
CHAPTER 6

Economic Growth and Future
Generations

STRONG AND SUSTAINED economic growth is the key to pro-
viding Americans with rising real incomes and the resources to
meet their needs, desires, and aspirations. Sustained economic
growth will also provide employment opportunities and offer people
the dignity and self-respect that come with full participation in the
economy.

Over the last century, Americans have achieved a remarkably
high average standard of living. This achievement and the high av-
erage annual rates of growth needed to attain it must not be taken
for granted. Cumulative increases in income are surprisingly sensi-
tive to small differences in the long-term growth rate. For example,
in 1870 per capita income in the United States was 15 percent
below that of the United Kingdom. For the next 120 years, the av-
erage annual growth rate of real per capita income in the United
Kingdom was 1.38 percent; in the United States it was 1.86 percent.
As a result of this difference, per capita income in the United
States is now 50 percent greater than it is in the United Kingdom.
Such is the power of compounded growth.

As a consequence of America's economic record, each generation
of Americans has started life with the prospect of achieving a
higher standard of living than the preceding generation. Real na-
tional per capita income today is 15 times greater than it was in
1900. Real national private wealth, a partial measure of the Na-
tion's productive capacity, stands at $70,000 per capita, more than
twice what it was at the end of World War II. Increased human
and physical capital, improved technology, and a strong market
system allow the average worker of the 1990s to produce 6.5 times
the real output of a worker in 1900. In the last two decades, howev-
er, productivity growth has slowed, raising questions about wheth-
er future generations will achieve the same advances in living
standards.

Although economic growth is traditionally associated with rising
levels of such measures of income and wealth, it is important to
recognize its nonmonetary dimensions as well. Significant improve-
ment in such indicators of well-being as health status, environmen-
tal quality, and life expectancy have also been recorded. Since 1945

225

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



the rate of occupational death has fallen by 70 percent. Changes in
lifestyle and developments in health care have increased life ex-
pectancy by more than 20 years since 1920—an increase of 40 per-
cent.

While improvements in average income levels do not ensure that
all Americans are better off, a wealthier nation has more resources
to care for its people and to provide them with opportunities for
advancement. As average income has increased over the century,
poverty has been reduced significantly. (The record of recent dec-
ades was examined in Chapter 4 of last year's Report.)

The condition of the Nation's productive resources, both tangible
and intangible, will significantly affect living standards in the
years ahead. Growth depends on the quantity and quality of the
Nation's physical capital; the stock of natural and environmental
resources; a military capable of providing for the Nation's defense;
creative entrepreneurship; vigorous business, philanthropic, and
government institutions; an educational system that prepares chil-
dren for the challenges ahead; a legal system that protects proper-
ty rights and resolves disputes in a cost-effective manner; and a na-
tional commitment to free enterprise and open world markets that
captures the benefits from trade. While some of these factors are
already laying a solid foundation for the future, others are badly in
need of fundamental reform. America's elementary and secondary
schools must be dramatically improved. The legal system needs to
provide for more timely and affordable resolution of disputes. The
financial system requires major changes to adapt to modern condi-
tions. The tax system is overly complex and impedes economic
progress. A central goal of the Administration has been to establish
policies across the entire spectrum of economic affairs that address
these problems and create an effective framework for continuing
growth.

Some critics have expressed concern that economic growth can
only be bought at the expense of the quality of the environment. In
fact, economic growth has enabled America to devote increased re-
sources to improving environmental quality. As discussed in Chap-
ter 5, it is a myth that environmental regulation is "free" of any
cost in terms of nonenvironmental goods and services. Another
myth is that economic growth should be suppressed to preserve the
world's stock of natural resources. Rather, well-functioning mar-
kets see to it that people have appropriate incentives to utilize and
preserve such assets.

Current and prospective government policies will have a pro-
found effect on the well-being of future generations. Many critics
single out the Federal debt as the primary indicator of the stance
of government policy toward future generations. While the Federal
debt is an important component of the inheritance received by
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future generations—and the Administration has advocated signifi-
cant spending cuts that would greatly reduce or eliminate the
future deficits that increase the Federal debt—it is but one of the
many channels through which government action will affect the
future. Government policies that reduce or improve incentives for
entrepreneurship, the quality of the Nation's legal system, the Na-
tion's public infrastructure, and the quality of the educational
system can be of even greater importance, yet they are not record-
ed in measures of the debt or deficit.

The debt and the deficit are imperfect measures, even in their
narrow role of reflecting the government's financial liabilities. For
example, they fail to account adequately for the future liabilities of
government programs, such as future deposit insurance outlays.
The debt, while suggestive of the intergenerational transfers
caused by the government's financial liabilities, is often a far from
precise measure.

Nevertheless, it is generally agreed that current government
policies shift more of the financial burden to future generations
than did the policies of the past. Government actions are needed to
redress this imbalance, especially those encouraging economic
growth so that future generations may be more productive.

In this chapter, the diverse resources that lay the foundation for
growth are highlighted. The ways in which the financial liabilities
of the Federal Government imbedded in its current policies can
reduce future living standards are also stressed. Other chapters of
this Report discuss reforms that could improve the prospects for
future growth, as have previous Reports. Specific attention is given
in this chapter to reforming the Nation's tax system to restore in-
centives for entrepreneurship, saving, and investment.

EVALUATING GROWTH

In view of the myriad advantages it offers, increased economic
growth is obviously desirable. In particular, America needs to
pursue every opportunity to obtain the gains that come from re-
moving unnecessary obstacles to growth. Yet increasing future
standards of living are often built upon sacrifices of present con-
sumption in favor of investment, and in some instances the costs
are borne by present generations and the benefits enjoyed by
future generations. A policy that favors growth therefore often in-
volves issues of intergenerational equity. Another problem that
must be dealt with is finding ways to quantify standards of living,
since the usual measures of income and wealth omit significant as-
pects of economic growth. A particularly important issue is the
effect of economic growth on environmental amenities.
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GROWTH AND INTERGENERATIONAL FAIRNESS
Productive investments in institutions, technology, and human

and physical capital contribute to growth. The resources required
for these investments are generally the result of reduced current
consumption, obtained typically when people save and invest vol-
untarily out of a desire to increase their own or their children's
income. Short-term growth can also be attained by forcing current
generations to sacrifice so that future generations may be better
off. Conversely, growth can be reduced when the capital stock is
run down or when governments borrow from future generations to
increase consumption today.

From an ethical or philosophical viewpoint, this intergenera-
tional redistribution, which increases the well-being of one genera-
tion at the expense of another, may or may not be "just." Some
argue that because future generations are not represented in the
political process, government actions that reduce their well-being
are inherently unfair. The national debt, a liability passed on to
the future, is sometimes cited as indicative of a government finan-
cial policy that is "unjust" in this sense.

Future generations, however, benefit from many other private
and governmental activities. They inherit stocks of private and
public capital, technology, knowledge, and institutions. Govern-
ment activities such as publicly supported schools and financial aid
programs represent transfers from older to younger generations.
And today's government-assisted scientific research often provides
benefits to future generations, as well as current generations.

As a result of the growing stock of assets, Americans on average
are likely to be better off in the future than they are today. If per
capita income in the United States continues to grow at its histori-
cal rate, in 40 years the average American will have a real income
that is twice the current level. Some might argue that as a result
of this rising income, it is proper for the government to redistrib-
ute income from future generations to the current generation. This
redistribution would not be unlike the redistribution government
undertakes within a generation from the rich to the poor.

Others desire to increase the ability of future generations to
achieve the same relative increases in living standards as have
past generations. Few people, however, believe that ever-higher
economic growth rates are worthwhile regardless of cost. Further-
more, even if such increases were desirable, sacrifice alone would
not ensure rapid growth. In the 1930s, the Soviet Union directed
massive amounts of resources away from consumption and into in-
vestment, but the investments were so poorly managed that this
sacrifice went largely unrewarded. Indeed, the collapse of commu-
nism in Eastern Europe and the former Soviet Union is in large
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part the result of the failure of that economic system to raise living
standards substantially.

Some long-standing government policies inadvertently create in-
centives that reduce the rate of saving and reduce growth. For ex-
ample, compared with alternative forms of taxation, the current
income tax system discourages saving in favor of current consump-
tion. These policies impede the ability of current generations to
save and invest and hamper efforts to improve living standards.
Identifying and correcting such policies can result in improvements
in the well-being of both current and future generations of Ameri-
cans.

WHAT IS ECONOMIC GROWTH?
Quantifying economic growth ideally requires capturing many

aspects of economic well-being, not just those reflected in statistical
measures such as wages, gross domestic product (GDP), or the
value of the physical capital stock. These statistics generally fail to
include goods and activities that are not valued in the market-
place—for example, the expected future return on advances in
knowledge, the quality of the environment, work in the home, or
leisure time. Nor are activities in the "underground economy" cap-
tured.

Problems emerge even in measuring increases in marketed goods
and services. Typically, measures of these quantities use an infla-
tion-adjusted dollar volume of transactions. But separating the
effect of inflation from the effect of changes in the quality of goods
and services is difficult. For example, as discussed in Chapter 4,
much of the increase in the price of health care since 1950 repre-
sents improvements in the quality of care, rather than true infla-
tion. Furthermore, many goods and services were simply unavail-
able in 1950—for example, personal computers and automatic teller
machines. One study estimates that the annual real growth rate in
the U.S. economy may have been underestimated by as much as 1
percentage point since 1979, or about 50 percent of the reported
growth in real GDP over this period, due to the failure to account
fully for improvements in the quality of marketed goods and serv-
ices.

Choosing a useful summary indicator presents another difficulty
in measuring growth in living standards. Such an indicator can
focus on growth in income or on growth in consumption, for exam-
ple. Fundamentally, living standards depend on consumption, but
consumption can grow over short periods independent of the
income-producing capacity of a nation if the saving rate falls or if
investment is insufficient to prevent the capital stock from dimin-
ishing.
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As a result of the many possible differences between statistical
indicators and actual living standards, changes in measures such
as income, hourly compensation, or the value of the physical cap-
ital stock may understate or overstate actual changes in well-being.
These problems have long been recognized, however, and measure-
ment techniques continue to be improved.

To begin tracking the use of natural resources, for example, the
Department of Commerce is developing supplementary accounts to
the national income accounts. It is likely that building valuations
of natural resource use into these measures of net output would
change their reported levels only slightly in industrialized coun-
tries. For some developing countries, in contrast, where the sale of
raw materials derived from natural resources tends to be a much
larger share of output than in the United States, consideration of
the depletion of environmental assets in net output could substan-
tially reduce reported growth.

Simple comparisons are often made between the growth rates of
different countries, but these calculations cannot be used to com-
pare absolute levels of economic performance since a country may
have a higher growth rate but a lower living standard. For in-
stance, some economies that faced obstacles to growth two or three
decades ago, such as South Korea, now have high growth rates, but
their living standards remain far behind those of Western Europe
and North America. Per capita growth rates indicate that living
standards are rising, but these rates do not measure the level of
living standards.

ECONOMIC GROWTH AND THE ENVIRONMENT
Economic growth should be properly understood to mean not just

"more" but "better." Living standards rise not just because people
consume more goods and services, but because the quality of those
goods and services improves. This includes the services of a health-
ful environment. The innovations in technology that accompany
economic growth allow resources to be used more efficiently and
sometimes even decrease the actual amounts of resources con-
sumed.

Nor need economic growth be associated with increased pollu-
tion. As incomes rise, people tend to increase their demand for the
services of a beautiful and healthful environment. It is in poorer
countries that daily survival depends on current consumption and
preempts spending on long-term concerns, such as environmental
goals. Evidence shows that as per capita incomes rise above a
threshold (less than one-third of today's per capita GDP in the
United States), levels of key air pollutants decline steadily. Similar-
ly, disease carried by polluted drinking water—perhaps the great-
est environmental threat to health worldwide—is lower in high-
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income areas. Rising national income is associated with a "demo-
graphic transition"—improved education, higher levels of labor
force participation, and lower infant mortality—which historically
has reduced desired family size and slowed population growth. In
short, higher national incomes are associated with longer and
healthier lives.

As this country has grown economically, it has devoted an in-
creasing share of national income to environmental protection: 0.9
percent of GDP in 1972, 1.9 percent in 1987, and projected to in-
crease to 2.6 percent by 2000. At the same time, the U.S. environ-
ment has become much cleaner: between 1970 and 1989, levels of
particulates fell 61 percent, sulfur oxides 26 percent, carbon mon-
oxide 40 percent, and organic air pollutants 31 percent. Emissions
of lead and industrial water pollutants both fell over 90 percent.
Regrettably, U.S. environmental regulation has too often relied on
"command-and-control" rules that have raised the costs of achiev-
ing these gains (Chapter 5).

To characterize economic progress consistent with environmental
concerns, some have advocated the concept of "sustainable develop-
ment/' yet a clear definition of this concept has been elusive. To
some, "sustainable development" means that each generation
should pass on to future generations an undiminished stock of nat-
ural resources. But such a definition fails to take into account the
fact that each generation passes on many other valuable assets, no-
tably advances in knowledge and technology. A reduction in the
stock of one set of resources can easily be worthwhile—for future
as well as present generations—if it generates more valuable in-
creases in another set of resources. For example, future genera-
tions could benefit if part of a forest is harvested to build a school,
yet they might be harmed if the school were built with the last re-
maining ancient forest.

A better definition of sustainable development is growth in
which every generation passes on a stock of "net resources" no
lower in per capita value than the stock it received—including nat-
ural and environmental resources as well as knowledge, technolo-
gy, and physical and human capital (Box 6-1). Economic growth,
properly understood, includes all of these resources.

SUMMARY

• Choices made by families, businesses, and the government
affect economic growth and thus the amount of wealth trans-
ferred to future generations. While some decisions may reduce
transfers to future generations, those generations are still
likely to be significantly better off because of overall economic
growth.
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Box 6-1.—Global Climate Change and Future Generations

Could change on a global scale turn the world upside down?
Some fear global climate change, others the suffering and con-
flict borne of poverty. In a world with limited resources, people
must consider the cost (in terms of other valuable activities
forgone) of reducing each risk.

The Intergovernmental Panel on Climate Change estimates
that if the preindustrial level of greenhouse gases in the at-
mosphere is doubled by 2025, the Earth's surface would be ex-
pected to warm from 1.5°~4.5° C above today's average tempera-
ture by 2100. This scenario is far from certain, and scientists
continue to study how much the climate may change, how
quickly, and in what geographic patterns.

Taking into account the effects on agriculture, ecosystems,
and other factors, economists have generated rough estimates
of the damage that can be expected from such global climate
change. Under the warming scenario laid out above, they esti-
mate that global living standards in 2100 would be about 1 to 2
percent lower than otherwise expected. One study estimates
that additional warming could raise this loss estimate to 6 per-
cent or more by 2300.

This potential damage must be weighed against the costs of
preventing global warming. Economists estimate that limiting
greenhouse gas emissions enough to prevent the predicted
warming—an action that would necessitate sharp emissions re-
strictions, especially painful in the developing world—would
reduce world income by about 2 to 3 percent in 2100. Hence
drastic restraint on emissions might cost future generations
more (in deprivation) than it helps (in protection from warm-
ing).

Just as the predictions of physical science concerning climate
change are uncertain, so are the economic estimates of losses
stemming from global warming. These costs and uncertainties j
make policy decisions difficult. The best approach may be to |
take low-cost actions to limit emissions now and to pursue re- j
search aggressively. At current emissions rates, waiting 10 !
years to take more costly actions would raise predicted warm- |
ing only slightly; but the advances in knowledge from research |
in that time could substantially reduce uncertainties and help
identify the best response strategies. Thus, the United States
has assembled a national action plan of low cost actions to
limit emissions, and funds $1.4 billion annually in research on
global change (more than the rest of the world combined).
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• Sustained economic growth leads to substantial improvements
in living standards over time.

• Growth, broadly defined, includes non-monetary concepts like
the quality of leisure time and services from environmental
and government assets, which are not yet fully reflected in the
national income accounts.

THE PRODUCTIVE CAPACITY OF THE U.S.
ECONOMY

The capacity of the U.S. economy to generate higher living
standards encompasses the stocks of physical and human capital,
technology, social and economic institutions, and natural resources.
These economic resources, united by individuals willing to take en-
trepreneurial risks, operate together within a market economy to
create innovative new products and processes to meet the demands
of consumers and producers. Expanding America's productive ca-
pacity, in part by maintaining high output, is fundamental to long-
term growth.

THE PHYSICAL CAPITAL STOCK
Perhaps the most commonly cited measure of the economy's pro-

ductive capacity is the domestic stock of physical capital, which
consists of equipment, buildings, inventories, and infrastructure lo-
cated in the United States. Most of the domestic capital stock is
privately owned, but a substantial portion is owned by Federal,
State, and local governments. While the Federal government owns
most defense-related capital, nearly 85 percent of nonmilitary gov-
ernment capital belongs to State and local governments, including
airports, roads, and school facilities.

Since 1950, total physical capital per worker has grown at an
annual rate of 1.6 percent (Chart 6-1). Growth in capital per
worker is, over long periods of time, closely associated with labor
productivity growth. From 1959 to 1973, for example, capital per
worker grew by 2.0 percent per year, while estimated overall labor
productivity (GDP per hour) grew by 2.8 percent annually. The end
of the post-World War II period of very rapid labor productivity
growth is often dated as 1973. From 1974 to 1991, capital per
worker grew by 0.6 percent and productivity grew by 1.0 percent
per year. While a variety of factors may be responsible for this re-
ported slackening in productivity growth, including the difficulty of
properly accounting for quality changes mentioned earlier, the
slowdown in capital formation is likely to be an important factor.

The Nation's capital stock is augmented by the investments indi-
viduals, businesses, and governments make when, for example,
they put in place new buildings and equipment. The capital stock
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Chart 6-1 Capita! Per Employed Civilian
Increasing capital per worker supports rising worker productivity and increasing wages.
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is increased during the year by such new investment—referred to
as "gross" investment—and is diminished by wear-and-tear and ob-
solescence, or "capital consumption" (more popularly known as de-
preciation). Net investment—gross investment less depreciation—is
the resulting change in the capital stock.

Although net investment measures the change in the capital
stock, gross investment may have a separate effect that improves
the quality of the capital stock. High rates of investment in physi-
cal capital may contribute to high rates of economic growth via
"learning-by-doing" and "embodiment" effects. Learning-by-doing
occurs when the process of investing in physical capital results in
innovative techniques (such as new production processes) and prod-
ucts. The embodiment hypothesis states that new technology is
generally incorporated into physical capital before it augments pro-
ductivity. For example, the advance in the technology of recording
music on compact discs requires new investment in compact disc
players. Through these two effects, the rate of investment can com-
pound the rate of technological change.

New capital investment is financed out of savings. Saving pro-
vides not only a source of funds for investment but assets for
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future consumption—for example, during retirement. Each year,
families decide how much of their income to consume and how
much to save, taking into account personal circumstances such as
expected future wages and potential college expenses. Saving deci-
sions are also influenced by government tax and transfer policies.

The domestic saving rate is simply the percentage of national
income saved. It need not equal the domestic investment rate, al-
though historically the two have been closely linked. Domestic in-
vestment may exceed domestic saving because of net foreign invest-
ment in the United States. Conversely, if U.S. saving used to fi-
nance investment overseas exceeds inflows of foreign investment
from abroad, domestic investment will be less than domestic
saving.

In an economy with well-functioning financial markets, house-
holds or firms that wish to save but have no productive investment
opportunities of their own use banks and other financial interme-
diaries to invest their savings. Competition provides an incentive
for intermediaries to invest in projects offering the highest rate of
return for a given amount of risk.

MARKETABLE WEALTH
The physical capital stock is only one element of the Nation's

productive capacity. Businesses also correctly regard as investment
their expenditures on research and product development, advertis-
ing, specialized training for employees, and numerous other activi-
ties. The results of such forms of investment are sometimes called
"intangible capital/' Productive capacity also depends importantly
on the manner in which the physical, intangible, and human cap-
ital are organized.

Under customary accounting practices, firms generally value
their assets at "book" value, which is determined primarily by the
purchase price of their assets less depreciation. The Department of
Commerce values capital using what might be referred to as "ad-
justed book value," which reflects the current dollar cost of replac-
ing existing assets. The Commerce Department measure of capital
improves on standard book value by accounting for factors such as
inflation, but it does share one shortcoming with book value in that
it measures the cost of capital inputs rather than their anticipated
productivity. This shortcoming is particularly important when
major events, such as an unexpected and sustained increase in oil
prices, render some past investment obsolete almost overnight.

An alternative measure of the productive capacity of assets is
their market value. Market value reveals the earnings potential of
a collection of assets as reflected in the prices investors would be
willing to pay today to obtain them. The market value of a depart-
ment store, for example, may be less than its book value (e.g., the
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cost of its inventories on the shelves and its building less an allow-
ance for depreciation) if a relocated highway has diminished its
customer base. Conversely, the market value of a software compa-
ny that develops a new word-processing program is likely to be
much greater than the book value of the firm's tangible assets,
which may consist only of a few computers. Market value also in-
cludes the value of intangible capital, much of which is omitted
from conventional book value measures.

The market value of privately owned assets, or "private market-
able wealth/' reflects investors' current estimates of the value of
these assets. It is forward looking, incorporating beliefs about the
future demand for the products these assets will produce and the
effects of current and future expected technological changes.

The Federal Reserve maintains statistics that allow calculation
of an approximation to aggregate private marketable wealth of
U.S. residents, using market prices for corporate stocks and land.
Commerce Department adjusted book value data are used for non-
corporate businesses, owner-occupied housing, and consumer dura-
bles, because current market prices for these assets are more diffi-
cult to obtain. Debt securities are valued at their issue value.

Chart 6-2 shows the growth of two measures of per capita pri-
vate marketable wealth, derived from the Federal Reserve statis-
tics: "household wealth" (the total wealth of U.S. residents, includ-
ing wealth owned indirectly through pension plans, insurance poli-
cies, and the like) and "national private wealth" (household wealth
less the value of net government debt). Because government debt
can be viewed as a liability all Americans share, national private
wealth may give a better measure of the net private wealth of
Americans, although it ignores the value of government assets. By
either measure, per capita wealth has increased significantly since
1960, reflecting both physical accumulation and technological
gains.

The average annual rate of increase of real national private
wealth per capita has been 1.8 percent since 1960. Fluctuations
around this trend are the result of changes in both the rate of in-
vestment and the market's perception of asset values. Both meas-
ures indicate that marketable wealth declined significantly be-
tween 1989 and 1990, primarily due to falling land prices. By the
end of 1991, however, private marketable wealth was again rising.

HUMAN CAPITAL
The stock of human capital is the total earnings capacity of the

Nation's work force, given the available stock of physical capital,
natural resources, and market institutions. Human capital in the
United States has been estimated to exceed substantially the value
of all other private wealth. Increases in human capital can also di-
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rectly increase growth in the economy in two ways—by providing
more workers and by raising the knowledge and skills of the labor
force.
The Size of the Labor Force

The American labor force has changed markedly over the past
four decades in terms of size, composition, and skill level. The labor
force has grown as the postwar baby boomers have matured and an
increasing proportion of women have entered the workplace.
(People who do unpaid work at home are not included in measures
of the labor force.) In July 1992 more than 58 percent of working-
age American women were participating in the labor market, com-
pared with fewer than 34 percent in 1950. In addition, a growing
number of immigrants have entered the labor force. The absolute
increase in immigration during the 1980s was greater than it had
been in any decade since the early 1900s; the annual rate of immi-
gration, however, as a share of the total U.S. population, was only
about one-fourth of 1 percent. These increases in the size of the
labor force have led to increases in total output.
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Experience, Education, and Earnings
The level of human capital depends not only on the size of the

labor force but also on its education and experience. Improvements
in the skills of the labor force directly raise productivity and living
standards. Investing in human capital, like investing in physical
capital, means spending money up front—in the form of tuition
and earnings forgone during school or in training—in order to earn
a return in the future (Box 6-2). Estimates suggest that an addi-
tional year of schooling increases wages by about 10 percent, on av-
erage. Additional years of on-the-job experience also yield higher
future wages, although at a decreasing rate. The payoffs for educa-
tion and on-the-job experience change over time. In the 1980s work-
ers with high levels of education and experience earned even larger
returns from these investments in human capital than they had
previously.

Improvements in the skill level of the U.S. labor force over this
century have been dramatic. In 1910 the typical American worker
had completed only about 8 years of schooling and fewer than 5
percent of Americans had completed college. By 1990 the typical
worker had completed almost 13 years of schooling, and more than
one-fifth of all Americans aged 25-29 had completed 4 or more
years of college.

These increases in education have generated returns in the form
of higher wages. The average real hourly compensation of workers
in the U.S. economy has increased about 70 percent since 1959, the
earliest year for which the latest revision of these data are avail-
able. The rate of growth in real hourly compensation has slowed in
recent decades, perhaps in part because of the rapid increase in the
number of new entrants into the labor force caused by the baby
boomers and the rising labor force participation rates of women.
Real hourly compensation increased by only 4.2 percent between
1980 and 1991. (More detailed analysis of these changes in earnings
was provided in Chapter 3 of the 1992 Report.)

TECHNOLOGY

Technological change is a very important factor in explaining
economic growth. Developments in one field often revolutionize
production processes in others. For example, advances in computer
engineering have enabled the world's automobile manufacturers to
transform their production processes with robotics. In the not-too-
distant future, advances in chemical engineering may lead to other
breakthroughs in the automobile industry, such as new batteries
capable of powering electric cars. The production process itself has
shifted from large inventories to just-in-time delivery systems. The
process of producing a car today is quite different from that of 30
years ago, let alone that used in the first decade of this century.
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Box 6-2.—Gary Becker
Gary Becker, winner of the 1992 Nobel Memorial Prise for

economics, has devoted much of his career to the study of the
labor force. His research has covered a wide variety of subjects
and includes pioneering work on the economic returns to in-
vestment in human capital, the differences in earnings attrib-
utable to racial discrimination, and the determinants of fertili-
ty. He has also examined other aspects of human behavior, in-
cluding the economics of crime and punishment, divorce, and
addictive behavior. His application of economic analysis to
such nontraditional areas has led to the establishment of en-
tirely new fields of economic research that both Becker and
the many scholars who have followed his lead continue to
pursue.

Becker has made fundamental contributions to the theory of
human capital. In his 1964 book, Human Capital^ he developed
a theory of on-the-job training that helps explain why earnings
rise with experience. He drew a distinction between "general"
skills that workers can take with them when they leave a par-
ticular job and skills useful only in a specialized setting. He
argues that employers will provide workers with training in
general skills only if the workers pay for that training them-
selves.

To pay for these skills, workers would have to accept lower-
than-normal wages in their early years on a job. Once they had
completed their training, however, their wages would rise to
reflect their new skills. From then on, they would receive
wages greater than those of workers who did not have their
training.

Becker also argues that schooling is just a special form of
general training. Students in school pay tuition and forgo earn-
ing wages while investing in general skills. After they com-
plete school, they receive higher wages than those who did not
attend. Becker estimated a return on college education be-
tween 1938 and 1961 that was over three times the rate of
return on an investment in corporate bonds.

Private and government investments in research and develop-
ment (R&D) increase the stock of technological knowledge. The
growth in private R&D spending has slowed considerably since the
mid-1980s. Federal civilian R&D spending has increased over this
period, although government spending for defense-related research
has declined somewhat. These R&D expenditures provide only a
rough indication of the value of the technologies that emerge from
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them. Because much of the stock of technological knowledge is em-
bodied in human, organizational, and physical capital, it is difficult
to value it separately.

ORGANIZATIONAL CAPITAL AND MARKET
INSTITUTIONS

The growth rate of an economy depends also on the way its
human and physical capital is organized. In an economy character-
ized by a set of well-functioning markets, investors have an incen-
tive to direct funds to their most valued use. In contrast, in the ab-
sence of markets, there are no prices to signal where investment
returns are greatest.

Government can assist the functioning of markets by creating a
legal system that protects property rights. In economies with ill-de-
fined property rights, investors are often unwilling to make long-
term investments because they may not be able to reap the re-
wards of their investments. Market performance is also enhanced
by a regulatory system that regulates only when necessary and
allows businesses to respond in a cost-efficient manner to changing
conditions and emerging opportunities (Chapter 5). A tax system
that does not hinder entrepreneurship or impede the ability of fam-
ilies to work and save provides a setting conducive to economic
growth.

NATURAL RESOURCES
This country has great wealth in the form of environmental and

natural resources. These natural resources—air, water, land, min-
erals, and living organisms—provide a variety of services that
enrich society. Some, such as oil reserves, can be valued using
market prices. Others provide valuable services that may not be
fully reflected in market prices. For example, a forested area may
do more than provide a source of timber for construction; it may
anchor land against erosion and flooding, filter rain water bound
for rivers, improve soil fertility, and harbor valuable wild plants
and animals. Managing forests to maintain a flow of these goods and
services can be more valuable than maximizing the production of
timber or clearing the land for other uses, although these other
actions could seem more profitable if the unpriced services were
ignored. Prudent stewardship of the Nation's natural resources will
increase wealth today and for future generations, and can reduce the
environmental liabilities left to the future (Box 6-3).
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Box 6-3.—Superfund Wastes as an Environmental Liability
American industrial activity in the postwar period left sig-

nificant residual wastes in local disposal sites. In 1978 resi-
dents of Love Canal, New York, discovered wastes near their
children's playground, prompting enactment of the 1980 "Su-
perfund" law requiring cleanup of all such sites. Cleanups,
which require 10 to 15 years per site are slated to continue
well after the year 2000.

The risks to health and environment posed by these waste
disposal sites are an example of an environmental liability left
by previous generations for present and future generations.
The Superfund law responds by imposing a financial liability
(cleanup costs) today and in the future to reduce this environ-
mental liability. Whether this response makes sense depends
on the cost of the cleanup relative to the benefits of reducing
these environmental risks.

Today there are about 1,250 sites on the Superfund national
priority list, and another 1,000 or more may be added over the
next decade. Experts estimate that at current cleanup stand-
ards, the total cost for cleaning up 2,000-3,000 sites over the
next three decades may amount to $100-$160 billion or more in
present value (1992 dollars).

However, the benefits of cleaning up these sites may be
lower than originally believed. The Environmental Protection
Agency's Science Advisory Board has ranked waste disposal
sites among the lowest of major environmental risks. Yet com-
munities tend to fear waste sites and demand top-notch clean-
ups, in some cases so clean that children could eat the most
toxic dirt on the site, even 5 feet below the surface, year round,
and suffer no ill effects. Such cleanups involve excavation of
contaminated soil and incineration (in someone else's back-
yard), even though capping and containing wastes on site could
often provide the same health protection at substantially lower
cost.

While waste sites may represent a significant environmental
liability, the cleanup cost liability created by Superfund may
be larger still, and is only increased by the high litigation costs
of the Superfund process. The costs of cleanup represent finan-
cial resources that a community could have spent reducing
other environmental risks to the next generation, such as lead
poisoning in the inner city, or increasing other economic
assets, such as better schools, for the next generation.
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LIMITS TO GROWTH?
Some believe that economic growth is ultimately constrained by

finite natural resources. This view traces its roots at least as far
back as Thomas Malthus, who wrote in 1798 that the population
has a natural tendency to grow faster than food production, and
hence is constrained by starvation, pestilence, and war. The
"limits-to-growth" hypothesis gained new popularity in the 1970s
and again in the 1990s, with attendant forecasts of disaster.

The limits-to-growth view, however, neglects the fact that mar-
kets induce adjustment to scarcity. When goods, services, or raw
materials become scarce, their prices rise, motivating investment
in more efficient ways of obtaining and using them or in develop-
ing substitutes. Rising energy prices encourage conservation. Rising
prices for land encourage improvements in agricultural techniques
that increase the output of food per acre. Indeed, contrary to the
Malthusian view, world cereal production has actually grown faster
than the global population.

Yet when markets do not operate well—or at all—valuable re-
sources can be consumed too rapidly or simply exhausted. Inad-
equate property rights in water or forest resources, for example,
may result in their value to the future being neglected. In such
cases, establishing reliable property rights or, where markets are
seriously deficient, establishing appropriate fees or regulations that
are targeted at the problem constitute the economically sensible
approach, rather than misguided attempts to limit economic
growth. (See Chapter 5 of the Report for a discussion of market-ori-
ented regulatory approaches.)

SUMMARY
• Physical, human, and organizational capital, and the technolo-

gy that has been incorporated in each of them, determine the
Nation's productive capacity and are key contributors to eco-
nomic growth.

• Total (private plus government-owned) physical capital per
worker in the United States has been on a long upward trend,
but the rate of increase has slowed since the early 1970s. This
slackening of growth is associated with a slowdown in the rate
of growth of worker productivity.

• The impact of organizational and technological improvements
is captured in part by the marketable private wealth of U.S.
residents, a measure of productive capacity that incorporates
investors' expectations of the future profitability of businesses.
Real national private wealth has shown sustained growth over
the post-World War II period, averaging 1.8 percent annually
from 1960 to 1991.
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• Increases in the skill level of American workers have been an-
other important contributor to growth in the standard of
living.

• Properly understood, economic growth is not rigidly con-
strained by natural resource limits.

BUDGET DEFICITS AND FUTURE GENERATIONS

Americans have become increasingly concerned that the Federal
Government is passing on to future generations large and growing
liabilities that will reduce their standard of living below what it
might otherwise have been. Of the many government activities
that may affect future living standards, considerable attention has
focused on the Federal debt and the large and persistent Federal
budget deficits. Much of this concern is correctly placed: The debt
and deficit can affect intergenerational equity and, under certain
conditions, can adversely affect the economy's productive capacity.
During the last 2 years, the Administration has recommended sig-
nificant controls on spending that, if enacted, would reduce project-
ed Federal budget deficits to a level roughly half that of fiscal 1992
within several years.

However, the Federal debt and Federal budget deficit represent
only two of many factors that will affect future living standards.
They are an incomplete measure of the legacy being passed to the
future because they deal only with Federal liabilities, but ignore
the surpluses traditionally run by State and local governments, pri-
vate assets, the assets of the Federal, State, and local governments,
and the benefits received from economic and social institutions,
such as a sound monetary system, international markets open to
free trade, and the Nation's educational system. Taking these fac-
tors into account can markedly affect any assessment of how much
future generations will inherit. For instance, one recent study finds
that between 1970 and 1985, the tangible assets of the Federal Gov-
ernment were 20 to 80 percent greater in value than the Federal
debt held by the public.

Even in accounting for the Federal Government's liabilities, the
debt and the deficit are narrow and imprecise measures. The defi-
cit reported by the government reflects almost entirely current
cash outlays and receipts, ignoring the future costs of current com-
mitments. Further, the reported deficit fails to account for the ef-
fects of inflation in reducing the burden of outstanding debt and
the effects of government spending on productive investments that
will generate income or reduce outlays in future years.

Because the Federal debt and the deficit are imperfect measures
of the liabilities passed on to the future by government action, it is
important to understand what they do and do not reveal. This sec-
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tion examines how the traditional measure of the deficit can be en-
hanced by taking into consideration the effects of inflation, govern-
ment investment, future government commitments, and more di-
rectly assessing the intergenerational effects of these financial li-
abilities through generational accounts.

DEFICITS AND THE ECONOMY: SOME BASICS

The government collects revenues from households and corpora-
tions through taxes and fees, and spends money on various pro-
grams. The government runs a deficit when it spends more in any
given year than it collects in revenues. In fiscal 1992 the Federal
Government ran a deficit of $290 billion. It took in $1.1 trillion
(equal to 18.6 percent of GDP) from individual and corporate
income taxes, social insurance taxes and contributions, and several
other sources, and spent $1.4 trillion (23.5 percent of GDP) on
transfer payments, purchases of goods and services, and interest
payments.

The deficit is the difference between two very large numbers—
total spending and total receipts—each of which significantly influ-
ences the economy. For example, attempting to balance the budget,
either by raising taxes that seriously distort economic decisions or
by cutting productive government investment spending, clearly
would have a damaging effect on the economy. The Administration
has sought to reorient spending programs toward investment in the
future, and has advocated tax reforms to reduce impediments to
enterprise and productive investment.

Alternative Deficit Concepts
The deficit is measured in a number of ways. Each method con-

veys different information about the gap between government
spending and revenues.

The Unified Deficit. The difference between all Federal cash out-
lays and cash receipts is called the unified deficit, and is the meas-
ure of the deficit typically referred to in public discussions. To
obtain funds in excess of its revenues, the government must borrow
from the public an amount equal to the unified deficit, which is
usually the most prominent concern about deficits. Chart 6-3
shows the unified deficit of the Federal Government from 1950 to
1992, together with projections through 1996. To account for the in-
creasing size of the economy, the deficits are shown as a percentage
of GDP. Relatively large deficits developed in the 1970s and have
persisted for two decades. In recent years, the unified deficit has
been significantly reduced by the large surplus of Social Security
tax revenues in excess of payments made to beneficiaries. In 1992,
for instance, a $62 billion Social Security surplus reduced the deficit
by that amount.
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Chart 6-3 Unified Deficit and Primary Deficit Less Deposit Insurance Payments
The primary deficit less deposit insurance payments measures whether spending on
current programs is covered by current revenues.

Percent of GDP
8

1950 1955 1960 1965 1980

Note: Thi
Sources:

1970 1975
Fiscal Year

ie primary deficit is the unified deficit less net interest.
Department of Commerce and Office of Management and Budget.

1985 1990 1995

Primary Deficits. The debt held by the public is the accumulation
of previous unified deficits. Interest payments on this debt are a
current obligation that results from past decisions to borrow from
the public. To examine the extent to which current actions, as op-
posed to past policies, are responsible for the development of the
debt, analysts look at a measure called the primary deficit—the
unified deficit less net interest on the debt.

Since 1989, the Federal Government has made large payments
for deposit insurance to resolve the problems in the savings and
loan industry. Like interest on the debt, deposit insurance outlays
represent payments for liabilities incurred in the past, so they have
also been subtracted from the government's expenditures to derive
the series shown in Chart 6-3, which is the primary deficit less de-
posit insurance payments. According to this measure, the Federal
Government's current actions led to surpluses in 19 of the 25 years
from 1950 to 1974, but led to deficits in 14 of the 19 years since
1974. Notice also that the government can run a unified deficit and
a surplus in the primary budget (net of deposit insurance) at the
same time, as it did from 1988 to 1990.
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If the government runs a surplus in the primary budget, then
current revenues pay for all of the government's current programs
and some of the interest on the debt. However, with a primary defi-
cit, the government must borrow to finance all the net interest and
some portion of its current programs as well.

Structural or Cyclically Adjusted Deficits. Deficits usually in-
crease during business slowdowns, in part because of the so-called
automatic stabilizers built into fiscal policy. (Automatic stabilizers
are discussed in Chapter 3 of this Report.) For example, deficits
grew during the economic slowdowns of 1974-75, 1982-83, and
1990-92. In fact, economists agree almost unanimously that deficits
should increase during and immediately after recessions. Tax reve-
nues decrease when people's earnings drop, while government
spending increases as more demands are made on unemployment
insurance and other "safety net" programs. Both the reduced re-
ceipts and increased outlays partially offset the decline in private
spending, helping to make recessions shorter and shallower than
they would be otherwise.

The portion of the unified deficit attributable to fluctuations in
overall business activity is called the cyclical deficit. Removing this
cyclical component results in the cyclically adjusted or structural
deficit. By abstracting from imbalances caused by short-term busi-
ness conditions, the structural deficit can reveal whether a more
fundamental imbalance exists between revenues and outlays.

How Big Is the Debt?
The debt held by the public is the sum total of all the outstand-

ing Treasury bills, notes, and bonds, U.S. savings bonds, and other
financial obligations of the Federal Government that the Treasury
sells to the public. The debt held by the public does not include the
$1 trillion in debt held in government trust funds. This debt is
owed by the government to itself, so economists generally use the
debt held by the public as the economically meaningful measure of
the national debt. At the end of 1992, the debt held by the public
was just over $3 trillion.

To put this sum into perspective, the debt held by the public is
52 percent of the size of GDP, about average for the industrialized
countries in the Organization for Economic Cooperation and Devel-
opment. The debt is slightly more than twice as large as the gov-
ernment's annual outlays.

The debt-to-GDP ratio fell steadily from 1950 to 1974, but has
been increasing steadily since 1982 (Chart 6-4). Projections for the
immediate future show the debt-to-GDP ratio increasing slightly. If
uncontrolled, growth in entitlement programs, particularly medi-
care and medicaid, is projected to significantly increase the debt-to-
GDP ratio after the turn of the century.
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Chart 6-4 Debt Held by the Public as Percent of GDP
Primary budget surpluses and strong growth allowed the debt-to-GDP ratio to fall until
1974, but primary budget deficits have caused it to rise since then.

Percent of GDP
100
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Fiscal Year
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Sources: Department of Commerce and Office of Management and Budget.

If GDP grows faster than the debt, the debt-to-GDP ratio falls, as
it did from 1950 to 1974, even though the Federal Government ran
a unified deficit for 20 of those 25 years. In 19 of those years, how-
ever, the government ran a primary surplus, so current (non-inter-
est) spending was covered by current revenues (Chart 6-3). At the
same time, GDP grew faster than interest accumulated on the ex-
isting debt, indicating that the government's ability to service the
debt grew more rapidly than the cost of debt service. This illus-
trates the fact that balancing the budget, in the sense of achieving
a zero unified deficit, is not necessarily a prerequisite to reducing
the debt-to-GDP ratio.

How Deficits Can Affect the Economy
Beginning in the 1970s, the Federal Government has been run-

ning large unified deficits, regardless of the state of the economy.
Such deficit financing can have adverse economic consequences, en-
couraging consumption at the expense of saving and slowing cap-
ital formation.

The question, "What are the economic effects of deficit financ-
ing?" can only be answered clearly by comparing deficit financing
to some other policy. To examine the implications of deficit financ-
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ing versus the alternative of raising current taxes, the current
level and composition of government spending will be taken as
given and fixed.

Because the focus here is on the effect of running deficits from a
long-run perspective, questions of the short-run impact of changing
policies will be neglected. The general subject of short-run macro-
economic policy has been extensively treated elsewhere in this and
previous Reports.

To begin exploring the economic effects of deficit financing rela-
tive to current taxation, two further simplifying assumptions are
helpful: First, the portion of after-tax income that households save
in aggregate is largely unaffected by the government's choice be-
tween deficit financing and current taxation. Second, the economy
is closed to international capital flows, so that investment in the
United States is financed entirely by domestic savings. The conclu-
sions of the analysis are sensitive to these assumptions, and alter-
natives are discussed below.

For example, the government could finance the last $10 billion of
its spending by borrowing and running a $10 billion deficit, or it
could increase taxes by $10 billion. Under the above assumptions, if
the government runs a $10 billion deficit and borrows from the
public, this $10 billion of private saving is no longer available to
finance the private investments of firms and households.

Alternatively, the government could obtain $10 billion by raising
taxes, which would reduce aggregate after-tax income by $10 bil-
lion. Households would pay the additional $10 billion in taxes by
reducing both current consumption and saving. Because the tax in-
crease, unlike a deficit, absorbs consumption as well as saving,
more saving is available to finance private investment.

In this scenario, using deficit financing to support government
spending depresses investment more than a tax increase would,
causing the Nation's capital stock to increase less than it would if
tax revenues had increased. Over time, small reductions in invest-
ment rates can leave workers with substantially less capital, reduc-
ing productivity and wage growth. However, the economy is not
closed to foreign investment and households can change their
saving behavior in response to government policy, partially offset-
ting the adverse consequences of deficit financing on capital forma-
tion.

International Capital Flows. International capital markets are
becoming increasingly integrated as discussed in Chapter 7. When
government borrowing or tax increases reduce the supply of avail-
able domestic savings, interest rates in the United States tend to
rise. Foreign investors take advantage of the higher yields by in-
vesting in U.S. assets, either directly, as when a foreign automobile
company builds an assembly plant in the United States, or indi-
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rectly, by buying debt issued by the government, or the debt or
equity of U.S. firms.

Foreign investment in the United States tends to reduce the
effect of the deficit (or a current tax increase) on private domestic
investment and the capital stock. Evidence of the importance of
this mechanism is provided by national income and product ac-
count (NIPA) data, which show a net inflow of foreign capital
during most of the 1980s (Chart 6-5). Whether the government
chooses deficit or tax finance, foreign investment in the United
States adds to the domestic capital stock. American workers are
more productive and earn higher wages when foreign capital aug-
ments domestic saving.

Chart 6-5 Net Foreign Investment as Percent of GDP
Net inflows of foreign capita! to the United States between 1982 and 1990 permitted
both lower interest rates and more investment than otherwise would have been possible.

Percent of GDP
4
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2 -

1960 1965 1970

Source: Department of Commerce.

1975 1980 1985 1990

Even with foreign capital inflows, however, future generations
are still relatively worse off with deficit than with tax financing if
the deficit absorbs more saving than a tax increase would have. With
deficit financing, foreigners will own more of the U.S. capital stock
than with tax financing, and future generations will have to make
larger payments to foreign investors (or, equivalently, will enjoy
lower payments from foreign debtors).
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The Influence of Deficits on Private Saving. The conclusion that
national saving falls more with debt financing than it would with a
tax increase rests on the assumption that people maintain higher
consumption levels under deficit financing. Some economists have
argued, however, that taxpayers tend to save a large part, or even
all, of the amount by which current taxes are reduced by the
choice of deficit finance. Such behavior would occur, for example, if
families were to make provision for the future debt service burden
on themselves and their children that is implied when the govern-
ment chooses debt financing. To the extent that such provision is
made, the effect of deficit rather than tax financing on national
private wealth accumulation (household wealth less government
debt) is reduced or eliminated, and future generations inherit ap-
proximately the same amount of wealth under either policy.

NIPA data for the period of high deficits during the 1980s sug-
gest, however, that private saving did not increase to offset the def-
icit. In fact, deficits increased from an average of 1.6 percent of
GDP between 1959 and 1981 to an average of 4.4 percent of GDP
between 1982 and 1992, but net private saving—gross private
saving less depreciation—actually fell as a percent of GDP from an
average of 7.8 percent to an average of 3.0 percent over the same
periods.

The statistics on national private wealth accumulation appear to
present a somewhat different story. Unlike the NIPA statistics,
this measure of wealth incorporates increases in the value of
shares of corporate stock and land into aggregate saving, reflecting
the idea that households assess their economic positions using the
market value of their wealth. Since real national private wealth
per capita (defined as total household wealth less the Federal debt)
continued to grow throughout most of the 1980s, consistent with
the trend prior to 1981 (Chart 6-2), one might conclude that the
large Federal deficits of the period did not affect the path of wealth
accumulation.

Both the simple NIPA and national private wealth statistics,
however, can be misleading when viewed in isolation. More de-
tailed studies that account for a number of other factors affecting
saving conclude that large deficits may induce somewhat higher
private saving. This increased saving, however, does not offset the
increased deficits dollar for dollar—national saving declines. Many
economists are concerned that the national saving rate is too low,
in part due to Federal deficits, and endorse adopting policies to in-
crease the U.S. saving rate.
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CORRECTING DEFICITS FOR INFLATION AND
GOVERNMENT INVESTMENT

Two improvements to the standard deficit measures have fre-
quently been proposed: correcting for inflation and taking into ac-
count government investment activities. These additions result in a
more precise measure of the net liabilities incurred by the govern-
ment each year, although they do not reflect the future costs of new
commitments.

Correcting for Inflation
The unified deficit measures the change in the outstanding Fed-

eral debt over the course of a year. Because the Federal debt is an
obligation to repay fixed dollar amounts in the future, its real
value is eroded by inflation (see Chapter 3). The debt burden passed
to the future is better measured in real, or inflation-adjusted,
terms.

In effect, inflation produces a hidden reduction in the deficit be-
cause it reduces the value of the outstanding debt. A concept corre-
sponding to the real debt would be the real deficit—that is, the in-
crease in the real debt during the year. (Note that this is not
simply the budget deficit expressed in real dollars.) These inflation
adjustments would have had a large effect in some years, eliminat-
ing more than half of the measured deficit in 1989, for example.

Some have argued that because inflation has reduced or some-
times eliminated real deficits, the need for fiscal restraint in infla-
tionary times has been exaggerated. Most would agree, however,
that it would be a mistake to increase government spending or cut
taxes for this reason, since this would only add to inflationary pres-
sures.
Government Investment

Like business investments, government investments add to the
Nation's capital stock. The text of the Federal budget draws atten-
tion to some of the government's investment activities, such as
road construction and R&D, but it does not systematically distin-
guish between investment and consumption expenditures. Separat-
ing capital and current expenses is not always easy, however, and
for that reason the distinction can be subject to political controver-
sy since special interests may have a stake in whether expendi-
tures are labeled as consumption or investment. The current cash
flow accounts, on the other hand, require less in the way of arguable
judgments. Several studies show that correcting recent deficits for gov-
ernment investments would have resulted in relatively small
changes because of offsetting adjustments for the depreciation of
the government's capital assets.
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THE FEDERAL DEBT AND FUTURE BUDGETARY
PROBLEMS

Starting in the 1970s, budget deficits started to reflect large im-
balances between government spending and tax revenues, and have
added significantly to the Federal debt. But servicing that debt is
only one way in which present and past budgetary choices affect
the future budgetary picture. People also expect to receive future
payments from a variety of ongoing government programs, such as
Social Security and medicare, and they expect the government to
continue providing services such as national defense.

Of course, expected future benefits from government programs
differ in legal status from the promised future principal and inter-
est payments on government debt. The Congress can change spend-
ing programs, such as Social Security, without repudiating explicit
promises, but it is legally bound to meet debt service obligations. In
fact, however, the government can effectively repudiate a portion
of the debt by increasing the inflation rate to reduce the debt's real
value, although the adverse reaction of financial markets to such a
policy serves as a strong deterrent. Despite these varying degrees
of commitment, people reasonably expect a variety of future gov-
ernment benefits.

People not only expect the government to make future payments,
they also expect it to collect future revenues. The existing revenue
systems, including the personal and corporate income tax and the
payroll-based contributions to Social Security and medicare, can be
counted on to produce very substantial future cash flows.
Federal Debt as an Indicator of Future Fiscal Challenges

The Federal debt measures the effects of past discrepancies be-
tween spending and revenues, but it does not reveal the gap be-
tween future spending and revenues. A tax system that generates
large revenue increases as income grows, coupled with the anticipa-
tion of vigorous economic growth, could result in future surpluses
if present policies remain unchanged. Conversely, present policies
might imply rapid growth in outlays in the future without specifi-
cation of how they will be financed.

Because the current Federal debt is the same whether future
surpluses or deficits are expected, explicit projections of anticipated
future revenues and expenditures are required. In general, the gov-
ernment's spending programs and tax receipts depend on the inter-
action between existing laws and policies, and the level of economic
activity. Combining projections of future laws and policies with
projections of economic performance provides an estimate of future
government outlays and revenues.

Such projections, in combination with the current level of the
Federal debt, would indicate the extent of the future fiscal chal-
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lenges. A large Federal debt, for example, would be much less
worrisome if future projections revealed large budget surpluses. To
the extent that projections suggest a future budgetary gap, at some
point outlays will have to be reduced or revenues increased. Clear-
ly, enhanced economic growth is the most desirable way to close
the gap between expenditures and revenues.

Long-Run Fiscal Projections
Assessing the future budgetary challenge requires making explic-

it projections of the likely course of policy. The Office of Manage-
ment and Budget's January 1993 Long-Run Budget Projections
show that, through 2030, the government's revenues should remain
fairly constant at between 18.5 and 19 percent of GDP (Chart 6-6).
Spending is projected to decline from 23.9 percent of GDP in 1993
to 21.2 percent of GDP by 2003, after which it is expected to in-
crease sharply, reaching 31.2 percent of GDP by 2030. These reve-
nue and outlay projections show future deficits, which are project-
ed to fall from 5.4 percent of GDP in 1993 to 2.6 percent of GDP in
2004, and then to rise to 12.1 percent of GDP in 2030.

Chart 6-6 Long-Run Budget Projections as Percent of GDP
The Administration's proposal to cap the growth of mandatory spending programs, except
Social Security, would balance the budget by 2001 and generate surpluses thereafter.
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The growth in projected total expenditures reflects the explosive
growth of so-called "mandatory" spending for three programs—
medicare, medicaid, and Social Security—and also the growing
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annual interest payments on the debt. Combined, medicare and
medicaid are projected to grow 6 percentage points faster than in-
flation from 1992 to 2030. Social Security is projected to grow 3 per-
centage points faster than inflation. And the rapid accumulation of
deficits causes interest payments on the debt to grow 4 percentage
points faster than inflation.

To restrain the growth in medicare and medicaid expenses, the
Administration proposed the Comprehensive Market-Based Health
Care Reforms, discussed in Chapter 4, in combination with a pro-
posal to control mandatory spending. The mandatory spending caps
would restrict the growth rate of all mandatory spending pro-
grams, including medicare and medicaid, but excluding Social Se-
curity, to the percentage increase in the beneficiary population
plus an adjustment for inflation, and some spending increases in
the first 2 years to facilitate the transition.

Over the 10 years from 1993-2002, the proposed spending caps
would reduce projected outlays by a cumulative $1.6 trillion in 1992
dollars (Chart 6-6). The caps would achieve most of these savings
by limiting growth in medicare and medicaid spending, and, by re-
ducing deficits, it would also limit the growth in net interest pay-
ments. Limiting mandatory spending along these lines would close
the projected budgetary gap just after the turn of the century and
generate large projected surpluses thereafter.

ACCOUNTING FOR INTERGENERATIONAL TRANSFERS
For many, the most important implication of a deficit is that it

may signal a shift of fiscal burdens to future generations. The gov-
ernment influences intergenerational distribution in many ways,
sometimes directly, as when local governments construct schools,
and sometimes indirectly, as when government social spending pro-
grams weaken the stability of families or when tax rules are rede-
signed to reduce obstacles to innovation. Some programs, such as
Social Security, have both direct and indirect consequences. Social
Security may directly transfer resources across generations via its
tax and benefit policies (Box 6-4), and indirectly influence future
well-being through its influence on private saving decisions.
Intergenerational Transfers and the Deficit

Even when considered in terms ol the more narrowly defined fi-
nancial implications of government policies, the deficit can be a
misleading measure of intergenerational burden shifting, as the fol-
lowing examples illustrate.

Accounting for a Spending Increase. A policy change that does
not affect the budget deficit can still shift large fiscal burdens
across generations. For example, a decision to expand medicare
benefits to include extended home care services could be financed
by an increase in the medicare payroll tax. The budget deficit and
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Box 6-4.---Intergenerational Redistribution From Social
Security

Under the current method of financing retirement benefits,
taxes on workers today are sufficient to pay the benefits of cur-
rent retirees and to fund a portion of the benefits that will be
paid to future retirees. As a result of the maturing of the
Social Security system, as well as legislated changes, nearly all
researchers conclude that future retirees will have paid much
more for a similar level of benefits than current and past retir-
ees.

Chart 6-7 compares the benefits a single wage earner can
expect to receive in the first year he or she becomes eligible for
full benefits with the accrued value of the combined employer-
employee payroll taxes paid over the worker's life. The chart
assumes both that the worker earned the average wage each
year and that none of the benefits are subject to income tax.
As shown in the chart, a retiree in 1972 received about 30 per-
cent of the accrued value of past payroll tax payments in the
first year of retirement. Such benefits will continue throughout
the worker's life. The corresponding figure for a single worker
retiring in 1.992 is less than 10 percent. By 2012, benefits re-
ceived in the first year will represent only about 5 percent of
past taxes.

the government debt would be unaffected, but today's senior citi-
-'oni would active 'j significant benefit paid for by younger Arru"-i-
{ ans .md future generations. An alternative method ^ financ=n*
~m reased medicare benefits mi^ht be to require upper-mmerino med
icare b*-aefiriuries to pav a larger percentage ol their I>*VM ex-
pend :*. Such a policy als*> w^uid not alh >-i the budget wuf'jciL but it
would have dramatically difil-rvnt irnph.'dtj^ns for youn^er Ameri-
cans and future ^entrati*uv,.

Bumming t:> 7'wanrr Invent>nent& f\:r the Future in some in
stances, cuirent spending benotiTf future ^ynerations because it fi-
nances a valuable investment Sorru have argued that thf defense
buildup of the 1980s should be credited n^t only with accelerating
the end of the Cc!d War and making the world a safer place, but
als^ with significantly reducing needed outlaws on national defense
for many years into the future Similarly, investments such as the
construction of the interstate highway system provide future bene-
fits that should be taken into account along with any associated in-
crease in national debt.

These examples point to two distinct problems with using cur-
rent deficits to assess the effect of policy on intergenerational dis~
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Chart 6-7 Social Security Benefits as Percent of Payroll Taxes
Retirement benefits for single workers as a fraction of the accrued value of their lifetime
payroll taxes have declined over time.

1972 1982 1992
Year of Retirement

Note; Data show first-year benefits as percent of accrued taxes paid.
Source: Social Security Administration.

2012 2032

tribution. Even if the government balanced its budget every year,
policy changes could still cause substantial resource transfers across
generations. Conversely, if the government finances an investment by
borrowing, the benefits future generations receive from the invest-
ment may more than offset the added debt burden.

Generational Accounts
To address the issue of the government's direct influence on the

distribution of wealth between generations, researchers have begun
to develop "generational accounts" for the United States and other
countries. Generational accounts attempt to estimate the likely
present value of all taxes paid to all levels of government, less all
transfer payments received (from programs such as Social Security,
medicare, medicaid, and aid to families with dependent children)
from all levels of government, by each generation over its lifetime.
The accounts combine the existing debt with projections of the
course of future policy to provide an estimate of the burden project-
ed to be placed on existing and future generations by government
fiscal policy. The Budget of the United States Government for Fiscal
Year 1993 included for the first time a set of generational accounts
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for the United States. The Budget Baselines of January 1993 in-
cludes an updated and improved analysis.

To assess the long-term budgetary problem, generational ac-
counts have been used to address the following hypothetical ques-
tion: How much would the net tax rate (tax payments less trans-
fers as a percentage of lifetime earnings) need to be raised on
future generations to close the projected budgetary gap, under the
strong assumptions that today's generations share none of the in-
creased burden and existing spending programs remain un-
changed? The best estimate is that the net tax rate must be more
than doubled for future generations.

Maintaining a constant net tax rate might be considered a rough
standard of "fiscal neutrality" across the generations. This exer-
cise, which projects an increase in the fiscal burden on future gen-
erations relative to their earning power, supports the prevailing
sense that existing policies are placing a growing burden on future
generations and gives some idea of the magnitude of the effect.

The Budget Baselines of January 1993 also includes a discussion
of the way certain policy alternatives would affect the estimates.
One option is a modified version of the President's proposal to cap
mandatory spending that does not produce the large surpluses evi-
dent in Chart 6-6. By reducing the growth of transfers, this propos-
al would raise the net tax rate of existing generations, and comes
very close to restoring fiscal neutrality.

Estimates based on generational accounts are inherently subject
to a wide margin of error. The analysis depends on a great many
assumptions about future policy changes, demography, interest
rates, and growth rates, among other things. Additionally, this
newly developed approach does not yet take into account the poten-
tial effects of different policy choices on the assumed growth rate,
so-called dynamic feedback effects, which are clearly of consid-
erable importance.

In using generational accounts, care should be taken to consider
a range of alternative assumptions about key factors, rather than
relying too heavily on specific estimates. In the case discussed
above, varying the key assumptions about interest rates and
growth rates within reasonable ranges does not change the qualita-
tive conclusion that future generations will inherit a large burden
if current policies remain unchanged.

A second general guideline is that generational accounting anal-
ysis is likely to be most useful when comparing one specific policy
with another. Comparing the effect of adopting mandatory spend-
ing caps, for example, with the existing mandatory spending pro-
grams indicates how achieving the President's proposed goals
would reduce significantly the tendency to pass fiscal burdens to
future generations.
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Because generational accounts attempt to answer important
questions about the effect of fiscal policy on current and future
generations, further development of this approach, as well as wider
understanding of its strengths and weaknesses, should be very
much encouraged.

SUMMARY
• The $3 trillion debt held by the public is a financial obligation

that the government has promised to pay in the future. It is one
of many long-term obligations of the government.

• The debt and deficits are only one part of the legacy left to the
future. They neglect Federal Government assets; Federal, State
and local government assets and liabilities; and, most impor-
tantly, private assets that will be transferred to future genera-
tions.

• A sustained policy of running deficits when the economy is
performing relatively well can decrease investment in favor of
consumption, which slows capital formation and wealth accu-
mulation.

• Long-run budget projections show deficits declining relative to
GDP for about a decade, after which entitlement spending is
expected to increase much faster than revenues, threatening
resumed increases in the debt-to-GDP ratio.

• The national debt is a proxy for the Federal financial liabilities
passed to future generations, but to get a more accurate pic-
ture requires taking into account factors such as inflation, gov-
ernment assets, and other government commitments that do
not have specified funding sources.

• Generational accounts combine the existing debt with projec-
tions of current services to conclude that existing fiscal policies
tend to place a larger burden on future generations of Ameri-
cans than on existing generations.

HIGHLIGHTING THE COST OF GOVERNMENT
RETIREMENT AND INSURANCE PROGRAMS

Significant long-term commitments arise from a variety of gov-
ernment programs such as pensions through Social Security and pen-
sion guarantee programs, and insurance outlays from deposit and
disability insurance. The generational accounts and long-run fiscal
projections reflect the liabilities from these programs, but it is
useful to examine more closely those programs that will contribute
most heavily to the financial burden passed to future generations if
current policies continue.

Estimating the size of the liabilities arising from these programs
requires a forward-looking measure of program commitments. Cur-
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rently the Federal budget recognizes payments and receipts for
many of these programs only in the year they are made or arrive.
For instance, under the current budgetary system, if the govern-
ment commits itself to pay out $50 million this year and $100 mil-
lion next year for a certain program and receives $50 million in re-
ceipts for this program in both years, it reports a balanced budget
this year, simply overlooking next year's anticipated $50 million
shortfall. "Accrual accounting" provides an alternative method of
calculating liabilities that would reflect projected future shortfalls
in the current year. More precisely, the accrual account would
show a deficit equal to the amount that would have to be invested
today to yield $50 million next year (the "present value" of $50
million).

Accrual accounting procedures have the advantage that they
direct attention to fiscal problems as they are developing. For ex-
ample, in fiscal 1982 the Federal Deposit Insurance Corporation
took in $1.4 billion more in deposit insurance premiums than it
paid out in payments to depositors, and the unified deficit was $1.4
billion lower in that year as a result. However, one study finds that
the projected future losses on developing country loans alone would
have resulted in an estimated $10 billion increase in the 1982 uni-
fied deficit on an accrual basis, alerting policymakers to the grow-
ing deposit insurance liabilities in a much more timely manner.

Progress has been made toward including forward-looking esti-
mates of liabilities in the Budget. An accrual method was adopted
for Federal direct lending and credit programs under the Federal
Credit Reform Act of 1990. Provision is now made in the budget ap-
propriation process for future losses from new government loans by
taking into account the probability that borrowers will default. The
Administration also proposed budgeting for government insurance
programs on an accrual basis starting in 1993, but this reform was
not adopted by the Congress.

In recent years, the Administration also has highlighted the cur-
rent and expected future costs of Social Security and other retiree
annuity and health care programs by presenting projections of
future receipts and outlays in text tables in the Federal Budget.
These projections assume that currently mandated benefits and
earmarked receipts will continue at their present levels. The esti-
mates provide useful information about potential future imbal-
ances, but unlike Federal direct credit and loan guarantee pro-
grams, which are treated on an accrual basis, these estimates do
not affect the budget appropriations process.

THE SOCIAL SECURITY SYSTEM
The Federal Government has an implicit commitment to workers

contributing to Social Security to provide retirement and disability
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benefits and some hospitalization costs in old age. The specific ben-
efits that workers will receive depend on the Social Security rules
in effect at the time benefits are paid. Because the benefits will not
be paid until the future, they are not reflected in the current
budget or deficit.

The Social Security program has three major components: old
age and survivors insurance (OASI), which primarily finances re-
tirement benefits; disability insurance (DI), which makes payments
to disabled workers and their families; and hospital insurance (HI),
which finances inpatient hospital and other related care for those
age 65 and over and the long-term disabled. Tax payments (or "con-
tributions") and benefit payments flow through separate Social Se-
curity trust funds for each of these programs (Box 6-5).

Will Social Security Reserves Cover Baby-Boom Retirees?
Until recently, the OASI program operated under a pay-as-you-go

method. The retirement benefits of older workers were covered by
current workers, who, in their turn, expected to have their retire-
ment benefits covered by future younger workers. As the program
matured, this system allowed most retirees to receive benefits that
far exceeded the accumulated value of their contributions. Over the
past 20 years, the Social Security taxes from approximately 3.7
workers have been used to pay benefits for one OASI beneficiary.
Estimates project that by 2030, there will be only 2.3 workers for
each beneficiary.

In the early 1980s, the Federal Government recognized that pay-
as-you-go funding for OASI would require large future tax in-
creases or large benefit cuts to maintain parity between annual
contributions and annual benefit payments. As a result, the gov-
ernment modified the pay-as-you-go policy. Currently, the OASI
trust fund collects contributions in excess of current benefit pay-
ments and is expected to continue to do so for the next several dec-
ades.

The other Social Security trust funds have more immediate cash-
flow problems. Because the DI trust fund is expected to be depleted
as early as 1997, the trustees have recommended prompt legislation
to strengthen the financing of this program. Similar problems with
the HI program have led to recommendations that the Congress
take appropriate action to control health care costs through specif-
ic legislation or as part of more comprehensive health care reform.
(See Chapter 4 of this Report for a discussion of health care
reform.)

Social Security and Saving
Some researchers have suggested that the Social Security pro-

gram reduces private saving for retirement. Because American
workers know that Social Security will provide them with retire-
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Box 6-5.—Trust Funds
Many government receipts are from taxes earmarked for

specific purposes rather than for general revenues. Some of
these dedicated tax receipts are deposited into trust funds
which may build up surpluses until they are drawn down by
expenditures. For example, the Social Security payroll tax is
deposited into three trust funds: the old age survivors insur-
ance trust fund, the disability insurance trust fund, and the
hospital insurance trust fund (medicare, part A). Other pro-
grams also operate through trust funds. By law, most trust ac-
count surpluses must be invested in government securities.

The trust fund device is a source of much confusion in public
debate. Occasionally, some have mistakenly viewed the exist-
ence of reserves, or an increase in reserves, as an indication
that the program financed through the trust fund is financial-
ly solvent. Others take the surplus to mean that there are ad-
ditional resources available to fund other government spend-
ing. A positive balance, however, does not indicate that the un-
derlying program is necessarily financially solvent in the long-
run. Rather, the programs are required to maintain a positive
balance in order to ensure that dedicated revenues are suffi-
cient to meet the payments as they arise. With strict pay-as-
you-go financing, dedicated revenues and expenditure levels
are adjusted to maintain a small surplus.

For example, in the case of the Social Security trust funds,
projecting the exhaustion of reserves does not imply the end of
Social Security. Instead, it indicates that adjustments will have
to be made, including decreasing projected benefits, increasing
Social Security taxes, or using revenues from other sources.
Conversely, a current surplus does not indicate that all future
payments can be financed from reserves.

In all, there are more than 150 trust funds that held just
over $1 trillion in government bonds at the end of fiscal 1992.
When these are added to the $3 trillion of government bonds
held by the public, the result is a $4 trillion Gross Federal
Debt—a number often quoted in the press. For the reasons dis-
oussed in this chapter, however, economists and public policy
analysts appropriately focus on the debt held by the public.

ment income, their incentive to accumulate private savings may be
reduced.

Currently available private saving vehicles offer an incomplete
substitute for the type of retirement benefits Social Security pro-
vides. In particular, most forms of private saving offer incomplete

261

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



protection against inflation, while Social Security retirement bene-
fits are indexed for inflation. If the government issued bonds in-
dexed for inflation, private savings plans might be more able to
offer inflation-adjusted annuities, allowing a larger share of secure
retirement income to be provided by private sources.

GOVERNMENT INSURANCE AND CREDIT PROGRAMS

The Federal Government is the Nation's largest provider of
credit and underwriter of risk. Two-fifths of all outstanding private
and local government credit has been assisted by the Federal Gov-
ernment. In 1991, 82 percent of the credit for housing was federally
assisted. Most credit for agriculture and education is also federally
aided. Failures and defaults in these programs, which result in sub-
stantial liabilities for the government, have been occurring with in-
creasing frequency.

The government provides insurance for a wide range of activi-
ties. By far the largest insurance commitment is held by the Feder-
al Deposit Insurance Corporation (FDIC), which covers deposits up
to $100,000 at commercial banks and S&Ls. Other forms of direct
government insurance include pension fund insurance, veteran's
life insurance, crop insurance, flood insurance, political risk insur-
ance against such losses as expropriation and war damage in for-
eign countries, and aviation and maritime war risk insurance.

The beneficiaries of these programs cover some of the costs
through insurance premiums. However, if premiums are set too
low, the government transfers resources from the taxpaying public
to the insured group. The difference between the premium pay-
ments and the expected losses to the government represents a sub-
sidy to the insured group.

Federal insurance programs have lost substantial sums in the
last decade. Estimates of the total bill for the S&L cleanup range
from $110 billion to $160 billion in present value (1992 dollars). In-
demnity payments made to farmers by the Federal Crop Insurance
Corporation exceeded insurance premiums by $2.5 billion over the
period 1981-90. High future payouts are also anticipated for pro-
grams such as the Pension Benefits Guarantee Corporation (Box 6-
6).

As discussed above, the cash outlays of insurance programs do
not provide a clear and timely measure of the actual program
costs. Insurance programs commit the government to future out-
lays that are not delimited or estimated when the Congress author-
izes the insurance, and the costs are not recorded when they
accrue. Instead, the budget records them when they are paid—
months, years, or in the case of pension guarantees, even decades
later. To correct these problems, the Administration proposed shift-
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Box 6-6,—The Growing Liabilities of the Pension Benefit
Guarantee Corporation

When Pan American World Airlines entered into bankrupt-
cy proceedings in January 1991, among its debts was the
money required to fund pension benefits for its workers. Pan
Am's pension commitments exceeded the funds the company
had accumulated for benefit payments by over $900 million.
The Federal Government, which guaranteed the pensions, suf-
fered a loss estimated at between $500 million and $700 million
when the plan was terminated. Unfortunately, Pan Am's expe-
rience is representative of a growing number of companies
with underfunded pension plans that expose taxpayers to sig-
nificant losses.

The Federal Government insures many of the pensions of
the Nation's work force through the Pension Benefit Guaran-
tee Corporation (PBGC), a Federal agency established in 1974.
Private corporations are required to pay a per-participant fee
in exchange for the PBGC's guarantee on defined-benefit pen- j
sion plans-—those which promise retirees specific monthly pay- I
ments. The PBGC insures approximately $900 billion in bene-
fits for 40 million workers. The vast majority of these funds
are solvent: The 85,000 insured pension funds have over $1 tril-
lion in assets. Thus, taken as a group, these funds have a sur-
plus.

However, the PBGC, which ran a $2.3 billion deficit in 1991,
faces financial difficulty. Costs of future payments are project-
ed to be $40 billion (in present value), offset by expected premi-
ums of only $10 billion (in present value). These projections
suggest that the PBGC will be unable to fund this $30 billion
shortfall, and a future taxpayer bailout will be necessary if the
program is not modified.

The Administration proposed a number of measures to
reform the current pension insurance system, including shift-
ing the budget treatment of insurance programs to an accrual
basis. The PBGC's position in bankruptcy proceedings would be
clarified to allow it better access to a company's assets when it
defaults on pension obligations. Further, the PBGC would not
be required to guarantee future benefit increases unless a plan
is fully funded. Efforts would be made to require companies
with underfunded plans to increase funding more quickly,
without seriously affecting their operations. Without these
changes, troubled companies can continue to promise overly
generous benefits knowing that they will not be responsible for
repayment if they go out of business.
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ing the budgetary treatment of insurance and pension guarantee
programs to an accrual basis.

Accounting for these unfunded future liabilities can produce
startling results. The Office of Management and Budget estimates
that for the PBGC, what appear to be 6 years of small cash sur-
pluses starting in 1993 become 6 years of deficits totaling $18 bil-
lion when the anticipated future payments resulting from current
commitments are taken into account. For Federal deposit insur-
ance programs over the same period, on a cash basis receipts from
the sale of closed banks' assets are expected to lead to future cash
inflows, but on an accrual basis deficits appear in most years.
Taken together, the total deficit between 1993 and 1998 would be
over $78 billion larger if these two programs were budgeted for on
an accrual basis.

Measuring the Cost of Implicit Guarantees
The large and rapidly growing government-sponsored enterprises

(GSEs) facilitate the provision of various types of credit, including
home mortgages, student loans, and agricultural loans. GSEs are
privately funded businesses, chartered by the government, that
make loans or repackage and sell them. Many investors believe
that the GSEs have an implicit guarantee that the government will
back these securities in the event of a GSE bankruptcy (see Chap-
ter 5 for a discussion of the housing GSEs). Although the govern-
ment has no legally binding obligation to make such payments, in
the one instance of a GSE insolvency, in 1987, the government
stepped in to protect investors by authorizing $4 billion for the
ailing Farm Credit System.

Currently the budget does not formally account for potential li-
abilities arising from the GSEs. This asymmetry in the treatment
of GSEs and other government credit programs has been justified
by the "private" nature of these enterprises and the fact that cur-
rently these enterprises are quite profitable. The high probability
of government intervention in the event that circumstances change
and a default occurs, however, suggests that neglecting to account
for these potentially large obligations could be a costly mistake.

SUMMARY

• Significant long-term commitments are being passed to future
generations through a number of government programs. The
Federal budget does not report the cost of the commitments en-
tailed in many of these programs until the year payments are
actually made.

• The Social Security disability insurance and hospital insurance
trust funds are not sufficient to maintain benefit payments at
currently legislated levels without reforms to these programs.
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The DI trust fund is projected to be depleted by 1997 and the
HI trust fund by 2002 if reforms are not implemented.

• Accrual accounting for government insurance programs incor-
porates the anticipated future costs of commitments made
today, providing a long-term view of the true financial implica-
tions of these programs.

STRENGTHENING THE FRAMEWORK FOR
GROWTH

Current and future generations of Americans have the capacity
to achieve great prosperity, but serious attention must be paid to
the Nation's institutions in order to ensure this result. Although
the real productive capacity of the economy has grown substantial-
ly since the end of World War II, productivity growth has slowed
significantly in the past two decades. This has raised concerns that
the rates of saving and investment are not sufficient to maintain
the historic high rate of growth in living standards. The Nation's
work force is highly educated, but many people now fear that
America's schools are not providing children with the skills they
need to compete in the future. The Nation possesses unmatched
technological strength, but recent declines in the rate of private
R&D investment could reverse this historic advantage. Our Nation
is the leader in demonstrating the strengths of a market economy,
but unnecessarily costly and inflexible regulatory and legal sys-
tems and an overly complex and inefficient tax system have re-
duced the benefits that the market system could provide. The gov-
ernment's fiscal policies, unless brought under control, will reduce
the inheritance that future generations will receive.

While the government is not the most important factor in eco-
nomic growth, it can affect growth positively by providing an envi-
ronment conducive to market enterprise. Conversely, it can inhibit
growth through burdensome tax and regulatory policies. Efficient,
well-functioning markets are essential in order to channel labor,
capital, and entrepreneurial effort into their most productive uses.

The Administration's economic policy has aimed at promoting
growth through broad-based policies designed to improve the func-
tioning of the market system. The Administration has strongly op-
posed policies designed to subsidize select industries on the grounds
that such policies substitute government intervention for the free-
market incentives that motivate private businesses to earn profits,
workers to seek rewarding employment, and consumers to choose
the most desirable and cost-effective products. The energy of the
private sector is misdirected when businesses find it easier and
more profitable to appeal to the government for special assistance
than to improve their performance in the marketplace.
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GOVERNMENTAL POLICIES TO PROMOTE GROWTH
Government activities that facilitate well-functioning markets

range from maintaining a sound monetary system to providing a
legal system that supports contracts and private property. These
activities are addressed elsewhere in this and previous Reports. The
ability of government to undertake these activities in a capable
manner is critical to promoting growth rather than hindering it.
As discussed in Chapter 5, the regulatory system can play an im-
portant role in promoting or interfering with the efficient alloca-
tion of resources. An open world trading and investment system is
also vital to economic growth. The policies of this Administration
have been designed to promote the efficient worldwide allocation of
resources, as discussed in Chapter 7.

Policies designed to enhance the skills and productivity of the
labor force are critical to ensuring that the rising living standards
made possible by economic growth are spread throughout the econ-
omy. The Administration has supported increased funding for
Head Start, a program aimed at developing skills required for
learning at an early age; promoting school choice for elementary
and secondary education; better access to higher education; and im-
proved job training for labor market entrants and displaced work-
ers.

Crime, drugs, joblessness, and welfare dependency are sapping
the strength of America's inner cities. Stemming and reversing
these conditions will directly add to America's productive capacity
and allow our citizens to share in its benefits. The Administration
has actively supported enterprise zone legislation that would offer
a variety of tax incentives to stimulate job creation in distressed
communities and has supported other reforms to reduce the nega-
tive effects of the welfare system on the incentive to work and to
save, as well as home ownership opportunities for public housing
tenants (these reforms are discussed in Chapter 4 of the 1992
Report).

One vital test of a well-functioning market system is its ability to
encourage and sustain new and innovative firms. The United
States has a tremendous number of successful startup firms. The
government must ensure that regulations do not inhibit these de-
veloping new businesses, and that the tax system encourages entre-
preneurship, saving, and investment. The President's Regulatory
Reform Initiative was undertaken to guard against regulations that
create more burdens than benefits, particularly for small business-
es.

The Federal Government also promotes technological advance-
ment by funding R&D. Additional support for R&D investment is
provided through the Tax Code. Historically, investment in R&D
has resulted in very high rates of return. Private industry, howev-
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er, is unable to capture the full benefit of some types of R&D ac-
tivities because the knowledge gained is quickly disseminated. Con-
sequently, these activities frequently confer significant benefits to
the public at large. In these cases, provided the expected benefits of
the activities exceed their costs, government support can contribute
to economic growth.

Sound policies to protect the environment and manage natural
resources can also strengthen the framework for growth, provided
their benefits exceed their costs. Careful cost-benefit analysis
should be the basis for determining whether an environmental
policy will add or subtract to economic growth and future well-
being.

TAX STRUCTURE TO PROMOTE GROWTH
A nation's tax system comprises a set of rules that can have im-

portant implications for saving, investment, labor supply, occupa-
tional choice, innovation, and entrepreneurial endeavors. Eliminat-
ing or improving tax rules that impede these essential activities in-
creases the well-being of current and future generations.
Impediments to Growth

The U.S. income tax system has been modified significantly over
the past decade, but still contains a number of obstacles that
impede economic growth. The current tax system shares one weak-
ness of all income tax systems: it taxes the return to saving—inter-
est, dividends, and capital gains. As a result, people who save pay a
tax penalty for saving rather than consuming. For example, a
worker who saves regularly pays the same tax on wage, salary, and
professional income as an individual paid the same amount who
spends everything he earns. In the future, however, the worker
who saves must also pay tax on the interest earned on the savings
and in the end pays more taxes than the nonsaver, even though
both have the same initial earnings. If this double tax on saving
reduces savings levels, as most believe it does, then the capital
stock grows more slowly. In turn, this acts as a drag on the growth
of output and real wages.

Corporate income distributed to shareholders in the form of divi-
dends is also taxed twice, once under the corporate tax and a
second time under the personal income tax, while income in the
noncorporate sector is taxed only once. This double taxation of cor-
porate income is likely to reduce investment by corporations. The
corporate tax also creates financing distortions because corporate
debt and equity are treated differently. This disparity affects corpo-
rate decisions to raise additional funds through new share issues,
retained earnings, or issuance of new debt. Corporate income paid
as interest to bondholders is taxable only to the bondholder. Be-
cause debt is not burdened with the double tax on corporate
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income, firms may be encouraged to issue excessive debt that can
increase their vulnerability to economic downturns and adversely
affect investment decisions.

Because of the economic costs of the corporate tax, some have
suggested integrating it with the individual income tax. In Decem-
ber 1992 the Department of the Treasury proposed a sweeping
reform of the tax system {Restructuring the U.S. Tax System for the
21st Century: An Option for Fundamental Reform) which, among
other reforms, eliminates the double taxation of corporate income.
Under the Treasury proposal, corporate income distributed as divi-
dends would not be subject to tax at the shareholder level. Share-
holders would also be able to reduce their capital gains tax liability
by treating retained earnings as additions to the amount they origi-
nally paid for their shares.

The present income tax also misallocates capital across the econ-
omy, because income earned by different assets is taxed at different
rates. This misallocation results in less output from the capital
stock than could otherwise be produced. In principle, this misallo-
cation could be eliminated by providing depreciation deductions
that reflect the expected decline in the value of business assets. In
practice, however, it is quite difficult to measure the rate at which
assets depreciate, and in order to prevent excessive complexity, the
Tax Code must provide general rules for depreciation that may not
adequately distinguish between different types of assets. As a
result, the annual deduction provided under the income tax for the
cost of a van used by a delivery service is the same if it is driven 1
mile or 100,000 miles. The formula for calculating the van's depre-
ciation deduction is the same for a computer (whether laptop or
mainframe) even though the rates at which these assets lose eco-
nomic value can be very different. While it may be nearly impossi-
ble to provide a formula in the Tax Code that correctly accounts
for the depreciation of an asset, the inability to account properly
for depreciation means that the tax system favors investments in
some assets and discourages investment in others. Because inves-
tors ultimately seek the investments with the highest after-tax
yields, relatively greater investment occurs in assets favored under
the Tax Code and too little investment occurs in disfavored invest-
ments.

CONSUMPTION TAXES

In recent years, consumption taxes have been discussed as a par-
tial or total replacement for the income tax. The recent Treasury
proposal, for example, would partially replace the current income
tax with a type of consumption tax. Consumption taxes can take
various forms. Under some, tax liability is tied directly to a per-
son's level of consumption. Under others, tax liability may be as-
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sessed only on wage, salary, and business income. Despite differ-
ences in form, these taxes share one common principle: either they
tax income only when it is consumed, so that the tax on income
saved is deferred, or they impose no tax on the return to saving.
Proponents argue that consumption taxes distribute the tax burden
more fairly than income taxes, that they permit vast simplification
of tax rules, and that, partly as a result of this simplification, they
would lead to a much more efficient allocation of the Nation's re-
sources.

Personal Consumption Taxes
Income taxes in the United States are generally thought to be

progressive, while consumption taxes commonly employed, such as
State sales taxes and the value-added taxes used by many foreign
countries, may not be. However, consumption taxes can be designed
to achieve any desired level of progressivity.

The individual income tax is progressive because it ties the tax
rate to income: The more a person earns, the higher the tax rate.
In the same way, a consumption tax is progressive if it is based, at
least in part, on total household consumption. A consumption tax
of this form is frequently called a personal consumption tax.

One type of personal consumption tax, the consumed income tax,
permits taxpayers to deduct net saving from taxable income. In its
pure form, this tax would extend the present income tax treatment
of pension saving and deductible individual retirement accounts
(IRAs) to all forms of saving, with no restrictions on the amount
that can be saved and no requirement that the money be used only
for retirement. Since the difference between income and saving is
consumption, this method effectively taxes households on total
annual consumption. The pure form of the consumed income tax
would not tax businesses (including corporations) directly, although
employers would typically be required to withhold taxes in the
same way as they do now.

Unlike sales and value-added taxes that tax consumption propor-
tionately, the consumed income tax can tax high levels of consump-
tion at higher rates, achieving any desired level of progres-
sivity. The double tax on saving under the income tax is eliminat-
ed, because income saved is taxed only once—in the year it is con-
sumed. A consumed income tax in its pure form would treat bor-
rowed funds in the same way it would a withdrawal from an IRA
and subject the amount to tax. Subsequent repayment of interest
and principal would be considered saving and would therefore be
deductible. Some versions of consumed income taxes allow the tax-
payer to exclude from the tax calculation both the initial borrow-
ing and subsequent repayment.

An alternative method of addressing progressivity through a con-
sumption tax is a two-tiered cash-flow tax that levies taxes at both
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the individual and the business level. At the individual level, only
wages and other compensation are taxed according to a progressive
rate schedule. At the business level, both corporate and noncorpor-
ate enterprises are taxed at a flat rate on their gross receipts after
deducting costs such as materials, capital goods, and labor. Borrow-
ing, lending, and interest paid and received are entirely omitted
from the tax calculation at both the business and individual level—
a major simplification. By not subjecting business income to a
second tax at the individual level, the double taxation of corporate
income under the current tax system is eliminated; the business
level tax is in place of a direct tax on the owners.

Improved Economic Efficiency Under Consumption Taxes
Advocates of consumption taxes believe that they result in a

more efficient allocation of resources than income taxes. With con-
sumption taxes, the government essentially becomes a silent part-
ner in every business, sharing in the costs of the business in the
same proportion to which it shares in the earnings. Thus, consump-
tion taxes do not distort relative incentives among alternative in-
vestment projects. The market can ensure that investments with
the highest expected pretax returns are undertaken, the same as
would occur in the absence of taxes.

In contrast, under an income tax, the government shares in the
returns of investment projects, but not in the costs of the funds in-
vested. As a result, the income tax creates a bias against invest-
ment, favoring current consumption over future consumption.

In addition to the distortion an income tax creates in favor of
consumption at the expense of investment, any income tax that is
reasonable to administer also is likely to affect the allocation of in-
vestment across diverse assets. This occurs when the income tax
fails to provide depreciation deductions that accurately correspond
to the actual decline in the value of assets. Investment patterns are
distorted as investors seek out projects that receive relatively fa-
vorable tax treatment and avoid those receiving less favorable
treatment. Projects may be attractive only because of the favorable
depreciation deductions offered. Other projects that offer higher
pretax but lower after-tax returns may be passed over. Because the
pretax return measures a project's entire yield, including both the
return the investor keeps after taxes are paid and the tax revenues
the government collects, projects with the highest pretax returns
offer the greatest benefit to the economy as a whole. Allowing in-
vestment to move to its most productive use generates the maximum
economic output. A consumption tax can help allocate investment
more efficiently across different activities. A consumption tax also
treats debt and equity equally, avoiding the distortions the income
tax creates in the choice of the source of financing.
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Both forms of consumption taxes provide capital gains income
with more favorable treatment than it receives under the current
income tax. Under the consumed income tax, income earned on
savings is taxed only when it is actually used for consumption, per-
mitting the tax-free rollover of reinvested capital gains. The two-
tiered cash-flow tax does not tax capital gains at all at the personal
level; at the business level, the government shares in all earnings
of the business to the same degree that it shares in the costs of the
business.

The income tax affects saving behavior in two ways: It reduces
the reward to saving (a substitution effect), which can be thought
of as reducing the incentive to save; the tax also reduces lifetime
income, and this loss in income can also affect saving (an income
effect).

In many cases, however, consumption taxes result in higher rates
of saving than an income tax. A consumption tax that generates
the same revenue as an income tax can have a similar income
effect to that of the income tax, but without the saving-reducing
substitution effect. It is possible, in theory, for this positive saving
response not to occur if labor supply declines under the consump-
tion tax and by enough to offset the substitution effect. Although
some people incorrectly believe that the labor supply must fall
under a consumption tax, there is no reason to expect such an
effect. While the tax rate on income consumed presently may have
to be higher than it is under the income tax, those choosing be-
tween working more and working less face two tradeoffs: the
amount of present consumption affordable by working more and
the amount of future consumption affordable by working more. The
first tradeoff is likely to be worsened under a consumption tax, but
the second tradeoff is improved. The net effect on labor incentives
is ambiguous.

The efficiency effects of consumption taxation can be summa-
rized as promoting the efficient allocation of assets in production
and reducing the distortion in favor of present consumption rela-
tive to future consumption, while its effects on work incentives are
ambiguous. Under a range of parameters, researchers find that a
consumption tax generates net efficiency gains compared with the
present tax system. The advantages of a consumption tax could, of
course, be weakened in practice, depending on the extent to which
it was complicated by special exemptions and deductions added
through the political process.

Improved Fairness and Simplicity
Fairness is inherently difficult to define, but a personal consump-

tion tax can be considered fairer than the income tax for several
reasons. First, it does not treat people differently on the basis of
when they choose to consume the income they earn. In addition,
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consumption may be a better measure of people's living standards
than current income. When making decisions on major purchases,
families may try to estimate their likely earnings and expenses at
least several years in advance. As a result, consumption reflects, in
part, expected income over an extended period. Consumption may
thus provide a more accurate measure of the family's "permanent
income" than annual income, which often fluctuates from year to
year, depending on personal circumstances. Others believe con-
sumption taxes are fairer because they base tax liability on what
people take out of the economy rather than on what they produce.
To the extent that it is desirable to have those who consume more
pay higher rates of tax, consumption taxes can be made progres-
sive.

Finally, the consumption taxes outlined here could potentially be
much simpler than the current income tax. Tax filing under the
two-tiered cash-flow tax could be particularly easy for individuals.
Tax liability could be determined by subtracting personal exemp-
tions and a standard deduction from compensation and applying
the rate structure. Business returns too could be very simple under
this form of taxation. Multiyear accounts for depreciation would be
eliminated, since all investments are deducted the year they are
made. Because tax considerations would be removed from the in-
vestment process, business investments could be evaluated more
simply.

The abundance of exclusions, adjustments, deductions, and cred-
its under the current income tax creates complexity, increases pa-
perwork, and interferes with economic decisions. One estimate sug-
gests that Americans spend $75 billion annually in direct costs and
lost time associated with complying with the U.S. tax system. Re-
ducing the needless complexity of the current tax system can only
help the economy.

IMPROVING THE INCOME TAX
Although replacing the income tax with some form of consump-

tion tax has received much support, the current tax system can be
reformed to eliminate or reduce aspects that inhibit growth.
Among these modifications are cutting the tax rate on saving and
entrepreneurship, in particular by reducing capital gains taxes, de-
preciation reform, and eliminating the double taxation of corporate
earnings by integrating the corporate and individual income tax
systems. The 1992 Treasury proposal for fundamental reform of the
tax system embraces a number of changes to reduce the tax rate on
saving.
Removing the Tax Penalty on Saving

Reducing the tax rate on saving would make the income tax
more like a consumption tax. As discussed above, many forms of
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retirement saving already receive the kind of treatment accorded
to all saving under a consumption tax. Reducing capital gains tax
rates would also increase the return to saving and encourage entre-
preneurial activity. Much of the return from the startup of new
ventures lies in the increasing value of a business, which is taxed
as capital gain. Furthermore, because capital gains are taxed only
when an asset is sold, high capital gains tax rates discourage such
sales. Investors are locked into current investments, including en-
trepreneurs who might be willing to sell previously successful
startup enterprises to fund new ventures. As a result, the capital
gains tax is likely to raise little revenue relative to the costs it im-
poses on the economy. Further, capital gains are overstated due to
inflation. Modification of the income tax system to provide for the
indexation of capital gains income for inflation would be a worth-
while reform in itself (Box 6-7). Adjusting debt for inflation might
also reduce incentives for excessive debt financing.

Reducing Biases in Business Taxation
In a vibrant economy, business activity takes many forms. It is

conducted by corporations, partnerships, and people working on
their own. But however business is conducted, all business income is
ultimately earned by people and all taxes are ultimately paid by
people, whether in their role as workers, consumers, or investors.

The tax system should not hinder the diversity of business activi-
ty. In many cases, individuals and small businesses are best suited
to foster entrepreneurial innovation—for example, small firms now
comprise more than 90 percent of high-technology businesses. In
other cases, large corporations may be the most efficient means of
conducting business.

The U.S. tax system can influence business activity in many
ways. Small businesses may face enormous difficulty in complying
with complex tax rules, such as those governing pension benefits.
The cost of complying with tax rules is in many cases a fixed cost
that exacts a higher share of revenues from small businesses than
from large businesses. The asymmetric treatment of profitable and
unprofitable firms under the Tax Code, which limits the ability of
firms with operating losses to receive tax refunds or carry these
losses forward with interest, may deter investment and, in particu-
lar, limit entrepreneurial activity and new business formation,
since new businesses often incur losses in their initial startup
phase.

Integrating the corporate and individual income tax systems
could eliminate many of these distortions. Other reforms of busi-
ness taxation that could be implemented immediately include pro-
viding depreciation deductions at replacement cost to reflect the
effect of inflation and repealing the alternative minimum tax (Box
6-8).
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Box 6-7.—-Inflation and Capital Gains
The fact that capital gains are overstated due to inflation is

one reason that they were taxed at a lower rate than other
income prior to the 1986 Tax Reform Act. The effect of infla-
tion can also be accounted for directly by indexing for inflation
the purchase price of an asset that is used to calculate capital
gains. Currently inflation adjustments are provided elsewhere
in the Tax Code—for instance, personal exemptions, standard
deductions, and tax brackets are ail indexed for inflation. j

The overstatement of income earned from capital gains that |
results from inflation can be explained through the following |
example. Consider an investor who bought a share of stock for |
$100 in 1980 and who sold the stock for $175 in 1992. Under !
current law, the investor is taxed on a nominal capital gain of i
$75, the difference between the sale price and the purchase j
price. An investor in the 28-percent tax bracket would pay $21
in taxes on this gain.

Because of inflation since 1980, it would take roughly $170 in
1992 to purchase the same quantity of consumer goods that
$100 bought in 1980. As a result, the additional purchasing
power the investor has earned from this investment is only $5,
the difference between the sale price and the inflation-adjusted
purchase price of the stock.

Under current law, the investor in the 28-percent tax brack-
et pays $21 in taxes on a $5 real capital gain, an effective tax
rate of over 400 percent. If only real capital gains were taxed,
the investor would pay $1.40 in taxes on the $5 of real capital
gain earned on this investment.

Investment tax credits (ITCsj for equipment have traditionally
been used to stimulate the economy and reduce the cost of capital.
By reducing the after-tax cost of equipment, the ITC, like acceler-
ated depreciation allowances, can be an important incentive for
businesses to increase investment, While not a necessary outcome,
traditionally the incentives the ITC has provided were uneven, di-
minishing its effectiveness in promoting investment in those sec-
tors of the economy where investment returns may be greatest. For
example, all new equipment but only certain special types of struc-
tures have traditionally qualified for the ITC, and short-lived
equipment has been favored relative to long-lived equipment. This
disparity in the stimulus for different types of investment has re-
sulted in an inefficient allocation of investment. While reducing
the cost of acquiring investment goods is highly desirable for eco-
nomic growth, tax incentives should be designed to be unbiased so
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Box 6-8.—The Corporate Alternative Minimum Tax

The 1986 Tax Reform Act implemented a more extensive
minimum tax on corporations. The alternative minimum tax
was developed in response to findings that showed a number of
large corporations had paid little or no tax during certain peri-
ods of the early 1980s. The minimum tax makes it more likely
that corporations that otherwise would have low income tax li-
abilities relative to their "book profits" will pay increased
amounts of tax. Although some believe that the minimum tax
improves fairness, there are two basic reasons why they do not.

First, low tax liability is not an indication of high after-tax
rates of profit. The 1-year accounting period on which the tax
system is based may penalize firms with low income tax liabil-
ities due to temporarily large investment or research outlays
relative to their book profits.

Second, corporate taxes are ultimately paid by people.
Higher corporate tax payments under the alternative mini-
mum tax are not directly related to any measure of a person's
ability to pay the tax. For example, many low- and middle-
income families own corporate stock indirectly through pen-
sion funds and thus also share in the burden of corporate taxes.

The recession of 1990-91 demonstrates another adverse fea-
ture of the minimum tax. The structure of the alternative min-
imum tax suggests that minimum tax payments increase
during recessions, an undesirable feature of any tax system.
Recent data indicate that among the largest firms, approxi-
mately one-third more firms paid minimum tax in 1990 than
in 1989. Minimum tax revenues in 1990 from corporations were
$4.6 billion more than in 1989, rising to $8.1 billion. Increased
tax collections during recessions reduce the spending power of
the private sector and can deepen and prolong recessions.
While the rise in the minimum tax paid in 1990 is only about 5
percent of total corporate tax revenues, the procyclical feature
of this tax reduces the ' 'automatic stabilizer" property of the |
income tax. I

as not to alter the relative profitability of investments in different
sectors of the economy. Capital cost recovery and investment cred-
its can be designed to achieve the desired investment stimulus
without distorting the allocation of investment across sectors as
has been the case historically.
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SUMMARY
• The government should direct its tax, regulatory, and spending

policies toward providing an environment conducive to market
enterprise.

• Consumption taxes are likely to increase the amount of saving
and the amount and efficiency of investment relative to the
current income tax.

• Consumption taxes can be designed to achieve any level of pro-
gressivity. Consumption taxes are likely to be fairer and sim-
pler than income taxes.

• Individuals ultimately bear the burden of corporate taxes. Inte-
grating the individual and corporate income tax systems can
do away with wasteful distortions of investment, organization-
al, and financial decisions.

CONCLUSION

It would be difficult to overstate the importance of economic
growth to future standards of living. Small increases in the growth
rate of the economy compound over many years into dramatic dif-
ferences in the standard of living. Economic growth, broadly de-
fined, includes the many factors affecting living standards, such as
the amount and quality of leisure time, as well as income,

Economic growth cannot be taken for granted. It results from the
interaction of labor, capital, and technology within the institutions
of the economic system. It requires the effort of the labor force, the
willingness of entrepreneurs to take calculated risks on promising
endeavors, the imagination of scientists and engineers to develop
new products, and the managerial talent to bring them to market.

The market system has a tremendous capacity to organize the
productive resources of an economy in a way that will satisfy the
needs and desires of the Nation's people, permitting them to gener-
ate the rising living standards that are manifested as economic
growth.

Government participation in the market can either contribute to
or detract from economic growth. In certain cases when markets do
not work well, the government may be able to intervene to improve
the allocation of resources. Whenever possible, government inter-
vention should attempt a targeted correction of the market mecha-
nism, allowing people and firms the greatest possible latitude to
generate economic growth.

The government undertakes many activities that affect economic
growth indirectly. It maintains the legal system that guarantees
private property rights and supports the economic system. It pro-
vides a social safety net for its citizens. The taxes it uses to raise
revenue can encourage or discourage saving, investment, and cap-
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ital formation relative to consumption. Its investment in produc-
tive infrastructure provides public goods that can enhance market
activity for all. It can promote growth by funding research and de-
velopment when the nature of the research will not permit private
firms to appropriate the full returns and when the benefits of the
research exceed the costs. To the extent that these policies are car-
ried out properly or improperly, the government affects the living
standards of present and future generations.

Much of the discussion about the government's impact on future
generations tends to be limited to the impact of the Federal Gov-
ernment's deficit and the consequent debt. Both the deficit and the
debt are incomplete and imperfect measures of the legacy future
generations will inherit. They are incomplete because they neglect
the many assets, public and private, future generations of Ameri-
cans will receive. They are imperfect because they often do not ac-
curately measure the financial liabilities of the Federal Govern-
ment.

While the existing debt and projected budget deficits are incom-
plete and imperfect measures, they serve as proxies for these liabil-
ities. Considering the debt and deficits together with the many
broad concerns discussed in this chapter suggests that, on balance,
government policy has changed in recent decades to a position that
is less favorable to future generations. Moving to redress that im-
balance should be an important national priority in coming years.

Consistent with the concern for future generations, however, this
should be done with mechanisms that encourage rather than dis-
courage economic growth. Indeed, it is possible to reduce the deficit
substantially and immediately in ways that will cause much more
harm than good for the country. In contrast, the Administration
has advocated controlling the growth of mandatory spending to
reduce budget deficits and removing tax obstacles to entrepreneur-
ship, saving, and investment, and hence economic growth. The Ad-
ministration worked to guarantee the benefits of an open trading
system to all Americans. In the past year, the Administration's
regulatory reforms made an important start in rationalizing the
regulatory system. The Administration proposed fundamental re-
forms for our elementary and secondary education systems that
would harness the power of parents choosing schools to encourage
schools to improve their performance through competition. Pro-
posed reforms of the legal system would accelerate the resolution
of disputes and discourage wasteful litigation. These policies, and
others like them, are needed to ensure that future generations will
continue to enjoy an improved standard of living.
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