
CHAPTER 1

Perspectives on the Economy and
Economic Policy

THE AMERICAN ECONOMY IS THE largest and most produc-
tive in the world. Not only does it have the highest per capita
levels of productivity and output of any industrialized country, but
even its modest growth in 1992 surpassed the performance of the
other major industrialized countries. The American economy faces
serious short-term problems and long-term challenges, however. As
past Economic Reports of this Administration have stated, the
Nation cannot take sustained, long-term economic growth for
granted. It must pursue wise economic policies that improve the
foundation and performance of the economy. Such policies are by
nature limited but not passive. Activist economic policy reforms can
greatly improve the performance of the American economy, laying
a better foundation for the economic growth that provides expand-
ed employment opportunities, not just for new entrants into the
labor force but for those seeking upward economic mobility, a
higher standard of living, a richer legacy of prosperity for our chil-
dren, the resources to help pay for nontraditional goods and serv-
ices such as a healthy environment, and assurance that America's
economic and geopolitical leadership will extend into the next cen-
tury.

Because the last 4 years have been so challenging to the Ameri-
can (indeed, to the world) economy and more recent economic per-
formance has not been what Americans have come to expect, two
currents of opinion have gained currency, based on a lack of accu-
rate information and faulty analysis. The first, which can be la-
belled "declinism," puts forth the notions that America has been in
substantial decline, that America is lagging behind its economic
competitors, that economic collapse is just around the corner, that
the United States is deindustrializing, or that foreigners will soon
own all (or at least too much) of America. These complaints cannot
survive a thorough scrutiny based on readily available factual in-
formation and sound economic analysis. To be sure, the American
economy does, indeed, face serious challenges, but it does so from a
position of great strength and with the tools and experience needed
to overcome them. On one point, however, the prophets of declin-
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ism and the authors of this Report fully agree: the Nation cannot
and should not take continued economic growth for granted.

The second current of opinion, which can be labeled "revision-
ism," uses the recent problems of the American economy to argue
that the general changes in economic policy of the last 12 years
have somehow been a calamitous mistake, responsible for all the
problems in the economy and none of its remarkable achievements;
indeed, the economy would have performed better if the policies of
the 1960s and 1970s had been continued. Again, to be sure, policies
of the last 12 years were far from perfectly implemented. But, on
balance, economic policy since 1980 has been much superior to that
of the late 1960s and the 1970s. And the performance of the econo-
my, fairly evaluated, generally reflects that major improvement in
policy direction.

THE DECLINISTS MEET THE FACTS

Contrary to the claims of the declinists, the United States re-
mains the largest, richest, and most productive economy in the
world. With less than 5 percent of the world's population, the
Nation produces about a quarter of the world's total output of
goods and services. The American economy is about 2V2 times the
size of the next largest economy, Japan. The average standard of
living of Americans—as measured by gross domestic product (GDP)
per capita—exceeds that of any other major industrialized country.
Productivity, or output per worker, in the American economy is
also higher than in these other nations.

While it is true that the fortunes of particular industries have
ebbed and flowed, America is not deindustrializing. Total employ-
ment in manufacturing has fluctuated within a modest range de-
pending on economic conditions since 1960. In fact, manufactur-
ing's share of total economic output has been roughly constant for
the last 30 years. And the United States accounts for an even larger
share of the industrial output of the countries of the Organization
for Economic Cooperation and Development (OECD)—the 24 largest
industrial market economies—than it did in 1970.

Neither is America losing its overall competitive edge. The
United States is the world's leading exporter; indeed, it is more
internationally competitive than it has been in decades. From 1987
to 1991, exports rose from 8 to over 11 percent of GDP. This strong
export performance prevented the recent recession from having a
far greater negative impact on U.S. employment and has helped
sustain the economy through a difficult period of sluggish economic
growth. Although many U.S. manufacturers face stiff competition
in markets with high volume and low profit margins, America has

20

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



maintained its technological edge in areas that are allegedly at
risk, including microprocessors, advanced telecommunications, and
biotechnology.

Some declinists play on fears of foreign investment, in the same
way that many West Europeans of the 1950s and 1960s played on fears
of the American investment that helped rebuild their economies.
These fears are unfounded. Foreign investment helps to build
plants and equip workers, leading to higher productivity and im-
proved standards of living. Increasing global integration and the
general strength of the American economy are among the reasons
for the long-term growth of foreign investment in the United
States. Foreign investment is a sign of strength and future pros-
pects, not a symptom of decline. In any event, foreign investment
in the United States is a quite modest share of GDP relative to for-
eign investment in most other industrialized countries.

What about the recent problems of the American economy?
(These problems are discussed in more detail in Chapters 2 and 3 of
this Report) No economic system is immune to disruption. Even
well-functioning market economies run the risk of temporary set-
backs due to external shocks, policy mistakes, or other disturb-
ances. The American economy, which had already experienced a
few quarters of slow growth, fell into a recession in the second half
of 1990 that was shorter (8 months, compared with a postwar aver-
age of 11) and slightly less severe (output declined 2.2 percent rela-
tive to a postwar average of 2.8 percent; unemployment rose 2.8
percent, less than the postwar average of 3.4 percent) than other
postwar recessions. More troubling was the anemic pace of the re-
covery that began in March 1991. Unfortunately, the Administra-
tion's prediction that this would be the slowest recovery since
World War II proved to be correct. Growth was so sluggish, in fact,
that job creation was insufficient to prevent unemployment from
rising even months after the recovery had begun.

The declinists worry that America is losing the competitive eco-
nomic race with Germany and Japan and perhaps with other coun-
tries as well. This argument must seem somewhat remarkable to
the other major industrialized countries, which not only started out
behind the United States in terms of productivity and per capita
income but have experienced far more severe economic problems
recently. The recessions in Canada and the United Kingdom were
much steeper than the U.S. recession, with unemployment rising to
over 10 percent. Germany and Japan entered recession in 1992, as
the American economy was moving from anemic to modest growth.
Inflation in some of these countries is still a serious concern, while
inflation and interest rates are at their lowest levels in a genera-
tion in the United States.
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The American economy still faces many challenges. To improve
the prospects for long-term growth in productivity, primary and
secondary education badly need improvement; legal, tax, and regu-
latory obstacles to entrepreneurship and business expansion must
be removed; and expanding federal entitlement spending, which
has contributed to large structural budget deficits, must be brought
under control. But the view that the Nation is already in decline or
must inevitably falter does not accord with the facts. The future is
neither bleak nor predetermined, and America has the ability to
solve the problems that lie ahead.

Basing policy on a faulty analysis of the economy's problems and
prospects will not improve economic performance. The economy
does not need answers to false problems. The declinists attribute
the economy's alleged ills to fundamental flaws in the free market
system. Their response to trade problems is protectionism or "man-
aged trade," and they would solve the problems of particular indus-
tries with an industrial policy that mandates volumes of new gov-
ernment regulations; government subsidies; tax breaks; and new
government spending on projects the private sector would eventual-
ly undertake itself if free to do so. These notions, while appealing
to declinists, avoid the fundamental fact that private markets and
an open trading system—not government regulation and subsi-
dies—have been the fundamental source of the remarkable eco-
nomic progress industrial nations have made in the postwar era.

The usual argument of the industrial policy proponents is that
Japan's Ministry of International Trade and Industry (MITI), has
been the driving force behind Japan's remarkable progress in the
post-World War II era. MITI did play a powerful role in Japan's
economic progress immediately after the war, but the country's
success is attributable primarily to classic prescriptions: its high
saving and investment rates and the hard work of its labor force.
Indeed, MITI attempted to prevent SONY from entering the con-
sumer electronic business. In each case, the Japanese firms sensibly
avoided making what would have been very expensive mistakes, not
just for themselves but for the Japanese economy.

In fact, there is no reason to believe that bureaucrats or politi-
cians are better able than private individuals or firms to allocate
resources to their most productive uses. In the United States, the
Federal Government's Synfuels program of the early 1980s, which was
terminated without ever producing a commerically viable product,
offers a $3 billion example of the government's inability to second-
guess the markets. Another classic example is the French and British
Concorde SST, which became a multimillion dollar commercial flop
and wasted taxpayers' resources in those countries. The very nations
the declinists envy so much are currently moving away from heavy
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government intervention in the workings of the economy. Many of the
more advanced social welfare states in Western Europe, including
Sweden, France, and the United Kingdom, have, to various degrees,
pulled back from their reliance on nationalized industry, outsized
transfer payments systems, excessive bureaucratic regulation, and
high rates of taxation.

In short, the declinists are wrong on the facts. America still has
the largest and strongest economy in the world. It is neither dein-
dustrializing, nor losing some overall economic competition with
other countries. Although it can improve its competitive position in
specific industries, America still enjoys the highest standard of
living of the major industrialized countries. But again, the declinists
and the authors of this Report agree on one point: The Nation cannot
take continued economic growth for granted.

THE REVISIONISTS MEET THE FACTS

The second group of skeptics argues that the changes in econom-
ic policy most closely associated with the last 12 years (some of
which actually began earlier) misdirected the American economy
and led to its current problems. Economic policy in the last 12
years has aimed primarily at reducing inflation and maintaining it
at low levels; restraining growth in regulation; lowering tax rates
to restore incentives to produce income and wealth; controlling gov-
ernment spending and targeting it more effectively; expanding
international trade; and providing for a strong national defense.

What is not generally understood is that this approach was a log-
ical outcome of postwar U.S. economic history. Its policies did not
entirely succeed but rather left a legacy of impressive accomplish-
ments, as well as some notable failures and an important unfin-
ished agenda.

The quarter century of rapid productivity growth that followed
World War II led to substantial increases in living standards and
wages for the American people. Most economists describe the rapid
productivity growth of this period as extraordinary, far above the
long-term trend. In part, this growth can be traced to the pent-up
demand left over from the Great Depression and World War II; to
opportunities to export and help rebuild war-ravaged nations, espe-
cially in Europe; and to the dissemination of major technological
breakthroughs that had been promulgated during the war, from jet
airplanes to communications.

With relatively low unemployment and inflation, rising produc-
tivity growth, and generally improving economic performance,
America in the 1960s turned its attention to a variety of other con-
cerns, including a noble, if controversial, attempt to improve the
condition of the disadvantaged in society through substantial in-
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creases in social welfare spending. In the last half of the 1960s and
the first half of the 1970s the introduction of medicare and the vast
expansion of Social Security benefits unrelated to need put in place
a variety of forces that caused problems during this period, set in
train serious problems for future government budgets, and created
enormous controversy about the most appropriate way for the gov-
ernment to assist those in need.

The economy went through a series of profound changes and dis-
ruptive internal and external shocks throughout the 1960s and
1970s, including the Vietnam War, rising inflation coupled with
stagnating growth, two significant oil price hikes, and a significant
increase in government regulation and spending—as well as in the
marginal tax rates facing ordinary American workers. By 1980 in-
flation had soared to double digits, and the Nation was caught in a
sharp but brief recession.

The major goal of the 1980s and beyond was clearly to restore
healthy, noninflationary economic growth. This objective required
an economic environment with a rate of monetary expansion that
was slower, more predictable, and more stable than it had been in
the 1970s; reduced growth in government spending; and a concert-
ed effort to remove those disincentives from the tax and regulatory
systems that obstruct working, saving, investing, innovating, and
entrepreneurship. In short, the economic objectives of the 1980s re-
quired a serious reorientation of monetary, fiscal, regulatory, and
trade policies.

Deregulation did not just begin in the 1980s but had its roots in
the Carter and, to some degree, the Ford Administration. However,
social regulation—regulation of health, safety and the environ-
ment—expanded at an accelerating pace throughout the 1970s.
With inflation at double digit levels, the Federal Reserve commit-
ted itself to a disinflationary policy in late 1979, and while the re-
sulting disinflation was quite costly—the unemployment rate
peaked at 10.8 percent in 1982—inflation rates dropped to the 4- to
5-percent range with a loss of output that was only about a third
of what many economists and policymakers had predicted.

The tax system was dramatically reformed in 1981 to improve
economic performance. Tax brackets were indexed for inflation and
marginal tax rates reduced. Capital consumption allowances were
accelerated, the investment tax credit was expanded, and universal
individual retirement accounts were introduced. In 1986, a major
tax reform was enacted with the idea of lowering marginal tax
rates and broadening the tax base while removing special incen-
tives. Unfortunately, the slowdown in depreciation, full taxation of
capital gains, elimination of investment incentives, and some other
specific changes (including a more onerous corporate alternative
minimum tax) would prove to be major problems in the coming
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years. The tax reforms stabilized revenues as a share of GDP, while
government expenditures rose relative to GDP. The budget deficit
grew substantially to become a key focus of concern.

When the President took office in 1989, he faced many economic
challenges, not the least of which was the prospect that the already
large budget deficit would grow over time. Several attempts to con-
trol the Federal deficit had already been undertaken, such as the
Gramm-Rudman-Hollings budget law. In 1990 the Congress passed
and the President signed a set of comprehensive budget reforms,
but these reforms were not sufficient to control growth in the larg-
est and most rapidly expanding area of the budget—so-called enti-
tlement spending for programs such as medicare and medicaid.

Some progress was made in slowing the growth of regulation, al-
though perhaps the most important reform, the risk-based deposit
insurance reform proposed by Vice President Bush's Task Force on
Regulatory Relief, was not enacted. The intransigence on this issue
would greatly aggravate the costs of cleaning up the savings and
loan industry later on. Major new regulatory programs, such as the
1990 Clean Air Act Amendments and the Americans with Disabil-
ities Act, while designed for the admirable purposes of creating a
healthier environment and bringing the disabled into the main-
stream of American life, were much costlier and more cumbersome
than necessary. While some innovations were implemented to
reduce the costs imposed by the amendments to the Clean Air Act,
such as the emissions allowance trading program on sulfur dioxide,
it became increasingly clear that such regulation would lead to
substantial economic disruption. Budgetary constraints on direct
government spending to achieve health, safety, and environmental
goals led lawmakers to impose new and excessive regulations as an
alternative.

The growth of regulation leads to litigation as various groups
seek to have regulations overturned or recast by the courts. In fact,
the courts have developed into a new economic policy forum for the
interpretation of important rules and regulations. Regulatory advo-
cates have emerged whose activities have distorted the original leg-
islative intent of many programs, imposing heavy direct costs and
increasing uncertainty about private investment decisions. The reg-
ulatory reform initiative implemented in the last year of the Bush
Administration forcefully laid out the principles of sound regula-
tion and carried out some reforms within the constraints of exist-
ing statutes. The regulatory system was finally pointed in the right
direction. The reforms implemented during the first year of the
moratorium indicate how great the rewards of a more sensible reg-
ulatory policy can be.

While the Administration was moving in the direction of a less
economically disruptive regulatory policy, congressional microman-
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agement of the economy increased greatly. New regulation is but
one example. More serious are new laws that increasingly pre-
scribe the precise methods of achieving regulatory outcomes rather
than allowing private firms and households greater flexibility to
achieve the same results at far lower costs.

THE ECONOMY'S PERFORMANCE AFTER 1980
A major success of the economic policies of the past decade was

the reduction of inflation to its lowest level in a generation. Infla-
tion held remarkably steady (excluding an occasional run-up or col-
lapse of energy prices) into the late 1980s. By then, however, incipi-
ent inflationary pressure was beginning to emerge. In a welcome
break from previous policy, the Federal Reserve attempted to pre-
vent a rise in inflation and, indeed, to reduce inflation further.
This program of early intervention—the second round of disinfla-
tion of the 1980s—brought the inflation rate down to the 3-percent
range that had prevailed during the 1950s and 1960s. This success
augers well for future expansion. As discussed in Chapters 2 and 3
of this Report and in the last two Economic Reports of the Presi-
dent, however, the additional disinflation, which occurred during a
time of adjustment to severe structural imbalances, and the oil
shock resulting from the Gulf War ushered in a prolonged period of
sluggish growth.

Partially in response to lower tax rates, the defense buildup, and
reduced inflation in the early 1980s, the economy commenced the
longest peacetime expansion in the Nation's history. While the
1981-82 recession had been deep, the recovery was exceptionally
strong. Output grew by 3.9 percent in 1983 and 6.2 percent in 1984,
the fastest rate since the 1950s. Between 1982 and 1990, the econo-
my's growth averaged 3.3 percent per year. The expansion of the
economy created 21 million additional jobs and 5 million new busi-
nesses. The rate of unemployment declined from its peak of 10.8
percent at the end of 1982 to 5.2 percent in June 1990, declining for
all major industrial, occupational, and demographic categories.

These achievements were accompanied by serious strains—for
example, friction in world trade, a buildup of household and corpo-
rate debt relative to income and profits, and budget deficits that
were large for a prosperous peacetime—all of which threatened to
impede future growth.

In addition to the remarkable growth in employment, several
other labor market developments deserve particular note. Real
labor compensation continued to grow slowly. The wage premium
for highly skilled relative to younger, less educated workers rose
substantially. The wage gap between men and women closed by
one-fourth, and for the first time in recorded history unemployment
rates were no worse for women than for men.
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Productivity growth rebounded somewhat during the expansion
of the 1980s from what it had been in the 1973-81 period, especially
in manufacturing. There is strong evidence that the inability to
separate out improvements in quality from true inflation in the
price increases in the service sector have led to a systematic under-
statement of long-run productivity growth. Improving the Nation's
productivity growth is the highest long-term economic priority—
higher output per worker hour is the foundation of rising wages
and living standards.

In summary, the change in the basic orientation of economic
policy was exactly what was needed, given the economic problems
of the period. However, while highly desirable, this change was im-
perfectly implemented. The biggest problem was the failure to con-
trol the growth of government spending. Second, while the lower
marginal tax rates represented a significant achievement, an op-
portunity was missed in the 1986 Tax Act to continue the progress
toward removing the tax impediments to saving, investment, and
entrepreneurship that began in the late 1970s and was the hall-
mark of the 1981 Tax Act. Worse yet, the tax treatment of invest-
ment and entrepeneurship moved in the wrong direction, with dele-
terious consequences. Third, trade policy was disappointingly pro-
tectionist. Finally, insufficient progress was made in reforming reg-
ulation.

A more limited role for government, sound money, expanded
world trade, reduced and more effective and efficient regulation,
and lower tax rates were, and still are the correct thrust of eco-
nomic policy and were partially responsible for the fact that the
economy performed much better in the last decade than it did in
the 1970s. Even the deep recession of 1981-82 was a consequence of
the disinflation made necessary by the policies of the 1970s, which
had led to double-digit inflation. But numerous problems remain.
This course of policy was enacted imperfectly, and some parts not
at all. New problems emerged and some old problems persisted.

THE REAL ECONOMIC PROBLEMS

The American economy is neither in long-term decline nor short-
term contraction. It is emerging slowly from a period of sluggish
growth and a short, about average, recession after the longest
peacetime expansion in history. But it does face serious problems
and challenges.

The fundamental challenge facing the American economy is the
slowdown in the rate of productivity growth, which began in the
late 1960s and worsened in the early 1970s. Even small differences
in the rate of productivity growth compounded over long periods of
time can lead to dramatic differences in future standards of living.
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With its productivity growing half a percentage point less rapidly
than that of the United States, the United Kingdom went from the
highest standard of living in the world in the late 19th century to a
standard of living only two-thirds that of the United States today.
Such is the power of compounding. Simply put, raising the rate of
productivity growth is essential to raising income per capita and is
the foundation of rising real wages. To lay the foundations for
higher and more sustained productivity growth, the following
issues must be addressed.

First, a highly skilled labor force is essential to America's future.
The deplorable state of public elementary and secondary education
in the United States is perhaps the Achilles' heel of America's eco-
nomic future. Our future labor force first acquires knowledge and
skills, or at least the foundation upon which future knowledge and
skills must be based, in the schools. On international test after
international test, America's students do not stack up well. They
will not be able to earn as much as or more than their peers tomor-
row if they do not learn as much as or more than their peers today.

Second, the Nation saves and invests too little. A higher rate of
capital formation and more efficient capital allocation are essential
to raising labor productivity. The Nation's tax, regulatory, and
legal systems, as they now stand, pose severe obstacles to a more
efficient and higher rate of capital formation. There is also legiti-
mate concern about the appropriate role of government in financ-
ing public investment, such as infrastructure and research and de-
velopment. The economic criteria that should be used to determine
the appropriate role of government are straightforward: there is a
role for government when there are investments that the private
sector will not undertake, perhaps because individual firms cannot
fully appropriate the returns to making them, and when the bene-
fits to society are likely to outweigh the costs of the investment.

Third, throughout history, the expansion of international trade
has increased the pace of world economic growth and the contrac-
tion of international trade has led to worldwide contractions, most
notably the Great Depression. After several successful rounds of
tariff reductions in the General Agreement on Tariffs and Trade
(GATT), new forms of trade barriers and problems—bilateral, re-
gional, and multilateral—have emerged. Expanding world trade
and opening trade and investment markets worldwide will be enor-
mously important to the future economic growth of the American
and world economies. Opportunities are substantial, but difficult
political obstacles remain.

After the need to raise productivity growth, a second major prob-
lem is the sluggish short-term performance of the economy and the
inadequate pace of job creation. The economy has been through
several challenging years. While heightened concern during a
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period of slow growth is understandable, the 1990-91 recession
must be placed in historical perspective. There have been nine re-
cessions in the United States since World War II, and each down-
turn has been followed by a phase of renewed growth. It appears
now that the economy is emerging from a period of sluggishness to
a period of modest, self-sustaining growth.

An unusual confluence of forces, including the delayed effect of
the tight monetary policy pursued in 1988 and 1989 (which was de-
signed to head off an incipient rise in inflation), the oil price shock
related to the Gulf War, the credit crunch, the problems in finan-
cial institutions, the overbuilding in commercial real estate (wors-
ened by the credit crunch and the wild swings in the tax rules), the
fiscal imbalances, and the substantial current and prospective de-
fense downsizing all hit the economy in a relatively short period of
time. These events occurred during a worldwide slowdown among
the industrialized countries, slowing America's export boom.

While the consolidation and transition were painful, and earlier
economic policy might well have been somewhat more aggressive
in dealing with the short-term problems, unless the economy fal-
ters badly in its current or prospective state, fiscal and monetary
policy should be directed primarily by the long-term goal of en-
hancing noninflationary economic growth. If the economy falters
badly, and unemployment rises or appears likely to do so, it would
be wise to combine any short-term fiscal stimulus with simulta-
neously enacted long-term spending cuts to reduce future budget
deficits. This strategy would help allay fears in financial markets
and decrease the likelihood that a rise in interest rates would
offset much of the benefit from short-term fiscal stimulus. It would
also help promote long-term investment. Monetary policy, now that
it has achieved the lowest inflation rates in a generation and
broken the previous cycle of ever-higher inflation at corresponding
stages of successive expansions, should be directed toward main-
taining low and stable inflation while providing sufficient money
and credit to support economic expansion. The last thing the econo-
my needs after having gone through two rounds of disinflation—the
first in the early 1980s and the second in the early 1990s—is exces-
sive money growth that would rekindle inflation and a return to the
boom/bust cycles of the 1970s,

A third major problem confronting America is the economic con-
dition of the disadvantaged. For several decades the rate of eco-
nomic growth greatly reduced the poverty rate. But a combination
of demographic, social, economic, and policy factors has led to a sit-
uation where many Americans have little opportunity or incentive
to improve their condition and have a standard of living far below
that of most Americans. As noted in previous Economic Reports,
economic growth is essential to provide rising employment opportu-
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nities for new entrants into the labor force and those seeking
upward economic mobility. But economic growth, by itself, will not
be sufficient to make major inroads in the poverty rate in the
United States.

Fourth, the Nation's health care system costs too much and fails
to insure too many Americans. Because of its importance to both
the economy and the welfare of all citizens, problems in the health
care system pose a special threat to future increases in income and
living standards. While Americans enjoy rising life expectancies
and probably the highest quality of health care in the world,
health care expenditures, which now account for one-eighth of the
economy, are rising rapidly. Estimates suggest that one out of
every seven or eight Americans is not covered by health insurance.
The system of health insurance and third-party payment and the
lack of incentives to use health services wisely are only a few of
the factors that are driving up health care costs. Chapter 4 of this
Report describes these issues and proposed solutions in far greater
detail.

In summary, the economy has short-term problems and long-
term challenges. Each of these is discussed in much more detail in
subsequent chapters in this Report, and each is amenable to policy
reforms that would greatly strengthen the American economy.

AGENDA FOR REFORM

In order to surmount the challenges, solve the problems, and
take advantage of the opportunities confronting the American
economy, government policy in numerous areas needs to be re-
formed. Successful implementation of this reform agenda would
greatly enhance the prospects for a stronger economy, higher living
standards, and greater economic and social mobility for the disad-
vantaged. It is an activist agenda, but one that points to more limited
government. This is far from a contradiction. The private sector of
the economy is where most of the jobs are created and income
earned. Sometimes the government can play an effective role in
dealing with problems, but too often in the past the government
has overplayed that role, creating costly, ineffective, inefficient bu-
reaucracies and unnecessarily wasteful spending. The answer is not
to let the existing programs continue indefinitely, nor is it always
to eliminate government involvement. It is to seek reform based on
sound economic principles in a primarily pluralistic democratic
capitalist and federal system, consistent with individual initiative,
freedoms, and responsibilities.

A comprehensive agenda for reform has been presented during
the course of the Bush Administration. Some of the reforms had
their roots in proposals made during the Reagan Administration,
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while others were entirely new. The President was able to imple-
ment some of thfem unilaterally; some of them were partially adopt-
ed by the Congress; and others the Congress refused to enact, at least
in a form acceptable to the President. The appropriate though
limited role for government in improving the foundations and per-
formance of the economy includes, in addition to maintaining a
sound monetary system with low and stable inflation:

FISCAL REFORM
• Removing Tax Penalties on Saving, Investment, and Entrepre-

neurship. Despite the substantial and desirable reduction in
marginal tax rates achieved in the 1986 Tax Reform, disincen-
tives to saving, investment, and entrepreneurship in the current
tax system were worsened. Restoring tax incentives, such as a
capital gains differential, more neutral capital cost recovery or
other investment incentives, and elimination of the double
taxation of saving, should be a high priority. Further, this could
be accomplished either by reforming the income tax or by
moving to a consumed income tax, as discussed in Chapter 6. It
should be done in the context of tax simplification. The corpo-
rate tax also ought to be explicitly or implicitly integrated with
the personal tax to eliminate the double taxation of corporate
source income, reduce the bias favoring debt as opposed to
equity finance, and restore investment incentives. Further, the
corporate alternative minimum tax, which was greatly expand-
ed in 1986, should be substantially reformed or repealed.

• Limiting and Redirecting Growth of Federal Government
Spending. Bringing the budget under control requires limiting
the growth of the mandatory spending that forms the bulk of
the budget. This will mean a substantial reduction in the
growth of entitlements, especially for health care. The best
place to start would be with entitlement payments to well-off
individuals. It is also desirable to continue to reorient spending
to productive investment in infrastructure and research and
development.

• Reforming the Budget Process. A good start would be giving the
President a line-item veto.

TRADE LIBERALIZATION
• NAFTA. The North American Free Trade Agreement

(NAFTA) offers the opportunity to create a more prosperous
and stable Western Hemisphere. It should be adopted by the
respective legislatures as rapidly as possible. It will be phased
in over many years, so the fear of economic dislocation is
greatly exaggerated.
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• Completing the Uruguay Round. To bring the Uruguay Round
of GATT to a successful conclusion remains essential to ad-
vancing U.S. and global economic prosperity. (Each of these is
discussed in more detail in Chapter 7.)

REGULATORY REFORM
• Utilizing Market Incentives. Wherever possible, command-and-

control approaches that prescribe particular ways of meeting
the objectives of regulation should be replaced by perform-
ance standards allowing far greater flexibility to workers,
firms, and consumers to meet sensibly chosen standards.

• Reform Risk Assessment and Management. There needs to be a
fundamental reexamination and reform of the Federal Govern-
ment's risk assessment and risk management systems. Current
procedures result in biased estimates of risk and in uneven
standards of risk minimization, with unrealistically strict re-
quirements in some areas and missed opportunities for major
reductions in risk in others.

EDUCATION REFORM
• School Choice. Low- and middle-income families should be

given the opportunity to send their children to schools of their
choice, whether public or private. School choice will create
competition, forcing schools to improve their quality in order
to attract students, in much the same manner as do American
universities, which are the best in the world.

• National Educational Standards. Families and educators need
objective, widely accepted standards that define children's skill
levels in key areas. Without such standards in place, it is im-
possible to evaluate the quality of schools or assess children's
academic performance.

HEALTH CARE REFORM
• Improving Access to Health Care. Reforms are needed to pro-

vide insurance to low-income people. The best way to do this is
to provide them with tax credits tied to the purchase of health
insurance to enable them to choose among the options avail-
able in the health care market.

• Pooling Health Risks. To lower the cost of health care for
those with chronic illnesses, it is important to pool risks among
the healthy and the chronically ill. Risk pooling should be ac-
complished through the use of health risk adjusters and not
through mechanisms that discourage insurers from providing
insurance to those in poor health.

• Access to Health Insurance for Employees in Small Businesses.
Regulatory reform is needed to enable small businesses to gain
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access to the health insurance market and to reduce the cost of
this insurance. Small businesses should be encouraged to pool
their health insurance buying power and should be made
exempt from state benefit mandates and premium taxes.

• Malpractice reform. The malpractice litigation crisis must be
ended and the system overhauled. Litigation over medical mal-
practice raises costs directly and encourages the practice of
costly defensive medicine.

EMPOWERING THE DISADVANTAGED
• Enterprise 2k>nes. To improve the employment opportunities of

the disadvantage*! in distressed urban and rural communities,
enterprise zones should be created. Businesses locating within
the enterprise zone would be eligible for a tax incentive to en-
courage employment of low-income residents.

• Weed and Seed. To control violent crime, and to provide social
and economic support to areas where high crime rates and
social ills are prevalent, neighborhoods should be given assist-
ance through job training, drug treatment and prevention, and
educational activities.

• Housing and Homeownership. Reforms are needed to increase
the possibilities for low-income families to own their own
homes in order to have a stake in their communities.

CONCLUSION

Continuing the activist, appropriate, but limited governmental
role demonstrated by the Bush Administration is the proper basis
of economic policy for the 1990s and beyond. Such a role will foster
the spirit of vitality, creativity, productivity, and resourcefulness
that has so often described America and its accomplishments in the
past. The major need is for a steady, coherent, coordinated, long-
term policy framework.

Without abandoning government's substantial accomplishments,
such as greatly mitigating the economic distress attributable to un-
employment and poverty, government spending must be made
much more cost conscious and target effective. Without deluding
themselves about the prospects of instantly promoting the rate of
economic growth, policymakers must unravel the disincentives for
capital formation and new business creation that government regu-
latory and tax policies have created. Without forgetting the genu-
ine needs for greater health, safety, and environmental protection,
Americans must begin to clean up the regulatory morass that
hinders the country's economic progress. Without ignoring impor-
tant national interests, America must resist the lure of protection-
ism and managed trade and complete the work of liberalizing trade
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throughout the world. Without neglecting the fact that markets
sometimes do not work perfectly, it must be recognized that this is
the exception and not the rule, and that governments often fail to
improve on imperfect market outcomes.

America's economic success sends an important message that
free political institutions, free markets, and economic progress are
linked. Responding to economic challenges to enhance the Nation's
long-term economic growth in an open world trading system is the
single most important thing Americans can do to ensure the pros-
perity of future generations and influence decisively the evolution
of many of the world's economic and political systems toward
democratic capitalism.
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