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CHAPTER 1

A Strategy for Growth and Change
ON ELECTION DAY 1992, the American economy faced a num-

ber of daunting challenges—both short term and long term. The
principal short-term problem was that recovery from the 1990-91
recession had been disappointing in almost all respects. Real gross
domestic product (GDP) had grown at only a 2.2-percent annual
rate from the first quarter of 1991 through the third quarter of
1992, less than half the pace of a typical recovery. Payroll employ-
ment had actually fallen during the first year of recovery and had
risen a scant 0.4 percent from March 1991 to October 1992. Fur-
thermore, the seesaw pattern that had plagued the recovery raised
fears that the weak economy might relapse into recession.

But America's long-run problems ran deeper and their causes
were less well understood. While U.S. workers and firms remained
the world's most productive, our productivity growth had been slug-
gish for almost two decades. In consequence, real hourly compensa-
tion and GDP per capita had advanced extremely slowly, and real
median family income had barely increased at all. In addition, in-
equality had been rising for more than a decade, leaving the Amer-
ican economy with the most unequal distribution of income in its
postwar history. The combination of stagnant average incomes and
widening dispersion meant that many middle-class and low-income
families had actually suffered declines in their real incomes.

Finally, the Federal budget deficit was large and rising, the na-
tional debt had been growing faster than GDP for about a decade,
and huge amounts of foreign borrowing had transformed the Unit-
ed States from the world's biggest creditor nation into its biggest
debtor.

National economic policy was the major cause of some of our eco-
nomic difficulties, such as the Federal budget deficit, but only a
contributing factor to others, such as growing income inequality.
Although the economic policy agenda of the new Administration
cannot cure all of these problems overnight, steps we have taken
have already contributed to noticeable progress on several fronts.
The recovery has solidified. Job growth has resumed. Fiscal policies
that will reduce the Federal deficit substantially have been put in
place. Although much more needs to be done, taxes have been
made more progressive and starts have been made on education
and labor market policies that will address the inequality problem.
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And, perhaps most fundamentally of all, the Administration has
embarked on a comprehensive investment agenda designed to raise
productivity, which is the wellspring of higher living standards in
the long run.

This chapter explains the Administration's economic strategy and
examines some of the specific policy initiatives that have been un-
dertaken to pursue that strategy. The chapters that follow provide
much more detail.

THE LEGACY OF THE RECENT PAST

The policies of any new Administration are dictated in part by
the challenges it faces and the problems it inherits from the past.
Because America's current problems are both short run and long
run in nature, the solutions must be, too.

INADEQUATE RECOVERY FROM RECESSION
Short-run cyclical problems are, almost by definition, transitory.

But when the American macroeconomy performs poorly, that one
fact seems to overwhelm all others and crowd out consideration of
longer run problems. In fact, the U.S. economy has been operating
well below its productive capacity for years now. From 1989
through 1992, real GDP grew only 1.5 percent per year, and the
civilian unemployment rate (by what was the standard measure
until this year—Box 1-1) has remained above 6 percent since No-
vember 1990. Under such circumstances, public concerns with eco-
nomic policy tend to be summarized in a single word: jobs.

Box 1-1 .—The New Measure of Unemployment
Beginning with its February 4 announcement of the January

1994 unemployment rate, the Bureau of Labor Statistics has
changed its principal measure of joblessness* The changes, re-
flecting technical improvements in the household survey used
to estimate unemployment (Chapter 3 contains more details),
are expected to increase the measured unemployment rate by
about 0.5 to 0.6 percentage point, although the precise amount
is impossible to know. All unemployment numbers used in this
Report are measured on the old, traditional basis.

As Chart 1-1 shows, the recovery that began in the second quar-
ter of 1991 has been exceptionally slow by historical standards—
so slow, in fact, that the unemployment rate was still rising more
than a year into the "recovery." Only in mid-1993 did unemploy-
ment fall back to its rate at the recession trough. Growth has been
not only slow but extremely uneven, proceeding in fits and starts
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which have left consumers and business people wondering how long
the recovery would last.

Chart 1 -1 Growth of Real GDP in Recoveries
Real GDP in the current recovery has grown at only about half the rate of the
typical post-World War II recovery.

Percent change from trough

14

1 2 3 4 5 6 7 8 9 10 11
Quarters after Trough

Note: "Average" includes all recoveries from 1954 to 1982, except 1980. The trough quarter for the current
recovery is first quarter 1991.
Sources: Department of Commerce and National Bureau of Economic Research.

Thus the Administration's first task was to put the recovery on
a sound footing—not to produce a short-run burst of activity, but
to lay the groundwork for a sustained expansion that would restore
confidence and encourage firms to resume hiring. In large measure
this task was accomplished in 1993. (Chapter 2 provides more de-
tails.) Sluggish economic growth in the first half of the year gave
way to solid growth in the second half. More important, job growth
began in earnest: Employers added about 2 million jobs to nonfarm
payrolls between December 1992 and December 1993. As 1994
began, the outlook for sustained expansion looked brighter than it
had in a long time.

INADEQUATE PRODUCTIVITY GROWTH
The economy's longer run problems will not be dealt with so

quickly. They require sustained attention over a long period of
time. Primary among them is the troubling fact that growth in pro-
ductivity has been anemic for about two decades.
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Chart 1-2 shows the remarkable slowdown in productivity
growth that occurred around 1973—from an annual average of 3.1
percent in the 1947-73 period to just 1.0 percent since 1973. In
part, this slowdown is exaggerated by the fact that the first few
postwar decades were aberrant: There was much catching up to do
after the Great Depression and the Second World War. But Ameri-
ca's long-run average productivity growth rate over the century
leading up to 1973 was slightly above 2 percent per year; since
1973 it has averaged about 1 percent. At 2-percent growth, produc-
tivity doubles in 35 years; at 1-percent growth, doubling takes 70
years. Even seemingly modest changes in productivity can have
dramatic effects on living standards in the long run. Thus the Na-
tion has much at stake in improving its productivity growth rate.

Chart 1-2 Real Income, Productivity, and Compensation
Productivity, real income, and real hourly compensation all slowed markedly around 1973.
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50

Labor productivity—output per hour of work—may seem an ab-
stract concept, of more interest to analysts than to working men
and women. But without productivity growth, higher real wages
would lead directly to lower employment as profit-oriented firms re-
acted to higher labor costs by trimming their work forces. It is only
steady productivity gains that enable the economy to generate
more jobs and rising real wages at the same time. Chart 1-2 shows
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that growth in both real compensation per hour and real median
family income slowed markedly at just about the time that produc-
tivity growth slowed. This coincidence in time is, of course, no coin-
cidence at all. Productivity growth is the ultimate source of grow-
ing real wages and family incomes.

Nothing is more important to the long-run well-being of the U.S.
economy than accelerating productivity growth. Most of the Admin-
istration's economic strategy is therefore devoted to that end.

WORSENING INCOME INEQUALITY
Starting some time in the late 1970s, income inequalities wid-

ened alarmingly in America. Chart 1-3 shows that the share of the
Nation's income received by the richest 5 percent of American fami-
lies rose from 18.6 percent in 1977 to 24.5 percent in 1990, while
the share of the poorest 20 percent fell from 5.7 percent to 4.3 per-
cent. Part of this change was due to the cuts in taxes and social
spending of the early 1980s, the net benefits of which were heavily
skewed toward the rich. But there was a much more powerful force
at work, one not attributable to fiscal policy: The distribution of
wage rates grew substantially more unequal. In real terms, wages
at the bottom of the distribution fell while wages at the top rose.

Chart 1 -3 Shares of Total After-Tax Income by Income Category
The richest 5 percent of Americans saw their share of total income rise sharply in the 1980s,
while the poorest 20 percent saw their share decline.

Lowest Quintile

Source: Congressional Budget Office.

Top 5 Percent

1977 • 1990
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The forces underlying this widening of the wage distribution are
not well understood. (More details are contained in Chapter 3.) But
the facts are stark. Between 1979 and 1990, the real median in-
come of males with 4 years of college fell about 1 percent, but that
of males with only 4 years of high school fell a stunning 21 percent,
and high school dropouts fared even worse. A similar pattern
emerges almost any way one slices the data: Wages near the top
of the distribution rose faster than wages near the bottom. Salaries
of chief executive officers rose rapidly while the minimum wage fell
in real terms. Wages of skilled workers rose faster than those of
the unskilled. Wages of experienced workers grew faster than
entry-level wages.

The widening dispersion of wages accounts for most of the
squeeze on the middle class, because the middle 60 percent of the
income distribution derives about three-quarters of its income from
wages and salaries. And these people do not bring home the high-
est wages, but those nearer the middle. When middle-class wages
stagnate, middle-class family incomes do, too. That is precisely
what happened in the 1980s.

In sum, for whatever reasons, in the late 1970s our market econ-
omy began to dish out more-handsome rewards to the well-off and
stingier ones to the middle class. Government policies compounded
the problem by weakening the social safety net, lowering the tax
burdens of the wealthy, and driving up real interest rates. In con-
cert, the market and the government produced the greatest
disequalization of incomes since at least before World War II.

This Administration sees the combination of stagnating average
incomes and rising inequality as a threat to the social fabric that
has long bound Americans together and made ours a society with
minimal class distinctions. Although the underlying forces of the
market are vastly more powerful than anything the government
can do, the right kinds of policies can make a difference. For exam-
ple, changes in Federal tax policy have already shifted the burden
of taxation away from the working poor and toward the well-to-do.
And several initiatives in the human investment arena, described
later in this chapter and in Chapter 3, should help mitigate rising
wage inequality.

LARGE DEFICITS, MOUNTING DEBT

Of all the Nation's economic problems, the one most directly
traceable to government policy is the large Federal budget deficit.
Although the Federal budget has been in deficit almost every year
of the postwar period, until the 1980s these deficits were small
enough that the ratio of public debt to GDP was stable or falling.
In fact, the structural budget (that is, the one that would result if
the economy were at a high level of employment) after adjustment
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for inflation was on average roughly balanced for decades (Table 1-
1). This approximate balance was not achieved by any formal, legal
requirement, but rather through an informal, unstated political
consensus.

TABLE 1-1.—Structural Budget Deficit as Percent of GDP

Fiscal years

1959-1982

1983-1993

1994-1998 (forecast)

Adjusted deficit as per-
cent of GDPi

-0.1

1.9

.8
1 Adjusted deficit is unified structural budget deficit corrected for depreciation of the value of Federal debt due to infla-

tion.
Sources: Office of Management and Budget, Congressional Budget Office, and Council of Economic Advisers.

The budget picture changed dramatically with the tax cuts of the
early 1980s, and the structural, inflation-adjusted budget began to
display chronic, large deficits for the first time. The deficit in fiscal
1992, the last year before the election of President Clinton, was a
whopping $290 billion in the unified budget and $131 billion on a
structural, inflation-adjusted basis. Worse yet, both the deficit and
the debt-GDP ratio were expected to rise further (Charts l-4a and

Deficits of this magnitude—around 5 percent of GDP—would
have been far less worrisome if American households were saving
enough to cover both the government budget deficit and the needs
of business to finance investment. But, in fact, American household
saving rates not only are among the lowest in the world, but actu-
ally fell in the 1980s. So for both of these reasons—declining house-
hold saving and rising budget deficits—national saving as a share
of GDP dropped sharply in the 1980s.

Casual discussions often equate national saving with domestic
investment, but the two can differ in an open economy (Box 1-2).
And in the United States of the 1980s, they differed dramatically.
While national saving was falling as a share of GDP, the share of
domestic investment, although low by international standards, was
roughly constant. To plug the gap between saving and investment,
the United States had to import massive amounts of foreign cap-
ital. In consequence, our current account balance went from a
small surplus to a large deficit in the 1980s.

All this foreign capital had its positive side: By limiting the rise
of real U.S. interest rates, it partly shielded investment from the
consequences of huge Federal deficits. But it left the United States
the greatest debtor nation in the world. Even more disturbing, all
this borrowing from abroad went to maintaining the Nation's com-
paratively meager investment rate, not to increasing it.
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Chart 1-4a Federal Budget Deficits With and Without 1993 Deficit Reduction Package
Budget deficits will now reverse course. Deficits would have kept rising
without the reduction package.
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Source: Office of Management and Budget.
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Chart 1 -4b Net Federal Debt as Percent of GDP
Federal indebtedness as a percent of GDP is expected to plateau after fiscal 1994
under OBRA93, instead of rising as estimated without deficit reduction.
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Sources: Council of Economic Advisers and Office of Management and Budget.
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Box 1-2.—Saving, Investment, and Current Account Deficits
Private saving, whether generated by households or by busi-

nesses, can be used for one of three purposes: to finance do-
mestic private investment, to purchase debt issued by the gov-
ernment, or to purchase foreign assets. If private saving is in-
sufficient to cover the sum of the first two uses—private in-
vestment and the combined deficit of all levels of government—
we must borrow the difference from abroad. Such a shortage
of saving has characterized the United States for about a dec-
ade now.

When Americans borrow from foreigners, we run a surplus
in our international capital account. But, since the capital ac-
count and the current account must balance under floating ex-
change rates, the mirror image of this capital account surplus
is an equally large current account deficit. Thus, a country that
saves less than it invests and runs a large budget deficit is
bound to have a large current account deficit. Indeed, chronic,
large current account deficits date from precisely the time that
the United States started running huge fiscal deficits. Between
1981 and 1984 the overall government budget deficit rose from
1.0 percent of GDP to 2.9 percent. During those same years the
current account balance went from a surplus of 0.2 percent of
GDP to a deficit of 2.6 percent of GDP.

The legacy of foreign debt was not the only cost of our addiction
to foreign borrowing. To attract the needed capital to American
shores, the United States had to offer interest rates higher than
those prevailing in the other leading industrialized countries. This
gap between U.S. and foreign interest rates, in turn, led to a sharp
appreciation of the dollar, as foreign investors demanded more dol-
lar-denominated assets. The sky-high dollar made life exceedingly
pleasant for American tourists in Europe in the mid-1980s. But it
handicapped portions of American industry by making many U.S.
manufactured goods uncompetitive on world markets. It has taken
years for our manufacturing sector to recover from this shock.

INADEQUATE PUBLIC INVESTMENT
The budget deficit and the trade deficit were major national con-

cerns in the 1980s and on into the 1990s. But there was also a
third deficit: a shortage of funds for public investment in critical
national needs like education and training, transportation facilities,
and environmental infrastructure.

The share of Federal civilian fixed investment in GDP is only
about half what it was in the 1960s (Chart 1-5). Furthermore, the
share of the Federal budget devoted to all types of public invest-
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ment—including education and research and development, as well
as civilian and military fixed investment—fell from 35 percent in
1963 to 17 percent in 1992. As the 1990s started, more and more
Americans were becoming painfully aware that our public invest-
ment was not what it should be.

Chart 1-5 Federal Civilian Fixed Investment as Percent of GDP
Relative to GDP, the Federal government invested little more than half as much
in nonmilitary infrastructure in the 1980s as it had in the 1960s.

1960 1964 1968 1972 1976 1980 1984 1988 1992
Note: Includes Federal nonmilitary, nonresidential, fixed capital investment.
Source: Department of Commerce.

PROSPERITY AND GROWTH: THE BENEFITS OF
ECONOMIC CHANGE

The economic strategy of this Administration follows logically
from this legacy. We must secure the expansion and spur long-term
economic growth. We must reverse the trend toward rising inequal-
ity. We must reduce Federal borrowing and shrink the trade defi-
cit. We must invest more in both private and public capital. And
we must bolster our human resources.

While the Administration's economic policy agenda is broad and
varied, it can be summarized in a single word: investment—invest-
ment in private capital, investment in people, investment in public
infrastructure, investment in technology, and investment in envi-
ronmental preservation. Six major themes stand out and define the
essence of the Administration's economic strategy: deficit reduction;
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investments in human capital; investments in public infrastruc-
ture; investments in technology; expanding international trade; and
health care reform.

REDUCING THE DEFICIT TO PROMOTE CAPITAL
FORMATION

The legacy of large and growing Federal budget deficits required
that first attention be devoted to their reduction, so as to free up
resources for expansion of private physical capital—the machines,
factories, and offices that make American labor more productive.
For too long, Federal budget deficits have been gobbling up an inor-
dinate share of the Nation's saving, thereby keeping real interest
rates too high (Chart 1-6) and leaving the Nation with a Hobson's
choice between lower domestic investment and higher foreign bor-
rowing. Reducing the budget deficit was a necessary part of clear-
ing away the financial underbrush that had grown up around us
in the 1980s—so that economic growth could be put on a sounder
and more sustained footing.

Chart 1 -6 Federal Deficits and Real Interest Rates
Interest rates adjusted for inflation rose and fell sharply in the 1980s, in tandem with
the sharp increase and subsequent decrease in the Federal budget deficit.

Percent Percent

8

Real Yield on 10-Year
Treasury Securities

(right scale)

Deficit as
Percent of GDP

(left scale)

J

12

1955 1958 1961 1964 1967 1970 1973 1976 1979 1982 1985 1988 1991
Note: Real rates are nominal rates minus 10-year forecast of inflation.
Sources: Council of Economic Advisers, Department of Commerce, and Department of the Treasury.

Deficit reduction is difficult and painful. But the President con-
cluded that the Nation could not remain on the path bequeathed
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us by the previous Administration—a path on which the national
debt was growing faster than GDP and deficits were threatening
to explode (Chart 1-4). So he gave first priority to putting the Na-
tion's fiscal house back in order.

Policy changes in the President's deficit reduction package will
gradually reduce the Federal deficit after 5 years by 1% percent
of GDP. By fiscal 1998, the last year of the program, the deficit is
expected to be $146 billion below what it otherwise would have
been: falling from $333 billion to $187 billion (Table 1-2). The ratio
of debt to GDP at the end of fiscal 1998 falls from a projected 51
percent without the deficit reduction program to 46 percent with it.

TABLE 1-2.—Effect ofOBRA93 on Fiscal 1998 Budget
[Billions of dollars]

Item Before OBRA93 After 0BRA93 Change

Outlays
Discretionary .
Mandatory
Debt service ..

Revenue

Deficit

1,825.5
584.3
970.6
270.5

1,492.2

333.2

1,738.2
548.1
945.0
245.0

1,550.8

187.4

-87.3
-36.2
-25.6
-25.5

58.6

-145.8

Note.—Data exclude health reform.
Source: Office of Management and Budget.

The Omnibus Budget Reconciliation Act of 1993
Because the President did not want to delay deficit reduction for

another year, the fiscal 1994 budget had to be prepared on a com-
pressed schedule. The President introduced a detailed budget plan
to a joint session of the Congress in February 1993, just 4 weeks
after taking office. The House and Senate passed the final version
of the budget resolution on April 1—the earliest date in the history
of the modern congressional budget process. A spirited congres-
sional debate followed, leading to enactment of the Omnibus Bud-
get Reconciliation Act of 1993 (OBRA93) in August.

Several principles guided the design of OBRA93. First and fore-
most, the deficit reduction had to be large, genuine, and credible.
To this end, the Administration proposed hundreds of specific
spending cuts and increases in revenue. Second, the package had
to be balanced between expenditure cuts and tax increases. Specifi-
cally, the $146 billion of deficit reduction in fiscal 1998 consists of
$87 billion in net spending cuts—including $25 billion in lower
debt service—and $59 billion in additional net revenue. Third, the
tax increases were highly progressive—heavily skewed toward the
people who are most able to pay and who benefited most from
the large tax cuts of the early 1980s. Income tax rates were raised
for only about the top 1.2 percent of taxpayers. Some 90 percent
of the new taxes in OBRA93 will be borne by the upper 6.5 percent
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of the income distribution (Table 1-3). Fourth, even while cutting
the deficit, room had to be found in the budget for a variety of criti-
cal public investments (more on this below).

TABLE 1-3.—Distribution of the Change in Taxes Under
Income Category

Family income (dollars)1

Less than 10,000

10,000-20,000

20,000-30,000

30,000-40,000

40,000-50,000

50,000-75,000

75,000-100,000

100,000-200,000

200,000 or more

All incomes2

Share of
families
(percent)

14.0

17.4

15.7

12.6

9.9

15.5

6.8

5.2

1.3

100.0

Average change
in taxes

(dollars per family)

-£8

-86

-41

50

105

192

312

649

23,521

382

OBRA93 by

Share of
total change

in taxes
(percent)

-2 .5

-3 .9

-1 .7

1.6

2.7

7.8

5.6

8.8

81.3

100.0

1 Pretax family income (CBO definition).
2 Total includes negative incomes, not included in categories above.
Source: Congressional Budget Office (CBO).

The spending cuts touched virtually every part of the budget. On
the discretionary side, the Congress imposed what amounts to a 5-
year freeze on nominal spending, capping fiscal 1998 spending at
$548 billion, or about $2.5 billion below the fiscal 1993 level. With
inflation (as measured by the implicit deflator for GDP) projected
to average about 2.8 percent per year over the period, the implied
cut in real discretionary spending is about 13 percent. Further-
more, if inflation comes in lower than the forecast, the caps will be
lowered commensurately. The budget cuts in OBRA93 include a re-
duction in the Federal work force by 100,000 positions (since raised
to 252,000 positions), delay of the 1994 cost-of-living adjustment for
Federal employees, defense cutbacks beyond those projected by the
previous Administration, and a host of smaller cuts in discretionary
programs.

On the mandatory side of the budget, the largest cuts were in the
medicare program (about $18 billion by fiscal 1998). But there were
also reductions in agricultural and veterans' programs, savings in
the student loan program, new receipts from auctioning portions of
the radio spectrum (discussed in Chapter 5), and savings from
shortening the maturity structure of the national debt. Total cuts
in mandatory spending other than debt service are expected to
reach $25.6 billion by fiscal 1998.

OBRA93 also increased taxes. Higher income tax rates on the top
1.2 percent of households constitute the biggest source of new reve-
nue by far: $27.2 billion by fiscal 1998. (The bracket structures be-
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fore and after OBRA93 are compared in Table 1-4.) In addition,
the 2.9-percent payroll tax for medicare, which formerly applied
only to the first $135,000 of earnings, now applies to all earnings
(raising $7.2 billion by fiscal 1998), the taxable portion of Social Se-
curity benefits was raised for the top 13 percent of recipients ($4.5
billion), and the motor fuels tax went up by 4.3 cents per gallon
in October 1993 ($5 billion). Finally, OBRA93 increased the top cor-
porate tax rate and closed a variety of business tax loopholes, but
also enhanced or created several tax incentives for investment. The
net effect of these increases and decreases in business taxes should
yield about $8 billion in revenue by fiscal 1998.

TABLE 1-4.—Changes in Statutory Marginal Tax Rates Under OBRA93 for
Married Individuals Filing Jointly

Marginal rate (percent)
Taxable income (dollars)

0-36,900

36,900-89,150 ....

89,150-140,000 ..

140,000-250,000

Over 250,000

Source: Department of the Treasury.

OBRA93, Interest Rates, and Investment
As critical elements of the President's deficit reduction package

started to become known, long-term interest rates began to fall—
indicating that the financial markets viewed the proposals as sub-
stantial, genuine, and credible (Box 1-3). Rates fell dramatically
between January and October 1993 before backing off a bit late in
the year.

As documented more completely in Chapter 2, the medicine of
low interest rates now seems to be taking hold. Business invest-
ment has been leading the economy's expansion, with consumer du-
rables and housing important sources of strength. If we divide GDP
into its interest-sensitive components (business fixed investment,
housing, and consumer durables) and everything else, the data tell
a fascinating story. While the three interest-sensitive pieces typi-
cally account for about 30 percent of GDP growth, in 1993 they ac-
counted for virtually all of GDP growth. The rest of GDP barely in-
creased over the year (Table 1-5).

It is important to understand why this Administration made defi-
cit reduction a top priority and worked so hard to see it through
the Congress. One important reason was the concern being ex-
pressed in many quarters that deficits were growing out of control
and might threaten financial stability—and thereby macroeconomic
stability.
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Box 1-3.—Credible Deficit Reduction and Real Interest Rates

Long-term nominal and real interest rates dropped sharply
in 1993. The decline in rates was closely linked to the proposal
and enactment of the Administration's budget (as argued in
Chapter 2).

Lower deficits reduce real bond yields through several chan-
nels:

• Lower Federal borrowing reduces interest rates directly,
by reducing demand for credit.

• A more prudent fiscal policy reduces the likelihood that
the Federal Reserve will need to pursue a restrictive
monetary policy, and so reduces expected future short-
term rates.

• As long as international capital mobility is not perfect,
increased national saving leads to an increase in invest-
ment, in the long run, the consequent increase in the
capital stock reduces the marginal product of capital and
therefore the interest rate.

Because the plan had credibility, financial markets antici-
pated these effects. Since future expected short-term interest
rates govern current long-term rates, long rates fell imme-
diately In response to the proposal and enactment of the Ad*
ministration's plan. There would have been no such market re-
sponse if the plan had lacked credibility. What features of the
Administration's plan account for its apparently high 'credibil-
ity?

• The plan is based on realistic economic assumptions; it
does not presume that the economy can "grow its way
out" of the deficit problem,

• The President proposed and the Congress enacted many
specific spending cuts in the fiscal 1994 budget, thereby
demonstrating the feasibility of maintaining the discre-
tionary spending caps.

• The tax provisions of the plan by and large result in per-
manent increases in revenue; they do not merely shift
future revenue into the current budget window.

« The President showed himself willing to make difficult
choices to correct the fiscal imbalance: freezing total dis-
cretionary spending; increasing the taxation of Social Se-
curity benefits for recipients with the highest incomes;
and proposing reform of the Nation's health care system.
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TABLE 1-5.—Contributions to Growth of Interest-Sensitive and Other
Components of GDP
[Average annual percent change]

Component

Interest-sensitive components2

All other

GDP
1 Preliminary.
2 Business fixed investment, housing,
Source: Department of Commerce.

Historical
average

(1955-92)

0.8

2.1

2.9

and expenditures on consumer durables.

Fourth quarter 1992
to

fourth quarter 19931

2.6

.2

2.8

But the central objective of deficit reduction was and remains ex-
penditure switching—away from consumption and government pur-
chases toward investment. The lower interest rates brought about
by deficit reduction are the way the market accomplishes this ex-
penditure switching.

The reasons for wanting to raise the investment share of GDP
are straightforward: Workers are more productive when they are
equipped with more and better capital, more-productive workers
earn higher real wages, and higher real wages are the mainspring
of higher living standards. Few economic propositions are better
supported than these—or more important. As Chart 1-7 shows, in-
vestment rates and productivity growth rates correlate well across
countries. Lower budget deficits that raise private investment are
therefore critical to raising the economy's long-run growth rate.

However, some people worry that deficit reduction might retard
growth in the short run by siphoning off aggregate demand. Such
a concern is justified. Deficit reduction by itself certainly does tend
to contract the economy. After all, raising taxes and cutting govern-
ment spending reduce the demand for goods and services. But defi-
cit reduction accompanied by sufficient declines in long-term inter-
est rates need not be contractionary. It is, of course, the latter, not
the former, that we experienced in 1993.

Economists judge the impact of fiscal policy on aggregate demand
by looking at changes in the structural deficit. Table 1-6 shows
that OBRA93 will reduce the structural deficit by about $65 billion
from fiscal 1993 to fiscal 1995, after which it is expected to rise
slightly. The large deficit reductions after fiscal 1995 serve to limit
what would otherwise have been even larger increases in the struc-
tural deficit—mainly due to rising expenditures on health care.
Analysis by the Council of Economic Advisers suggests that the de-
clines in long-term interest rates that have occurred since the 1992
election, even after the backup late in 1993, are more than enough
to offset the contractionary effects of this decrease in the structural
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Chart 1-7 Correlation of Investment and Productivity
There is a close correlation between investment rates and productivity growth
rates across countries.

Average annual per capita real GDP growth rate (1970-90)
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deficit. Hence the economy should be able to grow right through
the deficit reduction period.

TABLE 1-6.™Structural Budget Deficits

1992

1993

1994

1995

1996

1997

1998

Fiscal year

Structural deficit

Billions of
dollars

206.0

214.7

190.8

149.1

156.1

162.8

171.4

Percent of
GDP

3.5

3.4

2.9

2.1

2.1

2.1

2.1

Note—Data for 1994-98 are forecasts excluding health reform.

Sources: Council of Economic Advisers, Congressional Budget Office, Office of Management and Budget, and Department
of Commerce.

There are limits, however, to the amount of deficit reduction an
economy can be expected to withstand within a short period with-
out endangering economic growth. The Administration's judgment
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is that cutting the annual deficit by about $140 billion to $150 bil-
lion over a period of 5 years is roughly the right amount, given the
current strength of our economy. Some critics dispute this judg-
ment and call for much deeper cuts in spending than those pro-
vided in OBRA93, or for substantial increases in taxes. The Admin-
istration views this strategy of more aggressive deficit cutting in
the near term as risky.

A small amount of additional deficit reduction would, of course,
have only small effects on the economy. But further large spending
cuts or tax increases at this time would require additional large de-
clines in long-term interest rates to replace the lost aggregate de-
mand. Should interest rates decline by less than the required
amount, economic growth would slow and jobs would be lost. For
example, a deficit reduction package substantially larger than
OBRA93 would be needed to comply with the proposed balanced
budget amendment to the Constitution (Box 1-4). The Council esti-
mates that it would take a decline in long-term interest rates of
roughly 3 percentage points to offset the contractionary effect of
such a large fiscal package. Since a 3-percent long-term interest
rate seems quite unlikely, complying with a balanced budget
amendment seems likely to harm the economy—perhaps severely.
Deficit Reduction and Public Investment

Once it is understood that deficit reduction is not an end in itself,
but a means to an end—the end of greater investment—two impor-
tant principles become evident.

First, it is clear that deficit reduction is only a first step. We
must start to build—to invest in our future. That is why the Presi-
dent's economic plan contains more than just deficit reduction; it
also includes new proposals to encourage private investment and
needed public investments in education and training, public infra-
structure, and technology. We must worry about the debt we be-
queath to our children, but we must also worry about the quality
and quantity of capital—broadly conceived—that they will inherit.

Second, it is clear that squeezing worthwhile public investments
out of the budget is the wrong way to reduce the deficit. After all,
the main purpose of deficit reduction is to pave the way for more
private investment. Cutting public investment to make room for
more private investment is like running on a treadmill. America
needs more of both, not a swap of one for the other.

Shifting Federal spending priorities from consumption to invest-
ment is one of the hallmarks of this Administration's approach to
economic policy. We seek not only to constrain total government
spending, but also to reorient it toward more productive uses.
Doing so will take time and requires use of the surgical scalpel, not
the meat-ax, in cutting the budget. As the Administration and the
Congress struggle together over tight Federal budgets in fiscal
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Box 1~4*~-A Balanced Budget Amendment to the Constitution?
To argue that substantial deficit reduction was imperative in

1993 is not to argue that the budget deficit must be reduced
even further in the short run—and certainly not to argue that
we should mandate a balanced budget every year by constitu-
tional amendment, as some have advocated*

This Administration opposes the proposed balanced budget
amendment to the Constitution for many reasons. First and
foremost, the amendment would put fiscal policy in a strait-
jacket that might imperil macroeconomic stability, thereby ab-
dicating one of the government's principal responsibilities and
raising the specter of mass unemployment. Second, the pro-
posed amendment would lead to budgetary gimmickry—such
as mixing one-time asset sales with recurring income trans-
actions—and would be almost impossible to enforce. It could
push economic policy decisions into the courts, or even provoke
a constitutional crisis.

Third, there are many candidate definitions of "the budget
deficit," making it both hazardous and unwise to enshrine any
particular definition in the Constitution. For example, do we
want to balance the unified budget or exclude Social Security?
Why not the structural deficit, or even the inflation-adjusted
structural deficit? Fourth, the amendment's call for a 60-per-
cent congressional supermajority to waive the balanced budget
requirement threatens to reinstall both gridlock and the tyr-
anny of the minority.

Fifth, and finally, the amendment by itself would not reduce
the deficit by a single penny; all the hard choices that face us
now would still face us. A deficit reduction package leading to
a balanced budget would most likely have to include major new
taxes on the middle class, substantial cuts in Social Security
benefits, reductions in defense spending that go far beyond the
Administration's proposals, and cuts in Federal spending on
medical care large enough to imperil health reform. The Ad-
ministration opposes all of these.

1995 and beyond, it is essential that we not allow fiscal myopia to
lead to underinvestment in America's future.

INVESTING IN PEOPLE

The American work force remains the most productive in the
world. Our aim should be simple: to keep it that way. But the rest
of the world is not standing still; it is gaining on us, becoming ever
more productive. And that is what compels change.
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America has never competed on the basis of low wages, and we
must not start doing so now. It is widely believed that modern in-
dustrial processes demand workers with higher levels of education
and training; and evidence on the relative wages of, say, college-
educated versus high school-educated labor (Chart 1-8) seems to
bear this out. In 1981, workers with college degrees earned about
45 percent more than workers with only high school degrees; by
1992, this gap had reached almost 65 percent.

Chart 1 -8 Ratio of Wages of College Graduates to Wages of High School Graduates
Workers with college degrees earn substantially more than workers without, and the gap
between the two groups' wages grew during the 1980s.

1.40 -

1.30 -
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1.00
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Note: Data for 1991-92 are not strictly comparable with earlier data.
Source: Department of Commerce.

Some observers claim that average work force quality may actu-
ally have deteriorated in the United States in recent decades.
Whether or not this is true, few dispute that the supply of work
force skills has failed to keep pace with the growing demand. Al-
though Americans are, if measured by average years of schooling,
among the most educated people on earth, the rate of illiteracy in
our country has long been high. Tens of millions of adult Ameri-
cans are either functionally illiterate or barely literate. Inter-
national test scores suggest that our primary and secondary stu-
dents are learning less science and mathematics than their coun-
terparts in other countries.
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This educational record is not good enough in a world economy
that grows ever more competitive and ever more skill-intensive.
American workers must build the additional human capital they
need as a bridgehead to higher wages and living standards. Life-
long learning must cease being a slogan and become a reality.

In a fundamental sense, each American must be responsible for
his or her own education and training. This Administration is com-
mitted to creating the requisite opportunities through a com-
prehensive agenda of education and training that starts before for-
mal schooling and extends into the workplace. For example:

• Head Start will be expanded so that disadvantaged children
have a chance to get ahead. Head Start has been proved effec-
tive in preparing these children for primary school, and has
been estimated to save about six dollars in future government
spending for every dollar invested today.

• Goals 2000 is a comprehensive legislative package that will set
higher performance standards for American teachers and stu-
dents.

• The Departments of Labor and Education are collaborating on
a new School-to-Work transition program that will help stu-
dents get hands-on, work-related training while still in high
school. This is an area of our educational system that has been
neglected for too long.

• The new National Service program (Box 1-5) will not only pro-
vide opportunities for community service and the acquisition of
job-related skills, but also help send more Americans to college.

• The reformed student loan program will also help more of
America's youth attend college by reducing borrowing costs and
offering, for the first time on a national scale, loans whose re-
payment schedules depend on future earnings.

• The new program for dislocated workers will have an impor-
tant retraining component, which will make opportunities
available to displaced American workers. Some income support
will be provided so that displaced workers can afford to take
advantage of the training.

Each of these programs will help augment the Nation's stock of
human resources, thereby raising the American standard of living.

INVESTING IN PUBLIC INFRASTRUCTURE

The most obvious kind of public investment is building new pub-
lic infrastructure—the Nation's highways, bridges, airports, and
water and sewage systems. The Administration believes the United
States has underinvested in its public infrastructure. For example,
the Department of Transportation estimates that almost 20 percent
of our Nation's highways have poor or mediocre pavement and
about 20 percent of our bridges are structurally deficient.
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Box l-5.—The National Service Program

In August 1993 the Congress passed the National and Com-
munity Service Trust Act of 1993, '^d^^ti&^/^^wm N&-
tional Service program. National Service provides participants
both current compensation (at below-market wa^s) aad>du-
c&tiOTugl grants of up to $4,725 per year td pay &* college and
other post-secondary education. Participants also receive valu-
able on-the-job training, accumulate exi^loyih^it ̂ kiEsi tod ac-
quire t^l-worid workexperience.

The economic rationale for this program is threefold* First,
employers may be reluctant to provide training in skills that
can be utilized in a wide variety of employment applications
because, if the employee leaves the firm soon thereafter, the
firm will fail to recoup the cost of its investment. Since the ac-
cumulation of employment skills is socially desirable, it may be
economically efficient for the government to finance part of this
training.

Second, the decline in Federal revenue sharing has reduced
the intergovernmental resources available to State and local
governments. These levels of government often know best what
services their residents need most. Accordingly, the National
Service program provides in-kind resources (labor services) to
precisely those types of public and nonprofit organizations best
able to determine what services are required.

Third, the National Service program provides all Americans
the opportunity to undertake community service positions by
relaxing the tradeoff that workers often face between current
compensation and the richness of an employment experience.
The program ensures that valuable but low-paid public service
positions will not be the province of the wealthy.

The National Service program is funded through an initial
appropriation of $300 million over previous funding for related
programs. This is scheduled to rise to $500 million in 1995 and
$700 million in 1996. At these funding levels, it is expected
that the program will be able to support approximately 20,000
participants in 1994 and about 100,000 participants over the
3-year period covered by the legislation.

A variety of evidence indicates that there has been
underinvestment. First, while the statistical evidence is not un-
equivocal, the weight of it points to handsome rates of return on
well-planned investments in public infrastructure. Second, esti-
mated benefit-cost ratios on specific infrastructure projects are
often quite high. Third, the ratio of public to private capital has
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fallen markedly since the 1960s (Chart 1-9). Unless the data are
grossly misleading, the principle of diminishing marginal returns
leaves only two possible conclusions: Either America was
overinvested in public capital in the early 1970s, or it is
underinvested today.

Chart 1-9 Ratio of Public to Private Net Nonresidential Capital Stock
The ratio of public to private capital stock declined steadily and markedly
in the 1970s and 1980s.
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Note: Public capital stock is defined as Federal and State and local net stock, excluding military capital.
Source: Department of Commerce.

Finally, there is the evidence of the senses: America's roads and
bridges are badly in need of repair, a number of our airports are
overcrowded, and our sewage treatment facilities are overburdened.
To many thoughtful observers, America's public infrastructure is
simply not commensurate with our bounteous private wealth.

INVESTING IN TECHNOLOGY

But physical capital is not the only determinant of productivity,
nor even the most important. Over long periods of time, rising pro-
ductivity and hence advances in living standards depend on the up-
ward march of technology. Indeed, studies of long-term economic
growth attribute a large share of growth to improvements in know-
how (Table 1-7). The history of progress in the industrial world is
working smarter, not working harder.
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TABLE 1-7.—Sources of U.S. Economic Growth
[Average annual percent change]

Source
1947
to

1973

1.01

1.45

1.63

-.14

3.94

1973
to

1992

0.88

1.07

.40

-.04

2.30

Labor inputs

Capital inputs

Total factor productivity (technological change)

Adjustment from nonfarm business output to GDP

TOTAL (GDP growth)

Note.—Labor and capital inputs are measured for the nonfarm business sector.
Detail may not add to totals because of rounding.
Sources: Council of Economic Advisers, Department of Commerce, and Department of Labor.

Technological change does not come for free. Technology ad-
vances because scientists and engineers working in laboratories
and on shop floors make new discoveries. And research is expen-
sive.

Since the dawn of the industrial revolution, alarmists have ar-
gued that technology and automation threaten jobs. Such claims
are still heard today. But history shows that they have never been
right in the past and suggests that they are wrong again. Time
after time, in epoch after epoch and country after country, techno-
logical advance has produced higher wages and living standards,
not mass unemployment. That is exactly what we expect to happen
again in the 21st century. And the government should be helping
this process along—facilitating growth and change, not impeding it.

While the bulk of research and development (R&D) must and
should be done by private industry, support for basic and generic
research has long been recognized as a legitimate function of gov-
ernment because of informational externalities. New technology is
expensive to discover but cheap to disseminate. So what one com-
pany learns passes quickly to others, making it impossible for the
innovator to capture all the returns from its discovery. In fact, esti-
mates find that innovating businesses capture less than half of the
social returns to their R&D. Furthermore, estimated social rates of
return on R&D range as high as 50 to 100 percent, suggesting that
there is systematic underinvestment.

For this reason, the Administration asked the Congress to extend
the research and experimentation tax credit, which was done in
OBRA93. For the same reason, the Administration is increasing
funding for research partnerships with industry, such as the Ad-
vanced Technology Program, and adding dozens of new manufac-
turing extension centers. Each of these initiatives and others are
designed to speed the pace at which precompetitive technologies
are invented and disseminated. Once that stage is passed, the mar-
ket mechanism should and will take over. (Chapter 5 has more de-
tails on the Administration's technology policy.)
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The development and deployment of new technology have long
been of interest to the government. But technology policy is espe-
cially critical in a period of large-scale defense cutbacks, because
more than half of total Federal support for R&D has traditionally
been related to national defense. With less need for research on
weaponry, the Federal Government must now make a choice. Will
we reduce total research support, or will we shift the research dol-
lars into civilian technologies? The President believes that the lat-
ter is the wiser course, which is why the Administration is
reorienting the research capabilities of the Defense Department
and the national laboratories toward R&D partnerships with indus-
try.

Technology surely creates the wave of the future. America must
be on the crest of that wave—with the technology, capital, and
skilled work force needed to take advantage of tomorrow's economy.

TRADE POLICY AND LIVING STANDARDS

This Administration's policies toward private physical capital,
human capital, public infrastructure, and technology all share a
common objective: to raise the living standards of American fami-
lies. Trade policy is yet another means toward that same end. This
Administration vigorously supported the North American Free
Trade Agreement (NAFTA), worked hard to complete the Uruguay
Round of the General Agreement on Tariffs and Trade (GATT),
streamlined the Nation's export promotion programs and eased re-
strictions on exports, and is striving to open the Japanese market
through bilateral negotiations, all for the same reason—to open
markets and boost American exports. (Chapter 6 contains more de-
tails on the Administration's trade policy.) The emphasis on trade
expansion is, in turn, driven by two simple facts.

First, Americans now live in an increasingly integrated world
economy and must therefore become increasingly outward-looking
to stay on top. There is simply no way to close America's borders
and return to the insular days of the 1950s and 1960s. Trying to
do so would be an exercise in futility, doomed not only to fail but
to lower living standards in the process. International competition
through trade has long been a powerful engine of change and
progress—for America and for the world. We must not let that en-
gine idle. Instead, we must use it to power America up the tech-
nology ladder—by moving our workers into the jobs of the future,
not keeping them mired in the jobs of the past. In the President's
words, we must "compete, not retreat."

Second, jobs in export industries pay wages that are about 22
percent above the economy-wide average, according to the Council's
latest estimates. The implication is that, if the Administration suc-
ceeds in shifting the composition of GDP toward more exports, we
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will automatically shift the composition of American employment
toward better paying jobs. No government program or central direc-
tion is needed to accomplish this. The market will do the work for
us.

Trade expansion is sometimes inaccurately characterized as "ex-
porting jobs." Nothing could be further from the truth. A more ac-
curate description is that international trade and investment lead
low-skill, low-paid jobs that would inevitably migrate to poorer
countries to go there in exchange for high-skill, better-paying jobs
in the United States. American companies that compete success-
fully both at home and in foreign markets offer the best job oppor-
tunities for their workers. The history of capitalism throughout the
world shows that companies and industries sheltered from the
winds of competition tend to stagnate.

This Administration's focus on exports does not signal a revival
of mercantilism. Rather, it reflects a belief that America's export
promotion efforts have lagged behind those of other countries and
that our markets are already among the most open in the world.
The Administration fully expects trade liberalization—such as
through NAFTA and the Uruguay Round of GATT—to raise both
U.S. exports and U.S. imports. And we welcome both.
The North American Free Trade Agreement

Indeed, the recently ratified NAFTA illustrates the basic goals of
Administration trade policy extremely well. NAFTA should boost
trade with Mexico in both directions. In consequence, economic re-
sources will be allocated more efficiently on both sides of the bor-
der. Inevitably, some American industries will therefore contract
while others expand. Supported by the overwhelming preponder-
ance of scholarly evidence, the Administration believes that
NAFTA will lead to net job creation in the United States.

Equally important is the composition of those jobs, however. The
new jobs that will arise in the United States will, on average, pay
higher wages than the jobs that migrate south. It would be surpris-
ing indeed if anything else happened when a low-wage country and
a high-wage country reduced trade barriers. In addition, the lower
tariffs and reduced trade barriers from NAFTA will reduce prices
for a variety of goods that American families buy. Together, the
shift in the composition of employment toward higher paid jobs and
the reduction in prices lead to a clear conclusion: NAFTA will raise
the standard of living of the average American family—and the av-
erage Mexican family as well.

The Uruguay Round of GATT
The recently completed Uruguay Round of GATT was a land-

mark achievement for the entire world trading system. It literally
rewrites the rules of trade for the start of the next century.
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Earlier rounds of GATT talks had focused almost exclusively on
tariff reductions. The market access component of the Uruguay
Round continues this tradition by reducing tariffs on literally thou-
sands of manufactured goods—by more than one-third on average.
Such tariff reductions should be a tonic for world trade and growth,
just as they have been in the past, and should increase specializa-
tion and economic efficiency around the globe. As usual, producers
will gain from bigger markets and consumers will gain from lower
prices.

But the most remarkable achievements of the Uruguay Round
are to be found elsewhere. For the first time, trade in agricultural
commodities has been brought under GATT—a goal that had elud-
ed trade negotiators for decades. When fully effective, the agree-
ment will reduce agricultural export subsidies by 21 percent in vol-
ume and 36 percent in value, saving taxpayers and consumers in
many countries billions of dollars. Trade in agricultural goods will
also be liberalized by reducing tariffs on certain commodities (like
beef and fruits and vegetables), partially opening markets that
were previously closed (like rice in Japan and the Republic of
Korea), and prohibiting certain food "safety" measures that were
really disguised trade barriers. America's farmers, consumers, and
taxpayers all stand to gain handsomely from this agreement.

In addition, for the first time GATT disciplines have been ex-
tended to a variety of service industries. This achievement of the
Uruguay Round is a vitally important precedent for the United
States for two reasons. One is that production patterns both here
and elsewhere have been shifting and will continue to shift toward
services. The other is that the United States seems to have a
strong comparative advantage in many service industries; in fact,
our trade surplus in services is already three times larger than our
trade surplus in agriculture.

The United States did not succeed in bringing all services into
the agreement, and will continue to press for trade liberalization
in sectors that were left out of the Uruguay Round. But the gains
were still significant: Trade rules in such important industries as
accounting, consulting, construction, and telecommunications will
now require that foreign countries grant the same treatment to
American firms operating abroad as they do to their own compa-
nies.

Finally, the path-breaking agreement will provide much stronger
protection for a range of intellectual property rights including pat-
ents, copyrights, trademarks, and trade secrets. Since the United
States is the home of so much commercial innovation, we will reap
large gains from the agreement. Among the biggest industrial win-
ners are software, Pharmaceuticals, and biotechnology.

47

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



In sum, the Council estimates that the various provisions of the
Uruguay Round, once fully phased in after a decade, will increase
U.S. GDP by at least IV2 percent by raising real wages, lowering
consumer prices, and protecting our national property rights.

HEALTH CARE REFORM

Successful health care reform will accomplish many things. Per-
haps primary among them is health security for all Americans—a
precious commodity that too many of our citizens have been denied
for too long. In today's United States, workers who lose their jobs
often lose their health insurance, too. Other people and businesses
lose their coverage because a family member or employee becomes
ill and incurs large medical bills. Still other people are afraid to
take jobs that would lift them out of welfare because they cannot
risk losing medicaid coverage. In total, nearly 39 million Americans
lack health insurance, millions more are inadequately covered, and
tens of millions live in fear of losing the coverage they have. Few
people in other industrialized countries face such insecurity.

Under the President's health care reform proposal, which is de-
scribed in detail in Chapter 4, none of this would ever happen
again. Americans would know that their health insurance would
never lapse, whether they changed jobs, moved, quit to start a new
business, or had the misfortune of serious illness in the family.
When effective health care reform is enacted, one of the major
sources of economic insecurity facing Americans today will have
been removed.

Health care reform is also fundamental to long-run budget con-
trol. It is often said that the fastest growing part of the budget is
"entitlements." But the fastest growing part of the entitlement
budget by far is health care spending (Chart 1-10). As the Presi-
dent has repeatedly emphasized, controlling the costs of medical
care is the key to controlling entitlements, and therefore to long-
run deficit reduction.

But health care reform will accomplish more than just budget
control and security. The Administration also sees it as a route to
higher standards of living.

For years, the rising cost of health care has forced a shift in the
composition of the typical pay packet away from wages and salaries
toward fringe benefits, especially health insurance. Chart 1-11
shows that the share of health benefits in total labor compensation
rose from 1.8 percent in 1960 to 8.5 percent in 1992. Correspond-
ingly, the share of cash wages fell. In absolute terms, in fact, real
wages and salaries have barely increased in 20 years. Almost all
the gains in compensation have been taken as fringe benefits. This
means that working men and women have, for the most part, paid
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Chart 1-10 Projected Real Growth Rates of Principal Federal Budget Components
From fiscal 1994 to fiscal 1998, health care spending is projected to grow four times as
rapidly as any other major component.

Average annual percent change

10

Defense Nondefense Other Net Social Health
Discretionary Entitlements Interest Security Entitlements

Source: Office of Management and Budget.

for their escalating health costs by taking home lower wages than
they would have otherwise.

We can arrest this process only by containing medical costs. The
President's health care reform is designed to do precisely that by
making the market more competitive and making both consumers
and providers more cost conscious. On the assumption that the fu-
ture will look like the past, the Administration expects most of the
benefits from effective health care cost containment to redound to
working Americans in the form of higher take-home pay.

SUMMARY: PROSPERITY AND CHANGE

All of the policy initiatives described here—from deficit reduc-
tion, to public investments (both human and physical), to trade ex-
pansion, to health care—share a common goal: raising the standard
of living of average American families. But all of them also require
change, sometimes wrenching change. Deficit reduction required a
host of painful changes in government programs and some in-
creased taxes. Lifelong learning requires changes in the way we
view education. Freer trade and export expansion mean that some
jobs will disappear so that more and better jobs can be created.
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Chart 1 -11 Shares of Wages and Benefits in Compensation
Most of the decline in the wage share of total compensation has gone to
increased health benefits.

Percent Percent

94

92

90

88

86

84

82

80

Wages (left scale)

_L

14

12

10

1960 1964 1968 1972 1976 1980 1984 1988 1992

Source: Department of Commerce.

And health care reform requires nothing less than a major over-
haul of one-seventh of our economy.

None of this will be quick or easy. Real change rarely is. But, in
truth, we have no choice, for standing still is not an option that
history allows. The secret to economic success is making change
our friend, not our enemy—coming to view change as the oppor-
tunity for advancement that it is, not as the threat that it some-
times appears to be.

CREATING OPPORTUNITY

Our focus on raising the standard of living of middle-class Ameri-
cans must not blind us to the fact that some of our fellow citizens
have not managed to attain a middle-class living standard. And
change is especially threatening to those at the bottom of the eco-
nomic ladder.

When money incomes are corrected for purchasing power, Amer-
ica is the richest of the world's major nations in terms of per capita
income. But a nagging poverty problem remains in this land of
plenty. Millions of Americans have little or no earning power and
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are therefore on the public dole. Millions more work but do not
earn enough to support their families. Two key policy initiatives
enacted in 1993, the expansion of the earned income tax credit and
the introduction of empowerment zones, were designed to help low-
income workers by making work pay.

The earned income tax credit (EITC) provides needy families
with both income support and greater rewards for working (Box 1-
6). In part, the credit offsets income taxes that low-income working
families would otherwise have to pay. But the credit is also refund-
able, meaning that if a family's credit exceeds its tax liability, the
Internal Revenue Service sends a check for the difference. As part
of OBRA93, the EITC was increased substantially, both by making
payments more generous and by extending the credit to more fami-
lies.

Box 1-6.—How Does the Earned Income Tax Credit Work?
The earned income tax credit is often thought of as a type

of negative income tax, but in fact it is more complicated than
that. The EITC has three ranges: a "credit range*" in which it
functions like a wage subsidy, a "plateau" in which it has no
marginal effect, and a "phaseout" range in which the credit is
paid back as earnings rise (Chart 1-12).

To illustrate, when the increases enacted in 1993 are fully
effective (in 1996), the credit will work as follows for a family
with two or more children. (Less generous schedules apply to
one-child and childless families.) As earnings rise from zero to
$8,425 (all dollar figures are in 1994 dollars), the EITC will
provide a 40-percent wage subsidy, so that each $100 of addi-
tional earnings will net the family $140. The maximum credit
is $3,370, which is therefore reached when earnings hit $8,425.
The credit will then be constant as earnings rise from $8,425
to $11,000. Beyond $11,000, however, the family's tax credit is
reduced 21 cents for each extra dollar earned. Benefits are
thus exhausted when earnings reach $27,000.

Clearly, the EITC provides a marginal work incentive in the
credit range (unlike a negative income tax), a marginal dis-
incentive in the phaseout range, and neither in the plateau.
However, to the extent that labor supply decisions involve
whether or not to work, rather than how many hours to work,
the credit provides a positive work incentive to all recipients.

As a first step toward welfare reform, the EITC has many vir-
tues. It will lift many families with children out of poverty. It
provides positive work incentives for many of the lowest-paid em-
ployees in our society. It is better targeted on the low-income popu-
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lation than is, say, an increase in the minimum wage, because min-
imum-wage workers are found in all family-income brackets. It is
simple to administer, requiring no special bureaucracy. And, fi-
nally, it apparently reaches a larger fraction of the eligible recipi-
ents than is typical of other income-support programs, perhaps be-
cause it is easy to claim and carries no stigma.

Chart 1-12 Earned Income Tax Credit for Families with Two or More Children
The expanded earned income tax credit will substantially increase the credit
for eligible families.

Tax credit in 1994 dollars
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Source: Department of the Treasury.

The goal of the innovative empowerment zone program is to
strengthen business activity in certain geographic areas that are
extremely depressed, so that synergies from concentrated economic
activity can help revive these areas. The program's main tax incen-
tive is a 20-percent tax credit for wages up to $15,000 per year paid
by a zone business to a zone resident. This should be a powerful
incentive to create jobs in the zones. In addition, a variety of regu-
latory waivers may be granted to give communities greater flexibil-
ity, and several Federal agencies will direct spending toward the
zones.

Beginning this year, nine empowerment zones, six urban and
three rural, will be selected by a competitive process that should
encourage both imaginative thinking and private-public partner-
ships. In addition, 95 other neighborhoods will be designated enter-
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prise communities and be granted smaller benefits than the zones
while sharing the relaxed regulatory environment. The program
will be carefully monitored and evaluated over a 10-year period,
during which time we should learn a great deal about what works
and what does not.

No American should think that programs like empowerment
zones, the EITC, and welfare reform serve only the poor. Every citi-
zen benefits when the welfare rolls are reduced, when low-income
families earn more, when blighted neighborhoods come to life, and
when city streets once again become safe. We are, after all, one Na-
tion.

SUMMARY

An economic strategy based on long-run investments, as ours is,
will not bear fruit overnight. It takes time to see tangible results
and patience to wait for them. The important thing is to get started
down the right path—and soon. The Administration believes that
1993 marked a turning point in that regard. Recovery firmly took
hold in 1993, and prospects for sustained economic expansion look
far brighter now than they did a year ago. The long-run deficit
problem, while not completely solved, looks far less threatening
than it did then. The Congress has begun to fund the President's
ambitious investment agenda—including infrastructure, human
capital, technology, and environmental preservation. Two historic
trade agreements whose negotiations began years ago—NAFTA
and the Uruguay Round of GATT—were brought to a successful
conclusion. And the stage has been set for a much-needed national
debate on health care reform in 1994. All of these accomplishments
set in place the foundation for a more prosperous America.
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CHAPTER 2

The U.S. Economy in 1993 and
Beyond

THE ECONOMIC EXPANSION consolidated in 1993, setting the
stage for sustained growth in 1994. A sharp decline in long-term
interest rates to 25-year lows, in large part the result of the Ad-
ministration's deficit reduction package, was the major economic
story of 1993. Momentum picked up in the second half, with inter-
est-sensitive sectors like housing and consumers' and producers'
durable goods leading the way. Continued advances in these sec-
tors helped to create sustained employment and income gains that
put real gross domestic product (GDP) on roughly a 3-percent-per-
year growth path.

During 1992 the economy was widely described as being in a job-
less recovery, advancing with a disconcerting seesaw quality. The
combination of self-sustaining forces that typically appear in a re-
covery—strongly rising employment, accelerating incomes, sharply
rebounding automobile sales and housing activity, markedly higher
levels of consumer confidence, and a renewed willingness on the
part of consumers to take on debt—was missing. Many of these
forces did appear over the course of 1993. The economy experienced
a sustained moderate expansion with healthier job creation. Payroll
employment increased by 162,000 jobs per month in 1993, double
the 81,000-job-per-month pace of 1992. The unemployment rate,
higher at the end of 1992 than it had been at the beginning, fell
by almost a full percentage point in 1993.

Many interest-sensitive sectors of the economy finally exhibited
clear-cut improvements during 1993. Business spending for durable
equipment increased at the fastest rate since 1972. Consumer
spending for furniture and household furnishings, another leading
sector in business cycle upswings, also posted one of the biggest
gains in a decade. Motor vehicle sales rebounded smartly as con-
sumers exhibited a newfound willingness to incur debt to finance
a major purchase. Together these forces have put the economy on
track for sustainable growth.

With a greatly improved outlook for the Federal budget deficit,
the Council of Economic Advisers expects long-term interest rates
to remain relatively low for the foreseeable future—which will help
to keep economic growth on track. Low interest rates are the key
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ingredient that should allow the economy to grow in the face of fu-
ture large deficit reductions, which would otherwise tend to con-
tract the economy. Expected growth in the 2^2- to 3-percent range
for 4 years should create about 8 million new jobs and steadily re-
duce the unemployment rate from its currently unacceptable level
toward a rate that is close to noninflationary full employment.

STRUGGLING TO GROW

GDP growth over the current expansion has been much slower
than usual. In the first year after a recession trough, output typi-
cally grows by 6 percent in real terms; in this recovery, output
growth over the first year after the trough was less than 2 percent.
Even though potential GDP growth is lower today than it was in
the 1960s and 1970s—mainly because of slower productivity
growth—this factor can only explain a small part of the slower re-
bound.

Not surprisingly, given the well-established linkage between out-
put growth and employment growth, job growth in this expansion
has also been atypically slow. The decline in employment during
the recent contraction did not bottom out with the rest of the econ-
omy, and no rebound in job growth was evident until a year after
the recession's trough. By late 1993 the growth path of employment
was still well below the typical postwar recovery path (Chart 2-1).
After 11 quarters, we have had the employment gains normally ex-
pected after just three quarters. Adjusted for the sluggish pace of
output growth, however, employment growth has been closer to
normal. (For further discussion, see Chapter 3.)

A number of special factors have combined to induce this slug-
gish economic performance. These "headwinds" include defense cut-
backs, weak foreign economies, an oversupply of commercial build-
ings in the wake of the 1980s, the credit crunch, debt overhang,
and a wave of corporate downsizings. None of these factors by itself
explains why the recovery has run so far behind historical levels,
but there is evidence that together they have retarded economic
growth significantly.

THE END OF THE COLD WAR

The end of the cold war was a major geopolitical event for the
United States, and the ensuing defense builddown has had pro-
found economic effects. In 1986 defense spending accounted for 6.5
percent of U.S. GDP. By 1993 its share had fallen to about 4.8 per-
cent, and by 1997 it is predicted to drop to about 3.2 percent (Chart
2-2). This massive shift of national resources away from defense
has meant numerous base closings, cancellations of major weapons
programs, scaled-back procurement plans, and attendant layoffs in
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Chart 2-1 Recovery Pattern of Nonfarm Payroll Employment
Employment growth in this recovery has been much weaker than in the average
postwar recovery.
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Sources: Department of Labor and National Bureau of Economic Research.

the whole defense sector. For example, total defense-related jobs
are projected to number 4.5 million by 1997, down from 7.2 million
jobs in 1987. In a purely arithmetical sense, reduced defense
spending subtracted roughly 0.5 percentage point off the real GDP
growth rate in 1993. Moreover, the defense cutbacks have had a
further adverse impact on aggregate demand through the expendi-
ture multiplier. Moving resources out of the defense sector frees
them up for use in the production of consumption and investment
goods and services, improving living standards. But this is a longer
term effect. The conversion process takes time, and although the
defense scaledown is not as large relative to the size of the econ-
omy as it was at the end of several wars, reconversion will cause
painful dislocations in the short run.

WEAK FOREIGN ECONOMIES

Weak economic performance in the rest of the industrialized
world over the past few years has also taken a toll on the U.S.
economy by slowing export growth. The period 1991-93 will go
down in history as the worst for economic performance in foreign
industrial countries since at least 1960. During this 3-year period,
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Chart 2-2 National Defense Purchases as Share of GDP
Defense spending as a share of nominal GDP is projected to continue to fall
steadily over the 1990s.

1973 1975 1977 1979 1981 1983 1985 1987 1989 1991 1993 1995 1997 1999
Note: Defense spending projections taken from Mid-Session Review of the 1994 Budget.
Sources: Council of Economic Advisers, Department of Commerce, Department of the Treasury, and
Office of Management and Budget.

output growth averaged just 0.6 percent per year in the European
Community, 1.7 percent per year in Japan, and only 0.2 percent
per year in the world's other industrial countries (Table 2-1). Even
though U.S. growth has been sluggish over the past couple of
years, it has been the fastest among all the Group of Seven major
industrial market economies. The world's second- and third-largest
industrial economies, Japan and Germany, both entered deep re-
cessions in the latter part of 1992 and are now operating well
below their capacities. During 1993, all of the Group of Seven coun-
tries had substantial output gaps (that is, actual GDP was well
below potential), and growth was slowing in such developing-coun-
try markets for U.S. exports as Mexico and the Middle East.

In large part because of this global weakness, U.S. merchandise
exports, which had increased by about 7 percent in nominal terms
in 1991 and 5 percent in 1992, rose by only 2 percent in 1993. Mer-
chandise exports to Japan and Western Europe, which together
account for 35 percent of total U.S. merchandise experts, were es-
pecially hard hit, dropping by about 3 percent (Chart 2-3). Even
exports to Mexico flattened in 1993 after half a decade of rapid in-
creases. With excellent cost competitiveness in world markets, U.S.
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TABLE 2-1.— Foreign Country Real GDP Growth
[Average annual percent change]

European Community

Japan

Other industrial countries

Developing countries

1989

3.5

4.7

3.2

4.1

1990

3.0

4.8

1.1

3.7

1991

0.8

4.0

-1 .1

4.5

1992

1.1

1.3

0.6

5.8

1993

-0 .2

-0 .1

1.2

6.1

Note— 1993 figures are forecasts.
Source: International Monetary Fund.

exporters have been able to do better than a trade-weighted aver-
age of major industrial economies' GDP growth rates would suggest
(Chart 2-4). Still, what had been a strong engine of growth from
the mid-1980s until 1991 clearly shifted into neutral in 1993.

Meanwhile, growing U.S. reliance on foreign computers has led
to a surge of imported capital goods. Office automation equipment,
which now accounts for nearly 45 percent of real private invest-
ment in producers' durable equipment, has become the fastest
growing major demand component in the U.S. economy, and im-
ports have been filling a growing portion of this demand. Imports
also account for about one-third of the nonautomotive, noncomputer
portion of producers' durable equipment spending—up sharply over
the past decade.

Together, the slowing of U.S. exports and the surge in imports
have meant that net exports (the difference between them) are now
working against U.S. growth, after making strong positive con-
tributions from the mid-1980s to 1991. For example, according to
a simple calculation holding other components of demand fixed, if
net exports had simply not deteriorated in 1993 from their 1992
level, U.S. GDP growth would have been over 1 percentage point
higher than it actually was in 1993.

THE DEBT WORKOUT
Working off the heavy indebtedness built up over the 1980s may

also have retarded growth. During the 1960s and 1970s, house-
holds and firms only gradually increased their levels of indebted-
ness relative to their incomes. Over the 1984-90 period, this
changed abruptly as individuals and businesses increased their in-
debtedness sharply (Charts 2-5 and 2-6). For the corporate sector,
the proximate cause of increased indebtedness was a rise in debt-
based financial restructurings, such as leveraged buyouts. A por-
tion of new debt issues in the 1980s was used to purchase equity
in existing companies, not to finance increases in plant and equip-
ment investment. It is unclear exactly what motivated households
to move further into debt during this period, although rapid appre-
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Chart 2-3 Growth of U.S. Merchandise Exports
Continued weak economic growth in industrialized countries has depressed demand
for U.S. exports.
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Chart 2-4 U.S. Exports Implied by Industrial Country GDP
U.S. export demand has been healthier than would be expected given the
lackluster performance of the major foreign industrial economies.
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ciation in the stock market and booms in numerous housing mar-
kets probably played a role. Higher asset values may have given
consumers a greater sense of financial security to borrow and
spend even in the face of modest personal income growth.

The debt-income ratios for both households and firms flattened
as the 1980s came to a close. Beginning in 1991, firms initiated a
dramatic reduction in their leverage. This balance sheet repair was
presumably triggered by a reversal of the factors that led them to
accumulate debt. Moreover, there were declines in firms' net worth,
which might have caused them to reduce leverage out of fear of in-
solvency.

For a domestic debtor to repay a domestic creditor, there need
not be any increase in national saving. Rather, such repayments
represent—in the first instance—adjustments in the portfolios of
domestic households, businesses, and financial institutions. Yet the
recent balance sheet adjustments probably did stem in part from
an increase in saving and therefore acted to slow growth in aggre-
gate demand.

By what mechanism would such balance sheet adjustments affect
national saving? If the households and firms who repaid debts had
higher marginal propensities to spend than those who got the re-
payments, the balance sheet restructuring would have increased
saving. By virtue of their indebtedness, we can infer that firms and
households who retired debt had in the past shown much more ea-
gerness to spend or to undertake investment projects. Extrapo-
lation would suggest that they still had a high propensity to spend
relative to the creditor firms and households. Therefore, balance
sheet restructuring was probably a drag on aggregate demand in
recent years.

Of course, the causality could be reversed. Indebted households
and firms might have decided for reasons other than those based
on the state of their balance sheets (e.g., reduced expectations of
income or profitability of investment projects) to reduce expendi-
tures, using their free cash flow to repay debt rather than to spend.

OVERSUPPLY OF COMMERCIAL BUILDINGS

Yet another headwind has been the glut of nonresidential struc-
tures that was built up over the 1980s. Investment in
nonresidential structures soared in the early 1980s, fueled in part
by high inflation and changes to the Tax Code in 1981 that made
commercial real estate investment more attractive. As this over-
building continued, vacancy rates rose sharply across the country.

The reversal of the 1981 tax provisions by the 1986 tax reforms,
together with higher interest rates in the late 1980s, derailed the
boom in commercial real estate. The decline in this sector was fur-
ther exacerbated by the movement of the rest of the economy into
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Chart 2-5 Households: Credit Market Debt as Percent of Disposable Income
After trending upward slowly over most of the 1960s and 1970s, the ratio of household
credit-market debt to disposable personal income increased sharply in the 1980s.
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Sources: Department of Commerce and Board of Governors of the Federal Reserve System.

Chart 2-6 Nonfinancial Corporate Business: Credit Market Debt as Percent of Output
The ratio of nonfinancial corporate business debt to nonfinancial corporate
GDP rose sharply in the 1980s. It has since begun to decline.
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recession in 1990. Even by late 1993—more than 2 years into the
recovery—the value of investment in nonresidential structures was
more than 25 percent below its 1990 peak in real terms. Clearly
this small but volatile sector of the economy has failed to provide
its normal cyclical lift.

CREDIT CRUNCH

The credit crunch and its vestiges have also slowed economic ac-
tivity over this recovery period. Many banks developed balance
sheet problems in the 1980s as the developing-country debt crisis
and widespread lending for speculative construction projects led to
massive loan writeoffs and weak profitability. This weak profit-
ability reduced the banks' ability to lend and probably aggravated
the credit crunch. More-aggressive bank regulation, some of it a re-
action to the 1980s savings and loan debacle, accentuated the prob-
lem. In 1991 and 1992 there were widespread reports that would-
be borrowers were having difficulty obtaining funds, although these
reports tended to be concentrated in certain industries (notably
real estate) and regions (particularly the Northeast). A National
Association of Home Builders survey of its members, for example,
consistently ranked "obtaining financing for construction projects"
as a top business problem over this period.

CORPORATE DOWNSIZINGS
Finally, corporations across the industrial spectrum have been

restructuring their businesses and paring costs. The prolonged eco-
nomic sluggishness apparently induced many firms to hunker down
and reduce their breakeven points as much as possible, often by
shedding workers. Foreign competition and cutbacks associated
with debt workouts might also have been factors. Technological
changes have played a role as well; some of the most notable lay-
offs have been at mainframe computer companies, for example. In
addition, lower capital costs may have led some firms to substitute
capital for labor.

Even though downsizing may well have made corporations more
efficient and better poised to earn profits in the future, the wide-
spread layoffs have helped to depress wage and salary growth and
probably consumer confidence as well. In addition, although higher
profits can imply higher incomes for corporate stockholders, this
group's marginal propensity to consume is probably lower than it
is among individuals whose primary source of income is wages.
This would also have reduced consumption spending and overall
economic growth.
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THE HEADWINDS ARE MOSTLY CALMING

As the economy enters 1994, many of these headwinds are dis-
sipating. The credit crunch is fading as banks show new signs of
wanting to make business loans. The decline in yields on govern-
ment bonds, where banks had parked large amounts of assets, and
the improvement in overall business conditions are making such
loans relatively more profitable. Aided by lower interest rates and
greatly improved margins, banks have also been posting record
profits for the past 2 years. Bank lending surveys by the Federal
Reserve also suggest that credit conditions have eased. For these
reasons, bank lending today is becoming less of a retardant to
growth.

Meanwhile, the other industrial countries will not remain mired
in recession forever. Indeed, the ones that entered recession first
in this global slowdown—the United Kingdom, Canada, Australia,
and New Zealand, for example—are all showing signs of economic
rebound. Even Germany, a late arrival on the global recession
scene, recorded positive GDP growth in the second and third quar-
ters of 1993. By late 1993 there were increasing signs that the Eu-
ropean recession was nearing bottom, and that at least modest
growth would return in 1994. Even a small rebound in Europe
would be welcome news to U.S. exporters. The odds of economic re-
covery in Japan, at least by 1995, seem good as well.

Commercial construction has also started to improve, although it
will not be as bullish as it was in the mid-1980s. By late 1993
there were signs that vacancy rates for commercial real estate were
posting significant declines, implying that the worst might be over
for this sector.

The key exception to the forecast of diminishing headwinds is de-
fense cutbacks. These seem almost certain to continue over the rest
of the decade unless there is some major change in the world's geo-
political circumstances—which might have other, far less beneficial
repercussions. Still, with most of these headwinds blowing less
fiercely over the mid-1990s than they did earlier in the decade, the
economy should be able to turn in a better performance.

OVERVIEW OF THE ECONOMY IN 1993

Although economic growth was sluggish in early 1993, substan-
tial progress was made despite these headwinds. Employment in-
creased steadily, the unemployment rate dropped, inflation re-
mained subdued, and real GDP increased by 2.8 percent from the
fourth quarter of 1992 to the fourth quarter of 1993. Claims early
in the year that only a half-speed economic expansion was under
way gradually gave way to the view that more-normal growth was
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returning. Fourth-quarter growth of 5.9 percent (annual rate)—the
highest in 6 years—reinforced this view.

The 1993 economy actually exhibited more underlying strength
than was reflected in press reports or in indexes of consumer and
business confidence. Domestic demand and real final sales both
posted healthy increases. Real final sales to domestic purchasers
(that is, excluding inventories and exports but including imports)
actually increased at an annual rate of 4 percent on average from
mid-1992 until the end of 1993, and only dipped below 3 percent
growth once over that period—in the first quarter of 1993. At least
a portion of that dip was arguably caused by a policy of the pre-
vious Administration: increased tax liabilities in early 1993 owing
to a reduction in withholding that began in March 1992. In addi-
tion, an early 1993 defense spending collapse caused a growth let-
down in early 1993.

A look at economic performance sector by sector provides a clear-
er picture of the laggards and leaders in the present expansion.

CONSUMPTION EXPENDITURES

Because consumer spending represents about two-thirds of GDP,
it is not surprising that the modest output growth in the expansion
to date has been associated with sluggish consumption growth. In-
deed, consumption as a whole has failed to show the kind of sharp
rebound typical of postwar recoveries: 11 quarters after the reces-
sion's trough, consumption had advanced only two-thirds as far as
would be expected from postwar experience. Consumer sentiment
manifested a typical recovery pattern for only a short time; the
sharp advance usually seen when a recession ends sputtered to a
halt two quarters after the 1991 trough. Sentiment trended upward
only slowly over 1992 and 1993, although there was a sharp accel-
eration late in 1993.

Weakness in consumer spending can also be seen in the behavior
of the saving rate. Typically, the saving rate falls as a recovery be-
gins, as consumers begin to spend ahead of income. Increases in
spending on consumer durables, such as automobiles and house-
hold furnishings, typically follow. Such a drop in the saving rate
did not occur after the 1991 trough, however; the saving rate actu-
ally trended upward slightly for almost 2 years into the recovery.
Over 1992, real consumer spending lagged behind real income
growth, suggesting that households were still getting their balance
sheets in order.

Nineteen hundred and ninety-three saw belated reductions in the
saving rate. Between the fourth quarter of 1992 and the third
quarter of 1993, for example, the saving rate fell by more than 2
percentage points, and this provided much of the overall lift that
the economy experienced. In fact, over the last three quarters of
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1993, real consumer spending increased at a 3.9-percent average
annual rate—not high by historical standards, but at least tending
toward the normal range for a postwar expansion.

BUSINESS FIXED INVESTMENT

After a late start, several important components of investment
spending have rebounded in line with typical recovery patterns.
While investment in structures has remained weak for the reasons
discussed earlier, producers' durable equipment has turned in a
stellar performance. For about a year after the recession trough,
equipment investment remained stagnant; then it spurted to a
growth path above the postwar recovery average. Today, invest-
ment in producers' durable equipment remains one of the strongest
components of the expansion. In fact, over the year ending in the
fourth quarter of 1993, investment in these goods increased by
about 18 percent—a growth rate more typical of a Japanese rather
than an American business cycle expansion. Certainly as far as
equipment investment spending is concerned, the weak portion of
the recovery was limited to the first year after the trough. More re-
cent activity has actually exceeded the postwar norm.

INVENTORIES

Businesses kept inventories at extremely low levels relative to
sales throughout 1993, and a major swing in farm inventories re-
sulting from the Midwest floods and Southeast drought influenced
the quarterly GDP growth pattern over the year (Box 2-1). The in-
ventory-to-sales ratio was under 1.5 throughout the year, and the
ratio for manufacturing hit an all-time low during the fourth quar-
ter as sales perked up faster than some businesses expected. Sev-
eral factors were at work. First, the inventory-to-sales ratio in
manufacturing industries is in secular decline. Second, businesses
seemed to lack confidence in the strength of the recovery. Dis-
appointing growth in the first and second quarters of 1993 and pes-
simism about the economy's future prospects probably made busi-
nesses extremely cautious about producing at a faster rate than
was absolutely necessary. Third, production problems in some key
sectors that did experience a sharp pickup in demand, especially
automobiles, probably prevented some firms from achieving the
level of inventories that they deemed optimal.

The extremely lean inventories of late 1993 are good news for
1994. As 1994 opens, manufacturers are in a position where they
risk losing business because of inadequate inventories, and they
are therefore under pressure to increase output. There seems to be
relatively little risk that overaccumulation of inventories will lead
to production cutbacks in 1994.
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Box 2-1,—The Economic Effects of the Midwest Floods of 1993
Last summer's floods in the Midwest were a human tragedy

whose immense scope was obvious to all. Measuring their eco-
nomic effects is more difficult, however. The floods disrupted
the day-to-day operations of businesses, destroyed inventories
and crops, and wrecked a significant portion of the region's in-
frastructure and housing stock But because the level of eco-
nomic activity that would have occurred without the floods is
unknowable, the effects of the flooding on third- and fourth-
quarter economic performance cannot be definitively assessed.

The clearest effect of the floods on national economic per-
formance was a decline in farm output The Bureau of Eco-
nomic Analysis (BEA) of the Department of Commerce judged
that $2.5 billion worth of farm output was destroyed by the
floods and the simultaneous drought in the Southeast The
BEA accounted for this crop loss by lowering its estimates of
farm output by $7*5 billion (ammalized) in the third quarter of
1993 and by a further $2.5 billion in the fourth quarter, The
adjustments were reflected in the change in farm inventories,
The result of these acljustments was that measured real GDP
growth was lowered by about 0,6 percentage point in the third
quarter of 1993 and increased by about 0*4 percentage point in
the fourth quarter* The BEA also;

• reduced estimated farm proprietors' income to account
for crop damage and uninsured losses to farm property

• lowered estimates of the rental income of persons and
nonfarm proprietors* income to account for uninsured
property losses*

Other flood effects are too embedded in the source data to be
explicitly measured. These include:

* effects of reduced farm output on inflation
• the negative effect of the floods on nonfarm business

output in affected areas
• potential stimulative effects from the rebuilding of flood-

damaged roads, bridges, railways, and houses**~espe~
ciaHy if the rebuilding was funded from savings and not
insurance company payouts (whose effects are more like
a transfer from owners of insurance companies to policy*
Holders)/ - ' - "• • '-' • / " ' . • ' .

# the effect of Federal disaster assistance^ insurance pay-
ments, and emergency grants.
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RESIDENTIAL INVESTMENT
Residential investment was an enigma over the first part of

1993. Mortgage rates fell to 20-year lows, affordability was at 20-
year highs, yet housing starts were flat for the first half of the
year. Finally, starting in August, housing activity began to respond
to these favorable economic conditions and posted sharp additional
gains. Housing starts rose a stunning 25 percent between July and
December.

A healthy fraction of new homes being sold today are sold before
construction has started. This suggests that the gains in residential
construction are solid and that the upward trend in housing should
continue without any likely inventory cycle. As 1993 ended, the in-
ventory-to-sales ratio of new homes, as measured by the stock of
homes for sale divided by the number actually sold in a month, was
at its lowest level since 1986. Given the unfavorable underlying de-
mographic factors for housing, especially the relatively low rate of
household formation, housing turned in a very good performance
late in the year and was a solid contributor to the economy's ad-
vance.

NET EXPORTS
As mentioned earlier, net exports shifted from being a major con-

tributor to economic growth over the 1987-90 period to being a re-
tardant in 1992 and 1993. Weak foreign economies severely
crimped export growth, while imports surged with the capital
equipment spending boom. Even the growth rate of service-sector
exports, the brightest component of U.S. trade, was hit by slow for-
eign growth. In current dollar terms U.S. trade in services still
posted a $68 billion surplus in 1993, however, illustrating the
strong comparative advantage of U.S. firms in this sector. And ex-
ports of services represented about 25 percent of total U.S. real ex-
ports in 1993. By comparison, agricultural exports in 1993 rep-
resented only about 6 percent of the total.

EMPLOYMENT AND PRODUCTIVITY
The increases in consumer spending and investment and the gen-

eral pickup in the economy over the past year and a half have fi-
nally led to a more acceptable pace of job creation—something that
was completely missing over the first year of recovery. On average,
the economy generated 162,000 jobs per month over 1993, com-
pared with only 81,000 jobs per month over 1992, and the loss of
73,000 jobs per month over 1991.

One important development in 1993 was the lengthening of the
factory workweek and the increase in manufacturing overtime. In
November the workweek reached a postwar record high, and over-
time reached its highest level since the data series was begun in
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the 1950s. Employers have apparently been concerned about the
fixed costs of adding new workers and about the unsteady nature
of the expansion. Many have apparently been concerned that an-
other decline in orders might force new rounds of layoffs, and so
they have been trying to squeeze the most output possible out of
their existing work forces. The good news is that, with the work-
week and overtime so high, there should be building pressure on
businesses to add new workers as demand continues to increase.

Productivity growth was weak over the first half of 1993 but re-
bounded in the third quarter as the economy picked up speed. Em-
ployers kept a tight rein on labor costs as output increased. Given
the moderate rates of wage increase, nonfarm unit labor costs (the
cost of labor needed to produce one unit of output) increased by
about 2 percent, about the same as the 1992 increase. These mod-
est gains in unit labor costs helped to give a healthy boost to cor-
porate profits and maintained the prospects for low inflation.

INCOMES

Real disposable income increased by a modest 1 percent in 1993.
Pretax profits posted strong increases, and proprietors' income was
up by over 7 percent. But wages and salaries increased by a more
modest percentage, and interest income was stagnant as interest
rates fell. Average weekly earnings of production workers barely
kept up with inflation.

INFLATION

Nineteen hundred and ninety-three saw the best inflation per-
formance in a generation. The implicit price deflator increased by
the smallest percentage since 1964. During 1993 the consumer
price index (CPI) registered its smallest increase since 1986, and
the core CPI (excluding food and energy) increased by the smallest
percentage since 1972. Meanwhile the producer price index (PPI)
for finished goods showed virtually no increase over the course of
the year. The producer price index for finished goods excluding food
and energy, the so-called core PPI, showed its smallest annual in-
crease since the government began compiling this series in 1973.

Measured inflation increased as 1993 began, as prices of apparel,
public transportation, tobacco products, and motor fuels posted
large increases. The GDP price deflator, the CPI, and the PPI for
finished goods all accelerated from their previous quarter's rate of
change. The increase in inflation was temporary, however; many
analysts believe it was due to problems with seasonal adjustment.
Lower measured inflation returned after the spring.

Wage gains remained modest, as mentioned, and showed no
tendency to accelerate over the course of the year. Medical costs
showed some signs of moderating over 1993 and recorded their
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smallest annual increase in 20 years. They still increased at rough-
ly twice the pace of the nonmedical CPI, however. External price
factors, such as commodity prices, remained generally tame
throughout the year, and oil prices fell sharply, suggesting a flat
commodity price trajectory as 1994 began. (Box 2-2 discusses the
possible economic effects of lower oil prices.) Given that the econ-
omy remains below its potential output level, there appear to be
few inflationary seeds from 1993 blowing into 1994.

MONETARY POLICY

Short-term interest rates were essentially constant over the
course of 1993, and the Federal Reserve continued its vigilance on
inflation. After indications of an acceleration of prices in the first
several months of the year, the Fed adopted an asymmetrical policy
tilt, poised to tighten monetary policy if inflation gained momen-
tum. Over the summer, however, low inflation returned, and the
Fed reverted to its neutral policy stance.

The tendency in recent years for the broad monetary aggregates
to behave in atypical ways, given changes in interest rates and eco-
nomic activity, led the Federal Reserve to place less emphasis on
these money supply measures in 1993. Some of the change in the
behavior of the monetary aggregates stems from massive portfolio
shifts by American households. For example, the sharp decline in
interest rates on bank certificates of deposit led many households
to shift money into stock and bond mutual funds. The downward
shift of M2 (the broad monetary aggregate) relative to income that
resulted from this and other developments clearly reduced that ag-
gregate's usefulness as a short-term policy indicator. The sluggish
growth of M2 did not signal that the Fed was running a tight mon-
etary policy: In 1993, growth rates of Ml (the narrow monetary ag-
gregate) and the monetary base were up to 10 percentage points
higher than M2 growth.

Another policy indicator in which the Federal Reserve has ex-
pressed some interest is the concept of a real short-term interest
rate—the nominal rate less expected inflation. It is generally as-
sumed that real short-term rates will gradually rise as the economy
strengthens and the output gap shrinks. The Federal Reserve's
shift toward reliance on a broader set of guidelines for setting mon-
etary policy, including short-term interest rates, appears to be an
appropriate adaptation to changing events. It should allow the
overall condition of the economy to be carefully monitored, and an
appropriate policy response to be crafted.

FISCAL POLICIES AND THE TIMING OF OUTPUT

The uneven pattern of strong growth in late 1992 and slowdown
in early 1993 was attributable in part to tax and spending changes
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Box 2-2.—The Economic Effects of Lower Oil Prices
Oil prices tumbled during 1993. Over the first half of the

year, West Texas Intermediate crude oil averaged about $20
per barreL By the middle of October the price was down to
about $18,25 per barrel, and by late December the price had
fallen to about $14.25—more than 25 percent lower than ear-
lier in the year. Weak global economic conditions, including the
recessions in Europe and Japan, the seeming inability of the
Organization of Petroleum Exporting Countries (OPEC) to re-
strict its members' production levels, and the possibility that
Iraq would soon be exporting substantial quantities of oil again
were likely contributors to the price declines.

A drop in the price of oil, like any relative price change, has
microeconomic consequences; Some sectors benefit and others
are hurt. Lower oil prices will likely bring painful dislocations
in the ILS. oil industry and the regions where it is con-
centrated. If oil prices remain low, domestic oil output is likely
to decline faster than it already has been. U.S. dependence on
foreign oil would also be likely to increase. Lower oil prices
would also cause more energy to be used and might lead to
higher levels of pollution*

Because oil is such an important input into the VS. econ-
omy, however, lower oil prices will also have favorable effects
on the U*S* macroeconomy in 1994—if prices stay in the $15-
per~barrel range. There are several transmission channels. The
main beneficial effect is that lower oil prices translate into
lower inflation, which boosts real disposable income for con-
sumers, giving them the wherewithal to make more nonoil pur-
chases. Lower oil prices also mean that businesses have lower
costs, which translate into higher cash flow and profit margins,
leading in turn to more investment spending. Foreign indus-
trial economies also get an upward boost from lower oil prices
and in turn demand more US. exports.

Some economic models suggest that if the 25-percent drop in
oil prices in 1993 were sustained over 1994, real GDP growth
would be between 0,3 and 0.4 percentage point higher in 1994.
The same models predict that CPI inflation would be notice-
ably lower.

in 1992 that served to raise aggregate demand in 1992 and depress
it in the first half of 1993. First, there was a temporary burst in
defense spending in the second half of 1992. Second, a decrease in
individual income tax withholding raised consumer spending in
1992 but reduced it in 1993 as households made their final settle-
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ments with the Internal Revenue Service (IRS). The Council esti-
mates that these two factors added 0.2 percent to the level of GDP
in the second quarter of 1992 and 0.4 percent in the third and
fourth quarters. These gains were temporary, however. GDP
growth was 0.3 percent lower in the first quarter of 1993 and 0.4
percent lower in the second quarter than it would have been with-
out these fiscal factors. There were also effects on the timing of
consumer spending arising from the expectation and misperception
of 1993 tax changes.

Defense Spending
During the second half of 1992, defense spending temporarily in-

creased well above its trend. Part of the change was in purchases
of durables. The other portion was in "other services," whose in-
crease was in part due to expenditures to close military bases.
Chart 2-7 shows the temporary burst of spending relative to a
baseline which is estimated as the trend in defense spending from
the third quarter of 1989 to the third quarter of 1993, excluding
the quarters of the Persian Gulf crisis and the last two quarters
of 1992.

Chart 2-7 Defense Spending: Actual Versus Baseline
Although defense spending is falling in the post-Cold War era, two recent periods of
relatively high defense spending stand out.
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Change in Tax Withholding
The change in the withholding tables reduced income tax with-

holding for most taxpayers by an average of $25 a month beginning
in March 1992. Taxpayers therefore owed the IRS an additional
$250 (or received a smaller refund) in 1993. Households basically
faced two choices: They could let the cash accumulate in their bank
accounts and use it to make the extra $250 payment in April, or
they could spend it. From both time-series and cross-sectional esti-
mates of consumer behavior, the Council estimates that roughly 40
percent of households spent the extra cash because of either liquid-
ity constraints, myopia, or inertia. Given their incomes, those
households then had to reduce spending when they settled with the
IRS in 1993. This shift in take-home pay led to the estimated shift-
ing of consumption from 1993 to 1992 shown in Chart 2-8. The
presumption is that households readjusted withholding and spend-
ing after their 1993 final settlements, so that this pattern will not
repeat itself.

Chart 2-8 Effects of 1992 Tax Withholding Change on Personal Consumption

The reduction in personal income tax withholding in 1992 induced some households
to shift consumption from 1993 to 1992.
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There have been other changes in tax rules that worked in an
offsetting direction regarding tax payments, but not in an offsetting
direction regarding consumption. Specifically, the change in the
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safe-harbor rules for underpayment of estimated tax probably
caused some high-income taxpayers to move payments that they
would have normally made in their April 1993 final settlements
with the IRS to 1992 estimated tax payments. A household paying
estimated tax is probably less likely to let changes in the timing
of tax payments affect its consumption than is the typical house-
hold.

Expectations of 1993 Tax Changes
Anticipation and misperception of proposed 1993 changes in the

tax law could have had further effects on the timing of demand.
During his campaign for the Presidency, then-Governor Clinton
proposed an investment tax credit. In December 1992, then-Senate
Finance Committee Chairman Bentsen and House Ways and
Means Committee Chairman Rostenkowski announced that any
credit would be retroactive to December 3, 1992. Earlier in the
quarter some firms may have delayed making investments in an-
ticipation of receiving such a credit. Except for information-process-
ing equipment, however, there was no discernable shift in invest-
ment spending during the fourth quarter of 1992. Given the lags
in making investment decisions, it is not surprising that the antici-
pation of a possible credit appears to have had little effect on most
components of investment. There was, however, a substantial de-
celeration in investment in computer and other information-proc-
essing equipment during the final quarter of 1992. It is probably
relatively easy to change the scheduling of purchases of such equip-
ment. Hence, this deceleration could well be explained in part by
firms delaying purchases in anticipation of the credit.

Apparently there were also widespread misperceptions about the
scope of the income tax increases in the Administration's economic
plan. As late as the end of July 1993, over 70 percent of respond-
ents to a Wall Street Journal/NBC News poll thought that middle-
class taxpayers would bear most of the tax increases. In fact, the
income tax increases apply only to families with taxable incomes
over $140,000—the top 1.2 percent of households. Hence, it ap-
peared for much of 1993 that many consumers incorrectly expected
an income tax increase. This misperception may have accounted for
some of the weakness of consumption in early 1993.
Do the 1993 Fiscal Measures Threaten 1994 Growth'?

High-income households will have to make increased tax pay-
ments in April 1994 because of the increase in income tax rates en-
acted in 1993. There is reason to expect, however, that these extra
payments by high-income individuals in 1994 will have a smaller
effect on GDP than the extra payments made in 1993 by taxpayers
affected by the 1992 change in withholding. One reason is that
high-income taxpayers are presumably more likely to make the
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payments out of savings. Another is that many high-income tax-
payers reduced their 1993 tax liability by shifting income from
1993 to December 1992. Moreover, under provisions of the Omni-
bus Budget Reconciliation Act of 1993 (OBRA93), these taxpayers
can spread their increased 1993 payments over 3 years.

Nineteen hundred and ninety-four will also see an increase in
the earned income tax credit (EITC). Payment of the EITC will
tend to stimulate demand. Although households are entitled to col-
lect the EITC during the tax year, most only claim it when they
fill out their returns the following year, and they are likely to
spend most of it.

THE FEDERAL GOVERNMENT'S FISCAL STANCE
The size of the budget deficit is an incomplete measure of the

stance of fiscal policy. One important function of the budget is to
act as an automatic stabilizer against economic fluctuations. When
the economy enters a recession, tax collections fall as incomes de-
cline, and there is an increase in government spending on such
items as unemployment insurance and income maintenance pro-
grams. As a result, the budget deficit tends to increase in reces-
sions and fall in recoveries, without any change to the tax system
or in legislated expenditures. Chart 2-9 plots historical and pre-
dicted levels of the actual Federal budget deficit, which is expected
to fall from 4 percent of GDP in fiscal 1993 to about 2.3 percent
of GDP by the late 1990s.

The effects of the business cycle and inflation mask the true fis-
cal stance of the government. Declines in output from its full-em-
ployment level reduce revenue and increase expenditures. Inflation
reduces the real interest cost to the government for a given level
of nominal interest payments, which are included in the deficit.
Chart 2-9 shows the actual deficit and the inflation-adjusted struc-
tural deficit. (The structural deficit is the one that would prevail
at a high level of employment.) The estimates use the Congres-
sional Budget Office's estimate of the cyclical adjustment. For the
inflation adjustment, the outstanding Federal debt (bonds held by
the private sector plus the monetary base) is multiplied by the in-
flation rate. As a result of the Administration's budget plan, the in-
flation-adjusted structural deficit falls to less than 1 percent of
GDP after fiscal 1994—its lowest level since 1982. This share,
moreover, remains constant for the remainder of the forecast pe-
riod. The conclusion is that current fiscal policy—primarily as a re-
sult of the Administration's recently adopted deficit reduction
plan—is following a more balanced and stable course than did the
policies of the previous decade.
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Chart 2-9 Alternative Measures of the Stance of Fiscal Policy
Fiscal policy as measured by the adjusted structural budget deficit is forecast
to move to a more stable trajectory with the current deficit reduction plan.

Percent of GDP

1959 1962 1965 1968 1971 1974 1977 1980 1983 1986 1989 1992 1995 1998
Fiscal Years

Note: See text for details.
Sources: Council of Economic Advisers, Congressional Budget Office, Office of Management and Budget, and
Board of Governors of the Federal Reserve System.

INDUSTRIAL AND REGIONAL DISPARITIES
Disparities in growth across industries became more pronounced

over 1993. Information-processing equipment benefited from heavy
investment demand and experienced double-digit output gains.
Certain interest-sensitive sectors of the economy, especially fur-
niture, motor vehicles, and major appliances, were clearly helped
by the sharply lower long-term interest rates and also posted large
output gains. At the opposite end of the spectrum, the defense-
related industries—aerospace, instruments, and ordnance—saw
continued sharp production cutbacks.

These industrial disparities contributed to regional differences in
economic activities. The State of California has been particularly
hard hit by the defense builddown and has yet to start posting
gains in nonagricultural employment, even though the rebound in
the Nation as a whole began in March 1992. Aerospace jobs are a
particularly acute problem: Of the 125,000 defense-related jobs that
are projected to be lost in California from 1993 to 1997, 90,000 will
be in the aerospace sector. California's 8.7-percent unemployment
rate at year-end contrasted with a rate of just 6.4 percent for the
Nation as a whole (Chart 2-10).
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Chart 2-10 Unemployment Rates by State, December 1993
The national unemployment rate masks substantial regional differences. California is the
only large state with an unemployment rate above 8 1/2 percent.
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Source: Department of Labor.

Chart 2-11 Nonfarm Employment Growth by State, November 1992 to November 1993
Employment gains are now widespread across the country. California remains a
key exception.
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Note: Chart shows percent change in nonfarm payroll employment.
Source: Department of Labor.
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Meanwhile, the Mountain States were 1993's growth leaders.
Strong income and employment gains were seen in Utah, Colorado,
New Mexico, and Arizona (Chart 2-11).

DEFICIT REDUCTION AND
THE REAL INTEREST RATE

As the new Administration took office, it appeared that the ratio
of Federal Government debt to GDP was on an unsustainable up-
ward path. The explosion of debt in the 1980s had kept real inter-
est rates high throughout the decade. Hence, nominal rates did not
fall by as much as the 1980s' victory against inflation warranted.
Much of the recent reduction in long-term interest rates, it will be
argued below, should be attributed to the change in budget policy
in early 1993. The close linkage of the decline in long-term interest
rates to the political and legislative events of the last 15 months
gives strong support to the view that high Federal debt in the
1980s was responsible for the high real returns on long-term bonds,
and that the change in Federal fiscal policy is responsible in large
part for the declines in real interest rates.

The President's economic plan reoriented fiscal policy from con-
sumption toward investment, both by reducing the size of projected
budget deficits and by changing the composition of Federal spend-
ing from current expenditures to investment. The reduction in fu-
ture Federal borrowing was well received by the financial markets.
In the words of the Federal Reserve Board Chairman in his July
1993 Humphrey-Hawkins testimony, the financial markets
"brought forward" the effects of future deficit reduction. The event
analysis shown in Chart 2-12, linking the announcement and en-
actment of credible budget reduction to changes in the long-term
interest rate, provides support for the view that the interest rate
declines were largely due to budget policy.

Long-term interest rates are near the lowest they have been
since the 1960s. On election day 1992, the 10-year Treasury yield
was 6.87 percent. It has ratcheted down several times since then,
with the declines closely tied to political and legislative events. The
yield fell to 6.02 percent at the end of February, following Treasury
Secretary Bentsen's announcement of the proposed energy tax and
the President's speech announcing his economic plan. The decline
stalled in April when the stimulus component of the President's
plan was filibustered in the Senate. It resumed its downward
movement when the House passed the President's budget in late
May. It then fell to 5.51 percent at the end of August after the plan
was finally enacted by the Congress.

Long-term rates did increase in late 1993, reversing some of the
decline that followed the passage of OBRA93. Reports in the finan-
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Chart 2-12 Yields on 10-Year Treasury Securities
Administration policy actions have had a noticeable effect in reducing
interest rates.
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cial press attributed the increase in yields to the release of favor-
able economic data and to speculation by some financial observers
that the Federal Reserve would tighten monetary policy. But these
data and statements did not actually signal much that was new
about the state of the economy nor any change of monetary policy.
Unobserved factors, psychological or otherwise, are important de-
terminants of market prices. Still, despite large, unexplained fluc-
tuations, the three major moves in yields shown in the chart have
resulted in a cumulative reduction in yields on 10-year Treasuries
of 104 basis points from the election to December 31, 1993.

The sharp decline in long-term interest rates in 1993 continued
the downward trend that began in the early 1980s. Interest rates,
both short- and long-term, had reached historic highs in the late
1970s and early 1980s, during the period of very high inflation and
the subsequent period of very tight money. The latter period was
characterized by a negative or slightly positive slope to the yield
curve (which relates interest rates to lengthening maturities).

Long-term real rates remained high throughout the 1980s. Chart
2-13 decomposes the nominal yield on 10-year Treasuries into ex-
pected inflation and the implied ex ante real interest rate. Expected
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inflation is measured by the Blue Chip consensus forecast (a pri-
vate sector survey of forecasts) for 10-year inflation, which has
been compiled semiannually since 1980.

Chart 2-13 Real Interest Rates
Recent declines in the nominal long-term interest rate reflect declines in the
ex ante real rate from its unusually high level over most of the 1980s.

Percent
16

Nominal 10-Year Treasury Yield

Ex Ante Real 10-Year Treasury Yield

1980 1983 1986 1989 1992
Note: Real rate is nominal rate minus a consensus forecast of 10-year inflation.
Sources: Council of Economic Advisers, Department of the Treasury, and Eggert's Blue Chip
Economic Indicators.

Over the period shown in the chart, the ex ante real rate aver-
aged almost 5 percent. Unfortunately, comparable data on long-
term expected inflation are not available prior to 1980. Ex post real
rates provide only an imperfect guide to ex ante rates, especially for
long-term rates, because there are so few time periods over which
to average the expectational errors. Over the second half of the
1950s, the average ex post real 10-year rate was about 1 percentage
point, over the 1960s it was -0.4 percentage point, and over the
1970s it was about +0.7 percentage point. The low ex post real
rates of the 1960s and 1970s were surely partly explained by the
unexpected rise in inflation of the 1970s. For the 1960s and 1970s,
the ex post 10-year real interest rate understates the ex ante real
rate because of the unexpected inflation in the late 1960s and
throughout the 1970s. Based on forecasts of 10-year inflation, the
Council estimates that ex ante real 10-year interest rates averaged
slightly above 0.5 percent in the 1960s and about 2.4 percent in the
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1970s. Although higher than the ex post rates for the same periods,
these rates are well below the ex ante rates of the 1980s.

Therefore, it appears that real rates were unusually high
throughout the 1980s. Only with the declines in nominal rates over
the last few years has the real rate begun to decline. With the most
recent set of observations, those of October 1993, the 10-year
Treasury yield was 5.33 percent and the Blue Chip consensus fore-
cast for long-term inflation was 3.3 percent, so the real rate was
close to 2 percent. This level of real rates is somewhat above histor-
ical norms (Box 2-3).

Box 2-3.—Are Current Long-Term Interest Rates Sustainable?
Long-term Treasury bonds now yield about 6 percent. These

nominal interest rates are very low by the standards of the last
decade. But given the expected rate of inflation and historical
standards for real interest rates, they appear to be sustainable.
Long-term expected inflation is probably between 3 and 3%
percent, implying a 2V2- to 3-percent real yield on long-term
Treasuries. A real interest rate in this range, although low rel-
ative to recent experience, is not low relative to historical expe-
rience.

From 1953 to 1982 the ex post real yield on 10-year Treasur-
ies averaged about 1 percent. Over the period 1900-50, the ex
post real yield on government bonds was under 1 percent, but
these bonds are not wholly comparable to current Treasury
notes because they were callable and had tax benefits.

Clearly, if inflation remains under control, bond yields have
some way to fall to come into line with their historical real
averages.

HOW DEFICIT REDUCTION REDUCES LONG-TERM
INTEREST RATES

The previous section discussed the circumstantial evidence link-
ing Federal deficit reduction to the decline in real long-term inter-
est rates. Over the 1980s, which saw a growing and potentially ex-
plosive Federal debt, real long-term rates were unprecedentedly
high. Over the last 15 months there have been sharp declines in
real rates associated with policy changes that provide for credible
deficit reduction. This section explores the four economic mecha-
nisms that link Federal deficit reduction policy with the real rate:
national saving, investment, and capital accumulation; the policy
mix; short-run real activity; and inflation risk.
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Saving, Investment, and Capital Accumulation
The Federal debt-GDP ratio doubled in the 1980s, jumping from

22 percent of GDP in 1980 to 46 percent currently (Chart 2-14).
To the extent that Federal debt substitutes for productive capital
in an individual's portfolio, the increase in debt reduces income and
productivity and raises the marginal product of capital and there-
fore the real interest rate. The Administration's economic plan is
meant to increase national saving and national investment. The cu-
mulated additional investment will have a significant effect on the
capital stock and therefore on future real interest rates. (See the
section on "Long-Term Effects of Deficit Reduction" below for esti-
mates of the impact of the plan on wages and the capital stock.)

Chart 2-14 Net Federal Debt as Percent of Nominal GDP
From the end of World War II until 1980, the debt-GDP ratio fell to about 20 percent.
Since 1980 it has increased to over 45 percent.

1945 1949 1953 1957 1961 1965 1969 1973 1977 1981 1985 1989 1993

Fiscal Year

Note: Net Federal debt is defined as debt held by the public less debt held by the Federal Reserve.
Sources: Department of Commerce and Office of Management and Budget.

The policy changes in OBRA93 reduce the projected deficit for
fiscal 1998 by 1% percent of GDP. Not all of this projected reduc-
tion in the deficit will go to national investment, however. Changes
in either the current account or private saving could offset the de-
crease in Federal dissaving.

During the 1980s much of the Federal deficit was offset by in-
creases in the current account deficit. As the budget deficit is re-
duced, there should be similar decreases in the current account
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deficit. The mechanism is simple. Deficit reduction is generally as-
sociated with an improvement in the price competitiveness of U.S.
goods and services abroad, and therefore an increase in net ex-
ports. This expansion in net exports provides a stimulus that par-
tially offsets the contractionary impact of spending cuts and tax in-
creases on domestic demand. While it is difficult to determine the
magnitude of this offset precisely, studies suggest that net exports
will rise by approximately 40 percent of the initial deficit reduction.

Declines in private saving could also offset decreased Federal dis-
saving. However, the experience of the 1980s provides strong evi-
dence on the reaction of private savers to government deficits. Per-
sonal saving did not act to offset ballooning Federal deficits in the
1980s, contrary to the predictions of neo-Ricardian theory. There-
fore, we expect no decrease in private saving as deficits are reduced
under the President's economic plan. After taking into account the
reduction in the current account deficit, we estimate that the defi-
cit reduction plan enacted in OBRA93 should increase the share of
national investment in GDP by about 1 percentage point.

The deficit reduction package should increase the capital stock,
as productive capital substitutes for government debt in private
portfolios. An increase in the share of investment in GDP of 1 per-
centage point would have a substantial effect on the capital-labor
ratio—raising it in steady state by about 10 percent (see below for
details of the assumptions underlying this calculation). With con-
servative assumptions about the curvature of the production func-
tion (which governs how much output per worker will increase for
a given increase in capital per worker), such a change in the cap-
ital-labor ratio would be expected to reduce the return on capital
by about 2 percentage points—which is slightly higher than the de-
cline in real long-term rates that we have seen to date.

It takes many years, however, to adjust to a new steady state.
Along the transition path, the return on capital would fall only
gradually. So, even if we accept the implied reduction in the
steady-state return on capital, capital deepening alone cannot ac-
count for the sharp reduction of interest rates on long-term bonds
that has already occurred.
Policy Mix

Credible deficit reduction also might affect long-term interest
rates through the expectation of a changed mix of fiscal and mone-
tary policy. In the 1980s, the Federal Reserve pursued a relatively
restrictive policy to counter the stimulus engendered by loose fiscal
policy. This mix resulted in high real interest rates. With credible
deficit reduction, the Federal Reserve will be able to achieve a
given level of nominal demand with a less restrictive monetary pol-
icy. This shift in the policy mix should reduce future real short-
term interest rates. Expectations that short rates will be lower in
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the future should be reflected in lower real long-term rates. As a
consequence, the composition of output will shift toward invest-
ment at the expense of consumption.

The Short-Run Level of Real Activity
Long-term rates might also fall because of bad news about ex-

pected future real economic activity. Real growth in the first half
of 1993 was indeed disappointing. But both Administration and pri-
vate forecasters believed, correctly as it turned out, that growth
would be better in the second half of the year. Moreover, if there
are fears of a future slump, why is the stock market at record
highs? Presumably, market participants expect good earnings and
dividends. The low bond yields and high stock values are consistent
with the path of stable growth, low inflation, and decreasing unem-
ployment that the Administration forecasts. Finally, the news of in-
creasing growth that began to emerge in the fall was greeted by
only modest increases in long-term rates.

Inflation Risk
A decline in expected inflation could also account for the decline

in long-term bond rates associated with the deficit reduction plan.
Chart 2-13 shows, however, that there is no break in inflation ex-
pectations associated with this decline in long-term bond rates. The
difference between the nominal and real interest rates in Chart 2-
13 gives a time-series of expected long-term inflation. In October
1992 the Blue Chip consensus expected an average annual GDP in-
flation of 3.3 percent for 1994-98 and 3.4 percent for 1999-2003.
In October 1993, the consensus was again for 3.3-percent inflation
for 1995-99, and 3.3 percent for 2000-2004. Hence, the consensus
forecast implies that virtually all the recent reductions in nominal
long-term rates were also reductions in real rates.

SHORT-RUN EFFECTS OF INTEREST RATES
The reduction in real long-term interest rates has been an impor-

tant element powering the economic recovery. As discussed else-
where in this chapter, reductions in Federal purchases—especially
for defense—have been an important factor holding back the recov-
ery. As the reductions in expenditures and increases in taxes built
into the Administration's plan take effect, they—taken in isola-
tion—would place a continued drag on the economy. But they
should not be taken in isolation. Because long-term interest rates
anticipate credible future fiscal consolidation, the effects of deficit
reduction in long-term rates show up in advance of the actual defi-
cit reduction. The resulting increases in interest-sensitive expendi-
tures provide a boost to economic growth that works in the opposite
direction of the direct fiscal effect. This increase in interest-sen-
sitive spending is closely linked with the sustained reduction in
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long rates. In 1993, real GDP in the interest-sensitive sectors (busi-
ness fixed investment, housing, and consumer durables) rose 11
percent, while the non-interest-sensitive sectors showed virtually
no growth.

The interest-sensitive components of spending did not, however,
increase uniformly throughout 1993. Producers' durable equipment
was strong throughout the year, growing 18 percent from fourth
quarter to fourth quarter. Expenditure on consumer durables was
also strong throughout the year (with an 8-percent growth rate),
but production of automobiles was irregular. Investment in
nonresidential structures was weak for most of the year, most like-
ly as a result of high vacancy rates in existing buildings, due in
turn partly to overbuilding in the 1980s. The lags in the response
of residential construction to the low interest rates were unusually
long. Residential investment fell at a 4-percent annual rate in the
first two quarters of 1993, but rose at a 21-percent rate in the last
two quarters.

Net exports would appear on many economists' lists of interest-
sensitive expenditures. Normally, low interest rates should lead to
depreciation of the dollar and therefore to increased exports. This
channel for interest rates was offset by other factors, however.
Short-term rates fell around the world, not just in the United
States, and the dollar has actually appreciated slightly on a multi-
lateral basis. (A further discussion of the exchange rate is pre-
sented in Chapter 6.)

LONG-TERM EFFECTS OF DEFICIT REDUCTION

The key macroeconomic rationale for reducing the Federal deficit
is to increase investment and therefore productivity and real in-
comes in the future. Changes in fiscal policy should exert sustained
effects on national investment and saving. As discussed above, the
President's economic plan should increase the share of domestic in-
vestment in GDP by about 1 percent once it is fully phased in.
Chart 2-15 shows the projected impact of such an increase in the
national investment rate on the marginal product of capital, the
real wage rate, and the capital stock. (Box 2-4 contains details of
the computation.) The data are expressed relative to the initial
steady-state position.

All of the variables require several decades to adjust to their
steady-state values. The ultimate reduction in the return to capital
is about 2 percentage points. The reduction in long-term rates we
have already seen is closer to IV2 percentage points. The reduction
in the marginal product of capital takes place, however, over a very
long period of time. Indeed, as presented in the chart, the marginal
product of capital is down only 1 percentage point after 8 years.
Moreover, since capital and bonds are not perfect substitutes, their
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Chart 2-15 Dynamic Effects of Deficit Reduction
The real effects of raising the saving rate through deficit reduction include
higher wages and investment and lower real interest rates.
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Source: Council of Economic Advisers.

rates will move by less than one for one. Other factors, such as ex-
pectations about the policy mix, therefore must explain the bulk of
the rate reduction.

A small increase in the investment rate buys a substantial in-
crease in the capital stock, again over a long period. This increase
in the capital stock should ultimately raise real wages and produc-
tivity by about 33A percent.

Initially, consumption falls because of the direct effect of the Fed-
eral budget package. As output and productivity increase, however,
so does consumption. It takes about 5 years for the change in fiscal
policy to have a net positive effect on consumption. Thereafter, the
effect of the economic plan is to raise consumption permanently,
eventually by more than 2V2 percent per year.

These calculations are quite conservative. They do not assume
any externality from capital accumulation or any extra boost to
productivity from embodied technological progress. If these factors
are present, the gains from the increase in investment could be
substantially higher.
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Box 2-4.—-Estimating the Long-Run Effects of Deficit
Reduction

Chart 2-15 shows the results of applying a model of eco-
nomic growth developed by Robert M, Solow to the change in
the investment rate engendered by OBRA93. To carry out
these calculations, we make several assumptions:

• The production function is Cobb-Douglas with a capital
share of one-third. (The Cobb-Douglas function presumes
a fairly large degree of substitutability between capital
and labor and will thus show a substantial output effect
of increasing capital).

• The rate of growth of the economy's potential output (a
little below 2,5 percent) plus the rate of depreciation (a
little above 9 percent) is 1L5 percent.

• The initial investment rate is 13 percent, about the ratio
of fixed investment to GDP in 1993. It is assumed to rise
to 13.4 percent the first year, 13*7 percent in the second,
13.8 percent in the third, and is 14.0 percent thereafter.

The magnitude and timing of the increases in investment re*
fleet the increase in Federal saving from the deficit reduction
package and the assumption (see text) that 40 percent of the
increased Federal saving will be offset by a reduced current ac-
count deficit.

These calculations are subject to a considerable degree of tin-
certainty. They are sensitive to the form of the production
function and the assumed rates of depreciation and growth in
potential.

THE ECONOMY'S RESPONSE TO HIGHER
INCOME TAXES

Critics of the increase in income tax rates enacted in August
1993 make two related claims: first, that higher tax rates will have
an adverse effect on the level of saving, investment, and employ-
ment in the economy, and second, that the higher tax rates on
high-income taxpayers will not result in much (or any) increase in
tax revenues. The arguments offered to bolster these claims have
a common foundation, namely, that the disincentive effects of high-
er marginal tax rates have a profound influence on individuals' be-
havior.

We note first that economies can thrive under a wide range of
top marginal tax rates—which already weakens the arguments of
these critics. In fact, the U.S. economy has performed extremely
well during periods of relatively high top marginal rates: We en-
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joyed healthy average real GDP growth of 4 percent per year over
the decade of the 1960s, when the top marginal income tax rate on
wage and salary income averaged 80.3 percent, but less impressive
2V2-percent average annual growth in the decade of the 1980s,
when the top rate on wages and salaries averaged 48.4 percent.
Also, many people in the United States admired the investment-led
economic boom that Japan enjoyed in the 1980s, when that country
had much higher marginal income tax rates than did the United
States. Obviously, many other important factors besides marginal
tax rates determine saving and investment patterns and economic
growth.

DO TAXES CHANGE BEHAVIOR?

A central tenet of economics is that relative prices matter. Taxes
on capital and wage income change the relationships among the
various prices that people face when deciding how much to save,
invest, and work, and thus have an effect on the way people choose
to allocate their time (between supplying labor and taking leisure)
and their income (between current consumption and saving). This
observation serves as the basis of the supply-side dictum that a re-
duction in taxes, by inducing people to work harder and save more,
can induce higher rates of investment and economic growth.

The extent to which changes in the marginal tax rate on income
affect labor supply and saving has been a subject of extensive re-
search for many years. The preponderance of evidence seems to in-
dicate that the changes are small. Saving rates seem to be little af-
fected by movements in after-tax interest rates, and hours worked
and labor force participation rates for most demographic groups
show only limited sensitivity to changes in after-tax wages.

It is undeniable that the sharp reduction in taxes in the early
1980s was a strong impetus to economic growth. But it is unlikely
that the principal source of this growth was people reacting to re-
ductions in marginal tax rates by working and saving more. The
expansion that took place over the 1980s was tax-induced mainly
insofar as lower taxes raised disposable income, which led to in-
creased consumption. For example, between 1981 and 1986, the
consumption share of GDP increased from 64.5 percent to 67.4 per-
cent. In other words, the 1980s' saw a classical Keynesian, de-
mand-driven expansion—not the kind of expansion that supply-side
theory predicted. Those who would point to the effects of the 1980's
tax cuts as evidence of strong supply-side effects of taxation are
grossly overstating the case.

The increases in the top marginal income tax rates enacted by
the Congress in 1993 will affect directly only the top 1.2 percent
of American families. Moreover, top marginal tax rates remain low
by historical standards. While some individuals may alter their be-
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havior because of the higher tax rates and, for example, cut back
their hours worked, others may actually increase their work effort
in order to meet saving or consumption objectives. Overall, it is un-
likely that the Administration's plan will induce large responses in
labor force participation, hours worked, or savings in the overall
economy.

DO HIGHER TAX RATES INCREASE TAX REVENUES?
Some also argue that income tax collections do not vary much

when top marginal tax rates increase or decrease. In this view, an
increase in income tax rates provides such a strong incentive for
people to reduce their taxable income that the tax base shrinks and
no additional revenue is generated. For example, a worker facing
higher taxes on wages might choose to take some compensation in
the form of nonwage benefits, such as more vacation time or larger
future pensions. Similarly, individuals facing higher tax rates on
unearned income might change the composition of their savings
(while keeping the level constant) by investing in tax-exempt bonds
rather than stocks or corporate debt.

History can serve as a guide to determining whether these offset-
ting effects of a change in tax rates are strong enough to have a
significant impact on revenues. For the United States, contrary to
the supply-siders' claims, income tax cuts have generally reduced
income tax revenues and tax increases have generally raised them.
Chart 2-16 illustrates the effect that a number of changes in tax
policy have had on personal income tax receipts. Several episodes
stand out:

• The 1964 tax cut reduced the top marginal rate from 91 per-
cent in 1963 to 77 percent in 1964 and then to 70 percent in
1965. Income tax revenue as a share of GDP dropped sharply.

• The special Vietnam war surtax imposed additional charges
equal to 7.5 percent of tax in 1968, 10 percent in 1969, and 2.5
percent in 1970. The result was a sharp increase in revenues
in 1968 and 1969, followed by a decline as the surtax was
phased out.

• The 1981 tax cut reduced the top marginal rate from 70 per-
cent to 50 percent in 1982 and cut tax rates for lower income
individuals over the 1982-84 period. Since then, personal in-
come tax revenues as a share of GDP have never regained their
1981-82 levels. Similarly, the 1986 tax reform reduced mar-
ginal rates in stages over 1987 and 1988, and revenues as a
share of GDP in 1988 fell slightly below their 1986 level.

In short, evidence from postwar experience strongly suggests
that personal income tax revenues rise when marginal rates are in-
creased, and fall when marginal rates are reduced.
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Chart 2-16 Personal Income Taxes as Percent of GDP
A number of historical changes in tax rates demonstrate the effect that rate
changes have on revenues.
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Sources: Department of Commerce and National Bureau of Economic Research.

THE ECONOMIC OUTLOOK

A credible deficit reduction plan and low long-term interest rates
have set the stage for moderate but sustainable economic growth
over the mid-1990s. As the ratio of the Federal budget deficit to
GDP declines, financial markets should be reassured that inflation
and interest rates can be sustained at the levels of the 1950s and
1960s. Interest-sensitive sectors of the economy, particularly busi-
ness fixed investment, should thrive and provide a steady demand
base. Housing and demand for household durable goods and auto-
mobiles should also do well and underpin a steady economic expan-
sion.

The lean inventories that the economy was carrying as it entered
1994 suggest that manufacturers should face gradually increasing
order levels. With the factory workweek and manufacturing over-
time at postwar highs, there will be growing pressure on firms to
add new workers to meet production demands. Higher employment
should contribute to a steady increase in income and provide lift for
all sectors of the economy. Income growth, which was outstripped
by increases in consumer spending over the course of 1993, should
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gradually overtake spending growth over the next couple of years,
leading to a slowly increasing saving rate.

Finally, foreign economies should recover over the next couple of
years and provide an export lift for U.S. firms. By early 1995, net
exports should once again be contributing to U.S. growth rather
than subtracting from it. Strength in these sectors is expected to
more than offset the continued declines in real Federal spending
that are expected over the next 5 years.

The projected decline in the Federal budget deficit, from 4.0 per-
cent of GDP in fiscal 1993 to about 2.3 percent of GDP by fiscal
1996, should have benefits for the economy that go beyond interest
rates. First, with less government "crowding out," more funds will
be available for private business investment. This higher invest-
ment level will increase the Nation's capital stock and hence in-
crease its long-run potential output. Second, there is a linkage be-
tween the Federal budget deficit and the current account deficit.
Because foreign savings have been steadily flowing into the United
States to cover the imbalance between domestic saving and domes-
tic investment, we have been running large capital account sur-
pluses. These in turn have required large current account deficits,
because the two accounts are mirror images. A steady reduction of
the Federal budget deficit, therefore, should also translate into
smaller current account deficits.

With these developments, GDP growth of 2V2 percent to 3 per-
cent per year—in line with 1993 growth—seems likely to continue
over the rest of the 1990s (Table 2-2). This growth should be suffi-
cient to reduce the unemployment rate steadily from the roughly
6V2-percent level of late 1993 to about 5V2 percent (under the old
unemployment definition) by the end of 1998. (Box 3-1 in Chapter
3 contains a discussion of the relationship between the old unem-
ployment rate, based on the historical Current Population Survey,
and the new unemployment rate, based on the revised version of
the survey.) These gains will be paired with healthy increases in
real disposable income, which are as important as job growth to the
American worker. After two decades of relative stagnation, real
wages should post solid gains and allow American families once
again to enjoy steadily improving living standards.

Within this macroeconomic environment, short-term interest
rates are likely to drift slowly upward over the coming years as the
economy strengthens. Long-term interest rates are not expected to
increase appreciably, however, because inflation should remain
subdued and budget deficits will continue to shrink. Healthy gains
in productivity, the mainspring of rising living standards, will be
the key to keeping inflation tame. The higher rate of business in-
vestment in the 1990s than in the 1970s and 1980s should keep
productivity on a relatively fast track and prevent unit labor costs
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TABLE 2-2.— Administration Forecasts

Item 1993 1994 1995 1996 1997 1998 1999

Real GDP

GDP implicit deflator .

Consumer price index
(CPI-U)

2.8

2.2

2.7

Percent change,

3.0

2.7

3.0

2.7

2.8

3.2

fourth quarter to fourth quarter

2.7

2.9

3.3

2.6

3.0

3.4

2.6

3.0

3.4

2.5

3.0

3.4

Calendar year average

Unemployment rate
(percent)
Old basis

New basis

Interest rate, 91-day
Treasury bills
(percent)

Interest rate, 10-year
Treasury note
(percent)

Nonfarm payroll employ-
ment (millions)

6.8

3.0

5.9

110.2

6.3
(6.6-7.2)

3.4

5.7

112.3

5.9
(6.2-6.8)

3.8

5.7

114.3

5.7

(6.0-6.6)

4.1

5.7

116.2

5.6
(5.9-6.5)

4.4

5.7

118.2

5.5
(5.8-6.4)

4.4

5.7

120.0

5.5

(5.8-6.4)

4.4

5.7

121.9

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

from accelerating. Health care reform should help rein in the spi-
raling costs that have plagued that huge sector of the economy and
thus help control overall inflation.

The Administration's forecast is in line with private sector fore-
casts for 1994 and the mid-1990s. It assumes no dramatic shift in
aggregate economic performance beyond the trends clearly estab-
lished over 1993—low inflation, low long-term interest rates, and
healthy investment spending. It also assumes that the historical
(Okun's law) relationship between output and unemployment con-
tinues to hold.

RISKS TO THE FORECAST

As always, there are risks to this forecast. First, foreign economic
activity may not pick up as expected, especially if other govern-
ments remain reluctant to stimulate their economies by easing in-
terest rates or pursuing countercyclical fiscal policies. It is also pos-
sible that the kind of industrial restructuring that the United
States has endured over the past decade may prove to be a bigger
hurdle than realized for key European trading partners and Japan.
Also, the timetable for the correction of the Japanese speculative
bubble of the late 1980s is unclear and could take longer than ex-
pected. The better the Group of Seven countries coordinate their
macroeconomic policies over the next couple of years, the lower the
risk of a prolonged pause in industrial-country growth.
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A second risk is that long-term interest rates could take back
more of their declines of 1993. Such a move could crimp the inter-
est-sensitive sectors that provided the economy with most of its
growth in 1993. Housing and business fixed investment would like-
ly be the most vulnerable sectors.

A stalling out of consumer demand cannot be ruled out either.
Consumers have been increasing their spending by a larger per-
centage than their incomes have been rising over the past year,
and they could turn pessimistic about the future again. Indeed,
they have already done so several times in this business cycle ex-
pansion. An unexpected cutback in consumer spending would lead
to higher than desired inventory levels, which would in turn rever-
berate back through the economy in the form of lower orders and
perhaps lower employment in manufacturing.

But economic growth could also exceed this forecast in the short
run. The U.S. output gap widened sharply over the 1990-91 reces-
sion, and the economy could grow faster than its noninflationary
potential for a couple of years as part of a catchup process. Cer-
tainly growth of 4 percent would not be unprecedented during such
a phase. Among the factors that might contribute to faster than ex-
pected growth are a faster than expected rebound of economic
growth in Europe, Japan, and the rest of the industrial world,
which would sharply boost U.S. exports; oil prices remaining rel-
atively low and giving a healthy boost to real disposable incomes;
and the possibility that Americans have more pent-up demand
than realized for houses, automobiles, and other durable goods.

SOURCES OF LONG-RUN GROWTH

The long-run rate of real GDP growth can be expressed as the
sum of the individual growth rates of four components: (1) the
number of available workers in the economy (the labor force); (2)
the rate at which these workers are employed (the employment
rate); (3) the number of hours worked per year (which is propor-
tional to the average workweek); and (4) the quantity of goods and
services produced by an hour of labor (labor productivity). Table 2 -
3 details the contribution of each of these components to real GDP
growth over several historical time periods and as projected for the
rest of the decade. Because many of these components vary with
the business cycle, their growth rates are measured from cyclical
peak to cyclical peak. Estimates in the fourth column are based on
actual data through the fourth quarter of 1993 and forecasts by the
Administration through 1999.

The projected growth of nonfarm business product from the busi-
ness cycle peak in the third quarter of 1990 to the end of 1999 is
2.7 percent per year. Underlying this projection is a growth in out-
put per hour of 1.5 percent per year and growth in hours of 1.2 per-
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TABLE 2-3.— Accounting for Growth in Real GDP, 1960-99
[Average annual percent change!

1 9 6 0 I
to

1 9 8 1 I

1 9 7 3 IV
to

1 9 8 1 III

1981 III
to

1 9 9 0 III

1 9 9 0 III
to

1999 IV

1) Civilian
2) PLUS.

3) EQUALS
4) PLUS.

5) EQUALS:
6) PLUS:

ployment

7) EQUALS:
8) PLUS:
9) EQUALS:

10) PLUS:
11) EQUALS.
12) LESS:

noninstitutional population aged 16 and over
Civilian labor force participation rate

Civilian labor force
Civilian employment rate

Civilian employment
Nonfarm business employment as a share of civilian em-

Nonfarm business employment
Average weekly hours (nonfarm business sector) ...
Hours of all persons (nonfarm business)
Output per hour (productivity, nonfarm business) ..

Nonfarm business output
Nonfarm business output as a share of real GDP2

13) EQUALS: Real GOP

1.8
0.3
2.1

-0.1
2.0

0.1
2.1

-0.6
1.5
1.7
3.3
0.1
3.2

1.8
0.5
2.4

-0.4

2.0

0.1
2.1

-0.7
1.3
0.6
1.9

-0.2
2.1

1.1
0.4

1.6
0.2

1.8

0.2

2.0
0.0

2.0
0.9
2.9
0.2

2.7

1.0
0.2
1.2
0.0
1.2

0.0

1.2
0.0
1.2
1.5
2.7
0.4

2.4

1 Line six translates the civilian employment growth rate into the nonfarm business employment growth rate.
2 Line 12 translates nonfarm business output back into output for all sectors (GDP), which includes the output of farms

and general government.
Note.—Data may not sum to totals due to rounding.
Time periods are from business cycle peak to business cycle peak to avoid cyclical variation.
Source: Council of Economic Advisers, Department of Commerce, Department of Labor, Department of the Treasury, and

Office of Management and Budget.

cent per year. The share of nonfarm business in GDP is projected
to grow at 0.4 percent per year, so the growth rate of GDP over
this period is projected to be roughly 2.4 percent per year.

The forecast for nonfarm hours assumes a civilian labor force
growth rate of 1.2 percent per year, which is about a percentage
point lower than labor force growth during the 1960s and 1970s.
Virtually all of this difference reflects the slower growth of the
labor force. It also assumes no change in the average workweek.
The return of the economy to full employment by 1998 implies zero
peak-to-peak growth in the civilian employment rate over the fore-
cast period.

More than half of the predicted growth in real GDP results from
an assumed rate of nonfarm labor productivity growth of 1.5 per-
cent per year. This rate is somewhat higher than the actual rate
over the past two decades. While the sources of productivity growth
are complex, and the causes of the well-documented "productivity
slowdown" of the 1970s remain under debate, we believe there is
justification for assuming an increase in labor productivity growth
over the near term.

First, the baby-boom generation, which entered the labor market
en masse during the 1970s, has now been fully assimilated. The
workforce of today is thus older, more educated, and more experi-
enced than in previous years. Second, capital deepening (see above)
is likely to occur. As business continues to respond to low real in-
terest rates, the level of investment in the economy should rise,
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leading to an increase in capital intensity. Third, the Administra-
tion's programs of promoting public investment—including better
transportation and communications infrastructure—and human
capital formation should enhance private sector productivity. The
implication of all these factors is that some improvement in the
rate of productivity growth over the next several years is likely.

CONCLUSION

The performance of the U.S. economy was unsatisfactory from
early 1990 until the second half of 1992. Job creation was lack-
luster, unemployment was higher than it should have been, and
real output failed to manifest the gains that are usual for an eco-
nomic recovery. Even today the economy is operating below its po-
tential level of output. Some of the sluggishness over this period
was payback for a decade of debt-financed growth. Over the 1980s
and early 1990s, the Federal Government ran massive budget defi-
cits even in years of strong economic growth, and the level of net
Federal debt jumped from about $800 billion in 1982 to about $2.7
trillion in 1992. A key result was historically high real interest
rates.

Corporations followed suit, heavily leveraging their operations.
Even individuals got into the act and allowed debt levels to rise
markedly. Meanwhile, large budget deficits contributed to the re-
markable transformation of the United States, from a country that
lent more to foreigners than it borrowed, into the world's largest
debtor.

Many necessary corrections have now taken place, including new,
more responsible fiscal policy. The Federal budget deficit should
fall roughly in half as a share of GDP over the next 4 years. This
anticipated deficit reduction has already caused long-term real in-
terest rates to tumble. With inflation likely to remain subdued,
these lower interest rates poise the economy for a period of sus-
tained growth in the mid-1990s. This growth should be sufficient
to generate 8 million new jobs within 4 years.

Lower interest rates should also boost the share of the economy
going to investment. More investment should lead to capital deep-
ening, higher labor productivity, and higher real American wages.
As the government share of the economy falls, the net export share
should increase. A higher level of exports should give a boost to
real wages, too, partly because export jobs on average pay better
wages than average U.S. jobs, and partly because of increasing spe-
cialization by American industry. Real income gains, in the final
analysis, are the ultimate payoff from economic growth.
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CHAPTER 3

Trends and Recent Developments in
the U.S. Labor Market

THE CLINTON ADMINISTRATION has made increasing both
the quantity and the quality of jobs its highest priority. Providing
a stable macroeconomic foundation for private sector activity is es-
sential to achieving this goal, but it is not enough. Sound macro-
economic policies are necessary but not sufficient for the task at
hand. They must be complemented by labor market policies to rem-
edy a number of deep and longstanding impediments to the main-
tenance of high employment and to improvements in the quality of
jobs. This chapter discusses these impediments and the Adminis-
tration's proposals for addressing them.

The 1990-91 recession and the first year of the recovery wit-
nessed rising unemployment. Even though output and employment
have since been increasing, the news has been filled with stories
of corporate downsizings and the increasing use of "contingent
workers." These reports have sharpened fundamental fears about
the security of employment. Popular accounts of recent events also
allege that technical change is reducing employment throughout
the economy.

After rising steadily for several decades, U.S. real wages have
hardly grown since the early 1970s, while the growth of total real
compensation (wages plus benefits) has slowed considerably. At the
same time, the income gap between rich and poor has been grow-
ing, so that the poor are worse off in real terms now than they
were two decades ago. Incomes of those in the middle have stag-
nated. The unemployment rate, both at peaks and troughs of the
business cycle, has tended to be higher in the last two decades than
in the first half of the postwar period. Employment-to-population
ratios have risen for women, but fallen for men—especially for
black men, whose employment prospects are particularly bleak.
Further, although there is little evidence of any large increase in
job instability, turnover rates in the U.S. labor market have long
been very high, and job displacement is often very costly for those
unlucky enough to lose a job they have held for many years. High
turnover rates combined with rising inequality imply increasing
uncertainty about future income for many Americans.
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In response to these problems in the Nation's labor market,
many of which have been with us for several years, this Adminis-
tration has set out a long-term work force strategy to help the
economy create more jobs—at least 8 million over 4 years. To re-
duce job insecurity, the Administration aims to ease labor market
transitions in a number of ways. By making sure that people have
health insurance whether or not they are employed, the Adminis-
tration seeks to reduce the trauma of job loss. The strategy also in-
cludes plans to help young workers enter the labor market more
smoothly by providing a bridge between school and work. The Work
Force Security Act will help experienced workers who have lost jobs
find new employment more quickly, and will provide support for
training for those who cannot.

Finally, and importantly, the Administration's strategy seeks to
improve worker productivity and increase earnings. To this end,
the Administration is pursuing policies to increase investment in
research and development, to spur private investment in plant and
equipment, and to facilitate the spread of modern cooperative em-
ployment practices (such as total quality management and quality
circles). These initiatives address the general problem of slow wage
growth, but growing inequality and real wage declines for the least
advantaged are problems that require specific attention. Since
growing inequality is due in large part to the growing mismatch
between the demand for trained labor and its supply, the Adminis-
tration aims to provide more and higher quality training so that
wages may rise—particularly for the middle-class and the least ad-
vantaged. Income inequality has also been directly addressed by an
increase in the earned income tax credit.

EMPLOYMENT GROWTH

U.S. employment grew rapidly from 1950 to 1990, with the num-
ber of nonfarm jobs increasing on average by over 2.2 percent a
year. In contrast, from the end of 1990 to the end of 1992, job
growth was virtually nonexistent. During 1993, employment
growth improved considerably to an annual rate of 1.8 percent, but
job creation remains low compared with past recoveries. As of the
fourth quarter of 1993, the U.S. economy had been in recovery for
11 quarters. The unemployment rate fell from its postrecession
high of 7.7 percent in June 1992 to 6.4 percent in December 1993.
Yet despite these signs of recovery there has been widespread con-
cern about the pace of job growth.

A SLOW RECOVERY

Without question, job growth has been relatively weak since the
trough of the recent recession. During the 11 quarters after the
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first quarter of 1991, nonfarm payroll employment grew by 2.3 mil-
lion, an increase of only 2.1 percent. In fact, employment did not
begin to rebound until the first quarter of 1992. In previous recov-
eries employment growth was much stronger. For example, during
the first 11 quarters after the recession of 1981-82, nonfarm em-
ployment grew by 10.1 percent. In seven previous postwar recover-
ies, employment increased, on average, by 8.8 percent over the first
11 quarters of recovery and expansion.

A key difference between the current and past recoveries, how-
ever, is the extraordinarily slow pace of output growth. Real gross
domestic product (GDP) grew only 7.7 percent during the first 11
quarters of this recovery, compared with an average increase of
14.3 percent during the previous postwar recoveries. Possible rea-
sons for the slow growth of output are discussed in Chapter 2. They
include balance sheet adjustments by firms and consumers, cut-
backs in defense purchases, slow growth of construction spending,
the credit crunch, and slower export growth due to weak economies
abroad. Given the slow rate of output growth, it should not be sur-
prising that employment growth has also been slow.

Nevertheless, the current recovery still stands out relative to
other recoveries when one compares the ratio of total employment
growth to output growth. By the 11th quarter of previous recover-
ies, that ratio was about 0.62, compared with 0.27 in the current
recovery (Chart 3-1). It is comparisons such as this that have led
observers to claim that corporate restructuring and rapidly rising
productivity have allowed output to grow without commensurate
increases in employment. Some critics see deeper forces at work.
For example, it has been argued that productivity growth—strong-
est in the manufacturing sector—is now proceeding at a rapid pace
in the service sector as well. Historically, job losses in manufactur-
ing were offset by rapid growth in the service sector, but with
strong productivity growth in the service sector this is alleged to
be no longer possible.

However, simple comparisons of total labor force growth to total
output growth miss an essential point. As output rises during the
early stages of a recovery, the ratio of employment growth to out-
put growth is usually low. This is because employers keep more
workers on their payrolls than are needed during downturns, and
therefore do not hire more workers until their existing work force
is fully employed and they are confident of continued growth. Con-
sequently, employment grows slowly, and may even continue to de-
cline, for the first few quarters after GDP begins to recover.

Chart 3-2 compares the cumulative growth of employment and
output during the most recent recovery with that in previous recov-
eries. The boxes show how output and employment have grown to-
gether historically. The circles show how output and employment
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Chart 3-1 Changes in Output and Payroll Employment in First Eleven Quarters of Recovery
The ratio of employment to output growth is much lower in the current recovery
than in the past. Output growth is much slower, too.

Percent
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Year of 11 th Quarter of Recovery
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Output Growth I I Employment-Output Growth Ratio
1 H (left scale)

Sources: Department of Commerce and Department of Labor.

(right scale)

have grown together in the most recent recovery. Although the cu-
mulative growth of output and that of employment have both been
extraordinarily slow in this recovery, the relationship between them
is consistent with historical experience. Using the historical rela-
tionship between output and employment growth, one can estimate
what employment growth should have been during the most recent
recovery given output growth. This exercise yields estimates of cu-
mulative employment growth that are larger than actual employ-
ment growth during this recovery by as much as 1 percent of total
employment. This is a large difference, but not a statistically sig-
nificant one. In other words, employment growth in the most recent
recovery appears to have been at the low end of the range of histor-
ical experience, but is nonetheless consistent with it.

A similar conclusion applies to the behavior of manufacturing
employment. Analysis of past experience shows that the actual
growth of manufacturing employment during the most recent re-
covery is not statistically different from what would have been pre-
dicted based on GDP growth and long-term trends. (Manufacturing
employment has been declining as a fraction of the labor force since
1953 and reached its postwar peak in 1979.) This is surprising be-
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cause defense cutbacks have caused large job losses in manufactur-
ing in the most recent recovery. Evidently, growth in demand for
manufactured goods in other parts of the economy was strong
enough to offset the depressing effects of these cutbacks on manu-
facturing employment.

Chart 3-2 Employment and Output in Recoveries
Employment growth in the recent recovery is in line with past experience given
the slow growth of output.
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SOURCES OF JOB GROWTH
Although much has been written about the sources of job growth,

it is hard to get an accurate picture from the pastiche of popular
accounts. Are new jobs good jobs or bad jobs? What does the future
hold?

Industry and Occupation
The service sector—defined to include personal and business

services but exclude trade and finance—was the economy's job en-
gine in 1993. Although these industries account for less than 30
percent of total employment, they were responsible for more than
60 percent of total job growth in that year. Many of these jobs—
about 350,000—were created in the personnel supply industry
(mainly temporary agencies), which represented almost 20 percent
of total payroll job growth. Other sectors registering strong job cre-
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ation over 1993 included retail trade (more than 400,000 jobs) and
construction (about 200,000 jobs). In contast, manufacturing em-
ployment declined by about 180,000 during the year.

These sectoral patterns are not new, however. Since January
1983, service sector employment has grown by 11.5 million and has
accounted for 52 percent of total nonfarm job growth. And, jobs in
retail trade have accounted for an additional 21 percent of all jobs
created over this period. Since January 1983, construction employ-
ment has risen by 785,000, but manufacturing payrolls have
shrunk by 325,000.

A common misconception identifies manufacturing jobs as "good
jobs" and service jobs as "bad jobs." However, growth in high-end
services such as various kinds of business services have led to in-
creased demand for high-level white-collar workers. During 1993,
48 percent of the increase in employment occurred in the manage-
rial and professional occupations. The large increases in these rel-
atively well-paying occupations belie the criticism that most em-
ployment growth has been in "bad jobs."

The recent occupational pattern of employment growth is largely
in line with the experience of the last 10 years, during which man-
agerial and professional jobs accounted for 49 percent of new em-
ployment. Both over the last year and over the last decade, new
employment has shifted toward better paying jobs requiring more
skills and education, not toward low-paid, low-skilled jobs.
Outlook for the Future

One of the major goals of this Administration is to increase em-
ployment by at least 8 million jobs in 4 years. Progress toward this
goal has been moderate but steady. Between January and Decem-
ber 1993, nonfarm payroll employment grew by 1.8 million jobs,
and the number of unemployed fell by 809,000, lowering the unem-
ployment rate from 7.1 percent to 6.4 percent. With a higher
growth rate of output expected next year, the pace of job creation
should accelerate.

The Bureau of Labor Statistics (BLS) projects employment to
grow between 1.1 and 1.9 percent per year through 2005. Most of
this growth is expected in service-producing industries, which the
BLS expects will add between 1.4 million and 2.1 million jobs per
year. Employment in manufacturing is expected to fall or to rise
only modestly, with losses or gains of fewer than 160,000 workers
per year. Many new jobs (about 500,000 a year) will be in service
occupations such as food service workers and home health aides,
but even more will be in the comparatively higher-paying manage-
rial, professional, and technical occupations (about 825,000 a year).
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UNEMPLOYMENT AND NONEMPLOYMENT

The United States has a history of strong job growth, and the
outlook for job creation over the next decade is good. But how many
new jobs are enough? The best indicator of how well we are doing
is how many of the people who want jobs are able to get them. The
unemployment rate is one measure of this. The unemployed are de-
fined as people who are not working but are either waiting to re-
turn to a job or looking for a new one. If jobs are sufficiently dif-
ficult to find, however, some people may give up looking. Then they
are counted not as unemployed but as "discouraged workers." Thus,
both unemployment rates and the employment-to-population ratio
need to be examined to determine if the economy is providing
enough jobs.

TRENDS

The National Bureau of Economic Research, the private organi-
zation that dates the beginning and endpoints of U.S. business cy-
cles, fixed the trough of the 1990-91 recession at March 1991. Yet
unemployment did not reach its peak of 7.7 percent until June
1992. Since then the unemployment rate has fallen steadily to 6.4
percent in December 1993. (In January 1994 the BLS began meas-
uring unemployment in a new way: Box 3-1 describes the changes).
This represents a considerable improvement, but the economy has
a way to go before unemployment reaches normal levels. Unem-
ployment was below 6.4 percent from April 1987 to January 1991,
and from February 1978 to March 1980. After World War II and
prior to 1974, unemployment topped 6.4 percent for only three brief
periods, each of less than a year.

Chart 3—3 shows the time path for unemployment since 1948.
Besides the ups and downs that correspond to business cycles, the
outstanding feature is the apparent ratcheting up in the level of
unemployment in the 1970s. Since the early 1970s, unemployment
has never returned to the levels typical of recoveries in the 1950s
and 1960s, and has peaked at much higher rates. It is widely be-
lieved that this long-term increase in unemployment is at least in
part due to an increase in the minimum level to which unemploy-
ment can be reduced without causing increasing inflation—the so-
called natural rate of unemployment. The natural rate in turn is
thought to depend on labor market frictions, and skill and geo-
graphic mismatches, between labor supply and labor demand.

There have also been changes in the incidence of long-term un-
employment. As of December 1993, 1.7 million workers, comprising
21.0 percent of the unemployed, had been unemployed for 27 weeks
or longer. This is a reduction from September 1992, when the num-
ber of long-term unemployed reached 2.1 million and comprised
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Box 3-1.—The New Current Population Survey
The Current Population Survey (CPS), a national survey of

60,000 U.S. households, provides a monthly picture of the Na-
tion's labor force, employment, and the unemployment rate.
Beginning in January 1994, that picture is being taken
through a new lens. For the first time since 1967, the CPS has
undergone a major redesign. Changes in the patterns of em-
ployment by industry, the increased labor force participation of
women, and several other factors have made the pre-1994 sur-
vey less accurate as a guide to the Nation's work force. The
new survey includes new and revised questions that reflect
these changes and incorporates new procedures (including the
use of portable computers to conduct the survey rather than
pencil and paper) designed to lead to more-accurate and con-
sistent responses.

Between July 1992 and December 1993, a pilot version of the
new survey was conducted in parallel with the old CPS to de-
termine the effects of the new questions and data collection
procedures. Results of the parallel survey indicate significantly
different estimates for key statistics, including the unemploy-
ment rate. Specifically, the unemployment rate as measured by
the parallel survey averaged a half a percentage point higher
than the estimates from the old CPS. In addition, the use of
new population weights increased the measured unemployment
rate another 0.1 percentage point. The unemployment rate is
expected to rise for all demographic groups, but particularly for
women, since the old CPS questionnaire may have tended to
classify women who were unemployed as out of the labor force.

The new survey is expected to produce several other changes
as well. For example, measured labor force participation rates
and employment-to-population ratios are expected to rise for
women and fall for men. Changes in the questions defining dis-
couraged workers and people working part-time for economic
reasons are expected to lead to a decline in numbers of discour-
aged workers of 60 percent and part-time workers for economic
reasons of 20 to 25 percent.

21.7 percent of all unemployed workers. There is still a sense, how-
ever, that long-term unemployment is unusually high today. The
peak share of long-term unemployed workers during the current re-
covery was higher than during most previous postwar recoveries
(Chart 3-4). In addition, the share of long-term unemployment is
high given the overall unemployment rate (Chart 3-5).
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Chart 3-3 Civilian Unemployment Rate
Unemployment rate peaks and troughs have been higher since 1973.

1948 1951 1954 1957 1960 1963 1966 1969 1972 1975 1978 1981 1984 1987 1990 1993
Note: Quarterly data.
Source: Department of Labor.

While average unemployment rates have risen, they have risen
more for some groups than for others. The unemployment rate for
women, which used to be consistently above the unemployment
rate for men, is somewhat lower (6.2 percent for women, 6.5 per-
cent for men in December 1993). In contrast, the black unemploy-
ment rate has risen more than the white unemployment rate (1.5
percentage points for whites between 1970 and 1993, and 3.5 per-
centage points for blacks and others).

Employment-to-population ratios show some of the same patterns
of relative distress for different groups. While black women had a
higher employment ratio than white women in the 1970s, the re-
verse is now true (Chart 3-6). Both black and white men have had
falling employment-to-population ratios since the early 1970s; but
the decline for black men has been larger than for white men (10
percentage points for black men from 1972 to 1993; 6 percentage
points for white men).

The unemployment rate for teenage workers (aged 16 to 19
years) has always been higher than the rate for all workers, and
the current situation is no exception. While the unemployment rate
for all workers during 1993 averaged 6.8 percent, the rate for teen-
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Chart 3-4 Long-Term Unemployment as Share of TotaS Unemployment
The share of the unemployed who have been out of work 27 weeks or more approached
historical highs in the last downturn.

1948 1951 1954 1957 1960 1963 1966 1969 1972 1975 1978 1981 1984 1987 1990 1993
Note: Quarterly data.
Source: Department of Labor.

Chart 3-5 Long-Term Unemployment and the Unemployment Rate
The share of long-term unemployment in total unemployment has been high recently,
given the unemployment rate.
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Chart 3-6 Employment-to-Population Ratios of Women
The employment rate of black women fell below that of white women in the
last recession.

Percent
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Source: Department of Labor.

agers was nearly three times as high at 19 percent. Teenage unem-
ployment rates were 17.6 percent and 14.6 percent for white males
and females, respectively. The unemployment rates for black teen-
age workers were more than twice as high at 40.1 percent for
males and 37.5 percent for females. Over the last 20 years, the
teenage unemployment rate rose along with the overall unemploy-
ment rate. Unemployment rates also differ by education. Chart 3-
7 compares the unemployment rates of those without a high school
diploma, high school graduates, those with some college, college
graduates, and those with advanced degrees.

According to popular accounts, another distinguishing feature of
recent labor market developments is the "white-collar recession."
That expression implies that the recent unemployment experience
of white-collar workers relative to that of blue-collar workers has
been significantly worse than in past recessions.

In fact, as in the past, the unemployment rate among white-col-
lar workers has been significantly below that of blue-collar workers
in the most recent recession and recovery (3.2 percent versus 9.9
percent in 1992). However, the white-collar unemployment rate rel-
ative to the blue-collar rate has been rising (Chart 3-8). The ratio
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Chart 3-7 Unemployment Rates by Educational Attainment, March 1993
Unemployment is generally lower for more-educated workers.

No Diploma Some College Master's Degree Professional Degree
High School Diploma Bachelor's Degree Doctoral Degree

Note: Data relate to workers age 25-64.
Source: Department of Labor.

of the two rates in 1992 was 0.33, the highest since 1979. The ratio
of the number of unemployed white-collar workers to the number
of unemployed blue-collar workers has been rising since 1982, the
first year for which we have consistent occupational estimates. By
1992, the ratio of the number of white-collar unemployed to that
of blue-collar unemployed was about one-third, compared with only
one-fifth in 1983. This happened both because the ratio of the
white-collar to the blue-collar unemployment rate has increased, as
already noted, and because white-collar workers now make up a
larger fraction of the work force than they did before.

Just as the rate of overall employment growth is not out of line
with past experience given output growth, the level of unemploy-
ment in the most recent recession is within the bounds of what we
would expect given GDP growth. Further, as already noted, unem-
ployment has fallen by 1.3 percentage points from its June 1992
peak, with nearly a percentage point of the drop coming in 1993.
However, three concerns are raised by trends and recent experi-
ence.

The first problem is increasing disparities between black and
white rates of both employment and unemployment. These changes
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Chart 3-8 Ratio of White-Collar to Blue-Collar Unemployment Rates
The ratio of white-collar to blue-collar unemployment rates has been rising
but is still below historical highs.
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are linked to equally disturbing changes in the distribution of in-
come and job security, discussed later in this chapter. The second
concern is the long-term increase in the average level of unemploy-
ment. The third concern is that recent high levels of long-term un-
employment suggest that we may be seeing an increase in the
share of unemployment caused by mismatches between workers'
skills and job demands. If this is the case, it is argued, it may be
difficult to lower the unemployment rate much further without
causing labor market bottlenecks. As we will see below, little evi-
dence can be found that skill mismatches have contributed much
to recent increases in unemployment, but they do seem to have
been a major cause of growing income inequality.

IS THE NATURAL RATE OF UNEMPLOYMENT
INCREASING?

How would we know if there had been an increase in what econo-
mists call the natural rate of unemployment? A sustained increase
in long-term unemployment might be one indication, an increase in
the number of people who have given up looking for work might
be another, and an increase in the fraction of job losers among the
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unemployed yet another. These are all indirect indicators of an in-
crease in the natural rate of unemployment. The problem is that
these indicators also respond to cyclical conditions—they increase
when the economy is in recession, and they can be slow to decline,
or may even increase, in periods of slow recovery.

Not surprisingly, therefore, concerns that mismatch unemploy-
ment is increasing are likely to develop in recessionary times. Less
skilled workers are more likely to find themselves unemployed
than better skilled workers. During recessions, labor market slack
makes it easier for employers to find better qualified employees, al-
lowing them to raise job qualifications without raising compensa-
tion. Thus recessions may create the appearance of increasing mis-
match unemployment. Once a recovery is under way, however,
more jobs of all types are created, and the unemployment rate for
the less skilled usually declines. Thus indirect indicators of increas-
ing skill mismatch are not enough to determine whether the natu-
ral rate is increasing. We must consider additional evidence.

If most new jobs require skills that many workers do not have,
they might experience lengthening periods of unemployment as
they wait for jobs appropriate to their skills to become available.
On the other hand, the available statistical evidence does not rule
out the possibility that relatively slow output growth since the re-
cession trough in 1991 is the major reason why recent levels of
long-term unemployment have been so high. Since high levels of
overall unemployment have persisted for so long, the number of
people looking for work for a long period of time has also increased.
A statistical analysis relating the percentage change in the number
of workers unemployed for 27 weeks or more to the percentage
change in output indicates that the behavior of long-term unem-
ployment in the most recent period of recession and recovery is not
statistically different from that during previous recession-recovery
cycles. Although the recent behavior of long-term unemployment
may not be different, it is worth noting that the average number
of long-term unemployed increased substantially during the 1970s
and has remained high since then.

Another possible indicator of worsening mismatch unemployment
is the number of discouraged workers. Because they have given up
looking for work, they are not counted as unemployed. Yet large in-
creases in the number of discouraged workers might be taken as
indirect evidence that many people are having a very difficult time
finding jobs. Again, however, the slow speed of the recovery could
also explain such an increase. Although the number of discouraged
workers is up, reaching 1.1 million in the fourth quarter of 1993
compared with fewer than 800,000 in the first quarter of 1990, the
percentage increase in the number of discouraged workers is less

110
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



than would be expected given its historical relationship with output
growth.

In summary, after taking into account the effects of slow output
growth, neither recent high levels of long-term unemployment nor
recent increases in the number of discouraged workers suggest that
there has been an abrupt worsening of mismatch unemployment or
an abrupt increase in the natural rate of unemployment in the
most recent period of recession and recovery.

A third indirect indicator of a changing natural rate of unemploy-
ment is the share of permanent job losers in total unemployment.
If unemployment is truly cyclical, firms lay off workers for a while,
but recall them when conditions improve. However, if mismatch is
increasing, one might expect to see more permanent job losers
among the unemployed rather than individuals on temporary lay-
off. Indeed, the share of permanent job losers among the unem-
ployed hit an all-time high of 43.9 percent in the second quarter
of 1992, and has fallen only slightly since then. However, this num-
ber must be interpreted with caution. Despite the image of cyclical
unemployment as due to temporary layoffs, the fact is that the
share of permanent job losers among the unemployed rises in every
recession. Recessions bring not only temporary interruptions in em-
ployment due to slack demand, but also business failures and
forced restructurings that cause permanent job loss at a higher
rate than during normal times.

A statistical analysis relating the number of permanent job los-
ers to output growth indicates that the relatively large number of
permanent job losers in the most recent period of recession and re-
covery can be explained by relatively slow output growth. Thus
there is little evidence of any recent increase in the natural rate
of unemployment in this relationship, either. The predictions of
this analysis for earlier periods do suggest that there was an ab-
rupt increase in the number of unemployed permanent job losers
in the early to mid-1970s, compared with what would have been ex-
pected given business conditions. This is consistent with other data
which suggest an increase in the natural rate around that time.

DIRECT MEASURES OF THE NATURAL RATE

Traditionally, economists have used two methods to identify the
natural rate, and two additional methods for evaluating how it
might be changing. The simplest way to identify the natural rate
is to look back and see at what unemployment rate the last accel-
eration of inflation began. Alternatively, a statistical model of infla-
tion that embodies the assumption of a natural rate (an
accelerationist "Phillips curve") can be used to estimate the natural
rate.
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Changes in the natural rate have been identified in two ways.
Since different demographic groups have different unemployment
rates, it has become a common procedure to assume that the natu-
ral rate changes whenever the composition of the work force
changes. More recently, several authors have looked at the relation
between unemployment and proxies for job vacancies. If increases
in the natural rate are caused by an increasing mismatch of work-
ers and jobs, then the job vacancy rate should be rising along with
the unemployment rate.

All these approaches have serious shortcomings. Many factors
other than the tightness of the labor market influence the rate of
wage and price inflation. Taxes, raw material prices, exchange
rates, expectations, and a host of other factors all come into play.
Thus, determining the natural rate by looking back to see what the
unemployment rate was the last time inflation picked up works
only if inflation was caused by labor market tightness.

Some economists argue, however, that the principal causes of in-
flation since the early 1970s have been factors other than tightness
in the labor market—for example, oil and other commodity price in-
creases in the 1970s and the falling value of the dollar in the late
1980s. If this is true, estimating the natural rate by estimating
models of inflation is a misleading exercise unless all causes of in-
flation besides tightness in the labor market are adequately con-
trolled for. Moreover, even estimates of the natural rate obtained
in this manner may be very sensitive to assumptions about the
form of the Phillips curve relation. Without direct evidence of a
rapidly increasing rate of inflation below a particular unemploy-
ment rate, estimates of a changing natural rate from statistical
models of inflation are suspect at best.

Determining how the natural rate has changed by looking at de-
mographic changes also poses problems. In the 1970s, the apparent
increase in the natural rate was attributed in large part to increas-
ing labor force participation of women and teenagers—both of
whom had higher than average unemployment rates at the time.
However, as women have changed their attachment to the labor
force, their unemployment experience has also changed. In the re-
cent past, women have had a lower unemployment rate than men.
Should we therefore believe that the increased labor force partici-
pation of women has tended to decrease the natural rate below
what it was prior to the surge in their participation? The share of
teenagers in the labor force has also fallen in the last decade, and
this too should have reduced the natural rate.

Further, why focus on these particular demographic changes to
the exclusion of others? Black male labor force participation rates
have been falling over the last two decades. Since black men have
higher unemployment rates than white men, should we conclude
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that the natural rate is falling? More important, people with col-
lege educations have a much lower rate of unemployment than
those with less education, and their share of the labor force has in-
creased considerably over the last two decades. Again, this would
suggest that the natural rate should be lower today than in 1970,
before the ratcheting up of the unemployment rate.

Finally, although the U.S. Government does not collect the data
on job vacancies that would allow us to examine directly whether
there is an increasing mismatch of jobs and workers, the Con-
ference Board does publish an index of help-wanted advertising.
The relationship between this index and the unemployment rate
has changed over time, but there is no evidence of any increase in
the level of help-wanted advertising, given the unemployment rate,
in the last decade. There is, however, a higher level of help-wanted
advertising at all levels of unemployment since the early 1970s.

The increase in help-wanted advertising could be interpreted as
evidence of an increase in mismatch unemployment, but many
other things affect the level of help-wanted advertising. Different
types of employers advertise in different ways for different types of
jobs. Changes in the industrial and occupational mix of employ-
ment make an advertising index a questionable measure of long-
term changes in job vacancies. Changes in advertising prices, the
structure of media markets, and legal requirements for advertising
certain jobs also change the relationship between vacancies and ad-
vertising in ways that call into question the meaning of any long-
term changes.

Altogether, the various pieces of statistical evidence examined in
the preceding discussion suggest that the increase in the unemploy-
ment rate since 1989 has been largely cyclical in nature. There is
some evidence of an increase in the natural rate—possibly due to
an increase in mismatch unemployment—in the early 1970s, but
little evidence of any increase since then. The evidence also sug-
gests that today's unemployment rate exceeds the natural rate by
a significant amount. Therefore, wage-push price inflation is un-
likely to be a factor constraining economic growth in the near fu-
ture.

THE MAGNITUDE AND COSTS OF JOB LOSS

The U.S. economy is constantly in flux, and while there is no evi-
dence that the rate of churning in the labor market has increased
in recent years (see the discussion of job stability below), normal
rates of structural adjustment are quite high and impose signifi-
cant costs.

Estimates of the number of jobs created and destroyed each year
in the United States are staggering. Data from various sources sug-
gest that on average more than 10 percent of all jobs disappear
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every year, while even more new jobs are created. Luckily, not
every job that is lost forces someone to become unemployed. Com-
panies reducing the size of their operations can often do so using
normal attrition—quits and retirements. When they cannot, work-
ers given advance notice of an imminent layoff can sometimes find
work before they lose their old job, allowing a seamless transition
with no unemployment. But for the many workers who do not
make such easy transitions, the costs of dislocation can be high.

Between 1981 and 1990, about 2 million full-time workers per
year lost their jobs. These workers spent an average of nearly 30
weeks unemployed, and of those who found new employment, about
a third suffered earnings losses of more than 20 percent.

Wage losses were most severe for those who had been with their
employers the longest. For example, those with 10 or more years
of tenure on their previous job were nearly four times as likely to
see their earnings fall by 20 percent as to see them rise by 20 per-
cent in their new jobs. They were also less likely than other dis-
placed workers to find new employment at all. One set of surveys
asking about job loss found that 73 percent of all job losers had ob-
tained new jobs, but only 65 percent of those with 10 or more years
of job tenure had found new work.

The special problems of workers with long job tenure are under-
standable. Those who work for the same employer for a long time
build up skills that are most valuable to that employer. Further,
many employers reward long job tenure with higher wages as a
way of motivating employees and ensuring their loyalty. The loss
of a job when one has obtained the privileges of long tenure can
be particularly devastating.

SLOWING WAGE GROWTH AND WIDENING
INEQUALITY

In the last two decades, family income growth has stagnated and
incomes have become more unequally distributed. In fact, the real
incomes of the bottom 60 percent of American families were lower
in the early 1990s than for the analogous families at the end of the
1970s. Underlying the rising disparity in the fortunes of American
families has been a rise in labor market inequality that has shifted
wage and employment opportunities in favor of the more educated
and the more experienced. Less educated workers suffered substan-
tial losses in real earnings during the 1980s. Here we consider the
dimensions, and some likely causes, of slow income growth and
widening inequality.
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SLOW INCOME GROWTH
Income trends have been discouraging for about two decades

—the median family today has virtually the same real income as
the median family 20 years ago. This stagnation is a marked de-
parture from the substantial income growth that occurred over pre-
vious generations.

From 1947 to 1973 the real income of the median American fam-
ily increased by a robust 2.8 percent a year, more than doubling.
In contrast, from 1973 to 1992 the income of the typical American
family was essentially stagnant, rising by only 0.1 percent a year
after adjusting for inflation. (The trend from 1979 to 1989—roughly
equivalent years in the economic cycle—is similar.) At the pace of
income growth from 1973 to 1992, it would take centuries for real
median family income to double.

Although the labor force participation decisions of women and
changes in the composition of families have affected family income,
the major trends in family income are dominated by trends in real
wages. Chart 3-9 shows the changes in wages and total hourly
compensation, adjusted for inflation, since 1948. Both wages and
compensation suffered abrupt slowdowns in growth rates around
1973.

GROWING INEQUALITY

Families have been affected unevenly by recent income trends.
Real incomes at the top have increased smartly, real incomes at
the middle have essentially stagnated, and real incomes at the bot-
tom have fallen. Box 3-2 discusses the implications of these devel-
opments for employment and unemployment.

From 1973 to 1992, the average real income of the upper 20 per-
cent of families rose 19 percent, or about 1 percent per year. This
is well below the rate for the 1950s and 1960s, but far better than
for the rest of the population. Between 1973 and 1992, the average
income of the middle 20 percent of families rose a paltry 4 percent
in real terms. Lower income families fared even worse. Among the
bottom 20 percent of families, mean real income fell by 12 percent
from 1973 to 1992. Chart 3-10 shows the growth of mean family
incomes for different income groups over the periods before and
after 1973. It makes clear just how abrupt the changes in the dis-
tribution of income growth have been. A trend toward greater
equality in the 1960s and toward greater inequality in the 1970s
and 1980s is apparent in both income and consumption measures
of economic well-being. Rising inequality of family incomes during
the 1980s is apparent in both pretax and posttax income measures.
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Chart 3-9 Real Hourly Compensation and Wages
The growth of real compensation per hour and of real hourly wages has declined
since 1973.
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Sources: Department of Commerce and Department of Labor.

Box 3-2.—Growing Inequality of Employment and
Unemployment

The falling relative wages of those with less experience and
schooling may explain, at least in part, some of the observed
changes in employment-to-population ratios for certain demo-
graphic groups. The black and teenage populations tend to
have less schooling than the average for all Americans. Con-
sequently, the wages they command have fallen, making work
less attractive. To the extent that the shift in demand away
from less-educated workers is manifest in fewer available jobs
instead of lower wages, these groups face higher unemploy-
ment rates as well.

EXPLAINING SLOW WAGE GROWTH

Stagnant wages and slow total compensation growth since the
early 1970s largely reflect a substantial slowdown in productivity
growth. From 1947 to 1973 productivity rose at a compound annual
rate of 3.1 percent, and inflation-adjusted compensation per hour

116
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Chart 3-10 Average Annual Growth of Mean Family Income by Income Quintile
Family incomes in alt income groups grew more or less evenly, but slightly faster for
lower income groups, before 1973.
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grew at a similar rate. From 1973 to 1979 the rate of productivity
growth fell to an average of 0.8 percent a year, and compensation
growth fell with it. Since 1979 the productivity growth rate has
picked up only slightly, averaging 1.2 percent on an annual basis.
Chart 3-11 shows the close relation between productivity and real
compensation. Boxes 3-3 and 3-4 discuss some of the other effects
of productivity growth.

The productivity slowdown has been intensely studied. Many
partial explanations have been given, but no complete accounting
has been made.

EXPLAINING THE GROWTH OF INEQUALITY
Several factors have contributed to widening inequality. One

major factor is increasing returns to education and experience. The
college-high school wage premium increased by over 100 percent
for workers aged 25 to 34 between 1974 and 1992, while increasing
20 percent for all workers 18 years old and over (Chart 1-8). In ad-
dition, among workers without college degrees, the average wages
of older workers increased relative to those of younger workers.
Since the relative supply of educated workers has increased at the
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Chart 3-11 Productivity Growth and Price Reductions, 1950-90

Productivity growth in an industry leads to lower relative prices.
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same time that wage disparities have grown, the demand for edu-
cated workers must have increased faster than their supply. Some
have suggested that increasing trade has undermined demand for
less educated workers in the United States, since they are plentiful
elsewhere in the world. So far, however, several studies have been
unable to discern any substantial impact of trade on wage inequal-
ity, however. If increased trade were the cause of growing wage in-
equality, the relative prices of goods that use highly educated labor
would be rising relative to those of goods that use less highly edu-
cated labor. But studies have found no evidence of such a change
in relative prices. Similarly, if increased trade were responsible for
increased wage inequality, the growth of wage differentials would
lead firms in all sectors to substitute less educated labor for more
educated labor. Instead, studies find that virtually all manufactur-
ing industries have increased their relative use of educated labor
despite growing wage differentials. Rising wage differentials with
greater use of educated labor suggest that demand for skilled labor
has been rising broadly in the economy. Thus it appears that most
of the demand shift toward highly educated workers must have
originated domestically.
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Box 3-3.—Consequences of Productivity Growth
Rising productivity has been shown to have a variety of ben-

eficial effects:

• The prices of goods produced by industries that have had
rapid productivity growth have fallen relative to those of
goods from industries with slower productivity growth.
Chart 3-11 shows average productivity growth and price
changes by industry for the 1950-90 period.

• Periods of rapid productivity growth have been accom-
panied by increases in real wages. The prices of products
in industries experiencing productivity growth also de-
cline relative to wages. This decline in product prices
means that real wages tend to rise during periods of
rapid productivity growth.

• Periods of rapid productivity growth have also been peri-
ods of low inflation. Productivity growth allows nominal
wages to increase without putting pressure on prices.

• Periods of rapid productivity growth have not been asso-
ciated with large increases in unemployment In periods
when productivity growth was more rapid, such as the
1960s, unemployment rates have tended to be low. In
contrast, periods with slow rates of productivity growth,
such as the 1970s, have been periods of relatively high
unemployment.

Since the use of more-educated labor has increased in all indus-
tries, a logical explanation of this trend is technical change. For ex-
ample, one study shows that people who work with personal com-
puters earn a substantial wage premium over those who do not,
and that this can account for half of the increasing gap between
the wages of college and high school graduates.

Although changes in labor demand induced by changes in the
composition of trade do not appear to explain much of the increase
in income inequality, the internationalization of the U.S. economy
may affect wages in other ways. For example, the threat of in-
creased import competition or of the relocation of a factory to an-
other country may undermine worker bargaining power or cause a
decline in the number of workers employed in unionized firms. At
this time, no reliable studies have properly quantified how impor-
tant such effects have been. In addition, there is no guarantee that
the future will resemble the past. Trade could become a more im-
portant factor in bringing down the wages of less educated workers
in the future. On the other hand, technical change could move in
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Box 3-4.—Why Productivity Growth Does Not Cause
Unemployment

Productivity growth need not cause an increase in unemploy-
ment because, as productivity rises, more goods can be pro-
duced with the same number of workers. This means a cost
saving, which must result in either increased profits, increased
wages, or lower prices. If profits or wages increase, those bene-
fiting from the increase will increase their spending. If prices
fall, consumers' incomes will go further and they will buy
more. In any case, the increased spending will lead to the pur-
chase of more goods and services, which will create new jobs
offsetting losses from the productivity increase. If the new jobs
created are not equal in number to the jobs lost, there will be
a tendency for wages to change to equate supply and demand
for labor. Nonetheless, in the short run some workers are like-
ly to have to change jobs. As the discussion of the costs of job
loss makes clear, this can be a traumatic experience for the es-
tablished worker.

the direction of economizing on educated labor and making better
use of less educated labor.

In addition to rapidly increasing demand for educated labor, two
institutional factors seem to have contributed to rising wage in-
equality: the decline of unions and the erosion of the minimum
wage by inflation. In the early 1970s, 27 percent of the work force
were union members. By 1990 that fraction had declined to 16 per-
cent, and it has probably fallen further since. Several studies con-
clude that this decline can account for about 20 percent of the in-
crease in wage inequality.

In 1970 the minimum wage was 50 percent of the average hourly
wage of private production and nonsupervisory workers. By 1992 it
had fallen to 40 percent of the average. This erosion of the mini-
mum wage has allowed a substantial fattening of the lower tail of
the wage distribution and contributed to increasing wage inequal-
ity. The effect of the minimum wage on the distribution of income
is less obvious, since it is possible that the decline in the inflation-
adjusted minimum wage may have caused an increase in employ-
ment of low-wage workers.

Immigration has increased the relative supply of less educated
labor and appears to have contributed to the increasing inequality
of income, but the effect has been small. A study of the effects of
immigration between 1980 and 1988 found that it explains less
than 1 percent of the change in the college-high school wage dif-
ferential. Although immigration flows were considerably larger in
the late 1980s than the early 1980s, this study makes it seem un-
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likely that immigration could explain more than a few percent of
the total change in this differential.

JOB QUALITY

The Administration is concerned about increasing the quality as
well as the quantity of jobs in the American economy. Job quality
encompasses a number of factors beyond wage levels—including job
security, employer-provided benefits such as pensions and health
insurance, and hours of employment.

HOURS OF WORK

Average weekly hours in manufacturing were consistently higher
through December 1993 than during most previous recoveries since
1958 (excluding the short recovery in 1980-81), and they reached
a post-World War II high of 41.7 hours per week in November
1993. This was slightly above the previous peak of 41.6 hours per
week reached in February 1966 (Chart 3-12). Factory overtime
hours also reached a record in November at 4.4 hours per week,
the highest level since the data series began in 1956.

Chart 3-12 Average Weekly Hours of Production and Nonsupervisory Workers
Average weekly hours in manufacturing are at a postwar high, while average
hours for all industries show a long-term decline.
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In contrast, over the past half-century, average weekly hours
worked by production and nonsupervisory employees on nonfarm
private payrolls have declined significantly from 40.3 hours per
week in 1947 to 34.5 hours per week in 1993. The patterns of aver-
age weekly hours of all private sector workers and those in manu-
facturing have diverged over the last 50 years.

In keeping with their long-term trend, average weekly hours of
all private nonfarm workers have been lower since the trough of
the last recession than during comparable periods following the
three previous recessions after 1970. Average hours typically rise
during recoveries, as employers respond to rising demand by using
their existing work forces more intensively before they begin sig-
nificant hiring of new employees. The increase in average hours
since the 1991 recession trough has generally been in line with pre-
vious recoveries since 1970—although in recent months the in-
crease in hours has been higher than in recent recoveries.

Popular accounts have suggested that Americans are working
more. How can this be if hours worked on the average job are de-
clining? The answer is that women's labor force participation is up,
so that average hours of paid work per person are up. How do
workers feel about their hours of work? Most studies find that, on
average, people would like to work more hours if they were paid
their hourly rate for the additional hours.

JOB STABILITY
The slow pace of job creation and the relatively high unemploy-

ment rate in the current recovery, along with continuing corporate
downsizing and increased use of part-time and temporary workers,
have led to the perception that employment is becoming less stable
than in the past. The fear is that a decline in permanent employ-
ment will lead to a largely "contingent" work force, meaning that
there will no longer be an understanding between worker and em-
ployer that a job will last for a long time. Is the current sense of
less stable employment the result of the recent recession, or are
long-term forces at work?

There are several different approaches to measuring the stability
of employment. To some extent, growth of the contingent work
force can be measured directly. We can also look at how likely indi-
viduals are to stay with an employer, at the dynamics of firm size,
and at changes in the industrial composition of employment.

No official statistics are kept on the number of workers employed
on a contingent basis. One study that examined employment prac-
tices at a number of large firms in 1985 found that slightly less
than 1.5 percent of the labor they used was explicitly hired on a
temporary basis.
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We do, however, know how many workers are employed in the
personnel supply industry (largely temporary workers). This num-
ber has increased dramatically since the early 1970s, and particu-
larly rapidly in the current recovery. From the trough of the reces-
sion in March 1991 to December 1993, employment in the person-
nel supply industry grew by 687,000 workers. This was 26 percent
of all employment growth over this period.

Taking a longer perspective, employment in the temporary help
industry has grown from less than one-third of 1 percent of total
employment in the early 1970s to nearly 1.3 percent today (Chart
3-13). While growth has been explosive, the fraction of the work
force employed on a contingent basis is probably still less than 3
percent.

Chart 3-13 Help Supply Industry Employment as Share of Total Employment
Temporary workers are a small but increasing share of total employment.
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Another potential indicator of declining job stability is the grow-
ing use of part-time workers. Like temporary workers, part-time
workers usually do not receive pension and health benefits and
tend to have a weak attachment to their firms. Several authors
have included them when enumerating the contingent work force.

Between August 1990 and December 1993, part-time employ-
ment increased by 6.4 percent, compared with only a 1.7-percent
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increase for full-time employment. But part-time employment al-
ways expands during recessions, and the increased use of part-time
workers during this recession is not significantly different from the
pattern of past recessions, given sluggish output growth. Over the
last several decades, however, there has been a small secular in-
crease in the fraction of the labor force working part-time, but it
has not been a steady increase. The fraction grew considerably
from the late 1960s through the early 1980s, reaching a peak in
1983. It then declined through the rest of the 1980s and increased
moderately in the 1990 recession. The fraction of workers working
part-time by choice has remained nearly constant since the early
1970s (Chart 3-14).

Chart 3-14 Part-Time Employment: Total and Voluntary
Since the late 1960s the use of part-time workers has grown, but the number
working part-time by choice has not.
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What accounts for the secular shifts toward temporary and part-
time employment? One possibility is that the underlying demand
for goods and services has become more volatile, leading firms to
desire less permanent work forces so that they can more easily re-
spond to shifting needs. If this were so, we should observe greater
volatility in the industrial composition of employment or in firm
size. Such evidence is lacking, however. Data from the Census of
Manufactures show no long-term increase in variability of firm
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size. No data are available on volatility of firm size in the rest of
the economy.

A simple measure of the amount of reallocation of labor between
industries is the sum of changes in the share of each industry's em-
ployment in total employment for those industries that are increas-
ing their employment share. (This is equal to the absolute value of
the sum of the decreases in the share of employment in each indus-
try with a shrinking share.) When total employment is constant,
this measure is simply interpreted as the fraction of the work force
being reallocated between industries. According to this measure,
the rate of change in the industrial structure across all industries
increased in 1990 and 1991, which is typical for a recession. The
rate of change in industry composition typically declines during re-
coveries, and the current recovery fits this pattern, with churning
declining in 1992 and 1993 (Chart 3-15).

Chart 3-15 Reallocation of Employment Between Industries
The rate of reallocation of employment between industries follows business
conditions but shows no upward trend.
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Has the rate of change of the industrial composition of employ-
ment trended upward over time? Chart 3-16 shows that the an-
swer is no. There is a big spike in 1975 after the first oil shock,
but no trend. Over the entire 1949-93 period, the average rate of
reallocation was 0.9 percent per year. Recent experience appears
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consistent with the past. Since 1980, the average rate of
reallocation has also been 0.9 percent per year.

How are we to reconcile what we know to be major changes in
the industrial composition of employment (such as those due to de-
fense cutbacks) with the fact that there has been no apparent in-
crease in the rate of industrial change? Evidently the economy is
typically experiencing significant changes in its structure. Just as
horseshoes gave way to tires and mechanical adding machines gave
way to electronic calculators, industries today continue to grow and
die.

If job instability is increasing, it does not appear to be because
of changes in the volatility of firm size or industry demand. If there
are significant changes in job stability, apparently they are hap-
pening at the individual level. If individuals' attachments to their
jobs are becoming more tenuous, we should observe a drop in the
length of time workers spend with each employer, and an increase
in the probability that a worker will leave his or her firm in any
given year. But analysis of the Current Population Survey shows
the fraction of workers holding jobs for 8 years or more to have
been 30 percent in 1979, and 31 percent in 1983, 1987, and 1991.

A constant fraction of workers holding long-term jobs might hide
changes in the experience of individuals. For example, older work-
ers are more likely than young workers to stay with the same em-
ployer. The aging of the work force might therefore have brought
about an increase in average job tenure, even if individuals at any
particular age were experiencing greater job instability. Two stud-
ies that have attempted to examine this question provide mixed
evidence. Both find that employment for nonwhites and college
graduates has become less stable, but both also find that employ-
ment stability for some groups has increased. No strong trend to-
ward increasing overall instability can be found in either study. It
is impossible to rule out increasing overall instability on the basis
of these studies, but if there has been an increase it is either too
recent or too subtle to be reflected in the aggregate tenure statis-
tics discussed in the previous paragraph.

Whether or not job security is decreasing, two things are clear.
First, there has aiways been a great deal of instability in the U.S.
labor market. Second, there is no question that there is a percep-
tion that job security is decreasing. This may be due entirely to the
normal increase in job losses during the recent recession, to media
accounts of mass layoffs at companies that used to offer unusually
stable jobs, or to increases in job instability that simply are not re-
flected in aggregate statistics. Alternatively, a constant rate of job
loss combined with greater income inequality has meant an in-
crease in income (as opposed to employment) insecurity.
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BENEFITS
One of the concerns raised by the growing use of contingent

workers is that fewer workers will be covered by employer-provided
health insurance and retirement income programs. In fact, there is
some evidence that this has occurred, at least for some recent peri-
ods. The timing of these changes, however, does not appear to cor-
respond to the timing of increases in temporary or part-time work,
but the changes are troubling nonetheless.

After rising for several decades, the fraction of workers covered
by employer-provided health insurance has fallen since the mid-
1980s. However, it is likely that this fall represents less than 10
percent of all workers. Nonetheless, since 1985 the fraction of the
population covered by job-related health insurance has remained
roughly constant (around 60 percent). Evidently the decline in cov-
erage per worker is being offset by the increase in the number of
households with more than one person working.

Retirement income is another area where different surveys sug-
gest different conclusions. Business tax records show no decline in
the fraction of workers covered by retirement income programs;
however, studies examining defined-benefit pension coverage find a
decline in the late 1980s. The difference is at least in part due to
the growth of tax-exempt retirement savings plans provided by em-
ployers. These tend to be less generous than defined-benefit retire-
ment plans, so that there has at least been a decline in the quality
of retirement security plans, if not in the quantity. Even here the
story is mixed. At least one recent study finds that pension cov-
erage has begun to increase again in the 1990s.

TOWARD A COMPREHENSIVE WORK FORCE
POLICY

The labor market has changed. Although there is little evidence
of any recent abrupt changes in the fundamental behavior of the
labor market, three aspects of the longer term picture are worthy
of concern: (1) the slow growth of incomes and increasing income
inequality; (2) increasing unemployment and nonemployment, par-
ticularly for certain groups; and (3) the high rates of job loss and
dislocation that are normal for our economy.

Real income has grown very slowly since the early 1970s, and the
real incomes of the least well-off have actually fallen. The Adminis-
tration's policies address these problems at four levels.

First, the primary source of income growth is productivity
growth. To increase productivity growth, we must invest more in
research and development of new technologies. To take advantage
of technical progress, we must invest more in new plant and equip-
ment. Second, U.S. employers have learned new ways to organize
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work that make better use of the vast pool of talent in our work
force. These participatory techniques are particularly effective in
organizations adapting to rapid technical change but have wider
applicability as well. Third, to deal with the problems of income
growth and inequality, we must invest more and invest more equi-
tably in education and training for our work force. Finally, in order
to promote investment and to ensure that incomes grow with in-
creasing productivity, the Administration's macroeconomic policies
aim to encourage full employment built on a sound fiscal founda-
tion.

The Administration's main vehicle for encouraging investments
of all sorts has been to reduce Federal borrowing so as to make
room in credit markets for private borrowers. As noted in Chapter
2, deficit reduction has resulted in much lower interest rates, mak-
ing it easier for firms and individuals to undertake productivity-en-
hancing investments. As the recovery continues, we expect to see
more individuals and firms taking advantage of these opportuni-
ties. Funding for research is also a high priority for this Adminis-
tration,

In addition to promoting capital formation and technical change,
the Administration aims to increase the productivity of the work
force by helping employers make better use of their workers
through increased worker participation. Numerous studies have
now demonstrated that cooperative techniques increase productiv-
ity substantially in a wide range of enterprises. By helping to dis-
seminate information on what successful firms have been able to
accomplish, the Administration hopes to speed the adoption of
these practices throughout the economy.

Improvements in education and training to boost the skills and
enhance the flexibility of the U.S. work force are top priorities. To
this end, the Administration is increasing spending and reorganiz-
ing programs to increase effectiveness. From increasing funding for
Head Start to proposals for developing "lifelong learning," the Ad-
ministration hopes to address education and training needs every-
where in our society. The Administration's Goals 2000: Educate
America Act and the Improving America's Schools Act aim to en-
sure a quality education for all students, first by guaranteeing all
students a safe environment for learning, and then by setting na-
tional standards for students and teachers. To ensure that all post-
secondary students have access to the means to finance their high-
er education, the Congress has passed legislation proposed by this
Administration establishing a direct lending program where the
rate at which the loan will be paid back will depend on the recipi-
ent's income.

Recognizing the need to coordinate education and job training,
the Departments of Education and Labor have joined in an unprec-
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edented partnership to develop a number of new programs. Govern-
ment programs have traditionally provided extensive support for
those going to college. The School-to-Work initiative of the Depart-
ments of Education and Labor will help those who begin their ca-
reers with a high school diploma to obtain meaningful work-based
training. This training will go hand in hand with a new system of
skill standards and certification, which will make the skills work-
ers learn more portable and consequently more valuable. The Ad-
ministration's Workforce Security Act will provide training and job
search assistance to dislocated workers who are having difficulty
finding new work. The aim is to transform our unemployment sys-
tem into a reemployment system. The Administration's proposed
welfare reform plan will provide funds for training to some of the
most disadvantaged in our society: mothers and fathers with chil-
dren in poverty.

Another part of the Administration's answer to the problem of
growing inequality is the substantial increase in the earned income
tax credit that has been put in place. This tax credit, primarily for
low-wage workers with children, along with the full range of other
government transfer programs, will lift many families with a full-
time worker out of poverty. It is described in detail in Chapter 1.

Increased productivity growth is the answer to stagnant real
wages, and improved training and education—particularly for the
least advantaged—is a major part of the solution to growing in-
equality. But we cannot expect firms to purchase new equipment
unless there is demand for more products, and we cannot expect
workers to train for jobs that do not exist. Therefore, an integral
goal of the Administration's economic policies is the return to full
employment.

Maintaining a high rate of economic growth is also essential for
dealing with the second major labor market trend of the last two
decades: increased unemployment. The analysis presented above
suggests that most of the increase in average unemployment over
the 1970s and 1980s was due to slack aggregate demand. There is
also some indication of a permanent increase in the natural rate
of unemployment in the 1970s. Whatever the cause of the increase
in the natural rate, the Administration's Workforce Security Act
should help reduce the natural rate by facilitating a more efficient
matching of workers and employers.

An initial step toward the establishment of a reemployment sys-
tem was taken last fall with the passage of legislation extending
Federal emergency unemployment benefits. That legislation put in
place for the first time a system of worker profiling to help identify
workers who are likely to experience long-term unemployment, and
to provide them with a package of job search assistance services.
Several controlled experiments have now shown such services to be
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effective in reducing the duration of unemployment. Once fully in
place, the Workforce Security Act will provide both job search as-
sistance and long-term training to those who lack the skills nec-
essary to secure good employment. This will help reduce mismatch
unemployment and the natural rate of unemployment.

Existing training programs for dislocated workers have been
criticized as ineffective. The new programs proposed by the Admin-
istration address this problem by emphasizing long-term training
and continuing postsecondary education. The large human capital
literature shows substantial potential benefits from this approach
to increasing worker skills.

Dislocated workers have always faced problems with income se-
curity and health care. With growing income inequality, the nor-
mally high rates of dislocation in our economy mean greater income
insecurity. The Administration is moving to make job transitions
easier for displaced workers in a number of ways. The Workforce
Security Act will help ease transitions and help those who need it
with retraining for a new career. The Administration's health care
plan will provide universal coverage, relieving one of the major
worries of a dislocated worker—what to do if a family member be-
comes ill after health coverage from the lost job has lapsed.

Overall, the labor, education, health, and welfare programs pro-
posed by the Clinton Administration hold out the hope of lower un-
employment rates, reduced inequality, and stronger income growth
for American workers and their families.
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CHAPTER 4

Health Care Reform
THE UNITED STATES SPENDS far more per capita on and de-

votes a much larger share of its income to health care than does
any other country. In 1993, one out of every seven dollars that
Americans spent—14.3 percent of gross domestic product (GDP)—
went to health services. In 1991, the most recent year for which
comparable international data are available, the United States
spent 13.2 percent of GDP on health care, while no other industri-
alized country spent more than 10 percent. Indeed the average for
all the industrialized countries of the Organization for Economic
Cooperation and Development (OECD) was only about 8 percent.
Yet despite this massive commitment of resources, the United
States insures a much smaller fraction of its population than do
most other industrial countries, and ranks comparatively poorly on
such important overall indicators of health outcomes as life expect-
ancy and infant mortality. Tens of millions of Americans remain
uninsured and live in constant fear of bankruptcy should they be-
come ill. Tens of millions more have inadequate insurance or risk
becoming uninsured if they lose their jobs.

For the lucky Americans who have comprehensive benefits and
little worry about becoming uninsured, the current system buys
care of high quality and provides genuine health security. For oth-
ers less fortunate, the system works less well or not at all. And
even the lucky suffer from the shortcomings of the current system,
as the costs of covering services for the uninsured and some of the
costs for those served by government programs are shifted onto
hospitals and other providers and ultimately onto private sector in-
surance premiums.

Health care spending is not only high but growing rapidly. In al-
most every year of the last three decades, health care costs have
increased at more than twice the rate of total income. In the 1980s,
real per capita health care spending increased at an annual rate
of 4.4 percent in the United States, compared with an average of
only 3.2 percent in Canada, France, Germany, Japan, and the
United Kingdom. Current projections indicate that, without reform,
the United States will devote nearly 18 percent of its GDP to
health care by the turn of the century.

At the level of the individual, the family, and the firm, the inex-
orable growth in health care spending means ever-increasing insur-
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ance premiums and ever-higher medical bills. And at the level of
Federal and State and local governments, rising health care costs
mean that health expenditures claim larger and larger budget
shares, with less left over for essential competing demands like
public safety, infrastructure maintenance and expansion, and im-
provements in education and training. Despite a sustained reduc-
tion in real discretionary spending, the Congressional Budget Of-
fice projects that escalating health care costs will be the dominant
force pushing Federal budget deficits back up as the 20th century
nears its end.

The facts speak for themselves: The United States faces a health
care crisis that demands a solution, both for the health of its citi-
zens and for the health of its economy over the long run.

For analytical purposes, this crisis can be divided into four sepa-
rate but interrelated parts. First, the current system fails to pro-
vide health security for millions of Americans, both insured and
uninsured. Insured Americans do not have health security when
they face the prospect of losing their coverage if they lose or change
their jobs. Some estimates suggest that such worries may reduce
job mobility by as much as 25 percent. The health security of the
uninsured is still more precarious: Even when they do manage to
obtain care, the evidence indicates that they receive less treatment,
are sicker, and suffer higher mortality rates than the insured. It
is simply not true, as some claim, that all Americans get decent
care when they need it.

Shortcomings in private insurance markets are a second and re-
lated problem. Under the current system people who are less
healthy pay more, sometimes much more, for insurance than people
who are healthy. Insurance for those with preexisting conditions is
often either unavailable or available only at prices that put it out
of reach for many Americans. And many insurance policies simply
do not cover a variety of large financial risks—exactly the kinds of
risks that insurance is designed to address in the first place.

The third problem in our current health care system is the lack
of effective competition, which in turn weakens the incentives for
both providers and consumers to make cost-conscious decisions. In-
adequate competition is a major reason why the costs of the Amer-
ican health care system are so high. Studies suggest that a variety
of common procedures are often performed in circumstances where
they are inappropriate or of equivocal value on purely medical
grounds. Fee-for-service providers clearly have an incentive to pro-
vide more care, including care that is inappropriate, because they
are generally reimbursed for each additional test or procedure they
perform. Consumers often do not have the information they need
to evaluate whether a particular service is indicated, and some do
not have the choice among providers that might allow them to
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make cost-conscious decisions. In addition, many consumers have
weak incentives to choose among health care services on the basis
of cost, and among health care plans on the basis of price. Finally,
because many insurance policies do not cover preventive care, con-
sumers may underutilize cost-effective services at earlier stages of
medical need.

The fourth problem with our current system is the burden it
places on public sector budgets. Large and growing public health
care expenditures force governments to make painful choices
among cutting other spending programs, increasing revenues, or in-
creasing budget deficits—each of which can have adverse con-
sequences for long-term economic growth.

None of these four problems can be solved in isolation. For exam-
ple, in the absence of systemwide reform, arbitrary caps on Federal
health care programs, which some have proposed, would simply
shift still more of government program costs onto the private sec-
tor. According to one recent estimate, uncompensated care and gov-
ernment programs that reimbursed hospitals below market prices
shifted $26.1 billion onto the private sector in 1991. Caps on gov-
ernment programs would simply aggravate this problem. Similarly,
any attempt to provide universal coverage without complementary
measures to improve competition and sharpen the incentives for
more cost-conscious decisions would mean even more dramatic in-
creases in systemwide costs. And reforms designed only to address
the most glaring shortcomings of private insurance markets would
not solve either the problem of providing health security for all
Americans or the problem of escalating public health care bills.

In short, a piecemeal approach will not work. Health care reform
requires a comprehensive solution. At the same time, it requires a
solution that preserves what is good about the current system and
that maintains choice at all levels. This is indeed a daunting chal-
lenge, but one that the Nation can ill afford to ignore.

UNIVERSAL COVERAGE AND HEALTH
SECURITY

Providing universal health coverage and security for all Ameri-
cans is an essential objective of health care reform. Chart 4-1
shows the sources of health insurance for the American population.
According to the Current Population Survey, over 15 percent of
Americans—nearly 39 million people—were uninsured throughout
1992. That is one of the highest shares in the industrialized world.
While some people remain uninsured for long periods of time, many
more experience brief episodes during which they lack coverage, for
instance when they lose a job. The Survey of Income and Program
Participation (SIPP) found that over three times as many people
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are uninsured at some time during a given year as are uninsured
throughout the year. The SIPP estimates that more than one in
four Americans were uninsured at some point in a 28-month period
from 1987 to 1989.

Chart 4-1 Distribution of Population by Source of Health Insurance Coverage: 1991
Most Americans receive health insurance through their employers. Fifteen percent of
Americans are uninsured.

Employment Based 55.6%

Other Private 7.3%

Medicare 12.4%

m& Uninsured 15.4%

CHAMPUSandVA 1.0%

Medicaid 8.2%

Note: Detail does not sum to 100 percent due to rounding.
Source: Employee Benefit Research Institute.

The fact that so many people are uninsured at least some of the
time means that the prospect of being uninsured may influence the
behavior of a large number of Americans. As long as people can
lose their health coverage simply by changing employment, health
insecurity will remain a barrier to changing jobs or starting new
businesses. An important rationale for universal coverage is there-
fore to increase mobility and employment opportunities for those
who already have insurance but do not have health security.

Similarly, many people remain on welfare because they will lose
their medicaid coverage if they take a job. Some estimates indicate
that up to one-quarter of recipients of aid to families with depend-
ent children (AFDC) would take a job if private health insurance
equivalent to that provided by medicaid were available to them. A
second rationale for universal coverage is thus to reduce the num-
ber of people on welfare and to further the Administration's goal
of welfare reform.
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A third rationale for universal coverage is to improve the health
of the uninsured. The uninsured do use health care—they do not
simply do without. It is estimated that those without insurance for
all of 1994 will consume about $1,200 of medical care per capita—
60 percent of which will be paid for by governments and private
payers, not by the uninsured themselves (Chart 4-2). This expendi-
ture is roughly half the over $2,300 per capita consumed by those
who are currently insured.

Chart 4-2 Sources of Payment for Health Care by Insurance Status: 1994 Estimates
About 60 percent of care for the uninsured is financed by governments, other private payers,
bad debt, free care, or workers' compensation.

Uninsured All Year

(Per capita spending = $1,224)

Any Private Insurance

(Per capita spending = $2,332)

$95
$129

[ J Out-of-Pocket \/A Insurance | | | Government j _ J Bad debt, free care,
and workers' compensation

Source: Department of Health and Human Services.

While the uninsured do receive care, it is often neither timely
nor appropriate. The uninsured are more likely than the insured
to receive care in the emergency room, are less healthy when they
are admitted to a hospital, and receive less treatment than people
with similar diagnoses once admitted. Some studies indicate—and
common sense suggests—that the health of the uninsured suffers
as a result.

Indeed, without reform, the problem of adverse health outcomes
for the uninsured is likely to worsen over time. Historically, gov-
ernments and private payers have shouldered the burden of financ-
ing care for the uninsured. As health care costs continue to esca-
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late, however, these payers may become less willing to bear this
burden.

Perhaps surprisingly, providing universal health insurance to
cover those currently uninsured will not require a large increase in
total health expenditures. While the uninsured are poorer than the
population as a whole, they are also younger and healthier. Almost
all of the elderly already have insurance—through medicare.
Among the nonelderly population, 24 percent of those with em-
ployer-sponsored insurance are between the ages of 45 and 64,
compared with only 17 percent of the uninsured. Only 9 percent of
the privately insured are between the ages of 18 and 24, compared
with 18 percent of the uninsured. And while uninsured adults often
perceive themselves to be in poorer general health than the popu-
lation as a whole, they are less likely than the insured to have
chronic conditions (Table 4-1). Estimates that account for these de-
mographic and health factors generally find that insuring the unin-
sured would increase national health spending by less than 10 per-
cent.

TABLE 4-1.—Health Perception and Health Status by Type of Insurance
Coverage, 1987

[Percent]

Characteristic

Self-reported general health perception:

Fair

Poor

Any chronic condition

Insurance coverage

Private,
employment

related

10.6

1.3

33.1

Uninsured

18.1

2.4

26.1

Note—The sample is composed of adults aged 18 to 64.
Source: Department of Health and Human Services.

A fourth rationale for universal coverage is to solve the "free
rider" problem. At least some of the uninsured could afford to pur-
chase insurance but choose to go without because they feel they do
not need it, and because they know that if they do become sick they
will be cared for on an emergency basis at little cost to themselves.
For some, relying on such "free" catastrophic insurance can be
more attractive than purchasing insurance in the private market.
By requiring that all individuals pay something for coverage,
health reform can help eliminate this problem.

Finally, as discussed below, universal coverage is essential if ev-
eryone in the population is to share equally in the costs of insur-
ance (Box 4-1).
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Box 4-1.—Moral Hazard and Adverse Selection
All insurance markets face two potential problems. The first,

called moral hazard, involves incentives. Insurance may en-
courage those who are covered to use insured services more
than they otherwise would, or it may discourage the insured
from taking steps to lower their need for such services. Insur-
ance against any kind of risk—including health risks—always
involves some element of moral hazard. When people use
health services more than they would without insurance, the
total amount insurers must pay increases, and they in turn
must increase their prices. Furthermore, because individuals
pay less than the full social cost of the services they receive,
too much of society's resources will be devoted to such services.

The second problem is adverse selection. People who know
that they are more at risk than others of falling ill are more
likely to purchase health insurance. Therefore, insurers who
set their prices at the average cost for the population as a
whole are likely to discover that their prices do not cover their
costs, because their customers are on average sicker than the
population at large. To address this problem, insurers have in-
centives both to charge prices that exceed the cost of covering
the average person and to select risks as best they can. The
higher prices of insurance that result from adverse selection
have the perverse effect of discouraging some healthy people
from purchasing insurance. Because of the adverse selection
problem, all people must be required to purchase insurance if
each of them is to be charged the average cost of providing in-
surance.

INSURANCE MARKET REFORM

Private insurance markets have a number of shortcomings that
impede the realization of universal coverage.

INSURING MAJOR RISKS AND PREEXISTING
CONDITIONS

Economic theory suggests that at a minimum well-functioning in-
surance markets should insure against the expenses that accom-
pany large medical risks because those are precisely the ones that
cause the most financial hardship to individuals and families, are
the least susceptible to moral hazard, and have the lowest adminis-
trative costs as a share of benefits. In our current system, however,
private insurance markets often fail even when judged against this
minimal standard.
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About 80 percent of conventional health insurance policies have
limits—generally ranging from $250,000 to over $1 million—on the
amount that the insurer will pay over the policyholder's lifetime.
Many insurers also initially exclude coverage of "preexisting condi-
tions"—health problems that exist before the policy takes effect. A
typical rule, for example, is to exclude for 6 months a condition
that was present in the 6 months prior to joining a plan. Some esti-
mates suggest that up to 80 million Americans have preexisting
conditions that could be excluded from any new coverage or would
require payment of a higher premium.

Both the exclusion of coverage for preexisting conditions and the
limitations on maximum lifetime payments are ways that insurers
respond to the adverse selection problem discussed in Box 4-1.
Such practices also reflect the fact that insurers who know in ad-
vance about the likely health status of their potential policyholders
can choose which risks they are willing to insure and which they
are not, and can choose to charge different prices to different indi-
viduals based on this assessment.

Such common insurance practices may be privately optimal for
individual insurers, but they are not socially efficient. People with
preexisting conditions and people who have exhausted their life-
time insurance limits may still require care, and someone must
bear the costs. If they cannot obtain private insurance and they
have exhausted their own funds, either they will get insurance
through public sector programs, such as medicaid, or the costs of
their care will be shifted onto the premiums of those who are able
to obtain insurance. By compelling all insurers to cover preexisting
conditions and by eliminating limitations on lifetime payments, the
government could reduce the adverse selection problem in private
insurance markets and thereby improve how they function.

COMMUNITY RATING
A second essential component of insurance reform is "community

rating"—charging everyone in a large group the same price regard-
less of individual differences in demographic or health status. Cur-
rently, health insurance is often experience rated—the price for
members of a particular group is based in whole or in part on that
group's expected utilization of insured services. However, there are
strong reasons for requiring community rating.

The rationale for any kind of insurance is to spread costs
throughout the insured population. Complete health insurance
would spread the cost of care across everyone in the population, re-
gardless of their health status. Similarly, complete insurance would
guarantee that the price paid by each individual for coverage would
be the average cost of such coverage for the population. In contrast,
experience rating means that the price one pays for insurance var-
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ies depending on one's health status. But at least for those health
problems and their associated costs that individuals cannot influ-
ence by their behavior, experience rating is at odds with the basic
function of insurance—to insure against risk.

In principle, of course, one can distinguish between those health
risks that individuals can influence and those that they cannot,
and apply experience rating to the former. In practice, however,
this is often difficult to do, because it would require detailed mon-
itoring of personal behavior. In addition, many major health risks,
with the obvious exception of those associated with smoking, are
linked quite imperfectly to individual behavior, or the medical pro-
fession's understanding of the linkage remains rudimentary. Based
on these considerations, community rating of health insurance, and
continued public programs to deter smoking, are appropriate ele-
ments of health insurance reform.

However, community rating is difficult to enact without com-
plementary reforms. The adverse selection issue described in Box
4-1 is one potential problem, which universal coverage could ad-
dress by requiring people to have coverage. A related problem
stems from the fact that insurers who are compelled to charge a
community rate will have incentives to seek out the healthiest con-
sumers, because they can be covered for the lowest cost and thus
are likely to yield insurers the highest profits. This risk selection
may involve high administrative costs, for example in determining
the medical history of each member of a group. Resources devoted
to this activity increase the overall costs of health care without pro-
viding any additional health benefits.

Several steps could be taken to minimize the possibility of such
selection. First, a system of "risk adjustment payments" could be
designed—monetary transfers from plans that have a healthier mix
of enrollees to plans with a sicker mix of enrollees. If risk adjust-
ment perfectly compensated for true differences in health risk, it
would eliminate the incentives for selection on the part of insurers.

Second, all insurers could be required to offer the same package
of benefits, thereby eliminating the opportunity to use the vari-
ations in the benefits package to attract better risks. Finally,
"guaranteed issue" and "guaranteed renewability" of insurance
could be required—that is, people could not be denied the right to
enroll initially or renew enrollment in a health plan because of de-
mographic or health status.

REDUCING ADMINISTRATIVE COSTS

In part because of the experience rating practices of insurance
companies, there is insufficient standardization across insurers.
Providers must deal with different insurers using different claim
forms and covering different sets of services. Lack of standardiza-
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tion results in high administrative expenses. In 1991 over 6 per-
cent of all health care expenditures went for administrative ex-
penses. This exceeds total spending on all public health service pro-
grams.

Standardizing benefits and billing procedures and increasing the
automation of bill payment could produce substantial administra-
tive savings. Grouping small firms and individuals into larger pur-
chasing pools would have the same effect. As Chart 4-3 shows, the
administrative load charged by commercial insurers for small
groups (1 to 4 employees) averages about 40 percent of claims
paid—in contrast to only about 5V2 percent for large groups (over
10,000 employees).

Chart 4-3 Administrative Expenses of Commercial Insurers as Percent of Claims Paid
Administrative expenses are much higher in proportion to claims paid for small groups than for
large groups.
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CREATING A MORE EFFICIENT MARKET AND
CONTAINING COSTS

The third problem with the current health care system is that it
appears to be far from efficient. As already noted, the United
States spends a larger share of its GDP on health care than any
other industrialized nation. If Americans valued medical care more
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than people in other countries do, this might not be cause for con-
cern. But the facts suggest otherwise.

Although the fraction of national resources devoted to health care
in the United States is partially explainable by our higher income,
Chart 4-4 reveals that the United States is an outlier—we spend
considerably more per capita on health care yet achieve a some-
what lower life expectancy than our higher income would predict.
Nor can these differences be explained away by the age of the
American population. In fact, the percentage of the population over
65 is lower in the United States than in most of the other OECD
countries. Since older people tend to use more medical care than
younger people, the age distribution of the American population
suggests that the United States should spend a smaller rather than
a larger fraction of GDP on health care than do other industri-
alized countries.

Chart 4-4 Health Expenditure and Life Expectancy in Industrial Countries
The United States spends more on health care yet has lower life expectancy than
would be expected given its level of income.
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The sample consists of the member countries of the OECD.
Sources: Organization for Economic Cooperation and Development and the World Bank.

It has been suggested that sociodemographic factors such as the
greater prevalence of violence in American life may explain why
health care spending in the United States is comparatively high.
Existing research based on partial estimates suggests, however,
that violent crime may add only about 2 percent to national health
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expenditures. No comparative studies have assessed whether vio-
lence is a more important determinant of health care spending in
the United States than elsewhere.

At least part of the higher health care costs in America stem
from inefficiencies of various sorts. First, there are the administra-
tive inefficiencies in the insurance market discussed earlier. Inad-
equate competition among providers and inadequate incentives for
cost-conscious behavior by both providers and consumers are a sec-
ond major source of inefficiency in the current health care system.
Traditional fee-for-service plans, which pay providers for each test
and procedure they perform, are used by 58 percent of private sec-
tor employees who receive health insurance through their employ-
ers. Such plans have built-in incentives encouraging providers to
perform more care than may be appropriate. These incentives are
sometimes reinforced by self-referral arrangements whereby pro-
viders prescribe tests or other services from laboratories or clinics
in which they have a direct financial interest. For example, one
study found that doctors who performed and charged for their own
radiological tests prescribed them at least four times as often and
charged higher fees than did doctors who referred their patients to
unaffiliated radiologists.

Providers sometimes have an incentive to overprescribe tests and
procedures because they fear malpractice suits. Available estimates
suggest that such "defensive medicine" accounts for about 3 percent
of total health spending.

Even when there are many providers in a particular health care
market, competition among them is often weak. Only 53 percent of
people insured through an employer, for example, can choose
among alternative health care plans, and often the choice of a
capitated plan, such as a health maintenance organization (HMO),
is not available. Many small firms do not offer multiple policies.
One study found that only 5 percent of workers in firms with less
than 25 employees were offered any choice among health care
plans. As a result, many consumers have only limited choices
among both plans and providers. Consumers also may not have a
choice of hospitals, since hospital selection is usually left to doctors,
who choose on the basis of where they practice and may not choose
on the basis of price.

Moreover, effective consumer choice depends on adequate
consumer information. But many consumers rely primarily on their
providers for advice about what services are indicated in a particu-
lar situation. Consumers often do not even know the prices of medi-
cal goods and services, and they seldom have the information they
would need to evaluate the quality of the services they receive.
This means that providers are often in a position to influence both
the supply and the demand sides of their markets. In short, con-
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sumers are ill equipped to bring strong competitive pressures to
bear on providers to make cost-conscious decisions.

Nor do consumers themselves have strong incentives to exert
such pressure. Even when they have a choice, consumers usually
face weak incentives to opt for a low-cost health care plan. Many
employers pay a fixed percentage—generally 80 percent—of what-
ever plan an employee chooses. Thus, when an employee selects a
less expensive plan, 80 cents of each dollar saved goes to the em-
ployer and only 20 cents to the employee.

As the earlier discussion of moral hazard suggested, the current
system of insurance may also encourage some consumers to use
more care or more-expensive care options than they would if they
were forced to pay higher out-of-pocket costs for services. On the
other hand, if consumer copayments or deductibles were increased
to reduce utilization, some of the value of insurance would be lost.
Higher copayments might also discourage utilization of preventive
services, with potentially adverse effects on health outcomes. Fur-
thermore, even drastic increases in deductibles would provide only
limited incentives. Table 4-2 shows that even if all families had a
$5,000 deductible, only 29 percent of health dollars would be spent
by individuals or families paying the full marginal cost of care.

TABLE 4-2.—Distribution of Population and Health Spending by Spending
Category, Estimates for 1994

Annual health spending (dollars)

0

1-500

501-1 000

1,001-3,000

3,001-5,000

5 001-10 000

10,001-30,000

Over 30 000

Percent of
population

7.8

26.0

13.1

252

10.4

9.3

6.5

1.6

Percent of
spending

0 0

1.4

2.5

134

12.0

19.4

31.0

20.3

Note.—Health spending is in 1994 dollars. The estimates pertain to the noninstitutionalized population under the age of
65, excluding people who receive aid to families with dependent children or supplemental security income. The distribution
presented is for health insurance units.

Source: Department of Health and Human Services.

Available evidence indicates that the weakness of effective com-
petition in the health care marketplace results in substantial fraud
and abuse as well as inappropriate care or care of equivocal value.
Some estimates suggest that fraud and abuse may account for
about 10 percent of total health care spending. And, as noted above
and summarized in Chart 4-5, as much as one-third of some com-
mon procedures may be performed in cases where they are inappro-
priate or of equivocal value on medical grounds.
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Chart 4-5 Estimates of Inappropriate Care for Five Common Procedures
Studies have shown that as many as one-third of some procedures may be inappropriate or
of equivocal value.

Coronary Bypass Coronary Angiogram Pacemaker Insertion Carotid Artery Upper G.I. Endoscopy
Surgery Surgery

H | Appropriate j | Equivocal \_j Inappropriate

Source: The RAND Corporation.

There are often large differences in the amounts of medical care
that people receive in different regions of the country, and even in
different areas within the same region. These geographic dif-
ferences may be evidence of resource misallocation. In 1989, for ex-
ample, medicare physician payments per capita were 57 percent
higher in Detroit than in New York City. Other research has found
that the level of use of hospital beds in a community is determined
primarily by the number of beds in that community. People in
areas with more hospital beds are not any healthier than people
who live in areas with fewer beds, but they are more likely to die
in a hospital.

EXPLAINING COST INCREASES

Not only are the costs of the American health care system high,
but they are rising rapidly as well (Box 4—2). Several factors have
been identified as possible sources of cost growth, including the
aging of the population; the growth in incomes and the reductions
in cost sharing by consumers; slow productivity growth in most
health care services; and technological change.
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By itself, the aging of the population can explain about 5 to 10
percent of the growth in health care spending. Some estimates of
individual behavior based on controlled experiments suggest that
roughly another quarter can be explained by more-rapid income
growth and the reduction in the cost-sharing component of heaUh
insurance over the last 40 years.

Health care costs may also have risen rapidly because so much
medical care consists of personally provided services rather than
goods. On average, over long periods of time, the prices of personal
services rise faster than the prices of goods because productivity
advances more rapidly in goods production than it does in services.
Unfortunately, there is no reliable estimate of the magnitude of
this factor. If there were no productivity growth at all in the health
sector, the relative price of health care would be expected to rise,
on average, at the economy-wide productivity growth rate—about I
to IV-2 percent per year in recent years, which is about one-quarter
to one-third of the observed increase in relative prices. There is,
however, almost certainly some productivity growth in health care,
so the so-called cost disease factor cannot account for even this
much extra health inflation.

Finally, many health economists believe that technological
change itself drives health care costs upward. Once again, however,
no reliable measures of its quantitative importance are available.
In theory, the introduction of a new technology may increase or de-
crease health care costs, depending on whether it substitutes for or
complements existing methods of treatment and, if the former, on
whether it costs more or less than the technology currently avail-
able. In addition, some technological change may consist of apply-
ing previously existing technologies to different diagnoses.

Technology's influence on future trends in health care costs is
difficult to predict. Medical science is on the brink of new tech-
nologies made possible by the revolution in genetic research, and
these may prove to be less costly substitutes for existing tech-
nologies. In addition, as historians of technological progress have
demonstrated, technological change is not entirely exogenous—its
form depends on the incentive environment in which it occurs. A
health care reform that encourages more cost-conscious decisions
by providers and consumers may in fact encourage new tech-
nologies that are more cost effective. Finally, an increase in com-
petitive pressure in health care markets will exercise greater price
discipline on both existing and new technologies and thereby mod-
erate their effects on the growth of health care spending.

WHO PAYS FOR HEALTH CARE?

Table 4-3 shows who paid for health care in 1991, and where the
money was spent. The largest amount of health care spending (38
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Box 4-2.—Recent Reductions in Health Care Inflation
The rate of inflation in the health sector slowed in 1993,

largely as a result of slower growth in prices for health serv-
ices, including physicians and hospital care:

Inflation rate of:

Total CP1

Health care

Excess of health care inflation
over total

Year ending
December

(percentages)

Average
1983-91

3.9

7.3

3.4

1992

2.9

6.6

3.7

1993

2.7

5.4

2.7

Source: Department of Labor.

Historically, health care inflation tends to move in parallel
with inflation in the rest of the economy, but at a higher aver-
age level. In 1993 the gap between health care inflation and
overall inflation narrowed somewhat, but the change does not
appear to be statistically significant.

Some have argued that the recent slowdown in health infla-
tion is a sign that reform of the health care system is not re-
quired. But despite the slowdown, the relative price of health
care continues to increase: The medical care component of the
consumer price index grew at twice the rate of total consumer
price inflation in 1993. Moreover, this argument overlooks sev-
eral other important motives for health reform: the lack of
health security and universal coverage, the failures of the in-
surance market, and the burden of health care expenditures on
government budgets. The cost problem will not be solved with-
out reforms that increase competition in the health care mar-
ketplace.

percent) is for hospital care. Payments to physicians and other
health care professionals are the second-largest category, at 29 per-
cent of total spending. The remainder of personal health care is for
home and nursing home care (9 percent), and drugs and other per-
sonal care outside of hospitals and nursing homes (12 percent). The
costs of insurance administration are estimated at 6 percent of
health spending. Finally, public health activities and research and
construction total 6 percent of spending.

Health spending is financed in four principal ways. Businesses
pay for health care directly through health insurance premiums
($153 billion in 1991) and workers' compensation and disability in-
surance ($18 billion). Total business spending ($171 billion) was
about 23 percent of total health spending and 6.3 percent of total
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TABLE 4-3.- Sources and Uses of Health Care Funds, 1991
[Billions of dollars!

Uses of funds

Total

Hospital care

Physician care

Cther professionals,
dental visits

Home health and nursing
home care

Drugs, vision, other
personal care

Administration

Public health

Research and construc-
tion

Total

752

289

142

73

70

87

44

25

23

Private spending

Business

Pre-
mi-

ums'

153

64

42

18

1

6

22

0

0

Work-
ers'

com-
pen-

sation

18

8

7

1

0

1

1

0

0

Household

Pre-
mi-
ums

52

22

14

6

0

2

7

0

0

Out-
of-

pocket

144

10

26

30

27

52

0

0

0

Nonpatient
revenue

33

15

0

4

2

2

1

0

9

Medi-
care

123

73

33

4

7

3

3

0

0

Government

Med-
icaid

101

43

7

4

31

12

4

0

0

Em-
ployer

40

17

11

5

0

2

6

0

0

Other

91

38

3

1

1

7

0

25

14
1 Includes household and employer premiums.
Source: Health Care Financing Administration.

compensation. Households pay for health care through insurance
premiums ($52 billion in 1991) and out-of-pocket expenses ($144
billion). Total household spending of $196 billion was 26 percent of
national health spending. The average household spent about
$2,100 on health care in 1991. The health care industry receives
additional nonpatient revenues of $33 billion (4 percent of total
spending) from such activities as parking lot receipts.

Finally, governments pay for 47 percent of all health spending
($355 billion), most of it for medicare and medicaid. There is addi-
tional spending on health insurance for government employees and
on activities of the Department of Veterans Affairs, the Depart-
ment of Defense, and the Public Health Service. About 21 percent
of Federal Government revenues and over 21 percent of State and
local government revenues are devoted to health care.

Governments also subsidize health care indirectly, by excluding
employer-provided health insurance from taxable income. In 1991
this tax expenditure cost the Federal Government an estimated
$36 billion in individual income taxes. The government lost Social
Security revenues as well, although Social Security payments in
the future will also be somewhat lower.

Chart 4-6 shows the evolution of these payment sources over
time. Between 1965 and 1991, payments by health insurers, medi-
care, and medicaid increased from 24 percent to 62 percent of total
health care spending. Other government spending fell from 25 to
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14 percent, and out-of-pocket spending declined from 46 percent to
20 percent of the total. The dramatic extension of insurance cov-
erage—in both the public and the private sectors—may be both a
response to and a cause of increased costs.

Chart 4-6 Sources of Health Care Financing as Percent of Total Expenditures
Health insurance and government-financed expenditures have been rising as a share of total
spending, while out-of-pocket expenditures have been falling.

1965 1967 1969 1971 1973 1975 1977 1979 1981 1983 1985 1987 1989 1991

Source: Health Care Financing Administration.

While Table 4-3 shows who is responsible for paying for health
care, it does not show the economic incidence—whose income is ul-
timately reduced because of high health care costs. In response to
higher costs, businesses have several options: They can reduce
health benefits; lower workers' wages or other benefits so that total
compensation does not rise; reduce employment; lower returns to
shareholders; reduce payments to other factors of production; re-
duce investment in plant and equipment or research and develop-
ment; or raise prices to their customers.

Economic theory suggests that most of the increase in health
care costs will be reflected in lower wages. The reason is simple.
Firms are indifferent between spending a dollar on wages or on
health premiums. But since wages are taxed while health insur-
ance premiums are not, employees should be willing to "buy" in-
creased health insurance by sacrificing wages until the marginal
dollar of health insurance is worth one dollar of after-tax wages, or
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about 65 to 70 cents for a typical family. At this point, the worker
should also be indifferent between contributing more to health in-
surance or to wages.

Empirical research suggests that the dominant long-run response
of businesses to rising health care costs has indeed been to lower
the rate of increase of workers' wages. Between 80 and 100 percent
of increases in health care spending appears to be reflected in
lower wages. As noted in Chapter 1, the share of wages in total
compensation has been falling since 1960, while the share of busi-
ness health insurance spending has increased markedly.

When firms slow wage increases to offset rising health insurance
costs, they limit the increase in their total labor costs, and thus
limit the job losses that might otherwise result. The slower wage
growth due to rising business health expenditures has led to slower
increases in incomes than would otherwise have occurred. If busi-
ness spending on health care were the same share of compensation
today as it was in 1975, wages per employee could be over $1,000
higher.

If increases in business spending on health insurance are not en-
tirely balanced by reductions in other forms of labor payments,
total compensation will rise. In this case, some other business deci-
sions are likely to be affected, such as employment, pricing, or in-
vestment decisions. Empirical research, however, has not explored
such alternative responses in any depth.

In summary, the economic literature on the incidence of health
care costs suggests that employees eventually pay for most of their
employer-provided health coverage by taking home lower cash
wages. Reforms that enhance the efficiency of the health care mar-
ket will allow employees to have both more health care coverage
and higher take-home pay at the same time. Greater efficiency will
therefore translate into an improvement in living standards for so-
ciety as a whole.

HEALTH CARE AND GOVERNMENT BUDGETS

The final problem in the current health care system is the grow-
ing burden it places on government finances. Because governments
pay for such a large share of health spending, increases in health
costs contribute directly to pressures on Federal, State, and local
budgets. Public sector spending on health care grew over 2 percent-
age points faster than private sector spending in the 1970s, and at
about the same rate as private sector spending in the 1980s. The
result has been an increasing share of health spending by govern-
ments. In addition, as was pointed out in Chapter 1, health spend-
ing is growing four times as rapidly as any other component of the
Federal budget. Over the two decades ending in 1991, Federal
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health spending increased from 9 percent to 21 percent of total
Federal revenues (Chart 4-7). Similar changes have occurred in
State and local government spending.

Chart 4-7 Government Spending on Health Care as Percent of Total Government Revenues
Federal and State and local spending on health care account for increasing shares of total
government revenues.

1965 1967 1969 1971 1973 1975 1977 1979 1981 1983 1985 1987 1989 1991

Sources: Department of Commerce and Department of Health and Human Services.

The Federal Government has responded to increasing health care
costs in part by attempting to limit the reimbursement rates paid
by public programs to health care providers. This approach in turn
has resulted in the substantial shifting of costs to the private sec-
tor described earlier. In the absence of systemwide reform, the im-
position of caps on Federal health care programs would either fur-
ther aggravate the cost-shifting problem or gradually limit access
to care.

Without health care reform, escalating health care costs will con-
tinue to confront the Federal Government—as well as State and
local governments—with painful choices among additional taxes,
cuts in spending on education and other programs that promote
economic prosperity, or increases in budget deficits. As already
noted, projected increases in Federal spending on medicare and
medicaid are the main force behind a projected increase in the Fed-
eral deficit toward the end of this century.
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THE ARCHITECTURE OF THE HEALTH
SECURITY ACT

The Administration's approach to health care reform, while bold
and comprehensive, builds on the strengths of the current market-
based system. The Administration considered but rejected radical
approaches such as a single-payer system or government-set health
care prices in favor of restructuring the current system and relying
on the forces of market competition. The Administration's frame-
work preserves and expands consumer choice among providers and
preserves the current employer-based system of health insurance.
The Administration's plan also allows large firms to continue oper-
ating self-insured plans. Such firms generally provide comprehen-
sive benefits, and many have managed to control health care
spending. Indeed, the Administration's plan reflects many of the
lessons learned from the experience of such firms.

ELEMENTS OF REFORM

To address the Nation's health care problems, meaningful re-
forms must address the four interrelated issues identified in the
preceding discussion: universal coverage and health security; re-
form of the private insurance system; efficiency improvements and
cost control; and sustained deficit reduction. The Health Security
Act, which the Administration proposed in 1993, contains reforms
that simultaneously meet these objectives. The principal features of
the Administration's reforms are outlined in this section and dis-
cussed in greater detail in the remainder of this chapter.

Universal Coverage
The Health Security Act guarantees all Americans a health in-

surance package with a comprehensive set of benefits. The medi-
care program will be left largely unchanged, and medicare will re-
main the insurer for most Americans over the age of 65. Most med-
icaid recipients under 65 will be absorbed into the new system.
With very few exceptions, all other Americans will receive their
health insurance from the "health alliances" described below.

Universal coverage is essential for the reasons noted earlier.
Comprehensive benefits are equally important if health security for
all Americans is to be achieved. Some reform proposals promise
universal coverage but guarantee coverage only for catastrophic ex-
penses. In practice, people with high incomes may be able to afford
additional coverage beyond catastrophic, but many other Ameri-
cans cannot. Plans that guarantee only catastrophic coverage leave
many people without genuine health security—subject to the risk
that their insurance coverage will deteriorate if they lose their jobs,
just when their incomes are falling.
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Since the Administration's comprehensive benefits package in-
cludes a prescription drug benefit for the under-65 population, the
Administration's proposal also calls for a comparable drug benefit
to be added to the medicare program. In addition, the proposal in-
cludes funding for long-term care services, primarily to expand the
amount of home- and community-based care.
Reforming Insurance Markets

Under the Health Security Act, individuals and families will re-
ceive coverage through regional or corporate "health alliances"—
pools of individuals who purchase from a set of health plans. No
insurer will be able to impose restrictions on preexisting conditions
or lifetime limitations on insurance benefits, or to deny people the
right to initiate or renew enrollment because of demographic or
health status. Insurers will have to charge a community rate to ev-
eryone in an alliance.

Because there will be only one regional alliance in each geo-
graphic area, and coverage will be universal, healthy people in each
area will naturally be pooled with sicker people. Pooling health
risks makes insurance affordable for everyone. It also provides the
healthy with the knowledge that their insurance premiums will not
rise if they or a family member become ill.

Eliminating exclusions for preexisting conditions and lifetime
limitations on benefits guarantees that large financial risks will be
covered. Providing for guaranteed issue and guaranteed renewabil-
ity allows individuals to exercise their choices among health plans.
Efficiency Improvements and Cost Savings

To encourage cost-conscious decisions, the Health Security Act al-
lows consumers a choice among several plans with identical bene-
fits, gives them information about the quality of competing plans
and their customers' satisfaction, and allows them to receive more
of the savings if they choose a less expensive health plan. In addi-
tion, the act sets a limit on the growth of premiums in the alli-
ances.

Promoting choice among health plans is essential to controlling
costs. By encouraging plan choice, the act attempts to create a
more efficient health care delivery system and thus lower overall
spending.

The act's proposed limits on the allowable growth of premiums
are intended to guarantee control over the growth of costs, in case
enhanced private incentives fail to have the anticipated effect.
These limits are an important safeguard because they reduce the
risk to the government of runaway health spending.
Deficit Reduction

Over time, cost savings from the provisions just described and
from reimbursement changes in public programs will provide budg-
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etary savings for the Federal Government. As noted above, long-
run success in keeping the Federal deficit under control is directly
tied to success in reducing the growth rate of Federal health care
spending. In the short term, the Health Security Act entails some
new Federal costs—discounts for the poor and for small and low-
average-wage businesses, a new drug benefit for medicare, and cov-
erage of long-term care. The savings from slowing the rate of
growth of health care spending start right away, but they are small
at first. Over time, these savings grow larger, and deficit reduction
increases accordingly.

Maintaining Choice
The Health Security Act allows families, doctors, firms, and

States to make significant choices about the nature of their involve-
ment in the new health care system.

Households will get to choose their own doctors, and many fami-
lies that currently have no choice over their health plan will be
given several options. Doctors will get to choose the plan or plans
in which they work, and may remain in the fee-for-service sector
if they wish. Large firms may choose to form corporate alliances or
to join regional alliances. And each State will be allowed to adjust
its health care system to its particular circumstances—including
the establishment of a single-payer system if it so chooses.

PROVIDING COMPREHENSIVE BENEFITS
All health plans organized under the Health Security Act must

offer the same set of comprehensive benefits. These benefits include
hospital services; services of health professionals; clinical preven-
tive services; mental illness and substance abuse services; family
planning services; hospice care; home health care; extended care
services; ambulance services; outpatient laboratory, radiology, and
diagnostic services; outpatient prescription drugs and biological
agents; outpatient rehabilitative services; durable medical equip-
ment and prosthetic and orthotic devices; vision care; and pediatric
dental care. The guaranteed benefit package to be in effect through
the year 2000 provides the level of benefits currently offered by a
typical medium-sized to large firm. In the year 2001 the benefit
package expands to include services not fully covered previously—
principally, adult dental benefits and broader coverage for mental
illness and substance abuse.

Health plans will offer one of three forms of cost sharing. The
first is a "higher cost-sharing" option similar to those in traditional
fee-for-service plans. There is a general deductible of $200 per year
for a single individual and $400 per year for a family, with sepa-
rate deductibles for mental illness and substance abuse treatment,
prescription drugs, and dental services. After the deductible is met,
the insured individual pays 20 percent of the cost of most services.
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The second option is a "lower cost-sharing" option similar to those
in HMOs. This option has only a $10 copayment for most services,
a $5 copayment for prescription drugs, and higher copayments for
services such as hospital emergency room services, inpatient men-
tal illnesses services, outpatient psychotherapy, and orthodontic
care. Preventive services are covered without cost sharing under ei-
ther schedule. The final option is "combination cost sharing" simi-
lar to that in preferred provider organizations (PPOs). This option
follows the lower cost sharing for services provided inside a net-
work and the higher cost sharing for services outside of the net-
work. Under all cost-sharing schedules, out-of-pocket payments will
not exceed $1,500 per year for a single individual or $3,000 for a
family. All of the cost-sharing limits are in 1994 dollars and are in-
dexed in subsequent years to the rate of premium growth.

ORGANIZING THE INSURANCE MARKET

The organizing mechanism for health insurance under the
Health Security Act is the health alliance. The alliance is the
"broker" between consumers and plans—negotiating with health
plans and offering choices to consumers, and accepting premium
payments from consumers and distributing them to plans.

The act creates two types of health alliances: regional alliances
and corporate alliances. Regional health alliances are designed for
workers in firms with fewer than 5,000 employees, nonworkers,
and most medicaid recipients. Each State will have one or more re-
gional alliances, but alliances may not overlap geographically.
Boundaries of the regional alliances may not be drawn to segregate
people with high expected health care costs in one area. Firms with
over 5,000 employees will have the option to form a corporate alli-
ance, but they must provide the guaranteed package and will not
receive any discounts on their premium contributions.

The alliance structure is designed to enhance competition and
thus produce efficiency savings. Within an alliance, consumers
have a choice of health plans. Plans will be either fee-for-service,
PPOs, or HMOs. HMOs must offer consumers the opportunity to
purchase a point-of-service option, allowing them to use care out-
side the HMO as in a fee-for-service plan if they choose. All plans
will offer the same set of benefits, so individuals will not fear
changes in covered services if they switch plans.

There will be an annual open enrollment period during which
consumers can switch from one health plan to another without loss
of coverage. To increase consumers' ability to evaluate competing
plans, the alliance will also publish price and quality data about
the different plans. Consumers are required to pay the cost of the
plan they select, less the amount their employers are required to
contribute. Employers are allowed to supplement their required
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contribution, within limits. Outside of collective bargaining agree-
ments, employers must offer the same supplementation to every
worker in a given rating pool (rating pools are described in the
next section). The supplementation cannot cause the total employer
contribution to exceed the premium of the highest cost plan for
that rating pool in the alliance. Employers who choose to contribute
more must give full rebates to employees who choose a plan that
costs less. Thus, the consumer will realize the full savings (subject
to taxes) from choosing a less expensive health plan.

Individuals may also use after-tax dollars to purchase health cov-
erage for benefits beyond the guaranteed package or for supple-
mental policies to reduce out-of-pocket payments. The Health Secu-
rity Act specifies a floor for coverage below which individuals
should not fall, rather than a ceiling on the generosity of health
benefits an individual can receive.

On the provider side, the health alliance solves many of the prob-
lems inherent in the current market. As a requirement for selling
insurance in an alliance, plans must agree to community rating,
guaranteed issue, and guaranteed renewability, and must cover in-
dividuals with preexisting conditions. The health alliance must ac-
cept all qualified health plans into the alliance, with the exception
that the alliance can exclude plans that charge over 120 percent of
the average premium.

Some economists have argued that the Federal Government
should tax employer contributions for health insurance as if these
benefits were paid as wages. Such a tax change would raise the
price to consumers of more-expensive health plans, thereby provid-
ing an incentive to limit health care spending. There are several
ways to reform the tax treatment of health benefits. First, employ-
ees could be prohibited from contributing pretax dollars to health
insurance under certain employee benefit arrangements called "caf-
eteria plans." This limitation is a part of the Health Security Act.
Second, employer payments for covered services beyond the guar-
anteed benefit package—whether in reduced cost sharing or in ad-
ditional services—could be considered taxable income. This limita-
tion is scheduled to occur in the year 2004 under the Health Secu-
rity Act. Finally, all or part of the cost of a guaranteed benefit
package above some level could be considered taxable income. This
change is not part of the Health Security Act.

PAYING FOR INSURANCE

The Health Security Act classifies people into four rating pools:
singles, couples with no children, families with children and one
adult, and families with children and two adults. Table 4-4 shows
the estimated premiums in 1994 for policies for these four pools.
For a two-adult family with children, for example, the national av-
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erage premium in 1994 is estimated to be $4,360. The actual pre-
miums will vary by region of the country, as health spending does
currently.

TABLE 4-4.—Estimated Premiums in the Regional Alliance, 1994

Rating pool

Singles

Couples (no children)

One-adult family

Two-adult family

Average
premium

$1,932

3,865

3,893

4,360

Payments by.

Family
(20 percent)

$386

773

779

872

Employer

Per-family
requirement
(80 percent)

$1,546

3,092

1 3,409

Average num-
ber of workers

per family

1.00

1.45

1.38

Per-worker
requirement

$1,546

2,125

2.479

Note—Premiums are national averages. Actual premiums will differ from alliance to alliance. Employer payments for
one-adult and two-adult families are pooled.

Source: Administration estimates.

Employers are required to pay 80 percent of the average pre-
mium for each family. Single individuals are considered to have
one worker per family. An employer of a full-time single worker
therefore pays 80 percent of the $1,932 premium cost, or $1,546.
In the case of childless couples, there are on average in the United
States about 1.45 workers per family. Since 80 percent of the pre-
mium for childless couples is $3,092, the amount per worker is only
$3,092 divided by the number of workers per family, or $2,125. Em-
ployers must pay this amount for each worker. Workers in families
with children—whether the family has one adult or two—are
pooled. The alliance computes total requirements ($3,409 per fam-
ily) and divides this by the number of workers per family (about
1.38 as a national average). The employer payment for a full-time
worker in a family with children is therefore $2,479. Because these
amounts are independent of the number of workers in a family,
employers do not have to coordinate payments with employers of
other family members. This system is thus relatively simple to ad-
minister.

Employer payments for part-time workers are prorated, based on
the percentage of a 120-hour month (about 30 hours per week) that
the person works. If the employee works 60 hours per month, the
employer would owe one-half of an employer premium. No em-
ployer payment is required if the individual works fewer than 40
hours per month. Thus, an employee who worked at two 60-hour-
per-month jobs would be credited with two half-payments, or one
full-time payment. An employee who did not work at any job for
at least 40 hours per month is treated as a nonworker.

Self-employed people will make their own employer payments, as
they do now. However, if a self-employed worker also has wage and
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salary income, payments from the employer will be credited against
the amount owed on the worker's self-employment income. Thus, a
worker who earns wages or a salary for half the year and is self-
employed for the other half would owe only half of an employer
payment on his or her self-employment earnings, with discounts
available for those with low self-employment earnings. In addition,
self-employed people will be able to deduct all their payments for
health insurance in computing taxable income, compared with the
25-percent deductibility under current law.

The equivalent of at least one employer premium must be col-
lected for each family. In cases where no family member receives
employer coverage, or the family members worked less than 12 full-
time months in a year, the balance of the premium is the respon-
sibility of the family. If the family members worked 6 full-time
months, for example, the family would owe one-half of an employer
share, the employer having paid the other half.

Finally, each family owes any difference between the employer
contribution and the price of the plan they select (but low-income
families will be eligible for discounts on their share). For the aver-
age family, this difference will be 20 percent of the total premium,
or $872 in the case of a family with children. If the family chooses
a more expensive plan, it will pay the additional cost. If the family
chooses a less expensive plan, it will keep the savings.

PROVIDING DISCOUNTS
The government provides discounts on the cost of insurance to

small and low-wage businesses and low-income families. There are
five types of discounts in the Health Security Act, which are de-
tailed in Table 4-5: discounts to families on their 20-percent share
of the premium; discounts to families that (for reasons just ex-
plained) owe some of the employer payment; discounts to early re-
tirees; discounts to firms; and discounts to low-income families fac-
ing high out-of-pocket payments. The cost of providing these dis-
counts is made up by government payments.

Low-income families in the regional alliances receive a discount
on their 20-percent share of the premium. No payment at all is re-
quired on the first $1,000 of income. The discount phases out at
150 percent of the poverty line—about $23,000 for a family of four
in 1994. Income for these purposes is defined as adjusted gross in-
come plus tax-exempt interest income. The $1,000 disregard and
the poverty line are indexed to the consumer price index.

Additional discounts are provided for families that owe part of an
employer payment. No payment is required if nonwage income is
below $1,000, and full payment is expected if nonwage income is
greater than 250 percent of the poverty level, or about $39,000 for
a family of four in 1994. Nonwage income is defined as adjusted
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TABLE 4-5.—Discounts Under the Health Security Act in 2000
[Billions of dollars]

Discount

Employer

Household
Nonretiree

Nonworker discounts to re-
tirees.

Early retirees
Out-of-pocket
Cushion

Total

Purpose

Limit firm payments to 7.9 percent of payroll or less

Limit payment for 20 percent share of premiums and for time spent not
working

Limit employer payments for time spent not working

Eliminate remaining employer payment

Lower cost sharing for poor families

Allowance for behavioral effects and unfavorable economic circumstances

Amount

29

47

7

5

3

13

103

Source: Administration estimates.

gross income less unemployment compensation and wage and sal-
ary and self-employed income (up to $60,000 per year), and includ-
ing tax-exempt interest. Labor income is excluded from this cal-
culation because it is assumed that families have already "paid" for
their employer's contribution through lower wages and salaries.

Beginning in 1998, if a retired individual is between the ages of
55 and 64, has less than $90,000 in income, and meets the Social
Security earnings test, the government pays the entire employer
share of the retiree's premium. This discount supplants any pay-
ment for the employer share that the individual or his or her em-
ployer would have made. The largest benefit to corporations with
early retirees, however, will come not from this special provision
for retirees (which will save firms about $2 billion), but from com-
munity rating of premiums, which will save about $7 billion. From
1998 through 2000, firms that are currently providing health insur-
ance to their retirees must pay the government 50 percent of the
savings they realize from this provision.

Total household discounts are expected to be $59 billion in the
year 2000. This total includes $47 billion in nonretiree discounts,
$7 billion in low-income discounts given to retirees, and almost $5
billion in additional discounts to early retirees.

Some firms will also receive discounts on their required pay-
ments. Contributions from each firm in the regional alliances are
capped at 7.9 percent of payroll. If a firm's required payments
would be greater than 7.9 percent of payroll, the government pays
the overage. Small, low-wage firms are capped at even lower per-
centages of payroll, as detailed in Table 4-6. Employer discounts
total $29 billion in 2000 (Table 4-5), about three-quarters of which
are for firms with fewer than 25 employees.

Finally, low-income individuals can receive discounts for their
out-of-pocket payments if they live in areas where there are no
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TABLE 4-6.—Caps on Premiums by Firm Size
[Percent of total payroll]

Average wage (dollars)

Less than 12 000

12 000-15 000

15,000-18,000

18 000-21000

21,000-24,000

Over 24,000

Firm size (number of workers)

Less than 25

3.5

4.4

5.3

6.2

7.1

7.9

25-49

4.4

5.3

6.2

7.1

7.9

7.9

50-74

5.3

6.2

7.1

7.9

7.9

7.9

75 and over

7.9

7.9

7.9

7.9

7.9

7.9

Source: Administration estimates.

health plans that offer lower cost sharing or that charge premiums
at or below the average-cost plan. These discounts end at 150 per-
cent of the poverty level. The total cost of these discounts is esti-
mated to be $3 billion in the year 2000.

Numerous behavioral effects could influence the discounts the
government is obligated to pay. For example, firms that have high
average wages, and therefore pay the full premiums for their work-
ers, may find it in their interest to contract out for low-wage serv-
ices from firms that receive discounts. To allow for this and other
behavioral reactions, the projected discounts were increased by 15
percent above the static estimate, or $13 billion in the year 2000.

USING SAVINGS TO GUARANTEE HEALTH SECURITY
AND REDUCE THE DEFICIT

At the broadest level, the Health Security Act is designed to fi-
nance new spending and deficit reduction out of savings from re-
duced expenditures relative to the no-reform baseline. Savings are
expected to result from reduced administrative costs, consumers
switching to less expensive plans, and lower costs from improved
incentives.

Insurance reform will save money through lower underwriting
costs. On net, the cost of insurance administration should decline
by about 3.5 percent of claims paid. Since current premiums for the
population that will be included in the health alliances are about
$200 billion, the savings from the insurance reforms in the health
alliances should be about $7 billion annually.

There are also likely to be savings from consumers switching to
lower cost plans. Several studies have found that managed care ar-
rangements have lower health spending than open-ended plans.
The most comprehensive forms of managed care—group and staff
model HMOs—save an estimated 15 percent on health spending by,
for example, finding alternatives to hospitalization.

A number of governments and corporations have experimented
with paying a fixed amount for health insurance, regardless of the
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plan the employee chooses, and have found that these payment
rules have a large effect on individual choices. The State of Min-
nesota, for example, implemented a fixed-dollar contribution for
public sector employees in 1989. Between 1988 and 1993, the share
of employees in the highest cost plan fell from 42 to 17 percent,
while the share in the lowest cost plan increased from 28 to 54 per-
cent. The State of Wisconsin implemented a similar system for its
public employees in 1984. In one year, enrollment in HMOs in-
creased by over 60 percent. Similar responses have been observed
in several private companies.

Finally, there is the case of California, which passed laws in the
early 1980s increasing the ability of plans to contract selectively
with providers. Since then, growth in health care costs has been
much lower in California than in other States. Between 1982 and
1991, real per capita costs for hospitals, physicians, and prescrip-
tion drugs increased 2.8 percent annually in California, compared
with 4.8 percent annually in the rest of the United States. As a re-
sult, California's per capita costs fell from 18 percent above the av-
erage State in 1982 to 2 percent above the average in 1991.

As a backup to the market incentives it provides, the Health Se-
curity Act places a limit on the growth of premiums in regional and
corporate alliances. Up to the year 2000, growth in total premiums
is constrained to the growth of inflation and population, plus an ad-
justment factor ranging from 1.5 percent in 1996 to zero in 1999
and 2000 (Table 4-7). This reduction in growth rates is in anticipa-
tion of one-time savings in health expenditures. After 2000 the
growth rate of spending is expected to increase, but not to the level
in the current system.

TABLE 4-7.—Allowed Growth Rates
[Percent]

Growth rate

Baseline
Reformi
Adjustment factor 2

1995

9.0
9.0

1996

9.5
5.8
1.5

of Alliance Premiums

1997

9.2
5.3
1.0

1998

9.0
4.8

.5

1999

8.9
4.3

.0

2000

9.0
4.2

.0
1 Projected average annual growth rates. Some alliances may experience higher annual growth rates prior to 1998.
2 Adjustment factor added to inflation plus population growth to find reform growth limits.
Source: Baseline projections are from Congressional Budget Office, updated for higher estimates of inflation by the

Administration. Reform projections are Administration estimates.

Each year, plans will submit bids on the premiums they propose
for serving the alliance population. If an alliance's expected weight-
ed-average premium is above the premium limit, and plans do not
voluntarily reduce their bids, the premiums of the plans that ex-
ceed the limit will be reduced so that the cap is met.
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An example will illustrate the process. If the average premium
in one year is $4,000 and the target growth rate is 5 percent, the
allowed increase in the average premium in the next year is $200.
Suppose there are two plans with equal enrollments, one of which
wants to increase the premium by $100 and the other by $400.
Under the cap, the second plan would be allowed to increase its
premium by only $300, so that the average increase would be $200.

Finally, if more people than expected join high-cost plans, so that
actual premiums exceed the target, the premium target is reduced
in the next 2 years to recoup the overage.

Chart 4-8 shows the projected change in national health expend-
itures under the act. Spending initially increases, because of the
extension of coverage to the uninsured. By 1998, when universal
coverage is complete, spending is above baseline by 0.3 percent of
GDP. Over time, however, the savings from the market reforms—
or, as a backstop, from the caps on premium growth—rise and
spending falls relative to the baseline. In 1999 and 2000, spending
is projected to grow at almost the rate of nominal GDP, so that
health care as a share of GDP rises by only 0.2 percentage point.
By the end of the decade, health expenditures with reform are pro-
jected to be below the level estimated to occur without reform.

Both the new Federal health spending and deficit reduction are
financed out of savings in the existing system (Table 4-8). Spend-
ing rises with the implementation of universal coverage, but the
slower growth of costs generates savings to the government. Health
reform is essentially deficit-neutral in the first 4 years and deficit-
reducing thereafter. By 2000, new Federal spending is projected to
be $94 billion, and savings are projected to be $132 billion, yielding
deficit reduction of $38 billion.

The new spending comes in five principal areas, detailed for the
year 2000 in Table 4-9. First, net premium and other discounts
total $42 billion. These discounts are the difference between $103
billion in gross spending and $61 billion in medicare and medicaid
"offsets," as people leave these programs and receive coverage in
the alliances instead. There is additional spending for the Depart-
ment of Veterans Affairs, public health (including WIC [women, in-
fants, and children] expansions and funding for academic medical
centers), administration ($10 billion), the prescription drug benefit
to the medicare program ($17 billion), and long-term care. Finally,
allowing 100-percent tax deducibility of health insurance pre-
miums for the self-employed will cost $3 billion in forgone reve-
nues.

These new costs are financed by seven sources of funds. First, a
tobacco tax will raise $11 billion, and a 1-percent payroll assess-
ment on corporations that choose to form their own corporate alli-
ances will raise $5 billion. There are also savings in public sector
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Chart 4-8 Health Expenditures as Percent of GDP

Health expenditures will increase in the short term but will fall below baseline by the
end of the decade.

Percent

I O

17

16

15

^ ^ 5

14.6

I I

15.6 ,-''

I

16.2 ,'*'

i

16.7

I

Without Reform
\ 17.4

^ 1 6 . 7 T

With Reform

I i

1994 1995 1996 1997 1998 1999 2000
Note: Baseline is from the Congressional Budget Office, updated with Administration economic assumptions.
Source: Administration estimates.

TABLE 4—8.—New Federal Spending and Savings Due to Reform
[Billions of dollars]

Item

Mew spending
Savings
Change in deficit

1995

3.5
14.5

—110

1996

23.5
26.7
-3.2

1997

50.9
44.0

6.9

1998

79.4
74.7

4.8

1999

88.8
107.0
-18.2

2000

92.1
129.8
-37.7

Note.—A negative number for change in deficit denotes a reduction in the deficit.

Source: Administration estimates.

programs. Medicare savings are projected at $39 billion in the year
2000. These savings result from 28 specific changes, ranging from
lower hospital payment updates to increased premiums for the
high-income elderly. Medicaid savings are projected to be $27 bil-
lion in 2000, due to lower payments for hospitals that treat the un-
insured (since everyone will be covered) and slower growth of costs
for medicaid beneficiaries in the health alliances, resulting from
the improved incentives. Other programs such as those of the De-
partment of Veterans Affairs, the Department of Defense, and the
Federal Employees Benefit Program are projected to realize sav-
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TABLE 4-9.—Sources and Uses of Federal Funds Under Reform, 2000
[Billions of dollars]

Source Amount Use Amount

Tobacco tax

Corporate assessment..

Medicare

Medicaid

Other Federal programs

Other revenue effects ...

Debt service

Total

11

5

39
27
11

35

2

130

Discounts:

Gross spending

Offsets

Net

Veterans Administration, Public Health, New Ad-
ministration

Medicare drug benefit

Long-term care

100 percent tax deduction for self-employed

Total spending

Deficit reduction

103
-61

42

10

17
20

3

92

38

Source: Administration estimates.

ings of $11 billion from slower cost growth, the provisions related
to early retirees, and the increase in payments from private payers.
Additional revenue amounting to $35 billion comes from a combina-
tion of factors, including additional tax revenue from the reduction
in employer health care costs over time, removing health insurance
premiums from "cafeteria plans" offered by employers, payments
from corporations with early retirees, dedicated premium revenue
for academic health centers, and other tax changes. Finally, the
plan generates $2 billion in lower debt service as a result of deficit
reduction in years prior to 2000.

To protect the Federal budget against open-ended commitments,
the Health Security Act sets a ceiling on discounts that can be paid
(Box 4-3). Authorized discount payments that are not utilized in
any one year can be carried forward into future years to increase
the maximum payment. This reduces the probability that the limits
will be exceeded.

ECONOMIC EFFECTS OF THE HEALTH
SECURITY ACT

The Health Security Act is certain to have impacts both on the
overall American economy and on the health care sector in particu-
lar.

MACROECONOMIC EFFECTS

One important concern about health care reform is its effect on
employment. Because employer mandates to provide insurance may
initially increase labor costs to firms that are not now providing or

163
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Box 4-3.—Capped Entitlements
Both the premium discounts and the new long-term care pro-

gram are "capped entitlements." The long-term care program is
an entitlement to States, not to individuals. The amount of
money that States may receive is specified explicitly. Federal
liability is limited to that amount, even if demand is greater
than predicted. Similarly, there is no authority to pay for pre-
mium discounts beyond what is provided in the Health Secu-
rity Act. In the event that spending is projected to exceed the
amount in the legislation, the President must submit to the
Congress a plan for addressing the issue. The Congress will
then act on this plan through an expedited process.

The notion of a capped entitlement is not new. A number of
Federal entitlement programs operate under a budget limit, in-
cluding the social services block grant and payments to States
for AFDC work programs. The legislated appropriation sets a
limit on how much can be spent in total. Then, if spending is
expected to be above projections, the government must change
the eligibility requirements, change the benefits, or pass a sup-
plementary appropriation.

are underproviding insurance, fears have arisen that labor demand
might decline as a consequence of reform.

In fact, however, changes in employer-paid health insurance
costs can have several effects on workers other than changes in em-
ployment. As noted earlier, the dominant effect of increases in
health care costs in the past has been a reduction in the real wages
received by employees.

Chart 4—9 shows projections of total employer health insurance
payments with and without health reform. While reform will have
different effects on different firms, total employer spending is es-
sentially unchanged through 1998 and then declines relative to the
baseline. This pattern reflects the balance of spending increases
from the employer mandate and spending reductions from cost sav-
ings. Through 1998 these effects are roughly equal, resulting in lit-
tle additional business spending. Between 1998 and 2000, the sav-
ings increase but there is no increase in spending. The result is a
net savings in employer payments.

There are many things employers can do with the savings from
reform: They can hire more workers, pay higher returns to share-
holders, or increase employee compensation. Empirical evidence
suggests, however, that as total employer payments fall over time,
the likely result will be a corresponding increase in workers' wages.
By the year 2000, wage and salary compensation could therefore
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Chart 4-9 Business Spending on Health Insurance
Business spending will increase slightly after reform but will fall below baseline by the end
of the decade.
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increase by $20 billion to $30 billion, or about 0.6 percent of pay-
roll.

Although reform is unlikely to lead to a large reduction in the
demand for labor, it could affect the supply. Some individuals who
work mainly to obtain health insurance may voluntarily leave the
labor force after health reform is passed. Evidence from continu-
ation of coverage (COBRA) laws passed by the Federal Government
and many State governments suggests that the number of people
deciding to retire is about 1 percent higher when they have the op-
tion to purchase coverage through their former employer after re-
tirement. These estimates must be raised to account for the lower
price of insurance under reform; with this adjustment, it is esti-
mated that about 350,000 to 600,000 additional people will be re-
tired as a result of the provisions in the Health Security Act.

On the other hand, some welfare recipients are likely to decide
to enter the labor force when health benefits become universal. A
welfare recipient currently receiving medicaid benefits who then
takes a job incurs a "tax" of two-thirds or more on earnings because
of the resulting reduction in AFDC benefits, food stamps, and med-
icaid benefits. Once health care is guaranteed universally, the loss
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of income associated with leaving welfare should fall by up to 10
percentage points. A number of studies suggest that many more
welfare recipients will decide to work in response to these lower
implicit tax rates.

Weighing all this evidence, several private sector economists
have concluded, as has this Council, that the net effect of health
reform on employment is likely to be small: at most plus or minus
one-half of 1 percent of total employment. The reason is that a
number of offsetting factors are in the plan, some of which will in-
crease employment and some of which will reduce it. On net, these
factors are likely to cancel out.

SECTORAL EFFECTS
Health reform will affect different firms differently (Table 4-10).

Firms that are not now providing insurance will face increased
costs after reform. Firms that are currently offering coverage, how-
ever, will on average enjoy cost reductions. These gains come from
spreading the cost of universal coverage over everyone in the popu-
lation, from premium discounts, and from slower growth of costs
over time. Putting these two groups together, the average firm will
experience cost reductions of about $230 per worker in 2000. There
will also be changes in the distribution of spending across indus-
tries. Industries that have traditionally provided generous benefits
to much of their work force, such as manufacturing, will see ex-
penditure reductions compared with industries in which most firms
do not currently provide insurance.

TABLE 4-10.—Employer Payments for Health Care: Baseline and Reform,
2000

Insurance status of firm

All

Currently offers insurance

Does not offer insurance

Number of workers
(millions)

122.7

96.3

24.4

Average spending per worker (dollars)

Baseline

2.478

3,092

0

Reform

2.245

2.482

1.292

Change

-233

-€10

1.292

Source: Urban Institute.

Employment is expected to increase in the health sector in the
short run, because of increased spending on the uninsured and
underinsured. Universal coverage by itself will increase health-re-
lated employment by more than 400,000 jobs, although employ-
ment will not increase uniformly throughout the sector. Resources
are likely to shift from administration to providing care. As the
growth rate of health spending falls, employment in health care
will grow less rapidly than without reform. The number of employ-
ees will still increase over time, however.
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Health care reform should set the stage for increased productiv-
ity growth. As administrative expense and inappropriate care de-
crease and the health care industry becomes more productive, the
economy should be able to produce more output than it would have
without reform. As a result, Americans will be able to consume
health services of the same or better quality as before, as well as
more of other goods and services. This productivity increase will
raise living standards, which is the principal objective of this Ad-
ministration's economic policies.

CONCLUSION

Reforming the Nation's health care system is integral to the
health of both our citizens and our economy. One-seventh of the
Nation's economy is currently characterized by weak competition,
inadequate information, and inappropriate incentives. The Admin-
istration's health care reform proposal builds on the strengths of
the current system while correcting its shortcomings. It preserves
consumer choice and our employer-based private insurance system.
It relies on enhanced market competition and improved incentives
to provide health security for all Americans, slow rising health care
costs, and address our long-run budget deficit problem.
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CHAPTER 5

Microeconomic Initiatives to
Promote Efficiency and Productivity

AS WORKERS AND CONSUMERS, we conduct our economic af-
fairs through markets. These markets provide us with a vast array
of products and services to purchase, and a host of different ways
to earn our livelihoods.

Yet markets are not flawless. They may, for example, become
controlled by monopolies, generate excessive pollution, or lead to
insufficient investment in research and development. Through col-
lective action, we can sometimes correct such "market failures,"
and thereby improve the ability of private markets to serve social
goals. When targeted microeconomic policies are successful, they
reduce the costs of production and distribution, place goods and
services in the hands of those who value them most, and maximize
the increase in social well-being that derives from trade in the pri-
vate marketplace. For these reasons, well-chosen government ini-
tiatives are as important for microeconomic policy as they are for
macroeconomic policy.

The United States has a long history of employing targeted
microeconomic policies to improve the performance of private enter-
prise in significant industries. Roughly three-fourths of the Na-
tion's investment in canal construction before the Civil War was
publicly financed. Land grants and other subsidies encouraged the
development of intercontinental railroads during the second half of
the 19th century. Since 1914, the Extension Service of the Depart-
ment of Agriculture, a cooperative venture of Federal, State, and
local governments, has vastly improved the Nation's agricultural
productivity by spreading information about modern farming tech-
niques. Our massive national commitment to create high-tech-
nology industries critical to our defense, such as computers and jet
aircraft, dates from the Second World War. Targeted micro-
economic policies such as these have been employed throughout the
history of the Republic, regardless of the political party in power.

The Administration's initiatives described in this chapter are
aimed at both correcting failures of private markets and improving
the functioning of the Federal Government. The initiatives are or-
ganized around three themes: promoting efficiency in the public
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and private sectors, addressing environmental externalities, and
promoting technology.

PROMOTING EFFICIENCY IN THE PUBLIC AND
PRIVATE SECTORS

In all modern industrialized nations, some goods and services are
provided directly by the government, others almost entirely
through unregulated private markets, and still others by the pri-
vate sector through regulated markets. Because none of these
methods of conducting our economic affairs is flawless, it is impor-
tant to develop ways of improving the performance of each. For this
reason, the Administration has developed initiatives to promote a
more effective government, more competitive markets, and more ef-
ficient regulation.

CREATING A MORE EFFECTIVE GOVERNMENT
Governmental activities, however well-intended, are not always

performed as efficiently as possible. There are two important
sources of what might be termed "government failure."

First, as recognized by both the framers of the Constitution and
modern scholars of public choice, all political systems provide inter-
est groups with an incentive for "rent seeking," that is, manipula-
tion of collective action for private benefit. Rent-seeking behavior
can bias public actions away from maximizing aggregate social wel-
fare. It can, for example, lead government agencies to make deci-
sions that benefit a particular interest group even though they are
costly to society as a whole.

Second, the government—in providing services to citizens, in hir-
ing and managing personnel, in procuring supplies, and in making
investments—generally does not face the same competitive pres-
sures as private industry to serve customers well and minimize
costs. Competition among the political parties; oversight by the Of-
fice of Management and Budget (OMB), by the Congress, and by
heads of agencies; and public scrutiny through the media provide
a partial but incomplete substitute for market competition. Fre-
quently, internal governmental regulations, such as personnel and
procurement rules or reporting requirements, are introduced to ad-
dress these problems. But these are blunt instruments that may
create significant managerial inefficiencies of their own.

The Administration has placed a high priority on governmental
reform—or "reinventing government." A major objective is to im-
prove the performance of government by introducing market-like
mechanisms and benefit-cost tests wherever possible. Such mecha-
nisms are designed to reduce rent seeking and the governmental
inefficiencies resulting from the lack of competitive pressures.
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The National Performance Review
The National Performance Review (NPR), directed by the Vice

President, took a fresh look at the way the Federal Government
performs its tasks, with less emphasis on the related issue, rou-
tinely considered in the budgetary process, of whether those func-
tions should be performed at all.

The NPR identified 384 ways that the Federal Government could
save money without reducing the level of service and, indeed, often
while improving governmental performance. Its report concluded
that, by shifting to a market-like focus on customer service, by in-
troducing competition where possible, and by streamlining internal
government processes to facilitate better management, we could
have a government that "works better and costs less."

The Administration has moved rapidly to introduce the NPR re-
forms. One important element is a set of recommendations to im-
prove the procurement process. These include changing laws and
regulations to make it easier for the government to buy commer-
cially produced goods and services, to raise the threshold for the
use of simplified acquisition procedures, and to amend contract pro-
test rules to streamline contracting and discourage frivolous pro-
tests. These reforms can be accomplished while preserving over-
sight by the Congress and OMB, which is necessary to protect
against fraud and abuse. Other NPR recommendations identify
ways to streamline management control; improve customer serv-
ices; shift to mission-driven, results-oriented budgeting; improve fi-
nancial and human resource management; integrate information
technology into the business of government; and improve the func-
tioning of every executive branch department (Box 5-1). In a simi-
lar effort, the Defense Department has conducted a "bottom-up" re-
view of its activities.
A New Framework for Regulatory Review

The President's Executive Order 12866 on Regulatory Planning
and Review provides a framework for developing regulations that
serve the best interests of the American people without imposing
unreasonable burdens on business. The order directs agencies to
promulgate only those regulations made necessary by law or com-
pelling public need, such as correcting market failures. The regu-
latory philosophy that underlies the order calls on agencies to as-
sess all the costs and benefits of the available alternatives when
deciding whether and how to regulate, including the alternative of
not regulating. Further, the order requires that, to the extent per-
mitted by statute, agencies select a regulatory approach that maxi-
mizes the net benefits to the public (benefits less costs). Applying
this test to public regulation will lead affected firms in the private
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Box 5-1.—Selected National Performance Review
Recommendations

• Allow agencies to create innovation capital funds from
retained savings to invest in innovations that can im-
prove service and provide a return on investment.

• Provide line managers with greater budget flexibility to
achieve results by expediting the reprogramming of
funds within agencies.

• Use electronic funds transfer to pay and reimburse ex-
penses for all Federal employees, to make payments to
other agencies, and to pay for purchases from the pri-
vate sector.

• Create competitive enterprises within the government to
manage real property on a fee basis, and give Federal
managers the authority to choose their source of prop-
erty management services.

• Establish a corporation to provide air traffic control
services.

sector to roughly mimic what a properly functioning market would
do absent the market failure that necessitates regulation.

In conducting benefit-cost analyses of regulatory alternatives, the
order directs agencies to consider all the benefits and costs—those
that are easily measured as well as those that are not. This ap-
proach addresses one major criticism of centralized regulatory re-
view in previous Administrations: that the use of a benefit-cost test
was subject to bias against appropriate regulations whenever the
costs of regulation were more readily quantified than the benefits—
which happens frequently.

In addition, the order encourages agencies to act to limit any
economic distortions their regulations cause. Agencies must, for ex-
ample, design regulations to achieve their objectives in the most
cost-effective manner. To the extent feasible, agencies must specify
performance standards rather than specify a behavior or manner of
compliance. Agencies must also consider alternatives to direct regu-
lation that provide economic incentives to encourage the desired be-
havior.

This framework does not apply solely to new regulatory initia-
tives. The Executive order also sets forth a procedure for review of
existing regulations to ensure that they too maximize the net bene-
fits to society. This wide-ranging review of old and new regulations
alike promises to improve the performance of the public sector by
making regulation more effective.
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PROMOTING COMPETITION
Competition among the providers of goods and services is the

most effective method ever devised for organizing most economic
activity. Competition simultaneously leads to low production costs,
innovation in product design and production techniques, low prices
for consumers, and the allocation of goods and services to those
who value them most. For these reasons, our economy must rely
upon competition to the maximum extent possible, and the govern-
ment should act to promote and strengthen competition throughout
the private sector. When market failures necessitate public regula-
tion or public provision of services, the resulting public policies
should rely on market-like mechanisms to the extent feasible, in
order to realize the benefits of competition.

Antitrust Enforcement
For more than a century, the antitrust laws have been, in the

words of the Supreme Court, "a comprehensive charter of economic
liberty aimed at preserving free and unfettered competition as the
rule of trade." The antitrust laws address market failures arising
from the exercise of market power (Box 5-2). These laws are en-
forced directly by the Department of Justice, the Federal Trade
Commission, the States, and private plaintiffs.

Over the past dozen years, Federal antitrust enforcement has
emphasized challenges to mergers among competitors in con-
centrated industries and the prosecution of bid-rigging schemes by
government contractors. Frequently, the defendants were small
firms. Federal antitrust enforcement efforts are now being
refocused to encompass harmful conduct by large firms, affecting
broad sectors of the economy, through means in addition to merger
or bid rigging.

For example, the Justice Department is vigorously pursuing a
court case charging the major domestic airlines with widespread
price fixing from 1988 to 1992. The conspiracies were allegedly ac-
complished in a novel way: through the computerized exchange of
prospective fare information. In terms of the magnitude of the vio-
lation and the size of the firms involved, this alleged price-fixing
scheme recalls the electrical equipment conspiracy of the 1950s.

The government's actions to promote and protect competition go
beyond filing lawsuits. When appropriate, government agencies
issue guidelines that will encourage procompetitive behavior and
minimize the private costs of understanding and complying with
the law. Merger guidelines are the best examples, but the two Fed-
eral antitrust agencies have also recently promulgated enforcement
guidelines to promote competitive behavior among health care pro-
viders.
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Box 5-2*—Market Power
Firms are said to exercise market power when they reduce

output below what a competitive industry would sell, in order
to raise prices above competitive levels. Firms may achieve
market power collectively—for example, through an agreement
among competitors to raise prices—or unilaterally, as by en-
gaging in practices that inhibit the ability of current or poten-
tial rivals to compete. Firms may also obtain market power
through government action, as when imports are blocked by
tariffs or quotas.

The exercise of market power is harmful for several reasons.
First, an industry in which market power is exercised produces
less and employs fewer workers than would a competitive in-
dustry. Second, sellers who exercise market power in effect tax
buyers unfairly, forcing them to pay more for their products
than they would have paid under competition. Finally, firms
exercising market power may tend to innovate less than com-
petitors, because they recognize that a successful new product
could cannibalize their existing market share and decrease the
value of their capital. (In some industries, however, large firms
exercising market power may be more likely than small or
competitive firms to take the risk of investing in large-scale in-
novations.)

Although market power is costly to society, these problems
are of limited concern in markets in which new competition
can quickly and easily appear. Then the exercise of market
power is likely to be nonexistent or temporary, and new en-
trants attracted by the opportunity to share monopoly profits
will tend to shift resources into their most socially valuable
uses. In some circumstances, moreover, society accepts some
exercise of market power in order to achieve another economic
benefit otherwise unavailable. For example, since the founding
of the United States, the award of a patent monopoly as a
prize for a successful invention has been the cornerstone of
government policy to encourage research and promote innova-
tion.

The antitrust guidelines for health care respond to the concern
that health providers may have delayed cooperative cost-cutting ar-
rangements because of uncertainty about antitrust restrictions. To
give providers some security, the guidelines establish a number of
"antitrust safety zones," which describe circumstances under which
the government will not normally challenge cooperative ventures.
One example is a safety zone for hospital mergers if either of the
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merging hospitals averages fewer than 100 beds and less than 40
patients per day over a 3-year period. Another is a safety zone for
physician networks (such as preferred provider organizations, or
PPOs) that comprise no more than 20 percent of the doctors in
each specialty in the relevant geographic market, so long as the
network members share substantial financial risk. Mergers or joint
ventures by physicians that fall outside the safety zones are not
necessarily antitrust violations but will be evaluated individually to
determine their legality. The two Federal antitrust agencies have
also committed to reduce uncertainty by providing advice to health
care providers on an expedited basis.

Other government agencies have also taken steps to limit the
exercise of market power. For example, a widely reported investiga-
tion by the Department of Transportation helped ensure that an es-
tablished air carrier would not use anticompetitive practices to ex-
clude a new entrant.

Government can go beyond simply preventing anticompetitive
practices; it can act to stimulate competition directly. Thus, the De-
partment of Transportation has provided new airlines with assist-
ance in complying with its regulations. Partly as a result of the de-
partment's actions to promote competition, 18 new cargo, charter,
and scheduled passenger carriers began service during 1993, and
20 more new carriers are awaiting certification to begin passenger
jet service.
Spectrum Auctions

As the Transportation Department's efforts to foster new air car-
riers suggest, competition can be promoted by encouraging entry.
The Federal Communications Commission (FCC) will soon seek to
promote competition in this way by allocating portions of the elec-
tromagnetic spectrum for telecommunications services. Legislation
enacted in August 1993 authorizes the FCC to auction most of the
new licenses to use spectrum, and requires the FCC to begin issu-
ing licenses for personal communications services (PCS) by May
1994. The allocation of spectrum to PCS will encourage competition
between new firms offering PCS and existing cellular providers.
The auction mechanism will ensure that the spectrum goes to those
private parties who place the highest value on it. The auction will
also raise billions of dollars for the government, by selling the right
to the use of a scarce public resource instead of giving it away.

MORE EFFICIENT REGULATION OF NATURAL
MONOPOLIES

Economists have long recognized that competition will perform
poorly in certain industries that are "natural monopolies" (Box 5-
3). In Europe, natural monopolies have often been turned into gov-
ernment enterprises. The traditional U.S. response is to impose
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rate regulation. For example, State public utility commissions typi-
cally regulate the local distribution of electricity, water, natural
gas, and telephone service, and Federal agencies regulate inter-
state pipelines and long-distance telephone service.

Box 5-3.—Natural Monopoly

An industry is a natural monopoly if a single firm can serve
the market at lower total cost than two or more firms. A natu-
ral monopoly may result when an industry's production tech-
nology is characterized by economies of scale, that is, when
average production costs decline as output rises. A natural mo-
nopoly may also have economies of scope, in which two or more
related products can be produced more cheaply by a single firm
than by separate firms. The size of the market interacts with
the production technology in determining whether an industry
is a natural monopoly. For example, if most of the cost reduc-
tions from producing at scale are achieved at low levels of out-
put relative to market demand, the market is not likely to be
a natural monopoly.

In an unregulated market, some natural monopoly industries
would be served by a single firm that exercises market power.
Entry would be deterred even though the incumbent firm
charges a price in excess of its long-run average cost. Potential
entrants, tempted by the opportunity to undercut the incum-
bent's price, would refrain from doing so because they would
recognize that the incumbent would lower its price in response
and could sustain that lower price profitably while the entrant
could not. One way to avoid the exercise of market power in
such a case is to regulate the natural monopolist's prices.

Oil Pipeline Rate Regulation
For nearly 90 years the Federal Energy Regulatory Commission

(FERC) and its predecessors have regulated rates charged by inter-
state oil pipelines. Over this period, many if not most pipelines
have likely been natural monopolies. Pipeline rates were set
through a cost-of-service methodology, similar to the approach that
State public utility commissions typically employ to determine
rates for electricity, gas, water, and telephone service.

Under the cost-of-service approach, the regulated firm is allowed
to earn enough revenues to cover its expected costs of operations
plus a fair return on capital to its investors. The regulator sets
prices on the regulated firm's individual services in such a way
that the firm's expected revenues (based on forecasts of buyer de-
mand) will reach the permitted level. Although this method is gen-
erally successful at preventing regulated firms from charging mo-
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nopoly prices, it has been criticized on several grounds. Cost-of-
service rate setting can be expensive to administer, as the regu-
latory commission typically engages in a trial-type hearing before
determining rates. In addition, if the regulator adjusts rates rap-
idly when operating costs change, the regulated firm may lack a
strong incentive to keep costs low, reduce costs further, or inno-
vate.

Incentive methodologies for setting rates promise to reduce ineffi-
ciencies created by the cost-of-service methodology. One form of in-
centive regulation is a "price cap." The regulator sets a maximum
price (or a price path, often set to decline over time) for a collection
of regulated services, and permits the firm to set whatever rates
it chooses for individual services so long as the price cap is not ex-
ceeded. If the regulator and the firm are willing to live by a price
cap for a long time, the administrative costs of regulation are
greatly reduced. In addition, the regulated firm is given a strong
incentive to reduce costs and to innovate: As long as the price cap
is not revised downward, the firm gets to keep any additional prof-
its that result from cost savings. Finally, if the price cap applies
to the average rate for a broad collection of services, this form of
incentive regulation permits the regulated firm to exercise signifi-
cant discretion in rate design. The resulting rates may distort
consumer choice less than those set by regulators. For such rea-
sons, in 1989 the FCC adopted price cap regulation for the long-
distance telephone rates charged by American Telephone and Tele-
graph Co. (AT&T).

In 1993, FERC replaced cost-of-service rate setting for oil pipe-
lines with an incentive methodology. The new approach generally
starts with cost-of-service-based rates and caps rate increases for
pipeline services at 1 percent below the increase in the producer
price index for finished goods. Moreover, wherever the scope of the
natural monopoly has narrowed, permitting the pipeline to dem-
onstrate that it lacks significant market power, the regulatory con-
straint may be removed in favor of relying on competition to deter-
mine prices and output.
Telecommunications Regulation

The rapid pace of innovation in telecommunications is creating
new industries, transforming old ones, and promising to change the
way we live and work. In the coming years, American households
and businesses will have access to a National Information Infra-
structure (Nil)—an interconnected web of networks linking com-
puters, databases, consumer electronics, and communications de-
vices that will put vast amounts of information at every user's fin-
gertips. The technologies to create, manage, manipulate, and use
information will fuel economic growth, promote the international
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competitiveness of U.S. industry, and create challenging, high-pay-
ing jobs.

Many of the innovations that are creating the new information
infrastructure are also shrinking the scope of natural monopoly in
the provision of telecommunications services. Microwave technology
made competition in long-distance telephone service possible. The
development of low-cost private branch exchange (PBX) technology
has carved out a competitive market for carrying telephone calls
within office buildings. For many business customers the local tele-
phone monopoly now ends at the street rather than continuing into
the building. Competitive access providers now sell alternative
high-capacity services that allow some business customers to com-
plete calls while bypassing some or all of the local telephone com-
pany's network. It is now feasible and increasingly practical for
telephone lines to carry video programming, for cable lines to carry
telephone calls, and for wireless providers to carry both. If and
when these developments end the natural monopoly in local tele-
phone and video service altogether, competition can replace regula-
tion as the best economic mechanism for setting prices and provid-
ing telecommunications services to buyers.

The information highways that will be central to the emerging
information infrastructure will be built in part with fiber optic
lines, coaxial cable, and copper wire, and in part through wireless
technologies such as cellular telephone, PCS, and direct broadcast
satellites. The private sector will make the necessary investments,
and the government will promote those investments by encourag-
ing competition. In consequence, the market will determine, to the
extent possible, which technologies provide the most value relative
to cost and, accordingly, how the information highways will be
built.

The Administration's regulatory policies will promote competition
among the firms that build and operate the information highways,
and among the firms that sell their services and programming
through the network. Under the Administration's legislative pro-
posals, for example, local telephone monopolies will be required to
unbundle the services they offer and to interconnect with new en-
trants on a nondiscriminatory basis. This will facilitate new com-
petition in local telephone service by allowing new providers to
combine, for example, switching provided by the telephone com-
pany with their own transmission facilities. The legislative propos-
als will also set forth a process by which local telephone companies
will be permitted to provide new competition in the interstate long-
distance telephone market. The Administration's proposals will
identify safeguards that will protect against regulatory evasion
through transfer pricing (strategic pricing of goods and services
sold to affiliates) and the abuse of monopoly power until the time
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that competition in local telephone service makes rate regulation
unnecessary.

Rapid developments in technology and the marketplace will cre-
ate new challenges for telecommunications regulation. Old regu-
latory structures based on the natural monopoly paradigm are not
appropriate for a market now characterized by mixed elements of
competition and monopoly. Accordingly, the Administration will
propose adding a new title to the Communications Act of 1934,
specifying a flexible regulatory framework for this new environ-
ment. The new framework can adapt to technological and market-
place developments, to protect consumers from monopolies without
discouraging investment, innovation, or the growth of competition.
In addition, the Administration's legislative initiative will give the
FCC broad power to forbear from regulating when markets become
effectively competitive, and the power to preempt State and local
regulation made unnecessary by the emergence of competition.

The Administration's policies will also promote universal service,
to avoid creating a permanent class of information "have-nots," and
open access to the network, to allow all service and information
providers to reach potential customers. The government will also
encourage research and development designed to create new tech-
nologies and new applications, as discussed below along with other
technology initiatives.

ADDRESSING ENVIRONMENTAL
EXTERNALITIES

The notion of tradeoffs is among the most fundamental in eco-
nomics: nothing is free; everything has an opportunity cost. In pri-
vate markets, tradeoffs are handled automatically, as consumers
choose among alternative goods and services and producers choose
among alternative inputs. Prices guide these decisions. Tradeoffs
involving the environment cannot be made so easily, however, be-
cause use of the environment is generally unpriced. As a result,
firms and individuals, in their marketplace decisions, do not al-
ways make the best tradeoffs from the standpoint of society as a
whole. The effects of failing to price environmental goods and serv-
ices are examples of externalities (Box 5-4). When externalities are
significant, the government can often design policies that improve
the functioning of markets and thereby increase aggregate social
welfare.

The Administration has sought to encourage the development of
environmental technologies to mitigate tradeoffs and foster eco-
nomic growth. Improvements in the technologies for preventing and
treating pollution, and efforts to spread knowledge about tech-
nologies already available, can free resources for other socially ben-
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Box 5-4.—Externalities
An externality, or spillover, is a type of market failure that

arises when the private costs or benefits of production differ
from the social costs or benefits. For example, if a factory pol-
lutes, and neither the firm nor its customers pay for the harm
that pollution causes, the pollution is an externality. In the
presence of this negative (harmful) externality, market forces
will generate too much of the activity causing the externality,
here the factory's production, and too much of the externality
itself, here the pollution. In the case of beneficial externalities,
firms will generate too little of the activity causing the exter-
nality, and too little of the externality itself, because they are
not compensated for the benefits they offer. For example, the
development of laser technology has had beneficial effects far
beyond whatever gains its developers captured, improving
products in industries as diverse as medicine and telecommuni-
cations. Too little research and development and other activi-
ties generating positive externalities will take place in the ab-
sence of some governmental intervention.

To remedy market failures and induce the market to provide
the efficient level of the externality-causing activity, the pri-
vate parties involved in the activity must face the full social
costs and benefits of their actions. Policymakers may employ a
variety of tools to accomplish this result, such as taxes, user
fees, subsidies, or the establishment or clarification of property
rights.

eficial purposes or permit the attainment of higher environmental
goals without increasing the burden on the economy. Given the
worldwide explosion in environmental regulatory activity—in the
Far East, in eastern Europe, in Mexico, and elsewhere—the devel-
opment of more-effective and lower cost pollution control technology
can also increase our export competitiveness. In fact, we already
enjoy considerable success in this area. The United States is now
the world leader in exports of environmental equipment. In a glob-
al market for environmental technologies of $295 billion in 1992,
the $134 billion U.S. share is the largest by far. Our trade surplus
in pollution control equipment has been increasing and was $1.1
billion in 1991.

The Administration has also sought to improve the "technology"
of regulating the use of natural and environmental resources. This
effort involves seeking a better balance among conflicting interests
in the use of natural resources, and developing approaches to regu-
late pollution that rely more on economic incentives and eliminate
the economic distortions of some current regulations. Examples of
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improving the technology for regulating the environment are found
in the Administration's plan for managing the old growth forests
of the Pacific Northwest, in its approach to grazing on Federal
lands, in the Climate Change Action Plan, and in the Administra-
tion's position favoring the reauthorization of the Comprehensive
Environmental Response, Compensation, and Liability Act, better
known as "Superfund." To better assess where interventions to im-
prove the environment will benefit the economy, the Administra-
tion is also engaged in efforts to define sustainable development
and develop "green" GDP accounts.

MANAGING RESOURCES ON FEDERAL LANDS
The Federal Government owns vast tracts of land, primarily in

the West. These lands contain natural resources of economic impor-
tance to both local communities and the Nation, including timber
and other forest products, forage for grazing livestock, and mineral
deposits. They are also sources of extremely valuable environ-
mental amenities, such as open space for recreational uses like
wildlife viewing, scenery, camping, hiking, and hunting; fish and
wildlife (including endangered species) habitat; watershed protec-
tion; and many others.

Improving the "technology" of regulating the use of these Federal
lands is a centerpiece of Administration policy. Two principles
guide that policy: (1) reducing inefficiencies caused by improper
pricing and regulatory restrictions, and (2) ensuring that both pric-
ing and regulation will achieve a better balance among competing
uses of these resources, particularly between extractive (timber,
grazing, mining) and environmental uses. These principles can be
seen at work in the Administration's plans for managing old
growth forests in the Pacific Northwest and for rangeland reform.
Old Growth Forests, Spotted Owls, and Timber

The controversy over logging in the old growth forests and spot-
ted owl habitat of the Northwest provides a case study in reconcil-
ing environmental and economic objectives and illustrates how a
careful balancing of competing interests can result in progress on
all fronts.

The forest products industry is a major industry in the Pacific
Northwest, where it is heavily dependent on timber from Federal
lands. Much of the Federal land on which this logging has taken
place consists of mature forest stands. Referred to as "old growth,"
this mature forest is the habitat of the northern spotted owl, a
threatened species, and many other plants and animals.

For several years Federal forest policy in the Northwest failed to
take appropriate account of impacts on environmental quality and
biodiversity. In particular, timber harvests on Federal lands were
accelerated substantially in the mid- and late 1980s: Such harvests
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in the habitat of the spotted owl rose from 2.4 billion board feet
(bbf) in 1982 to 6.7 bbf in 1988. According to experts, these levels
were too high to be sustained indefinitely. Legal challenges to Fed-
eral timber policy resulted in injunctions blocking the sale of tim-
ber on Federal forest lands in the spotted owl region, in part be-
cause agencies within the Federal Government had failed to work
cooperatively to comply with environmental and forest manage-
ment laws. The injunctions had a severe impact on the timber in-
dustry, albeit in large part because harvest levels had been ex-
traordinarily and unsustainably large.

The Administration put a high priority on resolving the problems
associated with forest management policy in the Pacific Northwest.
Accordingly, in July 1993 the Administration announced a "Forest
Plan for a Sustainable Economy and a Sustainable Environment."
The plan attempts to end the uncertainty caused by legal wran-
gling and confusion and ameliorate the impact of economic disloca-
tion, while achieving full compliance with existing laws. It also
seeks to maintain and improve the ecosystem as a whole, balance
the interests of competing uses of the ecosystem for environmental
and economic purposes, and create a political consensus to avoid
economic instability.

The plan provides for the maximum legally defensible harvest
from Federal forests in the spotted owl region (about 1.2 bbf annu-
ally). The process of adjustment to the new, lower harvest levels
will be smoothed by an economic adjustment plan that is expected
to create more than 8,000 new jobs and 5,400 retraining opportuni-
ties in the region in 1994. Many of the new jobs will be in enter-
prises that improve water quality, expand the prospects for com-
mercial fishing, and improve forest management in the region.

The plan focuses on maintaining and improving the environ-
mental quality of watersheds in the region, recognizing how the
complex interactions of flora, fauna, and human activities affect
that ecosystem. It establishes old growth reserves and protects over
6.5 million acres of old growth forest (about 80 percent of existing
old growth). It also establishes 10 "adaptive management areas" for
experimentation into better ways of integrating ecological and eco-
nomic objectives.
Rangeland Reform

The Federal Government owns extensive rangelands throughout
the West. While these lands are used primarily for grazing cattle
and sheep, increased demand for environmental uses has fueled
controversy over Federal management. The controversy over range-
land reform shows the importance of integrating pricing with regu-
lation to use the Nation's resources more efficiently and strike a
better balance between economic and environmental objectives.
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A central point of contention involves the fees that the Federal
Government charges ranchers to graze animals on Federal land.
These fees should reflect both the value of the forage used by an
additional animal and the external environmental costs of grazing
an additional animal (such as the value of reductions in recreation
or water quality). Charging ranchers the marginal value of forage,
the first component, encourages efficient use of the range. By pre-
venting overgrazing, it protects the condition of the range for
future grazing uses. It also promotes long-run efficiency in the live-
stock industry: Prices for forage that are too low encourage exces-
sive investment in the industry. Forage value varies from tract to
tract because of differences in forage productivity, location, proxim-
ity to roads and other transportation, rainfall, and access to water.
But it can still be measured easily and reliably using the value of
private rangelands in nearby locations. The second component, the
external costs of grazing, cannot be determined from private mar-
ket transactions. But economists have developed ways of inferring
the value of open space or other environmental amenities from the
costs people willingly incur to use them or from sophisticated sur-
vey methods.

Current Federal management policies are relics of an earlier era
when the Federal Government used resource subsidies to encour-
age settlement of the West. One result is that grazing fees on Fed-
eral lands average only 17 to 37 percent of the value of grazing on
comparable private lands. Moreover, the formula used to calculate
Federal grazing fees has kept those fees from increasing along with
private grazing lease rates. Promoting efficiency thus means both
increasing grazing fees and ensuring that Federal grazing fees
change from year to year in accordance with changes in rent on pri-
vate grazing land. The Administration's plans for rangeland reform
do both. The current proposal calls for phasing in a new fee struc-
ture that more than doubles current fees, and for using an updat-
ing formula that will adjust Federal fees at the same rate that pri-
vate fees change.

Pricing reform must be accompanied by changes in regulation.
For example, Federal grazing permits have "use-it-or-lose-it" provi-
sions, under which decreases in the number of animals grazed may
result in the loss of a grazing permit or a reduction in the number
of animals that the permitholder may graze in the future. This pol-
icy prevents ranchers from temporarily reducing the number of ani-
mals grazed to improve range condition. The Administration's plan
allows the terms of grazing permits to be rewritten to allow ranch-
ers to vary the number of animals they graze in response to
changes in weather or economic conditions. The plan also includes
provisions to strengthen environmental management.
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CLIMATE CHANGE ACTION PLAN
Certain gases emitted into the atmosphere by industrial, auto-

motive, and other combustion have been implicated as a threat to
the global climate: By preventing reflected solar radiation from es-
caping into space, these "greenhouse gases" may be causing a gen-
eralized warming of the planet. For this reason, an international
agreement to reduce greenhouse gas emissions, the Framework
Convention on Climate Change, was signed in 1992. The previous
Administration had adopted what was called a "no regrets" policy;
it was willing to take steps to reduce emissions only if those actions
would be beneficial for other reasons—that is, even if greenhouse
gas emissions were ultimately found unrelated to changes in the
global climate. In contrast, this Administration sees cost-effective
policies to reduce greenhouse gas emissions as appropriate "insur-
ance" against the threat of climate change. Accordingly, the Presi-
dent, in his Earth Day speech on April 21, 1993, issued a "clarion
call" for the creation of a cost-effective plan to reduce U.S. green-
house gas emissions to 1990 levels by the year 2000.

The President's call resulted 6 months later in the Climate
Change Action Plan, containing nearly 50 initiatives that cover re-
ductions in all significant greenhouse gases and will affect most
sectors of the economy. The plan was based on the understanding
that the climate change threat results from all greenhouse gases,
that it depends on net emissions (after accounting for greenhouse
gas "sinks" such as forests and oceans), and that the problem is
global. The strategies adopted to address the externalities associ-
ated with greenhouse gas emissions were chosen on the basis of a
qualitative assessment of the cost-effectiveness of the alternatives,
in part by selecting policies that make markets work better.

Some of the strategies expand upon initiatives of this and pre-
vious Administrations to promote energy-saving technology. For ex-
ample, the Green Lights program improves the diffusion of tech-
nology by providing consumers and firms with information about
environmentally friendly products such as energy-saving lights that
promise to reduce electricity generation and the resulting emis-
sions. Other strategies reduce emissions by making government
more efficient. Two examples are (1) reform of regulations that
block the seasonal use of natural gas (a low-polluting alternative
to coal) by electric utilities, and (2) removal of regulatory impedi-
ments to private investments in upgrading Federal hydroelectric
facilities.
Parking Cashout

Greenhouse gas emissions will also be reduced by improving the
pricing of activities that generate externalities. The parking
cashout policy attempts to correct a distortion in private incentives
resulting from the tax treatment of employer-provided parking.
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Currently, the Internal Revenue Code allows employers to deduct
any costs for employer-provided parking as a business expense, and
lets workers exclude the benefits from their taxable income (up to
$155 a month). As a result, 95 percent of automobile commuters re-
ceive free or subsidized parking, more than half of them in central
business districts. All told, U.S. companies claim $52 billion per
year in parking-related deductions from this free or subsidized
service.

The Climate Change Action Plan proposes that Federal tax laws
be modified to require that firms offer employees the option of tak-
ing the cash value of their employer-provided parking benefit as
taxable income rather than accepting their free parking space. The
program would apply initially only to those firms with more than
25 employees that make monthly cash payments for their employ-
ees to park in lots owned by third parties. Thus, only about 15 per-
cent of employer-provided parking would be covered at first, al-
though the program would expand later as new parking leases are
negotiated.

This policy change should reduce the overuse of automobiles for
commuting resulting from the current parking subsidy, by making
commuters face more of the social costs of driving. As consumers
shift to carpools and public transportation, greenhouse gas emis-
sions, other pollutants, and traffic congestion should all be reduced.
Other distortions of the choice between commuting by car and by
public transit will remain uncorrected, however, to the extent that
current regulation of automobile emissions does not fully capture
their environmental, congestion, and health costs.
International Strategies for Greenhouse Gas Reductions

One hundred and sixty-one countries signed the Framework Con-
vention on Climate Change in 1992, agreeing that it is necessary
to stabilize greenhouse gas concentrations at a level that will pre-
vent "dangerous anthropogenic interference with the climate sys-
tem." Because this is a global problem, the Climate Change Action
Plan addressed what is termed "joint implementation"—the cooper-
ative effort between countries or entities within them to reduce
greenhouse gas emissions. The plan recognizes that there may be
enormous cost savings to meeting global goals for greenhouse gas
reductions if acceptable international strategies can be developed to
reduce emissions where it is cheapest to do so, rather than have
each country pursue its emissions reduction goals on its own. Some
important questions need resolution, however, such as how reduc-
tions are to be identified, monitored, and enforced. To begin testing
the joint implementation concept, the plan creates a pilot program
that evaluates investments by U.S. firms and government assist-
ance to foreign countries for new greenhouse gas emission reduc-
tions; measures, tracks, and scores these reductions; and, in gen-
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eral, lays a foundation for broader, more formal policy initiatives
in the future.

SUPERFUND REAUTHORIZATION: THE
ADMINISTRATION POSITION

The Comprehensive Environmental Response, Compensation,
and Liability Act, better known as Superfund, was enacted in 1980
and amended in 1986 in response to widespread concerns that im-
properly disposed-of wastes threatened human health and valuable
natural resources, such as groundwater aquifers. The act has been
unsatisfactory in addressing this problem. Fewer than 20 percent
of the 1,300 disposal sites on the priority list drawn up by the En-
vironmental Protection Agency (EPA) have been fully "cleaned up,"
although 3,500 separate actions have been taken to remove wastes
posing an immediate threat to health.

At the same time, the costs of the program have been substan-
tial, running almost $7 billion per year. This figure includes direct
draws on the Superfund trust fund collected from the oil and chem-
ical industries to pay for EPA expenses (including $1.6 billion in
spending on cleanups where no private parties can be assigned re-
sponsibility), $3.2 billion in spending by Federal agencies that own
or contributed to hazardous waste sites, and $2 billion in spending
by private parties, much of which goes to lawyers' fees and other
transactions costs in an effort to escape or reduce liability. Some
estimates put the total cost of cleaning up the 3,000 sites projected
to be on the EPA's National Priority List (NPL) over the next 30
to 40 years at $130 billion to $150 billion, with $200 billion to $300
billion more needed for Federal facility cleanups.

In response to the poor cost-effectiveness and slow pace of this
program, the Administration has proposed several significant re-
forms. The two most important involve the standards and processes
governing the cleanup strategy chosen at a site, and the process for
assigning and financing liability.
Remedy Selection

Under the current law, remedial measures at Superfund sites are
chosen with a preference for treatment and permanent cleanup of
soil and water. They are also selected to meet high standards of
cleanliness: land generally must become suitable for residential
use, and water often must achieve drinking quality. Costs have lit-
tle weight in remedy selection; they come into play only to identify
the cheapest of the set of remedies meeting other criteria.

The Administration's position establishes more-reasonable goals
and processes for cleanup decisions. It sets uniform national goals
for health and environmental protection to guide remedy selection.
It substitutes a concern for long-term reliability as a factor to con-
sider in remedy selection, in place of the preference for treatment
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and permanence (except for treatment of "hot spots"). It explicitly
recognizes containment as a legitimate cleanup strategy. It limits
the use of State and Federal standards designed for other pollution
contexts. Finally, it introduces greater flexibility and community
input into the determination of appropriate land use for the site,
permitting some sites to be designated for industrial use, with ap-
propriately lower levels of cleanup required.

The Administration's proposal also offers a streamlined approach
to remedy selection at individual sites. With EPA approval, parties
will be able to avail themselves of a set of cost-effective "generic"
remedies established by the EPA that apply to certain frequently
encountered types of waste disposal problems. Alternatively, they
can formulate designs that meet national cleanup levels that are
based on realistic assumptions and practices concerning risks. If
the party liable for cleanup believes it can devise an even cheaper
remedy that can meet the national health standards, it can per-
form a site-specific risk analysis to make its case to EPA. This op-
tion allows parties to propose remedies based on the ultimate goal
of protecting health and the environment, rather than on the "in-
termediate" targets of reductions in soil or water concentrations,
and helps tailor remedies chosen for a site to its particular fea-
tures.

Most important, a factor in the remedy selection process at indi-
vidual sites will be a comparison of the reasonableness of costs
against several measures of effectiveness. This approach introduces
discipline, transparency, and recognition of tradeoffs into the rem-
edy selection process, while retaining consideration of other factors
such as community acceptance and meeting the primary criterion
of protecting health and the environment. Cost will also be consid-
ered in decisions on whether to defer final cleanups for cases where
a new technology is on the horizon to replace a current one that
has disproportionately high costs.
The Liability System

The transactions costs associated with cleanups, especially litiga-
tion expenses, have been massive under current law. One study
found that these costs account for 19 to 27 percent of all Superfund
costs. Transaction costs are substantial in part because liability
under current law is strict, joint and several, and retroactive: A
party that contributed waste to a site used by others can be held
liable for the entire cost of cleanup, and a party is liable for the
results of its dumping even if its action was legal at the time. As
a result, potentially responsible parties (PRPs) have strong incen-
tives to contest their liability (resulting in high enforcement costs
to-the EPA), to sue other PRPs to recover costs, and to sue their
insurance companies when the latter refuse to pay related claims.
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The Administration's proposal seeks to limit these transactions
costs by streamlining the liability allocation process and making it
more fair. The new allocation process is based upon nonbinding ar-
bitration, in which PRPs are assigned a share of liability based on
factors such as the volume and toxicity of their wastes. PRPs who
settle for their assigned shares would surrender their rights to pur-
sue other PRPs for contribution, be protected from suits by other
PRPs, and be offered, for a fee, protection from future liability aris-
ing from remedy failure or undiscovered harms. As an added incen-
tive to settle, the EPA would pay settling parties for their share
of the "orphan shares"—the share of liability attributed to an iden-
tified but insolvent party—but nonsettling parties could still be
held liable for all or part of the "orphan share."

The Administration proposal also addresses the growing problem
of Superfund-related insurance litigation. The problem arises be-
cause insurance contracts written before Superfund was enacted
did not expressly allocate Superfund liabilities. Subsequently,
courts in some States have interpreted those contracts to require
insurance companies to assume most Superfund liabilities, but
courts in some other States have held the opposite. The scope of
insurers' liability in most States is undecided. Building on a pro-
posal originally suggested by the insurance industry, the Adminis-
tration proposal calls for creation of an Environmental Insurance
Resolution Fund financed through fees and assessments on prop-
erty and casualty insurers. If the PRPs can show sufficient insur-
ance coverage before 1986, the fund would be used to settle their
insurance claims for cleanup and restoration costs at pre-1986 NPL
sites, as well as some costs at non-NPL sites, at rates determined
simultaneously for all of a PRP's sites. The combination of the allo-
cation process and the insurance settlement process should sub-
stantially reduce transactions costs and increase fairness.

SUSTAINABLE DEVELOPMENT AND GREEN
ACCOUNTING

According to the 1987 report of the World Commission on Envi-
ronment and Development, sustainable development is that which
"meets the needs of the present without compromising the ability
of future generations to meet their own needs." In short, future
generations must be able to attain a quality of life, in both eco-
nomic and environmental terms, equal to ours if they desire. To
make this possible, the present generation must leave the future
with the wherewithal—the "social capital," consisting of human,
natural, and physical (manmade) capital—to create our kind of life
or a life of at least equal quality to ours. Although this definition
is widely accepted, its interpretation remains subject to debate.
One controversy concerns the extent to which the three types of
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capital can substitute for one another, given the underlying sci-
entific principles and economic behavior, while keeping the result-
ing development sustainable.

However this controversy is resolved, it will be necessary to
measure social capital and the value its use brings in order to un-
derstand whether a growth path for the economy is sustainable.
This is the province of "green accounting," an idea first raised in
1969. Much of the recent research effort to augment the national
income and product accounts to incorporate previously unmeasured
aspects of social welfare focuses on identifying the net change in
the stock of social capital resulting from environmental
externalities. This research effort seeks to identify the loss (depre-
ciation) of social capital caused by pollution, the value of the reduc-
tion of finite resources (such as fossil fuels and minerals), the loss
from overharvesting of renewable resources (such as forests and
fisheries), and the value of the environmental services (e.g., clean
air) derived from investments in pollution control equipment.

The President has made it a priority of his Administration to
augment the national accounts to incorporate these aspects of so-
cial capital. In his 1993 Earth Day speech the President directed
that "green" gross domestic product (GDP) measures be developed
to improve existing national income and wealth accounts that ig-
nore the cost of pollution or the loss of natural resources. In the
first phase of fulfilling this mandate, the Commerce Department's
Bureau of Economic Analysis will publish modified GDP accounts
in 1994 to reflect the depletion of selected natural resources and
will continue to explore measures that incorporate additional envi-
ronmental values. This effort will be aided by the Department of
Interior's forthcoming National Biological Survey, an effort to in-
ventory the biological and ecological resources of the Nation.

PROMOTING TECHNOLOGY

Technological progress fuels economic growth. It creates new in-
dustries and reinvigorates old ones. It can enable small businesses
to do high-quality design and manufacturing work that previously
required the resources of big business. It can help big businesses
achieve the speed, flexibility, and closeness to customers that once
were a defining characteristic of small business. Technology helps
to make our work force more productive and, in doing so, improves
the Nation's standard of living. Every recent generation has seen
its dreams turn into technological marvels, new products from new
industries that have transformed the way we live and work: from
the telephone, radio, airplanes, and x-rays, to television, xerog-
raphy, computers, and magnetic resonance imaging equipment. Ad-
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vances in technical know-how have accounted for at least one-quar-
ter of our Nation's economic growth over the past half-century.

During the past two decades, powerful trends have altered the
environment for American technology development. Commercial
technology has become increasingly science-based and interdiscipli-
nary. International competition has intensified as other nations
have advanced in wealth and technological sophistication. The Na-
tion's defense capability has become increasingly dependent on
technologies developed and applied first in commercial markets. A
microelectronics-based revolution in production has transformed
the organization of office and factory work, increasing the need for
a well-trained and flexible work force.

By the end of the 1980s, many analysts believed that these
trends required a reexamination of the existing approaches of gov-
ernment and industry for supporting technology development and
diffusion. Accordingly, in its first year the Administration has sup-
ported tax incentives for investments in research and development
(R&D) and new businesses, liberalized export controls, shifted Fed-
eral resources toward basic research and civilian technology, in-
vested in worker skills, and promoted defense conversion. In addi-
tion, the Administration's technology initiatives, such as the pro-
motion of the National Information Infrastructure discussed above,
the Partnership for a New Generation of Vehicles, and the creation
of a Manufacturing Extension Partnership, rely on an alliance of
government and industry. They also require rigorous attention to
the economic rationales for cooperative efforts and then to the de-
tails of project design and assessment, to ensure that market fail-
ures are corrected, not made worse, by government action.

PRINCIPLES OF TECHNOLOGY POLICY
The Administration's technology initiatives aim to promote the

domestic development and diffusion of growth- and productivity-
enhancing technologies. They seek to correct market failures that
would otherwise generate too little investment in R&D, with pro-
grams that avoid "government failure."
The Economics of Appropriability

New technologies often fail to attract sufficient private sector in-
vestment because their technical risk is high or because of limited
appropriability—that is, the new technologies create economic and
social benefits beyond what the investing firms can capture for
themselves. Indeed, despite intellectual property protection, the so-
cial returns to innovation have been estimated to exceed the pri-
vate returns by between 35 and 60 percent.

The most important innovations generate spillover benefits for
interconnected sectors, creating economic gains well beyond any
that eventually accrue to their inventors. These innovations include
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risky "pathbreaking" technologies that pay off in the creation of
new industries (or the transformation of existing industries), and
lower risk "infratechnologies" that can enhance the productive per-
formance of a broad spectrum of firms and industries but that re-
ceive low levels of investment because of barriers to appropriability
and implementation. For example, the development of refrigerated
steamships at the end of the nineteenth century increased the
availability of perishable agricultural products throughout the
world. Most of this benefit ultimately accrued to farmers and con-
sumers rather than to the inventors of refrigerated steamships.
Similarly, the principle of interchangeable parts in manufacturing,
originally developed for the production of firearms, soon was adopt-
ed for use in the fabrication of clocks, hardware, sewing machines,
and other manufactured products.

The appropriability problem is not limited to basic research, but
frequently extends to so-called precommercial technology develop-
ment and eventual commercial applications. Indeed, technological
progress is full of feedbacks where developments downstream alter
the course of behavior upstream, as well as the degree of ultimate
market success. A sharp distinction between basic research and
precommercial development activities is difficult to draw. Invest-
ments that are necessary to the utilization and adoption of re-
search results—investments in information gathering, work force
training, or the integration of new production equipment into auto-
mated systems—can also create spillover benefits that the invest-
ing firm cannot perfectly appropriate. In addition, new manufactur-
ing processes that lower cost or improve quality may not be patent-
able, and new ideas embodied in computer software can often be
imitated rapidly without violating the originators intellectual prop-
erty rights. In all of these cases, public actions can offset the effects
of underinvestment by the private sector that is caused by limita-
tions on appropriability.
Avoiding "Government Failure"

The goal of technology policy is not to substitute the govern-
ment's judgment for that of private industry in deciding which po-
tential "winners" to back. Rather, the point is to correct a genuine
and significant market failure—underinvestment in basic research
and in precommercial R&D resulting from the divergence between
private and social returns to those activities. A complementary goal
is to design the technology investments that the government itself
makes in public goods—national security, public health, education,
a clean environment, an efficient transportation system—in ways
that maximize the potential external benefits for the Nation's com-
mercial technology base. In both cases, technology policy enhances
the Nation's economic and social welfare.

191
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Investments in R&D are risky. Like all risky investments, public
or private, government-supported explorations sometimes drill dry
holes—such as the efforts during the 1960s and 1970s to develop
synthetic fuels, a supersonic transport, and a fast breeder reactor.
Yet even research that never delivers an enormous economic payoff
for itself often contributes useful technical knowledge and lessons
for the future. And when the drilling strikes oil, as with govern-
ment support of R&D for computers and integrated circuits, jet en-
gines and airframes, and biotechnology and medical equipment, the
initial gusher can generate an entire field of newly productive,
wealth-enhancing, job-creating economic activity. For this reason,
the success of government R&D policy must be measured by the
rate of return on the entire portfolio of R&D investments supported
by the public.

We can learn from both the gushers and the dry holes about how
to design programs to promote investments in basic and
precommercial R&D to maximize their prospects for success. Fed-
eral R&D investment programs leading to successful commercial
products tend to share certain design features: They are insulated
from the demands of distributional politics; they subject potential
projects to rigorous technical and economic evaluation; and they
recognize that product specifications must be developed with an eye
toward manufacturability and a balance between product perform-
ance and cost that will be acceptable to commercial customers. Ac-
cordingly, the Administration's efforts to promote innovative tech-
nology contain design features that are meant to limit the possibil-
ity of "government failure" in the implementation of technology pol-
icy:

• To ensure that R&D funded by the government in cooperative
ventures with the private sector has direct market applica-
tions, participating firms must bear a significant share of pro-
gram costs. In most cases, the Administration's technology
partnerships require that private firms cover at least 50 per-
cent of the costs.

• To ensure that both the timing and the content of government
investments in technology-based infrastructure impart maxi-
mum leverage on industry's competitive efforts, research
frameworks for collaborative R&D should be initiated and de-
signed by private industry and should be closely coordinated
with industry investment patterns.

• To insulate publicly supported R&D efforts from political pres-
sures exerted on behalf of special interests, evaluations of com-
peting R&D proposals should be conducted by independent ex-
perts in the relevant scientific, technological, and economic
fields. Political considerations should not be allowed to influ-
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ence a project's technical objectives, the location of R&D facili-
ties, or the way that management of the project is structured.

• Investments in a broad array of technical fields, including ma-
terials sciences, manufacturing product and process tech-
nologies, biotechnology and biomedical sciences, and tele-
communications and computer-related technologies, should
compete for a finite flow of funds. This competition will help
to ensure that expanded Federal support for precommercial
R&D does not get captured by the champions of any particular
technology or by any particular set of firms.

• Government investments in basic and precommercial R&D
should be reviewed while in progress to determine whether
funding should continue. Such reviews are difficult because the
success of an R&D project is often not apparent for many
years, but rigorous assessments can nevertheless be made by
independent expert panels at regular intervals.

A New Approach
An enduring American approach to promoting technology devel-

opment and diffusion evolved just after the Second World War. The
United States channeled public investment into basic research at
universities and government laboratories, then supported the ini-
tial application of the results in products and production processes
procured by public agencies. New technologies first developed for
(and procured by) the Department of Defense, the Department of
Energy, or the National Aeronautics and Space Administration
(NASA), or supported by the National Science Foundation or the
National Institutes of Health (NIH), would then diffuse, or "spin
off," into commercial use. In this manner, the Federal Government
supported the development and diffusion of jet aircraft and en-
gines, semiconductor microelectronics, computers and computer-
controlled machine tools, Pharmaceuticals and biotechnology, ad-
vanced energy and environmental technologies, advanced mate-
rials, and a whole host of other commercially successful tech-
nologies.

This system worked well as long as military systems represented
the leading-edge applications of new industrial technologies and as
long as foreign competitors, with direct support from their own gov-
ernments, did not pose a significant competitive challenge. In many
areas of basic research supported outside the defense establish-
ment, including biomedical research and the development of phar-
maceuticals, biotechnology, and medical diagnostic devices, the sys-
tem continues to work well. But the circumstances that allowed the
United States to rely primarily on a defense-led model have
changed. With the end of the cold war, demand for new defense
systems is now less than it was. Commercial product spinoffs from
military research have also diminished from their heyday of the
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1950s and 1960s, and American companies face intense inter-
national competition from increasingly capable foreign firms. On
the other hand, these changes also create exciting new opportuni-
ties: Innovative defense technologies are now more likely to emerge
first in commercial products and production techniques, and Amer-
ican companies are taking advantage of expanded opportunities in
foreign markets. Accordingly, the Administration's technology ini-
tiatives are shifting the composition of Federal R&D from military
to civilian concerns, and the composition of military R&D toward
the development of so-called dual-use technologies—those with ap-
plications to both military and commercial products.

THE ADMINISTRATION'S TECHNOLOGY INITIATIVES
The Administration's investments in growth- and productivity-

enhancing technologies encompass a wide range of physical and
human resource priorities. They finance basic research and lever-
age private funds for technology development and commercializa-
tion. They promote the diffusion and adoption of advanced manu-
facturing technologies by U.S. industry. They facilitate defense
conversion by easing defense suppliers into civilian markets, focus-
ing military R&D on dual-use technologies, and freeing the Penta-
gon to purchase commercial products and processes. They seek to
promote the development of a national telecommunications infra-
structure for the information age. Finally, they create partnerships
with industry and academia to ensure that the government's in-
vestments to solve pressing problems in energy, transportation,
and the environment simultaneously work to promote the Nation's
economy and overall standard of living.

Basic Research
The Administration worked with the Congress to increase budget

authority for basic research in all categories to $13.8 billion in fis-
cal year 1994. This includes a 7.2-percent increase in the National
Science Foundation's budget to a total of $1.9 billion. The National
Science Foundation will continue to provide strong support for fun-
damental research critical to manufacturing, advanced materials,
environmental technologies, and biotechnology. It has also doubled
its support for modernizing academic research facilities and instru-
mentation. In addition, basic space science research is continuing
at NASA, representing an investment of $1.9 billion in fiscal 1994.
The Department of Defense has been appropriated $1.2 billion for
basic research in fiscal 1994; the Department of Energy will sup-
port an additional $1.7 billion in basic research, in areas including
materials science, chemical science, engineering and geoscience,
high-energy nuclear physics, and nuclear fusion. Finally, the Ad-
ministration continues to support basic research conducted through
the National Institutes of Health, which account for over 40 per-
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cent of federally sponsored basic research. NIH is projected to
spend nearly $6 billion for basic research in fiscal 1994, exceeding
last year's level by almost $300 million (or 5 percent).
Technology Development and Commercialization

Through the Commerce Department's Advanced Technology Pro-
gram and through the hundreds of cooperative research and devel-
opment agreements that have been signed between private firms
and researchers at many of America's 726 Federal laboratories, the
government is investing in industrial projects to develop and to
promote commercialization of technologies with high payoff poten-
tial. The Nation's antitrust laws have also been clarified to avoid
discouraging beneficial private research collaborations.

The Advanced Technology Program (ATP). The ATP is adminis-
tered by the Commerce Department's National Institute of Stand-
ards and Technology (NIST). In four competitions completed over
the past 4 years, the ATP has made 89 awards to 66 companies
and 23 joint ventures. The projects receiving awards have included
ventures to develop a way to control personal computer programs
through "natural language" instructions; a pen-based character-
recognition system for the Chinese language, with the goal of en-
hancing software exports to Chinese-speaking companies; and a
technology for preserving patients' bone marrow during chemo-
therapy.

The ATP is designed to avoid government failure. Government
acts as the catalyst, but the ATP relies on industry to define and
carry out its R&D projects. Independent expert panels select
projects through rigorous competitions based on both technical and
business merit. The ATP provides technology development funds
under cooperative research agreements. It requires single-company
applicants to pay their own indirect costs, and joint ventures to
provide matching funds. In general, award recipients may patent
inventions or copyright software developed under an ATP award,
but the government retains a nonexclusive license.

The total of ATP awards plus private sector funds over the life
of the first 89 awards amounts to over $500 million. The Adminis-
tration has proposed to increase the ATP budget from $68 million
in 1993 to $750 million in 1997, and $200 million has been appro-
priated for the program in 1994. In addition to announcing about
100 new awards to industry in fiscal 1994, the ATP will embark
on a set of "strategic" program competitions. These competitions
will focus on particular technology areas recommended by industry
as having especially significant potential to generate large eco-
nomic and social payoffs.

Cooperative Research at Government Laboratories. The Nation's
726 Federal laboratories, especially the three large, multiprogram
nuclear weapons laboratories (Los Alamos and Sandia in New Mex-
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ico and Lawrence Livermore in California), offer a repository of
vast technical expertise that can be leveraged to enhance the com-
petitive performance of American industry. As part of its plan to
alter the balance between military and civilian objectives in the
Federal R&D budget, the Administration has authorized the weap-
ons labs to redirect at least 10 to 20 percent of their defense pro-
gram budgets to commercial technology-transfer activities with in-
dustry. The Department of Energy's 31 laboratories, which employ
over 23,000 scientists and engineers and perform $6 billion in civil-
ian and military research annually, already have in place over 650
cooperative research and development agreements (CRADAs) with
private firms, totaling $1.4 billion in combined public and private
funds. CRADAs are also used to structure public-private partner-
ships involving laboratories at NIST and the Department of De-
fense. A similar program is in place at NASA.

Using CRADAs, Federal laboratories have already begun or
strengthened jointly financed collaborations with companies and in-
dustry consortia in a number of research and production
prototyping projects. These have covered semiconductor production
equipment, flat panel display technology, new technologies for tex-
tile manufacturing, the investigation of new polymer blends,
biosensors, new aerospace alloys, and microscopic-sized machines
known as microelectromechanical systems. These partnerships may
begin a longer term process of redirecting the defense-oriented labs'
missions toward civilian needs—ranging from the development of
energy-efficient and environmentally sustainable industries to the
invention of new medical, manufacturing, and transportation tech-
nologies—while utilizing the labs' expertise in such fields as high-
performance computing, communications, and new materials.

Collaboration in Research and Development. Competition pro-
motes R&D, but collaboration can also promote both research and
the effective commercialization of research results. When firms
have complementary skills or information, an R&D joint venture
among them may speed the development and commercial adoption
of a new technology. And when firms have similar skills or infor-
mation, an R&D joint venture may avoid costly duplication of ef-
fort. Yet allowing collaboration in R&D risks facilitating undesir-
able cooperation in the firms' other activities. For example, it may
make it easier to engage in price fixing or other anticompetitive
practices in the sale of the products manufactured by the firms col-
laborating on research. This risk is small if collaboration is limited
to early-phase R&D, however.

The Congress balanced these concerns in 1984 when it passed
legislation guaranteeing that collaborative research would violate
the antitrust laws only if the collaboration were found unreason-
able. That legislation also provided that research joint ventures
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could register with the government and thereby limit their anti-
trust exposure to actual damages, rather than face the usual treble
damage penalty for antitrust violations. Legislation enacted in
1993 extends these protections to production joint ventures, there-
by removing a barrier to collaborative efforts to implement new
manufacturing techniques and production processes. Because these
aspects of the production process can be understood as research
into product commercialization, this extension serves a purpose
similar to that of the 1984 legislation.
Development and Diffusion of Advanced Manufacturing
Technology

Anecdotal examples abound of technologies developed in the
United States, such as numerically controlled machine tools, that
were commercially exploited first or more successfully abroad.
These anecdotes point to market failures other than imperfect
appropriability that also contribute to insufficient adoption and uti-
lization of research results. For example, firms may face unneces-
sarily high transactions costs for obtaining information, and firms
with good ideas but limited sources of collateral or internal finance
may find themselves unable to raise funds in the capital markets.

The effort to commercialize a new technology often presents
firms with an array of organizational challenges: New manufactur-
ing processes and distribution channels must be developed, workers
must be retrained, and new suppliers and perhaps even new cus-
tomers must be identified. In meeting these challenges, firms de-
velop a great deal of valuable information—from manufacturing
know-how to marketing insights—some of which cannot be pro-
tected as intellectual property or trade secrets.

On the other hand, firms sometimes have difficulty gaining ac-
cess to other types of technological know-how developed inside
other companies and the ways different firms have met implemen-
tation challenges. Adoption of advanced manufacturing technology
is typically a "systems" problem. Suppliers must be able to sell
components that fit into complex automated production systems.
Buyers must be assured of compatibility among machines, robots,
transfer lines, and the like, or they will not adopt the technology.

To help remedy these market failures, and so promote more
rapid and extensive commercialization and diffusion of important
new technologies, the Administration is expanding NIST's Manu-
facturing Extension Partnership (MEP) program. Manufacturing
Technology Centers (MTCs) form the backbone of the program.
MTCs offer impartial advice to small and medium-sized manufac-
turers from people with extensive industrial experience. This ad-
vice is backed by hands-on technical assistance. MTCs will be
linked among themselves to a set of smaller Manufacturing Out-
reach Centers (MOCs), geared to areas with smaller concentrations
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of industry. MOCs will be affiliated with technical colleges, voca-
tional schools, and State technical assistance centers. Together
MTCs and MOCs will help firms to identify, evaluate, install,
adapt, and then commercially exploit appropriate advanced tech-
nology in their manufacturing and business operations. The Ad-
ministration anticipates that 100 centers will be established na-
tionwide by 1997, up from 7 at the outset of this Administration.

Linkages have also been formed between the MEP and other
Federal agencies with roles to play in the delivery of technical as-
sistance, work force training, and small business support services.
These agencies include the Department of Energy, NASA, the
Small Business Administration, and the Department of Labor. In
addition, the Department of Energy dedicated over $400 million to
advanced manufacturing-related technologies in fiscal 1993 and
has under way or in negotiation more than 115 advanced manufac-
turing cooperative projects involving over 60 companies. One of
these is the AMTEX Partnership, a model collaboration between
the Department of Energy's national laboratories and the American
textile industry. Finally, the deployment portion of the Administra-
tion's defense conversion Technology Reinvestment Project (dis-
cussed below) includes an additional $87 million for manufacturing
extension programs.

Telecommunications Infrastructure for the Information Age
All Americans have a stake in the construction of the advanced

National Information Infrastructure described earlier in this chap-
ter. Private industry is already developing and deploying the Nil,
and, as explained above, it is the private sector that should build
and own the Nil of the future. There nevertheless remain essential
roles for the government to play in ensuring the growth of an af-
fordable and universally accessible telecommunications infrastruc-
ture. Many of the key breakthroughs in telecommunications and
computing stemmed from research funded by the Federal Govern-
ment. For example, the Internet and laser technology both grew
out of government-sponsored research.

The Administration will continue the High-Performance Comput-
ing and Communications program, which funds R&D into more-
powerful computers, faster computer networks, and more-sophisti-
cated software. A key objective of this program is the application
of computers to economically important problems. The Department
of Energy has funded several collaborations among national labora-
tories, universities, and industry, applying these computing tech-
nologies to materials, chemistry, energy, and environmental
problems. Beyond that, the Administration has created a new com-
ponent of the program, emphasizing information infrastructure
technologies and applications. This program will develop and apply
high-performance computing and high-speed networking tech-
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nologies for use in the fields of health care, education, libraries,
manufacturing, and provision of government information. Addi-
tional research on information technologies and applications will be
conducted by the Department of Energy's national laboratories.

Finally, the government is supporting an array of Nil pilot and
demonstration projects. Federal matching grants will be awarded
on a competitive basis to school districts, libraries, State and local
governments, health care providers, universities, and other non-
profit entities to connect institutions to existing networks, to en-
hance those networks, and to permit users to interconnect among
different networks. The program is presently funded at $28 million
per year and is planned to grow in coming years to $100 million
annually. Its goal is to ensure that every school and library in the
country is connected. In addition, NASA has launched the Ad-
vanced Communications Technology Satellite, an experiment to
test pioneering concepts and technologies that promise to advance
on-demand, flexible communications services.
Transportation, Energy, and the Environment: New
Technologies for Growth

Environmental improvements have traditionally been viewed as
something we trade off for increased economic performance. Yet, as
noted earlier in this chapter, a strong environmental policy frame-
work can encourage innovation, strengthen key competitive indus-
tries, and improve our environment simultaneously. Environmental
policy can create new demand for the goods and services of the en-
vironmental protection industries, which then increase employment
and production to meet this demand. Policies that call for leading-
edge environmental solutions can induce U.S. industry to respond
with novel, world-class technologies. This response positions U.S.
industry to meet the rapidly growing world demand for advanced
"green" technologies, providing additional economic and environ-
mental benefits for U.S. consumers and producers.

Accordingly, this Administration is developing an environmental
policy framework whose objective is to maintain and strengthen en-
vironmental protection while also promoting economic and techno-
logical development. The Administration is working with the U.S.
business and research communities to promote the development
and deployment of new technologies that simultaneously prevent
pollution, increase energy efficiency and the efficiency of the Na-
tion's transportation infrastructure, and promote economic growth.
Clean technologies—such as energy-efficient light bulbs and mo-
tors, alternative fuel vehicles, computerized traffic management
systems, and advanced steelmaking—reduce many kinds of pollut-
ants. Such technologies can also reduce the energy needs of U.S.
companies, trimming costs and improving international competi-
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tiveness. Again, the hoped-for result is both enhanced environ-
mental quality and greater long-term economic growth.

Partnership for a New Generation of Vehicles. This initiative,
begun in September 1993, is a joint effort of the Federal Govern-
ment and the three leading domestic automobile manufacturers.
The initiative aims to develop the technologies necessary to create
a new type of automobile, one that is both safer and up to three
times more fuel efficient than today's cars. In both its goals and its
implementation, the program is characteristic of this Administra-
tion's technology policy. It focuses on developing technologies that
may generate technological progress in two important areas: in
making U.S. automobile producers more technologically competitive
in the international marketplace and in reducing air pollution. The
initiative is structured as a set of public-private partnerships in
R&D. One such partnership seeks to develop a "hybrid" vehicle
that combines electric propulsion with conventional heat engine
systems to increase efficiency and meet tight emission standards.

The Environmental Technologies Initiative. The EPA has
launched the Environmental Technologies Initiative to stimulate
technological innovation to meet the Nation's environmental objec-
tives. The initiative aims to create a more productive environ-
mental technology marketplace and works toward incorporating en-
vironmental considerations into the design of new technologies and
into upgrades of existing technologies. This program is also de-
signed to aid the Administration's defense conversion effort by fa-
cilitating the use of military bases for demonstrations of environ-
mental remediation or "cleanup" technologies. In addition, the EPA
and the Commerce Department are jointly developing environ-
mental technology programs at NIST regional technology centers;
and the EPA has undertaken a new collaborative venture with the
Small Business Administration to help small businesses access in-
formation on pollution prevention. These and other domestic initia-
tives also support the Administration's strategic framework for en-
vironmental technologies exports, which engages U.S. environ-
mental businesses in the design and implementation of market-spe-
cific export assistance and export financing strategies.

The NICE3 program (National Industrial Competitiveness
through Energy, Environment, and Economics), jointly adminis-
tered by the EPA and the Department of Energy, aims to promote
innovative technologies that simultaneously improve energy effi-
ciency, reduce waste generation, and increase economic competi-
tiveness and productivity. The program also seeks to improve
cooperation between State agencies and industry. In addition, the
President has directed the Department of Energy and the EPA to
accelerate the commercialization of advanced, energy-efficient tech-
nologies through the formation of partnerships with key market
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players. These partnerships may include contests for new tech-
nology introductions; working with government procurement agen-
cies to leverage their purchasing power to acquire qualifying prod-
ucts; and working with utilities to coordinate incentives for mar-
kets for new technologies. For instance, the Department of Energy,
together with the EPA and utilities, is using such partnerships to
create a new market for manufacturers of chlorofluorocarbon-free
refrigerators (chlorofluorocarbons have been implicated in degrada-
tion of the atmospheric ozone layer).

Finally, the Department of Energy is engaged in developing and
deploying innovative environmental remediation and cleanup tech-
nologies to deal with the cleanup of military bases slated for clo-
sure, as well as of contaminated facilities and sites administered by
the Energy Department itself.

Other Transportation Technology Initiatives. The Department of
Transportation has begun a series of outreach seminars entitled
"Promoting Transportation Applications in Defense Conversion and
Other Advanced Technologies." In addition, the department has ini-
tiated studies aimed at having a prototype demonstration of an
automated intelligent vehicle highway system by 1997. The De-
fense Department's Advanced Research Projects Agency (ARPA)
has selected six regional coalitions—in Hawaii, Sacramento, Los
Angeles, Indianapolis, Atlanta, and Boston—to work on electric and
hybrid electric vehicle technology and infrastructure. A team of offi-
cials from the Departments of Defense and Transportation is also
investigating how to augment the existing satellite-based global po-
sitioning system for use in improving air navigation and collision
avoidance. The Department of Energy's Clean Cities program
makes use of the Federal Government's purchasing power to accel-
erate the introduction of alternative fuel vehicles (and an alter-
native refueling infrastructure) into urban areas in order to reduce
emissions. Finally, the Administration is continuing to fund re-
search into an array of next-generation transportation technologies,
including high-speed ground transportation, advanced subsonic
planes, and supersonic air transports.
Facilitating Defense Conversion

The share of gross domestic product (GDP) devoted to national
defense is expected to shrink from 6.5 percent in 1986 to 3.3 per-
cent in 1997. This decline in defense spending, resulting from the
end of the cold war, is smaller relative to the size of the economy
than the cutbacks that followed World War II and the Korean and
Vietnam wars, and much more gradual. Yet the impact on particu-
lar regions, such as southern California, is severe, and three addi-
tional factors work to make the economic adjustment this time
more difficult. First, the economy's recovery from the recession of
1990-91 was weaker than the average postwar recovery, while ef-

201
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



forts to cut the massive Federal budget deficit leave little room for
fiscal expansion to stimulate economic growth. Second, many de-
fense firms and workers are more isolated from commercial market
practice than during earlier builddowns, because the defense pro-
curement system that has evolved over time has erected a wall be-
tween commercial sectors and defense. Third, technological innova-
tion and the economic growth it generates may be hard hit by the
defense retrenchment, because nearly 60 percent of Federal sup-
port for domestic R&D was defense related and because roughly
one-fifth of the Nation's engineers work in defense-related areas.

The end of the cold war was an unanticipated event with serious
economic consequences for several domestic economic sectors. Our
Nation has long accepted a collective responsibility to ease the
transition for those most heavily affected by major economic
shocks, for example by providing unemployment insurance and dis-
aster relief. This principle readily extends to transitional assistance
when the shock results from a large and unanticipated structural
economic change, particularly when government is effectively the
agent of that change.

For workers, the problem of large, regionally concentrated eco-
nomic dislocations is made worse by a capital market imperfection.
It is often difficult for workers to borrow for retraining and reloca-
tion because their human capital cannot serve as collateral. Such
capital market transactions are particularly difficult to arrange for
people who have just lost a job or who have incurred a capital loss
on their home—a frequent consequence of geographically con-
centrated defense cuts. Moreover, dislocated workers may have a
difficult time learning about job opportunities in other regions or
occupations.

Defense conversion is also difficult for firms. Although many de-
fense contractors have access to knowledge, production facilities,
and skilled workers that could be valuable if channeled to commer-
cial applications, the many years spent designing their organiza-
tions to serve the needs of one customer—the Defense Depart-
ment—often leave them without crucial skills or the right organiza-
tional configuration to serve the commercial marketplace. To the
extent that these firms lack internal funds to finance new invest-
ment, and to the extent they are unable credibly to demonstrate to
lenders and other capital providers their potential to serve other
lines of business, these resources will not be able to move to their
most efficient uses.

The Administration's 5-year, $22 billion Defense Reinvestment
and Conversion Initiative addresses these problems of the post-cold
war transition.

Workers. The initiative provides $5 billion over 5 years for work-
er adjustment, including funding for retraining displaced defense
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workers and early retirement benefits for military personnel with
at least 15 years of service. In addition, the Administration is spon-
soring pilot programs to train defense workers and personnel leav-
ing the military for national service as teachers, health care work-
ers, and law enforcement personnel.

Communities. The Administration is also expanding the Defense
Department's Office of Economic Adjustment, so that communities
affected by scheduled military base closures have the resources and
technical assistance necessary to plan a smoother adjustment to
new economic activities. More resources are being devoted to the
Commerce Department's Economic Development Administration, to
target help to communities hardest hit by the defense industry
drawdown. Meanwhile the Defense Department is working with
the EPA and other public and private bodies to make sure that the
process of environmental cleanup and restoration at closed military
bases does not hamper local economic recovery.

Technology: The Technology Reinvestment Project. The Adminis-
tration's Technology Reinvestment Project (TRP) is an effort to pro-
mote the development of dual-use (commercial and military) tech-
nologies and to help small defense firms make the transition to
commercial production. The TRP is jointly implemented by a six-
agency council representing the Departments of Commerce, En-
ergy, Transportation, and Defense, NASA, and the National
Science Foundation, and is chaired by an official from ARPA. One-
hundred and sixty-two projects had been selected for TRP support
as of early December 1993, totaling nearly $1 billion in combined
public and private funds (the Federal share is about $415 million).

The TRP funds three types of projects: technology development
(46 projects), technology deployment (70), and manufacturing edu-
cation and training (46). Examples include construction of a high-
way bridge from composite plastics, development of a new jaws-of-
life rescue device powered by pyrotechnic cartridges, and the explo-
ration of medical uses for a noninvasive diagnostic device that
measures oxygen levels in the blood. The TRP is also funding the
development of a new manufacturing engineering curriculum at a
State college, a manufacturing technology center to help defense
suppliers adapt to other fields, and a project to retrain laidoff de-
fense engineers in pollution-prevention and remediation.

MARITECH. The Defense Department's MARITECH (maritime
technology) initiative, a defense conversion program focused on
shipbuilding, is structured similarly to the TRP. This 5-year, $220
million program will supply matching funds to help U.S. shipyards
shift production from military to commercial markets.
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TECHNOLOGY POLICY, GROWTH, AND
COMPETITIVENESS

Government must work with American industry to provide a
sound communications and transportation infrastructure and a
solid science and industrial technology base. These are among the
prerequisites for economic growth. Yet to be effective in a market
economy, technology policy must leverage private investment, not
direct it. It must be sensitive to those reasons why markets by
themselves may lead to insufficient investment. The Administra-
tion's technology initiatives take their inspiration from a long
American history of public-private partnerships, from the Agricul-
tural Extension Service to the Arpanet (now the Internet world-
wide computer network). These initiatives seize strategic opportu-
nities inherent in the shifting composition of Federal R&D from
military to civilian concerns, help remedy the underinvestment in
R&D created by the limitations on private appropriability of its
economic returns, and focus Federal R&D funds on facilitating the
commercialization and commercial diffusion of technology. Together
these technology initiatives are essential to promote U.S. economic
competitiveness, meaning not only the ability of American firms to
sell high-quality goods and services in the international market-
place, but more importantly, the ability to do so while maintaining
high and rising wages and living standards for the American
people.
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CHAPTER 6

The United States in the World
Economy

SOON AFTER TAKING OFFICE, the President described the
basic principles and goals of his Administration's international eco-
nomic policy in a February 1993 speech at American University.
He committed the United States to active global engagement to
promote world trade and growth, to aid the development of less
prosperous nations, to address the emerging problems of global en-
vironmental degradation, and to encourage market reform in Rus-
sia and other parts of the former Soviet empire. The President af-
firmed that the United States would continue to champion open
markets and expanded trade: In the President's words, "We must
compete, not retreat." Acting upon these words, the Administration
successfully concluded two of the most important trade agreements
in the Nation's history: the North American Free Trade Agreement
(NAFTA) and the Uruguay Round Agreement under the General
Agreement on Tariffs and Trade (GATT).

Like previous Administrations, Democratic and Republican alike,
this Administration recognizes that international trade—the vol-
untary exchange of goods and services across national borders—is
a means of increasing standards of living and economic well-being
both at home and abroad. During the last half-century, world trade
has grown enormously, largely as a result of American leadership
in liberalizing global markets. Trade has been a major engine of
growth for the world economy since World War II, in marked con-
trast to the 1930s, when protectionism worsened and helped spread
global economic depression. As economists have long predicted,
freer trade has been a win-win strategy for both the United States
and its trading partners, allowing all to reap the benefits of en-
hanced specialization, lower costs, greater choice, and an improved
international climate for investment and innovation. American in-
dustries—both their workers and their owners—have benefited
from increased export markets and from cheaper imported inputs.
American consumers have been able to purchase a wider variety of
products at lower prices than they could have without the expan-
sion of trade.

Recent changes in the global economy pose new challenges and
new opportunities for the United States as we maintain our com-
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mitment to an open international trading system. The new oppor-
tunities come from the explosion of global markets, while the new
challenges come from the development of new global competitors.
During much of the last 50 years, the United States was the only
global economic superpower. But now there are three: the Euro-
pean Union (EU, the deeper integration of the European Commu-
nity), Japan, and the United States; and all increasingly inter-
dependent as a result of trade and capital flows, and increasingly
competitive. All three superpowers face both intensifying competi-
tion from and expanding market opportunities in the rapidly indus-
trializing countries of East Asia, which continue to increase their
export competitiveness even as they open their own markets to
greater trade and investment. Meanwhile the global trading system
is being transformed by the emergence of new democratic and mar-
ket-oriented regimes in central and eastern Europe, the former So-
viet Union, Latin America, and Asia—regimes that have made sub-
stantial progress in tearing down their protectionist barriers and
are now actively encouraging exports, accepting imports, and seek-
ing foreign capital for development.

This Administration is committed to a high-wage strategy to en-
able the United States to take advantage of the new opportunities
and to meet the new challenges of the changing global market-
place. This strategy consists of two distinct but interrelated parts:
trade policies that will promote trade and foster more-open mar-
kets both at home and abroad; and domestic policies that will help
American companies remain the world's productivity and techno-
logical leaders, and American workers remain the most skilled and
productive in the world. This two-part strategy reflects the fun-
damental goal of the Administration's other economic policy initia-
tives: higher living standards for all Americans. Realizing this goal
requires that America compete not on the basis of lower wages, but
on the basis of superior productivity, technology, and quality. It
also requires that our trade policy be complemented by domestic
policies designed to increase labor force skills and facilitate the ad-
justment of American workers and communities to changing eco-
nomic circumstances—whatever their source. Other chapters in
this Report have analyzed the domestic economy. This chapter ad-
dresses the international dimension.

TRENDS IN U.S. TRADE

Trade has become increasingly important to the American econ-
omy. As shown in Chart 6-1, the share of exports of goods and
services in real gross domestic product (GDP) has gradually risen
and now stands at a postwar high of 11.6 percent. Between 1985
and 1993, U.S. merchandise exports increased from $222 billion to
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$460 billion in current dollars, and by 95 percent in real terms. By
1992, the United States had regained its status as the world's larg-
est exporter, and one in six American manufacturing jobs was di-
rectly or indirectly related to exports.

Chart 6-1 U.S. Trade as Share of Real Gross Domestic Product
The importance of trade to the U.S. economy has risen more or less steadily
for three decades.
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Source: Department of Commerce.

Imports have also grown in significance. As Chart 6-1 shows, the
share of imports of goods and services in GDP has increased stead-
ily and is also at a postwar high of 13.2 percent. Perhaps the most
striking development has been the increasing role of multinational
corporations in U.S. trade and, indeed, the growing importance of
intrafirm trade—cross-border trade between the separate oper-
ations of a single firm. By 1990, multinational firms accounted for
over 75 percent of total U.S. merchandise trade, and around 40
percent of U.S. merchandise trade was intrafirm. And whereas
intrafirm trade initially involved mainly U.S.-based multinationals,
more recently it has been led by foreign-based firms, especially
Japanese firms.

The impact of international trade on the national economy is not
restricted to exports and imports. International trade also affects
the fortunes of producers who do not directly export or import but
interact with producers who do. According to input-output analy-
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ses, which take such intersectoral or interproducer relations into
account, when the indirect effects of trade are included, exports ac-
counted for nearly four-fifths of the increase in domestic production
of manufactures between 1987 and 1992. Moreover, exports have
become more dependent on imports. Between 1982 and 1987, the
most recent years for which data are available, the import content
of exports rose from 10 percent to 14 percent. Thus exports are be-
coming more important for the economy, and imports are becoming
more important for exports. Overall, international trade is increas-
ingly vital to American prosperity.

The growth of U.S. trade has been accompanied by significant
changes in both its sectoral and its regional composition. As shown
in Chart 6-2, real exports of nonagricultural merchandise and serv-
ices have grown rapidly during the past quarter-century (Box 6-1),
while the contribution of agricultural exports has remained rel-
atively small. At the same time, the relative contributions of par-
ticular sectors within nonagricultural merchandise trade have been
shifting (Table 6-1).

Chart 6-2 U.S. Exports of Goods and Services
Exports of services and nonagricultural goods have grown rapidly since
the late 1960s.
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Box 6-1.—U.S. Exports: More Than Peanuts
In 1992, American service firms exported to nonafflliates

abroad:
• over two-thirds as much in passenger fares ($17.4 bil-

lion), such as seats on U.S.-flagged air carriers, as the
United States exported civilian aircraft ($24.5 billion)

• more educational services ($6.1 billion) than the United
States exported corn ($5.7 billion)

• more financial services ($5.4 billion) than the United
States exported wheat ($4.6 billion)

• more equipment installation and repair services ($2.8
billion) than the United States exported agricultural ma-
chinery ($2.1 billion)

• more information services, including computer and data
processing and database services ($2.6 billion), than the
United States exported aluminum ($1.2 billion)

• more legal services ($1.4 billion) than the United States
exported vegetable oils ($1.0 billion)

• more management consulting services ($0.78 billion)
than the United States exported milled rice ($0.72 bil-
lion) or peanuts ($0.21 billion).

TABLE 6-1.—U.S. Merchandise Trade by Industry, 1972 and 1992
[Percent of total]

Industry
1972

Exports Imports

1992

Exports Imports

Agricultural and forest products

Minerals

Fuels

Chemicals

Textiles, apparel, leather products, and footwear

Paper

Nonmetallic minerals products

Iron and steel

Machinery

Transportation equipment

Furniture and fixtures

Instruments

Miscellaneous manufactures

Other industries

18.5
3.1
3.2
8.4
3.9
1.5
1.2
1.7

27.0
16.9

.3
2.8
3.7
7.8

15.4
5.8
8.5
3.6
8.8
2.3
2.3
5.3

14.0
17.5

.7

1.6
6.5
7.5

11.7
2.3
2.6

10.4
3.4
1.5

.9
1.0

30.5
17.7

.9
3.6
5.7
7.9

6.2
2.3

11.1
5.4

10.5
1.6
1.8
1.9

24.8
15.7

1.4
3.1
7.7
6.3

Note -The classifications are based on the SITC Revision 1 coding system,
reexports.

Detail may not add to 100 percent due to rounding.
Source: United Nations, Commodity Trade Statistics Division.

Import figures have been adjusted to net out
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An important sectoral development in recent years has been the
growth of high-technology products and industries in both U.S. ex-
ports and imports. In 1992, the United States exported $107 billion
in advanced technology products, up in nominal terms from $83 bil-
lion in 1989. Imports of these products also increased—from $56
billion in 1989 to $72 billion in 1992. Aerospace, information and
communications, and electronics together contributed the predomi-
nant share of U.S. high-technology exports. These sectors, along
with a few high-technology product lines within other industrial
sectors, are considerably more export-intensive than U.S. manufac-
turing as a whole. Indeed, aircraft and computers and office equip-
ment have the highest ratios of export sales to value added among
all manufacturing industries.

Heightened foreign competition and the globalization of produc-
tion (technology respects no border) have made many high-tech-
nology industries relatively import-intensive as well. In fact, the
most export-intensive of America's high-technology industries (with
the marked exceptions of plastics and aircraft) are now also the
most import-intensive. The electronics industries have been the
arena of the most dramatic penetration of the U.S. high-technology
market, both because Japanese and East Asian electronics produc-
ers have become more formidable competitors, and because Amer-
ican electronics multinationals have spread their own production
around the world.

Just as the commodity composition of U.S. trade has been chang-
ing, so has its geographical composition. As shown in Table 6-2,
the shares of U.S. exports going to and imports coming from devel-
oping countries have risen, while the shares to and from industrial
countries have fallen. These trends reflect the fact that the devel-
oping countries as a group have been growing more rapidly than
the industrial countries.

TABLE 6-2.—U.S. Merchandise Trade by World Region, 1972 and 1992
[Percent of total]

Region
1972

Exports Imports

1992

Exports Imports

Industrial countries

Japan
European Community1

Other

Developing countries

Asia
Middle East
Western Hemisphere
Other ,

1 Membership as of 1992.
Note-Detail may not add to totals due to rounding.
Source: International Monetary Fund.

66.8
10.0
26.8
30.0
33.2

8.9
4.1

14.6
5.6

72.4

16.3
24.0
32.1
27.6

9.6
1.6

12.6
3.8

58.5
10.7
230
24.9
41.5

16.6
4.5

16.9
3.5

57.7

18.0
17.6
22.1
42.3

22.8
3.1

13.0
3.4

210

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



The fast-growing countries of Asia have provided a rapidly ex-
panding market for U.S. exports; their share of the total nearly
doubled from 9 percent in 1972 to 17 percent in 1992. Indeed, by
1992 our trans-Pacific trade was 50 percent greater than our trans-
Atlantic trade. The increasing importance of Asia in U.S. trade ap-
pears to contradict the common contention that the world is devolv-
ing into three trading blocs centered on Europe, Asia, and North
America. Nor is such a conclusion supported by more-sophisticated
evidence. When researchers have modeled the pattern of trade
flows among different countries, they have found no real evidence
that intraregional trade flows in Asia are unusually large once eco-
nomic fundamentals are taken into account. The observed increases
in intraregional flows can be explained largely in terms of dif-
ferences in economic growth rates and geographical proximity.
Likewise, when researchers have looked at financial flows, ex-
change-rate determination, and the like, there is little evidence
that a "yen bloc" is developing in Asia.

In addition to leading the world in trade, the United States leads
the world in the stock of foreign direct investment, both as investor
and as recipient. In 1992, U.S. firms owned 25 percent, and the
United States hosted 22 percent, of the world's foreign direct in-
vestment stock. The largest hosts of outward U.S. foreign direct in-
vestment (ranked in order of importance) are the United Kingdom,
Canada, Germany, Switzerland, and Japan, which together account
for nearly half the total (Table 6-3). Similarly, five industrial coun-
tries (again ranked in order of importance)—Japan, the United
Kingdom, the Netherlands, Canada, and Germany—account for
more than three-quarters of existing foreign direct investment in
the United States. The predominant role of high-wage industrial
countries in both inward and outward foreign direct investment in
the United States refutes the popular notion that such investment
is motivated primarily by the search for lower wages. In fact, many
foreign investment decisions are motivated by other considerations,
most often the need to have an active presence in large or rapidly
expanding markets or the need to overcome trade and other bar-
riers that impede access.

It is sometimes argued that outward foreign direct investment
"exports" jobs. However, the parallel expansion of two-way foreign
direct investment and intrafirm trade suggests that such invest-
ment is more likely to complement rather than substitute for trade,
creating high-wage jobs domestically rather than destroying them.
Several recent studies have concluded that foreign direct invest-
ment is more likely to create trade than reduce it. Another recent
study found that inward foreign direct investment brings with it
competition, new technologies, and new management techniques,
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TABLE 6-3.—Stock of U.S. Outward and Inward Foreign
Direct Investment, 1992

Country

NVESTMENT BY U.S. FIRMS ABROAD (OUTWARD):

United Kingdom
Canada
Germany
Switzerland
Jdpdn

All countries

INVESTMENT BY FOREIGN FIRMS IN THE UNITED STATES (INWARD):

Japan
United Kingdom
Netherlands
Canada
Germany

All countries

Billions of dollars

77.8
68.4
35.4
28.7
26.2

486.7

96.7
94.7
61.3
39.0
29.2

419.5

Note.—All figures are on a historical cost basis.

Source: Department of Commerce, Bureau of Economic Analysis.

each of which has contributed to the resurgence in U.S. productiv-
ity, further enhancing national competitiveness.

TRADE, JOBS, AND WAGE INEQUALITY

In the short run, both the level of output and the level of employ-
ment in the American economy depend on the level of aggregate
demand. One component of aggregate demand is net exports, the
difference between exports and imports. Thus, as long as there is
slack in the economy, an increase in net exports will stimulate pro-
duction and create jobs. For example, most scholars estimate that
NAFTA will create additional American jobs over the next several
years because it will boost U.S. net exports to Mexico. Once the
American economy nears full employment, however, additional net
exports could create upward pressure on prices as well. Even when
the economy is at full employment, however, and even if trade lib-
eralization increases both imports and exports equally, leaving net
exports unchanged, the American economy still reaps the benefits
of freer trade in the form of greater productive efficiency, lower
prices, and higher living standards.

Despite the possible benefits of trade liberalization for the level
of employment in the short run, and the certain benefits of trade
liberalization for living standards in the long run, some observers
worry that expanding trade with developing countries will depress
the wages of low-skilled American workers. As explained in Chap-
ter 3, wage inequality has, in fact, increased over the past two dec-
ades as the share of trade in the U.S. economy has grown. Not sur-
prisingly, concerns have been voiced that greater international
trade may be responsible for greater inequality in the wage dis-
tribution.
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Such concerns are plausible and are consistent with economic
theory. Skilled labor is relatively abundant in the U.S. economy.
According to theory, when the United States trades with economies
in which unskilled labor is relatively abundant, we will tend to ex-
port products requiring skilled labor and import products using un-
skilled labor. The relative prices of skill-intensive goods will there-
fore rise in the United States, and U.S. production will expand in
export industries and contract in industries that compete with im-
ports. Demand for skilled labor will rise, while demand for un-
skilled labor falls. These changes in labor demand will raise the
wages of skilled workers relative to those of unskilled workers.
Thus, on a priori grounds, one might expect an expansion of trade
with developing countries to lead to greater wage inequality in the
United States.

Despite the plausibility of the theoretical argument, however,
several studies find that it is difficult to discern any substantial
impact of trade on wage inequality. Economists have posited a sys-
tematic relationship between the relative prices of goods and the
relative returns to factors of production. If increased trade with de-
veloping countries were the cause of growing wage inequality, the
relative prices of goods that use highly skilled labor would be rising
relative to those of goods that use unskilled labor. However, one
study has found no evidence that the relative price of skill-inten-
sive goods has risen in the United States. Indeed, it is difficult to
find any evidence of the changes in relative prices that would be
required for changes in trade patterns to have altered the relative
returns to different types of labor.

Similarly, if increased trade were responsible for increased wage
inequality, the growth in wage differentials would lead firms in all
sectors to substitute unskilled labor for skilled labor. Instead, stud-
ies find that virtually all manufacturing industries have increased
their relative use of skilled labor despite growing wage differen-
tials. Rising wage differentials along with greater use of skilled
labor suggests that demand for skilled labor has been rising broad-
ly in the economy. As expected, these wage differentials have led
to an upgrading of skills in the work force, allowing firms to meet
their rising demand for skilled labor.

Taken together, this evidence (little change in relative prices,
and economy-wide increases in the demand for skilled labor) sug-
gests that growing demand for skilled labor has resulted from
widespread changes within industries rather than from changes in
the structure of production engendered by greater trade. The pre-
ponderance of evidence indicates that the primary sources of grow-
ing wage inequality are domestic rather than foreign. As discussed
in Chapter 3, the sources of wage inequality are difficult to pin-
point, but to the extent that growing inequality can be explained,
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technical change has been offered as the leading candidate. In-
creased trade with developing countries may have reinforced some
of the changes in wages caused by technological change, but careful
studies have failed to discern a sizable impact of trade on wage in-
equality.

Two explanations of this finding have been offered. First, al-
though trade with developing countries has been growing, most
U.S. trade—about 60 percent—still involves other industrialized
countries whose skill levels and wages are similar to those in the
United States. Second, while trade is a growing part of the U.S.
economy, it remains a relatively small part. Only extremely large
changes in the composition of trade could have a discernable im-
pact on wages and wage disparity in the U.S. economy.

Nonetheless, the expansion of trade will inevitably disadvantage
some workers in the short run. One goal of Administration policy,
as described in Chapter 3, is to facilitate the adjustment of the
labor force to changing economic circumstances whatever the puta-
tive source of change. It is by recognizing both the opportunities
and the challenges presented by the changing global economy that
the Administration seeks to achieve a productive and stable basis
for U.S. engagement in the world economy.

THE ADMINISTRATION'S TRADE INITIATIVES

The Clinton Administration supports the goal of freer trade on
a reciprocal basis. In pursuit of that goal, the Administration is
dedicated to working with the private sector and its trading part-
ners to open foreign markets through bilateral, regional, and multi-
lateral trade agreements. At the same time, the Administration be-
lieves that trade policy should complement, not substitute for,
domestic policies to enhance the global competitiveness of Amer-
ican companies and their workers and to make the United States
an attractive production location for both domestic and foreign
firms.

DOMESTIC INITIATIVES: THE NATIONAL EXPORT
STRATEGY

The Administration's trade policy begins at home with an activist
commitment to promote American exports both by reducing domes-
tic barriers to them and by improving the efficiency of our export
promotion programs. Working within the interagency Trade Pro-
motion Coordinating Committee, created by the Congress to reduce
the fragmentation of our export promotion programs, the Adminis-
tration unveiled a new National Export Strategy in September
1993. This strategy reflected six underlying themes: streamlining
and combining functions across agencies, allocating resources stra-

214
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



tegically, involving the private sector and State and local govern-
ments, effectively advocating the interests of U.S. exporters abroad,
measuring performance, and reducing export controls (restrictions
on exports to meet national security, antiproliferation, or foreign
policy objectives). Among the actions to be undertaken immediately
are:

• Revising outmoded export controls on high-technology prod-
ucts. The specific technical revisions are expected to reduce
regulation significantly on an estimated $35 billion worth of
high-technology exports. For example, export restrictions that
previously affected sales of even some personal computers to
many foreign markets have been relaxed.

• Consolidating all Federal export promotion services in one lo-
cation to facilitate "one-stop shopping." Initially, four centers
will be created; more will be added until a national network
has been created.

• Providing high-level government advocacy on behalf of U.S.
firms pursuing major foreign government procurement oppor-
tunities through an interagency "Advocacy Network" and an
"Advocacy Center" located in the Department of Commerce.

• Improving our export finance programs by combating the "tied
aid" practices of other nations, increasing the limits on insur-
ance guarantees by the Overseas Private Investment Corpora-
tion, broadening assistance to U.S. companies seeking to par-
ticipate in activities funded by the multilateral development
banks (such as the World Bank), and combining into one agen-
cy the infrastructure feasibility funds that are the seed money
for U.S. firms' participation in major infrastructure projects
abroad.

Taken together, the actions outlined in the National Export
Strategy are expected to increase both the responsiveness and the
efficiency of export promotion efforts.

BILATERAL NEGOTIATIONS
Along with these unilateral actions, the Administration has en-

gaged numerous foreign countries in bilateral trade talks. The most
prominent of these efforts has been with Japan.
The U.S.-Japan Framework Talks

Japan presents a special case for the United States. Japan is the
world's second-largest economy, after the United States, and our
second-largest trading partner, after Canada. And it is with Japan
that the United States maintains its largest bilateral merchandise
trade imbalance: a deficit of $49.6 billion in 1992 (Table 6-4). (In
the same year, we enjoyed a $13.3 billion surplus with Japan in
services trade.) Japan's large surplus with the United States is an
important part of its large global current account surplus (the cur-
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rent account is a broader measure of trade that includes both goods
and services), which stood at $118 billion in 1992.

TABLE 6-4.—U.S. Merchandise Trade Balances with
Selected Countries, 1987-92

[Billions of dollars]

Year

1987

1988

1989

1990

1991

1992

European
Community

-20.6

-9 .2

1.2

6.3

17.0

9.0

Japan

-56.3

-51.8

-49 .1

-41.1

-43.4

-49.6

"Greater China"

Total

-25.9

-20.6

-22.6

-24.4

-23.7

-28.4

People's
Republic of

China

-2 .8

-3 .5

-6 .2

-10.4

-12.7

-18.3

Hong Kong

-5 .9

-4 .6

-3 .4

-2 .8

-1 .1

-0 .7

Taiwan

-17.2

-12.6

-13 .0

-11.2

-9 .8

-9 .3

Rest of
world

-49.3

-36.9

-38 .9

-42.5

-16.6

-15.5

Note.—Exports are f a s . and imports are customs value.
China, Hong Kong, and Taiwan have been grouped together as "Greater China" for analytical convenience.
Detail may not add to totals due to rounding.
Source: Department of Commerce, Bureau of the Census.

Moreover, certain of Japan's trade patterns appear to differ from
those of other major industrial countries. Japan has an unusually
low share of manufactured imports in domestic consumption, an
unusually low share of intraindustry trade, an unusually small
stock of inward foreign direct investment, an unusually small share
of domestic sales accounted for by foreign-owned firms, and an un-
usually high share of intrafirm trade, which is predominantly con-
trolled, moreover, by Japanese rather than foreign-based firms.

Manufactured imports play a relatively small role in the Japa-
nese economy, with the share of manufactured imports in consump-
tion less than half that of the other major industrialized countries
(Table 6-5). And while this measure has risen considerably in the
other countries, it has remained relatively unchanged in Japan for
20 years.

TABLE 6-5.—Selected Trade Indicators for Six Industrialized Countries,
1990

Indicator Japan United
States Germany United

Kingdom France Italy

Import share of domestic consumption of
manufactures (percent)

Intraindustry trade index

Foreign firms' share of domestic sales (percent)

5.9

.58

1.2

15.3

.83

16.4

15.4

.73

14.0

17.7

.79

124.1

13.7

.77

28.4

12.6

.67

1 Data for 1989.
2 Not available.
Note.—Intra-European Community trade has been excluded from the intraindustry trade and import share calculations.
Sources: Institute for International Economics; United Nations, Commodity Trade Statistics Division; World Bank; and

Department of Commerce.
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Another interesting aspect of Japan's trade pattern is its rel-
atively low level of intraindustry trade—trade in differentiated
manufactures within a given industry. (One common example is
trade in different makes and models of automobiles.) As economies
develop and the demands of firms and consumers become more
complex, individual firms become less able to produce the vastly
broader range of products required to satisfy all demands.
Intraindustry trade then increases, as firms penetrate each others'
domestic markets to supply those particular products in which they
specialize. Intraindustry trade, it is sometimes argued, is of par-
ticular importance because the adjustment costs associated with an
expansion of intraindustry trade are thought to be lower than for
a comparable expansion of interindustry trade—import-competing
firms can retool and specialize rather than disappear. If this is so,
expansion of intraindustry trade should be more compatible with
trade liberalization.

Japan also exhibits an unusually high share of intrafirm trade.
Intrafirm trade is important both as a major channel of trade and
because intracorporate transactions may be less responsive to nor-
mal price and cost determinants than are arm's-length trans-
actions.

This issue is of considerable interest with regard to Japan be-
cause of Japan's unusual pattern of intrafirm trade. For most coun-
tries, intrafirm trade is dominated by shipments from parent firms
to their foreign affiliates. That is to say, intrafirm trade is export-
oriented. Japan is unusual in that Japanese parents dominate
trade in both exports and imports. Some researchers have attrib-
uted this dominance to the prominent role of giant trading compa-
nies and keiretsu relationships in Japanese trade and argue that
this pattern of trade is consistent with imperfectly competitive Jap-
anese domestic markets. (Keiretsu are large groups of Japanese
firms that share financial, production, personnel, and other link-
ages.)

Table 6-6 reports data on U.S. bilateral trade with Europe and
Japan. Intrafirm trade is a more important part of U.S.-Japan
trade than of U.S.-Europe trade. Three-quarters of all U.S. imports
from Japan are intrafirm (compared with less than 50 percent for
trade with Western Europe), and 36 percent of U.S. exports to
Japan are intrafirm (compared with 32 percent for Western Eu-
rope).

Japanese markets are not completely closed. Indeed, some U.S.
firms excel in Japan. On the whole, however, the role of foreign
firms and foreign goods is strikingly small (Table 6-5).

Explanations of Japan's apparent distinctiveness fall into two
broad groups, one emphasizing direct trade and industrial policy
interventions and the other emphasizing structural characteristics
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TABLE 6-6.—Intrafirm Trade as Share of Total U.S. Exports to and
Imports from Europe and Japan, 1992

[Percent of total]

U.S. imports
Region to from

region

Europe 32.4 46.3

Japan 36.2 75.0

World total 30.6 45.0

Note.—Intrafirm trade is defined as merchandise trade between "related parties" (that is, between affiliates of the same
firm).

Source: Department of Commerce, Bureau of the Census.

of the economy. Domestic industrial support policies in Japan have
included subsidies to producers and to research and development
consortia, preferential tax treatment, preferential access to credit,
government procurement preferences, establishment of producer
cartels, and lax antitrust enforcement. External policies have in-
cluded trade protection, restrictions on inward foreign direct invest-
ment, and control over high-technology trade. These policies have
been applied to both infant and senescent industries.

With a few notable exceptions, including agriculture, Japanese
tariffs and import quotas are not significant trade barriers. Yet Ja-
pan's market is regarded by many as effectively closed to imports
of many foreign manufactures, especially those that directly com-
pete with Japanese goods. Structural barriers alleged to deter im-
ports include reliance on bureaucratic control to ensure product
safety; domestic cartels, discriminatory pr-ctices by the keiretsu,
and weak enforcement of competition policies; inadequate intellec-
tual property protection; government procurement procedures that
favor domestic suppliers; imperfect capital markets that inhibit in-
ward foreign investment; and impediments in the distribution
channels for imported products—to name a few.

Estimating the impact of the mostly overt barriers to trade in
primary products is relatively straightforward. One recent study
concluded that complete elimination of all agricultural trade bar-
riers in Japan might increase the incomes of U.S. producers by 28
percent of the value of bilateral agricultural exports. This would
occur through a combination of higher export volumes to Japan and
higher prices on exports to all markets. Comparable figures for po-
tential gains in minerals and, importantly, services, are not avail-
able.

What attracts the most attention, however, is the potential gain
in manufactures. And here the story is far more controversial be-
cause the subtle nature of Japan's trade barriers poses difficult
problems for economists trying to assess their impact. In con-
sequence, researchers have eschewed direct measurement of these
barriers and focused instead on inferring their impact indirectly by
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examining differences in predicted and actual trade volumes. These
studies have been virtually unanimous in their conclusion that Ja-
pan's low volume of manufactured imports cannot be entirely ex-
plained by economic fundamentals.

In addition to examining quantities, one can look at prices. If
markets were really open, traded goods should sell at "inter-
national prices" adjusted for transport costs. A number of studies
have concluded that traded-goods prices are far higher in Japan
than in other countries. Among these surveys were two involving
exact brand and model comparisons conducted by the Department
of Commerce and the Japanese Ministry of International Trade and
Industry as part of the Structural Impediments Initiative talks.
The 1991 survey found that two-thirds of the products covered
were on average 37 percent more expensive in Japan than in the
United States; the 1989 survey obtained quantitatively similar re-
sults. Additional evidence comes from Japanese researchers who
used Japan's input-output table to calculate the tariff-equivalents
of Japanese nontariff barriers. In some sectors they discovered tar-
iff-equivalents of 500 percent and higher.

The question naturally arises as to why these price differences
are not eliminated through arbitrage. Such large price differentials
could perhaps be dismissed as the product of exchange-rate mis-
alignment, were they temporary, but their persistence suggests
that they are the product of market closure. Indeed, one recent
study concluded that Japanese manufactured imports might in-
crease by more than 20 percent if the price differentials were elimi-
nated.

These studies, which extrapolate well beyond the historical expe-
rience and are therefore unavoidably imprecise, have reached a va-
riety of conclusions as to the importance of economic policy in de-
termining Japanese trade patterns. The preponderance of evidence,
however, points to the closed nature of the Japanese market. Ac-
cording to one recent comprehensive study, if Japan were to elimi-
nate all formal and informal barriers to trade, U.S. exports to
Japan would initially increase by somewhere in the range of $9 bil-
lion to $18 billion per year.

It should be made clear, however, that even if these barriers
were eliminated, the bilateral balance would not change by this full
amount: Japanese imports would increase initially, but the result-
ant depreciation of the yen and reallocation of resources would
boost Japanese exports and reduce Japanese imports, at least part-
ly offsetting the initial change in the balance. Moreover, liberaliza-
tion would occur over an extended period of time, making it poten-
tially difficult to disentangle changes in the balance due to liberal-
ization from those due to macroeconomic developments, even in ret-
rospect but this in no way diminishes the desirability of obtaining
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greater access to the Japanese market, though. With more-open
markets not only will American firms sell more but, because of the
exchange-rate adjustments, many American firms will receive more
for what they sell. Moreover, Japanese consumers will benefit—for
the same reasons that American consumers benefit—from opening
trade: Both will have access to a greater variety of goods at lower
prices. Open markets are a win-win situation in which both sides
gain.

The existence of such a large, technologically dynamic, and dis-
tinctive economy as Japan poses special trade problems for the
United States. Current U.S. policy centers around the United
States-Japan Framework for a New Economic Partnership, an-
nounced in July 1993. The Framework is the successor to the
1985-86 Market Oriented Sector Selective (MOSS) talks and the
SII talks already mentioned. The Framework document adopted at
the time of the 1993 Tokyo economic summit calls for macro-
economic, sectoral, and structural reforms and cooperation on glob-
al issues of common interest such as the environment. In particu-
lar, Japan committed itself to "actively pursue the medium-run
objectives of promoting strong and sustainable domestic demand-
led growth...intended to achieve...a highly significant decrease in
its current account surplus...." Japan also committed to "promoting
a significant increase in global imports of goods and services." For
its part, the United States "will...actively pursue the medium-term
objectives of substantially reducing the fiscal deficit, promoting do-
mestic saving, and strengthening its international competitive-
ness."

The sectoral and structural parts of the talks are organized into
five baskets: government procurement, regulatory reform and com-
petitiveness, other major sectors (in the first instance, automobiles
and auto parts), economic harmonization, and implementation of
existing arrangements and measures. Topics under the government
procurement basket include Japanese procurement practices in
such sectors as computers, supercomputers, satellites, medical tech-
nology, and telecommunications, as well as overall government pro-
curement policies in both countries. Regulatory issues include poli-
cies and practices relating to financial services, insurance, com-
petition policy, retail and wholesale distribution, and U.S. export
competitiveness. Economic harmonization covers foreign direct in-
vestment, intellectual property rights, access to technology, and
long-term buyer-supplier relationships. The implementation basket
is concerned with carrying out existing agreements between the
two countries (including SII). The Framework agreement explicitly
states that the United States and Japan are committed to the mul-
tilateral trading system and that "benefits under this Framework
will be on a Most Favored Nation basis."
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The Framework represents a departure from previous negotia-
tions in two substantive ways. The first is the use of "objective cri-
teria" to assess progress. The Framework agreement states that
"assessment will be based upon sets of objective criteria, either
qualitative or quantitative or both as appropriate," on which the
two governments will agree. In this sense the negotiation is re-
sults-oriented, with both governments agreeing that "tangible
progress must be achieved." By establishing objective criteria,
progress can be independently verified, allowing negotiators to
agree on those areas where problems have successfully been re-
solved and to focus on those where progress is lacking.

The other innovation of the Framework talks is procedural: By
explicitly incorporating biannual meetings between the President of
the United States and the Prime Minister of Japan, the Framework
dramatically raises the political profile of the negotiations. The
hope is that this will significantly increase the pressure on policy-
makers to make steady progress on resolving outstanding issues.
Trade with China

China is also an important focus of U.S. trade policy because of
its size, its reforming economy, and its large trade surplus with the
United States, which reached $18.3 billion in 1992.

It is misleading to focus exclusively on China's bilateral balance
with the United States. Table 6-4 reports trade balances for China,
Taiwan, and Hong Kong and aggregates them as "Greater China."
It becomes apparent that the increase in the U.S. deficit with
China has been largely offset by declines in the U.S. deficits with
Taiwan and Hong Kong. These developments are the result of large
realignments in exchange rates since the late 1980s that have en-
couraged firms to relocate labor-intensive activities, such as the
production of shoes, garments, and toys, from Hong Kong and Tai-
wan to China, where wage rates are lower. In other words, the
growing U.S.-China trade imbalance represents in part a geo-
graphic reallocation of production, not a fundamental change in
U.S. trade relations.

With regard to China, U.S. trade policy centers on prison labor
and workers' rights, intellectual property rights, market access,
textiles, services, and the issue of China's most-favored-nation
(MFN) status. In the area of intellectual property rights, the Unit-
ed States and China signed a memorandum of understanding in
January 1992. China agreed to provide product patent protection
beginning January 1, 1993, and to adhere to international conven-
tions on the protection of copyrights. A process has been estab-
lished to enforce the memorandum, although there has been little
actual progress on enforcement thus far.

In October 1992 the United States and China signed a market
access agreement, under which China committed itself to increase
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the transparency of its trade regime, to remove import restrictions
such as licensing requirements and quotas from hundreds of prod-
ucts, and to liberalize its import administration substantially. The
United States agreed to liberalize restrictions that limit Chinese
access to technology, providing greater opportunities for U.S. pro-
ducers. China is largely in compliance with the market access
agreement, although some issues remain unresolved with respect
to transparency, quotas, and agricultural trade. The Administra-
tion is continuing to push for greater access in these areas, as well
as for better access to the Chinese market for U.S. providers of fi-
nancial, maritime, and air transport services.

A memorandum of understanding on exports to the United
States produced by prison labor was concluded in 1992 and pro-
vides for prison inspections. China has begun to allow U.S. officials
access to prisons to investigate allegations, and there has been a
decline in such allegations since the memorandum was signed.
China continues to be denied coverage under investment guaran-
tees of the Overseas Private Investment Corporation, however.
Coverage was suspended in 1990 on the grounds that China was
not taking steps to extend internationally recognized workers'
rights to its citizens.

In the case of textiles, conflicts have arisen over China's short-
comings in implementing the terms of the Multi-Fiber Arrange-
ment, which regulates trade in textiles and apparel. Chinese pro-
ducers have at times resorted to fraudulent practices to evade re-
strictions on Chinese exports of textiles and apparel to the United
States. The most common technique has been to ship goods pro-
duced in China to third countries, and from there reexport them to
the United States under the third countries' quotas. In January
1994 the United States and China reached a new agreement on
this issue. In the long run, the transshipment problem can be
solved through China's entry into GATT and the tariffication of the
U.S. import control system as envisioned in the Uruguay Round
agreement (discussed below). In the meantime, however, the Unit-
ed States will continue its two-track policy of negotiations with the
Chinese government combined with criminal prosecutions for cus-
toms fraud.

The last major remaining U.S.-China issue is the annual renewal
of China's MFN status. Under the terms of the Jackson-Vanik
Amendment to the Trade Act of 1974, MFN status can be extended
to nonmarket economies only if the President grants a waiver cer-
tifying that the country does not impede emigration. (The law was
originally designed to encourage the Soviet Union to permit the
emigration of Soviet Jews.) China first gained MFN status in the
U.S. market in 1980, and renewal was routine until the Tiananmen
Square incident in 1989. Since then, renewal of China's MFN sta-

222
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



tus has become increasingly controversial, with renewal in 1994
tied explicitly to human rights improvements.

In each trade area, the Administration is carefully monitoring
Chinese implementation of the bilateral agreements and will use
all means at its disposal to ensure compliance. Successful imple-
mentation will lay the foundation for Chinese accession to GATT
and a far closer economic relationship between the United States
and China.

Trade and the Reform Process in the Former Socialist Bloc
Another crucial focus of the Administration's foreign economic

policy is support of the reform process in the countries of central
and eastern Europe and the former Soviet Union, especially Russia.
Never before has a country of Russia's size and influence (with a
population of 150 million, a large conventional military presence,
and nuclear weapons) attempted such a rapid metamorphosis. Be-
cause of the immediate implications of Russian economic reform for
world peace, world economic growth, and the U.S. economy, the
President has made support of the reforms one of his top foreign
policy objectives. This involves both providing assistance to domes-
tic reforms and facilitating the integration of Russia into the world
trading system.

Most of the fundamental issues in economic reform—including
liberalization (the freeing of prices), privatization (the transfer of
ownership to private entities), and stabilization (the reduction of
inflation and the budget deficit)—are essentially Russia's domestic
policy decisions. Nevertheless, outside organizations including the
International Monetary Fund, the World Bank, the Group of Seven
(G-7), and the U.S. Government have important roles to play. In-
deed, along with its G—7 partners, the United States has been ac-
tively assisting the cause of economic reform in Russia. In April
1993 the G-7 pledged $15 billion of debt rescheduling and $28.4
billion in other assistance. By the end of November over half of this
total had been approved.

Economic assistance packages such as the one presented in
Tokyo constitute a significant source of finance for reform policies.
But Russian exports to the West represent another, perhaps even
more important, source of hard-currency revenues. Because the
trade patterns of Russia and the other transitional economies were
formerly based on arbitrary central planning decisions, not market
forces, these countries have encountered difficulties in establishing
normal commercial relations with other countries. The transition to
a market economy has involved dramatic changes in both the prod-
uct content and geographical composition of trading patterns. After
most of these changes have been effected, Russia may be a sub-
stantial participant in world trade. Russia's share of U.S. trade is
quite small (0.4 percent of total U.S. trade), but one study found
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that if the states of the former Soviet Union were like typical in-
dustrial economies, their share of world exports would eventually
rise to over 10 percent, from around 4 percent in 1988. Through the
first 9 months of 1993, Russia's two most important exports to the
United States were aluminum ($326 million) and crude oil ($131
million), which together accounted for more than 40 percent of the
total.

Expanding trade with economies in transition from socialism
raises special problems for the application of U.S. antidumping
laws, which divide the world into market and nonmarket economies
(NMEs), with separate methodologies for assessing dumping speci-
fied for each. (Russia, for example, is classified as an NME.) For
market economies, dumping is determined to have occurred when
a foreign producer charges lower prices in the U.S. than in its
home market (or, alternatively, prices below its costs in the home
market). In the case of NMEs, since neither prices nor input costs
are market determined, they are not used in dumping investiga-
tions. Instead, U.S. law instructs the Commerce Department to
construct cost estimates based on costs in a "surrogate" country at
a similar stage of development. In practice, the surrogates are often
at quite dissimilar stages of development, thus potentially tilting
the calculation toward finding large dumping margins. For exam-
ple, the Department of Commerce has used Swiss, Canadian,
Dutch, French, German, and Japanese producers as surrogates for
Chinese firms in antidumping petitions. Perhaps the best known
example, however, is that of Polish golf carts, described in Box 6—
2.

Box 6-2.—The Case of the Polish Golf Carts
In the mid-1970s an antidumping petition was filed against

Polish electric golf carts* Because Poland was an NME that
had no golf courses and therefore little domestic demand for
golf carts, the U.S. authorities rightly concluded that it was
impossible to compare the prices at which the carts were sold
in the United States with prices in Poland. Instead, the au-
thorities employed a surrogate-country approach: they at-
tempted to estimate what golf carts cost in a country similar
to Poland. Canada was chosen. Unfortunately, Canada didn't
produce golf carts either, so the final determination was based
on an estimate of what golf carts would have cost in Canada—
if Canada had actually produced them.

Reclassification of NMEs such as Russia as market economies
would not necessarily solve the problem, however, since they would
then become subject to U.S. countervailing duty law at a time
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when their subsidies to state-owned producers remain sizable. As
a result, either the market or the nonmarket methodology may im-
pede imports from economies in transition.

This situation is particularly problematic since allowing Russia
and other economies in transition to export the goods in which they
have comparative advantage benefits both these economies (which
obtain valuable hard-currency revenues as well as experience in
world markets) and Western nations (which obtain goods produced
relatively more efficiently than they can be produced in the West).
Open market access is therefore a positive-sum means of encourag-
ing the reform process.

REGIONAL INITIATIVES
Some issues cannot be handled on a bilateral basis, and the Ad-

ministration has been deeply engaged in a number of regional ef-
forts. The most prominent of these has been the North American
Free Trade Agreement, which will solidify the ongoing reforms in
Mexico and help expand U.S.-Mexican trade.
The North American Free Trade Agreement

In November 1993 the Congress ratified the North American
Free Trade Agreement, which went into effect on January 1, 1994.
NAFTA creates a free-trade area of 370 million consumers and over
$6.5 trillion of annual output, linking the United States to Canada
and Mexico, our largest and third-largest trading partners. Build-
ing on the earlier United States-Canada Free-Trade Agreement,
NAFTA will contribute to productive efficiency, enhance the ability
of North American producers to compete globally, and raise the
standard of living of all three countries. By improving the invest-
ment climate in North America, and by providing innovative com-
panies with a larger market, NAFTA will also increase economic
growth.

NAFTA will help reinforce the market reforms already under
way in Mexico (Box 6-3). Mexico's reforms have raised its rate of
economic growth, making it an increasingly important export mar-
ket for the United States. A stable and prosperous Mexico is impor-
tant to the United States for both economic and geopolitical rea-
sons. The United States shares a border roughly 2,000 miles long
with Mexico; and as economic opportunities in Mexico improve,
Mexican workers will have fewer incentives to migrate to the Unit-
ed States. NAFTA will help forge a lasting relationship between
the two countries, based on open trade and cooperation.

In addition to dismantling trade barriers in industrial goods,
NAFTA includes agreements on services, investment, intellectual
property rights, agriculture, and strengthening of trade rules.
There are also side agreements on labor adjustment provisions,
protection of the environment, and import surges.
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Box 6-3.—Mexican Economic Reforms
Mexico is one of the outstanding economic success stories of

the last decade. After the debt crisis of 1982, the Mexican gov-
ernment began a broad program of economic reform, which has
continued through the early 1990s. Fiscal policy changes,
which moved the primary budget (that is, excluding interest
payments) from a deficit of about 7 percent of GDP in 1982 to
a sustained surplus, were the first step. More-fundamental re-
form began in December 1987 when the Mexican government
implemented a concerted program that combined macro-
economic stabilization with microeconomic liberalization.

Stabilization efforts in 1989-91 were pursued through a fis-
cal policy of tight spending controls and tax reform that broad-
ened the tax base and lowered tax rates, while maintaining a
roughly stable level of revenue. Monetary and exchange-rate
policies were combined to reduce inflation while preventing
large exchange-rate movements. Finally, incomes policies were
used to reduce expectations of inflation and any inflationary
inertia.

The microeconomic reforms were sweeping. More than 80
percent of the 1,155 public sector enterprises in existence in
1982 have already been privatized or liquidated. Privatization
has enhanced microeconomic efficiency and reduced the fiscal
demands imposed by badly run state-owned enterprises. In ad-
dition, Mexico joined GATT in 1986. Tariffs were cut sharply
and many nontariff barriers to trade, such as quotas and im-
port licenses, were removed. Finally, a renegotiation and re-
structuring of Mexico's external debt eased its debt burden and
greatly reduced the uncertainty associated with debt service.

The results of these reforms have been impressive. Inflation
fell from approximately 160 percent in 1987 to 12 percent in
1992. At the same time, real GDP growth rose from -3.8 per-
cent in 1986 to 4.5 percent in 1990 before slowing somewhat
to 2.6 percent in 1992. The recent passage of NAFTA should
strengthen the reform effort in Mexico and make a positive
contribution to its economic performance in the future.

NAFTA and Industrial Trade. As a result of NAFTA, existing du-
ties on most goods from member countries either were eliminated
on January 1, 1994, or will be phased out in 5 or 10 years (for cer-
tain sensitive items, up to 15 years). Among those industrial goods
for which trade is now tariff-free are computers, medical equip-
ment, agricultural equipment, internal combustion engines, and
telephone switches, all of which previously faced tariffs of 10 per-
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cent or more in the Mexican market. Approximately 65 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 and import licenses that are not essential for such purposes
as protecting human health.

NAFTA and Services Trade. NAFTA will allow U.S. service firms
to provide their services directly from the United States on a non-
discriminatory basis, with any exceptions clearly spelled out. For
investors, NAFTA assures nondiscriminatory treatment: Americans
will generally be able to establish, acquire, and operate firms on
the same basis as Mexicans in Mexico and Canadians in Canada.
NAFTA also protects U.S. investors against restrictions on their re-
patriation of capital, profits, and royalties, and against expropria-
tions without full compensation. Investors can seek monetary relief
from an international arbitral panel for violation of their rights.

Virtually all types of inventions, including Pharmaceuticals and
agricultural chemicals, are protected under NAFTA provisions that
require patents to be granted for both products and processes de-
veloped by firms in member countries. The agreement also protects
copyrights for computer programs and databases, and rental rights
for computer programs and sound recordings. Service marks and
trade secrets are also covered, along with integrated circuit masks
both directly and as components of other products.

NAFTA and Agricultural Trade. NAFTA will virtually eliminate
barriers to trade in agricultural commodities between the United
States and Mexico over a 15-year period. All restrictions on prod-
ucts representing about 50 percent of U.S.-Mexico agricultural
trade were lifted as soon as the agreement took effect. Products
such as frozen beef, strawberries, and cut flowers—all of which pre-
viously were subject to tariffs of 20 percent or more in the Mexican
market—now trade tariff-free. For the remaining products, the
phaseout will take between 5 and 15 years. The phaseout for most
tariffs imposed by the United States will simply involve an annual
reduction in the tariff rate.

In cases where the existing trade barrier is a nontariff barrier,
such as an import license or quota, the phaseout process is more
complicated. First, the license or quota will be replaced by a "tariff-
rate quota," allowing a limited quantity of the good to be imported
at a low (or zero) tariff rate, but charging a tariff for quantities
above the limit. Second, the tariff-rate quota will be phased out
gradually over a 10- to 15-year period by increasing the quantity
limit and/or reducing the tariff rate applied to imports above the
limit.

With respect to the other bilateral flows, U.S.-Canada trade lib-
eralization will continue as specified under the earlier free-trade
agreement, with tariffs on all agricultural goods eliminated by
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1998, while nontariff barriers on a few products (poultry, eggs,
dairy products, and sugar) are maintained. In a separate agree-
ment under NAFTA, Mexico and Canada will eliminate tariffs on
their bilateral trade (except for the four products listed above). All
three countries agreed to work for the elimination of agricultural
exports subsidies.

As a consequence of these changes under NAFTA, U.S.-Mexico
agricultural trade is expected to grow significantly. U.S. corn grow-
ers, for example, can expect to export more corn to Mexico, while
Mexican farmers can expect to export more fresh vegetables to the
Untied States.

NAFTA-Plus: The Side Agreements. The Clinton Administration
accepted NAFTA as negotiated by its predecessor, but argued that
more was needed. The result was the negotiation of three innova-
tive side agreements.

The North American Agreement on Labor Cooperation represents
the first attempt to manage the terms of the potential change in
labor markets brought about by an accord between the United
States and a trading partner. The agreement involves such issues
as restrictions on child labor, health and safety standards, and
minimum wages. The supplemental labor agreement was developed
around three fundamental principles: (1) enhanced collaboration,
cooperation, and information exchange among the three countries;
(2) increased efforts to make each country's labor laws and their
implementation explicit and highly visible; and (3) increased use of
effective mechanisms to encourage the enforcement of national
labor laws. The agreement establishes procedural mechanisms for
enforcement, including channels of public communication, ex-
changes of information, discussion of issues, and various levels of
consultations. If a solution cannot be reached, the agreement pro-
vides for binding arbitration and assessment of penalties. In addi-
tion to signing the labor side agreement, the Mexican government
has pledged to link increases in the Mexican minimum wage to
productivity increases. Moreover, the United States has retained
its right to use its domestic trade laws, such as Section 301 of the
1974 trade act, with respect to labor issues not covered under
NAFTA.

The North American Agreement on Environmental Cooperation
explicitly ensures our right to safeguard the environment. NAFTA
maintains all existing U.S. health, safety, and environmental
standards. It allows States and cities to enact even tougher stand-
ards, while providing mechanisms to encourage all parties to har-
monize their standards upward. The environmental side agreement
creates a new North American Commission on Environmental Co-
operation, with a Council made up of the three countries' top envi-
ronmental officials. The Commission will have a Secretariat with
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a permanent staff. There is a "layered" enforcement mechanism to
ensure that countries obey their own environmental laws. The
mechanism starts with "sunshine" provisions that guarantee public
participation in monitoring the enforcement of environmental laws.
Trade sanctions are then provided for, if other avenues are not suf-
ficient to resolve disputes. Besides the Commission, two new insti-
tutions will be established to fund and implement environmental
infrastructure projects along the U.S.-Mexican border.

The side agreement on import surges creates an early warning
mechanism to identify those sectors where explosive trade growth
may do significant harm to domestic industry. The side agreement
also establishes that, in the future, a working group can provide for
revisions in the treaty text based on the experience with the exist-
ing safeguard mechanisms.

During the transition period, safeguard relief is available in the
form of a temporary snapback to pre-NAFTA duties if an import
surge threatens serious injury to a domestic industry. And, unless
a NAFTA member's exports account for a substantial share of total
imports and contribute significantly to the injury or its threat,
these exports must be excluded from safeguard actions taken by
other members against imports from all countries.

Other NAFTA Issues. NAFTA preserves the right of each member
to retain its own contingent protection laws (such as antidumping
and countervailing duty laws), but in reviewing determination
under these laws, binational panels will replace domestic judicial
review (as in the case of the United States-Canada Free-Trade
Agreement). The panel will apply to domestic law of the importing
country, and its decision is final. Either the importing or the ex-
porting country may request a review of a panel's determination.

In other areas, such as intellectual property rights, dispute reso-
lution is layered. First, a country may request consultations, and
should these fail to resolve the dispute, it may call a meeting of the
Trade Commission, which will include Ministers from each country.
If the Commission is unable to resolve the dispute, it is submitted
to an arbitral panel which issues a report. If the panel upholds the
complaint, but the disputants are still unable to reach a resolution,
the complaining country is authorized to suspend benefits as appro-
priate.

The North American Development Bank (NADBank) was created
to address concerns about the environment and about worker dis-
location. It will serve as a major lending institution to finance, co-
ordinate, and implement environmental, infrastructure, and com-
munity development projects, both along the border and elsewhere,
related to continuing North American integration. NADBank will
be organized to invest specifically in the environmental, physical,
and social infrastructure that will be needed to bring about an up-
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ward convergence in environmental and social standards and prac-
tices between Mexico and the United States. In this way it will fa-
cilitate the adjustment of workers adversely impacted by NAFTA-
related trade liberalization. The bank will be capitalized to provide
$2 billion to $3 billion in loans and guarantees and will be able to
leverage additional private and public funds, to generate an esti-
mated total of $20 billion in project finance.

The Economic Impact of NAFTA. NAFTA may be the most thor-
oughly studied trade agreement in history. A review of the major
studies of NAFTA's economic impact indicates a broad consensus
on key points in the NAFTA debate: (1) All three NAFTA countries
gain from the agreement. (2) In the United States, labor will gain
from increased employment, increased wages, or both. (3) Increased
investment in Mexico will not come at the expense of investment
in the United States. The few studies reaching contrary conclusions
have been strongly criticized by academic and other professional
economists.

In a letter to the President, 286 academic economists, including
13 Nobel Prize winners, expressed their support for NAFTA, stat-
ing, "While we may not agree on the precise employment impact
of NAFTA, we do concur that the agreement will be a net positive
for the United States, both in terms of employment creation and
overall economic growth." Nineteen out of twenty studies surveyed
found that NAFTA would benefit the United States; the lone nega-
tive assessment was based on the unrealistic assumption that fac-
tories literally would be dismantled in the United States and
moved to Mexico.

It has been estimated that the agreement will increase export
employment in the United States by 200,000 jobs; on average Mexi-
can export-related jobs pay wages 12 percent higher than the na-
tional average. Moreover, studies of NAFTA have found that gains
would occur even among groups sometimes alleged to be adversely
affected. For example, it was found that union workers will benefit
from NAFTA because the growing sectors of U.S. exports to Mexico
are disproportionately unionized. Likewise, African-American work-
ers are more heavily concentrated in industries that export to Mex-
ico than in Mexican import-competing sectors. As a result, African-
Americans too may benefit disproportionately from the agreement.
Finally, by contributing to the creation of more and better jobs in
Mexico, NAFTA will discourage illegal immigration from Mexico to
the United States.

In summary, NAFTA is an epochal agreement, and its passage
was a triumph of facts over fear. It is the world's first free-trade
agreement between industrial and developing countries. Its side
agreements embody innovative ideas to deal with environmental
and labor issues. The best available evidence shows that NAFTA
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will create good, high-paying jobs for American workers. It will
strengthen the ability of U.S. firms to compete in the global mar-
ketplace. It will help the Mexican and Canadian economies as well,
providing a disincentive for illegal transborder migration and other
illegal activities. The Administration's trade policy can be described
as "export activism"—the United States will work actively to open
foreign markets, and in return we will keep our market open.
NAFTA is a key component of this activist strategy.
Asia-Pacific Economic Cooperation

The Asia-Pacific Economic Cooperation (APEC) was begun in
1989 to encourage economic cooperation among countries of the Pa-
cific region. In the past quarter-century, the United States' APEC
partners—Australia, Brunei, Canada, China, Hong Kong, Indo-
nesia, Japan, Malaysia, Mexico, New Zealand, Papua New Guinea,
the Philippines, the Republic of Korea, Singapore, Chinese Taipei
(Taiwan), and Thailand—have increased their combined share of
world income and trade by more than half (Box 6-4). These econo-
mies now account for more than half of all U.S. trade, or more than
triple U.S. trade with the European Union. Even if Canada and
Mexico are excluded from the calculation, U.S. trade with other
APEC countries is 76 percent greater than our trade with the EU
countries.

One consequence of this rapid growth is striking: as long as the
Asian countries grow faster than the United States, they will be-
come more important in our trade while we will become less impor-
tant in theirs. Therefore past trade strategies based on threats of
market closure are liable to become less and less effective.

This analysis suggests that, to achieve its trade policy goals in
the region, the United States will increasingly have to act in con-
cert with other countries rather than unilaterally. Thus it may be
desirable to begin establishing the appropriate institutional infra-
structure for cooperation now, and APEC is the leading candidate.
The United States held the rotating chairmanship of APEC in 1993
and hosted the annual Ministerial meeting in Seattle in November,
which was attended by economic policymakers from each of its
members. The President elevated the importance of APEC by
hosting the first-ever meeting of APEC leaders in Seattle.

At the APEC Ministerial meeting, a group of private individuals
previously commissioned by the APEC Ministers to serve as an
Eminent Persons Group presented its report. The report described
the threats to trade and investment in the region and rec-
ommended ways to promote regional trade liberalization and co-
operation. The Ministers indicated that those recommendations
closely linked to ongoing work in APEC should be implemented
promptly. These include recommendations to achieve a common set
of investment principles, harmonize standards, and create a mecha-
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Box 6-4.—The Asian "Miracle"
Per capita gross national product (GNP) in East Asia grew,

on average, by over 5 percent per year between 1965 and 1990.
During the same period, per capita GNP in the industrialized
countries that make up the Organization for Economic Co-
operation and Development (OECD) grew by less than 2.5 per-
cent per year. What explains this relatively rapid growth in
East Asia? A recent World Bank book argues that a major part
of the explanation is that the average OECD member was
much more technologically advanced than the average East
Asian country in 1965. By adopting and adapting techniques
from the industrial countries, the East Asian countries were
able to increase both productivity levels and per capita GNP at
a rapid pace.

This is undoubtedly true. But other countries that were poor
in 1965 did not grow as fast as the successful East Asian na-
tions. Why did East Asia experience faster growth? One key
factor is almost certainly the macroeconomic environment: in-
flation and budget deficits were kept relatively low, and na-
tional currencies were kept from becoming overvalued. Macro-
economic policies encouraged, or at least did not discourage,
high saving and investment rates as well as strong export
growth. Governments also emphasized education. The focus
was primarily on the quality of basic education, rather than on
higher education. As a result of these policies, East Asian
countries accumulated substantial physical and human capital,
which spurred relatively rapid growth in GNP per capita.

The impact of other, more interventionist policies on growth
in several East Asian countries remains a source of con-
troversy. Some government interventions in the market may
have improved economic performance, particularly when they
were not excessively distortionary, were administered com-
petently, were aimed at particular market imperfections, and
were adapted to meet changing circumstances*

The Asian countries are expected to account for increasing
shares of world income and trade. By 2000 it is likely that Asia
will have surpassed North America and Europe as the world's
largest economic zone. As its share of world income rises, so
will its share of world trade—the Asian share of U.S. trade is
projected to rise to 40 percent by the end of the decade.
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nism for resolving trade and investment disputes. Other rec-
ommendations, relating to deepening and broadening the Uruguay
Round of GATT, were singled out for additional study. The APEC
leaders instructed the Eminent Persons Group to elaborate on their
recommendations relating to longer term trade liberalization in a
report to be presented to the leaders in 1994 in Indonesia.

MULTILATERAL INITIATIVES: THE URUGUAY ROUND

The most far-reaching of the Administration's market-opening ef-
forts has been on a global scale: the Uruguay Round negotiations
of GATT, whose 116 participating countries account for approxi-
mately 85 percent of world trade. GATT was created after World
War II to reduce tariffs and remove nontariff barriers to inter-
national trade. In seven rounds of GATT-sponsored multilateral
trade negotiations (the Uruguay Round is the eighth), the member
countries have lowered tariffs and agreed on codes of conduct for
nontariff barriers.

In the Uruguay Round negotiations, effectively completed on De-
cember 15, 1993, the United States and other GATT members
agreed not only to lower tariffs on merchandise trade, but also to
integrate into GATT certain areas of trade and investment that
had not been subject to effective GATT discipline, including agri-
culture, textiles, trade in services, investment, and intellectual
property rights. The Uruguay Round also made progress in reform-
ing multilateral dispute settlement procedures and other multilat-
eral trade rules, including those dealing with nontariff measures.
The Congress is expected to ratify this agreement this year.

The stakes in the Uruguay Round negotiations were enormous.
In the short run, failure to complete the Round would have signifi-
cantly undermined business confidence around the globe and might
have contributed to the erosion of the open trading system. In the
long run, the successful completion of the Round will mean a major
boost to the world economy. Preliminary studies suggest that the
likely gains to the U.S. economy alone are more than $100 billion
but less than $200 billion annually by 2005 (Box 6-5). These effi-
ciency gains will manifest themselves in the form of more and bet-
ter jobs for American workers.

The Round achieved major reductions in trade barriers facing in-
dustrial products. Key provisions of the market access agreement
include the following:

• Tariffs imposed by major industrial countries are to be elimi-
nated, and those of many developing countries either elimi-
nated or sharply reduced, in the following areas: construction
equipment, agricultural equipment, medical equipment, steel,
beer, distilled spirits, Pharmaceuticals, paper, toys, and fur-
niture.
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Box 6-5.—The Economic Impact of the Uruguay Round
Even before the Uruguay Round was completed, researchers

were attempting to quantify its likely effects on the American
economy. Studies based on existing formal economic models
unanimously conclude that these effects will be beneficial. It is
quite likely that new studies incorporating some of the Round's
final accomplishments in such areas as intellectual property
protection will yield even larger estimates of benefits.

The Uruguay Round will increase American output because
the specialization encouraged by more-open markets will raise
productivity. As foreign markets open, we will produce more of
the goods that make use of the highly skilled, highly produc-
tive U.S. work force. Economic models offer a range of esti-
mates of the output gain from greater specialization. A recent
OECD study estimates those gains to be 0.4 percent of GDP for
the United States. But this is almost certainly a gross under*
estimate of the impact of the Round, because it ignored a host
of important factors, including gains from specialization within
the manufacturing sector. Another study by World Bank and
OECD economists estimates even smaller gains, but focuses on
agriculture. Studies that more adequately capture gains from
specialization suggest that the benefit to the U.S* economy is
likely to be approximately 1 percent of GDP after the Uruguay
Round tariff cuts are fully phased in.

Other important sources of benefit are not captured by the
existing models, which do not quantify the impact of trade lib-
eralization in services or enhanced protection of intellectual
property rights. In addition, higher productivity will result in
increased investment and innovation, providing an important
additional benefit. These additional gains are difficult to quan-
tify, but they are almost certainly sizable and may even exceed
the more easily quantified gains. The total gain 10 years after
implementation of the agreement begins is then likely to be
more than $100 billion but less than $200 billion annually.

Major U.S. trading partners agreed to deep tariff cuts, ranging
from 50 to 100 percent, on important electronics items includ-
ing semiconductors, computer parts, and semiconductor manu-
facturing equipment.
Tariffs of industrial and major developing countries on chemi-
cal products are to be harmonized at very low rates (zero, 5.5,
or 6.5 percent, according to product).
The agreement significantly increased access to markets rep-
resenting approximately 85 percent of world trade by reducing
tariffs on certain specific items of key interest to U.S. export-
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ers. Progress in textiles and apparel was particularly signifi-
cant. For decades, international trade in textiles and apparel
products has effectively been exempted from GATT rules. In-
stead, the Multi-Fiber Arrangement establishes a procedure for
limiting textile and apparel exports from developing to indus-
trial countries. Under the final Uruguay Round agreement,
products covered by the Multi-Fiber Arrangement will be free
of quotas after 10 years, and textiles will be integrated into
general GATT rules. Tariffs will be reduced as well.

Throughout the Uruguay Round negotiations, one of the most
contentious issues was agricultural trade liberalization. The final
agreement on agriculture strengthens the long-term rules for agri-
cultural trade and sharply limits national policies that distort that
trade. U.S. agricultural exports will benefit significantly from re-
ductions in foreign export subsidies and from market opening by
our trading partners.

The United States was successful in its effort to obtain meaning-
ful rules and explicit commitments to reduce export subsidies, cut
domestic subsidies, and increase market access. Agricultural export
subsidies and trade-distorting domestic farm subsidies are not only
to be reduced, but for the first time will be subject to explicit multi-
lateral disciplines. The United States also prevailed in establishing
the principle of comprehensive tariffication, which will lead to the
eventual removal of all import quotas and other nontariff import
barriers. Nontariff barriers will first be replaced by tariffs, ensur-
ing minimum or current access, and then these tariffs will gradu-
ally be reduced.

Progress in creating a more hospitable trading system for high-
technology products was achieved on two fronts. First, the United
States was able to win greater protection for intellectual property
rights, such as patents, copyrights, and trademarks. This is very
important for a diverse set of U.S. industries, including the elec-
tronics industry (where semiconductor masks will be protected), the
pharmaceutical industry (patents), and the communications indus-
try (protection of copyrights).

Second, the Uruguay Round agreement sets forth multilateral
rules governing subsidies. Because of the beneficial social spillovers
associated with research and development activities, government
support cannot and should not be ruled out altogether. The chal-
lenge for the multilateral trading system is to find rules that per-
mit governments to support innovations that benefit all nations
while precluding rent-shifting subsidies designed to benefit one na-
tion at the expense of others. The Uruguay Round agreement
makes progress in this respect by establishing clearer rules and
stronger disciplines in the subsidies area. It also makes
nonactionable certain subsidies relating to basic research, regional
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development, and environmental cleanup, provided they are subject
to conditions designed to limit their distorting effects.

Negotiators were able to agree on comprehensive GATT rules
governing trade and investment in services (the so-called General
Agreement on Trade in Services, or GATS), such as telecommuni-
cations, professional, and financial services. The agreement con-
tains a strong national-treatment provision: Member countries
must accord to service suppliers of other countries treatment no
less favorable than that accorded their own suppliers. GATS also
includes a market access provision that incorporates disciplines on
discriminatory measures that governments frequently impose to
limit competition. These measures include restrictions on the num-
ber of firms allowed into the market, "economic need" tests, and
mandatory local incorporation rules. Because of the breadth and
complexity of these issues, not as much progress was made as was
desirable. To realize additional progress, GATS establishes a proce-
dural framework for further negotiation.

The Uruguay Round negotiations also yielded systematic prohibi-
tions on trade-related investment measures. For example, the
agreement prohibits so-called local content requirements, which
force foreign firms to use a set amount of locally produced inputs
as a condition for investment. It also prohibits "trade balancing" re-
quirements, under which a foreign affiliate must export as much of
its production as it imports for use as inputs. These requirements
have bedeviled U.S. firms operating abroad in the past.

Lastly, the Uruguay Round agreement prohibits so-called vol-
untary export restraints and other, similar measures that are often
used as safeguards outside GATT rules. It also provides specific
time limits for the formation and operation of dispute settlement
panels and requires the automatic adoption of panel reports (except
in the case of unanimous veto). Previously, any country, including
the country against which the complaint was lodged, could effec-
tively block the implementation of a panel's decision. The new pro-
cedures will greatly expedite the resolution of international trade
disputes. The members of GATT agreed to establish a new multi-
lateral organization, to be called the World Trade Organization
(WTO), to enforce these new agreements.

In summary, the U.S. negotiators in the Uruguay Round were
successful in negotiating broad-ranging multilateral trade liberal-
ization. This was accomplished by reducing existing barriers and
bringing areas of trade that had been largely outside the GATT
system, such as agriculture, textiles, intellectual property, and
services, under the GATT rubric. At the same time, GATT proce-
dures have been strengthened to ensure that signatories meet their
obligations, without compromising our ability to implement our na-
tional trade or other laws (Box 6-6). The liberalization of global

236Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



trade resulting from these substantive and procedural achieve-
ments will raise real incomes in the United States by billions of
dollars annually in the coming years.

Box 6-6.—-The Uruguay Round and U.S. Trade Laws
The Uruguay Round final agreement contains a number of

provisions that will enhance dispute resolution and facilitate
better enforcement of U.S. rights. The agreement both moves
GATT procedures closer to U.S. laws and complements U.S.
laws for dealing with unfair foreign trade practices.

Section 301 of the Trade Act of 1974 provides the basis for
actions to enforce U.S, rights under trade agreements and to
respond to foreign practices that impede or restrict U.S. ex-
ports. When disputes arise in areas covered by GATT* Section
301 requires the United States to use GATT dispute resolution
procedures before undertaking unilateral action. The Uruguay
Round brings agriculture, textiles, and services under GATT
rules for the first time and enhances the speed and effective-
ness of GATT dispute resolution procedures. As a result, the
United States can now use GATT to accomplish objectives that
formerly required unilateral action. When disputes arise in
areas outside the GATT framework, the United States can still
use Section 301 to combat unfair foreign trade practices.

The Uruguay Round brings GATT closer to U.S. practices in
other areas. For example, in dealing with food safety measures,
the Uruguay Round agreement allows countries to choose their
own levels of safety but requires that each country's standards
have a scientific basis and not be used as disguised trade bar-
riers. Because U.S. laws already have a scientific basis, it is
unlikely that they will be susceptible to challenge. Other coun-
tries, however, have used food safety regulations in an arbi-
trary manner to block imports. The agreement adopts similar
provisions for dealing with technical barriers to trade, such as
so-called conformity assessment procedures (registration, in-
spection, and laboratory accreditation procedures, among oth-
ers) used to evaluate conformance with technical regulations.

Antidumping is another area in which the post-Uruguay
Round GATT will become more like U.S. trade laws. The Unit-
ed States has a transparent process for implementing its anti-
dumping laws. The Uruguay Round agreement will make for-
eign antidumping actions more transparent, which should help
U.S. exporters by improving the fairness of other countries'
antidumping procedures.
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THE TRADE POLICY AGENDA

By lowering tariffs and providing a framework for cooperation in
international trade, GATT has contributed significantly to a more
harmonious world trading regime. But new issues in trade policy
are coming to the fore as the world economy evolves. Among the
important new issues confronting GATT and the new WTO will be
issues relating to trade and the environment, competition policies,
and regionalism.

TRADE AND THE ENVIRONMENT

Trade and environmental issues have become intertwined in re-
cent years. Some accuse GATT of being hostile to the environment,
while others argue that some countries' environmental policies are
thinly veiled protectionism. In reality, protectionism often contrib-
utes to environmental degradation by encouraging inappropriate
patterns of production. An obvious example is agricultural protec-
tion, which stimulates agricultural production in poorly suited loca-
tions. Farmers in these areas overuse chemicals or exhaust scarce
water resources to compensate for their natural disadvantages,
thereby contributing to environmental degradation. Freer trade
would encourage more-appropriate patterns of production and im-
prove the environment even as it increased living standards.

Standard economic analysis suggests offsetting government ac-
tion when prices fail to reflect environmental costs (Chapter 5). But
trade restraints are rarely the best solution to environmental prob-
lems. If the environmental problem is limited to one country,
domestic policies, not trade protection, should be employed. If pol-
lution or other environmental problems spill across borders, inter-
national rules and cooperation will be necessary. But here again
trade protection will seldom be the most effective remedy.

Sometimes trade sanctions are used (or threatened) as a way to
enforce environmental agreements. For example, the 1987
Montreal Protocol, which seeks to reverse the depletion of the
upper-atmosphere ozone layer caused by the release of chloro-
fluorocarbons and other chemicals, requires trade actions against
countries that do not abide by the environmental standards in the
agreement. A second example is the Convention on International
Trade in Endangered Species of Wild Fauna and Flora (CITES),
which aims to protect endangered species of wildlife by restricting
and monitoring their trade.

During 1993, the possibility of using trade sanctions for environ-
mental purposes was raised, pursuant to a recommendation of
CITES, in the case of trade by China and Taiwan in rhinoceros and
tiger parts, and in regard to Norwegian whaling practices under
the Pelly Amendment to enforce the International Whaling Con-
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vention moratorium on whaling. In both cases, however, sanctions
were deferred.

The founders of GATT could not have foreseen the present im-
portance of environmental problems. Some headway in harmoniz-
ing trade and environmental concerns has already been made in
the environmental side agreement to NAFTA. And the preamble to
the agreement establishing the WTO recognizes the importance of
environmental concerns. The WTO negotiators have also agreed to
develop a work program on trade and the environment to ensure
the responsiveness of the multilateral trading system to environ-
mental objectives.

INTERNATIONAL TRADE AND COMPETITION POLICY

As tariff and nontariff barriers to trade fall and as national
economies become more integrated into the world trading system,
differences in national business practices and laws become more
important determinants of trade outcomes. Currently there are no
multilateral rules to redress possibly restrictive practices in the
way companies compete—such as price fixing, price discrimination,
and the preferential supplier and distributor relationships char-
acteristic of Japan's keiretsu. Many nations, including the United
States, rely on antitrust laws to prevent anticompetitive business
practices by domestic firms in their domestic market.

National antidumping laws are the most commonly used remedy
in such circumstances. But unlike domestic antitrust laws, which
generally increase competition and lower prices, national anti-
dumping laws sometimes reduce competition and raise prices. Both
in the United States and elsewhere, antidumping laws go beyond
preventing anticompetitive practices—which should be their ration-
ale—and often have the effect of protecting domestic industries
from foreign competition. For example, a recent study found that,
during the Reagan Administration, nontariff barriers including
antidumping actions probably reduced U.S. manufactured imports
by around a fifth—largely by discouraging foreign producers from
entering the U.S. market or by discouraging those that do export
here from lowering their prices.

If sound competition policies were present and effectively en-
forced in more nations, and if such laws were more easily enforce-
able against foreign misconduct, they could serve as the first line
of defense against restrictive business practices by both domestic
and foreign firms. The United States is currently pursuing this
goal through such bilateral mechanisms as antitrust cooperation
agreements.

Here NAFTA is a step in the right direction. The agreement com-
mits its signatories to cooperate in the area of competition law en-
forcement, and imposes discipline on certain government-des-
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ignated monopolies. It also establishes a trilateral committee to
consider the relationship between trade and competition policy in
the NAFTA countries. Some other free-trade areas have gone fur-
ther. For example, in the European Union and the Australia-New
Zealand Free Trade Area, antidumping laws do not apply to trade
among member countries, since this is considered internal trade,
subject to organization-wide competition policies.

Until there is greater convergence and international cooperation
in the enforcement of antitrust laws against cross-border conduct,
international disputes over unfair pricing between corporations of
different national origins will often continue to play out in one of
two ways: through the application of national competition laws,
with the continuing difficulties associated with their international
enforcement, or through the application of overly restrictive na-
tional trade laws. As part of the Uruguay Round, the WTO Council
for Trade in Goods will consider provisions on investment policy
and competition policy in the future. The OECD is also pursuing
a work program in this area.

REGIONALISM
Although there may be significant benefits to trade liberalization

on a regional basis, some nonmember countries could be hurt
through trade and investment diversion, as trade and investment
are preferentially shifted from them to the member countries. One
way to mitigate these concerns is for members of a free-trade area
to move toward a customs union whose common external tariff
would match the lowest tariff within the region prior to the forma-
tion of the customs union. Another possibility would be to open re-
gional arrangements to new members. It has also been suggested
that GATT rules be amended to allow compensation for
nonmembers hurt by regional liberalization agreements. These and
other proposals to deal with regional free-trade associations may
need to be discussed in GATT in order to preserve the benefits of
regional trade liberalization while addressing the concerns of out-
siders.

FOREIGN EXCHANGE MARKET
DEVELOPMENTS

The international value of the dollar, as measured by its trade-
weighted average exchange rate, rose by an astonishing 50 percent
between the end of 1980 and early 1985. By mid-1988, however,
the dollar had returned to its 1980 level, and since then it has con-
tinued on a slight downward trend, with much narrower fluctua-
tions than earlier in the 1980s. The large appreciation and subse-
quent depreciation of the dollar had a marked impact on the com-
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petitive position of U.S. firms. Had they been offset by differences
between the inflation rates of the United States and its trading
partners, these large swings in the value of the dollar would have
had no impact on our competitiveness. Inflation differentials, how-
ever, were much smaller than the exchange-rate swings. As a re-
sult, the dollar appreciated and then depreciated in both real and
nominal terms by roughly equal amounts.

Chart 6-3 shows indexes of the value of the dollar relative to the
currencies of our major trading partners. In addition to the nomi-
nal effective exchange rate, which does not adjust for inflation dif-
ferences, the chart shows two measures of the real effective ex-
change rate: one in which relative consumer prices are used for the
inflation adjustment, and one in which relative unit labor costs are
used. The chart clearly demonstrates the high correlation between
nominal and real exchange-rate movements since 1980. In addition,
the chart shows that relative unit labor costs in manufacturing
have declined sharply since their 1985 peak. Partly as a result,
U.S. manufacturing firms have become extremely competitive in
world markets.

Chart 6-3 Nominal and Real Effective Dollar Exchange Rates
The value of the dollar has been more stable in the 1990s than during the 1980s.

Index, 1985=100
120

110 ~

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993

Real effective Relative unit labor Nominal effective
exchange rate costs (manufacturing) exchange rate

Note: Indexes are based on units of foreign currency per U.S. dollar. A decline in any of the indexes indicates
falling relative costs and increasing competitiveness.
Source: International Monetary Fund.
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The dollar ended 1993 roughly where it began. After rising
sharply in the second half of 1992, it varied in a narrow range in
1993 (Chart 6-4). The relatively small movements in the dollar's
effective exchange rate masked considerable changes in the value
of the dollar relative to individual currencies, however. The U.S.
dollar rose relative to the Canadian dollar and most continental
European currencies but declined sharply relative to the yen.

Chart 6-4 Exchange Rates of the Dollar Against Selected Currencies
The dollar strengthened against the Canadian and German currencies after mid-1992
but weakened against the yen.
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Note: Indexes are based on units of foreign currency per U.S. dollar.
Source: International Monetary Fund.

The appreciation of the dollar relative to the European currencies
occurred despite low short-term and falling (until November) long-
term interest rates in the United States. Since low and falling in-
terest rates are frequently associated with currency depreciations,
this may at first appear puzzling. The decline in European interest
rates during 1993 explains the apparent puzzle.

The stability of the dollar and the cyclical behavior of the Japa-
nese and European economies are important in understanding the
likely impact of the President's deficit reduction package on the
U.S. current account. As Chapter 2 points out, deficit reduction is
generally associated with an increase in net exports. This expan-
sion in net exports provides a stimulus that partially offsets the
impact of spending cuts and tax increases on domestic demand.
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The weakness in the economies of our major trading partners has,
on the other hand, reduced demand for U.S. exports. Some of the
boost to export demand that can be expected to result from the def-
icit reduction package may therefore be delayed until economic ac-
tivity picks up in Europe and Japan. But by 1995 export demand
should begin to rise.

THE EUROPEAN MONETARY SYSTEM
The European Monetary System (EMS) was created in March

1979 to limit exchange-rate variability among the European cur-
rencies (Box 6-7). A majority of countries in the EMS agreed to
participate in the system's Exchange Rate Mechanism (ERM),
under which most member countries were required to maintain
their exchange rates within 2.25 percent of "central rates" between
their currency and each of the other members' currencies. When an
exchange rate between two members' currencies moves to the lim-
its of the band, both central banks are required to intervene to pre-
vent the exchange rate from moving outside the band. In the event
of irresistible pressure on a member country's exchange rate,
realignments of the country's central rate are permitted.

Inflation in most European economies declined by the mid-1980s,
moving toward the rates of Germany and the Netherlands. Coun-
tries concentrated on maintaining their parities with respect to the
deutsche mark, since Germany had for historical reasons estab-
lished an unwavering commitment to price stability. Increasingly,
then, the deutsche mark became the monetary anchor for the EMS.
By linking their monetary policies to German policy, other ERM
members brought their inflation rates down. French inflation, for
example, declined from over 10 percent at the start of the 1980s
to under 3 percent in 1992.

To some observers, the disinflation achieved within the EMS
highlights an important rationale for pegging exchange rates. An
alternative view holds that disinflation was not simply a product
of the EMS but was worldwide in scope. During the 1980s, for ex-
ample, inflation also declined in the United Kingdom, which did
not join the ERM until 1990, and in the United States and Canada.
So perhaps the relative stability of EMS parities in recent years
was as much the result as the cause of a convergence in inflation
rates.

Realignments took place relatively frequently in the first years
of the EMS but not thereafter. Between 1979 and 1987 there were
11 realignments; these tended to be small as well as frequent and
thereby occurred without major crises. After January 1987, essen-
tially no realignments took place until September 1992.
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Box 6-7.—Exchange-Rate Volatility and International Trade
Proponents of the ERM argue that stabilizing exchange rates

is important for expanding trade. Exchange-rate volatility,
they argue, is a source of uncertainty to firms engaging in
trade because it adds volatility to the domestic currency value
of future foreign currency transactions. Firms therefore face
greater uncertainty in revenues and profits from foreign sales
when exchange rates are more volatile. This added uncer-
tainty, it is claimed, discourages firms from engaging in trade
and from making the investments that support trade.

Such claims seem plausible, but they enjoy little empirical
support. The volume of U.S. trade did grow slightly faster be-
tween 1950 and 1971, when the dollar was fixed, than between
1973 and 1993, when the dollar floated. Relative to GDP, how-
ever, trade volumes grew more quickly in the second period. In
addition, studies that have examined the extent to which
greater exchange-rate volatility inhibits trade flows have gen-
erally failed to find a robust relationship. One possible expla-
nation is that financial markets provide firms with risk
management tools that can be used to hedge exchange-rate
movements. For example, a firm can buy currencies forward to
fix the domestic currency value of future payments. Whatever
the explanation, it is difficult to find empirical support for an
adverse impact of exchange-rate volatility on trade volumes.

THE EUROPEAN CURRENCIES IN TURMOIL
The EMS has experienced a series of crises since the summer of

1992. Germany adopted tight monetary policies in response to in-
flationary pressures that arose following German reunification in
1990. As a result, German short-term interest rates, which had
been rising since 1988, continued to rise, reaching nearly 10 per-
cent by the summer of 1992.

German policy, in turn, created a dilemma for other ERM partici-
pants. Maintaining fixed parities with the deutsche mark required
them to tighten monetary policy despite stagnating or declining
output, rising unemployment, and low rates of inflation.

When investors are free to choose among assets denominated in
different currencies, the rates of return they expect to receive for
comparable degrees of risk cannot vary too far from one currency
to another. Expected exchange-rate changes are important in deter-
mining expected rates of return on assets denominated in different
currencies. If, for example, investors expect the French franc to de-
preciate relative to the deutsche mark, they will move funds from
French franc deposits into deutsche mark deposits unless they are
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compensated by a higher franc interest rate. Thus interest rates on
franc-denominated assets would have to rise above the interest rate
on deutsche mark assets to prevent sustained flows of capital out
of franc assets and into deutsche mark assets.

Speculative pressures motivated by the possibility of a change in
parities precipitated a crisis in September 1992. In the United
Kingdom, where output had declined by more than 4 percent from
its previous peak and the unemployment rate had topped 10 per-
cent, pressure increased to realign or to drop out of the EMS so
that interest rates could be lowered. Finland and Sweden, although
not formal participants in the ERM, had been unilaterally main-
taining pegged exchange rates, and so faced similar dilemmas as
their economies went through deep and prolonged recessions. In
September 1992, Finland, the United Kingdom, and Italy decided
to allow their currencies to float, with the last two effectively leav-
ing the ERM. Sweden followed in November. Spain, Portugal, and
Ireland all devalued within the ERM between September 1992 and
January 1993.

A second crisis erupted in mid-July 1993, following additional
signs of growing slack in the European economies. Massive specula-
tive capital flows occurred. Belgium, Denmark, France, and Por-
tugal all raised interest rates and intervened heavily to defend
their currencies. Nonetheless, the Belgian franc, the French franc,
and the Danish krone dropped through their ERM floors. Selling
pressures on these currencies continued, and on August 2, 1993,
the countries participating in the ERM decided to widen the bands
around the (unchanged) central parities to ±15 percent (Chart 6-
5). (A separate agreement maintains bands of ±2.25 percent for the
deutsche mark and the Dutch guilder.) Since all currencies were
well within the wider bands, central banks were not obliged to in-
tervene and the speculative crisis stopped.

The wider bands allow the participating countries much greater
latitude to change interest rates independently. For the most part,
however, the authorities have not used this ability to push interest
rates down. Instead, they have sought to maintain relatively stable
exchange rates with the deutsche mark and have cut interest rates
only in parallel with Germany. By the end of 1993 the Belgian,
Danish, French, Portuguese, and Spanish currencies were within or
near the old ERM limits relative to the deutsche mark. The United
Kingdom aggressively cut interest rates after leaving the ERM in
September 1992.

THE MAASTRICHT TREATY ON ECONOMIC AND
MONETARY UNION

In the Maastricht Treaty of 1991, the members of the European
Community agreed to replace the EMS with an Economic and Mon-
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Chart 6-5 French Franc-Deutsche Mark Exchange Rates
Last summer's exchange-rate crisis precipitated a widening of the Exchange
Rate Mechanism's intervention bands.
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etary Union (EMU), a common currency, and a European Central
Bank overseeing a single monetary policy. Under the treaty,
progress toward EMU would take place in stages, with the final
stage—under which exchange rates are fixed irrevocably—coming
no later than 1999.

The treaty establishes conditions for implementing a common
currency and monetary policy (Box 6-8). As of late 1993, no coun-
try in the European Union met these conditions. With reunification
swelling its public sector deficit, even Germany failed to meet the
criteria.

The process of ratifying the Maastricht Treaty was completed in
1993, although the timing of full implementation will depend in
part on the achievement of the agreed conditions. In May 1993,
Danish voters reversed the outcome of the previous year's referen-
dum and accepted the treaty. The British House of Commons then
approved the treaty in July. The final steps in the ratification proc-
ess were completed when court challenges to the treaty failed in
July in the United Kingdom and in October in Germany. The
Maastricht Treaty entered into force on November 1, 1993, creating
the European Union.
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Box 6-8.—Criteria for Joining the Economic and Monetary
Union

Countries acceding to EMU must meet several strict criteria:
• The entering country's inflation rate must not exceed the

average of the lowest three members' rates by more than
1.5 percentage points.

• Its interest rate on long-term government bonds cannot
exceed those of the three lowest-inflation members by
more than 2 percentage points.

• The country's general-government budget deficit must
not exceed 3 percent of GDP, and outstanding govern-
ment debt must not exceed 60 percent of GDP.

• For at least 2 years, the country's currency must have
remained within its narrow ERM band without realign-
ment.

Shortly after completing the ratification process, the EU coun-
tries selected Frankfurt as the home of the new European Mone-
tary Institute, the forerunner of the European Central Bank. De-
spite their failure to complete the first stage (bringing all countries
within narrow ERM bands), the EU countries are proceeding with
the timetable set out in the Maastricht Treaty.

CONCLUSIONS

The year 1993 proved to be the most important year for Amer-
ican trade policy in half a century, thanks to developments that
vastly increased the prospects for free and open trade.

During the past year, the Administration completed two land-
mark negotiations. The first created a North American Free Trade
Area encompassing the United States, Canada, and Mexico. In
many respects this agreement is historically unprecedented: It is
the first free-trade agreement between industrialized and develop-
ing countries; it is the first trade agreement to incorporate environ-
mental provisions explicitly; and it contains technical innovations
in areas such as dispute settlement that may become models for
the global trade regime.

The Administration did not stop there, however. It also led a suc-
cessful conclusion of the Uruguay Round of GATT, the most far-
reaching global trade agreement in history. This agreement will re-
duce trade barriers, protect the legitimate interests of U.S. produc-
ers in areas such as intellectual property rights where none existed
before, and bring areas of trade such as agriculture and textiles
into the multilateral system for the first time.
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Besides bringing these endeavors to fruition, the Administration
launched several new trade initiatives and breathed new life into
some old ones. The Administration made major progress in estab-
lishing APEC as a prominent forum for advancing our interests in
the critical Asia-Pacific region. In addition, the United States
reached a new bilateral agreement with Japan. Complementing the
new international initiatives, the Administration also launched a
new National Export Strategy to promote American exports.

This Administration understands that expanding trade relations
are not only inevitable but critical to the future health of the U.S.
economy. It is determined to ensure that the growing interdepend-
ence with our trading partners brings benefits to the United States.
To this end the United States Government is committed to act uni-
laterally, bilaterally, regionally, plurilaterally, and globally to open
markets to maintain the ability of U.S. firms to compete around
the world. Through increasing integration into the global economy,
we can achieve ever-rising living standards for all of our people.
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