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CHAPTER 1

Perspectives on the Economy and
Economic Policy

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

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

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

THE DECLINISTS MEET THE FACTS

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

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

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

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

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

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

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

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

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

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

THE REVISIONISTS MEET THE FACTS

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

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

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

With relatively low unemployment and inflation, rising produc-
tivity growth, and generally improving economic performance,
America in the 1960s turned its attention to a variety of other con-
cerns, including a noble, if controversial, attempt to improve the
condition of the disadvantaged in society through substantial in-

23

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



Digitized for FRASER

creases in social welfare spending. In the last half of the 1960s and
the first half of the 1970s the introduction of medicare and the vast
expansion of Social Security benefits unrelated to need put in place
a variety of forces that caused problems during this period, set in
train serious problems for future government budgets, and created
enormous controversy about the most appropriate way for the gov-
ernment to assist those in need.

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

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

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

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

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

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

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

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

THE ECONOMY’S PERFORMANCE AFTER 1980

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

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

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

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

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

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

THE REAL ECONOMIC PROBLEMS

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

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

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

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

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

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

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

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

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

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

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

AGENDA FOR REFORM

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

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

FISCAL REFORM

* Removing Tax Penalties on Saving, Investment, and Entrepre-

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

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

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

TRADE LIBERALIZATION
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¢ NAFTA. The North American Free Trade Agreement

(NAFTA) offers the opportunity to create a more prosperous
and stable Western Hemisphere. It should be adopted by the
respective legislatures as rapidly as possible. It will be phased
in over many years, so the fear of economic dislocation is
greatly exaggerated.
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¢ Completing the Uruguay Round. To bring the Uruguay Round

of GATT to a successful conclusion remains essential to ad-
vancing U.S. and global economic prosperity. (Each of these is
discussed in more detail in Chapter 7.)

REGULATORY REFORM

» Utilizing Market Incentives. Wherever possible, command-and-

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

* Reform Risk Assessment and Management. There needs to be a

fundamental reexamination and reform of the Federal Govern-
ment’s risk assessment and risk management systems. Current
procedures result in biased estimates of risk and in uneven
standards of risk minimization, with unrealistically strict re-
quirements in some areas and missed opportunities for major
reductions in risk in others.

EDUCATION REFORM

* School Choice. Low- and middle-income families should be

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

¢ National Educational Standards. Families and educators need

objective, widely accepted standards that define children’s skill
levels in key areas. Without such standards in place, it is im-
possible to evaluate the quality of schools or assess children’s
academic performance.

HEALTH CARE REFORM

e Improving Access to Health Care. Reforms are needed to pro-

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

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

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

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

EMPOWERING THE DISADVANTAGED

o Enterprise Zones. To improve the employment opportunities of
the disadvantaged in distressed urban and rural communities,
enterprise zones should be created. Businesses locating within
the enterprise zone would be eligible for a tax incentive to en-
courage employment of low-income residents.

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

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

CONCLUSION

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

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

America’s economic success sends an important message that
free political institutions, free markets, and economic progress are
linked. Responding to economic challenges to enhance the Nation’s
long-term economic growth in an open world trading system is the
single most important thing Americans can do to ensure the pros-
perity of future generations and influence decisively the evolution
of many of the world’s economic and political systems toward
democratic capitalism.
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CHAPTER 2

Recent Developments and the
Economic Outlook

OVER THE LAST SEVERAL years, the U.S. economy has been
struggling through a period of consolidation and transition. In addi-
tion to the oil price shock in the second half of 1990, various struc-
tural relationships and imbalances contributed to the recession and
the sluggish economic performance including defense downsizing; a
boom-bust cycle in commercial real estate aggravated by wide
swings in the tax laws and bank regulation; credit market con-
straints resulting from the balance sheet, capital, and regulatory
difficulties that financial institutions faced; and a buildup in corpo-
rate debt relative to profits and household debt relative to income.
The working off of these imbalances added to the economy’s cycli-
cal difficulties. Changing demographic trends that have slowed the
underlying rate of household formation and the more recent trend
toward corporate downsizing also have played a role in slowing the
economy. The sluggish economic performance has not been con-
fined to the United States: In recent years, Australia, Canada, and
the United Kingdom have been in recession, and Japan and Ger-
many entered recession during 1992. Other European countries are
verging on recession. Although some countries are adopting policies
to help stimulate their economies, the general slowdown in the
international economy will act as a drag on U.S. exports and
growth for some time.

As the Nation’s economic difficulties are resolved—as the drag
associated with corporate and household indebtedness is reduced;
banks improve their capital position, become less cautious about
lending, and face a more-balanced regulatory environment; the ad-
justment to defense cuts progresses; and the supply of developed
real estate is brought into balance with demand-—conditions for a
stronger, sustained expansion are being laid. Other developments
that promise to enhance the prospects for a sustained expansion in-
clude low and stable inflation, low interest rates, and rising produc-
tivity. Interest rates and core inflation—consumer price inflation
excluding the volatile food and energy components—are at their
lowest levels in a generation.

In the late 1970s, inflation climbed to disturbing double-digit
levels, exceeding 13 percent during 1979 and 12 percent during
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1980. Inflation imposed a heavy burden on the economy, complicat-
ing saving and investment decisions and adding to the economic
uncertainties that many Americans faced. Additionally, because
tax brackets were not indexed for inflation at that time, increases
in nominal income that barely kept pace with inflation automati-
cally pushed taxpayers into higher tax brackets. The severe reces-
sion that followed in the early 1980s, the country’s worst economic
performance since World War 11, was largely a direct consequence
of the disinflation policies—in particular tight monetary policy—
that successfully reduced inflation from the double-digit levels of
1979-80 to less than 4 percent in 1982. Inflation remained in the 4-
to 5-percent range for the rest of the decade. While the recession of
the early 1980s was deep, the loss of output was not nearly as
severe as many economists had predicted it would have to be in
order to achieve such a sharp reduction in inflation.

The lower rate of inflation was a significant improvement, and
the economy grew strongly, producing over 21 million new jobs be-
tween 1982 and 1990. But concern mounted that progress toward
lower inflation had stalled. It seemed that a rate of 4 to 5 percent
might be a new floor below which inflation would be unlikely to
fall. In the early 1970s, such rates of inflation had been considered
unacceptably high; in response to such rates, the Nixon Adminis-
tration imposed wage and price controls to bring inflation down, in
what proved to be an unsuccessful effort with costly side effects. In
the late 1980s, as the economy continued to expand and the unem-
ployment rate fell to its lowest level in 15 years, incipient inflation-
ary pressures raised fears of a resurgence in inflation. This raised
the possibility of another round of rapidly accelerating inflation—
and the costly efforts required to fight it—much like the severe
events of the late 1970s.

The Federal Reserve was determined to avoid the mistakes of the
past and to act before a new inflationary spiral developed. In order
to prevent a substantial increase in inflation and to resume the
progress toward lower inflation that had begun early in the decade,
the Federal Reserve pursued a strategy that tightened monetary
policy gradually in an attempt to contain the growth of nominal
output and reduce inflation without causing an actual decline in
real output. This has sometimes been called a “soft-landing’”’ strate-
gy. Short-term interest rates rose from about 7 percent in early
1988 to about 10 percent in early 1989. By acting in a timely
manner with forward-looking monetary policies, the Federal Re-
serve improved the prospects for a reduction in inflation without a
costly economic downturn.

As growth slowed in 1989 and early 1990, the Federal Reserve
began gradually lowering interest rates as evidence of poor eco-
nomic performance and lower inflationary pressures accumulated.
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Interest rates fell gradually from the spring of 1989 until the begin-
ning of 1990. In the last quarter of 1990, after it was evident that
the economy had indeed entered a recession, the Federal Reserve
became more aggressive in lowering interest rates, which contin-
ued to fall through 1991 and much of 1992. During this period, the
reserves of banks and other depository institutions grew substan-
tially. However, the broader money supply measures grew at sur-
prisingly low rates and appeared largely unresponsive to increases
in bank reserves and reductions in short-term interest rates (Chap-
ter 3). Moreover, the economy did not respond to the decline in in-
terest rates as rapidly or as strongly as the Federal Reserve and
many private observers had anticipated.

The soft-landing strategy involved inevitable risks because it
slowed aggregate demand growth and made the economy more vul-
nerable to potential adverse developments. This strategy might
have worked if large shocks and other unforeseen factors depress-
ing economic activity had not emerged or if the drag they exerted
on the economy had been readily observable and easily offset by
changes in policy. However, policies are always conducted in an un-
certain environment, and it takes time to recognize problems and
implement policies—and for those policies to take effect.

At the time the various problems facing the economy began to
emerge, it was difficult to determine their severity or the kind of
stimulus that would be required to offset them without reversing
progress toward lower inflation. With the benefit of hindsight, a
more rapid reduction in interest rates might have reduced the
downward pressures on output and contributed to a healthier re-
covery without reviving inflationary pressures—although the
progress in reducing inflation could have been slowed. In any
event, too much reliance was placed on monetary policy, and the
economy would have benefited from fiscal stimulus (primarily tax
incentives), regulatory relief, and policies oriented toward trade ex-
pansion.

If the soft-landing strategy failed to avert a recession as a result
of unexpected events, the strategy was highly successful in reestab-
lishing progress toward lower inflation. The rate of core inflation
declined from 5.2 percent during 1990 to about 3.5 percent during
1992. Following the decline of inflation from the double-digit levels
of the late 1970s to the 4- to 5-percent range in the mid- to late-
1980s, the more recent decline represents the second round of a
long-term disinflation effort started over a decade ago. The current
low and stable inflation rate means that households will be able to
save with reduced concern that inflation will erode the purchasing
power of their nominal assets, while businesses will be able to
commit themselves to long-term projects with less uncertainty that
inflation might render their investments unprofitable. As a result
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of reduced inflationary pressures and the credibility the Federal
Reserve has gained from its inflation fight, the economy may be
spared the need for the policy reversals—so prevalent from the late
1960s through the early 1980s—that resulted in the upward rat-
cheting of inflation and wide swings in output and employment.

During the recent period of disinflation, the U.S. economy has
gone through several fairly distinct phases: a period of slow growth
starting in early 1989 and continuing through the first half of 1990;
a recession for the next three quarters, with real gross domestic
product (GDP) falling a total of 2.2 percent; and three quarters of
very sluggish recovery, with real GDP growing about 1.2 percent at
an annual rate. During 1992, the U.S. economy remained in a
modest and uneven recovery, with the rate of growth picking up to
the 2.5- to 3-percent range.

Last year’s Administration forecast correctly predicted that, by
historical standards, the economy would grow at a quite modest
pace during 1992. Through the middle of the year, employment and
income growth remained sluggish, and consumer and business con-
fidence were low. Export growth slowed, restricting what had been
a source of strength for the U.S. economy for many years. Howev-
er, by midyear the outlook began to improve as unemployment
began a gradual decline, nonfarm payrolls began to edge up,
income growth picked up, and consumer and business confidence
stabilized and then began to rise.

The current Administration forecast predicts that real GDP will
grow about 3 percent during 1993. Growth is expected to continue
in the 3-percent range through the mid-1990s. Sustained growth
will require, among other things, a fiscal policy oriented toward
spending restraints to reduce the structural budget deficit over
time and tax incentives that enhance growth, a monetary policy
that provides sufficient growth in money and credit to sustain the
expansion while maintaining low inflation, regulatory reform that
provides greater room for the use of market incentives to minimize
the negative impacts of regulation on economic growth, and trade
policies that succeed in opening markets worldwide and in support-
ing growth in the international economy. :

The unemployment rate is expected to decline slowly but steadily
during 1993, averaging 6.9 percent for the year (compared with 7.4
percent for 1992) and to continue its slow decline through the mid-
1990s. Inflation likely will remain low in 1993 and in coming years,
with consumer prices rising in the range of about 3 percent per
year. With moderate growth and low inflation, short-term interest
rates are expected to remain low in 1993, and long-term interest
rates are expected to decline. In coming years, short-term rates are
likely to increase slightly as the economy continues to expand, and
long-term rates are expected to stabilize as inflation remains low.
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However, the outlook for interest rates in general and long-term
rates in particular depends on fiscal and monetary policies. Policies
that would lead to higher spending and deficits or higher inflation,
relative to what is currently expected, could boost long-term inter-
est rates and retard economic growth in the future.

The economy is expected to improve in coming years. But chal-
lenges remain. Short-term cyclical performance remains uncertain,
various structural imbalances have yet to be worked out, and a
high rate of productivity growth must be maintained to sustain in-
creases in Americans’ living standards. Of the various short-term
cyclical concerns that remain, the most important center on the
need for improved employment prospects and the related bolstering
of consumer confidence. Corporate restructuring and military
downsizing are significant structural adjustments that could
hamper job growth.

This Administration has recognized throughout its term, and
stated explicitly in each of its previous Economic Reports, that the
Nation faces serious economic challenges and cannot take economic
growth for granted. The Administration’s policies and policy pro-
posals have been designed to support sustained increases in the Na-
tion’s standard of living by raising long-term productivity growth
while boosting the job base. Unfortunately, the Congress did not
enact many of the Administration’s key growth proposals in an ac-
ceptable form. Included in these proposals were pro-growth fiscal
measures designed to enhance incentives for entrepreneurship,
saving, and investment and to increase economic growth, as well as
spending controls aimed at reducing the multiyear structural
budget deficit. This Administration also has promoted a trade
policy designed to open markets worldwide, contributing to more
vigorous growth, and pursued regulatory reforms to reduce unnec-
essary burdens on businesses and consumers.

The Nation has been through difficult economic times over the
past several years, but despite these difficulties, the U.S. economy
remains the strongest and most resilient in the world. The recovery
from the recent recession has been slow and protracted, but the
performance of the economy during the last 4 years has not been
uniformly weak. Broad-based, readily available information does
not support the argument that the country’s recent economic per-
formance has been the worst since World War II. Economic condi-
tions, including inflation, interest rates, unemployment, and real
growth, have been better during the past 4 years than they were
during the 1978-82 period. Core inflation and interest rates are
now at their lowest levels in a generation, well below the double-
digit rates that prevailed 12 years ago. At its recent peak the un-
employment rate was 7.7 percent, considerably lower than the peak
of nearly 11 percent in the early 1980s and the 9-percent peak
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during the 1973-75 recession. And in terms of real GDP and
income, the slow growth of the past 4 years still exceeds the aver-
age growth from 1978 to 1982,

The soaring inflation and interest rates of the late 1970s con-
demned the U.S. economy to years of declining output, falling in-
comes, and rising unemployment. Yet these adjustments, painful as
they were, set the stage for the sustained expansion of the 1980s.
For the last several years, the economy has been going through a
similar but much less severe period of consolidation and transition,
with structural adjustments and disinflation restricting economic
growth. This period once again has meant substantial hardship for
millions of Americans. But the numerous structural adjustments of
recent years have been laying the basis for a solid, sustained ex-
pansion in the 1990s. As the drag associated with household and
corporate indebtedness is reduced, consumer spending and invest-
ment in plant and equipment will increase. As banks improve their
balance sheet positions and banking regulation and supervision
become more balanced, credit conditions will improve. Over time,
shifting resources from defense to civilian industries will strength-
en the private economy and provide new employment opportuni-
ties. Enhanced productivity already has boosted the Nation’s com-
petitive position in international markets, and low and stable infla-
tion will reduce the need for policies that could restrict future
growth. Together, these factors will help create a strong, sustain-
able recovery, more jobs, and higher incomes in years to come.

AN OVERVIEW OF THE ECONOMY IN 1992

The pattern of real GDP growth reveals the slow and uneven
nature of the economy’s recent performance (Chart 2-1). The reces-
sion of 1990-91 ended in March 1991, following 8 months of decline
(Box 2-1). Beginning with the second quarter of 1991, real GDP
grew for six consecutive quarters, although growth averaged only 2
percent at an annual rate. Furthermore, the pattern of growth was
uneven. During the final three quarters of 1991, the pace of recov-
ery was particularly slow; in the fourth quarter of 1991, the econo-
my was essentially flat, with real GDP increasing at only a 0.6-per-
cent annual rate. During the first three quarters of 1992, the econo-
my grew at a stronger pace, but still well below the average for
previous recoveries.

Uneven growth during a recovery is not unusual. Indeed, every
previous postwar recovery has shown a “saw-tooth” growth pattern
with weaker quarters following, or sandwiched between, stronger
quarters. The underlying growth rate was low for much of 1991
and 1992—too low, in fact, to increase employment appreciably.
While real GDP increased for six consecutive quarters after its
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Chart 2-1 Real Gross Domestic Product Growth

Real GDP has grown for six consecutive quarters, following three quarters of decline
during the recession.
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trough in the first quarter of 1991, the unemployment rate in-
creased by 1.2 percentage points, reaching an 8-year high of 7.7
percent in June 1992 before trending down for the remainder of
the year (Chart 2-2). Nonfarm payroll employment remained
almost flat after the recession ended, declining slightly in late 1991
and early 1992, before growing slowly through the end of 1992
(Chart 2-3).

EARLY IMPROVEMENT

The economy picked up in the first quarter of 1992, with real
GDP expanding at an annual rate of 2.9 percent—the strongest
growth in 3 years. Real consumer spending posted its best quarter-
ly performance in over 5 years, rising 5.1 percent at an annual
rate. Real final sales—real GDP less the change in business inven-
tories, a measure of aggregate demand in the economy—rose at an
annual rate of 4.7 percent in the first quarter. Real per capita dis-
posable personal income also increased, recording its largest gain
in 2 years. Consumer confidence, as measured by the Conference
Board’s Consumer Confidence Survey, reached an 18-year low early
in the year but then rose more than 50 percent through the spring
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Box 2-1.—Recessions and Business Cycle Dating

For the past year and a half the question of whether the
economy has been in a slow recovery or has continued in reces-
sion has been hotly debated. The National Bureau of Economic
Research (NBER), a private economic research organization, is
the official arbiter determining the beginning and ending dates
for recessions and expansions—the turning points of the busi-
ness cycle. In late December 1992, the NBER Business Cycle
Dating Committee determined that the recession that began in
July 1990 ended in March 1991, indicating the recession lasted
only 8 months.

During a recession, the economy is in a decline of significant
depth, duration, and diffusion (that is, spread across various in-
dustries and sectors); during a recovery it regains the output
lost during the recession. A recovery is typically followed by a
sustained expansion. To say that the recession ended in March
1991 does not mean that the economy was doing well after that
date; rather, it means that the period of decline had ended and
output had begun to increase. The recovery was complete by
the third quarter of 1992, when real GDP climbed above the
prerecession peak of the second quarter of 1990.

Key economic variables must be examined to determine the
beginning or end of a recession. The components of the Depart-
ment of Commerce’s index of coincident indicators—nonfarm
payroll employment, industrial production, real personal
income less transfer payments, and real manufacturing and
trade sales—generally serve that purpose well. Industrial pro-
duction and real manufacturing and trade sales hit their low
point in early 1991. Real personal income less transfer pay-
ments and nonfarm payroll employment also reached their ini-
tial lows in early 1991 but then flattened out, even dipping
slightly in late 1991 and early 1992.

The debate also was clouded somewhat by the methodology
used to construct the index of coincident indicators. This meth-
odology results in a downward bias that would generate a de-
clining index even if the economy were growing very slowly.
The Department of Commerce has begun publishing an alter-
native coincident index based on revised methodology that
shows a trough—the low point in economic activity—in March
1991, a result consistent with the NBER dating of the end of
the recession.

(Chart 2-4). Civilian employment and labor force participation—the
percentage of the working-age population working or actively seek-
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Chart 2-2 Civilian Unemployment Rate

The unemployment rate fell steadily during the second half of 1992. The recent peak of 7.7
percent in June 1992 was well below the 10.8 percent peak following the 1981-82 recession.
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Chart 2-3 Nonfarm Payroll Employment

Nonfarm payroll employment grew slowly during 1992, after being stagnant for much of
1991 following the recession.
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ing work—rose as the economy appeared to be moving into a sus-
tainable recovery and job prospects appeared brighter. After-tax
corporate profits surged nearly 11 percent in the first quarter, the
largest increase in 4 years.

Chart 2-4 Consumer Confidence

Consumer confidence has been extremely volatile over the last 2 years, turning up again
in the final months of 1992,
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Other indicators also pointed to an improved economic outlook in
early 1992. Lower mortgage rates helped boost housing construc-
tion, with housing starts surging 20 percent over the first 3 months
of the year. Orders for durable goods rose 7.4 percent between De-
cember 1991 and April 1992, and industrial production—the output
of the Nation’s factories, mines, and utilities—rose 2.2 percent be-
tween January and May. The improved economic outlook was re-
flected in five consecutive monthly increases in the index of lead-
ing indicators, a measure designed to predict the economy’s short-
term performance.

MIXED PERFORMANCE AND UNCERTAINTY

Growth slowed after the initial surge, and the economy expanded
at a modest 1.5-percent annual rate in the second quarter. Real
final sales declined slightly in the second quarter, indicating that
aggregate demand was weak. Hence, the change in inventory in-
vestment more than accounted for the growth in the economy in

44

.org/

Federal Reserve Bank of St. Louis



Digitized for FRASER

the second quarter. Inventory investment often increases signifi-
cantly and adds to growth during recovery periods as firms in-
crease stocks in anticipation of increased sales. However, in the
recent recovery, better management of inventories coupled with
slow and uneven demand led businesses to be more efficient and, at
the same time, more cautious in managing inventories. In such an
environment, the degree to which inventory accumulation is due to
lower-than-expected demand—and is therefore undesired—and the
degree to which it is a desired buildup in anticipation of increased
sales remain unclear.

The final expenditure components of real GDP—consumption, in-
vestment, government purchases, and net exports (exports of goods
and services minus imports of goods and services)}—showed uneven
performance in the second quarter. Consumer spending stalled.
Fixed investment increased strongly, with spending for producers’
durable equipment and residential investment showing solid gains.
Government purchases declined slightly. Net exports fell signifi-
cantly as imports rose and exports declined slightly. The deteriora-
tion in net exports in the second quarter had a significant negative
effect on real GDP, directly reducing the annual growth rate by 1.8
percentage points.

Consumer confidence also began to fall again in the middle of
the year. Although mortgage rates remained low compared to earli-
er years, they moved up somewhat from their January low, and
housing starts and housing sales fell back after their earlier surge.
New orders for durable goods, retail sales, industrial production,
and the index of leading indicators flattened out.

The lack of significant improvement in the labor market was a
particularly important factor underlying the continued sluggish
performance of the economy throughout 1992. While employment
rose in the first half of the year, too few jobs were created to
absorb the increased number of job seekers. As a result, the unem-
ployment rate rose from 7.1 percent in January to 7.7 percent in
June, as the number of unemployed persons rose from just under 9
million to nearly 10 million. The optimism of the first few months
of the year was replaced with pessimism as employment prospects
stagnated.

The weak labor markets reflect, in part, increases in efficiency.
The strong performance of corporate profits noted earlier reflected
vigorous cost-cutting efforts that often involved layoffs or restricted
hiring in response to slow growth in aggregate demand. While such
cost-cutting measures may help boost productivity and profits and,
eventually, strengthen the economy, they also contribute initially
to sluggish labor-markets and slow income growth for a large pro-
portion of households.
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Because sustained income gains are the basis for continued
growth in consumption, the immediate effect of sluggish perform-
ance in the labor market, with the accompanying reduced pros-
pects for income gains, is decreased prospects for a pickup in
spending. Wages and salaries and “other” labor income—primarily
employer contributions to private pension and welfare funds—ac-
count for nearly two-thirds of all personal income. From March
1991 through September 1992, aggregate weekly hours worked by
private nonagricultural production workers were essential flat, in-
creasing only 0.3 percent, and real average gross hourly earnings
for private nonagricultural workers actually fell, decreasing 0.7
percent. Total real wages and salaries rose less than 1 percent over
the same period. Because consumer spending accounts for two-
thirds of the spending stream constituting GDP, its growth is cru-
cial to a sustained economic expansion.

SECOND-HALF REVIVAL

The economy revived in the second half of the year, with real
GDP growing at a 3.4-percent annual rate in the third quarter, the
highest rate in over 3%z years. The performance of the major com-
ponents of real GDP shows that the revival was broad based in the
domestic economy. Consumer expenditures rose at an annual rate
of 3.7 percent, with solid contributions from increased spending on
services and both durable and nondurable goods. Investment spend-
ing also made a significant contribution to third-quarter growth,
rising at an annual rate of 6.5 percent as producers increased pur-
chases of durable equipment and inventories surged, offsetting a
decline in spending on structures. Government purchases more
than made up for the second-quarter decline, rising at a 3.8-percent
annual rate. The only major component to have a negative effect
on growth was net exports, which continued to decline because of
an increase in imports that more than offset an increase in ex-
ports. Commerce Department estimates for the fourth quarter had
not been released when this Report was written. Initial data and
private forecasts indicate that real GDP likely continued to grow at
a moderate pace in the fourth quarter, supported primarily by a
further large increase in consumer spending.

In the second half of the year, various indicators pointed to an
improving economy. Retail sales climbed steadily. Consumer confi-
dence declined slowly into the fall but then rose strongly in the
final months of the year. After having slipped back in the summer,
housing starts increased into the fall. New orders for durable goods
and industrial production picked up. Initial claims for unemploy-
ment insurance trended down and by the end of the year had
reached their lowest level in over 3% years. The index of leading
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indicators increased in the fall after having been flat during the
summer.

SPECIAL FACTORS—HURRICANES

The effects of Hurricanés Andrew and Iniki were among the
most important of the special factors affecting the economy in
1992. In August, Hurricane Andrew swept across southern Florida,
the Gulf of Mexico, and into Louisiana, causing enormous damage.
In September, Hurricane Iniki struck Hawaii. Department of Com-
merce estimates show that Hurricane Andrew destroyed or severe-
ly damaged over 100,000 private residences, Hurricane Iniki over
6,500. Insurance covered three-fourths of the more than $9.1 billion
in residential property losses, one-half of the $1.2 billion in propri-
etors’ property losses, and four-fifths of the $3.5 billion in corporate
property losses. Hence, total property loss was nearly $14 billion, of
which about three-fourths was covered by insurance. Hurricane
Andrew also disrupted several major industries—oil and gas ex-
traction, petroleum refining, and petrochemicals—contributing to a
reduction in industrial production. The hurricanes also initially re-
duced personal income through lost wages, uninsured losses of per-
sonal and business property, and crop damage. The cost of benefit
payments made by insurance companies had a significant negative
effect on corporate profits in the third quarter.

Ironically, the subsequent rebuilding and new purchases result-
ing from the hurricanes will have a net positive effect on real GDP.
GDP measures production, not the stock of wealth or capital. While
the hurricanes destroyed wealth and capital and, in the short run,
disrupted production and income, the increased expenditures and
production required by rebuilding will boost real GDP. Given the
magnitude of the rebuilding effort, the contribution to real GDP
growth at the end of 1992 and in early 1993 could be as high as
0.25 to 0.5 percentage point of growth at an annual rate per quar-
ter over several quarters. The effect on real growth in each quarter
will depend on how the purchases and rebuilding are distributed
through time.

LOW INFLATION

During 1992 inflation fell to the lowest rate in a generation.
Through November consumer price inflation during 1992 was 3.1
percent at an annual rate, and core inflation was 3.5 percent
(Chart 2-5), the lowest yearly rate since 1972. Producer price infla-
tion was somewhat higher during 1992 than during 1991; it had
been unusually low during 1991 as a result of declining oil prices
from their peaks during the Gulf conflict.

Various fundamentals helped keep consumer and producer price
inflation low and contributed to the decline in core inflation. The
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Chart 2-5 Consumer Price Inflation

Consumer price inflation has fallen over the past 2 years, with core inflation nearing its
lowest level in two decades.
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recession and slow recovery in the United States and the sluggish
international economy have resulted in only modest growth of ag-
gregate demand. Slow money growth over the past several years
contributed to, as well as reflected, the sluggish economy and waning
inflationary pressures. Primary commodity prices have not in-
creased as they typically do during a recovery. These fundamentals
are likely to keep inflation well below the 4.5- to 5-percent range of the
mid- to late-1980s. In fact, the average expected 12-month change
in consumer prices, measured by the Michigan Surveys of Consum-
ers, has declined over the past several years, falling from over 5
percent in early 1989 to about 3% percent in late 1992,

Low inflation not only benefits the economy but helps set the
stage for sustained economic expansion. Lower inflation helps to
maintain the purchasing power of Americans’ savings and wealth.
Low inflation has also helped bring nominal interest rates to their
lowest levels in a generation. Low interest rates have helped house-
holds and businesses reduce the cost of paying off existing debt.
Low mortgage rates helped to make housing more affordable in
1992 than it had been at any time in the past 18 years and created
a burst of refinancing activity. Over the past 4 years, the interest
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rate on 30-year fixed-rate mortgages declined by over 2% percent-
age points; for a $100,000 30-year mortgage, that interest rate de-
cline translates into savings of over $2,000 per year. Household
debt-service payments as a percent of disposable income have
fallen from a high of over 18 percent in late 1990 and eariy 1991 to
about 16% percent, improving household finances and freeing up
funds for spending or saving. These lower interest rates also mean
that interest income will be lower and that some of the economic
benefits of lower interest rates will be offset. For some specific
groups such as retirees, lower interest rates mean a significant de-
cline in income.

THE INTERNATIONAL SLOWDOWN

Even though U.S. export growth has slowed gradually over the
last several years, exports have made a significant contribution to
economic growth, rising from 8 percent of real GDP in 1987 to over
11 percent in 1991. In 1992 slower export growth and a significant
increase in imports caused the Nation’s trade balance to deterio-
rate. Because the dollar’s low foreign exchange value has bolstered
the economy’s international competitive position, the slowdown in
export growth and deterioration of the U.S. trade balance appear
to be the result of the sluggish economic performance of our major
trading partners and the recent growing demand within the United
States.

Despite the economic difficulties that the U.S. economy has had
to face, over the past year and a half it has performed better than
the economies of the other large industrial economies that belong
to the Group of Seven (G-7)—Canada, France, Germany, Italy,
Japan, and the United Kingdom. The German and Japanese econo-
mies, which grew strongly in 1990 and 1991 (with average annual
real growth exceeding 4 percent) slowed markedly and entered re-
cession during 1992. Canada and the United Kingdom were in re-
cession in 1991, with real output declining by about 2 percent in
each country; in 1992, growth in the Canadian economy resumed at
a slow pace, but the United Kingdom continued in recession.
France and Italy experienced sluggish economic performance in
both 1991 and 1992, with real annual growth rates in the 1- to 2-
percent range. Because the other G-7 countries account for almost
one-half of all U.S. merchandise exports, slow growth or recessions
in their economies can have a significant negative effect on U.S.
exports. -

U.S. exports to the newly industrialized economies of the Pacific
Rim have been increasing, with the share to Korea, Taiwan, Singa-
pore, and Hong Kong increasing from 8 percent in 1986 to nearly
11 percent in 1991. The outlook for real growth in those four econo-
mies is good and to some degree may offset the decline in demand
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for U.S. goods and services among G-7 members. Prospects also are
good for expanded trade with Latin and South America, and the
North American Free Trade Agreement (NAFTA) should boost
trade with Mexico. In the past 6 years, U.S. exports to Mexico have
roughly tripled. While real growth in Mexico has slowed over the
past 2 years, growth in 1992 and 1993 likely will compare favorably
to the stagnant performance of the mid-1980s. (Chapter 7 of this
Report has a detailed discussion of international financial and
trade issues.)

LONGER TERM STRUCTURAL ADJUSTMENTS AND
SHORT-TERM PERFORMANCE

As discussed earlier, the structural imbalances and adjustments
of the past several years have been a major cause of the sluggish
performance of the economy. In the 1970s and early 1980s, shifting
demographic trends related to the postwar baby boom boosted
household formation, increasing residential investment and spend-
ing on big-ticket durable goods such as cars, appliances, and furni-
ture. However, by the late 1980s the share of the population in the
age groups that traditionally form households had begun to de-
cline, reducing the demand for new housing and related durable
goods relative to other goods and services.

As the Cold War wound down, so did the defense buildup of the
mid-1980s; moderate cuts in defense have been followed by more
significant cuts that are likely to continue through the mid-1990s.
Federal defense spending shifted from being a large net stimulus to
the economy to being a sizable drag. Over the 1982-87 period Fed-
eral defense purchases directly contributed an average 0.35 per-
centage point annually to real GDP growth. Over the 1987-91
period, however, the direct effect was negative: -0.05 percentage
point. In 1992 real Federal defense purchases were running nearly
$20 billion (in 1987 dollars) below their 1991 level, resulting in a
direct negative effect of nearly 0.4 percentage point on the growth
rate of real GDP. Yet the actual impact of defense cutbacks has
been greater than these data indicate. Because the data on pur-
chases relate primarily to the delivery rather than the production
of goods, the decline in purchases in 1992 from 1991 does not ac-
count for the additional decline in manufacturers’ inventories of
defense capital goods, which fell by $6 billion from October 1991 to
October 1992. In addition, the data reflecting the effect on the
Nation as a whole understate the short-term effect on local commu-
nities in the regions where defense industries are concentrated. In-
direct effects contribute significantly to the overall effect of defense
cutbacks.

Problems in the financial sector have had a significant
effect on the recent economic situation because of the integral role
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the sector plays in ensuring a growing, healthy, and flexible econo-
my. When functioning properly, financial institutions help allocate
capital efficiently and thus promote economic growth. Structural
problems, like the recent constraints on credit that have resulted
in a “credit crunch,” impair the ability of financial institutions to
function efficiently and, as a result, reduce growth. Credit crunches
used to occur from time to time because regulations fixed an upper
limit on the interest rates that could be paid on deposits. Those in-
terest rate caps made it more difficult for depository institutions to
attract deposits and forced them to cut back on loans. Over the
past several years, however, restructuring of depositories’ balance
sheets—in part market driven and in part to meet new capital
standards—as well as the overreaction of examiners to the earlier
excesses of banks and savings and loans, have contributed to credit
constraints. In addition, the Congress passed two bills—the Finan-
cial Institution Reform, Recovery, and Enforcement Act of 1989
and the FDIC Improvement Act of 1991—which contained several
features that inadvertently contributed to the credit crunch and re-
stricted bank lending (Chapter 5). Balance sheet restructuring, in
combination with an unusually steep yield curve, resulted in de-
clining commercial and industrial loans by banks and increased
growth of bank holdings of government securities (Chapter 3). The
reduced lending created particular difficulties for small and
medium-sized businesses that typically rely heavily on banks as a
source of funds. In addition, a variety of other financial interme-
diaries have suffered asset quality and capital problems that have
reduced their willingness and ability to lend at precisely the same
time that banks and thrifts have reduced lending.

Other factors, including the overbuilding of commercial real
estate and high levels of consumer and corporate debt, have con-
strained both private investment and consumption. As these imbal-
ances are gradually worked off, the drag on the economy will be
reduced, allowing the economy to operate closer to its potential.
(Chapter 3 contains an in-depth discussion of these issues.)

MONETARY AND FISCAL POLICY IN 1992

Desires to balance the need for short-term stimulus with long-
term objectives governed monetary and fiscal policies in 1992. The
Federal Reserve lowered interest rates in response to accumulated
evidence of abating inflationary pressures and continued sluggish
economic performance. Interest rates fell during the year, while
the reserves of banks and other depository institutions grew rapid-
ly. However, growth rates for the broader monetary aggregates
were below the lower bound of the Federal Reserve’s target ranges
for most of the year. When the need for a fiscal policy that would
provide immediate stimulus became increasingly clear in late 1991,
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the President, in January 1992, responded by proposing tax incen-
tives and other measures to encourage short-term growth and job
creation as well as long-term investment and productivity (the pro-
gram was not adopted by the Congress). (A broader discussion of
monetary and fiscal policies in an historical context is presented in
Chapter 3.)

Monetary Policy and Interest Rates

As a result of sluggish economic performance and monetary
policy actions, short-term interest rates have been on a downward
trend over the last 3% years. Growth of the broader monetary ag-
gregates, however, has remained consistently weak. The M2 mone-
tary aggregate—which includes currency, checking accounts,
money market accounts and funds, savings and small time depos-
its, and a few other items—stayed below the lower bound of the
Federal Reserve’s target range for much of 1992 (Chart 2-6).

Chart 2-6 M2 Money Stock and Growth Target Ranges

Growth in the M2 money stock has been near or below the lower bound of the Federal
Reserve's target range for much of the past 2 years.
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While the long-term relationships between money—specifically
MZ2—and nominal GDP have been relatively stable in the past, the
short-term relationships have not been as stable. Furthermore, par-
ticularly in the short and medium terms, the Federal Reserve can
only influence, not control, the quantity of money. However, be-
cause it can directly affect the Federal funds rate—the rate banks
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charge each other for overnight loans— this rate tends to be the
focus of short-term monetary policy. The Federal Reserve generally
increases the Federal funds rate when inflationary pressures
appear to be rising and lowers it when inflation appears to be
waning and the economy is weak. Changes in the Federal funds
rate, however, do not necessarily signal a fundamental shift in
policy toward loosening or tightening because of the natural tend-
ency for market interest rates to decline when the demand for
credit falls during a period of sluggishness or to rise when demand
for credit increases in a strong economy.

The slow growth of money and credit in recent years, at a time
when the Federal Reserve has been lowering interest rates and
boosting bank reserves, reveals significant changes in the relation-
ship between short-term interest rates and the growth of money
and credit. Traditionally, reductions in Treasury bill and other
money market interest rates have led people to want to hold more
of the deposits and currency included in M2, since the income for-
gone by holding M2 balances is reduced. But during 1992 nominal
GDP grew at a rate of around 5 percent, while the M2 monetary
aggregate grew at a much lower rate—less than 2'% percent—dem-
onstrating that the relationship between the growth of money and
credit and the growth of the economy had changed during this
period.

Economists have not been able to agree on the reasons for the
slow growth of M2 in the presence of falling short-term interest
rates and rapidly rising bank reserves. M2 growth may have been
constrained as households and firms moved funds away from low-
yielding M2 assets to seek higher returns in long-term bonds and
equities or to repay outstanding debts. Because the gap between
long-term bond yields and short-term deposit rates has become es-
pecially large—and because of increased investment opportunities
for small investors—M2 assets may be less responsive to short-term
interest rates than they have been in the past. Additionally, the de-
crease in bank lending that has occurred due to more cautious
lending by banks as well as to reduced loan demand by firms and
households may have led banks to compete less aggressively for
time and savings deposits by lowering interest rates, reducing ad-
vertising, or taking other actions to lower the growth of these com-
ponents of M2,

Declining interest rates on time and savings deposits and money
market accounts not only have weakened demand for M2 assets in
total but also have reduced the opportunity cost of holding check-
ing deposits or currency—included in the narrower M1 aggregate—
that pay lower interest rates or no interest at all. Holdings there-
fore have shifted from time deposits and money market accounts
(included in M2 but not in M1) to transactions accounts within M1,
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as well as to bonds and equities not included in M2, as noted above.
In consequence, M1 growth has been very strong in the past few
years, also reflecting increased currency demand from abroad and
the higher demand deposits associated with mortgage refinancings,
even as M2 growth has lagged. Depository institutions are required
to hold reserves of 10 percent against the bulk of deposits included
in M1, but the reserve requirements do not apply to the nontran-
sactions deposits included in M2. Hence, banks have needed the
large increases in reserves over the past year in order to meet their
reserve requirements on rapidly growing M1 deposits; excess re-
serves have been low and stable.

The changing relationship between M2 and economic activity has
complicated the process of monetary policymaking, making it
harder to judge the extent to which current monetary policy is
stimulating or restraining the economy, and added to uncertainties
about the impact prospective monetary policy actions will have on
the economy in the future.

These complications may have been all the more important be-
cause it was difficult at the time to perceive the changing relation-
ship between M2 and the level of economic activity. As in most eco-
nomic relationships, the link between M2 and the economy has
been variable, so that a period of a few months in which M2 is
lower than expected is not sufficient to indicate that the fundamen-
tal relationship between M2 and the economy has changed. In fact,
the growth of M2 did not fall substantially and consistently below
what the Federal Reserve Board staff’s statistical models predicted
until late 1990, after the recession already had started. Even now,
there is no definitive explanation as to why MZ2’s relation to nomi-
nal GDP changed.

Given these difficulties, concerns have been raised as to whether
M2 was the appropriate monetary aggregate to target in recent
years—and whether it is the best aggregate to target at present.
The most important criterion used to evaluate the appropriateness
of an aggregate for monetary targeting is the predictability of its
relationship to GDP. Recent research indicates that M2 continues
to be the most useful aggregate available; in spite of recent
changes, its relationship to GDP is still more predictable than that
of other monetary aggregates. While the Federal Reserve always
looks at a set of indicators for implementing monetary policy, it
may be appropriate in this uncertain environment for the Federal
Reserve to place greater weight on more direct indicators of pro-
duction, income, and prices in addition to monetary aggregates. If a
more predictable relationship between M2 or some other aggregate
and GDP is reestablished in the future, the Federal Reserve could
return to placing greater emphasis on that aggregate.
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During 1992, following the sizable reductions at the end of 1991,
the Federal Reserve initially held short-term interest rates rela-
tively steady but near midyear began to lower them again in re-
sponse to accumulating evidence that the economy remained slug-
gish and as the growth of the broader monetary aggregates contin-
ued to be slow. The most significant cut in interest rates took place
in early July, when the Federal Reserve cut both the discount
rate—the rate the Federal Reserve charges banks for loans to cover
shortfalls in monetary reserves—and the target for the Federal
funds rate by 0.5 percentage point, to 3 percent and about 3.25 per-
cent, respectively. Those cuts, which brought interest rates to their
lowest levels in nearly three decades, were followed by an addition-
al reduction of 0.25 percentage point in the targeted Federal funds
rate in September.

Other interest rates that also have been falling for several years
were at low levels in 1992. The prime rate—the interest rate banks
charge for loans to their best business customers—ended the year
at its lowest level in nearly 20 years, falling from more than 11 per-
cent in mid-1989 to just 6 percent. The rate on 30-year fixed-rate
mortgages also fell to a 20-year low in September, declining below
8 percent from its mid-1989 high of more than 11 percent. Yields
on long-term government and corporate bonds also dropped, al-
though the decline was less pronounced than it was for short-term
securities. As a result, the yield curve—a curve plotting the yields
of comparable securities according to their term to maturity—
became much steeper as the difference between long-term rates
and short-term rates increased. Such a result is typical during re-
cessions and early recoveries, although the yield curve has been
unusually steep recently.

Fiscal Policy in 1992

During periods of slow growth or recession, fiscal policy typically
shifts to assume a more stimulative role in the economy. To com-
pensate for reduced private spending, government spending in-
creases and tax collections are reduced. Some of this happens be-
cause of automatic stabilizers; spending for some programs (such as
unemployment compensation) automatically increases during reces-
sions, and tax collections are reduced as incomes and expenditures
grow slower or even decline. In addition, Federal spending can be
boosted or taxes lowered through discretionary changes to existing
programs and policies. Typically, these actions provide a significant
stimulus to the economy. During the recent recession and early re-
covery, Federal spending and taxes were modestly stimulative,
mainly because of the automatic stabilizers. However, Federal
spending and taxes did not provide as large a boost as typically oc-
curred in earlier recessions and recoveries. The Budget Enforce-
ment Act of 1990, the ongoing defense downsizing, and a political
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stalemate between the Administration and the Congress played im-
portant roles in keeping fiscal policy from being more stimulative
(Chapter 3).

The need for a fiscal policy that would provide more direct eco-
nomic stimulus became increasingly apparent when the already
sluggish recovery showed signs of faltering in late 1991. In January
1992 the President submitted a set of proposals designed to provide
a short-term stimulus to the economy as well as to enhance long-
term growth. The proposals for short-term stimulus included a cut
in the capital gains tax rate, a temporary investment tax allow-
ance, simplified and enhanced depreciation for companies paying
taxes under the corporate alternative minimum tax (AMT) rules, a
temporary tax credit for first-time homebuyers, allowing individual
retirement account (IRA) balances to be used for first-time home
purchases, and two additional proposals aimed at providing a boost
to real estate investment and values. Additional proposals were di-
rected at boosting the Nation’s long-term economic performance
through higher investment and enhanced productivity. The Con-
gress did not pass the President’s proposals.

The President was, however, able to take unilateral steps that
did not require the consent of the Congress, including the reduction
of tax withholding and the acceleration of spending for certain pro-
grams already in place. If the President’s broad set of proposals
had been adopted, growth and employment would have been
higher—and unemployment lower—than they actually were during
1992. The positive benefits of the proposals would have carried
through to future years, boosting investment, productivity, econom-
ic growth, and the Nation’s standard of living.

A key factor in preventing fiscal policy from being more stimula-
tive in the recent downturn has been the mounting concern over
the budget deficit. The size of the deficit and the level of public
debt in recent years has given rise to fears of a resurgence of infla-
tion or of dramatic tax increases if the growth of government
spending is not controlled. These fears are manifested in higher
long-term interest rates and would be heightened if a fiscal policy
were adopted that increased the short-term deficit without simulta-
neously legislating a credible program to reduce future deficits sub-
stantially. Hence, if the economy’s recovery falters in the coming
months and a period of very sluggish growth and rising unemploy-
ment appears likely, an appropriate response might be to adopt tax
cuts and incentives to spur growth immediately, while at the same
time adopting larger reductions in future government spending.
Such a policy combination would allay concerns in financial mar-
kets about future budget deficits and prevent the rise in long-term
interest rates that could otherwise offset much of a direct fiscal
stimulus.
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SUMMARY

The economy experienced modest and uneven growth during
1992. Consumer spending provided a significant boost to the
economy. Investment spending also contributed to growth, but
government purchases made little or no contribution, and a
significant decline in net exports subtracted from growth.

The labor market was sluggish throughout the year, with em-
ployment remaining relatively stagnant and the unemploy-
ment rate rising until the summer, when it began declining.

In 1992 core inflation and interest rates were at their lowest
levels in a generation. Low inflation and interest rates help
put the economy on track for a sustained expansion.

Slow growth in the international economy could limit U.S.
export growth and reduce prospects for a return to strong eco-
nomic growth in the near term.

The Federal Reserve lowered interest rates during 1992, but
growth of the broad monetary aggregates remained sluggish.
Various structural changes as well as weak demand for funds
have restricted M2 growth. Historical relationships among in-
terest rates, the monetary aggregates, and GDP have shifted,
making the implementation of policy more difficult.

Fiscal policy recently has provided only a modest stimulus to
the economy. The President proposed a set of tax incentives
and other initiatives in January 1992 designed to provide fur-
ther short-term stimulus to the economy as well as to boost in-
vestment and productivity. Additional fiscal stimulus, if
needed, should be coupled with simultaneously enacted future
reductions in government expenditures.

RECENT ECONOMIC PERFORMANCE
IN HISTORICAL CONTEXT

Following the longest peacetime expansion in history, the Nation
has been through difficult economic times over the last several
years, with a slow and protracted recovery following a recession
that was somewhat shorter and shallower than average. Compari-
sons with the average of previous recessions and recoveries are in-
formative, even if there is no such thing as a typical or average re-
cession or recovery. For example, the regional pattern of economic
activity or the relative contributions to growth from increased
labor hours and increased productivity can vary significantly
across business cycle experiences.
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SLOW RECOVERY

As the forecasts of this Administration correctly anticipated, the
pace of growth during the recent recovery has been much slower
than it was during other postwar recoveries (Table 2-1). In the first
year and a half following previous troughs, growth in real GDP
averaged nearly 10 percent; growth ranged from a low of 3.4 per-
cent during the short four-quarter recovery of 1980-81 to a high of
16 percent in 1949-51. If the extraordinary recovery of 1949-51 is
excluded, growth averaged about 9 percent during the first year
and a half after previous troughs. In the year and a half following
the most recent trough, however, real GDP increased only 2.9 per-
cent, less than one-third the postwar average.

TABLE 2-1.—Recovery Comparisons

First Year and a Half of Recovery !

Real Payrot Unemployment
Output2 Employment Rate Change
Recovery
Percent Percent Percentage
Change Change Points
1949-51 16.0 11.7 —48
1954-55 11.6 54 -17
1958-59 93 48 -17
1961-62 105 45 -12
1970-72 86 44 -2
1975-76 8.0 45 -1.0
1980-813 34 2.0 —.6
1982-84 111 6.1 -34
Recovery Average 98 5.4 -18
1991-92 29 1 7

¥ Changes in variables determined from NBER designated trough.

2 Real output changes are determined from historical GNP or GDP series with base year near the recovery period: for 1949-51
and 1954-55, GNP measured in 1954 dollars was used; for 1958-59 and 1961-62, GNP in 1958 dollars; for 1970-72 and 1975-
76, GNP in 1972 dollars; for 1980-81 and 1982-84, GNP in 1982 dollars; for 1991-92, GDP in 1987 dollars. A fixed-weight
measure of real output based on the prices of a more recent year (for example, GDP in 1987 doliars) generally changes less
than one based on prices of an earlier year. This gmperty creates problems in tong-term comparisons of real output. See

‘Alternative Measures of Change in Real Output and Prices,” Survey of Current Business, April 1992, Caution should be used in

interpreting these data because of definitional changes made to the output measures over time.
3 Recovery after 1980 recession is through peak in July 1981 (four quarters).

Note.—Upcoming data revisions may affect the values reported in this table.
Sources: Department of Commerce, Department of Labor, and National Bureau of Economic Research.

The sluggish nature of the recovery was particularly evident in
the labor market. During the first 18 months after previous post-
war troughs, nonfarm payroll employment increased, on average,
by 5.4 percent, ranging from a low of 2 percent in 1980-81 to a high
of nearly 12 percent in 1949-51. In comparison, for the 18 months
following the March 1991 trough, nonfarm payroll employment was
essentially flat, increasing only 0.1 percent. Unemployment rate
data also show the effects of the slow recovery in the labor market.
After 18 months of expansion in previous postwar recoveries, the
unemployment rate was, on average, 1.8 percentage points below
its level at the trough, with a range of declines from 0.2 percentage
point in 1970-72 to 4.8 percentage points in 1949-51. In contrast,
from March 1991 to September 1992, the unemployment rate in-
creased by 0.7 percentage point.
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THE RECESSION IN HISTORICAL CONTEXT

The slow recovery followed a recession that was somewhat short-
er and shallower than average (Table 2-2). Initial data had suggest-
ed that the 1990-91 recession was relatively mild, but subsequent
data revisions—released more than a year after the end of the re-
cession—showed that real GDP fell by 2.2 percent (Box 2-2). The
decline was less than the average of previous postwar recessions
and less than those of the previous three recessions of 1973-75 (4.9
percent), 1980 (2.3 percent), and 1981-82 (3.3 percent). In terms of
duration, the 8-month recession of 1990-91 was shorter than the
average of 11 months for previous postwar recessions.

TABLE 2-2.—Recession Comparisons

]
| Unemployment Rate
| Payroli -

Recession i Duration! Real Qutput?® Employment Change High

Percent Percent Percentage Months After
Months Change Change Points Percent Trough

1948-49. 11 -14 ~52 45 79 0
1953-54. 10 -37 -35 36 6.1 4
1957-58. 8 -39 -43 38 15 3
1960-61 10 -1.6 -22 2.3 71 3
1969-70 11 -10 ~15 2.7 6.1 9
1973-75. 16 -49 -29 44 9.0 2
1980 .. 6 -2.3 -14 2.2 78 0
1981-82 16 -33 -31 36 108 1
Recession Average................ 11 -2.8 -30 34 18 3
1990-91 ....oomnrrrncecees 8 -22 -20 2.7 17 15

! Duration based on National Bureau of Economic Research dating of business cycle peaks and troughs.

2 Real output changes are determined from historical GNP or GDP series with base year near the recession period: for 1948-49
and 1953-54, GNP measured in 1954 dollars was used; for 1957-58 and 1960-61, GNP in 1958 dollars; for 1969-70 and 1973-
75, GNP in 1972 dollars; for 1980 and 1981-82, GNP in 1982 dollars; for 1990-91, GDP in 1987 dollars. A fixed-weight measure
of real output based on the prices of a more recent year (for exampie, GDP in 1987 doilars) generally changes less than one
based on prices of an earlier year. This property creates problems in long-term comparisons of real output. See ‘Alternative
Measures of Change in Real Output and Prices,’ Survey of Current Business, April 1992. Caution should be used in interpreting
these data because of definitional changes made to the output measures over time.

thvNottem-—Changes determined from series-specific peaks and troughs. Upcoming data revisions may affect the values reported in
is table.

Sources: Department of Commerce, Department of Labor, and National Bureau of Economic Research.

The 1990-91 recession also had a somewhat less severe effect on
payroll employment and the unemployment rate than on average
in previous postwar recessions. The decline in nonfarm payroll
employment associated with the 1990-91 recession was 2 percent,
about two-thirds the average decline of previous recessions (but the
Bureau of Labor Statistics recently reported that this likely over-
states the true decline). Similarly, the increase in the unemployment
rate resulting from the 1990-91 recession was 2.7 percentage points,
below the recession average of 3.4 percentage points.

However, other measures indicate that the effect of the 1990-91
recession and subsequent slow growth period on labor markets was
more severe than the absolute change in employment or the unem-
ployment rate indicated. The unemployment rate peaked at 7.7 per-
cent—slightly below the average peak for previous recessions—15
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months after the end of the recession. Typically, the unemploy-
ment rate hits its peak an average of only 3 months after the end
of a recession. In addition, the percentage of unemployed who lost
their jobs permanently rather than being temporarily laid off,
reached its highest level on record, eroding workers’ long-term job
security and limiting prospects for the quick rebound in employ-
ment that usually occurs during a recovery (Chart 2-7).

Chart 2-7 Ratio of Permanent Job Losers to Total Unemployed

The fraction of unemployed workers not expecting to be recalled to a job has been on an
upward trend over the past several decades. In 1992 it rose to its highest level on record.
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Source: Department of Labor.

Additionally, as highlighted in last year’s Report, the relative
proportions of unemployment among white-collar, blue-collar, and
sales and services workers has shifted, making the relative effect
on white-collar workers somewhat more severe. Because of job
losses in finance, insurance, and real estate, white-collar workers
recently have accounted for a larger proportion of total unemploy-
ment—relative to blue-collar or sales and services workers—than
they did in recent recessions. Nonetheless, blue-collar unemployment
still accounted for a larger share of total unemployment than
white-collar unemployment.

REGIONAL DISPARITIES

The regional disparities in labor market performance also indi-
cate that the effects of the recession and slow recovery were widely
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Box 2-2.—Data Revisions and the Severity of the Recession

Varicus government agencies and private groups release a
. sieady stream of data about the economy. Typically, the data
. are relesced in preliminary form, subject to subsequent revi-
. sion. Mest moenthly data, for example, are reieased in prelimi-
i nary form, and are subject to revision for 2 or 8 months. Also,
D onte vzar, data series are usually revised to take account of
. additiopal information from comprehensive annual surveys
{and to reectimate the regular seasonal patterns in the data.

uring "9‘“*2, the annual revisions tc several key data series
sticwed that the recession was more severe than initial data
. had indic ated In July the Department of Commerce released
. revised data for real GDF as part of its regular revisions to the
national income and product accounts (NIPAsg). Prior to the re-
visions Department of Coramerce estimates had shown a total
deciins in real GDP {measured in 1987 dollars) over two consec-
ufive guartere—the fourth quarter of 1990 and the first quar-
I over of 199].—of 1.6 percent. The revised estimates showed a de-
r'%inv over ‘:hre# ~onsu‘utive qugrters totaiing 2 2 perf‘ent with

oW trom a small increase to a 91gn1fxcant dechne.

a separate set of annual rvevisions, the Department of
ov reperted that nenfarm payroll employmen?t declined in
iy 1951 by much more than was originally estimated. The
ed data resulted in a larger estimated decline in nenfarm
'oll employment during the recession; the absolute size of
d cline increased by about 0.5 percentage point. However,
recant research by the Bureau of Labor Statistics indicates
! thal the bulk of the revisions resulted from non-economic fac-
| tors—rmainly, improved employment reporting procedures in-
gtituted in early 1991,

The data discussed above represent important sources of
information for policymakers and the general public, and their
reliability is crucial. Policy might have been conducted in a dif-
ferent fashion if the true severity of the recession had been
known earlier. At a time of fiscal constraint, government sta-
tistical agencies often must attempt to handle an increased
workload with dwindling resources. The need for improved
guality of statistics was the motivation behind the Economics
Statistics Initiative developed by an interagency working group
and approved by the President in November 1989. Work began
on the programs in 1991, although the lack of full funding wﬂl
delay their full implementation.
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dispersed and differed from the regional effects of the 1981-82 re-
cession. Chart 2-8 plots the average unemployment rate in each
State for November 1982, the month the unemployment rate
peaked at the end of the 1981-82 recession. Unemployment rates
generally were much lower on the East Coast (with the exception
of the Carolinas and Rhode Island) than in the Midwestern indus-
trial States and some parts of the South, which were hit hard by
problems in manufacturing.

Chart 2-9 plots unemployment rates for June 1992, the month of
the recent unemployment rate peak. The unemployment rate for
the Nation as a whole was lower than it was during the 1981-82
recession. Following the 1981-82 pattern, several States in the in-
dustrial heartland fared worse than other parts oi the country, es-
pecially Illinois and Michigan. The Northeast (Massachusetts, New
York, and Rhode Island, in particular) and other widely dispersed
states such as Alaska, California, Florida, Mississippi, New Jersey,
and West Virginia experienced relatively high unemployment
rates. This regional distribution reveals the structural adjustments
underway in the economy. Restructuring in the domestic auto in-
dustry hurt Michigan and Illinois. New England and California
were particularly hard hit by ongoing defense cutbacks. Overbuild-
ing in commercial real estate and restructuring in the finance and
insurance industries had disproportionately negative effects on
California, Florida, and the Northeast.

EMPLOYMENT AND PRODUCTIVITY TRENDS

The relatively stagnant labor market performance at a time
when output was increasing reveals that real growth during the re-
covery resulted exclusively from labor productivity gains. It is not
unusual to see labor productivity surge when the economy is in a
recovery phase because firms tend to keep their most productive
workers on the payroll during downturns and use the existing
workforce more intensively during the initial phase of an upturn.
In the first year and a half of previous recoveries, labor productivi-
ty growth averaged 3.0 percent at an annual rate, about twice the
average annual rate of labor productivity growth of the past three
decades.

Over the first six quarters of the recent recovery, labor produc-
tivity in the nonfarm business sector grew at an annual rate of 2.5
percent, only slightly less than the average for previous recoveries
(Chart 2-10). However, the unusual thing about the past year and a
half is that all of the gain in output resulted from labor productivi-
ty gains. In previous recoveries, the split between the increase in
labor productivity and the increase in labor hours worked was
much more balanced, with labor productivity gains and the in-
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Chart 2-8 Unemployment Rates by State, November 1982
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Chart2-9 Unemployment Rates by State, June 1992
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crease in labor hours accounting for roughly equal shares, on aver-
age.

Chart 2-10 Growth in Output per Hour, Nonfarm Business Sector
Productivity has rebounded strongly over the past year and a half, typifying the strong gains
that usually occur during a recovery.

Percent change

5 T T
| | |
} |
4r l | 3.7
| | |
! I
aL | l 3.0
2.4 ! ' 2.5
i | f
2 - : : 1.9 .
L 13 | 14
L 0.8 | |
i |
o, fEEll
0 CEIYT
l f
r | |
RS | | -0.7
I |
I I |
2 ! l [ o1t l | | | | |
1959-69 1969-79 1979-89 1990 1991 91. gt 9.l 9V 924 924 92.41

Note: Annual values are IV/IV change. Quarterly values are seasonally adjusted at an annual rate.
Source: Department of Labor.

The increase in labor productivity is expected to continue as the
economy settles into a sustained expansion and higher investment
boosts the stock of productive capital. Labor productivity growth
had been slipping in recent decades, but several factors suggest
that it is likely to improve over the experience of the past two dec-
ades. The average age of the population and the workforce will con-
tinue to increase, and evidence suggests that a move toward a more
experienced work force is usually associated with higher productiv-
ity growth. Also, during the past two decades, oil price shocks di-
verted spending into energy-saving rather than labor-saving capital
equipment and, as a result, the economy is less vulnerable now to
energy shocks than it was during the 1970s. The labor force is ex-
pected to grow slowly, making labor relatively less abundant. Over
time, this likely will increase real wages, promoting higher capital
investment and faster growth in labor productivity. In addition,
low real interest rates reduce capital costs and the anti-inflation
credibility that the Federal Reserve has earned reduces uncertain-
ty premiums in interest rates. Prospects for reducing the structural
budget deficit over time would also likely promote lower interest
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rates and borrowing costs, helping to boost investment and contrib-
uting to labor productivity.

SUMMARY

e In terms of output and employment, the recovery of 1991-92
has been the slowest of the postwar era.

* Compared with previous postwar recessions, the recession of
1990-91 was somewhat shallower and shorter. In labor mar-
kets, however, the effects of the recession were less straightfor-
ward. While the effects on employment and the unemployment
rate were milder than average, nonfarm payroll employment
remained relatively stagnant for over a year following the
trough, and the unemployment rate peaked more than a year
after the decline in real GDP had ended.

* State unemployment rates show that the coastal States and
the Northeast were hit relatively hard in the recent recession
and slow recovery, while the heartland was disproportionately
affected by the 1981-82 recession.

¢ All of the gain in output during the past year and a half re-
sulted from increases in labor productivity. The outlook for
continued productivity gains is good.

THE ECONOMIC OUTLOOK

Factors such as low interest rates and low inflation provide a
strong foundation for continued short- and long-term economic
growth. While structural adjustments have slowed the economy for
the last several years, economic performance is expected to im-
prove as structural imbalances are resolved.

THE ADMINISTRATION’S ECONOMIC PROJECTIONS

Table 2-3 shows Administration projections for key economic
variables for the period from 1992 through 1998. At the time of this
writing, estimates of GDP for the fourth quarter of 1992 and for
1992 as a whole were not available. Data from the first three quar-
ters and preliminary information for the fourth quarter indicate
that real GDP grew at a rate of around 2.5 to 3 percent from the
fourth quarter of 1991 to the fourth quarter of 1992. During 1993,
the economy is expected to grow at a moderate pace early in the
year and then pick up later in the year, with real GDP growing
around 3 percent during the year. Growth is expected to continue
in the 3-percent range through the mid-1990s but then to slow
slightly in the second half of the decade. The slight slowing of
growth later in the decade reflects the movement of the economy
toward full employment of available resources without increased
inflationary pressure.
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TABLE 2-3.—Admuinistration Forecasts

Item 1992 [ 1993 ] 1994 ‘ 1995 [ 1996 ] 1997 | 1998

Percent change, fourth quarter to fourth quarter

Real GDP 26 29 31 3.0 29 28 27
GDP deflator, 1987 =100...........ccoccooonrucucncres 25 2.6 2.7 2.8 28 28 28

Consumer price index, CPI-U ... 2.9 2.8 29 3.0 3.0 3.0 30

Calendar year average

Unemployment rate, percent..............cccccco.... 7.4 6.9 6.2 57 54 53 53
Interest rate, 91-day Treasury bills, percent.. 34 35 42 44 44 44 44
Interest rate, 10-year Treasury notes, perr. 70 64 61 60 60 50 60
Civilian employment, millions 117.7 119.9 122.3 124.6 126.6 128.4 130.1

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

Sustained higher economic growth will improve employment
prospects. The unemployment rate is expected to decline during
1993, averaging 6.9 percent for the year, down from 7.4 percent for
1992. In the mid-1990s, with the economy expected to continue in a
sustained expansion, the unemployment rate is expected to decline
steadily, reaching a level of 5.3 percent by 1997.

Inflation is expected to remain low in 1993 and in coming years,
not only because of excess capacity and underemployment of re-
sources in the immediate future, but also because of the Federal
Reserve’s ongoing efforts to keep inflation in check. The Adminis-
tration projections show consumer prices rising about 3 percent an-
nually; the implicit price deflator for GDP is expected to rise at a
rate slightly below 3 percent annually.

With moderate growth and low inflation, short-term interest
rates are expected to remain low in 1993 and long-term interest
rates are expected to decline. As the economy moves back toward
full employment of resources, short-term rates are likely to rise. In
the middle and later years of the projection, long-term rates are ex-
pected to stabilize as inflation remains low. However, the outlook
for interest rates in general—and long-term rates in particular—
depends critically on the outlook for fiscal policy. The adoption of .
policies that would lead to higher structural budget deficits, rela-
tive to what is currently expected likely would boost long-term in-
terest rates and retard economic growth in subsequent years.

Economic forecasting is an imprecise science. Unexpected devel-
opments can cause forecasts to go awry, and changes in policies can
cause actual events to differ substantially from the forecast. Ulti-
mately, economic forecasts are based largely on predictions about
human behavior, usually taking the previous patterns of behavior
as a guide. But human behavior is complex, difficult to predict, and
subject to change. People do not always respond in the same way,
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or with the same speed, in what appear to be similar circum-
stances.

Changes in the general state of the economy can also affect the
relative accuracy of forecasts. Forecasting becomes much more dif-
ficult when the economy shifts from expansion to recession or from
recession to recovery. Despite a difficult forecasting environment,
this Administration’s forecasts generally have been accurate by
forecasters’ standards. Using a broad set of variables—real growth,
consumer price inflation, the unemployment rate, and the Treas-
ury bill rate—from the annual forecasts presented in the Budget of
the U.S. Government, this Administration’s (1990-92) short-term
forecasts for the year under consideration have been more accurate
than either the Carter (1978-81) or Reagan Administration (1982-
89) forecasts. The average absolute error of Bush Administration
forecasts is over 20 percent smaller than Reagan Administration
forecasts and over 30 percent smaller than Carter Administration
forecasts. Each Administration—in its entirety—had to forecast in
periods of comparable difficulty, as there were business cycle turn-
ing points at some point during each of their terms. However, fore-
casts for the individual terms of the Reagan Administration were
produced during significantly different economic environments.
There was a deep recession following high and volatile inflation
during the early years of the first Reagan term, while during the
second Reagan term, the economy was in the midst of a sustained
expansion with moderate inflation. This Administration’s forecasts
were about 30 percent more accurate than those of the first Reagan
term and about 10 percent more accurate than those of the second
Reagan term.

This Administration’s short-term forecasts also have matched up
relatively well with the individual and ‘“‘consensus” (really the av-
erage) Blue Chip forecasts, although the accuracy of specific fore-
casts of this Administration relative to individual Blue Chip fore-
casts, has varied. The first forecast of this Administration—the
mid-session forecast in 1989—was more accurate than any of the
individual Blue Chip forecasts as well as the consensus. The Budget
forecast for 1990, prepared in late 1989, was less accurate than the
consensus and the bulk of individual Blue Chip forecasts. However,
the mid-session forecast prepared in mid-1990 was as accurate as
the consensus and in the middle of the pack of individual forecasts.
The Budget and mid-session forecasts for 1991 also were as accu-
rate as the consensus and in the middle of the pack of individual
forecasts. Both the Budget and mid-session forecasts for 1992 (pre-
pared in late 1991 and mid 1992 respectively) were more accurate
than the consensus and the vast majority of individual forecasts
(based on data currently available).
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General interpretations of the economic situation and public
comments also matter. In late 1990, when the Council of Economic
Advisers reported that the Nation was in a recession, it was the
first time in any of the nine postwar recessions that an Adminis-
tration had acknowledged that the Nation was in a recession before
the data on even one quarter of decline in real output were avail-
able. At that time the Administration forecast for 1991 correctly
predicted that real output would continue to decline in the first
quarter of 1991 and then grow slowly in the remaining quarters of
the year. That forecast also correctly predicted that the recovery
would be the slowest on record.

The uncertainties of forecasting can be seen in the range of pro-
jections provided in Table 2-4. The higher growth alternative is
consistent with a sharper and faster rebound in economic activity
than in the Administration’s projection, reflecting the uncertainty
about the positive potential for growth. Over the past several
years, the recession and slow growth have pushed the economy
well below its potential level of output. A high level of excess ca-
pacity of productive plant and equipment currently exists in the
economy and labor is less than fully utilized, as indicated by the
current level of the unemployment rate. Because of the underutili-
zation of resources, there is significant upside potential for growth.
The economy has been working its way through many structural
problems for several years, and as the drag from those structural
difficulties is reduced, economic growth likely will improve further;
the extent and timing of that improvement are uncertain. Con-
sumer and business confidence have been lower than justified by
economic fundamentals, and as consumer and business confidence
rebound, consumer spending and business investment may pick up
more strongly than expected.

The lower growth alternative is consistent with continued slug-
gish activity, reflecting uncertainty about the downside risks for
growth. The drag from ongoing defense downsizing and other struc-
tural adjustments may be larger and more persistent than expect-
ed. Slower-than-expected growth in the international economy may
hinder U.S. exports, increase the trade deficit, and reduce economic
growth in the United States relative to what is expected in the Ad-
ministration projection. Adoption of improper policies could ad-
versely affect the performance of the economy.

The lower section of Table 2-4 shows projections for the Federal
budget deficit for the Administration forecast and the higher and
lower growth alternatives. The deficit projections are significantly
affected by changes in the projected rate of economic growth.
Under the higher growth alternative, the Federal budget deficit is
projected to decline somewhat faster than under the Administra-
tion projection and then to stabilize at a level about $40 to $60 bil-
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TaBLE 2-4.—Alternative Forecasts and Deficit Progjections

T ™ T T i e H -
tem | 1092 | 1993 Dowgse | 1995 | 1056 | 1997 | 1998

Percent change, faurth quarter to fourth quarter

Alternative Forecast T : r ! !‘ ‘

Reat GDP ; | : |
Higher growth ... 261 35 40 37y 3.4 i 32 390
Lower growth ... 26 20 22, 24 | 25 25 25

Consumer Price Index, CPI-U f ‘ |
Higher growth .. 29| 31 35| 40 45 47 50
Lower growth ... 28| 2.3 22 23 23! 23 23

I | L

Percent, annual average

Unemployment rate, civilian | ! Y :
Higher growth .. 14, 6.7 6.0 ! 6 53¢ 51 5.0
Lower growth .. 14 76 76| 74! 70 6.7 65

i ! i i

inferest rate, 91-day Treasury bil = _ ? ! 1
Higher growth .. . 34 40 ‘ 5.0 | 56 | 6.3 70 75
Lower growth ... 3.4 27 i 2.7 28 28 1 2.9 3.0

A —— 1
Billions of doilars, fiscal years

Deficit projections : w’
Higher growth . ] 290 328 287 240 ¢ 201 207 194
Administratior... 290 332 297 265 | 241} 266 265
Lower Growth ... 290 340 322 307 i 300 § 338 344

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

lion below that of the Administration projection; the cumulative
effect on the debt is about $200 billion over the 6 years of the pro-
jection. Under the lower growth alternative, the Federal budget
deficit remains at much higher levels—in excess of $300 billion—
throughout the projection, with a cumulative effect approaching
$300 billion of additional debt relative to the Administration pro-
jection.

ACCOUNTING FOR GROWTH

Overall growth of real GDP can be decomposed into four compo-
nents: (1) labor force growth, or growth in the number of people
available for work each year; (2) the change in the share of the
labor force that is employed, or the employment rate; (3) the
growth in the number of hours an employed person works each
year, represented as the growth in average weekly hours; and (4)
labor productivity growth, or the growth in the average amount of
goods and services produced per hour of labor.

Table 2-5 shows the contribution of these factors in average real
GDP growth for various periods. The first three columns provide
historical comparisons for periods from business cycle peak to busi-
ness cycle peak. The final column shows the contributions for the
period, incorporating actual data since the recent business cycle
peak (in the third quarter of 1990) along with estimates for the
forecast period to 1998. Economic growth is projected to average 2.3
percent a year from the business cycle peak in 1990 through the
end of the forecast in 1998.
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TABLE 2-5.—Accounting for Growth in Real GDP, 1960-98

{Average annual percent change]

1960 1 | 1973 IV | 1981 1 | 1990 Mt

item to to to to
1981 10 | 1981 i | 1990 ! | 1998 IV
1) Civilian noninstitutional population aged 16 and over 18 18 11 09
2) PLUS: Civilian labor force participation rate 3 5 A 3
3) EQUALS: Civilian labor force ................................................................................ 2.1 2.4 1.6 1.2
4) PLUS: Civitian employ rate -1 —A 24 0
5) EQUALS: Civilian ! L SO DS OO T OROROTPTOT O 2.0 2.0 1.8 13
6) PLUS: Nonfarm busmess employment as a share of civitian employment! ... 1 A 2 -1
7) EQUALS: Nonfarm b 2.1 21 2.0 1.1
8) PLUS: Average weekly hours (nonfarm business sector) ] -7 .0 0
9) EQUALS: Hours of all persons {nonfarm business) ............cccoove oo 15 13 2.0 1.2
10) PLUS: Output per hour (productivity, nonfarm b )] 17 6 8 14
11) EQUALS: Nonfarm busi output 33 19 2.8 26
12) LESS: Nonfarm business output as a share of real GDP2 ... 1 —.2 2 3
13) EQUALS: Real GDP .............ccoovveecrncencrienmicriareeriesvescenenencrenies 32 21 26 23

! Line six tr the civilian t growth rate into the nonfarm business employment Frowth rate.
z Line 12 translates nonfarm business output back into output for all sectors, or GDP, which incfudes the output of farms and
general government.

Note.—Data may not add due to roundmi
Time periods are from business cycle peak to business cycle peak to avoid cyclical effects.

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

This projection assumes an average rise of 1.2 percent a year in
the labor force over the 1990-98 period, a lower rate than during
the prior three decades. Slower labor force growth results from
slower growth in the working-age population and from smaller in-
creases in projected labor force participation rates.

The civilian unemployment rate is projected to fall to 5.3 percent
at the end of the forecast, only slightly below the unemployment
rate at the business cycle peak in the third quarter of 1990. Hence,
only a slight contribution (rounded to 0.0 in Table 2-5) is attributed
to changes in the civilian employment rate from the previous peak
of the business cycle through the end of the forecast. The largest
contribution from a falling unemployment rate during the forecast
occurs between 1992 and 1995. As the economy nears full employ-
ment in the later years of the forecast, increases in the employ-
ment rate make smaller contributions.

A key assumption underlying the 2.3-percent forecasted average
growth rate of real GDP is that the increase in labor productivity
will average 1.4 percent a year. That rate of productivity growth is
higher than the rates experienced during the 1970s and 1980s, but
substantially lower than those of the 1960s. As discussed earlier in
this chapter, labor productivity growth has been quite strong over
the past year and a half, and various factors—including a more ex-
perienced and slower growing labor force and likely higher invest-
ment resulting from low real interest rates and lower and less vola-
tile inflation—point to a higher rate of productivity growth in
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coming years in comparison with the low rates of the past two dec-
ades.

SUMMARY

¢ In the short term, the economy is expected to show continued
gradual improvement, with real growth at about 3 percent
during 1993. During 1993 the unemployment rate is expected
to decline gradually as the economy improves, and inflation
and interest rates are expected to remain relatively low.

¢ Real growth is expected to continue in the 3-percent range
through the mid-1990s before slowing gradually to the 2%-per-
cent range later in the decade. The unemployment rate is ex-
pected to show steady but gradual declines over the next 4
years. Current fundamentals point to only slight increases in
inflation and short-term interest rates, with long-term interest
rates declining slightly before stabilizing.

* The uncertainties of economic forecasting indicate that growth
could be higher or lower than currently anticipated. With
higher real growth, the projected level of the Federal budget
deficit falls significantly; with lower growth, the Federal
budget deficit increases.

CONCLUSION

Following 8 months of recession and 1% years of recovery, there
are signs that the economy is entering a period of solid and sus-
tained expansion. The extended period of slow growth—which ap-
pears to be largely over—reflected the economy’s response to seri-
ous structural imbalances and long-term trends. The process of im-
proving household and corporate balance sheets, adjusting to reduc-
tions in defense expenditures, and bringing the supply of commer-
cial and multifamily residential real estate into balance with
demand resulted in a protracted period of sluggish economic
growth. As well, the implementation of the second round of disin-
flation since 1980, which brought inflation to its lowest level since
the early 1970s, was also accompanied by painful adjustments.

These adjustments, costly as they were and as they continue to
be for millions of Americans, have laid the foundation for strong
and sustained economic growth. In particular, a more secure out-
look for low inflation will provide enhanced incentives to save and
invest during the economy’s future expansion.

However, the Nation cannot take this expansion for granted.
Even as the recovery appears to be picking up steam, unemploy-
ment continues to be too high and job growth too low. This sluggish
performance in the labor market reflects the continued process of
adjustment by firms to more competitive conditions and changing
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patterns of product demands. To put Americans back to work, it is
necessary to continue to strengthen the fundamental dynamism
and resilience of the Nation’s economy in the face of change, to
create an environment conducive to new business formation and
small business expansion, and to promote the entrepreneurial proc-
ess that only a sound market economy can produce.

The gains from recent adjustments can only be fully exploited if
they are coupled with appropriate policies. These include provision
of sufficient money for sustained growth consistent with maintain-
ing low inflation; a fiscal policy directed toward the long-term con-
trol of government spending and tax incentives to save, innovate,
and invest; continued movement toward free and open trade
throughout the world; and growth-enhancing regulatory reform to
ensure sustained progress toward more smoothly functioning mar-
kets at home.
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CHAPTER 3

Monetary and Fiscal Policy in the
Current Environment

THE EFFORTS AND ACCOMPLISHMENTS of households and
businesses produce the economic growth that leads to improved
living standards. An environment that includes an open trading
system, a strong market system with well-designed and efficient
regulation where necessary, and legal protection of property rights
fosters such progress. Monetary and fiscal policies also shape the
environment within which households and businesses make their
decisions. These policies are important tools used to pursue the
goals of the Employment Act of 1946, which charges the Federal
Government with promoting “maximum employment, production,
and purchasing power.”

Monetary and fiscal policies can be best understood in the con-
text of the events, both historical and recent, that shaped them.
Such an analysis can assist in choosing policies that improve
rather than disrupt short- and long-term economic performance. Of
particular interest are the circumstances and policies surrounding
the recent recession, which began in July 1990 and lasted until
March 1991. While the decline in output was less than the average
for other post-World War II recessions, by most measures the re-
covery was the weakest in postwar history.

Monetary policy refers to actions taken by the Federal Reserve
(the Fed) that influence bank reserves, the money stock, and inter-
est rates. An expansionary monetary policy tends initially to lower
short-term interest rates by increasing the availability of money
and credit. Lower interest rates encourage spending, particularly
on investment projects. When the economy is operating well below
capacity, increased spending is likely to lead to increased output.
Once the economy is at or near capacity, however, rapid monetary
expansion is likely to lead to inflation (a sustained increase in
prices) rather than output growth. Conversely, contractionary, or
tight, monetary policy reduces the growth rate of the money stock,
increases short-term interest rates, and eventually lowers inflation.

Fiscal policy refers to the spending and taxing policies of the
Federal Government. Fiscal policy can influence total demand in
the economy by changing taxes and government spending. Expan-
sionary fiscal policy, for example, implements tax cuts, government
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spending increases, or both, in order to increase economic activity
during downturns. Fiscal policy can also affect incentives to work,
save, invest, and innovate. Changes in taxes on capital, for exam-
ple, affect the after-tax return on investment in physical assets and
thus the incentive for capital accumulation. Evaluations of fiscal
policy changes must take into account the effects of both consumer
and business demand and supply-side incentive effects.

MACROECONOMIC POLICY IN HISTORICAL
CONTEXT

The dominant feature of per capita real gross national product
(GNP), or output, since 1870 has been its steady growth, but there
have been noticeable interruptions in growth as well (Chart 3-1).
The “business cycle” refers to fluctuations of output around a long-
term trend—that is, recessions followed by recoveries and expan-
sions. However, nothing is very regular about the timing and mag-
nitude of these fluctuations.

Chart 3-1 Gross National Product Per Capita, 1870-1990

While there have been occasional interruptions, real GNP per capita has been rising
since 1870.
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In the long run, aggregate output grows because of increases in
the quality and quantity of physical capital, the knowledge and
skill of workers, the size of the labor force, advances in technology,
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improved resource allocation through trade expansion and a more
dynamic market system, and the entrepreneurial process that cre-
ates new businesses and products. These factors do not grow at a
constant rate; this explains a small part of the variations in output.
The major short-term fluctuations, however, do not reflect primari-
ly changes in the productive capacity of the economy, but changes
in its rate of utilization. For example, during economic declines the
labor force is not fully utilized, as indicated by high unemployment
rates.

The Great Depression, which began in late 1929, was the largest
decline in economic activity in recorded U.S. history. Output fell by
nearly 30 percent during the first 3 years of the Depression. The
unemployment rate had risen to 25 percent by 1933 and remained
well above 10 percent until the early 1940s (Chart 3-2). By compari-
son, output has fallen an average of 2.7 percent during post-World
War II recessions. In the most severe of these, which began in the
fourth quarter of 1973, real output fell 4.9 percent and the unem-
ployment rate peaked at 9.0 percent. The 1981-82 recession, which
began in an already weak economy, involved a smaller decline in
output of 3.3 percent, but the unemployment rate reached 10.8 per-
cent. In contrast, in the recent recession, output declined 2.2 per-
cent and the unemployment rate later peaked at 7.7 percent. (The
basis for cyclical comparisons is discussed in detail in Table 2-2.)

The relative stability of the postwar era may reflect fewer or less
severe disturbances. But it also may be due to the development of
public and private institutions and policies designed to offset tem-
porary disruptions or to help the economy adjust. These institu-
tions are particularly important in light of the fact that the costs
of recessions are not shared evenly across the population. For most
families, incomes remain roughly the same or continue to grow
during a recession; the economic and social costs of recessions fall
disproportionately on those who experience or are threatened with
unemployment or reduced employment.

The experience of the United States is not unique. All modern
industrial economies grow at uneven rates. Recessions in the
United States often coincide with slowdowns in the economies of its
trading partners because many of the factors affecting the econo-
my, such as oil price changes, affect other economies as well. Trade
and capital flows that link national economies also transmit purely
domestic economic shocks from one country to others.

CAUSES OF RECESSIONS

Can carefully chosen policies eliminate recessions entirely? The
answer, unfortunately, is that they almost certainly cannot, al-
though well-designed policies may reduce the frequency and severi-
ty of economic downturns. To understand the limitations of policy,
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Chart 3-2 Civilian Unemployment Rate

During the Great Depression the unemployment rate reached 25 percent and remained at
double-digit levels for 10 consecutive years.
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the factors that contribute to recessions must be taken into ac-
count. They can be broadly classified as structural adjustments, ex-
ternal events (also called shocks), and policy mistakes. At any
given time, the economy may be struggling to overcome one or
more of these adverse factors. Recessions occur when a number of
unfavorable factors exist simultaneously or an unusually large
problem arises.

A sharp reduction in expenditures on national defense, for exam-
ple, gives rise to structural adjustments in production and employ-
ment. Such reductions followed World War II, the Korean and
Vietnam wars, and are now taking place in response to the end of
the Cold War. The Nation on the whole is better off when a conflict
ends and the resources devoted to national defense can be put to
other uses. Nonetheless, large decreases in military spending dis-
rupt production and employment as production patterns adjust to
meet changing demands. The temporary declines in output and in-
creases in unemployment following World War II and the Korean
war illustrate the costs that are incurred while resources are real-
located.
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External shocks in the form of large and sudden oil price in-
creases have been an important factor in several recent recessions.
The partial embargo on oil exports by the Organization of Petrole-
um Exporting Countries in 1973 tripled world oil prices. Since oil is
an important input in production, oil price shocks may lead indus-
tries to change their production patterns. For example, oil-fueled
plants may be refitted to run on coal. Further, since the United
States is a net oil importer, it would pay more for its imported oil,
thereby transferring income and wealth to oil exporting countries
and reducing the overall demand for domestic output.

In some instances policy mistakes have contributed to economic
downturns. The Great Depression is perhaps the best example.
Even after production and prices had begun to decline sharply,
monetary policy remained contractionary by most measures. The
1930 passage of the Hawley-Smoot Tariff Act raised tariffs on many
imports, leading our trading partners to retaliate and disrupting
global trade flows. With the economy still mired in depression in
1932, a tax increase was enacted in an effort to balance the budget.
But by reducing disposable income and household spending, the tax
increase deepened the Depression. This series of policy blunders
turned what could have been a moderate or severe recession into
the Great Depression.

Even if no policy mistakes are made, however, structural adjust-
ments and external shocks may cause occasional periods of declin-
ing output. It is unrealistic to expect that well-chosen policies can
always compensate completely for all types of disturbances and
eliminate recessions entirely.

THE LIMITS OF POLICY

The extent to which fiscal and monetary policies can mitigate
short-term economic fluctuations has been the subject of debate.
Views on this subject have evolved considerably in recent decades,
and will undoubtedly continue to evolve as circumstances change
and new policies are tried.

The Activist Approach

The Keynesian view, which reached its peak of influence in the
1960s, advocated government spending increases and tax cuts, sup-
ported by expansionary monetary policy, to stimulate overall
demand whenever output fell below the economy’s estimated capac-
ity to produce. More restrictive policies were advocated when infla-
tion became a greater concern. Many economists believed that a
stable tradeoff existed between unemployment and inflation rates:
Expansionary policies would lower unemployment at the cost of
somewhat higher—but not continually rising—inflation. It was be-
lieved that ‘‘activist” or ‘fine-tuning” policies could increase
demand whenever the economy was below capacity, reducing busi-
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ness cycle fluctuations and at the same time increasing long-term
growth in the economy’s capacity. Such policies frequently changed
course in response to short-term economic developments.

Impediments to Fine-Tuning

The foundation of the activist approach was discredited by the
historical experience of the 1960s and 1970s. Qutput grew rapidly
in the 1960s, but inflation, as measured by the rate of change in
the consumer price index, rose from 0.7 percent during 1961 to 6.2
percent during 1969. In the 1970s the economy experienced many
difficulties, including large simultaneous increases in both inflation
and unemployment. This development contradicted the idea that a
stable tradeoff existed between inflation and unemployment and
led to a rethinking of the efficacy of fine-tuning.

It has become clear that a number of factors, including delays,
forecasting difficulties, and uncertainty about the economy’s re-
sponse, make fine-tuning unreliable at best. Furthermore, well-in-
tentioned policies may actually increase business cycle fluctuations.

Policymaking is complicated by a number of delays, or lags. The
information available on the current state of the economy is imper-
fect; most data for a particular month or quarter are not available
until the next month or quarter and are often revised substantial-
ly. As a result, policymakers learn that the economy has changed
direction only after the fact, resulting in a recognition lag. But
even after it becomes clear that the economy has weakened, delays
in the political process create lags in implementing specific poli-
cies. For instance, most fiscal policies require time-consuming con-
gressional action and then must be approved by the Administra-
tion, creating an action lag between the time problems develop and
action is taken. Finally, even after new policies are implemented,
further lags may occur before economic activity is affected. A re-
duction in tax rates, for example, may initially have little effect on
consumption or investment because time elapses before consumers
and businesses can respond fully. Thus, expansionary countercycli-
cal actions will have their intended effect only if the economy
would have remained weak well into the future.

Because of the various lags, policymakers must rely on economic
forecasts in setting policies. Economic forecasting is an imprecise
science; it is particularly difficult around business cycle turning
points. Fortunately, market economies have many self-correcting
tendencies that eventually reduce the effects of external shocks or
structural imbalances. As noted, disturbances such as oil price
shocks or reductions in defense spending create a need for changes
in patterns of production. Growth in output tends to fall as these
adjustments begin but resumes as they are completed. While these
self-correcting tendencies are a desirable feature of market econo-
mies, the pace at which adjustments occur is unpredictable, compli-
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cating the forecasting process and raising the possibility that a re-
covery may be well under way before the economy receives signifi-
cant stimulus from policies introduced to fight the recession. In
this case, such policies may cause higher inflation but only small
gains in production.

A further impediment to fine-tuning is uncertainty about how
the economy will respond to changes in fiscal and monetary policy.
The economic response to a particular policy change depends in
part on people’s expectations about future policies. For instance,
firms and households may view economic policies as temporary
under a fine-tuning regime because policy changes can be expected
to occur relatively frequently. Unpredictable policies may compli-
cate the task of long-term planning for firms and households, dis-
couraging investment and undermining long-term economic
growth.

Fine-Tuning and Inflation

The costs of high and variable inflation are considerable but
more subtle than the costs of recessions. In a market economy,
prices provide essential information about the relative scarcity of
goods and services. High and volatile inflation obscures this infor-
mation and distorts the allocation of resources. Furthermore, unex-
pected inflation arbitrarily redistributes income and wealth. It
hurts lenders and people on fixed incomes and helps borrowers,
since the real value of interest and principal payments is eroded by
inflation.

Inflation also has unintended effects on the tax structure that
affect incentives to work, save, and invest. The Economic Recovery
Tax Act of 1981 indexed income tax brackets for inflation begin-
ning in 1985, but some taxes on capital income are still affected by
inflation. For example, capital gains are not indexed for inflation,
and depreciation allowances are effectively reduced by inflation be-
cause they are based on original rather than replacement cost.
These features of the tax system cause inflation to both reduce the
real after-tax return on capital assets and discourage investment.

The late 1940s and early 1950s were marked by dramatic changes
in inflation rates associated with the aftermath of World War II
and the beginning of the Korean war (Chart 3-3). From 1952 into
the mid-1960s, however, inflation never exceeded 3 percent. The
rate of inflation then began to increase, albeit erratically, reaching
double digits in 1974 and again in 1979 and 1980. In fact, from 1960
to 1980 inflation was higher at each successive business cycle peak,
and each recovery also began with a higher inflation rate than the
preceding one.

Why did the fine-tuning policies pursued during this period con-
tribute to rising and variable inflation? If expansionary policies
stimulate demand when the economy is already approaching capac-
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Chart 3-3 Consumer Price Inflation

During the 1960s and 1970s the inflation rate reached a higher level at each successive
business cycle peak. This upward trend was reversed in the 1980s.
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ity, they may increase output temporarily but then, after some lag,
increase prices. In particular, a monetary policy that produces
growth in money that persistently exceeds growth in real output
inevitably leads to inflation. If expansionary policies are expected
to continue, people may anticipate higher future inflation rates as
well, complicating the process of reversing inflation.

One danger of fine-tuning is that expansionary policies may
become addictive. Political considerations can cause policymakers
to favor short-term stimulus to expand output and employment rel-
ative to policies to control inflation. This is one of the reasons why
inflation was higher at the end of each recession between 1960 and
1980. Policymakers may also simply overestimate the economy’s ca-
pacity, especially when structural adjustments or external shocks
are temporarily slowing the growth of capacity. If expansionary
policies persist after the economy is near capacity, output and em-
ployment will increase very little, but inflation will continue to
rise.

Because of the considerable costs of inflation, episodes of high
and variable inflation lead to policy actions to contain or reverse it.
Reducing inflation—that is, disinflating—after an extended period

80

.org/

Federal Reserve Bank of St. Louis



Digitized for FRASER

of rising or high inflation tends to result in reduced output growth
and increased unemployment. The recession of 1981-82, during
which unemployment rates rose to almost 11 percent, was in part a
consequence of the policies introduced to reverse the rising. infla-
tion that had developed throughout the 1960s and 1970s. An impor-
tant accomplishment of the past 12 years has been the reduction
and subsequent containment of inflation, achieved in part by ad-
herence to a credible, systematic monetary policy.

Alternatives to Fine-Tuning

Fine-tuning is complicated by a number of factors such as vari-
able and uncertain lags, the need for accurate forecasts, and the
temptation to pursue overly expansionary policies. Furthermore, fre-
quent policy changes complicate the task of long-term planning for
firms and households, discouraging investment and undermining
long-run economic growth.

An alternative to fine-tuning that avoids some of these difficul-
ties is the establishment of systematic and clearly stated policy
plans consistent with the long-term objectives of high and stable
output growth and low and stable inflation. Credibility is achieved
over time both as plans are carried out and long-term objectives
are accomplished. Even if policymakers aim to follow a systematic
policy, however, it is not always possible to specify all contingen-
cies, and changes in the economy may occasionally require that
plans be revised. For example, if the relationship between money
growth rates and output shifts, the targets for monetary growth
will need to be adjusted. Similarly, high and persistent budget defi-
cits may necessitate changes in fiscal policies.

Fine-tuning policies can be likened to a weathervane. Just as the
weathervane changes direction with the wind, fine-tuning policies
frequently shift in response to changes in the economy. Adhering
to systematic policies, on the other hand, is much like following a
course laid out by a compass. Just as travellers deviate from the
compass headings only if an obstacle such as a mountain lies in
their path, policymakers deviate from their plans only if a severe
or protracted economic contraction or rising inflation is at hand. In
contrast to fine-tuning, systematic policies do not change in re-
sponse to small, temporary variations in the rate of growth. Any
deviations from the announced plans are explained in the context
of long-term policy goals, so as not to undermine future credibility.
One might call such a policy “gross-tuning,” to distinguish it from
both fine-tuning and from the notion that policies should be set ac-
cording to rigid rules which are mechanically followed regardless
of actual and prospective developments in the economy.
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SUMMARY

¢ The United States and other modern industrial economies ex-
perience occasional periods of recession when output declines
and unemployment rises.

¢ Recessions can result from a number of factors that impede
growth, including unavoidable structural imbalances, external
disturbances, and government policy errors.

¢ Monetary and fiscal policies may be able to mitigate reces-
sions, but they cannot eliminate business cycle fluctuations
completely. Overly aggressive attempts to do so are likely to
lead to higher inflation and impede long-term growth in
output.

RECENT ECONOMIC DEVELOPMENTS

Recent monetary and fiscal policies have been heavily influenced
by the legacy of the preceding two decades, most notably by the
rising inflation of the late 1960s and 1970s and the emergence of
large budget deficits during the long expansion of the 1980s. Many
structural imbalances, some of which had their roots in the 1970s,
worsened the recent recession and slowed the subsequent recovery.
In addition, the economy was buffeted by an oil price shock after
Iraq invaded Kuwait in August 1990.

MACROECONOMIC POLICIES AND ECONOMIC
PERFORMANCE IN THE 1980s

The economy entered the 1980s with declining production and
high inflation. After rising rapidly in the late 1970s, inflation
reached a peak of 13.3 percent during 1979—the highest rate since
the aftermath of World War II. Faced with high and rising infla-
tion, the Federal Reserve announced new measures that were in-
tended to signal its unwillingness to finance a continuing inflation-
ary process. The 1979 Annual Report of the Board of Governors of
the Federal Reserve System noted that “the System’s day-to-day
operating procedures would be altered in a way expected to make
the achievement of growth targets for the monetary aggregates
more certain. Specifically, policy would be conducted with greater
emphasis on supplying reserves to member banks at a rate believed
consistent with growth objectives for monetary aggregates; and less
attention would be focused on short-term interest rates as a guide
for open market operations.” Focusing on short-term interest rates
“had become less reliable in an environment of rapid and variable
inflation.”

Efforts to curb inflation were costly. The economy suffered a
brief but steep recession from January to July of 1980, during
which output fell by 2.3 percent and unemployment rose to 7.8 per-
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cent. Inflation edged downward slightly to 12.5 percent during
1980. After a brief period of growth, the economy entered another
recession in July 1981 that lasted until November 1982. This reces-
sion was unusually severe, with unemployment rates climbing
above 10 percent for the first time since 1941.

While the recession was painful, the loss of output was actually
far below the levels that many models had predicted would be nec-
essary to achieve the dramatic reduction in inflation that occurred.
By the time the economy emerged from the recession of 1981-82,
core inflation—which excludes the volatile food and energy compo-
nents—had fallen below 5 percent. One reason models overestimat-
ed the loss in output was that they neglected to take into account
the fact that credible policies could lower inflationary expectations
and lead to a faster and less costly reduction in inflation.

After a difficult 3-year period, the longest peacetime expansion
in modern U.S. history began in late 1982. As is often the case, the
early phase of recovery was marked by rapid growth in output as
idle resources came back into use. In 1983 real gross domestic prod-
uct (GDP) grew by 3.9 percent. GDP growth increased to 6.2 per-
cent in 1984, faster than during any year since 1951. By the end of
1984, many of the previously idle resources had been brought back
into use and real output expanded at a rate of about 3 percent
from 1985 to 1989. Job growth in the 1982-89 period was remarka-
ble. Nonagricultural payrolls increased by 18 million, from 90 mil-
lion in 1982 to 108 million in 1989, exceeding the combined in-
crease in employment in Western Europe and Japan, with their
much larger total population, over the same period.

Fiscal and Monetary Policy in the 1980s

Growth in government expenditures on programs such as defense
and medicare contributed to demand during the 1980s. Federal
Government spending as a share of GDP rose from 20.2 percent in
1979 to 23.4 percent by 1985. Substantial changes in the tax struc-
ture in 1981 increased incentives to work and invest. Total tax re-
ceipts, however, changed little as a percentage of GDP. By the mid-
1980s, the combination of growing government spending and stable
tax receipts had resulted in budget deficits that were large relative
to the size of the economy, particularly for a peacetime expansion.
The Federal budget deficit averaged about 5 percent of GDP from
1984 to 1986.

In response to growing concern about the deficit, the Federal
Government in 1985 adopted (and later amended) the Balanced
Budget and Emergency Deficit Control Act, known as Gramm-
Rudman-Hollings (GRH), which seemed to be somewhat successful
in slowing the growth of government expenditures. While the origi-
nal deficit targets under the GRH were never met, deficits did fall
to about 3 percent of GDP by 1989. Still, containing spending
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growth and reducing the deficit remained major fiscal policy issues
as the economy entered the 1990s.

While real output and employment grew steadily following the
1981-82 recession, the rate of inflation—in contrast to the 1970s—
remained relatively stable. Core inflation hovered around the 4- to
5-percent range from 1982 to 1988. While low compared to the rates
of the late 1970s, these rates would have been deemed unacceptable
just two decades earlier. Many argued in favor of a second round of
disinflation. However, the Fed had eased credit conditions in late
1987 and early 1988 in order to counter any economic weakness
and to ensure the smooth functioning of financial markets in the
wake of the stock market crash of October 1987. It soon became
clear that the economy had remained strong in spite of the crash,
with unemployment rates hovering around 5% percent and mon-
etary aggregates growing at rates near the top of their target
ranges in early 1988. Concerns about inflationary pressures rose
relative to concerns about the possibility of recession.

A Shift in Policy

Mindful of the cost of reversing rising inflation in the early
1980s, the Fed tightened reserve conditions in a series of steps be-
ginning in March 1988 and continuing into 1989. The Fed target
for growth in M2, a key measure of the money stock, was lowered
from the 4- to 8-percent range in 1988 to the 3- to 7-percent range
in 1989. The Federal funds rate (a key short-term interest rate)
rose by more than 3 percentage points between March 1988 and
March 1989. This policy change is often referred to as the “soft-
landing” strategy. Its presumed objective was a slow deceleration
of the economy that would head off an incipient rise in inflation,
and possibly even lower it, without causing a recession. This strate-
gy represented a welcome break from the policies of the 1960s and
1970s, which typically had reacted to inflation only after it had
risen significantly, thereby imposing greater costs in terms of lost
output and higher unemployment during the disinflation process.

The soft-landing strategy was laudable but went unappreciated
by many observers. Preemptive measures to contain inflation may
go unnoticed whereas measures to reduce inflation after it has al-
ready risen are painfully obvious. The latter may receive more
praise, even though the former may reflect a much wiser policy.

STRUCTURAL IMBALANCES IN THE ECONOMY

Even though the economy experienced strong growth in the mid-
to late-1980s, several structural imbalances were building that
would contribute to the most recent recession and subsequent slow
recovery. Problems in the financial sector led to a credit crunch,
high debt levels burdened households and corporations and inhibit-
ed spending, the end of the Cold War led to reductions in defense
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spending, corporate restructuring hindered employment growth,
overcapacity in commercial real estate discouraged new construc-
tion, and budget problems constrained the spending of State and
local governments.

The Credit Crunch

After a period of relatively easy credit in the mid-1980s, bankers
and bank regulators appear to have adopted much more stringent
standards near the end of the decade, although regional credit
problems had occurred earlier. Companies that could easily obtain
financing in the past had difficulty finding new bank loans; they
faced a “credit crunch.” In practice, it is difficult to quantify a
credit crunch. A reduction in bank lending during a recession can
be caused by weak demand, limited supply, or a combination of the
two. Nevertheless, there is evidence that a credit crunch has been
at work in the latest recession and recovery.

Banks play a unique role in financial markets, specializing in ob-
taining and analyzing information on the creditworthiness of small
firms that often have difficulty obtaining credit elsewhere. As a
result, the effects of the recent credit crunch were concentrated on
small businesses and some types of commercial real estate that
have limited alternative funding sources. Medium-sized and large
corporations appear to have been less affected, since they can
borrow in the commercial paper and bond markets, where firms
obtain financing by igsuing securities directly to investors. The ef-
fects were also concentrated geographically, with California and
the Northeast experiencing the tightest credit conditions.

One reason for the shift in bank lending practices was a shift in
regulatory policy. During the steady growth of the 1980s, regula-
tors were perhaps too sanguine, exerting insufficient control on
risk-taking by banks and savings and loans (S&Ls). By the late
1980s, however, the situation had changed. The magnitude of the
S&L problems had come to light, and it became clear that the gov-
ernment-backed insurance fund for savings and loans (the Federal
Savings and Loan Insurance Corporation, or FSLIC) would go bank-
rupt, causing heavy taxpayer losses. The economy was beginning to
slow, and bad loans were weakening many banks. Recognizing that
banks were also susceptible to large losses, regulators became con-
cerned about the strength of all insured financial institutions. The
Congress passed two bills—the Financial Institution Reform, Recov-
ery, and Enforcement Act of 1989 and the FDIC Improvement Act
of 1991—which contained several features that inadvertently con-
tributed to the credit crunch and restricted bank lending (Chapter
).

Regulators worldwide focused on the need to rebuild bank capital
(Box 3-1). A bank’s capital is the difference between the value of
its assets (reserves, loans, and securities) and the value of its liabil-
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ities (primarily deposits). In 1988 the industrialized nations agreed
to a common set of capital standards for financial institutions,
known as the Basle Accords. While most U.S. banks already met
the new risk-based capital standards, some fell short. Furthermore,
the new rules failed to mandate adequate reserves for government
bonds in comparison with commercial loans, unintentionally pro-
viding an incentive for banks to shift their assets into government
bonds and away from commercial loans—a tendency some have
suggested contributed to the decline in commercial lending (Chart
3-4).

Chart 3-4 Loans and Securities Held by U.S. Commercial Banks

Commercial banks have shifted their assets into government securities and away from
commerical loans.
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The combination of higher capital standards and lower asset
values created a “‘capital crunch” for banks. To increase capital,
banks had to reduce their asset holdings, raise more capital, or
both. Since raising capital quickly is often expensive, many banks
chose to reduce assets by cutting back on lending, which increases
the ratio of capital to assets because capital remains approximately
the same while assets shrink. In this sense, the capital crunch for
banks appears to have contributed to the credit crunch for busi-
nesses.
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Box 3-1.—The Role of Bank Capital

Bank regulators set minimum capital standards for two rea-
sons. First, capital absorbs losses that would otherwise have to
be paid by the Federal Deposit Insurance Corporation (FDIC)
or taxpayers (if the losses were large enough). Another impor-
tant motive for ensuring that banks have sufficient capital is
to reduce the perverse incentives caused by deposit insurance.
When a bank is close to bankruptcy, it may invest in risky
projects that have a high rate of return if they succeed. Be-
cause the FDIC will absorb any insured losses, the bank is will-
ing to take a gamble that could keep it from failing.

The underlying weakness in the capital position of U.S. fi-
nancial institutions in récent years can be traced to a number
of causes. For the S&Ls, the problems c¢an be traced back to
losses suffered in the late 1970s, when rising inflation and
rising interest rates caused the value of their mortgage loans
to plummet and their funding costs to rise. These difficulties
were compounded by losses on risky investments made in the
1980s following deregulation, a situation discussed in Chapter
5.

The problems facing commercial banks were more varied
and on the whole not as severe. In the early 1980s, large banks
suffered major losses .on loans to Third World countries. While
these had become less of a problem by 1990, the banks soon ex-
perienced a new wave of losses. The average commercial bank
loan has become more risky in recent years, in part because
established firms can borrow at more favorable terms from
sources such as the commerecial paper market. Losses from de-
faults on real estate loans, particularly in regions where prop-
erty values were falling, further eroded bank capital. Converse-
ly, many believe that tighter credit conditions. contributed to
the fall in property values by creating a shortage of financing
for real estate investments.

Bank capital increased markedly in 1992 due to record bank-
ing industry profits and improvements in loan performance.
However, a continuing challenge for bank regulators is to
strike a balance between the need to ensure that banks have
sufficient capital and the need to allow banks the necessary
flexibility to provide the credit essential for economic growth.

The Buildup of Household and Corporate Debt

In addition to the constraints on the supply of credit, a number
of factors contributed to unusual softness in the demand for credit.
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Consumers entered the 1990s with high levels of outstanding debt
relative to their income. The ratio of household interest payments
to income remained between 14 and 16 percent from mid-1960 until
1983 but had grown to 18 percent by the end of the 1980s (Chart 3-
5). An increase in corporate indebtedness in the 1980s was brought
about by a wave of financial restructurings. Tax laws that contin-
ued to heavily favor debt over equity encouraged this trend. The
rise in the share of income devoted to interest payments began to
act as a constraint on private sector spending as income declined
and prospects for future growth dimmed.

Chart 3-b Debt Service Payments as Percent of Disposable Income

Household interest payments climbed from 14.2 percent of disposable income in 1983 to
18.1 percent in 1990.

Percent
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Note: Quarterly data. Debt service payments include mortgage payments.
Sources: Department of Commerce and Board of Governors of the Federal Reserve Systermn.

Recently corporate and household balance sheets have begun to
strengthen. In 1992 corporations issued a record volume of new
equity, increasing their ability to borrow in the future. Much exist-
ing corporate debt has been refinanced at lower rates, and new
bond issues have been on the rise. The ratio of household interest
payments to income has fallen back to approximately 16%2 per-
cent.

Defense Spending Reductions

Outlays on defense, which had increased substantially during the
first half of the 1980s, peaked at 6.5 percent of GDP in 1986, then
flattened and began to decline slightly (Chart 3-6). Soon thereafter,
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it became apparent that defense spending was likely to be cut sub-
stantially during the 1990s due to reforms in the Soviet Union and
Eastern Europe. The President’s budget for fiscal 1993 calls for de-
fense outlays in fiscal 1997 to fall to an estimated 3.7 percent of
GDP.

Chart 3-6 National Defense Qutlays

After rising to 6.5 percent of GDP in fiscal 1986, national defense outlays are projected to
decline to 3.7 percent of GDP in fiscal 1997.
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Sources: Department of Commerce and Office of Management and Budget.

Reductions in defense spending have many ramifications. Overall
the Nation will benefit, since more resources will be available to
provide other goods and services. As mentioned earlier, however,
certain transitional problems are associated with drawdowns.
Workers no longer needed in the defense industry will not be hired
immediately by nondefense firms, resulting in some transitional
unemployment.

Some have argued that the recent and prospective reductions in
defense spending will have little effect on economic performance,
even in the short run, since they represent a smaller share of GDP
than previous reductions and are scheduled over a longer period of
time. However, the short-term impact of defense spending reduc-
tions is evident in the changes in unemployment rates across
States. Unemployment in the four States most heavily dependent
on defense industry purchases—Connecticut, Virginia, Massachu-
setts, and California—rose by 4.1 percentage points between 1988
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and September 1992. Meanwhile, the combined unemployment rate
for all other States rose by only 1.5 percentage points. These fig-
ures indicate that defense reductions are a substantial drag on the
economy today. Although the level of defense spending should be
shaped by national security needs rather than concern about tem-
porary economic dislocations, such dislocations will increase in the
event of even deeper budget cuts.

The short-term impact of current defense reductions may be
larger than many expected for several reasons. First, the relatively
gradual rate of spending reductions may be misleading. Because
businesses plan for the future, they are likely to adjust their work
forces and equipment purchases as soon as they are aware of im-
pending reductions, rather than waiting until the cuts actually
occur. In addition, defense industry workers fearing the possibility
of permanent job loss are likely to reduce their spending today. Un-
certainty about the nature and size of the reductions increases the
number of workers who feel vulnerable. Finally, the increasingly
specialized nature of defense and commercial production suggests
that defense industry workers—including highly skilled scientists
and engineers—and perhaps some military personnel may have
greater difficulty finding comparable nondefense employment now
than they would have 20 years ago.

The changes in State unemployment rates show that the short-
term impacts of defense reductions will be severe in some regions.
In some instances, defense spending reductions have coincided with
property deflation and banking problems. Southern California is a
prime example. By reducing employment opportunities and income
substantially in certain regions, the defense drawdown exacerbated
declines in property values. As noted in Box 3-1, falling property
values combined with increased default rates on real estate loans
have eroded bank capital. Until these structural problems begin to
be resolved and credit conditions ease, high unemployment may
persist in regions such as Southern California.

Industry Restructuring

Defense downsizing is an example of industry restructuring in
which long-term adjustment occurs in response to changing condi-
tions. In this case, restructuring is a response to a lessening of the
threat to national security. Although in other cases the underlying
sources of change may be more difficult to identify, restructurings
occur continuously in a market economy; some industries grow rap-
idly while others decline. Technological breakthroughs, shifts in
consumer preferences, fluctuations in input prices, changes in do-
mestic and international competition, and countless other influ-
ences require firms and industries to adjust constantly in order to
remain profitable.
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The degree of industry restructuring appears to have been un-
usually great during the recent recession. Chart 2-7 in Chapter 2
shows that the percentage of unemployed workers who have per-
manently lost their current jobs rather than just being laid off
reached an all-time high of over 45 percent in October 1992..This
job loss is in part a result of the weak economy, but it is also an
indication that U.S. industries are making the painful long-term
adjustments necessary to increase their productivity and remain
competitive in international markets. Productivity in the nonfarm
business sector has been rising rapidly in the last six quarters,
partly because of these restructurings (Chart 3-7). History shows
that the Nation’s living standards are ultimately linked to produc-
tivity levels, so these adjustments are a positive long-term develop-
ment. In the short run, however, restructurings are likely to in-
crease the length of time workers remain unemployed, since dis-
placed workers must find new employment rather than simply
waiting to be recalled to their former jobs.

Chart 3-7 Output per Hour, Nonfarm Business Sector

Thg recent period of strong productivity growth is the largest six-quarter gain in nonfarm
business productivity since 1982-83.
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Slowdown in Commercial Construction

Investment spending in general and construction in particular
undergo more severe fluctuations than the rest of the economy. Be-
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cause of the long life of structures, small changes in interest rates
or tax policies strongly affect demand for this type of investment.

Commercial real estate has recently undergone a pronounced
cycle of “boom and bust.” Changes in the tax code in 1981 greatly
increased the incentive to invest in new commercial real estate.
The annual average rate of spending on nonresidential structures
from 1981 through 1985 rose 25 percent in real terms over the pre-
vious 5-year period, in spite of the steep recession of 1981-82. The
1986 tax act reversed and in fact further reduced the incentives for
commercial real estate introduced in the 1981 law. As the new
measures were phased in, the real estaie boom gradually ended.
The overbuilding that occurred during the first half of the 1980s
and the credit crunch in recent vears would probably have ended
this boom even without the tax changes. Vacancy rates for com-
mercial office space, for example, had risen sharply by the mid-
1980s in many metropolitan areas.

Changes in tax laws, interest rates, and demographics contribut-
ed to a slowdown in the construction cf multifamily housing units.
The 1986 tax reforms reversed the incentives not only for commer-
cial real estate but also for multifamily housing units. Increases in
interest rates in the late 1980s raised the cost of financing new con-
struction projects. Furthermore, as the ‘“baby-boom” generation
matured, the rate of household formation declined. The number of
mulitifamily housing units under construction rose from 379,000 in
1981 to 670,000 in 1985, before falling back to 373,000 in 1989.

Reduced residential construction tends to reduce the purchase of
consumer durables, such as furniture and home appliances, as well.
Housing starts and building permits in 1992 were well above their
1991 levels, but demographic trends suggest that neither household
formation nor housing starts will return to the levels of the 1960s
and 1970s anytime soon.

State and Local Fiscal Developments

Most States are prohibited from running a budget deficit, and
local budgets showed relatively large surpluses in the mid-1980s.
However, State and local government expenditures have risen sub-
stantially in recent years. Because tax revenues failed to keep pace
with expenditures, combined State and local government surpluses
had fallen to half the level of the mid-1980’s by 1990. These budget
problems meant that expenditures could not easily be increased
and taxes could not easily be reduced.

EXTERNAL EVENTS

By 1990 many structural adjustments were adversely affecting
output growth: Banks had grown more cautious in their lending
policies, high debt levels had reduced household and business
spending, the defense industry was contracting, industry restruc-
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turing was hindering employment growth, construction had slowed
considerably, and State and local fiscal spending was constrained.
Of these factors, it was clear that at least two—reduced defense
spending and the glut of commercial real estate—would be continu-
ing drags on the economy for some time to come.

The effects of these structural adjustments were aggravated by
external events. The Iraqi invasion of Kuwait in August 1990
caused world oil prices to double. This oil price shock was a further
drag on growth in the United States and other oil-importing indus-
trial economies. Economic slowdowns that developed in some for-
eign countries made economic recovery in the United States more
difficult by reducing demand for U.S. exports.

The Oil Price Shock

In the wake of the Iraqi invasion, the world price of oil soared,
roughly doubling between July and October 1990. Consumer and
business confidence plummeted, reflecting uncertainty about the
standoff in the Persian Gulf. In October 1990 the Conference
Board’s index of consumer confidence reached its lowest level since
1974 (Chart 3-8). In an uncertain environment, it is natural for
firms to postpone spending until they begin to feel more confident
about the future. Similarly, many households postpone purchasing
big-ticket items until they have solid information about their own
employment situation. Oil price increases also disrupt the produc-
tion process as firms seek to economize on energy.

Real output in the economy declined in the third and fourth
quarters of 1990 and the first quarter of 1991. Civilian nonagricul-
tural employment peaked at just over 115 million in May 1990 and
then fell gradually below 114 million by January 1991. The oil price
shock put upward pressure on energy prices, but weak demand
muted the impact on other prices. The annual rate of core inflation
rose by less than one-half percentage point between the first and
second half of 1990.

As the Persian Gulf conflict was resolved, oil prices fell back to
pre-crisis levels and consumer and business confidence increased
sharply. These developments led to a sudden burst of consumer
spending (Chart 3-8) and gains in production. The short-lived eu-
phoria after the Persian Gulf crisis was not sufficient to generate a
strong recovery, however, because the structural problems had not
been satisfactorily resolved. Debt burdens remained high, commer-
cial and industrial lending were declining, and it became apparent
that defense reductions would accelerate due to marked changes in
the relationship between the United States and the Soviet Union.

Although real output began to grow again in the second quarter
of 1991, employment hovered between 113 and 114 million for the
rest of the year. Output grew slowly, but only because output per
worker increased; employment changed little.
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Chart 3-8 Consumer Confidence and Personal Consumption Expenditures
Driven in part by the drop in consumer confidence during the Gulf War, personal
consumption expenditures fell in late 1990 before beginning to rise in early 1991.
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The Worldwide Slowdown

Exports provided a source of growth in output in the United
States throughout the 1980s and even during the recession of 1990-
91. Unfortunately, many major U.S. trading partners began experi-
encing recession or slower growth just as the U.S. economy was be-
ginning to recover (Chart 3-9). Recessions in Canada and the
United Kingdom that were associated with, among other causes,
very tight monetary policies intended to secure large reductions in
inflation, began about the same time as the U.S. recession, but
have been much more severe, with unemployment rates exceeding
10 percent. Although Germany and Japan continued to grow faster
than the United States in 1990 and 1991, recent data indicate that
they have both entered recession. As a result of these foreign eco-
nomic slowdowns, the demand for U.S. exports has been lower than
it otherwise would have been.

Some of the same structural problems that slowed the U.S. econ-
omy were affecting foreign economies as well. In Japan, the huge
increase in stock prices during the 1980s was reversed at the end of
the decade, with the Nikkei stock market average plummeting 58.6
percent between December 1989 and August 1992. Real estate
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Chart 3-9 International Real GDP Growth

As the U.S. economy began to recover, output growth in Germany and Japan weakened
considerably.
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prices also fell: Residential land prices in the six largest cities de-
creased 20.6 percent from the second half of 1990 to the first half of
1992. These developments may depress Japanese spending by low-
ering household wealth and could constrain lending since many
loans are collateralized with real estate. The Japanese slowdown
appears to be worsening; output declined 0.4 percent in the third
quarter of 1992.

Germany has had to confront the high costs of unification. Gov-
ernment spending on income assistance programs has soared since
east and west were united in 1990, putting upward pressure on
both output and prices. Union wage demands have exceeded pro-
ductivity growth, putting more upward pressure on costs and
prices. Fearing an increase in inflation, the Bundesbank (Germa-
ny’s central bank) pursued a tight monetary policy, forcing other
European countries to adopt tighter monetary policies in order to
maintain parities under the European Monetary System. Output
growth has slowed significantly throughout Europe in recent years.

Recent Developments

As indicated in Chapter 2, the U.S. economy has made modest
improvements over the past year. Output has grown in each quar-

95

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



ter since the first quarter of 1991, although the somewhat erratic
growth has been insufficient to support substantial increases in
employment. Meanwhile, the rate of core inflation has fallen to
levels not seen in this country for 20 years. These recent develop-
ments, viewed against the backdrop of the structural adjustments
and external shocks that have affected the economy, provide the
context in which recent policy choices must be evaluated.

SUMMARY

¢ Output grew rapidly during 1982-86, but the development of a
relatively large Federal budget deficit during this period
placed constraints on fiscal policy.

* Although inflation was reduced dramatically at the beginning
of the 1980s, the Fed became concerned about a possible resur-
gence in 1988, leading to the adoption of a more restrictive
monetary policy.

* Many structural imbalances were contributing to a slowdown
in growth by mid-1990, including problems in financial mar-
kets, heavy debt burdens, the defense drawdown, industry re-
structuring, commercial overbuilding, and State and local gov-
ernment budget problems.

* The oil shock contributed to a recession beginning in the
summer of 1990. The persistence of several structural problems
and the slowdown in foreign economies weakened the recovery.

THE CHANNELS OF MONETARY POLICY

The goals and limitations of monetary policy can be best under-
stood by first considering the basic channels through which mone-
tary policy operates. Monetary policy is conducted by the Federal
Reserve System (the Fed), which is the central bank of the United
States. The Full Employment and Balanced Growth Act of 1978 di-
rects the Fed to set ranges for the growth of monetary and credit
aggregates (the money supply) taking into account “past and pro-
spective developments in employment, unemployment, production,
investment, real income, productivity, international trade and pay-
ments, and prices.” The Fed is also responsible for maintaining the
orderly functioning of the payments system and is one of several
Federal banking regulators.

The Fed, whose T governors are chosen by the President with the
consent of the Congress to serve staggered 14-year terms, is inde-
pendent in the sense that its decisions do not have to be ratified by
either the Administration or the Congress. This independent status
allows the Fed to pursue the goal of low and stable inflation more
effectively (Box 3-2). Nevertheless, the Fed sets policies that reflect
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the government’s overall policy objectives and makes periodic re-
ports to the Congress.

SHORT-TERM EFFECTS OF MONETARY POLICY

In setting monetary policy, the Fed states its objectives in terms
of targets for short-term interest rates and target ranges for the
growth rate of several measures of the money supply. Short-term
interest rate targets are called “operating targets’” because the Fed
monitors interest rates almost continuously and generally can
exert a high degree of control over them.

Interest and Exchange Rates

The Fed most frequently uses open market operations to influ-
ence short-term interest rates and credit conditions. To put down-
ward pressure on interest rates, it buys U.S. Treasury securities in
the open market. The increased demand for securities causes their
prices to rise, or equivalently, their rates of return to fall. In
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paying for these purchases, the Fed increases the monetary base—
the money financial institutions have on deposit at the Fed plus
the currency in circulation.

While lower interest rates tend to stimulate spending on aver-
age, some groups cut spending in response to lower rates. Lower
rates benefit borrowers but hurt savers. For example, senior citi-
zens living off interest income from their savings suffer when inter-
est rates fall.

As well as spurring increased domestic investment and spending,
lower interest rates tend to increase demand by lowering the ex-
change value of the dollar. Lower U.S. interest rates encourage in-
vestment to be shifted to other countries where rates of return are
higher, causing demand for U.S. dollars to drop and reducing the
dollar’'s exchange value against foreign currencies. U.S. goods
become cheaper for foreigners, encouraging U.S. exports, and for-
eign goods become more expensive for Americans, encouraging con-
sumption of domestic products.

LONG-TERM CONSEQUENCES OF MONETARY POLICY

Expansionary policies increase nominal GDP, which is the total
dollar value of goods and services produced in a year. Because the
change in nominal GDP is the sum of the change in the price level
and the change in the quantity of real output, an increase in nomi-
nal GDP may reflect higher output, higher prices, or a combination
of the two. When the Fed pursues an expansionary monetary
policy, the hope is, of course, to increase real output rather than
inflation.

As discussed earlier, in response to an increase in demand firms
tend, on average, to increase production when they have excess ca-
pacity and to increase prices when production approaches capacity.
In a recession, many firms find themselves with excess capacity, so
that monetary expansion is likely to show up predominantly as an
increase in output. The closer the economy is to its capacity, the
more likely it is that an increase in aggregate demand will in-
crease inflation. But because monetary policy has long and variable
lags, excessively high money growth today may not show up as in-
flation for many months or even years.

Monetary policy affects both current and future interest rates, in
part because it affects people’s expectations about future inflation.
Distinguishing between real and nominal interest rates is essential
to understand the effect of inflation on interest rates (Box 3-3).
Nominal, or market, interest rates increase with the rate of antici-
pated inflation. Although the Fed may be able to temporarily
reduce short-term interest rates by adding reserves to the banking
system, this action may cause an increase in inflationary expecta-
tions that results in higher short-term interest rates in the future.
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At any point in time, interest rates vary with the maturity of the
debt obligation. For instance, on November 13, 1992, the market
rate for 6-month Treasury bills was 3.3 percent, for 5-year Treasury
bonds 6.0 percent, and for 30-year Treasury bonds 7.6 percent. This
relationship between maturity and interest rates is called the
“yield curve.” Expansionary monetary policy tends to depress very
short-term rates, such as the overnight Federal funds rate.
Medium- and long-term rates respond less predictably to changes
in monetary policy, in part because they reflect expectations about
future inflation.

Concern about how policy changes will influence expectations
and, hence, long-term interest rates is a factor the Fed must consid-
er in setting policy. Since both short-term and long-term rates
affect the economy, the Fed must be careful that in lowering short-
term rates it does not inadvertently increase long-term rates. In
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Chart 3-10 Real and Nominal 3-Month T-Bill Rates

The real rate of interest is approximately equal to the nominal 3-month T-Bill rate minus
the inflation rate as measured by the consumer price index.
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fact, over the last 3 years, virtually every time the Fed lowered the
short-term Federal funds rate, long-term interest rates either de-
clined or were unchanged, although the declines in long-term rates
were substantially less than the declines in short-term rates.

Some observers focus almost exclusively on relatively high long-
term interest rates as the reason for the limited effectiveness of the
recent loosening of monetary policy. Since November 1990, the Fed-
eral funds rate has fallen by 4.7 percentage points, while the 10-
year Treasury bond rate has fallen by only 1.8 percentage points.
The relatively high long-term rates may slow the growth of long-
term business investments and mortgage borrowing. On the other
hand, evidence suggests that many borrowers easily substitute
short-term financing for long-term debt. For instance, many firms
finance a large proportion of their capital expenditures with short-
term bank debt, and many families now finance their homes with
adjustable rate mortgages. Furthermore, at the beginning of past
recoveries, relatively high long-term rates did not appear to dis-
courage increased investment spending. For these reasons, it is
doubtful that the weaker-than-expected demand for credit is due
exclusively to the level of long-term rates.
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INDICATORS OF MONETARY POLICY

The Fed uses several measures, or monetary aggregates, to quan-
tify what is popularly called money. The monetary base, or M0, is
the only monetary aggregate that can be controlled with precision
through open market operations. In setting target ranges for
money growth rates, the Fed focuses on several broader aggregates.
Until 1982 the Fed’s primary target was M1, the funds generally
used for transactions, including currency in circulation, checking
accounts, and travelers checks. Since 1982, the primary monetary
target has been M2—M1 plus a number of short-term financial
assets such as savings accounts.

Monetary aggregates are “intermediate targets.” Unlike operat-
ing targets such as short-term interest rates, monetary targets are
adjusted infrequently. They are intermediate to more fundamental
goals such as maintaining a low and stable inflation rate. An im-
portant consideration in choosing a monetary target is whether it
exhibits a predictable relationship with nominal GDP; that is, a
predictable velocity. The velocity of money is the ratio of nominal
GDP to the money stock. Velocity measures the average number of
times the money stock is spent each year in generating the trans-
actions that constitute nominal GDP. If velocity were perfectly pre-
dictable for a monetary aggregate under Fed control, then the Fed
could set the growth rate of nominal GDP.

In addition to interest rates and monetary aggregates, the Fed
relies on many other types of information to judge whether its
policy is having the intended effect, including exchange rates, the
unemployment rate, the level of inventories, the capacity utiliza-
tion rate, commodity prices, and changes in the price level. Statisti-
cal data that provide information about the current situation and
the effects of past policies also provide some insight into the future.
For instance, an increase in inventories often reflects a cutback in
sales and signals a fall in future production, and gold prices and
long-term interest rates reflect the market’s expectations about in-
flation. Unfortunately, no perfect indicator or set of indicators
exists that can accurately predict the future consequences of cur-
rent policies under all circumstances.

SUMMARY

* In the short run, the Fed can use monetary policy to increase
the availability of credit and to lower interest rates. In the
long run, an excessively expansionary monetary policy will
lead to inflation and higher nominal interest rates.

¢ Interest rates, monetary aggregates, and many other indicators
help the Fed assess the effects of its actions. No set of indica-
tors, however, provides a reliable forecast of the future conse-
quences of current policy choices.
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MONETARY POLICY SINCE 1970

An important indicator of Fed policy is the growth rate of mone-
tary aggregates, although these do not always move together over
time (Chart 3-11). Prior to 1982 the Fed’s primary target was M1
but since then it has dropped its M1 target and focused on M2. The
reason is clear from Chart 3-12: After a steady increase, the veloci-
ty of M1 dropped sharply in 1981 and became much more variable,
making its relationship with nominal GDP much less predictable.
The velocity of M2, on the other hand, has generally been more
predictable, although its velocity also dropped sharply in 1980-82.

Starting in late 1979 the Fed made a strong commitment to re-
ducing inflation. Although monetary policy was perceived as tight
during this period, in fact the growth rates of both M1 and M2
were approximately the same as they had been in the late 1970s
{Chart 3-11). This episode illustrates that monetary policy cannot
be evaluated simply by looking at the growth rate of the money
supply in the abstract; rather, it must be evaluated relative to the
current economic situation. Given that the economy was in the
midst of a sharp recession during this period, some would argue
that, by maintaining the previous growth rate of money, the Fed
was running a tight policy.

As mentioned earlier, fear of growing inflationary pressure in
the late 1980s led the Fed to try to engineer a soft landing. To do
this, the Fed had to balance the risk that reducing the growth rate
of money would increase the chances of a recession against the risk
that maintaining money growth at the same rate would increase
inflation. Starting in early 1988, the Fed began to raise short-term
interest rates. The target growth range for M2 was revised down-
ward in 1989, and its growth rate often remained near the bottom
of the target range and sometimes even below it (Chart 3-13). As
inflationary pressures eased and inflation in fact declined in a soft
economy, the Fed cut short-term interest rates gradually from mid-
1989 to late 1990 and then cut rates more aggressively, for a cumu-
lative decline of about 4 percentage points since December 1990.

Some have argued that the Fed’s policy in these years was the
primary cause of the most recent recession and slow recovery, but
this conclusion appears to be unwarranted. Although a somewhat
more expansionary policy may have been appropriate during the
recession and early in the recovery, many other factors—some un-
foreseeable, others of a severity and duration that would have been
hard to predict—were acting as a drag on the economy. Further-
more, the fact that the growth of M2 remained at the low end of
the target range came as somewhat of a surprise to the Fed. From
January 1991 to October 1992, M1 grew at an annual rate of 12.0
percent, but M2 lagged behind, growing at an annual rate of only
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Chart 3-11 Growth Rates of Monetary Aggregates
The growth rates of the various monetary aggregates are quite variable. In the past 2
years, M1 growth has accelerated, while M2 growth has declined.
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Chart 3-12 Velocities of Monetary Aggregates, 1970-92

In the early 1980s, the predictability of the relationship between M1 and GDP weakened
significantly. As a result, M2 became the Federal Reserve's primary monetary target.
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Chart 3-13 M2 Money Stock and Growth Target Ranges
Since the mid-1980s, the Federal Reserve repeatedly has lowered the target range for M2
growth. M2 generally has been in the fower part of the target cones.
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about 2.6 percent. This divergence in growth rates was accompa-
nied by an increase in the velocity of M2 and a decrease in the ve-
locity of M1 (Chart 3-14).

Although there is no simple explanation for the divergence in
the growth rates and velocities of M1 and M2, the fall in the gener-
al level of interest rates and the steep yield curve appear to have
been contributing factors. When interest rates drop, the difference
between the returns on checking accounts and savings accounts
generally narrow, so investors become less inclined to move money
from checking to savings, explaining in part the recent drop in the
velocity of M1, which consists largely of checking accounts. When
long-term rates rise above short-term rates, people tend to shift
savings out of the short-term assets included in M2 and into assets
with higher yields, such as Treasury bonds, reducing the M2 money
stock and increasing its velocity.

The change in M2’s velocity has again raised the question of
whether it is appropriate for the Fed to focus on a single monetary
aggregate or whether it should attach some weight to a range of
other indicators. Researchers have examined a number of alterna-
tives, including the behavior of MZM (M2 less time deposits such as
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Chart 3-14 Velocities of Monetary Aggregates, 1988-92

As the growth rates of M1 and M2 diverged, the velocity of M2 began to increase while the
velocity of M1 dropped sharply.
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certificates of deposit). MZM is intended as a fairly broad measure
of money that includes only accounts which can be withdrawn im-
mediately without penalty. Unfortunately, the velocity of MZM is
more variable than that of either M1 or M2, and it does not appear
to be a better predictor of GDP.

Others have suggested a nominal GDP target, under which the
Fed would increase the growth rate of the monetary base when
nominal GDP growth falls below the target range and reduce it
when GDP growth exceeds the target range. Since nominal GDP is
measured infrequently and responds to monetary policy often with
a considerable lag, however, nominal GDP targeting would increase
the risk that policy actions would be taken too late. More funda-
mentally, even if nominal GDP growth could be controlled fairly
precisely, the division of nominal GDP growth between price in-
creases and real output increases is difficult to predict or control.
None of the other alternatives to an M2 target is obviously superi-
or either, making it likely that the Fed will have to rely on a varie-
ty of imperfect measures that include M2, other monetary aggre-
gates, and other indicators of the future path of inflation and
output.
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RECENT COMPLICATIONS FOR MONETARY POLICY

How much and how quickly spending increases in response to
lower interest rates depends on a number of factors, most of which
are beyond the Fed’s control. Although short-term interest rates
have fallen a total of about 4 percentage points since December
1990, demand has grown at a disappointingly weak pace for most of
this period.

A number of factors appear to have tempered the response to in-
terest rate cuts in the last few years relative to previous recoveries.
Despite lower market interest rates, borrowers had difficulty ob-
taining loans because of the troubled condition of many financial
institutions. The high business and household debt levels accumu-
lated in the 1980s weakened demand for new borrowing. The cap-
ital-intensive sectors that usually respond most rapidly to interest
rate reductions were beset by other problems that hampered
growth. In particular, the excess supply of and high vacancy rates
in commercial real estate damped the demand for new buildings,
and a slowdown in the rate of household formation lowered the
demand for residential construction. As a result, it appears that
lower interest rates have so far failed to generate as much new
spending as expected. Firms and households have benefited from
lower rates, however, as interest burdens have been reduced by
record levels of refinancing of corporate debt and mortgages in the
last few years.

While problems such as the credit crunch and overbuilding are
likely to diminish over time as the economy adjusts, other develop-
ments may have a more lasting impact on the effectiveness and
channels of monetary policy. One such development is the in-
creased integration of world capital markets.

First, monetary policy cannot control interest rates and ex-
change rates independently because the two are interrelated. De-
creases in U.S. interest rates lower the dollar’s value as investors
seek higher returns in other countries. In the early 1980s, our rela-
tively tight monetary policy was one of the factors that strength-
ened the dollar. Now, the tough anti-inflationary policies of the
German Bundesbank have had the effect of strengthening the deut-
sche mark and the currencies linked to it. These exchange-rate
swings may lead to unwanted effects on both the balance of trade
and price levels, limiting monetary policy options. For instance, a
sharp appreciation of the dollar could raise the trade deficit and
cause job losses in export-producing and import-competing indus-
tries.

Second, as capital markets become more integrated, capital tends
to flow more quickly into those countries that offer the highest rate
of return. The Fed has an increasingly limited ability to control
real U.S. interest rates, since attempts to unilaterally lower rates
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cause foreign investors (and some American investors) to move
their money abroad (Box 3-4). This outflow tends to push U.S. in-
terest rates back up, since new investors must be found.

h | Lnd’s etum, in doﬂars, would béi
‘only about 3 percent, making it the less attractive investment.
Since investors compare investments in . different countries
“taking into account expected changes in exchange rates, the
exchange rate adJus‘bed expected retums on sumlar assets temi ;
to be equalized across countrzes

over the year, the‘ Brit

Finally, not all of the increased demand generated by reduced in-
terest rates will benefit domestic producers. Both foreign and do-
mestic companies can borrow in the United States to finance oper-
ations abroad that do not contribute to U.S. GDP. At the same
time, some domestic borrowing will be used to finance expenditures
on imports. Similarly, U.S. borrowers benefit when foreign interest
rates fall, because money can then be borrowed abroad to finance
domestic investment.

SUMMARY

* The goal of using monetary policy to increase output without
increasing inflation is inherently difficult to achieve. When the
Fed increases or decreases bank reserves, the path from re-
serve changes to interest rates to output and prices is often un-
predictable.

* In recent years, a number of factors have further complicated
the task of setting monetary policy. The weakening in the rela-
tion among M2, interest rates, and norninal GDP has decreased
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the reliability of monetary aggregates as indicators of policy,
at least in the recent period.

* Transitory problems in financial markets and structural
changes in the global economy have altered the response of the
U.S. economy to the Fed’s policies.

FISCAL POLICY

In light of the economy’s performance over the last 2 years, it is
natural to ask what role Federal fiscal policy played in the reces-
sion and slow recovery. Was policy in part responsible for the poor
economic performance, or did policy make the economy stronger
than it otherwise would have been?

TOOLS OF FISCAL POLICY

As mentioned earlier, fiscal policy refers to changes in Federal
spending and the tax system that influence demand and incentives
to work, save, and invest. Federal purchases of goods and services,
which make up nearly 8 percent of GDP, contribute directly to
total spending. Changes in transfer payments and income taxes
affect spending indirectly through their impact on disposable (after-
tax) income. Since households typically save a portion of additional
income, their spending tends to change by less than their dispos-
able income. Consequently, changes in transfers and taxes affect
total spending less than changes in purchases of an equal magni-
tude.

The Federal budget distinguishes between two main types of ex-
penditures: mandatory and discretionary. Nearly all mandatory
spending is in the form of ‘“entitlements,” or programs such as
medicaid, medicare, and unemployment insurance which use preset
criteria to determine eligibility and benefit levels. Discretionary
spending, on the other hand, refers to government spending that
requires annual budget appropriations. The distinction is impor-
tant for fiscal policy, because short-term changes in mandatory
spending are heavily affected by short-term economic conditions.

Automatic Stabilizers

Discussions of fiscal policy often divide Federal taxing and spend-
ing activities into two kinds: automatic stabilizers and discretion-
ary policy. Automatic stabilizers act as buffers when the economy
weakens by automatically reducing taxes and increasing govern-
ment spending. Mandatory spending for programs such as unem-
ployment insurance, fuood stamps, welfare programs, and medicaid
increases when the economy slows down since benefit criteria
depend on income or employment status. These transfer payments
help consumers maintain spending.
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The tax system as a whole also acts as an automatic stabilizer. In
an economic slump, personal income and corporate profits are
lower, so tax payments fall, helping to reduce the decline in after-
tax incomes that would otherwise occur. Likewise, government rev-
enues from excise and other sales-based taxes fall when purchases
decline. In fact, taxes typically change by a larger proportion than
GDP, primarily because average income tax rates fall with income
levels. This feature of the tax system makes after-tax income more
stable than pretax income, which helps insulate consumption
spending from changes in income.

Discretionary Fiscal Policy

Discretionary fiscal policy refers to changes in discretionary
spending and new tax legislation. Many classic examples of discre-
tionary fiscal policy are new tax initiatives. For example, tax cuts
in 1964 were intended to stimulate spending and economic expan-
sion, while the income tax surcharge of 1968 was designed to curb
rising inflation.

Since the change in total annual expenditures determines wheth-
er policy has been expansionary or contractionary, it is difficult to
attribute expansionary fiscal policy to specific acts of spending. For
example, increased spending on highways in a given year is expan--
sionary only if it is not offset by a decline in some other part of the
annual appropriations. Nonetheless, changes in discretionary
spending have potentially significant effects on the economy, as
evidenced by the economic responses to the defense buildups and
drawdowns over the past 50 years.

RECENT BEHAVIOR OF EXPENDITURES AND TAX
RECEIPTS

While expansionary and contractionary policies are easy to de-
scribe, they are difficult to measure. Automatic stabilizers cause
the Federal budget deficit to rise during recessions and fall during
expansions, even without discretionary fiscal actions. For this and
other reasons discussed in Chapter 6, changes in the budget deficit
are an imperfect measure of discretionary fiscal policy.

More than in the past, large Federal budget deficits and budget
problems at the State and local levels have constrained fiscal
policy. Real Federal purchases, which fell 0.8 percent during the
recent recession and recovery, rose an average of 2.1 percent
during earlier recessions and recoveries (Chart 3-15). Real Federal
purchases have fallen only once before during a similar business
cycle phase—the recession and recovery of 1969-71—and then by a
much greater amount, 15.4 percent. In both cases, defense draw-
downs were occurring; recently because of the end of the Cold War,
and earlier because of the winding down of the Vietnam conflict.
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Real defense purchases fell by 4.2 percent during the recent period,
well below the decline of 20.3 percent during 1969-71.

Chart 3-15 Real Federal Spending and Taxation in Recent Recoveries
During the recovery of 1991-92, Federal Government purchases and transfers did not
increase as much as they had in past recoveries.

Percent change
40

30 - ? 7

20 |-

10

X3

o
O
S|
Q

o

)
X
X
XX

.v
X
0

T

X3

2ot

p

.
IR
o
2%
X X X
Pa¥aal

OO
0,
S

T
poX

B0
2% %!

] | | ! | |
-20
1961-62 1970-71 1975-76 1980-81 1982-83 1991-92
Recovery dates

@ Purchases @ Transfer Payments Receipts

Note: National Income and Product Accounts basis. Change is from trough of recession to fourth quarter
of recovery.
Source: Department of Commerce.

Federal nondefense purchases increased 8.6 percent in the recent
period, almost twice the average for previous recessions and recov-
eries. This increase only partially offset the defense cuts, however,
since defense purchases are 2% times the level of nondefense pur-
chases. Increases in State and local government purchases, which
are about 1'% times greater than Federal purchases, were also
below average. Federal, State, and local government purchases
combined rose just over 1 percent during the recession and recov-
ery of 1990-92—about 40 percent of the average increase during other
recessions and recoveries since 1959. Federal transfers have also
grown more slowly recently than they did during earlier slow-
downs, but State and local transfers have grown at twice their
normal rate. The combined change in transfer payments for all
levels of government during the recent period was 15.5 percent,
compared to the 18.6 percent average increase during previous re-
cessions.

While the bottom line is that recent fiscal policy has been less
expansionary than fiscal policy during previous recessions and
early recoveries, it does not necessarily follow that more expansion-
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ary policies were either possible or desirable. Growing government
expenditures and large Federal budget deficits acted as a con-
straint on traditional forms of fiscal stimulus.

THE BUDGET PROCESS

The budget process itself also limits the potential of fiscal policy
to stimulate the economy. Each January or February the President
submits a budget for the fiscal year beginning in October, with 13
appropriations proposals for discretionary spending. Mandatory
program expenses and interest payments on outstanding debt do
not require annual appropriations but are estimated in the budget.
Both houses of the Congress make separate modifications to the
President’s proposal and then meet to resolve their differences on
any appropriations bills. Once this is done, the House and Senate
must pass the appropriations bills and forward them to the Presi-
dent to be signed into law or vetoed.

Because the Federal budget process begins well in advance of
actual spending, and because downturns are difficult to forecast,
annual appropriations are usually not an effective means of fight-
ing recessions. New legislation can be introduced to modify appro-
priations during the fiscal year, but there may still be legislative
delays in the Congress and further delays between appropriation
and actual expenditure. For example, government procurement
procedures can involve time-consuming regulations intended to
ensure fairness in contract awards. In contrast, monetary policy
changes can be implemented more rapidly, since open market oper-
ations do not require congressional action and the extended delays
it sometimes imposes.

Reducing growth in government expenditures and budget deficits
were important long-term objectives of this Administration’s fiscal
policy. Escalating government spending and budget deficits are be-
lieved to be partly responsible for the decline in conventional meas-
ures of national saving and investment rates during the 1980s.
Modifications to the budget process introduced as part of the Omni-
bus Budget Reconciliation Act of 1990, known as the Budget En-
forcement Act (BEA), were intended to improve on the GRH and
bring government spending and budget deficits under control. Like
any credible deficit reduction plan, however, the BEA restricted ex-
pansionary countercyclical policy actions by placing constraints on
new mandatory spending programs, tax decreases, and all discre-
tionary spending. These restrictions help explain the recent behav-
ior of expenditures and receipts.

Absent special circumstances, the BEA requires that any new
mandatory spending program be offset by some combination of de-
creases in other mandatory spending programs or by a tax in-
crease. Similarly, any tax bill projected to decrease total govern-
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ment revenue would trigger across-the-board spending cuts unless
it was matched by specific cuts in spending programs. These con-
straints on new mandatory spending programs and tax initiatives
are known as the “pay-as-you-go”’ provisions of the BEA.

A problem with these provisions is that the method used to esti-
mate the effects of tax changes on revenues is very imprecise. A
change in tax law can cause a series of changes—often referred to
as feedback effects—in the consumption, investment, and saving
decisions of individuals and firms. Current government methods of
estimating changes in revenue allow for a very narrow range of
feedback effects. While a full accounting of the feedback effects
that new tax proposals could have is currently impractical, the ab-
sence of fully dynamic estimates has limited the usefulness of the
estimating process in tax policy debates.

The BEA also established legally binding caps (adjusted for infla-
tion and certain technical factors) that impose a “flexible freeze”
on discretionary spending growth. Originally, separate caps prohib-
ited transfers of funds across three categories of spending: domes-
tic, defense, and international. These “firewalls” expire after fiscal
1993, when a single cap will be applied to total discretionary spend-
ing.

The discretionary spending caps and pay-as-you-go rules in the
BEA are much more difficult to circumvent than the GRH budget
deficit targets. The GRH required the Administration to estimate
total receipts and expenditures at the start of the fiscal year to de-
termine if the deficit would be below the target for the upcoming
year. However, it was not difficult to pass legislation later in the
year that increased the deficit. Another weakness of the GRH was
that the deficit was estimated only for the upcoming year, so that
legislation significantly increasing deficits in subsequent years did
not conflict with the provisions of the GRH. For the most part, the
BEA solved both of these problems by requiring the Administration
to show, within days of its passage, whether legislation signed by
the President increased or decreased the deficit over both 1- and 5-
year time horizons. Legislation that violated the BEA targets re-
sulted in across-the-board spending cuts to restore compliance.

Although an effective deficit reduction plan necessarily requires
constraints on fiscal expansion, the BEA does not eliminate expan-
sionary actions completely. First, the automatic stabilizers implicit
in mandatory spending programs and the tax code are allowed to
operate, since the BEA deficit targets are adjusted for changes in
short-run economic conditions. Second, the BEA constraints on
policy changes can be waived under either of two conditions: (1) in
the event of a “low-growth scenario”—two consecutive quarters of
less than 1 percent growth or a forecast of two or more consecutive
quarters without growth or (2) when the President declares an
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emergency (such as a weak economy that does not qualify as a low-
growth scenario or humanitarian relief efforts). Finally, economic
activity can be stimulated by policy changes that strengthen eco-
nomic incentives without increasing spending or reducing total re-
ceipts, such as an appropriately designed reduction in capital gains
tax rates.

LIMITATIONS OF COUNTERCYCLICAL FISCAL POLICY

Even in the absence of procedural constraints, the ability of
countercyclical fiscal policy to stimulate a weak economy may be
limited. The effect of changes in purchases, transfers, and taxes on
total spending is complex and uncertain.

Expectations

People’s actions depend not only on their current situation but
also on their expectations for the future. For example, many people
in their 50s and early 60s, anticipating retirement, save a large
share of their incomes. Fiscal policy can affect people’s behavior by
changing their current disposable income, but changes in spending
will also depend on people’s expectations about their future dispos-
able income. For instance, a temporary income tax cut will affect
consumption less than a permanent cut. If people think a cut in
income tax rates will last, they are likely to respond by consuming
most of their additional after-tax income. They have little reason to
save more, because they expect the higher after-tax income to last
into the future. But if they expect that a tax cut will soon be
reversed, they may save most of their temporary windfall to spend
when taxes rise again and their disposable income falls. Given
current concerns about large budget deficits, unless income tax cuts
are linked to reductions in future government spending, people may
be more likely to believe any current tax cut will be offset by higher
taxes in the future. If so, tax cuts will have little effect on current
spending.

People’s expectations about the future can affect other tax initia-
tives as well. For example, when the government introduces a tem-
porary investment tax allowance, businesses have an incentive to
shift investment expenditures to the period in which the temporary
tax credit applies. In contrast to a cut in personal income taxes for
families—which will have little effect on spending if it is tempo-
rary—an investment tax allowance will have a stronger short-run
effect if it is temporary. If businesses know the investment tax al-
lowance is permanent, they have no reason to change the timing of
expenditures. The long-term effects of a permanent investment tax
credit or more neutral depreciation are discussed in Chapter 6.

The amplified response to a temporary investment tax allowance
may appear to make it an excellent tool for fiscal policy. But the
role of people’s expectations in determining the response to an in-
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vestment tax allowance has far-reaching implications for policy.
Once businesses know that an investment tax allowance is being
considered, they may defer investment spending so that they are
better able to take advantage of the investment tax allowance at a
later date. Similarly, if in the past the government has introduced
a temporary investment tax allowance during recessions, people
may defer investment at the first hint of a slowdown in the future,
hoping to benefit from another tax credit. This deferral of spending
may exacerbate fluctuations in output.

Crowding Out

Changes in government purchases may also have limited effocts
on total spending. For example, if the appropriation for the con-
struction of a new highway system is not accompanied by a corre-
sponding increase in tax revenues, the budget deficit and govern-
ment borrowing will increase. Increased government borrowing
may put upward pressure on interest rates and discourage invest-
ment spending, offsetting at least part of the increase in total
demand resulting from the construction project. This reduction in
private investment associated with an increase in government
spending is known as “crowding out.”

How important is crowding out? Unfortunately, it is difficult to
distinguish the effect of changes in government spending from the
many other factors that influence interest rates and private invest-
ment. At present, interest rates may be particularly sensitive to
changes in fiscal policy, raising concern about crowding out. Given
the already large budget deficit, further increases in spending now
may seriously undermine the credibility of fiscal policy and create
expectations of higher future deficits and tighter conditions in
credit markets, resulting in higher long-term interest rates now.

Actions need not increase the current government budget deficit
in order for crowding out to occur. Actions that make higher spend-
ing more likely in the future may increase interest rates now, even
if they have no effect on current deficits. For example, if a law
passed today increased government spending beginning in the year
2000, expectations of tighter conditions in credit markets in the
future could raise long-term interest rates and reduce investment
today.

Resource Allocation

Countercyclical fiscal policies also have long-term effects on the
allocation of resources that should be taken into account. For ex-
ample, policymakers may decide to construct a highway system to
stimulate spending in an economic downturn. The benefits the
highway system will provide may not justify the costs incurred; if
they did, the project should have been undertaken long before the
idle resources provided additional incentive. History shows that, in
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a market economy, idle resources typically are brought back into
use in the private sector after a period of transition. And unlike
government projects, these private activities are sustainable only if
they meet the stringent test of the market: sufficient consumer
demand to ensure that the value of the activity exceeds its cost. If
a downturn is expected to be brief, relying on the safety net of un-
employment insurance and other programs while waiting for idle
resources to be brought back into private activities could maximize
their economic value. If, on the other hand, a recession is expected
to be long or severe, there is a stronger case for short-run fiscal
stimulus.

SUMMARY

¢ Automatic stabilizers increase spending and reduce taxes auto-
matically when the economy weakens.

* During the recent recession and recovery period, fiscal policy
appears to have been less expansionary than it was in previous
recession and recovery periods.

¢ The Budget Enforcement Act places constraints on spending
growth and tax reductions. Expansionary measures are limited
to automatic stabilizers, increases in spending or tax cuts that
are allowed under special circumstances, and initiatives that
increase incentives.

¢ Factors such as expectations and crowding out increase uncer-
tainty about the response of the economy to fiscal policy.
Short-term stimulus is likely to be effective only in the event
of a downturn that is expected to be long-lived or severe.

WOULD DIFFERENT POLICIES HAVE HELPED?

During the past 4 years, the economy experienced a slowdown in
growth in 1989, a recession in late 1990 and early 1991, and then
an unusually weak recovery beginning in March 1991. Only recent-
ly has the economy shown sufficient vigor to reduce the unemploy-
ment rate for several consecutive months. In light of this experi-
ence, would earlier and more expansionary fiscal or monetary poli-
cies have been desirable during the recession and early recovery?
The answer, in our opinion, is a qualified yes. Given that many of
the factors responsible for the slow growth in the U.S. economy—
defense reductions, commercial overbuilding, and the slowdown in
foreign economies—were expected to persist into the future, there
appeared to be little danger that inflation would rise as a result of
a moderately more expansionary policy, although it may well have
fallen more slowly.

The conclusion that more stimulative policies would have been
desirable does not come simply with hindsight. The Administration

115

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



proposed fiscal policies in early 1992 that would have provided a
modest stimulus to the economy. These initiatives included unilat-
eral measures such as a reduction in excess income tax withhold-
ing and several proposals requiring congressional action, including
a temporary investment tax allowance to speed up spending on
productive assets, a temporary tax credit for first-time homebuyers,
and a reduction in the tax rate on capital gains.

The Administration’s proposals would have provided short-term
stimulus to the weak economy primarily by using tax incentives to
encourage business and residential investment. Reductions in
excess withholding taxes were intended to stimulate household
spending, while the temporary investment tax allowance would
have stimulated business investment. The cut in capital gains taxes
would have increased the value of capital assets and thus, wealth,
thereby providing short-term stimulus to spending in addition to
long-term incentives for investment and entrepreneurship.

The Administration’s proposals were designed to avoid increasing
the already large deficit. By emphasizing investment incentives,
the fiscal proposals would have increased capital formation and the
potential for long-term growth. Unfortunately, only the unilateral
measures were implemented, since the Congress did not pass the
President’s proposals in an acceptable form.

A fiscal plan with even stronger tax incentives merited consider-
ation, subject to one very important condition-—that legislative
action (not just the development of general plans) be taken at the
same time to reduce both future government spending growth and
future budget deficits. Any policy initiative had to take into ac-
count both the short-term problem of recession and slow recovery
and the long-term problem of low productivity growth that is due,
in part, to insufficient national saving and investment. While the
recession could have provided an argument for short-term fiscal ex-
pansion, such action would have been both less effective and inap-
propriate if it had sacrificed long-term goals by increasing expecta-
tions of future government spending and budget deficits.

Some have argued that, given the slow growth of M2 and the
overall weakness in the economy, monetary policy has been the
predominant cause of the recent recession and weak recovery. As
noted earlier, a number of unforeseen problems complicated the
task of setting monetary policy. It is not clear to what extent the
slow growth of M2 reflected inadequate expansion of the monetary
base, weak demand, or portfolio shifts away from the assets that
constitute M2 (undermining its usefulness as an indicator of mone-
tary policy).

While it would have been desirable for monetary policy to have
been somewhat more expansionary than it in fact was during the
recession and early recovery in order to further cushion the de-
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clines in output and employment, such a policy could have delayed
progress on reducing inflation. Furthermore, in the presence of un-
certainty about the effectiveness of fiscal and monetary policy
tools, there are advantages to using both to reduce the uncertainty
about the overall response of the economy. During this period, too
much responsibility for strengthening the economy was left to mon-
etary policy. Greater help from fiscal incentives, regulatory relief,
and trade liberalization was needed.

Overall, it appears that recent fiscal and monetary policy have
been less expansionary than in the typical postwar recession and
early recovery. It should be remembered, however, that in many
cases past policies proved to be too expansionary and worsened in-
flation in the subsequent recovery. Nonetheless, the weakness of
the economy—indicated by both the fall in output during the reces-
sion and the substantial decline in core inflation over the past
year—and the prospects that the weakness would continue made a
case for somewhat greater stimulus from fiscal and/or monetary
policies during the recession and early recovery. Even perfect poli-
cies probably could not have prevented a recession, given the
myriad factors impeding growth during this period, but they may
have softened the recession and speeded up the recovery.

CONCLUSION

This chapter has emphasized the difficulties inherent in using
monetary and fiscal policies to offset short-term fluctuations in the
economy. The experience of the 1960s and 1970s has shown that
fine-tuning can be destabilizing and may even erode long-term
growth rates by increasing the uncertainty associated with long-
term planning and impeding the reallocation of resources.

In response to the apparent failure of fine-tuning, some have
taken the opposite position that there is no benefit to countercycli-
cal policies, even when the economy experiences a protracted reces-
sion. This argument is based on the belief that the primary effect
of policy changes in response to short-term conditions is increased
uncertainty among private decision-makers, with possible negative
impacts on output.

A more balanced view recognizes the limitations of fine-tuning,
without precluding the possibility that policy may need to be ad-
justed occasionally. In this view, policies are designed primarily
with long-term objectives in mind. Because sound money is indis-
pensable to a well-functioning economy, monetary policy targets
are guided by the goals of maintaining low and stable rates of in-
flation and facilitating the reliable provision of credit. Spending
policies are guided by cost-benefit analysis, taking into account
future effects as well as short-run economic conditions. Tax policies
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are structured to minimize interference with market incentives to
work, save, invest, and innovate. In the present situation, fiscal
policy should also aim for gradual reduction in the growth of gov-
ernment expenditures and the budget deficit.

In certain circumstances, however, it may be necessary to change
policies. First, it is possible that relationships between policy tar-
gets, such as the growth target for M2, and policy objectives, will
change. In that case, targets for M2 may need to be adjusted and/
or supplemented or replaced by targets for other monetary aggre-
gates or other indicators. Second, if structural adjustments, exter-
nal shocks, or other factors are expected to weaken the economy
for an extended period, then more expansionary policies may be ap-
propriate to facilitate the economic adjustment process. To the
greatest extent possible, the circumstances under which policies
might change should be specified in advance, so that credibility is
enhanced rather than compromised by such deviations. The low-
growth scenario provisions of the BEA are an example of this kind
of “recession escape clause.” Wlhen policy must deviate from the es-
tablished targets, actions should be consistent—and understood to
be consistent—with the long-term objectives of high and stable
output growth and low and stable inflation.

While the economy has endured a period of protracted weakness
during which more expansionary policies would, in our judgment,
have been desirable, economic developments in 1992 and current
indicators of future activity suggest that a more self-sustaining re-
covery consistent with maintaining low inflation is finally under-
way and that additional short-term fiscal and/or monetary stimu-
lus may be unnecessary. If the modest recovery were to falter, any
short-term fiscal stimulus should be tied to long-term spending re-
ductions in order to minimize upward pressure on interest rates,
thereby increasing the effectiveness of the short-term stimulus and
reducing future deficits. Monetary policy should remain focused on
sustaining a recovery consistent with low and stable infiation. In-
terest rates and inflation rates are now at their lowest levels in
two decades, providing the foundation for long-term, noninflation-
ary growth in output and employment.
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CHAPTER 4
The Economics Of Health Care

AMERICANS ARE LIVING LONGER, healthier lives than ever
before. Since 1960, average life expectancy has increased by more
than 5 years. American physicians have access to the best technolo-
gy in the world and more than one-half of the world’s medical re-
search is funded by private and public sources in the United States.
At the same time, the share of the Nation’s income devoted to
health care has been growing rapidly, and today more than 35 mil-
lion Americans lack health insurance. Growing concern about
rising expenditures and reduced access to insurance has led to the
development of a wide variety of proposals for health care reform,
from the Administration’s market-based approach to calls for a
government-run national health insurance program.

The success of any of these proposals will depend on how well it
addresses the reasons behind the increase in expenditures and de-
cline in insurance. Economics is very helpful in understanding
these developments. It suggests that most health care in the
United States is financed and delivered in ways that give both
health care providers and their insured patients many incentives
to increase the quality of health care but little reason to be con-
cerned about its cost.

HEALTH CARE IN THE UNITED STATES

In many respects, the health care industry resembles other serv-
ice industries such as transportation and legal services. It supplies
a service—health care—in response to consumer demand. But the
demand for health care is different from the demand for many
other services because most people do not pay for their care direct-
ly. Instead, the government and private insurers pay most health
care expenses. The supply of health care also differs from that of
many other service industries. Consumers rely on providers for in-
formation about health care services and these providers are heavi-
ly regulated, primarily by other health care providers. Finally,
many people believe that health care is inherently different from
other goods and services. They believe that everyone should be en-
titled to at least some health -care, although they may not believe
that everyone has a similar entitlement to goods in general.
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THE HEALTH OF THE U.S. POPULATION

Americans buy health care to improve their health, but recent
research suggests that the connection between health care and
health is not a simple one. In fact, increases in life expectancy in
developed countries are not strongly related to increases in the
number of physicians or hospital beds per capita, nor are they pri-
marily a consequence of increasing utilization of these services.
Studies show that increases in life expectancy are mainly related to
changes in behavior and improvements in medical technology. Be-
tween 1960 and 1990, life expectancy at birth, which is strongly af-
fected by changes in infant mortality, rose from 67 years to 72
years for men and from 73 years to 79 years for women. The life
expectancy of older Americans, a group that may be more strongly
affected by improvements in medical technology, increased by 3
years between 1960 and 1990, a larger increase than occurred be-
tween 1900 and 1960.

Changes in Behavior

Changes in behavior offer great promise as a way to prevent dis-
ease and preventing disease is often less costly than treating it.
Many Americans have adopted increasingly healthy lifestyles.
During the 1980s, the rate of smoking among adults decreased from
33 to 26 percent, more Americans exercised regularly, and deaths
associated with alcohol abuse declined substantially. Traffic acci-
dent deaths per capita have declined by over 30 percent since 1970,
in part because of greater use of seat belts.

Medical Technology

Improvements in medical technology (a term that includes drugs,
vaccines, and knowledge about treatments as well as medical
equipment) reduce the incidence of disease and improve the effec-
tiveness of treatment. For example, over 33,000 cases of polio were
reported in the United States in 1950, but polio has been all but
eradicated since the development of the polio vaccine. Only 25
years ago, childhood leukemia was nearly always fatal; today the
long-term survival rate for children diagnosed with leukemia is
about 65 percent. New drugs have greatly improved the well-being
of those with ulcers and virtually eliminated the need for surgery
to treat this medical problem. Similarly, coronary bypass surgery
has greatly improved the quality of life of those with angina.

Continuing Problems

Despite the many medical advances of recent years, cures for
many diseases have yet to be discovered and new diseases continue
to emerge. For example, the rate of mortality from breast cancer
has not improved since 1950 despite the development of new
screening methods and new treatment therapies. Acquired immune
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deficiency syndrome, or AIDS, has claimed the lives of over 160,000
Americans. Tuberculosis, a disease that had almost disappeared in
the United States, has reemerged. Among young people, homicide
and drug abuse exact an enormous toll.

A further problem is the persistence of serious disparities in
health across income and race categories. For example, black
babies are more than twice as likely as white babies to have low
birthweight. While many ascribe these differences in health to dif-
ferences in the ability to pay for care, evidence from the United
States and other countries casts doubt on the belief that health in-
surance alone can greatly narrow these disparities. Studies in the
United Kingdom have found that the gap in mortality between rich
and poor has actually increased since the introduction of national
health insurance. This result is consistent with evidence showing
that increased utilization of medical services has relatively little
effect on health.

PROVIDING AND PAYING FOR HEALTH CARE
SERVICES IN THE UNITED STATES

The U.S. health care industry as defined in government statistics
includes services provided in hospitals, nursing homes, laboratories,
and physicians’ and dentists’ offices. It also includes prescription
and nonprescription drugs, artificial limbs, and eyeglasses, as well
as the services of nontraditional practitioners. But many goods and
services that may strongly affect health, such as fitness club serv-
ices and food, are not included in the usual definition.

The U.S. health care industry employs 9 million people, includ-
ing over 600,000 physicians; by comparison, the automobile manu-
facturing industry employs about 800,000 people. Inpatient services
are provided by approximately 6,500 hospitals containing over 1
million hospital beds. One-half of these hospitals are private, non-
profit institutions, some 30 percent are operated by Federal, State,
and municipal governments, and the remainder are operated pri-
vately on a for-profit basis.

Health care expenditures averaged $2,566 per person in 1990 and
were divided among health care services in almost the same pro-
portion as in 1960. The largest part of each health care dollar,
about 38 cents in 1990, was spent on hospital care, which covers all
services billed through a hospital, including those of some physi-
cians, such as medical residents and radiologists. More than 1 in
every 10 Americans was admitted to a non-Federal short-stay hos-
pital (a hospital in which the average length of stay is less than 30
days) in 1990, for an average stay of 6 days; over 10 percent of
these admissions were for maternity care. Physician services are
the second largest category of expenditures, accounting for about
19 percent of health care expenditures. In 1990, the average
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American made 5.5 visits to a doctor. Most of the remaining 43 per-
cent of health care expenditures was divided among drugs, nursing
home care, dental services, vision products, and home health care
services.

In most other developed countries, the government plays a larger
part in financing and, in many cases, in delivering health care
than in the United States. Boxes 4-1, 4-2, and 4-3 describe the
health care systems in Canada, Germany, and the United King-
dom.

Box 4~1.—Canada

Since 1971, all Canadians have been covered by public health
insurance plans administered by the Provinces. In Canada, it is
illegal to sell private insurance for services provided by the
public plans and participating physicians and hospitals may
not accept direct payment from patients for those services.
While the Provinces differ in the methods they use to finance
health care, most funding comes from general tax revenues.

Physicians are paid by the provincial governments on a fee-
for-service basis according to a fee schedule negotiated by the
provincial governments and physician associations. There have
been very substantial increases in the utilization of physician
services since the introduction of public health insurance. At-
tempts to cut total costs by limiting physicians’ fees have been
partially thwarted by these continuing increases in utilization.

Hospitals receive annual lump sum, or global, budgets that
are not tied directly to hospital expenditures. Hospitals cannot
purchase new equipment without government approval and
many types of high-technology equipment are less common in
Canadian than in U.S. hospitals. The global budget reimburse-
ment system and restrictions on the purchase of equipment
have led to waiting lists for some nonemergency hospital serv-
ices: : ;

Financing Health Care

Since 1960, U.S. health care financing has undergone a major
change (Chart 4-1). In 1960, most medical care was paid for directly
by consumers, but by 1990 only 23 percent of health care expenses
were paid for directly by consumers. Thirty-two percent were cov-
ered by private health insurers and 41 percent by the government.
This change can be traced to three developments: the expansion of
employer-provided benefits, the development of medicare (a govern-
ment program that finances care for the elderly and disabled), and
the initiation of medicaid, a program that extended and formalized
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Box 4-2.-~Germany

All working Germans and their famlhes are required to have
health insurance. Those with low and middle incomes must
participate in one.of the approximately 1,100 not-for-profit
health insurance plans known as sickness funds. Most blue-
collar workers are assigned to a spemﬁc plan, while most

- white-collar workers may choose. among plans. In addition,
‘about 26 percent of the population earn incomes high enough
to allow them to opt out of the sickness funds and purchase
private insurance; over one-third of those eligible do so. Out-of-
pocket payments in the sickness funds are very low. The sick-
ness funds are financed primarily from payroll taxes, and pre-
mium rates can vary substantially accordmg to the fund. Gen-
eral revenues are used to fund coverage for the nonworkmg
poor, who are insured through the mckness funds.

German physwlans belong bo regional associations that nego-

tiate Iump—sum budget: ‘ ckness funds Indlwdual
jphys:clans are then reis

Amencans, but ,the averag visit is m ‘,fch, briefer. Germans also
spend more days in the bSpltal average, than do Ameri-
cans. The ratio of hospital staff to patients, however, is much
lower in Germany than in the United States, and Germany

~ does not have as much hzgh~technology equipment. Physicians
spend, on average, more time with privately insured patients
than with those enrolled in the sickness funds, and hospitals
provide special facilities for these patients.

existing programs to finance health care for the poor. People no
longer bear most of the financial responsibility for their own health
care decisions; instead most Americans have relatively little expo-
sure to the cost implications of these decisions.

EMPLOYER-PROVIDED BENEFITS

Large numbers of American employers first began offering
health insurance benefits to their employees during World War IL
During and after the war, Federal wage and price controls led busi-
nesses to expand nonwage benefits such as health care—which
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" Box 4-3.—United Kingdom ~
~ In the United Kingdom, the National Health Service (NHS)
finances and delivers health care. All residents are eligible to
receive care ‘through the NHS, although a small but growing
private insurance market also exists. The NHS is financed pri-
marily from general revenues and only very low copayments
are required for a limited number of goods and services.

Almost all physicians are employed by the government,
which also owns most of the hospitals. Office-based primary
care physicians who are part of the NHS are compensated in
parf through payments for each patient, adjusted according to
the patient’s age. Specialists are salaried and may only see
those patients who have been referred by a general practitioner.

Expenditures per person are much lower in the United King-
dom than in other developed countries. Health care in the
United Kingdom is characterized by a much lower level of high
technology and fewer physicians per capita than in Canada,
Germany, or the United States. There are long waiting lines for
many high-cost, nonemergency procedures, and physician visits
are very short.

were exempt from the controls—in order to attract workers. By
1960, private employers were paying for about 13 percent of nation-
al health care expenditures, and today, most Americans receive
health insurance benefits through their employers (Chart 4-2).

Tax Treatment of Benefits

Tax provisions that exempt employer-provided health insurance
from Federal and State income taxes encourage the spread of such
insurance. Employees do not pay tax on the share of their compen-
sation that comes to them in the form of employer-paid health in-
surance. This preferential tax treatment is effectively a govern-
ment subsidy. The amount of the subsidy depends on the worker’s
tax rate: the higher the tax rate, the greater the subsidy. The
greater the subsidy, the more likely workers are to want a larger
part of their compensation in the form of health insurance.

Firms can increase the generosity of a health insurance package
by lowering deductibles (the fixed amounts that policyholders must
pay toward bills each year before any insurance payments are
made), copayment rates (the share of medical bills that must be
paid by policyholders), or the employee’s share of premiums. Em-
ployers may also expand the range of services included in policies,
as they did during the 1980s, when an increasing proportion began
to offer vision and home health care benefits. Between 1972 and
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Chart 4-1  Paying for Health Care Expenditures: 1960 and 1990
The share of health expenditures paid fo, out of pocket has fallen substanually since 1960.

. Cut of Pocket L/A Private tnsurers Eg Government {W

Other

Sorce: Health Care Financing Administration.

1989 the total cost of all deductibles, copayments, and employee-
paid insurance premiums remained almost constant as a share of
after-tax income, at about 5 percent, despite the sharp increase in
overall health care expenditures.

As tax rates have changed over time, so has the proportion of
health care expenditures funded by employer payments. In 1965,
when the marginal combined Federal tax rate of the median
worker (including the Federal income tax and the employee’s and
employer’s shares of the Social Security and medicare tax) was 17
percent, private employer contributions for private health insur-
ance accounted for 14 percent of U.S. national health care expendi-
tures. By 1982, when the combined marginal rate reached 38 per-
cent, 21 percent of U.S. health expenditures were accounted for by
private employer contributions for private insurance. During the
1980s, the marginal combined tax rate of the median worker fell
(to 30 percent in 1990) and the share of national health care ex-
penditures paid for by private employer contributions stopped
rising, remaining at about its 1982 level, although the dollar
amount of employer health care expenditures continued to in-
crease.
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Chart 4-2 Health Insurance Coverage
Most Americans receive health insurance through their employers.

P

//14%

Percent of population
by insurance provider

Note: Other includes, for example, privately purchased health insurance and the Department of Veterans

Affairs.
Sources: Department of Commerce and Congressional Research Service.

Employer-sponsored insurance is also exempt from State income
taxes in most States, but these taxes are not included in the above
figures. State income taxes currently range between 0 and 12 per-
cent, so that for most people the entire tax subsidy is greater than
the Federal subsidy.

By not taxing benefits as income, the government is effectively
forgoing revenues that could be used to lower tax rates. If all the
health insurance benefits expected to be provided in 1993 were
counted as part of Americans’ taxable income, the Federal Govern-
ment would collect approximately $65 billion in additional reve-
nues.

Insurance Costs and Money Wages

A firm’s cost of health insurance must be passed along to some-
one——customers, owners, employees, suppliers, or some combination
of these groups. In most cases, employers are constrained in their
ability to pass along these costs to their customers, owners, and sup-
pliers. In general, when health insurance costs rise, firms must raise
the cash component of wages lvss than they otherwise would in
order to meet the higher health insurance costs.
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Between 1973 and 1989, employers’ contributions to health insur-
ance absorbed more than one-half of workers’ real gains in compen-
sation. Much of the growth in compensation reported for the 1980s
took the form of higher health insurance premiums.

THE GOVERNMENT’S ROLE

Until the mid-1960s, the government’s role in the provision and
financing of health care was limited primarily to prevention and
medical research. Some government health care spending contin-
ues to be targeted to these areas. The Federal Government spent
over $22 billion in 1992 on preventive health efforts, including
$594 million spent for AIDS prevention and $297 million for child-
hood immunizations. In 1990 the Federal Government spent about
$10 billion to fund medical research. Since the mid-1960s, the gov-
ernment has also taken an active role in providing health insur-
ance.

Medicare

Medicare, a nationwide Federal health insurance program that
began in 1966 for people over 65 and for those with disabilities, is
comprised of a hospital insurance program and a supplementary
medical insurance program. Most Americans over the age of 65 are
eligible for medicare hospital insurance benefits, which they re-
ceive without paying a special premium. Some disabled persons
under 65 and most people who suffer from chronic kidney disease
are eligible for medicare hospital benefits.

Medicare hospital benefits cover all reasonable costs for 60 days
of inpatient hospital care per year, after a $676 deductible; days 61
through 90 are covered with a daily copayment of $169. In addition,
those insured through medicare have a 60-day lifetime reserve for
hospitalizations exceeding 90 days, during which they must contrib-
ute $338 a day toward the cost of their care. (These deductible and
patient payment amounts are for calendar year 1993.) Medicare
hospital insurance also provides limited coverage for posthospital
nursing services, home health care, and hospice care for the termi-
nally ill.

Participation in the medical insurance portion of medicare is vol-
untary. For a monthly premium of $36.60, people 65 and over and
all others eligible for hospital benefits may purchase medical insur-
ance. When the medicare program began, premium income fi-
nanced half the cost of supplementary medical insurance but today
premiums cover only about one-quarter of the costs of these bene-
fits and general tax revenues cover the remainder. Medicare medi-
cal insurance covers physician services, laboratory and other diag-
nostic tests, and outpatient hospital services. It generally pays 80
percent of the approved amount for each service with an annual
deductible of $100.
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Many medicare beneficiaries purchase additional private insur-
ance, called medigap insurance, to cover deductibles and copay-
ments that are not paid by medicare. In 1990, 77 percent of medi-
care beneficiaries had medigap insurance. Of these, some 44 per-
cent purchased such insurance directly; another 40 percent were
retirees receiving medigap coverage through their former employ-
ers. For medicare recipients below the poverty level, another gov-
ernment program, medicaid (discussed below), provides this addi-
tional coverage. A recent change in Federal law requires that all
medigap insurance must cover all patient payments for hospital
and medical care except the deductibles. Purchasers of medigap in-
surance have relatively few out-of-pocket expenses for hospital and
physician bills. New medicare beneficiaries (those who have just
turned 65) are guaranteed the right to purchase medigap insurance
at the same rate regardless of their health status.

Medicaid

Medicaid is a Federal-State matching entitlement program that
provides medical benefits to low-income individuals including the
elderly, blind, disabled, children, adults with dependent children,
and some pregnant women. Eligibility for medicaid has been tied to
participation in the aid to families with dependent children (AFDC)
or supplemental security income program. In 1986, the Congress
extended medicaid coverage to pregnant women and children
under 6 whose family incomes fall below 133 percent of the Federal
poverty level. States may choose to cover all pregnant women and
all children under the age of 1 with family incomes of up to 185
percent of the Federal poverty level, and 29 States currently do so.
By 2002, the medicaid program will be required to provide coverage
for all children under 18 whose families are below the Federal pov-
erty line.

For some senior citizens whose incomes are below the poverty
line and who receive medicare benefits, medicaid pays deductibles
and copayments for physician and hospital expenses. Medicaid also
covers long-term nursing home care: some 25 percent of all medic-
aid expenses in 1987 were for nursing home care for those over 65.

Each State administers its own medicaid program according to
Federal eligibility guidelines. The Federal Government contributes
50 percent of the State’s administrative costs and a percentage of
the medical expenses based on a matching formula that gives more
money to poor than to wealthy States. The Federal share of medic-
aid costs ranges from a low of 50 percent to a high of 79 percent.
Federal law mandates that medicaid beneficiaries can be required
to pay only small copayments.

In 1990, 25.3 million persons received medicaid benefits. Expendi-
tures for the aged, blind, and disabled, who account for only 27 per-

128

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



Digitized for FRASER
http://fraser.stlouisfed.org/

cent of the caseload, made up about 70 percent of the outlays. De-
pendent children accounted for only 14 percent of medicaid outlays.

RECENT CHANGES IN THE PROVISION OF CARE

Until the late 1970s, most providers of health care in the United
States were paid using a system called retrospective reimburse-
ment that paid for each service provided, encouraging providers to
increase their services. Hospitals and physicians had incentives to
counsel patients to accept more and costlier treatments, and in-
sured patients had little reason to question these recommendations
because services were paid for largely by insurance. Physicians and
hospitals competed for patients by improving the quality of their
services, driving up prices.

During the 1980s, some attempts were made to control expendi-
tures by encouraging physicians and hospitals to compete in ways
that keep costs down. Competition among insurers led to an in-
crease in the use of innovative payment methods that, in turn,
have begun to create an environment in which competition among
providers may lead to lower health care costs.

Institutional Responses: Capitation and Coordinated Care

Under retrospective reimbursement, insurers paid physicians
and hospitals for the costs of services after the fact. There were few
restrictions on payments, and providers had little reason to com-
pare the costs and benefits of services for insured patients. Insurers
using the retrospective reimbursement system responded to rapidly
rising expenditures by reviewing physician behavior more closely.
This oversight has taken different forms, including increased moni-
toring, or case management, for more costly cases (a procedure
used by an estimated 67 percent of employers in 1991) and require-
ments that patients seek a second opinion before undergoing sur-
gery (used by about 49 percent of employers in 1991).

As health care expenditures rose during the 1970s and 1980s,
however, insurers also experimented with alternative reimburse-
ment strategies that would create incentives to control expendi-
tures while ensuring quality care. One major innovation was the
expansion of coordinated care programs that use capitation-based
reimbursement and direct review of the utilization of medical and
hospital services (Box 4-4).

Under capitation-based reimbursement, physicians receive an
annual payment for each patient in their care, regardless of the
services a patient uses during the year. Coordinated care organiza-
tions, which include health maintenance organizations (HMOs) and
preferred provider organizations, often use the capitation system to
pay providers. By 1990, 33 million Americans were receiving care
through HMOs, over 5 times as many as had 15 years earlier.
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a-4‘ —-Con‘ dmated Care

term “co rdmated care” descnbes a vanety of arrange- -
n fthat increase coordination and management of health
_ care services. The best-known form of coordinated care is the |
o HMO ‘which provides its services through a single group of
 doctors and other health care providers. Individuals enrolled in
| .an HMO pay a speclﬁc annual fee, regardless of the semces

These innovations, which have occurred largely in the private in-
surance market, have reduced health care expenditures while offer-
ing health care that is at least as good as that of traditional retro-
spectively reimbursed medicine. In fact, capitation-based payment
gives physicians a financial incentive to invest in preventive care,
because they benefit financially when their patients remain
healthy. Studies show that costs have risen more slowly in health
care markets where there is vigorous competition among many co-
ordinated care providers.

Diagnosis-Related Groups

In an effort to control rising hospital expenses, which make up
the bulk of medicare payments, the Federal Government in 1983
replaced the existing retrospective payment system with a prospec-
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tive payment system. The new system reimburses hospitals with a
fixed amount for each patient based on the patient’s diagnosis,
rather than on the services provided. A medicare patient admitted
to a hospital is now classified as belonging to one of 470 diagnosis-
related groups (DRGs) that form the basis for payment.

In principle, hospitals could compete to offer care for a particular
DRG at the lowest price. The medicare program, however, has set
fees for each DRG, limiting the opportunities for price competition
among hospitals. Payment for each DRG is based on the average
cost of treatment but may vary according to region and type of hos-
pital. Hospitals that can provide care at less than the average cost
profit from this system.

Hospitals have responded to the new incentives the DRG system
provides. The length of the average hospital stay has fallen signifi-
cantly. A study that compared hospital costs under DRGs with esti-
mates of what costs would have been without DRGs suggests that
the system led to a one-time decline of about 20 percent of the cost
of hospital care paid for by medicare. The DRG system may also
slow increases in expenditures by removing the incentive that oper-
ated under retrospective reimbursement to add costly services. Fi-
nally, a substantial amount of evidence suggests that the DRG
system has not reduced the quality of care medicare patients re-
ceive, even though it provides hospitals with an incentive to limit
the services provided to a patient with a particular diagnosis.

The Resource-Based Relative Value Scale for Paying
Physicians

In response to the increases in physician expenditures during the
1980s, the medicare program in 1992 began implementing a new
fee system for physicians. The old system had reimbursed physi-
cians the customary fee, a practice that could lead to cost spirals. If
one physician raised fees, the average would rise, and this increase
could be included in the next fee schedule.

With the new resource-based relative value scale, the Federal
Government sets the fee medicare pays for each service according
to the complexity and duration of the treatment. The current scale
has greatly increased the reimbursement for evaluative functions
and reduced the reimbursement for surgery.

Unfortunately, the method used to determine the new fee sched-
ule may not be sound. Theoretically, fees should reflect not only
time and effort but also demand for the service and the willingness
of physicians to perform it. Unless a fee schedule takes into ac-
count these fundamental economic forces, it is likely to lead to
shortages and surpluses in particular specialties, especially those
with changing technology.
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SUMMARY

¢ Improvements in technology and behavioral changes have led
to significant improvements in Americans’ overall health.
Americans are living longer, healthier lives, free from many
life-threatening illnesses. Many serious problems have devel-
oped, however, including AIDS and a recurrence of tuberculo-
sis.

* The government’s share of total health expenditures has in-
creased and the share of patient out-of-pocket spending in total
health expenses has been falling. People have much less re-
sponsibility for the financial consequences of their health care
decisions than they did thirty years ago.

¢ Most Americans are insured through their employers. Employ-
er-provided insurance benefits have increased dramatically
since World War II, in part because such benefits are excluded
from employees’ taxable income. Employees pay for increases
in health care costs mainly through lower wages. Individual
expenditures for deductibles, copayments, and insurance pre-
miums remained roughly constant as a share of after-tax
income between 1972 and 1989.

¢ Insurers have responded to cost increases with innovative
changes in the financing of care, moving away from fee-for-
service, retrospective reimbursement of independent providers
to prospective, capitation-based reimbursement of networks of
providers.

RISING EXPENDITURES, DECLINING INSURANCE
COVERAGE

The impetus for health care reform is driven by two concerns:
the rapid rise in health care expenditures and the increasing per-
centage of Americans who lack health insurance.

TRENDS IN HEALTH CARE EXPENDITURES

Chart 4-3 shows the change in spending on health care since
1960. Some increases were due to the expansion of health insur-
ance benefits through the establishment of the medicaid and medi-
care programs in the mid-1960s. Health care spending has contin-
ued to escalate since then.

Studies that examine patterns of health care spending across
countries show that the share of income countries devote to health
care usually rises with national income. Health expenditures in the
United States are no exception. Expenditures rose more quickly
than incomes between 1960 and 1990, from 5 percent of gross na-
tional product (GNP) in 1960 to 12 percent.
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Chart 4-3 Real Per Capita Health Care Expenditures

Real per capita health care expenditures have been rising at an average annual rate of 4.6
percent since 1360.
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is 4.6 percent per year.
Sources: Department of Labor and Organization for Economic Cooperation and Development.

Health expenditures are not greatly affected by short-term
changes in economic conditions. Health care costs often continue to
grow during economic downturns, so that the share of national
income devoted to health care may rise during a recession and fall
when prosperity returns.

HEALTH CARE EXPENDITURES IN OTHER DEVELOPED
COUNTRIES

America is not alone: Germany, the United Kingdom, Canada, and
other industrialized countries all experienced large increases in
health care spending between 1960 and 1990. As Chart 4-4 shows,
spending in Germany increased rapidly between 1960 and 1980, but
slowed sharply in the 1980s. In Canada, the United Kingdom, and
the United States, expenditures increased rapidly in all three dec-
ades. Although outlays for health care have increased substantially
in all four countries, per capita health care spending in the United
States has historically been considerably higher than in the other
three countries. The United States currently spends about 1.5
times as much on per capita health care as Canada, about 1.7 times
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as much as Germany, and about 2.6 times as much as the United
Kingdom.

Chart 4-4 Growth in Real Per Capita Health Care Expenditures in Selected Countries

QOther countries have also experienced substantial increases in health care expenditures
since 1960. .
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Source: Organization for Economic Cooperation and Development.

The rapid growth in health care spending in the United States,
Canada, Germany, and the United Kingdom is somewhat surpris-
ing because these countries have very different systems of health
care financing and provision. As health care expenditures continue
to increase, each of these countries is considering health care
reform. In some cases, these reform proposals include incorporating
features of U.S. health care financing and provision. The United
Kingdom and Canada have been experimenting with coordinated
care systems, the United Kingdom has been developing versions of
DRGs, while Germany has been increasing the use of patient copay-
ments.

THE UNINSURED

Besides rising costs, the other major problem in U.S. health care
has been the increasing number of Americans who lack insur-
ance—over 35 million people, according to current estimates. Be-
cause so many Americans receive health insurance through their
employers, the percentage of Americans without health insurance
is affected by changes in employment. The number of uninsured,
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however, increased during the 1980s, even during periods of eco-
nomic growth.

Who Are the Uninsured?

Although medicaid covers many of the very poor, about 47 per-
cent of those with incomes below the poverty line, the probability
of being uninsured is highest among those with low incomes. As in-
comes rise, so does the probability of having health insurance.

Those in the 18-35 age group are more likely to be uninsured
than those of other ages. These young adults, most in good health,
may have been covered previously by their parents’ health insur-
ance. Young adults who work are more likely than other workers
not to accept health insurance coverage even when their employers
offer it, and young adults who lose their jobs are the least likely to
pay to retain their health insurance.

Most uninsured people report that their health is good or excel-
lent relative to others of the same age. The population of unin-
sured Americans, however, also contains a group that is much
sicker than average, with serious chronic health conditions. The
chronically ill, who are very likely to incur high health care costs,
may find it very costly to obtain insurance.

Other Problems with Insurance Coverage

Health insurance is also a concern for people with limited insur-
ance coverage and for those whose insurance ties them to a specific
employer. Some people with insurance are susceptible to large out-
of-pocket expenses, either as copayments or for services that their
insurance does not cover. Estimates from the mid-1980s suggest
that 7 percent of privately insured Americans under the age of 65
face a 1-percent chance of spending at least one-fifth of their family
income on health care. Over 20 percent of those over 65 have not
purchased supplementary medigap policies that cover medicare co-
payments and do not qualify for medicaid; they also may be subject
to substantial financial burdens if they become seriously ill.

Those whose health insurance ties them to a specific employer
face a different problem. Most private health insurance contracts
contain preexisting condition clauses limiting or excluding cover-
age for conditions that began before the policy went into effect.
These restrictions can force people with chronic conditions to stay
with one job when they would prefer to move to another. Even
those without chronic conditions may avoid changing jobs because
they prefer to stay with one insurer. A recent survey found that
over 25 percent of American households included a family member
who stayed in a job because of health coverage.

Gaps in Employer-Provided Health Insurance Coverage

Although not having a job greatly increases the probability that
an individual is not insured, the majority of uninsured Americans
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are workers or their dependents. Workers may lack health insur-
ance because their firm does not offer it, because they do not work
enough hours to qualify for benefits, or because they have been of-
fered insurance and have chosen not to take it. While almost all
large firms in the United States offer health insurance to their
workers, small firms are far less likely to do so (Chart 4-5).

Chart 4-5 Employer-Provided Heslth Insurance, by Firm Size: 1990

Employees of large firms are much more likely than employees of smaller firms to have
health insurance.
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Three factors affect the ability and willingness of small firms to
provide health insurance. First, the administrative costs of health
insurance per employee rise rapidly as the size of a firm declines.
Second, small firms are less able to self-insure their health insur-
ance coverage—that is, pay expenses from their own funds rather
than contracting with a commercial insurance company. About 65
percent of all firms self-insured the health costs of their employees
rather than purchasing commercial insurance in 1991, but only 41
percent of firms with fewer than 500 employees self-insured their
costs. Because small firms often purchase State-regulated commer-
cial insurance, they incur costs associated with State-mandated
benefits (for example, coverage for chiropractic services) and pay
State insurance premium taxes. These mandates can be quite
costly and may affect the probability that a small employer will
offer insurance. Self-insured plans, on the other hand, are exempt-
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ed from providing State-mandated benefits and paying State premi-
um taxes under the Federal Employee Retirement Income Security
Act (ERISA). Third, risk-spreading, which keeps costs down by pool-
ing the cost of possible serious health problems among a large
group is more difficult in smaller firms. When one employee of a
small enterprise becomes seriously ill, the cost of premiums for the
entire group increases much more than it would in a larger group.

This last observation is a matter of concern. The purpose of in-
surance should be to spread risk so that premiums do not increase
in small groups when an employee becomes ill. To improve risk-
spreading, small firms could purchase health insurance policies
that remained in force for 5 or 10 years, rather than the 1-year
contracts that are now customary. High employee turnover rates
and high business failure rates in small firms, however, may make
it costly for insurers and firms to make such contracts. Further-
more, continuing changes in medical technology may make it risky
for insurance companies to offer long-term contracts.

Firms are considerably less likely to offer health insurance to
their part-time employees than to their full-time employees, mainly
because coverage for a part-time employee costs as much as it does
for a full-time employee and accounts for a much higher share of
part-time workers’ total compensation.

HOW THE UNINSURED USE HEALTH CARE SERVICES

Those who lack insurance do not necessarily forgo all health
care. They may pay for care directly or may receive it for free, pri-
marily through hospitals. In 1989, U.S. hospitals provided over $10
billion worth of free, or uncompensated, care. People without
health insurance do use less health care than those with similar
health problems who are insured, however.

People without health insurance are far more likely than those
with insurance to report that they did not receive health care
during an illness because of financial constraints. Those who do
seek care are more likely to receive it in inappropriate and costly
settings such as emergency rooms. The uninsured are likely to be
sicker when they are admitted to a hospital; they are also likely to
be discharged from the hospital earlier than their insured counter-
parts.

New estimates suggest that out-of-pocket health expenditures
among the uninsured are lower than they are among insured
people with similar incomes and are far less than the cost of pur-
chasing a basic health insurance policy. Some uninsured people
may be consciously choosing to rely on emergency room care and
personal savings rather than purchasing costly health insurance
coverage.
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RECENT CHANGES IN THE NUMBER OF UNINSURED

Many of the uninsured are unemployed. Although the Consoli-
dated Omnibus Budget Reconciliation Act allows those who leave
jobs to continue their coverage for up to 18 months through their
employer’s health care plan by paying the full cost of the premium,
only about 20 percent of those eligible do so. Structural changes in
the American labor market have also affected insurance coverage.
Workers are most likely to be covered by health insurance if they
are unionized or employed in the manufacturing sector. But em-
ployment in manufacturing fell from 23 percent to 18 percent of
total employment during the 1980s, while the fraction of private
sector workers represented by a union fell from 19 percent to 13
percent between 1983 and 1991.

These changes in the composition of the labor force, however, ex-
plain only a small percentage of the increase in the number of un-
insured. As health insurance becomes more costly, more people
may find it makes sense for them to seek higher wages rather than
health insurance from their employers, relying instead on emer-
gency care.

Low-Wage Jobs and Health Insurance

For employers offering jobs at low wages, increases in the cost of
health insurance make it especially difficult to offer coverage.
These employers cannot lower wages to help pay for health insur-
ance, because wages would then fall below the legal minimum.
Studies suggest that, in 1989, about one-third of all uninsured
American workers earned wages which, if reduced by the cost of
health insurance, would fall below the legal minimum. Requiring
employers to provide these workers with health insurance is likely to
lead to increased unemployment among low-wage workers.

SUMMARY

* Spending on health care has been rising steadily, both in abso-
lute terms and as a share of national income. Since 1960,
spending on health care has also risen rapidly in other devel-
oped countries, but the per capita cost of health care is much
higher in the United States than in other developed countries.

* The number of uninsured has increased recently. Part of this
increase is due to the economic slowdown, while part is due to
a long-term decline in employer-sponsored health insurance.

* The uninsured are poorer and younger, on average, than the
insured. Although most are in good health, some are chronical-
ly ill. The uninsured do receive some health care, but they re-
ceive less than those with insurance and often receive care in
emergency rooms. Out-of-pocket health expenditures among
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the uninsured are lower than among insured people with simi-
lar incomes.

* Many of the uninsured are workers employed by small firms.
A substantial fraction of uninsured workers earn wages which,
if reduced by the cost of health insurance, would fall below
minimum wage. Requiring employers to provide insurance to
these workers would lead to increased unemployment.

ECONOMIC THEORY OF THE HEALTH CARE
MARKET

Economic analysis can help explain much of the recent perférm-
ance of the American health care market and the problems that
have emerged. Providers and purchasers of health care services re-
spond to the incentives and restrictions they face, which stem from
both the nature of health care itself and the way it is financed and
delivered.

PROVIDING HEALTH CARE SERVICES

Two features of health care provision have significant implica-
tions for costs. First, it is difficult for consumers to evaluate the
quality of health care services. They rely on the advice of the pro-
vider of the service in deciding what to buy. While the lack of inde-
pendent information is not unique to the health care market (car
owners may rely on mechanics), it can lead to the unwitting pur-
chase of unnecessary, poor quality, or high-cost services.

Second, to protect consumers from unscrupulous or incompetent
providers, licensing boards in every State regulate those who work
in health care. The licensing procedure can increase the price of
services by restricting the number of providers and limiting the
ways that they may compete.

PROBLEMS OF MEASURING QUALITY

Physicians have much more information about treating a par-
ticular illness than their patients do. Patients may find it difficult
to evaluate their treatment; if they get better, they may not be
able to tell whether they have enjoyed a natural recovery or espe-
cially effective treatment. Lack of information can make it difficult
for people to make decisions about purchasing health care. A physi-
cian could charge a low fee either because the services are provided
in the most cost-saving way or because they are not performed
properly.

People have tried to overcome this problem by evaluating a pri-
mary care physician—asking for recommendations from friends,
for example—and then accepting the primary care physician’s
advice on further treatment. But friends may not be able to assess
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quality accurately; their advice may be particularly deficient in
evaluating the services of a group of doctors in a coordinated care
organization.

Information about provider quality is especially important be-
cause of the enormous variation in the way American doctors treat
patients with similar problems. For example, rates of use of some
discretionary procedures, such as tonsillectomies, can be ten times
as high in one county as in a neighboring county with a similar
population. In many cases, the use of such procedures deviates sub-
stantially from what experts recommend. Rates of mortality for pa-
tients with similar problems also differ considerably among hospi-
tals.

These variations suggest that if consumers could better evaluate
their care, the quality of care could be improved substantially and
costs could be reduced. Physicians and hospitals that offer low-qual-
ity care at high prices would face stronger incentives to improve
quality and reduce costs.

Improving the Quality of Information

Without a reasonably accurate way to measure quality, health
care plans, hospitals, and providers have a difficult time competing
on the basis of the price of services they offer. But developing such
information may not make economic sense for any single health
care provider or insurer, since setting up a system of gathering and
disseminating information would be costly and, once developed,
might well be copied. The tax treatment of employer-provided in-
surance and the government’s growing role in health care provi-
sion have also limited the incentives for private insurers and pro-
viders to develop ways to compete by providing high-quality, low-
cost care.

Despite these impediments, insurers and employers have recent-
ly been working together to develop systems for measuring the
quality of health care provided. The Federal Government has
launched a major initiative with the publication of mortality rates
(adjusted for the severity of patient illness) for medicare patients in
U.S. hospitals. A variety of other groups are providing information
in health care markets, including a group that publishes an annual
guide to Washington-area Federal employee health plans; the
Pennsylvania Health Care Cost Containment Council, which pub-
lishes information about hospital charges and mortality rates; and
a group of employers in Cleveland that sponsors the Cleveland
Health Quality Choice Project, which is developing measures to
compare the quality of care in Cleveland-area hospitals.

THE SUPPLY OF PROVIDERS

In many industries, costs rise when the necessary skilled person-
nel and materials are in short supply. In most cases, such short-
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term shortages cause wages to rise, attracting new supplies of
skilled workers. Shortages and the high wages that they produce
are unlikely to persist over time. High physician incomes might
persist, however, without leading to an increased supply of doctors,
because the medical profession can, to some extent, regulate the
number of new physicians receiving licenses each year.

In the past, physicians’ associations have also kept doctors from
competing on the basis of price. Until 1982, these organizations re-
stricted their members’ ability to advertise services. For many
years, professional associations controlled the types of fee arrange-
ments that doctors could accept, stifling the growth of coordinated
care. These problems are less serious today. The number of practic-
ing doctors has increased greatly and the profession’s ability to
limit price competition has declined.

HEALTH INSURANCE

The need for health care depends, in part, on somewhat unpre-
dictable and costly events, such as a serious illness or accident.
People can respond to the risk of such possibilities by self-insuring,
or saving money to pay for potential expenses; by investing in pre-
ventive health care; or by purchasing health insurance.

Insurance is most valuable when it protects people against uncer-
tain events that carry a high risk of substantial financial loss.
Thus, early insurance plans were set up to cover costly hospital ex-
penses. By 1960, insurance covered most hospital care, but people
generally paid for other services themselves. In recent years, how-
ever, insurance coverage has expanded to cover other services. The
share of out-of-pocket expenses for relatively predictable and inex-
pensive services (such as physician services, dental care, and phar-
maceuticals) has been declining steadily (Chart 4-6).

Insurance can Lead to Overconsumption of Services

All insurance, whether privately or publicly provided, affects the
incentives of the insured. Because they are protected against the
full cost of a serious illness or injury, the insured have less incen-
tive to take steps to limit the losses associated with such events.
The change in incentives that results from the purchase of insur-
ance is known by economists as “moral hazard.” To economists, the
term carries no connotation of dishonesty.

Moral hazard typically refers to a reduction in the incentive to
avoid undesirable events. For example, people insured against car
theft may leave their doors unlocked, increasing the chance that
their cars may be stolen. People with health insurance may be just
as careful as the uninsured about avoiding health risks, but they
also respond to the incentives produced through insurance by using
more health care services. They are likely to go to the doctor more
often and choose more complex procedures. Among health econo-
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Chart 4-6 Share of Health Care Expenses Paid Out of Pocket

The share of expenses paid out of pocket varies considerably among services but has been
declining since 1960 for all services.
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mists, the term moral hazard has come to include this incentive for
the overconsumption of health care services, which adds to total
health care costs.

Studies suggest that the overconsumption of services due to
moral hazard is an important factor in rising health care costs.
One study in the 1970s gave one group of randomly selected fami-
lies health insurance policies that provided them with full insur-
ance for all health care services and another group a catastrophic
health insurance plan and a corresponding cash payment (for ex-
ample, a health insurance policy with a $1,000 deductible together
with a cash payment of $1,000). Although both families were equal-
ly well indemnified, those who were fully insured used nearly 30
percent more services than those with the catastrophic insurance
plan. According to most measures of health status, families in both
groups were equally healthy at the end of the 3 to 5-year experi-
ment.

Responses to Moral Hazard

Because people with insurance pay less than the full cost of in-
sured services, moral hazard suggests they may use services that
they would not have chosen to purchase if they had to pay the full
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cost. But by using these additional services, policyholders drive up
the cost of insurance. Ultimately, they pay the full expected cost of
these additional services through higher insurance premiums. Yet
many consumers would prefer less expensive insurance policies
that encourage them to use only those services that they value
most highly.

Insurers have two well-known ways to limit the potential re-
sponse to moral hazard in their policies and keep premium costs
down. Traditionally, they have required those with insurance to
pay for part of their services through deductibles and copayments.
Even with deductibles and copayments for a particular service,
however, the price an insured patient pays for services will gener-
ally be less than the full cost.

Another response to moral hazard involves monitoring policy-
holders to ensure that they are taking appropriate preventive
measures and to cap the services that they can use if an illness or
injury occurs. By monitoring services and encouraging preventive
care, the insurer can try to restrict the policyholder to only those
services that are worth their full cost. Coordinated care organiza-
tions take this approach. These organizations typically charge low
copayments and deductibles but closely monitor the utilization of
health care services among those who are ill and often provide free
preventive care services. Conventional insurers have also begun to
adopt these monitoring practices, for example, by requiring a second
opinion for surgery.

Using Private Information in Purchasing Insurance

People usually know more than insurance companies about their
own health and their need for health care services. This asymme-
try of information has important implications for the health insur-
ance market. An insurer charges a premium based on the average
need for health care services. For those who anticipate that their
need for health care services will be higher than average, health
insurance is a bargain. But those who anticipate that their need for
health care services will be below average may find health insur-
ance a poor investment. They may choose to pay for their health
care themselves or to purchase a health insurance policy with very
high deductibles and copayments. This process is known as adverse
selection.

If those at low risk drop out of the health insurance market, the
average premiums for the remaining purchasers will rise. In
theory, if the adverse selection process continues, the market for
insurance may disappear altogether as healthier people decline in-
creasingly expensive insurance. Alternatively, people may sort
themselves into high- and low-risk groups and purchase different
kinds of insurance. If this occurs, those at high risk will purchase
comprehensive health insurance plans and face premiums that re-
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flect the full costs associated with their true health status. Low-risk
individuals will purchase less comprehensive insurance, paying low
premiums that reflect both the type of plan they purchase and their
health status.

Economic theory suggests that adverse selection can lead to
lower levels of health insurance coverage for the relatively healthy.
Studies also support this finding. Among firms offering multiple
health insurance plans, premiums for comprehensive coverage are
much higher than premiums for plans with high deductibles and
copayments. These higher premiums are not fully explained by the
fact that comprehensive plans offer additional services or by the
effects of moral hazard. Rather, evidence suggests that those who
choose the comprehensive plans are in poorer health than those who
choose plans requiring high out-of-pocket payments.

The theory of adverse selection can also explain some character-
istics of the uninsured. For example, the uninsured appear to have
a low propensity to use medical services. When currently unin-
sured people obtain insurance, they use, on average, fewer services
than those who are continuously insured.

CONCERNS OVER THE DISTRIBUTION OF MEDICAL
RESOURCES

Asymmetries of information, whether between insurers and pol-
icyholders or providers and patients, can cause problems in the
health care market. Consequently, some people will not be able to
purchase insurance, and some patients willing to pay for better
care will not be able to find it. But even if these asymmetries could
be eliminated, health care would still be costly. Some Americans,
especially those who are poor or who have chronic health condi-
tions, would still find it very difficult to purchase health insurance.

Risk Selection

Private insurers compete to offer people the lowest price for
their health coverage. One way to offer a better bargain to people
with lower-than-average health risks is to adjust the price of insur-
ance offered to them to reflect only the cost of the health services
they can be expected to purchase. If insurers can observe the risk
characteristics of those they insure, they can charge these low-risk
people low premiums. People at high risk would be charged high
premiums that reflect all the costs they could be expected to incur.

People with chronic health conditions may be excluded from
commercial health insurance coverage due to preexisting condition
clauses. If they are able to find coverage, they are likely to be
charged very high rates that correspond to their expected health
costs. Ironically, improvements in diagnostic and management
technology may make it even harder for some people to obtain
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health insurance, as insurance companies become better able to di-
agnose and screen out those with chronic health problems.

If insurers are required to charge all purchasers of health insur-
ance in a community the same premiums (a practice known as com-
munity rating), they are prevented from responding to even readily
observable health characteristics by raising or lowering prices. Yet
these insurers will still try to compete by offering low prices to those
at low risk. They may do this by directly refusing to provide cover-
age to those at high risk, a practice called risk selection. Alterna-
tively, they may use adverse selection to their advantage, selling
low-priced insurance contracts with restricted services or high copay-
ment rates that appeal.to those at low risk but would not be chosen
by those at high risk.

Health Care for the Poor and Ill

The unequal distribution of health care is an important policy
concern. Most Americans believe that everyone should be entitled
to at least basic health care, regardless of income or health status.
This belief distinguishes the health care sector from most other
parts of the U.S. economy and explains why charitable organiza-
tions have always played an important role in health care. Public
and voluntary hospitals continue to provide, to some extent, a
health care safety net that ironically causes other problems in the
health insurance market.

First, because this safety net operates principally through hospi-
tal emergency rooms, most of the uninsured receive care only when
their conditions are quite serious, although more effective care
could often be provided earlier in the course of their illness. Fur-
thermore, providing emergency care through hospitals is likely to
be much more costly than providing preventive care in an outpa-
tient setting.

Second, although most Americans agree that everyone should re-
ceive basic health care, the safety net does not force all Americans
to share the burden of this care equally. Instead, the costs may fall
on those who use hospitals that charge high fees to paying patients
in order to cover the cost of the uninsured.

Finally, the existence of the safety net may discourage some
people from purchasing health insurance, especially those with se-
rious health conditions who must pay very high premiums and
those in very good health who do not expect to use services at all.
For these people, remaining uninsured may be better than pur-
chasing insurance because they know that they will not be turned
away if and when they need care.

Unfortunately, programs that help low-income people purchase
health insurance can also have some undesirable effects. As family
incomes rise, support under income-tested health programs is
phased out. As with similar provisions in other government pro-
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grams (such as aid to families with dependent children), this phase-
out means that poor families may face a very high marginal “tax”
rate. Small increases in their income are accompanied by large re-
ductions in the value of the health care and other support they re-
ceive. Such high taxes may discourage people from trying to increase
their incomes.

SUMMARY

¢ A lack of information may lead patients to spend money on
services they might not choose if they were fully informed. Pri-
vate and public initiatives are underway to improve the qual-
ity of health care information.

¢ Health insurance reduces the price of health care services for
policyholders. Thus it can lead to the overconsumption of
health care—that is, the use of services whose full costs exceed
their benefit to the consumer.

* When policyholders have more information about their own
health status than do insurers (or than insurers are permitted
to use), adverse selection—which may cause the healthiest
people to opt out of the health insurance market—may occur.

* The existing safety net for the uninsured is problematic. The
uninsured receive insufficient and often inappropriate forms of
care and have few incentives to purchase insurance.

WHY ARE HEALTH CARE EXPENDITURES
INCREASING?

An economic analysis of the structure of the U.S. health care
market can help to explain why health care expenditures have
risen so sharply. The tax subsidy for health insurance has encour-
aged employers to provide employees with coverage that includes
very low copayments and deductibles and covers relatively predict-
able and inexpensive services. Most people covered by gov-
ernment insurance programs (medicare and medicaid) also make
low out-of-pocket payments. Although substantial out-of-pocket pay-
ments are required in the medicare program, most beneficiaries
have medigap policies that cover many of these costs. Out-of-pocket
payments for health care as a share of all health expenditures
have been falling, reducing the incentive for consumers to limit
their use of health care services. For example, studies show that, at
current levels, medigap insurance increases health care utilization
by up to 24 percent.

The open-ended nature of health insurance contracts means that
most new nonexperimental technologies will be covered by existing
policies. As a result, expensive new technologies covered by insur-
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ance may be introduced before consumers would otherwise be will-
ing to pay for them, further contributing to the escalation of costs.

PRICES AND QUANTITIES OF HEALTH CARE

The Health Care Financing Administration, the Federal agency
that administers medicare and medicaid, has developed a price
index for personal health care expenditures that measures the cost
of all health care services, regardless of who pays for them. Divid-
ing total spending on health care by this price index produces a
composite measure of the quantity of the various health care serv-
ices people consume, including physician visits, hospital care, and
drug purchases.

Two factors affect the price index: changes in the economy’s gen-
eral inflation rate and deviations in the price of health care serv-
ices from the general rate of inflation. Table 4-1 provides measures
of changes in total health care expenditures and divides these into
changes in economywide prices, real health care expenditures,
health care prices in excess of economywide inflation, and quanti-
ties of health care consumed.

TABLE 4-1.—Average Annual Percent Change in Personal Health Care Expenditures
Per Capita, Prices, and Quantities: 1960-90

Item 1960-70 | 1970-80 | 1980-90
1) Personal health care expenditures per capita 9.2 11.9 9.2
2) MINUS:  Economywide inflation 22 6.2 4.6
3) EQUALS: Expenditures per capita corrected for inflation 6.9 54 44
4) MINUS: Heaith care price increases in excess of inflation 17 1.6 23
5) EQUALS: Quantity of health care per capita 51 38 2.2

Note.—Columns do not sum both because of rounding and because the price-quantity interaction terms have been omitted.
Source: Health Care Financing Administration.

This price index for health care expenditures, like other price in-
dexes, is constructed by examining the cost of a basket of commod-
ities or services over time. The personal health care price index
basket includes hospital care, physician services, drugs, and other
health-related products. The index reflects changes in the cost of
this broad basket, not the price of a particular service provided by
a hospital or physician.

The price index does not adequately reflect improvements in the
quality of the commodities or services, which usually appear as
price increases. For example, total expenditures for a hospital day
go up if the number of nursing visits made during that hospital
day increases. While such a change implies that the quality of a
day in the hospital has improved, it appears only as an increase in
the health care price index. An alternative way to measure
changes in health care expenditures is described in Box 4-5.
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RECENT INCREASES IN HEALTH CARE
EXPENDITURES

U.S. health care expenditures have risen continuously since the
1960s, not only because health care prices have gone up but be-
cause Americans are using more services. In the 1980s, real health
care spending grew more slowly than it had during the preceding
two decades. Growth was split evenly between increases in the
quantity of health care consumed (2.2 percent annually) and in-
creases in the health care price index in excess of general inflation
(2.3 percent annually) (Table 4-1).

Economic theory suggests that when prices rise people usually
consume less of a good or service. Yet the price of health care and
the quantity purchased rose in tandem during the 1980s (as well as
in earlier decades). These concurrent increases in price and quanti-
ty are consistent with the view that the quality of health care
changed during the 1980s. Consumers in 1990 were probably not
buying more 1980-style health care at 1990 prices; rather, they
were willing to pay more for 1990-style health care than they had
been willing to pay for 1980-style health care. The changes that
were measured in quantity and price hid underlying changes in
quality.

148

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



Digitized for FRASER

The quantity of health care services consumed increased primari-
ly because of greater use of outpatient and physician care in the
1980s. The growth rate of inpatient hospital spending declined be-
tween 1982 and 1986, largely because of changes in the system of
medicare reimbursement. Although inpatient hospital services are
now paid prospectively, outpatient services for medicare continue
to be paid on a less constraining retrospective basis, giving hospi-
tals a considerable incentive to move procedures from an inpatient
to an outpatient setting.

The health care sector responded in a flexible and rapid way to
this changed incentive. In 1980 only 16 percent of surgeries in
short-stay hospitals were performed on an outpatient basis, but by
1989, 49 percent were conducted on an outpatient basis. The poten-
tial for such responses needs to be taken into account in the devel-
opment of health policy.

COMPONENTS OF PRICE INCREASES IN THE 1980s

The health care price index increased throughout the 1980s.
Price increases measured were due, in part, to increased use of ex-
pensive technologies and to changes in the cost and types of labor
used in health care. As insurers and providers competed by offer-
ing more generous coverage, technology, and high quality care,
costs rose.

Physician Costs in the 1980s

In the late 1980s, physician costs rose more rapidly than other
major components of health care spending, in part because of an
increase in the use of outpatient diagnostic and treatment facili-
ties, some of them owned by physicians. Studies suggest that physi-
cians order more tests when they own a share in diagnostic and
treatment facilities. These private facilities may be more conven-
ient, but physicians may also be motivated by the incentives cre-
ated by the traditional insurance system, which pays physicians for
each service they provide—including those provided by diagnostic
and treatment facilities that they own.

This practice may be curtailed by regulations stemming from the
1988 Clinical Laboratory Improvement Amendments. The act, in-
tended to improve the quality of laboratory tests, imposes very
costly regulations on the operation of laboratories. But these regu-
lations may not significantly improve the quality of health care
and, in fact, may impose additional costs on patients whose physi-
cians operate small-scale office-based laboratories.

U.S. physicians became, on average, more highly specialized
during the 3 decades leading up to 1990, especially before 1980. In
1965 24 percent of U.S. physicians were general practitioners. By
1990 only 12 percent of U.S. physicians were general practitioners;
the other 88 percent were specialists, a much higher percentage
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than in other countries, such as Canada. Specialists are usually
more highly paid than general practitioners, and the pay differen-
tial expanded during the 1980s as the demand grew for new diagnostic
and surgical procedures only specialists can provide.

Nursing Costs in the 1980s

In the early 1980s, salaries for nurses were low compared with
those for other occupations requiring similar levels of skill, discour-
aging some qualified applicants from entering nursing school. In an
effort to attract more nurses, hospitals increased nurses’ real wages.
Between January 1980 and January 1990, the real hourly earnings of
private hospital employees rose about 25 percent (excluding the
value of nonwage compensation), while the earnings of all private
sector workers changed little. Registered nurses were among those
hospital employees receiving the largest pay increases during the
1980s. At the same time, reductions in the length of the average
hospital stay and increased use of outpatient surgery meant that
patients who were admitted and kept in hospitals were, on average,
sicker than those admitted in 1980. Hospitals were forced to increase
the ratio of highly skilled registered nurses to patients in order to
maintain the quality of their services.

Medical Technology in the 1980s

Increased use of costly medical technology also had an important
impact on measured health care prices in the 1980s. Between 1980
and 1990, for instance, the number of computerized axial tomogra-
phy (CAT) scans performed in short-stay hospitals in the United
States increased over 400 percent. The number of community hospi-
tals with magnetic resonance imagery equipment rose 500 percent be-
tween 1984 and 1991. Many of these new technologies also prolifer-
ated in nonhospital settings.

The use of new surgical techniques flourished in the 1980s. For
example, in 1980, 1 in every 400 American men aged 65 and over
had coronary artery bypass surgery. In 1990, about 1 in 100 Ameri-
can men in the same age group had this form of surgery.

The Costs of Malpractice Litigation

The increasing costs associated with medical malpractice suits
have been an important factor in rising health care costs. Between
1982 and 1989, doctors’ liability premiums, the principal source of
payment for malpractice claims, grew at 15 percent annually,
faster than any other component of medical practice costs. Another
more insidious effect of malpractice suits is that they may compel
physicians to perform tests that are not cost-effective simply to pro-
tect themselves from legal actions. The costs of defensive medical
practices have been estimated at over $20 billion in 1989 alone, or
almost 18 percent of total physician expenditures. Finally, malprac-
tice insurance costs have caused some physicians to drop out of
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some specialties, such as obstetrics, making such specialists hard to
find in some communities.

Although insurers and physicians spend large sums defending
themselves in malpractice suits, relatively little of this money
makes its way to those injured through negligence. A recent study
of malpractice cases in New York found that 16 times as many pa-
tients suffered an injury from negligence as received compensation
from the tort liability system. In 1984, only about 60 percent of the
money expended on malpractice litigation was actually paid to in-
jured plaintiffs.

Administrative Expenditures

The administrative costs of the U.S. health care industry, which
are estimated at $80 billion in 1991, have been widely criticized
and unfavorably compared to the costs of administering the govern-
ment-run systems in many other countries. Private insurance com-
panies incur costs marketing their products, reviewing and process-
ing claims, and screening and establishing the health status of po-
tential enrollees. Billing individual patients or insurance compa-
nies raises costs for physicians and hospitals.

Recent studies find, however, that shifting to a system that elimi-
nates the functions of the U.S. private insurance industry would
result in few overall cost reductions. Most of the administrative
cost savings would be offset by increases in utilization that would
come from the elimination of features of the current system that
reduce overall expenditures, such as patient payments and insur-
ance company oversight. In other countries with multiple insurers,
such as Germany, administrative costs as a share of total health
expenditures are comparable to those in the United States.

Private insurance companies compete, in part, on the prices of
the services they offer. A competitive insurance company, like any
other firm, can increase administrative expenses only if the bene-
fits of these expenditures exceed the new expense. In health insur-
ance, much of the increase in administrative expenditures has come
from the expansion of programs that monitor service utilization,
and health insurance that offers these features is cheaper than in-
surance that does not—despite the administrative costs associated
with oversight programs. Nonetheless, some of these costs, such as
the costs of assessing the health status of new enrollees, may raise
aggregate health care expenditures.

PROJECTIONS OF FUTURE COST INCREASES

Many analysts expect that unless the health care market is sub-
stantially reformed, costs will continue to rise rapidly into the next
century. Recent projections suggest that health care, which con-
sumed 12 percent of the GNP in 1990, may rise to as much as 16
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percent of GNP by the year 2000 and to 26 percent by 2030 (Chart
4-7).

Chart 4-7 Projected Health Care Expenditures as Percent of GNP -

Most forecasts suggest that health care expenditures wili continue rising, mainly due to
increases in prices and in the use of services.
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Note: The figure for 1990 (12.3 percent) is a projection from the model.
Source: Health Care Financing Administration.

These projected increases are due primarily to an expected con-
tinuation of the historic trends of increasing health care prices and
volume consumed, as well as improving quality. Because most pro-
Jections of health care expenditures are based mainly on mechani-
cal extrapolations of past trends, they do not take into account
changes in government programs or other individual and institu-
tional responses to the rising cost of health care. During the 1980s,
as health care expenses rose rapidly, insurers, employers, consum-
ers, and the government responded through innovations in the fi-
nancing and delivery of care. Such changes in behavior, which
cannot be captured by the modeling techniques currently in use,
could have profound effects on the cost of health care.
Demographics

Projected increases in health costs are, to a small extent, a conse-
quence of the aging of the population. Population aging alone is ex-
pected to cause health care expenditures to increase from 12 per-
cent of GNP in 1990 to about 14 percent by 2030, explaining about
one-seventh of the total projected increase in health care costs (to
26 percent of GNP). The number of Americans over age 64, the age
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group for which health care spending is the highest, will increase
through 2030, especially after the turn of the century.

Those over age 64 consume about 3% times as much health
care as those between the ages of 19 and 64, and those over age 84
consume almost 2% times as much health care as those between
the ages of 65 and 69 (Chart 4-8). Health care spending is higher
among those over age 64 due primarily to the increased probability
of death at this age. Health care spending is especially high in the
last year of life. The 5 percent of aged beneficiaries who were in
their last year of life accounted for 29 percent of medicare expendi-
tures in 1979.

Chart 4-8 Per Capita Personal Health Care Expenditures, by Age: 1987
Health care expenditures, especially for nursing home care, rise rapidly with age.
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Another important reason for the high costs of caring for those
over age 64, and especially for those over age 84, is nursing home
care. But because people who pay directly for much of this care, as
well as State governments, which both pay for care and license
nursing homes, have strong incentives to limit spending, most ana-
lysts expect the growth in spending for nursing home care to be
slower than the changing age composition of the population would
suggest. ‘
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SUMMARY

¢ Both the price of health care and the quantity of services con-
sumed increased during the 1980s. Part of the apparent in-
crease in price was due to improvements in the quality of care.
Labor costs, the costs of new equipment, and the use of new
treatments all contributed to the growth in expenditures
during the 1980s.

¢ Changes in administrative expenditures are unlikely to have
been an important contributor to overall expenditure growth.
Most administrative expenses reduce overall health care costs.

¢ Litigation over medical malpractice raises costs directly and
encourages the practice of costly defensive medicine.

* Simple extrapolations of health care expenditures—which do
not take cost-cutting measures into account—suggest that they
will consume as much as 26 percent of gross national product
by 2030. A small part of this increase is due to the aging of the
population. '

PROPOSALS FOR REFORM OF THE HEALTH CARE
MARKET

Increasing health care expenditures and the growing number of
uninsured in the United States have led to a proliferation of pro-
posals for health care reform. In the past year, some 70 bills have
been introduced in the Congress. While most of these plans seek to
alleviate the symptoms of trouble in the health care market, rela-
tively few address the underlying causes of the cost increases and
insurance gaps.

As the response to the diagnosis-related group payment system
in hospitals has shown, changes in incentives can lead to major
modifications in health care provision. Because the health care
sector is flexible and responsive, health reforms that address under-
lying economic problems and provide sound incentives can be very
effective. On the other hand, reforms that ignore the economics of
health care are likely to lead to unexpected and undesirable results.
Table 4-2 provides a summary of the main proposals for health
care reform that are discussed below.

ADMINISTRATION PROPOSAL

This Administration’s health care reform proposal is a compre-
hensive, market-based reform plan that builds on the strengths of
the existing market. It includes components designed both to
expand access to health insurance and to improve market function-
ing.
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TABLE 4-2.—Side-by-Side Comparison of Health Insurance Plans

Issue

Administration Proposal

Managed Competition
Proposa

Pay-or-Play and Rate
Setting

National Health
insurance and Global
Budgets

Cost containment
Moral hazard

Other

Poor

1 Health

Encourages managed
care for public
programs.

Increases competition in
small group market
and public programs.

Imﬁmves availability of
health care quality
information.

Simplifies recordkeeping
and billing,

Reduces malpractice
litigation costs.

Provides low and middle
income people with
insurance certificate/
deduction.

implements health risk
adjusters for high-risk
people in individual
and small group

Promotes use of basic
benefit package.

Increases competition in
small group market.

Mandates coverage
through empioyers.

Provides subsidies to
low income people
who are not employed
and to part-time
workers.

Provides age-adjusted
community-rated
coverage in individual
and small group

Provider and hospital fee
schedule.

Requires employers to
offer insurance or pay
into public pian.

Covers employed persons
in ill heaith.

Global budgets.
Physician and hospital
fee scheduie.

Universal coverage.

Universal coverage.

Digitized for FRASER

health insurance
markets.

heaith insurance
markets.

Access to Care Under the Administration Proposal

An important objective of health care reform is to provide better
access to health care for the poor and those with chronic illnesses.
The Administration’s plan would address this objective by provid-
ing these groups with the funds to purchase health insurance
within the existing health care market at a reasonable price. It
would provide low-income Americans with a transferable tax
credit, ranging from a maximum of $1,250 for single persons to
$3,750 for families of three or more, for purchasing health insur-
ance. Those who do not file tax returns would receive the credit in
the form of a transferable health insurance certificate. Middle-
income people would be eligible for a tax deduction for health in-
surance.

The U.S. Treasury estimates that, when fully phased in (in 1997),
the health insurance tax credit and deduction could benefit about
90 million people. About 25 million of these potential beneficiaries
would be low-income people receiving the maximum applicable
credit. The credit or deduction would be reduced for those with
higher incomes: 10 million people with incomes between 100 and
150 percent of the poverty level would receive a partial credit or
deduction, and 56 million middle-income individuals would receive
a partial deduction.

States would develop basic insurance packages equal to the value
of the health insurance credit. Each State would ensure that at
least two insurers offered such a package. Because low-income
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5 people, who tend to be

Box 4-6. ——Health Risk Adjusters

The health rlsk pools envisioned under the Pres;ldent s plan
would mcorporate a system of health risk adjusters intended to
equahze the cost of insuring those who differ only with regard
to health status. Insurers serving a pool each cover different
groups. of people. Those providing coverage to groups w:th
more than the average number of health problems would re-
ceive a payment from the pool equal to the difference between

- the expected average expendltures of that group and the aver-

age expenditures of all people in the pool An insurer prov:d-
ing coverage to a relativ ly healthy gmu would make a corre- .
sponding payment mta e pool. .

‘ up specﬁic Thus, youngerk
dthy, would face lower average
premiums than older people, who tend to ‘have more health
problems. That means that 1mplementat1 n of a health risk
adjuster system would not give younger people addltmnal incen-

_ tives to leave the health i msurance market or increase transfers‘

from the young to the old (Chapter 6 contains a discussion of
current mtergeneratmnal transfers.) At the same time, the
health risk adjuster system would lea.ve all people with the
incentive to save money for their old age.

Health risk adjusters have two advantages over community
rating. First, because the payments are based on average
rather than actual expenditures, everyone has incentives to
monitor his or her own use of care. People who consistently
use more than the expected average amount of health care for
someone of their health status would face higher rates than
those who economized on their use of care. Under community
rating, the actual costs of this additional care would be spread
among all people with insurance. Second, under a system of
health risk adjusters, insurers would have no incentive to deny |
coverage to people with chronic health conditions. Firms that
insure only low-risk people would have to make payments into
the health risk pool to subsidize firms that insure high-risk
people. Under community rating, insurers could profit by dis-
criminating against people with chronic health conditions.

Under the Administration’s reform proposal, health risk ad-
justers would be phased in over a period of 5 years. Premium
bands would be implemented during the phase-in period. Pre-
mium bands limit the difference in premiums that insurers
can charge groups with different average health status. Fur-
ther limits on rate:increases would also be in effect during the
transition to health risk ‘pools and risk adjusters.
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tions and lower some of the administrative costs associated with
the screening of prospective enrollees in small-group plans.

Cost Control Under the Administration Plan

Other aspects of the Administration’s proposal are designed to
improve the functioning of both private and public insurance in
the health care marketplace. The plan would increase incentives to
use coordinated care delivery systems within the medicare and
medicaid frameworks. It would provide both HMO and alternative
coordinated care options to medicare beneficiaries and increase fi-
nancial incentives for beneficiaries to join the HMOs. The plan
would require States either to shift all nonelderly medicaid benefi-
ciaries into coordinated care programs or to fold all medicaid bene-
ficiaries into the tax credit and deduction program.

To improve the performance of the private health insurance in-
dustry, the Administration’s plan would address the lack of infor-
mation in health care markets by requiring States to implement
programs to help make information about the cost and quality of
medical services available to consumers. The Federal Government
would assist the States by developing prototype systems to assist in
data gathering and outcome comparison. Informed patients are
more likely to choose providers and insurers who provide high
quality services at reasonable prices.

Under the Administration’s plan, administrative costs would be
reduced in both the private and public health insurance sectors.
The proposal calls for the Federal Government to work with the
private sector in developing record-keeping and billing forms.
These reductions in billing costs, in combination with the savings
from reduced health status screening, could lower the total admin-
istrative costs of the health care system significantly.

The Administration’s proposal would encourage competition
among health plans. Because recipients of tax credits or deductions
(including former medicaid recipients) would be able to choose be-
tween at least two plans available in every geographic area, compe-
tition between the plans would help ensure an adequate level of
service. If one plan provided poor-quality service, those insured
could choose another plan. States would also be encouraged to
remove existing impediments to competition, such as regulations
limiting coordinated care arrangements and mandating the inclu-
sion of certain benefits in insurance plans.

Malpractice costs would be reduced under the proposal’s compre-
hensive liability reform plan. The plan would provide States with
incentives to cap the amount of allowable losses for damages other
than loss of income and the cost of health care associated with an
injury. States would be encouraged to employ systems of alterna-
tive dispute resolution, which may reduce the cost of adjudicating
disputes. The Federal Government would also intensify existing ef-
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forts to create guidelines and quality standards for health care
that, when adopted by a State, could be used by the courts to deter-
mine negligence. If the legal system relied on such standards, phy-
sicians would no longer have to practice defensive medicine. Stand-
ards could also improve the quality of care by keeping physicians
informed about state-of-the-art treatments for particular condi-
tions.

The most important component of the Administration’s proposal
with respect to improving health is its emphasis on prevention.
The proposal calls for substantially increased spending for Federal
preventive care programs and for an expansion of primary care
health services to low-income communities. It also increases fund-
ing for programs aimed at encouraging Americans to make health-
ier choices with respect to smoking, physical fitness, and diet.

MANAGED COMPETITION

Managed competition reforms are intended to improve the oper-
ation of the marketplace and expand the availability of employer-
sponsored health insurance. Although managed competition has
many market-oriented features, it would greatly increase the role
of the government in the health care system and would limit the
range of health insurance options available to Americans. Many
types of managed competition proposals exist; the discussion that
follows examines one version.

Managed competition is built around the ‘“accountable health
partnership,” an organization similar to an HMO that would pro-
vide both health benefits and consumer information. Each account-
able health partnership would be registered with a national health
board that would monitor the insurance market.

The national health board would define a set of ‘“uniform effec-
tive health benefits” that accountable health partnerships would
be required to provide. All insurers, both private and governmental,
would be required to offer the same basic benefit plan. Competition
would focus on providing these benefits in a cost-saving and medi-
cally effective fashion.

With managed competition almost everyone would have health
insurance coverage. The proposal would mandate employer-provid-
ed insurance for all full-time employees. Employers would be re-
quired to make a flat contribution to an insurer for each of their
employees of between 50 and 100 percent of the cost of the mini-
mum benefit package offered by the cheapest accountable health
partnership in the area. An employee could use this money to buy
this plan, a more generous plan, or a plan from a different account-
able health partnership. Even healthy employees would no doubt
find it in their best interest to purchase health insurance at only
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half the premiums, so the 50-percent minimum contribution re-
quirement would help to limit adverse selection.

Small firms would purchase insurance through collective pur-
chasing agents in each State. These purchasing agents would pool
risks and charge community rates across all small employers, al-
though premiums could be age adjusted. Only those small employ-
ers who joined these organizations would be able to claim tax ex-
emptions for health insurance premiums.

States would contract with the collective purchasing agent to
insure all part-time employees and other unemployed and unin-
sured people. For these people, the premium costs of the cheapest
available plan would be subsidized using revenues from taxes on
part-time employees and on those with independent incomes.

Each State’s collective purchasing agent could contract with
many accountable health partnerships, creating competition among
them. The national health board would be responsible for ensuring
that the agent and each participating accountable health partner-
ship met accounting, insurance, and benefit standards.

The mechanism for cost containment under managed competi-
tion is competition among accountable health partnerships over
the price of the minimum benefit package. Although people could
choose any insurance package offered by any participating account-
able health partnership as long as it included at least the mini-
mum benefits, they would not be able to deduct from their taxable
income more than the cost of the minimum benefit package offered
by the cheapest accountable health partnership. This limit on the
tax subsidy would encourage people to choose less comprehensive
health insurance and efficiently run insurance plans, since they
would face the full additional cost if they chose a plan whose price
exceeded that of the lowest-priced plan. Requiring that insurers
offer at least this benefit package would mean that low-risk people
could not engage in adverse selection by purchasing minimal bene-
fit packages that would never be chosen by those at higher risk.

Because of the central role of the minimum benefit plan in this
proposal, the kinds of benefits and deductible and copayment levels
included in the plan would be very important. The benefits would
have to be designed to fit the services offered by both traditional
health insurers, which typically use deductibles and copayments to
limit moral hazard, and coordinated care organizations, which use
fewer deductibles and copayments but tend to monitor service utili-
zation directly.

To avoid risk selection, the national health board would either
need to specify benefits in a way that would limit the ability of ac-
countable health partnerships to avoid sicker-than-average people
or implement a system of health risk adjusters. Unless they did so,
insurers could avoid such people, for example, by locating their of-
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fices in buildings without elevators, or by contracting only with
physicians who do not specialize in the care of costly conditions.

With managed competition the government would take an active
role in selecting the basic benefit package and in defining the type
of insurance that most people would be likely to purchase. These
governmental decisions could change the insurance arrangements
of many Americans, because the accountable health partnerships
envisioned in the proposal are similar to HMOs, while most Ameri-
cans are currently enrolled in traditional fee-for-service health in-
surance plans. These decisions will also have a profound effective
on the financial future of providers and insurers, who are likely to
press for benefits to be defined as broadly as possible, limiting the
ability of managed competition to contain costs.

PLAY-OR-PAY

Play-or-pay proposals for health care reform are structured
around requirements that firms either provide basic health insur-
ance to employees and their dependents (“play”) or pay a payroll
tax to cover enrollment in a public health care plan (“pay’’). Most
play-or-pay proposals would also offer sliding subsidies to those
who are not attached to the work force.

Play-or-pay proposals focus on improving access to health insur-
ance. But while play-or-pay would improve access to health insur-
ance for some workers with low incomes or poor health status, it
could reduce the incomes and employment opportunities of many
other low-income people. Competitive firms would probably have to
pass along the costs of health insurance to their workers in the
form of lower wages. Thus, mandating health insurance through
the workplace could lead to lower wages among currently unin-
sured employees and to increased unemployment among employees
whose wages are at or near the minimum.

To the extent that employers choose to ‘“play” rather than
“pay,” play-or-pay reform would retain some of the competitive
aspects of the current health care market. Firms offering benefits
similar to those offered in the public plan, however, would be able
to switch to the “pay” option if the cost of their health insurance
premiums is greater than the payroll tax. If the tax is set too low,
everyone will eventually be enrolled in a single public plan. If the
tax is too high, small employers will be forced to buy costly insur-
ance, which will increase the plan’s potential to lead to layoffs.

Play-or-pay alone does not directly address the problem of con-
trolling health care expenditures. The effect of play-or-pay on costs
would depend greatly on the structure of the public health insur-
ance program, because a play-or-pay system would greatly increase
participation in this program. Medicaid includes only limited provi-
sions to reduce moral hazard. It has only recently launched man-
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aged care initiatives and, because it covers a population in poverty,
currently incorporates few patient payment requirements. The
public program in a play-or-pay system would need to include more
patient payment requirements and managed care initiatives if costs
are to be contained. Otherwise, play-or-pay could lead to increased
overconsumption of medical resources, driving up health care costs.

Play-or-pay would provide health insurance to those with poor
health conditions who may not be able to afford insurance in the
current market. These people, however, are likely to be insured
through the public program. Firms that hire workers with serious
health conditions can avoid paying high insurance premiums by
switching to the public plan. As a consequence, the cost of provid-
ing care in the public plan is likely to rise, and payroll tax rates
may have to be raised to offset this increase. As the cost of health
care rises, firms that are required to provide health insurance may
begin laying off workers, especially low-skilled workers (as de-
scribed above).

NATIONAL HEALTH INSURANCE PROPOSALS

Proposals for national health insurance envision replacing the
private health insurance market with a single national health in-
surer. This national health insurer would be funded through taxes
and care would be either free (as in Canada) or provided at a low
cost-sharing level. National health insurance would provide Ameri-
cans, regardless of income or health status, with access to a cen-
trally determined set of health care services, at no direct cost to
the insured. Because everyone would have exactly the same health
insurance, national health insurance avoids the problems of risk
selection and adverse selection.

Although national health insurance would ensure access to
health insurance for everyone, it provides few incentives for con-
sumers to limit their use of services and could lead to an explosion
in cost unless other substantial reforms were undertaken. National
health insurance greatly reduces existing incentives for consumers
to limit their use of care. In most proposals, the cost of health care
is shared among all taxpayers with few deductibles and copay-
ments. The Canadian experience and other evidence suggest that
substantial increases in utilization would be likely to accompany
such reductions in deductibles and copayments.

Some proposals for national health insurance envision saving
money by reducing administrative costs, but since reductions in ad-
ministrative costs are likely to be accompanied by increased over-
consumption of services, net health care costs may not decrease.
National health insurance plans can control costs mainly by con-
trolling the quantity and quality of health care supplied, often
through price or budget controls (discussed below). An alternative
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way to control costs would be to fund only selected services, a
method that has been proposed for the State of Oregon’s medicaid
program (Box 4-7).

Controls on supply and reductions in administrative costs are
easiest to achieve in national health insurance programs that do
not allow people to opt out by purchasing private health insurance.
Adding any degree of choice to a national health insurance pro-
gram—by allowing people to purchase alternative insurance, for in-
stance—may reduce the cost savings achieved through supply con-
trols and would be likely to increase administrative costs.

‘Box 4-7— Oregon Medicaid Waiver Proposal o

' The State of Oregon has developed an innovative proposal
that would extend medicaid insurance coverage to all Oregoni-
ans with incomes below the Federal poverty line. The plan
would extend coverage to this broad group of people by re-
stricting the treatments available to those covered. As propo-
nents of the plan put it, services, not people, would be ra-
tioned. '

In order to determine which services would be provided, the
Oregon Health Services Commission undertook an extensive
process that included research and analysis as well as consulta-
tions with the public. Initially, the commission identified 709
“condition-treatment” pairs, such as appendicitis-appendecto-
my. Next, the commission classified each pair into 1 of 17 cate-
gories according to the outcomes that could be expected from
the treatment, such as “prevents death with full recovery,”
and ranked the pairs within each of the categories according to
their impact on the quality of life. Finally, the commission sub-
mitted the ranked list of 709 pairs to the State legislature.

The legislature appropriated funds to cover services 1-587 on
the list. These condition-treatment pairs would be included in
the basic medical plan. Those condition-treatment pairs ranked
588-709 would not be covered for those insured by medicaid in
Oregon.

Because medicaid is funded jointly by the Federal Govern-
ment and the States, Oregon had to apply for a waiver from
the Federal Government in order to implement this plan. This
waiver was denied to the current version of the Oregon plan in
August because of concerns that it violated the rights of the
disabled under the Americans with Disabilities Act.
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RATE SETTING

Some play-or-pay and national health insurance proposals incor-
porate provisions for rate setting. Rate setting, currently in use for
hospital billing in some States, means that a governmental agency
sets a single schedule of health care prices on which all payments,
whether private or public, are based. In practice, increases in utili-
zation often accompany such restrictions on prices in the health
care market, limiting their effectiveness as a method of cost con-
trol. Because of the difficulty of measuring prices and quantities of
health care, providers of health care services can easily change the
quantity of health care services they report to accommodate lower
prices. For example, an increase in the number of diagnostic tests
provided to a patient will appear to be an increase in the per-visit
price if all the tests are provided during one visit. This same in-
crease will appear as an increase in quantity, rather than as a
price hike, if the tests are spread over multiple visits.

Problems in measuring units of health care services make the
enforcement of price controls in this sector troublesome. The Cana-
dian experience suggests that the implementation of price controls
in a fee-for-service physician payment system is likely to be accom-
panied by large increases in office visits. For example, physicians
could require their patients to make office visits to get the results
of tests, rather than simply conveying this information over the
phone or by mail. Doctors could refuse to do more than one proce-
dure per visit, requiring the patient to come back again for a
second procedure, in order to get a second fee from the govern-
ment. Studies of the Canadian system suggest that very substantial
amounts of patient time are wasted through unnecessary trips to
the doctor.

Experience from other industries suggests that if price controls
could be enforced, they would likely lead to shortages of desired
services. Initially, rates may be set to reflect the availability and
need for services. But over time, the bureaucratic process of setting
rates may mean that changes in the provision of, or demand for,
services are not captured by new rates. When conditions change,
the old rates are likely to cause shortages.

GLOBAL BUDGETS

A frequently recommended proposal for controlling expenditures
in the health care system has been global budgets that cover all
health costs. Global budgets would fix the sums health care provid-
ers throughout the U.S. economy can spend.

It would be very difficult to implement global budgets in the
fragmented health care sector that now exists. For example, a
global budget would have to account for out-of-pocket payments
made by consumers, fee-for-service payments made by conventional
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insurers, per capita payments made by HMOs, and the provision of
uncompensated care in emergency rooms. They would have to allo-
cate funding across regions, States, and cities, although currently
spending varies considerably in different localities. Most global
budget plans would begin by implementing price controls—for ex-
ample, setting payment levels for diagnosis-related groups and for
HMOs—but as noted above, such controls are likely to lead to in-
creases in utilization.

Global budgets could also be applied to individual hospitals, inde-
pendent of the amount of service provided. Such budgets would
create incentives to reduce the services within a hospital and could
lead to delays in admitting patients, or reductions in the use of ef-
fective but costly medical technologies.

Under global budgets there would be few incentives for providers
to compete by developing better ways to deliver care. Improve-
ments in health care delivery would be made primarily by govern-
ment mandate. The government would take a very active role in
deciding how much health care would be provided, stipulating the
number of practicing physicians, the number of hospital beds, and
the availability of new medical technologies and treatments.

Such government-determined supply-side controls could also lead
to inappropriate decisions at the level of the individual provider.
For example, hospitals are likely to find it easier to stay within
their annual budgets if they keep their hospital beds filled with pa-
tients who have already recovered, rather than admitting sicker
patients. Global budgets for physicians may lead doctors to restrict
their hours and increase their vacation days rather than providing
cost-effective care. Efficient physicians can be penalized if global
budgets lead to across-the-board cutbacks in spending on care.

POLITICS AND HEALTH CARE

Most proposals for reform of the health care market envision a
larger governmental role. For example, under the Administration’s
proposal, the Federal Government would define a basic benefit
plan that could be purchased by recipients of the tax credit or de-
duction (although they could choose other plans). Under the man-
aged competition proposal, government boards would define ac-
countable health partnerships and the basic benefits people could
purchase and still remain eligible for the tax subsidy. Such govern-
ment-determined allocation decisions are likely to become politi-
cized. Decisions about which services to cover and payments to
make may be affected by the political influence of provider groups
rather than by appropriate medical and economic considerations.

Governments already play an enormous role in the U.S. health
care industry as regulators, purchasers, and employers. Federal,
State, and local governments regulate virtually every aspect of the
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industry, from the supply of insurance to the practice of medicine
to the sale of pharmaceuticals. In 1990 including the value of
health-related tax subsidies, governments paid for about the same
share of the output in this industry as in the aerospace industry.
The three levels of government together employed more than twice
as many health and hospital workers as postal workers.

Using government bureaucracies rather than markets to deter-
mine industry outcomes is usually wasteful and inefficient. The or-
dinary problems of regulation are magnified in the health care con-
text for two reasons. First, setting quantities is difficult because of
the enormous variation in people’s need for and attitude toward
medical care, a product that is constantly changing. Second, regula-
tors have to rely on producer groups (including insurers, doctors,
and hospital employees) and some consumer groups for information
and support, and these groups share a proclivity to expand public
and private expenditures at the expense of the general public.

SUMMARY

¢ The Administration’s proposal for health care market reform
would expand the insurance coverage available to low-income
and middle-income Americans.

* The use of health risk adjusters in the Administration plan
can reduce differences in the cost of health insurance between
people in good health and people in poor health. Unlike com-
munity rating plans, health risk adjusters limit the incentive
for insurers to exclude those in poor health.

e Managed competition proposals would encourage competition
among health insurers providing a basic benefit package. Man-
aged competition requires that the government play a substan-
tial role in the private health insurance market, monitoring in-
surers and defining the benefits that most Americans would re-
ceive.

s Play-or-pay proposals focus on improving access to insurance
by mandating that employers provide basic health insurance or
pay a tax to cover enrollment in a public plan. These proposals
do not directly address the problem of rising costs and may
cause firms to lay off low-wage workers.

* National health insurance proposals would provide insurance
for all Americans through a single national insurer. Without
substantial restraints on the quality and quantity of care pro-
vided, national health insurance could lead to a cost explosion.

e Attempts to regulate the price of health care are often ineffec-
tive in reducing expenditures because of offsetting increases in
utilization. If rate regulation succeeds in holding down prices,
it may lead to reductions in the quality of health care and to
waiting lines for services.
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CONCLUSION

The U.S. health care market provides a very high standard of
health care to most Americans. The cost of care in this market has,
however, been growing very rapidly, and many Americans have in-
adequate health insurance coverage. Careful analysis of this
market indicates that it is subject to many of the same economic
forces as other sectors and establishes certain guiding principles
that must be heeded if reform is to be successful.

As government and employer-provided health insurance pro-
grams have expanded, Americans have been paying for less of their
health care out of their own pockets. Because people with health
insurance do not face the full cost of their health care decisions,
they overconsume health care services. Over time, the quantity and
quality of services consumed by Americans have been increasing
rapidly.

Because of the high cost of health care, many of the poor and
chronically ill find that they cannot afford health insurance. These
uninsured individuals often resort to hospital emergency rooms, re-
sulting in a very costly and inefficient use of resources. Most Amer-
icans believe poor and unhealthy people should not have to choose
between paying high premiums for health insurance or going with-
out any insurance at all.

Because of the complexity of the health care industry, no reform
plan can address all features of the system perfectly. Yet some ap-
proaches are better than others, because they deal more directly
with the sources of rising expenditures and declining insurance
coverage. Successful reforms must create incentives for consumers,
insurers, and providers to cut costs and share the cost of care for
the chronically ill.

Experience in other countries and in the United States suggests
that health.care costs cannot be controlled, even with waiting lines
and limits on the use of medical treatments, unless the consump-
tion of services is limited through incentives, such as deductibles
and copayments, that encourage people to regulate the way they
use health care services. Alternatively, insurers can monitor the
use of care through coordinated care arrangements. Failure to con-
trol the overconsumption of services that results from insurance
will make it impossible to control health care costs.

Even if overall costs can be controlled, expenditures for health
care are likely to remain higher for those in poor health than for
healthy people. One approach to this problem, community rating,
creates a single premium level for everyone. In a competitive insur-
ance market, however, community rating conflicts with the incen-
tives of both insurers and healthy people. Insurers will try to dis-
courage unhealthy people from enrolling in their insurance plans,
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leaving the chronically ill without insurance. Alternatively,
healthy people will opt out of the insurance market or select plans
with high deductibles and copayments, so that the premiums paid
by those remaining in more comprehensive plans are very high.
Another response to differences in health risk is the use of health
risk adjusters, which provide insurers with incentives to insure
those in poor health.

Because providers know more about medical treatment than do
patients, a successful reform must give providers financial incen-
tives to recommend only those treatments whose benefits exceed
their costs. Financing arrangements that pay doctors and hospitals
a fixed amount regardless of how many services they provide
reduce the incentive for providers to recommend unnecessary serv-
ices. An important additional step toward achieving this goal is to
make it easier for patients to evaluate health care providers. In-
formed patients will be better able to identify providers that offer
high-quality health care at a reasonable price.

Reforms that give consumers, insurers, and providers appropri-
ate incentives are likely to be the most effective way of controlling
costs, improving access to insurance, and giving Americans the
quality of health care that they want. Without these incentives,
health care costs will continue to climb and the number of unin-
sured will only grow larger.
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CHAPTER 5

Markets and Regulatory Reform

THE U.S. ECONOMY RELIES primarily on the market system
to determine what products are produced, in what quantity, and at
what price. The market system is the most effective way of allocat-
ing resources to meet the needs and wants of households and fami-
lies. The market system provides firms with strong incentives to
produce the goods that consumers want at the lowest possible cost
and to find innovative ways of meeting consumer demands. Firms
that efficiently produce goods that consumers want will thrive;
others will be driven out of business, and the resources they
employ will be reallocated to more highly valued uses.

In deciding how much to buy at market prices, consumers regis-
ter their opinions about the value of goods or services. In deciding
how much to sell at market prices, producers reveal their informa-
tion about how cheaply goods and services can be produced. Mar-
kets perform the complex job of sorting through this vast amount
of information and opinion. The interaction between many produc-
ers and many consumers results in the production and consump-
tion of an optimal quantity of each good—the best quantity from
the standpoint of the economy as a whole. In order to produce
more of one good, resources would have to be shifted away from
producing other commodities, and the value of the lost production
would be greater than the value gained by increased production of
the first good.

Markets are flexible and accommodate change well. Changes in
technology and consumer demands are quickly registered in the
market, reordering the types, prices, and quantities of goods and
services. The quest for profits encourages firms to develop new
products and cheaper ways to produce existing products. A success-
ful new product generates high profits, which provide an incentive
to increase production of that product. Furthermore, markets can
reduce the costs of adverse developments. A sudden shortage of a
commodity will cause its market price to increase, encouraging con-

sumers to conserve and producers to develop new sources of supply

for the product.

The alternative to markets is to have central planners command
production of what they think people should have, rather than
what consumers want. As the experience of centrally planned
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economies shows, government bureaucrats are rarely successful in
matching quantity supplied and quantity demanded and can be
quite inflexible in responding to change. In addition, people place a
high value on the right to make free economic choices.

Some markets, however, do not operate according to the ideal.
Some markets are necessarily served by a monopoly—a single
seller that restricts output and sets prices higher than would occur
in a more competitive market in order to maximize profits. In
other markets, some people affected by the production or consump-
tion of a good are not able to influence those choices. For example,
firms and households may ignore the pollution problems they
create or firms may not provide full information about the risks of
using a product—information consumers may need to make the
best decision. Market failures constitute a legitimate reason for
governments to consider intervening in the private sector through
such means as regulation. There are costs associated with regula-
tion, however. Attempts at regulation must be tempered by the un-
derstanding that the rules may be as imperfect as the market they
are trying to improve; that is, governments as well as markets may
fail. A balanced approach to the limited amount of regulation that
may be necessary in a market economy should be based on an un-
derstanding of costs and benefits and the use of market incentives
to achieve the desired outcome.

REGULATORY REFORM

Since the mid-1970s, substantial progress has been made in re-
forming the way the Federal Government regulates industry. The
result has been increased price competition and incentives for com-
panies to introduce new products and services. For example, since
the Airline Deregulation Act of 1978, the number of passengers
flying annually has increased by 70 percent. Moreover, 43 percent
of all trips are now flown in markets with three or more competi-
tors, compared with only 24 percent in 1979 and the average fare
per mile has declined 23 percent in real terms. In another example,
the Securities and Exchange Commission eliminated fixed stock
brokerage commissions in 1975, and in the following 6 years, rates
for individual investors dropped by over 20 percent, while rates for
institutional investors dropped almost 60 percent. Investors can
now choose between discount brokers who simply make stock
trades and brokers who provide complete investor services.

In some instances the benefits of regulatory reform efforts have
not been fully realized because reform has not been completed. For
example, the benefits of competition in the domestic airline indus-
try have not been fully extended to international airline markets.
Although the United States has negotiated some foreign aviation
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treaties that encourage competition, many of the agreements allow
foreign governments to restrict seating capacity, the number of
competitors, and price competition. In addition, U.S. air carriers
continue to be immune from antitrust laws when using the Inter-
national Air Transport Association as a forum for setting interna-
tional air fares. The use of this forum can lead to higher prices and
fewer services than would be available in a more competitive
market. By eliminating the immunity enjoyed by U.S. carriers an
impediment to competition would be removed.

While some important examples of regulatory reform over the
past 17 years have been the result of congressional legislation,
agencies of the Federal, State, and local government often have
great discretion in deciding how to implement the laws. The Presi-
dent’s regulatory reform initiative has encouraged Federal agencies
to eliminate unnecessary regulations and to use market incentives
to achieve regulatory goals at lower cost, rather than using “com-
mand-and-control” mechanisms that mandate particular technol-
ogies or set profit levels.

REGULATION AND GOVERNMENT FAILURE

While regulation based on a careful balancing of costs and bene-
fits can sometimes improve market performance, policymakers
often ignore the fact that the government is an imperfect regula-
tor. There are three reasons to be cautious about government inter-
vention as the solution to market failure.

First, regulators often lack accurate information about an indus-
try and cannot always predict the effects of specific regulations.
While the decision to regulate may be well-intentioned, the regula-
tions themselves can have perverse and unintended consequences.
For example, corporate average fuel economy standards have led
manufacturers to produce lighter and therefore less crashworthy
cars than they would have, resulting in an estimated several thou-
sand additional highway deaths per year.

Second, the regulatory process tends to favor those groups or busi-
nesses that can most influence the process in their own interest,
rather than in the interest of society as a whole. For example, Fed-
eral rules continue to restrict competition in various industries
such as international ocean shipping and international aviation.
Restraints on competition continue in part due to the fact that or-
ganized groups, such as those representing labor and firms in the
industry, capture benefits from the rules that exceed the costs of
participating in the process and therefore invest in maintaining
those rules. Each individual consumer, who must make similar ex-
penditures to participate in the regulatory process, has less of a
stake and thus as a group consumers tend to underinvest in chang-
ing the rules.

171

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



Third, regulation does not always accommodate change well.
While regulation may be imposed to achieve economic and social
goals, it is administered as a legal process. It often takes years to
accommodate new technologies or new ways of doing business. For
example, amendments made to the Real Estate Settlement Proce-
dures Act in 1983 were meant to respond to the real estate settle-
ment industry’s interest in providing one-stop shopping for settle-
ment services. Yet the process of actually writing the regulation
that implemented the new laws took 9 years. During that period,
uncertainties about what the regulations would permit slowed the
development of innovative real estate settlement services. Regula-
tory inflexibility can also retard the introduction of new technol-
ogies, an issue discussed fully in the telecommunications section of
this chapter.

Often the process of developing a rule does not end at the regula-
tory agency. Because all legislation requires interpretation, dis-
putes arise concerning how well the rule conforms to the legisla-
tion’s intent. Also, because those who stand to lose from a change
in the regulatory structure can challenge a new rule, the regula-
tory process creates an incentive to litigate. Even after the courts
render a decision, the process may have to begin again at the regu-
latory agency. Extended litigation makes it harder for the regula-
tory process to respond to changes within an industry and imposes
costs over and above the expense of actually complying with a reg-
ulation.

A BALANCED REGULATORY POLICY

The Administration has sought to apply the lessons of imperfect
regulation in developing its regulatory policy. The central princi-
ples of this policy have been to deregulate markets that can be
competitive and to advocate only regulations meeting certain crite-
ria: The benefits of any regulation should exceed the costs; the
rules should rely, to the extent possible, on market incentives to
achieve their goals; they should ensure that regulatory goals are
achieved at the lowest possible cost; and they should provide clarity
and certainty to the regulated community and be designed to mini-
mize the potential for litigation. In January 1992 the President ini-
tiated a regulatory reform initiative asking Federal agencies to
focus on these principles.

Similar principles have been applied, although not nearly exten-
sively enough, when developing new legislation. The Clean Air Act
Amendments of 1990 require major sulfur dioxide emissions reduc-
tions from electric utilities, but let markets arrange for those re-
ductions at lowest cost. The use of ‘“‘tradable allowances” will
achieve the pollution reduction goals at savings of billions of dol-
lars over the cost of mandating rigid pollution controls. Similarly,
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the Energy Policy Act of 1992 contains significant changes in Fed-
eral regulations governing electric utilities. By encouraging compe-
tition among firms that generate electricity for sale to local electric
utilities, these changes aim at reducing the cost of electricity to
consumers and promoting more efficient operation of electric utili-
ties.

These central principles of regulatory policy have also been in-
corporated into proposals for legal reform. Wasteful litigation car-
ries with it a very high cost for the U.S. economy. The Administra-
tion'’s proposed legal reforms are designed to reduce the costs of liti-
gation, while maintaining a fair system of dispute resolution. The
1991 Agenda for Civil Justice Reform in America proposes to
reduce litigation costs by employing alternative dispute resolution
techniques and by modifying the incentives for litigation. Greater
access to alternative dispute resolution mechanisms such as private
mediation or arbitration will enable less complex legal matters to
be resolved without resorting to the court process. To modify the
incentives for litigation the proposals suggest, among other things:

* capping punitive damages at an amount equal to a plaintiff’s
actual damages;

¢ discouraging frivolous suits by adopting, in a limited set of
Federal cases, a modified “English rule” in which the loser
would pay the winner’s legal expenses, up to a level equal to
the loser’s expenses;

* limiting the amount of free document requests, after which the
requestor would have to pay the costs of providing the docu-
ments.

These proposals would reduce litigation costs by hastening the

resolution of disputes and discouraging waste in litigation.

THE REGULATORY REFORM INITIATIVE

The President began a regulatory reform initiative in January
1992 that asked Federal agencies, within existing statutes, to elimi-
nate unnecessary government regulations and to ensure that the
remaining regulations meet the criteria described earlier. In all,
the 24 Federal agencies actively participating in the initiative pro-
posed or adopted hundreds of reforms covering a wide array of gov-
ernment regulatory activities.

Many of the reforms are designed to reduce the paperwork
burden regulation imposes on businesses. For example, the Internal
Revenue Service has simplified the rules governing payroll tax de-
posits by businesses. Under the old rules many employers were re-
quired to make deposits as often as twice a week, but not necessari-
ly on the same 2 days each week. Under the new rules, large em-
ployers will deposit payroll taxes on fixed days of the week and
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more of the smaller employers are permitted to make monthly de-
posits.

Agencies have also streamlined the way they conduct their own
business. For example, in April 1992 the Department of Justice and
the Federal Trade Commission jointly issued Horizontal Merger
Guidelines. For the first time, both agencies explicitly set forth the
same standards for deciding whether certain mergers are anticom-
petitive. Joint guidelines should result in greater certainty about
the standards applied in the more than 1,000 antitrust reviews of
mergers conducted each year.

Finally, many agencies are working to promote competition by
amending their existing regulations. For example, the Cable Com-
munications Act of 1984 prevents local telephone companies from
providing cable television service in their respective service areas.
However, the act allows the Federal Communications Commission
(FCC) to exempt telephone companies from this rule in rural areas,
where competition from other sources is less likely to develop. In
July 1992, as a part of its review of existing regulations under the
regulatory reform initiative, the FCC proposed expanding the ex-
emption from areas with fewer than 2,500 residents to those with
fewer than 10,000 residents. If adopted, more rural residents would
benefit from cable services provided by the telephone company in
competition with existing television services. The FCC has also
adopted new rules to increase competition in international commu-
nications and in local telephone markets.

MARKET INCENTIVES

A major objective of the regulatory reform initiative is to pro-
mote the use of regulations that utilize market incentives. The fol-
lowing sections describe three proposals of this type.

Performance Standards in Environmental Regulation

The Clean Air Act Amendments of 1990 require significant re-
ductions in emissions that contribute to air pollution, but do not
always dictate the precise methods that must be used to meet clean
air standards. State and local governments will be able to deter-
mine how these standards are met in State Implementation Plans
submitted to the Environmental Protection Agency (EPA) for ap-
proval.

The EPA has proposed allowing States to include in their plans
the voluntary retirement of automobiles manufactured before the
1980 model year. Although these vehicles represent only 29 percent
of registered vehicles, they cause 53 percent of hydrocarbon and 61
percent of carbon monoxide emissions, two contributors to air pol-
lution. One cost-effective way of reducing these emissions is to re-
place aging vehicles with cars that emit fewer pollutants. Under
the ‘“cash-for-clunkers” program, a company that finds that a
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planned expansion will increase its emissions over an existing EPA
standard would have the option of offsetting this increase by pur-
chasing and removing from the road “clunkers” operating in the
same region as the plant.

For example, the cost to an industrial polluter of reducing emis-
sions by some amount through conventional controls may be
$1,000, but the owner of an old car that emits the same amount of
pollution may be willing to sell the vehicle for $500. Under the
EPA’s proposal, the company could purchase the vehicle instead of
directly reducing emissions from the plant. Estimates of emissions
reduced would be based on a net reduction-—for example, the dif-
ference between the emissions from the “clunker” and the emis-
sions from the new car the seller is likely to purchase. The EPA’s
“cash-for-clunkers” program expands the notion of performance
standards by permitting standards to be met through alternative
means, such as eliminating sources of pollution other than those di-
rectly controlled by the polluter.

Incentive Regulation of Natural Gas Pipelines

Natural gas accounts for nearly one-half the energy consumed in
American homes. Interstate natural gas pipelines transport gas
across State lines, where it is sold to local gas distribution compa-
nies, electric utilities, and industrial users. The Federal Energy
Regulatory Commission (FERC) is required by law to approve the
prices interstate pipelines charge for transporting gas. Without reg-
ulation, a pipeline with a monopoly over gas delivery could raise
prices above what they would be in a competitive market. Only
when there is significant competition among pipelines to deliver
gas would regulation be unnecessary.

While regulation may be necessary in cases where a pipeline
does not face significant competition, the rules can be designed to
create incentives to reduce costs and implement innovations. As
part of the regulatory reform initiative, the FERC issued a policy
statement on incentive rate regulation in October 1992. Along with
outlining the essential elements of an incentive regulation policy,
the policy statement sets guidelines for natural gas pipelines (as
well as oil pipelines and electric utilities) that want to make specif-
ic incentive rate proposals to the FERC.

Under current practices, pipelines are regulated according to the
traditional cost-of-service method. Pipelines provide the FERC with
information on the costs they incur delivering gas, including the
cost of building the pipeline facility. The FERC then determines
the rates that can be charged to cover those costs, including a
return on invested capital.

The limits placed on profits under cost-of-service regulation func-
tion as a substitute for the downward pressure on prices that exists
in competitive markets. Unfortunately, cost-of-service regulation
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offers the regulated firm few rewards for cutting costs or using in-
novative techniques and sets few penalties for excessive spending.
Any attempt to reduce costs will eventually be followed by a reduc-
tion in the rates the company can charge, reducing total revenues,
and leaving the firm no better off. A service innovation that in-
creases profits will also result in a reduction in rates to bring reve-
nues in line with costs.

The distinguishing feature of incentive rate regulation is that,
unlike cost-of-service regulation, it focuses on prices rather than
profits. Once rates are no longer tied to the costs incurred, further
cost-cutting efforts do not translate into dollar-for-dollar reductions
in revenues. Incentive regulation allows regulated companies to
retain a portion of their cost savings, giving them an incentive to
produce efficiently and to innovate.

One challenge in implementing incentive rate regulation is de-
termining the price standard. Price cap regulation establishes an
initial level of rates and then links a regulated company’s rate in-
creases to changes in an index of prices. An index related to the
pipeline company’s own costs would be inappropriate because it
would immediately reestablish a link between prices and costs. An
appropriate index would be one over which the company has no
control, such as the consumer price index or the producer price
index. Prices could be allowed to rise each year by an amount
equivalent to a change in the index, less a fixed percentage that
reflects expected improvements in productivity.

The price cap method has been employed in the FCC’s regulation
of American Telephone and Telegraph’s (AT&T) long-distance serv-
ices. A problem with price cap regulation as a long-run approach is
that it frequently uses current prices as the base rate to which the
index is applied. As costs change over time, the continued use of
the same index could lead to firms earning large profits or suffer-
ing large losses. This is not a critical problem in the case of AT&T,
which is in a transition to full deregulation. Many pipelines, how-
ever, are unlikely to face competition in the near future.

An alternative to the price cap method is yardstick competition,
which establishes a target against which a company’s performance
can be measured. If the company improves on the target, its profits
increase; if it does not meet the target goals, its profits fall. One
way to implement this idea is to set a pipeline’s prices equal to the
average costs of other similar pipelines. All pipelines would want to
lower costs under this system. Any pipeline that did not would
eventually find itself with prices targeted to industry costs that are
lower than its own costs. Yardstick competition forces firms to
compete on the basis of efficiency even though they do not compete
directly in transporting natural gas. One critical task facing a reg-
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ulator proposing to use yardstick competition will be in identifying
comparable pipelines and adjusting for differences among them.

Peak/Off-Peak Pricing at Airports

Every day, consumers pay for services whose prices are depend-
ant on the time of day or the season. A typical long-distance tele-
phone call has a price of 23 cents per minute during business
hours, when usage is high, but only 13 cents per minute late at
night, when usage is low. Movie ticket prices are higher during
evening hours, when demand for service is high, but are often
lower at other hours. In both of these cases there is a fixed capac-
ity for providing a service and patterns of usage that vary through-
out the day. The prices reflect the high value placed on the service
during periods of peak demand.

Airports are in a similar situation, because they also operate
with a fixed capacity, in this case to handle takeoffs and landings.’
Approximately one-third of all delays are caused by demand that
exceeds the capacity of air traffic control and runways during peak
periods. As a result, the Nation’s airport infrastructure is ineffi-
ciently used and some of the benefits of airline deregulation are
lost. Constructing additional runways is a plausible long-term solu-
tion, but in the short term the existing system can be more effi-
ciently used. Time-based fees, or “peak/off-peak” prices, used regu-
larly by electric utilities and telephone companies, are not com-
monly used by airports. The Department of Transportation is con-
sidering guidelines for local airport authorities on the use of time-
based takeoff and landing fees to reduce airport congestion.

Currently, the typical airport landing fee is based on the weight
of the airplane using the runway. Basing fees on weight is aimed at
approximating the airport’s costs of servicing an airplane flight (in-
cluding space used and wear-and-tear on the runway). However,
such fees do nothing to alleviate airport congestion during periods
of high demand. Instead, takeoff and landing fees should reflect all
costs, including the costs of delay that one carrier imposes on an-
other, so that those who value airport use most highly will use the
airport at peak times.

By making congestion costs explicit, so that those placing the
highest value on peak service will use the airport during peak
hours, congestion would be reduced. Without a peak/off-peak pric-
ing system, passengers will continue to “pay’ the costs of congestion,
but it will be in the form of long waiting times and takeoff delays.
Similarly, publicly funded highways and streets that serve as low-
cost or free roadways tend to be congested at peak use times. Peak/
off-peak pricing could be used to solve road congestion problems as
well.
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SUMMARY

* A major goal of the President’s regulatory reform initiative
has been to encourage Federal agencies to eliminate unneces-
sary regulations and to use regulatory innovations such as in-
centive rate regulation.

* Regulations that incorporate market incentives can be used to
reduce pollution at lower cost than command-and-control
methods.

¢ Setting appropriate prices for the use of the Nation’s transpor-
tation system will assure that these resources are being used
efficiently.

TELECOMMUNICATIONS: REGULATORY REFORM
AND INNOVATION

Telecommunications is a broad sector encompassing local and
long-distance telephone services, satellite services, information
services, broadcasting, cable television, program production, and
manufacturing of associated equipment. Rapid technological
change and regulatory reform in the industry have increased the
variety and quality of entertainment, information, and communica-
tions services available to consumers and businesses. In the past,
for example, many Americans could only receive 3 television chan-
nels; now access to 50 channels is not uncommon. The venerable
national “phone company” monopoly is being transformed into a
multiplicity of entrepreneurs and firms, and competition has devel-
oped in many markets for telecommunications services and equip-
ment.

While some parts of the industry are vigorously competitive,
others remain tightly regulated. There is legitimate concern that,
without regulation, consumers in some markets will not be protect-
ed from monopoly pricing. Insufficient weight, however, has been
placed on the costs of regulation; costs that not only include com-
plying with regulation, but also the hidden costs of forgone product
innovation. The goal of the Administration has been to reform the
regulatory structure for telecommunications so that consumers re-
ceive the benefits of new products and services but are protected in
cases where markets are not competitive.

TELECOMMUNICATIONS AND THE U.S. ECONOMY

The U.S. telecommunications industry comprises thousands of
businesses and over 1 million workers. Telephone services alone,
including long distance, local, and cellular, are provided by over
2,000 companies employing over 700,000 people—about the same
number as the entire U.S. automobile manufacturing industry. In
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1991, reported local telephone revenues were $86 billion and long-
distance revenues were $55 billion. Interstate long-distance commu-
nications represents a particularly high-growth component, with
the volume of calls more than doubling since 1984. A second major
segment of the telecommunications industry, the mass media, in-
cludes approximately 1,500 broadcast television stations, 11,000
radio stations, and 76 national cable television networks. In 1991,
these industries earned about $36 billion in advertising revenues.

One measure of performance in the telecommunications industry
is productivity. Even with significant deregulation in the United
States, the telephone services sectors in more heavily regulated
France and Japan have the same labor productivity levels, meas-
ured by output per worker, as the United States. One possible
reason is that the majority of U.S. telecommunications employees
still work for the regulated local telephone monopolies. Competi-
tive pressure to improve efficiency has, until recently, been absent
in this sector because traditional rate-of-return regulation does not
encourage cost-cutting measures that could improve labor produc-
tivity.

Where the United States does hold a lead is in capital productivi-
ty. A recent study estimates that 2.4 calls are made in the United
States for each dollar invested in the network, but only 1.3 in
Japan, 1.2 in the United Kingdom, and 0.6 in France and Germany.
The United States’ lead is due largely to a higher demand for tele-
phone services and a correspondingly higher rate of network utili-
zation. In part, competition among long-distance carriers and gov-
ernment pricing policies have stimulated demand by lowering long-
distance rates so that they more closely reflect the actual costs of
providing the service.

Some have called for large public expenditures on the U.S. tele-
communications infrastructure to expand the use of technologies
such as fiber optics. Yet it may be regulation that is discouraging
firms from investing in new infrastructure. When regulatory bar-
riers are removed, competition and the ability of firms to reap the
rewards of their success provide sufficient incentives to invest in
commercially viable telecommunications technologies. There are
times, however, that firms are reluctant to invest because they
cannot be assured of fully capturing all the benefits of their invest-
ments. It is often difficult or inefficient to prevent information on
research or developing technologies from being used by other firms.
In such cases the government may have an appropriate role to play
in financing basic research and precommercial technologies, but
only if the benefits of the project exceed the costs.

However, government investment in particular commercial tech-
nologies amounts to little more than an attempt to guess which
products will be most in demand and then to determine the best
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ways of producing them. High-definition television (HDTV) pro-
vides a good example of this problem. The Japanese government
determined the technology that would be used for HDTV in their
country and financed its development. It now appears, however,
that the government-chosen analog technology was inferior to
other alternatives. Left to itself, U.S. industry has developed alter-
natives to Japanese HDTV using a digital technology that appears
to be superior in quality. Rather than having taxpayers invest in
predetermined technologies, the government should create a more
sensible regulatory environment to ensure continued productivity
improvements and the development of advanced telecommunications
technologies.

GUIDELINES FOR REFORM IN TELECOMMUNICATIONS
REGULATION

Today, technological innovations are making competition feasible
in areas where it was previously considered infeasible. For exam-
ple, one company has announced that it will soon have the technol-
ogy to deliver movies over existing telephone wires. Similarly,
cable television companies have the capability to provide customers
with telephone service on their lines. The full benefits of these op-
portunities will be lost if the government maintains a regulatory
structure that restricts competition and preserves artificial indus-
try boundaries.

The Current Structure of Telecommunications Regulation

The U.S. telecommunications industry is governed by Federal,
State, and local regulatory agencies, with the Federal courts play-
ing a special role. The FCC, the principal Federal regulatory
agency governing telecommunications, is responsible for regulating
interstate and international long-distance telephone services, man-
aging non-Federal U.S. radio spectrum use, enforcing the rules ap-
plicable to the broadcasting industry, and establishing standards.

A complicating factor in the Federal regulatory structure is the
1982 court settlement of the Federal Government’s antitrust case
against AT&T. This settlement, or consent decree, governed the
subsequent breakup of AT&T. Under the decree, AT&T was re-
quired to divest itself of its 22 local telephone companies, which
were then formed into 7 independent companies known as Regional
Bell Operating Companies (RBOCs), or “Baby Bells.” Most impor-
tantly, the decree also placed limits on the products and services
the RBOCs could produce. Although some of these restrictions have
been lifted, applications for interpretations of and waivers from the
remaining restrictions have made the Federal courts a virtual
second Federal regulator.

State regulatory commissions are responsible for regulating
intrastate telephone services, but they also share their authority
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with Federal regulators because the same equipment is often used
to provide both interstate and intrastate service. For example, the
same telephone company switch that handles calls from San Fran-
cisco to Los Angeles may handle calls from San Francisco to Phoe-
nix as well. But the first call is regulated by the State government
and the second by the FCC. A system of rules and joint boards has
been developed to help separate the Federal and State roles. The
role of local government, on the other hand, has generally focused
on franchising cable television service. The local government’s role
in cable television rate regulation will be expanded by new legisla-
tion, an issue discussed in detail below.

The Transition to Competition

One primary justification for limiting competition in the telecom-
munications industry has been the belief that certain markets are
served by ‘“natural monopolies,” or single suppliers that can meet
consumer needs more efficiently than multiple suppliers, often
with appropriate regulation of prices and the number of competi-
tors. A classic example is the costly duplication of facilities that
would result from having competing electric utilities within the
same geographic area. Based on the natural monopoly rationale,
cable television services and local telephone services are provided
by a single company in most communities.

But monopoly franchising and rate regulation can also have
drawbacks. Protecting a monopoly may prevent potential competi-
tors from implementing technologies that do not share the cost
characteristics of a natural monopoly. For many years, regulators
considered long-distance telephone service a natural monopoly, but
the development of microwave technology allowed the provision of
long-distance telephone service on a much smaller scale than had
been previously possible. Almost 500 firms now provide long-dis-
tance services, ranging from those that serve a variety of custom-
ers on a national scale to those that target specialized business
markets or operate on a much more limited geographic basis. New
transmission technologies may achieve similar results in other
markets that have been characterized as natural monopolies, such
as cable television and local telephone service. In fact, government
regulation, and not economic factors, may be the real bar to compe-
tition in those markets.

Competition drives firms to innovate and provide new services.
In many telecommunications markets, competition is superior to
continuing rate regulation and monopoly franchises, because com-
petition can lower prices and increase the diversity of available
services.
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Protecting Consumers in the Transition

Markets in which competition has been precluded by government
regulation cannot become competitive overnight. For example, pro-
viding local telephone service requires significant capital expendi-
tures for new companies. Immediate deregulation of rates would
allow a monopolist to increase rates without fear of an immediate
response from a competitor. As a result, where changing technolo-
gy and removal of governmental regulation make it possible for a
regulated monopoly market to evolve into a competitive market,
consumers must be protected from temporary price increases
during the transition to competition. As part of the transition, in-
centive regulation is being used to encourage regulated companies
to operate more efficiently.

In many areas, regulation has been used to enforce a system of
cross-subsidies that keep prices low for certain classes of users,
such as residential and rural telephone subscribers (Box 5-1).
During a transition period—or longer if the subsidies are justi-
fied—these cross-subsidies should be replaced by direct subsidies.

When deregulatory policies create partially deregulated firms or
allow regulated firms to enter unregulated markets, additional
safeguards may be necessary to protect consumers and competition.
For example, telephone companies in States that use cost-of-service
regulation to determine rates may inappropriately transfer costs,
or “cross-subsidize,” from the unregulated to the regulated sector,
artificially inflating prices for telephone service, and under some
circumstances, reducing competition in the unregulated markets.
In such cases, safeguards are necessary to ensure that customers
are not subsidizing company activities in unregulated markets.
Safeguards are also necessary to ensure that telephone companies
do not design or misuse the network in ways that discriminate
against companies selling related but unregulated services.

REFORMING TELECOMMUNICATIONS REGULATION

The transition from regulation to competition in telecommunica-
tions began over 20 years ago. Technological change, actions taken
by the FCC, and the breakup of AT&T in 1984 have allowed many
new firms to enter the telecommunications industry. For example,
in 1970 AT&T’s manufacturing subsidiary, Western Electric, pro-
vided almost all of the company’s equipment needs and the equip-
ment used by its customers. FCC and court decisions to allow cus-
tomers to use non-AT&T equipment and the separation of the
RBOCs from the manufacturing subsidiary, coupled with rapid ad-
vances in electronics, created a competitive market for equipment.
For instance, AT&T’s U.S. market share of sales for private branch
exchanges (telephone exchange equipment for use within business-
es) fell from 80 percent in 1970 to 28 percent in 1989.
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Box 5-1.—If Deregulation Is So Great, Why Has My Phone
Bill Gone Up?

When a telephone call is made across the country, a local
phone company starts the call, a different local company com-
pletes the call, and a long-distance company carries the call be-
tween the two areas. Thus, the local phone network plays two
roles: It provides phone service in a local area and access to
long-distance service. Before 1984, AT&T, with its virtual mo-
nopoly over long-distance and local telephone service, carried
nearly all phone calls. To determine the price of a long-dis-
tance call, Federal and State regulators had to allocate some of
the costs of the local network to long-distance usage. With a
higher share of the costs attributed to long-distance calling,
long-distance prices would be higher and local service prices
lower.

Political pressures resulted in a shift of costs to the long-dis-
tance operations of the telephone network, so that local rates
were kept artificially low. This regulatory shift of costs result-
ed in prices that led to an inefficient use of the network. The
cost of providing a customer access to a long-distance company
is a fixed cost, unrelated to the number of long-distance min-
utes that are used. However, these fixed costs were reflected in
the per-minute charge for service, a price that should only re-
flect the extra, or marginal cost, of providing the service. The
higher long-distance rates resulting from this policy caused
users to reduce long-distance calling and prompted the entry of
other companies.

Realizing the problems arising from this pricing policy, the
FCC began reform in the late 1970s. Instead of including the
costs of access in long-distance prices, some access costs are
now recovered through a fixed monthly subscriber line charge
added to the local telephone bill. The FCC has been gradually
shifting access costs for residential customers to the subscriber
i line charge since 1983. The monthly price for local telephone
- service increased 3.1 percent annually between 1983 and 1989
in real terms. For some, this increase has meant higher phone
bills. But interstate long-distance prices declined 9.8 percent
annually in the same period as a result of increased competi-
tion, the repricing of access, and technological improvements.

Many current regulations may continue to inhibit competition in
the telecommunications industry, however. Even with safeguards
in place, the RBOCs are limited in their ability to enter unregulat-
ed markets. Moreover, as discussed below, the cumbersome process
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by which the government manages the electromagnetic spectrum
continues to slow the development of new technologies that could
lead to greater competition in local telephone markets. Competi-
tion in local telephone markets could make regulatory safeguards
unnecessary. Competition would make it unprofitable for telephone
companies to discriminate against customers wanting to connect
with a local network, because dissatisfied customers could simply
switch to alternative networks. Similarly, competition would un-
dermine attempts by one firm to use one business to cross-subsidize
another.

The government decides not only which services the local tele-
phone companies can provide but also which services cable opera-
tors and broadcasters can provide. For example, three television
broadcast networks—CBS, NBC, and ABC—have not been allowed
to participate fully in the development, ownership, and syndication
of programming for broadcast and cable television since 1970. At
that time, the networks’ over 90 percent share of the prime-time
viewing audience created concern that the networks had excessive
bargaining power over program producers, especially small inde-
pendent producers. These financial interest and syndication rules
are unnecessarily restrictive, given that the share of prime-time
viewing the major networks command has fallen to 62 percent and
that there are now a multiplicity of alternative broadcast outlets
for program producers. Furthermore, an increasing fraction of pro-
gram production is being done by a small number of large firms.
Therefore, the rules should be eased to allow greater participation
by networks to promote competition, while assuring that legiti-
mately small independent producers are not subject to anticompeti-
tive conduct. The FCC modified the rules slightly in 1991. A Feder-
al Appeals Court, however, has questioned the manner in which
the modified rules were devised and has sent the matter back to
the FCC. The future of the rules remains uncertain.

While the goal of regulation has been to protect consumers, bar-
ring businesses from entering new markets may be reducing the in-
centive of firms to invest in new telecommunications technologies.
Furthermore, policymaking in telecommunications is stymied be-
cause businesses protected from competition can use the political
process to prevent entry by new competitors, while at the same
time demanding freedom to enter other markets. To break this
deadlock, protect consumers, and promote competition, reform of
the current telecommunications regulatory policy is necessary.

Managing the Electromagnetic Spectrum

The electromagnetic spectrum is the foundation of many tele-
communications services. Radio and television broadcasters, cellu-
lar telephone services, police and fire communications, air traffic
control, and taxi dispatchers all rely on the spectrum. Because the
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range of frequencies within which these services can be provided is
limited, spectrum is a very valuable resource. The FCC, which is
responsible for managing the portion of the spectrum not used by
the Federal Government, determines which services will be allowed
to use a given spectrum band (known as ‘“allocating” the spec-
trum), and who will be assigned licenses for their use.

While the FCC has a legitimate role in defining the terms under
which spectrum is used in order to prevent users from interfering
with each other, it is not well-suited to judge whether, for example,
paging systems have a higher social value than taxi dispatching.
The current administrative process for determining how bands are
used is slow and inflexible, constraining the introduction of new
technologies and the development of competitive markets. Cellular
telephone technology illustrates this problem. The spectrum alloca-
tion process began in 1968, yet the first commercial cellular license
was not assigned until 1982. Also, the number of licenses is fixed,
limiting competition to two cellular franchises in each local
market.

Currently, the FCC typically assigns licenses to use a given serv-
ice either after comparative hearings or by lottery. Comparative
hearings are time-consuming, trial-like procedures. Companies that
place value on a license will naturally want the FCC to assign it to
them. The result is large expenditures by applicants to acquire the
license and a long delay before the license is assigned. The lottery
system 1is also cumbersome, involving large numbers of applicants
attempting to “win” a license. When an assignment is made, the
chosen licensee often does not provide the service. Instead, licenses
are frequently sold after the initial assignment. Since licenses are
often sold to other users, the FCC could hold an auction for licenses,
eliminating the current cumbersome process and generating revenue
for the U.S. Treasury. The bidder attaching the greatest value to
the spectrum license would receive it, and the step of holding lot-
teries or comparative hearings would be eliminated.

To permit more efficient use of the spectrum the FCC could
allow the licenses it auctions not only to be resold, but also to be
reassigned by the licenseholder for a different use. This approach
would offer licensees the maximum flexibility in using the spec-
trum, subject only to prohibitions on interfering with other spec-
trum users. Flexibility in the use of the spectrum would also en-
courage users to develop technologies that conserve the amount of
the spectrum used.

Removing Artificial Barriers to Innovation

Like the spectrum management system, the consent decree gov-
erning the breakup of AT&T limits innovation and competition in
telecommunications markets. Among other things, the 1982 decree
contained provisions that prevented the RBOCS from manufactur-
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ing telecommunications equipment, providing information services,
and providing most long-distance services. The problems of cross-
subsidization and discriminatory use of a monopoly network were
two important reasons for initially limiting participation of the
RBOCs in unregulated markets.

In 1991 a Federal court struck down the provision in the decree
that barred the RBOCs from providing information services, allow-
ing these companies to begin offering services such as message and
database services. Previously forced to act as conduits for other
providers of information services, the RBOCs can now provide
these services themselves. Because these companies have developed
expertise in communications networks and can take advantage of
the efficiencies, or “economies of scope,” that make it cheaper to
provide multiple services over a single network than to have many
specialized networks, they will increase competition for informa-
tion services.

The benefits of having competing services will be reduced, how-
ever, if the RBOCs limit competition by engaging in cross-subsidiza-
tion or by denying other firms access to the local telephone network.
These problems must be continuously monitored by Federal and
State regulatory agencies. To reduce the concern about cross-subsi-
dization and discrimination, the FCC has adopted rules governing
cost allocation and rules that attempt to assure open access to vari-
ous components of the local telephone network on a timely and
nondiscriminatory basis. If problems arise, these rules may have to
be strengthened even further. The rules will continue to be neces-
sary until competition is fully developed in local telephone mar-
kets.

The RBOCs are still barred from manufacturing telephone equip-
ment, a category the courts have interpreted as including related
research and development. The ban effectively prevents seven of
the largest U.S. telecommunications companies from developing in-
novative technologies and otherwise competing in this market. Sup-
porters of the ban fear that the RBOCs will attempt either to
transfer manufacturing costs to the regulated sector or to engage
in “self-dealing” by selling equipment to their affiliated telephone
companies at inflated prices, raising the costs of regulated tele-
phone service and reducing competition in equipment manufactur-
ing.

The FCC and many States have begun using incentive regulation
that should help to alleviate these problems by making it more dif-
ficult for the RBOCs to pass added costs on to telephone ratepay-
ers. Also, a competitive market for telecommunications equipment
should provide competitors and regulators with adequate informa-
tion on the market value of equipment, to allow them to monitor
the self-dealing problem.
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While the consent decree prevents the RBOCs from participating
in certain businesses, the Cable Communications Policy Act of 1984
and related FCC regulations prevent local telephone companies
from operating cable television systems (except in certain rural
communities). This ban remains in place, even though virtually all
communities with cable television have only one franchised opera-
tor, and average rates for the most popular basic cable service have
increased 36.5 percent, in real terms, since 1986 when the act effec-
tively barred regulation in most communities. Although this in-
crease may be due in part to the growing number of channels
available, it may also reflect the presence of market power.

The solution pursued in the Cable Television Consumer Protec-
tion and Competition Act of 1992 is to allow local governments to
regulate prices for basic cable television service in almost all com-
munities. Regulating prices, however, does not solve the underlying
problem, which is a lack of competition. This approach also overes-
timates the ability of regulatory authorities to establish rates that
approximate competitive prices. The danger is that in the attempt
to regulate prices they will simultaneously diminish the variety
and quality of cable programming. ,

The preferred alternative is to promote competition that lowers
prices and provides alternative sources of television programming.
Having already invested in some of the fixed plant necessary to
provide video services, telephone companies are the most likely
competitors for incumbent cable operators. The FCC’s “video dial-
tone” policy, adopted in July 1992, allows local telephone compa-
nies to act as conduits for carrying television and other video serv-
ices by other companies. Legislation is needed, however, to remove
the provisions in the 1984 Cable Act that prevent telephone compa-
nies from actually becoming full participants in providing program-
ming. Such legislation may create an incentive for telephone com-
panies to construct the infrastructure necessary for combining tele-
phone and video services. Whether there is a demand for the serv-
ices that such an infrastructure can provide will not be known
until the barriers to competition are removed.

Competition in Local Telephone Services

State regulators have begun to approve competition from alter-
native local service providers that typically provide private fiber
optic links between long-distance telephone companies and large
businesses. In 1989, the New York Public Service Commission or-
dered New York Telephone to interconnect with alternative local
service providers. The FCC recently modified its rules to allow
these providers to interconnect their private lines with the inter-
state facilities of local telephone companies. The policy of expanded
interconnection increases the possibility of competition for large
customers. It recognizes that residential customers may be served
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by a regulated monopoly for the near future, but is laying the
groundwork for competition even in residential markets.

Technological changes suggest that competition can develop in
the local telecommunications market. Many businesses have al-
ready switched to private networks for intracompany calls. Ex-
panding wireless technologies, such as that for cellular telephone
service, do not necessarily have the characteristics of a natural mo-
nopoly and represent potential competition for local telephone com-
panies. Competition for local telephone service would be further en-
hanced if cable television companies were permitted to provide
telephone service.

An important factor affecting competition in the future is the
policy of “universal service”’—access for all residential users to a
basic level of telephone service at affordable rates. This policy has
been motivated by both equity concerns and the understanding
that each telephone user benefits from being connected to as many
people as possible. To make telephone service universal, basic serv-
ices are often priced lower than the cost of providing the service.
Other services, such as touchtone or call waiting, are priced some-
what higher than costs to compensate for losses on the underpriced
basic services. Residential customers are usually the recipients of
these “subsidized” services.

One problem with this system of cross-subsidies is that compa-
nies—even those less efficient than the regulated incumbent—may
be able to undercut the regulated price and still earn a profit. If
the regulated monopolist cannot adjust its prices in response to
this competition, the inefficient companies will remain in business.
This pricing policy could ultimately cause many of the monopoly’s
customers to switch to the new entrants, meaning that rates for
some of the subsidized services would have to be increased.

If regulated carriers are not permitted to respond to competition,
they may find that their rates do not cover the costs of providing
service to their remaining customers—most likely small businesses
and residential customers. Restricting competition is not the
answer to the problem, however. The best way to avoid the per-
verse results cross-subsidies can create is to give the regulated com-
panies greater freedom to respond to competitive entry. Doing so
will discourage entry by inefficient competitors and only efficient
competitors will survive. Any perceived need for subsidies can be
achieved directly—for example, by charging all interconnecting
companies a fee that supports universal service and targeting the
subsidy to the groups that need it.

Competition in Long-Distance Services

In a series of decisions that began in the 1970s, the FCC and the
courts have opened the long-distance markets to competition. Chart
5-1 shows that since its breakup in 1984, AT&T’s market share of
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long-distance calling minutes has fallen from 84 percent to 60 per-
cent. The FCC estimates that some 480 firms currently provide
interstate long-distance services, while over 90 percent of all tele-
phone customers now have equal access to multiple long-distance
providers. Customers have shown a willingness to respond to com-
petitive service offerings: Approximately 15 percent of all residen-
tial customers switched to a new long-distance carrier in 1991.

Chart 5-1 AT&T's Market Share
AT&T's market share has declined significantly since the breakup in 1984.
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Except for AT&T, the FCC does not regulate the rates of inter-
state long-distance companies. To promote the efficiency of rate
regulation while still protecting consumers, the FCC introduced
price cap regulation for AT&T in 1989 and for the interstate serv-
ices of local telephone companies in 1991. Several States have also
introduced incentive regulation for intrastate services. In 1991, in-
creasing competition led the FCC to eliminate price cap regulation
for AT&T’s large business services.

Price cap regulation is still in place for AT&T’s residential, small
business, and 800 number services. For these services AT&T must
give the FCC at least 45 days notice before it can offer new services
or prices. The ability of most long-distance customers to easily
switch among long-distance companies that provide similar geo-
graphic coverage and service quality suggests that the FCC should
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consider relaxing the constraints of price cap regulation on AT&T.
However, some form of regulation would still be appropriate for
communities that do not have a competitive long-distance market.

SUMMARY

* Government policies that protect consumers while allowing
firms to compete in new lines of business will promote an ad-
vanced telecommunications infrastructure.

e The current system for allocating the electromagnetic spec-
trum hampers the development and implementation of new
technologies that could create competition for existing monopo-
ly service providers such as cable television and local tele-
phone service.

* Because competition in long-distance telephone service is in-
creasing, some of the remaining regulations governing AT&T
could be relaxed.

REGULATING FINANCIAL MARKETS AND
SERVICES

Well-functioning financial markets are essential to a modern
market economy. New and expanding business enterprises need
capital to make investments and create jobs, and they rely on the
futures, options, and foreign exchange markets to control unwant-
ed risks. Families and businesses buy insurance to shield them-
selves from catastrophic losses. Well-developed mortgage markets
foster widespread homeownership.

Like the telecommunications markets, financial markets are sub-
ject to a wide variety of government regulations, including some
that are unnecessary, outmoded, and overly rigid. U.S. financial
markets are the largest and most developed in the world, and their
continued success depends on the government’s ability to remove un-
necessary regulatory impediments while at the same time protecting
investors and maintaining market integrity.

THE CHANGING FINANCIAL SCENE

The last 20 years have witnessed an explosion in the scope and
complexity of financial markets. Th2 traditional roles of banks and
savings and loans (S&Ls) are in transition, and new institutions
and services have multiplied. Several important developments have
contributed to these changes. First, technological progress in elec-
tronic communications has lowered information costs and made fi-
nancial services more available. A familiar example is the spread
of automatic teller machines, which freed depositors from the con-
straints of limited geographical access and short banking hours. In-
creased computerization also has accommodated large increases in

190

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



Digitized for FRASER

trading volume in the securities markets. Second, conceptual ad-
vances in finance have provided tools to assess the risk and value
of financial instruments such as options and futures contracts, con-
tributing to the rapid growth of these securities markets. Perhaps
most important, the view of the government’s role in financial
markets has changed significantly since the 1970s. Regulatory
reform has allowed the development of new services that are now
available to the public. These changes have contributed to and in
some cases were motivated by the globalization of these markets.
Globalization has lowered the cost of raising capital for U.S. busi-
nesses by providing foreign sources of capital and has provided
Americans with the opportunity to make valuable investments
abroad.

These developments have not been universally welcomed. Some
observers fear these innovations, perhaps because they know little
about them or are uncomfortable with the colorful vocabulary used
to describe new financial products. Skeptics associate what they
view as the increased volatility of financial markets with some of
these changes. After several highly publicized cases of fraud, other
critics questioned the integrity of some markets. Still others are
less concerned with the risks inherent in new products than with
the possibility that an overly broad Federal safety net—including
Federal deposit insurance—could encourage excessive risk-taking
that would be difficult to monitor and regulate. In an effort to keep
pace with innovation, public and private regulatory mechanisms
have been put into place to identify problems as they arise and to
correct them promptly. Most observers would agree that, in gener-
al, the innovations have been beneficial.

THE VALUE OF FINANCIAL SERVICES

Despite their seeming complexity, most financial instruments
and institutions can be understood in terms of three basic func-
tions. First, people use financial markets to reallocate money over
time. For instance, instruments such as savings accounts, individ-
ual retirement accounts (IRAs), stocks, bonds, mutual funds, and
pension funds allow households to save for retirement. At the same
time, these instruments channel funds to businesses and house-
holds that borrow to make investments.

Second, people use financial contracts to share and reduce risk.
An insurance policy is perhaps the most familiar example, but
most new financial instruments can be used for risk management
as well. One extremely effective way to reduce risk is through di-
versification. The return on a diversified stock portfolio is much
less risky than the return on the stock of an individual company,
because in a portfolio, gains from profitable firms offset losses from
others that fail. Mutual funds are institutions that allow small in-
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vestors to pool cash to purchase a diversified portfolio, balancing
risk and return with tools once available only to large institutional
investors or wealthy individuals.

Other contracts can also reduce risk. For instance, a U.S. manu-
facturer selling cars in France runs the risk of losing money if the
franc falls against the dollar, and a French farmer selling cheese in
the United States faces the opposite risk. In each case, the ex-
change-rate risk can be eliminated by writing a contract with a fi-
nancial intermediary such as a bank or a trader in a brokerage
firm, specifying the exchange rate that will be used in the future.
Popular contracts of this type include futures, forwards, and swaps
(all of which are agreements to make specified payments on speci-
fied dates). The growth of active futures, forward, and swap mar-
kets has significantly lowered the cost of risk-management.

The third function of financial markets is to provide liquidity.
An asset is liquid if it can be bought or sold quickly, at a predict-
able price, and with low transactions costs. For instance, a savings
account is very liquid because it can be turned into cash almost in-
stantly, while a house is illiquid because it takes time to sell and
its price is hard to predict. By offering standardized contracts with
well-understood risks, returns, and legal status, and by providing
information to the market, financial intermediaries enhance liquid-
ity, lowering transactions costs for investors and borrowers alike.

Because participants in financial markets can invent, develop,
and market new financial instruments, the macroeconomy has
become better able to adapt to constantly changing conditions and
weather external shocks. Even in an economic expansion, particu-
lar industries and geographic regions experience significant eco-
nomic disruptions. For instance, the collapse of energy prices in
1986 hurt U.S. energy producers, and the sharp rise of the dollar in
the early 1980s hurt our manufacturing industries. Episodes such
as these would have had a more severe impact in the absence of
active forward, futures, and swap markets in agricultural products,
oil, interest rates, and foreign exchange.

THE CHANGING ROLE OF GOVERNMENT

As financial markets have evolved, so has the nature of the gov-
ernment’s involvement with them. The history of government
intervention in financial markets contains many useful lessons
that can help in determining when intervention is appropriate and
in understanding the problems that poorly designed intervention
can cause.

Much of the regulatory structure governing the financial sector
dates from the 1930s. The disruptive waves of bank failures
throughout the 1800s and the early years of this century, as well as
the Great Depression, convinced legislators that economic stability
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depends on the stability of the financial system. Actions such as
the creation of the Federal Deposit Insurance Corporation (FDIC)
and the passage of the Glass-Steagall Act, which mandates the
legal separation of investment and commercial banking, date from
this period. Although the framers of this regulatory structure ini-
tially expressed some doubts, until the late 1970s calm prevailed in
the financial markets, and the regulatory system was widely con-
sidered a success.

High and volatile interest rates in the United States in the late
1970s began to expose some of the system’s underlying weaknesses.
The heavy losses suffered by the S&L industry set the stage for the
recent string of failures. Commercial banks fared somewhat better,
but even they were adversely affected as depositors withdrew their
funds to seek higher market returns. Banks were prohibited from
paying the market interest rate by Regulation Q of the Federal Re-
serve, which set a 5-percent interest rate ceiling for savings ac-
counts. Some obvious impediments to the effective operations of fi-
nancial institutions were removed by the regulatory reforms of the
early 1980s, when interest rate ceilings were phased out and S&Ls
were given more freedom in their choice of investments. These
changes, however, did little to address many fundamental problems
in the regulatory structure. In fact, careless or uneven deregulation
sometimes exacerbated these problems and added to the losses
from S&L insolvencies.

The Government’s Role in Financial Markets

The growth of financial services has been accompanied by a
steady increase in government involvement in many of the new ac-
tivities. Is the large and expanding role of the Federal Government
in these markets beneficial? To evaluate this important and com-
plex issue, it is useful to start with another, more basic question:
What current or potential market failures require government
intervention to be corrected? Most observers agree that regulation
should have a role in two areas.

First, government institutions help to maintain the stability of
the financial system. Financial markets act as the circulatory
system of the economy, creating vital connections between seem-
ingly unrelated enterprises. When this system breaks down, even
healthy sectors of the economy may suffer. The Great Depression is
the most compelling example of this phenomenon, when a sharp
contraction of credit and a fall in asset prices preceded a 30-percent
drop in aggregate output and an unemployment rate that reached
25 percent.

Institutions such as the FDIC and the Federal Reserve System
limit the damage a financial crisis can cause by providing an emer-
gency source of liquidity and by preventing financial panics from
spreading. For example, during the October 1987 stock market
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crash, the Federal Reserve provided the banking system with addi-
tional reserves. Banks used these reserves to make emergency
loans that saved a number of financial firms from bankruptcy.
Some have credited these measures with preventing more wide-
spread repercussions from the crash.

A second role for regulation is to improve the day-to-day oper-
ation of financial markets, both by providing prudent oversight to
prevent fraud and abuse, and by facilitating truthful disclosure of
information. For example, the Securities and Exchange Commis-
sion (SEC) requires corporations financed with publicly traded
stocks or bonds to disclose relevant financial information.

Challenges for Regulatory Reform

The dynamism of the financial marketplace presents a special
challenge to regulators. When a rule becomes particularly onerous,
someone is likely to invent a way to avoid it, often with unfortu-
nate and unexpected consequences. For instance, in the late 1970s
market interest rates rose well above the Regulation Q ceiling, and
depositors moved their money into newly created high-yielding
mutual funds. The drop in deposit levels ultimately hurt small
businesses that depended on banks for loans not readily available
elsewhere. Ironically, one of the original reasons for imposing in-
terest rate ceilings had been to lower the cost of bank-intermediat-
ed financing. The lesson here is that effective regulation must be
flexible and oriented toward creating incentives that will help and
not hinder efficient resource allocation. Rigid regulations can crip-
ple the market’s ability to provide valuable services and almost in-
evitably result in an unproductive game of regulatory catch-up.

In designing effective policies, regulators must also take into ac-
count the globalization of the financial services industry. Large
U.S. banks now have operations on every continent, while domestic
banks face competition at home from U.S. branches of foreign
banks. Many stocks that once traded exclusively in New York are
now also traded in London and Tokyo. Securities change hands
around the clock and around the world via new electronic trading
systems.

As markets become more international, they also become ex-
tremely competitive and mobile. Policymakers worldwide have
become increasingly aware that they must work together to create
a fair and open environment, maintain stability, and ensure ac-
countability. Because today’s markets are highly mobile, countries
that unilaterally impose costly regulations risk driving businesses
to other, less regulated countries. For example, some have suggest-
ed imposing a heavy tax on stock or futures market transactions to
discourage frequent trading and as a source of additional revenue.
Such a policy, however, would have the unfortunate consequences
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of reducing market liquidity in the short run, and losing U.S. jobs
and tax revenues in the long run as transactions shifted overseas.

Finally, one unfortunate consequence of the piecemeal process of
financial regulation and reform has been that responsibility for
regulating the financial markets is spread across a large number of
Federal regulatory agencies. The Federal Reserve Board, Treasury
Department, Office of Thrift Supervision, Commodity Futures
Trading Commission, FDIC, and SEC often find themselves with
overlapping jurisdictions, especially as banks increase their partici-
pation in the securities markets and new financial instruments fall
across what were once distinct categories. In some cases, conflicts
between agencies have actually prevented viable financial products
from reaching the public. Better coordination in designing and im-
plementing regulatory policy could significantly reduce the unneces-
sary burden imposed by inconsistent rules and reporting require-
ments.

CURRENT ISSUES IN REGULATORY REFORM

Recent regulatory developments affecting banks, S&Ls, and in-
surance markets have begun to address some of these issues, but
further reform is needed to ensure a safe and efficient financial
system.

Lessons From the S&L Debacle

Since 1980, regulators have shut down almost 1,200 insolvent
S&Ls with assets of over $500 billion, and additional insolvent
S&Ls are expected to be resolved over the next few years. The Ad-
ministration estimates that this wave of S&L failures will ultimate-
ly cost taxpayers between $100 billion and $160 billion (in nominal
dollars). Because of deposit insurance, however, no insured deposi-
tor has lost a dime. Furthermore, in the last half century deposit
insurance has contributed to the relative stability of U.S. financial
markets.

Understanding the underlying causes of these failures can reduce
the probability of future losses of this magnitude. The troubles
began when the high interest rates of the inflationary 1970s sub-
stantially reduced the value of the long-term, fixed-rate mortgages
that were the primary assets of the S&Ls. As interest rates rose,
the cost of the short-term deposits used to finance mortgages in-
creased, but the mortgage payments remained constant. By 1981,
the total value of S&L liabilities exceeded the total value of assets;
S&Ls as a group were technically bankrupt.

Although regulators and the Congress were aware of the prob-
lems, they chose to allow many insolvent S&Ls to continue operat-
ing. Ordinarily, when a private company nears bankruptcy, its op-
erations are severely limited because investors refuse to provide
further financing. With deposit insurance, however, depositors
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have little incentive to withdraw their funds, and no natural
market mechanism limits the activities of an insolvent S&L. In
fact, regulations restricting investment to traditional mortgage
lending were relaxed to make the S&Ls more competitive with
commercial banks. With nothing to lose, many S&Ls used their in-
sured deposits to gamble on high-risk investments in areas outside
their scope of expertise. If these investments paid off, the financial
health of the S&Ls would be restored. If they failed, the deposit in-
surer would pay the costs.

This episode provides several important lessons. First, deposit in-
surance can encourage excessive risk-taking by depository institu-
tions, leading not only to enormous liabilities for the taxpayer, but
to real economic losses to society through the inefficient use of pri-
vate capital. For example, an insured lender has a greater incen-
tive than an uninsured lender to provide financing for a very risky
and economically unjustifiable venture. As long as the government
provides deposit insurance, some regulation will be necessary to
counterbalance this incentive. A second lesson concerns the work-
ings of the regulatory system. Perhaps the most disquieting aspect
of the S&L affair was the long delay before action was taken to
close insolvent institutions.

Although most insolvent S&Ls have now been closed or merged
with healthy institutions, a number of problems remain. The Reso-
lution Trust Corporation (RTC), the Federal agency in charge of re-
solving insolvent S&Ls, is paying off depositors and recovering as
much money as possible in liquidating remaining assets. The RTC
can perform these activities only if it has the money to pay off de-
positors. As of this writing, the RTC has exhausted its funds. As a
result, insolvent institutions continue to operate and to lose money.
The Administration has urged prompt action, but until the Con-
gress appropriates more funding, these avoidable costs will contin-
ue to mount.

Although they are less at risk than they were in the past,
healthy S&Ls could still suffer substantial losses if interest rates
rise, because these institutions hold a large portion of their portfo-
lios in long-term mortgages or mortgage-backed securities financed
with short-term deposits. A rapid increase in interest rates would
raise funding costs, but the income from the mortgages would
remain largely fixed. For the most part, this situation appears to
be an indirect consequence of regulation and not the result of
market forces. Partly to correct this bias, S&L regulators have re-
cently proposed new interest rate risk-based capital requirements
which are discussed below.

Developments In Commercial Banking

A variety of difficulties have also weakened commercial banks
(Chapter 3 has a discussion of recent developments in banking).
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The unusually large number of bank failures in recent years has
left the bank insurance fund without enough money to cover antici-
pated future losses. Taxpayers are unlikely to be called on to make
up the deficiency directly. Deposit insurance premiums have in-
creased, however, and these increases are likely to be passed on to
depositors through lower rates or higher service fees. To cover
near-term costs, the FDIC is authorized to borrow up to $70 billion
from the Treasury. This debt is expected to be repaid with future
deposit insurance premiums.

The Impact of Recent Regulations

In December 1991 the Congress passed the Federal Deposit Insur-
ance Corporation Improvement Act. This act is the most recent
major legislative attempt to reform the rules governing depository
institutions. Its primary goal is to decrease future deposit insur-
ance losses by tightening supervisory standards and increasing in-
surance premium rates and capital requirements for riskier institu-
tions. By authorizing new borrowing from the Treasury, it also pro-
vides some of the much-needed funding to finish closing insolvent
banks and S&Ls.

In 1988, bank regulators around the world agreed, under the
Basle Accord, to set capital standards based on the default risk of a
bank’s assets. Conceptually, bank capital is the difference between
the value of a bank’s assets and its liabilities. With deposit insur-
ance, bank capital provides a buffer against losses to the FDIC, so
it is appropriate that the capital requirement reflects a bank’s risk.

For such a rule to provide the appropriate incentives, however, it
must set a capital standard that reflects all types of risk. The cur-
rent risk-based capital requirement primarily focuses on default
risk. As a result, banks have an incentive to shift away from in-
vesting in commercial loans toward investing in Treasury securi-
ties, reducing one type of risk but incurring another: interest rate
risk. If interests rates rise, the value of long-term Treasury securi-
ties will decline relative to the value of the deposits financing
them, eroding bank capital. To correct this requires modifying risk-
based capital standards to take into account interest rate and other
types of risk.

The FDIC Improvement Act’s ‘“prompt closure” rule, which re-
quires that the FDIC and other bank regulators restrict a bank’s
activities if its capital falls below specified levels, addresses the
problem of lax regulation of weak institutions. For the most severe-
ly undercapitalized banks, the law generally requires closure or
conservatorship within 90 days. The purpose of this regulation is to
avoid the long delays and speculative losses that have added bil-
lions of dollars to the cost of the thrift crisis. The drawback is that
because bank capital is often poorly measured, some healthy insti-
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tutions may be unfairly constrained, and some insolvent institu-
tions may be allowed to continue to operate.

Bank supervisors rely heavily on accounting data to determine
the strength of individual banks. The need for reliable data has in-
creased with regulations such as the prompt closure rule. Yet dis-
crepancies between true and reported asset values continue to
occur because the reported, or book, value of an asset does not nec-
essarily reflect current market conditions. For instance, a bad loan
can remain on the books for some time before a bank must recog-
nize the loss. Conversely, a bank’s assets may have appreciated, but
regulators often do not take the increases into account.

Some observers have proposed adopting a system of market value
accounting that would allow banks to report market values instead
of (or in addition to) book values. Although market value account-
ing would increase the quality of some information available to
regulators, it is difficult to determine the market value for infre-
quently traded assets such as some types of commercial loans.
Many bankers believe that using a combination of market and
book values can be more misleading than simply using book value.
As debate on this issue continues, regulators appear to be moving
toward a system that places increasing emphasis on market values
but still relies primarily on book values.

Proposals for Further Bank Reform

The FDIC Improvement Act failed to address many of the funda-
mental problems in the current regulatory structure. In 1991 the
Administration proposed a broader set of regulatory reforms to sig-
nificantly improve the efficiency of our financial system. Since the
1991 Report described these proposals in detail, they are reviewed
here only briefly.

The Administration supports the removal of branch banking reg-
ulations that limit interstate banking. Although such rules were
originally intended to reduce the potential market power of large
banks, they have had the opposite effect, decreasing competition
between banks in local markets and increasing the cost of bank
services. Interstate banking would make banks safer because they
could more easily diversify their risks geographically and lower costs
by avoiding legal barriers to efficient operation.

Currently, the FDIC insures deposits up to $100,000, and wealthy
individuals can obtain virtually unlimited insurance by splitting
deposits among many separate accounts. Capping the maximum in-
surance coverage for a single individual would reduce the govern-
ment’s liability and still provide ample protection for the savings of
small depositors. An added benefit would be that large depositors
would have the incentive to monitor the investment policies of
their depository institutions.
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The Administration supports a number of reforms that would
allow banks to provide a wider range of financial services. Banks
are currently limited in their ability to engage in such activities as
selling insurance and underwriting new stock and bond issues—
services that are complementary to traditional banking activities.
Allowing banks greater freedom to participate in these activities
could increase competition for such services and lower costs to the
public.

Unfortunately, the recent legislative efforts to reform bank regu-
lations—the FDIC Improvement Act and the Financial Institutions
Reform, Recovery, and Enforcement Act of 1989 (FIRREA)—may
have created as many new problems as they have solved. (The 1991
Report has a discussion of FIRREA.) These laws burdened banks
with costly and unnecessary paper work, and generally created a
regulatory atmosphere that exacerbated the shortage of commer-
cial credit during the recent recession and recovery. The Adminis-
tration has proposed legislation to repeal several of the supervisory
provisions that impose unreasonably high compliance costs on
banks and do little to improve the soundness of the system.

Government-Sponsored Enterprises

With little public fanfare, the mortgage market has undergone
an enormous structural change. In 1975 S&Ls financed 46 percent
of single-family mortgages. By 1991 this share had shrunk to 16
percent. Much of the private market has shifted to two govern-
ment-sponsored enterprises (GSEs), the Federal National Mortgage
Association (Fannie Mae) and the Federal Home Loan Mortgage
Corporation (Freddie Mac) (Chart 5-2).

Fannie Mae and Freddie Mac are shareholder-owned corpora-
tions chartered by the Congress to provide a secondary, or resale
market for residential mortgages. Homebuyers still apply for mort-
gages from traditional lenders—S&Ls, banks, and mortgage
banks—that make and often service the loans. The GSEs buy mort-
gages from the initiating lenders and retain some of the mortgages
in their own portfolios. Through a process known as securitization,
the GSEs also gather mortgages into diversified pools. They issue
securities backed by these mortgage pools and sell the securities to
investors such as banks, insurance companies, and pension and
mutual funds. Interest and principal payments from the pool of
mortgages are passed through to investors as they arrive, and the
GSE promises to provide payment in the event of a default on an
underlying mortgage. Securitization enhances the liquidity of mort-
gages, lowering the cost of mortgage financing for homebuyers.

Although GSE charters state that the securities they issue are
not obligations of the Federal Government, the GSEs receive signif-
icant government benefits including exemption from State and
local income taxes and certain registration requirements, as well as
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Chart 5-2 Single-Family Mortgage Debt Outstanding

The principal source of single-family mortgages has shifted from savings and loans to
government-sponsored enterprises.
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a contingent line of credit from the Treasury that authorizes dis-
cretionary emergency loans of up to $2.25 billion. Furthermore, the
fact that yields on GSE securities are only slightly higher than
those on Treasury securities with similar maturities suggests that
investors believe that the Federal Government would step in and
make the payments if the GSEs cannot meet their obligations.

In general, although the GSEs and the Federal Government may
have eliminated the default risk for the purchaser of an insured se-
curity, they cannot eliminate the risk inherent in the investment
activity being funded. The percentage of bad loans may actually in-
crease when loans are insured and resold because the incentive to
monitor the mortgage borrower is reduced. While the S&Ls suf-
fered the consequences of their lending decisions, the GSEs resell
mortgages originated by institutions that ultimately have a smaller
stake in whether the loans are repaid, although they do have an
interest in retaining the right to sell loans to the GSEs.

The phenomenal growth in GSE lending in recent years has
made it appear likely that the government would honor the guar-
antee implicit in GSE securities rather than risk a crisis in the
mortgage market. As a result, some have argued that potential
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losses from these guarantees should be recognized in the budget
(Chapter 6). These GSEs have been very profitable in the last few
years. For instance, Fannie Mae had a net income of $1.4 billion in
1991. But Fannie Mae lost over $350 million between 1981 and
1985, and a large drop in housing prices could trigger much greater
losses.

Until recently GSEs have been lightly regulated in comparison
with banks and S&Ls. This fact is somewhat surprising given the
central role GSEs play in the housing market, the significant im-
plicit subsidies provided by their status, and the potentially enor-
mous liability the government faces if a GSE fails. Recognizing the
need for protection, the Congress passed a bill in October 1992 that
sets capital standards for GSEs and establishes a regulator who is
appointed by the President and located in the Department of Hous-
ing and Urban Development.

As it does with banks and S&Ls, higher capital reduces the gov-
ernment’s potential liabilities and increases the incentive for GSEs
to control risk. The new GSE capital standards are structured simi-
larly to those for banks and S&Ls; they are risk-based and mandate
prompt closure if capital falls below specified levels. They are sig-
nificantly lower than those for banks and S&Ls, however, for sever-
al reasons. First, mortgage loans have a lower default rate than
the commercial loans that make up a significant part of bank port-
folios. Second, GSE capital is based partially on market value, pro-
viding a reliable estimate of an institution’s strength. Finally, be-
cause the GSEs resell most mortgages rather than keeping them on
their balance sheets, private investors bear a larger portion of any
interest rate risk, although the GSEs retain the default risk.
Whether these new standards will adequately protect the taxpayer
from GSE losses, however, remains to be seen.

The private sector successfully securitizes many other types of
loans, including credit card receivables, automobile loans, and some
types of mortgages and commercial credit. A larger role for private
sector securitization would reduce government liability and further
enhance market liquidity. Until 1992, one impediment to further
private securitization of assets such as small business loans was the
securities law itself, which required compliance with the outmoded
restrictions of the 1940 Investment Company Act. The SEC recent-
ly adopted new regulations to facilitate private securitization,
while still ensuring adequate investor protection.

Insurance Markets

Insurance allows people to reduce their exposure to many types
of risk by spreading losses across a larger group. Government in-
surance programs have been developed in part because some risks
are difficult to predict and catastrophic in size. The nature of the
losses may make it difficult for the private market to develop actu-
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arially sound premium rates or sufficient reserves to credibly
insure such risks. Political considerations dictate the provision of
other types of insurance that in principle could be provided by the
private sector.

As in the credit markets, the government is increasingly taking
a direct role in providing insurance. In fact, the Federal Govern-
ment has become the Nation’s largest underwriter of risk. Govern-
ment insurance programs affect the economy in three main ways:
They reduce and redistribute risk, reallocate wealth, and change
the incentives of the insured.

When insurance is underpriced relative to its long-term cost,
those who are protected receive a subsidy. Federal insurance pro-
grams have suffered substantial losses over the last decade (Chap-
ter 6). Although some insurance losses were due to unforeseen and
perhaps unavoidable events such as the droughts that struck the
Nation’s farms in 1983, 1988, and 1989, many can be attributed to
inaccurate risk assessments.

The Federal Government often undermines its insurance pro-
grams by providing disaster assistance with similar benefits, but at
little or no cost to the individual. This subsidy weakens incentives
to avoid risk or to buy insurance, putting the government under in-
creased pressure to provide assistance after the next disaster. A
good example of this phenomenon is the experience of the Federal
crop insurance program (Box 5-2).

Insurance also reduces incentives for people to make cost-effec-
tive choices. For example, offering subsidized insurance rates for
flood protection can encourage people to retain homes on flood
plains. Well-designed insurance programs must provide incentives
that encourage prudent behavior, and the cost of misallocated re-
sources due to distorted incentives should be part of any cost-bene-
fit analysis of government insurance programs.

Is there a further role for the private sector in providing insur-
ance? As private financial markets continue to expand, private in-
surers may be able to handle liabilities that were once considered
too large. For example, futures contracts related to health, home-
owners, and catastrophic insurance have been developed that will
allow insurers to shift risk to other private entities such as banks,
mutual funds, and individual investors. Innovative combinations of
private and public insurance could also improve efficiency. For in-
stance, it has been suggested that private insurers could set premi-
um rates and cover a portion of deposit insurance, limiting the gov-
ernment’s liability to losses that exceed the private coverage level.
To explore this idea, the FDIC Improvement Act requires the FDIC
to test private reinsurance and report the results in 1993.
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Box 5-2.~Federal Crop Insurance and Disaster Assistance

Crop insurance protects farmers against losses from low crop
yields caused by bad weather, pests, or disease. Since 1938, the
Federal Government has offered farmers subsidized crop insur-
ance. Between 1981 and 1990, the Federal Crop Insurance Cor-
poration paid out $2.5 billion more than it collected in premi-
umas.

The Federal Crop Insurance Act of 1980 set out to establish
crop insurance as the primary source of disaster risk manage-
ment for farmers. But despite subsidized rates, many farmers
do not participate in the program. In recent years, less than
one-half of the eligible acreage was covered by Federal crop in-
surance.

Disaster assistance has undermined the effectiveness of the
crop insurance program. Based on their experience, many
farmers believe that whenever a widespread natural disaster
occurs the government will provide emergency disaster assist-
ance to all affected. In a recent survey, 41 percent of farmers
who did not purchase crop insurance said that they did not do
so because they believe that the government would bail them
out in the event of a disaster. Conversely, low participation in
the crop insurance program makes it all the more likely that
the Congress will face political pressure to enact disaster legis-
lation whenever a widespread disaster occurs.

SUMMARY

* The growth of financial services has lowered the cost of risk
management and expanded investment opportunities.

* The increasing flexibility and international mobility of finan-
cial markets necessitates a regulatory framework that focuses
on incentives and avoids rigid rules.

* Progress has been made in reforming the regulation of deposi-
tory institutions, but impediments to efficient operation
remain. Further reform is needed to ensure a safe and com-
petitive financial system.

OWNERSHIP AND PRICING OF NATURAL
RESOURCES

In the United States, the government owns a substantial share of
the Nation’s resources. The Federal Government owns about cne-
third of the total land in the United States, including 29 percent of
forestlands and 43 percent of rangeland. State and local govern-
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ments and American Indian Nations own another 8 percent of U.S.
lands. Over 10 percent of the U.S. population receives water from
Federal projects. The land and water bring with them other impor-
tant natural resources, including wildlife and minerals.

The principles of regulatory reform—allowing markets to work
where possible, and harnessing the power of market incentives to
accomplish regulatory objectives—should also be applied to issues
of government ownership and pricing of resources. Some resources
such as Federal rangelands and industrial timber stands are indis-
tinguishable from adjacent privately owned lands and have no spe-
cial features warranting public stewardship. In addition, the U.S.
Government often sets the price for using resources below the
market price, sometimes even below the direct cost of providing
them. These low prices can lead to overconsumption, distorted eco-
nomic priorities, damage to the environment, and lost revenue.

WHY DOES THE GOVERNMENT OWN AND MANAGE
RESOURCES?

Most goods and services in our economy are private property,
traded in markets that determine prices and quantities. As has
been noted, markets efficiently allocate commodities to serve the
best interests of all. Government ownership of land and other natu-
ral resources in the United States is, in large part, a residual effect
of policies adopted in the last century to encourage settlement of
sparsely populated western territory. In many cases, there is no
economic reason for the government to own these resources.

However, for some resources, there may be a market failure that
does provide an underlying reason for government activity. There
are two interrelated ways in which private markets for natural re-
sources and the right to use them may fail.

First, a private market may fail to produce the right amount of a
public good. Public goods are goods that can be used or enjoyed by
one person without detracting from the use or enjoyment of others.
For example, suppose Farmer Jones paves the road into town. The
neighbors can use the road without affecting its usefulness to
Jones, and, therefore, the road meets the definition of a public
good. While roads are not a natural resource, this example illus-
trates how a private market may fail: The neighboring farmers
have an incentive to wait, hoping someone else will incur the costs
of paving the road that all of them can use. Some natural resources
have the character of public goods; one person can enjoy the beauty
of a forest without detracting from another person’s use of it. On
the other hand, grazing land and timberland are not public goods:
Timber harvested by one person is then not available to anyone
else. In fact, it is not uncommon for grazing land and timberland to
be privately owned.
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Second, in many cases, markets fail to reflect external costs or
benefits of using a resource. External costs and benefits, or -externa-
lities, affect individuals who are not parties to the economic trans-
action. For example, logging on a hillside may cause soil erosion,
imposing a cost on the people living at the bottom of the hill. The
cost to these people is not taken into account in the private market
for trees and lumber. Often, people are excluded from an economic
transaction affecting them because of the high costs of negotiating
and enforcing a settlement.

External costs and benefits are often a consequence of the failure
to establish property rights for natural resources. An example is a
communal grazing field. Anyone can bring cows to graze, but no
single farmer owns the field. Because every farmer can use the
field for free, farmers tend to bring more and more cows until the
field becomes congested. Each farmer using the field is creating an
external cost to the other farmers. Unless property rights have
been assigned stating which parties “own’ the rights to the land or
the rights to graze on the land, the private market will not allocate
the pasture in a way that maximizes the joint benefits of all users.

ESTABLISHING MARKETS FOR THE RIGHT TO USE
RESOURCES

Establishing private markets for the right to use a resource often
requires government action. The establishment and enforcement of
property rights is quintessentially in the realm of government.
During the 18th and 19th centuries, the U.S. Government estab-
lished property rights for lands on the western frontier and then
sold or gave away those rights to homesteaders.

The most direct way for the government to address certain fail-
ures in markets for natural resources is to sanction legally valid
private property rights and allow owners to limit or sell access to
resources. For example, the common grazing field could be given or
sold into private hands and access limited by a fence. Private prop-
erty rights give owners the incentive to stop the resource from
being overused and to manage it in a way that maintains or in-
creases its value. Private timber companies in the United States re-
plant their lands to maintain forested areas. On the other hand,
timber companies in some developing countries hold only short-
term logging concessions on government-owned land and have little
incentive to replant or otherwise sustain forest resources.

Not all natural resources lend themselves to ordinary boundaries
and fences. It is difficult to assign ownership of the atmosphere as
a storage space for waste products. One way to address this prob-
lem is to have the government create a special kind of property
right—the right to use the resource—and then to allow holders of
the right to sell it like any other property.
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A familiar example of a government-issued right to use a re-
source is a deer hunting license that permits the licenseholder to
hunt and kill a specified number of deer. However, hunting li-
censes cannot be traded or transferred. If a hunter wishes to kill
more deer than the license allows, he or she cannot legally buy the
licenses from other hunters and in that way gain the right to kill
more deer.

Making permits tradable (allowing them to be bought and sold) is
critical to ensure that the resource is used in an economically effi-
cient way. People who attach a low value to using the resource will
sell their right to use it to those who attach a relatively high value
to use of the resource. The 1990 Clean Air Act Amendments, for
example, use tradable permits in order to lower the cost of reduc-
ing pollution. The law sets yearly caps on sulfur dioxide emissions
from electric utilities. Over time, the caps will be lowered, so that
by the year 2000 these emissions will be about one-half of their
1990 levels. Plants receive permits each year for the amount of
sulfur dioxide that may legally be released. Since the cost of limit-
ing emissions may be much higher at some facilities than at others,
it is not economical to force each plant to reduce emissions by the
same amount. To deal with this, the law allows the permits to be
bought and sold. Plants that would find it expensive to reduce
emissions may be willing to pay a high price for the permits.
Plants that can reduce emissions relatively cheaply may be willing
to sell their permits. In this way, the market for permits reallo-
cates them so that those plants able to reduce pollution inexpen-
sively will reduce pollution the most. This system of tradable per-
mits is expected to save the economy an estimated $1 billion per
year, or about 15 to 25 percent of the cost of reducing pollution
without tradable permits. Box 5-3 describes another example.

PRICING OF GOVERNMENT-OWNED NATURAL
RESOURCES

Where privatizing a resource is not feasible, another solution to
the problem of market failure is for the government itself to hold
the resource on behalf of the public. Government ownership of a
resource is most appropriate when the resource has the character
of a public good (Box 5-4). Goods and services typically provided by
the government include armed forces and public fire departments.
The U.S. Government has purchased or created national parks
such as the Grand Canyon. These are public goods that can be used
and enjoyed by many people at the same time. As noted earlier,
the private market may fail to provide the optimal quantity of
public goods as potential users wait for others to make the invest-
ment. To an increasing extent, the government has adopted this
prescription. Under this Administration, funds for State land and
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Box 5-3.—Government Creates a Market for Fishing Rights

There is no practical way to establish ownership rights of
ocean fish stocks. Traditionally, fish have been free for the
taking—a common pool resource. Theory teaches that such un-
derpricing leads to overconsumption. In the halibut fisheries
off Alaska, fishing fleets caught so many halibut that the sur-
vival of the stock was threatened. No single fishing boat had
an incentive to harvest fewer fish since the impact on ifs own
future catch would be minimal and others would only increase
their take. This is an example of what is known as “the trage-
dy of the commons.”

Officials tried limiting the length of the fishing season. But
this effort only encouraged new capital investment such as
larger and faster boats with more  effective (and expensive)
fishing equipment. In order to control the number of fish
caught, the season was shortened in some areas from 4 months
to 2 days by the early 1990s. Most of the halibut caught had to
be frozen rather than marketed fresh, and halibut caught out
of season had to be discarded.

In late 1992, the Federal Government proposed a new ap-
proach: assigning each fisherman a permit to catch a certain
number of fish. The total number of fish for which permits are
issued will reflect scientific estimates of the number of fish
that can be caught without endangering the survival of the
species. Also, the permits will be transferable—they can be
bought and sold. By making the permits transferable, the
system in effect creates a market where one did not exist pre-
viously. The proposed system will encourage the most profita-
ble and efficient boats to operate at full capacity by buying
permits from less successful boats, ensuring a fishing fleet that
uses labor and equipment efficiently. Moreover, the transfera-
ble permits system establishes a market price for the opportu-
nity to fish—a price that better reflects the true social cost of
using this common resource.

water conservation were tripled, and 20 new national park units
and 57 new national wildlife refuges have been added or proposed.

The fact that the government owns certain resources does not

automatically guarantee that they will be allocated and used in the
best possible way. Prices charged for use of a resource significantly
affect the economic efficiency of that use. The appropriate price is
one where marginal social cost is equal to marginal social benefit.
Marginal costs are the expenses involved in providing an incremen-
tal unit of a resource, marginal benefits are the gains associated
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Box 5-4.—Forests as a Public Good

Government ownership of natural resources is sometimes in-
tended to help produce the public goods that private ownership
has failed to provide. A prime example is the recent reform of
government stewardship of forests. Many private forests are
harvested by logging companies through clearcutting, which
involves removing every tree on a plot of land and then re-
planting the land with seedlings. While clearcutting can be the
least costly way to produce timber for industrial uses, it does
detract from the scenic value of forestlands.

In 1992 the Administration adopted a new “ecosystem ap-
proach” for managing these federally owned forests which
phases out clearcutting as a standard timber harvest practice.
Instead, trees in Federal forests will be selectively harvested in
order to preserve the scenic value of the forests. The Forest
Service expects that the new policy will reduce clearcutting on
Federal lands by as much as 70 percent from 1988 levels while
reducing the volume of logs cut by only 10 percent or less. This
policy exemplifies the appropriate role of government, not as
an owner of commercial timberland, but as a protector of for-
ests as a public good.

with that additional unit. Social costs and benefits reflect the eco-
nomic impact on all members of society and include externalities
as well as direct economic effects. Box 5-5 discusses some difficul-
ties in measuring social costs and benefits.

Chronic Underpricing

The rights to use government-owned natural resources are often
sold at prices that fail to incorporate the full costs to society and
sometimes at prices that do not even cover management expenses
(Box 5-6). Nineteenth-century government policies set prices low to
encourage settlement and development of the West. Powerful local
constituencies have helped keep them low.

Timber from Federal forests has been sold at prices even lower
than the government’s cost of providing the timber—and without
incorporating possible externalities such as environmental damage.
Likewise, rights to graze on Federal lands are sold at prices that
fail to cover administrative costs.

Drawbacks of Underpricing

Whether or not it was warranted in the past, underpricing the
right to use natural resources today can create budgetary, econom-
ic, and environmental problems. On the first point, the budgetary
consequences are readily apparent: When the government sells nat-
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_ the value peopie put on scenic beauty, economlsts may meas-

~ ure the effect of scenic beauty on actual real estate prices. The_"*
‘value that people put on a park may be reflected in the

~ amount of time and money that they spend to visit and use it.

The contmgent valuation method (CVM) uses public opinion
surveys. A polltaker asks people to estimate the amount they
would be willing to pay to maintain or create a certain public
good or the amount they would require to compensate for its
loss. Advocates of the CVM argue that it can generate reliable
estimates of value in cases where it is impossible to make in-
ferences from actual markets or behavior, and in principle, it
takes into account the fact that some people value a good more
highly than others do.

However, the CVM also has generated considerable criticism.
For example, those surveyed do not actually have to pay the
amount they report, a factor that can lead to overstatements.
Responses are sensitive to the way questions are posed. (In one
case, the estimated value of protection from oil spills changed
by a factor of 300 when polltakers asked additional questions
before eliciting this value.) CVM results can be inconsistent.
(For example, one CVM study showed that people were willing
to pay more money to clean up small oilspills than to clean up
both small and large spills.) In many cases CVM results cannot
be verified except by another CVM study.

These problems are exacerbated when the CVM is used to es-
timate the value of goods that are abstract, symbolic, or diffi-
cult to comprehend. One study showed that if the CVM were
used to estimate the value of saving whooping cranes from ex-
tinction, resulting estimates might be as high as $37 billion per
year (more than the Federal Government spends each year on
education and Head Start programs). Finally, even if all the
problems of the CVM could be resolved, care must be taken to
ensure that it is not used to analyze policy in a one-sided way.
For example, a proposed program to protect whooping cranes
might put people out of work. The $37 billion figure could be
cited by those who claim that the benefits of the program
exceed its costs. But opponents of that view could undertake a
CVM study of their own asking people how much they would
be willing to pay to protect these jobs.
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Box 5-6 ——Reform of Cahfomia Water

One highly pubhclzed example of govemment underprlcmg
of natural resources has been California water. Forty-year con-
tracts signed in the 1940s and 1950s guaranteed California
farmers water from Federal projects at prices of about $3 per
acre-foot, even though the government’s current cost to supply
that water is often about ten times that amount. Cities and in-
dustries that need water cannot obtain it from farmers because
archaic legal restrictions block the development of water mar-
kets.

The Reclamatlon Projects Authorization and Adjustment Act
of 1992 was signed by the President, despite his concern over
certain aspects of the bill, in large part because it encouraged
more market-oriented pricing of Federal water in California.
The act allows those receiving water from the Federal Central
Valley Project to pay low subsidized prices for the first 90 per-
cent but increases the price for the last 10 percent, so that the
price for the final units used will more closely reflect the full
costs of providing the water.

The act also allows recipients of Federal water to sell their
water rights. In this way, water can be shifted from relatively
low-value agricultural use to relatively high-value municipal or
industrial use. The high value of water to urban users is indi-
cated by the fact that, in 1991, the California State Water
Bank sold nearly 400,000 acre-feet of State water to cities and
industrial users at a price of $175 per acre-foot.

ural resources below their market value, the taxpayer is subsidiz-
ing those uses. Under the 1872 Mining Law, mining companies are
able to buy land from the Federal Government for $2.50-$5.00 per
acre and then resell the land at market prices. In one extreme ex-
ample, the government sold 17,000 acres of land for $42,500. Weeks
later, these lands were resold to major oil companies for $37 mil-
lion.

Second, underpricing diverts resources from uses that would ben-
efit society the most to less valuable tasks. In California, cities and
industries are often willing to pay substantially more than farmers
for water, demonstrating the high value water can have. But low-
priced Federal water is often used to grow crops such as alfalfa—a
crop fed to dairy cattle—in effect subsidizing the preduction of
milk which has been in oversupply and is already subsidized by
Federal support programs. Letting farmers transfer water from
low-value agricultural uses to high-value uses could generate sub-
stantial economic gains for farmers and nonfarmers alike.
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Third, when underpricing leads to overuse, the environment may
suffer. For example, if the government underprices grazing rights
on federally owned land, overgrazing may lead to soil erosion. Pric-
ing the right to use government-owned natural resources to reflect
actual social costs and benefits could help the environment as well
as improve economic performance.

REFORMING PUBLIC RESOURCE POLICY

Given the chronic problems of government ownership of natural
resources, what practical steps can be taken toward developing a
better system? As mentioned above, in some cases, government-
owned natural resources can be “privatized”’—given or sold to pri-
vate individuals. Once in private hands, access to the resource
would be priced by the market ensuring more efficient allocation
and reducing overconsumption. From the standpoint of economic
efficiency, the decision to give away the natural resource or to sell
it is not important. Even if the government gives away the re-
source to someone who cannot use it efficiently, efficient users will
make attractive offers to buy it from the initial recipients.

For the same reasons, the issue of who becomes the initial owner
of the resource is also unimportant in terms of economic efficiency.
However, it may be of critical importance in determining the politi-
cal viability of privatization. If government-owned resources are
sold rather than given away to those now using them, the present
users may form a powerful group blocking privatization. On the
other hand, sales bring in government revenues which could be
used to pursue other objectives.

In cases where using a natural resource involves significant ex-
ternalities, however, putting it in the hands of private owners will
not solve the problem of market failure, since the prices private
owners charge would reflect private costs and benefits rather than
social costs and benefits. But government ownership is not the only
way to deal with externalities. The actions of private owners can be
regulated by laws such as those that make people liable for dam-
ages if they cause hillside erosion. Externalities can also be incor-
porated in private market decisions through taxes and subsidies,
fines and fees, or other government action.

When natural resources remain in government hands, prices
charged for access to these resources ought to reflect, to the fullest
extent possible, the actual costs and externalities associated with
using the resource. This policy can be implemented in any of three
ways. First, when the appropriate price can be calculated, the gov-
ernment can set the selling price at that level. Second, when the
market price is unknown, the government can auction rights to use
the resource, allowing the auction to determine the market price.
Third, the government can give away or sell at low prices the right
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to use the resource, and allow that right to be bought and sold. In
this last case, the market for transferable rights will set prices and
dictate the appropriate use.

SUMMARY

¢ Markets for natural resources are sometimes characterized by
imperfections, either when the resource is a public good or
when the use of the resource involves externalities.

* Sometimes the market imperfection can be eliminated by as-
signing property rights. One way to define these property
rights is by creating tradable permits to use the resource.

* When the government retains ownership of a resource, access
to that resource should be priced to reflect social costs and ben-
efits. :

RISKS TO HEALTH, SAFETY, AND THE
ENVIRONMENT

Life involves risks as well as opportunities. Disease, crime, and
car accidents are well-known risks; every week seems to bring
claims of new kinds of risks, such as food contamination, toxic sub-
stances, and global climate change. Yet creating a truly zero-risk
society would be impossible. And it would be undesirable, not only
because such a goal would be prohibitively costly but also because
people often decide that some risks are worth taking—such as test-
ing new technologies, using the fastest mode of travel to save time,
or even playing school sports.

Nevertheless, the risk of premature death and injury has in fact
declined steadily over the long term as society has become richer
and more technically advanced. In the short term, many risks can
be reduced, but only at a cost; for example, cars built to withstand
crashes will cost more than similar cars lacking such reinforce-
ments. People often decide that avoiding risk is worth the cost:
they buy insurance, join health clubs, install car alarms, and take
detours to avoid dark alleys.

Amidst the myriad public choices about risk, the government
often acts to reduce risks. It tests and sets safety standards for
foods, drugs, automobiles, factories, and chemicals. It also plays an
active role in providing information about risk, and in regulating
behavior that may impose risks on others or on the environment.

RISK IN PERSPECTIVE

People commonly believe that contemporary life presents more
risks than the “simpler” times of the past. Certainly some types of
new technological risks exist today that did not in earlier eras. But
it bears recalling that in the “good old days” standards of living

212

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



Digitized for FRASER
http://fraser.stlouisfed.org/

were lower, nutrition and health care were poorer, workdays were
longer and more dangerous, and food and water supplies were less
safe and reliable than they are today.

In fact the risk of premature death and injury is lower in modern
industrial society than in earlier and less technologically advanced
societies. Average life expectancy at birth, the most salient indica-
tor of overall risk, has improved in the United States from 47 years
in 1900 to 75 years in 1990. In most poorer, less industrialized coun-
tries life expectancy is increasing but is only about 55 years. Other
indicators of risk are also improving: The life expectancy of an
American at age 65 increased by 45 percent between 1900 and 1990.
American infant mortality rates fell 81 percent between 1940 and
1990 to under 1 percent of live births; in low-income countries the
infant mortality rate is as high as 10 percent. Since 1945, a per-
son’s risk of being killed on the job has fallen by more than 70 per-
cent. In 1900, infectious diseases (mainly tuberculosis, pneumonia,
diarrhea, and enteritis) were the leading causes of death in the
United States, accounting for 30 percent of all fatalities in that
year; today they cause about 5 percent, although the growing crisis
of AIDS (acquired immune deficiency syndrome)—and associated
resurgence of pneumonia and tuberculosis—is cause for national
and international concern. Today cancer, heart disease, and strokes
are the leading causes of death in the United States, together ac-
counting for about two-thirds of all fatalities.

To be sure, the risk to Americans of certain new types of acci-
dents has increased over time; after all, no Americans died in air-
plane crashes in 1900. But even new types of risk have been re-
duced as technology and operations have improved. A person’s risk
of dying in an automobile accident has declined over 30 percent
since 1970. Furthermore, the increasing ability of science to detect
ever-smaller potential risks may cause people to perceive an in-
crease in risk.

Health risks associated with environmental pollution have also
declined. Between 1970 and 1989, air pollution decreased signifi-
cantly: particulates fell 61 percent, sulfur oxides 26 percent, carbon
monoxide 40 percent, and volatile organic compounds 31 percent.
As lead was phased out of gasoline over this period, lead emissions
dropped 96 percent. Industrial discharges of key water pollutants
also declined over 90 percent between the mid-1970s and mid-1980s.
Though difficult to quantify, the health benefits of reducing pollut-
ant emissions can be significant. For example, substantial evidence
suggests that elevated levels of lead in children’s blood cause last-
ing neurological damage, impairing 1Q, productivity, and quality of
life and increasing expenses for remedial education and treatment.

Today cancer causes about a quarter of American fatalities, but
experts estimate that envirenmental pollution accounts for only
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1-5 percent of all cancer deaths. Occupational exposure is estimated
to account for another 2-8 percent, and food additives (which in
some cases actually protect against cancer) for -5 to 2 percent.
Smoking and other behavioral factors make much larger contribu-
tions to cancer.

Cancer is a less common cause of death in poorer countries,
where food spoilage, diseases borne by drinking water, and infant
mortality take their toll long before cancer can develop. Similarly,
within the United States, residents of low-income neighborhoods
are more likely to face high rates of crime and infant mortality,
and to have high levels of lead in their blood.

RISK IN THE MARKETPLACE

Every day, people make decisions about taking or avoiding risks.
Like other aspects of the quality of goods and services, riskiness is
a product feature that people evaluate when making transactions
in the marketplace. People can choose products and jobs with vary-
ing characteristics, including riskiness. People buy child car seats,
fire extinguishers, and reinforced locks. Today consumers are more
interested than ever in automotive safety features such as airbags
and antilock brakes, and manufacturers are responding to these
market demands.

Market prices for goods and services thus reflect people’s prefer-
ences about risk-taking, the information they have about risks, and
the freedom they have to accept or avoid risks. When people are
well informed and can make their own decisions about risk-taking,
market prices will send signals that guide producers and consum-
ers to provide and consume the socially desired amount of safety.
When people do not have sufficient information and choice, social
systems may develop that help people learn about and manage
risk. Government policy is one such social risk-management
system, but not the only one. Others include norms of behavior, in-
surance markets, and the system of tort (wrongful injury) liability
operated by the courts.

Personal behavior probably has the most pervasive influence on
the risks people face. People learn to drive defensively, look both
ways before crossing the street, lock their doors, and wash their
hands before eating. Many norms of behavior also help protect
others in the community, such as covering one’s mouth while
coughing. Meanwhile, the risks that people willingly face—and
could choose to avoid—are often much larger than the risks that
people worry about being obliged to endure. Of those who regularly
drive or ride in automobiles, about 2 out of every 10,000 die in car
accidents each year, for a total of about 45,000 deaths annually. By
comparison, for those who live near municipal solid waste landfills,
the mortality risk is substantially less than 1 in 1,000,000 and may
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be far lower—a minute fraction of the risk of automobile travel,
and a risk that shows up (if at all) only decades later in life.

In competitive labor markets, as Adam Smith pointed out in
1776, employers trying to attract workers will offer wage increases
to offset undesirable job characteristics. Because most workers are
less willing to take a more dangerous job, employers have to offer
higher wages to attract workers to riskier jobs. The increase in
wages paid to compensate for the added risk is called a “risk pre-
mium.” Studies show that workers in many occupations earn signif-
icant risk premiums. Because workers vary in their aversion to
bearing risk, the wage premium for a given amount of risk also
varies. Evidence suggests that most workers accepting a job with
an additional annual fatality risk of about 1 in 10,000 would earn
some $300 to $700 (in 1990 dollars) more than they would in a simi-
lar job without the additional risk. Workers who are significantly
less averse to bearing risk (such as those who seek jobs in especial-
ly risky occupations, like mining) tend to accept lower wage premi-
ums for the same incremental increase in risk. These risk premi-
ums not only compensate workers for their willingness to bear risk,
but also encourage employers to reduce risk. An employer who can
eliminate a risk at less than the cost of the premium the risk adds
to wages has an incentive to invest in greater workplace safety.
This incentive is significant: The extra wages that employers pay
to compensate for risk currently total over $100 billion per year.

The fact that workers receive risk premiums for facing risk does
not, of course, guarantee that the amount of these premiums repre-
sents the appropriate compensation or safety incentive. When people
do not have enough information about risks, or when they cannot
act freely on that information (such as when they cannot relocate
to seek a new job), they may earn risk premiums that under- or
overcompensate them for risk. Coal miners may be earning lower
risk premiums because they are less mobile, not because they are
more willing to accept risk. In situations where the perceived risk
of an activity is less than the true risk—for instance, when a ma-
chine has an undisclosed defect or a substance is more toxic than
believed—wage risk premiums probably do not fully compensate
workers for the risk. Conversely, when the perceived risk of an ac-
tivity is great but the true risk is small, market transactions may
overcompensate for risk.

THE ROLE OF GOVERNMENT: PROVIDING
INFORMATION AND REGULATING RISK

People’s actions can create risks for others, yet in some circum-
stances the marketplace does not provide efficient price signals
that encourage the socially desired amount of risk avoidance. Gov-
ernment can help people deal with risks by improving the way
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markets operate. When markets fail to offer people the information
and choice needed to understand and avoid or accept risks, the gov-
ernment can intervene to assess and manage risks. But the govern-
ment can fail, too, and its intervention is only justified where it
does more good than harm—where its social benefits exceed its
social costs.

First, the government can try to improve the information about
risk available to people in the marketplace. Information about
risks may be inadequate because market participants do not have
an incentive to collect, distribute, or analyze it. Rules that govern-
ment has developed to increase awareness of risks include those re-
quiring labels on foods, electrical appliances, and other consumer
products, as well as the Occupational Safety and Health Adminis-
tration (OSHA) Hazard Communication Rule that requires employ-
ers to inform employees about chemical hazards in the workplace.
But government efforts to mandate information can be expensive
and confusing, or can omit important information; in some cases
informational mandates can even discourage innovation of better
products. Extensive requirements for food labeling, for example,
could overload consumers with extra information that obscures the
most important nutritional facts, and could even keep some health-
ier food products off the market. Reports on toxic materials re-
leased by factories, which are required by community right-to-know
laws, often present only the total weight of each chemical dis-
charged and do not differentiate chemicals by degree of toxicity,
potentially misleading people about the risks posed.

Second, the government can regulate risk by managiig and lim-
iting the choices open to individuals. As noted earlier in this chap-
ter, government intervention may be warranted when private
transactions fail to take account of “‘external costs”’ imposed on so-
ciety by pollution and other activities. Government regulation
might also be warranted when the information on which a risk de-
cision must be based is so complex that the people affected do not
have the time to invest in understanding and acting upon it. Imag-
ine trying to decide whether to board an airplane based on a risk
information label posted on the fuselage. Hence the government
evaluates the risks of complex machinery, medicines, and toxic sub-
stances, and sets safety standards for their production and use.
Again, poorly chosen or designed government regulations can be
expensive and can fail to reduce risk; they may even do more harm
than good.

Risk Assessment

To provide accurate information to the public and to develop ap-
propriate regulations, the government must first identify and
evaluate risks. “Risk assessment’ has become a widespread govern-
ment function, performed by agencies such as the Food and Drug

216

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



Digitized for FRASER

Administration (FDA), the EPA, and OSHA. It plays a pivotal role
both in government regulatory decisions and in choices made by in-
dividuals and businesses. Accurate risk assessment is a necessary
element of setting intelligent priorities and taking effective action
to improve people’s health and safety.

Risk assessment is supposed to be a scientific, policy-neutral, reli-
able, and accurate method of obtaining information on risks. Un-
fortunately, the scientific credibility of government risk assessment
has been undermined by embedded policy judgments. Faced with in-
complete information and pressure to deliver simplified findings
that support the goals of agency regulators, government risk asses-
sors have developed methods that incorporate policy-based assump-
tions and methods. Instead of providing complete and accurate in-
formation, risk assessments present filtered estimates that are
tilted toward particular results. These embedded policy choices bias
government risk estimates away from true risk estimates, distort-
ing decisions made by both the public and government agencies.

First, embedded policy judgments have encumbered the govern-
ment’s efforts to identify whether a substance or activity poses a
risk. Government assessments of health risks have tended to focus
almost exclusively on cancer, overemphasizing environmental
cancer risks but overlocking other dangers, such as reproductive
and neurological toxicity. Government risk assessors typically
assume that if high-level exposure to a substance causes cancer,
then any minimal exposure will pose a risk of cancer, even where
available evidence does not show harm below low doses. And re-
searchers are required to use a classification system that simplifies
descriptions of test results, forcing important differences between
the physiology of laboratory animals and that of human beings to
be ignored. For example, gasoline vapors have been classified as a
human carcinogen because male rats exposed to these vapors in
the laboratory developed liver tumors, even though the researchers
knew that the mechanism that triggered these tumors does not
occur in humans.

Second, embedded policy choices also bias the government’s as-
sessment of the number of people actually exposed to a risk. Most
risk assessments do not analyze real data about exposure to real
people; instead, they hypothesize a “maximum exposed individual”
who breathes or ingests the most concentrated emissions 24 hours
a day for every day of a 70-year lifespan. Examples bordering on
the absurd are not uncommon. To determine the potential risk of
hazardous waste disposal sites, government risk assessors assume
that hypothetical children will unerringly locate the most contami-
nated spot on the site, dig through a five-foot clay cap and two
plastic liners to reach the most toxic dirt, and ingest 200 milli-
grams every day for 350 days a year (even in towns where the
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ground is frozen and snow-covered many months a year). Until re-
cently, EPA risk assessors assumed that the level of pesticide resi-
due on food was the maximum level permitted to be applied at the
farm, even though the permitted level at the farm is hundreds to
many thousands of times higher than the actual level of residue
found at the supermarket.

The Impact of Skewed Risk Assessments on Decisions

Inaccurate and biased risk assessments do not help protect
people. On the contrary, when skewed risk assessments are used to
guide regulatory policy, they distort the government’s effort to
manage risks in ways that make regulation both more expensive
and less protective. They lead to excessive regulation that imposes
costs on society in lost use of products or the higher cost of substi-
tutes. And they cause regulators to pay too much attention to low
risks and not enough to high risks.

Even apart from biasing regulation, skewed risk assessments can
have important negative consequences. Mixing policy with scientif-
ic risk assessment undercuts the credibility of risk estimates. In-
consistent risk assessment methods used by different agencies also
erode their credibility. Reports implying that all chemicals pose
high cancer risks can perpetuate exaggerated public fears. When
reported risks are not put into the perspective of everyday experi-
ence, the public can be frightened away from substances that in
fact pose very small risk.

Ironically, this fear may actually raise risks—increasing mortali-
ty and suffering—if inaccurate risk estimates mislead people into
ignoring the risks or eschewing useful products. A particularly
tragic example may have occurred recently in Peru when the gov-
ernment reduced the chlorination of its drinking water, apparently
relying in part on a study reporting that chlorination of U.S. drink-
ing water could increase the risk of cancer. Yet in Peru, water-
borne disease may be far more important than minute cancer risks;
the ensuing cholera outbreak killed nearly 4,000 people and afflict-
ed almost 400,000 more. '

Risk Management

If reliable information is available about the real risk posed by a
given substance, what should the government do? In many cases
the best answer is nothing, because the market will incorporate the
information and provide appropriate incentives for safety. As noted
above, government does have a role in addressing “externalities,”
as long as appropriate government action will do more good than
harm.

The primary issue in shaping government risk management is
the degree to which risk-causing activity should be restricted. De-
termining when the incremental cost of reducing risk begins to
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equal and then exceed the incremental benefit is often a difficult
analytic task. With limited social resources to spend on reducing
risk, weighing the costs and benefits of policy choices is not only
inevitable: it is the daily challenge of good government. For exam-
ple, experts have pointed out that if the entire U.S. national
income were somehow devoted to preventing all of the 95,000 or so
accident fatalities that are occurring every year, about $60 million
could be spent per accident. Yet such a program would address
only about 4 percent of the yearly death toll in America, with no
funds left to address cancer or homicide, to say nothing of other
social imperatives like food, housing, education, and national de-
fense.

A frequent objection to cost-benefit analysis is that some benefits
can be difficult to quantify. For example, it may be hard to meas-
ure in dollar terms the benefits of disease prevention or visibility
across a national park. Some costs of regulation are also hard to
quantify, such as the effect of a rule on future technological inno-
vation. The solution to these difficulties, however, is not to give up
on rational balancing of costs and benefits. It is often useful to
produce a reliable estimate of the range within which costs and
benefits fall, since the alternative is to make a subjective and un-
substantiated judgment. The real question is whether it makes
sense to invest in improving our ability to measure costs and bene-
fits—an investment which could end up costing society less than
omitting important costs or benefits from regulatory decisions.

Federal agencies now routinely conduct cost-benefit analyses of
policy proposals. Executive Order 12291, issued in 1981, requires
agencies to analyze the costs and benefits of proposals for major
regulations and to submit those analyses to an office of regulatory
review, which examines the calculations and suggests possible al-
ternative approaches.

Even with expert cost-benefit analysis, it is not easy to determine
the proper level of government risk management. Yet we can be
fairly sure that there are substantial problems with existing ap-
proaches. First, some laws prevent agencies from considering costs
and benefits in making regulatory decisions. For example, parts of
the 1977 Clean Air Act required companies to install equipment
that reduced pollution by the maximum possible amount, no
matter how small the benefits of the marginal reduction in pollu-
tion might be or how much the extra equipment might cost. The
Delaney Clause of the Food, Drug, and Cosmetic Act requires the
FDA to ban any food additive that is found to induce cancer in
humans or animals, not matter how trivial the risk or how sub-
stantial the benefits of the substance; in 1992 a Federal court reaf-
firmed the rigidity of this rule. Moreover, the stringency of such
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rules only increases as scientific ability to measure minute risks
sharpens.

Second, some laws and rules set priorities that do not correspond
to real risks. Money spent on programs that make little difference
in risk is money no longer available for programs that are more
effective in reducing risks. For example, hundreds of billions of dol-
lars will be spent to clean up waste disposal sites, which experts
have consistently ranked near the bottom of the environmental
risks facing Americans, while much less money is dedicated to com-
bating the greater risk of childhood exposure to lead in paint and
soil in the inner city. Moreover, the costs of regulation can them-
selves increase health risks, by reducing the income of workers and
consumers.

The costs and benefits of a risk management policy depend in
part on the regulatory instrument or tool chosen to implement that
policy. Given a defined goal for risk reduction, policy tools should
be selected that minimize the cost of achieving that goal. On the
other hand, given a fixed budget for reducing risk, policy tools
should be selected that maximize the risk reduction achieved with
those resources. These are the two sides of the cost-effectiveness of
policy tools.

The “cost” side of cost-effectiveness has been heavily studied.
The central conclusion is that the cost of achieving a given reg-
ulatory goal can be significantly reduced by harnessing marketplace
incentives to achieve that goal rather than by dictating specific con-
duct or technologies. Risk management in the United States has
often employed command-and-control regulations that compel busi-
nesses to install particular pollution control or workplace safety
technologies. Today policymakers are increasingly using market-
based regulatory tools, such as fees and tradable allowances, that
focus on outcomes rather than methods. These tools set perform-
ance objectives and then allow industry the flexibility to achieve
results at least cost, thus allocating control efforts to the least
costly sources and providing an economic incentive to seek continu-
ous improvements. Market-based tools have been applied to phase
down lead in gasoline, phase out ozone-depleting chlorofluorocar-
bons, and limit urban air pollution. Market-based incentive tools
can achieve environmental goals at substantial cost savings com-
pared to command-and-control tools. Studies estimate these cost
savings at 10 to 50 percent or more, even 90 percent in some cases.

The “effectiveness” side of cost-effectiveness has received less
analytic attention, but is equally important. Rules aimed at reduc-
ing risk can often miss their targets. Increasingly critical attention
is being paid to the standard assumption that regulations will suc-
cessfully eliminate the problem they address, even in cases in
which the regulated industry is in compliance. For example, stud-
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ies show that even though employers comply with OSHA safety
standards, injury rates are barely affected because OSHA’s detailed
standards for physical design of the workplace do not address the
actual underlying causes of most injuries. In contrast, the workers’
compensation insurance system simply charges employers insur-
ance premiums tied to the safety record at the workplace. Because
fewer injuries mean lower insurance payments, employers invest in
safety improvements that address the causes of injury at each
workplace. Although concerns about instances of abuse and mis-
management of workers’ compensation have arisen recently, in
general its incentive-based feature is estimated to have reduced
workplace fatalities nationwide by some 20-30 percent.

The effectiveness of some regulations is undercut by “risk trade-
offs.” Some regulations aimed at reducing a “target” risk inadvert-
ently promote increases in “nontarget” risks.

¢ Because environmental laws focus on air, water, waste, and
workplace pollution separately, in some cases they may only
shift pollution from one of these “media” (such as air) to
others (such as water or the workplace). Scrubbers to remove
sulfur from air emissions, for example, generate sludge that
must be disposed of in some other way.

¢ Ethylene dibromide (EDB), once a widely used pesticide, has
been barred because regulators determined that it poses a
small cancer risk. Yet this pesticide kills a mold on peanuts
that harbors natural aflatoxins. The estimated human cancer
risk from the aflatoxin in one peanut putter sandwich is about
75 times greater than a full day’s dietary risk from EDB expo-
sure. Focusing on the pesticide’s risk alone, instead of on the
net risk of the consumed food, may induce a net increase in
overall cancer risk.

* Immediate removal of asbestos from schools to protect occu-
pants many years in the future could stir up asbestos fibers
that pose an increased risk to both the workers removing the
material and the children occupying the school today.

A different type of “risk tradeoff” occurs when regulation aimed
at one risk only causes consumers to switch to riskier products or
activities.

* Rules requiring higher gas mileage in cars have saved fuel but
encouraged consumers to purchase smaller, lighter vehicles
that have higher fatality rates in crashes.

* Laws that place more restrictions on new facilities or products
than on old ones create an incentive against innovation, en-
couraging people to keep existing high-risk plants and products
in use longer, with a potential net increase in risk.
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¢ Rules requiring parents to purchase separate airplane seats for
infants could encourage the parents to travel by car instead,
increasing the net risk of injury to the child.

IMPROVING GOVERNMENT EFFORTS TO ADDRESS
RISK

By exaggerating some risks and using cumbersome regulatory
tools, the current government approach to risk assessment and man-
agement provides far less protection of the public and the environ-
ment than it could for the resources it expends. The Administration
has supported several efforts to improve risk assessment and man-
agement. The overriding goal is to save more lives and better pro-
tect the environment by improving our ability to identify the most
important risks and to reduce them cost-effectively.

First, the Administration has sought to disentangle the scientific
role of risk assessment from the policy role of risk management. In
1992 the EPA issued new “Risk Characterization” guidelines re-
quiring that all assumptions and methods embedded in risk assess-
ments be disclosed in full. These guidelines are a positive step
toward credible and accurate risk assessment that should be force-
fully implemented. Risk assessments need to examine not extreme
hypothetical cases but the real physiological risks to which real
people are exposed. In the case of pesticide residues on food, the
EPA has begun to test real supermarket residue levels instead of
assuming maximum permitted farm levels. Consideration should be
given to creating an independent scientific office to review agency
risk assessments, analogous to (but clearly separate from) the
review of agency risk management proposals currently conducted
by the Office of Management and Budget. Such a review process
would improve interagency consistency as well as the accuracy,
neutrality, and credibility of risk assessments.

Second, the Administration has emphasized the need to direct so-
clety’s resources to their best uses. The Administration has insisted
on cost-benefit review of regulations under Executive Order 12291,
and is strengthening this process via the regulatory reform initia-
tive discussed earlier. These efforts would be enhanced by automat-
ic “sunset” provisions requiring that regulations be reviewed peri-
odically to determine which have outlived their usefulness and can
be removed. In 1992 the President extended the cost-benefit analy-
sis requirement to proposals for legislation; surprisingly, agencies
had not been routinely evaluacing the costs and benefits of their
legislative proposals, and the Congress still does not. And the Ad-
ministration has worked to base legislation, regulations and the
federal budget on the orinciple that priorities address major rather
than minor risks.
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Further, the problem of “risk tradeoffs” is not inscluble. Broader
and more thorough cost-benefit analyses, taking into account non-
target risks, can help identify potential risk tradeoffs. Cost-benefit
analyses should also be performed by experts independent of the
regulatory process who are not subject to pressure from affected
constituencies. To address the problem of cross-media shifts in pol-
lution, the EPA is now moving toward a more integrated multime-
dia regulatory approach that addresses air, water, and land pollu-
tion in concert. A potential solution to the problem of regulations
that disproportionately burden new facilities and products is the
use of new source offsets, such as the provisions in the EPA’s
urban air pollution rules, which allow new sources to operate as
long as they obtain emissions reductions at existing plants equal to
or larger than the new emissions they would contribute. More gen-
erally, statutes and rules should direct agencies to prevent “unrea-
sonable risk,” rather than mandating reductions in narrow catego-
ries of risk or use of specific technological fixes. By incorporating
this principle, the Administration’s 1992 policy on the oversight of
biotechnology products will help ensure that biotechnology is used
safely to produce better drugs, better pest control systems, and an
improved food supply, without stifling a promising new technology.

SUMMARY

* Facing risks is inevitable, but reducing risk is costly. Some
risks can be worth taking because of their significant benefits.
Most risks are addressed by human behavior and by market
functions such as insurance and compensating risk premiums.

* Government risk assessment activities need to be improved by
disclosing embedded assumptions and incorporating more accu-
rate risk assessment methods.

e The government should intervene to address risks when the
benefits of government action exceed the costs. Government
risk management policies should employ cost-effective incen-
tive-based tools and should account for risk tradeoffs that may
undermine the effectiveness of policy efforts.

CONCLUSION

Millions of complex economic decisions are made every day: How
many soybeans should be produced, and how many ball bearings?
How much labor and how much equipment should be used to
produce these products? How much should a person be paid for a
given job? The U.S. economy relies on the market system for an-
swers to these questions. Markets constitute an extraordinarily ef-
fective system for processing information on consumer demand, the
scarcity of resources, and methods of production. The market
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system also allows people to make free economic choices. At times,
however, markets may not perform well because of externalities,
failures in the availability of information, or because they are in-
clined toward natural monopoly. While government intervention in
such markets may be justified in these limited cases, government
attempts to improve performance in these markets can create un-
intended consequences. Government regulation should be undertak-
en only when there is a strong presumption that the benefits from
intervention exceed the costs, taking into account hidden costs such
as forgone innovation. This analysis should be conducted with the
understanding that regulation itself is imperfect and can reduce
the ability of firms to respond to changing conditions, including
new technologies. It is also important to recognize that government
regulation of risk is only one among many risk management sys-
tems, including norms of behavior, insurance, the marketplace
itself, and the tort system.

The President’s regulatory reform initiative has established a
governmentwide review of regulatory policy to ensure that existing
regulations are necessary and cost-effective. Market incentives are
now being used to achieve regulatory objectives such as pollution
control and more efficient energy markets. Reform of telecommuni-
cations regulation is benefiting consumers by lowering prices for
communications services and encouraging service innovations.
Similarly, in the financial services sector, regulatory reform has
been directed at reducing the cost of risk management and expand-
ing investment opportunities while continuing to preserve investor
protection and maintain market integrity. The government can
also use market incentives to prevent the overconsumption of natu-
ral resources by establishing property rights and by considering all
social costs when pricing government-owned resources.
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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
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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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’, A{:Box 6-1 -——-Global Climate Change and Future Genemtions

Could change on a global scale turn the world up51de 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 ahout 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 chmate
change are uncertdin, so are the economic estimates of losses
stemming from global warming. These costs and uncertainties
make policy decisions difficult. The best approach may be to
take low-cost actions to limit emissions now and to pursue re-
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 emlssmns, and funds $1.4 billion annually in research on

: jn the rest of the worId comb’ ed)
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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 SS.
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 Capital 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

235

.org/

Federal Reserve Bank of St. Louis



Digitized for FRASER
http://fraser.stlouisfed

cost of its inventories on the shelves and its building less an allow-
ance for depreciation) if a relocated highway bhas 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 indicaté 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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Chart 6-2 Household and National Private Wealth Per Capita

Household wealth is the value of all household assets less liabilities. National private
wealth is household wealth less net government debt.
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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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,a theory of on'the-,]ob 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 Enwronmen‘ : l Llablhty .

Amencan mdusthal actlmty in the postwax; penod left SIg) .
nificant " res:dual wastes in local disposal sites. In 1978 resi-
dents of Love Canal, New York, dlscovered wastes near their

children’s playground promptmg enactment of the 1980 “Su-

perfund” law requiring cleanup of all such sites. Cleanups,
which require 10 to i5 years per site are slated to contmue :
well after the year 2000.

_ The risks to health and. en\nronment 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 11ab111ty
(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 natlonal
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 cleanmg up these sites may be
lower than originally believed. The Environmental Protectlon
Agency’s ‘Science Advisory Board has ranked waste chsposal
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 enwrunmental risks to the next generation, such as lead
pomonmg m the inner city, or increasing other economic
assets, such as better schools, for the next generatlon ‘
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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.

e 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.
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Note: The primary deficit is the unified deficit less net interest.
Sources: Department of Commerce and Office of Management and Budget.

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-
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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.
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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-

248

org/

Federal Reserve Bank of St. Louis



Digitized for FRASER

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 capital to the United States between 1982 and 1990 permitted
both lower interest rates and mare investment than otherwise would have been possible.
Percent of GDP
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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 prc-
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 Traasfers and the Deficit

Even when considered in terms o7 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 In-rease. A policy change that does
not affect the budget deficit cen still shift large fiscal burdens
across generations. For example, a decision to expand medicare
benefits to include extended hoine 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
vear 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 payrell 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 1992 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 wounld be unatfected. but today’s senior citi-
zens would receive a significant benefit paid for by younger Ameri-
cans apd future generations. An alternative method of financing
increased medicare benefits might be to requive upper-income med-
icare beneficiaries to payv a larger percentage oi their own ex-
penses. Such a policy alzso would not affect the budget deficit, but it
would have dramatically different implications for younger Ameri-
cans and future generations.

Borrowing to Finance Investments for the Future. In some in-
stances, current spending benefits future generations because it fi-
natices a valuable investment. Some have argued that the defense
buildup of the 1980s should be credited not only with accelerating
the end of the Cold War and making the world a safer place, but
also with significantly reducing needed cutlays on national defense
for many years into the future. Similarly, investments such as the
construction of the interstate highway system provide future hene-
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 etfect 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
payroil taxes have declined over time.
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Note: Data show first-year benefits as percent of accrued taxes paid.
Source: Social Security Administration.

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 inuvest-
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

256

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



Digitized for FRASER

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-
vient 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-
ctssed in this chapter, however, -economists - and public pohcy

) analysts approprxately focus on the debt held by the pubhc

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 berefits Social Security pro-
vides. In particular, most forms of private saving offer incomplete
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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 reguired to pay a per-participant fee
in exchange for the PBGC’s guarantee on defined-benefit pen-
sion plans—those which promise retirees specific monthly pay-
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 daficit 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 ar 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 car 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
emplovers 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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consumptionn 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 tnvestors.

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.

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
$75, the difference between the sale price and the purchase
price. An investor in the 28-percent tax bracket would pay $21
in taxes on this gain.

Because of inflation since 1580, 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 (ITCs} for equipment have traditionally
been used to stimulate the economy and reduce the cost of capital.
By reducing the after-tax cosi 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
exaraple, 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‘f
income tax.

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 iikely 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 thie burden of corporate taxes. Inte-
grating the individual and corporate income tax systems can
do away with wasteful distortions of investment, organization-
al, and financal decisions.

CONCLUSION

[t would be difficult to gverstate 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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CHAPTER 7

Whither International Trade and
Finance?

THROUGHOUT HISTORY, international trade and finance have
been powerful engines of growth for the United States and the
world. International trade has benefited all countries; one country
does not capture the benefits of open trade at the expense of its
trading partners. A key part of the Administration’s economic
policy has been to work toward more open trade and investment
relationships through such initiatives as the North American Free
Trade Agreement (NAFTA) and the Uruguay Round of multilater-
al trade talks under the General Agreement on Tariffs and Trade
(GATT). Successful negotiations on NAFTA were completed in
1992, and progress has been made toward an agreement on the
long-lasting and complex Uruguay Round. In the area of interna-
tional finance, the Administration implemented the Brady Plan,
which worked to make it easier for developing countries to service
commercial bank debt, and the Enterprise for the Americas Initia-
tive (EAI), which supports investment and growth in the Western
Hemisphere.

International trade—the voluntary exchange of goods or services
across national boundaries—increases the well-being of all partici-
pants by promoting economic efficiency in a variety of ways. Inter-
national trade allows each country to concentrate on its most effi-
cient activities. Trade gives firms access to the large international
market, allowing them to increase output and lower their average
cost by taking advantage of scale economies. Access to world mar-
kets for raw materials, capital goods, and technology improves pro-
ductivity. Foreign competition forces domestic monopolies or oligop-
olies to lower prices, and imported goods provide consumers with
greater choice. Finally, a liberal trade regime can provide a better
climate for investment and innovation, raising the rate of economic
growth.

An expansion in opportunities for international trade has effects
similar to those of technological improvements: For the same
amount of inputs and resources, more output will be produced. On
the other hand, like technological change, more open international
trade may require economic adjustments. Just as the invention of
the transistor shifted production away from vacuum tubes, in-
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creased trade causes shifts in resources away from production of
commodities that compete with imports and toward production of
commodities exported from the country.

Open trade may be especially beneficial to the growth of the de-
veloping economies and the former Communist nations that have
smaller, less competitive markets and a greater need for invest-
ment and capital goods embodying modern technology. By creating
new competition, providing domestic producers with access to large
international markets, and improving the environment for invest-
ment, international trade can make a far greater contribution than
direct aid to economic development.

In general, international trade has grown much faster than
world production during the last 300 years. Most recently, between
1965 and 1990, inflation-adjusted merchandise exports grew by 439
percent, while world production rose 136 percent. The increase in
world trade is, in part, the result of GATT, which was created after
World War II to reduce tariffs and remove other nontariff barriers
to international trade. In seven rounds of GATT-sponsored multi-
lateral trade negotiations (the Uruguay Round is the eighth), coun-
tries have lowered tariff barriers and agreed on codes of conduct
for nontariff barriers. Trade among GATT members now accounts
for over 80 percent of world trade.

An important counterpart to an integrated global trade system is
a well-functioning international financial system for the transfer of
bonds, equities, short-term securities, and other assets among na-
tions. The international flow of capital takes various forms: Direct
foreign investment is the establishment of a business in a foreign
country; portfolio investment is the purchase of financial assets
such as corporate bonds or government securities; and direct lend-
ing is a similar form of capital inflow where a borrower promises
to repay a foreign lender.

The international financial system serves several important func-
tions. It provides traders with access to foreign exchange and
credit, expanding the scope for commercial transactions, and allows
nations to finance trade imbalances through private capital flows,
government borrowing and lending, or changes in reserves. Second,
the system of international finance encourages capital to move to
countries where it is more productive. Capital inflows can finance
domestic investment, and therefore enable a country to invest more
than it saves; as a consequence, the country imports more goods
and services than it exports (that is, it runs a trade deficit). Finally,
international finance allows investors to diversify their portfolios,
and thus reduce the risk of losses due to poor economic perform-
ance or political upheaval in individual countries.

Trade in currencies represents another facet of international fi-
nance. Because international trade typically involves two or more
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currencies, a smoothly functioning foreign exchange (or currency)
market—the market where currencies are exchanged for one an-
other—is important for efficiency in the international markets for
goods, services, and assets. An exchange rate—the price of one cur-
rency in terms of another—influences both international capital
flows and international trade by affecting the domestic prices of
foreign commodities and assets. Between the end of World War II
and the early 1970s, exchange rates were pegged—that is, main-
tained at particular values—in line with an agreement made short-
ly before the end of World War II, commonly called the Bretton
Woods Agreement. Subsequently, exchange-rate regimes with vary-
ing degrees of flexibility have evolved. How, and under what cir-
cumstances, exchange rates should be allowed to change has
become an important issue, especially within the European Com-
munity (EC), which reestablished pegged rates among most of its
national currencies in the late 1970s. The reluctance to realign ex-
change rates within the pegged rate system in the face of major
disturbances has played a role in the current sluggish growth and
recession in a number of countries in Europe. This has adversely
affected the EC’s trading partners by reducing demand for their ex-
ports.

Since World War 11, the growth of international trade has been
complemented by the rapid expansion of international capital
flows. As economies grow and become more integrated with the
world economy, they develop occasional trade surpluses or deficits
that are financed through capital flows. For example, in the wake
of World War II, Europe’s reconstruction needs far exceeded its
available savings, leading to large trade deficits for Europe and,
conversely, substantial U.S. trade surpluses coupled with capital
flows from the United States to Europe. Likewise, in the 1960s and
1970s, capital scarcity in many developing countries was reflected
in trade deficits and higher expected rates of return to investment
that attracted capital from industrialized countries.

In fact, the growth of international capital movements has
dwarfed the growth in trade. The stock of international bank loans,
for example, has grown from 5 percent of gross domestic product
(GDP) of countries in the Organization for Economic Cooperation
and Development (OECD) in 1973 to about 20 percent of OECD
GDP in 1991. Gross sales and purchases of U.S. long-term securities
by foreigners grew from $144 billion in 1978 to $5.6 trillion in 1991,
far outstripping the growth of world output and trade over this
period. Average daily turnover in U.S. markets for foreign curren-
cies is estimated at about $192 billion in 1992, more than a tenfold
increase from $18 billion in 1980.

The growth in international finance is the result not only of the
increase in international trade but also of improvements in tech-
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nology, financial innovations, and changes in regulatory environ-
ments. Technological improvements in communications and com-
puters have made international financial transactions faster,
easier, and cheaper, and now provide investors with up-to-the-
minute information on financial activity throughout the world. Im-
proved technology has also spurred development of new financial
products that require extensive processing of information to con-
struct and price accurately.

The regulatory environment affecting international capital flows
has become less restrictive since World War 11. During the 1950s,
for example, European countries removed laws restricting the ex-
change of domestic for foreign currency. By the end of 1992, mem-
bers of the EC had removed almost all their capital controls. The
liberalizationn of restrictions on capital flows provided significant
impetus to the development of an integrated global financial
market.

As an important example, the removal of external capital restric-
tions in Europe, along with other U.S. and European tax and regu-
latory policies, contributed to the creation in the 1950s and 1960s of
the Eurodollar markets in which banks outside the United States
accept deposits and make loans denominated in dollars. The Euro-
dollar markets have developed into “Eurocurrency’”’ markets with
transactions in other currencies in addition to dollars, and have ex-
panded throughout much of the globe. After the oil shocks of the
1970s, the Eurodollar markets played an important role in taking
deposits from oil-producing countries running trade surpluses and
lending those funds to oil-consuming nations requiring financing
for their trade deficits.

THE EVOLUTION OF EXCHANGE-RATE
ARRANGEMENTS

The past half century has been marked by a number of experi-
ments with different exchange-rate arrangements. Under the Bret-
ton Woods system, designed at the end of World War 11, currencies
of participating nations were pegged to the dollar and only occa-
sionally adjusted. Since this system was abandoned in the early
1970s, the exchange rates of the major industrialized countries
have generally “floated” against each other in response to market
forces. However, a number of European countries revived the
pegged exchange-rate system when they created the European
Monetary System (EMS) in 1975. Many developing countries peg
their currencies to the dollar or other stable currencies, and this is
considered a viable option for some of the economies of Eastern
Europe and the former Soviet Union as well.
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At the heart of the widespread experimentation with different
exchange-rate arrangements is the fact that no one arrangement—
be it a pegged-or a floating-rate system—is appropriate to all coun-
tries at all times and under all circumstances. Exchange-rate ar-
rangements may be classified according to how rigidly they fix ex-
change rates between currencies (Box 7-1). At one extreme, several
countries (or for that matter, regions within a country) share a
single currency, so that there is no actual exchange rate to change.
At the other extreme lies a system with freely floating exchange
rates, in which currency values are determined exclusively by
supply and demand. Pegged exchange rates represent an intermedi-
ate case: Governments maintain exchange rates at desired levels,
but occasionally change those levels as circumnstances change.

Box 7-1.—Exchange-rate arrangements

Single currency arrangements. Two or more countries form a
“currency union” to share a single currency. Because there is
only one currency, there is no exchange rate between partici-
pating nations.

Pegged exchange rates. Governments buy or sell currencies in
order to maintain the value of their own currency within a
specified band around the pegged rate. The pegged rate itself
occasionally can be changed in response to changing circum-
stances.

Floating exchange rates. With a freely floating exchange
rate, governments do not enter the foreign exchange markets
to influence exchange rates, which are determined exclusively
by market forces. In practice, governments occasionally inter-
vene in foreign exchange markets to buy or sell currencies in
order to influence their value; this is known as a “dirty float.”

Different exchange-rate arrangements offer different benefits. A
pegged exchange rate, if held for extended periods, can reduce the
risks of exchange-rate changes to businesses conducting interna-
tional trade. It can also exert pressure on governments to keep in-
flation low in order to maintain the value of their currencies. On
the other hand, pegging the exchange rate may prevent a country’s
monetary authorities from responding flexibly to major shifts in
economic conditions, and in that regard floating rates or more
readily adjusted pegged rates may provide for more appropriate re-
sponses. For example, if world demand for one of a country’s prin-
cipal export products drops sharply, perhaps because a cheaper
substitute has been developed, it may be helpful to let the value of
that country’s currency fall in international markets; this will
make the country’s other products cheaper to foreigners, helping to
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maintain demand for its goods and reducing the downward pres-
sure on income and employment that a reduction in exports could
cause.

Hence, countries choosing an exchange-rate arrangement face a
tradeoff between the stability offered by fixed exchange-rate sys-
tems and the greater freedom to set domestic monetary policies
that is offered by more flexible exchange-rate arrangements. When
the international environment is relatively stable and rates of in-
flation are similar among countries, pegged exchange-rate systems
may work smoothiy while inducing governments to control infla-
tion. Conversely, major disturbances such as escalating oil prices,
or wideiv divergent inflation rates among countries, may call for
more flexible exchange-rate arrangements that can permit smocth
adjustment to these developments.

In practice, the distinction between the stability of one system
and the tlexibility of the other can be exaggerated. Even in float-
ing-rate systems, central banks often intervene in foreign exchange
markets in order to moderate fluctuations in currvency values, al-
though such interventions usually have very little impact, and
then only for brief durations, unless accompanied by fundamental
shifts in monetary policies. Conversely, the risk of exchange-rate
fluctuations to importers and exporters could be greater in a
pegged-rate system that experiences occasioval large and unpre-
dicted devaluations than in a floating-rate system where exchange
rates move continuously but by small amounts. Moreover, private
markets have developed means of helping traders “‘hedge’” (protect
against) such risks. An exporter expecting to receive British pounds
in one year can contract now, at a specified “forward” exchange
rate, to buy dollars for pounds next year, thereby guaranteeing the
dollar value of future receipts. In fact, since World War 11, interna-
tional trade has grown vigorously under both pegged and flexible
exchange rates.

Nevertheless, the choice of an exchange-rate arrangement can
substantially affect the performance of the economy and, in fact,
exchange-rate issues have been very important over the past year.
In Europe, the EMS came under severe strain as its members
struggled to keep pace with high German interest rates, exacerbat-
ing the economic slowdown and prompting Jtaly and the United
Kingdom to float their currencies. Argentina entered the second
year of a disinflation program that is based on a pegged exchange
rate and reduced budget deficits. The major industrialized coun-
tries pledged $6 billion to help Russia stabilize the ruble once ap-
propriate policies are in place.

These developments may have important implications for our
own living standards and national security. Slower growth in
Europe has reduced demand for U.S. exports and slowed our own
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recovery. Strong growth in various Latin American economies, on
the other hand, in part based on the stabilization of their curren-
cies, is contributing to their emergence as key trading partners for
the United States. Economic stabilization and growth in the former
Soviet Union is indispensable to achieving peace and democracy in
that part of the world. An understanding of how and why ex-
change-rate arrangements have evolved since the creation of the
Bretton Woods system may shed light on the exchange-rate choices
confronting these economies today.

PEGGED EXCHANGE RATES UNDER THE BRETTON
WOODS SYSTEM

The primary objective of the Bretton Woods system was to
ensure a stable financial setting for international trade. When the
designers of the system met in Bretton Woods, New Hampshire, in
1944, they were eager to avoid repeating the experience of the
1930s. The abandonment at that time of the gold standard, which
had fixed the values of national currencies in terms of gold and
therefore in terms of one another, was followed by marked swings
in exchange rates and a sharp decline in international trade. While
increases in tariffs and falling incomes were primarily responsible
for the reduction in trade, the chaotic conditions of the interwar
period, including the Great Depression, convinced participants at
the Bretton Woods Conference of the need to limit market-driven
fluctuations in the value of currencies.

At the same time, the Bretton Woods participants recognized
that a system of permanently fixed exchange rates, such as the
gold standard, could establish too strong a link between domestic
economic activity and external developments. In a fixed exchange-
rate system, governments or central banks must finance surpluses
or deficits in their balance of payments (the difference between
international sales and purchases of goods, services, and assets) by
buying or selling international reserve currencies or gold. When-
ever a central bank buys assets, whether domestic bonds or foreign
currencies, it increases the domestic money supply; conversely, the
domestic money supply falls when the central bank sells reserves
of foreign exchange. These changes in the money supply, in turn,
tend automatically to reduce existing payments imbalances. For ex-
ample, countries with deficits sell reserves, leading to a decline in
the money supply, a contraction in aggregate demand and imports,
and thereby an automatic reduction in the balance of payments
deficit. The opposite occurs when countries with surpluses buy for-
eign exchange.

Depending on the initial state of the economy, these adjustments
may either improve or worsen the domestic situation. For example,
in a booming economy with inflationary pressures, the reduction in
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the money stock associated with a payments deficit should restrain
demand and reduce inflation. If the economy is already weak, how-
ever, a payments deficit will lead to further contraction and in-
creases in unemployment. The contraction may become even more
pronounced if the country is in danger of running out of interna-
tional reserves; in this case, it may take strong action to suppress
domestic demand further in order to reduce its external deficit and
retain the reserves needed to protect its exchange rate.

By contrast, with freely floating exchange rates, the authorities
are not committed to a specific rate, and can focus on domestic ob-
jectives when setting monetary and fiscal policies. Balance of pay-
ments pressures lead to changes in exchange rates that, by chang-
ing the prices of exports and imports, lead to a reduction of pay-
ments imbalances with less need for domestic adjustment.

As a compromise between fixed and floating exchange-rate sys-
tems, the Bretton Woods system provided for an “adjustable peg.”
Under this system, each country would peg the price of its curren-
¢y in terms of the dollar. When temporary balance of payments
deficits occurred, countries with limited reserves would be able to
borrow from the International Monetary Fund to alleviate the need
to contract aggregate demand sharply, giving them time to adjust
domestic policies more gradually. In the event of “fundamental dis-
equilibrium” in the balance of payments—a phrase never precisely
defined but clearly referring to a situation in which countries are
unable to adjust their payments imbalances without severely dis-
turbing the domestic economy—countries were allowed to change
their official exchange rates. The United States, in turn, linked the
dollar to gold at $35 per ounce.

Economic Performance Under the Bretton Woods System

For most of its quarter-century of existence (1946-71), the Bret-
ton Woods system was relatively successful in securing its twin
goals of strong growth in international trade and stable exchange
rates. In fact, exchange rates were even more stable than had been
anticipated. National authorities, desiring to avoid the loss of pres-
tige and increased speculative pressures associated with devalu-
ations, were increasingly reluctant to change their official parities.
After some changes in parities in the late 1940s, exchange rates re-
mained, with a few exceptions, largely unchanged until 1967 (Chart
7-1).

The Bretton Woods era was also marked by a steady growth in
output and, after a postwar burst of inflation, by relatively stable
prices. Inflation in the seven major industrial economies averaged
3.5 percent between 1950 and 1970, compared with 7.4 percent be-
tween 1970 and 1991 (Table 7-1). Annual growth in output aver-
aged 5.4 percent and 2.9 percent, respectively, during the two peri-
ods. Some observers attribute the favorable performance of the in-
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Chart 7-1 Exchange Rates of Major Industrialized Countries in Terms of the Dollar

Exchange rates were considerably more stable during the Bretton Woods era than they have
been in the past two decades.
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dustrial economies in the 1950s and 1960s to the pegged exchange-
rate system, which may have exerted pressure to pursue responsi-
ble macroeconomic policies, moderating the cycles of inflation and
recession that became more pronounced after 1971. However,
others contend that the successful economic performances of the
Bretton Woods period should not be attributed to pegged exchange
rates and that the relative stability of prices and of output growth
during this period is what enabled exchange rates to remain stable.

TaBLE 7T-1.—Output Growth and Inflation in the G7 Countries

OQutput Growth Inflation
Country

1950-70 | 1970-91 | 1950-70 | 1970-91
United States 2.8 21 24 6.2
Japan 9.2 44 4.9 55
West Germany 6.3 2.5 2.2 38
Canada...... 49 35 2.5 69
United Kingdom 36 2.4 37 10.0
France 5.3 2.7 49 78
Italy 5.7 30 35 11.7
Average. 5.4 29 35 74

Note.—Qutput growth is the average annual growth of GDP/GNP in constant 1985 units of each domestic currency. Infation is
the average annual growth of the CPI.

Source: International Monetary Fund.
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The Breakdown of the Bretton Woods System

As the Bretton Woods era progressed, tensions within the ex-
change-rate system became more pronounced, in part because of
the increasing international integration of capital markets. At the
beginning of the Bretton Woods era, most countries had controls on
the purchase and sale of foreign exchange and on capital flows.
Over time, these controls were lifted, and by 1958 most European
countries had liberalized transactions in foreign exchange for trade
in goods and services. While most countries retained capital con-
trols through the 1960s and beyond, advances in telecommunica-
tions and institutional developments such as the Eurodollar
market made these controls increasingly easy to evade.

As a result of increased capital mobility, balance of payments
deficits that raised the prospect of a currency devaluation tended
to trigger speculative capital outflows, forcing governments to take
severe restrictive actions or even to devalue their currencies. This
tendency substantially limited economic policy choices, since even
a moderate shift in a country’s balance of payments could lead to a
crisis that would be difficult to resolve. Since governments tended
to resist devaluations (or in some cases, revaluations) until they
had no alternatives, purchases of foreign currency offered near-cer-
tain profits to speculators. Strong capital outflows forced the de-
valuations of the British pound in 1967 and the French franc in
1969. Ironically, growing capital mobility not only increasingly re-
stricted domestic economic policy but also reinforced tendencies to
keep exchange rates unchanged. Governments declined to make
corrective adjustments in their parities in order to bolster confi-
dence in their currencies.

A second source of heightened tension under the Bretton Woods
system was concern about the dollar’s role in the international
monetary system. During the Bretton Woods period, the dollar
became the prime reserve currency, that is, it was used by other
countries as a medium of payment for international transactions
and as a reserve asset in case of future balance of payments defi-
cits. On the one hand, the dollar’s status as a reserve currency
meant that the United States could run balance of payments defi-
cits without having to tighten its domestic policies (sometimes re-
ferred to as “deficits without tears”), since the countries that were
running balance of payments surpluses were willing to accumulate
U.S. dollars.

On the other hand, the willingness of other countries to hold dol-
lars as a reserve currency depended in part on their confidence
that the dollar would retain its value in terms of gold. Persistent
U.S. balance of payments deficits, reflecting capital outflows in
excess of U.S. trade surpluses, caused foreign dollar claims on the
United States to grow significantly larger than U.S. holdings of
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gold during the Bretton Woods period, increasingly throwing into
question the ability of the United States to maintain the official
price of gold at $35 per cunce. In March 1968, faced with declines
in its stock of gold, the United States participated in an interna-
tional arrangement that allowed the price of gold to float in pri-
vate markets, although the price was held at $35 per ounce for
transactions with foreign central banks. These banks, however,
became increasingly reluctant to continue accumulating dollars
whose price in terms of gold was declining in private markets.

Reinforcing these concerns was the asymmetrical nature of ex-
change-rate adjustments under Bretton Woods. Countries running
balance of payments deficits often had to devalue when interna-
tional reserves threatened to run out, while surplus countries gen-
erally faced no analogous pressure to revalue. Since changes in ex-
change rates were made vis-a-vis the dollar, this led to a bias
toward devaluation for the system as a whole that caused the
dollar itself to become overvalued.

In 1971, record levels of U.S. private capital outflows occurred in
response to both expansionary monetary policy aimed at spurring
recovery from the 1970 recession, a policy that heightened fears of
rising inflation, and further concerns about the dollar provoked by
the first U.S. trade deficit in the postwar period. The threat of a
depletion of its stock of gold prompted the United States to suspend
the convertibility of dollars into gold in August 1971, in the process
eliminating a key feature of the Bretton Woods system and encour-
aging those countries that had not already floated their currencies
to do so. An attempt to reconstruct the global pegged exchange-rate
system, marked by the Smithsonian Agreement of December 1971,
was abandoned by March 1973 in response to continued balance of
payments difficulties among a number of participating countries.

THE DOLLAR IN THE FLOATING-RATE ERA

In the 1970s and 1980s exchange rates fluctuated more widely
than they had during the Bretton Woods period of the 1950s and
1960s (Table 7-2). Inflation and production in the United States
also became more variable since the breakdown of the Bretton
Woods system, and this occurred in other industrialized countries
as well.

As noted earlier, observers disagree on whether the end of the
pegged exchange-rate system was itself responsible for the in-
creased economic volatility. During the 1970s, the world experi-
enced a number of economic shocks, most notably the oil price in-
creases of 1973-74 and 1979-80. These shocks tended to affect each
country differently, prompting a variety of policy responses and
partially explaining the increased volatility of exchange rates.
Moreover, the changes in exchange rates helped economies adjust
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TaBLE T-2.—The Increasing Variability of U.S. Exchange Rates, Output and Inflation

Ratio of Variability:
1971-91/1950-70!

Exchange rate? 13.00
Output? 2.58
Inflation+ 2.25

! Ratio of statistical variance of the indicator during the 1971-91 period to its variance during the 1950-70 period.
2 Monthly deutsche mark/dollar rate. .

3 Deviation from quarterly trend of real GDP (or GNP) in biltions of 1982 dollars.

4+ Twelve-month growth rate of the monthly, seasonally adjusted CPI.

Sources: Department of Commerce, Bureau of Economic Analysis; Department of Labor; and International Monetary Fund.

to the shocks (Box 7-2); had exchange rates not been allowed to
adjust, many countries would have had to respond to balance of
payments difficulties by more sharply reducing aggregate demand.

Box 7-2.—Floating Exchange Rates

Under a floating exchange-rate system, governments allow
the market to set the prices of currencies. A central virtue of
floating exchange rates is that currency prices eventually
adjust to correct international payments imbalances, reducing
the need for domestic economic adjustment.

When there are tendencies toward a U.S. balance of pay-
ments deficit, the receipts of foreign exchange (from the sale of
goods and services abroad or from capital inflows) are less than
the demand for foreign exchange (to buy foreign goods and
services or to invest abroad). As a result, the prices of foreign
currencies rise (or equivalently, the dollar depreciates), making
foreign products more expensive at home and U.S. products
cheaper abroad. Imports fall, exports rise, and the supply and
demand for foreign exchange move into balance. An incipient
balance of payments surplus—when the supply of foreign ex-
change exceeds the demand at the current exchange rate—will
have the opposite effect, increasing the dollar’s value, depress-
ing exports, and again restoring balance.

However, the fluctuations in currency values in the post-Bretton
Woods era reflected divergent economic policies and performances
as well as international economic shocks. Inflation rates for the
United States, Japan, and Germany diverged considerably in the
late 1970s, when U.S. policies focused on supporting recovery from
the mid-1970s recession and U.S. inflation rose in relation to that
of the other two countries (Chart 7-2). The higher inflationary
pressures in the United States meant that any attempt to have
fixed the value of the dollar during this period would have signifi-
cantly increased balance of payments difficulties for the United
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Box 7-3.—Real Exchange Rates and Real Interest Rates

When rates of inflation differ across countries, it is the real
exchange rate rather than the nominal (that is, actual) ex-
change rate that matters most to the balance of payments. The
real exchange rate takes into account changes in price levels.
For example, if Japanese prices doubled while U.S. prices re-
mained unchanged, then for a given nominal yen/dollar ex-
change rate, the real exchange rate—~which measures the pur-
chasing power of the dollar in terms of Japanese goods—would
drop by half. A real exchange-rate appreciation signifies that a
country’s ‘goods and services are becoming. more expensive
compared with foreign products; a real exchange-rate deprecia-
tion indicates that a country’s products are becoming cheaper
compared with foreign products. When a country’s inflation
rate differs from inflation rates abroad, its competitive position
generally will be stable if its nominal exchange rate adjusts by
enough to keep its real exchange rate stable.

Exchange-rute movements are often determined primarily by
capital movements, especially in the short run. Capital tends
to flow from countries with low real interest rates to those
with high real interest rates. The real interest rate is (approxi-
mately) the nominal interest rate less the expected rate of in-
flation. When differences in nominal interest rates merely re-
flect differences in expected inflation rates—that is, when real
interest rates are the same across countries—capital flows are
unlikely to occur in response, since exchange rates are likely
to change in the future to compensate for different rates of in-
flation.

An inflow of capital into a country with a high real interest
rate will create demand for the domestic currency, causing it
to appreciate. Conversely, the currency of a country with a low
real interest rate will depreciate as capital migrates out of that
country. As a result, monetary and fiscal policies that affect
real interest rate differentials will cause movements in the ex-
change rate (Chart 7-3).

policy had begun to ease in 1984, while attempts to reduce inflation
abroad had strengthened, narrowing the gap between U.S. and for-
eign interest rates. Against this background, in September 1985,
the G-5 countries (the United States, Germany, France, Japan, and
the United Kingdom) reached the Plaza Accord, agreeing to coordi-
nate policies more closely to lower the dollar’s value further. With
the dollar still falling in February 1987, six major industrial coun-
tries (the G-5 plus Canada) reached agreement, in the Louvre
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Accord, to strengthen policy coordination and stabilize the dollar,
although it continued to decline until the end of the year. The
downward correction of the dollar and stronger growth in the other
major countries led to a narrowing of the U.S. trade deficit from its
peak of $160 billion in 1987 to $73 billion in 1991.

The widening U.S. trade deficit of the 1980s cannot be attributed
solely to the effects of floating exchange rates. Underlying both the
appreciation of the dollar and the increase in the trade deficit was
the widening gap between saving and investment in the United
States. U.S. gross investment averaged 17 percent of GDP in the
1980s, about the same as in the 1970s. However, the gross national
saving rate declined from 17 percent in the 1970s to 15.4 percent in
the 1980s, reflecting both reductions in household savings rates and
the growing Federal deficit. The reduction in national saving
meant that a greater share of U.S. investment had to be financed
with resources from abroad. Therefore, the trade deficit would have
widened with either pegged or floating exchange rates.

THE MOVEMENT TOWARD A SINGLE CURRENCY IN
EUROPE

In the Maastricht Treaty of 1991, the members of the European
Community agreed to replace their national currencies with a
single currency by the year 2000, thereby superseding the present
system of pegged exchange rates under the EMS and permanently
ruling out exchange-rate changes. Ironically, events in 1992, includ-
ing the (at least temporary) withdrawal of a number of countries
from the exchange rate mechanism of the EMS, underscored the
shortcomings of a pegged exchange-rate system in the face of eco-
nomic disturbances and provided an example of the pressures that
can build up if exchange rates are not realigned in a timely way.

Progress toward a single European currency is viewed as comple-
mentary to the increasing integration of the European market for
goods and services. In 1985, the member states of the EC agreed to
remove almost all remaining barriers to the free movement of
goods, capital, services, and people by the end of 1992, a step often
referred to as “EC 92.” A single European currency is expected to
reinforce this integration by eliminating both the transactions
costs of dealing in different currencies and concerns about ex-
change-rate fluctuations that could interfere with cross-border busi-
ness planning. In addition, the move to a single currency is expect-
ed to lower interest rates and thereby promote growth in some
member countries by eliminating the risk to lenders that the cur-
rency might be devalued against others in the system.

Many observers, however, believe that the primary economic
benefit of European integration lies in the elimination of barriers
to trade. There is uncertainty as to how much additional benefit
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will be yielded by the permanent fixing of exchange rates implied
by a single currency. By comparison, NAFTA is designed to achieve
the benefits of regional free trade, but a currency union among the
United States, Mexico, and Canada is not believed to be necessary
to achieve these gains.

The European Monetary System

The EMS was created in March 1979, partially as a reaction to
the increased exchange-rate volatility that followed the end of the
Bretton Woods system. Under the exchange rate mechanism of the
EMS, most member countries are required to maintain their ex-
change rates within 2% percent of “central rates” established be-
tween their currency and each of the other members’ currencies.
When an exchange rate between two members’ currencies moves
2% percent away from its central rate—that is, to the edge of the
exchange-rate band—the central banks of both countries are re-
quired to intervene to prevent the exchange rate from moving out-
side the band. Realignments of each country’s central rate are per-
mitted. In this sense, the exchange rate mechanism was designed
to operate much like the adjustable peg of the Bretton Woods
system.

It was initially intended that the central rates would be changed
more frequently and in smaller increments than under Bretton
Woods; rates would be changed before irresistible pressures built
up. While realignments did take place relatively often in the first
few years of the EMS, they later became less frequent. Between
1979 and 1987, there were 11 realignments, after which essentially
no realignments took place until September 1992 (Chart 7-4).

The difference between the appreciating currencies of Germany
and the Netherlands and the most swiftly depreciating currencies,
such as those of France and Italy, is accounted for primarily by dif-
ferences in their macroeconomic performance, particularly infla-
tion (Chart 7-5). The countries with the highest inflation rates had
to devalue their currencies frequently in the early years of the
EMS in order to maintain the competitiveness of their exports and
prevent increases in external deficits.

By the mid-1980s, differences in rates of inflation became smaller
as the most inflationary nations brought their rates down toward
those of Germany and the Netherlands. Some observers argue that
the desire to avoid realignments, in particular because of the loss
of credibility and national standing such realignments entailed,
was important in leading policymakers in the countries with high
inflation to implement strong disinflationary measures. These
countries, notably France, concentrated on maintaining stable ex-
change rates with respect to the deutsche mark, since Germany
had for historic reasons established an unwavering commitment to
price stability; French inflation declined from over 10 percent at
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Chart 7-4 Central Exchange Rates of Selected EMS Countries

Following an initial period of frequent realignments, exchange rates among the countries
of the EMS became more stable after the mid-1980s.
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the start of the 1980s to under 3 percent in 1992. Increasingly, the
deutsche mark became the monetary anchor for the EMS.

To the extent that disinflationary policies can be linked to the
EMS, this highlights an important rationale for the pegged ex-
change-rate system: to exert anti-inflationary discipline over do-
mestic policies. An alternative view is that the disinflationary poli-
cies of various countries were not motivated by the EMS itself but
were part of a more widespread movement to correct the inflation-
ary excesses of the preceding decade. During the 1980s, inflation
declined in many countries that did not participate in the pegged-
rate system of the EMS, including the United Kingdom (which did
not join the exchange rate mechanism of the EMS until 1990) and
the United States. This fact suggests that the relative stability of
EMS parities in recent years could have been the result, as much
as the cause, of a convergence in rates of inflation. By implication,
future changes in national priorities concerning inflation and
growth, such as those that have occurred recently, would reduce
the viability of a pegged exchange-rate system unless the members
were willing to make more frequent adjustments to their pegs.
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Chart 7-5 Inflation Rates in Selected EMS Countries
During the 1980s, inflation rates in EMS countries declined while differences in inflation
rates across countries narrowed.
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The Maastricht Treaty on Economic and Monetary Union

The Maastricht Treaty of December 1991 is a blueprint for the
replacement of the EMS by an Economic and Monetary Union
(EMU) with a single currency and a European central bank over-
seeing a single monetary policy. Under the treaty, progress toward
the EMU would take place in stages, with the final stage—when
exchange rates are fixed irrevocably—to be initiated by 1999.

High standards for joining the EMU have been established, al-
though there is still debate over how precisely these criteria will be
applied. An entering country’s inflation rate must not be more
than 1.5 percentage points above the average of the three EC coun-
tries with the lowest inflation. Its interest rate on long-term gov-
ernment bonds cannot exceed those of the three members with the
lowest inflation by more than 2 percentage points. The country’s
budget deficit must not exceed 3 percent of GDP, and outstanding
government debt must not exceed 60 percent of GDP. For at least 2
years, the country’s currency must have remained within its EMS
band without realignment.

As of 1992, only three countries in the European Community
appear to have met all these conditions: Denmark, France, and
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Luxembourg. Three—Greece, Italy, and Portugal-—met none. The
difficulty of meeting these conditions suggests either that they may
have to be relaxed, that it may be difficult to meet the 1999 target
date, or that some countries may be admitted to the EMU only
after they have had additional time to improve their economic per-
formance. The chances of this last possibility, sometimes referred
to as a “two-tier” or “two-speed’’ approach to monetary unification,
may have increased because of the recent developments in Europe-
an exchange markets and politics discussed below.

Recent Pitfalls in Progress Toward Monetary Unification

A development that potentially could slow progress toward the
EMU is the partial collapse of the EMS in September 1992. A prox-
imate cause of that event was the rise in interest rates and in-
creased difficulty of supporting growth in Europe that accompanied
the reunification of Germany in 1990, and that added to tensions
within the EMS stemming from concerns over the declining com-
petitiveness of some of its members’ economies.

German reunification was a welcome development that helped to
mark the end of the Cold War. However, the costs of raising pro-
ductivity and providing a social “safety net” in the former East
Germany sharply increased German government spending. The
conversion in 1990 of most East German ostmarks into West
German deutsche marks at a rate of 1-to-1 (a very favorable rate of
exchange for the East Germans) further increased aggregate
demand. An acceleration of German wage increases, largely reflect-
ing attempts to reduce wage disparitics between East and West
Germany, added to inflationary pressures. In response to increased
government expenditures and higher inflation, Germany tightened
monetary policy rather than raising taxes enough to offset in-
creased outlays. In consequence, the overall public sector budget
deficit increased from 0.8 percent of gross national product, or
output, in 1989 to over 6 percent in 1992, while the rise in interest
rates that had begun in 1988 continued through 1992 (Chart 7-6).

In order to maintain their exchange rates within their prescribed
bands, the other EMS countries were forced to increase their inter-
est rates as well. Countries such as the United Kingdom, where in-
terest rates and inflation had been declining, were prevented from
further reducing interest rates. This tightening of monetary policy
exacerbated the already existing slowdown in growth. In the
United Kingdom, where output had declined to a level more than 4
percent below its previous peak and the unemployment rate had
climbed above 10 percent by mid-1992, increasing pressure devel-
oped to either realign the pound or drop out of the EMS so that
interest rates could be lowered. High interest rates were also weak-
ening Italy’s prospects of retaining its EMS parity by boosting in-
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Chart 7-6 Interest Rates in the United States and the Major European Economies

Germany's interest rates have increased since 1988, leading other EMS countries to increase
their interest rates or to lower them less than they might have otherwise.
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terest payments on its large public debt, thereby increasing its
fiscal deficit and posing the threat of higher inflation in the future.

Even without the difficulties posed by Germany’s tighter mone-
tary policy, Italy and the United Kingdom had been considered
more likely to devalue than many other EMS members. Italy had
maintained its nominal exchange rate essentially unchanged since
1987 but its inflation rate persistently exceeded the EMS average.
Inflation in the United Kingdom also had exceeded the EMS aver-
age; additionally, there was concern that when the United King-
dom entered the EMS'’s exchange rate mechanism in 1990, it had
pegged the pound at too high a level.

As the pressure of matching Germany’s interest rates increased
the cost of maintaining their nominal parities, both Italy and the
United Kingdom began to experience massive capital outflows,
eventually prompting them to float their currencies and suspend
their participation, at least temporarily, in the exchange rate
mechanism of the EMS in September 1992. In addition, selling
pressure against the currencies of Ireland, Portugal, and Spain led
these countries to re-impose temporarily limited exchange controls
that in most cases had been dismantled previously under EC 92
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goals. A subsequent episode of speculative pressure prompted the
devaluation of the Portuguese and Spanish currencies within the
framework of the EMS.

Recent pressure on exchange rates within the EMS has been
heightened by a second major development in the past half year,
the failure to achieve strong popular support for the Maastricht
Treaty. In June 1992, Danish voters rejected ratification of the
treaty. In September 1992, a French referendum endorsed the
treaty by just 51 percent of the vote. These revelations of popular
discontent with the Maastricht Treaty have raised concerns that
the treaty may have to be revised or its implementation delayed.

PEGS TO THE DOLLAR AMONG DEVELOPING
COUNTRIES

At present, about 27 countries as diverse as Argentina, Hong
Kong, and Sudan unilaterally peg their currencies to the dollar. A
number of developing countries also link their exchange rates to
the currencies of other industrialized nations, particularly France.
Notwithstanding the difficulties of maintaining a pegged exchange-
rate arrangement, pegs may help to stabilize the economy if com-
bined with appropriate macroeconomic policies.

Pegs to the dollar or other stable currencies offer two important
benefits. First, the prices of many developing countries’ traded
goods are determined mainly in the markets of industrialized coun-
tries such as the United States, and so by pegging to the dollar or
the currencies of other industrialized nations, these countries can
stabilize the domestic currency prices of their exports and imports.
This is probably the most important reason why some of the Asian
newly industrializing economies have linked their currencies (with
varying degrees of flexibility) to the dollar. Additionally, linking to
the dollar could help to stabilize trade flows with the United
States, their principal trading partner.

Second, and perhaps more important in recent decades, many
countries with high inflation have pegged to the dollar in order to
exert restraint on domestic policies and reduce inflation. At 3 to 4
percent annually, the U.S. inflation rate is well below inflation
rates in the developing world. By making the commitment to stabi-
lize their exchange rates against the dollar, governments hope to
convince their citizens that they are willing to adopt the responsi-
ble monetary policies necessary to achieve low inflation. Pegging
the exchange rate may thereby reduce inflationary expectations,
leading to lower interest rates, reduced wage demands, a lessening
of the loss of output as a result of disinflation, and a moderation of
price pressures. In the 1980s various countries successfully aug-
mented the initial phases of their disinflation programs with
pegged exchange rates, including Israel in 1985 and Mexico in 1988.
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However, the histories of countries with high inflation are re-
plete with examples of failed disinflation programs based on
pegged exchange rates. Typically, such programs fail because the
government neglects to reduce budget deficits and continues to
print money to finance them. These policies lead to continued infla-
tion and an overvalued currency, causing a deterioration in the
balance of payments and prompting capital outflows in anticipation
of a subsequent devaluation. The authorities are then forced to de-
value their currency, abandoning the linch-pin of the disinflation
program. While exchange-rate policies may usefully support a dis-
inflation program, the exchange-rate system is not a substitute for
appropriate monetary and fiscal policies. In addition, to encourage
economic growth as well as reduce inflation, responsible macroeco-
nomic policies should be complemented with reforms aimed at
strengthening the market system, including the removal of price
controls, the privatization of state-owned enterprises and elimina-
tion of public monopolies, and the reduction of barriers to external
trade.

Some countries have experimented with means of strengthening
the discipline over domestic policies that pegged exchange rates
provide. A currency board arrangement ties the domestic monetary
base (bank deposits at the central bank plus currency in circula-
tion), a primary determinant of the money supply, to the foreign
exchange holdings of the monetary authority. The monetary base
responds mechanically to the balance of payments, since the cur-
rency board purchases all foreign exchange offered to it at the offi-
cial price and sells foreign exchange to all who demand it at that
price. This automatically keeps the exchange rate fixed and pre-
vents the government from issuing domestic currency to finance its
budget deficit. In Hong Kong, which has linked its money supply to
the dollar since 1983, inflation has averaged 7.7 percent annually.
Argentina developed a slightly different mechanism, passing a law
in 1991 fixing its currency against the dollar and requiring the cen-
tral bank to hold international reserves at least equal to the mone-
tary base (Box 7-4). This law limits the central bank’s ability to fi-

- nance the fiscal deficit, much as a currency board would, and has

Digitized for FRASER

led to substantial declines in inflation.

Even when disinflation programs based upon pegged exchange
rates succeed, factors such as wage contracts or slow-to-adjust ex-
pectations may slow inflation’s decline and prevent it from falling
quickly to international levels. As a result, currencies often become
overvalued during disinflation programs, and countries adopting
pegged exchange rates then face the challenge of devaluing their
currencies later without reigniting inflationary expectations. For
example, Israel and Mexico, as noted above, both initiated relative-
ly successful disinflation programs based on pegged exchange rates
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grams baSed On:a‘pquged exchange rate, annauziced in 1985 |
1988, and 1989, all failed to achieve a lasting reduction in mﬂa—‘

‘tlon In each case, continued budget deficits and monetary

growth forced a devaluation that set the stage for further infla-
tion. Inflation peaked at 197 percent per month in July 1989.

After March 1990, the government reduced the fiscal deficit
while allowing the exchange rate to float. The exchange rate
remained relatively stable, even though monthly inflation re-
mained above 10 percent for most of the remainder of 1990. In
March 1991, following another plunge in the value of the do-
mestic currency, Argentina passed a law fixing the exchange
rate against the dollar and requiring the central bank to hold
international reserves exceeding, at that exchange rate, the
value of the domestic monetary base. This meant that the cen-
tral bank would have sufficient reserves to support the ex-
change rate, even if the entire domestic monetary base were
exchanged for dollars. The law prevents the central bank from
financing fiscal deficits on an extended basis, since that would
cause money growth to exceed the growth of the central bank’s
international reserves. )

So far, the “Convertibility Program,” as the 1991 initiative
was labeled, has been successful. Arinual inflation has declined
below 20 percent, its lowest level since the early 1970s, while
interest rates on deposits, a key indicator of inflationary expecta-
tions, have declined to around 10 percent. The interest rate is
well below the rate of inflation, but, as asset holders apparent-
ly consider a devaluation of the currency to be unlikely in the
near future, they are willing to accept rates of return on depos-
its roughly comparable to those available in international fi-
nancial markets. The success of the Convertibility Program
shows how a pegged exchange rate can help to lower inflation-
ary expectations and accelerate the process of disinflation.
However, the program was credible only because it was preced-
ed by nearly a year of budget tightening and because, by re-
quiring international reserves exceeding the monetary base, it
made continued budget tightening a necessity. This aspect of
the fixed exchange-rate program distinguishes it from its failed
predecessors. However, Argentina’s inflation remains above
international levels, underscoring the continued vulnerability
of the stabilization program and the need for continued respon-
sible fiscal and monetary policies.
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in the 1980s. Because their inflation rates subsequently remained
above international levels, however, both countries have had to
adopt more flexible exchange-rate policies. This underscores the
need for continued monetary discipline, even after inflation has de-
clined significantly.

EXCHANGE ARRANGEMENT OPTIONS FOR THE
FORMER SOVIET UNION

The demise of the Communist regime at the end of 1991 marked
the beginning of a new era of hope and opportunity for the people
of the former Soviet Union. Over time, market-based reforms prom-
ise to raise the standard of living and increase the potential for
growth. However, systems of taxation, budgeting, and monetary
control that were designed for a command economy have not been
adequate to ensure macroeconomic stability in the transition to a
market economy. Budget deficits in many of the new independent
states (NIS) of the former Soviet Union, as well as subsidies ex-
tended by the central bank to state-owned firms, have soared. With
the lifting of price controls, inflation has climbed as money is
printed to finance these outlays. The plummeting value of the
ruble has reduced people’s desire to use and hold it. In some in-
stances, this has led to barter trade, contributing to sharp reduc-
tions in output and a collapse of trade among the new states of
the former Soviet Union.

In developing their monetary and exchange-rate policies, the new
states face two distinct but interrelated issues. First, how should
the ruble’s value be stabilized, in terms both of goods and of other
currencies? Second, what type of monetary and exchange-rate ar-
rangement among the states would best support stabilization and
continued intra-NIS trade? Additionally, the new states face the
challenge of complementing policies to stabilize macroeconomic
conditions with structural reforms aimed at establishing and pro-
tecting private property rights, encouraging competition and
market-determined prices, privatizing state-owned firms, and fos-
tering private entrepreneurship.

Stabilizing the Ruble

Toward the end of 1992, inflation in Russia was running at over
25 percent per month, largely due to the printing of money to cover
government outlays and credit extended by the central bank to def-
icit-ridden industrial firms. As a result, the ruble’s value has di-
minished substantially; it took about 140 rubles to buy one dollar
in July 1992, when exchange rates for various transactions were
combined into a single floating rate, while it took over 400 rubles
to buy a dollar at the end of the year. At the time the single ex-
change rate was established, the ruble’s market value was expected
to fluctuate initially because of the unstable macroeconomic situa-
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tion but then stabilize as economic reforms progressed, at which
time the government planned to peg the exchange rate to the
dollar or another “hard” (stable) foreign currency. At the end of
1992, economic reforms had not progressed sufficiently for the ex-
change rate to be pegged.

To help support the ruble when macroeconomic conditions im-
prove, the G-7 countries announced in April 1992 the creation of a
$6 billion currency stabilization fund, conditional on an economic
reform program for Russia supported by the International Mone-
tary Fund. Like the $1 billion 1989 stabilization fund for Poland,
this fund would be used to support the ruble if its market price de-
clined. The mere existence of this fund could stabilize the ruble by
reducing the chances of devaluation and thus the incentive to spec-
ulate against it. In fact, the Polish stabilization fund was never
drawn upon, although Poland devalued its currency in May 1991
and subsequently has adjusted its value regularly in order to main-
tain the country’s competitiveness in the face of continued infla-
tion.

Successfully stabilizing the ruble would increase the demand for
domestic money, helping to reduce inflation; restore the currency’s
credibility as a medium of transaction, reviving business that had
faltered when enterprises resorted to barter; and increase incen-
tives to invest, promoting economic growth. However, pegging the
ruble must be combined with appropriate domestic policies. The ex-
perience of various developing nations in the 1980s underscores the
government’s inability to peg the currency without cutting the
budget deficit and reducing monetary growth. In the absence of
such measures, an additional $6 billion in reserves could do no
more than briefly delay a devaluation.

Options for a Monetary Arrangement for the NIS

The difficulties of stabilizing the ruble are compounded by the
fact that it is the common currency of most of the new states of the
former Soviet Union. While only Russia can create ruble bank-
notes, the central banks of the other states can create ruble bank
deposits, thereby increasing the overall money supply. Additional-
ly, some states—most notably Ukraine before it adopted its sepa-
rate currency—have issued their own coupons which act as a sub-
stitute for ruble banknotes, partially in response to a shortage of
such notes; in the first half of 1992, shipments of ruble banknotes
from Russia to the other states were insufficient to keep up with
increases in the demand for banknotes. Even if Russia were to sub-
stantially reduce government spending and subsidies to state enter-
prises and stop printing money to finance these outlays, money cre-
ation by other states could lead to continued inflation. Since each
state enjoys the direct benefits of its monetary creation, while the
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inflationary costs are spread throughout the NIS, the individual
states have strong incentives to create rubles.

The deterioration of trade between the states is another pressing
concern. The Communist regime created monopolies for many
products throughout the former Soviet Union and located them in
the different republics, so the new states are highly dependent on
trade with each other. To monitor and control trade imbalances be-
tween Russia and the other states, at the start of 1992 Russia re-
quired all intra-NIS payments to be channeled through special
“correspondent” accounts at the Russian central bank. Processing
payments through these accounts has been extremely slow, imped-
ing trade flows and further reducing production and sales through-
out the NIS. Moreover, Russia has sought to limit the impact of
monetary creation outside Russia by explicitly limiting the credit it
will extend to other states through the correspondent accounts.

Various options for an intra-NIS exchange and monetary system
that would address these problems have been considered.

Ruble zone. All members would continue to use the Russian
ruble as their currency. The central banks of the individual states
would agree on rules to limit monetary creation.

A ruble zone, like Europe’s EMU, would have most of the fea-
tures (both positive and negative) of a single-currency system.
Ideally, it would both support intra-NIS trade by providing a
common credible currency and, through its rules on ruble creation,
restrain the states’ monetary policies and lead to lower inflation.
However, in the absence of a stable and credible ruble, some states
may believe that they can do better by adopting their own curren-
cies. Moreover, the lack of political cohesion among these states, as
well as their difficult economic circumstances, means that the indi-
vidual states are more likely than are the EMU members to break
the zone’s monetary rules or even depart from the zone entirely in
order to pursue their own policies. In fact, the Baltic states and
Ukraine adopted their own currencies in 1992, dropping out of the
de facto ruble zone that has existed since the breakup of the Soviet
Union.

Ruble area. In a ruble area, each state would create its own cur-
rency and have its own independent central bank (as various states
already are doing) but would conduct intra-NIS trade in rubles.
This system would be less constraining and possibly more sustain-
able than a ruble zone, since member states could adjust their ex-
change rates and follow independent monetary policies. However,
unless Russia can sharply reduce its inflation rate and stabilize the
ruble exchange rate against Western currencies, the other states
may be unwilling to use the ruble.

Payments union. An alternative to using the ruble for intra-NIS
transactions would be to use a hard currency such as the dollar or
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deutsche mark. Because intra-NIS trade accounts for such a high
proportion of economic activity in the NIS, however, each state
would need to maintain hard currency reserves in considerable
excess of their current holdings. One way to economize on the use
of hard currencies would be to create a payments union.

In a payments union, gross payments flows between countries
are recorded and net payments calculated; at regular intervals,
countries settle their accounts, in whole or in part, in hard curren-
cies. An arrangement of this type, the European Payments Union,
was instrumental in supporting intra-European trade after World
War II, when initially dollars and other reserve assets were scarce.
Additionally, the European Payments Union helped to foster reduc-
tions in trade barriers within postwar Europe, and such an institu-
tion could play a similar role in the NIS.

THE FUTURE OF EXCHANGE-RATE RELATIONS

International exchange-rate arrangements continue to evolve.
Because there are serious tradeoffs between the stability offered by
pegged exchange-rate systems and the freedom to respond to
shocks offered by more flexible currency arrangements, the most
appropriate arrangement may vary over time and across countries.
Nonetheless, there are strong advocates for a single global ex-
change-rate system. Some observers tie many of the current eco-
nomic difficulties among industrial countries to marked swings in
currency values, and advocate a return to a global pegged-rate
system, as in the Bretton Woods era, to enhance policy coordina-
tion among the industrial countries and foster a more stable inter-
national economic environment. Conversely, others argue that slow
growth and increased unemployment in Europe have been exacer-
bated by the commitment to maintaining parities within the EMS,
and advocate floating exchange rates free of government interven-
tion.

In fact, implementing a global exchange-rate system would entail
serious difficulties. The United States, Germany, and Japan, with
their different macroeconomic circumstances and priorities, may
find little room for agreement on the common policies needed to
sustain a pegged exchange-rate system. Conversely, a global system
of floating rates would be unsatisfactory for many of the smaller
countries, which would want to continue pegging their currencies
to those of the major economies, either to stabilize their trade flows
or to help maintain responsible domestic policies.

Under these circumstances, a number of regional exchange-rate
blocs could evolve around a few major currencies, which would
then float or otherwise move against each other. In the foreseeable
future, the dollar will be the most important international curren-
¢y, but other currencies may become the center of regional blocs. A
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single European currency might become the basis of a Europe-cen-
tered bloc, while it is possible that the yen could perform a similar
role in East Asia.

The development of such currency blocs might occur most natu-
rally in the context of regional trading arrangements. This is most
obviously the case in Europe, where the EMU is scheduled to
follow the elimination of trade barriers and other obstacles to a
single market that is taking place under EC 92. The development
of a bloc of nations with currencies linked to the dollar may devel-
op as NAFTA is extended to additional countries in the Western
Hemisphere. If trading/currency blocs develop, however, it is essen-
tial that they remain outward looking, focusing on the elimination
of internal barriers to the movement of goods and capital rather
than on raising barriers to the rest of the world.

As regional economic arrangements develop rapidly in Europe
and in the Western Hemisphere, it may be time for a systematic
evaluation of the options for different exchange-rate arrangements.

SUMMARY

¢ Pegged exchange-rate arrangements can stabilize the environ-
ment for trade and provide incentives to avoid inflationary
policies. However, pegged rates can also constrain domestic
policies that could offset economic shocks and are likely to be
unsustainable when national policies diverge.

* The Bretton Woods system, designed as a compromise between
fixed and flexible exchange-rate systems, allowed pegged rates
to be adjusted if external pressures became too great. However,
the reluctance to adjust either official parities or domestic poli-
cies to maintain those parities made the Bretton Woods system
increasingly vulnerable to increased capital mobility and diver-
gences in national priorities, leading to its breakdown in the
early 1970s.

¢ The EMS revived pegged exchange rates among a number of
European countries in 1979. Recent developments, including
German unification, have imposed great strains on the EMS,
contributing to a slowdown in output and prompting Italy and

" the United Kingdom to float their currencies, raising concerns
about future progress toward monetary unification.

* By exerting pressure to pursue responsible domestic policies,
pegging to stable currencies like the dollar has helped some de-
veloping countries reduce their inflation rates. Such an ar-
rangement may also be useful in the former Soviet Union, but
it will be effective only if combined with fiscal and monetary
restraint.
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* Exchange-rate arrangements continue to evolve, and regional
currency blocs built around the dollar, a single European cur-
rency, and perhaps the yen may develop.

THE CHANGING ROLE OF THE INTERNATIONAL
MONETARY FUND

The International Monetary Fund (IMF) was envisaged by its
creators at Bretton Woods as the institutional linch-pin of the
international monetary system. In recent decades, however, its role
in lending to the industrialized countries has diminished substan-
tially, while its relationship with many developing countries has
evolved considerably beyond temporary balance of payments fi-
nancing. This evolution reflects important changes in the interna-
tional financial system itself.

THE IMF IN THE BRETTON WOODS ERA AND
AFTERWARDS

The IMF initially was intended to serve three functions in the
Bretton Woods system: overseeing the system of pegged exchange
rates, providing temporary financial assistance to countries with
balance of payments problems (conditional on their adjusting do-
mestic policies appropriately), and working to eliminate restrictions
on transactions in foreign exchange that could limit the growth of
international trade. It soon became apparent, however, that the
IMF would not be as powerful as might initially have been intend-
cd. The resources provided by the United States under the Mar-
shall Plan immediately after World War II largely dwarfed those
available from the IMF, reducing the new institution’s leverage
over national policies. Subsequently, U.S. payments deficits contin-
ued to increase global liquidity and reduce dependence on the IMF
for funding.

The move to floating exchange rates in the 1970s further reduced
the need to draw on IMF resources, since governments no longer
had to defend pegged exchange rates. The floating-rate system also
transformed what initially had been envisaged as one of the IMF’s
key functions, the oversight of currency parities, although the IMF
Articles of Agreement were amended in 1978 to authorize the insti-
tution to “‘exercise firm surveillance over the exchange-rate poli-
cies of members.” Finally, the growing international integration of
capital markets provided the industrialized countries with alterna-
tives to the IMF. In particular, after the oil price increases of the
1970s, additional funds became available in the Eurodollar markets
as the oil-exporting countries invested their surplus dollars. The
.last IMF loans to major industrial countries in support of adjust-
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ment programs were made to Italy and the United Kingdom in
1976.

Conversely, the oil shocks increased the financing needs of the
oil-importing developing countries. While some of these countries
were able to obtain commercial bank loans, this source of funding
evaporated with the debt crisis of the early 1980s, when excessive
accumulations of debt and rising global interest rates made it diffi-
cult for developing countries to repay their existing loans. In the
1970s and 1980s, the developing countries came to depend increas-
ingly on the IMF for financing. The proportion of IMF credit out-
standing extended to developing countries rose from an average of
58 percent in the 1950s to 65 percent in the 1970s and 100 percent
in the 1980s.

LONG-TERM FINANCING, THE IMF, AND THE WORLD
BANK

With the shift in focus from developed to developing countries
have come other changes in the role of the IMF. First, the IMF has
evolved from a type of credit union whose members took turns as
temporary borrowers and lenders to a financial intermediary be-
tween developed and developing countries. A second and related
development is that the current recipients of IMF loans typically
do not suffer from purely transitory payments imbalances, but
from longer term payments difficulties associated with sustained
structural imbalances and poor macroeconomic policies. As a
result, some countries have undergone prolonged sequences of IMF
programs, many of them never fully implemented. Increasingly, ob-
servers have recognized that solving the payments problems of
some countries may require long-term programs of structural ad-
justment such as those supported by the IMF’s Extended Fund Fa-
cility, which was created in 1974.

The Extended Fund Facility, and particularly the structural ad-
justment facilities developed for low-income countries in the 1980s,
is similar in time frame and objectives to the Structural Adjust-
ment Loan program initiated by the World Bank in 1980. The
World Bank, created along with the IMF at the 1944 Bretton
Woods Conference, is an investment bank that traditionally has
sustained much longer financing relationships with its members
than has the IMF. The World Bank initially focused on financing
specific projects such as roads, dams, power stations, agriculture,
and education, but its activities subsequently evolved to include
support for broader programs of structural reform such as the
Structural Adjustment Loan program. As a result, the activities of
the World Bank and the IMF increasingly have begun to parallel
each other.
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The ongoing efforts to assist the former Communist economies
provide a good example of the convergence of roles between the
IMF and the World Bank. While many of these economies certainly
require financial assistance to meet their balance of payments defi-
cits, their major problems are long term and linked to the need to
develop strong market-oriented economies and credible macroeco-
nomic policies. The IMF is an important conduit of technical assist-
ance in the areas of macroeconomic analysis and exchange-rate
policy, although its advice has at times been quite controversial. At
the same time, the World Bank has been active in assisting these
countries to privatize state-owned enterprises, restructure their fi-
nancial sectors, and liberalize prices.

Despite the increasing similarity of their activities, the institu-
tions clearly differ in their areas of focus: The IMF has a compara-
tive advantage in macroeconomic policy analysis, and the World
Bank is better qualified to provide assistance in the design of spe-
cific projects and sectoral reform programs. Because progress
toward macroeconomic stabilization and microeconomic reforms
are mutually dependent, close coordination between the IMF and
World Bank is essential. Discussions on the division of responsibil-
ity between the IMF and the World Bank led in 1989 to an agree-
ment reaffirming the IMF’s focus on macroeconomic and balance of
payments issues and the World Bank’s primary role in microeco-
nomic and structural issues. It also strengthened the process of col-
laboration and coordination between the two institutions. However,
the evolution of the roles of the IMF and the World Bank will con-
tinue to be important to the world economy in the coming years.

SUMMARY

¢ The move to flexible exchange rates in the 1970s and the in-
creasing integration of global capital markets has reduced the
IMF’s role in providing financing for the industrialized na-
tions. The focus of the IMF has shifted toward providing tech-
nical assistance and recurrent financing to the developing
countries, bringing its activities closer to those of the World
Bank.

THE NORTH AMERICAN FREE TRADE
AGREEMENT

The United States, Canada, and Mexico reached an agreement
on NAFTA in August 1992. NAFTA will create a free-trade area
with more than 360 million consumers and over $6 trillion in
annual output, linking the United States to its first- and third-larg-

est trading partners (Box 7-5). NAFTA will stimulate growth, pro-
mote investment in North America, enhance the ability of North
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American producers to compete, and raise the standard of living of
all three countries. NAFTA will also speed up technological
progress and provide innovating companies with a larger market.
Many economic studies show that NAFTA will lead to higher
wages, lower prices, and higher economic growth rates.

NAFTA will also reinforce the market reforms already under
way in Mexico. In recent years, Mexico has opened its markets and
implemented sweeping economic reforms. In 1986 Mexico joined
GATT and began unilaterally to lower its tariffs and other trade
barriers. In mid-1985, for example, the production-weighted tariff
in Mexico was 23.5 percent, but by 1988 it was only 11 percent.
Mexico’s reforms have raised its economic growth rate, making it
an important export market for the United States. As economic op-
portunities in Mexico improve, Mexican workers have fewer incen-
tives to migrate to the United States.

A stable and prosperous Mexico is important to the United
States, from both an economic and a geopolitical standpoint. The
United States shares a border roughly 2,000 miles long with
Mexico. In addition, the United States and Mexico are linked by
centuries-old ties of family and culture. NAKFTA will help the two
countries forge a lasting relationship based on open trade and coop-
eration.

Existing duties on most goods will be either eliminated when the

agreement enters into cffect or phased out in 5 or 10 years (for cer-
tain sensitive items, up to 15 yeiursi. Approximately 60 percent of
U.S. industrial and agricultural exports to Mexico will be eligible

for duty-free treatment within 5 years. NAFTA will also eliminate
quotas along with import licenses unless they are essential for such
purposes as protecting human health.

In addition to dismantling trade barrvicrs in industrial goods,
NAFTA also includes agreements in services, investment, intellec-
tual property rights, agriculture, and the strengthening of trade
rules. There are also side agreements on labor provisions and pro-
tection of the environment.

TRADE IN SERVICES AND INVESTMENT

Under NAFTA, the three countries extend both national treat-
ment and most-favored-nation treatment in services to each other.
Each NAFTA country must treat service providers from other
NAFTA countries no less favorably than it treats its own service
providers and no less favorably than it treats service providers
from non-NAFTA countries. In addition, a NAFTA country may
not require that a service provider of another NAFTA country es-
tablish or maintain a residence as a condition for providing the
service.
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szlBtax 7-5 -——Free-’[’mﬂe Areas and Customs Umfms

~In a free~traéecarea such as NAFTA substantlally all bar-‘
frlers to trade among the member countries are eliminated,
_while each participant maintains its own individual trade bar-
riers with nonmembers. In contrast, a customs union such as
,the European Community not only eliminates internal barriers
among memberS, but also establishes a common external tanff
on imports from nonmembers.
" Producers from outside a free-trade area have an mcentwe
to ship products ‘through the low-tariff member and then
reship it duty free to a high-tariff member. The problem of
transshlpment anses whenever tariffs with nonmembers dlffer
among members in a free-trade area.

The standard method of dealing with the transshlpment
problem is to confine duty-free benefits to products originating
‘within the free-trade area. This practice requires that rules of
‘origin be established to determine those products that fall into

~this category. NAFTA bases its general rules on changes in

. tariff classification. A product is classified as originating
within ‘North “America if imported parts or materials have
been transformed enough to shift the product to a different
tariff classification. There are also specific rules of origin for
products such as textiles, automobiles, and computers.

The transshipment problem does not arise in a customs
union; since all members have the same external tariff. Under
NAFTA, the external tariff will be the same for some products,
likewise eliminating the transshipment problem. For example,

- the external tariffs of the member countries will eventually be
harmomzed and set at zero for certain computer products

NAFTA eliminates discriminatory restrictions on U.S. sales to
and investments in the Mexican telecommunications market. Spe-
cifically, NAFTA gives U.S. providers of voice mail and packet-
switched services nondiscriminatory access to the Mexican public
telephone network and eliminates all investment restrictions in
this sector by July 1995.

In financial services, Mexico’s closed markets will be opened, al-
lowing U.S. and Canadian banks and securities firms to establish
wholly owned subsidiaries. In insurance, firms with existing joint
ventures- will be permitted to obtain 100 percent ownership by
1996, and new entrants can obtain a majority stake in Mexican
firms by 1998. By the year 2000, most equity and market share re-
strictions will be eliminated.
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For investment, NAFTA will in most cases require that investors
of the parties be treated the same as domestic investors. For all in-
dustries, the agreement will eliminate a variety of performance re-
quirements such as minimum export levels and preferences for do-
mestic sourcing. NAFTA investors will be able to convert local cur-
rency into foreign currency at the prevailing market exchange rate
for transactions associated with an investment. Each NAFTA coun-
try will ensure that such foreign currency may be freely trans-
ferred among NAFTA countries. No NAFTA country may directly
or indirectly expropriate the investments of NAFTA investors,
except for a public purpose and in accordance with law.

INTELLECTUAL PROPERTY RIGHTS

NAFTA protects inventions by requiring each country to provide
product and process patents for virtually all types of inventions, in-
cluding pharmaceuticals and agricultural chemicals. Copyrights of
computer programs and databases, as well as rental rights for com-
puter programs and sound recordings are also protected—sound re-
cordings for at least 50 years. Service marks and trade secrets are
also covered, along with integrated circuits both directly and as
components of other products.

AGRICULTURAL TRADE

Over a period of 15 years, NAFTA will virtually eliminate bar-
riers to trade in agricultural commodities between the United
States and Mexico. About 50 percent of the agricultural trade be-
tween the two countries will be free of all trade barriers as soon as
the agreement takes effect. For remaining products, the phaseout
will take between 5 and 15 years. For most tariffs imposed by the
United States, the phaseout will simply involve an annual reduc-
tion in the tariff rate.

The phaseout for remaining nontariff barriers such as quotas is
more complicated. Initially, they will be replaced by tariff-rate
quotas that allow products to be imported in limited quantities at a
low (or zero) tariff rate and impose high tariffs for quantities above
the limit. The tariff-rate quotas will be phased out over a 10- to 15-
year period by increasing the quantity limit and/or reducing the
tariff applied to imports above the limit.

Liberalization of agricultural trade between the United States
and Canada continues as agreed to in the United States-Canada
Free-Trade Agreement, under which existing tariffs on all agricul-
tural commodities will be eliminated by 1998, while nontariff bar-
riers for dairy products, poultry, eggs, and sugar will remain. In a
separate agreement under NAFTA, Canada and Mexico agree to
eliminate tariffs on bilateral agricultural trade between the two
countries, exempting dairy products, poultry, eggs, and sugar. The
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three NAFTA countries also agree to move toward domestic agri-
cultural policies that are more conducive to free international
trade and to work toward eliminating export subsidies for agricul-
tural products.

NAFTA is expected to lead to substantial increases in agricultur-
al trade between the United States and Mexico. For example, as a
direct result of NAFTA, U.S. wheat and corn exports to Mexico are
expected to grow by about 40 and 50 percent, respectively, and
Mexican exports of some fresh vegetables to the United States are
expected to increase.

SAFEGUARDS AND OTHER TRADE RULES

During the transition period, if increases in imports from a part-
ner country cause or threaten to cause serious injury to a domestic
industry, a NAFTA country may take a safeguard action that
either temporarily suspends the agreed duty elimination or re-es-
tablishes the pre-NAFTA duty. If a NAFTA country undertakes a
global or multilateral safeguard action, each NAFTA partner must
be excluded unless its exports account for a substantial share of
the total imports and they contribute importantly to the serious
injury or the threat of serious injury.

In reviewing antidumping and countervailing duty determina-
tions, binational panels will substitute for domestic judicial review.
Under antidumping laws, duties may be imposed when a foreign
firm is found to be dumping—exporting its product at a price that
is below either the selling price in its home market or the cost of
production. Countervailing duty law allows the imposition of duties
on imports that are subsidized by foreign governments. Both the
importing and the exporting countries can request a review. A
panel must apply the domestic law of the importing country in re-
viewing the disputed determination. NAFTA preserves the right of
each country to retain its own antidumping and countervailing
duty laws. The panel’s decisions will be binding.

Dispute resolution can involve several stages. First, a country
may request consultations. If the consultations fail, it may call a
meeting of the Trade Commission, which will include Ministers
designated by each country. If the issue remains unresolved, a
panel is convened to make findings of facts and determinations ac-
cording to NAFTA. Upon receiving the panel’s reports, the disput-
ing countries are to agree on the resolution of the dispute. If a
panel finds that a complaint is justified but the countries cannot
reach an agreement, the complaining country may suspend equiva-
lent benefits.
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THE ENVIRONMENT AND LABOR

The three countries are committed to implementing the agree-
ment in a manner consistent with environmental protection. The
agreement requires that international environmental agreements
regarding endangered species, ozone-depleting substances, and haz-
ardous wastes take precedence over NAFTA provisions. NAFTA
countries recognize that it is inappropriate to encourage invest-
ment by relaxing domestic health, safety, or environmental meas-
ures.

The agreement affirms the right of each country to choose what
it considers appropriate measures to protect human, animal, or
plant life, health and the environment. In February 1992, the Gov-
ernments of the United States and Mexico announced the integrat-
ed U.S.-Mexico Environmental Border Plan, a multiyear program
to improve protection of human health and natural ecosystems
along the border. The United States and Mexico will spend well
over $1 billion during the next several years to implement the
plan’s first stage. In September 1992 a new U.S.-Mexico bilateral
agreement on environmental cooperation was initialed. The agree-
ment establishes a joint committee which will meet at least annu-
ally to oversee joint work programs and to assess environmental
issues, which may include enforcement, pesticides, waste manage-
ment, responses to chemical emergencies, and pollution.

In the area of labor adjustment assistance, the Administration
announced in August 1992 a new comprehensive worker adjust-
ment program-—Advancing Skills through Education and Training
Services. This program will nearly triple the resources now avail-
able for all worker adjustment by providing $2 billion annually, of
which at least $335 million is specifically reserved for workers af-
fected by NAFTA.

The U.S. and Mexican labor ministries have been implementing
a 1991 memorandum of understanding addressing issues ranging
from worker rights to child labor. In September 1992 the United
States and Mexico signed a new agreement establishing a Consulta-
tive Commission chaired by the U.S. and Mexican Secretaries of
Labor that will provide a permanent forum for promoting the
rights and interests of workers in both countries. It will manage
new and ongoing cooperative labor activities directed at enhancing
workplace health and safety and enforcement, among other things.

OTHER REGIONAL AND BILATERAL TRADE
DEVELOPMENTS

In addition to NAFTA, there have been several important recent
developments in trade, including the Enterprise for the Americas
Initiative (EAI), the market access agreement with China, and the
Airbus accord.
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Enterprise for the Americas Initiative

The agreement for a free-trade area in North America is only
the beginning. The EAI, proposed by the Administration in June
1990, addresses trade, debt, and investment issues in a comprehen-
sive manner. The trade and investment aspects of EAI aim to open
up markets and increase investment flows throughout the hemi-
sphere. The ultimate objective is to create a free-trade area stretch-
ing from Alaska to Argentina. The United States has signed trade
and investment framework agreements with a majority of coun-
tries in Latin America and the Caribbean, which establish princi-
ples governing mutual commercial relationships. They also set up
trade and investment councils, which provide an important mecha-
nism for discussing trade and investment liberalization, and pro-
tecting intellectual property rights.

Market Access Agreement With China

The market access agreement with China signed in October 1992
will provide greater export opportunities for the United States.
China has committed to removing import restrictions, such as
import licensing requirements and quotas, from hundreds of prod-
ucts. This agreement commits China to substantially liberalize its
import administration and to make reforms that would lay the
foundations for a more prosperous China and a closer trade rela-
tionship between the two countries.

Among many commitments in the agreement, China’s decision to
make its trade regime transparent is of long-term importance and
it moves China toward compliance with GATT rules. No later than
October 10, 1993, China will, among other things, publish regularly
and promptly all relevant trade laws and regulations. China has
also agreed to remove 75 percent of all nontariff import restrictions
within 2 years. In addition, China will reduce tariffs on many of
the 90 categories of commodities for which tariffs have been raised
since 1988,

The Airbus Agreement

In July 1992, the United States and the European Community
signed a bilateral agreement limiting government subsidies and
other forms of support for large civilian aircraft programs. This
agreement is a step forward in limiting trade conflicts in an impor-
tant industry. It prohibits all future production subsidies. Funds
advanced by governments for aircraft development will be limited
to 33 percent of total development costs. The agreement also estab-
lishes terms and conditions for repayment of development funds
advanced by governments. Efforts are now underway to negotiate a
multilateral agreement limiting aircraft subsidies.
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SUMMARY

e The Administration has successfully negotiated an agreement
with Mexico and Canada that will open up markets for trade
and investment in North America.

¢ NAFTA will eliminate most barriers to trade among Canada,
Mexico, and the United States; open markets in banking, in-
surance, and telecommunication among them; ensure nondis-
criminatory treatment for NAFTA investors within the three
countries; protect intellectual property rights among NAFTA
countries; and provide dispute settlement mechanisms. There
are also side agreements on environmental protection and
labor provisions.

e NAFTA will reinforce the market-based economic reforms
under way in Mexico. As the Mexican economy grows, it will
continue to provide the United States with a valuable market
for exports. The EAI addresses trade, debt, and investment
issues throughout the hemisphere.

¢ The market access agreement with China will provide U.S.
firms with increased access to the growing Chinese market and
move China toward compliance with GATT rules. The Airbus
agreement provides limits on subsidies to the civilian aircraft
industry in the United States and the European Community.

THE URUGUAY ROUND

The Uruguay Round of multilateral trade talks aims not only to
lower tariffs on merchandise trade but also to integrate into GATT
areas of trade and investment that have not been subject to effec-
tive GATT disciplines. These areas include agriculture, textiles,
trade in services, investment, and intellectual property rights. The
Uruguay Round has also made progress in reforming GATT rules,
especially safeguards and other trade rules and dispute settlement
procedures. A breakthrough in the agricultural negotiations in No-
vember 1992 has improved prospects for a successful completion of
the round, but some issues remain to be settled.

The potential rewards for success in the Uruguay Round negotia-
tions are great, as are the potential costs of failure. Failure to con-
clude the Uruguay Round successfully would not only deny us the
benefits of faster growth, it could also lead to a backsliding toward
greater barriers to, and contraction in, international trade, and a
resulting drag on living standards in the United States and around
the world.

AGRICULTURE

Throughout the Uruguay Round negotiations, the most difficult
issue has been agriculture. The Uruguay Round agenda for agricul-
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ture includes transforming nontariff trade barriers into tariffs as
well as reducing tariffs, domestic support of agriculture, and export
subsidies. Agreement has been difficult to reach on all of these
issues, especially on how much to reduce domestic support of agri-
culture and subsidies of agricultural exports. The lengthy and con-
tentious negotiations on agriculture illustrate how domestic politi-
cal interests may conflict with trade liberalization. Box 7-6 de-
scribes another such example.

Virtually every developed country in the world subsidizes agri-
cultural products. In 1986, at the beginning of the Uruguay Round,
government programs accounted for almost 80 percent of the value
of agricultural products in Japan, over 40 percent in the EC, and
over 30 percent in the United States. (The 1988 Report discusses
this in more detail.) i

These subsidies interfere with world trade by increasing the
degree to which countries are self-sufficient in food production. In
many instances, the subsidy raises domestic prices for farm prod-
ucts above world prices and necessitates quotas or tariffs to keep
out lower-priced imported agricultural products. The subsidies can
even increase domestic production to such an extent that the coun-
try builds up surpluses that are disposed of on world markets.
Countries whose agricultural production costs are relatively high
can compete against countries whose production costs are low only
by directly or indirectly subsidizing exports. Because this practice
limits export markets for countries whose production costs are at
or near world price levels, some of these countries may react by
adopting subsidies of their own.

The Uruguay Round negotiations began with the general inten-
tion of liberalizing agricultural trade. The initial U.S. proposal in
1987 was that all subsidies—direct and indirect, domestic and
export—that distort agricultural trade should be gradually but to-
tally eliminated over a 10-year period. This proposal was not ac-
cepted by other countries however, and negotiations continued for
several years without a successful resolution. In 1991, the GATT
Director General attempted to move the negotiations forward by
proposing a draft text that continued to serve as the basis for nego-
tiations throughout 1992. The current draft negotiating text, often
referred to as the “Dunkel Text,” called for reductions in (but not
elimination of) internal agricultural supports and export subsidies.
In addition, all nontariff barriers would be converted to tariffs and
old and new tariffs would be reduced by an average of 36 percent.
Finally, countries would be required to open their agricultural
markets to international competition, so that exporting countries
would have at least a minimum level of access to a country’s
market. Although the current draft negotiating text is less ambi-
tious than the United States and some other countries had hoped
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for, it nevertheless represents a significant step. For the first time
domestic agricultural policies would be submitted to effective
GATT discipline and support levels and export subsidies would be
reduced.

In the meantime, some countries have taken steps to reduce
their agricultural subsidies, largely because the subsidies are be-
coming so costly. The United States moved toward a more market-
oriented agricultural policy with the 1985 and 1990 farm bills and
budget legislation. Government outlays for agricultural support fell
from almost $26 billion in 1986 to about $10 billion in 1991. The
changes brought about by these laws put the internal support tar-
gets of the current draft negotiating text within easy reach for the
United States.

In the EC, however, the cost of agricultural subsidies continued
to escalate (Table 7-3). In the spring of 1992 the EC adopted a new
set of internal agricultural policies, called Common Agricultural
Policy (CAP) reform, which represented a major departure from
previous policy. The old method of supporting crop farmers by
keeping farm prices above world levels was phased down, and a
new method of directly subsidizing farm incomes was adopted. CAP
reform represents significant progress, but still falls short of the
standards in the current draft GATT negotiating text.

TaBLg 7-3.—Common Agricultural Policy Expenditures, EC agricultural trade, and
EC self-sufficiency for selected commodities: 1975-1990

[Miftions of dollars)

T es | 1980

1985 1990

Total expenditures?® 2 5,612 15,739 15,125 33,676

per capita (dollars) 22 60 55 103
Export idies2 3 1,457 7922 5,125 9,830
EC agricultural exports* 11,648 27,580 25,067 44,800
EC agricultural imports® 29,684 51,258 39,874 71,200

Degree of self-sufficiency®
Wheat
Beef

fresh vegetabies

101
99 !
% |

117
104
99

124
107

127
106

' Data for 1975 and 1980 refer to EC-9; for 1985 to EC-10; for 1990 to EC-12.

2 CAP spending refers to Guarantee Section expenditures.

3 Export subsidies are expenditures for export refunds.

4 Trade data are for EC-12 and exclude intra-£C trade.

5 Self-sufficiency is the ratio of domestic consumption to production. For 1975 and 1980, values refer to marketing years
ending in those years. Values for 1985 are from marketing year 1985/86, except for beef which is from 1986/87. The 1990
values for wheat, beef and vegetables are from 1989/90, 1989, and 1987/88 respectively.

Sources: Department of Agriculture and Commission of the European Communities.

In November 1992 the United States and the EC reached an
agreement on the major elements that had blocked progress in the
multilateral negotiations in Geneva. Under the agricultural agree-
ment, aggregate internal subsidies would be reduced by 20 percent,
and export subsidies would be reduced by 36 percent in value and
21 percent in volume over 6 years. To complete the Uruguay
Round, this agreement between the United States and the EC must
be agreed to by other parties to the negotiations, and multilateral
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agreements on remaining agricultural and nonagricultural issues
must be reached.

TEXTILES AND OTHER IMPORTANT ISSUES

For decades, international trade in textiles and apparel products
has effectively been exempted from GATT rules. Instead, agree-
ments have been established under the Multi-Fiber Arrangement
to limit textile and apparel exports from developing to developed
countries. These limits cost American consumers an estimated $11
billion in 1987. Under the current draft negotiating text for GATT,
51 percent of the volume of textile products covered by the Multi-
Fiber Arrangement would be free of quotas in 10 years. After 10
years, quotas would be eliminated and textiles would be reintegrat-
ed into general GATT rules. All countries, including developing
countries, would cut their trade barriers in textiles significantly.

A successful Uruguay Round will also yield GATT rules govern-
ing trade and investment in services such as telecommunication
and financial services. Negotiations have led to agreements on
some trade-related investment measures. For example, the current
text prohibits requirements that foreign firms use a predetermined
amount of locally produced goods. A successful round could also
provide protection for intellectual property rights such as patents,
copyrights, and trademarks.

The current draft negotiating text prohibits voluntary export re-
straints and other similar measures often used as safeguards out-
side GATT rules. It sets specific time limits on the dispute settle-
ment panels and provides for automatic adoption of their reports.
(Further details of the current draft negotiating text may be found
in the 1992 Repor?).

SUMMARY

* The Uruguay Round aims at extending and tightening multi-
lateral trade and investment rules in areas such as agricul-
ture, textiles, services, investment, and intellectual property
rights. Substantial progress has been made, but final agree-
ment has not been reached.

¢ The most difficult area in the Uruguay Round has been agri-
culture. Negotiations continue in order to multilateralize the
U.S.-E.C. breakthrough in agriculture and other areas.

REGIONAL INTEGRATION AND
MULTILATERALISM

Regional integration such as NAFTA can further promote free
trade. The administration’s objective is to expand open and trans-
parent trade worldwide. Government policies should be aimed at
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opening rather than closing markets. Multilateral, regional, and bi-
lateral trade agreements are instruments to realize such an objec-
tive. Multilateral integration is the most important, with regional
integration and bilateral agreements fulfilling a complementary
role. GATT permits the creation of free-trade areas and customs
unions under two main conditions. Trade barriers must be elimi-
nated on substantially all trade within the region. In addition, re-
gional integration must not result in duties and regulations for out-
side countries that are more restrictive than original barriers.
These conditions make it more likely that regional integrations
will have an overall liberalizing impact, and will not promote trade
within the region at the expense of trade with outside countries.

Regional integration and multilateral efforts to reduce worldwide
trade barriers have often gone hand in hand. For example, despite
controversies, the integration of the European Community in the
1950s and the 1960s was accompanied by the Dillon Rounds and
the Kennedy Rounds of multilateral liberalization. Furthermore,
for countries that are left out of the regional groupings, there may
be added incentives to accelerate the process of multilateral liberal-
ization to ensure that the benefits of freer trade will not be con-
fined to members of regional agreements. Regional integration can
also help countries identify issues that are outside the scope of
GATT and later resolve them in a multilateral setting. For in-
stance, the issues of extending and strengthening GATT rules to
services, investment, and intellectual property rights have been
successfully negotiated in NAFTA, providing useful experience for
negotiating the same topics in the Uruguay Round.

Though economic integration consistent with GATT will general-
ly promote greater well-being for all participants, some economic
objections can be raised against regional trade arrangements. Pri-
mary among these is trade diversion, which occurs when member
countries switch from importing from a low-cost nonmember coun-
try to importing from a higher cost member country because the
countries outside the area do not benefit from the tariff cuts among
the members. Trade diversion distorts the trading pattern and
hurts countries outside the trading area.

The amount of trade diversion can be minimized if regional inte-
gration brings together countries that are already trading inten-
sively with each other such as Canada, Mexico, and the United
States through NAFTA and the European economies through the
European Community.

SUMMARY

* Regional integration promotes trade within the free-trade area.
Trade may be diverted away from efficient producers in non-
member countries. Regional free-trade associations can mini-
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mize potential risks by remaining within GATT guidelines.
The risk of trade diversion is less when a free-trade area is
made up of countries that already trade intensively with each
other.

TRADE POLICY AGENDA FOR THE FUTURE

The ratification of NAFTA and the satisfactory conclusion of the
Uruguay Round are the two immediate trade priorities. Next will
be the successful implementation of NAFTA and the round. While
GATT has contributed significantly to a more open and harmoni-
ous world trading system, new areas in trade will arise as the
world economy evolves. The international community will face sev-
eral important trade issues in the not-too-distant future.

INTERNATIONAL TRADE AND COMPETITION POLICY

Within nations, governments have antitrust laws to enforce com-
petition and prevent predatory practices by large firms. When
more than one country is involved, however, policies promoting
competition become more complex. Faced with unfair competition
from abroad, firms generally do not have the option of antitrust ac-
tions, and often turn to antidumping actions instead. Some critics
have observed that—unlike domestic antitrust enforcement which
generally lowers prices—antidumping actions raise prices. One so-
lution is to make competition policies more compatible among na-
tions, and enforceable across borders.

NAFTA contains provisions that the three countries will cooper-
ate on issues of competition law enforcement and other antitrust
issues. It also imposes rules on federal monopolies and on any des-
ignated privately owned monopoly. Each country must ensure that
the monopolies do not engage in anticompetitive practices, includ-
ing dealings with an enterprise with common ownership operating
in a different country. A trilateral committee will be set up to con-
sider the relationship between competition laws and trade in the
NAFTA countries.

Competition policy in the EC is a special case. Firms in member
states of the EC cannot initiate antidumping actions against firms
from other member states, because competition policy is a commu-
nity-wide issue. Antidumping actions can only be taken against
firms from nonmember countries.

Given the increasing linkages between international trade and
antitrust policies, there probably will be more attention paid to
this area. Multilateral efforts can resolve potential frictions and
help achieve economic efficiency and trade liberalization supported
by nondiscriminatory, transparent trade and competition rules.
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TRADE RULES FOR HIGH-TECHNOLOGY INDUSTRIES

Increasingly, trade disputes involve government support for high-
technology industries. Some have expressed concern that unless the
United States provides preferential treatment, subsidies, and/or
trade restrictions to help high-technology industries, some of these
industries may not survive domestically. Economists generally
doubt the merits of government intervention in industries unless
market failures are clearly identified. If there are market failures
they are likely to occur at the early stage of research and develop-
ment. At the generic and pre-competitive stage of research and de-
velopment, the fruits of research may be hard to capture. But even
when the benefits of research cannot be fully appropriated by the
market, this does not mean that the government should automati-
cally step in. The economic benefits of government-sponsored re-
search must also be weighed against their costs. The role of govern-
ment-sponsored research in our economy must be considered in
light of two standards: Appropriability and the balance of costs and
benefits.

If the U.S. Government had a policy of choosing specific technol-
ogy for massive government subsidy in the past quarter century, it
is quite possible that we would have supported the supersonic pas-
senger airplane and the development of a high-definition television
technology that soon proved to be obsolete. Neither of these
projects—which attracted strong support at the time—would have
represented a good investment. For example, the development of
high-definition television has already cost the Japanese govern-
ment more than $700 million, with little prospect of recovering the
investment. As for the supersonic aircraft, the British and the
French Governments paid for the development of the Concorde.
The results have been a commercial disaster. Concordes are ex-
tremely expensive to run and only a few Concordes have been sold.
It is sometimes argued that the chances of failure can be lessened
by having choices made by a governmental technical group, di-
vorced from political pressures. There is no reason to believe, how-
ever, that a governmental group would be better at making correct
choices than private individuals putting their own capital at risk.
Moreover, it is naive to believe that the spending of large sums by
the government can be kept free of the political process. Nor is it
self-evident that this would be desirable in a democratic system.

In spite of the difficulties in picking “winners,” a number of gov-
ernments are likely to continue active participation in research
and development activities, which could lead to an international
competitive race to subsidize high technology. To limit this danger,
bilateral and multilateral mechanisms may be needed to identify
what types of support may be legitimate. In the aircraft industry,
for example, the United States and the EC recently agreed to limit
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development subsidies and prohibit future production subsidies.
This agreement demonstrates how nations can cooperate on ques-
tions of government support.

TRADE AND THE ENVIRONMENT

Trade and environmental issues have become intertwined in
recent years. Some accuse GATT of being hostile to the environ-
ment, while others argue that some environmental policies are
only disguised protectionism. Generally, economists view interna-
tional trade as an effective means of promoting economic growth
and a higher standard of living. By improving the allocation of re-
sources and access to the world market, trade will provide more re-
sources and better technology to clean up the environment. In ad-
dition, as nations grow richer through open trade and the overall
quality of life improves, people will prefer and demand a cleaner
and better environment.

From an economic standpoint, environmental problems may re-
quire government action when prices do not reflect environmental
costs. But, even if these environmental problems exist, trade re-
straints are usually not the best policy. If the environmental prob-
lem is limited to one country, domestic policies should be employed.
Where pollution or other environmental problems spill across bor-
ders, however, international rules and cooperation will be neces-
sary.

There are three main international environmental conventions
that affect trade. The Montreal Protocol seeks to reverse the deple-
tion of the upper atmosphere ozone layer caused by the release of
chlorofluorocarbons and other chemicals. The protocol establishes
binding commitments to reduce the production and consumption of
controlled substances according to a strict time schedule. The pro-
tocol also requires certain types of trade restrictions imposed
against nonparties to support its objectives. The Convention on
Trade in Endangered Species of Fauna and Flora aims to protect
endangered species of wildlife by restricting and monitoring their
trade. The Basel Convention controls the transboundary movement
of hazardous wastes from one party to another. Both exporting and
importing countries are obligated to prohibit a transboundary
movement if there is reason to believe that the wastes will not be
managed in an environmentally sound manner.

Founders of GATT could not have foreseen the present impor-
tance of environmental problems. Clarification of environmental
policies, perhaps through GATT, may be desirable to ameliorate
environmental problems without unnecessary disruption of trade.
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SUMMARY

¢ The international community may soon have to confront sev-
eral emerging trade issues, including the relationship between
trade and competition policy, a code of conduct for government
support of high-technology industries, and the clarification of
trade and environmental issues.

CONCLUSION

Open trade provides important economic benefits: more vigorous
competition; greater incentives for innovation; a larger variety of
goods; and a more efficient allocation of resources. This implies
that trade will lead to a higher standard of living and higher eco-
nomic growth. International trade is mutually beneficial—it bene-
fits all countries involved. International trade has grown rapidly
since World War II, in part because of the success of GATT in re-
moving trade barriers. The benefits of freer trade can be obtained
by regional as well as multilateral agreements. In 1992, the three
North American countries successfully completed negotiations for
NAFTA, which will remove most trade and investment barriers
among the three signatories and strengthen ongoing Mexican
market reforms. On the multilateral front, though progress has
been made in the complex Uruguay Round, no final agreement has
been reached.

Freer capital flows provide strong support for the continued
growth of global trade and output by facilitating trade, allocating
capital to its most efficient uses, and enabling people to diversify
their portfolios. Flows of international capital promise to play an
important role in supporting investment and growth in many de-
veloping and former Communist countries that are reforming their
economies.

Several exchange-rate arrangements have been used since the
Bretton Woods Conference almost 50 years ago. The Bretton Woods
system allowed the pegged rate to be adjusted when external pres-
sures on a currency became too intense. But it was abandoned be-
cause of the reluctance to adjust official parities or to adjust domes-
tic policies to defend these parities, the inability of the United
States to adjust its exchange rate, and greater capital mobility.
More recently, the EMS revived the pegged exchange-rate system
among many European countries. But events of the past year have
strained that system as EMS member countries were forced to
match increases in German interest rates, contributing to an eco-
nomic slowdown and leading Italy and the United Kingdom to float
their currencies. Some developing countries have sought to lower
inflation by pegging their currencies to a stable currency, but a
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pegged exchange-rate policy must be combined with reasonable do-
mestic fiscal and monetary policies.

As the world economy evolves, international institutions such as
GATT and the IMF face new challenges. Following the collapse of
the Bretton Woods system, the primary focus of the IMF has shift-
ed toward providing technical assistance and recurrent financing to
the developing countries and the transitional economies of Eastern
Europe and the former Soviet Union. With GATT, there are sever-
al emerging trade issues to be confronted including the relation-
ship between trade and competition policy, government support in
high-technology industries, and international trade and the envi-
ronment.
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