some of the persistence of dis-
crimination. An analysis of data collected by the Office of Federal
Contract Compliance Programs (OFCCP) shows that enforcement
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of affirmative action rules between 1974 and 1980 improved the job
opportunities of black men and women as well as white women
with Federal contractors. In the 1980-84 period the activities of the
OFCCP were not as spirited as previously, and coverage by Federal
affirmative action policies was no longer associated with gains in
black and female employment.

CHANGES IN THE ECONOMY

Although a complete explanation of the declining economic for-
tunes of so many American workers and families is lacking, most
economists believe that a shift in the demand for labor in favor of
more highly skilled, more highly educated workers has played a
key role. Such a shift is consistent with the fact that even though
the percentage of the labor force with a college degree increased
from 16.4 percent in 1973 to 27 percent in 1993, the same period
saw a pronounced increase in the relative wages of college grad-
uates (Charts 5-3 and 5-4).

In part, the shift in demand in favor of more educated workers
reflects a shift in employment away from those goods-producing
sectors that have disproportionately provided high-wage opportuni-
ties for blue-collar men, toward medical, business, and other serv-
ices that disproportionately employ college graduates and women.
In addition, employment has grown in such low-wage sectors as re-
tail trade. These interindustry shifts appear to explain some of the
decline in the wages of high school graduates over the last 20
years.

Intensifying global competition is also cited as a factor in putting
downward pressure on the wages of less educated workers. How-
ever, a number of studies have found that the easily measured di-
rect effects of trade on the wage distribution were small, implying
that the vast majority of the demand shift originated domestically.

These effects of trade may be larger if the internationalization of
the U.S. economy also affects wages indirectly—for example, if the
threat of increased import competition or of the relocation of a fac-
tory to another country undermines workers’ bargaining power. It
is not known how important such effects have been. Trade may
also become a more important factor in the future, as international
commerce continues to expand.

Immigration has increased the relative supply of less skilled
labor in the United States and has contributed to the increasing in-
equality of income, but the effect has been small. One study found
that immigration explained less than 1 percent of the change in the
college-high school wage differential between 1980 and 1988. Al-
though immigration flows were considerably larger in the late
1980s than the early 1980s, this study makes it seem unlikely that

181



the recent contribution of immigration could be more than a few
percent of the total change.

Within-industry shifts in labor demand away from less educated
workers are the most important factor behind their eroding wages,
not the shift out of manufacturing. On the basis of current re-
search—much of which remains anecdotal or indirect in nature—
most economists believe that such shifts in turn are primarily the
result of economy-wide technological and organizational changes in
how work is performed. The computerization of work appears im-
portant. Recent empirical evidence indicates that workers who use
computers are paid on average 15 percent higher wages than those
who do not. And the use of computers in the workplace has in-
creased significantly in recent years: between 1984 and 1993 the
share of the labor force using computers on the job increased from
25 percent to 47 percent.

In addition to shifts in labor demand, two institutional factors
appear to have contributed to the increase in earnings inequality
over the last 20 years. One of these is the decline in the proportion
of workers belonging to unions. Empirical evidence suggests that
unions tend to raise wages for workers who would otherwise be in
the bottom half of the wage distribution. The share of the labor
force belonging to unions fell from 26 percent in 1973 to 16 percent
(and only 11 percent of the private sector labor force) today. Ac-
cording to recent studies, the precipitous decline in unionization ex-
plains a modest but significant portion of the increase in wage in-
equality during the last 15 years, especially among men.

The decline in the real value of the minimum wage has further
contributed to greater wage dispersion. Adjusted for inflation, by
1995 the minimum wage has fallen by about 50 cents since 1991
and is 29 percent below its 1979 level, leaving it at its second-low-
est level since the 1950s. Because women are almost twice as likely
as men to work at minimum-wage jobs, the erosion of its value has
had its largest effect at the lower end of the female wage distribu-
tion. Recent empirical research finds that modest increases in the
minimum wage from historically low levels in the late 1980s were
associated with reductions in both wage and income inequality
without significant adverse effects on employment.

Of workers affected by the most recent (April 1990) increase in
the minimum wage, 36 percent were the only wage earner in the
family, and the average minimum-wage worker contributed about
half of his or her family’'s total earnings. Contrary to some press
reports emphasizing the youth of minimum-wage recipients, 70
percent were aged 20 and over. In part because of the changes in
the wage structure discussed above, workers affected by this
change in the minimum wage were more likely to be poor than in
the past. About 20 percent of minimum-wage earners were poor,
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and another 13 percent were near poor (earning between 100 and
150 percent of the poverty line).

IMPROVING EDUCATION AND TRAINING

It is becoming increasingly difficult for those without higher edu-
cation to earn enough to support a traditional middle-class stand-
ard of living. Increasingly, however, a high school education is not
enough. Fewer high-wage jobs remain for high school graduates,
and even many workers with college educations face the prospect
of stagnant wages. This is a fundamental change in the economy.
Although government is not the cause, it has the ability and the
responsibility to improve the way Americans are educated and
trained so as to mitigate this adverse trend.

This Administration views education as, ideally, a lifelong proc-
ess for all workers, particularly in the changing economic environ-
ment of today. Improved education and training opportunities not
only should have a direct effect in increasing the incomes of those
who take advantage of them, but may as a side effect improve the
incomes of unskilled workers as well, as their relative supply is de-
creased.

In designing programs to promote lifelong learning, Federal poli-
cies operate in an environment where education is primarily the
province of States and localities, and training is provided primarily
by employers. Thus, the Federal Government's most effective role
is often to serve as a catalyst for change.

Evaluations of many of the Federal Government’'s education and
training programs have questioned their efficacy, although careful
studies have found some programs to be highly successful. In de-
signing new programs, the Administration has attempted to learn
from these experiences, to imitate the successes and avoid the fail-
ures. In predicting future performance, it would be excessively pes-
simistic simply to extrapolate from the past failures; on the other
hand, it would perhaps be overly optimistic to believe that we can
bring all programs up to the level of the most successful just by
replicating their best features. Yet there are certain features that
many successful programs have in common—such as integrating
different services to address problems with multiple aspects, and
providing incentives that reward success—whose scope for broader
application is far from exhausted.

THE QUALITY OF AMERICAN EDUCATION

By many measures, the quality of education in the United States
has improved in recent years. Test scores in reading, writing,
mathematics, and science have generally risen over the past decade
for almost all ages and racial and ethnic groups. As noted above,
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dropout rates have fallen, declining most sharply for black stu-
dents. Enrollments in both preschool and postsecondary school
have increased. Preschool enrollment rates have risen since 1970
from 14 percent of children aged 3 to 4 years to one-third. The per-
centage of high school graduates who enrolled in college following
graduation increased from 49 percent in 1980 to 62 percent in
1992. Few other countries have postsecondary enrollment rates as
high as those in the United States.

The United States still has far to go, however, to ensure that all
its young people are acquiring the knowledge and skills they need
to obtain high-paying jobs and adapt to future changes in the econ-
omy. High school dropout rates, for example, are still high, nearly
13 percent overall, and the dropout rate for Hispanics is over twice
as high. Comparisons of U.S. and foreign test scores give additional
cause for concern. Although test scores are imperfect measures of
school quality, scores of U.S. students have generally risen. How-
ever, in the math portion of the International Assessment of Edu-
cational Progress in recent years, the United States remains among
the industrialized world’s laggards. U.S. students at both the 9-
year-old and 13-year-old levels not only trail their Taiwanese and
Korean counterparts—the world leaders in this area—but also lag
behind students in every other major nation participating in the
test.

THE IMPLICATIONS OF RISING RETURNS TO
EDUCATION

Numerous studies have established that workers with more edu-
cation earn substantially higher wages than workers with similar
characteristics, such as age, experience, race, and sex, but with less
education. However, this relation does not necessarily imply that
raising the educational level of those who are now undereducated
will lift their earnings substantially. It may be that those students
who obtain the most schooling are those who start out with greater
ability. Nevertheless, a number of innovative studies that address
this problem still support the conclusion that, on average, students
at all skill levels gain substantially from additional education.
These results are consistent with the thesis that for many students
growing up in low-income households, limitations on access to in-
formation and to funds for paying for education, not lack of payoff
from further schooling, are major causes of their lower educational
attainment.

POLICIES TO PROMOTE A LIFETIME OF LEARNING

The Goals 2000: Educate America Act, enacted last year, sets
eight ambitious national education goals to be achieved by the end
of the decade:
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School readiness. All children will start school ready to learn.

* Improved student achievement. All students will demonstrate

competence in challenging subject matter in core academic sub-
jects.

* Best in math and science. U.S. students will be first in the
world in mathematics and science achievement.

» Safe, disciplined, and drug-free schools. Every school will be
free from violence, disruptive behavior, and illegal drugs.

» Increased graduation rate. The high school graduation rate will
improve to at least 90 percent.

o Teacher education and professional development. All teachers
will have the opportunity to acquire the knowledge and skills
needed to prepare their students for the next century.

» Parental involvement. Every school will promote parent-teacher
partnerships that will increase parents’ involvement in the so-
cial and academic enrichment of their children.

» Adult literacy and lifelong learning. Every adult will be literate
and possess the skills necessary to compete in a global econ-
omy.

These goals establish a framework for a lifetime of continuous
learning, starting before kindergarten and continuing throughout
adulthood. New opportunities for all Americans to engage in life-
long learning should help rebuild the American dream that work-
ing hard and playing by the rules will lead to a higher standard
of living.
Readiness to Learn

The first national goal is to ensure that all children start school
ready to learn. Even good schools will have trouble educating chil-
dren who come to school unprepared to learn because of poor nutri-
tion or for other reasons. Some of these children will always find
themselves struggling to catch up. The Administration is commit-
ted to expanding two programs that promote early cognitive and
physical development and help prepare children for school. The
first is the Special Supplemental Food Program for Women, In-
fants, and Children (WIC), which provides food supplements and
health education to 6 million low-income pregnant women, new
mothers, and their children up to age 5 annually. Funding for WIC
increased from $2.6 billion in 1992 to $3.5 billion in 1995, with $3.8
billion proposed for 1996. The WIC program has been shown to
save the government money as well as increase children’s health
(Box 5-2). The second program, Head Start, also has a proven
track record. Head Start is an intensive preschool program de-
signed to improve the cognitive and social functioning, health sta-
tus, and school readiness of low-income youth. Head Start funding
has increased from $2.2 billion in fiscal 1992 to $3.5 billion in fiscal
1995, with $3.9 billion proposed for 1996. The new funding has
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been focused on improving program quality for children already in
the program and in expanding the new “Early Head Start” pro-
gram for children in the first 3 years of life.

Box 5-2.—What Works: Preparing Students to Learn

WIC has been shown by many studies to be highly effective
in improving the health status of infants. In addition, WIC ap-
pears to be a money saver: for every dollar spent on the pre-
natal WIC program, approximately $3.50 is saved in medicaid
and other costs due to lower incidence of low-birthweight
births and improved health. To the extent that poor prenatal
care and infant health are associated with future behavioral
and academic problems, the benefits of WIC are even greater.

Head Start and other preschool programs have also dem-
onstrated their ability to improve preparedness for school. Nu-
merous studies have found that participation in Head Start
produces immediate gains in health and in scores on tests of
intellectual ability, emotional maturity, and school readiness.
They also find, however, that these gains in test scores decline
over time. Nevertheless, some Head Start and other similar
programs that have been evaluated over many years have
found that participants are less likely to be assigned to special
education classes, and are less likely to be held back a grade.

Improving Student Achievement

The Goals 2000 act provides a framework for comprehensive
State and local efforts to improve both teaching and learning,
based on clear and challenging academic standards for all students.
The framework of Goals 2000 is meant to encourage the alignment
of various aspects of the educational system including curriculum
design, student assessments, teachers’ professional development,
and instructional materials. These systemic reforms are voluntary,
and their design in each State will be a group effort including par-
ents, business people, educators, and others.

The 1991 reforms adopted in Kentucky are an example of the
type of alignment Goals 2000 is intended to promote in other
States. Kentucky adopted six broad goals and further refined these
in 62 specific academic expectations. One of the goals, for example,
is that students should be able to apply principles from mathe-
matics, science, social studies, and other disciplines to real-life situ-
ations. In science, this goal translates into such concrete expecta-
tions as that students should be able to recognize and use patterns
such as cycles and trends to understand past events and make pre-
dictions. The State’s major employers have been involved through-
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out the reforms, helping to ensure that the schools’ expectations
match the needs of employers and future graduates.

The State’'s new goals are accompanied by new assessment proce-
dures that combine traditional multiple-choice questions with tests
requiring students to solve practical problems, and with evalua-
tions of each student’s best classroom work collected throughout
the year. This new assessment better measures the full range of
each student's progress. The assessment also is used to evaluate
schools’ success in improving student performance; schools that do
well will receive monetary rewards, while unsuccessful schools will
be required to develop plans for improvement. Coupled with the in-
creased accountability, Kentucky is decentralizing decision making
to school-based councils of teachers, parents, and principals on
matters such as curriculum and assignment of staff. In addition,
resources for professional development have been increased and
family and youth service centers have been established at low in-
come schools to provide and coordinate services for families such as
child care, family counseling, and referrals to service agencies.

Results in Kentucky are preliminary so far, but encouraging.
After 2 years, average test scores in core academic subjects in-
creased markedly at all grade levels tested. Time will tell if these
results are sustained and translate into better careers for Ken-
tucky’s graduates.

The reforms embedded in Goals 2000 and its companion legisla-
tion, the Improving America’s Schools Act, are part of the Adminis-
tration’s effort to move away from rigid rules to a new model where
the Federal Government provides seed money and technical assist-
ance for States and local school districts to engage in their own re-
form efforts, keyed to high standards. The acts enhance local flexi-
bility by providing States and local school districts the opportunity
to better coordinate the activities of federally funded programs in
their areas. Both acts allow States and school districts to apply for
waivers of Federal rules that impede their plans for school im-
provement. The objective is to create a system in which highly
skilled teachers can focus on achieving clear, widely agreed-on
goals, assisted by parents and the community, who in turn can look
to a set of well-defined standards by which to hold educators and
school systems accountable.

Increasing Graduation Rates

Goals 2000 also focuses on reducing dropout rates. In addition,
the Improving America’s Schools Act ensures that Federal funds
will be available to middle and high schools with very high poverty
rates—schools that also have a high proportion of students at risk
of dropping out.

This goal is important both to students at risk of dropping out
and to society as a whole. On average high school dropouts earn
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35 percent less per year than high school graduates with no addi-
tional education, and 70 percent less than college graduates, lead-
ing the average high school dropout to pay far less in taxes over
the course of his or her working life than the average high school
graduate. Dropouts are also more likely than graduates to end up
on welfare or in prison. For example, on any given day in 1992 al-
most one-quarter of all males between 18 and 34 who had not re-
ceived a conventional high school diploma—but less than 4 percent
of those who had—were either in prison, on probation, or on parole.
According to preliminary Department of Labor estimates, the typi-
cal young female high school dropout receives on average more
than twice as much in food stamps and public assistance payments
as high school graduates and almost five times as much as those
with at least some college.

The present value of total welfare, prison, and parole costs aver-
ages about $69,000 over the course of an adult lifetime for each in-
dividual who does not graduate from high school, but only about
$32,000 for each high school graduate who does not attend college,
and only $15,000 for those who attend college. (These figures are
calculated as the net present value at age 18 of the costs of crimi-
nal justice and welfare incurred between the ages of 18 to 54, using
1992 data. Costs are discounted at a 4-percent annual rate.) Thus,
ignoring differences in taxes paid, a program capable of influencing
young people who would otherwise drop out of high school to grad-
uate and behave like other high school graduates would reduce
spending on welfare and the criminal justice system by about
$37,000 in present value terms for each youth induced to graduate.
These figures are almost the reverse of public spending on edu-
cation and training: on average, the typical college graduate is the
beneficiary of over $29,300 in public spending between the ages of
16 and 24, while the typical high school graduate receives about
$13,900 and the typical high school dropout less than $6,500.

However, because high school dropouts differ from graduates
along many dimensions other than the fact of dropping out, these
calculations do not necessarily translate into potential gains for so-
ciety whenever a student is kept in school to graduation. Further-
more, many dropout prevention programs are too new to have accu-
mulated a substantial record of long-term results, and the current,
incomplete state of research makes conclusions somewhat pre-
mature. Nevertheless, a number of programs for at-risk youth have
been reliably evaluated and found to dramatically reduce dropout
rates over several years of operation; in addition, the best of these
programs appear to save the government money.

The evidence suggests that many students at risk of dropping out
are helped by guidance, academic assistance, career information,
and general support in order to stay in school and succeed. After-
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school and summer programs and linkages to postgraduation jobs
and schooling can be effective in keeping children in school and in
improving academic achievement and other outcomes. The dif-
ficulty in improving the poor labor market prospects of youth once
they have dropped out underscores the importance of efforts to re-
duce the number of dropouts. Although the current, incomplete
state of research makes conclusions somewhat premature, two gen-
eral observations may be hazarded.

First, it is possible to prevent students from dropping out, but it
is difficult. A number of programs for at-risk youth have been reli-
ably evaluated and found to reduce dropout rates substantially;
many others, however, have not been so successful. Second, it is
difficult to make initial gains last. Several programs have shown
a pattern of marked improvement in attendance and academic
achievement during their first year, but these initial gains often
disappear over the next few years. Fortunately, there are models
of integrated programs that have been effective in dramatically re-
ducing dropout rates over several years of operation (Box 5-3).

From School to Work

The School-to-Work Opportunities Act, proposed by the Adminis-
tration and passed by the Congress in 1994, addresses the increas-
ingly poor job prospects of high school graduates by providing
States and localities with venture capital to build systems that pre-
pare young people to pursue a variety of options after completing
high school: a good first job, career-oriented training, or college.
The School-to-Work initiative funds partnerships among busi-
nesses, labor representatives, and educators to offer young people
learning experiences in both school-based and work-based settings
that will help provide them the knowledge and skills they will need
to make a smooth transition into the world of work.

The School-to-Work initiative creates the opportunity for stu-
dents to learn in a setting that connects academics with problems
in a real workplace. The program integrates classroom instruction
with work experience, structured training, mentoring at job sites,
and matching of students with participating employers. Whenever
possible, students are paid for their work. School-to-Work opportu-
nities bring the workplace into the classroom, combining quality
coursework at school with hands-on learning and training in a
work environment. By the end of a course of study, students will
have received a high school diploma, an industry-recognized skill
certificate, and, for some, a diploma for completion of 1 or 2 years
of postsecondary education.

In 1994 all 50 States received Federal funding to plan and de-
velop School-to-Work Opportunities systems, and 8 States were al-
ready implementing comprehensive systems. In almost all cases,
employers are directly contributing to the development of industry-
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Box 5-3.—What Works: The QUOP Experiment

The Quantum Opportunities Program (QUOP) is an experi-
ment in the use of community-based organizations to improve
the academic and social competencies of disadvantaged stu-
dents by providing continuing adult support throughout their
high school years. In each of several cities, QUOP programs
offer tutoring, adult mentoring, career and college planning,
and other services and activities to children from families re-
ceiving AFDC, starting in the ninth grade. There is also a fi-
nancial incentive: participating students receive small stipends
and bonuses for completing segments of program activities, as
well as payments into a trust fund for their eventual post-
secondary education. Because participants were randomly cho-
sen, the program provides a test of whether the combination of
a rich array of services and tangible financial rewards for suc-
cess, sustained over the whole of a high school career, can in-
duce students to stay in school and out of trouble, and go on
to college.

Over 4 years the average QUOP student participated in
1,286 hours of educational activities beyond regular school
hours and accumulated $2,300 in his or her postsecondary ac-
count. Overall 4-year costs of the program were $10,600 per
enrollee. At the end of the program’s demonstration period an
evaluation comparing randomly selected participants and
nonparticipants (controls) found that 63 percent of QUOP stu-
dents, but only 42 percent of controls, had graduated from high
school. Only 23 percent of QUOP students had dropped out,
versus 50 percent of the controls. And 42 percent of QUOP stu-
dents, compared with 16 percent of controls, were enrolled in
postsecondary education. Participants were also half as likely
to report engaging in criminal activity and one-third less likely
to have had children. The experiment was small, following only
100 students at four of the sites, and results varied widely
across sites, yet for the experiment as a whole all these dif-
ferences in outcomes were statistically significant.

The results of integrated programs such as QUOP defy the
common presupposition that disadvantaged youth will not take
advantage of, or cannot benefit from, enhanced educational of-
ferings. Rather they support the notion that many students
need both academic help such as tutoring and the incentive of
being assured that academic success has a payoff, in the form
of better prospects for employment or college.
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based standards in broad clusters of occupations. By 2000 almost
half a million young Americans are expected to have entered
School-to-Work programs during their last 2 years of high school.
To the extent School-to-Work programs are successful, they should
benefit many students by connecting academic learning with prob-
lem solving in an actual workplace, thus making learning more rel-
evant; they should also provide valuable labor market experience
and connections. These programs should also benefit businesses by
increasing the number of trained workers with experience in spe-
cific fields.

Better Access to Education After High School

Creating a system of lifelong learning for adults is another essen-
tial part of Goals 2000. The Administration is creating a system
with a number of components, each applying not just to the tradi-
tional path of college education immediately following high school,
but also to continuing education and training for those who have
jobs or are between jobs.

Reformed student loans will reduce the burden of borrowing for
college and for continuing education. Under the new Federal Direct
Loan Program, individuals can borrow money for college directly
from the Federal Government and can tailor their repayments to
suit their financial circumstances. Borrowers will be able to choose
from among four repayment plans—standard, extended, graduated,
and income contingent—and to switch plans as their needs change.
The standard plan, the one most widely used today, will continue
to allow students to repay their loans in fixed monthly payments
over 10 years. The extended plan provides for a smaller fixed pay-
ment but a longer term, from 12 to 30 years. Under the graduated
plan, also with a 12- to 30-year term, the size of the monthly pay-
ment starts smaller than in the first two plans and increases over
time according to a predetermined schedule; this should reduce the
repayment burden in the early years when incomes are likely to be
modest. Finally, the income contingent (or “pay-as-you-can”) plan
takes the notion of graduated payment a step further: monthly pay-
ments are determined by the borrower’s actual income. This choice
of plans makes it easier for graduates to start businesses, work in
their communities, or meet other family responsibilities by better
matching their loan service to their varying incomes.

In addition to lightening the burden of loan repayment, the Stu-
dent Loan Reform Act restructures the Federal student loan pro-
gram itself, phasing in direct lending to students over the next few
years. Direct lending will significantly reduce the costs of the loan
program by eliminating middlemen, thus streamlining the system.
The savings are estimated at approximately $6.8 billion over a 5-
year period.
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AmeriCorps, the national service program, lets Americans earn
money for education while gaining practical experience as they
serve American communities. Twenty thousand participants en-
tered the program in 1994. By 1996 an estimated 100,000
AmeriCorps members will have served American communities.
AmeriCorps participants will devote themselves to community serv-
ice projects, chosen by local nonprofit organizations, such as teach-
ing in urban school districts, wildlife habitat restoration, immuni-
zation of children, crime deterrence, and low-income housing res-
toration. In 1994 participants earned a $7,640 yearly stipend for
living expenses and a $4,725 yearly grant for college or graduate
school.

Additional initiatives to make continuing education affordable in-
clude the proposed income tax deduction and expanded use of indi-
vidual retirement accounts for educational expenses, as discussed
in Chapter 1. Both of these proposed changes in the tax code are
intended to further lower the financial burden of pursuing post-
secondary education.

FACILITATING LIFELONG LEARNING AND CAREER-
LONG JOB MOBILITY

Training on the job or in a work-related setting tends to be espe-
cially well tailored to the requirements of the workplace. One study
of work-related training, while not fully capturing the vital but
hard-to-measure effect of informal on-the-job training, showed that
the impact of such training on wages is of similar magnitude to
that of more traditional schooling. (As with measures of the returns
to education, these measures of the returns to training may be
over- or understated if there are other, unobserved differences be-
tween those who do and do not receive training.)

Provision of on-the-job training is skewed in favor of those al-
ready relatively well educated. Among young college graduates 35
percent received training from their employers between 1986 and
1991, whereas only 19 percent of high school graduates and 9 per-
cent of high school dropouts received any training during that time
period.

Formal on-the-job training is considerably less common in the
United States than in other industrialized nations such as Ger-
many and Japan. Large Japanese companies train their workers
far more than do their U.S. counterparts, partly because employees
there are much less likely to switch employers. In Germany, high
levels of training take place in formal apprenticeship systems that
are supported by the government as well as by powerful industry
and union federations.
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Skill Standards

Skill standards can play an important role in increasing the sup-
ply of highly skilled workers and smoothing their transitions be-
tween jobs. The United States is unique among its major competi-
tors in lacking formal mechanisms for national certification of most
worker skills. This lack diminishes the portability of training and
reduces the incentives for employees to invest in increasing their
skills.

The National Skills Standards Act creates a framework for vol-
untary development of work force skills standards in broad clusters
of occupations. The law promotes standards that include both the
skills needed in the high-performance workplace (such as problem
solving and teamwork) and industry-specific skills. Many industry
groups are already at work designing their standards for occupa-
tions in their industries. A blue-ribbon National Skill Standards
Board is being established to stimulate the development and adop-
tion of the new voluntary skill standards.

Skill standards can also help alleviate imperfections in the mar-
ket for training. Often training provided by one employer is useful
to another. Thus, when trained workers change employers, the ben-
efits to the first employer of its investments in training may be
captured by the second. This reduces employers’ incentives to train.
Skill certificates developed in cooperation with industry leaders
should reduce this market imperfection, since employees would be
more willing to pay for training if it leads to a certificate that an-
other company recognizes and will pay a premium for. These pay-
ments to employers for training may take the implicit form of lower
wages during the training period, just as they do for traditional
union apprentices or medical residents. Because of this implicit or
explicit payment, employers would take less of a risk when they
provide training. Some economic theory predicts that making gen-
eral training more visible to the market will increase turnover, but
in fact turnover is lower at many companies that pay for publicly
certified training. The reason for the divergence of theory and evi-
dence is unclear, although it may be that company-sponsored edu-
cation increases worker loyalty, or there may be a selection effect,
whereby hard-working employees are both less likely to quit and
more likely to take advantage of company-sponsored education.

Building a Reemployment System

Each year more than 2 million U.S. workers permanently lose
their jobs through no fault of their own, when plants close or there
are mass layoffs. Although most dislocated workers find new jobs
within 15 weeks of their job loss, it is estimated that 15 percent
of all workers who were displaced between 1987 and 1991 re-
mained unemployed for over 6 months. Older workers and those
with less education were the least likely to find a new job after dis-
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placement. Of those involuntarily displaced workers fortunate
enough to find new employment, 47 percent suffered a decrease in
their wages.

Just as the Administration’s education policies focus on smooth-
ing the transition from school to work, its labor policies focus on
smoothing the transition from work to work and on increasing
skills to avoid job loss. Workers often find the path from one job
to the next beset with hurdles. Many do not know what other jobs
are available, and having found out, discover they lack the skills
to fit into any of them. And some who clear both those obstacles
find that their new jobs do not work out, because for one reason
or another employee and employer do not fit together well. These
bad matches can increase turnover and reduce satisfaction and pro-
ductivity.

To address these problems, the Nation’s unemployment system is
undertaking a transition of its own—to a reemployment system. A
key element of the new system is one-stop career centers for all
workers. The Administration is working with the States to create
a nationwide network of local centers, offering job counseling and
allowing workers to apply for jobless benefits and sign up for train-
ing programs all in one place.

An important element of the reemployment system is an easily
accessible store of labor market information. The one-stop centers
will build a data base of training providers. The data base could
include such information as records of training providers’ comple-
tion and placement rates and the average starting wages of their
graduates. The centers will also provide information on job open-
ings; on local employment trends, including the wages and skill re-
quirements of occupations in demand; and on relevant Federal,
State, and local programs.

The Extended Unemployment Compensation Act, passed in 1993,
requires that all States establish and utilize a system for profiling
all new unemployment insurance claimants to identify, and refer to
job search assistance, those who are likely to exhaust their regular
unemployment benefits and are at risk of experiencing long-term
unemployment. In 1995 this program, similar to successful pro-
grams implemented in several States (Box 5-4), is expected to help
an additional 150,000 Americans who have lost their jobs.

As one-stop centers, improved training and assistance between
jobs, and improved labor market information come together to cre-
ate a national reemployment system, movement between jobs
should become smoother, and the economy should be able to oper-
ate at a lower rate of unemployment without the risk of pushing
up inflation.
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Box 5-4.—What Works: Profiling and Job Search Assistance

During the 1980s five States experimented with programs to
change the focus of their unemployment insurance systems
from passive provision of income support to active efforts at re-
employment. The programs profiled unemployment insurance
applicants and targeted those most at risk for long spells of un-
employment for participation in intensive job search assistance
and counseling. All of the experimental initiatives realized cost
savings, the key to which proved to be finding new jobs for
most newly unemployed workers quickly. The results dem-
onstrated that it is cost-effective to focus job search assistance
on those most at risk for long spells of unemployment.

The programs were rigorously evaluated through random as-
signment of clients to either an experimental group which par-
ticipated in the program, or a control group which did not. On
average, those receiving job search assistance found new em-
ployment from half a week to 4 weeks sooner than similar indi-
viduals in the control group. This reduction in unemployment
not only benefited the workers themselves, but also saved the
government between $1.80 and $4.80 for each dollar invested
in profiling and job search assistance.

Facilitating Retraining

Needs for increased training are not well matched with the cur-
rent complicated system of dozens of government-assisted training
programs, each with its own rules, regulations, and restrictions.
Therefore, the Administration has proposed replacing this complex
system with a single coherent, choice-based system for adults. This
proposal will consolidate nearly 70 current training or related pro-
grams. Dislocated or low-income workers would be eligible for “skill
grants” of up to $2,620 per year for 2 years, enough to cover tui-
tion, supplies, and fees at a typical community college. Unlike the
current system, in which government agencies often choose what
training workers will receive and who will provide it, the new skill
grants could be used at any eligible training provider, including
community colleges and private technical schools.

An important element of this new system will be the labor mar-
ket information system described above, in which users have access
to the track records of local education, training, and job placement
providers. With this information available, the power of the market
and of informed consumer choice should work to weed out ineffec-
tive programs and reward those that help workers get the skills
they need.
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POLICIES TO IMPROVE WORKPLACES

Policies to increase the supply of skilled workers are important
but may not be sufficient unless jobs are available that utilize the
enhanced skills. Skills alone may not lead to high wages, high pro-
ductivity, or even interesting work. This Administration is pursu-
ing a number of policies to enhance the trend toward workplaces
that rely on high levels of skill, lifelong learning, and continuous
skill improvement.

High-performance workplaces typically are quite different from
traditional ones. They have been transformed so as to give employ-
ees greater ability and the incentive to improve their workplaces.
Workers' ability to generate good ideas is often strengthened by
high levels of training and of information sharing. Forms of worker
empowerment vary widely but often include work teams and forms
of representative participation such as elected committees of work-
ers or union representatives. Incentive schemes vary as well but
typically reward individuals for learning new skills, reward groups
of workers for their collective success, and build cohesiveness and
solidarity more than individualistic competition. Motivation is also
supported when companies ensure that the efficiency gains
achieved by implementing workers’ suggestions do not end up cost-
ing them their jobs.

Although it is difficult to obtain reliable nationwide data on the
extent of employee involvement in decisionmaking, the evidence is
that employee involvement and other plans spread rapidly during
the 1980s. By the early 1990s the vast majority of very large U.S.
companies had experimented with at least a small amount of em-
ployee involvement in at least a portion of their organizations, and
many smaller companies were experimenting as well. At the same
time, however, only a minority of companies reported widespread
implementation of an integrated set of high-performance workplace
practices.

The effects of the high-performance workplace can be impressive.
The Department of Labor recently reviewed a host of studies on the
effects of high-performance work practices on organizational per-
formance. The result is a collage of evidence that a coordinated
change in work organization can pay handsome rewards. For exam-
ple, a multiyear study of steel finishing lines identified four distinct
human resource management systems. The more innovative pro-
duction lines had introduced problem-solving teams, higher levels
of training, innovative incentive compensation systems, and higher
levels of employment security, while the most traditional lines had
few or none of these practices. The more innovative lines enjoyed
significantly higher productivity. The most innovative lines ran 98
percent of the scheduled time, while the untransformed plants ran
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only 88 percent of the scheduled time; plants intermediate in their
introduction of innovative human resource policies were also inter-
mediate in productivity. Plants with more innovative practices also
produced higher quality steel. A separate study of steel mini-mills
found that high-involvement plants not only excelled in quality and
productivity, but also enjoyed lower turnover. These results have
been replicated in a number of other industries, as well as in multi-
industry studies. Several studies find that these innovative work-
place practices are associated with financial gains, such as higher
cash flow and stock market value.

MARKETS AND THE HIGH-PERFORMANCE
WORKPLACE

If high-performance workplaces are so productive, why do they
remain relatively rare in the United States? A number of factors
can inhibit their spread, even when they hold the promise of im-
proved outcomes for both workers and employers.

One problem is imperfect information in financial markets. Rel-
ative to other companies, high-performance workplaces usually in-
vest heavily in employees’ skills and in the company’s reputation
as a trustworthy employer and business partner. These invest-
ments frequently take years to pay off. Managers are able to in-
form investors about their investments through many avenues. Yet
investors will almost always have better information on, and thus
likely pay more attention to, investments that are reported in pub-
licly available financial statements, comparable across time and be-
tween companies. Informing investors about investments in human
resources is more difficult because no common language exists to
describe them in a way that allows outsiders to assess their value.
Partly because of these communication problems, corporate man-
agers in a recent survey rated employee satisfaction, turnover, and
training expenditures the 3 least important out of 19 measures of
financial and nonfinancial performance to report to outside inves-
tors. These measures not only lagged earnings (ranked first) and
capital expenditures (14th), but even lost out to corporate ethics
statements (16th).

Because human resource investments are so hard to monitor,
they may be especially sensitive to cutbacks during downturns in
a corporation’s cash flow. These information problems, plus the
general difficulty that investors have in knowing whether man-
agers are investing for the long run, can lead to inefficiently few
high-performance workplaces.

The long-term commitment of high-performance organizations to
their work forces can have favorable macroeconomic effects. Under
reasonable assumptions, each firm that avoids layoffs helps sta-
bilize demand for other firms’ products, which the original firm’s
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workers, by keeping their jobs, are able to continue purchasing.
High-performance organizations usually try to build trust and pro-
tect their investments in workers by minimizing layoffs. Thus,
when an economy has many high-performance workplaces it may
well find that its recessions become less severe.

The present system of unemployment insurance may well encour-
age layoffs. Employers in most States pay unemployment insurance
premiums that are not closely related to their record of past layoffs.
As a result, companies that avoid layoffs implicitly subsidize those
that frequently lay off workers.

Another set of problems centers around deficiencies in the incen-
tive system facing American managers. Many American managers
have spent years in workplaces designed for top-down control, not
for encouraging initiative from low-level workers. In addition, new
work practices diffuse slowly partly for the same reason manage-
ment initiatives often diffuse slowly—Ilearning takes time. A num-
ber of innovations ranging from hybrid corn varieties to the divi-
sional corporate structure have taken a generation or longer to
spread to half the companies that would eventually adopt them,
and employee involvement appears to be no exception.

A legal difficulty augments these problems: some high-perform-
ance work practices have been subject to challenge under U.S.
labor law, which has developed within a decades-long adversarial
system of worker-management relations. Some forms of substantive
employee involvement have been found to be in violation of the Na-
tional Labor Relations Act, because they are deemed the equivalent
of “company-dominated unions” or blur the legal line between
workers and managers.

The policy response of the Administration to the problems facing
high-performance workplaces is to remove obstacles and to improve
the quality and delivery of information that can facilitate private-
sector initiatives. The Department of Labor has created a new Of-
fice of the American Workplace to reduce barriers that impede or-
ganizations from adopting high-performance work structures. Its
initiatives include creating a clearinghouse of information on high-
performance workplaces, creating educational programs for unions
and for CEOs to learn how to work better together, and working
with institutional investors such as pension funds to better meas-
ure which companies are investing in their people for the long run.
To examine a broad range of workplace issues, including the legal
difficulties mentioned above, the Administration appointed a Com-
mission on the Future of Worker-Management Relations (Box 5-5).

The Administration is expanding the National Institute of Stand-
ards and Technology’'s (NIST) Manufacturing Extension Partner-
ship (MEP). MEP centers provide small- and medium-sized manu-
facturers with access to public and private resources, information,
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Box 5-5: Reforming Workplace Regulation

In March 1993 the secretaries of Labor and Commerce an-
nounced the formation of the Commission on the Future of
Worker-Management Relations to study what, if any, changes
should be made in U.S. workplace laws and regulations to fa-
cilitate employee participation and reduce labor-management
conflict. In January 1995 the Commission released a number
of recommendations. These recommendations, and the reason-
ing behind them, included the following:

¢ In the 1920s and early 1930s many companies created
company-dominated unions, largely in an effort to keep
out independent unions. In response, the 1935 National
Labor Relations Act banned company unions. Its defini-
tion of illegal company unions is very broad, however,
and encompasses many legitimate employee involvement
groups.

Recommendation: Continue to ban company unions, but
amend the act to permit employee involvement groups
that improve productivity and safety and only inciden-
tally discuss employment terms and conditions.

¢ A company must hold an election on union representa-
tion if 30 percent of its workers sign a petition calling
for such an election. But often the election is delayed for
months by legal challenges such as disputes about the
size of the bargaining unit. In addition, in about one out
of four companies holding elections, a worker is dis-
missed for being pro-union; companies face no threat of
punitive fines or sanctions for these illegal acts.

Recommendation: Elections should generally take place
within 2 weeks of the request, with disputes settled
afterward. Speedy elections should reduce the number of
labor law violations, hence reducing concerns about the
lack of penalties.

¢ Millions of American workers are injured and thousands
killed on the job each year, yet safety regulations are
often burdensome and ineffective and do not permit com-
panies and workers to tailor their decisions to local con-
ditions.

Recommendation: Require all but the smallest work-
places to have a formal safety program, meeting mini-
mum standards such as regular safety training and in-
vestigation of all serious accidents. In workplaces with
high-quality safety programs, regulators should reduce
penalties and the frequency of inspections.
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and services designed to increase firms' use of appropriate tech-
nologies and modern manufacturing practices. Building work force
skill and a work environment that fosters a culture of continuous
improvement is a major factor in companies’ ability to benefit from
these technologies. Thus, the Administration’s MEP program is
helping U.S. industry to move toward adoption of the high-perform-
ance workplace model. NIST is working with the Department of
Labor’s Office of the American Workplace and its Employment and
Training Administration to create linkages between the extension
centers and training and modernization services. In the future,
small manufacturers will be able to work with a local MEP center
for needs ranging from new technology to redesigning the entire
workplace.

One means of promoting high-performance workplaces is through
recognition programs, most notably the Malcolm Baldrige National
Quality Award (Box 5-6). Because of its past success in encourag-
ing quality performance, the award program is being expanded to
make schools and health care enterprises eligible.

Box 5-6.—What Works: The Baldrige Award

The Malcolm Baldrige National Quality Award measures
companies’ progress on a number of quality goals. The com-
pany (or division) must provide evidence that it incorporates a
focus on quality into management practices, works closely with
suppliers, trains workers in quality techniques, and meets cus-
tomers’ desires. The completed application must be less than
70 pages. The examination process begins with a board of ex-
aminers scoring the written application. The examiners are
recognized quality practitioners themselves, whose feedback
the contestants value. High scorers then have site visits led by
a senior examiner, and winners are selected by a panel of
judges.

The Baldrige Award has been an effective catalyst for mana-
gerial change. More than 1 million copies of the award criteria
have been distributed, and the award serves as the model in
many companies’ internal evaluations of their move to high
performance.

Although few companies have won the coveted award, its ef-
fects are more broadly felt. For example, one truck engine
manufacturer that was having serious quality problems ap-
plied for the Baldrige Award as a way of “turning a harsh spot-
light on itself.” Although the company did not come close to
winning, the feedback it received led to valuable new practices
concerning worker training and listening to truckers’ com-
plaints. Defect rates plunged from 10 percent to below 1 per-
cent in only 2 years.
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REINVENTING GOVERNMENT AS A HIGH-
PERFORMANCE WORKPLACE

Reinventing government, as noted in Chapter 1, is crucial for cre-
ating a government that works better and costs less. One key ele-
ment of this reinvention is to turn the Federal Government itself
into a high-performance employer, one that relies on the skills and
motivates the creativity of its employees (Box 5-7).

Box 5-7.—What Works: Empowering Civil Servants to Better
Serve Citizens

One goal of the Vice President’'s reinventing government ini-
t